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DP submission

DTA
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ET-1
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ITAA 1997
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SME
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TCSA

Australian Taxation Office

Board of Taxation

Capital gains tax

Board of Taxation’s Discussion Paper on its Post-
Implementation Review into Certain Aspects of the
Consolidation Regime

Deloitte submission dated 12 March 2010 on the Board of
Taxation’s discussion paper

Deferred tax assets

Deferred tax liabilities

Eligible tier-1

Income Tax Assessment Act 1936

Income Tax Assessment Act 1997

Non-membership period

Board of Taxation’s Position Paper on i{s Post-Implementation
Review into Certain Aspects of the Consolidation Regime
Single entity rule

Small-to-medium sized enterprise

Taxable Australian Real Property

Tax cost setting amount
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Executive summary

Executive summary

Sackground

R

The consolidation regime is based on a series of principles in respect of which complex
mechanical provisions were required in order to ensure an appropriate interaction between
those principles as well as between the regime and other paris of the income tax laws.
Despite ongoing refinements over the years since its inception, we believe there is scope to
further simply the regime, thereby reducing compliance costs and increasing accessibility to
the regime.

H

As such, we welcome the opportunity to assist in the consultation on the Board’s Position
Paper and have endeavoured to provide comments on each aspect of the Board’s review. A
summary of our comments is set out below.

§.2 Policy framework

5

Due to the increasing number of acquisition cases compared with formation cases, we agree
in principle with the Board’s proposal for the adoption of an asset acquisition model, as opposed to a
wholesale acquisition model.

Under such a model, the inherited history rule would continue to apply to everything except
for assets, which should minimise the changes that are required to the current law and the
implications such a change.

Notwithstanding our support for such an approach, we do not consider that an asset
acquisition model is appropriate for formation cases and that the inherited history rules
should be retained for such cases. We also consider that care will need to be taken in
determining formation cases and have set out some possible criteria for distinguishing such
cases from acquisition cases.

Vs £ 8

£.3 Single entity role

Sy

AN

The SER is a fundamental provision within the consolidation rules. As we outlined in the DP
submission, while it is our view that the SER operates appropriately in the majority of cases, a number
of issues affecting its operation exist. The Board considered a number of the issues raised in our DP
submission on its operation.

The first issue concerns infra-group assets, We agree with the Board’s position that the tax cost of
intra-group assets that do not have corresponding liabilities (or similar obligations) should be
recognised. We consider that the Board’s position of deferring the time of this recoghition is not
appropriate, or consistent with an asset acquisition model and as such, submit that a concessional
timing principle be considered. We note that although the history of an intra-group asset would be
irrelevant in most cases under an asset acquisition approach, consideration should be given to
retainting the history of an intra-group asset in limited circumstances.

The second issue considers the treatment of intra-group liabilities. We agree with the Board that an
intra-group Hability adjustment should be triggered, for both accounting and non-accounting
liabilitics/obligations, where a member leaves the consolidated group and takes an intra-group asset
with it that does not have a corresponding intra-group accounting liability.

The third issue queries whether additional integrity measures are required where intra-group
transactions may result in value shifts. While we agree with the pesition, we note that one of the
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Executive summary

rationales for the consolidation rules was to reduce the need for integrity measures such as the value
shifting rules and, therefore, recommend that any proposed amendments be approached with caution.

The final issue considered the extension of the SER to third parties. We agree in principle that the
SER be extended to shareholders. We have considered a number of provisions that may apply not only
to shareholders but other related third parties. We note that any extension of the SER be given further
consideration and addition consultation undertaken.

We provide our view on a number of arcas that interact with the tax consolidation provisions that the
Board has considered. We have considered the Board’s position with respect to the taxation of trusts,
the consolidation membership rules, international tax issues (non-tesident capital gains tax rules),
capital gains tax rules, the interaction with double tax agreements, and deferred tax assets and
liabilities.

While we broadly agree with a number of the Board’s positions, we have provided our comments and
proposals/recommendations where appropriate.

T D OV e 5 .
.5 small corporate groups

We agree in principle with the Board’s position that on-going formation concessions should be
available for wholly owned corporate groups that qualify under specified asset and turnover tests,

We have highlighted concerns with the proposed turnover test taking into account the turnover of
entities that will not be part of the consolidated group and the compliance burden that will potentially
be imposed on SMEs under the asset test (due to the potential need to obtain independent valuations
of assets on an annual basis).

Finally, we are generally supportive of the extension of the formation concessions to all eligible
consolidatable groups for a limited period/on a transitional basis. We note, however, that this may
create an unfair advantage over groups that did consolidate and have highlighted some alternatives in
this regard.
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Policy framework

Position 2.1~ .-

The Board considers that the asset acquisition approach should be adopted, =

Question 20() EI e
Do you agree with the B oard’s view to adopt the asset acquisition approach? Ir
mofd: - n o e e R T

In the DP submission', we expressed the view that changing to an acquisition model may
result in significant compliance costs for corporate taxpayers but with little or no change
arising from the outcomes of the current inherited history model. Accordingly, we concluded
that but for the theoretical advantage of adopting an acquisition model, it was difficult for us
to conclude that the Board should recommend wholesale change to the way in which the
consolidation regime deals with the allocation of tax costs to assets.

The Boatd, however, is proposing to adopt an asset acquisition model rather than an
acquisition model where the inherited history rule continues to apply to everything except for
assets, which should minimise the changes that are required to the current law and the
implications of those changes. We support the adoption of an asset acquisition model. Our
specific comments are set out below.

t

ey for consideration

We note that many of the uncertainties with the inherited history rule have been removed.
For example, Tax Laws Amendment (2010 Measures No. 1) Act 2010 introduced a number of
amendments intended to clatify the way in which the TCSA allocated to assets under
subsection 701-55(6) is to be used. In the DP submission, we indicated that these
amendments appeared to reduce the need for change from an inherited history model to an
acquisition model but this was subject to the proviso that the ATO view on how these
amendments applied would allow for an appropriate treatment of tax costs allocated to

assets. In this regard, we note that an issues pro-forma has recently been submitted to the
ATO requesting guidance on the following questions:

e To what extent is the “entry history” of an asset overridden by subsection 701-55(6) and
to what impact in relation to section 8-17 In particular, is the deemed “amount incurred
or paid to acquire [the asset]” under subsection 701-55(6) then characterised (for the
purposes of applying section 8-1) with reference to the [historic] circumstances of the
actual amounts incurred to acquire that asset? Or is the characterisation of the reset tax
cost setting amount to be determined based on a notional acquisition of the undertying
asset at the joining time (albeit with all other asset “history” remaining in place)?

o s the reset tax cost setting amount to be characterised, for the purposes of section 8-1, in
relation to each asset in isolation; or does that characterisation need to have regard to the
context of the fotal assets joining a tax consolidated group under the same transaction?

While an asset acquisition model would eliminate uncertainty under the first question by
making it clear that the entry history rule does not apply, the guidance ultimately provided
by the ATO on this question may achieve the same outcome. Accordingly, the uncertainty

! Paragraph 5.3
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Policy framework

previously associated with subsection 701-55(6) may no longer justify moving from an
inherited history model to an acquisition model or an asset acquisition model given that it
may be addressed by guidance provided by the ATO. We note, however, that the ATO is
currently examining this question and is nof yet clear what views it will adopt.

Turning to the second question raised in the issue pro-forma, it would appear that this issue
may still be relevant even under an asset acquisition model. That is, even if a consolidated
group were taken to have directly acquired an asset at the joining time, it would appear that
the characterisation of the reset TCSA would also depend on whether section 8-1 is applied
to each asset in isolation, in which case the reset TCSA should be deductible as expenditure
from circulating capital, but if the characterisation was to be performed having regard to all
of the assets that a joining entity or entities brought into a consolidated group, then any
TCSA may be considered to be on capital account. Accordingly, an asset acquisition model
would not appear to remove all of the uncertainties associated with the current inherited
history model. This issue would need to be addressed if an asset acquisition model is
introduced.

Another issue that we highlight is the inconsistency in treatment of pre-1 July 2001 mining
rights depending on whether they are acquired by way of an asset or share acquisition. If a
consolidated group acquires the rights directly, they will be able to claim capital allowance
deductions under Division 40 in respect of expenditure incurred on the acquisition. In the
case of a share acquisition, however, where the joining entity holds such mining rights, the
CGT rules will continue to apply to the TCSA of such assets. Despite submissions lodged by
various professional and industry bodies, this anomalous treatment remains. An asset
acquisition model would presumably overcome this issue as the mining rights would be
treated as having been directly acquired by the consolidated group. We recommend that this
issue be addressed under any consultation on a proposed asset acquisition model.

5 4

g 2 te s ] i3
7.0 Hormstion ease mae

Questwn 2, 1 (b)

Should the asset acquisztwn appraack be mod{f' ed for fmmation cases, or in cases wher
there is a change in ownership of a joining entity?"If so, Thow?. e

We consider that the asset acquisition approach should be modified for such cases. For the
same reasorns as why a clean slate model was not adopted when the consolidation rules were
introduced, namely that significant compliance costs would arise due to certain assets and
expenditure changing character from being on revenue account to capital account merely as a
result of formation, an asset acquisition model would not be appropriate for formation cases
that occur going forward. The inherited history rules should be retained for such cases.

1t will also be important to develop a tule to determine what constitutes an acquisition case
or a formation case. The simplest approach would be to define an acquisition case as one
where an entity joined a consolidated group by virtue of the acquisition of intetests in that
entity. A formation case would, by default, only arise where an entity was already wholly
owned by another entity and a decision was made by the latter entity to form a consolidated
group. This may, however, give rise {0 inappropriate outcomes in certain circumstances.
Consider, for example, a consolidated group that owns 99% of the membership interests in a
company, Bco, and has held those interests for some time. Bco holds assets that are pre- -CGT
and there has been no change in the majority underlying ownership of the interests in Beo
that would result in the loss of that status under Division 149. If the consolidated group
acquires the remaining 1% in Beo, and this is considered to be an acquisition case that
attracts the application of the asset acquisition approach, this would result in the loss of the
pre-CGT status attaching to the assets that Beo holds. This would appear to be an
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Policy framework

inappropriate outcome. Other examples of status that would be inappropriately lost would
include the period that an asset has been held for the purposes of the 15-year exemption
under Division 152 or the participation exemption in Division 768.

Having regard to the above, there needs to be some mechanism to ensure that history is
appropriately taken into account under what would otherwise be conventionally considered
an acquisition case. This mechanism would need to take into account the ownership of the
joining entity leading up to the joining time. For example, it might be appropriate to allow
the history of an asset held by the joining entity to be retained insofar as that history relates
to a period during which the joining entity was at least 50% owned by members of the
consolidated group. Continuing with the above example, consider the following ownership
profile of Beo by the consolidated group:

Year 1995 — 2000 2001 — 2004 2005 - 2009 2010
Percentage 40% 75% 99% 100%
ownership

If the consolidated group sold an assct immediately after Beo joined the group and was
attempting to determine the availability of the 15-year exemption, it would be treated as
holding the asset from 2001, which was the first year in which it held a majority ownership
interest in Bco. The period before 2001 would be disregarded even though Beo may have
held the asset before that year,

An alternative to this approach might be to introduce a minimum period of majority
ownership for any history to be inherited. For example, if this period was 5 years, unless the
joining entity had been majority owned by the consolidated group for at least that period, no
history would be inherited.

