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Revisiting the scope of the single entity rule
Norman Hanna*

The single entity rule  (SER), which is the basic premise on which the tax 
consolidation regime in Australia operates, treats the subsidiary members of 
a tax consolidated group as parts of the head entity, as opposed to separate 
entities for the core purposes of calculating the income tax liability (or loss) 
of the members of that group for an income year. This article  revisits the 
scope of deeming in the SER as well as highlighting the importance of being 
precise when applying the SER in practice. This article also considers some 
anomalous outcomes that may arise due to the interaction with the SER and 
dealings with third parties, as well as the interaction between the SER and 
other areas of the tax law such as Pt IVA, treaties and the hybrid mismatch 
rules. Overall it is concluded that so long as when future legislation is drafted, 
consideration (where applicable) is given to the potential impact and scope 
of the SER, then it should continue to operate and interact with other areas of 
domestic tax law, without any undue or anomalous income tax consequences.

I. INTRODUCTION

A. Background
The Australian tax consolidation regime which allows for certain groups of entities to be treated as single 
entities for income tax purposes,1 was implemented in 2002. Since the inception of the consolidation 
regime, most parties that have had to work through the very detailed rules  contained in Pt  3-90 of 
the Income Tax Assessment Act 1997 (Cth) (ITAA 1997), would attest to the significant complexities 
involved.2

A continuous stream of issues have flowed from these rules, resulting in numerous post-implementation 
reviews, amendments and proposed amendments, as well as court cases which considered the interaction 
of the consolidation regime with other areas of the tax law. The  Commissioner has had to contend 
with not only ensuring taxpayer compliance with these rules, but also the additional complications and 
uncertainty that arises due to the interaction of these rules with Pt IVA of the Income Tax Assessment Act 
1936 (Cth) (ITAA 1936).

When the tax consolidation rules were implemented, it was expected that the single entity treatment 
contained therein would simplify the tax system and reduce ongoing compliance costs.3 In this regard, 
the enactment of the consolidation rules resulted in the removal of the loss transfer rules, intra-group 
dividend rules and intra-group roll-over rules.4

Relevantly, the objectives of Div 701 include the provision of a systematic solution to the prevention of 
such double taxation and double tax benefits in order to reduce compliance costs and improve business 
efficiency by removing complexities and promoting simplicity in the taxation of wholly owned groups.5

* The author is a lecturer at Griffith University in Revenue Law and holds a Master of Taxation (Sydney University).
1 The single entity treatment is not universal for all income tax purposes, producing some outcomes that might not have been 
anticipated.
2 All section references to numbers with a dash (-) are to the Income Tax Assessment Act 1997 (Cth) unless otherwise noted. All 
other section references are to the Income Tax Assessment Act 1936 (Cth), unless expressly stated otherwise.
3 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.4].
4 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [3.9].
5 Income Tax Assessment Act 1997 (Cth) s 700-10.
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B. Purpose
While the consolidation regime is extremely vast, the scope of this article is focused upon one aspect 
of the regime, the “single entity rule” (SER). This rule, which is the basic premise on which the tax 
consolidation regime in Australia operates, treats the subsidiary members of a tax consolidated group as 
parts of the head entity, as opposed to separate entities.6

The purpose of this article is to revisit the scope and importance of being precise when applying the SER, 
with a particular focus on its application, objectives and the exception to it in s 701-85. One of the key 
themes this article seeks to illustrate is the effect of the “statutory fiction” created by the SER and to what 
extent the deeming which is created by this fiction is to be construed that is either widely, supporting a 
robust deeming approach or narrowly, supporting a moderate deeming approach.

This article  also focuses on the key issues and anomalies that have arisen with respect to the SER 
including various domestic issues. Finally, this article addresses the interaction of the SER with treaties, 
multiple entry consolidated (MEC) groups, branches and the rules  in Div  832 concerning hybrid 
mismatch arrangements.

Ultimately, it is concluded that the SER is an example of principle-based drafting that has been effective 
in achieving its objectives, despite some anomalies and unintended consequences that have arisen due 
to its operation.

It is now clear from the majority decision in Channel Pastoral Holdings Pty Ltd v Federal Commissioner 
of Taxation (Channel Pastoral)7 that the correct approach in interpreting the SER is to adopt a modest 
deeming with a particular focus on the core purposes in s  701-1. The core purpose being to treat 
subsidiary members as parts of the head entity, rather than separate entities, for the head company and 
subsidiary entity core purposes, being the calculation of the income tax liability or loss of those entities 
for an income year.

However, a more robust deeming would resolve some of the anomalies discussed in this article (eg in 
relation to pre-capital gains tax (CGT) event K6 and Div 7A) and not be an impediment where it is 
expressly ignored (eg Div 832 example).

The conclusion of this contemporary review and analysis of the application of the SER, is that the SER 
itself should remain as currently drafted and that it does not require any amendment.

II. APPLICATION OF THE SER
The SER as set out in s 701-1, provides that:
 (1) If an entity is a subsidiary member of a consolidated group for any period, it and any other subsidiary 

member of the group are taken for the purposes covered by subsection (2) and (3) to be parts of the 
head company of the group, rather than separate entities, during that period.

Head company core purposes

 (2) The purposes covered by this subsection (the head company core purposes) are:

 (a) working out the amount of the head company’s liability (if any) for income tax calculated by 
reference to any income year in which any of the period occurs or any later income year; and

 (b) working out the amount of the head company’s loss (if any) of a particular sort for any such 
income year.

Note: The single entity rule would affect the head company’s income tax liability calculated by reference 
to income years after the entity ceased to be a member of the group if, for example, assets that the entity 
held when it became a subsidiary member remained with the head company after the entity ceased to be 
a subsidiary member.

Entity core purposes

6 The other core rules are the “entry history rule” and the “exit history rule”, but a detailed discussion of these rules is outside the 
scope of this article.
7 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162; [2015] FCAFC 57.
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 (3) The purposes covered by this subsection (the entity core purposes) are:

 (a) working out the amount of the entity’s liability (if any) for income tax calculated by reference to 
any income year in which any of the period occurs or any later income year; and

 (b) working out the amount of the entity’s loss (if any) of a particular sort for any such income year.

Note: An assessment of the entity’s liability calculated by reference to income tax for a period when it 
was not a subsidiary member of the group may be made, and that tax recovered from it, even while it is a 
subsidiary member.

The SER treats the subsidiary members of a tax consolidated group as parts of the head entity, rather than 
separate entities, for the head company and subsidiary entity core purposes, being the calculation of the 
income tax liability or loss for an income year.

The SER is an example of drafting by principle, rather than detailed mechanism. A necessary feature of 
this drafting approach is the omission of statutory mechanisms for effecting the policy for each provision 
of the income tax law. The SER “[s]tands in splendid isolation without support from other more elaborate 
deemings and it, alone, does most of the work of consolidation for an established group”.8

A. Nature of the SER deeming
The effect of Div 701 is that it creates a statutory fiction9 which deems the subsidiaries to be parts of 
the head company as required by s 701-1. However, various sources have interpreted the treatment of 
subsidiaries as parts of the head company required by s 701-1 to mean different things. This has resulted 
in a continuum of expressed views regarding the extent to which deeming is permitted under the SER.

A conventional view of the SER is that intra-group transactions are disregarded, although this direction 
is not explicitly provided by Div  701, but by the Explanatory Memorandum.10 The Explanatory 
Memorandum elaborates on the operation of the SER and provides that:

The income tax treatment of a consolidated group flows from the rule that an entity is treated as part of 
the head company while it is a subsidiary member of a consolidated group. Actions of the subsidiaries 
are treated as actions of the head company, as this is the only entity the income tax law recognises for 
the purposes of working out the income tax liability or losses of a consolidated group. For example, a 
transfer of an asset from one subsidiary member to another is treated like a transfer from one division of 
a company to another division. Such a transaction could not have any income tax consequences, as no 
disposal between distinct entities would have occurred (an entity cannot transact with itself).11

Further, the consequences of the SER are that:

• the actions and transactions of a subsidiary member are treated as having been undertaken by the 
head company;12

• the assets a subsidiary member of the group owns are taken to be owned by the head company (with 
the exception of intra-group assets) while the subsidiary remains a member of the consolidated 
group;13

• if a CGT event happens in respect of a CGT asset held by a subsidiary member of the group, that 
event is taken to happen in relation to the asset while held by the head company and anything done 
by the subsidiary entity as part of the CGT event is taken to have been done by the head company;14 
and

8 C Rider, “Executing an Income Tax” In G Cooper (ed), Conference Series No 25, (Australia Tax Research Foundation, 2008) 157.
9 Although more recently in Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation, Pagone J used the term 
“statutory direction” as an alternative or more precise descriptor.
10  D Maloney and  P Walmsley, ATO Perspective on Consolidation – Unravelling the Mysteries of the Single Entity Rule, 4th 
Consolidation Symposium, Melbourne and Sydney 2009, 10.
11 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.12].
12 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.13].
13 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.20].
14 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.22].
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• dealings that are solely between members of the same consolidated group will not result in ordinary 
or statutory income or a deduction to the head company.15

The Australian Taxation Office (ATO) approach in Taxation Ruling TR 2004/1116 draws heavily on 
the Explanatory Memorandum. For example, the Commissioner states at para 8 that the SER has the 
effect that rights between group members are not recognised and assets of subsidiaries are treated 
as owned by the head company. This appears to depart significantly from an approach that merely 
attributes say an assessable income inclusion of a subsidiary to the head company (ie modest deeming 
approach). Furthermore, in light of what is discussed below there may be a case to update the ATO ruling  
(TR 2004/11) so that it is more consistent with recent judicial authority supporting a stricter and narrower 
approach to the application of the SER.

