Plantation timber industry submission to the Senate Economics Committee Inquiry
into the provisions of Tax Laws Amendment (2007 Measures No. 3) Bill 2007

Introduction and context

The plantation timber industry appreciates the ofppity to make a submission to the
Senate Standing Committee on Economics inquirytimégprovisions of the Tax Laws
Amendment (2007 Measures No.3) Bill 2007. Thismsision focuses specifically on
Schedule 8.

Industry believes that this legislation is a mibes, as it represents a resolution to more
than ten years of instability and uncertainty alibetfuture ongoing taxation
arrangements for retail forestry projects — iegfry managed investment schemes
(MIS). The legislation also provides appropriatdiqy settings to allow investor
certainty for the industry to sustainably grow amelet the Government’s broad range of
policy objectives for forestry, regional developmeratural resource management and
climate change.

The key challenge in Australia’s national plantatiatrategy is how to attract finance to
expand the plantation resource in key regionssabée that will provide the critical mass of
wood over time to support internationally compeétiintegrated wood and paper
manufacturing industries supplying domestic ancbexmarkets.

Public and private investment in plantation development

The two biggest pools of reliable capital for efisdiing timber plantations in Australia
over decades have been the Commonwealth Goverramdrihe managed investment
plantation sector.

In decades past, the Commonwealth Government futhde8tate and Territory
Governments, via ‘soft loans’, to establish largeaa of softwood plantations. These are
now the basis of important regional developmentégtsawmills, pulp and paper mills
and fibreboard plants, supporting investment, jabsl, related consumer spending).

However, althouglstate Governmentscontinue to invest significant funds in re-
establishing subsequent rotations of plantatiorib@smature and are harvested, thier
investment in new plantations is far less than tequired to maintain the resource needed
to support expanding domestic and export markeideed, some State Governments have
sold or are considering the sale of their plantatesources.

Further,wood processing industrieshaving established a large proportion of theyearl
plantation estate, have reduced their new plantingiseven their ownership of resource in
order to release capital for more intensive investinin wood and paper plants. These plants
have become progressively larger in scale and wapial intensive due to the adoption of
new technology.

Institutional investors such as superannuation funds have demonstrateth#ysprefer
to invest in established semi-mature plantatioag & 10 years, first thinning) where the
early agricultural risk has already been absorlyedthers.

The long-hoped-for potential ¢irm forestry has also yet to be realised. Farm
forestry — either as small-scale private ‘industpéantings or integrated into the
farming operation — is so far contributing onlyraction of the future wood resource.

Theforestry MIS sector has more than made up for these declining or useshsources
of investment capital. Operating in compliancewvtiie Managed Investments Act 1998
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and the ATO’s Product Rulings program, MIS projdwse up till now utilised the
general business deduction provision in tax lalwgcome the major means of attracting
private investment to establish new timber plaotesj with participating growers
funding over 70 percent of all new plantations sitfte launch of the Plantations 2020
Vision in 1997.

Stable, workable tax policy is critical to the plantation timber industry

The tax treatment of plantation forestry has anartgnt influence on the rate and nature of
plantation establishment. Evidence of this retatfop can be seen in the very marked
fluctuations in new private investment in plantatidhat resulted from changes in tax policy
in 1988 (the introduction of the 13-month rule &owide range of prepaid expenses), in 1999
(the abolition of the 13-month rule), and in 20@&(introduction of the 12-month
prepayment rule specifically for managed investnpéamtations).

The predominance of investment in short-rotatioipywood MIS plantations over
longer-rotation sawlog plantations is not intriradig the fault of the tax system, which
makes no distinction between the two. Ratheratiisflection of the short investment
horizons for most private investors, and is theamepallenge in attracting funds to any
form of long-term investment.

However, the Government's decision to change tatimeent arrangements will allow the
secondary market trading of interests in foresti$ Mhile the plantations are still
immature. This will alter the investment horizam fong-rotation plantations, as the
investor who established a plantation will potditibe able to trade that plantation after a
four-year holding period. The result should bermmease in investment in long-rotation
plantations growing trees for solid wood production

Successful plantation-based industries requiratadeseind predictable policy and regulatory
operating environment (including the taxation regjinin which the rules aren’t continually
being changed or re-interpreted. Stability islibamaintain the necessary level of steady
investment in new and replanted plantations, whidirn leads to the consistent, secure,
long-term flow of harvested resource that underfhiesviability of the plantation-based
processing and value-adding industries in regidwastralia.
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2. A Comprehensive review of tax and forestry MIS

Tax Laws Amendment (2007 Measure No. 3) Bill 2007 is the culmination of a comprehensive
process of reviewing the taxation of forestry mathivestment schemes over a period of
two years.