2.3 (niber modifications

Do you consider that there are other circamstances inwhich the ass
approach should be modified? If so, what are the issues? - T TR B T

We would recommend that the asset acquisition approach be modified when the entity being
acquired is a previously exempt entity. That is, the application of Division 58 will need to be
preserved in such cases.

It appears that modifications will also be required where the acquisition is of an associate.
For example, when a depreciating asset is acquired from an associate, subsection 40-65(2)
requires the continued use of the same method of working out the decline in value that the
associate was using, Similarly, for a depreciating asset that you start to hold where the
former holder is an associate of yours, subsection 40-95(4) specifies that the following
effective lives must be used:

s Ifthe associate was using the diminishing value method for the asset — the same
effective Jife that the associate was using

e If the associate was using the prime cost method — an effective life equal to any period of
the asset’s effective life the associate was using that is yet to elapse at the time you
started to hold it.

Accordingly, if the joining entity is an associate, it would seem that history in respect of the
method of depreciation and the effective life should be inherited.
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Policy framework

2.4 Compliznce and complexity

¥

Question 21

“What compliance cost implications would arise from the adoption of the asset acquisition .
approach? 7o L e T T S e

In the DP submission, we highlighted that the inherited history rule has required the
introduction of various complicated interaction rules to ensure appropriate outcomes for
various types of assets and liabilities. There is no doubt that the inherited history rule has
added an additional layer of complexity to the consolidation rules and, notwithstanding that
the ATO may provide guidance on how the inherited history rute applies in the context of
subsection 701-55(6), the application of that guidance may vary depending on the
circumstances. Simply removing the inherited history rules for assets will remove the
compliance and complexity currently associated with having to consider those rules.

As noted in the Board’s Position Paper, the consolidated group would not be able to rely on
private binding rulings issued to the joining entity to the extent that those rulings relate to
assets of the joining entity. Accordingly, there may be compliance costs associated with re-
applying for private binding rulings. However, on balance, we would expect that compliance
costs should, ultimately, be lower given that the uncertainties associated with the inherited
history rule would be eliminated. Furthermore, as noted in the DP submission?, the current
framework is already a hybrid model with significant elements of an acquisition model
scattered throughout the provisions, which should further limit the amendments that are
required to move to an asset acquisition model. In this regard, as highlighted in the DP
submission, it may also be possible to move further towards an asset acquisition model
through simple amendments to the current law. The example given was of subsection 701-
55(2) (which deals with setting the tax costs of depreciating assets) and how it could be
simplified by repealing paragraphs (b) to (e) such that only paragraph (a) remains, which
simply deems depreciating assets to be acquired at the joining time. Making such simnple
adjustments to the current rules would, in our view, allow taxpayers to more readily adapt to
any changes that are made, which should minimise any additional compliance costs.

Ultimately, it is expected that an asset acquisition approach should reduce compliance costs
in the long run by simplifying the consolidation rules. The removal of the inherited history
rule will reduce the need for guidance from the ATO on a number of areas and, in theory, it
should be possible to apply principles in the existing tax law that apply to direct asset
acquisitions,

% Section 5.1.2
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Single entity mle

3 Single entity rule

‘]

Inies gronp ¢ Assets

Pos.'non&’l R
TheBoard consrdersthal. : .':

(a) the tax costs of an mtra-g: oup asset tkat does not lmve a correspondmg accatmtmg
liability which. is recogmsed elsewhe:e m the consal_ldq_ted group skould be recogmsed- for
income tatpurposes, R g £ ; o

b) this tax cost should be. recogmsed wken the consohdated gmup subsequent{y dtsposes
‘of the asset ot when the asset Iapses m!ra-group, and : S :

(c) the i income tax hrstm;v the mtra-group asset had prior 10 commg mto the consoltd e4
group is irrelevant when the consalrdated group subsequentbi disposes of ﬂze intra-gmup i
asset or the asset lapses, : i T S L

Questmn 3.1

Do stakeholders agree wzﬁ: Posrtzon 3 1 ? If nat, please provtde examples where the
recognition of the proposed tax. cost would result in inappropriate ontcomes? -

311 Tax costs of intra-group assets

We broadly agree with Position 3.1(a) and outline below the expected outcome under some
examples.

Example at section 3.7.2 of the DP submission — direct acquisition of debt

In the DP submission’, we gave the example of a third party (Third Party Co) that loans $20
million to a member of a consolidated group (Sub A) at a fixed interest rate of 10% per
annum. The market interest rate subsequently moves to 8% such that the debt has a market
value to Third Party Co of $25 million. Third Party Co assigns the debt to the head company
of the consolidated group (Head Co) for $25 million.

Under paragraph 3.27 of the Position Paper, the tax cost of the debt would be its actual cost,
which is $25 million. Position 3.1 only allows recognition of a tax cost that does not have a
corresponding accounting liability which is recogmsed elsewhere (for tax purposes) in the
consolidated group. We assume that this requires the recognition of a liability at step 2 of the
eniry ACA calculation as paragraph 3.42 appears to suggest. If so, the tax cost of the debt
would remain $25 million since the loan of $20 million was made to Sub A when it was
already a member of the consolidated group. That is, the liability will not have been taken
into account in working out the ACA of Sub A when it joined the consolidated group.

If the debt is subsequently transferred by Head Co, any gain or loss would be worked out by
reference to the tax cost of $25 million. If, however, the debt is repaid by Sub A, the
economic loss to the group would be $5 million so the tax cost of the debt should only be
recognised to that extent.

Direct acquisition of debt where corresponding liability taken into account at step 2

3 Section 3.7.2

10
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Single entity rule

Consider a variation of the above example where Third Party Co loans $20 million to Sub A
before Sub A is acquired by Head Co. As a result, the loan of $20 milljon is taken into
account at step 2 of Sub A’s ACA calculation. The market interest rate subsequently moves
to 8% such that the debt has a market value to Third Party Co of $25 million. Third Party Co
assigns the debt to Head Co for $25 million.

Under paragraph 3.27 of the Position Paper, the tax cost of the debt would only be $5 million
since $20 million was recognised at step 2 of Sub A’s ACA calculation. That is, the tax cost
of an intra-group asset to the extent that it does not have a corresponding accounting
liability which is recognised elsewhere in the consolidated group for tax purposes should be
recognised for income tax purposes.

Example — indirect acquisition of debt

Consider a variation on the first example where, instead of assigning the debt to Head Co,
Third Party Co is acquired by Head Co. As a retained cost base asset, the TCSA of the debt
will be its face value of $20 million. The purchase price of Third Party Co will, however,
have reflected the market value of the debt of $25 million. This excess of $5 million will be
allocated to any other assets that Third Party Co held at the joining time. Accordingly, under
Position 3.1, the tax cost of the debt would be $20 million.

307 Tax costs ol intra-group assets

While we understand the Board’s revenue concerns with bringing forward the point of
recognition of the tax costs of intra-group assets, particularly where such assets remain in the
consolidated group indefinitely, we note that the blanket deferral proposed by the Board is
inconsistent with the proposed asset acquisition model and will impose additional
compliance costs due to the need to track intra-group assets notwithstanding that they cease
to be recognised within the consolidated group. Accordingly, consideration should be given
to the introduction of a concessional principle that allows tax cost of intra-group assets to be
recognised at the time when they are brought into the group where the remaining term of
those assets is under a threshold of, say, 5 years.

3.1.3 Relevance of income tax history of intra-group assets

We agree with the Board’s position that income tax history of an intra-group asset prior to it
coming into the consolidated group should be irrelevant when it is subsequently disposed of
or lapses.

BT W foped SV 22 e B SRR e
3.2 Intra-group Habilities

Position3.2

T he Board _qéﬂsid 7S '_Jza:t _t::l.re'_ __t.'ﬁ_tr"a-_giir_‘_&;;p. Imbifity aq‘ius!mem should . be modqﬁed so that

(@) the adjustment is riggered when an inira-group asset that does not havea

‘corresponding liability owed to it by a member of the old. roup leaves.a cgtisdlidé;ed ;

group with a leaving entity; and = .

(b) the adjustment applies to liabilities and to b.ﬁzer_ simé"lr'r"r.t‘)_}ﬁes of obligations, S

...Q.uestia.ua'z: . St L e R e e T
Do stakeholders dgree i_vit_h Pos"i'tio'n's'.‘??-ff Hot, why not? SR e e

We agree with Position 3.2, We highlight that the amendments should also address the
technical issue identified at section 3.7.5 of the DP submission.

11
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Single entity rule

Position 3. 3 _ _ S o
T he Board conszdeis that ada‘.-!wnal integrt{y pmvisions are reqmred ta address
_mapproprmte outcomes ﬂzat cmsc ﬁ om fhe use of mtm-g g _up tr (msacrmns to er eate ;

Question 3.3
.1)0 stakehalders agree mth Pasu’mn 3 3? 1 f not, why not?

While we agree in principle with the Board’s position that additional integrity provisions
may be required to address inappropriate cutcomes, we note that a rationale of the
consolidation rules was to reduce the need for integrity measures such the loss duplication or
value shifting rules. Accordingly, any proposed amendments should be approached with
caution and we strongly recommend that further consultation be undertaken to ensure that
any such measures will not result in significant complexity or unintended outcomes.

3.4 Bxiension of single enfity
Pos:tion.?ll

The Board constders ﬂmt the smgle ent.rty .'m'e (together w:th at‘hcr parts'of the
consolidution pr 0wsrom) shauld be. extended fo thit a' parties who are:.

. (a) shareholders of the Itead company of a consolzdated group, or
()] ltquidatws appomled to the head company of a consolmfatcd group.

“Consider: ation shom'd also be given to extend.'ng the stngle enti{y mle (tagether w:fh other
“parts of the consolidation pr owswns) s0 that it appltes to the dealm' s of a related thlrd
party with a consolidated group. L S o

Questton 3 4
(a) Do stakehaldcfs agree wzth Posmon 3.4? ly‘ not, wk y. not?

(B Are there circumstances wkere an excepﬁan should be made ta the prmc:ples
praposed in Posmtm 3 4? o R RRTE

dealmgs af‘ a related fim d par{v w:th a ccnsahdated group?

We agree with Position 3.4 subject to our comments below.
3.4.1 Other parts of the consolidation rules

Further clarification is required on the Board’s reference to “other parts of the consolidation
provisions”. There is no discussion in the Position Paper on what these other parts might be,
e.g. the entry or exit history rules, the entry and exit tax cost setting rules, etc.

342 Indrect shareholdings

A number of the provisions referred to in the Board’s Discussion Paper and submissions can
apply to indirect shareholdings.