1. Modest v robust deeming

The statutory fiction created by s 701-1 and discussed in the Explanatory Memorandum can result in 
confusion about to what extent deeming is permitted under the SER. Rider considers two alternative and 
inconsistent views about what the SER accomplishes by categorising the positions as either a modest 
deeming or a robust deeming.

In the modest deeming position, the effect of the SER is that a head company and the subsidiary members 
of a corporate group are a single entity simply for the purpose of computing the income, deductions, 
cost and cost base arising from transactions and assets. In the robust deeming position, the effect of the 
SER is that within a consolidated group the individual entities do not exist for income tax purposes, and 
transactions between group entities do not occur for any tax purpose.17

Put another way, s 701-1 could be understood to require simply that the income/deductions etc arising 
from internal transactions/assets be disregarded. This would mean, for example, there will be neither 
income nor deductions recorded from intra-group transactions. It would not say that an asset, transaction 
or entity does not occur or exist, but simply that there are no immediate tax consequences arising from 
it. The robust deeming would say the transaction did not occur; the asset does not exist.18 It is clear, 
however when considering the recent judgments (s 3) that the non-existence of the subsidiary is not that 
creditable anymore.

With respect to the extent of deeming under the SER, Tony Slater QC would appear to support the 
modest deeming position where he previously stated:

The better view, it is suggested, is that Div 701 goes no further than deeming the transaction, with all 
its actual incidents, to be undertaken by a “part of the head company”. It does not change the nature of 
the transaction, which is to be ascertained by reference to the actual facts of the subsidiary. It does not 
amalgamate the acts of the entities making up the consolidated group into homogeneous activities of a 
taxpayer comprising the group.19

2. Judicial guidance

There is various judicial authority to support a modest reading of a provision which imposes a statutory 
fiction. In the Federal Commissioner of Taxation v Comber, the managing director of a private company 
received a sum upon retirement from the private company which the taxpayer had founded, but was not 
a shareholder of at the time of receipt.20 The Commissioner formed the view that s 109 applied (and 

15 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.18].
16  Income Tax: consolidation: the meaning and application of the single entity rule  in Income Tax Assessment Act 1997 (Cth) 
Pt 3-90.
17 Also see A Ting, “Australia’s Consolidation Regime: A Road of No Return?” (2010) 2 British Tax Review for further discussion 
on what is referred to as the “strong single entity concept”.
18 Rider, n 8, 158.
19 A Slater, QC TIC/CTA, “General Consolidation Regime – Key New Tax Concepts”, First National Consolidation Symposium, 
Leura, February 2003, 27.
20 Federal Commissioner of Taxation v Comber (1986) 10 FCR 88.
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a component was deemed to be paid out of profits to a shareholder), and determined that 5% of the 
payment was a reasonable retirement payment and was assessable under s 26(d), and the balance was 
assessable as a dividend under s 44(1)(c).

The court held that the excess over the reasonable retirement payment was a deemed dividend under 
s 109 but was not deemed to be paid out of profits or to a shareholder. Nor was the amount deemed 
to be paid out of profits under s 44(1)(c). Fisher J (1986) articulated on the limited effect of deeming 
provisions and stated that “In my opinion deeming provisions are required by their nature to be construed 
strictly and only for the purpose for which they are resorted to.” Fisher J thought it improper to extend by 
implication the express application of such a statutory fiction. This supports the principle that statutory 
fictions erected by deeming provisions are to be strictly construed and the allied principle that one should 
not travel beyond the hypothesis created by the statute.21

More recently and specific to the SER, Pagone  J, in his minority judgment in Channel Pastoral 
commented in detail on the application of the SER and strongly supports this approach.

3. When does it matter?

By way of example, an intra-group transaction such as the payment of dividend from a subsidiary to 
the head company, or a transfer of assets between members of the group do not have any income tax 
consequences under the SER. How the SER is interpreted in achieving this non-income tax outcome, 
may, on the face of it, seem to be of little consequence. That is, whether the intra-group transaction 
is viewed as non-existent, disregarded, ignored, or otherwise as a transaction between parts  of the 
head company, it might be said that it simply does not matter as there are no income tax consequences 
regardless of the view espoused.

The question is, when does it matter? As will be identified below, the difference will matter especially 
when dealings with third parties outside the group are involved. For example, under a modest deeming 
view, intra-group asset transfers between members of a group may impact on CGT event K6 and the 
CGT discount, whereas under a robust deeming view the contrary position would be the case. The 
correct interpretation of the SER would be to focus on the core purposes in s 701-1. The limited deeming 
approach would therefore assist in achieving the key objectives of what the rule is intending to achieve.

B. Exception to the SER
In the context of the complexities around the interpretation and application of the SER, it is important 
to discuss the role of s  701-85. In some instances, the operation of the SER rule  may not apply 
appropriately in its interaction with other areas of the tax law. In this regard, s 701-85, under the heading 
“Other Exceptions etc to the Rules” has the effect that the operation of the SER is subject to any other 
provision of the ITAA 1997 and the ITAA 1936 (and certain related Acts) that so require, either expressly 
or impliedly.22

This rule  is important as it provides for departures from the SER where there is either an express or 
implied requirement to do so. The Explanatory Memorandum provides only limited guidance on the 
exception to the core rules (including the SER) and provides that the operation of the core rules is subject 
to any contrary provisions in Pt 3-90 or in another part of the income tax law. For example, the operation 
of the inherited history rules will be affected by the rules covering the treatment of losses and franking 
credits.23

The uncertainty arises in implicit cases, but the Explanatory Memorandum does not provide any guidance 
or examples on the application of this rule  in these circumstances. Accordingly, while this rule does 

21 Estee Lauder Pty Ltd v Federal Commissioner of Taxation (Cth) (1988) 19 ATR 1228.
22 The corresponding note in this section provides that an example of such a provision is Div 707 (about the transfer of certain 
losses to the head company of a consolidated group). That division modifies the effect that the inheritance of history rule in s 701-5 
would otherwise have.
23 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.81].
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provide a mechanism to allow for modification of the SER, there is significant uncertainty as to when 
the rule should apply.

Slater and Murray commented that it was far from clear that s 701-85 will be the panacea for all the 
consolidation interactions with other provisions in the ITAA 1997 and ITAA 1936 that do not work in 
accordance with expressed policy outcomes.24 Indeed, this statement holds true because despite the 
seemingly powerful effect of this rule, the Commissioner has only in very limited circumstances sought 
to resort to apply it.25 In this regard, the ATO has issued several taxation determinations on various 
aspects of applying the SER.26 In all cases, the ATO has not sought to “resort” to s 701-85 on the basis 
that the ITAA 1997 and the ITAA 1936 as a whole achieves the intended outcome.27

In Channel Pastoral, the Commissioner also contended that the operation of the SER gives way to the 
paramountcy of Pt IVA, in reliance on s 701-85, so that the subsidiary member may be assessed despite 
the SER. It was held that reliance on s 701-85 was not necessary because the application of Pt  IVA 
proceeds on the basis that the subsidiary member is not a subsidiary member of the consolidated group 
at the time the gain was realised and therefore conflict between Pt IVA and the SER does not arise.28

The BOT considered whether s 701-85 increased uncertainty in the application of the SER and, if so, how 
the uncertainty could be alleviated.29 While various submissions were received, no recommendations 
were put forward by the BOT in its Final Report. Finally, s  701-85 certainly has a role to play and 
should not be repealed, although guidance from the Commissioner in implicit cases would be helpful in 
alleviating any uncertainty in its application. For instance, a taxation ruling applying s 701-85 to some 
of the circumstances discussed later in the article (eg SER and interaction with treaties) may provide an 
adequate resolution to the issue.

III. PART IVA AND THE SER
Channel Pastoral considered the interaction between Pt IVA and the tax consolidation rules. In this case, 
the judges unanimously agreed that Pt IVA can apply in respect of a tax benefit derived in connection 
with a formation case. However, there were differing views as to how the rules operated in terms of which 
member(s) of the consolidated group the Commissioner was authorised to issue Pt IVA determinations 
and notices of assessment to.

The majority held that the  Commissioner can give effect to a Pt  IVA determination by issuing an 
assessment to a subsidiary member of a tax consolidated group. This poses a contrasting view as to how 
the SER was previously understood to operate.

