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31 March 2004
Dr Sarah Bachelard

Committee Secretary

Senate Economics Legislation Committee 

Room SG.64 

Parliament House

CANBERRA  ACT  2600 

Email: economics.sen@aph.gov.au.
Dear Dr Bachelard
New International Tax Arrangements Bill 2003
The Business Council of Australia (BCA) and the Corporate Tax Association (CTA) welcome the opportunity to provide a submission to the Senate Economics Legislation Committee on the New International Tax Arrangements Bill 2003, which is the first tranche of the international tax measures announced by the Government in May 2003.  These reforms are crucial for Australia. Australia’s present international taxation arrangements unduly limit Australia’s ability to participate in the international economy. They distort commercial decisions and in many cases are arbitrary and unnecessarily complex.  Moreover, in the face of change in other international tax regimes around the world such as the United States, the United Kingdom and Germany, Australia’s international tax rules are becoming even less competitive.

We understand that the Senate Committee is particularly interested in 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% and we have discussed this issue later in the Submission.  However, we believe that this Bill needs to be considered within the framework of the other international taxation measures announced by the Government in May 2003.  The full package of measures and their benefits for Australia need to be placed in an economic context in order to fully explain why both the BCA and the CTA are very supportive of the International Taxation measures as a whole.
Economic Context

The BCA represents 100 Chief Executive Officers from Australia’s largest businesses.  The aim of the BCA is to make Australia the best place to live, learn, work and do business.
 The CTA represents the Heads of Tax of Australia’s largest businesses and aims to promote sound business tax policy, laws and administration.

Australia’s growth objectives can only be achieved by maintaining and developing a strong and dynamic economy.   A key element in our ability to sustain current levels of growth will be the strength of our current and future global links.  International taxation arrangements occupy a critical place as gateways for our economic links with the rest of the world.  Our international tax system impacts on the attractiveness of Australia to inbound investment, our success as a location for regional headquarters of international businesses, and on the ability of Australians to compete and take advantage of business and investment opportunities abroad. 

Business today operates internationally.  This creates significant opportunities for the growth of the Australian economy and for Australian employment.  However, the current distortions in Australia’s international tax system inhibit Australian companies from competing on the world stage from an Australian base.  
Australia’s international tax regime as it currently stands presents barriers and distortions to inbound and outbound investment.  In contrast, other countries have undertaken major improvements to the competitiveness of their international taxation arrangements.
 

These are barriers that actively inhibit business’ contribution to wealth creation, productivity enhancement and economic growth. As these tax barriers and distortions impact on both business and economic growth they therefore also impact on the domestic tax base.  It is important that Australia’s political leaders adopt a strategic and longer term view on these issues, recognising that the longer term benefits for Australia of removing barriers to growth will outweigh any short term costs to the Budget.  These barriers and distortions can impact negatively on Australia’s economy by:

· deterring the inflow of investment into Australia – particularly investment related to establishing an Australian base for regional operations;

· creating incentives to shift control centres of Australian businesses offshore and, in the extreme, to encourage a change of corporate residency;

· restraining the rate of growth of Australian investment abroad; and
· the imposition of significant compliance and other barriers to potential business opportunities.

The BCA and CTA believe that reform needs to occur as soon as possible in order to take advantage of the current international and domestic opportunities from:
· the number of foreign companies considering Australia as a base from which to direct their growth in the region. Many of these decisions are once-in-a-lifetime opportunities;
· the rising proportion of new Australian businesses that are currently seeking early growth opportunities in other countries;
· the number of well-established, Australian-based companies that have become world leaders in their industries with successful operations through branch offices and subsidiaries abroad.
Australia’s size and our geographical remoteness place us at risk of becoming marginalised in the global economy.  However, instead of compensating for the “tyranny of distance” and its associated diseconomies, our international tax system can have the effect of marginalising us further. 
An effective and efficient international tax framework will ensure that appropriate revenue is collected while ensuring there are no unintended barriers or disincentives to the investment flows and business activity that supports our economy.

Consultation

The BCA and CTA are strong supporters of the entire package of international tax reform measures announced by the Government.
The consultation process has been effective and well run to date.  The consultation process has taken into account a range of business concerns while balancing these issues with the need for revenue integrity. The BCA and CTA are both part of the Advisory Group established last year through the Department of Treasury.  A number of our Members also have a direct and active role in the Working Groups which assess the issues during the development of legislation and the legislation once drafted.  To date, we have provided our views and feedback on the measures in this first Bill and on the next Bill which we expect to be introduced very soon.  The BCA and CTA are supportive of the drafting of the measures in both these Bills.

