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The Government’s review of Australia’s international taxation arrangements in 2002-2003 considered the treatment of foreign source income in Australia’s dividend imputation system.  The Board of Taxation had recommended providing a 20% tax credit to shareholders on unfranked dividends paid from foreign source income.  The Board also recommended allowing dividend streaming of foreign source income.  The Treasurer announced, on 14th May 2003, that the Government did not believe that it was appropriate to implement the Board’s proposals at that time but that the Government did not rule out future consideration of the issues examined by the Board.  

This paper examines the effects that the Board’s 20% credit proposal  would have on underlying Australian resident shareholders.  The paper also examines the effects of alternative options canvassed by the Australian Treasury in the Consultation Paper produced as part of the Review of Australia’s International Taxation Arrangements, of options considered in the Review of Business Taxation, and of other options proposed by commentators.  In the case of each option the position where an Australian company has non portfolio foreign source income is considered.  At the underlying resident shareholder level consideration is given to positions where the underlying shareholder is: (i) natural persons on 48.5% and 31.5% marginal rates; (ii) a company that is not part of a consolidated group; and (iii) a complying superannuation fund.  The effects of announced changes in the Australian tax treatment of corporate foreign source income are discussed in respect of each option.  Each option is evaluated against international tax policy criteria.

ALTERNATIVE TREATMENTS FOR FOREIGN SOURCE INCOME IN AUSTRALIA’S DIVIDEND IMPUTATION SYSTEM
In its February 2003 Report to the Treasurer on International Taxation the Board of Taxation recommended that: 

(a) domestic shareholder tax relief should be provided for unfranked dividends paid out of FSI derived after the commencement date; and 

(b) that the relief should be provided by way of a non-refundable tax credit of 20 per cent and without any requirement to trace foreign tax paid or incurred.

When announcing the outcome of the Government’s review of Australia’s international taxation arrangements the Treasurer indicated that the Government did not believe that it was appropriate to implement the board’s proposals at that time.  The Treasurer went on to indicate, however, that the Government did not rule out future consideration of the issues examined by the Board.

This paper begins by identifying the biases in the Australian dividend imputation system that led to these recommendations by the Board of Taxation.  It then evaluates a selection of  possible approaches to the treatment of foreign source income in an imputation system in terms of international tax policy criteria.  Key issues for further research are then identified.

The Biases In The Dividend Imputation System Against Offshore Investment
For resident underlying shareholders there is a clear bias in Australia’s dividend imputation system against investment in Australian resident companies with significant foreign source income as opposed to investment in Australian resident companies with only domestic source income or investment in foreign companies with foreign source income.  These biases exist simply because payments of foreign tax on foreign source income do not generate franking credits for Australian resident companies.  Australia’s foreign source income exemption and foreign tax credit systems contribute to this bias to the extent that they mean that Australian corporate tax is not paid on foreign source income that has been subject to foreign tax. This means that foreign taxes are treated as a pre tax expense for the Australian resident company.  At the underlying resident shareholder level the end result of this treatment is equivalent to that obtained under a classical corporate tax system and, in some circumstances,  produces national neutrality.  By contrast, Australian residents who invest in Australian resident companies with only domestic source income can receive a franking credit for the Australian corporate tax paid by the company and, depending on the level of franking credits allocated to the distribution, the overall level of tax on distributions made to them can represent taxation and their respective marginal rates.  Australian residents with portfolio shareholdings in foreign companies obtain a foreign tax credit for any foreign withholding tax paid on any distribution they receive.  Because credit is only given for the foreign withholding tax and not for the foreign underlying corporate tax, this treatment produces a result somewhere between national neutrality and capital import/capital export neutrality.
  The effects of the current rules are shown in Examples 1 and 2.

Example 1 Current Treatment of Resident Shareholders In Resident Company With Australian Source Income
Australian Company

Taxable Income


$1000

Australian corporate tax

$  300
(generates $300 of franking credits)

After tax income


$  700

If the company decides to distribute all of its after tax income the maximum franking credit that it can allocate to the distribution is $300.  The effects of a distribution of $700 with a franking credit of $300 attached are shown for a 48.5% marginal rate shareholder, a 31.5% marginal rate shareholder, for an Australian corporate shareholder and for a  complying superannuation fund shareholder.  None of the shareholders are assumed to be in a tax loss position and none of them are assumed to have deductions related to gaining dividend income.

48.5% Marginal Rate Shareholder

Dividend


$ 700

Franking Credit


$ 300

Grossed up dividend 

$1000

Tax @ 48.5%


$ 485

Tax offset


$ 300

Net tax payable 


$ 185

After tax dividend

$ 515

31.5% Marginal Rate Shareholder

Dividend


$ 700

Franking credit 


$ 300

Grossed up dividend

$1000

Tax @ 31.5%


$  315

Tax offset


$  300

Net tax payable


$   15

After tax dividend 

$ 685

Australian Corporate Shareholder (assumed not to be in a tax loss position and assumed not to have deductions related to gaining dividend income)

Dividend


$ 700

Franking credit


$  300

Grossed up dividend

$1000

Tax @ 30%


$  300

Tax offset 


$  300

Net tax payable 


$  Nil

After tax dividend

$ 700

Complying Superannuation Fund Shareholder

Dividend


$ 700

Franking credit 


$  300

Grossed up dividend

$1000

Tax @ 15% 


$  150

Tax offset 


$  300

Refund of excess tax offset
$ 150

After tax dividend

$  850

Throughout this paper Example 1 will be regarded as a benchmark for whether proposed treatments of payments of foreign tax on the foreign source income of Australian companies produce capital export neutrality.

