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By email: taxlawdesign@treasury.gov.au
Division Head

Law Design Practice

The Treasury

Langton Crescent

PARKES ACT 2600 
4 December 2015
Dear Sir/Madam

Exposure draft legislation - 
Tax and Superannuation LAWS AMENDMENT (2015 Measures No. 6) BILL 2015: Small business restructure rollovers
BDO welcomes the opportunity to provide a submission on the Exposure Draft Legislation: Tax and Superannuation Laws Amendment (2015 Measures No. 6) Bill 2015: Small business restructure rollovers (Exposure Draft), and the accompanying Explanatory Materials (EM) released by Treasury for public consultation on 5 November 2015.

We make the submissions set out below in respect of the matters addressed in the Exposure Draft and EM.
Unless otherwise indicated, references to statutory provisions are references to the provisions of the Income Tax Assessment Act 1997.
Need to pass both the $2m Turnover Test and the $6m Asset Test

The entry point into these proposed provisions appears to be very restrictive as it seems to require that the transferor and transferee must pass both:

· the small business entity test in Division 328 i.e. $2 million Aggregate Turnover (AT) test; and
· the $6 million Maximum Net Asset Value (MNAV) test. 

If this is the policy intention of the provisions, it will severely limit the category of taxpayers who will qualify for the roll-over and is in contrast to the eligibility for the small business CGT concessions in Division 152, which has the entry point as passing either the $2million AT test or the $6 million MNAV test.  
This interpretation comes from the reading of proposed section 328-430(1)(a)(i), which states “each party to the transaction is a *small business entity …, that satisfies the maximum net asset test under section 152-15 … ” (the definition of small business entity is in Section 328-110, which requires the passing of the $2 million AT test).  This is not very clear wording but it appears to be requiring that both tests be met.  However, there have been a number of commentators on the Exposure Draft who have reported that the entities would be eligible for the proposed roll-over if they pass either of these tests.
The wording of the EM in relation to this issue is also not exactly clear but on careful reading appears to support the conclusion that you need to pass both tests.  Paragraph 1.18 of the EM says:
“1.18   There are two types of entities that may be eligible for the roll-over. The first is entities that are small business entities in the income year in which the transfer takes place, and that satisfy the maximum net asset value test.”

A quick reading of this paragraph could lead one to conclude that it is stating there are two types of entities that are eligible, one being  a ‘small business entity’ that passes the $2million AT test and the other being an entity that passes the $6million MNAV test, i.e. you can pass either of the tests to qualify.  However, on careful reading it is apparent that the reference to two entities is referring firstly to an entity that passes both these tests and the second entity is the entity that is referred to in paragraph 1.22, which says:

“1.22   The second kind of entity that may be eligible for the roll-over is an affiliate of, or connected with, a small business entity for the income year that satisfies the maximum net asset value test at the time of the transfer.”
It is suggested that the wording of the proposed 328-430(1)(a)(i) and paragraphs 1.18 to 1.22 of the EM be clarified to make it clear whether both or either the $2million AT test and the $6million MNAV test has to be passed in order to gain access to the proposed Small Business Roll-over. 

Roll-over Cost Amount for CGT Assets
The ‘roll-over cost’ is the deemed amount that the transfer of the assets will be taken to be transferred for, however the roll-over cost for a CGT asset in proposed section 328-430(2)(a) could be a range of amounts in situations where the reduced cost base of an asset is less than the cost base of the asset i.e. any amount in the range between reduced cost base and cost base would result in no gain or loss on the transfer of the asset.
This does not appear to be the intended result and needs to be clarified in the final legislation.

No Consideration for Transfer of Assets
The requirement in proposed section 328-440(1)(d) that no consideration be provided for the transfer of the roll-over assets is not realistic in the context of transferring a business from one entity to another.  Below is a list of some of the concerns that this would cause:

· The transfer of any business with employees will generally not be entitled to the roll-over as employment obligations generally must be transferred with the business if the employees are to be offered ongoing employment. The assumption of these employee obligations is likely to be included as part of the ‘consideration’ for the transfer of the business assets.

· Many businesses will fund the acquisition of the business assets through debt.  In order to transfer the assets, the liability to this debt would generally have to be either:

· paid out from the consideration received from the transfer of the asset; or
· transferred with the purchaser of the asset.
In either of these situations there would be ‘consideration’ for the transfer of the asset and therefore would not be eligible for the roll-over. 

Cost Base of Interests in Transferee

Proposed section 328-445 reduces the cost base of membership interests in the transferor for the shift of value from the transferor to the transferee, but there is no mention of an uplift in the cost base of membership interests in the transferee.  

Is it the policy intent that the cost base of the membership interests in the transferee will not be adjusted to account for the value shifted into the transferee?  If this is the policy intent, it should be explained in the EM.
The Effect of Other Assessing and Integrity Provisions
There are various assessing provisions that may have application to the transfer of the roll-over assets but have not been dealt with in the Exposure Draft or EM.  We suggest it be made clear whether it is intended that these provisions are intended to operate in their current form or will there be carve outs or changes to these provisions to account for the proposed small business roll-overs.