12
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Single entity rule

Consider, for, example, an individual that holds all of the shares in the head company of a
consolidated group and has held them for at least 12 months. If the individual disposes of
those shares, the CGT discount will not be available unless the integrity rule in section 115-
45 is satisfied. That is, the discount will not be available on the disposal of shares in the head
company if more than half the underlying assets of the head company were acquired within
the 12 month period immediately before the CGT event. Under Position 3.4, the SER would
be extended to the individual when applying the integrity rule in section 115-45. If, however,
the individual holds the shares in the head company indirectly through an interposed entity
such as a trust or a foreign company, the SER would not apply even if the interposed entity
were a mere holding vehicle with nio other assets other than the shares in the head company.

In such a scenario, although the individual would not be considered a shareholder, they
should arguably be treated as a related third party to whom the SER should be extended.

Another example might be Division 855, which would be capable of applying where there is
a chain of indirect interests held by non-residents in the head company of a consolidated
group. If Position 3.4 only extends to shareholders, a different outcome would arise
depending on whether the shareholder disposed of the shares in the head company or the
disposal occurred further up the chain of ownership.

3.4 3 Parties other than sharcholders

We note that some of the provisions identified in the Discussion Paper may apply not only to
shareholders but to other related parties. Some of these are highlighted below.

3450 rvision 7A

In TD 2004/68, the ATO concludes that the SER does not apply if a private company, that is
a member of a tax consolidated group, makes a payment or a loan, or forgives a debtto a
shareholder (or shareholder's associate) external to the consolidated group. This is because
the rules operate to treat the transaction as a dividend to the shareholder or associate and is
therefore outside of core purposes. Accordingly, Division 7A applies not only to
sharcholders but to their associates. Although such associates may not be shareholders in
their own right, this should also be a scenatio in which they should be treated as related third
parties to which the SER applies.

3,432 Phvision 974
As highlighted in Appendix A of the DP submission, there are a number of issues with the
application of the SER issues undex Division 974.

Subsection 974-75(6)

The turnover test contained in subsection 974-75(6) is used to determine whether related
party at call loans are debt or equity. The provision only applies if the company’'s GST
turnover is less than $20 million. There is uncertainty as to whether the SER can apply when
calculating GST turnover because such related party at call loans can be interest free in
which case they would not affect the calculation of taxable income or a tax loss of the head
company. Accordingly, the application of subsection 974-75(6) would not affect any of the
core purposes and the SER would not apply. We consider that the SER should apply when
working out the GST turnover for the purposes of this provision.

Section 974-80

The application of section 974-80 requires an assessment of transactions between a number
of entities including a company, a target entity and connected entities. For example, a
company (Aco) issues a debt interest to a connected entity (Xco). Xco in turn issues an
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Single entity rule

equity interest to its parent company, Wco. Weo and Aco are members of the same
consolidated group.

The ATO is likely to treat Wco as a target entity and Xco as a connected entity. If the SER is
not extended to Aco, then section 974-80 is likely to apply to treat the interest issued by Aco
as an equity interest. This would not appear to be an appropriate outcome given that the
arrangement is simply the issue of debt by Aco to the consolidated group of which Wco is
the head company.

We understand that Treasury is considering amendments to section 974-80. Any extension of
the SER should be considered in the context of any amendments,

Non-share distributions

When a company issues a non-share equity interest, payments made in respect of the
instrument do not affect core purposes. Accordingly, it is unlikely that the SER applies from
the perspective of cither the issuer or the holder. This means that the third party is taken to
hold an equity interest in the subsidiary member of the tax consolidated group.

Under section 709-85, any non-share distribution is considered to be that of head company
for franking purposes only. However, the extent to which the distribution is frankable can
only be determined by reference to the profits of the subsidiary member under section 215-
20 (as confirmed in ATO ID 2009/65).

Consideration should be given to extending the SER such that the equity interest would be
taken to have been issued by the head company. This would overcome the above issues 85
and would allow the consolidated group to take into account all of its profits for the purposes
of section 215-20. Furthermore, a single non-share capital account would be maintained by
the head company rather than one by each subsidiary member that has issued non-share
equity interests.
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Interaction with other parts

Ao

"'s

A% Vaxation of {rusts

4,11 Calenlating net income and income for a non-membership period

Position 4. 1.

The Baard cons:ders thal. o

(a) at usr’s net mcome  for the non-member sh:p perwd be calc;_:l_'a_t_ed by reference to tke
income and expenses. that are reasanabw attribumble fo the period and-a reasonab
r opor tion of such amounts that are not almbutable to any paracular pef viod within the:

lncome year, rmd

Do stakelwlde:s agree w:th Posmon 4 1 ? If not, wky not?

We agree with these two principles. However, further details are 1equ1red on how a
reasonable attribution of a trust’s income and expenses to a non-membership period will be
determined.

We note that, at paragraph 4.10, the Board refers to the use of the principles in Subdivision
716-A. The application of these principles may not give rise to an allocation of income and
expenses that equates to that determined under the trust deed. If so, this may affect the
proportions of income that beneficiaries are presently entitled to.

In summaty, an alternative approach might be to determine a reasonable attribution of a
trust’s income and expenses to a non-membership period by reference to the trust deed and
any determinations made by the trustee as to how income and expenses should be attributed.

4.1.2 Calendnting the beneficiaries and trustee’s share of the net mcome

Pasmon 4.2 .

The Bomd cansrders that a benef' cmry s and the rmstee S, shme of tke trust s net income ;
should be determined by takmg mto accmmt events that Imppen after “ tmst Joms or -
Ieaves a consolidated group. ' S R S L

. Questmn 4 2. : , L
Do stakeholders ag; ee w:tk Posztmn 4 2? lf nat, why not?

We agree with this position.

Although we agree with the above principles, they are quite broad and, in our view, do not
remove some of the uncertainties that exist in the current legislation.
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Interaction with other parts

We note that the Board states in the Position Paper that it had considered the trust
interaction issues using the existing framework in Division 6 of the ITAA 1936 whilst taking
into account the following principles:

e Ensure that all the net income of the relevant trust is assessed to a party for the
income year

e Provide a mechanism that allows the net income to be allocated on a fair and
reasonable basis, having regard to the entitlements to the income of the trust during
the relevant periods

e Ensure that the mechanism used o allocate the net income of the trust does not result
in the occurrence of double taxation or duplication of losses

¢ Ensure the trustee and beneficiaries are not penalised inappropriately at the top-
marginal rate in circumstances where they would not otherwise be penalised if the
non-membership period were instead an income year.

We agree with the Board’s position that these four overarching principles should govern the
taxation outcomes when determining who bears the tax in respect of income derived by a
trust during the NMP when a trust enters or exits a tax consolidated group part way through
an income year.

It is in the context of those principles, which Positions 4.1 and 4.2 are designed to reflect,
that we suggest the following framework to be used as the basis for determining who should
pay the tax on the income of a trust that has a NMP at some point during an income year.

We would like to emphasise that the framework that we are proposing is still in a relatively
embryonic state and is therefore not fully developed. However, we include it in our
submission for the Board’s consideration and we would be happy to discuss this model
further with the Board if it so desires.

We propose three options for determining which entity should pay the tax atiributable to the
NMP. The appropriate option will depend on whether or not the trustee has made a
distribution (or created a present entitlement) during (or in respect of) the NMP. In an entry
scenario, the options and the circumstances in which they apply are summarised in the
following table.

Option Circumstances giving rise to application

1 The trustee makes an inferim distribution (or creates a present entitlement) in
respect of the whole of the income attributable to the NMP

2 The trustee does not make any distribution (or create a present entitlement) in
respect of the income attributable to the NMP

3 The trustee makes an interim distribution (or creates a present entitlement) but
it does not match the income of the trust that is attributable to the NMP

The following example illustrates how we propose that the three options should work. The
facts of the example are:

¢ The AB unit trust (AB) has the following three unit holders — Big Co Pty Ltd (50%), Mr
Medium (40%) and the Little Family Discretionary Trust (10%)

e The net income of AB for the entire income year ending 30 June 2011 is $12,000. There
are no seasonal fluctuations with AB’s business and, therefore, expenses are incurred,

4 Paragraph 4.7
16

SHICADOGUMENTS AND SETTINGS IWOODWARD LOCAL $ETTINGSTEUPORARY INTERNET FLESGONTENT, OUTLOOK WRIDSEFLIANAL SUBHSSION ON BOT POSITION PAPER 021212 (2 DOCK




Interaction with other parts

and income is derived, evenly throughout the year. For simplicity, assume that the net
income under subsection 95(1) ITAA 1936 and the trust law income identical

¢ On | December 2010, AB unit trust becomes a 100% wholly-owned subsidiary of D Co,
the head company of the D Co tax consolidated group.

Option 1. The trustee makes interim distribution or creates a present entitlement in respect
of the whole of the income attributable to the NMP

Assume that on 30 November 2010, the trustee of AB resolved to make an interim
distribution of all of the distributable income of AB as at that date. The amount of the
interim distribution attributable to the NMP, being 1 July 2010 to 30 November 2010, was
later determined to be $5,000.

The unit holders’ present entitiement to AB’s trust law income was as follows:

Unit holder Share of trust law income
$

Big Co Pty Ltd 2,500

Mr Medium 2,000

The Little Family Discretionary Trust 500

Total Distributable Income 5,000

In this example, the NMP is S months. Given that the income is derived evenly throughout
the year, the income that is reasonably attributable to the NMP is $5,000 (i.c. 5/12 months X
$12,000). Our earlicr comments in response to Position 4.1 regarding how to determine if
income or expenses are reasonably attributable to a NMP should be noted.

In this simple example, the unit holders should be assessed under section 97 of the ITAA
1936 on their share of the net income of the trust {(which, as noted above, equals trust law
income) as follows:

Unit holder Share of net income Rate

$
Big Co Pty Ltd 2,500 30%
Mr Medium 2,000 Marginal tax rates
The Little Family Discretionary 500 Top marginal tax rate
Trust unless beneficiaries

presently entitled

Total Net Income 5,000

Once AB becomes a member of the D Co tax consolidated group, the net income of AB for
the remaining seven months (i.e. $7,000) will be taken to have been derived by D Co under
the SER.

Under this option, the beneficiaries of AB pay the tax on their share of AB’s net incoime that
is attributable to the NMP. Therefore, the D Co is not inheriting a tax liability in respect of
AB’s NMP. Therefore there is no need to consider the any provision for tax when
calculating step 2 of AB’s ACA.
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Option 2. The trustee makes no distribution or creates no present entitlement in respect of
the NMP

Assume now that the trustee of AB does not make a distribution of any of the income
attributable to the NMP. No beneficiary is therefore presently entitled to the NMP income of
AB.

In these circumstances, legislation could be introduced to deem AB to be a public trading
trust in respect of the NMP. In this case, the net income of AB that is attributable to the NMP
(i.e. $5,000) would be taxed at the corporate rate under section 1023 of Division 6C of the
ITAA 1936.

AB (or the trustee of AB) would effectively be accumulating the net income attributable to
the NMP because the cash stays in the trust. Under this option, a liability for the provision
of tax (i.e. $5,000 x 30%) would need to be brought to account in respect of the NMP.

