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1. INTRODUCTION

The Institute of Chartered Accountants in Australia (“ICAA”) welcomes the opportunity to provide input to the Senate Economics Legislation Committee (“the Committee”) on the New Business Tax System (Taxation of Financial Arrangements) Bill (No.1) 2003.

The ICAA, as the leading professional accounting organisation in Australia, is well placed to make this submission.  

· The ICAA represents nearly 38,000 members in public practice, commerce, academia, government and the investment community. Its members are advisers to businesses at all levels, from small and medium sized businesses to the largest global corporations operating in Australia.  

· The ICAA is involved in various consultative forums with both the Treasury and the Australian Taxation Office and so understands both the policy intent and the practical application of these provisions.

· ICAA members have raised the issues with the ICAA that are addressed below and have requested that the ICAA make the following representations.

All legislative references herein are to the New Business Tax System (Taxation of Financial Arrangements) Bill (No.1) 2003 (“the Bill”) unless otherwise stated.

2. SCHEDULE 4 – FOREIGN CURRENCY

Although not listed as a particular issue for consideration by the Senate Selection of Bills Committee, the ICAA has a number of issues to raise in regard to Schedule 4 of the Bill dealing with foreign currency gains and losses. 

2.1 
In-principle support for the foreign currency rules
In principle, the ICAA supports the introduction of the rules for foreign currency gains and losses contained in Schedule 4 of this Bill as the rules establish a core framework and address a number of uncertainties and anomalies relating to the taxation treatment of foreign currency. The ICAA’s concerns in this submission arise from the delay in the introduction and passage of the Bill and relate to the timing of the choices that can be made under the Bill in its initial year of operation.

The ICAA’s concerns are magnified by the wide extent of the law, its complexity and the fact that it will affect many small to medium businesses as well as larger businesses – any business or indeed individual involved in importing or purchasing assets paid for using foreign currency, selling or exporting assets using foreign currency, borrowing or investing in foreign currency, or maintaining foreign currency bank accounts. 
2.2

Choices/Elections

There are six (possible) choices/elections under the proposed rules, all of which need to be made in writing within specified time frames. Given that the passage of the Bill had not occurred prior to 1 July 2003, the ICAA is of the view that it is imperative to change the time period allowed in respect of these choices/elections. 

While the measures were first released in an Exposure Draft form in December 2002 the final Bill was not introduced to Parliament until 29 May, with significant changes. The referral of the Bill to the Senate means that there is doubt as to whether the Bill has legal effect from 1 July. This makes the entire process of elections and their validity problematical.

The referral to the Senate Committee, and the resulting uncertainty, have caused many practitioners to defer their actions in relation to the elections until the law is unconditionally operative and the final shape of the law is certain.

Our recommendations are addressed more specifically in relation to each of these elections below (assuming that the entity’s income year commenced on 1 July 2003).

2.2.1 Elections concerning qualifying foreign currency accounts (2 elections)

The ICAA notes that Subdivision 775-D on qualifying forex accounts that pass the limited balance test and Subdivision 775-E on retranslation for qualifying forex accounts were not included in the Exposure Draft New Business Tax System (Taxation of Financial Arrangements) Bill 2002 (“the ED”). These Subdivisions were included following concerns raised in submissions on the ED in regard to the treatment of foreign currency bank accounts. As such, the availability and terms of these elections were not known until the introduction of the Bill into the House on 29 May 2003.

2.2.1a
Limited balance exemption

An entity wishing to have the limited balance exemption applying to a qualifying foreign currency account must make a choice under section 775-230 of the Bill. As the election applies prospectively from the date of making the election, taxpayers are faced with the situation that if they wish to have this exemption apply from 1 July 2003 they were “required” to make an election under law that does not exist. If they do not, under the current provisions, the exemption will only apply from the date the election is made. In the intervening period, the FIFO principle will need to be applied which will give rise to significant compliance costs, particularly for low-value, high-transaction-value accounts.

2.2.1b
Retranslation election

Section 775-270 of the Bill permits an election to be made to choose retranslation for a qualifying forex account. Again, this election applies prospectively and raises the same issues as the election for the limited balance exemption above.

2.2.2
The other four choices (elections)

2.2.2a
The transitional choice (election)

The transitional election, broadly, allows an entity to choose to have the rules in the Bill apply to the realisation of existing assets, rights and obligations where a forex realisation gain or loss arises after the applicable commencement date, which will be 1 July 2003 for many taxpayers. Under section 775-150(3), this election must be made within 60 days of that date, being 1 September 2003.

The ED did not include the option for a transitional election to be made (as this option was adopted as a result of consultation on the ED), so the availability of this election was not known until the introduction of the Bill into the House on 29 May 2003.

This is an irrevocable election. Therefore it is necessary for taxpayers to weigh up potential savings on compliance costs against the consequences of applying the proposed rules to pre-existing transactions before choosing whether or not to make the election. 