The current Australian treatment of foreign source non portfolio dividends received  by resident companies and of foreign branch profits of Australian resident companies in instances where the ITAA36 s23AH and s23AJ exemptions are applicable produces capital import neutrality at the resident company.  In instances where foreign tax credits apply at the resident company level the current Australian treatment produces results somewhere between capital export neutrality and capital import neutrality depending on the effect of limitations on FTCs.  Once the foreign source corporate income is redistributed to underlying resident shareholders, however, the end result is national neutrality.  This is because payments of foreign tax do not generate franking or other credits for underlying shareholders and, hence, are treated as pre tax expenses.  Whether the result at the underlying shareholder level in turn produces a bias against offshore investment at the company level is discussed below.  

The points made above are illustrated by the following examples.

Example 2 Current Treatment O f Australian Resident Shareholders In Australian Company With Foreign Source Income 

In this example three possible scenarios will be illustrated.  First, where the investment is made in a high tax country with an effective tax rate assumed to be 40%.  Secondly, where the investment is made in a middle level tax country with an effective tax rate assumed to be 30%.  Thirdly, where the investment is made in a low tax country with the effective tax rate assumed to be 10%.  In all cases the foreign source income is assumed to be redistributed to the same shareholders and on the same assumptions as in Example 1.  In all cases the investment in the foreign country is assumed to have been made via  a wholly owned subsidiary.

2(a) Direct Investment In High Tax Country – Currently s23AJ exemption applicable 

Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  400

After tax income 

$  600

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 600 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 600

Tax @ 48.5%

$ 291

After tax dividend
$ 309

31.5% Marginal Rate Shareholder

Dividend 

$600

Tax @ 31.5%

$189

After tax dividend
$411

Australian Corporate Shareholder

Dividend

$600

Tax @ 30%

$180

After tax dividend
$420

Complying Superannuation Fund Shareholder

Dividend 

$600

Tax @ 15%

$  90

After tax diviend

$510

2(b) Direct investment in middle level tax country – currently s23AJ exemption applicable
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  300

After tax income 

$  700

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 700 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

Tax @ 48.5%

$ 339.50

After tax dividend
$ 360.50

31.5% Marginal Rate Shareholder

Dividend 

$700

Tax @ 31.5%

$220.50

After tax dividend
$479.50

Australian Corporate Shareholder

Dividend

$700

Tax @ 30%

$210

After tax dividend
$490

Complying Superannuation Fund Shareholder

Dividend 

$700

Tax @ 15%

$105  

After tax dividend
$595

2 (c) Direct Investment In Low Tax Country (currently underlying foreign tax credit applicable)

Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (currently taxable but underlying foreign tax credit allowed)

Gross up for foreign tax
$ 100

Grossed up dividend
$1000

Australian tax 

$  300

FTC


$  100

Net Australian tax 
$  200
(generates $200 of franking credits)

After tax dividend 
$  700

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.  Assume that the Australian company attaches $200 of franking credits to the dividend.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

Franking credit

$ 200

Grossed up dividend
$ 900

Tax @ 48.5%

$ 436.50

Tax offset

$ 200

Net tax


$ 236.50

After tax dividend
$ 463.50

31.5% Marginal Rate Shareholder

Dividend 

$700

Franking credit 

$200

Grossed up dividend
$900

Tax @ 31.5%

$283.50

Tax offset

$200

Net tax


$  83.50

After tax dividend
$616.50

Australian Corporate Shareholder

Dividend

$700

Franking credit

$200

Grossed up dividend
$900

Tax @ 30%

$270

Tax offset

$200

Net tax


$  70

After tax dividend
$630

Complying Superannuation Fund Shareholder

Dividend 

$700

Franking credit 

$200

Grossed up dividend
$900

Tax @ 15%

$135

Tax offset

$200

Refund of excess offset
$  65

After tax dividend
$765

One of the recommendations of the Board of Taxation on International Taxation that was accepted by the government was to extend the exemption for foreign non-portfolio dividends and foreign branch profits to include, broadly, active income earned through foreign subsidiaries and branches in unlisted (generally low tax) countries.
  Once this change is implemented the treatment of non-portfolio dividends (outside the operation of Australia’s foreign accruals tax regimes) sourced in a a low tax jurisdiction will be as follows:

2 (d) Direct Investment In Low Tax Country (proposed exemption treatment)

Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (exempt)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1. 

