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Glossary
	active business exemption

	The key carve out from the FIF rules is an ‘eligible activities’ exemption, which in essence is an active business exemption.  Under this exemption, if a company FIF is principally engaged in activities that are not blacklisted, then the company FIF is exempt from the FIF rules.

A blacklisted activity is a business activity listed in a schedule to the tax law.  The list identifies highly mobile (‘passive’) activities such as investments in shares, debt and life assurance policies.

	active income

	Typically genuine business income from operations investments that produce active income tend to be primarily influenced by considerations other than tax.  Contrast with passive income.

	balanced portfolio exemption


	Numerous interests in FIFs are specifically exempted from the FIF rules.  Hence FIF investments can be either exempt or non‑exempt.  The balanced portfolio exemption provides an exemption for otherwise non-exempt FIF interests where the amount of non‑exempt FIF interests is relatively small.

	‘blacklisted’ activity
	See active business exemption.

	Bill
	New International Tax Arrangements Bill 2003

	Board


	Board of Taxation, which prepared a report to the Treasurer reviewing international tax arrangements.

	Consultation paper
	A paper Review of International Taxation Arrangements prepared by the Department of the Treasury.  Used for consultation by the Board of Taxation.

	controlled foreign company(CFC)  rules
	Complements the FIF rules, in relation to controlling interests.  FIF rules apply only to portfolio interests. 

	‘eligible activities’ exemption
	See active business exemption

	Foreign investment fund (FIF) 


	A FIF is a foreign company or trust.   However, due to a variety of exemptions a large proportion of interests in FIFs are effectively not subject to the FIF rules.

	FIF rules
	The FIF rules target Australian residents accumulating passive income in offshore funds, thereby deferring taxation and also possibly converting income into capital gains.  
 Their purpose is similar to the CFC rules, and like the CFC rules income is attributed to taxpayers.  However, the FIF rules deal with cases where Australian investors do not control the offshore entity and so operate differently in many respects.

	ITAA 1936
	Income Tax Assessment Act 1936 

	passive income

	Income from investments such as dividends, interest, rent and royalties, and capital gains.

	non-portfolio
	In general terms, a shareholder with an interest in a company (eg in respect of voting power) that is equal to 10 per cent or more has a non-portfolio interest.  A non-portfolio dividend is a dividend received in respect of such an interest.  Other interests (that is less than 10 per cent), and dividends in respect of such interests, are portfolio.

	Review of International Tax Arrangements (RITA)
	The Review is a process initiated by the Treasurer in May 2002.  A consultation paper Review of International Taxation Arrangements set out options for public consultation which was undertaken by the Board of Taxation.  The Board reported to the Treasurer on 28 February 2003.  The Government’s response to the report was announced as part of the 2003-04 Budget.


INTRODUCTION

Reference - New International Tax Arrangements Bill 2003
On 4 December 2003, the New International Tax Arrangements Bill 2003 (‘the Bill’) was introduced into the House of Representatives. It was debated and passed the House on 4 March 2004.  The Bill was introduced into the Senate on 8 March 2004.

On 10 March 2004, the Senate adopted the Selection of Bills Committee Report No. 3 of 2004 and referred the Bill to the Senate Economics Legislation Committee for consideration and report by 12 May 2004. 

In particular, submissions are asked to consider the effect of the Bill’s proposal to increase the “balanced portfolio exemption threshold” contained in Division 14 of Part XI of the Income Tax Assessment Act 1936 from 5% to 10%.

Review of International Taxation Arrangements (RITA)

The Bill implements some of the RITA recommendations impacting mainly on the managed fund and superannuation industries.  It is the second instalment of a suite of over 30 measures comprising the Government’s international taxation review. 

Background to RITA

On 2 May 2002, the Treasurer announced a review of Australia’s international taxation arrangements.  On 22 August 2002, the Treasurer released a consultation paper Review of International Taxation Arrangements prepared by the Treasury. The consultation paper set out options to provide a basis for public consultation which was undertaken by the Board of Taxation.  It included discussion of certain measures contained in this Bill.

