
8 October 2002

Dr K Dermody

Secretary

Senate Economics Legislation Committee

Parliament House

Canberra, ACT 2600

Economics.sen@aph.gov.au
Dear Dr Dermody

Thank you for the opportunity to provide a submission to the Senate Economics Legislation Committee on its inquiry into the New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Bill 2002.

CPA Australia has previously made submissions to the Minister for Revenue and the Australian Taxation Office (ATO) in respect to our concerns with certain aspects of the proposed consolidations legislation and its potential impact on small and medium enterprises (SMEs).  Key outstanding concerns and potential solutions are reiterated in the submission attached to this letter.

The attached submission also details our views on the proposed demerger relief provisions and the general value shifting rules.

A brief summary of the main points made in the attached submission is set out below:

· Consolidation: There is a need for an optional carve-out from the proposed consolidations regime based on a de minimus threshold for SMEs.  We recommend that the relevant threshold should be either a $50 million group turnover test, or a $20 million group net asset test. This need arises from the excessive compliance costs of the consolidation regime in relation to the benefits if any for SMEs.

· We are especially concerned as to the complexity of the proposed consolidations regime, the problems with valuation requirements and the capital injection rules.

· Demergers, or spin-offs: The proposed demerger relief provisions are a necessary complement to the existing scrip-for-scrip roll-over provisions and appropriately balanced, and thus we support the early introduction of these provisions.

· General value shifting rules: We acknowledge the need for legislative reform but remain concerned about the complexity of the proposed general value shifting provisions and the increased compliance costs for taxpayers (particularly SMEs) that are likely to flow from these measures.  Accordingly, we strongly recommend that the proposed rules be modified in a way that should have little revenue impact but will ameliorate the compliance costs issue for taxpayers.

If you have any queries or require further information in relation to the matters raised in this submission, please contact CPA Australia's Senior Tax Counsel, Mr Paul Drum on Tel: (03) 9606 9701 or by email (paul.drum@cpaaustralia.com.au) in the first instance.

Yours sincerely

GREG LARSEN, FCPA

Chief Executive

CPA Australia

Encl.

cc. P Drum

      G Addison

      L Lang

ATTACHMENT

SUBMISSION BY CPA AUSTRALIA TO SENATE ECONOMICS LEGISLATION COMMITTEE RE INQUIRY INTO THE NEW BUSINESS TAX SYSTEM (CONSOLIDATION, VALUE SHIFTING, DEMERGERS AND OTHER MEASURES) BILL 2002

A.
CONSOLIDATION REGIME - SME ISSUES

CPA Australia acknowledges the Government’s commitment to community involvement in developing better tax laws for Australia. We are also supportive of the introduction of a fair and workable consolidation regime.

Whilst the views of large corporate taxpayers and their representatives have been well represented in consolidation consultations and process to date, we believe that this has not always been the case with SMEs, and that a different approach is required for SMEs.

As a consequence of what appears to be undue compliance costs for SMEs with limited apparent benefits, CPA Australia is seeking an optional carve out or de minimis threshold for SMEs.  That is, we submit that SMEs be allowed to continue to comply with the current grouping laws that should run in parallel with a truly optional consolidation system. 

The issues with which our members and SMEs have particular concern, and the primary reasons for seeking an optional carve out are:

1. Complexity

2. Cost

3. Valuation requirements

4. SME carve-out

5. SME threshold

6. Pre-CGT status

7. Capital injection rules

1. Complexity

The consolidation legislation is necessarily complex. Logic dictates that this must be the case when a tax fiction (one consolidated taxpayer) is placed over commercial reality (a group of entities). Whilst not yet complete, 403 pages of legislation and 602 pages of explanatory material, not to mention a business guide of 422 pages, testifies to its complexity.

The greater the complexity and the more limited a taxpayer’s resources to deal with the complexity, the greater the possibility of error and non-compliance. Greater complexity is also anticipated to lead to greater cost, particularly to SME taxpayers. Domestic and international studies have shown that SMEs proportionally bear a larger burden of compliance costs than large business.

2. Cost to Taxpayers

We conservatively estimate that even the most simple corporate groups will incur compliance costs in the order of $20,000 to $30,000 to consolidate. Please refer to Appendix A for an outline of our estimate of these costs. 