This process was precipitated by an industry sutionisn December 2004 to the Assistant
Treasurer, seeking removal of the 12-month prepaymge ‘sunset clause’ (30 June 2006)
that had been embedded in the enabling legislaii@002.

Review of the taxation of plantation forestry (July 2005 to May 2006)

The Government’'s response was to announce in & BQdget that the ‘sunset clause’ would
be extended until 30 June 2008, while the Treaandythe Department of Agriculture,
Fisheries and Forestry conducted a comprehensi@wr®f the taxation of plantation forestry.

The 2005 revievinvited public comment, and received arouritD submissions- from the
plantation industry, State Governments, local govemts, parliamentarians, farming and
community groups, conservation groups, consult@antsacademics, and individuals.

In parallel with the review, the ATO was developitgythinking on the appropriate tax
treatment for investors in MIS arrangements. Eingrrom within the ATO was a view
that, contrary to ATO’s practised interpretatiom @onsistent issuing of product rulings on
the basis of investors in agricultural and fores$it§s carrying on a business, the structures
of agricultural and forestry MIS projects had clggailarities to trust structures and
investors in these projects should be treated ssiy@investors. This view was to
strengthen over the period of review, but was ffiitially conveyed to industry until the
review reported to Government and final taxatiaam@gements were being developed (see
section 4 below).

The submissions to the taxation review were suppdry numerous follow-up meetings
and presentations to Ministers, parliamentariamisadficials by a range of stakeholders,
including plantation industry representatives. §ideration of all the submissions and
representations led to the announcement by thestassiTreasurer, Peter Dutton, as part of
the 2006 Federal Budget. This is described below.

Proposed new arrangements for the taxation of plantation forestry (May 2006)
The key features of Assistant Treasurer Duttondppsed new tax arrangements were:

* No tax deductibility under the section 8-1 geneeduction provisions;

e A new statutory concession for passive investofsri@stry MIS providing 100% tax
deductibility for the investment subject to a c&|$6,500 per hectare in the first year, with
a different cap for higher value ‘boutique’ progtd be worked out in consultation;

« Extension of the eligible plantation establishmaatiod from 12 to 18 months;

e Trading of forestry MIS investments acquired ag@rJune 2008, if initial investor has
held the interest for at least four years;

¢ Deductibility conditional upon the forestry MIS cpany being certified to ensure best
practice in forestry, regional planning, land ued aatural resource management;

« Forestry MIS investors to be treated as passivaemdved from the GST system.

« Avreview of the arrangements in 2011, in the contéxhe Government's forestry and
broader policy objectives.
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The Governmentvited public comment, and receive®0 submissiongrom a diverse
range of groups, individuals and governments.

These submissions were accompanied by numeroasvfolb meetings and representations
over the succeeding months to federal Ministerstawkbenchers.

New arrangements for the taxation of investments in forestry MIS (December 2006)

After consideration of the public submissions atitko subsequent representations and
debate -all against the background of the Tax Commissiones intention to reverse his
interpretation of the tax law — the Government decided upon new arrangements for
forestry MIS, jointly announced by Ministers Duttand Abetz on 21 December 2006.

The key features of the new arrangements are tescimsection 3 below. Some of these
features are similar to the May 2006 proposal, evbthers are novel.

The Government againvited public comment— this time by releasing an Exposure Draft
Bill in March 2007.

Comprehensive consideration of public and stakeholder input

The Government has ensured the industry and thencmity has had sufficient time and
opportunity to contribute their information, anadgsand views for the Government to
consider — first on the broad scope of the taximneat of plantation forestry, next on a
specific proposal for forestry managed investmehemes.