After extensive community consultation, the Board reported to the Treasurer on 28 February 2003.  The first two volumes of the Board’s report, International Taxation: A Report to the Treasurer, which set out the Board’s recommendations and a summary of submissions received have been published.  The measures contained in the Bill were recommended by the Board.  The Board also made an additional recommendation in relation to the foreign investment fund rules, which was not adopted by the Government (discussed below).
The Treasurer announced the Government’s response to the Board’s report as part of the 2003-04 Budget.  In making the announcement, the Treasurer indicated the package of RITA reforms:

 . . . will improve the competitiveness of Australian companies with offshore operations. These reforms will reduce the costs of complying with the controlled foreign company (CFC) rules, reduce tax on foreign ‘'active’' business income, and effectively reduce foreign taxes by modernising Australia’s tax treaties.

The reforms will encourage the establishment in Australia of regional headquarters for foreign groups and improve Australia’s attractiveness as a continuing base for our multinational companies. The reforms will also enhance the competitiveness and reduce the compliance costs of Australian based managed funds.

RITA – a response to global integration
In recent decades a dramatic liberalisation of international financial markets and reductions in global trade and investment barriers have increased the mobility of capital and other factors of production, contributing to an increasingly globalised economy. 

Australian companies have progressively integrated into this globalised economic environment.

· Australian offshore direct investment grew sharply in the 1990s, although by international standards such investment is not high.

· A recent study found that “the top 100 [Australian] enterprises derive revenues in excess of $100 billion a year – or almost a quarter of their combined revenues – from offshore activity”.

· The number of companies declaring net foreign income in income tax returns has increased to 9138, as reported in Taxation Statistics 2000-01  (a 50% increase from 1995-96).
 
While the major impact is on large enterprises, our small and medium businesses are more and more globally orientated. The ATO advises that 11% of these businesses are involved in international activities.
Australia is a small economy in global terms.  If Australian firms are to prosper and grow in a globally open system they will have to meet competition from larger foreign rivals.  This necessarily implies that Australian firms competing in foreign markets will look to opportunities offshore.

International portfolio markets have also seen major increases in the volume and importance of portfolio investment. Increasingly cross‑border portfolio investment is intermediated by institutional investors such as managed funds, superannuation funds and insurance companies.  Australia is no different.  A substantial part of Australian superannuation fund assets is in foreign investments.  At 30 June 2003 superannuation funds had invested around $90 billion offshore, most of which is in foreign equities.
  Much of this investment is conducted through Australian managed funds.

In its report, the Board noted “Australia’s finance sector is a key arena . . .  It is one of the fastest growing sectors of the Australian economy.  Between 1986-87 and 2001-02, the financial sector recorded average annual growth of 5.2 per cent, the third fastest rate of industry growth, and well above the rate of growth for the economy itself . . . Australia has intrinsic comparative advantages here, in terms of advanced finance and capital markets and sophisticated skills.  It also has a large and growing domestically-sourced managed funds pool.  . . .it plays a key role in providing high-skill jobs for Australians, in the sector itself and in associated high-end services.”

Taxation implications 

Increased economic integration provides greater opportunities and choice for Australian business — choice in investment location, place of residence, and head office functions.  The location of assets, investments and activities is increasingly mobile.
Tax arrangements can influence locational choices, although usually they are not the most important factor.  Australia’s tax system must adapt to globalisation.  The challenge is to keep the right balance in our international tax arrangements between:

· improving competitiveness by removing unnecessary tax impediments on Australian companies with offshore operations.  Likewise we are removing impediments to attracting internationally‑focussed business, particularly regional headquarters.  These impediments may often distort behaviour to the detriment of overall income and activity; and

· protecting Australia’s tax base and the integrity of our tax system.  This includes ensuring business does not simply move offshore for low tax reasons, taking their assets, activity, skills and jobs with them.

Broadly, RITA set out to review this balance.  

The Government agreed to most of the Board’s recommendations, but not all.  In some cases the Government was to give greater emphasis to integrity or base protection concerns.  

