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6 June 2003

The Secretary

Economics Legislation Committee

Department of the Senate

Suite SG.64

Parliament House

CANBERRA ACT 2600

Dear Mr Hallahan
Inquiry into Taxation Laws Amendment Bill (No 4) 2003 

Schedule 5 - Foreign Resident Withholding Tax

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 securities companies, all of which have a significant international dimension to their business.  This reflects the global nature of wholesale financial markets and it is in this context that Schedule 5 of Taxation Laws Amendment Bill (No 4) 2003 is relevant to our members.

1. The Legislative Framework

Schedule 5 of the Bill introduces a new obligation to withhold amounts from certain payments made to foreign residents, which will be available as a credit against the foreign resident’s income tax assessment.  This has its origins in a recommendation by the Review of Business Taxation (Ralph Review) to address non-compliance by non-residents with their Australian income tax obligations.  

IBSA agrees that non-residents should meet their Australian tax obligations in full and supports legislation that would ensure this takes place in an efficient and certain manner.  

The Ralph Review recommended a uniform withholding tax regime on all taxable Australian source income and capital gains.  In broad terms, withholding is required if:

· The recipient is a non-resident, and

· The payment is of a kind set out in the regulations.

The exact nature of the payments and which classes of taxpayers would be obligated to withhold will be prescribed by regulation after the law is enacted.  The regulations are currently the subject of ongoing industry consultations, in which IBSA is a participant.

2.  Why Good Design of Withholding Tax Legislation is Important

Particular care needs to be taken when designing a withholding tax, as the primary liability for tax rests with the foreign resident, and the payer of money to the foreign resident serves only as a means to collect tax revenue.  Moreover, in some instances the payer for the purpose of the withholding tax may be a mere intermediary, or one of a number of intermediaries, between the ultimate buyer and seller.  

The withholding tax means that the payer may have to meet the tax liability of the payee; that is, one person ends up being liable to pay another person’s tax.  Further, the payer can be liable for penalties for failing to deduct tax even where the recipient would not actually be subject to tax.  Therefore, it is vital in the interests of equity and fairness in the tax system that the obligation placed on the payer is reasonable and can be complied with in a certain and low cost manner.  This is particularly important if there is difficulty in passing on those costs to the foreign resident client that has the primary tax liability.

In view of the nature of IBSA members’ business and the types of transactions that might be affected, it is vital that proper consideration is given to compliance issues for financial institutions when determining the final form of the legislation.  In this regard, we make several recommendations to improve the efficiency of the legislation, while preserving the revenue integrity benefits that it seeks to secure.

3.  Flaws in the Design of the Withholding Tax Provisions in the Bill
Issue 1: The provisions that identify the foreign recipients that are liable for tax are unnecessarily complex and could penalise taxpayers that have reasonable grounds to believe that the recipient is a resident.

Recommendation 1: The law should be simplified to give effect to the following:

‘There is an obligation on a payer to withhold if the recipient entity is a foreign resident, unless the payer had reasonable grounds to believe that the recipient entity is a resident of Australia’.

Analysis

The conditions in s.12-315(2) and s.12-317(3) specifying which recipients are subject to withholding need to be better defined.  As currently drafted, a payer is liable to withhold from amounts paid to recipients if:

· The recipient entity is a foreign resident,
 or 

· The payer believes, or has reasonable grounds to believe, that the recipient entity is a foreign resident, or

· The payer has no reasonable grounds to believe that the recipient entity is an Australian resident and there is authorisation for payment to be made at a place outside Australia, or the entity has an address outside Australia. 

These conditions are cumulative, so if the recipient is in fact a foreign resident, then tax penalties would apply if tax had not been withheld, regardless of the circumstances.  Thus, if the payer had reasonable grounds to believe that a recipient is resident and because of that belief did not withhold, the payer would be penalised if it turns out that the recipient is in fact a foreign resident.  This would be an unfair outcome, particularly given, as stated in the Explanatory Memorandum to the Bill, “residency can be a complex question of fact and degree”.

From a tax integrity perspective, there should only be two situations where a payer could be penalised for non-withholding.  The first is if the recipient is known to be a foreign resident but the taxpayer does not withhold.  The second is if the taxpayer has reasonable grounds to believe that the recipient is a foreign resident and does not withhold.  In effect, the three conditions above could be simplified to one, that is, there is an obligation to withhold if the recipient is a foreign resident, unless the payer had reasonable grounds to believe that the recipient is a resident.