By the time of making its decision in December 2006 Government had conducted a
comprehensive assessment of around 160 submigsidme inquiries, as well as numerous
letters and presentations to and by Ministers, b@ckh committees and individual MPs and
Senators. A wide range of views and informatiod been considered and evaluated over a
period of nearly two years from the time of theiadisubmission.

Furthermore, with the final policy decision havingen made (describedsection 3 below),
further public consultation has been possible andforming that decision into practical
workable legislation and administrative proceduréilsrough the Exposure Draft in March,
and now through this Senate Committee inquiry theoprovisions of the Bill and
Explanatory Memorandum.
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3. The Government’s decision and its policy intent

The key features of the new tax arrangements tortation forestry announced by
Government on 21 December 2006 were as follows.

* Investors in forestry MIS will be entitled to immate upfront deductibility for all
expenditure provided that at least 70 per cenh@fexpenditure is expenditure directly
related to developing forestry (‘direct forestryperditure’)

e Direct forestry expenditure is to comprise:

0 expenditure associated with planting, tending asamdésting of trees at any time
over the life of the investment;

o0 annual costs of the land used to develop foregthgther that be effective rental
costs or lease payments for land.

e The deduction will be provided by way of a sepastutory provision. It will not be
necessary for taxpayers to demonstrate they argimguon a business to access the
statutory deduction.

e The Government will not remove deductibility undlee general deduction
provisions — section 8-1 of the Income Tax AssesgrAet 1997 (ITAA 1997) for
contributions to forestry MIS. However, under saet8-10 of the ITAA 1997, MIS
investors will not be able to claim a deduction emnboth provisions.

« There will be an integrity rule requiring arm’s @gh prices to be used in determining the
value of expenditure directly related to forestfijhe arm’s length prices for purchased
services would include the normal profit marginttaia arms length supplier would
require.

e The ATO will issue administrative guidance to tfffeet that promoters wishing to receive
a Product Ruling to market schemes under the retwtety provisions must provide the
ATO with sufficient information to enable the ATO &ssess whether the expenditure
directly related to forestry incurred under theew@int scheme will exceed (in present value
terms) 70 percent of the total cost charged tostors.

»  Subject to further analysis, forestry investors wie the specific deduction will be treated
as passive investors for GST purposes and wileb®wred from the GST net. Further
consideration of GST treatment would occur in cttation with stakeholders and the
States and Territories.

* The Government supports, in-principle, removingeéaiiments to secondary markets for
forestry MIS interests. The Treasury and the Depant of Agriculture, Fisheries and
Forestry will review this issue and report backite Government within 3 months.

In announcing these new tax arrangements for fgr&iS, the Assistant Treasurer and
the Minister for Fisheries, Forestry and Conseorgton 21 December 2006, also outlined
a number of key policy objectives. They said thatarrangements:

1. will provide greater certainty for investors;

2. will ensure the continued expansion of Australaantation estate, thus reducing our
reliance on native forests and on overseas imports;

3. recognise the critical role plantation forestryyslan sequestering greenhouse gases; and
4. address concerns about the level of commissiongetia

This section assesses the conditions requiredvésetobjectives to be met and whether the
new tax arrangements deliver these conditions.
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Greater certainty for investors
The new taxation arrangements will help investarfickence by:

« removing the long term policy uncertainty creatgdh®e sunset clause on the
existing 12-month prepayment rule;

* removing the uncertainty about the ATO view on NH&estors by legislating the
tax arrangements for forestry MIS — removing theireement to test whether the
investors are carrying on a business.

e creating a secondary market for forestry MIS plaoies.

It should be noted that any new arrangement waVitably have some uncertainty
associated with it. It is therefore vital that erthis new arrangement is introduced, it
must be maintained for as long as possible, aedasibns restricted to those required to
improve the operation of the system.

Removing long term policy uncertainty

The managed investment market is highly sensitygoticy change and investor
confidence. This was evident when the 13-mont& wds removed in 1999, and
investment levels fell by 70 percent over the riext years. This had immediate impacts on
the industry and local communities through loweele of investment and employment.
There were also long-term implications in the fahunwelcome supply gaps in the flow of
plantation wood resource that would be createtierfature.

Independent research analysts confirm that investofidence in retail forestry projects has
only recently returned. They have also confirnfet thvestment confidence has been
affected by the sunset clause that was placedeohZfmonth rule (currently to July 2008).
Uncertainty as to what arrangements would be inepdter this date has hindered long-
term investment decisions in the industry.