48.5% Marginal Rate Shareholder

Dividend 

$ 900

Tax @ 48.5%

$ 436.50

After tax dividend
$ 463.50

31.5% Marginal Rate Shareholder

Dividend 

$900

Tax @ 31.5%

$283.50

After tax dividend
$616.50

Australian Corporate Shareholder

Dividend

$900

Tax @ 30%

$270

After tax dividend
$630

Complying Superannuation Fund Shareholder

Dividend 

$900

Tax @ 15%

$135

After tax dividend
$765

Note from Examples 2(c) and 2(d) that the proposed changes to the treatment of non portfolio dividends paid by subsidiaries in unlisted countries from active business income will not affect the overall level of Australian tax payable when both corporate level and shareholder level taxes are taken into account.  Under the exemption system no Australian corporate tax will be payable but additional tax will be payable at the shareholder level when the income is distributed.  The after tax dividend to underlying shareholders from a redistribution of foreign source non portfolio dividends will remain the same in all cases.  The examples highlight the point that it is the failure of payments of foreign tax to generate Australian franking credits that produces the bias against investment in resident companies with foreign source income.  The method of international juridical double taxation relief provided does not affect the bias.  It would be logical for the extension of the exemption to increase the rate of repatriation of foreign source non portfolio dividends from unlisted countries (as no Australian corporate tax would be payable on repatriation) but also to increase the retention rate by the resident company (as greater shareholder level tax will be payable on a distribution – assuming that the resident company would prefer not to pay franking deficit tax).  

The Board Of Taxation’s Assessment Of The Biases In The Dividend Imputation System
The Board of Taxation accepted that there was a bias against direct investment offshore by resident companies and also a bias against investment by resident shareholders in resident companies with direct offshore investments.  Treasury in its Consultation Paper had argued that a bias against direct foreign investment at the company level existed only where the foreign country had higher company level taxes than Australia.
  The Board of Taxation concluded that a bias at the company level existed despite the  s23AJ and s23AH exemptions which, as noted above, produce capital import neutrality.  This was because, as argued in submissions to the Board, companies, in making investment decisions, consider the impact on shareholder value which takes into account after-tax returns to shareholders.  As the value of imputation benefits affects after tax returns and as Australian companies with significant offshore investments continue to have a disproportionate domestic shareholder base the biases that exist at the underlying shareholder level were seen as significantly affecting investment decisions at the corporate level.
  The Treasury had also considered that it was possible that world capital markets set the pre-tax rate of return for small open economies which meant that non-resident investors who do not benefit from dividend imputation on either domestic or offshore investments determine a company’s cost of capital.
  The Board of Taxation accepted submissions that even if the marginal price-setter for a stock is a non resident or if the cost of capital is lower offshore, a company considering offshore expansion will still consider the effect of the decision on the after tax returns to their existing shareholders. 
  The Board of Taxation noted submissions to the effect that Australian investors lean heavily towards holding equities in Australian companies noting that they were consistent with Australian companies having a disproportionate domestic shareholder base.   After noting other factors supporting the active involvement of domestic investors in equity raisings by Australian companies the Board noted that the submissions concluded that as domestic investors represent a major source of funds in new equity raisings and as the Australian equities market clearly values franking credits, there is a domestically determined cost of capital.
  Submissions to the Board had cited studies on the value of imputation credits (generally 40 to 60% of face value) and studies on the predominance of investment in resident companies by individuals and institutional investors contrary to modern portfolio theory.  These were cited as indirect evidence of the effect of the bias at the shareholder level on the cost of capital.
 The overall conclusion of the Board of Taxation was that:

“there is sufficient evidence to support the view that the Australian capital market significantly affects the cost of capital of Australian firms, and further, that the capacity to frank dividends affects the cost of capital in that market.”

The Treasury Consultation Paper had proposed three options to deal with the problem.  Option 2.1A was to allow domestic tax relief for unfranked dividends funded out of Foreign Source Income via a non-refundable tax credit of 10% of the dividend.
  The Board of Taxation recommended this option with some variations most notably that the tax credit be 20% of the dividend.
  This recommendation by the Board of Taxation is discussed in more detail below.  The Treasury’s Option 2.1B was to allow dividend streaming so that foreign taxes were streamed to foreign shareholders and imputation credits were streamed to domestic shareholders.  While the Board of Taxation recommended Option 2.1B
 it recognised that the major impact of Option 2.1B would be on Australian companies with significant levels of foreign shareholders.  Given that Australian companies with foreign earnings have a disproportionate level of domestic equity investors Option 2.1B cannot be a comprehensive solution to the problem.  Although the Board of Taxation noted that Option 2.1B evens up the treatment of dual listed companies which can already effectively stream foreign and domestic credits
 it would mean that resident companies with foreign source income and high levels of foreign shareholders were in a more favourable position than resident companies with foreign source income and low or no levels of foreign shareholders.  As dividend streaming cannot be a comprehensive solution to the problem at least in the short term and as it does involve discrimination in favour of Australian companies with high levels of foreign ownership it will not be discussed in more detail in this paper.  The Treasury’s Option 2.1C was to allow a dividend imputation credit for foreign dividend withholding taxes but not for foreign underlying corporate taxes.
  A similar option had also been recommended by the Review of Business Taxation. 
  The Board of Taxation did not recommend Option 2.1C noting submissions to the effect that it would not effectively address the real issue raised by the underlying bias and that dividend withholding taxes will become much less of an issue under proposed changes to Australia’s double tax treaty policy.
  Under the proposed policy withholding taxes on non portfolio dividends are expected to be 5% with a zero withholding tax applying to 80% or more shareholders.  Option 2.1C will not be discussed further in this paper.   