The provision for tax should represent a liability for the purposes of determining the Step 2
amount when calculating the ACA for AB. It would also seem to be appropriate that the
(after tax) accumulated income in AB, to the extent that it is fully taxable, should be
considered when calculating the Step 3 amount for AB.

Once AB becomes a member of the D Co tax consolidated group, the net income of AB for
the remaining seven months (i.e. $7,000) wilf be taken to have been derived by D Co under
the SER.

The principle that AB’s distributable income (and thercfore AB ’s net income) for the NMP
is to be allocated on a reasonable basis as per the Board’s recommendation, is inherent in this
option as well as in the other two options,

Option 3. The trustee makes a distribution or creates a present entitlement in respect of
part of the NMP

The third option deals with the situation where the trustee makes an interim distribution in
respect of the NMP but that distribution does not match the amount that would be reasonably
allocated as recommended by the Board.

Assume that the trusiee of AB distributed $3,000 out of $5,000 of distributable income to the
unit holders in accordance with their unit holdings for the NMP. That is, Big Co - $1,500, Mr
Medium - $1,200 and The Little Family Discretionary Trust - $300.

Effectively, AB will retain the balance of $2,000 of the trust’s distributable income that is
reasonably attributable to the NMP.

We suggest that in these circutmstances the Board may consider a hybrid mode] which
encompasses both options 1 and 2 as described above. For example, the unit holders could be
liable to tax on their share of the distribution as per option 1. In respect of the balance, AB
could be deemed to be a public trading trust in respect of the remaining NMP (i.e. $2,000) as
per option 2. To give effect to this, the period that AB is deemed to be a public trading frust
could be worked out on a number of days bases, {i.e. based on the shate of the NMP incotne
that is distributed). In this example, the number of days that AB would be deemed to be a
public trading trust would be calculated as follows:

365 days x 2,000/12,000 = 61 days

The remaining days of the NMP would be assessed to the beneficiaries as per their share of
the interim distribution. To illustrate this concept the following table shows the allocation of
days per period, and the tax treatment of the share of trust income for each period:
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Interaction with other parts

Period Liability for tax Share of net income Rate
days $
9ldays - NMP Beneficiaries Big Co - $1,500 Corporate rate
Mr Medium - $1,200 Marginal rates
TLFDT - $300 Trustee or
Total = $3000 beneficiaries
rates
61 days - NMP Trustee, but deemed
public trading trust $2000 30%
213 days D Co - Consolidated Head Company $7,000 30% under SER
Group

Referring to the table, the remaining NMP income of $3,000 to which the unit holders are
presently entitled would be calculated as equating to 91 days of the NMP. This is calculated
using, broadly, the same formula that is used to allocate the number of days that the trust
would be deemed to be a public trading trust. The remaining 213 days is the period that AB
was a member of the D Co consolidated group. During this time, D Co is taken to detive the
trust’s income by virtue of the SER.

Again, the provision for tax for the 61 days would be a liability in the accounts of the trust
and therefore a liability for the purposes of step 2 of the ACA. Similarly, the after tax
income, to the extent it is fully taxed should be included at Step 3 of the ACA.

If interim distribution exceeds the amount that is reasonably attributable to the NMP

In the event that the trustee makes an interim distribution which is in excess of the amount
that is reasonably attributable to the NMP, we propose that the excess could be treated as a
non-assessable payment to the unit holders and therefore subject to CGT event E4.

Exit from a consolidated group

A similar model to the entry model discussed above may be used where a trust exits a
consolidated group part way through an income year.

NMP losses

Where AB made a loss in respect of the NMP, it would still have to satisfy the trust loss
provisions in order to fransfer that loss to D Co.

11,3 Cateulating the bepeficiaries and trustee's share of the net incomne

Posttton 4.3

The Baard cons:deis that ﬂre g1 oup s tax lmbtlzty in relatmn to the net mcome af a 1rust s
non-membership perwd be included in the allocable cost amount calculation. o

_Questmn 4.3 - o AR o _
Do stakehalders agree wn‘h Postt:on 4.3? If not, why not?
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4.1.3.1 Corrent fux Habilities
In Appendix C of the DP submission®, we gave the following example:

AB unit trust has one beneficiary (Cco). AB unit trust has one depreciable asset with an
original cost base of $1000, a tax written down value of $400 and an accounting written
down value of $400. Cco sells all of its units in AB unit trust to Heo halfivay during the
income year. Consequently the unit trist becomes part of Heo's consolidated group. At
the time of joining, income and net income of the trust is equal to $10,000. The trust has
retained the net income in a bank account (310,000).

We indicated that if the trustee was assessable on the net income of $10,000, then this would
appear to be a liability of the trust (i.e. a liability of the trustee in its capacity as trustee of the
trust). Accordingly, a liability of $4,650 would be included at step 2 of the entry ACA
calculation. The purchase price paid by Hco is likely to be discounted for the inherited tax
liability. This would seem to provide for an appropriate result.

However, if under any proposed changes to the allocation of the net income of the trust
arising from Position 4.2, if Hco is assessable on the $10,000 (or part of that amount), then
this would not be a liability of the trust, but rather a liability of the tax consolidated group.
Accordingly, this liability would not be included at step 2 of the entry ACA calculation, as it
is not a liability of the joining entity. This would not be an appropriate result. Accordingly,
we agree with Position 4.3, which would overcome this issue.

4,132 Deterred tax Habilities in rospect ol asseis

The Position Paper does not consider if inherited DTLs should also be taken into account at
step 2 of the entry ACA calculation. Consider the following example from Appendix C of
the DP submission:*

AB unit trust has one beneficiary (Cco). AB unit trust has one depreciable asset with an
original cost base of $1000, a tax written down value of $400 and an accounting written
down value of $500. Cco sells all of its units in AB unif trust to Hco and consequently the
unit trust becomes part of Heo's consolidated group.

As the trust does not pay tax, this amount is not recorded as a liability in the accounts of the
trust, If Heo acquires the asset for $500 (assuming the market value equals the accounting
written down value), there would be no inherited DTL. If Heo acquired the units, it is not
clear if the purchase price would be discounted for the DTL of $30.

Currently, if the purchase price was not discounted, then the step 1 amount of the entry ACA
would be $500, which would be pushed down to the asset giving it a TCSA of that amount.
This would be an appropriate outcome.

If the purchase price was not discounted, but Position 4.3 applied, a DTL of $30 would be
recognised at step 2, which would initially result in an ACA of $530. However, subsection
705-70(1A) would then apply to reduce any DTL to nil, resulting in an ACA of $500. This
would be an appropriate outcome.

44,53 Deferred tax Habilities in respect of liabilites

Consider the following example:

AB unit trust has one beneficiary (Cco). AB unif frust has one depreciable asset with an
original cost base of $1000, a tax written down value of $400 and an accounting written
down value of 8400. AB unit trust also has a foreign currency loan with a tax value of

* Example 2
® Example 1
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8300 and an accounting value of 3200. That is, there is an unrealised foreign exchange
gain of $100 on the loan. Ceo sells all of its units in AB unit trust to Heo and
consequently the unit trust becomes part of Heo’s consolidated group.

Heo is likely to discount its purchase price for the DTL on the foreign currency loan.
Accordingly, it would pay $170 for Cco worked out as follows:

$
Depreciable asset 400
Foreign currency loan {200)
DTL on loan (30
170

The ACA would be $370 consisting of a step 1 amount of $170 and a step 2 amount of $200.
The DTL would not be taken into account at step 2. Section 705-80 would result in the
recognition of a gain of $100. As to whether this gain would be taken into account at step 3,
subsection 713-25(1) states that the step 3 amount is the sum of the trust’s realised profits, to
the extent that:

(a) they accrued to the joined group before the joining time (as defined in subsection 705-
90(7)); and

(b} as at the joining time, they have not been distributed to members of the trust; and

(c) if each of them were distributed as mentioned in paragraphs 705-90(7)(a) and (b):

(i) they would be distributed otherwise than in respect of a unit or an interest in the
trust; or

(ii) their non-assessable parts for the purposes of section 104-70 would be disregarded in
working out whether or not a capital gain had been made because of CGT event E4;

except to the extent that they recouped losses of any sort that accrued to the joined group
before the joining time (as defined in subsection 705-90(8)).

As the AB unit trust was not held previously held by Hco, paragraph 713-25(1)(a) would not
be satisfied as the gain of $100 would not have accrued to the joined group before the joining
time.

Accordingly, section 705-80 would not appear to result in any adjustment to the ACA. It
appears, therefore, that Position 4.3 may need to cover DTLs arising from liabilities.
Allowing the DTL to be taken into account at step 2 of the above example would result in an
ACA of $400, which would be entirely pushed down the asset. This would be an appropriate

outcome.

nsolidation membership vudes

b Appl 3«'izzgg the consolidation membership rules Lo trusts

Pasrtmn44 T

The Board cons:de:s that a tr ustee, in its. capacujv of trustee far a t: ust th at is a member of
‘a consolidated group, be treated as a member of the same consolrdated group as the trust.

| -Q#estion_4_4_ T
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I Do stakeholders agree with Position 4. 47 If not, why not?"

We reiterate out comments in the DP submission’ that it should not be necessary for a trustee
to be a member of the same consolidated group as a trust. This is based on subsection 960-
100(1), which specifically treats a trust as an entity for the purpose of applying the income
tax laws, and subsection 960-100(2), which specifically treats the trustee of the trust as an
entity. There is no specific provision in the consolidation rules that requires a trustee to be a
member of a consolidated group. A trust can be a member of a group so long as all the
membership interests of the trust are beneficially owned by the consolidated group.

Furthermore, jurisprudential analysis indicates that a trustee cannot be separated from the
concept of a trust, Accordingly, where a trustee company is acting as trustee of a trust that is
a member of a consolidated group, its activities will be those of the consolidated group.
Where the trustee company is acting in its own capacity, its activities will be its own outside
of the tax consolidated group.

For the above reasons, we do not agree that principle in Position 4.4 is required. However,
we understand that this position will address issues that have been raised by other
stakeholders. Although we do not have any objection to the position, we do anticipate a
number of problems may arise if Position 4.4 is adopted.

A trust that has one or more natural persons acting as trustee, which may be the case in the
SME market, would not qualify as a subsidiary. Most trust deeds permit a change of trustee,
so this problem could usually be rectified.

Perhaps a more common problem might involve a timing issue. For example, Big Co (a
member of a tax consolidated group) acquires all of the units in the Small Unit Trust on 1
July 2011. As aresult of Big Co’s acquisition, Large Co replaces Small Pty Ltd as trustee on
4 July 2011. Under the current rules, the Small Unit Trust would automatically join Big
Co’s consolidation group on 1 July 2011. Under Position 4.4, the Small Unit Trust may not
be eligible to be a member until 4 July 2011.