Resource developers and wood processors requigdgdom policy certainty. Domestic and
international wood processors require resourceiicgnt quality and quantity consistently
over a long period of time to underpin internatibneompetitive processing developments.
For example, a world-scale softwood sawmill mayurezgja plantation resource of some
80,000 hectares, developed over a 25 to 35 yesrdpeo supply its needs. A world-scale
bleached hardwood kraft pulp mill might require 200,000 hectares of plantations
developed over 10 to 20 years.

Uncertainty over carrying on a business

Another more recent form of investor uncertaintysweeated by the emerging view by
ATO that MIS investors in general are passive ituregand not ‘carrying on a business’.
Irrespective of the strong legal opinions suppbgdndustry on this issue, the process of
testing the ATO view has created considerable waicey in the agricultural MIS sector as
well as the forestry MIS sector. ATO intends tonooence a legal test case later in 2007.

Creating a secondary market

In submissions to the plantation taxation reviewluistry asked Government to remove
the impediments to development of a trading maideiimmature retail plantations as a
means to increase the investment in plantationticpkarly for longer-rotation solid
wood plantations.
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The Government’s decision to support secondary etaffor forestry MIS interests will
assist in developing the resource base for botktibe-term and long-term. This will be
achieved by more closely equating the liquidityhe investment between short- and
long-rotation plantations, and providing a sounsi®&r commercially assessing
immature plantations.

It is anticipated that these changes will increaséainty for investors and the accuracy
of plantation valuation throughout the investmeydie, which is in the best interests of
all parties involved, including the Government.

An additional benefit of the creation of secondagrket is that it will foster the diversity
of participants and projects in the retail foresegtor. For example, large companies
managing projects that produce commodity produath sis hardwood pulpwood
through to the smaller companies managing projeetsproduce specialty high value
‘boutique’ or niche market products such as sandadlyteak, mahogany, paulownia and
Australian cabinet timbers.

Continued expansion of our plantation estate, so reducing our reliance on native
forests and on overseas imports

The national plantations strated®lantations for Australia: The Vision 2020, announced in
1997, is the Government’'s and industry’s major falaon policy, with an objective of
building Australia’s forest plantation resourcedtmillion hectares by 2020. A progress
report on the Plantations 2020 Vision undertake20@5 concluded that “...the program is
making good progress and the Vision is well witthie bounds of realisation providing the
appropriate policy settings are in place”.

The progress report went on to say that a key ehgdl in meeting the expansion target is
the need to ‘maintain appropriate and stable tamgiblicy frameworks’. With over 80
percent of all new plantations funded by privateestment, the continued expansion of
Australia’s plantation estate is heavily dependgitn the maintenance of prevailing
taxation arrangements.

Australia is presently facing a trade deficit imefst products of around $2 billion. Over 52
percent of imports are in the form of paper progaetd 19 percent are in the form of sawn
timber. Continued investment in forestry MIS pudgecan assist in addressing this trade
deficit. The continued investment in short-rotatmantations will assist in building the
resource scale to a size sufficient to supportithelopment of domestic value added
processing. There is evidence of this with thgopsed Tasmanian and Penola pulp mills.
Increased investment in long-rotation plantatioilsagsist in developing the resource to
meet future domestic shortfalls and allow our ddinesawmilling industry to maintain
internationally competitive scale.

Since 1994, over 11 million hectares of native $vteas been placed in conservation
reserves. This has significantly reduced the abdity of native forests for wood

production, placing pressure on imports. A regavernment-funded report identified a
significant amount of imported wood products wenaf suspect sources, with no guarantee
that they were legal or from sustainably manageests. Stable tax arrangements will help
to address this issue by facilitating the increzfsgomestically sourced wood products that
are legal and from sustainably managed forests.
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Continued plantation development will:

« enable existing mills, in regions where there isently insufficient resource, to
operate at full capacity and to expand to imprwgrtinternational
competitiveness;

« support future industry rationalisation by proviglithe critical mass of resource to
support world scale production facilities in soragions; and

« support the current round of new industry develamismiand create opportunities for
‘greenfield’ developments in new regions.