Overall, the Channel Pastoral judgment provides clarity on the interaction between Pt IVA and the SER where 
the subsidiary was not part of a consolidated group at the time of the counterfactual transaction upon which 
Pt IVA applied. Importantly, this case provides judicial guidance on the operation and scope of the SER.

Before proceeding to consider the Channel Pastoral judgment, it is useful to revisit the position in 
Federal  Commissioner of Taxation  v Macquarie Bank Ltd (Macquarie),30 which also considered the 

24 AH Slater QC and P Murray, “Tax Consolidation and the Single Entity Rule” (2004) 7 The Tax Specialist 206.
25 The Commissioner’s view on the application of this rule is set out in Taxation Ruling TR 2004/11 Income Tax: Consolidation: the 
meaning and application of the single entity rule in Part 3-90 of the Income Tax Assessment Act 1997, [14], [26]-[28], [41]-[42].
26 See Taxation Determination TD 2004/47, Income Tax: Consolidation: capital gains: does the single entity rule in s 701-1 of 
the Income Tax Assessment Act 1997 affect the application of the additional basic assumptions in subs 152-10(2) when a CGT 
event happens to a share of trust interest that is a membership interest in a subsidiary member (company or trust) of a consolidated 
group?; Taxation Determination TD 2004/41, Income Tax: Consolidation: capital gains: can membership interests in a subsidiary 
member of a consolidated group be recognised for the purpose of applying the market value substitution rule in s 116-30 of the 
Income Tax Assessment Act 1997 if CGT event A1 happens to the group’s head company when a contract is entered into to dispose 
of the interests?
27 TD 2004/47; TD 2004/41.
28 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [109]; [2015] FCAFC 57.
29 BOT, Post-implementation Review of Certain Aspects of the Consolidation Regime, Discussion Paper (2009) [13].
30 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164; [2013] FCAFC 13.
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interaction between Pt IVA and the tax consolidation rules. Macquarie was an appeal by the Commissioner 
from an earlier decision of the Federal Court.31

Consideration of the decision in Macquarie provides context to the decision in Channel Pastoral and 
illustrates the inherent difficulties associated with interpreting and applying the SER.

A. The Macquarie decision
1. Background facts

Macquarie involved the sale of shares by Mongoose Pty Ltd (Mongoose) in Minara Resources Ltd 
(Minara). Macquarie Bank, as head company of the consolidated group derived a capital gain of 
$41,408,357. This amount was calculated as the difference between the sale proceeds of $480,336,947 
and Macquarie Bank’s cost base of $438,928,590 (ie Macquarie Bank’s cost base of shares pushed down 
to Mongoose’s interest in Minara, as a result of the tax cost setting process under Div 705).

Prior to joining the Macquarie Bank consolidated group, Mongoose’s cost base in its Minara shares was 
$161,829,478. This was significantly lower than the cost base ascribed under the tax cost setting process 
when it joined the consolidated group.

The Commissioner contended Pt IVA applied and issued two separate determinations and two separate 
amended assessments to the subsidiary, Mongoose and the head company, Macquarie Bank Limited, 
respectively. The basis for this approach by the Commissioner was uncertainty regarding the interaction 
of Pt IVA and the rules in Pt 3-90.32

2. Issues

Several questions were raised by the appeals in Macquarie, including whether Pt  IVA applied to the 
arrangement. In that regard, all three judges of the Full Federal Court held that Pt IVA did not apply 
to the arrangement. However, the discussion set out below focuses on the issues associated with the 
interaction between Pt IVA and the SER.

The first issue was whether, assuming the prerequisites of Pt  IVA were otherwise satisfied, 
the Commissioner had authority to issue a determination under Pt IVA to Mongoose, despite it being a 
subsidiary member of the Macquarie consolidated group. The second issue is whether the Commissioner 
was authorised to issue an amended assessment to either Mongoose or Macquarie on the basis of the 
determination made in respect of Mongoose.33

3. Summary of judgments

Middleton and Robertson JJ

In their joint judgment, it was acknowledged that Mongoose was technically a taxpayer for the purposes 
of Pt IVA, but it was impermissible that it had distinct assessable income for the purpose and application 
of Pt IVA. That is, the subsidiary member of a consolidated group (whose action gives rise to the tax 
benefit) may not be liable to be directly assessed for income tax “[a]s they are deemed not to have a 
separate existence for this purpose”.34

That is, as a result of the SER, a subsidiary member cannot be directly assessed as the operation 
of Pt  3-90 precludes the direct assessment of subsidiaries under Pt  IVA, as they are not separate 
entities. Accordingly, the Commissioner was only entitled to make a determination in respect of (and 
subsequently issue an amended assessment to) Macquarie Bank as head company of the consolidated 
group.35

31 Macquarie Bank Ltd v Federal Commissioner of Taxation (2011) 85 ATR 409; [2011] FCA 1076.
32 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 187 [89]; [2013] FCAFC 13.
33 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 171 [17]; [2013] FCAFC 13.
34 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 200 [135]; [2013] FCAFC 13.
35 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 202 [144]; [2013] FCAFC 13.
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Emmet J

Emmet J, in his dissenting view (on the interaction of Pt IVA and the SER), concluded that there is no 
reason why a Pt IVA determination in respect of a subsidiary cannot be given effect to by issuing an 
assessment (or an amended assessment) to the head company, as this may well be appropriate for giving 
effect to the determination in respect of the subsidiary.36 That is, the Commissioner is not prevented from 
relying on the combination of the determination in respect either Mongoose or Macquarie Bank, and the 
assessment to Macquarie Bank.

While it was acknowledged that Mongoose was a taxpayer for the purposes of Pt IVA, the operation 
of the SER meant that Mongoose could not be directly assessed. That is, “Where Pt 3-90 is applicable, 
however, the entity whose actions give rise to a tax benefit may not be liable to be assessed for income 
tax, since the entity is deemed not to have a separate existence for that purpose.”37 Accordingly, Emmet J 
was of the view that the head company is the relevant taxpayer in a consolidated group, as the subsidiary 
members were absorbed into it.

4. High court refusal for special leave

The High Court (Hayne, Crennan and Keane JJ) refused the Commissioner’s special leave to appeal 
from the Macquarie decision. Hayne J stated that it was not a suitable vehicle to consider the question 
of principle between the intersection of Pt IVA and Pt 3-90.38

B. Channel pastoral
1. Background facts

Channel Cattle Co Pty Ltd (CCC) was incorporated in 1981. The shares were pre-CGT shares which 
were owned by Mr and Mrs Sherwin. Prior to 31 December 2007, CCC owned cattle stations which it 
acquired in 2004. The assets included land, plant and equipment, trading stock and other agricultural 
assets.

Channel Pastoral Holdings Pty Ltd (CPH) was incorporated on 6 July 2006. This was a dormant company 
which was initially owned by both Sherwins. However, Mr Sherwin became the sole shareholder on 
28 December 2007. On 31 December 2007, the Sherwins transferred their shares in CCC to CPH for 
consideration of approximately $61 million. From this point in time, CCC became a wholly owned 
subsidiary of CPH.

On 1 January 2008, CPH elected to form a tax consolidated group with CPH as the head entity and CCC 
as a subsidiary member. As a result of forming a tax consolidated group, the tax cost of each of the assets 
of CCC was reset to what is referred to in Div 705 as the tax cost setting amount. Consequently, the 
impact of the cost setting rules was such that the assets of CCC obtained an increase in cost base.

In February 2008, CCC sold its assets to an unrelated third party for $70 million. From a tax perspective, 
the consequences of the sale would prima facie result in CPH (as head entity of the consolidated group) 
making a capital loss of $25 million on the disposal of the land and a greater deduction for trading stock.

The Commissioner contended that Pt IVA applied to the arrangement. The counterfactual on which the 
Pt IVA determinations by the Commissioner were based was that CCC would not have joined the group 
prior to selling its assets, and consequently, would have derived a net capital gain (ie on the basis that the 
cost base of the assets in CCC would have been less, had CPH not formed a tax consolidated group) and 
CPH would not have been entitled to a greater deduction for trading stock.39

The Commissioner made various Pt IV determinations and gave effect to those determinations by issuing 
amended assessments in the variations outlined in s 3.2.2.

36 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 174 [34]; [2013] FCAFC 13.
37 Federal Commissioner of Taxation v Macquarie Bank Ltd (2013) 210 FCR 164, 175 [41]; [2013] FCAFC 13.
38 Transcript of Proceedings, Federal Commissioner of Taxation v Macquarie Bank Ltd [2013] HCATrans 185 (16 August 2013) 15.
39 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [42]; [2015] FCAFC 57.
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2. Issues

Channel Pastoral was a special case pursuant to Pt 38 of the Federal Court Rules 2011 (Cth). There 
were three reserved questions upon an agreed statement of facts that the Full Federal Court was 
required to consider. Essentially, these three questions were whether, due to the operation of Div 701, 
the Commissioner was not:
 (1) authorised to make the Part IVA determination in respect of CCC and to give effect to that determination 

by issuing the amended assessment to CPH;
 (2) authorised to make the determination in respect of CPH in connection with the consideration of 

CPH’s objection to the amended assessment;
 (3) authorised to make the alternative determinations in respect of CCC to give effect to those 

determinations by issuing the alternative assessment to CCC, when it was a subsidiary member of the 
consolidated group.40

The third issue noted above was not considered in Macquarie (either before the primary judge or on 
appeal). Ultimately, the Full Federal Court held that the Commissioner was authorised to issue a Pt IVA 
determination to the subsidiary member and give effect to that determination by issuing an assessment 
to the subsidiary member (ie it was option 3 that was chosen), notwithstanding the operation of the SER.