Further complexities are likely to arise where a corporate entity acts as trustee for two or
more trusts, (say) a unit trust and a discretionary trust, In this example, assume that the unit
trust is eligible to be a member of a tax consolidated group (under the current rules), whilst
the discretionary trust is not a wholly-owned subsidiary and therefore not eligible. This
situation can be reasonably common in the SME market, although not limited to that market
requiring the trustee to be a member of the tax consolidated group would, in our view, result
in unnecessary complexities.

4.2.7 Membership of a consolidated group — beneficiavies

Position 4.5~ oo T

lee Board cousrders ﬂmt all benej‘ cmnes, mc!udmg d’ebt benef clar, les, mtt lmlders ar.

Qnesnon 4, 5 S
Do stakehaldeis agree wn'h Pasmon 4 5 ? I f not, wh ¥ not?

We do not necessarily disagree with the Board’s position in 4.5, however, we note that this
position will result in an inconsistency between the membership rules for comparies and
those for trusts. That is, the note in section 960-135 makes it clear that section 960-135 (in
conjunction with section 960-130(3)) operates to ensure that a debt interest is nof a

? Section 4.7.1
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membership interest. It follows that the cost of acquiring the debt interest would not be
included in the Step 1 amount when determining the ACA of the trust.

If such interests are taken info account to determine the membership of trusts, a trust that has
a financing arrangement by way of an equity instrument that has debt characteristics, will not
be eligible to be a member of a tax consolidated group. This would be inconsistent with the
position for companies.

Notwithstanding the above, we note that the Board’s position will overcome the potential
{ssues highlighted at section 4.9 of the DP submission where beneficiaries that hold debt
interests are presently entitled to income of the trust which is a member of consolidated
group. However, we highlighted that should the Board consider such arrangements
appropriate, modifications to section 97 would be required. The Position Paper does not
recognise this in the discussion preceding position 4.5.

Our preference would be to allow a trust to be a member of a consolidated group even
though debt interests may be held by beneficiaries outside of the group. We note that the
Accounting Standards also take a substance over form approach regarding the presentation
of financial instruments as liabilities or equity (i.e. refer to AASBs 132 and 139). Therefore,
a debt interest may typically be recognised in the financial statements of the trustin a
manner that is consistent with the tax treatment. The definition of the income of the trust
might, in many cases, be determined in accordance with accounting principles and, therefore,
no problems would arise under section 97 of the ITAA 1936.

Notwithstanding this, as previously highlighted, certain modifications to section 97 may be
required in cases where the income of the trust is defined as something other than the amount
calculated under subsection 95(1) of the ITAA 1936, or an amount calculated in accordance
with accounting principles.

4.72.3 z‘f‘x}')p}icaz%_im'; of the membership rules to foreign hybrids

FPosition 4, 6 .
TheBomdconszders that.__ '_ _:' T ; :
(a) fore.'gn Izybr:ds shauld be el’rg:ble to became membem of a cansolidated gr oup, and

b ﬂus skould be r evtewed {f ewdence suggests fhat mtegrtw rtsks ar:se as a result of rhls
" outcome, KB plmE R

Do stakeholders agree. w:th Posrtwn 4 6? If not, why not?

We agree with Position 4.6, A foreign hybrid is already permitted to become a member of a
tax consolidated group provided that all of the partners in the relevant non-resident
partnership satisfy the residency requirements.

This policy intent is clear from the drafling of section 703-15. It is also supported by the fact
that the income of the partnership and any CGT events flow through to the respective
partners who are Australian tax residents. The non-resident status of the partnership is
irrelevant when considering the tax consequences of the income derived by the partnership
from the perspective of the Australian residents who are the partners.

We see no reason to deviate from the policy objective of treating a foreign hybrid that is a
partnershlp as eligible 1o join a tax consolidated group for Australian tax purposes. The
ATO’s view in ATO ID 2009/149, which states that a US limited liability company which
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satisfies the foreign hybrid provisions can join a tax consolidated group, produces a correct
policy outcome.

We are not aware of any integrity risks associated with foreign hybrids forming part of a tax
consolidated group. If the ATO has identified any such risks we would ask that they provide
an outline of such risks to enable a better understanding of any issues it may have with
foreign hybrids joining a tax consolidated group.

Cinternanonal (8% 185U

4.3.1 Moving Australian assets within a MEC group

.Posn‘mn 4 7

: The Board conszde:s that all tke assets of a MEC gr oup or eonsohdated group (J aﬂz
than the assets of the leaving enttty) should be taken m account fa.l the purpase of __
‘applying the pr mc:pal asset test in Division 855. - Sty S Ay

: Questmn 4 7
Do stakeholders agree wn‘h Posatwn 4 7? {f not,

why not? _ T

We strongly believe it is not appropriate to take into account all of the asseis of a
consolidated or MEC group for the purpose of applying the principal asset test in Division
855. We consider that existing integrity measures would address the arrangements of
concern to the Board. Further, we consider that the proposal would create considerable
complexity in applying the provisions, add to compliance costs and would be contrary to the
policy objective of Division 855 to encourage offshore investment.

Two integrity measures cunently exist which counter arrangements that would otherwise
pass the principal asset test in section 855-30. Subsection 855-30(5) contains an integrity
rule which requires that the taxpayer ignores assets transferred to, or from, the test entity if
those assets are used to circumvent the principal asset test. Secondly, the general anti-
avoidance provisions in Part IVA can also apply where assets are transferred from a test
entity to another entity, where the other entity would not be within the principal asset test.
Providing that transfers are done for a commercial purpose other than to obtain a tax benefit,
there should be no need to insert additional integrity provisions.

Adding additional complexity to the tax legislation should be avoided when the concern that
such changes are intended to address is already covered by existing prowsmns It would take
considerably more time and cost to comply with a requirement to review and value all of the
assets of a MEC group or a consolidated group rather than just the assets of a leaving entity
for the purpose of applying the principal asset test in Division 853. This would be
particularly onerous for large scale MEC groups or consolidated groups.

We would be concerned with integrity rules that could jeopardise international investment in
Australia. When Division 855 was introduced, the Explanatory Memorandum for Taxation
Laws Amendment (2006 Measures No. 4) Bill 2006 stated that these measurcs were
infroduced to:

[Flurther enhance Australia's status as an attractive place for business and investment by
addressing the deterrent effect for foreign investors of Australia’s current broad foreign
resident CGT tax base.
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4.6 More generally, the amendments will encourage investment in Australia by aligning
Australian law more consistently with international practice. This results in greater
certainty and generally lower compliance costs for investors.

In our view, the proposed change would contradict the policy behind the introduction of
Division 855,

4.3.2 Uplifting the cost base ol assets withoul recognising a capital gain

Position 4,8 .. T A SR S e
_The Board constders that, where thsmn 855 apphes to an asset, ﬂ’ze consolidatmn rax

cost setting rules should not app{v to the asset Jmless there isa change in the nnde
beneficial ownership of the asset, = 7. ol

Question 4.8 -
Do stakelzolde:s agree w:tk Pos:t:on 4 87 If not, w]zy not?

We believe that such integrity risks are already adequately covered by the operation of Part
IVA and that the general anti-avoidance provisions should deal with transactions of this
nature where the sole or dominant purpose of the transaction is to obtain a tax benefit. The
interposition of an entity for the sole or dominant purpose of obtaining a tax benefit under
the tax cost setting process ACA pushdown is one of the examples in the ATO’s
consolidation Part IVA guide.

We would also be concerned that additional integrity provisions would complicate (and add
to the compliance costs) of totally commercially driven restructures.

Our catlier submission noted that similar concerns regarding integrity risks were raised by
the ATO in relation to the application of Subdivision 124-M rollovers to public companies
and restructuring arrangements. This resulted in complicated provisions to deal with such
restructures in Subdivision 124-M (see Subdivision 715-W and sections 124-784A to C).
During and after the associated consultation it was acknowledged that it would be rare for a
transaction to fall within such provisions where Part IVA would not otherwise apply. A
considerable amount of consultation time was therefore devoted to provisions that practically
have little or no effect.

We also do not agree that it is appropriate for a restructure involving a transfer within an
existing group which is commercially driven to be treated differently and produce different
tax outcomes to an identical commercially driven transaction involving a transfer to an
unrelated Australian consolidated group. Where the transaction — whether to a related or
unrelated party — is not commercially driven, and entered into for the sole or dominant
purpose of obtaining a tax benefit, it is appropriate to rely on the provisions of Part IVA.
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civEe T
SIS iR

Ad A pifal

i

s

1 Subsidiary members leaves a MEC group

Position 4 9

The Baard eans:dels that C GT event Jl should nat apply wizen subszdmry members Teave
a MEC group iith assets that were rolled over prior to the entity joining the group.

Ques!lon 4‘9

Do stakeholders agf e wu‘h Posman 4. 9? If not, why H ot?

We agree with Position 4.9. Section 104-182 should also apply where the recipient company
that ceases to be subsidiary member of a MEC group.

4.4.7 Bligible der-1 company leaves a MEL group

Po.sttmn 4.10 .

The Board agi ees ﬂmt double taxatmn may arise when an e.’rgzble tier-l campany .’_
consolidated group with assets that were rolled over pr io: to the ent:ty joining a ' -
consolidated group because of the pooling rules. . : S i

:Questlon 4.10(a) " . : i
Do stakehalders agr ce w:th Pos:zion 4. I 07 If mn‘, wh ) nm‘?

We agree with Position 4.10 (this position is illustrated in the exampie below under question
4.10(b)). However, we note that the example provided in the DP submission at Appendix D
(MEC group roll-downs) has not been considered in the Position Paper.

The example at Appendix D in the DP submission (Appendix D example) assumes that the
Subdivision 126-B rollover occurs within a MEC tax consolidated group, rather than prior to
an entity joining a consolidated group as provided in the CTA/MCA submission.

Inthe Appendix ID example, double taxation arises because the Subdivision 126-B rollover
triggers the application of the MEC pooling rules (subparagraph 719-555(1)(b)(i1)), even
though no capital gain or loss arises on the rollover. That is, the MEC pooling rules apply
even though the capital gain that arises from the CGT event is disregarded under Subdivision
126-B. On subsequent d1sposal of the shares in the rolled down ET-1 company, a proportion
of the CGT event J1 gain is duplicated.

To address this issue, consideration could be given to an amendment to subparagraph 719-
555(1)(b)(ii) to exclude a CGT event where a Subdivision 126-B rollover is chosen.

_Question 4, 10(5) ; 3'-} 3: ﬁ;:_'f : FREER bt o 3'; '35 T ;' SO j.' o o e
Whai changes can'be made to ensure defei red eaptml gams and losses m-e not taxed ﬂwr:e
‘when an -ET-1 company leaves a consolidated group with dssets that. were rolled over?:.

The solution to the problem which arises when an ET-1 company leaves a consolidated
group with assets that were rolled over prior to the entity joining a consolidated group is
complicated because of the interaction of the consolidation rules with CGT event JI.

