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Implications of carving out small and medium enterprises (SME) from the consolidation regime

Introduction

1.
During the Committee’s hearing into the New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Bill 2002, it was suggested that small and medium enterprises (SMEs) should be carved out from the consolidation regime. It was submitted by practitioners and industry representatives that SMEs should be carved out because of excessive compliance costs of the consolidation regime when compared to the benefits of that regime for SMEs. This submission by the Treasury examines the implications of an SME carve out.

Background

2.
The consolidation regime will involve start-up compliance costs. The majority of those will be associated with determining the cost and benefits to a group of entities entering the consolidation regime. However, these will be significantly offset through reduced on-going compliance costs due to:

· Lodgement of a single entity tax return for the group;

· A single pay-as-you-go instalment for the group;

· Free movement of assets between group members without income tax consequences;

· Intra-group transactions being ignored; and

· The ability to restructure the group without income tax consequences.

3.
The consolidation regime already has features, developed in consultation with practitioners and industry representatives, that reduce start-up compliance costs. These include:

· Concessional cost setting and tax loss rules in the transition period;

· Continued access to the simplified tax system for small business; and

· Market valuation guidelines, issued by the Australian Taxation Office (ATO), aimed at minimising compliance costs
.

4.
There has been extensive consultation on these issues with representatives of the SME sector, including CPA Australia, the Institute of Chartered Accountants in Australia and the Tax Institute of Australia. 

5.
It is estimated that the number of small businesses that are affected by the removal of grouping provisions represents only 1% of the overall population of small businesses
.

6.
The regulation impact statement (see Attachment A) contained in the explanatory memorandum to the New Business Tax System (Consolidation) Act (No. 1) 2002 extensively discusses the compliance costs associated with the consolidation regime. The regulation impact statement clearly establishes the benefits of the consolidation regime. 

Implications of carving out SMEs

7.
It was submitted to the Committee by practitioners and industry representatives that SMEs should be carved out of the consolidation regime. This would be in the context of removal of the existing grouping provisions.

8.
As mentioned above, the greatest compliance impact associated with the consolidation regime occurs at the start.  The only way to completely remove these initial compliance costs is to provide an arbitrary carve out for SMEs. However, on an analysis of the costs and benefits of entering the consolidation regime, SMEs may determine that the overall benefits provided by consolidation outweigh the start-up compliance costs. An arbitrary carve out of SMEs would deny those SME taxpayers who wish to consolidate, the benefits of consolidation.

Alternatives to a carve out for SMEs

A parallel system

9.
In order to avoid excluding those SMEs that wish to consolidate from the regime, an alternative would be to provide a parallel system for SMEs (as per the CPA Australia submission to the committee). A parallel system provides for the existing grouping provisions to continue in parallel to the consolidation regime. Under this alternative, only SMEs will be able to have an on-going choice as to whether to consolidate.

10.
The parallel system has major difficulties associated with it:

· It will not decrease the start-up compliance costs of consolidation
.  This is because providing an on-going option does not obviate the need for SMEs to do the cost and benefit analysis required to determine whether they are better off consolidating or continuing with the existing grouping provisions. The consolidation regime is currently optional, and hence the choice to consolidate, with its associated start-up compliance costs will not be relieved by an optional carve out.

· Consolidation provides a structured solution to address both the double taxation of gains and the duplication of losses. A parallel system would undermine the effectiveness of this solution. 

· Integrity issues arise under a parallel system, because businesses that are not classified as SMEs and which have determined that they are better off under the existing grouping provisions will split their operations in order to fit within the SME carve out.

· Further complexity will be introduced to prevent businesses from switching between consolidation and existing grouping rules.

· There will also be a general cost to the community and administrative costs to the ATO in maintaining parallel systems.

· An arbitrary definition of a ‘small and medium enterprise group’ for the purposes of the carve out will need to be determined. The various professional bodies do not agree as to what represents a SME
. Some definitions venture well into the traditional ‘large business’ definition.