For many SMEs the tax consolidation decision is primarily a compliance cost v tax cost decision. That is, do they incur up-front compliance costs in consolidating their corporate groups or face ongoing tax cost in not consolidating? Ongoing tax costs in not consolidating primarily comprise the proposed removal of the current company grouping provisions in the form of CGT roll-over relief for asset transfers, loss transfers and the removal of the inter corporate dividend rebate. 

Our experience is that most SMEs are not currently attracted to further tax change. Moreover, anecdotal evidence suggests that very few SMEs will consolidate from 1 July 2002. Most are anticipated to elect to consolidate from 1 July 2003.  The main reasons for this approach appear to be:

· consolidation is seen as being practically compulsory given the proposed removal of the existing grouping provisions;

· limited or no advantage is seen in consolidating for most SMEs;

· deferring the consolidation decision defers compliance costs.

3. Valuation Requirements

Many aspects of the proposed consolidations rules require formal valuations to be undertaken notwithstanding concessional transitional provisions and limited valuation safe harbours.  This is a significant factor in the compliance cost of consolidating. Valuations are primarily required in three areas: viz:

· resetting the cost base/tax values of assets - whilst a transitional concession potentially avoids the need to carry out such valuations, taxpayer groups that do not carry out such valuations may be disadvantaged as compared to those who do;

· utilisation of carry forward losses bought into the consolidated group – depending on the nature of the carry forward losses and the years in which they were incurred a transitional concession may limit valuation work required. Again taxpayer groups that do not carry out such valuations may be disadvantaged as compared to those who do;

· calculation of pre-CGT factors – primarily relevant to SMEs rather than large corporate groups. Any retention of pre-CGT status in equity in subsidiary members of a corporate group requires that valuations be undertaken (see also point 6 below).

In short, the requirement for significant valuation work in election to consolidate appears to disadvantage SMEs as they:

· will bear higher proportionate compliance costs should they undertake valuation work;

· may otherwise be disadvantaged in terms of tax costs by not undertaking valuations; and

· may require additional valuation work where pre-CGT interests are held. This will primarily impact SMEs only.

4. SME Carve-Out

Given the complexity of the tax consolidation rules and the cost of complying with those rules, it is submitted that a ‘carve out’ be granted from these rules for SMEs.

Significant compliance and administration is required by taxpayers to enter into a consolidation regime. As noted above, the cost of compliance is generally proportionately a higher cost for SMEs than for larger taxpayers.  

It is submitted that SMEs should be granted the option of being able to continue to comply with the existing law. Under this approach, no less tax would be collected and both the ATO and advisers have existing systems in place to deal with the current law.

It should be emphasised that whilst consolidation is theoretically optional, we believe that it will be practically compulsory for almost all corporate groups to consolidate in the transitional period as the proposed legislation is currently drafted. For example, even if a corporate group does not currently have tax losses or currently wishes to transfer assets or restructure, it is likely to elect to consolidate, in case its members have tax losses in the future or it wishes to restructure in the future.

We believe that the reason most SME corporate groups will elect to consolidate in the transitional period (say, from 1 July 2003) rather than later is because of transition period choices that are available for that period. In that regard we would strongly recommend a carve-out for SMEs. That is, SMEs would broadly have the ability to choose to consolidate from 1 July 2002 or choose to remain within the current rules.

CPA Australia is not advocating that transition period choices be available to SMEs should they subsequently choose to consolidate outside the transitional period. Rather, we believe the approach recommended above would make the consolidation rules a truly optional regime for SMEs.

5. SME Threshold

A critical issue to allowing a SME carve out is what the relevant SME threshold should be. Whilst a group turnover test is often not appropriate, as turnover to profits and turnover to assets ratios vary widely from industry to industry, it may be the easiest test for the ATO to administer.

A net asset test may be fairer but such a test may require valuations to be undertaken. If adopted, valuations could be restricted to assets held in the consolidated group so that difficult issues that presently arise in the CGT small business provisions in relation to associated and connected entities do not arise.

In light of the anticipated initial and ongoing increased compliance costs that we anticipate that will arise from a consolidation regime, we believe that it is appropriate to set a SME threshold in the order of either a:

· $50 million group turnover test, or, a

· $20 million group net asset test.

While either threshold significantly exceeds the CGT small business concession threshold ($5m net assets) and the simplified tax system threshold ($1m pa turnover), we consider that such a threshold is appropriate in light of the complexity and anticipated compliance costs of the proposed consolidation legislation.