The critical role plantation forestry plays in sequestering greenhouse gases

The Australian Government has stated that it ismated to developing a long-term, low
greenhouse gas emissions strategy for Australéafteat the continued development of
plantations is key part of that strategy.

Already the plantations established under the for@dIS arrangements are contributing
around 20 million tonnes (or around 4 percent o$thalia’s emissions) of CO2e offsets
toward Australia meeting its target of 108 perad@ntO2e emissions by 2010. If the
Vision 2020 target is achieved, the contributiorC@i2e offsets from plantations could
exceed 50 million tonnes. However, this impor&md potentially increasing contribution
towards Australia’s long-term greenhouse strateifjyonly be maintained if plantations

are replanted after harvesting and the plantattaie continues to be expanded at around
the average planting rate experienced over thel@agears (80,000 hectares a year).

The Government'’s forestry MIS tax decision supptiis policy objective.

Addressing commissions charged

In its submission on the Australian Governmentigesed taxation arrangements for
plantation forestry, the plantation industry notiedt there has been some focus on the level
of commissions paid by retail forestry companieBrtancial planners and advisers. These
commissions are determined in a competitive firemoiarket, where retail forestry

projects managers can be considered to be prieestak

The industry also noted that there is an existiagket based mechanism that ensures fees
charged by retail forestry companies are competitiRetail forestry projects are assessed
by the independent investment research housesaggtion performance, including their
project return on investment. High, uncompetitests result in lower returns to growers
and a lower performance rating. These ratingsisee by financial planners to advise their
clients where to place their funds, resulting liract and significant on the investment
market. It is therefore in the interests of thaitdorestry managers to keep costs
competitive against other retail forestry projeantsl against alternative financial
investments.

The new tax arrangements strengthen this marketlraschanism by stating that an
immediate upfront deduction for all expenses wallddlowed only if at least 70 percent of
the expenditure is expenditure directly relateddweloping forestry — excluding
commissions.
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Transforming the decision into legislation
and administrative procedures

Section 3 above described the key components of the Goverrsrdecision and how they
are meant to give effect to the Government’s pali¢gnt.

This section describes, from the plantation ingusierspective, the process by which the
Government has met the challenge of transformiegltision into practical and workable
legislation in four months, in order to enable tiesv tax regime to be in place by the target
date of 1 July 2007. It also describes relatedersmsuch as the challenge facing the ATO
in developing its administrative procedures, argrésolution of the need for a seamless
transition from the existing to the new tax regime.

Technical and timing issues

The new forestry MIS tax regime is not withoutdtanplexities and technical challenges,
for both the legislation and its administration.fak-from-exhaustive list aiechnical
challengesconfronting Treasury and ATO officials in develogithe legislation included
the following issues, among others.

* How to ensure the legislation defines ‘plantingydieg and harvesting’ so as to match
actual forestry operations.

e Settling on what expenses to include in and excfraia ‘direct forestry expenditure’, how
to assess ‘arm’s length’, and how to representtivetegislation.

e Choosing an appropriate discount rate to estatilisimet present value of whole-of-project
expenses, and then representing that in legislegicrounting for risk in a fair way.

« Deciding appropriate ways to represent ‘notiongpenditure while preventing tax mischief.

* How to effectively implement the proposed GST tngent, and deciding whether that
requires legislative amendment.

« Developing a workable and effective system to em#it ATO to monitor compliance with
the ‘70 percent test’ over long periods, withowgating unnecessary compliance burdens for
either the regulator, the companies, or the taxgaye

* How to enable second market trading of forestry MiSrests to fulfil the policy intent
of attracting more investment into long-rotatiomksy plantations, but avoid tax
arbitrage and tax mischief.

An additional challenge for Treasury was that, flginvith DAFF, it was required to
concurrently evaluate alternative secondary mariethanisms and secure the
Government’s policy decision in time for that demisto be drafted into the legislation.
This has been achieved.