Further extension of the grouping provisions

11.
Another alternative raised is to extend the existing grouping provisions for a further 12 months for all businesses, in order to allow small business time to determine whether to enter consolidation, without the difficulties associated with an SME definition. The Government
, at the specific request of small business, has already extended the existing grouping provisions.  The expected cost to the revenue over the forward estimates period of this extension is $30 million
. 

12.
As a result of the government’s extension of the existing grouping provisions, groups have until lodgement of the group’s first tax return to decide whether to consolidate. For the majority of groups, whose income year ends on 30 June, this would be as late as the end of 2004. About 95% of the legislation required for a group to make its decisions as to whether to consolidate has already been introduced into or passed by Parliament. 

13.
A further extension of the existing grouping provisions will result in further costs to the revenue.

Conclusion

14.
Providing a carve out for SMEs will deny those taxpayers the benefits of consolidation. 

15.
A parallel system for SMEs will result in more complex legislation and will not reduce the start-up compliance costs associated with entering consolidation. This is because SMEs will still need to do the cost and benefit analysis required to determine whether they are better off consolidating or continuing with the existing grouping provisions. The parallel system also seriously undermines the structured solution provided by consolidation to the double taxation of gains and duplication of losses.

16.
The Government, at an expected cost of $30 million to the revenue over the forward estimates period, has already implemented an extension of the existing grouping provisions. It in effect provides an extension for the majority of groups to at least the end of 2004 to decide whether or not to consolidate and implement the necessary arrangements. A further extension of the existing grouping provisions will result in further costs to the revenue.

17.
Given the number of SMEs affected (only 1% of the SME population), there will not be a significant increase in the workload of tax agents in respect of assisting these clients in determining whether to enter consolidation.

Chapter 14
 
Regulation impact statement

Policy objective

Background

14.1
The consolidation measure in this bill, which deals with the consolidated income tax treatment of wholly-owned groups as single entities, is part of the Government’s broad ranging reforms which will give Australia a New Business Tax System. The reforms are based on the recommendations of the Review of Business Taxation, instituted by the Government to consider reform of Australia’s business tax system.

14.2
Currently, the income tax system treats each company in a wholly-owned group as a separate entity (subject to certain grouping provisions). Taxing member entities separately means that each entity must separately account for all intra-group transactions as well as debt and equity interests. For business, this imposes extra compliance costs and sometimes stands in the way of the most efficient business structures. From the community’s perspective, the existing grouping provisions for wholly-owned groups provide opportunities for tax avoidance through artificial arrangements.

14.3
This bill is part of the legislative program implementing the New Business Tax System. Other bills have been introduced and passed already.

14.4
Broadly, the New Business Tax System will enhance Australia’s competitiveness through lower company and capital gains tax rates, and reduced compliance costs.

14.5
Consolidation is expected to address both efficiency and integrity problems existing in the taxation of wholly-owned entity groups, many of which arise from this inconsistent treatment. These include:

· compliance and general tax costs;

· double taxation where gains are taxed when realised and then taxed again on the disposal of equity;

· tax avoidance through intra‑group dealings;

· loss cascading by the creation of multiple tax losses from the one economic loss; and

· value shifting to create artificial losses where there is no actual economic loss.

The objectives of measures in this bill

14.6
The object of consolidation is to improve efficiency and reduce compliance costs by providing a business environment in which some highly complex business structures are no longer seen as necessary.
14.7
The consolidation regime is expected to:

· assist in the simplification of the tax system;

· reduce both compliance costs and ATO administration costs associated with the existing tax treatment of company groups;

· improve the efficiency of business restructuring; and

· strengthen the integrity of the income tax system. 
Implementation options

14.8
These problems will be addressed by ceasing to recognise multiple layers of ownership within a wholly-owned group and by treating the group as a single entity for income tax purposes.