Issue 2:  The conditions under which a legislative exemption from withholding is available are too narrow and, in particular, could impose a significant competitive disadvantage on permanent establishments and would be inconsistent with the Government’s decision to improve the tax arrangements for permanent establishments through the Review of International Taxation.

Recommendation 2.1: The law should be modified to automatically exempt permanent establishments.  This could be achieved by allowing the payer to accept a declaration stating the permanent establishment’s ARBN and Tax File Number.

Analysis

A permanent establishment (that is, a branch of a foreign entity) is a structure commonly used in particular by financial institutions to operate in Australia.  This reflects commercial considerations but is also in part a response to specific government financial sector policy.  

A key difference between permanent establishments (PEs) and other foreign residents is that PEs conduct a business in Australia and are subject to assessment of tax and full compliance obligations.  For instance, they must prepare tax returns, withhold tax from designated payments and prepare financial records (including a balance sheet and profit and loss account) on a separate entity basis.  In many respects, their integration into the Australian economy is akin to a wholly owned subsidiary and they are recognised as such in tax law, as well as being separately regulated if they are a financial institution.  Thus, they do not pose the tax compliance risks that are targeted by this legislation.

The law as drafted would require withholding on payments (covered by the regulations) made by residents to PEs, as they are non-residents for the purpose of the tax law.  Withholding may be manageable for payments that occur infrequently, or are marginal to a business, as may be the case for some foreign residents without a business presence in Australia.  However, it would be untenable if it were to apply to the mainstream business receipts of an entity, which would occur if it were applied to PEs.

It is not sufficient to rely on a Commissioner’s discretion to grant an exemption, as any delay or misjudgement could significantly penalise a PE, apart from which there is no justification for imposing the exemption application cost on PEs.  Further, an exemption would not be available for PEs that are being established and, by definition, could not have a history of good tax compliance.  Against this backdrop, the logic behind the Ralph Review recommendation that non-residents with a permanent presence in Australia should be exempt from the withholding tax is well founded and especially compelling for PEs.  

PEs (like tax residents) need to submit a business address, the name of a public officer and details of all directors of the company when applying for a TFN.  PEs must also lodge quarterly IAS/BAS statements and remit instalment taxes/PAYG taxes that are due to the ATO.  Therefore, PEs are no different to residents to the extent that they are required to comply with Australian tax laws.

At a minimum, ADI and financial entity PEs should be automatically exempt from the withholding tax, as their operations in Australia are transparent, accountable and regulated by APRA and/or ASIC, as well as the ATO.

The Board of Taxation has recommended changes to increase certainty and reduce compliance costs for PEs, as part of the initiative to promote Australia as a global financial centre.
  In response, the Government has agreed to implement the changes sought by industry in this area.
  Against this backdrop, it would be inappropriate to place a greater (and unnecessary) tax compliance burden on PEs through the proposed withholding tax.

Recommendation 2.2: The law should be modified to remove the obligation on the payer to withhold on a payment where the recipient has made a declaration to the effect that the payment is exempt from Australian income tax and the payer has no reason to believe otherwise.
Analysis

There is a good precedent in law for such an exemption and the efficiency generated by a declaration process is recognised in the TFN and ABN withholding arrangements.

For example, s.12-190(6) states in relation to ‘no ABN withholding’:

12-190(6)  The payer need not withhold an amount under this section if, when the payment is made: 

(a) the other entity is an individual and has given the payer a written statement to the effect that:

(i) the *supply is made in the course or furtherance of an activity, or series of activities, done as a private recreational pursuit or hobby; or

(ii) the supply is, for the other entity, wholly of a private or domestic nature; and 

(b) the payer has no reasonable grounds to believe that the statement is false or misleading in a material particular. 

The administrative process involved in implementing the current proposals is cumbersome and can be modified to lift the efficiency of the tax law without compromising revenue integrity objectives.  

For instance, if a financial institution is facilitating a transaction on behalf of a charity (like the Red Cross) or a foreign government, it should be acceptable for it as payer to rely on a declaration from these entities about their tax exempt status.  The alternatives are to seek an exemption from the Commissioner, which would not be feasible if there is not a demonstrated history of tax compliance or to seek a variation, which must be made for each individual payment and would require the provision of supporting evidence.

