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The Secretary

Australian Senate

Finance and Public Administration

References Committee

Legislation Committee

Parliament House

CANBERRA     ACT     2600

ATTENTION:

Ms Helen Donaldson

29 October 1999

Subject:    Inquiry into Business Tax Reform 

Dear Ms Donaldson

I am writing in response to your letter of 21 October 1999.  I should like to make the following comments.

Is a reduced company tax rate sustainable in the longer term?

Revenue gains produced by the elimination of accelerated depreciation will reverse out to some extent in later years when deductions deferred by lower depreciation rates are claimed.  While acknowledging the importance of having a balanced budget, this reversing out of revenue gains will not emerge until some years from now and at that time other much more significant influences are likely to be operating.  Stage II measures (and also other Stage I measures) involve a considerable broadening of the tax base.  Estimates from these measures have been conservative, and no estimates exist for some of these measures.  For example, Recommendation 4.4(ii) which is directed at individuals investing in arrangements covered by product rulings currently issued by the Australian Taxation Office.

Small upward variances in growth rates and extra revenue over the next few years could compound over a period of years and easily accommodate a reversal of the extra revenue from eliminating accelerated depreciation.

Over the last decade there has been a consistent international trend to reduce company tax rates, and in five years from now the question may well be whether a 30% company tax rate is sustainable because it is too high.

Is the package revenue neutral and, if not, how could it be made revenue neutral?

I am personally not in a position to determine whether the package is revenue neutral.  I have no reason, however, to question the assumptions, estimates and modelling which underpin the Government’s estimates set out in A Tax System Redesigned.  All of the issues which I have examined indicate to me that the revenue estimates are likely to be correct.  I shall now discuss some of the Recommendations which I have considered.

Addressing the alienation of personal services income

Recommendation 7.2 proposes that where an interposed entity performs services for a service requirer and the interposed entity receives 80% or more of its receipts in respect of personal services from one service requirer, the individual who performs the services will be taxed on the payments from the service requirer.

A Tax System Redesigned estimates that this will raise $380 million in 2000-01 rising to $530 million in 2004-05.  This estimate is robust in my view, and is supported by the remarkable increase in owner-managers of incorporated enterprises documented at Figure 7.1 of A Tax System Redesigned.  The estimate is based on 40% of incorporated owner-managers and non-agricultural unincorporated contractors delivering services in an “employee-like way” so that they would be subject to the alienation of personal services income measures.  These assumptions are credible.  

I also believe that the proposed measure will be simple to operate in practice as it provides a “bright line” test.  There is likely only to be a problem in two situations:

· The service provider and his or her interposed entity switch from one service requirer to another during the course of the year, so that the 80% or more test does not apply.  In such cases, if the services are provided in an employee-like manner, the second part of the Recommendation should apply.  It may also be difficult for a taxpayer to whom the 80% rule has applied in the past to establish that he or she is now outside the Recommendation.


· In some cases there may be uncertainty as to whether “personal services” are being provided – for example, where the interposed entity uses a valuable item of plant or unique software owned by the interposed entity to provide the services.

In my view, these uncertainties are at the edges, although they will need to be resolved in the circumstances where they arise.

Deferring losses from non-commercial activities

Recommendation 7.5 quarantines losses of individuals from certain non-commercial activities.

There are five alternate tests set out in Recommendation 7.5 which will cause the Recommendation not to apply if an individual passes any one of these tests.  As with the alienation of personal services income recommendation, the tests proposed in Recommendation 7.5 are “bright line” tests which will apply unambiguously.  There will only be uncertainty for taxpayers who are close to the turnover threshold of $20,000 annually or who employ assets with a value close to the cut-off point and may be required to obtain valuations.

Some will oppose Recommendation 7.5 on the basis that:

· The thresholds it specifies are arbitrary and discriminate against small investors and certain types of activities, while favouring other activities.


· It adds additional detail and complexity to the system.


· Once enacted, the rules proposed in Recommendation 7.5 are likely to be changed and apply to a wider range of individuals.

Others will oppose Recommendation 7.5 on the basis that a wide variety of passive losses will not be quarantined by this measure, and something more comprehensive is required. 

Arguments in support of Recommendation 7.5 are:

· The tax base for this measure was estimated from ATO tax return data for losses claimed by individuals and partnerships over a six-year period.  The various tests would appear therefore to have been constructed after considering actual data. 


· The tests proposed are objective and moderate – it is unlikely that they will apply to quarantine many losses of a “genuine” business.


· More comprehensive rules would require more elaborate and subjective tests which could add considerable additional complexity and uncertainty to the system.  For example, in the United States passive loss rules have involved an activity test and maintaining a diary of annual hours.  Tests of this nature lead to abuse and are difficult to enforce or audit.  Subjective tests that might be employed to broaden Recommendation 7.5 would typically involve consideration of motive or purpose.  Option 2 is intended to eliminate consideration of motive or purpose.

The extra revenue estimated to result from Recommendation 7.5 is $50 million for 2000-01 rising to $310 million for the following year, and reducing in later years, with the extra revenue raised being $180 million in 2004-05.  I believe that this reduction in revenue takes into account the fact that over the years taxpayers are likely to adjust their activities and investments in accordance with Recommendation 7.5 so that they are able to pass one of the tests in Recommendation 7.5, so that it will not apply.