A summary of each justice’s decision and reasoning is set out below with a particular focus on the insight 
and approach adopted with respect to the SER.

C. Summary of judgments
Allsop CJ

Allsop CJ provided that in determining the relevant hierarchy in reconciling Pt  IVA with Pt 3-90, it 
was important to interpret the statute as a whole in light of its context, purpose and policy.41 In that 
regard, Allsop CJ emphasised this approach, as one required by the High Court in Project Blue Sky Inc v 
Australian Broadcasting Authority.42

At the outset, Allsop CJ also acknowledged that s 701-1 does not remove or destroy the existence of an 
entity in the group, but makes it a part of the head company for the relevant core purposes.43 To the extent 
that the majority in Macquarie said otherwise, was not correct and should not be followed.

It was well understood that the tax benefit was a result of CCC joining the group (on formation) because 
if it had not, it would have derived assessable income on the sale of the trading stock and a capital gain on 
the disposal of the land. Allsop CJ adopted the position that CPH could not be assessed on these amounts 
because in doing so it is accepted that CCC was part of the tax consolidated group. Specifically, it was 
not possible to give effect to a determination by assessing CPH, as its only relationship with CCC in the 
determination is denied by the counterfactual that it did not form a tax consolidated group founding the 
determination.44

In dealing with the issue of multiple assessments (to CCC and CPH) where the assessment to CCC would 
be giving effect to the terms of the determination (and the alternative postulate) and the assessment to 
CPH would not be doing so, Allsop CJ concluded that the context, purpose and policy of Pt 3-90 meant 
that an assessment to CPH (absent a prohibition on an assessment to CCC) does not fall within the scope 
of s 701-1.45

Accordingly, Allsop CJ agreed with Edmonds and Gordon JJ that the only available option was option 3 
(ie the Commissioner making the determination and assessment in respect of CCC).

40 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [63]; [2015] FCAFC 57.
41 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [5]; [2015] FCAFC 57.
42 Project Blue Sky Inc v Australian Broadcasting Authority (1998) 194 CLR 355, [69]-[71].
43 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [8]; [2015] FCAFC 57.
44 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162; [2015] FCAFC 57.
45 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [16]; [2015] FCAFC 57.
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Edmonds and Gordon JJ

Both judges accepted that at the time of issue of the assessment, CCC is part of CPH under the SER and 
considered that an assessment to CPH to give effect to the determination to CCC, in the context of the 
SER viewed in isolation, was consistent with that determination.

However, Edmonds and Gordon JJ did not agree with that analysis when the SER has to be viewed 
through the prism of its intersection with Pt IVA, and the relevant hierarchy provided by s 177B(1).46 
In that regard, s 177B(1) does not permit the SER to stand in the way of a determination to include 
an amount of assessable income in the entity to which the alternative postulate and determination is 
predicated. Furthermore, it is not permissible for the Commissioner to assess both CPH and CCC as 
this is not within the objectives of the consolidation regime and in particular the objectives which are set 
out in s 700-10(a) (ie to prevent double taxation of the same economic gain realised by a consolidated 
group).

It was held that option three was chosen (ie answered in the negative) such that it was permissible for 
the Commissioner to make an alternative determination in respect of CCC and to give effect to it by 
issuing the alternative assessment to CCC. This approach accords with the objectives in s 700-10(a) as 
well as the SER which prevents the Commissioner from taxing the same economic gains to both entities.

Interestingly, Edmonds and Gordon JJ adopted the approach that the ability to assess a subsidiary member 
of a consolidated group that was not a member of the group for part of the income year is expressly 
provided for in s 701-30. Accordingly, this applied in this scenario because, under the counterfactual, the 
subsidiary is not a member of the group at the time it obtains the tax benefit.47 It was also agreed that it 
was not necessary to rely on s 701-85 to achieve this outcome.

Pagone J

Pagone J’s dissenting judgment (with whom Davies J agreed) concluded differently from the majority 
and held that determinations and assessments could be issued under all three options.

Pagone J preferred to describe the SER as a statutory direction (rather than a statutory fiction) which 
was concerned with the calculation of a composite liability. This direction did not mean that a subsidiary 
of a consolidated group is to be treated as non-existent, or that it ceases to be a taxpayer, or it does not 
derive or make assessable income or gains, or does not incur losses or outgoings. The statutory direction 
contemplates the continued existence of a subsidiary of a consolidated group, but directs that for the 
limited purposes of determining the income tax liability or losses of the members of the group, the 
subsidiary is to be treated as part of the head company.48

Pagone J was clear in articulating that the SER does not create a statutory fiction whereby the individual 
parts of the consolidated group do not continue to have an existence, or that their individual existence is 
not specifically relevant in the working out of the liability ultimately falling upon the head company.49 In 
fact, each subsidiary continues to have a fiscal function by their respective contribution to working out 
the head company liability.

The head company, for its part, is no longer to be treated as if it were a separate company because it 
must, for the mechanical purposes of working out income tax liability and losses, be taken to include all 
of the parts of the consolidated group. The requirement that the subsidiary is to be taken to be part of a 
composite whole is an indication of a statutory direction that the parts continue to exist as parts of the 
composite whole, and that their individual portions of income and gains, or losses, will be included in 
the calculation of the aggregated composite whole.50

46 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [82]; [2015] FCAFC 57.
47 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [107]; [2015] FCAFC 57.
48 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162, [119]; [2015] FCAFC 57.
49 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162; [2015] FCAFC 57.
50 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162; [2015] FCAFC 57.
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Furthermore, under Pagone J’s view, s 701-1 does not alter the points of derivation or incurrence. That is, 
the liability or loss of the head company to be worked out as required by s 701-1 which contemplates that 
there have been fiscal events by the group members. The function of the individual group members in the 
working out required by Div 701 is for their individual fiscal amounts to be included in the calculation 
of the final composite liability (or loss) of the whole, through the head company.51

Pagone J’s strict and narrow interpretation of the SER goes against some of the more liberal and robust 
approaches regarding the operation of the SER. Looking through the prism of statutory interpretation, 
Pagone  J’s approach may be more satisfactory in that Pagone  J focused closely on the language of 
the section.52 Accordingly, in dealing with any issue regarding the application of the SER, Pagone J’s 
approach must not be overlooked.

IV. SER AND THIRD PARTIES

The SER does not apply to taxpayers that are not members of a tax consolidated group in relation to 
their dealing with any member(s) of that consolidated group. In other words, the income tax position of 
entities outside of the group will not be affected by the SER when they deal or transact with a member 
of a consolidated group.

However, as noted below, in some instances intra-group transactions (which are ignored within the 
consolidated group due to the operation of the SER) may impact on the ultimate tax position of a third 
party that transacts with the group, resulting in uncertainty and unfairness for some taxpayers who are 
“inadvertently” impacted.

In this regard, the BOT undertook a post-implementation review of certain aspects of the consolidation 
regime, ultimately issuing its Final Report in June 2012 (released by the Assistant Treasurer on 10 May 
2013). Although the BOT highlighted these anomalies regarding the application of the SER to third 
parties in their dealings with consolidated groups, no measures were ever enacted by the Government 
and the issues still remain.53

A. Extension of the single entity rule to third parties
The main issue identified by the BOT was that intra-group dealings between members of a consolidated 
group (which do not give rise to any income tax consequences for the group) may in certain circumstances 
impact on the income tax position of a third party who deals with the group.54 Such anomalies may arise 
with respect to:

• CGT event K6;
• CGT discount integrity rule; and
• Div 7A of the ITAA 1936.

In this regard, the BOT recommended that, as a guiding principle, the effect of the SER should be 
extended when a provision in the income tax law applies to a transaction between a consolidated group 
and a third party that is either a shareholder of the head company of the group, or a third party that is an 
associate of the group. However, the application of this principle in specific cases should be assessed on 
a case by case basis.55 These issues are discussed in further detail below.