14.9
It is intended that the benefits to be achieved by consolidation as described above should therefore encourage wholly-owned groups to adopt the new regime. Wholly-owned groups that choose to remain outside consolidation will lose entitlement to the existing grouping rules which currently provide some of the benefits intended to be replaced by consolidation.

14.10
The major measures in this bill arise directly from recommendations of the Review of Business Taxation. Those recommendations were the subject of extensive consultation. The implementation options for these measures can be found in A Platform for Consultation and A Tax System Redesigned. Table 14.1 shows where the measures (or the principles underlying them) are discussed in those publications.

Table 14.1:  Options for implementing measures in this bill arising directly from the recommendations

	Measure
	A Platform for Consultation
	A Tax System Redesigned

	Consolidation
	Chapters 25 to 27, pp. 529-590.
	Recommendations 15.1 to 15.5, pp. 517‑529.



14.11
These implementation options discussed in A Platform for Consultation and A Tax System Redesigned have only been subsequently modified where required to reflect changed circumstances. Table 14.2 lists variations from the recommendations of the original review. Most of these variations were exposed in the December 2000 and February 2002 exposure drafts.

Table 14.2:  Other options following from the original recommendations

	Approach reflected in this bill
	Reason for the approach

	Discretionary trusts and hybrid trusts are allowed to be members of a consolidated group if they are effectively wholly-owned by the head company.
	This new test avoids introducing unnecessary complexity into the regime. 

	The rate at which transferred losses can be used by a group is restricted to approximate the rate at which the losses would have been used had the entity transferring the losses not joined the group. The new method by which this is achieved departs from Recommendation 15.3 of A Tax System Redesigned.
	This new method was developed in consultation with interested taxpayers and their advisers after earlier consultations concluded that the method contained in Recommendation 15.3 of A Tax System Redesigned would be inequitable in certain circumstances.

	A concessional method for the use of transferred losses has been developed to apply to certain losses transferred to a group that consolidates during the transitional period.
	This change was necessary in recognition of the departure from Recommendation 15.3 of A Tax System Redesigned.

	Group income tax liability is to be borne initially by the head company. Where the head company fails to satisfy the liability on time, The Commissioner can recover the liability directly from the subsidiary members of the group as allocated under a tax sharing agreement. This is a departure from Recommendation 15.1 of A Tax System Redesigned.
	The ability of the Commissioner to recover an unpaid amount in accordance with an allocation under a tax sharing agreement was developed in response to concerns raised by interested taxpayers and their advisers regarding the significant impact an imposition of joint and several liability would have on typical commercial practices.


Assessment of impacts

14.12
The potential compliance, administrative and economic impacts of the measure in this bill has been carefully considered, both by the Review of Business Taxation and by the business sector. The Review of Business Taxation focused on the economy as a whole in assessing the impacts of its recommendations and concluded that there would be net gains to business, government and the community generally from business tax reform. 

Impact group identification

14.13
The measure in this bill specifically impacts on those taxpayers identified in Table 14.3.

Table 14.3:  Taxpayers affected by the measures in this bill

	Measure
	Affected taxpayers

	Consolidated groups to be taxed as a single entity.
	Estimates based on ASIC and ATO data indicated that there may be between 11,300 and 33,472 head companies and up to 101,870 subsidiaries eligible to be members of consolidated groups. These figures do not include trusts which can also be subsidiary members. Businesses in all sectors of the economy will be affected but the greatest impact is expected to be on large corporate groups.

	Repeal of grouping provisions.
	Companies in wholly-owned groups that choose not to be taxed as a consolidated group.



Analysis of costs / benefits

Compliance costs

14.14
As is standard with new measures, groups affected will need to incur up-front costs in determining whether entry into the consolidation regime is in their best interest and, if so, either familiarising themselves with the new law or having advisers familiarise themselves with the new law. Costs will also be incurred in updating reporting software and intra‑group accounting systems as well as in notifying the ATO of the decision to consolidate. 

