[image: image1.png]BANKS AND SECURITIES
ASSOCIATION OF AUSTRAIIA




23 July 2003

Mr Peter Hallahan

Secretary

Senate Economics Legislation Committee

Parliament House

CANBERRA ACT 2600

Dear Mr Hallahan

New Business Tax System (Taxation of Financial Arrangements) Bill (No. 1)

The International Banks and Securities Association of Australia (IBSA) is the representative body for investment banks operating in Australia.  Our membership includes domestic and foreign owned banks and matters affecting the taxation of financial arrangements (TOFA) are important to their business.  In this context, we wish to make a number of recommendations to the Committee on the provisions in the Bill that deal with the taxation of foreign currency arrangements.  

1. Functional Currency Rules

IBSA welcomes the policy initiative to introduce a functional currency rule, as it provides a more efficient means to tax business operations that are not naturally denominated in Australian dollars.  Indeed, as outlined in the Explanatory Memorandum (EM), the rationale underpinning this proposal is a desire to reduce taxpayer compliance costs.
  However, the provisions in the Bill (Subdivision 960-D) would fall-short in this regard, leaving unnecessary compliance costs for some financial institutions, with no compensating benefit to tax revenue.  

The functional currency option would be available only to a prescribed list of entities (or certain parts of entities) prescribed in the Bill.
  We believe that the policy framework would be more soundly based and the tax system would operate more efficiently, both now and over time, if eligibility to adopt the functional currency approach were instead based on a general principle derived from a policy.  As explained below, the list prescribed in the Bill is incomplete and may become less relevant over time.

The importance of functional currency rules for our members derives from the multinational nature of their business operations.  This reflects in part the Government’s policy to promote competition in domestic financial markets and to develop Australia as a global financial centre.  In this context, we believe that the scope of the functional currency rules should be recast so that they cover regional and global trading operations conducted through a branch or a locally incorporated entity in Australia that is otherwise focussed on domestic market business.

International banks typically use a combination of head office and foreign branch operations to manage their global trading books.  Because branches are legally the same entity as their parent, trading books may be passed across time zones, so that clients may deal with the bank on a secure and efficient legal basis through a branch network.  Global book transactions are generally denominated in a foreign currency, with associated income and expenses managed on this basis.  Thus, a functional currency tax accounting approach would integrate more effectively with the natural output of the management information systems of the business.  

In practice, the functional currency rules in the Bill would not cover a global trading book that sits within an entity, like a foreign bank branch, even though that would be a distinct business enterprise within the entity.
  The effect of this is to preserve a compliance cost disincentive to the conduct of global business through banks in Australia.  

To overcome this problem, we recommend that any enterprise within an entity should be permitted to adopt the functional currency approach, provided it satisfies reasonable conditions prescribed to safeguard tax revenue.  

This approach can be implemented in practice and, indeed, is already done in the tax law governing both GST, which specifically recognises the possible existence of several enterprises within an entity, and offshore banking units (OBUs).  

The application of GST to financial institutions is particularly relevant in this context, as efficient administration of the law depends on acceptance of internal management records.  Typically an institution will offer financial services that are input taxed and do not generate income tax credits, along with other services that are taxable or GST-free and do generate input tax credits.  The GST apportionment methodology to determine the amount of input tax credits that an entity is entitled to claim relies on internal management accounts and transaction records (for example, numbers of transaction with residents and non-residents). 
  

Income tax law in effect treats an OBU as a separate tax entity, even though it may sit within a broader banking business.  In particular, the Tax Act requires each OBU to maintain separate accounting records.
  Indeed, as a consequence, OBUs are deemed to be eligible to adopt a functional currency.  

As with the OBU rules, the approach we suggest would have to be designed so that it is practical for taxpayers to implement and does not pose a material risk to tax revenue.  For example, the functional currency approach might only be made available to a discrete business enterprise (including a trading book or division) within an entity that is separately identifiable and for which separate tax accounting records are kept.  Other conditions might be that business conducted by the enterprise is predominantly in a foreign currency for commercial reasons, or is consistently accounted for in foreign currency terms and that, once the functional currency election is made, it must be consistently applied by the enterprise.  

