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Worked example  

Modified cost setting rules for consolidated groups that 
include a life insurance company 

When an entity joins a consolidated group, or a consolidated group is formed, 
the tax costs of the assets of each joining entity are aligned with the cost to the 
group of acquiring the entity (unless the head company chooses the transitional 
option of retaining existing tax values). The cost setting rules are used to obtain 
the tax cost of each asset  'Treatment of assets', C2-1. The group’s cost for each 
asset is worked out by allocating the ACA (allocable cost amount) for the 
joining entity among the entity’s assets. This example shows how the cost 
setting rules are modified when a life insurance company joins a consolidated 
group. 

Subdivision 713-L of the Income Tax Assessment Act 1997 (ITAA 1997) modifies 
the tax cost setting rules in Subdivision 705-A to specify: 
• which assets of life insurance companies are to be treated as retained cost 

base assets (see table 1), and 
• the basis of valuing life insurance policy liabilities for the purposes of 

working out the ACA (see table 2).  

Table 1: Retained cost base assets of a life insurance company 
Basic principle in 
Subdivision 705-A 

Modification in  
Subdivision 713-L 

Tax cost setting  
amount specified as... 

Retained cost base 
assets are defined in 
subsection 705-25(5) 

Assets of a life insurance 
company defined as retained 
cost base assets are: 

 

 (a) a virtual PST asset or a 
segregated exempt asset 

(b) certain assets held for the 
purpose of discharging 
liabilities under the net 
investment component of 
ordinary life insurance 
policies, and 

The transfer value* just before 
the joining time**, for the 
purpose of working out the 
tax cost setting amounts for 
reset cost base assets  
(  section 705-35 ), or 

for all other purposes, the 
assets’ terminating value  
(  section 705-30)) 

 (c) in certain circumstances, 
the goodwill asset of a life 
insurance company that 
has demutualised 

The embedded value (under 
section 121AM of the ITAA 
1936) of the life insurance 
company reduced by the net 
value of shareholders’ assets 
held by the company. 

* The transfer value of an asset is the amount expected to be received from disposal of the 
asset in an open market after deducting any expected costs in relation to that disposal**
 When a life insurance company joins a consolidated group, the joining time is taken 
to be a valuation time for the purposes of Division 320. Life insurance companies 
therefore need to value both virtual PST assets and segregated exempt assets, and their 
associated liabilities, immediately before they join a group. This ensures the transfer value 
of the assets is aligned with the value of the relevant liabilities. 

Description 

Commentary 
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Table 3: LifeCo’s financial position at 30 June 2002 ($) 
  Capital 1,400 

Building 1,000   

Shares in ACo 200 Liabilities  

Shares in YCo  200 – Loan* 500 

Units in Alpha Trust 500 – Policy liabilities** 1,000 

Cash 1,000   

 2,900  2,900 

* Not an intragroup loan. 
** All policy liabilities relate to complying superannuation business and immediate annuity 

business. 

The following assets are segregated for the purposes of Division 320: 
• all shares in ACo – virtual PST assets, and 
• all units in Alpha Trust – segregated exempt assets. 

Table 4: ACo’s financial position at 30 June 2002 ($) 
Cash 50 Loan* 100 

Property 100 Capital 200 

Shares in ZCo 150   

 300  300 

* Not an intragroup loan. 

 

When a consolidated group is formed, no changes are made in relation to the 
assets of the head company (except that intragroup membership interests and 
debts are ignored after formation). The cost setting rules establish the tax 
values of assets owned by the subsidiary companies. 

HeadCo must first apply the cost setting rules to LifeCo before it applies them 
to ACo.  section 705-145 

In accordance with section 713-525, LifeCo undertakes a valuation under 
section 320-175 (for its virtual PST assets) and section 320-230 (for its 
segregated exempt assets) and carries out any resulting transfers under sections 
320-180 and 320-235. 

The transfer values of LifeCo’s virtual PST assets and segregated exempt assets 
immediately before joining the consolidated group are set out in table 5. The 
table also sets out the value of LifeCo’s virtual PST liabilities and exempt life 
insurance liabilities at the joining time. 

Application of 
cost setting rules 
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Table 5: Modified values of segregated assets and liabilities of LifeCo ($) 
 Division 320 value  

Assets 

Shares in ACo (virtual PST asset) 

Units in Alpha Trust (segregated exempt asset) 

 

400 

600 

Liabilities 

Virtual PST liabilities 

Exempt life insurance liabilities 

 

350 

500 

As a consequence of these valuations, LifeCo must: 
• transfer the excess virtual PST assets ($50) out of the virtual PST within 

30 days of the date of valuation  section 320-180, and 
• transfer the excess segregated exempt assets ($100) out of the segregated 

exempt asset pool within 30 days of the date of valuation  section 320-235. 

Setting tax costs of LifeCo’s assets 

1. Calculate LifeCo’s entry ACA 
ACA step 1: The cost base of membership interests*  $1,400 

ACA step 2: Value of LifeCo’s liabilities   

 – loan $500  

 – virtual PST liabilities $350  

 – exempt life insurance liabilities $500 $1,350 

LifeCo’s entry ACA (assuming no other adjustments are required) $2,750 

* Assume the market value of membership interests equals the cost base of those interests. 

2. Determine tax cost setting amounts for LifeCo’s retained cost base assets 
Total entry ACA for LifeCo  $2,750 

Less amounts for retained cost base assets of LifeCo   

 – cash  $1,000  

 – shares in ACo  $350  

 – units in Alpha Trust  $500 $1,850 

Remaining ACA  $900 

3. Allocate remaining ACA to LifeCo’s reset cost base assets  
Asset Market 

value ($) 
Apportionment of 

remainder of entry ACA 
Cost setting 
amount ($) 

Building 2,000 2000/2400 x 900 750 

Shares in YCo 400 400/2400 x 900 150 

Total 2,400  900 
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Setting tax costs of ACo’s assets 

1. Calculate ACo’s entry ACA 
ACA step 1: The cost base of membership interests*  $200 

ACA step 2: Value of ACo’s liabilities   

 – loan  $100 

ACo’s entry ACA (assuming no other adjustments are required) $300 

* The tax cost setting amount calculated for the membership interest in a subsidiary is used 
as the ACA step 1 amount in order to calculate the tax cost setting amounts of assets of 
the subsidiary  subsection 705-145(3). 

 Shares in ACo are a virtual PST asset of LifeCo. In this situation, the tax cost setting amount 
is the asset’s terminating value  paragraph 713-515(2)(b). Therefore, the step 1 amount 
of ACo’s entry ACA is the terminating value of the virtual PST asset (i.e. the membership 
interest LifeCo holds in ACo). The terminating value of the shares in ACo will be equal to 
their cost base just before joining time. We are assuming that the amount that appears in 
LifeCo’s statement of financial position is equal to the cost base of the shares in ACo. 

2. Determine tax cost setting amounts for ACo’s retained cost base assets 
Total entry ACA for ACo  $300 

Less amounts for retained cost base assets of ACo   

 – cash  $50 

Remaining ACA $250 

3. Allocate remaining ACA to ACo’s reset cost base assets  
Asset Market 

value ($) 
Apportionment of 

remainder of entry ACA 
Cost setting 
amount ($) 

Property 200 200/300 x 250 167 

Shares in ZCo 100 100/300 x 250 83 

Total 300  250 
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