For example, 
· the Government did not agree to a recommended foreign investment fund exemption for Australian registered funds with diversified portfolios, in part because the proposal did not sufficiently isolate funds investing in tax avoidance vehicles; and
· reflecting base protection concerns, the Government’s tainted services changes did not go as far as the Board recommended.

The RITA reforms
These reforms will free up Australian business, including new and emerging businesses so they can engage internationally and provide more jobs for Australians.  RITA is designed to remove tax impediments to Australian based businesses competing in the global economy.  

RITA reforms will remove tax obstacles to:

· Australian businesses expanding offshore by:  

· reducing levels of foreign taxation by negotiating reduced withholding taxes on dividends, interest and royalty payments through our tax treaties;

· streamlining the CFC rules to reduce unnecessary compliance costs, particularly in comparably taxed countries; and 

· implementing a capital gains tax exclusion for the sale of non-portfolio active interests in foreign companies with an underlying active business.  This will improve the flexibility of Australian companies offshore and reflects the need for companies to adjust their structures and operations flexibly to compete effectively in an increasingly fluid global business environment.

· Australian businesses attracting capital for offshore expansion by further limiting Australian tax on ‘conduit income’ (that is, tax on foreign source income a company earns from investing foreign equity capital), for example:
· excluding the sale of non-portfolio interests in foreign companies with an underlying active business from the capital gains tax; and

· extending the company tax exemption for foreign non-portfolio dividends and certain branch profits to all countries. 
· the location of multinationals, regional headquarters and managed funds in Australia.   For example:
· rationalising the CFC rules;

· the improved treatment of conduit income; 

· improving Australia’s access to international capital markets and international capital markets’ access to Australia by modifying the FIF and trust capital gains tax rules, and exempting public unit trusts from interest withholding tax on certain interest similarly to companies;

· an improved treaty network; and 

· an internationally recognised treatment of cross-border employee share options.
PURPOSE OF THE BILL
The Bill implements the second instalment of RITA.  It reduces tax compliance costs for superannuation funds, ultimately improving returns to fund members.  Australian investors in managed funds will also benefit from lower cost funds services arising from the removal of unnecessary tax compliance costs. 

The measures in the Bill are designed to:

· reduce unnecessary tax compliance burdens for the superannuation and managed funds industries by amending the foreign investment fund (‘FIF’) rules to:

· increase the balanced portfolio FIF exemption;

· exempt complying superannuation entities from the FIF rules; and

· remove “management of funds” from the FIF blacklist of non-eligible activities, so that investment in a company principally engaged in funds management should no longer constitute a “black-listed” FIF activity.
· The managed fund industry will also benefit from a proposed exemption for public unit trusts from interest withholding tax on interest paid on widely offered debentures issued to non‑residents.

· In addition the Bill amends the controlled foreign company (‘CFC’) rules by allowing for the making of regulations in the CFC rules to pare back the types of attributable income of CFCs in comparably taxed jurisdictions (known as ‘broad exemption listed countries’, or ‘BELCs’).
· Finally, the Bill also implements a change recommended by the Review of Business Tax to prevent double taxation of royalties in transfer pricing situations.

SCHEDULE 1: FOREIGN INVESTMENT FUNDS (FIF)
FIF rules explained
Overview

FIF rules were introduced in the early 1990s. The rules seek to prevent residents from deferring taxation by accumulating passive income (such as portfolio dividends and interest) at low or zero rates of tax in foreign entities.  The rules apply to portfolio investments and are directed at companies and taxpayers on high marginal tax rates, where the benefits from deferral are greatest.  
The FIF rules are necessary to maintain the integrity of our tax system.
 The Bill includes a number of changes to the FIF regime to reduce some of the compliance costs associated with the regime for managed funds while maintaining the framework and integrity of the current FIF rules. A more comprehensive review of the FIF rules is to be considered in the longer term that would take into account international developments in this area, together with the effect of the Government’s announced reforms.  
The Bill introduces three reforms to the FIF regime, effective 1 July 2003, that:

· remove complying superannuation funds from the FIF rules; 

· increase the balanced portfolio exemption in the FIF rules; and

· remove management of funds from the FIF blacklist.  