I believe that the revenue estimates in respect of Recommendation 7.5, although less robust than the revenue estimates from Recommendation 7.2 are sustainable.  The form in which Recommendation 7.5 is proposed will allow adjustment of the thresholds set out in the tests over time by Parliament, if it so chooses, and in response to taxpayer behaviour if the revenue raised by this Recommendation begins to fall over time.

The further effective reduction in the research and development tax concession

The effect of reducing the company tax rate to 30% will be to reduce the incentive effect of the research and development tax concession from 9% to 7.5%.  In my view, the 9% incentive is already too low.  

I was responsible for the review of the research and development tax incentive for DITAC in 1987 on which the Government’s 1987 amendments to the research and development tax concession were based.  At that time I warned departmental officers of the adverse revenue effect of R&D syndication, which was then under consideration.  I was not asked to comment on R&D syndication in my report.  Much of the cost to revenue of the R&D tax concession resulted from R&D syndication.  

More recently the R&D tax concession rules were tightened and R&D syndication was abolished.  I believe that these measures were quite appropriate and it was then inappropriate to reduce the incentive from 150% to 125%.  I am aware of at least one major project where it was found more effective to claim under the mining provisions, following this change, than under the R&D tax concession.

I believe that the substantial reduction in business enterprise R&D that has occurred in the last two years, reported to be 7% in real terms in 1996-97, and 4% in 1997-98 is mainly attributable to the reduction in the deduction rate from 150% to 125%.

There is an extensive economic literature which shows that the benefits to society of business enterprise R&D is roughly double the benefit obtained by the business enterprise itself from its own R&D.

One reason for this is technology leakage.  Except for R&D carried out in chemical plants, studies show that technology leaks from innovative enterprises to competitors quite rapidly.  This is one of the reasons for the social benefits of R&D being roughly double the benefit obtained by the business enterprise itself.

Apparently Canadian research indicates that the social benefits from a Canadian perspective of business enterprise R&D are less than in the United States.  This would appear to be attributable to the fact that the United States is a much larger economy and the long border between these two countries.  I believe that in Australia it is more likely that a larger proportion of the social benefits are captured and remain here in Australia and the US data may be more relevant for our purposes than the Canadian results.

If a manufacturer has to choose between investing in new high technology plant or R&D, 

it will often be a rational choice to invest in plant, which competitors cannot steal, rather than R&D, which may be copied.  For this reason, governments have to provide incentives for business enterprise R&D.  

The future proposed subsidy from the R&D tax concession of 7.5¢ per dollar is far too low and hardly exceeds the compliance costs in respect of claiming the R&D tax concession.  In my belief, the concession should be restored to a 150% deduction.  In the long run this will pay for itself, in view of the finding by the Industry Commission that removing the R&D tax deduction would have a negative effect on GDP, taking into account the offsetting benefits from not having to fund the concession.  

In the short run, if funds have to be found to reinstate a 150% deduction, these could be taken off the R&D Start program which provides grants to companies.  The evidence to the House of Representatives Standing Committee on Industry, Science and Resources showed that companies greatly prefer the tax deduction to grants.  In my experience, grants do not provide companies with sufficient flexibility.  Companies need to be nimble about the R&D they conduct and a concessional tax deduction provides certainty.  A number of studies over the years have shown that companies prefer a concessional tax deduction for R&D to grants.

Proposed  anti avoidance measures where there is no estimate of revenue raised

Table 24.6 of A Tax System Redesigned sets out the four measures described as “integrity measures” which in broad terms are estimated to raise about $1 billion extra revenue annually in a full year.  These include value shifting measures, unrealised loss measures, restricting losses from non-commercial activities and restricting alienation of personal services income.

Some other measures are proposed which will, in my view, raise as much or more revenue than some of these four measures individually.

I have already referred to Recommendation 4.4(ii) which proposes that individual taxpayers be required to determine tax values for “all assets and liabilities (including prepayments) relating to participation in a project or arrangement, managed by another person or entity, in which a number of taxpayers individually participate”.  It is stated that this measure is directed at the type of arrangements that are the subject of product rulings issued by the Australian Taxation Office.  Media reports in respect of these arrangements indicate that some hundreds of millions of dollars are being contributed to these schemes annually.  Assuming that most of the contributors to these schemes are taxed at 48.5%, it is likely that this proposal will raise additional revenue in the order of several hundreds of millions of dollars annually.

Recommendation 21.6 proposes a withholding tax regime for non-residents without a permanent presence in Australia.  This will be a tax at 10% on gross payments for assets and at the company tax rate on other payments, for example, rent payable to non-residents.

There may be practical difficulties in policing this proposal when it is implemented, because many non-residents are likely to provide an Australian residential address.  Notwithstanding these difficulties, I believe that this measure is likely to collect substantial amounts of revenue which are currently unpaid.  It is also likely to uncover non-compliance in the past.

Conclusion
I believe A Tax System Redesigned is a very comprehensive package and I have no reason to doubt the revenue estimates that it contains or that the package will not be revenue neutral.  This view is fortified by the fact that there are some revenue raising proposals, in respect of which there appear to be no revenue estimates, which are likely to raise substantial additional revenue.

Yours sincerely,

Geoff Lehmann

Partner
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