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IMPORTANT DISCLAIMER 

Ernst & Young does not give any warranty in relation to the contents of this paper, and disclaims all or any 
liability for claims which may be made by any person acting, or omitting to act, on the basis of any 
representations arising out of, or in connection with this paper.  Readers should seek their own independent 
professional advice regarding their own circumstances before taking action based on anything in this paper. 
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SOME DEFINITIONS 

 

The Sydney Futures Exchange (SFE) and the Australian Stock Exchange (ASX) both trade futures 
contracts.  Some SFE and ASX futures contracts are substantially similar, with the main difference 
only being the contract size1.  

 

This paper examines the income tax and capital gains tax consequences of buying and selling futures 
on an organised exchange.  It finds some certainty, and some uncertainty. 

 

The financial area/taxation law interface contains many specialised terms.  So that readers will be 
familiar with some of those terms, certain definitions are set out below. 

 

Futures Contracts 

Futures contracts that are traded on the ASX include grain futures, wool futures, property trusts 
futures and the S&P/ASX 50 and 200 indexes.  

 

Generally, when a taxpayer buys a futures contract, the taxpayer has a binding obligation, requiring 
delivery of a specific quantity of a specific type of goods, at an agreed price, place and time2.  An 
exception to this rule is where, say an index contract is purchased or sold.  An index contract is by 
cash settlement only.    

 

Trading, Speculating and Hedging 

Basically, the taxation consequences of buying and selling a futures contract depend upon whether 
the taxpayer trades in futures, is merely speculating in futures or is using futures to hedge against a 
particular exposure.  Notwithstanding this, care must be taken, as a particular futures transaction may 
have elements of more than one of the categories of trading, speculating or hedging or there may be 
other considerations which are relevant in determining the taxation consequences of dealing in a 
particular futures contract. 
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Traders 

A trader in futures will be a person who routinely and systematically buys and sells futures in the 
expectation of profit.  Factors which are relevant in determining whether or not a taxpayer is a trader 
include: 

• repetition, regularity and frequency of trades and an intention to engage in futures trading 
routinely and systematically; 

• turnover and volume of trades; 

• evidence of a discernible system of trading (employing particular or sophisticated buying or 
selling strategies, preparation of contingency plans and preparation of budgets and targets); 

• the engagement of an adviser with professional skills; 

• significant market research; and/or 

• prior involvement in the industry or a related business occupation. 

 

Whether or not a complying superannuation fund satisfies the above criteria, Section 304 of the 
Income Tax Assessment Act 1936 (ITAA 36) would generally assess the fund as if the transactions 
were on capital account.  Specifically, Section 304 of the ITAA36 states that the CGT Event 
provisions contained in Division 104 of the Income Tax Assessment Act 1997 (ITAA 97) would 
generally apply in respect of the disposal of an asset (a futures contract) to the exclusion of the 
ordinary income tax provisions.  Futures contracts, depending upon their nature and terms, can fall 
exclusively within the CGT Event provisions for a fund, or if the terms are such that ‘an entity is 
liable to pay an amount’, the fund would generally be subject to the ordinary income tax provisions. 

 

Speculators 

The difference between a speculator and a trader is somewhat blurred.  A speculator may, for 
example, undertake an occasional futures transaction in the expectation of a profit. 

 

Hedgers 

A hedger would use futures contracts to reduce the risk relevant to his or her underlying asset or 
liability portfolio.  A hedger’s motive is not to make a profit on the hedging activity itself, but rather 
to lock in a profit on the underlying portfolio, or alternatively, to mitigate a loss.  The gain on the 
hedge is intended to offset any loss on the disposal of the underlying asset. 

 

Where futures contracts are used to hedge an underlying transaction which is on revenue account, the 
futures transaction would similarly be treated as being on revenue account.  An example of a futures 
transaction on revenue account would be a sharetrader who uses the S&P/ASX 50 Index to hedge 
against rising or falling share portfolio prices. 
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Where futures contracts are used to hedge an underlying transaction which is on capital account, the 
futures contracts would similarly be treated as being on capital account.  An example of a futures 
transaction on capital account would be a share investor who uses the property trust futures contract 
to hedge against rising property trust prices in a property trust portfolio he or she is interested in 
investing in. 

