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New Business Tax Syatem (Debt and Equity) Bill 2601

TBSA supporis the Government’s intention in introducing the New Business
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System (Deht and Equity) Bill 2001 1o provide greater certainty and coherence in
tax law, Our review of the Rill leads vs to conclude that certain provisions it the

Bill need to be modified, as we suggest below, fo deliver this autcorae.

Kcy problems that we have jdentified include:

e FPar from reducing uncertainty, the Bill would setnally incrgase it, by

granting the Commissioner extensive discretionary power;

» DPropased limits on intercst deductions (section 25-85) would create a new

tax black hole for {axpayers.
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3, Limits an Interest Dednetions ~ Section 25-88

Returns on some debt/equity hybrid instruments that setisfy the deht tast may not
be deductible under section 8-1 of the Income Tax Assessment Act 1897 boeause
they may he contingent on the economic performance of the issuing company, or
may sesure 8 permanent or enduring benefit for the company. If, but for this
obatacle, 4 retorn on 4 debt interest would satfsfy section 8-1 then the rerum
should be deductible and the abjestive of section 25-8S is to ensure that this is the
cage. This ohjestive is comrect and welcome - in simple terms it means that if
intevest is paid on a debt intercst then it should be deductible for tax purposes.

A problem arises becanse deduetibility of affected interest payments is limited by
seference 1o & benehmark rafe plus a margin of 150 basis points, In essence, This
is describrd as a mechanism fo protect revenue by preventing eguity dividends
being paid through intersst paymenis on hybrids. Hewever, it appears logical that
if raturns were declared non-deductible bewause they were deemed fo be equity
retarns, then they wonld be given the same treatment as actual equity retoms.
This does net eppear to ba the case, as refuns that exceed the henchmark rate by
morc than 150 basis points would not be treated es dividends and, henre, would
not be frankablo.

This euteomes is unfair for two reasons:

1. f the inferest is placed on the debt side of the debt/equity divide in the
new tax rules, then the retymns in respect of it should he treated like debt —
to do otherwise, as is proposed, suggests that thers is a structural flaw in
fhe debt equity rules that ynderpin the Rill;

3. If the revenne profsstion argument is sull considered to have merit (which
is arguahle) end the refutns are to be treated as returns to equity, thc_n they
shonld be frankable like othez equity refms — the 3ill dees not pravide for
this,

Becavse it fails to apply a consistent approach to debt and equity retums, the
proposed epproach would introduce & new tax back hole for taxpayers ;nc!, thus,
conflict directly with the thrust of fax reform. The Government shauld insist that
this flaw is corrected, by requiring 8 conuigtent tregtment of instruments s debt or
equity under the new rules,
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4. Concluding Comments

Section 22

We have discussed anather difficulty with the Bill in 5.25-85 that needs to be
addrassed. We are still examining other tachnical aspects of the Bill and will raise
any issues arising from this in the next week.

We helisye that our proposals would enhance the effectiveness of the legislation
in mecting the Government’s stated objectives for it and reccmm?nd that th_cy be
adopted. We would be happy fo discuss any lssues arising from this submission.

Yours sincerely

Executive Director
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