2.2.2b
Choice (election) out of the rules for certain short-term forex realisation gains and losses

This election allows an entity to choose not to apply the rules relating to certain short terms forex realisation gains and losses. The election must be made within 90 days of the applicable commencement date under section 775-80(3)(a) although the Commissioner can allow a longer period under section 775-80(3)(c). (We note that there is no guidance as to when the Commissioner would exercise such discretion). This election if also irrevocable.

As these rules apply for instance to all capital assets, depreciating assets, etc taxpayers again require adequate time to assess the impact of choosing this election, particularly in light of its irrevocable nature.

2.2.2c
Choice (election) to use functional currency

The proposals in Subdivision 960-D will permit certain entities, or parts of entities, that keep their accounts solely or predominantly in a foreign currency to adopt that as a functional currency. Under the backdated start-up choice in section 960-65, an election must be made within 90 days after the beginning of the income year. For a taxpayer with an income year commencing 1 July 2003, the election must be made by 29 September 2003.

It is necessary for taxpayers to determine whether particular entities, or parts thereof should adopt the functional currency rules for the income year. It is noted that elections for adopting a functional currency are able to be withdrawn under section 960-90 but this is broadly speaking only possible where the applicable function currency has ceased to be the sole of predominant currency in which the accounts are kept.

2.2.2d

Choice (election) for roll-over relief for a facility agreement

Section 775-195 allows the issuer of securities under certain facility agreements to choose rollover relief to defer the tax recognition time of any forex realisation gains and losses which may otherwise arise. For facility agreements the choice must be made within 90 days of the applicable commencement date, which for 30 June year-end taxpayers will be by 29 September 2003.

ICAA recommendations

The ICAA is of the opinion that elections should not be required to be made in a period prior to Royal Assent of tax law.  Any such requirement is not good policy.

Furthermore, the ICAA believes that taxpayers, particularly small to medium sized entities (SMEs), require adequate time in order to be able to assess the implications of making choices of this nature under significant new core legislation such as this, particularly where these choices are irrevocable. There are already significant burdens and time pressures on tax practitioners in terms of other major tax reforms such as consolidation, the first year of operation of the simplified imputation system, etc.

The ICAA therefore recommends that the Bill should be amended to allow all 6 choices/elections to be made in writing within 90 days of the Bill receiving Royal Assent (90 days being a minimum time period) in the initial year of operation.

The ICAA believes that these amendments should not unduly delay the passage of the Bill.

3.3

Technical and remaining policy issues

The ICAA recognises that there are a large number of technical and policy issues that still need to be addressed as a matter of urgency. 

Additional issues are certain to emerge as businesses, tax practitioners and taxpayers generally put the rules into practice. This reflects the fact that this is a major piece of law, being core provisions that will interact with other provisions of the income tax legislation. 

Regulations also need to be developed to support various aspects of the forex rules.

The ICAA notes that this law will require significant shortcuts and capacity for taxpayers to align their tax treatment with their accounting treatment in an efficient way. Currently the law is very particular, very precise, very complex and thus tends to create major compliance costs for large and small business to deal with the minutiae of the law. 

The ICAA considers, and will promote strongly in ongoing consultations, that there needs to be express legislative powers for taxpayers to better align their tax positions with their accounting treatment, to achieve efficient compliance. 

We re-emphasise that this Bill represents a work in progress, which is understandable given that this is a major piece of law which interacts with many other provisions of the income tax legislation. As such, the rules will need to be “fine-tuned” to ensure complete integration and correct operation to avoid unintended consequences.

ICAA recommendations
The ICAA is of the view that attempting to resolve all of the technical issues identified to date may result in an unacceptable delay to the passing of the Bill. This will only add to the uncertainty related to these forex measures.

However, the ICAA stresses the importance of the prompt resolution of technical and policy issues and the development of regulations supporting the legislation. The ICAA believes that a consultative process, similar to that established for consolidation, needs to be put in place as soon as possible in order to consider technical issues arising in regard to the new rules. There are also likely to be issues of policy arising as well. These may need to be handled by future legislation amending the forex measures.

The ICAA recommends that the Senate should anticipate amendments to these measures which will warrant expedited passage through the Parliament.

3.
SUMMARY OF RECOMMENDATIONS – SCHEDULE 4

1.
The ICAA recommends that Schedule 4 to the Bill should be passed but with amendment to the time period allowed for making choices in writing (elections) in relation to the following:

· Choices (elections) concerning qualifying foreign currency accounts, being the limited balance exemption and the retranslation election - refer to sections 2.2.1, 2.2.1a and 2.2.1b

· The transitional choice (election) – refer to section 2.2.2a  

· Choice (election) out of the rules for certain short-term forex realisation gains and losses – refer to section 2.2.2b
· Choice (election) to use functional currency – refer to section 2.2.2c
· Choice (election) for roll-over relief for a facility agreement – refer to section 2.2.2d.

In all the above cases, the ICAA recommends that in this first year of operation, a minimum period of 90 days from the date of Royal Assent of the Bill should be allowed for taxpayers to make these choices/elections.

2. The ICAA recommends that a consultative process, similar to that established for consolidation, needs to be put in place as soon as possible in order to identify and address technical and policy issues and to assist in the development of regulations supporting the legislation.
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