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1. General comments

The Institute of Chartered Accountants in Australia (“ICAA”) welcomes the opportunity to provide input to the Senate Economics Committee on the Taxation Laws Amendment Bill (No. 5) 2003 (the Bill).

The ICAA, as the leading professional accounting organisation in Australia, is well placed to make this submission.  

· The ICAA represents some 38,000 members in public practice, commerce, academia, government and the investment community. Its members are advisers to businesses at all levels, from small and medium sized businesses to the largest global corporations operating in Australia.  

· The ICAA is involved in various consultative forums with both the Treasury and the Australian Taxation Office and so understand both the policy intent and the practical application of these provisions.

· ICAA members have raised the issues with the ICAA that are addressed below and have requested that the ICAA make the following representations.

ICAA recommendations

Tax losses

1. That the provisions in Schedule 8 of the Bill be passed without amendment to ensure that taxpayers have the same access to losses as they previously did before the introduction of the Simplified Imputation System and the consolidation regime.

(Addressing our concerns raised at point 2.1 and 2.2 below)

2. That the provisions in Schedule 8 of the Bill be passed without amendment to remove unintended anomalies from the imputation system, bringing it in line with its original policy intent.

(Addressing our concern raised at point 2.3 below)

Thin capitalisation

3. That the provisions in Schedule 1 & 2 of the Bill be passed, subject to the amendment in recommendation 4 below, to assist taxpayers comply with the provisions of the thin capitalisation regime in Division 820 of the Income Tax Assessment Act 1997.

(Addressing our concerns raised at point 3.1 to 3.3 below)

Branches – record keeping

4. That the de minimus exemptions in Sections 820-35 and 820-37 of the Income Tax Assessment Act 1997 be extended to cover the record keeping requirements in Subdivision 820L of the same Act

(Addressing our concerns raised at point 3.5 below)

Eligible Termination Payments
5. That the provisions in Schedule 6 of the Bill be passed without amendment to ensure that taxpayers are not subject to an effective tax rate of greater than 47% (plus the Medicare levy).

(Addressing our concerns raised at point 4 below)

2. Tax losses in Schedule 8 of the Bill

With the introduction of the Simplified Imputation System and the introduction of the consolidation regime, the section 46 inter-corporate dividend rebate is to be replaced with a gross-up and credit approach outside of consolidated groups and removed totally for entities within a consolidated group. However, the introduction of both of these new provisions will have a substantial effect on corporate tax entities’ use of both current and prior year losses.

2.4 Consolidated groups

Under the consolidation regime, a group of entities is treated as a single entity. Therefore, the receipt of a dividend by a member of the consolidated group will be applied against the losses of the consolidated group, notwithstanding that another member of the group may have incurred the loss. 

This is in contrast to the position before the introduction of the consolidation regime where dividend income derived by one member of a corporate group does not offset tax losses of other members of the group. As members of a corporate group could agree on the amount of loss to be transferred, they would ensure that they transferred only enough losses so that the full effect of the inter-corporate rebate could be used without wasting any losses. By ensuring that a holding company of a corporate group received all the franked dividends from outside the group and the head company was not in tax loss would simply ensure that it was not possible for losses to be wasted. 

Under the consolidation regime, the losses of the members of the consolidated group are treated as losses of the head entity. Therefore by entering into consolidation, a group is unable to avoid wasting losses against franked dividend income paid to members of the group by non group members as has been universally practiced before.

For example:

A group has two entities named Head and Sub. Head has derived a $70 dividend that is 100% franked (carrying a $30 imputation credit) plus other assessable income of $100. Sub makes a current year loss of $200.

Before the introduction of the consolidation regime, Sub would transfer $100 of the $200 loss to Head. Using the $30 imputation credit Head would pay no tax. Sub would be left with a carry forward loss of $100.

Now within the consolidation regime, the $200 loss of Sub is treated as a loss of Head. Head has assessable income of $100 plus the dividend, which when grossed up is $100 ($70 + $30 imputation credit). Therefore the assessable income of the group is $200 and the entire loss is needed to offset this amount. There is no carry forward loss.

In recommending the implementation of the consolidated regime, A Tax System Redesigned (the Ralph Report) concluded that consolidation offered “major advantages to entity groups - in terms of both reduced complexity and increased flexibility in commercial operations (driven by intra-group transactions being ignored for tax purposes". If franked dividend income derived by members of a consolidated group has the effect of reducing tax losses available to the group, the very flexibility referred to in the Ralph Report will be lost. 