Some of these assessing and integrity provisions are summarised below:

Section 44 Dividends on transfer of assets from company to shareholders
The Exposure Draft does not provide a roll-over or exemption from shareholders being assessed under section 44 Income Tax Assessment Act 1936 (ITAA 1936) where a company transfers business assets to its shareholders under the roll-over.  

The transfer of company property for less than market value to its shareholders would generally be seen as a distribution from the company to its shareholders, and assuming it is not seen as coming from the share capital of the company, this distribution could fit under the definition of ‘dividend’ in section 6 of ITAA 1936 and would generally be assessable income under section 44 ITAA 1936.  This could apply to the assets transferred to a shareholder under the proposed small business roll-over. 

Division 7A Deemed Dividends
The Exposure Draft also does not have provision for a roll-over or exemption from the operation of Division 7A ITAA 1936 where a company transfers a roll-over asset to a shareholder or associate of a shareholder.  The transfer of an asset for undervalue would be considered to be a payment and could be deemed as a dividend under section 109C ITAA 1936.

This could apply where assets are transferred to the company’s shareholders or associate of a shareholder under the proposed small business roll-over resulting deemed dividend under Division 7A.
Section 45B

If the transfer of the roll-over asset for under value is not treated as a dividend under either section 44 ITAA 1936 or Division 7A ITAA 1936 as mentioned above, it may be possible for section 45B ITAA 1936 to apply to deem the distribution of the property of the company as a dividend.  This would apply where there is a scheme to provide a capital benefit to a person, which would generally be where the transfer of property from a company to its shareholders could be seen as a substitution for paying a dividend.
Indirect Value Shifting Provisions
There is no mention in the Exposure Draft or EM about the effect of the Indirect Value Shifting Provisions in Division 727.  The transfer of assets between entities with a high level of common ownership (as is required for the small business roll-over to apply), may be subject to the Indirect Value Shifting Provisions, which may result in adjustments to losses and gains on the ultimate disposal of membership interest in the transferee and transferor.  

However, the shift of value from the transferor will also be dealt with by proposed section 328-445 by reducing the cost base of the membership interests.  We suggest in these circumstances it would be inappropriate to also have an adjustment to losses on the disposal of the membership interests in the transferor under the indirect value shifting rules.

However, the adjustment of the gain on disposal of the membership interests in the transferee under section 727-620 of the Indirect Value shifting rules could be appropriate in adjusting for the effect of the value shift to the transferee in situations where the indirect value shifting rules apply, whicgh would in some way deal with the issue we mention above under the heading “Roll-over Cost Amount for CGT Assets”.  

However, the indirect value shifting rules will not apply in all circumstances and they are not easy provisions to understand.  Therefore it may be more appropriate for a simple cost base uplift to be provided for the membership interests in the transferee in conjunction with the cost base reduction for the transferor under section 328-445.  

In these circumstances it would also be appropriate to make a consequential adjustment to the indirect value shifting rules to exclude from the operation of Division 727 the value shifted as a result of the small business roll-over.

Section 99B ITAA 1936
The Exposure Draft also does not have provision for a roll-over or exemption from the operation of Section 99B ITAA 1936 where the transfer of the roll-over asset is from a trust to one of its beneficiaries.  Section 99B generally applies to assess the beneficiary on the value of the property transferred unless the amount was paid out of corpus (except corpus that is attributable to amounts that would have been included in assessable income of a resident) and has not been included in the assessable income of beneficiary under section 97, ITAA 1936 or the trustee under sections 98, 99 or 99A, ITAA 1936. 
Example 1.2

The answer in example 1.2 of the proposed EM does not appear to be correct. There appear to be two issues with this example:

· Why is the reduction of the cost base in the shares in Puppy Co only $6,000.  It would appear that as a result of section 328-445 there should be a reduction of $300,000 each ($600,000 multiplied by the membership percentage) but limited to the cost base for the shares. However, we are not told in the example what the cost base of the shares in Puppy Co is.  Is it that the cost base for the shares should have been identified as $6,000 each? 
· The last sentence in the example appears to be wrong in that it refers to the transfer of value from the trust but it appears that it should be saying the transfer of value to the trust.  
Stamp Duty

The extension to all forms of assets (including depreciating assets and trading stock) is welcome, but the application of stamp duty will still be an impediment to undertaking the restructures that the roll-overs are designed to apply to.  It is suggested that the Federal Government make representations to the various State Governments to provide corresponding stamp duty relief.


    *      *      *      *      *      *      *
Should you have any questions, or wish to discuss any of the comments made in the above submissions, please do not hesitate to contact Lance Cunningham on 02 9240 9736 or lance.cunningham@bdo.com.au.

Yours sincerely
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Lance Cunningham
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