The 20% Credit Solution

The principal solution proposed by the Board of Taxation to the above biases in the dividend imputation system was to allow a 20% non refundable tax credit at the underlying resident shareholder level for dividends paid by Australian resident companies out of certain foreign source income.  To maintain the integrity of the Australian tax system and to minimise the revenue cost of its proposals the Board of Taxation considered that the following conditions should apply to its recommended 20% credit:

· the unfranked dividend would be required to  be paid out of non-portfolio dividends out of foreign source profits and foreign branch profits generated after the commencement date of the new measures;

· the relevant FSI would be identified at the company level through an account such as a FDA or FIA; 

· distributions of  FSI subject to Australian company tax would not generate a 20% credit nor would distributions of untaxed foreign capital gains;

· the same FSI could not give rise to a franking credit and a 20% credit;

· the 20% credit would be able to be offset against the total tax liability of the taxpayer, not merely the tax relating to the FSI (but excess credits would not be refundable); and

· the existing imputation system would continue to apply to Australian taxed income while the 20% credit would apply to unfranked dividends paid out of FSI.

The following examples illustrate the effects of the proposed treatment of foreign source unfranked dividends under the recommendations by Board of Taxation.  

Example 3 (a) Assume the facts in Example 2(a) with the variation that a 20% non refundable credit is given at the shareholder level to the extent that an unfranked dividend is sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
3(a) Direct Investment In High Tax Country – Currently s23AJ exemption applicable 

Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  400

After tax income 

$  600

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 600 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 600

20% credit 

$120

Grossed up dividend
$720

Tax @ 48.5%

$ 349.20

Tax offset 

$120

Net tax


$229.20

After tax dividend
$370.80

31.5% Marginal Rate Shareholder

Dividend 

$600

20% credit

$120

Grossed up dividend
$720

Tax @ 31.5%

$226.80

Tax offset

$120

Net tax


$106.80

After tax dividend
$493.20

Australian Corporate Shareholder

Dividend

$600

20% credit

$120

Grossed up dividend
$720

Tax @ 30%

$216

Tax offset 

$120

Net tax


$  96

After tax dividend
$504

Complying Superannuation Fund Shareholder

Dividend 

$600

20% credit

$120

Grossed up dividend
$720

Tax @ 15%

$108

Tax offset

$120

Excess tax offset 

$  12*

After tax dividend
$600

* Can be offset against domestic tax liabilities but is not refundable.

Example 3 (b) Assume the facts in Example 2(b) with the variation that a 20% non refundable credit is given at the shareholder level to the extent that an unfranked dividend is sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  300

After tax income 

$  700

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 700 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

20% credit

$140

Grossed up dividend
$840

Tax @ 48.5%

$407.40

Tax offset 

$140

Net tax


$267.40

After tax dividend
$432.60

31.5% Marginal Rate Shareholder

Dividend 

$700

20% credit

$140

Grossed up dividend
$840

Tax @ 31.5%

$264.60

Tax offset

$140

Net tax 


$124.60

After tax dividend
$575.40

Australian Corporate Shareholder

Dividend

$700

20% credit 

$140

Grossed up dividend
$840

Tax @ 30%

$252

Tax offset

$140

Net tax 


$112

After tax dividend
$588

Complying Superannuation Fund Shareholder

Dividend 

$700

20% credit

$140

Grossed up dividend
$840

Tax @ 15%

$126

Tax offset

$140

Excess offset

$  14*

After tax dividend
$700

* Can be offset against domestic tax liabilities but is not refundable.

Example 3(d) Assume the facts in Example 2(d) with the variation that a 20% non refundable credit is given at the shareholder level to the extent that an unfranked dividend is sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits

Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (exempt)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1. 

48.5% Marginal Rate Shareholder

Dividend 

$ 900

20% credit 

$ 180

Grossed up dividend
$1080

Tax @ 48.5%

$  523.80

Tax offset

$  180

Net tax 


$  343.80

After tax dividend
$ 556.20

31.5% Marginal Rate Shareholder

Dividend 

$ 900

20% credit

$ 180

Grossed up dividend
$1080

Tax @ 31.5%

$ 340.20

Tax offset

$ 180

Net tax


$ 160.20

After tax dividend
$ 739.80

Australian Corporate Shareholder

Dividend

$ 900

20% credit

$ 180

Grossed up dividend
$1080

Tax @ 30%

$  324

Tax offset

$  180

Net tax 


$  144

After tax dividend
$  756

Complying Superannuation Fund Shareholder

Dividend 

$ 900

20% credit

$ 180

Grossed up dividend
$1080

Tax @ 15%

$  162

Tax offset

$  180

Excess offset

$    18*

After tax dividend
$  900

*Can be offset against domestic tax liabilities but is not refundable.

Note that in none of the above Examples  does the treatment proposed by the Board of Taxation produce capital export neutrality at the underlying shareholder level.  Note, however, that where the underlying shareholder is a complying superannuation fund the treatment proposed by the Board of Taxation produces an excess credit.  Assuming that the superannuation fund will have sufficient domestic tax liabilities against which the excess credit can be offset the treatment proposed by the Board of Taxation would come close to approximating capital export neutrality..  Note also the somewhat undesirable result that the 20% credit becomes more valuable to the underlying resident shareholder as the level of foreign tax paid decreases.   In extreme cases, such as that shown in Example 3(d), this would mean that the credit would exceed the foreign tax paid.   The ability to offset excess 20% credits against domestic tax liabilities may also be a matter of concern.  It would appear that rules would need to be developed to ensure that the 20% credit operating in tandem with the dividend imputation system did not produce refunds of excess franking credits where the underlying shareholder had excess 20% credits from a redistribution of foreign source income.  The Board of Taxation noted that the 20% credit proposal would also need to be protected against international tax planning to covert some domestic income (for example exempt income) to foreign source income to inappropriately access the credit.
  The 20% credit proposal appears to be particularly exposed to planning of this type as it does not involve any tracking of foreign tax paid and, as demonstrated above, the credit becomes more valuable the less foreign tax is paid.  