A more urgent issue for the plantation timber indusas the Government’s surprise
intention to implement the legislation as of 1 J2007, when the Government had previously
indicated that any change would not take placerkdfe 12-month prepayment rule was due
to expire at 30 June 2008. Effecting the new regirom 1 July 2007 without an orderly
transition from the existing regime would create major logaaavestment, plantings, and
future wood flows to mills. This problem was resa through negotiation of appropriate
transition arrangements between the old and neatitaxarrangements. S&eansitional
arrangements, the new tax ruling, and the proposed test case below.
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ATO has several tasks flowing from the Governmedésision, and has been working on
these to the extent possible without knowing thalfform of the legislation. These tasks
include:

e drafting and issuing a revised draft ruling to s the existing income tax ruling TR 2000/8
on investment schemes (done, and issued on 11 2@0# as TR 2007/D2);

» drafting a new GST ruling (release may be delaged,below undeBST arrangements);

» revising the existing ‘product ruling’ ruling PR /29;

» revising the product ruling application form andtimictions for applicants; and

e revising internal ATO procedures and putting therplace.

So far, there has been little discussion with itrjusbout the last three of these tasks, other
than that they are necessary, and it is not knohetler ATO intends to engage in any such
consultation. Industry understands that it isstahdard ATO practice to do so.

Consultation on the legislation with Treasury and ATO

In its 21 December announcement, the Governmentritted to consulting with industry
in developing the ATO guidance for projects tosgtthe 70% test. Inevitably, this
consultation explored how this fundamental featwoelld be embodied in the legislation.

Between January and March, Treasury and ATO of$ietzet with plantation industry
representatives, on each occasion to discuss aolyeenew technical issues that
continued to arise during Treasury’s evolving prapian of the draft legislation.

After the Exposure Draft was released for publimogent, Treasury and ATO met with
the plantation timber industry to discuss industigétailed response to the draft.
Industry’s comments were predominantly very spedafid technical, and aimed at
ensuring that the legislation reflected the wayftrestry MIS and timber industries
actually work. In turn, Treasury and ATO were cemed to ensure that the policy intent
of the legislation was fulfilled, and that the patial for future tax mischief was
minimised or eliminated.

The consultation process initiated by the Treastay open, frank and constructive, and
conducted with a clear intention to get a workahlecome.

Consultations on related matters

Outside of the several meetings described aboegléntation industry followed up five
related matters through separate submissions,sparmelence and/or meetings. These
were:

* possible arrangements for a seamless transititmetoew regime;

e ATO’s new draft income tax ruling TR 2007/D2;

e arrangements for litigating a test case on the Cissioner’'s new interpretation;

e how to implement the GST decision; and

e reasons to drop the bring-forward of company tax.

Transitional arrangements, the new tax ruling, and the proposed test case

As noted above unddiechnical and timing issues, the Government’s decision to
implement the new regime from 1 July 2007, brodghwvard by one year the date on
which existing forestry MIS arrangements would éiedpreviously 30 June 2008).

10
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It would appear that the Government’s decisionringoforward the date of effect may
have been precipitated by knowledge of the Tax Cmsioner’s intention to move
quickly to release theevised tax ruling (before 30 June 2007) reflecting the
Commissioner’s new interpretation of the law gowsgrdeductibility. The effect of this
new ruling will be that the Commissioner will nanlger issue product rulings for either
forestry or non-forestry managed investment schamedkbe long-established basis that
investors are carrying on a business and therethyati@g non-capital business
expenditure, but rather that they will in futuretbeated as passive investors making
non-deductible capital contributions.

Assistant Treasurer Dutton issued a media releaes effect on 6 February, which
included a statement that the Government was spbded to create a similar specific
deduction for non-forestry MIS as is now being damerotect forestry MIS from the
effect of the new ruling.

The non-forestry MIS companies argue that the sudloles of the current arrangements
would have a catastrophic impact on that sector.

For the forestry MIS sector, despite the legistati@ing enacted by 1 July 2007, the ATO
would not be ready to issue the first product gdimnder the new regime for about four to
five months, thereby taking the forestry MIS praégeaff the market for most of the first

half of the next financial year. This would caassudden and dramatic dip in funds raised
and plantations established in the short-term,iaulde otherwise predictable flow of
harvested wood for the timber industry in the |deign.

Both the non-forestry and forestry MIS sectors kKlyi@appealed to the Tax Commissioner
to consider implementing transitional arrangemehtpon request from the Commissioner,
supplied (in early March) detailed analysis andviend projections of the short- and long-
term impacts a sudden change would have on busiigss and communities in regional
Australia, and also on tax revenue.