2.5 Simplified imputation – current and prior year losses

The change to a gross-up and credit approach was recommended by the Ralph Report
 and was chosen above other proposals primarily because the gross-up and credit approach is the same mechanism used to determine tax payable on dividends received by individuals and superannuation funds. This method therefore provided a simple and consistent treatment of distributions through the entity chain and out to individual investors.

However, in making this change the Ralph Report acknowledged that this would lead to a major change in the effectiveness of both current and prior year losses for those few entities that have not structured themselves to avoid the wasting of losses as discussed in the section above. In the few remaining cases where there is wastage of losses (generally due to poor management of dividends), the new gross-up and credit approach increase the amount of losses wasted as the amount of the dividend received is grossed up by the imputation credit the dividend carries. For example: 

Company A has a current year loss of $100 excluding dividends received. The entity receives a dividend that is 100% franked of $70 (therefore the dividend carries franking credits of $30) from another corporate entity. 

The previous method sees Company A offsetting the $70 against the $100 current year loss and still being left with a $30 loss. The franking credit is wasted as there is no income for it to be offset against.

The gross-up and credit method would see the dividend grossed up to $100 ($70 plus the $30 of franking credits) and by using the entire $100 current year loss no tax is payable. However there is now no left over loss to be carried forward. The entity is now worse off by not having the $30 loss. Again, the franking credit is wasted as there is no income for it to be offset against.

As can be seen, for the above example, the change to the gross-up and credit approach accelerates the wastage of losses (by just under 43%) when compared to the previous method. This is another unintended consequence and so needs to be addressed.

2.6 Economic basis of the imputation system 

The Ralph Report stated that that the problems identified above would "be overcome by allowing entities (including consolidated groups) to choose the proportion of carry-forward losses to be deducted in a year" and further stated that "the recommended measure will allow Consolidated groups and single entities… as well as unconsolidated groups… to avoid having a carry-forward loss absorbed by grossed-up franked distributions received from other entities or groups".

This approach compared with the previous approach does not just provide a solution to the problems identified above but also solves several long held anomalies that the imputation system has provided. For example (see appendix 1) without effective management of a corporate group, it is possible that the wastage of losses can lead to a group actually paying more tax than the before tax profit it receives (effectively it need to borrow money or get shareholders to inject more capital to pay its tax liability).

The income tax law contains detailed provisions designed to counter avoidance of tax through manipulation of tax losses and the creation of "artificial" tax losses. Legislation which denies the availability of genuine tax losses simply because the entity has derived franked dividend income is contrary to the economic design features of the imputation system in that income derived by a company should ultimately be taxable at the shareholder level at the tax rate applicable to the shareholder. Ultimately, additional layers of tax suffered through the offset of tax losses against franked dividend income will be borne by shareholders.

2.7 Solution

The provisions of Schedule 8 of the Bill overcome the problems identified above by allowing entities (including consolidated groups) to choose the proportion of losses to be deducted in a year.  Without these provisions, entities would have their access to current and prior year losses affected by the introduction of the Simplified Imputation System and the consolidation regime without any policy rational behind this change. Further, these changes would remove unintended anomalies from the imputation system, bringing it in line with its original policy intent.

The ICAA does not agree with the comment of the Labor party that, in relation to the wastage of current year losses against dividend rebates or imputation credits is “a long-standing design feature of the tax system”
. The comment overlooks the fact that: 

· Although a long-standing feature of the old system, it has always been viewed as an inappropriate anomaly.  There were standard legitimate planning practices used by corporate groups as a matter of course, to ensure that this wasting of losses did not in fact occur.   In other words, basic tax planning ensured that corporate groups did not fall foul of the anomaly, and so the wastage of losses rarely occurred in practice.  The introduction of the consolidation regime removes that ability;

· The introduction of the Simplified Imputation System, with a gross-up and credit methodology, has increased the amount of the wastage as an unintended consequence.

 

Finally, it should be noted that the changes proposed by the Bill have been discussed with representatives from the tax practitioner and industry bodies during the initial policy development through to the drafting of the legislation.  To our knowledge it has their total unanimous support.

3. Thin Capitalisation in Schedule 1 & 2

The amendments to the thin capitalisation provisions in Schedule 1 & 2 of the Bill are a welcomed improvement to Division 820 of the Income Tax Assessment Act 1997. 