Increase in FIF Balanced Portfolio Exemption

The Bill proposes to increase the Foreign Investment Fund (FIF) rules balanced portfolio exemption from 5% to 10%.  The balanced portfolio exemption provides an exemption from the FIF rules where the value of the FIF interests that otherwise would not be exempt is no more than 5% of all the taxpayer’s interests in FIFs.  This recognises that taxpayers with a balanced portfolio may hold some non-exempt FIF interests.  The proposed increase in the threshold recognises that investment trends on what is a typical balanced portfolio has changed.  A higher threshold of 10% would accommodate typical market driven behaviour while still targeting portfolios which have an above average weight towards non exempt interests.

Some of the benefits of increasing the FIF balanced portfolio exemption threshold from 5% to 10% are lower compliance costs for fund managers and other taxpayers who will not have to:

· determine attributed income or maintain attribution accounts; or in order to avoid attribution

· undertake the practice of ‘selling down’ non-exempt FIF assets at the end of the income year in order to meet the balanced portfolio exemption threshold. 

These savings are substantial for the industry and are therefore supported by the BCA and CTA.  However this does not remove the compliance burden of classifying their FIF interests to determine whether their non-exempt FIF interests are no greater than 10%. 
There are a number of problems posed by the FIF rules for Australia’s funds management industry.  Reform in this area is necessary and overdue. While we welcome the increase in the FIF Balanced Portfolio Exemption and the other measure of “management of funds” no longer being included in the “blacklist” of 
non-eligible business activities in the FIF rules, these measures represent a necessary stop gap measure.  A full review of the FIF measures will be required in the future to achieve comprehensive reform.  The proposed measures will serve as an effective interim solution leaving the way open for a review be considered in the future.
Attributable Income of Controlled Foreign Companies 

The BCA and CTA support the proposed change to the determination of attributable income of controlled foreign companies.  This will ensure that foreign source income amounts will no longer be included in a Controlled Foreign Company’s (CFC) notional assessable income where the CFC is in a broad-exemption listed country, unless the amounts are specifically noted in regulations.  This will mean that unless the income type is specifically noted in the regulations, taxpayers will not need to analyse in detail the income of a CFC resident in a Broad-Exemption Listed Country (BELC). This recognises that the seven broad-exemption listed countries (Canada, France, Germany, Japan, New Zealand, the United Kingdom, and the United States of America) have broadly comparable tax systems with equivalent measures for addressing tax avoidance.

The use regulations to designate what will be attributable, ensures that in the unlikely event where a broad-exemption listed country changes its tax system in a way that opens up tax avoidance opportunities for Australian taxpayers, the avoidance opportunity can be rapidly removed.

The CFC rules include in the taxable income of an Australian taxpayer, the taxpayer’s share of specified income of non-resident companies in which they have a controlling interest.  The Controlled Foreign Company rules are highly complex and impose onerous compliance obligations on companies, yet they contribute only minor revenue amounts.  Currently taxpayers are required to obtain information from their CFC as to whether it derives certain foreign source amounts, even where the CFC operates in a broad-exemption listed country.  The proposed change will provide substantial compliance cost savings for any Australian based company with subsidiaries or branch offices in these countries.  Some compliance costs will still exist however, as Australian companies with CFCs will still need to confirm that there is no attributable income. 
Conclusion

This is the first tranche of a number of crucial and overdue reforms to Australia’s international tax system. There is no doubt that the performance of companies and Australia’s economic fortunes are increasingly linked to global markets. In order to facilitate continued economic growth companies must be able to expand overseas and compete effectively.  As Australia’s integration in global markets deepens, the international tax arrangements and the costs of the current arrangements will become more important.

The current international tax arrangements undermine the capacity of Australian businesses to grow and expand.  The potential result is weaker economic activity, investment and job creation in Australia. These measures are not just about business, they will impact indirectly on all Australians.  

Undertaking these reforms will provide positive benefits for Australia’s international growth and therefore Australia’s economy.  This in turn will have flow-on effects on employment, trade and investment.  The benefits of the full package of reforms will ultimately lead to increases in future corporate taxes and GDP-boosted gains to revenue.  We expect that these gains will more than offset the short term costs to the budget. 
If you have any queries in relation to the content of this submission, please contact Frank Drenth, Executive Director, Corporate Tax Association on (03) 9600 4411 or Freya Marsden, Director Policy, Business Council of Australia on (03) 8664 2664.

Yours faithfully
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Katie Lahey





Frank Drenth

Chief Executive




Executive Director

Business Council of Australia


Corporate Tax Association

� More information about the BCA is available at www.bca.com.au


� This includes the UK - a very large investor in Australia and a significant (from Australia’s point of view) recipient of Australian investment. Other countries that have made major changes recently include the United States, Germany, Sweden, Ireland, Singapore and Israel. International taxation features strongly in New Zealand’s Tax Review 2001 and taxation has been isolated as a critical factor in the increased incidence of US companies reincorporating abroad.
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