Perhaps there needs to be some mechanism in Division 855 to reduce a capital gain where
CGT event J1 and another CGT event applies, and the capital gain which arises under the
other CGT event is calculated by applying the cost setting amount for the reset interest under
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the MEC pooling rules. Alternatively, a new provision in the anti-overlap provisions in
Division 118 could be inserted to reduce the duplicated gain. This will allow for the deferred
gain or loss to be assessed under CGT event J1 at the appropriate time without duplication of
the gain.

For example, assume the following group structure and details prior to consolidation on 1
July 2000:

Foreign Co
CB=581,500 CB=S5100 CB=3§1000
MV =82,000 MV =5200 MV = 5500
A 2 L
ET1 ET2 ET3
Asscl A — CB of 860, MV $800 Asset C - CB af §100, MY 5200

Asset B - CB of $700, MV 51,200

Assume that Asset B, being real property, is transferred from ET1 to ET2 on 1 July 2000
(prior to ET1 and ET2 forming a MEC group) for market value consideration utilising
Subdivision 126-B rollover relief. As a result, a debt is owed by ET2 to ET1 equal to the
market value of the asset transferred ($1,200).

Assume that a MEC group is formed on 1 July 2002 and the shares in ET2 are disposed on
31 December 2002, at which time the market value of Asset B is $1,500 (assume all other
market values have not changed).

Subdivision 719-K applies on the exit of ET?2 from the MEC group. The pooling rules would
act to reset the cost base of the shares in ET2 to $433 as follows (section 719-570):

Market value of reset interest (E12 = $500)
-------------------------------- X Pooled cost amount ($2,600)

Market value of the group ($3,000)

= $433

The sale of ET2 gives rise to a taxable event given that the shares in ET2 are TARP under
section 855-25. Foreign Co derives a capital gain of $67 under CGT event Al, being equal to
the difference between the market value of the shares of $500 (3200 plus the appreciation in
the market value of Asset B of $300) and the pooled cost base of $433. CGT event J1 will
apply to crystallise a capital gain of $800, being the market value of the asset ($1,500 and the
cost base of Asset B ($700).

The total taxable gain in respect of the sale of ET2 is $867. In this example, the combined
economic gain is only $400, being the combined market value of ET1, ET2 and ET3
separately ($3,000) less the combined original cost base of the shares in ET1, E12 and ET3
of $2,600. This is ignoring the potential capital gain that may arise upon disposal of ET1 and
ET3 in the future (if these shares are TARP).

Another provision could be inserted into Division 855 as follows:
Disregard that portion of a capital gain or capital loss from a CGT event if:

(a) the relevant CGT asset is shaves in an eligible tier-1 company;
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(b) CGT event JI happens at the same time; and
{c) A capital gain is made under CGT event J1.
The portion of the capital gain that is disregarded is calculated as follows:

Market value of roll-over asset to which CGT event J1 applies

Total market value of all assets that are taxable Australian real property

Tn our example above the full $67 capital gain would be disregarded since the only TARP
asset held by ET2 is the roll-over asset to which CGT event J1 applies. This draft provision
would need to be considered in further detail to ensure that there are no unintended
ramifications.

4.4.3 Head company leaves the wholly-owned group

Position 4. 11 o
The Board constders ﬂmt. L ..

(1) CGT event JI should appbt fo wlled over membershw mterests wi:en the mm
owner drsposes af its mteresfs in rhe head company, and S

D) further work is needed to determme how the cost base of these membersh:p mte S18.1
the subsidiary member should be caleulated, .7 0 L S

- Question 4.11 (a)
Do stakeliolders ag: ‘ee w.'th Posmon 4 11 ? lff not, why nat”

We agree with Position 4.11.

'Quest:on411(b) B ﬁ:-'-:_ﬁ"f'.- o

_How should the cost base of the memberskm mlerests m the subsrdmry member of tke et
consolidated group be determined? L LT o i

We believe that a number of amendments should be made in order to determine the cost base
of the membership interests in the subsidiary member of the consolidated group:

e CGT event J1 could state that where a non-resident owner disposes of its interest in the
head company of a consolidated group with a rolled over membership interest assume
that the head company and its subsidiary members are not, and were never consolidated.
Accordingly, this amendment would “switch off” the operation of the SER only for the
purpose of determining the gain under CGT event J1. As such, if it is assumed that the
consolidation rules never applied, the normal consequences of Subdivision 126-B would
apply and the cost base of the membership interests in the relevant subsidiary member
would be determined under the normal cost base rules, and any resulting CGT event J1
gain could be calculated.

o In order to ensure that the CGT event J1 gain is not duplicated upon subsequent disposal
of shares in the rolled over membership interest, there needs to be some mechanism to
pick up the market value of the rolled over membership interests af the time that CGT
event J1 happens.
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For example, assume the following structure:

Foreign Co

CB=51,500 CB =351,000
MV =§2,000 MV =$2,600

L 4
Aco Beco

Assume that the shares in Beo are transferred to Aco for market value ($2,600) utilising
Subdivision 126-B rollover relief and Aco and Beo form a tax consolidated group.
Foreign Co later sells the shares in Aco. At that time the market value of the shares in
Beo is $3,000,

CGT event J1 should apply in this scenario, however, the membership interests in Beo
(being the rolled over asset to which CGT event J1 should apply) are not recognised for
tax purposes under the SER.

Applying our recommendations:

e The SER would be switched off for the purpose of determining the gain under CGT event J1.
A capital gain of $2,000 would be crystallised by Foreign Co under CGT event J1,
being the difference between the market value of the shares in Beo ($3,000) and the
cost base of the shares in Beo as inherited by Aco under Subdivision 126-B (§1,000)

e  When the shares in Beo are transferred to Aco and a tax consolidated group is
formed the tax cost setting rules are applied. The step 1 amount on entry under
section 705-65 would have been $2,600. This amount will be pushed down to the
assets of Bco. However, since a CGT event J1 gain was crystallised upon disposal of
Foreign Co’s shares in Aco, the market value of the shares in Bco as at this date of
$3,000 will be subject to tax. If Aco subsequently disposed of the shares in Beo and
Division 711 was applied, double taxation would arise (since the tax costs of the
assets of Bco would have initially been set on entry based on a step 1 amount of
$2,600, which then becomes the step 1 amount on exit). Accordingly, in order to
ensure that no double taxation arises, there needs to be some mechanism to a take
into account the difference between the market value of the shares in Beo of $3,000
when Aco is sold and the initial tax cost setting amount for Beo of $2,600. For
example, consideration could be given to allowing a Division 705 calculation to be
performed at the time CGT event JT occurs based on a revised step 1 amount of
$3,000.

_.Questmn 4.11 (c)

Is there anotker method that couia’ be used fo deter mme the caprtal gam or capiml loss
made on the disposal 0f those membe: skq) mtei ests, mcludmg for “ pm tml dtsposa of
membership interests? - D o R o R

The amendments as proposed in our response to Question 4.1 l(b) should address the issue of
a partial disposal of the membership interests.
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444 Other <_:':h;_mg£cas to the operation of CGT event S

Questmn 412

Do stakeholders canstder that tssues whtch etm ently ar ise because ef C (
beresolvedrf S N

. a tiine ltmu' applled to tke pr avtsum,

. mmo: ity inter est divestments we:e exempted from the pmwsian, and

.+ the sub-gtoup break—up exemptmn applied swhere Iess than 1 00 pet cent of tke; ntet
“in the sub-group is disposed of to non-group entities? L ey

The measures proposed in Position 4,12 would reduce the compliance costs for taxpayers.
However, given flie uncertainty that currently exists with the application of CGT event J1,
we consider that the Board should undertake further consultation to determine if broader
changes are required to CGT event J1.

4.5.1 Interactions with double tax agreements

Pos:tmn 4. I3: I e T e R L e

The Beam‘ conszders tlmt Treasury and_ teATO sheuld undertake a revtew to c!ary‘jf how; =
Australia’s double tax agreements apply to a conisolidated group. " o i

.Questwn 413 e ', T E3'.'5 |
Do stakeholders agt e with Positian 4 137 If ttot, why not! S

We are unsure of the specific circumstances that the Board considers creates uncertainties
and which require clarification concerning how Australia’s double tax agreements apply to a
consolidated group. In the absence of further detail, we are unable to comment on whether a
review by Treasury and the ATO is warranted.

452 Deferred tax assets and Labilities

Question. 41 4(a) ______

The Boem’ seeks stakehelde; 's eomments on. whether the mclusion of defe.l red taxa X
and deferred tax Imbtl_t_ttes in the tax cost setting p.' ocess results in mmecessm y
complexity? = I S S :

Although the inclusion of deferred tax balances in the tax cost setting process does result in
complexity, it is recognised that this is sometimes required to achieve an appropriate
outcome. Short of introducing amendments, some of this complexity would, therefore, based
on the current provisions, appear to be necessary.

As highlighted throughout the NTLG discussion paper on this matter, the litany of
unresolved issues surrounding the interaction of the relevant accountmg standards and the
tax cost setting process at the very least suggests that the current provisions madequately
provide for the inclusion of deferred tax balances in the consolidation regime.”

We agree with the assertion put forward in the NTLG’s discussion paper that the interaction
of AASB 112 with the other accounting standards has brought significant uncertainty and

 ATO Discussion paper — NTLG Subcommittee Meeting 26 February 2009
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complexity to the ascertainment of deferred taxes in relation to the application of the tax cost
setting process.” However, we believe that the complexity surrounding the use of deferred
tax balances in the tax cost setting process is not limited to that arising from the application
of the accounting standards, and that additional confusion arises due to interpretational issues
associated with the provisions.

These issues include, but are not limited to:

¢ The divergence between the measurement of DTLs between those used in the tax cost setting
process and those presented in the financial statements as a result of recognition choices available
within AASB 112

o The presence of anomalies in the tax cost setting process where the purchase price of the joining
entity has not been adjusted for the value of any DTL or where the value of the joining entity’s
DTL is less than the same DTL post-entry into the consolidated group

e The complexity in the iteration process as established in the Consolidation Reference Manual and
the compliance burden this creates, particularly upon small business corporate groups

s Anomalies apparent in the tax cost setting process resulting from the exclusion of certain DTAs
on unrealised losses where the vendor is taxed on consideration for the DTA and the
consolidation provisions neutralise the deductibility of the consideration paid by the acquirer (see
example in Appendix }).

_Question 4 14(b) _ R R e
_How can the tax treatment of defer red tax assets and defe; red fax habrhttes be stmply" ed?

We do not consider that a universal rule can be introduced that will ensure the appropriate
treatment of all DTAs and DTLs. This is because DTAs and DTLs can arise in a range of
circumnstances. DTAs can arise from losses, tax attributes or differences between the tax and
accounting bases of assets or liabilities. DTLs can arise from differences between the tax and
accounting bases of assets or liabilities. [n relation to assets, DTAs and DTLs may arise from
assets that are reset and those that are not reset, Furthermore, DTAs and DTLs need to be
considered in entry and exit scenarios.

We consider that each of these permutations will need to be considered and potentially a rule
developed for each one. We highlight below some examples of where DTLs give rise to
appropriate and inappropriate outcomes under the consolidation rules.