The Government has also agreed in principle to consider a Board recommendation to design a balanced portfolio exemption based on the total value of net assets.  
Deferral advantages of offshore accumulation of passive income
In the absence of FIF rules, investors can significantly reduce their tax by using an offshore accumulation entity. They can defer the derivation of income and convert income into capital (Figure 1).
Figure 1 shows how an Australian investor benefits from deferral of Australian income tax until the offshore accumulation entity distributes the accumulated income. Furthermore, if Australian investors sell their interest in the offshore entity before the income is distributed, investors can convert the accumulated income into a capital gain. This would provide access to the 50 per cent CGT discount for individuals. 

Figure 1:  The use of an offshore accumulation entity
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In general, significant tax advantages are available to a taxpayer using an offshore accumulation entity instead of directly investing or using an Australian managed fund. 
Effective tax rates for investments made through an offshore accumulation entity by a resident individual fall as the deferral period increases (Table 2). Investments in an offshore accumulation entity can be differentiated according to whether income is either received at the end of the period as a capital gain or as a distribution, and whether the entity’s income attracts source country withholding tax. 
Table 2:  Effective tax rates (per cent) on alternative offshore investments for an individual on the top personal marginal tax rate(a) 
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(a) Investments are assumed to have a pre‑tax rate of return of 10 per cent from underlying investments.

(b) Conversion is assumed to allow the investor access to the 50 per cent CGT discount.

(c) The rate of source country withholding tax is assumed to be 15 per cent.

Of the four offshore accumulation entity investment scenarios in Table 2, the most common in practice are the first and second scenarios involving negligible source country withholding taxes.  Increasingly, offshore accumulation entities are likely to receive income not subject to withholding tax due to global trends in withholding taxes and investor practices.
Australia’s FIF rules

Most developed countries have FIF rules.  They all seek to minimise the potential benefits from accumulation of passive portfolio investment income offshore.  
Australia’s FIF rules start with the proposition that an interest in an offshore company or trust is a FIF interest, then provide for a range of exemptions, leaving as attributable FIF interests only those that have (or may have) predominantly passive income and assets. In addition, some situations are exempt where the extent of tax advantage is relatively minor, either in relative terms (the 5 per cent balanced portfolio exemption) or absolute terms (the $50,000 de minimis exemption).
The rules do not address accumulation of passive income directly.  Any interest in an offshore company or trust is considered a ‘FIF interest’.  Then all offshore interests where tax‑motivated accumulation is unlikely are exempted. Offshore interests may be exempted because:

· the investments themselves are unlikely to be tax motivated. Examples include active business investments and investments in certain US funds.
· the taxpayer is unlikely to be motivated to invest in accumulation entities.  For example, diversified investment portfolios (‘balanced portfolios’) and small investors are specifically excluded from attributing income under the FIF rules because there are not significant benefits from deferral. 
The FIF regime lists a number of ‘blacklisted’ activities which are ineligible for the active business exemption.  It requires analysis of each FIF interest to determine whether the investment is principally engaged in such an activity.  

Where an offshore investment (ie ‘FIF interest’) is principally engaged in a blacklisted activity, income is attributed to the investment and included in the taxpayer’s assessable income.    

Overall, Australia’s FIF rules are considered to be doing a good job at deterring tax-driven passive portfolio investments offshore.  Nevertheless as outlined in Treasury’s Consultation paper, the FIF regime does have compliance costs and can limit the choice and returns to investors.  

Increasing the balanced portfolio exemption percentage from 5 to 10 percent
As noted above, the FIF regime provides a number of exemptions to ensure that investors do not have to calculate ‘FIF income’ where the potential benefits from deferral are not significant.   The most significant of these is the exemption for interest in FIFs that carry on an active business.