The general anti-avoidance provisions in Part IVA provide additional revenue protection and the EM specifically highlights that Part IVA may apply where the sole or dominant purpose of adopting the functional currency approach is to obtain a tax benefit.

2. The Temporary Exemption for Financial Institutions

IBSA welcomes the exclusion from certain provisions (for example, s.775-170) provided to ADI and non-ADI financial institutions, as the proposals in the Bill would require banks to implement major tax compliance system changes much of which would become redundant when the comprehensive TOFA rules (including retranslation, a mark to market election etc) come into effect.  However, the scope and institutional coverage of the exclusion need to be refined to provide the level of relief that is necessary in practice.

IBSA has consistently argued that, in order to satisfy tax efficiency and integrity objectives for banks, mark to market valuation and internal hedging rules need to be introduced at the same time as measures to tax foreign currency gains and losses.  Adopting a phased approach to TOFA creates considerable practical difficulty for banks, leaving them neither in nor out of TOFA in the fullest sense.  

Financial instruments that constitute the core business of investment banks can embody a range of financial attributes including interest, foreign currency and equity features.  Because the Bill is not meant to provide tax law to deal with these attributes in an integrated manner, it is particularly difficult to apply its provisions to financial institutions in an efficient and practical way.  This emphasises the importance of the temporary exemption for specified financial institutions, which will apply until the retranslation module of TOFA is introduced.

However, the exemption provided in the Bill is limiting in two ways.  First, the precise interaction of the proposed foreign currency rules with the tax consolidation regime is not spelt out.  Tax consolidation principles suggest that the exemption should apply to a group that contains an ADI or non-ADI financial institution, but the provisions in the Bill may not be consistent with this.  We note also that there is a precedent in the thin capitalisation rules for giving the consolidated group the same tax character as an ADI or financial entity.  Applying the exemption to a consolidated group would enable financial institutions to more efficiently assess the impact of the comprehensive TOFA rules on the group and its constituent entities, when all of the TOFA modules are available.  

Second, some financial institutions that conduct foreign currency business, like finance and securities companies, are not exempt even though the same policy basis for an exemption exists in their case as for entities that the Bill exempts.

We believe that it would make sense to open the exemption to all financial institution groups that would face significant compliance costs in implementing systems changes that would quickly have to be altered when the final TOFA modules are introduced next year.  This could be achieved by adopting the following recommendations:

· The financial institution exemption should apply in a clear and certain manner to a consolidated group that includes an ADI or non-ADI financial institution (or other type of institution that might be covered);

· The financial institution exemption should apply to financial entities (as defined for thin capitalisation purposes) as well as ADIs, rather than relying on the ‘non-ADI financial institution’ definition that was developed for a specific interest withholding tax purpose.

3. Timing of Comprehensive Rules

IBSA believes that comprehensive TOFA rules (including elective mark to market valuation and retranslation) for financial institutions should be enacted without delay.  This would address a deficiency in the current tax system and provide industry with commercially sensible tax rules and lower compliance costs, while providing significant tax administration benefits to the Tax Office.  

Therefore, we would encourage the Committee to recommend that legislation to give effect to a complete set of rules for taxing financial arrangements should be prepared as a matter of priority.  TOFA is already over a decade in planning and it is too important to contemplate further slippage in timing.

4. Conclusion

Thank you for the opportunity to comment on the Bill.  Please contact our Director of Policy, David Lynch, in regard to any matters arising from this submission.

Yours sincerely

Duncan Fairweather

Executive Director

� See paragraph 3.41 of the EM.


� See s.960-60 – the list includes large companies and other residents required to prepare financial reports under s.292 of the Corporations Act, permanent establishments, offshore banking units, controlled foreign companies and transferor trusts.


� Most likely, the predominant currency option would not be available on an entity basis, as the majority of business would be in A$, though the global book may be denominated in US$.  


� GST Ruling 2000/22 - Determining the extent of creditable purpose for providers of financial supplies.


� Section 262A(1A) of the Income Tax Assessment Act 1936.
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