B. CGT event K6
CGT event K6 is directed at preventing CGT avoidance where pre-CGT shares or trust interests are 
disposed of where their value is principally attributable to underlying assets of the company or trust 

51 Channel Pastoral Holdings Pty Ltd v Federal Commissioner of Taxation (2015) 232 FCR 162; [2015] FCAFC 57.
52 H Symon QC, Litigation Masterclass – Statutory Interpretation Refresher, Melbourne (August 2015) 13.
53 The 2008 Budget announcement to address the extension of the SER to the CGT discount rules and CGT event K6, subsequently 
dropped (see item 87) in the list of announced but unlegislated tax measures on 14 December 2013 by the Assistant Treasurer.
54 BOT, Post-implementation Review into Certain Aspects of the Consolidated Regime (2012) [4.68].
55 BOT, n 54, [53].
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that are post-CGT assets. However, this is subject to certain exceptions for listed companies and listed 
or public unit trusts.56 There is also another particularly important exception in s 104-230(10), which 
disregards a capital gain otherwise arising under CGT event K6 to the extent that, had you acquired the 
interest on or after 20 September 1985, you could have chosen a rollover for the other CGT event under 
Subdiv 124-M.57

CGT event K6, which is provided for in s 104-230, broadly applies when certain CGT events happen to 
pre-CGT shares in a company and, just before the time of the event, the market value of the post-CGT 
property of the company (excluding trading stock), or of other entities in which the company has a direct 
or indirect interest, is 75% or more of the net value of the company.58

The taxpayer makes a capital gain equal to that part of the capital proceeds from the share or interest that 
is reasonably attributable to the amount by which the market value of the property of the company or 
trust (excluding trading stock) is more than the sum of the cost bases of that property.59

In a consolidation setting, it is necessary to consider the application of CGT event K6 where a taxpayer 
disposes of pre-CGT interests in the head company of the group. For the purpose of determining the 
amount of any capital gain, the shareholder needs to identify:

• the post-CGT property of the consolidated group; and
• the cost bases of that post-CGT property.

The identification of both the post-CGT property and the cost bases of the property may be distorted by 
intra-group transactions (ie transactions that have been treated as subject to the SER by members of the 
consolidated group). For example, an item of pre-CGT property transferred intra-group may be treated 
as post-CGT property from the perspective of the third party, but not for the consolidated group. The 
third party may also have regard to the cost base that the post-CGT property would have rather than its 
tax cost as set under the consolidation tax cost setting rules.60

Accordingly, on a strict interpretation of CGT event K6, it would seem that this event could be enlivened 
in the circumstances described above, which would produce an unfair result to the taxpayer who owns 
shares in the head company. That is, the modest deeming approach would result in adverse and unintended 
income tax consequences for the shareholder, whereas under a robust view it may be arguable that these 
consequences may not arise on the basis that the subsidiary entities do not exist for income tax purposes 
and transactions between group entities do not occur for any tax purpose (although it is questionable 
whether the head company core purposes and entity core purposes in s 701-1 can be interpreted this 
broadly in light of what has been stated above).

1. Modifications to CGT event K6 on subsidiary exit

In an interesting contrast, there are specific rules that modify the application of CGT event K6 if the exit 
point is not at the shareholder level in the head company, but where the subsidiary exits a consolidated 
group. That is, in a subsidiary member exit scenario there is a specific rule that prevents the anomaly 
described above from arising.

56 Income Tax Assessment Act 1997 (Cth) s 104-230(9).
57 Another interesting anomaly may arise where Income Tax Assessment Act 1997 (Cth) s 104-230(10) is relied on as an exception 
on the basis that you “could” have chosen roll-over. Through the interaction with this exception and the market value substitution 
rule in s 112-20, it may allow a taxpayer to transfer the shares with the embedded K6 gain to a new company which then forms a tax 
consolidated group and obtain a market value cost base for the shares at step 1 of the allocable cost amount calculation (s 705-65) 
and then push this cost down to the assets, with the effect of stepping up the value of the underlying asset. Of course, the potential 
application of Pt IVA would need to be considered in respect of such a proposed course of action. Such an arrangement may have 
been involved in the circumstances considered by the court in Channel Pastoral Holdings Pty Ltd v Federal Commissioner of 
Taxation.
58 Refer to Taxation Ruling TR 2004/18 – Income tax: capital gains: application of CGT event K6 (about pre-CGT shares and pre-
CGT trust interests) in Income Tax Assessment Act 1997 (Cth) s 104-230, for a detailed consideration of these rules.
59 Income Tax Assessment Act 1997 (Cth) s 104-230(6).
60 BOT, n 29, [3.70].
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In these circumstances, two modifications are made to the operation of CGT event K6. Relevantly, the 
first modification to the operation of CGT event K6 is that, for the purpose of applying s 104-230(2) and 
(8) in relation to those membership interests:61

• the SER is disregarded for the purpose of working out the net value of the leaving entity, which 
includes working out the market value of both the pre-CGT and post-CGT property; and

• s 104-230(2) is applied just before the leaving time ie while the SER applies (rather than just before 
the other event happened).

The effect of that modification is that the SER is still taken into account for the purpose of determining 
whether the property mentioned in s  104-230(2) for the leaving entity was acquired on or after the 
20 September 1985. Consequently, if the property is pre-CGT property for the head company’s tax 
purposes, then it will be pre-CGT property for the purposes of applying s 104-230(2), even if it was 
transferred to the leaving entity by another member of the group after joining time.62

As the SER is disregarded for the purpose of working out the net value of the leaving entity, intra-group 
acquisitions of property by the leaving entity or the discharge or release of intra-group liabilities may 
still be taken into account for the purpose of applying s 104-230(8). The intra-group transaction would 
be taken into account if, for example, the acquisition, discharge or release was done for a purpose of 
ensuring that the requirement in s 104-230(2) would not be satisfied in a particular situation.63

C. CGT discount integrity rule
A similar issue regarding the recognition of intra-group transfers between members of a consolidated 
group and the effect on a shareholder in the head company arises in relation to such a shareholder’s 
eligibility for the 50% CGT discount. Broadly, under Div  115, certain taxpayers may be entitled to 
make a discount capital gain where an asset has been held for greater than 12 months.64 However, the 
entitlement to the discount is subject to a very detailed integrity rule in s 115-45.

The purpose of that integrity rule is to deny a taxpayer a discount capital gain on the disposal of shares 
in a company65 if the taxpayer would not have had discount capital gains on the majority of CGT assets 
(by cost and by value) underlying the share if the taxpayer had owned them for the time the company 
did, and CGT events had happened to them when the CGT event happened to the taxpayer’s shares.66

This integrity rule only applies where the entity is owned by less than 300 members or where there is 
concentrated ownership (ie 20 individuals own at least 75% of the voting rights in the company).67

Subsection 115-45(2) provides that a capital gain made from a CGT event happening to a share in a 
company is not a discount capital gain if the following conditions are satisfied:

• just before the CGT event the taxpayer and their associates beneficially owned at least 10% by value 
of the shares in the company;68

• the total of the cost bases of CGT assets that the company owned at the time of the CGT event and 
had acquired less than 12 months before then is more than half of the total of the cost bases of all 
the CGT assets that the company owned at the time of the CGT event; and69

61 Income Tax Assessment Act 1997 (Cth) s 711-75.
62 Explanatory Memorandum, Tax Laws Amendment (2010 Measures No 1) Bill 2010 [5.135].
63 Explanatory Memorandum, Tax Laws Amendment (2010 Measures No 1) Bill 2010 [5.137].
64 Income Tax Assessment Act 1997 (Cth) s 115-25.
65  Income Tax Assessment Act 1997 (Cth) s 115-45 also applies in respect of an interest in a trust, although that instance will 
typically not be relevant in respect of interests in a consolidated group.
66 Income Tax Assessment Act 1997 (Cth) s 115-45(1).
67 Income Tax Assessment Act 1997 (Cth) s 115-50.
68 Income Tax Assessment Act 1997 (Cth) s 115-45(3).
69 Income Tax Assessment Act 1997 (Cth) s 115-45(4).
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• the notional net capital gain of the company worked out under s 115-45(6) is more than half of the 
notional capital gain worked out under s 115-45(7).70

With respect to a shareholder in the head company, an anomaly arises if the subsidiary transfers to the 
head company an asset which it held for more than 12 months and a shareholder in the head company, 
who is eligible to make a discount capital gain sells their shares within 12 months of the asset transfer.71 
In this regard, the SER operates such that the transfer within the consolidated group does not cause any 
income tax consequences for the members of that consolidated group.

However, the SER does not extend to the shareholder who needs to have regard to the internal transaction 
in order to determine its eligibility for the discount. Under a modest deeming approach the intra-group 
transfer would need to be considered when applying this integrity rule, whereas such consideration 
would not be required under the robust deeming approach.

D. Division 7A
It is clear that the SER applies when a payment or loan is made or a debt is forgiven by a member 
of a consolidated group to a shareholder (or the shareholder’s associate) that is also a member of the 
consolidated group.72 However, in other circumstances, the interaction between the SER and Div 7A may 
pose certain issues (which have been previously highlighted by CPA Australia).73

Distributable surplus

The ATO view in TD 2004/68 is that the SER does not apply to the calculation of the distributable 
surplus under s 109Y when a private company that is part of a consolidated group makes a payment or 
a loan, or forgives a debt to a shareholder (or associate) outside of the consolidated group. Accordingly, 
only the accounts of the private company within the group that is treated as having paid the dividend 
under Div  7A are relevant in calculating the distributable surplus.74 Depending on the extent of the 
distributable surplus in the private company, this approach may favour the taxpayer who is the recipient 
of the Div 7A loan.