The balanced portfolio exemption works by way of a de minimis test.  Currently if at least 95% of an investor’s portfolio of total FIF investments is exempt,
 then the remainder is also exempt.   This ensures that the regime does not target investors that have a small number of non-exempt FIF interests as part of a diversified portfolio.  It is unlikely that these investors invest offshore for tax deferral reasons.
Given the design of the FIF rules (ie all offshore interests are included, with ‘carve-outs’ for investments which are not tax-motivated) it is important that the exemptions remain relevant.

When the FIF rules were developed in the late 1980s and early 1990s it was considered that a diversified portfolio would generally have less than 5 per cent of interests in non-exempt FIF activities. Since then it has been argued that financial assets which broadly constitute non‑exempt FIF investments now comprise a greater proportion of global investment.  Consequently, a diversified portfolio is now likely to have a higher proportion of non-exempt FIF investments.  

With many managed funds having more than 5 percent of non-exempt assets, the balanced portfolio exemption is not adequately exempting diversified funds from FIF attribution. Industry advises that up to 7 per cent of assets may not be exempt in a managed fund with a diversified asset portfolio.  Consequently, consistent with the Board’s recommendations, it is proposed to increase the balanced portfolio threshold from 5 to 10 per cent.  

Sell down arrangements 

This measure will reduce the need for diversified funds to ‘sell down’ their FIF assets before year end and repurchase at the beginning of the following year in order to qualify for the balanced portfolio exemption.
· The Board found that most fund managers (including superannuation entities) adjust their foreign investment portfolios before years end to meet the balanced portfolio exemption and reverse the transactions shortly thereafter. This incurs significant transaction costs and lowers returns for investors.   Tax and other costs of doing this are substantial but are less than the record keeping burden that would otherwise be imposed on funds by the FIF rules. 

The ‘sell down’ has in part a similar effect to the FIF rules, as the increase in value of the sold investment is taxable.  This suggests that the holdings of non-exempt FIF investments of greater than 5 percent and then selling down at year end is not tax driven.  
However, the ‘sell down’ can impose large transactional costs and opportunity costs for managed funds. For example, only certain assets that are readily tradeable can be sold, there are administration costs involved in the disposal and re-purchase, and there is the potential that the value of the asset might change in the period where an asset is not owned.  

The proposed increase in the balanced portfolio exemption will substantially reduce these compliance costs.  
Classification costs

The changes to the balanced portfolio threshold do not directly address the costs associated with identifying and classifying offshore investments (to determine whether they are predominantly active or passive.)  In the Treasury’s view there is scope for exploring ways of reducing these costs through agreed administrative practice such as classifying holdings on the basis of a sample.   
Exempt complying superannuation entities and similar entities

Australian investors can benefit from investing in offshore accumulation entities (Table 1). For an investor with a 48.5 per cent marginal tax rate and able to access the 50 per cent discount for eligible capital gains, those benefits could be significant. 

The benefits for taxpayers diminish as the marginal tax rate and the CGT discount they enjoy (if any) fall. Complying superannuation entities, which have a flat marginal tax rate of 15 per cent and are able to access only a one‑third discount for eligible capital gains, would derive the least benefit from using offshore accumulation vehicles (Table 3).

Table 3:  Effective tax rates (per cent) on alternative offshore investments for a complying superannuation fund(a)
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(a) Investments are assumed to have a pre‑tax rate of return from underlying investments of 10 per cent.

(b) Conversion is assumed to allow the investor access to the 33 1/3 per cent CGT discount.

(c)
The rate of source country withholding tax is assumed to be 15 per cent.

While complying superannuation entities can reduce their effective tax rates by investing in offshore accumulation entities, the reduction does not increase an investment’s after‑tax rate of return as significantly as for a high marginal personal tax rate individual. For example, a 10‑year deferred investment (with zero withholding taxes on fund income and end‑of‑period disposal) would increase the superannuation entity’s annual after‑tax rate of return from 8.50 per cent to only 9.30 per cent. 
Complying superannuation entities are in a different position to resident widely‑held managed funds. Income earned by widely‑held managed funds generally is taxed at the member’s marginal tax rates, and members can access any applicable CGT benefits. Accordingly, individuals could achieve the reductions in effective tax rates in Table 2 if widely held funds per se were exempt from the FIF rules.