DTL in respect of an asset on exit

Subco, is a subsidiary member of a consolidated group. Subco enters into a forward foreign
exchange contract. The tax base of the contract is nil as nothing is paid to enter into the
contract. The fair value of the contract subsequently increases to $100 resulting in the
recognition of a DTL of $30. Subco is disposed of by the head company to a third party for
$100. Although there is a DTL of $30 on the contract, the third party is a member of 2
consolidated group and, through the tax cost setting process, the contract will obtain a TCSA
of $100 thereby eliminating any DTL.

The calculation of the exit ACA will give rise to a capital gain of $30 under CGT event L5.
This is because the step 1 amount, which takes into account the tax costs of assets that the
leaving entity takes with it, will be nil as the tax cost of the forward foreign exchange
contract is nil (ignoring the potential application of Division 230). The step 4 amount, which
takes into account liabilities of the leaving entity, would be $30 consisting of the DTL just
before the leaving time. Subsection 711-45(5) would not apply here because it only applies
to unrealised gains and losses on accounting liabilities. The unrealised gain here is on the

? par 75, ATO Discussion paper — NTLG Subcommittee Meeting 26 February 2009
1® Section C2-4-242, CRM (31 March 2008 edition)
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contract itself. Furthermore, the exit ACA would be nil, such that the head company of the
consolidated group would make a gain of $100 on the disposal of Subco. Accordingly, tax of
$39 (30% of $130) would be payable by the head company on an economic gain of $100.

If the consolidated group had simply sold the contract, there would have been a gain of $100
that would have been included in assessable income. Tax of $30 (30% of $100) would be

payable on that gain.
DTL in respect of an asset on enftry

Continuing with the above example, the purchaser of Subco is Xco, the head company of
another consolidated group. As noted above, Xco paid $100 for Subco. The step 1 amount of
the entry ACA calculation will be $100 and the step 2 amount will be Subco’s DTL of $30.
Accordingly, the entry ACA will initially be $130 and this would become the TCSA of the
forward foreign exchange contract. Through the reiteration process required by subsection
705-70(1A), however, the step 2 amount would be reduced to nil such that the entry ACA
would eventually equal $100, This is the appropriate outcome but there may be several
reiterations required which can impose a significant compliance burden in practice.

DTL in respect of u lability on entry

Subco has cash of A$500 and has borrowed A$300 in a foreign currency. The loan decreases
to the equivalent of A$200 due to foreign exchange movements. That is, there is an
unrealised foreign exchange gain of A$100 on the loan. Subco is acquired by Headco, the
head company of a consolidated group, for A$270, which is calculated as follows:

$
Cash 500
Loan (200)
DTL on unrealised foreign exchange gain (30)
270
The entry ACA for Subco is initially:
Step $
1 270
2 230
500

No reiterations are required under subsection 705-70(1A) as the DTL is not in respect of an
asset. Section 705-80, however, requires the ACA to be calculated as if the unrealised
foreign exchange gain had been realised for tax purposes.

Step $

1 270

2 230
500

Note that a liability of $30 is taken into account at step 2 under the notional ACA calculation
required by section 705-80. Instead of a DTL, however, the amount is a provision for income
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tax. Since the notional ACA calculation gives the same result as the initial ACA calculation,
there will be no adjustment to the initial calculation, In this case, recognising the DTL would
give rise to an appropriate outcome.

The ACA of $500 would be pushed down to the cash giving it a TCSA of the same amount.
DTL in respect of a liability on exit

Subco is 2 member of a consolidated group, the head company of which is Headco. Subco
borrows the equivalent of A$500 in a foreign currency. The loan decreases to the equivalent
of A$400 due to foreign exchange movements. That is, there is an unrealised foreign
exchange gain of A$100 on the loan. Headco disposes of Subco. Subco’s balance sheet at
exit is as follows:

Asset/liability Accounting value Tax base DTA/(DTL)

Plant and equipment 1,000 1,000 -

Loan (400) {500) (30)
600 500 (30)

Assume the market value of Subco equals its accounting value. Subco is, therefore, disposed
of for $600. The exit ACA calculation would be:

Step b

1 1,000

4 (530)
470

In relation to the calculation of the step 4 amount, under subsection 711-45(5), where there a
change in the amount of an accounting liability is taken into account at a later time for tax
purposes than is the case under the accounting standards, the amount to be added for the
accounting liability at step 4 is equal to the payment that would be necessary to discharge the
liability just before the leaving time without an amount being included in the assessable
income of, or allowable as a deduction to, the head company. The foreign currency loan
would meet the description of a liability that falls within subsection 711-45(5). Since the tax
value of the liability would be $500, this is the payment that would be necessary to discharge
the loan without an amount without an amount being included in the assessable income of, or
allowable as a deduction to, Headco.

If the DTL of $30 was ignored at step 4, the exit ACA would be $500, which would arguably
be the correct outcome. As Subco is disposed of for $600, Headco would realise a gain of
$100, which represents the unrealised foreign exchange gain on the loan.

However, it would appear that the DTL of $30 would need to be recognised at step 4 under
the cutrent law. Headco would effectively be required to pay tax on the tax liability in
respect of the unrealised foreign exchange gain on the loan. This would not be an appropriate
outcome,

In summary, it can be seen that there needs to be consideration of all of the various
permutations of when DTLs can arise and how they affect entry and exit ACA calculations
in order to determine if any rule or rules can be developed on when DTLs should or should
not be taken into account. We have only considered above some examples in relation to
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DTLs and a similar analysis would need to be performed for DTAs. We recommend that

there be consultation to more comprehensively consider all possible scenarios.

.Questwn 4.14(c} : : ey . L :
Shonld deferred taxes assets and deferred tax Ifab:l;t:es be remaved ﬁ'om the tax cast
setling process? e T AR S

This may be a potential solution. As noted in the examples above, however, it may be
necessary to take into account DTAs and DTLs to achieve appropriate outcomes.
Accordingly, if they are removed from the tax cost setting process, there needs tobe a
mechanism to take these into account where appropuate

Questmn 4, 14(d)

‘tax cost settmg p.- ocess?

Refer to our response to Question 4.1.4(c).
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5 Small corporate groups

+

concessions for eligible iﬂzmgg}

- The Baard conszders ffm! an~going formation cancesswns shouId be for whal(y—owne
corporaté groups with.an aggregated mmover of Iess than $1 00 m:h'wn and assets of le
than $300 million in an mcome Year. Ot : : -

The for Hation concessians siwu.’d be available foan ekgtble wkal@-owned cor_pom :
‘group that forms q consolidated group by theé end of the income year following the income :
year th:zt it exceeds the thi eshola‘ tesr. The concessions should nat appi 1o foretgn-owned o

.If a group elects to apply the concess:ons, ﬂ:e elec on'shouid app{v ta afl subszdmy
.--membe:s of the group. If.an electton is made. i : s

k] the exzstmg tax costs of asse!s for all su a’zar' members shouia' 'be remmed and

. Iosses held by subs:dmr y membe:s tlmt are 1 ar sferred to rhe consahdated group shrmia’
be able to be utilised over three years. - PRy AR S

_Quest:an 5.1 (@) _ e
Do ‘stakeholders ag: ee w:th the Bom d ’s Pasztwn 5 1? If not, why not?. -

Subject to our comments below, we agree with the proposal that on-going formation
concessions should be available for wholly-owned corporate groups that fall below specified
turnover and asset thresholds.

3001 Eheible corporate groups

LD Whedbvowned corporate group
We note that many SME groups may include entities that are not companies such as trusts
and, less frequently, partnerships. The Board may have loosely used the term ‘wholly-owned
corporate group’ to refer to a consolidatable group which can include such entities, For
certainty, we submit that that a group should be able to form a consolidated group and access
the proposed formation concessions even if it includes entities other that companies.

.12 Agoregated tmynover {hveshold test

The Board proposes to adopt a turnover threshold of $100 million based on aggregated
turnover. The term ‘aggregated turnover’ is defined in subsection 328-115(2) as the sum of
the following relevant annual turnovers:

¢ The taxpayer’s annual turnover
s The annual turnover of any entity (a relevant entity) that is connected with the taxpayer
o The annual turnover of any entity (a relevant entity) that is an affiliate of the taxpayer.

[t does not, however, include:
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e Amounts derived in the income year by the taxpayer or a relevant entity from dealings
between the taxpayer and the relevant entity while the relevant entity is connected with
the taxpayer or is the taxpayer’s affiliate

o Amounts derived in the income year by a relevant entity from dealings between the
relevant entity and another relevant entity while each relevant entity is connected with
the taxpayer or is the taxpayer’s affiliate

e Amounts derived in the income year by a relevant entity while the relevant entity is not
connected with the taxpayer or is the taxpayer’s affiliate.

We do not consider that the concept of aggregated turnover is appropriate to determine
eligibility for the formation concessions since it may take into account the turnover of
entities that are not members of the relevant wholly-owned corporate group {and will not,
therefore, be members of the consolidated group).

As noted above, aggregated turnover includes the annual turnover of any entity that is
connected with you. Under subsection 328-125(1), an entity is connected with another entity
if cither entity controls the other entity or both entities are controlled by the same third
entity. Whether one entity controls another entity depends on the nature of the other entity:

» An entity controls another entity other than a discretionary trust when that entity and/or
its affiliates beneficially own, or have the right to acquire the beneficial ownership of,
interests in the other entity that carry between them the right to receive at least 40% of:

¢  Any distribution of income by the other entity
o If the entity is a partnership — the net income of the partnership
*  Any distribution of capital by the other entity

* An entity controls a company, if it beneficially owns, or has the right to acquire the
beneficial ownership of, equity interests in the company that carry between them the
right to exercise, or control the exercise of, at least 40% of the voting power in the
company

» An entity controls a discretionary trust if a frustee of the trust acts, or could reasonably
be expected to act, in accordance with the directions or wishes of the first entity, its
affiliates, or the first entity together with its affiliates. An entity also controls a
discretionary trust for an income year if, for any of the 4 income years before that year
the entity and/or its affiliates received distributions of at least 40% of the income or
capital of the trust

It can be seen that aggregated turnover could take into account the annual turnover of, for
example, a company that is only 40% owned by members of the wholly-owned corporate
group or a discretionary trust that has beneficiaries who are not members of the wholly-
owned corporate group.

Aggregated turnover also takes into account the turnover of affiliates of an entity. Subsection
328-130(1) states that an individual or a company is an affiliate of an entity if the individual
or company acts, or could reasonably be expected to act, in accordance with the entity’s
directions or wishes, or in concert with the entity, in relation to the affairs of the business of
the individual or company. An individual that is a majority shareholder of a wholly-owned
cotporate group might be considered to be an affiliate of the members of that group. We
reiterate that it would not appear to be appropriate {o take into account the annual turnover of
entities that will not be members of the consolidatable group.

Given the above, an alternative turnover test would be required. For example, it may be
possible to base turnover on the sum of the following relevant annual turnovers:
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o The annual turnover of the entity that is the head company of the consolidatable group
e The annual turnover of entities that are subsidiary members of the consolidatable group.