The definition of “net assets” for the purposes of the formula in s  109Y(2) expressly contemplates 
that, if the Commissioner considers that the company’s accounting records significantly undervalue or 
overvalue its assets or undervalue or overvalue its provisions, the Commissioner may substitute a value 
that the Commissioner considers is appropriate (ie apply a look through approach where the company 
has one or more subsidiaries).

Interposed entities

Subsection 109T(1) may operate where payments and loans by a private company are made to an entity 
through one or more interposed entities and a reasonable person would conclude (having regard to all 
the circumstances) that the private company made the payment or loan solely or mainly as part of an 
arrangement involving a payment or loan to the target entity; and either (i) the first interposed entity 
makes a payment or loan to the target entity; or (ii) another entity interposed between the private 

70 Broadly, Income Tax Assessment Act 1997 (Cth) s 115-45(6) works out an amount that would be the net capital gain if just before 
the CGT event, the company disposed of all the CGT assets that it owed and acquired less than 12 months before and s 115-45(7) 
is the amount for all the CGT assets. Both calculations deem market value proceeds and assume no capital losses.
71 Maloney and Walmsley, n 10, 17.
72 Taxation Determination TD 2004/69, Income tax: consolidation: Div 7A: if a private company, as a member of a consolidated 
group, makes a payment, a loan or forgives a debt to a shareholder (or shareholder’s associate), that is also a member of the 
consolidated group, does the single entity rule in s 701-1 of the Income Tax Assessment Act 1997 prevent the application of Div 7A 
of the Income Tax Assessment Act 1936 to the transaction? [1].
73 CPA Australia, Submissions – Post-implementation Review re: Certain Aspects of the Consolidation Regime, 9 March 2010, 7.
74 Similarly, in respect of a different context, ATOID 2009/64 takes the view that the requirement to maintain a non-share capital 
account does not constitute a core purpose to which the SER applies and thus the issue of a non-share equity interest by a 
subsidiary member of a consolidated group will result in a credit in its non-share capital account (Income Tax Assessment Act 1997 
(Cth) s 164-15).
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company and the target entity makes a payment or loan to the target entity. Accordingly, s 109T(1) may 
apply when one member of a consolidated group provides a loan to another member within the group, 
which then on lends the amount to a shareholder in the head company or an associate of a shareholder 
in the head company.75

Unpaid present entitlement

Section 109XA may apply76 where a trust that is a member of a consolidated group owes an unpaid 
present entitlement to another member of the group and makes a payment or provides a loan to a 
shareholder (or shareholder’s associate) outside the group. However, where the trust instead accumulates 
income (ie no UPE arises), the trustee is not assessed under s 99A on net income to which no beneficiary 
is presently entitled to, due to the operation of the SER. If an interest free loan is then made by the trust 
to a shareholder in the head company (sourced from this accumulated income) then it appears that no 
adverse s 109XA consequences should arise in these circumstances.

With respect to these issues, CPA Australia commented that extending the SER for the purposes of 
the operation of Div 7A should alleviate anomalies arising with the interaction of that division and the 
consolidation rules.77

V. OTHER SER ISSUES

This section of the article seeks to highlight some other interesting issues that may arise when applying 
the SER in both a domestic and international setting.

A. How does the SER apply to working out the tax rate for a 
consolidated group?

Paragraph 23(2)(a) of the Income Tax Rates Act 1986 (Cth) provides that, for the 2017-2018 income year, 
a corporate tax entity will qualify for the 27.5% corporate tax rate for an income year if it is a base rate 
entity for that income year.78

Section 23AA of the Income Tax Rates Act 1986 (Cth) provides that an entity is a base rate entity for a 
year of income if:
 (a) no more than 80% of its assessable income for the year of income is base rate entity passive income; and
 (b) its aggregated turnover (within the meaning of the ITAA 1997) for the year of income, worked out as 

at the end of that year, is less than $25 million (and $50 million for the 2019 and later income years).

This section and the associated extrinsic materials are silent on the application of this test to a consolidated 
group. In any event, a straight application of the SER should apply for the purposes of this test, otherwise 
a consolidated group could easily fail (a) where the head company derives its only income in the form 
of passive income.

For example, assume that the head entity derives a nominal sum of passive income (ie 100% of its 
income is passive income) and the consolidated group collectively derives turnover that is under $25 
million. If the SER did not apply then (a) would not be satisfied and therefore the lower tax rate would 
be unavailable to the consolidated group.

In a consolidated group, the subsidiaries form part of the head entity for the core purposes of determining 
the liability or loss of the group. Therefore, with respect to satisfying (a) above, the SER technically does 
apply for the purposes of working out the group’s “liability (if any) for income tax”. The definition of 

75 Refer Taxation Determination TD 2018/13, Income tax: Div 7A: can s 109T of the Income Tax Assessment Act 1936 apply to 
a payment or loan made by a private company to another entity (the “first interposed entity”) where that payment or loan is an 
ordinary commercial transaction, for detailed consideration of Income Tax Assessment Act 1936 (Cth) s 109T.
76 Resulting in deemed dividend pursuant to Income Tax Assessment Act 1936 (Cth) s 109XB, subject to Income Tax Assessment 
Act 1936 (Cth) s 109Y and modifications in Income Tax Assessment Act 1936 (Cth) s 109XC.
77 BOT, n 54, [4.77].
78 Revised Explanatory Memorandum, Treasury Laws Amendment (Enterprise Tax Plan Base Rate Entities) Bill (2018) 1.6 (NB – 
this Bill passed both houses on 23 August 2018 but at the time of writing had not received Royal Assent).
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income tax in s 995-1(1) includes tax imposed by Income Tax Rates Act 1986 (Cth). Accordingly, it is 
clear that this test applies to the entities’ core purposes, which in this case is determining the application 
of the 27.5% income tax rate to calculate the group’s liability (if any).

With respect to (b), no issues should arise with a consolidated group on the basis of the SER applying. 
Furthermore, aggregated turnover as set out in s 328-115(3) does not include amounts derived from 
dealings between the relevant entity, connected entities and affiliates. Also, aggregated turnover includes 
the turnover of connected entities, subject to s 328-115.

Having assessed these rules in the context of the interaction with a consolidated group, the author is of 
the view that it would be helpful (but not necessary) to expressly state the SER applies for the purposes 
of applying the test. This could be addressed by the Commissioner in LCR 2018/D7 Base rate entities 
and base rate entity passive income.

B. What is the revenue versus capital basis of the shares in an exited 
subsidiary?

The first key issue to consider in determining the tax implications of a group exit is to establish the tax 
value of the shares in the leaving subsidiary being disposed of, so the amount of the resulting taxable 
gain or loss can be established. Accordingly, it is necessary to consider whether this gain or loss is on 
income or capital account. 79

This poses an interesting issue as to how one ascertains the profit-making purpose of the head company 
(or lack thereof) with respect to its acquisition and subsequent disposal of its subsidiary. In doing so, 
it would be necessary to establish the intention of the head company at the time of the acquisition by 
having regard to the following well-established judicial principles:

• a gain made otherwise than in the ordinary course of carrying on the business which nevertheless 
arises from a transaction entered into by the taxpayer with the intention or purpose of making a 
profit or gain may well constitute ordinary income;80 and

• this intention must exist at the time the transaction was entered into, although it may lack specificity 
in detail and the mode of achieving that profit must be one contemplated by the taxpayer as at least 
one of the alternatives by which the profit could be realised.81

For example, assume that such profit-making intention did exist with respect to the acquisition of the 
subsidiary. Under a modest deeming approach, the shares in the subsidiary continue to exist and therefore 
the head company would continue to have regard to its intention during the holding period. Therefore, 
when the shares are sold, the gain would be on revenue account, not capital account.

However, under a robust deeming approach, the shares do not exist and arguably the head company does 
not have regard to the profit-making intention with respect to its acquisition. In this context, the EM 
would appear to support a robust deeming approach as it provides that the membership interests would 
not be recognised while the entity was a member of the group.82

Furthermore, where a subsidiary member leaves a consolidated group the head company recognises, just 
before the leaving time, the membership interests in the leaving entity.83 On this basis, under the robust 
approach, the head company would only have regard to its intention for the instant the shares re-emerge.

From the Commissioner’s perspective, the profit received on the disposal of membership interests in a 
subsidiary of a consolidated group can be income according to ordinary concepts.84 However, each case 

79 H Scott and K Spence, Consolidation and Exits – The Other End of the Food Chain (Part 1) (2004) 8 The Tax Specialist.
80 Federal Commissioner of Taxation v Myer Emporium Ltd (1987) 163 CLR 199.
81 Westfield Ltd v Federal Commissioner of Taxation (1991) 28 FCR 333.
82 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.62].
83 Income Tax Assessment Act 1997 (Cth) s 701-15(3).
84 Taxation Determination TD 2006/36, Income tax: consolidation: can the profit received on the disposal of membership interests 
in a subsidiary member of a consolidated group be income according to ordinary concepts? [1].
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would be fact specific and identifying evidence from which intention may be appropriately determined 
(and changes in intention) is often an extremely difficult task. In reality, the importance of determining 
whether the disposal of shares in a subsidiary member was on revenue or capital account, would only be 
of concern for the head company where it was able to utilise a capital loss (either current or carry forward) 
to offset the capital gain or access other CGT concessions (eg roll-over relief). For completeness, in 
the event that the disposal was on revenue account then the anti-overlap rule in s 118-20 would have 
application.