14.15
Due to the magnitude of the consolidation measure, for large corporate groups, especially head companies, the start-up costs may be significant. For example, upon consolidation the market values of all assets held by group members needs to be determined, resulting in some new cost bases assigned (to each asset). However, these costs are alleviated by a transitional measure under which the group can elect, prior to 1 July 2003, to bring assets into the group at their existing cost bases. 

14.16
However, overall the measure in this bill is expected to result in significantly reduced ongoing compliance costs for wholly-owned groups because the consolidation regime will improve the equity and integrity of the current business tax system.

14.17
Currently, each legal entity in a wholly-owned group is treated as a separate entity for tax purposes. However, AASB Accounting Standard 1024 requires financial reporting on an economic entity where a parent entity controls a subsidiary. By treating a wholly-owned group of entities as a single taxpayer, the taxation treatment of such groups is more consistent with their accounting treatment, resulting in cost savings. For example, transactions such as the sale of stock and payments of interest between group members are at present recognised for taxation purposes. Under the consolidation measure, these intra-group transactions will be ignored for taxation purposes, thereby more closely aligning the taxation and accounting treatment of entities.

14.18
As each legal entity in the group is currently treated as a separate entity for tax purposes, each must lodge a separate tax return resulting in an assessment, prepare a BAS for income tax, pay a separate PAYG instalment and separately comply with other administrative requirements. In a consolidated group only the head entity is recognised for income tax purposes, and is the only entity which must comply with the above requirements. This will result in compliance cost savings, especially for groups comprising numerous entities. There will also be cash flow benefits accruing to the group as a result of the aggregation of PAYG obligations.

14.19
Within a consolidated group, tax attributes such as losses, franking credits and foreign tax credits will be pooled by the head entity. The need for the head company to operate a single record for each attribute, rather than separate records for each attribute of each entity, will result in compliance cost savings for groups that choose to consolidate.

14.20
Company groups must currently deal with a large amount of complex legislation aimed at preventing loss duplication, value shifting, the avoidance or deferral of capital gains and other practices involving transactions within groups. The consolidation measure will result in significant compliance cost savings because existing integrity measures will not apply to intra-group transactions, which are ignored within a consolidated group.

14.21
Further, the consolidation measure will improve the integrity of the taxation system by removing the potential for taxpayers to receive unwarranted benefits in the form of duplicated losses. The tax system will also become more equitable as the consolidation regime will prevent gains being subject to double taxation – where the gain is taxed when realised and then taxed again on the disposal of the equity. To an extent, the consolidation measure will affect the amount of tax paid by entities that choose to consolidate as opposed to those that do not. 

Administration costs

14.22
Although there will be initial administrative costs associated with the introduction of the consolidation measure, it is expected to produce administrative savings on an ongoing basis. For example, the ATO will expend less because it will be dealing with far fewer income tax entities than was previously the case.  

Government revenue

14.23
The consolidation measure is expected to cost approximately $1 billion over the forward estimate period. This cost largely relates to the transitional concessions that will allow groups to use their losses faster than is allowed under the current law. 

Strengthen integrity of the tax system

14.24
The consolidation measure will address integrity problems in the current taxation of wholly-owned groups, including:

· double taxation; 

· loss cascading;

· value shifting; and

· tax avoidance through intra-group dealings.

Economic benefits

14.25
The consolidation measure, as part of the New Business Tax System, will provide Australia with an internationally competitive business tax system that will create an environment for achieving higher economic growth, more jobs and improved savings. Further economic benefits of this measure is explained in more detail in the publications of the Review of Business Taxation, particularly A Platform for Consultation and A Tax System Redesigned.
14.26
The consolidation measure in particular will provide economic benefits in the form of a simplified income tax system and a significant reduction in compliance and administrative costs associated with the current tax treatment of corporate groups. The consolidation regime will also have a positive effect on the Australian economy because it will improve the integrity, equity and efficiency of the Australian income tax system. 