 

Australian Residents 

Under Section 6-5 of the ITAA 97, taxpayers that are Australian residents for tax purposes are 
assessable on their worldwide income.  Taxpayers that are not Australian residents are assessable only 
on Australian sourced income.  For income tax purposes, Australian residents are defined in Section 6 
of the ITAA 36.  Basically, an individual who resides, or is in Australia for more than half the year, is a 
resident.  A company either incorporated or controlled in Australia is a resident. 

 

For most purposes, including buying and selling futures, source is undefined in the Income Tax 
Assessment Acts and is a matter for case law.  Generally speaking, most futures transactions on the 
ASX would have an Australian source.  Hence any gain which is taxable in the first place would be 
taxable in Australia.  However, Australia has Double Tax Agreements with some 403 countries.  
These can exempt the Australian income and capital gains of residents of the other countries from 
tax in Australia.  Various exemptions for business profits and capital profits apply.  There are 
exceptions to the exemptions, for example, if the overseas resident has an office in Australia.  Some 
Australian case law has interpreted the exemptions4.  Exploring this area would greatly extend the 
length of this paper, and, for that reason the paper is confined to discussions on futures transactions 
conducted by Australian residents. 



TAXATION TREATMENT OF FUTURES  
 
 

 

ERNST & YOUNG 5 
 

BUYING AND SELLING FUTURES 

 

Traders 

A trader who buys and sells a futures contract will generally be assessed (if the result is a profit) or 
claim a deduction (if the result is a loss) at the time the trader closes out of the futures contract.  
Closing out involves entering an equal but opposite contract to the one already held, which then 
“cancels” the original contract.  The difference between the opening and closing position (or, in the 
case of some physical commodity futures contracts, a cash settlement) is the net profit or loss.  This 
“net profits” approach is in line with the Australian Taxation Office’s (ATO) ruling on futures5.  
Accordingly, income or losses accruing on an open futures contract will not be derived or incurred 
for tax purposes until the futures contract is closed out. 

 

Where a gain on a futures contract forms part of a taxpayer’s ordinary income, normally the capital 
gains tax (CGT) provisions would not apply. 

 

Trading Stock – Traders 

A taxpayer cannot assign his or her rights or obligations under a futures contract.  To realise a gain 
or loss, a trader would close out of their position by entering the market again and taking an equal 
but opposite position. 

 

The ITAA 97 defines “trading stock” as including “anything produced, manufactured or acquired for 
purposes of manufacture, sale or exchange, …”6.  The ordinary meaning of “trading stock” is 
something which is acquired by a trader and is held for resale (that is, the nature of the business is to 
buy and sell commodities).  It seems that buying and subsequently entering into an equal but 
opposite position to close out a futures position does not fall within the ordinary meaning of “trading 
stock”.  However, the ITAA 97 expands the ordinary meaning of “trading stock” to include other 
activities (or example, exchange).  Notwithstanding, it still appears that buying a futures contract and 
subsequently selling a second futures contract to close out the obligations under the first futures 
contract does not fall within the expanded definition of trading stock.  Accordingly, it is not possible 
to categorise futures contracts as trading stock under the ITAA 97.  It is also interesting to note that 
the Commissioner of Taxation also takes the view that futures contracts do not constitute trading 
stock7. 
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Speculators 

Where a business taxpayer undertakes futures transactions, which are neither within, nor an adjunct 
to, the ordinary course of the taxpayer’s business, the taxpayer may still be assessable on realised 
gains where there was a profit making intention, based on the High Court decision in FCT v Myer 
Emporium8.  Arguably, losses should correspondingly be deductible under Section 8(1) of the ITAA 
97. 

 

Where a speculator does not carry on a business, a futures transaction may still constitute a profit-
making undertaking or scheme.  Assuming that there is no “sale” of a futures contract, Sections 
15-15 and 25-40 of the ITAA 97 may still apply to bring to account the ultimate gain or loss on the 
transaction.  In that case, losses incurred under such transactions would be deductible.  They would 
not involve the problem which attaches to losses falling with the CGT provisions, where capital 
losses may be offset only against capital gains. 

 

If the ordinary income tax provisions, as outlined above, do not apply, the CGT provisions would 
generally apply.  The tax consequences of the CGT provisions are discussed below, when dealing 
with taxpayers who use futures to hedge capital exposures. 