After considering the submissions, the Tax Comnarssi announced (27 March)
transitional arrangementsthat would apply to both forestry and non-forestry
agribusiness sectors. These were that, althowgheatw ruling needed to be released and
finalised quickly (so a test case could be launphée ‘date of effect’ of the ruling would
be set at | July 2008, thereby allowing forestrg ann-forestry MIS projects to operate
under the existing arrangements for one more year.

For forestry, the new regime would still be avaiatvom 1 July 2007, but the parallel
availability of the existing regime will enable bahe industry and the ATO to refine and
‘bed down’ the ATO’s new administrative guidelireasd procedures without the
unnecessary pressure that would otherwise haveaipedy

It was a sensible and necessary decision.

Therevised tax ruling was released as a draft on 11 April, with a putdicment period
closing at the end of May. The plantation timlmetustry will be making a submission.

Release of the final tax ruling is a pre-requisitetest case litigation. The
Commissioner intends to test his revised interpimtaf the law in the courts, and will
be basing the case on the views expressed invtsederuling. It is hoped and
expected that the case will be heard and decidiedebthe expiry of the extended new
date of effect of the revised ruling (30 June 2008gpresentatives of the agribusiness
MIS sector met with senior ATO officials on 17 Miydiscuss arrangements for the
test case.

11
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GST arrangements

The Government announced on 21 December 2006uthddr the new tax regime, investors
in forestry MIS will be treated as passive investand removed from the GST system.

Such an outcome will solve for future projects ¢thallenge the forestry MIS companies, and
the ATO, confront with current projects in dealingh an ever-increasing number of
taxpayers carrying on a business and thereby esdjuir at least eligible, to be GST-
registered, with all the documentation and trackivag entails.

However, while apparently straightforward, the siolu proposed by ATO may not be so.
The proposed treatment, the industry understaadbat:

« the investors will be denied access to ‘carryingaorenterprise’;

» the Responsible Entity (RE) will be treated as oy an input-taxed financial supply
to the investor;

» the financial supply for which the RE cannot claimput tax credit (ITC) will be the cost of
supplying the PDS (expected to be a very smallgreage);

» the RE will be able to claim ITCs for all other @ees paid for by the investor; and
e the RE will collect and pay GST on the sale offtirest produce.

The plantation timber industry is concerned abbigtdn two counts. One relates to the
fundamental underpinning of the approach (ie, aaisimg forestry MIS projects as trusts
before the test case has been litigated). The,dtbeing from that, relates to the ATO’s
view that the proposal can be implemented throuGisa ruling alone, without the need to
amend the GST legislation.

These concerns were raised in a submission to 7@ iA mid-March, asking for the
industry’s views to be put before the next meetihthe GST Rulings Panel. This was done.

It now appears that implementation of the GST ayeaments may be deferred until the revised
income tax ruling is final, or even until the outoe of the test case is known.

Tax symmetry

Another issue raised by the plantation timber itiguén a letter to Assistant Treasurer
Dutton at the end of March, concerns the reteritiche new Bill (in section 15-46) of a
provision as for the existing law (section 15-43T0AA 1997) whereby forestry MIS
companies must bring forward their company taxiliigon the gross receipts from investor
contributions into the same year that the initi&kstors claim their deductions.

The industry has always maintained that this promigs inequitable, and imposes an
unacceptable cashflow burden on the forestry MI8agars. Without a transitional

period to spread the tax liability, as was legesiain 2002 for section 15-45, any company
entering the industry for the first time under tieav tax regime will find it extremely
difficult if not impossible to satisfy the 70 pentdest. There will be no opportunity in the
first year to claim any company deductions agaimstoutgoings of a previous year’s
projects, and a full 30 percent company tax willibble on the gross receipts.

Despite further discussion, this argument (andetlesre other supporting arguments in
the industry’s letter) was ultimately not acceptaail section 15-46 remains in the Bill.
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5. Plantation industry view of the legislation in practice

Throughout all phases of the plantations and tedeveprocess, the plantation timber
industry’s preferred position has remained constst& hat is, that the only changes required
with respect to forestry MIS were (a) removal gngiicant extension of the sunset clause on
the 12-month prepayment rule, and (b) removal eftéix impediment in tax ruling TR

2000/8 to the secondary market trading of interiestsrestry MIS. Extension of the eligible
plantation establishment period to 18 months waildd be welcome.