The benefits of deferral and/or conversion of income to capital for a complying superannuation fund are low compared to other taxpayers. In addition, the costs arising from the FIF rules may be relatively higher for complying superannuation entities that hold offshore interests as part of a diversified portfolio. Exempting superannuation entities from the FIF rules, for example, would allow them direct access to global funds and could assist them in reducing management costs.

Removing complying superannuation entities from the FIF rules is unlikely to change their investment behaviour.  Currently, around 20 percent of superannuation fund assets are in offshore investments.  Complying superannuation entities are regulated and typically conservatively managed.  

In the absence of this exemption, complying superannuation entities may still be able to avoid the FIF rules by qualifying for the balanced portfolio exemption.  (Note: the costing for the superannuation entity exemption is included in the costing for the balanced portfolio exemption).

However removing complying superannuation entities from the FIF rules will reduce the compliance cost burden from super funds in applying the FIF rules.  Further, it may reduce their administrative costs by allowing complying superannuation entities to make their offshore investment directly or via an offshore funds manager, rather than require them to use an Australian funds manager.

The exemption for complying superannuation entities from FIF rules will also apply to fixed trusts where all the beneficiaries are complying superannuation entities.  Typically complying superannuation entities pool their investment to maximise returns and minimise risk.  

· The Bill contains a de minimis rule that will allow the exemption to continue if a small number of members of the funds become non-complying superannuation entities.  This will protect the interests of the majority of beneficiaries in such circumstances.  

· The Bill also looks through multiple layers of trusts to determine the beneficiaries.  This is to ensure that the trust that holds the FIF will maintain the exemption even if it is owned indirectly by complying superannuation entities through a chain of trusts.    
The exemption has not been extended to fixed trusts where the beneficiaries comprise both complying superannuation entities and non-superannuation entities (a mixed fund).  This would mean extending the exemption well beyond the targeted group to entities and individuals that may benefit from deferral.  However, the balanced portfolio exemption should ensure that a mixed fund with a diverse portfolio does not have to attribute income under the FIF rules.
FIF income from a managed fund that is distributed to a complying superannuation entity is not exempt from tax.  Providing such an exemption would not furnish any compliance benefits to the trustee of the fund as the trustee would still have to undertake FIF compliance activities and calculations.  Increasing the balanced portfolio to 10 percent should minimise any possibility that a diversified managed fund would have FIF income to distribute.  

Funds management activities

The FIF rules attempt to identify as attributable FIF interests only those FIF interests that have predominantly passive income and assets. 

However, Australian investors with an interest in an offshore funds management business where the business itself does not hold significant levels of passive assets (other than as a trustee of a trust) but manages funds, would have the income from the provision of funds management services and expertise treated as passive income and be subject to the FIF rules. This return should be treated as active business income and not income from holding passive assets. 
The FIF rules will continue to apply where a fund manager holds passive assets (other than as a trustee of a trust).  
Costs of the FIF measures 
· The cost of this measure as set out in the Regulation Impact Statement is estimated as follows:

	
	2003-2004
	2004-2005
	2005-2006
	2006-2007

	Exempting complying superannuation entities from the FIF rules
	-
	-$9 million
	-$9 million
	-$10 million

	Increasing the balanced portfolio exemption
	-
	-$15 million
	-$20 million
	-$20 million

	Removing management of funds from the FIF blacklist
	*
	*
	*
	*


Revenue estimates for increasing the balanced portfolio FIF exemption measure represent an upper bound estimate of the loss of revenue resulting from the change.  This assumes the full take-up of the measure by all entities affected by the FIF rules.  Data are not available to provide a reliable estimate of the number of entities that are currently unable to access the balanced portfolio FIF exemption that would qualify for the exemption under the measure.
As increasing the balanced portfolio FIF exemption represents the upper bound of potentially exempting all FIF income, the costs of this measure and exempting complying superannuation entities from the FIF rules is not additive.  The cost to revenue estimates above reflects the cost to revenue if each were separately enacted to the exclusion of the other.  In the event that both are enacted, the revenue impact from increasing the balanced portfolio FIF exemption would subsume the costing of exempting complying superannuation entities from the FIF rules.  