The Limited Exemption Approach
I have previously proposed that these biases in dividend imputation systems be dealt with by using what I have called a ‘limited exemption system’.
  If the limited exemption approach were to be restricted to the types of foreign income that the Board of Taxation’s proposal was intended to apply to then it would be necessary for Australian resident companies to maintain an account (a ‘limited exemption account’ or ‘LEA’) that tracked foreign tax paid (by the company or its foreign affiliate) on income that had benefited from the non-portfolio dividend exemption or from the foreign branch profits exemption.  To the extent that a dividend paid by a company was funded from the LEA a portion of it would be exempt.  The exempt portion would be calculated as the foreign tax paid grossed up to reflect after tax income as if tax had been paid at the shareholder’s marginal rate.  Expressed algebraically the exempt portion would be:

t [(1-m)/m]

where

t = foreign tax paid

m = the shareholder’s marginal rate

The taxable portion would be:

F – t –[ (t – tm)/m]

where

F = foreign income

t = foreign tax paid

m = the shareholder’s marginal rate

In these circumstances the tax payable on the taxable portion at the shareholder’s marginal rate would be:

Fm – tm – m[(t – tm)/m] which becomes Fm – t

This means that the after tax dividend that the taxpayer receives will be:

F – t – (Fm – t) which becomes F – Fm 

In other words the algebraic analysis shows that the end result of the system is that the total tax borne by the foreign source dividend has represented tax at the shareholder’s marginal rate.

To avoid payments of foreign tax being either refunded (either directly or in tandem with the dividend imputation system) or offset against domestic tax liabilities the exemption would have an upper limit of F-t.  Where the approach was limited to dividends funded from s23AJ and s23AH exempt income a proportionate approach to determining which foreign taxed income was being distributed would be the simplest and, on these assumptions, should not result in tax motivated blending of foreign investments.  Under a pooling approach all foreign taxes in the LEA would be placed in a common pool and regarded as being attached to the dividend in the same proportion that the dividend paid bore to the overall pool of company profits.  A similar proportionate approach could also be used to determine the extent to which taxed or LEA income was being distributed. 
   To ease compliance burdens at the shareholder level companies could be required to issue one statement to all shareholders advising them of what the exempt portion of the dividend was for various levels of taxable income.  For individual shareholders on marginal rates below the top marginal rate an arbitrary rule of some sort would need to apply for the purposes of determining the appropriate marginal rate.  Previously, I have suggested that to the extent that the dividend was regarded as being paid out of LEA it would be treated as being received last and the marginal rate used in the formula would either be that applicable to the last dollar of the shareholder’s taxable income or the rate that would have been applicable to the last dollar of the shareholder’s taxable income if it had included the LEA portion of the dividend.
  It would be possible to pass the LEA exemption through a chain of resident companies.

The following examples illustrate the operation of the limited exemption system in relation to unfranked foreign source non-portfolio dividends.

Example 4 (a) Assume the facts in Example 2(a) with the variation that the limited exemption approach applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  400

After tax income 

$  600

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 600 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 600

Exempt portion 

$ 424.74 ($400 x 51.5/48.5)

Taxable portion

$  175.26

Tax @ 48.5%

$    85

After tax dividend
$ 515

31.5% Marginal Rate Shareholder

Dividend 

$600

Exempt portion

$600  ($400 x 68.5/31.5 = $869.84 exemption limit applies)

After tax dividend
$600

Australian Corporate Shareholder

Dividend

$600

Exempt portion

$600 ($400 x 70/30 = $933.33 exemption limit applies)

After tax dividend
$600

Complying Superannuation Fund Shareholder

Dividend 

$600

Exempt portion

$600 ($400 x 85/15 = $2266.67 exemption limit applies)

Example 4 (b) Assume the facts in Example 2(b) with the variation that the limited exemption approach applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  300

After tax income 

$  700

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 700 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

Exempt portion

$ 318.57 (51.5/48.5 x $300)

Taxable portion

$ 381.43

Tax 


$ 185

After tax dividend
$ 515

31.5% Marginal Rate Shareholder

Dividend 

$700

Exempt portion

$652.38 ($300 x 68.5/31.5 = $652.38)

Taxable portion

$  47.62

Tax @ 31.5%

$  15

After tax dividend
$685

Australian Corporate Shareholder

Dividend

$700

Exempt portion

$700 ($300 x 70/30 = $700) 

After tax dividend
$700

Complying Superannuation Fund Shareholder

Dividend 

$700

Exempt portion

$700 ($300 x 85/15 = $1700 ie exemption limit applies)

After tax dividend
$700

Example 4 (d) Assume the facts in Example 2(d) with the variation that the limited exemption approach applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (exempt)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1. 