6.
Pre-CGT Status

As many SME taxpayers are family owned businesses, the issue of the effective retention of pre-CGT status of interests in entities that form part of a consolidated group is a critical concern. On the basis of the existing proposed consolidation rules, pre-CGT equity in subsidiary members of corporate groups will often be significantly eroded should shares in the subsidiary be subsequently sold from the consolidated group.

This potential loss of effective pre-CGT status in equity in subsidiary members of a consolidated group may disadvantage SME groups that elect to consolidate.

7.
Capital Injection Rules

CPA Australia also wishes to address the inappropriate operation of provisions in the Bill dealing with loss utilisation by a consolidated group through the use of ‘capital injections’ to increase the relative value of a loss company such that losses can be utilised more quickly than would be the case under current law. The rules can apply to transactions occurring since 10 December 2000.

There are some circumstances in which the capital injection rules operate inappropriately and give outcomes that appear to be clearly inconsistent with the policy articulated in the relevant Explanatory Memorandum. Examples include certain intra-group transactions (debt/equity conversions, company roll-overs in consideration of share issues), public company rights issues and group restructures. These types of transactions are commercially driven and should not be restricted by the proposed rules.

This problem could be overcome in a manner consistent with the policy behind the proposed capital injection rules by simply including the above transactions in the list of specific exceptions to the proposed rules. There could also be a link to an appropriate threshold purpose test, if required. We believe that appropriate modifications to these rules are essential to ensure that they operate in a manner consistent with the declared policy intent and do not interfere with normal commercial transactions. Further details on this issue are at Appendix B.

B
DEMERGER RELIEF

CPA Australia believes that the proposed demerger relief provisions are both necessary and appropriately balanced, and we thus support the proposed provisions. We set out our reasons below.

1. Consistent with Scrip for Scrip Roll-over

The demerger relief provisions are the sister provisions to scrip for scrip roll-over provisions contained in Subdivision 124M of the Income Tax Assessment Act 1997.  They were contained in complementary recommendations in the ‘A Tax System Redesigned’ Report (‘the Ralph Report’) Recommendations 19.3 (Scrip for Scrip) and 19.4 (Demergers).

In a capital markets sense the provisions are complementary as well.  The introduction of Scrip for Scrip roll-over without demerger relief may have created an imbalance.  We mean imbalance in the sense that Scrip for Scrip roll-over may allow a takeover ‘predator’ to take over a ‘Target Group’ and potentially restructure it more tax efficiently than the Target Group could itself.  This may leave groups vulnerable for takeover. A simple example is given in Appendix C to illustrate this.

2. Flexibility

The provision of effective demerger relief is as much about providing flexibility in restructuring via demergers as permitting tax relief. There have been several prominent demergers in recent times (eg. Boral, Amcor, and BHP) but all were done as returns of capital with capital gains tax (CGT) implications. That is, returns of capital without extinguishing shares. It is suspected that they were done this way to satisfy taxation concerns. However, commercially, the outcome produced would not have been optimal since making a demerger solely out of capital depletes the distributing company’s capital balance (and the demerged entity may have a full capital base). Shareholders' CGT cost bases are similarly depleted in the company doing the demerger and shareholders have a full CGT cost base in the demerged entity.

Therefore there have been constraints on the way the demergers were done in the past, and the absence of demerger relief rules has meant that some demergers contemplated became no longer desirable.  A sensible demerger regime can ensure both flexibility in methodology in doing the demerger whilst ensuring appropriate tax outcomes for both the Revenue and taxpayers.

3. Relationship to Ralph Report Recommendations

It is understood that there have been some questions raised as to whether some aspects of the current proposals go further than the Ralph Report recommendation 19.4.  We believe that these further aspects are either highly desirable or necessary (if not both).  Those concerns and our responses are addressed in Appendix C.

4. Integrity Aspects

In relation to the costing of these measures, CPA Australia is not in a position to comment directly at this stage. However, we note that the provisions contain a stringent integrity measure in the revised section 45B. In summary, the proposed revised section 45B could make the entire value of the demerged entity a taxable dividend to shareholders if there is a more than incidental purpose of providing tax free demerger dividends.  More than ‘incidental purpose’ is a very low threshold, requiring that the purpose simply be one more than coincidental or not occurring in subordinate conjunction with the main purpose.  Further, the failure of this integrity measure is particularly harsh.  The entire market value of the demerged entity could become an assessable dividend to shareholders.  Accordingly, it appears to CPA Australia that any prudent taxpayers contemplating a demerger would need to seek an ATO ruling.  Given the relatively low threshold for triggering the revised section 45B it is considered that few, if any, ‘inappropriate’ demergers would satisfy this requirement.