Recommendation 2.3: A foreign resident entity should be able to obtain an exemption in situations where it does not have an established history of compliance, if it can provide reasonable assurance to the ATO that it will meet its future Australian taxation obligation.

Analysis

Entities are only able to use the exemptions under s.12-315(1)(d) and s.12-319 if they have “an established history of compliance with its obligations under taxation laws”. 

In practice, this exemption may only be applicable to foreign residents operating in Australia as a PE
, resulting in a bias against other non-resident entities that would be unable to show a history of compliance, as they are much less likely to have regular tax obligations in Australia.  In addition, as discussed above, entities that are in the course of establishing their business could not demonstrate a history of tax compliance and withholding of receipts would place liquidity constraints on these entities in their formative stage, which could be quite harmful.

The only other exclusion for foreign residents, particularly those who can validly claim an exemption under a Double Tax Agreement, is through an application to the Commissioner for a variation on the amount to be withheld under the existing variation provisions in s.15-15.  That exemption is granted to a payer, so it is not clear how that might generally apply to a recipient. 

Therefore, we recommend that a foreign resident entity should be able to obtain an exemption in situations where it does not have an established history of compliance, if it can provide reasonable assurance to the ATO that its payments are exempt from Australian tax or, if that is not the case, that it will meet its future Australian taxation obligations.

Issue 3:  The proposal that the Commissioner should only grant variations on the amount to be withheld on a payment-by-payment basis would impose an unwarranted compliance burden on taxpayers and could disturb normal market operations.

Recommendation 3: The Commission should have the power to provide a variation for a recipient in relation to a type or series of payments, as well as individual payments.

Analysis

We have been advised that variations would be given on an individual payment basis.  This would impose an unnecessary compliance burden on taxpayers, as in practice, many transactions involve a series of payments and it would be impractical to rely on applying for a series of exemptions for these payments.

For example, it is not uncommon for a single order given to a stockbroker to result in a series of transactions and payments, as the broker executes that order in the market.  This would be particularly the case for large orders that are most likely to be subject to withholding.  It is unrealistic and unfair to expect that a foreign resident should have to seek a separate variation in respect of each payment.

Issue 4: The absence of an express exclusion for tax exempt income means that penalties can be imposed on the payer when the recipient has no actual liability to pay Australian income tax.

Recommendation 4:  The law should be amended so that payers should only be liable to penalties for non-withholding only if there is an ultimate tax liability in respect of the payment to the foreign resident.

The absence of an express exclusion for exempt income gives rise to the unfair situation whereby the payer would incur a penalty for non-withholding on a payment made to a foreign resident, even if the income is subsequently completely exempt from Australian income tax.
The ‘protection’ afforded by the Governor-General under s12-315(3) in which he may choose to apply the rules to payments “that could be reasonably related to assessable income of foreign residents”, is inadequate because one could argue that all income could be reasonably related to assessable income.

We note that PAYG withholding is not required in respect of exempt income and believe that the same principle should apply here.
  Thus, in addition to Recommendation 2.2, there should be explicit protection in law to prevent the imposition of penalties for non-withholding on income that is actually exempt.

3. Concluding Comments

IBSA provided comments to Treasury on the Ralph Review proposal immediately after it was released, which we believe has helped to better target the legislation.  However, we were not involved in the industry consultation process that took place in November 2002, so we are grateful for the opportunity now to provide some comments on the detailed design of the legislation.

We apologise that we could not meet the specified deadline for submissions to the Committee.  However, we would be grateful if you could consider our comments as you finalise the Committee’s report.  Please contact me on 02 9221 8144, if there are any matters in regard to this submission that you would like to discuss further.  

Yours sincerely

David Lynch

Director of Policy

� Section 12-317(3) deal with the situation where an intermediary receive a payment on behalf of a “likely” foreign recipient.


� Paragraph 5.15 of the Explanatory Memorandum.


� Recommendation 4.11 in International Taxation – A report to the Treasurer; Volume 1, The Board of Taxation.


� Treasurer’s Press Release (no. 32), 13 May 2003.


� The exemption for PEs should be automatic, as discussed above.


� See s.128B(3) of the Income Tax Assessment Act 1936.
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