48.5% Marginal Rate Shareholder

Dividend 

$ 900

Exempt portion

$ 106.19 ($100 x 51.5/48.5 = $106.19)

Taxable portion

$  793.81

Tax @ 48.5%

$  385

After tax dividend
$  515

31.5% Marginal Rate Shareholder

Dividend 

$ 900

Exempt portion 

$ 217.46 ($100 x 68.5/31.5 = $217.46)

Taxable portion

$ 682.54

Tax @ 31.5%

$ 215

After tax dividend
$ 685

Australian Corporate Shareholder

Dividend

$ 900

Exempt portion

$  233.33 ($100 x 70/30 = $233.33)

Taxable portion

$  666.67

Tax @ 30%

$  200

After tax dividend
$ 700

Complying Superannuation Fund Shareholder

Dividend 

$ 900

Exempt portion

$ 566.67 ($100 x 85/15 = $566.67)

Taxable portion 

$ 333.33

Tax @ 15%

$  50

After tax dividend
$ 850

Note that the Limited Exemption approach will produce capital export neutrality at the underlying shareholder level where Fm exceeds F – t.  Where F-t equals or exceeds Fm the Limited Exemption approach will produce capital import neutrality at the underlying resident shareholder level.  It would be possible to produce a result closer to capital export neutrality in all cases by not limiting the exemption to F-t and by allowing excess exemptions to be offset against a shareholder’s domestic tax liabilities.  Such offsetting might be thought to be tantamount to refunding payments of foreign tax and in conjunction with the dividend imputation system could actually result in what were, in effect, refunds of payments of foreign tax.  It would be possible to develop rules so that the offsetting was only against income other than domestic dividend income and franking credits,  but to do so would add to the complexity of the approach at the shareholder level thus undermining one of the key advantages of the Limited Exemption approach. 

The compliance costs of the Limited Exemption approach and of the Board of Taxation’s 20% credit proposal would appear to be roughly equivalent at the non-portfolio corporate investor level.  There would be some additional compliance costs at the corporate level associated with calculating the exempt portion of the dividend for different types of shareholder (ie superannuation fund, resident company, individuals on various marginal rates).  As this calculation can be done for all shareholders of a particular type in one calculation the additional compliance costs are unlikely to be significant.  At the underlying shareholder level the Limited Exemption approach is likely to have lower compliance costs.  Having an amount treated as exempt income is a simpler process than allowing a gross up and credit.  Moreover, in the limited exemption approach one calculation of the extent of the exemption can be made at the company level for all shareholders of a particular type.  By contrast under the 20% credit approach each shareholder needs to make an individual calculation.  Under the limited exemption approach, in contrast to the 20% credit approach, the compliance costs are principally located at the company level where it is likely that more resources to cope with additional compliance costs are situated. 

The most problematic feature of the Limited Exemption approach involves determining the extent of the exemption by reference to the underlying shareholder’s marginal rate.  A degree of arbitrariness would be inherent in pragmatic rules regarding the redistributed dividend as being the last income that the taxpayer received.  Regarding the appropriate marginal rate for purposes of calculating the exemption as being the one into which the receipt of the dividend pushed the taxpayer could also at the boundary produce anomalous results.
  These disadvantages, however, need to be kept in perspective.  The vast majority of shareholders in Australian companies are either superannuation funds or companies or top marginal rate individual taxpayers.  Even in the instances where the  methods are arbitrary and the results anomalous it is submitted that the Limited Exemption approach produces an outcome that is far superior to the present approach and that more nearly approximates capital export neutrality in the majority of cases than does any other system.

Unlike the Board of Taxation’s proposed approach the Limited Exemption approach would never produce the result that a taxpayer is given an exemption or a credit that is greater than would be appropriate given the amount of foreign tax paid. Nor would planning involving the conversion of domestic source income to foreign source income be as much of a risk as foreign tax paid would be tracked and as the Limited Exemption becomes more valuable as foreign tax paid increases.  

A Corporate Rate Exemption System
An alternate approach to the problem would be to adapt a proposal made by Professor Alvin Warren of Harvard University as part of his 1993 Reporter’s Study Of Corporate Tax Integration for the American Law Institute.  Proposal 11: Foreign Income in Professor Warren’s study was as follows:

A U.S. corporation with foreign income will add to the exempt income account described in Proposal 3(a) an amount equal to its taxable foreign source income, reduced by associated creditable foreign taxes.   That addition will be limited to the foreign taxes multiplied by (1-c)/c, where c is the U.S. corporate tax rate.  The foregoing treatment will be available only as part of a tax treaty.
  

It would be possible to adapt this proposal to the envisaged Australian system with broader s23AJ and s23AH exemptions by making (1-c)/c the fraction by which all foreign taxes in the LEA were multiplied by in order to determine how mush of the redistributed LEA income was exempt to resident shareholders.  The approach would be similar to the limited exemption approach but one standard limitation would apply for all shareholders.  Where the result of multiplying foreign taxes by (1-c)/c exceeded F – t the exemption would again be limited to F-t.

The following examples illustrate the operation of  this variation on Professor Warren’s American Law Institute proposal (hereafter referred to a ‘the corporate rate exemption system’)  in relation to unfranked foreign source non-portfolio dividends.