The ICAA below comments on the reasons given for sending the Bill to the Senate Economics Committee for review (section 3.1 to 3.4), and identifies a further issue that the ICAA believes should be addressed in the Committee’s report (section 3.5).

3.1 “Internationally recognised rating agency”

The changes that this clause relates to are designed to allow certain securitisation vehicles, established to pool assets, to not fall within the operation of the thin capitalisation provisions. These entities are tax neutral entities and are generally funded entirely through the issue of debt interests without the need to hold equity. As such, there can be adverse consequences under the thin capitalisation provisions even though there is no tax benefit in being thinly capitalised and so an exemption is warranted.

There are three conditions that a securitisation vehicle must meet to fall within this exemption
. The third of these conditions is that the vehicle meets or would meet an internationally recognised rating agency’s requirements for an insolvency remote special purpose entity. 

The ICAA believes that there must be the requirement in these provisions, ensuring the liquidity of the vehicle before the exemption is made available, especially in light of the fact that the entity is funded entirely through debt. Therefore we support the inclusion of this provision.

It should be noted that the provision does not require an assessment to be taken by a ratings agency but only that the published criteria are met, again simplifying the work required to comply with the exemption.

3.2 “Revaluation of assets”

These changes make only minor changes from the existing law and reflect the different roles of the accounting standards and the thin capitalisation rules. 

Currently, for thin capitalisation purposes, an independent valuer in accordance with the relevant accounting standards must determine an asset revaluation. These amendments will allow a suitably qualified employee to undertake the revaluation provided that an external independent valuer verifies it. 

This change will assist businesses by reducing the compliance cost of revaluing an asset for thin capitalisation purposes. It still provides sufficient safe guards given the independent verification and the record keeping requirements in proposed subsection 820-680(2) of the Income Tax Assessment Act 1997.  

3.3 $2 million threshold for maintaining records regarding a permanent establishment

Subsection 820-960(1) will exempt a taxpayer from the need to prepare separate financial statements for their permanent establishment where total revenue attributable to the Australian permanent establishment is less than $2 million.

This is a welcome change, as currently even an insignificant presence in Australia by an inward investor that falls within the definition of a permanent establishment requires the preparation of separate financial statements for their permanent establishments either:

· according to Australian accounting standards in their totality;

· according to a subset of the Australian accounting standards after applying to the Commissioner to have this subset approved; or

· according to a foreign accounting standard in its entirety.

Such a burden on small permanent establishments of overseas investors is, we submit, inappropriate and unnecessary, particularly during the start- up phase of a new business venture. This $2 million exemption will remove this burden.

It should be noted that there is still the requirement to keep appropriate records for other parts of the taxation legislation, as this exemption only applies in relation to Subdivision 820L. Therefore, there is no mischief outside this provision regarding not keeping appropriate records.

3.4 The use of the accounting standard definition of “assets” and “liabilities”

As these terms are not defined for the purposes of Division 820 of the Income Tax Assessment Act 1997, they are currently given their normal legal meaning. However, the thin capitalisation provisions require an entity to use the accounting standards when determining the value of its assets, liabilities and equity. This inconsistency can lead to some impractical results, including items that are not assets or liabilities under the accounting standard but are at law, meaning they have to be valued using accounting standards that do not acknowledge the existence of the asset or liability in question.

To overcome this anomaly the proposed provisions use the accounting standards to determine the definition of an asset and liability and to calculate the value of an asset or liability. Therefore, the ICAA believes that the provisions proposed in the Bill are more practical than the current legislation and overcome the current concerns raised by members.

3.5

Branches and debt deductions
There appears to be an unintended consequence in relation to the record keeping requirements regarding branches in Subdivision 820L of the Income Tax Assessment Act 1997 and the de minimis exemptions in sections 820-35 and 820-37 of the same Act.

Where a taxpayer is claiming annual debt deductions of $250,000 or less or an outward investing entity has at least 90% Australian assets, there is an exclusion from the operation of the thin capitalisation provisions by ensuring the taxpayer or outward investing entity does not have to comply with Subdivision 820B to Subdivision 820E. However it appears that this exemptions has not been extended to the record keeping requirements in the proposed Subdivision 820L

As a result a branch in Australia will have to keep records under accounting standards under the proposed Section 820-960 even though debt deductions are not greater than $250,000 and the operative provisions of the thin capitalisation rules do not apply. There is no purpose in keeping these records as the operative provisions of the thin capitalization provisions do not apply and so an amendment should be made to the operation of the exemptions.