Other issues – consultation

14.27
The consultation process began with the release of the Government’s Tax Reform Document: Tax Reform: not a new tax, a new tax system in August 1998. The Government established the Review of Business Taxation in that month. Since then, the Review of Business Taxation has published 4 documents about business tax reform, a subject of which was consolidation. In particular, A Platform for Consultation and A Tax System Redesigned canvassed options, discussed issues and sought public input. 

14.28
In December 2000 an exposure draft was released which contained the general principles of consolidation. In February 2002 a further streamlined exposure draft was released taking into account submissions on the earlier exposure draft. The accompanying explanatory material to the February 2002 exposure draft provided a comprehensive overview of the regime as a whole. It discussed proposed legislative amendments not included in the exposure draft at that time. 

14.29
The Government has consulted extensively in implementing this measure. Significant contribution was made to the regime’s development via submissions and workshops and by ongoing consultative groups. For example, the consolidation measure has been the subject of ongoing discussion with a focus group comprised of large corporate group representatives and tax advisers. The measure has also been presented to the Commissioner’s Small Business Advisory Group.  

14.30
The number of submissions received in response to the exposure drafts was 36 for the December 2000 exposure draft and 34 for the February 2002 exposure draft. Issues raised have been published on the ATO’s Tax Reform website and are updated as developments occur. Whilst the majority of submission comments have been adopted, a small minority could not be accommodated. This was either because the submission did not accord with the underlying policy intent of the consolidation regime or was not a practically viable option for the regime. 

14.31
For example, the suggestion that 5%, rather than 1%, of all membership interests be allowed to be held by employees ran contrary to the principle that the consolidation regime would only apply to entities that are substantively wholly-owned by the head company of the consolidated group. Another example is the suggestion that a wholly‑owned group of entities be able to enter and exit the consolidation regime on an annual basis. Such a proposal would negate the intended ongoing compliance cost savings of the regime, and would be extremely difficult for the ATO to administer. 

Conclusion and recommended option

14.32
The measure contained in this bill is expected to support a more efficient, innovative and internationally competitive Australian business sector, to reduce compliance costs and to establish a simpler and more structurally sound business tax system.

Key Points


The majority of compliance costs associated with the consolidation regime are incurred as start-up costs.


These are reduced by several features of the consolidation regime, which were developed in consultation with �industry representatives (including the SME sector).


There is a significant reduction in on-going compliance costs once groups are consolidated.


Affected SMEs represent 1% of the overall SME population.


Possible alternatives will not address concerns of SMEs because those alternatives will arbitrarily exclude SMEs �from the benefits of consolidation, would not reduce compliance costs and would increase complexity. �Additionally these alternatives have budgetary implications.








� The market value guidelines form part of the ATO’s extensive education strategy for consolidation.  Approximately $3.5m has been spent by the ATO in relation to education on consolidation between 2001 and 2003.


� The estimate is based on ATO and ASIC data from 1999, 2000 and 2001 which was based on a ‘small business’ definition of business that have a turnover of $10m or less.  The population of 2.5 million small business entities includes companies, partnerships, trusts and sole traders. A limited number of grouping provisions, for example the family grouping provisions under the trust loss measures, will remain.  These types of grouping provisions are more commonly accessed by small businesses.


� In the CPA Australia submission (Committee Submission No. 11), it was stated that the costs of going into consolidation was approximately $20,000-$30,000 for the simplest group. We note that according to their own detailed analysis the costs associated with the initial decision to proceed is approximately $2,600.  All other compliance costs are associated with the mechanics of entering the regime (which includes market valuation). These costs will not removed by a parallel system.


� For example, CPA Australia submitted that a SME group would have $50m/yr turnover or $20m net group assets whereas the Institute of Chartered Accountants submitted that a SME group would have a turnover of less than $5m/yr.


� See Minister for Revenue and Assistant Treasurer’s Press Release No. C59/02 of 16 May 2002.


� For further discussion see 2002-2003 Budget Paper No. 2, page 11.
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