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International reforms legislated to date

In recent times the Australian Government has modified

Australia's taxation laws to enhance the attractiveness of

Australia to foreign investors. The following measures had

already been adopted:

B conduit foreign income regime - which allows untaxed
foreign income derived by an Australian resident company to
be distributed to a foreign shareholder free of any
withholding taxes

B Dparticipation exemption - which allows for foreign dividend
income exemptions, and a CGT exemption on the sale of
shareholdings in foreign companies by an Australian
company (to the extent that the foreign company has active
business assets)

®m  Controlled Foreign Company (CFC) reforms - which primarily
seek to reduce CFC compliance costs

m foreign income exemption for temporary residents - which
remove tax-related disincentives for individuals who work in
Australia on short term visas

New CGT rules
The new provisions that reform the CGT treatment of non-
residents became operative from 12 December 2006.

Previously, Australian CGT applied to non-residents on the

disposal of assets that were listed as having the “necessary

connection to Australia”. Under the new laws, Australian CGT will

now only apply to non-residents on disposals of “taxable

Australian property” which includes:

m Australian real property, including all real property in
Australia and mining, quarrying and prospecting rights
located in Australia

B anindirect real property interest

B a CGT asset that has been used at any time in carrying on a
business through a permanent establishment in Australia; a
reduction in the gain is made for the time the asset is not
used in carrying on a business through a permanent
establishment in Australia

B aright or option to acquire any of the above

B any CGT asset subject to a choice made by an individual
under an election to treat the asset as being taxable
Australian property upon ceasing to be an Australian
resident

An “indirect real property interest” is a membership interest held
in an entity where the majority of the underlying asset value of
the entity (including through one or more interposed entities) is
represented by Australian real property. The membership interest
must be, or have been in twelve months of the last two years, a
non-portfolio interest (i.e. an interest of 10% or more). Note,
where the majority value test is satisfied, the new laws do not
apportion the gain for that portion of the gain not related to
Australian real property.

Extension of CGT in some cases

However, interests in non-Australian entities that directly or
indirectly have the majority of their value represented by
Australian real property (and that were previously not connected
to Australia for CGT purposes) can now be considered to be
“taxable Australian property” and be caught by Australian CGT.

Any asset that is now subject to Australian CGT (and was not
previously) that was acquired before 10 May 2005 will receive a
cost base step-up to their market value at that time.



Implication of the new rules

The new CGT rules effectively mean that shares held by non-
residents in any Australian company that does not satisfy the
Australian real property interest tests outlined above can be sold
without an Australian CGT liability.

Currently, many foreign companies have multi-tiered holdings for
their Australian subsidiary investments. This may have been
effective in providing flexibility on exit or reorganisation, by
avoiding a disposal of Australian company shares.

Now it is possible to structure Australian investments with a less
complex holding structure. Furthermore, Australia can now be
more effectively used as a jurisdiction from which to structure
additional global operations, particularly for expansion in the
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Asia-Pacific region.

Whether a business in Australia is established via a branch or a
subsidiary becomes more important as it may be possible that
an Australian subsidiary without significant Australian real
property can now be ultimately sold free of any CGT, whereas the
assets of an Australian branch may still be subject to CGT upon
disposal.

Also, owing to the indirect interest provisions, care needs to be
taken to ensure that any future restructuring of groups that have
significant Australian real property interests are monitored to
avoid unexpected Australian CGT on the transfer of foreign
holding company shareholdings. It may be necessary to value
current Australian asset holdings to determine what impact the
new rules will have.
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