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19 May 2003

The Secretary

Senate Economics Legislation Committee

Room SG.64

Parliament House

CANBERRA ACT 2600

Dear Sir/Madam

Taxation Laws Amendment Bill (No 4) 2003 

The Australian Industry Group makes this submission to the Senate Economics Legislation Committee in relation to its inquiry into the provisions of Taxation Laws Amendment Bill (No 4) 2003, and in particular in relation to the provisions contained within Schedule 7 of the Bill. Those provisions propose a fringe benefits tax exemption for certain payments to approved worker entitlement funds.

The Australian Industry Group

The Australian Industry Group (Ai Group) is one of the largest national industry bodies in Australia, representing employers in the manufacturing, construction, automotive, information technology, telecommunications, labour hire, telecommunications and other industries. 

This submission is made by Ai Group and on behalf of its affiliated organisation, the Engineering Employers' Association, South Australia (EEASA).

Background

Prior to 1999, the ATO had accepted (through private binding rulings issued to individual employers), that employer contributions to redundancy funds would not constitute taxable fringe benefits.

This interpretation was based on the tax treatment of payments from the fund to the employee. These funds were considered eligible termination payments and therefore excluded from FBT. Taxation determination TD 93/17 (as replaced by Taxation Ruling TR 95/22 at paragraphs 24-25) provided that payments from redundancy funds on termination of employment were taxed as eligible termination payments.

In 1999, the ATO issued Taxation Ruling TR 1999/5. This new ruling changed the position described above. 

Taxation Ruling TR 1999/5 took the view that all employer contributions to trusts were subject to FBT, where employees were capable of taking a benefit in that trust. The ATO relied on the associate relationship between the trustee and the employee as being the essential feature required to capture such benefits for FBT purposes.

Under the FBT legislation, payment by a person who was an associate of the employee was a fringe benefit for which the employer was liable to pay fringe benefits tax. A person was considered to be an associate if the person was a trustee and the employee was capable of benefiting under the trust.

The Development of Industry Funds

The various construction industry redundancy funds were established in the late 1980s following a series of cases culminating in a full bench inquiry which examined the special nature of employment in the construction industry. 

The building and construction industry is project based and operates through a hierarchy of main/head contractors and specialist subcontractors. 

Employees are typically engaged on a project basis and move from employer to employer as one project is completed and another starts. The redundancy funds provide an opportunity for employees engaged in this sector to accrue redundancy benefits – benefits that are widely available to workers in other industries with more traditional and stable employer/employee relationships. These benefits have been particularly important during downturns in the construction industry, allowing employees to fund periods of inactivity via accrued benefits. 

The majority of building and construction industry awards make provision for the use of redundancy funds. Generally speaking, employees can access an initial payment at the completion of a project and if they remain out of employment for a specified period, they can access a lump sum payment from the fund. Payment of these benefits is governed by strict criteria.

One of the most inequitable outcomes of the ATO’s ruling is the double taxation effect - where FBT would be levied on the employer contribution at the time of making the contribution and again on the employee (at 31.5% as an eligible termination payment) at the time the benefit is accessed.

An examination of the purposes of the redundancy funds, the absence of tax mischief and the industry nature of the funds readily distinguishes them from the aggressive employee benefit trust (EBT) arrangements referred to in TR 1999/5.  

Financial Implications for the Industry

The financial implications of TR 1999/5 for the construction industry are extraordinary and potentially devastating.

The imposition of FBT on employer contributions would have the practical effect of doubling the cost of contributions by the employer. We can think of no greater tax on employment. The outcome would be highly discriminatory against construction industry employers and their employees.

For example, employer contributions to the main industry redundancy funds for the year ended 30 June 2001 totalled $163.5 million. The additional FBT liability arising from the ATO decision would have been $154 million. 

Statutory Long Service Leave Funds

This problem is not limited to construction industry redundancy funds. Legislation governing the operation of construction industry long service leave funds differs from state to state. In those states where the fund establishes a trust for the benefit of employees, FBT is payable on contributions by employers. 

Whilst the outcome is substantially the same in all states the taxing point is different and therefore the FBT would fall inequitably on employers in some states and not in others.

We note that all statutory long service leave funds are automatically exempted under the proposed legislation.

Legislation

Ai Group has stressed to all political parties the need for legislation to be enacted to overcome the decision of the ATO to attach an FBT liability to employer contributions to redundancy and other funds from 1 April 2003.
Ai Group prepared a comprehensive submission arguing the case for an FBT exemption and led a coalition of six construction industry organisations in an endeavour to convince the Federal Government to legislate to exempt construction industry redundancy and long service leave funds from the requirement to pay FBT

Legislation allowing for the FBT exemption was introduced into Parliament on 13 February 2003 in the Taxation Laws Amendment Bill (No 4) 2003. 

The Treasury and the Australian Taxation Office convened a meeting of industry representatives in Canberra on 21 February 2003, to discuss the implementation of the provisions.

On Wednesday, 19 March 2003, the Senate referred the Taxation Laws Amendment Bill (No 4) 2003, containing the FBT provisions, to the Economics Legislation Committee.

The proposed legislation exempting employer contributions from FBT requires compliance with three key provisions - the types of contributions that may be accepted, the types of benefits may be paid and the uses to which trust moneys may be put. These matters are addressed below.