 

Hedgers 

The treatment of gains or losses on completed futures contracts entered into for hedging purposes 
will depend upon the nature of the underlying transaction or asset/liability which is sought to be 
hedged. 

 

Where the underlying transaction or asset/liability is of a revenue nature, such as assets or liabilities 
arising in connection with: 
 
• the acquisition of trading stock; or 
• in the ordinary business activities of the taxpayer; 
 
the gains or losses on the futures transactions will be assessable under Section 6-5 or deductible 
under Section 8-1 of the ITAA 97. 
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However, where a taxpayer is hedging a transaction which is on capital account, such as a structural 
element of their business, the hedge would generally be dealt with under the CGT provisions of the 
ITAA 97.  It is doubtful whether an immediate income tax deduction would be available to the 
taxpayer when hedging a transaction on capital account.  The ATO would be unlikely to accept the 
decision in Australian National Hotels v FC of T 9 as authority for the proposition that losses on a 
futures contract hedging a capital transaction are analogous to insurance premiums. 

 

A hedger whose purchase of a futures contract is on capital account will realise a capital gain or loss 
at the time the futures contract is closed out. 

 

Where a capital loss is incurred, the loss can only be offset against capital gains.  Capital losses 
which are wholly or partly non-deductible in a year of income can be carried forward and off-set 
against capital gains in a future year. 

 

There are, however, specific exemptions from the CGT provisions which relate to certain foreign 
currency exchange gains and losses.  The release of the New Business Tax System (Taxation of 
Financial Arrangements) Bill 2003 (the Bill), proposes to repeal Division 3B of the ITAA 36 and 
provide a comprehensive framework for the taxation of realised gains and losses rising from currency 
movements.  The tax treatment of this area is relatively complex and again, is outside the scope of this 
paper. 

 

Where a taxpayer opens a position by buying a futures contract and delivery ultimately takes place, 
the acquisition date of the subject matter of the contract will be (for CGT purposes) the date the 
futures contract was entered into10.  Conversely, the disposal date for the seller of a futures contract 
where delivery takes place will be the date the futures contract was entered into.  The consequence of 
that is the seller of the futures contract can be liable to CGT well in advance of the actual transfer of 
the underlying asset to which the CGT liability relates. 
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OPENING A FUTURES POSITION 

 

Opening by Buying a Futures Contract 

When a taxpayer is opening a transaction by buying a futures contract, no immediate taxation 
consequences arise.  The taxpayer will ultimately be liable to income tax or CGT (unless specifically 
excluded) on the difference between the bought futures contract and the futures contract sold which 
closes out the taxpayer’s position.  In calculating any overall gain, the CGT discount may be taken 
into account where the contract has been held for twelve months or more by either certain trusts or 
an individual. 

 

Opening by Selling a Futures Contract 

A number of complex tax issues arise for a taxpayer who opens by selling a futures contract to hedge 
a transaction on capital account and that position is subsequently closed out.  Arguably, the sale of 
the futures contract would give rise to a capital gain at the time of selling the contract.  However, 
there are no obvious provisions in the Income Tax Assessment Acts which reverse that gain when 
the futures contract is closed out.  One might argue that a subsequent capital loss arises when the 
position is closed out. 

 

However, the ATO may argue that a subsequent capital loss may not arise to offset against the earlier 
capital gain.  The ATO could argue that the purchased futures contract (which closes out the earlier 
sold futures contract) has been disposed of for no capital proceeds and, therefore, the futures contract 
will be deemed to have been disposed of at its market value11.  That being the case, no loss would 
arise for tax purposes to offset the earlier capital gain.  This is clearly an absurd result, where 
taxpayers would be subject to CGT on their receipts from opening a sold futures positions, but obtain 
no CGT relief on the cost of closing out that position.  Logically, the amount subject to CGT should 
be the overall gain12. 
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EXAMPLE 

The following table provides a brief summary of the taxation issues discussed above.  Assume that a 
taxpayer believes the stock market is going to fall sharply before December 2003, so the taxpayer 
sells 10 futures contracts to open, then subsequently buys 10 futures contracts to close. 

Hedger 
Date Transaction Trader Speculator Revenue Capital 

Day 1 Sells 10 Mini 50 futures 
contracts maturing in Dec 2003 
at 3462 points* ($10,000) ($10,000) ($10,000) ($10,000)

Day 40 Buys 10 Mini 50 futures 
contracts maturing in Dec 2003 
at 3232 points** $12,320 $12,320 $12,320 $12,320 

 Assessable income gain 
Assessable capital gain 

$2,300 
- 

$2,300 
? 