C. SER and borrowings
The application of the SER with respect to interest deductibility on external borrowings used to invest in 
subsidiaries is not free from doubt, although guidance in the EM and various tax determinations (which 
set out the Commissioner’s view) provides a level of certainty for taxpayers.

The starting point for determining interest deductibility is satisfying s 8-1. In order to claim a deduction 
for interest incurred under s 8-1, a taxpayer has to satisfy the conditions in s 8-1(1) and not fall within 
one of the negative limbs in s 8-1(2). For these purposes, it is assumed (for illustrative purposes) that 
none of the negative limbs are failed and therefore the interest expense needs to be either:

 (a) incurred in gaining or producing assessable income; or
 (b) necessarily incurred in carrying on a business for the purpose of gaining or producing assessable 

income.

In a non-consolidated setting, the ATO position on the ability to claim a deduction for interest under 
s 8-1 (formerly s 51(1) of the ITAA 1936) on borrowings to acquire shares is that as a general rule, 
interest on money borrowed to acquire shares will be deductible where it is expected that dividends or 
other assessable income will be derived from the investment. Such an expectation will usually exist as 
shares by their very nature are inherently capable of generating dividends. However, such an expectation 
must be reasonable and not a mere theoretical possibility. There must be a prospect of dividends or other 
assessable income being received.85

However, in a consolidated group setting, the SER applies to treat subsidiary members of a consolidated 
group as parts  of the head company, rather than as separate entities for the prescribed income tax 
purposes. In that case, if a subsidiary member pays a dividend to the head entity, it will be ignored for 
income tax purposes because of the SER. The dividend will be treated as a movement of funds between 
parts of the head company, rather than the payment of a dividend, and will not form part of the assessable 
income of the head company.86 It follows then that due to the SER, there can no longer be any prospect 
of future dividends and thus the position in IT 2606 does not have application to a consolidated group to 
the extent that the shares acquired are shares in a subsidiary member of that consolidated group.

Accordingly, the general principles governing the deductibility of interest are applied to the head 
company as if it were a single entity and, therefore the requirements that must be met in order for the 
interest payments to be deductible apply to the head company as the relevant taxpayer. Under the single 
entity principle, the use of the borrowings is to acquire an interest in the assets of the subsidiary and the 
income stream generated by these assets.87

Accordingly, if the interest expense has a sufficient connection with the operations or activities which 
produce the head company’s assessable income, then it should be entitled to a deduction under s 8-1.

85 Taxation Ruling IT 2606 [9]. Also refer Spassked Pty Ltd v Federal Commissioner of Taxation (2003) 136 FCR 441; [2003] 
FCAFC 282; Federal Commissioner of Taxation (Cth) v Total Holdings (Aust) Pty Ltd (1979) 9 ATR 885.
86 Taxation Ruling TR 2004/11, Income Tax: consolidation: the meaning and application of the single entity rule in Income Tax 
Assessment Act 1997 (Cth) Pt 3-90, [10]; Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 
(Cth) [2.18].
87 Taxation Determination TD 2004/36, Income tax: consolidation: can the head company of a consolidated group claim a deduction 
under s 8-1 of the Income Tax Assessment Act 1997 for interest paid on funds borrowed before consolidation and on-lent interest-
free to a subsidiary member of the consolidated group? [11].
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D. SER in an international setting
1. The interaction of the SER with tax treaties

Tax treaties are incorporated and read as one with ITAA 1936 and ITAA 1997 and have effect 
notwithstanding anything inconsistent with respect to those Acts (other than Pt IVA) or in an act imposing 
Australian tax. 88 Accordingly, it is important to consider the application and interaction of a tax treaty 
with the consolidation rules.

In 2009, it was noted that the outcomes regarding the SER’s interaction with tax treaties still requires 
consideration.89 In this regard, the BOT’s Position Paper commented that it was unclear how Australia’s 
treaties apply to consolidated groups, as there was some uncertainty about whether:

• Australia’s double tax agreements apply to a consolidated group, its head company, subsidiary 
members or a combination of these; and

• for double tax agreement purposes, the SER applies to attribute the actions of subsidiary members 
of a consolidated group to the head company of the group.

After considering the issue, the BOT suggested that it was unnecessary for a review to be undertaken, 
but that the Government should continue to monitor the interaction between Australia’s tax treaties and 
the tax consolidation rules.90

In terms of addressing these issues, the starting point with respect to analysing whether a particular treaty 
applies is determining whether a person is a resident of a contracting state. Accordingly, it is necessary to 
consider whether a subsidiary member of a consolidated group is a resident for treaty purposes.

Using the United States Convention as an example; (i) the term person in Art 3(1)(a) includes a company; 
and (ii) a person is a resident of Australia if the person is an Australian corporation, provided that, in 
relation to any income, the company is subject to tax on income from sources in Australia.

As noted earlier, the effect of the SER is that a subsidiary member of a consolidated group will be 
treated as part of the head company, rather than as separate entity for the head company and entity core 
purposes.91 Also, in general, the head company will be liable for the income tax-related liabilities of the 
consolidated group that are referable to the period of consolidation.92

Some commentators have suggested that the subsidiary of a consolidated group may not be a resident for 
treaty purposes because it is part of the head company and not on the face of it liable to tax. However, a 
more technically correct interpretation might be that s 4 of the International Tax Agreements Act 1953 
(Cth) pierces the SER on the basis that the treaty has effect notwithstanding anything inconsistent with 
respect to the ITAA 1936 and ITAA 1997 (ie s 701-10). Accordingly, the subsidiary would be recognised 
for treaty purposes due to the paramountcy of the treaty over domestic law.

In addition to this, the other contracting state would apply its own domestic law and not Australian 
domestic law (ie it would recognise the subsidiary as a stand-alone entity).93 The uncertainty concerning 
whether the treaty applies to a subsidiary member may also be resolved by s 701-85 on the basis that it 
is implied that the SER does not operate when applying a tax treaty.

If the subsidiary was viewed separately, this may actually result in a reduction in treaty benefits (eg in 
respect of withholding tax) where shares in a foreign subsidiary are held by more than one Australian 
entity. For example, assume a foreign entity pays a dividend to two Australian entities that are members 
of a consolidated group holding 91% and 9% shareholdings in that foreign entity, respectively. In terms 

88 International Tax Agreements Act 1953 (Cth) s 4.
89 Maloney and Walmsley, n 10, [6.3.1].
90 BOT, n 54, [5.53]-[5.56].
91 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [3.28].
92 Explanatory Memorandum, New Business Tax System (Consolidation) Bill (No 1) 2002 (Cth) [2.21] but note that there are 
joint and several liability rules for members of a consolidated group in Div 721 as well the implications where a group liability is 
covered by a tax sharing agreement.
93 A Ting, The Taxation of Corporate Groups under Consolidation: An International Comparison (CUP, 2012).
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of treaty benefits, Art 10(2) of the US Convention provides for a nil rate of withholding tax on dividends 
where 80% or more of the voting power of the company paying the dividend is held, 5% where at least 
a 10% voting power is held and 15% otherwise.

In this example, if the consolidated group was viewed as a single entity for treaty purposes, then the 
group would be entitled to a nil rate of withholding tax perhaps this would be worthwhile area, from 
Australia’s perspective, to pursue in future treaty negotiations? This would reduce the cost of doing 
business overseas, especially in the case where the withholding tax may not be claimable in Australia in 
situations where the dividends are treated as not assessable and not exempt in Australia under s 768-5 (in 
which case a foreign income tax offset would not be available).

2. Implications when a subsidiary of a MEC group is transferred up to become an 
eligible tier-1

The following discussion considers some of the possible outcomes that may arise when a subsidiary 
member of a MEC group is “transferred up” to become an Eligible Tier-1 Company (ET1) of that MEC 
Group.

(a) Exit issues

Where the subsidiary is transferred up, it technically could cease to be a subsidiary member. However, 
if the provisional head company makes a written choice under s 719-5(4)(c) for the subsidiary to be 
a become an ET1 of the MEC group and notifies the Commissioner in the approved form as required 
by s  719-5(4) and s  719-77, then the subsidiary will not cease to be a member of the MEC group. 
Accordingly, Div 711 should not apply and there will be no potential consequences under CGT event L5.

(b) CGT event A1

It is technically possible that the disposal by the ET1 of the subsidiary means CGT event A1 will happen 
with respect to the disposal of the shares in that subsidiary to the top company.

Under the SER subsidiary members of a consolidated group are taken to be a part of the head company 
of the group, rather than separate entities for the group’s income tax purposes. Consequently, the intra-
group dealing of a transfer of a CGT asset from one group member to another is not treated for income 
tax purposes as a disposal or acquisition in the hands of the head company.