C.
GENERAL VALUE SHIFTING REGIME (GVSR)

The proposed new GVSR provisions contained in the Bill are extremely complex and lengthy (being at least double the size of the existing value shifting provisions). Whilst we welcome the safeharbours and exceptions that the GVSR does contain, there will still be substantial compliance costs for taxpayers and their representatives in complying with the GVSR, especially in the SME sector. However, we also acknowledge that the existing value shifting provisions have flaws which require rectification. 

Therefore, we suggest that whilst we can understand the reasoning behind the introduction of the GVSR, certain modifications to the GVSR could be made which would reduce the compliance costs for taxpayers and especially for SMEs. We submit that these modifications should have little impact on the revenue but the compliance cost savings should be substantial.

Our proposed modifications are contained at Appendix D to this letter.

APPENDIX A

CONSOLIDATING - ADDITIONAL COSTS

Attached are schedules showing estimates only of additional costs that may be incurred in terms of accounting fees for a very basic consolidated group to consolidate.  The ‘Consolidation Pathway’ outlined in the ATO Consolidation Reference Manual has broadly been followed for consistency.

Familiarisation and training time has not been factored in.  The figures noted below are estimates only and costs will vary from group to group.

We believe that range of $20,000 to $30,000 in professional advice to consolidate even the simplest group. 

In addition to costs incurred in a corporate group going into consolidation, the following table also provides a broad comparison of likely costs after a group is consolidated.  

	
	Existing System


	Consolidation 

	Going into Consolidation
	Not applicable.
	Significant – see attached.



	Ongoing Compliance
	Continue to lodge a number of returns.
	One return only is required but more work is likely to be required to collate information into a single return.



	Record Retention
	Current rules continue to apply.
	Likely to be greater on an ongoing basis, and especially to avoid significant costs on exit.



	Transactions – Within Group
	Continue to be recognised for income tax purposes unless roll-over applies.
	Less costs anticipated as no income tax implications.  State taxes, such as stamp duties remain an issue.



	Exit from a Consolidated Group
	Current rules continue to apply.
	Significantly more costs anticipated.




Consolidation Process - Cost to Clients 

Assumed facts: Simple Corporate Group

· Parent company with two sister subsidiaries.

· Structure continues without change.  No acquisitions or disposals anticipated.

· Active business carried on in subsidiaries.

1. Choose

	
	$

	Can we consolidate?
	-

	Do we consolidate?
	

	
	

	· Initial client briefing
	600

	· Gathering of relevant data
	1,000

	· CGT Profile/cost bases 
	

	· Franking Accounts
	

	· Estimate of Values
	

	· Tax loss profile
	

	
	

	· Pro’s and cons High Level
	1,000

	· Recommendations (High Level)
	

	· Yes or No    
	

	· Timing
	

	Initial Decision to Proceed
	2,600

	
	

	How do we consolidate?
	

	
	

	· Membership
	

	· Asset Value Methodology
	

	· Valuations ($3000 x 2)  
	6,000

	· Reset Calculations  
	3,000

	· Existing Cost Bases
	1,000

	· Recommendation
	-

	· Losses to be brought in
	-

	
	10,000


2. Notify

	· Completion of Forms
	300

	
	

	3. Implement 
	

	
	

	· Reporting System Changes
	1,000

	
	

	· Calculation of Starting Position – see 
	2,000

	· See above - re Cost Bases  
	

	· Franking Credits 
	

	· FTC 
	

	· Losses
	

	
	3,000

	
	

	4. Instalments    
	

	
	

	· Data Collection
	-

	· Calculation
	

	
	

	5. Determine Annual Liability  
	

	· New Tax Schedules
	4,000

	· Depreciation
	

	· Trading Stock
	

	· Loss Utilisation
	

	· Other - Pre-CGT Factors
	

	
	

	· Accounting Data Alignment
	2,000

	· Accounting/Tax differences - group basis
	1,000

	· New forms/changeover
	1,000

	· PAYG Reconciliations
	1,000

	
	9,000

	
	

	Finalisation of Subsidiaries’ Tax Returns
	

	
	

	· Closing down subsidiaries 
	500

	Total
	25,400

=====


APPENDIX B

CONSOLIDATION - CAPITAL INJECTION RULES

CPA Australia has concerns with the inappropriate operation of provisions in the Bill dealing with loss utilisation by a consolidated group by reference to an ‘available fraction’. In particular, these provisions contain an ‘integrity measure’ which deals with possible manipulation of the available fraction by the use of ‘capital injections’ to increase the relative value of a loss company such that losses can be utilised more quickly than would be the case under current law. The rules can apply to transactions occurring since 10 December 2000.