Example 5 (a) Assume the facts in Example 2(a) with the variation that the corporate rate exemption system applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  400

After tax income 

$  600

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 600 (exempt from Australian tax under ITAA36 s23AJ)

Exempt income account
$ 600 ($400 x 70/30 = $933.33 – exemption limit applies)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 600

Exempt portion 

$ 600 

After tax dividend
$ 600

31.5% Marginal Rate Shareholder

Dividend 

$600

Exempt portion

$600  

After tax dividend
$600

Australian Corporate Shareholder

Dividend

$600

Exempt portion

$600 

After tax dividend
$600

Complying Superannuation Fund Shareholder

Dividend 

$600

Exempt portion

$600 

After tax dividend
$600

Example 5 (b) Assume the facts in Example 2(b) with the variation that the corporate rate exemption system applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  300

After tax income 

$  700

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 700 (exempt from Australian tax under ITAA36 s23AJ)

Exempt income account
$ 700 (70/30 x $300 = $700)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

Exempt portion

$ 700

After tax dividend
$ 700

31.5% Marginal Rate Shareholder

Dividend 

$700

Exempt portion

$700

After tax dividend
$700

Australian Corporate Shareholder

Dividend

$700

Exempt portion

$700

After tax dividend
$700

Complying Superannuation Fund Shareholder

Dividend 

$700

Exempt portion

$700

After tax dividend
$700

Example 5 (d) Assume the facts in Example 2(d) with the variation that the corporate rate exemption system applies to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (exempt)

Exempt income account
$ 233.33

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1. 

48.5% Marginal Rate Shareholder

Dividend 

$ 900

Exempt portion

$ 233.33

Taxable portion

$  666.67

Tax @ 48.5%

$  323.33

After tax dividend
$  576.67

31.5% Marginal Rate Shareholder

Dividend 

$ 900

Exempt portion 

$ 233.33

Taxable portion

$ 666.67

Tax @ 31.5%

$ 210

After tax dividend
$ 690

Australian Corporate Shareholder

Dividend

$ 900

Exempt portion

$  233.33 

Taxable portion

$  666.67

Tax @ 30%

$  200

After tax dividend
$ 700

Complying Superannuation Fund Shareholder

Dividend 

$ 900

Exempt portion

$ 233.33

Taxable portion 

$ 666.67

Tax @ 15%

$ 100

After tax dividend
$ 800

Note that where F – t equals or exceeds Fc the corporate rate exemption system produces capital import neutrality at the underlying shareholder level.  Where Fc equals or exceeds F – t and Fc equals Fm Professor Warren’s approach also produces capital export neutrality at the underlying shareholder level.  In other instances where Fc exceeds F-t and Fm exceeds Fc the corporate rate exemption system produces a result for the underlying shareholder that is between capital export neutrality and capital import neutrality.  Where Fc exceeds F – t and Fm the corporate rate exemption system produces a result for the underlying shareholder that, for the shareholder,  is better than capital import neutrality but not as favourable as capital export neutrality.  

As is the case with the limited exemption approach the corporate rate exemption system would require an ordering rule for determining which foreign taxed non portfolio dividend or foreign branch profits income was being distributed.  An ordering rule would also be required to determine whether taxed or exempt foreign source income was being redistributed.  For the same reasons as discussed in relation to the limited exemption approach it is submitted that in both cases a proportionate approach is the most appropriate.   This approach would be likely to have fewer compliance costs at both the corporate and underlying shareholder levels than would the limited exemption approach.  The limitation on the exemption would always be calculated by reference to the domestic corporate rate and the statement issued to all resident shareholders could simply state the portion of the dividend that was exempt from tax at the shareholder level.  The limit on the exemption would prevent payments of foreign tax from being refunded through interaction with the dividend imputation system or from being offset against domestic tax liabilities.

Allowing Underlying Shareholders An Indirect Foreign Tax Credit
The final possible approach that will be considered in this paper is to allow underlying  resident shareholders a foreign tax credit for the foreign corporate and withholding taxes paid by the Australian resident company and its foreign affiliates on the source of non portfolio dividends and on branch profits.  

The following examples illustrate the effects of allowing direct and indirect foreign tax credits at the underlying shareholder level with only an overall limitation in place.

Example 6 (a) Assume the facts in Example 2(a) with the variation that an underlying foreign tax credit is granted  to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  400

After tax income 

$  600

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 600 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 600

Gross up for foreign tax 
$ 400

Grossed up dividend
$1000

Tax @ 48.5%

$  485

FTC


$  400

Net Australian tax
$  85

After tax dividend
$ 515

31.5% Marginal Rate Shareholder

Dividend 

$ 600

Gross up for foreign tax
$ 400

Grossed up dividend
$1000

Tax @ 31.5%

$ 315

FTC


$ 400

Excess FTC 

$   85 (Quarantined)

After tax dividend
$ 600

Australian Corporate Shareholder

Dividend

$ 600

Gross up for foreign tax
$ 400

Grossed up dividend
$1000

Tax @ 30%

$  300

FTC 


$  400

Excess FTC 

$  100 (Quarantined)

After tax dividend
$  600

Complying Superannuation Fund Shareholder

Dividend

$ 600

Gross up for foreign tax
$ 400

Grossed up dividend
$1000

Tax @ 15%

$  150

FTC


$ 400

Excess FTC 

$ 250 (Quarantined)

After tax dividend
$  600

Example 6 (b) Assume the facts in Example 2(b) with the variation that an underlying foreign tax credit is granted to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  300

After tax income 

$  700

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 700 (exempt from Australian tax under ITAA36 s23AJ)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1.