$2,300 
- 

- 
$2,300 

 * Initial margin only, ignores brokerage (if subsequent margin calls are made on a 
taxpayer, these are essentially ignored for tax purposes – other than being taken into 
account to calculate the overall net profit/loss or capital gain/loss). 

** Results in refund of initial margin, plus profit on 230 points movement. 
 

A similar result would have arisen if, instead of buying on day 40, the futures contracts had of 
matured.  In that instance, the open contracts would be closed and the futures contracts cash settled. 
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FUTURE LEGISLATIVE DEVELOPMENTS 

 

Proposed Taxation of Financial Arrangements 

The first instalment of the Federal Governments intended comprehensive legislative regime for the 
taxation of financial arrangements was introduced this year.  The New Business Tax System 
(Taxation of Financial Arrangements) Bill 2003 introduced into Parliament on 29 May 2003 does not 
cover everything that was proposed in the 1996 Issues Paper released by the Treasurer, titled 
“Taxation of Financial Arrangements”. 

 

The Bill (and subsequent versions of the Bill) contains measures for the tax treatment of foreign 
currency exchange gains and losses and for deferring the taxing point on the conversion of certain 
eligible securities into ordinary shares. 

 

Further changes that can be expected were outlined in the 1996 Issues Paper released by the 
Treasurer, titled “Taxation of Financial Arrangements”.  Under the proposed regime in the Issues 
Paper, where futures are used for hedging and hedge tax accounting rules apply, the futures 
transaction will be taxed on the same basis as the underlying transaction.  Basically, the Issues Paper 
proposed that any gain or loss from hedging be amortized over the periods in which any gains or 
losses on the underlying position are taxed.  However, where the underlying position is not a 
financial arrangement itself, the Issues Paper proposed that, in general, any hedge gain or loss be 
taxed on the maturity of the hedge rather than the maturity of the underlying position. 

 

The proposed regime in the Issues Paper will operate on prospective basis from a date not yet to be 
determined.  The precise provisions of the new regime are still a matter of some speculation. 
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SOME CONCLUDING COMMENTS 

 

Trading, Speculating or Hedging 

The taxation consequences of buying or selling futures contracts depend upon whether the taxpayer 
is trading in futures, is merely speculating in futures or is hedging in futures against a particular 
exposure.  That characterisation may sometimes be difficult.  Relevant factors include the purpose of 
the taxpayer in entering into the futures contract transaction, whether the taxpayer is involved in 
business or commerce, the taxpayer’s overall activities and the place the particular futures contract 
has in relation to those activities and the economic nature of the transactions (which, for example, 
may be determined by reference to the relevant cash flows). 

 

Tax Specific Considerations 

If a taxpayer sets a trading strategy merely to reduce his or her taxable income13, other tax issues 
may arise.  For example, it might be argued that no deduction would be available to the taxpayer 
under Section 8-1 of the ITAA 9714.  The issue of whether some tax motive (but not an exclusively 
tax motive) affects deductibility under Section 8-1 is a complex one.  It is beyond the scope of this 
paper to try to resolve that issue, but the issue is one which should be borne in mind in futures 
trading. 

 

The general anti-avoidance provision of the ITAA 36, Part IVA, could apply in the context of tax 
driven arrangements15.  The reasoning for its application would be somewhat analogous to the above 
argument about tax considerations and Section 8-1 of the ITAA 97. 

 

Another provision of the Income Tax Assessment Act which the ATO may possibly consider in 
relation to “tax avoidance” activities involving futures is Section 82KJ of the ITAA 36.  That Section 
provides for the denial of any deduction (that is, the loss on futures transactions) incurred after 19 
April 1978 as part of a tax avoidance agreement where the following conditions are met: 

 

• the amount of the loss under the tax avoidance agreement to secure the benefit is greater than 
the amount that would otherwise have been incurred to secure the benefit; 

• property (such as your rights under a futures contract) has been, or will be, or may 
reasonably be expected to be acquired by the taxpayer or an associate of the taxpayer as a 
result of, or as part of, the tax avoidance agreement; and 

• the price paid (or which might reasonably have been expected to be paid) to acquire the 
property is less than the price that might reasonably have been expected to have been 
payable if the outgoing had not been incurred. 
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The dual requirements of a tax avoidance agreement and the acquisition of property by the taxpayer 
or an associate (in addition to the benefit which the outgoing secured) makes Section 82KJ 
somewhat limited in its application.   

