Attachment F6


LINKED BONDS 

A linked bond is a pure tax deferral product whereby a geared-up deduction for pre-paid interest is claimed in the current year and income returned in the subsequent year.

The scheme

STEP 1
An investor buys a one-year bond or note using 100% borrowed funds.  A typical bond has a face value of $500,000.  

STEP 2
The investor prepays the interest (at around 9.95% = $55,000) on the borrowing of which around 92% ($50,700) may be borrowed from the issuer of the bond in the first year.  An investor who buys a $500,000 bond makes a personal outlay of around $4,300.

STEP 3
The bond matures in the second year and has a two-part yield.  The first part is a guaranteed return (at around 10.14% = $50,700), calculated to return to the investor the amount borrowed to prepay the interest in year 1.  The second part is a potential for a bonus return linked to the movement of a share price, exchange rate or other contingent event only.  A very substantial swing will enable the investor to recoup their own personal outlay of $4,300 and beyond that make a profit.  The effect is that a $55,000 tax deduction cost the investor $4,300.
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	Investor position

Year 1

· Personal outlay $4,300

· Loan for interest $50,700

· Tax deduction (interest) $55,000

· $500,000 loan secured by $500,000 bond
Year 2

· Guaranteed income repays loan
· Personal outlay $4,300
· possibility of bonus income


The Tax Mischief

1. A tax deduction is claimed for geared-up prepaid interest without there being any realistic expectation that the income yield will exceed the investment.  In fact, it is very unlikely that the bonus interest will be sufficient to recoup to the taxpayer the amount invested in the first year.    

2. Linked bonds create tax deferral only.  The guaranteed income returned in the second year, which allows the investor to repay the loan taken to prepay the interest (and claim the deduction),  is included in the investor's assessable income in the second year.

3. The ATO has formed the view that the pre-paid interest is not deductible or only partially deductible under the general deduction provision.

4. In addition, to the extent that an amount is allowable as a deduction, the ATO view is that the general anti-avoidance provisions will apply to deny the deduction.

5. The ATO is also of the view that the investor acquires an intangible CGT asset and that the CGT provisions apply.

Similarity with other schemes (including key techniques, types)

· Round robin financing – investors purchase bonds or notes from bank which provides finance (common in agricultural schemes) 

· Putting aside claimed tax benefits, there is little if any prospect of commercial gain

· Contrived structured arrangement –commercial reality contrived by linking returns to performance of the stock market.

· Income deferral - deduction allowable in year 1, no assessable income until year 2.


