SCHEDULE 2:  INTEREST WITHHOLDING TAX EXEMPTION FOR CERTAIN UNIT TRUSTS
· The cost of this measure is estimated as follows:

	2003-2004
	2004-2005
	2005-2006
	2006-2007

	 -
	-$1.5 million
	-$3 million
	-$3 million


· Generally businesses operating in Australia which have obtained finance from abroad must withhold a proportion of their interest payments to non-residents and remit this amount to the ATO. These amounts are withheld as a final tax on interest income sourced in Australia.

· Obliging Australian borrowers to withhold amounts from interest paid to foreigners tends to shift the tax impact on to the Australian borrowers and raise the cost of borrowing.

· Companies in Australia currently do not have to withhold tax from interest payments to foreigners on widely offered debentures. Others, who borrow in global debt markets including unit trusts, are not similarly exempted from withholding even in relation to interest paid on similar debentures. 

· To obtain this exemption unit trusts currently have to interpose a company to undertake the borrowing and pay interest. 

· The Board recommended that this exemption should be extended to the managed funds industry, which operates through unit trust structures. 

· The changes in Schedule 2 will remove the requirement to withhold tax on interest paid on widely offered debentures issued by Australian unit trusts and foreign unit trusts operating in Australia that are widely held.
· The revenue impact is relatively small because the principal impact of the measure will be to remove the need for unit trusts to set up a company to undertake the borrowing.
SCHEDULE 3:  ATTRIBUTABLE INCOME OF CFCS
· The estimated revenue impact of this measure is negligible.  Little income is attributed to Australian taxpayers under the CFC provisions that are amended by the measure.
· The primary purpose of the CFC rules is preventing taxpayers from deferring tax on income by holding their investments through a foreign company.  For example:

· an Australian resident earning interest on government bonds is taxed annually on that interest income; 

· but if that resident has established a foreign company (say in a tax haven) to legally own the bonds and receive the interest, Australian tax would be deferred until the company paid a dividend to the resident or the resident sold the company.

· The CFC rules operate by including in a taxpayer’s assessable income, their share of the relevant income (known as ‘attributable income’) of a foreign company that they control.  

· In the example, the interest earned by the foreign company is ‘attributable income’ and would be included in the resident’s assessable income on an annual basis.

· However, there are few tax deferral opportunities for Australians in establishing a company in a country with a tax system like Australia’s.  Australian tax may be deferred, but an equivalent amount of foreign tax normally will be paid.

· The CFC rules recognise this fact by making fewer types of income attributable for companies in Canada, France, Germany, Japan, NZ, the UK and the US (known as ‘broad-exemption listed countries’, or BELCs). 

· As part of its response to the Board’s report, the Government indicated that it would further reduce the types of income attributable for companies in the BELCs.  Only types of income that give rise to significant integrity risks would remain.

· The most significant types of income currently attributable for BELC companies are specified in the Income Tax Regulations.  These types are unaffected by this Bill; separate changes to the regulations are planned for the first half of 2004.  These changes are not dependent on the passage of the Bill.
· Some types of attributable income are also specified in ITAA 1936.  One of these, relating to income earned by a company from sources outside of the BELC in which it is resident, is the subject of the Bill.
· In practice, little income of this sort is attributable.  Paring it back does not give rise to significant integrity risks.  

· However, rather than simply removing that type of income from attributable income, the Bill limits attribution to amounts also specified in the regulations.  

· As no relevant regulations in this regard are currently intended, the practical outcome is likely to be similar to a repeal.  But the ability to specify relevant attributable amounts in regulations is a useful safeguard in case integrity risks open up in the future.

