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SUBMISSION ON THE NEW BUSINESS TAX SYSTEM (CONSOLIDATION, VALUE SHIFTING, DEMERGERS AND OTHER MEASURES) BILL 2002
By Hall & Wilcox Lawyers, Melbourne

Our comments relate to the de-merger relief contained in Schedule 16 of the Bill. Our comments primarily relate to:

(a) the limitations on the availability of the 50% CGT discount to shareholders;

(b) the restrictive effect of the 45 day holding period rule on the de-merging entity; and

(c) suggested legislative amendments to overcome these limitations.

It is our submission that amendments should be made to the Bill so that shareholders who have held their shares in the head entity of the de-merger group for in excess of 12 months should have continuing access to the 50% capital gains tax (“CGT”) discount for their newly acquired shares in the de-merged entity.

We also submit that shareholders with new interests in the de-merged entity should not be denied access to franking credits where their original interests were sufficient to satisfy the 45 day holding period rule.

We also comment on the Corporations Act 2001 issues on performing a de-merger by cancellation and re-issue of shares in the de-merging entity.  We submit that the Corporations Act should be amended to clearly allow this type of de-merger.

Limitation on access to the 50% CGT discount

As the Bill currently stands the 50% CGT discount (which is allowed at step 2 of the method statement in section 102-5 of the Income Tax Assessment Act 1997 (“the 1997 Act”)) will not be available to the shareholder for the shares in the de-merged entity it acquires under the de-merger roll-over which it then immediately disposes of.  The 50% CGT discount may only be available to the shareholder if the shares in the de-merged entity are held for more than 12 months after the de-merger before disposing of them (section 115-25 of the 1997 Act).

Limitation on access to the 50% CGT discount will cause different treatment of different investors

In many situations where a de-merger is considered it will be because the entities in the corporate group which is de-merging have more than one line of business and not all the shareholders in the head entity wish to continue to invest in all the different lines of business.

After a de-merger we expect that some shareholders will be wanting to sell their shares in the de-merged entity while other shareholders will be wanting to sell their shares in the head entity of the de-merger group.  As the Bill currently stands these investors will not be treated equally.  The shareholders who wish to sell their shares in the head entity may have access to the 50% CGT discount whereas shareholders who wish to sell their shares in the de-merged entity will not.  We see no reason why the Bill should distinguish between the two types of shareholders because of their different investment preferences.

Overcoming the limitation on access to the 50% CGT discount

Under the proposed Bill in section 125-80 (and other roll-overs already enacted in Division 124 and 126 of the 1997 Act) it is only where the original interests were acquired before the introduction of CGT on 20 September 1985 that the new interests are deemed also to be acquired before that day.  

A modified provision in the Bill would easily allow many of the shareholders wishing to sell their shares in the de-merged entity to meet the condition for access to the 50% CGT discount that they hold their interest for at least 12 months.

We submit that the provision in section 125-80(6) of the Bill that deems an earlier acquisition date for the new interests should be extended to where the original interests were acquired on or after 20 September 1985.

Current pre-CGT deemed acquisition date is no longer fully adequate

The current system adopted by the Bill (and the already existing roll-overs enacted in Division 124 and 126 of the 1997 Act) is that where the original interests were acquired post-CGT, the new interests are deemed to have an indexed cost base the same as or as a proportion of the cost base of the original interest.  

The method was appropriate when the indexation of the cost base of an asset was the primary CGT concession available.  With the cessation of the indexation of the cost base of assets in 1999 and its replacement with the 50% CGT discount we submit that the deeming provisions in the roll-overs are no longer fully appropriate.  This is particularly so in the case of the de-merger roll-over where it can be expected that a significant number of shareholders will dispose of their new interests shortly after acquiring them.

45 day holding period rule

Having a provision deeming shareholders to have had held their new interest in the de-merged entity for the same time and subject to the same risks as their existing interest in the head entity of the de-merger group will also allow the de-merged entity to pay dividends within the first 47 days (or 92 days in the case of preference shares) after the de-merger.

The 45 day holding period rule in section 160APHO of the Income Tax Assessment Act 1936 (which, although no longer applicable on its own, is still referred to in section 207-145(1)(a) of the 1997 Act) has the effect that shareholders are denied franking credits under 207-145(1)(f) if they have not held their shares at risk for 47 days (or 92 days in the case of preference shares).

As the Bill currently stands, we believe the practical effect will be that de-merged entities will not pay franked dividends in the first couple of months after the de-merger.

Recommend legislative amendments

To overcome what we see as undue limitations on the availability of the 50% CGT discount and franking credits for shareholders in the de-merged entity we recommend the following amendments to sub-sections 125-80(4) to (7) of the Bill:

(4) (delete)

(5) (delete)

(6) For each day on which you *acquired an original interest, you are taken to have acquired a reasonable whole number of your new interests on that same day having regard to:

(d) The *market values of your original interests and your remaining original interests just after the *demerger, or an anticipated reasonable approximation of those market values; and

(e) The market values of your new interests just after the demerger, or an anticipated reasonable approximation of those market values.

(6A)
For each new interest you are taken to have *acquired on a particular day pursuant to sub-section (5), you are taken to also have held that new interest from that day to the day of the demerger subject to the same risks as you held the original interests acquired on that day.

(7) If a proportion, but not all, of your original interests end under the *demerger that same portion of your interests *acquired on each day end.

Corporations Act 2001 issues on performing a de-merger by cancellation and re-issue of shares in the de-merging entity

The Bill in section 125-70(1)(b) contemplates two methods of de-merger: (1) by transferring the shares in the de-merging entity held by the de-merger group to the shareholder, and (2) by cancelling the shares held by the de-merger group and re-issuing new shares to the shareholders.  The cancellation method would allow multiple classes of shares to be replaced by a single class of shares and may be preferred by shareholders as it provides a simpler outcome for them.  We however see a risk that the cancellation and re-issue method may be prohibited by the Corporations Act 2001.

If shares held by the de-merger group in the de-merging entity are cancelled with no consideration flowing to the de-merger group, the cancellation may be deemed to be a reduction in share capital pursuant to section 256B(1) of the Corporations Act (despite the fact that the de-merging entity will continue to have exactly the same amount of capital).  There is an argument that the reduction of share capital is not fair and reasonable to the existing shareholders (ie: the de-merger group).  If this is the case the cancellation will be a contravention of section 256D(1) of the Corporations Act by virtue of the requirement in 256B(1)(a) that a capital reduction be fair and reasonable to the shareholder.

It would be unfortunate if the co-ordination between the tax legislation and the Corporations Act is left unclear.  The risk may be sufficient to preclude proceeding along the share cancellation method without first taking the issue up with and having it resolved by the Australian Securities and Investments Commission - a process which could take considerable time; and especially in the case of small de-mergers, be at a relatively large legal cost.

We submit that the Corporations Act should be amended to clearly allow de-mergers by the share cancellation method to occur.
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