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taxation laws amendment Bill (no.5) 2003

Attached is our submission on schedules 1 to 4 of Taxation Laws Amendment Bill (No.5) 2003.  These schedules introduce amendments to the Thin Capitalisation provisions at Division 820 of the Income Tax Assessment Act 1997.  

The submission covers: 

· the criteria of internationally recognised rating agencies for excluding special purpose entities; 

· revaluation of assets and the use of accounting standards;  and 

· $2 million threshold for maintaining records about an Australian permanent establishment.  

The contact officer is Kim Salisbury (ph 6263 2998).  

Yours sincerely






Bob Jones
Manager 
International Tax Reform Unit
International Tax & Treaties Division

the criteria of internationally recognised rating agencies for excluding special purpose entities

Background

Securitisation vehicles are tax neutral entities established to pool assets, and are generally funded entirely through the issue of debt interests and without the need to maintain equity.  The thin capitalisation rules provide a ‘carve out’ for the assets of securitisation vehicles on the basis that the market accepts that their assets can be fully funded by debt without the need to have equity.  The carve out is available provided certain requirements are met.  The requirements seek to ensure that securitisation vehicles are not used to deliberately subvert the thin capitalisation rules [subsection 820-942(2)].

Many bona fide securitisation programs are not able to avail themselves of the carve out under the current thin capitalisation legislation.  In particular, while the current definitions cover traditional securitisation programs they do not contemplate the more complex functions of securitisation programs that exist in the market, such as origination, warehousing, two-tiered securitisation or synthetic securitisation.  Nor do the current rules allow for any residual equity holding in a securitisation vehicle.  As a consequence, many bona fide securitisation vehicles will inappropriately have a proportion of their interest deductions denied under the thin capitalisation rules. 

To address this, the amendments in the Taxation Laws Amendment Bill (No.5) 2003 (TLAB5) exclude special purpose entities from the thin capitalisation rules for all or part of the income year.  An entity is a special purpose entity where the following conditions are met:


the entity is established for the purposes of managing some or all of the economic risk associated with assets, liabilities or investments (whether the entity assumes the risk from another entity or creates the risk itself); and 


the entity's assets are funded at least 50 percent by issuing debt interests; and


the entity is an insolvency remote special purpose entity according to the criteria of an internationally recognised rating agency applicable to the entity’s circumstances.

The first condition is a purpose test that seeks to exclude entities that are not expressly established for what might be commonly referred to as securitisation or origination activity.  It also seeks to exclude entities that undertake any activities not specifically related to the process of securitisation or origination. 

The second condition recognises that, while the overall objective of a securitisation or origination program is to fund the assets of the special purpose entity through the issue of debt interests, there is the possibility that this may take some time to achieve, that there may be some residual equity holding in the vehicle or that some other form of credit enhancement may be utilised. 

The third condition seeks to ensure that the special purpose vehicle meets, or would meet, an internationally recognised rating agency’s requirements for an insolvency remote special purpose entity.  A rating agency’s criteria would attempt to ensure that the entity is unlikely to be subject to voluntary or involuntary insolvency proceedings and as noted in the Explanatory Memorandum would generally include requirements that the entity:


is restricted to activities necessary for its role in the transaction;


is restricted from incurring additional indebtedness;


cannot be subject to reorganisation, merger or change of ownership; and


holds itself out to the world as a separate entity.

Some rating agencies publish general criteria, whereas others have specific criteria for particular types of special purpose entities.  As noted in the Explanatory Memorandum, an example of the former is Standard and Poors Structured Finance Criteria for Australian and New Zealand Special Purpose Entities.  

In order to take advantage of the exclusion from the thin capitalisation rules, an entity must be able to demonstrate that it meets the criteria of an internationally recognised rating agency most applicable to its circumstances.  This might be the criteria that are specific to that type of entity or that were relevant at the time the entity was established.

Issue

The amendments requires that an entity must be able to demonstrate to the Tax Commissioner that it ‘is an insolvency remote special purpose entity according to the criteria of an internationally recognised rating agency that are applicable to the entity’s circumstances’. 

The Explanatory Memorandum outlines the types of requirements that should be included in such criteria (refer above).  However, the legislation does not cite particular ratings agencies or specify criteria.  The problems in legislating the criteria of particular agencies are that:

· Agencies may change their criteria (and they may be less appropriate).