48.5% Marginal Rate Shareholder

Dividend 

$ 700

Gross up for foreign tax
$ 300

Grossed up dividend
$1000

Tax @ 48.5%

$ 485

FTC


$ 300

Net tax 


$ 185

After tax dividend
$ 515

31.5% Marginal Rate Shareholder

Dividend 

$ 700

Gross up for foreign tax
$ 300

Grossed up dividend
$1000

Tax @ 31.5%

$ 315

FTC


$ 300

Net tax


$   15

After tax dividend
$ 685

Australian Corporate Shareholder

Dividend

$ 700

Gross up for foreign tax
$ 300

Grossed up dividend
$1000

Tax @ 30%

$ 300

FTC


$ 300

Net tax


$ 0

After tax dividend 
$ 700

Complying Superannuation Fund Shareholder

Dividend 

$ 700

Gross up for foreign tax
$ 300

Grossed up dividend
$1000

Tax @ 15%

$  150

FTC


$  300

Excess FTC 

$  150 (Quarantined)

After tax dividend
$ 700

Example 6 (d) Assume the facts in Example 2(d) with the variation that an underlying foreign tax credit is granted to  an unfranked dividend sourced in exempt non-portfolio foreign source dividends or exempt foreign branch profits
Foreign subsidiary 

Foreign income 

$1000

Foreign tax

$  100

After tax income 

$  900

Assume that the foreign subsidiary distributes all of its after tax income to its Australian parent.

Australian parent 


Foreign source dividend
$ 900 (exempt)

Assume that the Australian company redistributes all of the foreign source dividend to the shareholders shown in Example 1. 

48.5% Marginal Rate Shareholder

Dividend 

$ 900

Gross up for foreign tax
$ 100

Grossed up dividend
$1000

Tax @ 48.5%

$ 485

FTC


$ 100

Net tax


$ 385

After tax dividend
$ 515

31.5% Marginal Rate Shareholder

Dividend 

$ 900

Gross up for foreign tax
$ 100

Grossed up dividend
$1000

Tax @ 31.5%

$ 315

FTC


$ 100

Net tax


$ 215

After tax dividend
$ 685

Australian Corporate Shareholder

Dividend

$ 900

Gross up for foreign tax
$ 100

Grossed up dividend
$1000

Tax @ 30%

$ 300

FTC 


$ 100

Net tax


$ 200

After tax dividend 
$ 700

Complying Superannuation Fund Shareholder

Dividend 

$ 900

Gross up for foreign tax
$ 100

Grossed up dividend
$1000

Tax @ 15%

$  150

FTC


$  100

Net tax


$    50

After tax dividend
$ 850

Depending on what quarantining rules apply at the underlying shareholder level allowing underlying shareholders an FTC could essentially produce equivalent results to the limited exemption system.  Foreign tax paid and foreign source income would need to be tracked at the corporate level (despite the applicability of the s23AJ and s23AH exemptions) and the portion of any distribution that represented a redistribution of foreign source income would need to be identified as would the amount of foreign tax applicable to the dividend. The main difficulty with this approach is the greater complexity involved at the underlying shareholder level.  The portion of the dividend flowing from foreign source income would need to be identified and the usual FTC gross up and credit mechanism would need to be applied.   As the FTC would be in respect of income that was tax exempt at the corporate level limitations on the credit would need to be in place at the underlying shareholder level.  At least there would appear to be a need to quarantine excess credits so that they could only be offset against future tax obligations on foreign-source dividends.  In closely held companies there may be the risk of tax motivated blending of investments in high an low tax countries instigated by controlling shareholders.  If this were a concern then some sort of basket system would be necessary.  If a basket system were to apply at all at the underlying shareholder level then it may be difficult to confine it to dividends received from closely held resident companies.  All of these considerations are likely to mean that the FTC approach is likely to have the highest compliance costs, particularly at the underlying shareholder level, of any of the approaches considered in this paper.

Conclusions And Areas For Research
The use of some form of limited exemption approach  has the potential to produce capital export neutrality at the underlying shareholder level in many cases and capital import neutrality in all other cases.  For all underlying resident shareholders this would amount to a considerable improvement on the present position.  Limiting the exemption to F-t would ensure that excess exemptions could not be offset against a shareholder’s domestic tax liabilities.  This together with the fact that the exemption would become more valuable as foreign tax paid increased would be a structural disincentive for planning to recharacterise domestic income as foreign source in order to obtain the exemption.  Using marginal rates in calculating the exempt portion of a distribution would be consistent with vertical equity but would increase compliance costs and could create anomalies at the underlying shareholder level.  It is submitted that the compliance costs associated with the limited exemption approach would be likely to be no higher, and quite possibly lower, than those associated with other approaches (other than the corporate rate exemption system) particularly at the underlying shareholder level.  The corporate rate exemption system carries with it similar advantages with lower still compliance costs and without possible anomalies.  In many instances, however, a corporate rate exemption system will only produce capital import neutrality at the underlying shareholder level

Assuming that Australia wishes to maintain a dividend imputation system, despite the international trend towards more simple systems of corporate tax integration, several key areas for further research can be identified for evaluating the problem and possible solutions to it in more detail.  These include:

· The need for more direct evidence that the bias at the underlying shareholder level affects the cost of capital to Australian resident companies with offshore income;

· A detailed examination of the revenue implications of the alternative solutions discussed in this paper; and

· A detailed examination of the compliance costs associated with the alternative solutions discussed in this paper.
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