4. Eligible Termination Payment changes in Schedule 6

The excessive component of an Eligible Termination Payment (ETP) is the amount that exceeds the Reasonable Benefits Limit. Currently, the excessive component of an ETP from a superannuation fund is subject to tax at 47%, plus the Medicare levy of 1.5%. This Bill will reduce the tax rate on that portion of the excessive component of an ETP that reflects the taxed element of the retained amount of the post-June 1983 component of the ETP to 38% plus the Medicare levy. The remainder of the excessive component will continue to be taxed at the rate of 47% plus the Medicare levy.  

While there have been some concerns raised as to whether the provisions of Schedule 6 of the Bill are effectively “a personal tax cut”
 for excessive payouts, it must be noted that for the payments that this Bill relates to, the payout will almost certainly have been subject to contributions tax when the amount was contributed to the superannuation fund (15%), and possibly the superannuation surcharge (depending on the taxable income of the employee in the year the contribution was made). Therefore under the current provisions, the effective rate of tax on these payments may exceed 48.5%. 

The ICAA believes that it is inequitable that the effective tax rate for an ETP from a superannuation fund be greater than 48.5%. Therefore the ICAA supports these amendments.
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APPENDIX

An example of the anomalies in the current imputation system: how it is possible that the tax payable by a group can be greater than the pre tax profits of the group.

Assume that in Year 1, Subsidiary has profits of $100 from which tax of $30 is paid. A fully franked dividend of $70 is paid by Subsidiary to Parent in Year 2. In Year 2, Parent has current year losses of $100 and Subsidiary has a break-even position.

Over the 2 year period, the companies, treated as an economic unit, have derived no net pre-tax profits (i.e. Subsidiary's profit of $100 in Year 1 is offset on a pre-tax basis by Parent's loss in Year 2). Because of timing issues however, tax of $30 has been paid, and franking credits of $30 are generated. These franking credits are effectively worthless unless Parent can distribute dividends to shareholders i.e. out of profits.  

Continuing further, if in Year 2 Parent had derived further assessable income of $100, there would be no tax payable in Year 2 by Parent. This because the additional assessable income would be offset by the $100 loss and the tax ($30) on the grossed up dividend would be offset by the tax credit. In this situation, Parent with after tax profits of $70, would be entitled to declare a fully franked dividend of $70 to its shareholders.

If however Parent were to derive that additional assessable income on day one of Year 3, a completely different and in our view anomalous position would arise, unless the Ralph report recommendations are adopted as they should be. 

Under this scenario, the Parent, having offset its loss ($100) in Year 2 against the dividend from Parent, would be taxable in full on the additional $100 in Year 3. After payment of that tax ($30), Parent would have franking credits of $60 (i.e. $30 from receipt of the dividend and $30 from tax paid), but after tax profits retained in respect of Years 1 to 3 would only total $70. Distribution of those profits to shareholders as a fully franked dividend, would leave franking credits of $30. In this example these franking credits would effectively be worthless.

The absurdity of this mechanism is that the "tax take" potentially escalates with the number of corporate tiers in a structure. If for example Parent was owned by Holdco which had tax losses of $100 in Year 3, and Holdco derived additional assessable income totalling $100 on day one of Year 4, the "tax take" would increase to $90 despite the fact that by day one of Year 4, the three companies as an economic unit had only derived net pre-tax profits of $100. If a fourth company was included in the structure, the absurdity is that the ultimate shareholders may need to fund through capital injections, total tax payments in excess of the gross income derived by the economic unit comprising the four tier structure.

� Recommendation 11.5 (see � HYPERLINK "http://www.rbt.treasury.gov.au/publications/paper4/part5/section11.htm" ��http://www.rbt.treasury.gov.au/publications/paper4/part5/section11.htm�) 


� 	Press release by the Shadow Treasurer and the Shadow Minister for Finance titled "Labor's Better Priorities" on 16 May 2002 (See � HYPERLINK "http://www.alp.org.au/media/0502/20000993.html" ��http://www.alp.org.au/media/0502/20000993.html�) 


� 	Section 820-39 of the Bill


� 	The Shadow Treasurer, Bob McMullan in a press release dated 28 March 2003 (See � HYPERLINK "http://www.bobmcmullan.com/Releases%20&%20speeches/Press%20Releases/treas03031w.htm" ��http://www.bobmcmullan.com/Releases%20&%20speeches/Press%20Releases/treas03031w.htm�) 
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