 

Other Possible ATO Lines of Attack 

The ATO has indicated that it may not accept the deductibility of losses arising out of movements in 
a price index where the making of or acceptance of delivery of the physical goods cannot take 
place16.  The ATO may take the view that these types of contracts are contracts of gaming or 
wagering and not deductible unless the activities constitute the carrying on of a business.  This 
approach has generally not been supported by the courts.  

 

The ATO has also indicated that trading strategies which deliberately produce a loss in one year and 
an offsetting profit in the next year may not be acceptable17.  The ATO takes the view that the overall 
result of the set of transactions should be taken into account for tax purposes. 

 

Borrowing Costs and Futures Transactions 

Where a taxpayer borrows funds in a business which involves futures trading to produce assessable 
income, the interest expense would be deductible as an ordinary business outgoing. 

 

If no income tax deduction is available, Section 110-25 of the ITAA 97 outlines the five elements 
that are included in the cost base of a CGT asset.  They include: 

 

• the total of the money paid in acquiring the asset, and the market value of any other property 
given in respect of acquiring it; 

• the incidental costs incurred or that relate to a CGT event that happens in relation to the asset; 

• the non-capital costs of ownership, including non-deductible interest; 

• capital expenditure incurred in increasing the asset’s value; and 

• capital expenditure incurred to establishing, preserving or defending title to the asset, or a 
right over the asset. 

 

Section 108-30 of the ITAA 97 goes on to states that when working out the cost base of a personal 
use asset, the third element should be disregarded. 
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Finally 

The income tax position of most taxpayers who buy or sell futures contracts is relatively clear, 
although some provisions of the Income Tax Assessment Acts do not readily lend themselves to 
dealing with these activities.  New legislation will affect the tax position for futures.  Finally, as 
always in tax, great care must be taken in relation to tax driven transactions. 

 



TAXATION TREATMENT OF FUTURES  
 
 

 

ERNST & YOUNG 14  

Footnotes: 

                                                      
1 ASX website, FAQ, “How are ASX futures contract different to SFE futures contracts?” 
2 How Australia’s Derivatives Markets Operate, Edna Carew, at page 21. 
3 ATO Website:  http://www.ato.gov.au/content.asp?doc=/content/Businesses/20060.htm  
4 See, for example, Thiel v FC of T 90 ATC 4717; FC of T v Lamesa Holdings BV97 ATC 4752; and 

Chong v FC of T 2000 ATC 4315. 
5 Income Tax Ruling IT2228. 
6 Section 70-10 of the ITAA 97.  Also see John v F.C. of T., 1989 ATC 4101 of 4107. 
7 Income Tax Ruling IT2228. 
8 87 ATC 4363. 
9 88 ATC 4627. 
10 Subsection 104-10(3) ITAA 97. 
11 Section 116-30 ITAA 97. 
12 This treatment is more an economic result than a strict interpretation of the CGT provisions of the 

Income Tax Assessment Acts.  The CGT provisions of the Income Tax Assessment Acts do not readily 
accommodate a sold open position which is subsequently closed out by a buy position. 

13 The rights which the taxpayer acquired may be offset, for example, by an associated taxpayer selling a 
similar futures contract to that which was purchased by the taxpayer. 

14 See, for example, Glenfield Estates Pty Ltd v FC of T 88 ATC 4548, where it was held that no 
deduction was allowed where steps taken by the taxpayer to arrange its affairs to achieve a deduction, 
where those steps had no nexus with its business activities or the derivation of assessable income. 

15 The approach of the ATO in respect of the application of Part IVA in this area is set out in a number of 
rulings, including Income Tax Rulings IT2512 (financing unit trusts) and IT2513 (margin lending).  
The reasoning of the High Court in FC of T v Spotless Services Ltd 96 ATC T201 is a cautionary tale in 
respect of dominant tax purposes in financial arrangements. 

16 See Income Tax Ruling IT2228. 
17 See Income tax Ruling IT2228. 

 