It is considered that these provisions (proposed sections 707-320 and 707-325) are drafted in a manner inconsistent with the policy behind the capital injection rules and the statements in the Explanatory Memorandum (‘EM’) to the Bill. This is because the proposed provisions do not discriminate between events giving rise to changes in market value and normal commercial dealings. The EM notes (at paragraph 8.97) that the expression ‘capital injection’ is undefined in the relevant provisions and therefore takes its ‘ordinary meaning’. The EM (paragraph 8.91) also states that the intention of the capital injection rules is to ‘prevent a loss company from inflating its market value before it joins a consolidated group in order to obtain a higher available fraction.’
There are some circumstances in which the capital injection rules operate inappropriately and give outcomes that must be inconsistent with the policy articulated in the EM. Some specific circumstances where this occurs relate to:

· intra-group debt/equity conversions;

· intra-group roll-overs of companies in consideration for the issue of shares;

· public company rights issues; and

· group restructures required to implement a demerger.

This is because the above transactions are commercially driven and not undertaken to increase a loss entities' available fraction. In addition, transactions such as debt/equity conversions do not result in an ‘increase in the group's income generating capacity’ as stated in the EM (paragraph 8.61). For this reason, it is important that the practical impact of this integrity measure should be fully considered before it is allowed to apply to restrict or punish commercial activities.

One method by which such inappropriate outcomes could be remedied, whilst giving full effect to the policy behind the proposed capital injection rules, would be to simply include the above transactions in the list of specific exceptions to the capital injection rules. This could be linked to a threshold purpose test where the objective purpose of the transaction giving rise to the ‘capital injection’ (being more than an incidental purpose) was to increase he available fraction of a loss entity. The threshold test could be a low one (as per in proposed section 45B). 

Unless the capital injection rules are modified in a manner consistent with our understanding of the policy intention behind the proposed rules and allow for commercial transactions to be undertaken (particularly in the consolidations transitional period), CPA Australia cannot support the proposed consolidation regime.

APPENDIX C

DEMERGER RELIEF - FURTHER COMMENTS

Example

Target Co has two businesses, Manufacturing and High Tech contained in separate subsidiaries, which do not mix.  This may be because the share market does not know whether to rate the group as a high tech or manufacturing group and thereby effectively puts no value on the manufacturing arm.  Consequently, capital raisings are difficult and new capital is difficult to provide to the manufacturing business.  Further, senior management’s time is focussed on the high tech business to the detriment of the manufacturing business.  For these reasons it makes sense for the two businesses to be separately listed.  However, to demerge the manufacturing subsidiary would, say in this example, involve significant capital gains to the company (due to its historically low cost base in the manufacturing subsidiary) and taxation issues to the shareholders. Hence, it would be difficult to proceed as the benefit of market recognition of the manufacturing business could result in a cash tax cost to Target Co and possibly its shareholders.

Predator Co, who is interested in acquiring the high tech business, can see this opportunity.  It makes a Scrip for Scrip takeover offer to Shareholders of Target Co pursuant to the Scrip to Scrip roll-over provisions.  Target Co Shareholders will not pay any capital gains tax upon the exchanging of their Target Co shares for Predator Co shares (although shareholders holding a revenue account may).  Predator Co will have a market value cost base in Target Co as a result of the takeover.  

Predator Co can then roll the High Tech Business to itself pursuant to the CGT roll-over provisions (or via dividend or under the proposed consolidation regime, consolidate Target Co into the Predator Co consolidated group and transfer the High Tech Business to Predator Co).  Predator Co, because it has a full cost base in Target Co, may then be able to either sell Target Co (with the manufacturing business) to a trade buyer without a significant CGT liability or demerge the entity to its shareholders potentially without a CGT liability (and with probably no dividend issues to shareholders as the Scrip for Scrip roll-over would give Predator Co an enhanced capital base to do capital returns).  There may be CGT issues with the original Predator Shareholders but these may be manageable.  