That is, turnover could be based on the members of a consolidatable group as defined in
subsection 703-10(1). It should not, however, include any amounts derived in the year of
income from dealings between the members of a consolidatable group.

5.1.5.3 Assels threshold fest

The Board states in the Position Paper'' that the assets threshold of $300 million will be
consistent with the threshold contained in the TOFA provisions. We note that subsection
230-455(5) provides that the value of an entity’s assets is to be determined in accordance
with:

(a) if the entity applies accounting standard AAS 25 in preparation of its financial reports —
that accounting standard or another accounting standard prescribed by the regulations for
the purposes of this paragraph

(b) if paragraph (a) does not apply and the entity prepares its financial reports in accordance
with the accounting standards — the entify’s financial reports

(c) if paragraphs (a) and (b) do not apply and the entity prepares its financial reports in
accordance with an accounting standard comparable to accounting standard AAS 25
under a foreign law — that comparable standard

(d) if paragraphs (a), (b) and (c) do not apply — commercially accepted valuation principles.

If an entity does not prepare financial reports in accordance with accounting standards, it is
not able to rely on those reports to determine the value of its assets. Instead, it will be
required to value those assets using commerciatly accepted valuation principles. This may
require independent valuations to be obtained, Furthermore, these valuations would need to
be performed annually until such time as the assets threshold test is failed.

The Board’s Position Paper'? notes that many entities in smaller groups are not generally
required to prepare financial statements in accordance with accounting standards. These
entities would, therefore, be required to obtain annual independent valuations, which would
increase the compliance burden and cost for those groups. Given that the proposed formation
concession allowing eligible wholly-owned groups to retain the existing tax cost bases of
assets appears to be intended to overcome the need for costly valuations that would
otherwise be required if the tax cost setting rules applied, requiring such groups to undertake
such valuations for the purposes of applying the assets threshold test of $300 million would
appear to be counterintuitive,

In summary, adopting the assets threshold test in the TOFA rules would not be consistent
with the Position Paper, which indicates that the formation concessions will provide eligible
wholly-owned corporate groups with a relatively low-cost alternative on the formation of a
consolidated group." Consideration should be given to removing the assets threshold test
such that only turnover needs to be tested. This is consistent with the DP submission in
which an SME taxpayer was defined as one with turnover of between $10 million and $100
million.

" Paragraph 5.36

"> Paragraph 5.15 - 5.17
'3 Paragraph 5.31

"* Section 6.2.2
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5.1, Nature of formation coneessions

Notwithstanding the formation concessions recommended, SME groups may still be cautious
about entering a simplified consolidation regime for the following reasons:

*  Specialist advice may be required where there are either acquisitions or divestments
following the formation of a consolidated group as complex tax cost setting calculations
will be required on entry of the acquired entity and upon the exit of a subsidiary
member. Such specialist knowledge is often not the domain of small tier tax practitioners
and as such is likely to be more expensive with the result that it would increase
compliance costs

s  Valuations will still need to be undertaken for acquisition and exit scenarios

¢ The additional work that may be required to produce financial accounts for a
consolidated group. Many SMEs are not required to prepare financial statements in
accordance with all applicable accounting standards

¢  Many SME groups include discretionary trusts in their structure so that assets can be
held in these entities for asset protection or suceession planning purposes. It is
problematical whether a discretionary trust is capable of being included in a consolidated
group. Further, the rules as they apply to trusts joining a consolidated group and the
calculations of net income and the allocation of net income between non membership
and membership periods are unclear (subject to any amendments that may be introduced
as a result of Positions 4.1 and 4.2). As a result, this creates more complexity and raises
practical issues as to whether consolidation is an appropriate regime for many small
business groups.

In light of these issues, we highlighted in the DP submission'’ that consideration should be
given to a simplified consolidation regime for SMEs and set out a number of shortcuts that
could be introduced. We reiterate that such a regime could provide more certainty to, and
reduced compliance costs for, SMEs and may, as a result, encourage more SMEs to form
consolidated groups. Alternatively, we outlined, at section 6.2.3 of the DP submission, two
alternatives to amending the consolidation rules — simplified grouping rules or an entity flow
through regime — which would also allow SMEs to effectively consolidate for tax purposes.

These alternatives, which are set out in our DP submission, are sunmarised below:
Option I — simplified grouping rules for small and medium taxpayers

Under this option, small and medium business groups with a turnover of less than $100
million and assets of less than $300 million are allowed to:

& Group tax losses for wholly owned groups. The integrity rules contained in Subdivisions
165-CC and 165-CD would still be required to deal with issues such as the duplication of
losses but such groups already need to consider those rules if they are outside of the
consolidation rules

s Obtain tax roll-over relief for asset and liability transfers between wholly owned groups,

Option 2 — entity flow through taxation regime

For SME taxpayers with a turnover of less than $10 million, the Board should consider the
adoption of a simpler flow through taxation model. An entity flow through model would
enable an operating entity to flow through the taxation consequences of transactions to the
owners of the entity, essentially being treated as a tax law partnership with the benefit of
limited liability for such owners.

'* Paragraph 6.2.2
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Such a regime is likely to be significantly less complex than the consolidation rules. It also
has the advantage of eliminating some of the current complexities for smaller groups such as
Division 7A and unpaid present entitlement issues. Such a regime has previously been
submitted to the government by the Institute of Chartered Accountants and Deloitte.'® We
also understand that such a regime is being considered in New Zealand.

If the decision is made to continue to apply the existing consolidation rules to SME groups,
we note that several transitional concessions were made available when the rules were
initially introduced, in addition to the two specifically referred to in the Position Paper.
These included:

¢ The requirement that undistributed profits be frankable to be included in step 3 when
working out the ACA was not applicable

¢ A head company could choose to add to the modified market value of a loss entity (the
real loss-maker) the modified market value of another company (the value donor) when
calculating the available fraction for the bundle of losses transferred from the real loss-
maker.

The Board considers that many of these concessions would not be applicable to smaller,
relatively simple group structures. However, there may be scope for groups at the higher end
of the thresholds proposed by the Board (i.e. $100 million in turnover or $300 million in
assets) to utilise these other concessions). Although there may be compliance costs
associated with applying some of these concessions, these may be outweighed by the
resulting benefits. Accordingly, we submit that consideration should be given to replicating
some of those concessions.

513 Blection to apply the formation concessions

Question 5,1(b} -

Do stakeholders agree wirh the removal af fhe enti{y-by-entmz eiectmn fbr eligible
wholly-owned groups?. Are tizere sztuatmns where such an appmack may unfauily
“disadvantage thesé groups? - o S SRS R :

An election to apply the original transitional consolidation concessions was made on an
entity-by-entity basis whereby each subsidiary entity had a choice of adopting the existing
tax values of assets (the ‘stick” method) or applying the tax cost setting rules (the ‘spread’
method). However, the Board has proposed that this entity-by-entity election should not be
available to eligible wholly-owned small business corporate groups because of concerns that
this approach would result with additional complexity and cost.

Untlike the spread method, adopting the stick method does not require an allocation of the tax
value of equity interests in the subsidiary entity to its assets and liabilities.

Paragraph 1.88 of the revised EM to the New Business Tax System (Consolidation, Value
Shifting, Demergers and Other Measures) Act 2002 states:

Where a consolidated group is a transitional group, the head company may choose thai
the tax cost is not set for assets of chosen transitional entities. Instead, the head company
will inherit the existing tax costs of the assets. This choice provides an option for groups
to consolidate during the transitional period without having to undertake market
valuations of all of the assets of subsidiary members of the group, or undertake allocable
cost amount calculations for subsidiary members. Where the consolidated group elects
that the tax cost of assels is not set, subsection 701-35(4) does not apply, and an entity is

'¢ A joint report from the Institute of Chartered Accountants in Australia and Deloitte, “Entity flow-
through (EFT) submission”, April 2008
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able to revalue its trading stock in accordance with the trading stock provisions
immediately prior to joining a consolidated group.

Accordingly, providing an entity-by-entity choice was still perceived to provide compliance
cost savings. Furthermore, an entity-by-entity basis may be preferable where the election to
adopt the stick method may not result in the most advantageous outcome for all members of
the group. In this scenario, it may be preferable for the group to undertake tax cost setting
calculations for some or all of the members of the group to determine the most desirable
outcome.

In summary, we consider that an entity-by-entity election should be introduced. We note that
many smatler SME groups may not consist of a significant number of entities and any
additional compliance costs should be limited for those groups. Eligible corporate groups
should still have the choice to simply stick for all entities in the group or, if they are prepared
to incur additional costs and complexity, could choose to undertake additional analysis to
determine for which entities the reset cost method could be adopted.

b

5.2 Kxtension of concessions for limuted period

Pas:tzon 5 2

: The Boald conszdezs that, asa transitwnu! 7 ule, th_e farmatmn concessmns propos_ _
'Posrtzon 3.1 should be available to all gro ups which are eligible to form a conso!tdat
group at-the date of announcement of the measure for.a specified period of time. Th
: concessions. should ot app(y 10 forelgn owned con, porate gronps tlzat elect o farm ME (&
groups, : : e : St

' Question 5, 2(a) : . BEETREE A R
Do stakeholders agree w1tk the Bam d ’s Posttzon 5.2 7 If not, why not? i S

We consider that making available the formation concessions for a limited period of time to
all eligible consclidatable groups will result in some increase in the number of groups
electing into the conselidation regime. The formation concessions should only be available
for a period of 12 months from the date of introduction. Given that the consolidation regime
has been operating for several years now and many of the identified problems have been
legislatively resolved, we believe that a 12-month transitional period is sufficient.

While we are generally supportive of the above position, we question whether the extension
of the formation concessions to those consolidatable groups that did not consolidate creates
an unfair advantage over those groups that did. In particular, we are concerned that these
groups would be able to utilise losses brought into the group over a three year period
compared to those that were required to apply the available fraction method.

Further, it will not eliminate the complexities associated with applying the tax cost setting
rules to acquisitions and divestments,

For these reasons, we would prefer the reinstatement of simplified grouping rules that are
outlined under Option 1 in our response to Board Position 5.1 above.

520 ("‘Qé‘t“s_;')'iexstv and compliance

Questmn 5 2(b)

Are stakeholders concerned about the mcreased campiex.'{v and additianal comphance
costs caused by the adoption of Position 5,22 .- Rk . :
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Should Position 5.2 be adopted, we consider that stakeholders would not be concerned about
increased complexity or compliance costs upon entering the consolidation regime under the
formation concessions. In particular, if the original transitional rules are replicated for the
purposes of extending the formation concessions to wholly-owned corporate groups that
have not yet elected into the consolidation regime, we do not expect an increase in
complexity and compliance costs caused by the adoption of Position 5.2,

However, there would be increased complexity and compliance costs in the event an entity is
acquired by the group or is fo exit the group on a go forward basis. For example, there would
be additional complexity and compliance costs due to the need to obtain market valuations,
the requirement to prepare financial accounts for the consolidated group and when
calculating the tax costs of assets in respect of entities that join or exit the group.
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