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Secretary
Senate Economics Reference Committee

Dear Sir

| forward a submission made to the Treasurer for the Committee’s separate consideration and make
the following further comments by way of general observation.

While the Government has sensibly retreated to some extent from Treasury’s original ill-conceived
proposals, the problem of employee share ownership still remains a serious one.

Since the 19th century many thinkers, including John Stuart Mill, have regarded the divorce of labour
and capital as fundamentally unhealthy. Wise public policy should see that obstacles are not placed
in the way of employees becoming owners or part-owners of the enterprises in which they spend so
much of their waking hours. Capital is created by labour and these, the two active factors of
production, should work freely in harmony in producing desired goods and services from land, the
passive factor of production. Productivity is enhanced when these factors of production are free to
share the rewards of their combined efforts as their owners wish.

It is a fundamental theorem of economics that all taxes on labour and capital are distorting. The
optimal tax rate for labour and capital is therefore zero. (By contrast, a tax on bare land values is non
distorting).

Accordingly, it is incorrect for Treasury to assert that any “concession” or tax deferral for employee
share plans is an economic distortion. Rather concessions are required to undo the distortions
created by

non-optimal taxation of labour and capital in the first place. Just as the Parliament has had to
introduce many concessions to limit the economic damage done by taxation of capital gains or
retirement saving, so it is appropriate to give concessions to employee share plans to permit the
natural growth in productivity to take place which would otherwise be lost to the community.



Yours faithfully

Terence Dwyer

Terry Dwyer B.A. (Hons) B.Ec. (Hons) (Syd.) M.A. Ph.D. (Harvard), Dip. Law (Syd.), FTIA
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12 June 2009

The Hon Wayne Swan
Treasurer

Parliament House
CANBERRA ACT 2600

Dear Mr Swan
EMPLOYEE SHARE PLANS

As lawyers, we specialize in estate and succession planning. For some time, we have
examining the possible use of concessional Division 13A share plans in this process. Hence,
my question at the Budget breakfast to your colleague, the Minister for Finance.
Unfortunately, Mr Tanner did not seem to understand the point of my question.

Put simply, hundreds of thousands of small businesses in this country will close over the next
2 decades as baby boomers retire, if they cannot find buyers for their businesses. When those
businesses close, many people will lose their jobs.

Employee share plans can, in theory, help solve these potential problems.
They can:

1. maintain and improve the productivity of the business;
2. offer the possibility of full sale to employees

3. preserve business goodwill and retirement equity

4. preserve the jobs of employees

Mr Tanner seemed quite unaware of these issues.
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Accordingly, we respectfully submit, first, that

e the Parliament be invited to amend the law to remove the 75%, 5% and ordinary
shares rules as well as the 7 year rule in the case of small business.

These rules currently mean that concessionally-taxed employee share plans cannot be used to
facilitate employee buyouts and that other, non-concessional, share transfer or ownership
plans must be used to assist employee buyouts. In a small business buyout, there will rarely
be twenty buyers with 5% each and only a small percentage of employees may be buying.
Further, the requirement to dispose of shares after 7 years to pay the tax defeats the purpose
of an enduring buyout. Thus in the case of small business there needs to be a carve-out from
these onerous conditions.

Turning to the technical issues in the Treasury’s paper and the draft legislation, as we
understand it, the current position is that benefits or discounts under employee share plans are
taxed under the income tax law and taxed as required in the hands of the employee. They are
therefore naturally excluded from fringe benefits tax. The real problem is how to value or
treat the benefits and when they should be taxed in the hands of the employee.

In this regard, we submit that the Treasury’s “real risk” concept is legally undefined and
operationally meaningless. It will generate useless litigation and may even be manipulated.
We also note deferral is nothing strange and should not be seen as inherently objectionable.
For example, parliamentarians, judges and public servants are not taxed on accrual of their
pension entitlements and only pay tax on their pension entitlements as and when received.
The “receipt” principle is basic to tax law. Income tax is meant to be a tax on what does
come in, not what may come in.

Further, we note that Australia is out of touch with US and UK treatment of employee share
plans documented in the Treasury paper. Capital gains treatment should apply as in the USA
to accretions in share value over purchase price and that deferral of tax on the discount is not
a reason to deny capital treatment to the share itself.

We therefore submit that:

e Any discount on shares should only be taxed in the hands of the employee when the
employee has first had the right to dispose of the shares and receive the proceeds.
Any earlier taxing point creates the real risk that employees will be taxed on amounts
they never get. (For example, the stock market crash has shown many people that
paper values may not translate into cash 4 weeks later.)

e Any accretion in the value of shares over the purchase price be treated as a capital
matter in regard to any tax on any gain.

We trust these comments are helpful to your review and that we may see a new concessional
share plan tax treatment which is useful for small business succession.



If you or your officers have any further questions we should be happy to assist. If, on the
other hand, you or your officers feel that we have not understood either the existing law or
proposed law, we would appreciate correction so that we may advise future clients with

precision.

Yours sincerely

Terence Dwyer
Solicitor
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