Accordingly, the benefit of separating the manufacturing and High Tech business will at least in part, accrue to Predator Co and its Shareholders (recognising that some of these will be the old Target Co Shareholders after the Scrip for Scrip roll-over).  Hence, a Predator Co can potentially restructure the Target Co group with less tax complications and provide the restructuring benefit to its Shareholders.  Target Co (in this example) may have had tax problems in doing the same.  

Ralph Report Issues

Maintenance of pre-CGT status of shareholders’ shares 

The Ralph Report recommended substituting market value cost base for pre-CGT status in the demerged entity.  The maintenance of pre-CGT status is common to roll-overs where effectively the same economic interests are maintained in the same assets. The demerger provisions do this by their strict proportionality testing in proposed subsection 125-70(2).  It is noted that this is not true of Scrip for Scrip roll-over where a Shareholder exchanges shares in the old company (with its mix of assets) for shares in the acquirer with a new mix of assets (including the assets of the old company).  As mentioned previously the Ralph demerger relief recommendation was developed aside the Scrip for Scrip recommendation.  Perhaps the inappropriateness of providing pre-CGT status roll-over for Scrip for Scrip relief where shareholders acquire a new mix of assets influenced the recommendation regarding demerger relief, not recognising the different results of each form of roll-over.  Accordingly, as demerger relief maintains the same proportionate interest in the same basket of assets, it is appropriate to provide pre-CGT status roll-over.

Providing capital gains tax relief for corporate groups

 The Ralph Report was silent on this aspect.  Again, Scrip for Scrip roll-over doesn’t require consideration of corporate level relief as the transaction is at the Shareholder level.  This may, in part, explain the Ralph Reports’ silence on this issue.  Relief at this level is necessary for demergers otherwise it would inhibit demergers except where no CGT gain would be made at the corporate level.  Corporate level CGT relief is common to overseas demerger relief provisions (e.g. the US and UK).  Further, we consider that the proposed CGT rules provide an appropriate mechanism to defer the CGT at the corporate level.  Hence, we consider that this further aspect is necessary for appropriately balanced demerger relief provisions.

Application of demerger relief to non-widely held entities
The Ralph Report recommended limiting demerger relief to widely helds (consistent with Scrip for Scrip roll-over).  Parliament, in passing the Scrip for Scrip provisions, extended Scrip for Scrip roll-over to non-widely helds.  We believe that decision was appropriate on equity grounds.  The application of the demerger relief provisions should be consistent with, for the reasons given, Scrip for Scrip.  Further, we cannot see why, on equity grounds, appropriately structured demerger relief provisions should not be extended to non-widely helds.

APPENDIX D

PROPOSED GVSR MODIFICATIONS

SME exclusion 

Proposed section 727-470 of the Bill excludes certain SMEs from the indirect value shifting rules in proposed Division 727.  However, there is no similar exception for SMEs in the direct value shifting rules in proposed Divisions 723 and 725.

We submit that a similar exception should be included in the proposed direct value shifting rules, as we can see no policy reason why an exception should only exist in the proposed indirect value shifting rules. This will further reduce the impact of the provisions on SMEs whilst still allowing the Commissioner to apply the general anti avoidance provisions of the income tax law to schemes entered into by SMEs with a dominant tax avoidance purpose.

Application Date

Broadly, the GVSR applies from 1 July 2002 (including for substituted accounting period taxpayers). We submit that the application date should be aligned with the application date of the proposed tax consolidation regime. 

Under the proposed consolidation regime, a taxpayer can elect to consolidate from 1 July 2003 (or for substituted accounting period taxpayers, from the commencement of their first income year commencing after 1 July 2003) without losing the benefit of the existing grouping provisions. We submit that the GVSR should apply from the time when the existing grouping provisions are repealed. 

For example, as currently drafted, if a corporate group entered into the proposed consolidation regime on say 1 January 2003, the group would have to comprehend and apply the new GVSR only for the period 1 July 2002 until 31 December 2002, even though the GVSR would broadly cease to have application to the group from 1 January 2003 (when the group consolidated). It is submitted that by requiring the group to apply the regime for a six month period only is excessively increasing the compliance costs of the group.

Further, for a substituted accounting period taxpayer with say a 31 December year end, applying the GVSR from 1 July 2002 would require the taxpayer to apply one set of rules for the first six months of their income year and another set of rules for the remaining six months of the year.