· Better criteria may emerge from other agencies.  

· The specific features of a securitisation program may require different criteria.   

In the absence of legislated criteria, the onus is on the taxpayer to demonstrate that it is using recognised criteria that are appropriate to its activities.

The Tax Commissioner may prevent an entity from relying on exclusion from the thin capitalisation rules where the Commissioner is satisfied that the criteria being relied on by an entity are not applicable to its circumstances and that there are more appropriate criteria with which the entity does not comply.  

Where the taxpayer holds a differing opinion there are a range of appeal avenues available to the taxpayer.  

In this way, the law guards against the use of inappropriate criteria by special purpose entities.  The key issue is the quality and applicability of the qualifying criteria, not the quality of the rating agency.  In determining whether an entity qualifies for the exemption from the thin capitalisation rules, the Tax Commissioner can impose the criteria that he thinks are appropriate to the entity.

Revaluation of assets and use of accounting standards

Background 

The existing thin capitalisation rules allow an entity to use a value of an asset for thin capitalisation purposes other than the value reflected in its books of account [section 820-680].  This is so an entity can use a valuation of its assets for thin capitalisation purposes other than historical cost.  

The value for thin capitalisation purposes must be determined by an independent valuer in accordance with the relevant accounting standards [section 820-680].  It is assumed that only entities that carry assets on their balance sheet at the lesser of cost or recoverable amount would take advantage of these provisions.  

The TLAB5 amendments modify the existing provisions to allow: 

· a suitably qualified employee to undertake the revaluation, provided that the valuation is verified by an external independent valuer;  

· the revaluation of one or more assets in an asset class, provided that no asset in the asset class has fallen in value; and 

· an entity to cease revaluing its assets where it no longer wants to make use of that revaluation for thin capitalisation purposes. 

The amendments also include record keeping requirements where an entity revalues an asset for thin capitalisation purposes.  

The amendments clarify that where an entity undertakes a revaluation of its assets, and that revaluation is reflected in its statutory accounts, those values can be used for thin capitalisation purposes.

Internal expert valuation 

The existing law only allows an independent valuer to revalue assets in accordance with the relevant accounting standards.  This must be someone who is an expert in valuation and would not have a conflict of interest in undertaking the revaluation [subsection 820-680(2)].  The TLAB5 amendments allow an employee (or the like) of the entity, where appropriately qualified (an internal expert), to undertake the revaluation in accordance with the accounting standards. 

This is intended to reduce the cost to business of undertaking the revaluation where they have suitably qualified valuers in‑house.  However, the integrity of the valuation is maintained by the additional requirements, specifically by requiring:

· validation by an external expert; and 

· detailed records that support the revaluation.

The revaluation must be verified by someone who is also an expert but is not an employee of the firm (an external expert, that is a person who does not have a conflict of interest in verifying the revaluation).  The external expert must review and agree the methodology used in the valuation, including the validity of any assumptions, the accuracy and reliability of the data and other information used.  The external expert must also agree that the revaluation was done in accordance with the accounting standards.  

The TLAB5 amendments also impose additional record keeping requirements in relation to the revaluation, covering the methodology for revaluation, how the methodology was applied (including data and other information used), the qualifications of the valuer and the remuneration paid to the valuer.

Further, where the Tax Commissioner is not satisfied that the revaluation is legitimate he may substitute another figure for thin capitalisation purposes [subsection 820-690].  

These additional safeguards will prevent internal valuations being manipulated while providing a reduction in compliance costs for taxpayers.

Revaluation of individual assets

For thin capitalisation purposes, a taxpayer may elect to use valuations of its assets other than those reflected in its statements of account.  However, the thin capitalisation provisions rely on the accounting standards to determine how assets are to be revalued, the asset class that can be revalued and the frequency of revaluations [subsection 820-680(1)]

Generally, the accounting standards require that all assets in an asset class be revalued if any are to be revalued.  The TLAB5 amendments provide a variation to the requirements of the accounting standards by allowing an entity to revalue one or more assets in an asset class provided that no asset in the asset class has fallen in value
. 

The purpose of the amendment is to reduce compliance costs for taxpayers where it is necessary for them to revalue one or more assets to avoid a denial of deductions under the thin capitalisation rules.  If, for example, if an asset class consisted of 100 assets, under the existing provisions it would be necessary to undertake a comprehensive revaluation of each of those 100 assets, which could be extremely costly.  