· The changes (in Schedule 3, and those to be made to the regulations) will reduce compliance costs and improve the commercial flexibility of Australian-owned companies in BELCs.  Currently, to comply with the CFC rules, such companies have to: 
· respond each year to detailed questionnaires from their Australian parents concerning a (theoretically) wide range of potentially attributable income; and 

· in making commercial decisions, including restructurings, take account of Australian as well as domestic tax consequences and requirements.  This can be costly (in obtaining advice) and limit commercial flexibility (as certain transactions could have a tax cost).

· Around 2,000 taxpayers, predominantly companies, have interests in CFCs. There are around 5,000 CFCs (and related entities) resident in BELCs.
SCHEDULE 4: TRANSFER PRICING ADJUSTMENTS OF ROYALTIES
The cost of this measure is estimated as follows:

	2003-2004
	2004-2005
	2005-2006
	2006-2007

	-
	-$1 million
	-$1 million
	-$1 million


· The amendment in this Bill ensures that royalty payments from Australia are not subject to double taxation to the extent that the transfer pricing rules have disallowed a deduction to the payer of the royalty. The amendment will align the treatment of royalty payments to that which currently applies in relation to interest payments in similar circumstances. 

· The compensating adjustment provisions in the transfer pricing rules operate to eliminate the possibility of double taxation occurring where there has been an adjustment of profits between related parties to reflect an arm’s length profit for taxation purposes.

· When a royalty is paid from Australia it will generally be deductible to the payer and subject to withholding tax (generally at 10%). Presently, the compensating adjustment provisions do not apply in circumstances where royalty withholding tax was previously paid on the amount that was disallowed under the transfer pricing rules. This means that the amount is effectively taxed once in the hands of the Australian payer, by reason of a disallowance of the deduction, and again by way of withholding tax in the hands of the non-resident recipient.

· The amendment will enable the Commissioner to determine that royalty withholding tax is not payable by a non-resident taxpayer to the extent that the transfer pricing rules have disallowed a deduction to the payer of the royalty. This will prevent double taxation of this amount. It is left to the Commissioner to determine how this is done.

· The amendment follows from recommendation 22.14 of A Tax System Redesigned which stated that appropriate consequential adjustments be available to avoid double taxation arising from Australian transfer pricing adjustments.

· The amendment applies to transfer pricing determinations that occur on or after the date of Royal Assent of the Act.
� The revised Australia�United Kingdom tax treaty and associated legislation was the first instalment of RITA changes.


� Treasurer, Press Release No 32 of 2003, Review of International Taxation Arrangements 13 May 2003.


�  See Australia, Department of the Treasury, (2002) Review of International Tax Arrangements: Consultation Paper, pp 5 � 89; and also Australia, Productivity Commission, (2001) Offshore Investment by Australian Firms: Survey Evidence, p xi.


� Department of Foreign Affairs and Trade, (2002) The Big End of Town and Australia’s Trading Interests. 


� Taxation Statistics 1999-2000, Table S4.6.


� See Association of Superannuation Funds of Australia (2002), Submission to the Board of Taxation, Review of International Tax Arrangements, which identifies pursuit of better returns, the desire for more diversification and access to a wider class of investments as behind the increased holding of international shares.


� Australia, Board of Taxation, (2003) International Taxation: A Report to the Treasurer. Vol 1, 2003, p 45.


� Treasurer’s press release No.32 of 13 May 2003. 


� However, Australian investors do not receive the credit for source country withholding tax imposed on the fund’s income (for example, dividends and interest) that a direct investment into the source country or through an Australian fund would have attracted.


� Certain exemptions in relation to foreign trusts and employer-sponsored superannuation funds are not included in the calculation.


� FIF interests that are not exempt are taxed on an attribution basis and attribution accounts need to be maintained to prevent double taxation when income is finally repatriated or the FIF interest is sold. The maintenance of accounts imposes significant compliance difficulties, particularly for Australian managed funds. This is because each investor in the fund must have separate attribution entries for each FIF interest. Moreover, attribution account percentages change and each account needs to be revised as unit holders enter and exit the fund.


� This includes virtual PSTs (‘pooled superannuation trusts’) and segregated exempt assets of life companies.


� See “Wider offshore choice on the way”, Australian Financial Review 17 March 2004, p 31.
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