There could be several alternatives to resolve this issue. Firstly, it could be provided that the GVSR should apply from 1 July 2002 for groups which do not enter the consolidation regime during the transitional period (mentioned above). This should be adjusted for substituted accounting period taxpayers such that the GVSR would only apply from the start of their first income year commencing after 1 July 2002. For groups which do consolidate in the transitional period, the GVSR would commence operation for those groups from the date of consolidation. 

Alternatively, there could be a blanket application date for all taxpayers, being the date that the grouping provisions are repealed. Another alternative is to apply these application dates to SMEs only. 

Finally, we note that the introduction of the GVSR is a key plank in the overhaul of the taxation of entity groups, of which the proposed consolidation regime is a major component. That is, the two new regimes are inextricably linked with each other. On this basis, we submit that the two regimes also should apply from the same date.

Market Value

The GVSR is fundamentally reliant on the concept of ‘market value’. That is, the GVSR generally only applies where there is a transaction undertaken at other than on a market value basis. Determining market value obviously can be a difficult and costly process (for example, for unlisted shares or intellectual property).

We welcome the inclusion in the GVSR of safe harbours which attempt to prevent the requirement to obtain market valuations in certain circumstances. However, we also note that market valuations may still be required even where these provisions are intended to apply (see proposed paragraphs 727-220(3)(c) and 727-315(1)(f)). 

Whilst acknowledging that the concept of market value is not an easy issue to comprehensively deal with, it would helpful if there could be more guidance and safe harbours in relation to determining market value. For example, we note that a market valuation guidance paper in relation to the proposed consolidation regime has been released which, if tailored for the GVSR, could reduce compliance costs for taxpayers.

Common Ownership Test

The common ownership nexus test contained in proposed section 727-400 requires two entities to have a certain level of common ownership before the GVSR will apply to transactions undertaken between the two entities. The test only applies where the two entities are closely held. 

Under proposed subsection 727-400(5), two entities can be under common ownership where both entities are owned by 16 or fewer taxpayers and the sum of the interests held by those taxpayers is at least 80%. We submit that this test is too broad. For example, assume an entity has say 15 different owners whose interests in the entity total at least 80%. If those owners also have interests in another entity totalling at least 80% (but whose interests may be in completely different proportions), the GVSR can apply to the entities if they undertake certain transactions between themselves.

We submit that by removing proposed subsection 727-400(5), the common ownership nexus test will operate as intended without applying to entities which in substance are not commonly owned.

Control Test for Discretionary Trusts

Broadly, the GVSR can apply to transactions undertaken between two entities where the entities have a common controller. Under proposed paragraph 727-365(3)(a) in relation to non fixed trusts, a taxpayer controls (for value shifting purposes) a non-fixed trust if the taxpayer is a potential beneficiary of that trust.

Generally, discretionary trust deeds are drafted with wide object clauses to ensure that all future potential beneficiaries are included. This ensures that a resettlement does not occur in the future if the trust deed is amended to include other objects. In the case of discretionary family trusts, the whole extended family, and any entity they control, is often named as an object of the trust.  

Under section 727-365, every one of the individuals or entities is considered a controller of the discretionary trust even if they have never received a trust distribution, have no expectation of ever receiving a trust distribution and often may not even know that they are a beneficiary of the non-fixed trust. This means that two entities which transact with each other can be subject to the GVSR without even being aware that the provisions can apply to them. 

We submit that proposed paragraph 727-365(3)(a) should be removed. Alternatively, the provision could be modified to ensure that a taxpayer only controls a non-fixed trust if it has previously received, or will receive, a trust distribution within a specified period of time.

Exclusions for Services

The GVSR contains exclusions for services in certain circumstances. However, proposed sections 727-705 to 727-720 provide exceptions to the exclusion contained in proposed section 727-700. 

Whilst we welcome the exclusions provided in the GVSR, we consider the exceptions to the exclusions mentioned above are extremely complicated and border on being incomprehensible.  We submit that the overarching parliamentary intent for the ITAA 1997 was to draft tax laws in plain English, with the goal of the average person being able to read the ITAA 1997 and understand how it applied to them. In this situation, it is submitted that it would even be difficult for an experienced tax practitioner to apply these provisions.  

We submit that the exceptions in proposed sections 727-705 to 707-720 should be re-drafted so they are clearly comprehensible, which should therefore further reduce compliance costs for taxpayers.