Under the TLAB5 amendments, provided certain requirements are met, the entity may only need to undertake a comprehensive valuation of some of its assets in the asset class, at a substantially reduced cost of compliance.  

In order to ensure that this provision is not exploited by an entity just revaluing assets in an asset class that have increased in value when other assets in the asset class have fallen in value, the entity is only allowed to undertake the selective revaluation where no other asset in the asset class has fallen in value.

In other words, if any asset in the asset class has fallen in value, the entity has to rely on the book value of the class of assets or revalue all of the assets in the asset class. 

The Explanatory Memorandum to TLAB5 provides the following example to explain to taxpayers under what circumstances they may revalue a single asset in an asset class.  

Assets A (carrying value $100) and B (carrying value $100) are the only assets in a class of assets. The following shows potential unrealised gains or losses on assets A and B and indicates whether asset A can be revalued for thin capitalisation purposes.

	
	Asset A (revalued amount)
	Asset B (revalued amount)
	Value of asset class in accounts
	Can asset A be revalued for Thin Capitalisation purposes? 
	Additional value of asset A that can be used in the Thin Capitalisation calculation 

	
	150
	150
	200
	yes
	50

	
	150
	120
	200
	yes
	50

	
	150
	100
	200
	yes
	50

	
	150
	80
	200
	no
	-

	
	150
	50
	200
	no
	-

	
	200
	0
	200
	no
	-


Should the Commissioner of Taxation have concerns about selective revaluation in a class of assets he is able to substitute another figure for thin capitalisation purposes [section 820-690].  

$2 million threshold for maintaining records about an Australian permanent establishment

Background

To assist the administration of income tax laws, non-resident entities that carry on business at or through a permanent establishment (eg a branch) are required to keep from 1 July 2002 financial records and prepare financial statements in accordance with the Australian accounting standards [subdivision 820-L]. 

The small (relative to global) scale operations of overseas multinationals in Australia may not ordinarily necessitate detailed and sophisticated accounting systems of the nature that would be required to produced a detailed set of accounts for their operations in Australia under Australian accounting standards.  Consequently, the law provides a discretion for the Commissioner of Taxation to decide that a taxpayer does not have to comply with the permanent establishment record keeping requirements where this would subject the taxpayer to unnecessary compliance costs [subsection 820-960(4)].

Issue

The requirement of the existing law is that taxpayers would have to make individual applications to the Commissioner seeking to waive their record keeping requirements where they could make a case that this would impose high compliance costs relative to the scale of their operation in Australia.  Once having received the application, the Commissioner would then have to make a determination for each taxpayer.  This would be an administratively intense process for the Australian Taxation Office.

TLAB5 supplements the Commissioner’s discretion with a $2 million de minimis rule.  Specifically, taxpayers would not have to keep financial records and prepare financial statements in accordance with the Australian accounting standards where the combined revenues of their permanent establishments in Australia were less than $2 million.

The advantage of the proposal is that it provides clarity for taxpayers while ensuring that the Australian Taxation Office is not overwhelmed by processing applications.  That is, the amendments represent a balance between the administrative savings to the ATO from requiring non-resident entities to comply with Australian accounting standards and the administrative costs to the ATO associated with individually considering the exemption of taxpayers who have relatively small scale operations in Australia.  The amendments also reduce the compliance costs for those taxpayers. 

Neither Treasury nor the Australian Taxation Office has concerns that this will provide an avenue for tax minimisation or avoidance for overseas entities operating in Australia at or through permanent establishments.  The amendment only affects some additional record keeping requirements.  It does not affect the tax liabilities of entities operating permanent establishments in Australia, nor does it affect information that has to be supplied in tax returns, nor does it affect the records that taxpayers must keep, for example, to substantiate deductions.  

� Tracking changes in the value of an entity’s assets is an ongoing requirement of the accounting standards. For reporting purposes the accounting standards require a write down of the asset class if the recoverable amount of the asset class is less than the book value.  Therefore an entity must always be aware of the recoverable amount of the asset class (and the assets in that class) for accounting purposes.  Therefore an entity should always know if an asset in the asset class has fallen in value.
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