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Sustainable development
Companies and trusts form the public business vehicles by which Australia attracts foreign capital to fund economic growth. They are also personal investment entities for high income Australians to manage their private wealth. Good tax rules for the former are not necessarily good tax rules for the latter. A fundamental challenge for the Henry review is to de-link public company and trust taxation from private entity taxation, and ensure that tax rules designed to attract foreign capital do not become tax breaks which erode the Australian tax base.

Corporate income tax rate

One area which requires de-linking is the company tax rate, currently 30% for public and private companies. The low 30% rate is justified as necessary to attract international capital, and arguments are made that to become more competitive, it needs to be lower.  But it provides an unintended windfall gain for high-wealth Australians who can use private companies to ensure their personal investment income – and, if they work as contractors rather than salaried employees, their labour income – is never taxed at a higher rate than 30%. The windfall will be greater if the rate is further reduced on international competitiveness grounds.
Independent contractors

A second area which requires de-linking is the use of companies and trusts to raise capital from equity and debt markets for business investment, as compared to their use to convert employees to contractors for fiscal and other purposes in labour-hire arrangements. In the latter case the 'international competitiveness' argument for a low company tax rate carries no weight. The real policy question is whether there is any justification for the labour income of such entities not being taxed at the same marginal tax rates as apply to individuals performing the same work as wage and salary employees. One way to achieve equal taxation treatment would be to tax such entities at marginal tax rates rather than the company tax rate; alternatively, the labour income could be imputed to the company or trust controllers and taxed at marginal rates in their hands.
Investments from overseas in Australia
Designing company and trust tax rules to attract foreign capital also poses threats to the tax base in other areas. A variety of rules under tax treaties and domestic tax exemptions now mean foreign banks and equity investors commonly no longer pay Australian tax on interest, dividends or capital gains – indeed, the tax on capital gains for foreigners is now limited to substantial investments in companies holding more than half their assets as Australian land interests. The policy question is whether the cost of these tax breaks produces a commensurate increase in the attractiveness of Australia as destination for foreign investment. The foreign investors still pay tax in their home country, with a credit for Australian tax. The risk is a reduction in the Australian tax simply means they will pay more of the overall tax in the home country.
Australians investing overseas

Similar problems apply to current rules which explicitly allow resident Australian companies to borrow to invest in foreign companies, receive the foreign dividends tax free, claim a tax deduction against their Australian income for the interest expense, and distribute the exempt dividends free of withholding tax to foreign shareholders. The rules enhance Australia's status as a regional headquarters for multinational groups, but they result in the Australian tax base subsidising investment in foreign countries for the benefit of foreign shareholders. The policy question, again, is whether the fiscal erosion is justified by offsetting economic benefits.
It will be interesting to see how the Henry Review grapples with the challenge of ensuring that the advantages of a competitive company tax system are not diverted into tax benefits for wealthy individuals and foreign-aid for wealthy nations.
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