[image: image2.png]o

TAXATION INSTITUTE oF AUSTRALIA






8 October 2002 

Dr Kathleen Dermody

Committee Secretary

Economics Legislation Committee

Australian Senate

Parliament House

Canberra  ACT  2600

Dear Dr Dermody

Inquiry into the New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Bill 2002 

Thank you for providing the Taxation Institute of Australia (the Institute) with an opportunity to make a written submission on the New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Bill 2002 (the Bill).

By way of background, the Institute is a tax education body, and was established in 1943. Our 11,000 members range from small rural and suburban accountants to senior members of the bar specialising in tax.  Taken together with their clients, our members’ views reflect the opinions of many tax professionals as well as small, medium and large businesses throughout Australia.  

The Institute strongly advocates the passage of the Bill through the Parliament, with particular support for the consolidation and demerger provisions. The timely enactment of these provisions as an integral part of the current tax reform agenda for business is urgently anticipated.  Whilst acknowledging that the value shifting rules are problematic,  the Institute believes that the Bill can still proceed on the basis of  the recommendations which are set out in this letter in relation to these rules.

1.
Consolidation

The passage of the consolidation measures in this Bill needs to proceed without delay. Time is of the essence in this situation, given that the regime commenced on 1 July 2002 with a 24 month transitional period.  Taxpayers urgently require this legislation to be passed and operative in order to:

· enable informed decisions to be made about whether or not to consolidate;

· undertake the necessary extensive calculations and systems changes required to determine their current tax positions and the tax impact of current transactions; and 

· clear up uncertainty arising from current acquisition or disposal of companies being undertaken or contemplated.

The Institute also remains supportive of the current model for the development and introduction of the consolidation regime in planned stages.  In particular, the Institute has always been and remains committed to the open consultative approach to the development of these measures.  In anticipation of a 

fourth consolidation Bill, it is recommended that an early indication of the technical content of this Bill is given to those participating in the consultation process.

We are further encouraged by the fact that the consolidation model has already resulted not only the introduction of the core provisions, but has also facilitated the early review and amendment of these provisions as the need arises.  As with the introduction of any new tax regime, it would be prudent to acknowledge that in a mature legislative environment there will be an ongoing need for further adjustments to these provisions beyond the immediate tranche of legislation.

2.
Value Shifting

Regrettably, unlike consolidation, the value shifting provisions have not benefited from being developed in a consultative environment. They are an overreaction and represent a pinnacle of complexity in the tax law.   It would be of concern should this type of drafting become a precedent for the drafting of other tax laws.   Never has so much legislation been written for so few people dealing with such a limited issue.

However, the Institute would not recommend any alternative for addressing the problems arising from the value shifting rules which delayed the advancement of the consolidation and demerger provisions.  

As to the issue of consultation, in two places in the Explanatory Memorandum (at 306 and 312) it is claimed that there was "extensive consultation" and  "there was significant consultation with tax practitioners and industry professionals". This rhetoric is just not supported by the facts. External representatives received a 131 page draft Bill and 198 page draft Explanatory Memorandum (both in "final" form) at 3.03 pm on 28 March 2002 (Easter Thursday) for a three hour meeting on 4 April 2002. This left external representatives with two working days to digest and comment on the work, without the ability to discuss the measures with other experts due to the existence confidentiality agreements. 

Following this meeting a further three hour meeting was held on 23 April 2002, where attendees were presented with a 10 page list of issues (captured from the first meeting) with Treasury/ATO responses setting out proposed actions and inaction. Again there was no opportunity to review the proposals, nor discuss them with selected colleagues. Concerns put at the meetings about complexity, length and structure and in particular concerns about the placement of exemptions and exclusions, were not adopted, probably due to the looming implementation date and the final nature of the drafts. 

As to the issue of overreaction and complexity, it is unacceptable that the rules have two application dates.  In broad terms, the value shifting rules operate in respect of realisation events happening in relation to a non-depreciating asset that, on or after 1 July 2002. They also apply to arrangements entered into on or after 27 June 2002 that shift value between interests (equity and loan) in companies or trusts, where the value shift happens on or after 1 July 2002 (s 725-1 and 727-1(2) and (3) of the Bill).

This three-day commencement variation illustrates the avoidance paranoia behind these measures. This approach absurdly assumes that in the early hours of the morning of Friday 28 June taxpayers were able to fully comprehend the incomprehensible value shifting rules in the Bill, identify a quick and dirty value shift outside the new measures and not caught by the existing measures in Divisions 138 to 140 of the 1997 Act, and were able to implement the arrangement by midnight Sunday 30 June 2002.

In addressing the concerns, which the Institute has about the value shifting rules, Division 723 could have been avoided if shortcomings in the design of the CGT provisions were addressed. Currently, where some of the rights, which constitute an asset, are carved out (eg granting a right to occupy land) then the rules ignore the transaction in respect of the original asset and treat the carve-out right as a new asset with a zero cost base. By treating such carve outs as part disposals and making the resultant cost base adjustments many of the opportunities for value shifting cease. The failure to address the problem directly and to paper over the problem by the introduction of Division 723 is an illustration of poor policy design.

In addition, there is potential double taxation via the operation of subsection 725-240(5) and minority shareholders can be adversely affected. The minority shareholders are affected under the rules in that not only has the value of the company been reduced by the undervalue value shift, the application of the GVSR further penalise the remaining value in the company. In this regard, bearing in mind the transitional phase of consolidation, there is also a need to protect from the operation of the value shifting rules those entities still assessing in the transitional period whether or not to consolidate. 

In moving forward, there are two options: 

(1) remove these provisions from the Bill for review and inclusion in a later Bill; or 

(2) keep the provisions in the Bill whilst addressing some of the underlying concerns and focus on making the rules comprehensible so that taxpayers can understand and comply with them.

The Institute recommends that the value shifting provisions would benefit from the inclusion of a brief explanatory Guide preceding the provisions, which clarifies their operation.  There are already precedents in the tax laws for this type of instructive tool and in fact, section 950-150 of the Income Tax Assessment Act 1997 specifically allows for the inclusion of Guides as a tool to assist you with interpreting the tax laws. For example, Division 100 of the Income Tax Assessment Act 1997 is a purpose written simplified Guide to the capital gains and capital losses provisions designed with the deliberate purpose of helping you understand how capital gains tax operates.

Provided an undertaking is given to:

· prepare and include an instructive guide to the value shifting rules, and 

· to address the underlying major concerns (in particular those issues highlighted above in respect of double taxation and Division 723) with the current rules through legislative change coupled with true consultation, the Institute would support the Bill going forward.

3.
Demergers

The Institute generally supports the continuing passage of the demerger provisions in this Bill. However, in supporting the need to move forward with these provisions, the Institute is concerned that the provisions are more limited in scope than was originally expected.   

Recommendation 19.4 Rollover relief for business demergers or deconsolidations  in the Review of Business Taxation’s A Tax System Redesigned (July 1999) quite clearly indicates that a demerger should “not produce a taxing event” and that “there be no tax consequences for the members”.   Therefore, the Institute is concerned that the provisions are limited in scope.  For example, the provisions:

· exclude non-listed companies; and

· provide for relief in respect of the tax consequences of capital gains tax events only.  As major institutions holding shares in the stock market often hold these shares on revenue account, capital gains tax relief is of limited benefit and considerably restricts the beneficial application of the provisions.

The Institute believes that this narrowing of the benefits of the demerger provisions in this manner is inconsistent with the spirit of this reform as conceived in the Review of Business Taxation (Recommendation 19.4) and the Treasurer’s Press Release of 22 March 2001.

Yours faithfully
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Barry Low
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