When, in September 2006, industry officially leanhthe underlying reason for
Treasury’'s steadfast insistence on creating atstgtaoncession — ie, the Tax
Commissioner’s intention to stop issuing produdings on the basis of investors carrying
on a business — industry supplied Treasury and witD eight legal opinions disagreeing
with the Tax Commissioner’s interpretation.

But subsequently, the industry offered the Govemtraesolution whereby a ‘specific
deduction’ could be created (under section 8-5rgfAl 1997), but without denying future
access to deductibility under the general dedugirorisions of section 8-1. This is now
at the core of the legislation.

The plantation industry has also consistently adqagainst the imposition of an arbitrary
dollar-value cap on first-year deductions, as dasthin Assistant Treasurer Dutton’s
May 2006 proposed new arrangements. In the etrentovernment decided to impose
a cap, but did so by using a completely novel apgnanot raised in any previous
discussions — ie, the 70 percent test.

It is industry’s view that this approach unavoidaioitroduces new and different complexities,
as well as additional compliance and record-keepgagirements for companies, taxpayers and
the regulator. It may also actually increase ti®A discretion at a time when the ATO,
apparently, would have preferred less.

Nevertheless, the Bill that has resulted from Treasgy’s consultation process (described in
section 4 above) strikes a workable balance of fulfilling tle Government’s diverse policy
objectives (described irsection 3 above) without imposing an administrative burden hat
the parties will find unacceptable in order to achéve the outcomes.

The legislation in practice

A fundamental feature of the legislation is thak fax deductibility will still be available

to investors, as it has been for decades. Butitawll be under a statutory ‘specific
deduction’, rather than under the general dedugiiomisions available to all businesses.
and deductibility will be subject to certain comalits. Those conditions — plus secondary
market trading in forestry MIS interests — will pelddress concerns that some people
have raised about the transparency of projectngi@nd about the amount forestry MIS
companies spend on marketing and commissions.

Overall, and subject to the smooth passage anckimgitation of the legislation, the new
tax regime itself will probably not have a greapamt on the volume of investment in
forestry MIS sector, although the new capacityréolé MIS interests is expected to attract
a larger share of the total investment pool inteimneeded longer-rotation sawlog
plantations.
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The test that 70 percent of project expenditureéinpresent value terms determined at
arm’s length) must be ‘direct forestry expenditusehot expected to present
insurmountable difficulties for the major forestiifS companies. That sort of proportion

is not inconsistent with the balance of projectst€an current projects when taken over the
life of a project (from preparation and plantingraugh tending and managing, to
harvesting and transport), as well as annualisets@d land and some apportioned capital.

It is expected to take some time to bed down aivdegerience with the new rules for
satisfying the 70 percent test at the time the @m@pplies for a product ruling, and
there may be some early teething troubles.

However, to offset this, the overall product rulimgpcess should be more straightforward
under the new regime. Here are some examples.

e ATO will no longer need to be satisfied that ineestin the scheme are carrying on
a business.

e It will no longer be necessary to secure the Comiminer’s discretion under the
non-commercial business losses provisions.

e ATO will no longer have to scrutinise contracts agdeements in order to sign off on the
project’s satisfying the 12-month prepayment priovisor seasonally dependent
agronomic activity (SDAA).

« ATO will no longer need to be satisfied that theject fees do not contain elements of
capital or non-SDAA prepayments.

* Excluding investors from the GST system will mefan,new projects, no GST
complications such as those that currently arigk thiousands of individual businesses,
some GST registered, some not.

Given the ATO’s current view that a GST ruling nieeyall that is required to implement
the Government’s decision to remove investors floedGST system, the legislation is
quiet on this subject. As notedsection 4, this approach may need to be revisited in the
future.

Conclusion

For reasons explained in earlier sections, it iy iaportant to prevent avoidable and
unnecessary disruption to the plantation industyits future wood flows. With this
policy decision, after a comprehensive review,@owernment has clearly
acknowledged that.

While the plantation timber industry may have prefd different approaches on certain
elements of the decision and the legislation, tidestry is satisfied that legislation will
enable the Government’s policy to be effectivelpiemented.
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