The SER applies to a MEC group in the same way as it applies to a consolidated group.94 However, the 
SER does not extend to entities outside of a consolidated or MEC group. The top company of a MEC 
group is not a member of that MEC group. Therefore, the transfer of the shares in the subsidiary from the 
head company to the top company will not be an intra-group dealing to which SER will apply. Further, the 
top company will not be affected by the SER when it deals or transacts with a member of the MEC group.

The SER does not apply to defeat a clearly intended outcome under provisions outside the consolidation 
rules. Accordingly, in these circumstances, Pts  3-1 and 3-3 of the ITAA 1997 apply and the shares 
transferred to the top company require a level of recognition as these provisions apply outside the 
consolidation rules.

CGT event A1 happens if you dispose of a CGT asset (ie if a change of ownership occurs from one entity 
to another, whether because of some act or event or by operation of law). Shares in the subsidiary are CGT 
assets.95 The head company will dispose of its shares in the subsidiary when the shares are transferred 
to the top company because there will be a change in ownership of the shares from the head company 
to the top company. Accordingly, CGT event A1 will happen. The SER will not operate to disregard 
the disposal for income tax purposes.96 Furthermore, there will be no recognised cost base of the shares 
because s 701-15(3) does not apply (to reset the cost base in the shares) when the Commissioner is 

94 Income Tax Assessment Act 1997 (Cth) s 719-2.
95 Income Tax Assessment Act 1997 (Cth) s 108-5.
96 Taxation Ruling TR 2004/11, Income Tax: Consolidation: the meaning and application of the single entity rule in Pt 3-90 of the 
Income Tax Assessment Act 1997, [11] confirms that disposal of an intra-group asset to a non-group entity will ordinarily result in 
CGT event A1 happening to the head company.
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notified under s 719-5(4) that the subsidiary is to remain in the MEC group. However, it should also 
be considered whether the historical cost base in the subsidiary still exists. In that regard, the share 
should be acknowledged to some extent and perhaps the old cost base can be used for the purposes of 
determining the capital gain or loss.

However, another view is that from the perspective of the MEC group, the legal transfer of shares in 
the subsidiary could be viewed as the issue of shares to the top company or alternatively viewed as 
the distribution of shares to the top company (as a dividend, return of capital or bonus issue). If the 
transaction was taken to be an issue of shares (as arguably dictated by the SER), then the MEC group 
should not suffer any CGT event by virtue of s 104-35(5) (ie CGT event D1 does not apply).97 In any 
event, Subdiv 126-B rollover may be chosen, but this is not considered further in this article.

(c) Implications when a subsidiary acquires an eligible tier-1 company (ET1)

The same issues as noted above also arise on the reverse case. The company is taken to have not exited 
the MEC group and therefore Div 711 should not have application. CGT event A1 would occur and 
therefore the top company would need to consider Div 855.

E. SER and hybrid mismatch arrangements
A consolidated group with a foreign branch potentially allows for double non-taxation of income where 
the offshore branch claims a deduction in the offshore jurisdiction for an intra-group expense and the 
corresponding intra-group income is ignored under the operation of the SER.

The Commissioner’s position with respect to the treatment of foreign branches of a consolidated group 
has evolved over time. Initially, the ATO view in ATOID 2007/63 was that under the SER, transactions 
between the foreign branch of the subsidiary member and other members of the group are ignored 
under the SER. However, this view was withdrawn. The ATOID included a note stating that “[T]his 
ATOID considers the SER in subsection 701-1 of the ITAA 1997. It does not consider laws dealing 
with international taxation nor any interaction of those laws with the single entity rule.” The replaced 
Interpretative Decision ATOID 2009/161 took a much narrower view on the operation of the SER to 
branch operations.

More recently, Taxpayer Alert TA 2016/798 was issued, which sets out the Commissioner’s concerns 
regarding the use of an Australian consolidated group with an offshore permanent establishment (PE) to 
essentially result in double non-taxation of income. This would typically involve the offshore PE claiming 
a deduction in the offshore jurisdiction for an intra-group expense and the corresponding intra-group 
income not being bought to tax in Australian by virtue of the operation of the SER. The Commissioner 
contends that “this would be an anomalous outcome and inconsistent with the purposes underlying the 
consolidation provisions and Australia’s double tax agreements”.99

In any event, significant developments have been made with respect to neutralising hybrid mismatch 
arrangements. Recently, Royal Assent was granted to the Bill to introduce Div  832 into the ITAA 
1997 on 24 August 2018. In essence, these rules aim to prevent entities that are liable to income tax 
in Australia from being able to avoid income taxation, or obtain a double non-taxation benefits, by 
exploiting differences between the tax treatment of entities and instruments across different countries.100 
Neutralising branch hybrid mismatch arrangements are specifically covered under Subdiv 832-F.

With respect to the application of these rules and the SER, the legislation is drafted in such a fashion that 
the SER is to be disregarded when determining whether an entity makes a payment to another entity, or 
for determining the amount of income or profits of an entity.101

97 P Collins and V Chang, International Tax Including MEC’s, 5th Consolidation Symposium, Melbourne (2010) 16.
98 Arrangements involving offshore permanent establishments.
99 Taxpayer Alert TA 2016/7, 3.
100 Explanatory Memorandum, Treasury Laws Amendment (Tax Integrity and Other Measures No 2) Bill 2018 [1.1].
101 Income Tax Assessment Act 1997 (Cth) s 832-30(1)(a), 832-30(2)(a).
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The effect of disregarding the SER is that income or profits made by entities within a consolidated group 
are recognised and payments by a member of a consolidated group (including intra-group payments) are 
recognised.102

Accordingly, the application of the SER, which was an element in the mismatch arrangement described 
above, is reversed. The EM provides the following example of where the SER is disregarded when 
identifying payments:

Aus Sub, a member of an Australian consolidated group, borrows money from another subsidiary member 
of the same tax consolidated group and pays interest on the borrowing. The SER would ordinarily apply 
so that the payment is not recognised as a deduction or as assessable income for Australian income tax 
purposes. However, the SER is disregarded for the purposes of determining whether there is a payment 
to which the hybrid mismatch rules could apply. As a result, for the purpose of determining whether there 
is a hybrid mismatch, the interest paid by Aus Sub is recognised as a payment.103

However, s  83235 qualifies this by providing that for all other purposes, the SER is not otherwise 
disregarded.104 Accordingly, these rules provide an example of the need to “turn off” the SER in order to 
achieve the intended objective of the legislation.

VI. CONCLUSION

Overall, the impact of the SER is that for the most part, it has improved business efficiency because it 
has removed income tax impediments with respect to internal business restructures.105 Importantly, it has 
reduced the need to analyse such implications in relation to such internal dealings. With that in mind, the 
SER could be viewed to have been successful in reducing compliance costs, notwithstanding some of the 
anomalies that arise due to its operation.

In terms of the application of the SER, the correct approach is to adopt a modest deeming with the focus 
on the core purposes as set out in s 701-1. That is, the effect of SER is that a head company and the 
subsidiary members of a corporate group are a single entity simply for the purpose of computing the 
liability or loss of head company. The modest deeming approach is the technically correct approach to 
how the SER is intended to operate and not the robust deeming approach.

As noted, there are some issues that arise due to the operation of the SER when dealing with third parties. 
Furthermore, some of the other domestic issues that arise due to the operation of the SER do not appear 
to pose too many concerns in practice. Although, putting the 2008 budget announcement regarding the 
SER application to CGT event K6/CGT discount scenarios on the 14 December 2013 “not proceeding” 
list is disappointing and arguably borne out of political expediency, rather than sound policy. That is, the 
BOT recommendations in this regard should be revisited.

The interaction of the SER in an international context was also considered. With respect to treaties, the 
main conclusion to be drawn is that it could be worthwhile negotiating that the SER would apply for the 
purposes of dealing with treaty benefits under such articles where a certain shareholding requirement is 
required in order to obtain a reduction in withholding tax rate. This would reduce the cost of doing business 
overseas, especially in the case where the withholding tax may not be claimable in Australia in situations 
where the dividends are exempt in Australia under s 768-5. Furthermore, it would seem that s 4 of the 
International Agreements Act 1953 (Cth) means treaty interpretation allows the “SER veil” to be pierced.

So long as, when future legislation is drafted, consideration (where applicable) is given to the potential 
impact of the SER within a consolidated group, this should continue to result in the SER achieving the 
objective of a reduction in compliance costs and complexity. A prime example of this is “turning off” the 
SER in certain circumstances under the hybrid mismatch rules.

The conclusion of this contemporary review and analysis of the application of the SER is an effective 
example of principle-based drafting and should remain as currently drafted.

102 Explanatory Memorandum, Treasury Laws Amendment (Tax Integrity and Other Measures No 2) Bill 2018 [1.38].
103 Explanatory Memorandum, Treasury Laws Amendment (Tax Integrity and Other Measures No 2) Bill 2018 [1.49].
104 Explanatory Memorandum, Treasury Laws Amendment (Tax Integrity and Other Measures No 2) Bill 2018 [1.48].
105 For example, in comparison to the treatment of such reorganisations for duty purposes in various states.