Contributions and types of benefits

The Taxation Laws Amendment Bill (No 4) 2003, provides that the only types of contributions that qualify for FBT exemption are contributions that are required under an industrial instrument. The contribution must be for the purpose of ensuring that an obligation under the industrial instrument to make leave payments (including payments in lieu of leave) or payments when an employee ceases employment is met. An industrial instrument, is an award, order, determination or industrial agreement in force under any law of the Commonwealth, State or Territory. An unregistered industrial agreement does not qualify for exemption from FBT. The Australian Industry Group supports this position.

Phillips Fox, on behalf of the Australian Construction Industry Redundancy Trust Fund (ACIRT), in a submission to The Treasury (24 February 2003), has identified a potential difficulty with the wording of the Bill in one area.

Phillips Fox has noted that some principal awards operating in the construction industry, by their wording, do not create an obligation to require contribution to a redundancy fund. For example, under clause 16.2.7 of the National Building and Construction Industry Award 2000, an employer may elect to contribute to a fund to meet some or all of the liabilities to make redundancy benefits. Once the election is made, then the employer is bound to contribute in terms of the award. 

The Award provides that the entitlement of an employee to redundancy is the greater of the funded benefit or the clause 16 obligation, and so it should follow that the benefit is an award obligation.

Provided the Commissioner accepts that an election to contribute which once made requires contribution under the Award is an obligation required under an industrial instrument, then this Award obligation will meet the requirements of the new legislation.

However, in the case of awards that do not have at least a clause 16-type obligation, then there would be no award obligation to contribute or provide benefits.

In the case of enterprise agreements, these often require the payment of redundancy amounts to a redundancy fund. However, the agreement may not impose an obligation to provide redundancy benefits, (no doubt relying on the obligations in the Trust Deed). Accordingly, such an agreement may not satisfy the second part of the requirement that the industrial instrument contains the obligation to make the payment.

Phillips Fox has also noted that some industrial instruments provide for an option, once a certain amount of redundancy has accrued, to make superannuation contributions instead. This option means that the contribution obligation may not satisfy the requirements.

The Australian Industry Group understands that the Treasury and Australian Taxation Office have not yet responded to these concerns and that the Bill may require revision to address these issues.

Uses to which moneys may be put

The Bill requires that contributions are limited in their uses to providing the benefits, being invested, reimbursing contributors (employers), returning contributions to contributors or meeting reasonable administration expenses.

Income may be used to invest, to meet reasonable administration expenses, to reimburse contributors, return contributions to contributors or to make any other payments to contributors. It may be used to augment member benefits (i.e. required leave obligations) and pay other amounts to members.

However the fund cannot distribute income or contributions to other parties such as training bodies or fund sponsors. The Australian Industry Group strongly supports this position.

The Final Report of the Royal Commission into the Building and Construction Industry, examined the operation of a range of industry funds and recommended as follows:

Recommendation 167

The Commonwealth encourage the States and Territories to ensure that moneys held or received by long service leave funds should be used only for the purpose of paying employees’ long service leave entitlements.

Recommendation 168

a) Surpluses in redundancy funds either be credited to the employee members’ accounts to be payable only in the event of redundancy or, if funds held are sufficient to meet redundancy obligations, used to reduce any contributions required.

b) The distribution of surpluses in accordance with this recommendation should be a prerequisite for a redundancy fund being prescribed as a fund exempt from fringe benefits tax.

Recommendation 169

Legislation be enacted to implement a uniform system of financial reporting, external auditing, actuarial assessment and annual reporting to a prudential authority for redundancy funds. The systems presently applying for superannuation and long service leave funds should be points of reference. Documents produced, in compliance with the legislation, be public documents.

Recommendation 170

Compliance with those requirements be a prerequisite to a redundancy fund being prescribed as a fund exempt from fringe benefits tax.

Royal Commissioner, the Hon Terence Cole RFD QC, identified the issue in the following terms:

“Redundancy funds were set up for the benefit of employees to ensure payment of entitlements in the event of redundancy. They should operate solely for the benefit of employees. With the exception of the Australian Construction Industry Redundancy Trust (ACIRT), they instead provide significant income streams for others. Other funds distribute surpluses for training, or to sponsors or their nominees.”

We support this principle and believe that the FBT exemption should only be available to those funds that enshrine this right within the trust deed of the fund.

Eligible Funds

The Australian Industry Group contends that the legislation must include adequate tests to ensure that only genuine worker entitlement funds can gain exemption via the proposed legislation.

For example, the legislation should include a screening procedure by the Australian Taxation Office to guarantee that any fund granted an FBT exemption for contributions is a genuine industry fund rather, for example, a fund which has been established by one or more parties for a reason which does not serve the public interest.

The tests should include:

· Is the fund a genuine industry fund?

· Was the fund established with the support and participation of the major industry representative bodies representing employers and employees in the industry seeking exemption?

· Has the fund been established for a legitimate purpose? 

Importance of the legislation being passed without delay

The Australian Industry Group strongly urges the Senate to pass the Taxation Laws Amendment Bill (No 4) 2003, incorporating the changes proposed above, without delay and that the Act apply retrospectively from the commencement of the FBT year, 1 April 2003.

Yours sincerely
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R N Herbert

Chief Executive
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