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et IS SOvereIdn TisK?

The risk premium arising
from possible future
regulatory and tax
changes is one
contributor to the decision
on whether a proposed
project is economically
viable
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Presenter
Presentation Notes
Sovereign risk is often a term used for the risk of government debt defaults.  However in our context today I’m talking about the risk of legislative change, even if only of prospective effect, which can impact the financial return on a significant amount of sunk investment, beyond the reasonable contingencies that would be built into an investment model.

There has been much media comment in recent times suggesting that the extractive industries are crying “sovereign risk!” every time there is a law change that has an adverse impact, as if the sector should have immunity from such change.  

Headlines such as “You can’t just call any risk a sovereign risk” (ABC) have been commonplace.  Commentators have noted that Australian projects remain operational and have not “been moved overseas”, as if that were possible.

But of course what happens is that even where legislation is prospective, if it has a large impact on resources projects then it can drive up the risk premium allocated to future opportunities in Australia.  This is particularly the case as experience suggests that each adverse law change can make the next adverse step less politically challenging.

Although this risk is only one input to the typical investment model, it can contribute either to future Australian opportunities being seen as uneconomic, or to them being moved down the priority list in favour of other (overseas) projects whose overall economics (including sovereign risk premium) may appear better.




EXampIes of recent [ax / regulation ISsues

1 July 2014 .
30 November 2016 .
19 April 2017
September 2017 .
17 October 2017 .

KPMG

reduction in thin capitalisation safe harbour
change in allowable debt:equity ratio to 3:2

announcement of review of PRRT

final report released in April 2017

recommendations relating to future and existing projects

Treasury was due to report back to Government on 30 September

announcement of future changes to senior executive visas
2 years for CEOs, increased English language skills for all
subsequently revised to maintain status quo

Government considering gas export restrictions
challenges producers and distributors to “fix the problem”

announcement of National Energy Guarantee
minimum requirements for dispatch and emissions
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Presentation Notes
I’ve listed here some examples from the last few years of what I am talking about.

The 2014 change to thin capitalisation (effectively reducing previously allowable interest deductions by 20%) was significant in its own right.  Then within 2 years the federal government was openly considering further reductions in the ratio, albeit in conjunction with headline tax rate reductions.

Similarly, we have been living with the PRRT review for over a year now.  While many of the review’s recommendations are welcome, some areas of uncertainty remain, including the Government’s implementation priorities.

The Government’s announced changes to the visa system were more of an irritation, but even though the status quo has in the end largely been retained, the episode gave the impression of foreign investment being in some way unwelcome.

The current controversy around energy supply and potential export restrictions would also add to the concerns of those considering major projects in Australia.  




What are the possinie Solutons?

Six principles to underpin an enhanced tax certainty (ETC) model:

A stable system
promotes
growth

A risk premium caused
by a change of tax law
impacts each individual
project’s comparative
economics. Itis not an
abstract number to be
compared with that of
other countries

Federal and
state/territory
cooperation as joint
holders of an interest in
Australia’s future would
be optimal. But ETC at
any level is worth
pursuing in its own right
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Presenter
Presentation Notes
So what can we do to improve the situation, in terms of promoting greater tax certainty without undermining sovereignty?

We would all agree that a current government should not have the power to constrain a future government’s legislative ability.  However there is scope to consider whether a project-by-project contract between governments and the producer could provide enhanced outcomes for Australia.

Federal and state/territory cooperation would be fundamental to an optimal outcome.  However if that could not be achieved then a bilateral arrangement between the producer and either government would be a worthwhile second prize.  Our approach to Horizontal Fiscal Equalisation, currently under review by the Productivity Commission, could play a role in promoting a multilateral solution.

Any agreement should include both industry-specific and general taxes in order to be successful.  However I am not suggesting that every tax should be covered.  There is an important differentiation between the tax levers that directly impact the ability to make a return on sunk costs, and those that are a function of operational expenditure.

Further considerations arise over the duration of any agreement, and the nature and size of the projects that should qualify.  Projects are increasingly of longer duration, yet governments would be likely to insist on a maximum term for any agreement.  In addition, some minimum level of investment would be a pre-requisite for eligibility for an agreement, in order to ensure these could be processed faster.




A SUggested £ 16 framework

 apply on a “total cost” basis to Federal and State/territory taxes:
- restricted to features that materially impact return on sunk costs
- including thin capitalisation, capital allowances and royalties
- excluding, for example, payroll taxes on operating labour

e cover only the first 20 years from project commencement:
- compliance cost for “whole of project life” too great
- cash flows after year 20 heavily discounted in investment models

* benefit projects that have a minimum sunk cost investment of $400m
- restrictions to certain project types could also be considered

» ceaseto apply where taxpayer triggers an anti-avoidance provision
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Presentation Notes
Here is one idea of how an “enhanced tax certainty” or ETC model could work.

Key elements I would like to highlight:

A “total tax cost’ framework, including both federal and state taxes that apply to sunk investment, is the optimal approach.  However agreement at federal or state level in isolation would still be worth pursuing.
I have positioned the “sunset” on the ETC at 20 years from project commencement.  This is in expectation that cash flows from that point on would be heavily discounted in the producer’s comparative investment models, plus an expectation that this could be the outer limit of government and community tolerance.  
I expect that a necessary commitment from the taxpayer would have to be that if it triggered an anti-avoidance provision, there would be a clawback of some of the benefits obtained from the agreement.

I believe the above framework could provide the right balance between national, state and producer interests, and make Australia more attractive as an investment location.




Alternative approaches We have seen

Production sharing agreements

- government takes a share of the production output in return for
granting a project-specific tax regime

Example structure:

Total production output

Net revenue Royalty
Cost Oil Profit Oll
Producer Gov'mt
share share
Net T
_ a
Profit .

v
PRODUCER INCOM‘(E_‘

Variations used in Africa, Indonesia, Russia, Timor Leste
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It’s important to look at other approaches that have been taken.

A number of countries have adopted production sharing agreements with producers, incorporating some or all of the features shown in the diagram.

A key element of all of them is that the government (or its controlled resources entity) gets to keep some of the output, to either use or sell independently.

The advantage for the producer is that they get certainty on the income tax and/or royalty features.  They also have a government to deal with that has a directly aligned interest in maximising the profit component of production, rather than potentially just seeking to maximise royalties based on output.

In the Australian environment I would favour my ETC suggestion on the previous slide.  ETC would be easier to negotiate than a production sharing agreement, and generate less risk of conflict of interest for government.  However it is not something I would discount completely if it was a way to get both the state and the federal government aligned and signed up.

In conclusion, there is a need for the community to recognise that even prospective legislation can significantly affect the risk premium attached to Australia when it comes to resources projects requiring major capital investment.  Equally, industry loses credibility if it rails against those changes that would clearly only have an impact within normal contingencies.  An ETC program with Australia’s long term interests at its core, would be genuine progress in making the most of our natural resources.





Manading Sovereign sk

Review investment models and ensure that they incorporate reasonable contingencies for future tax
changes

Carry out sensitivity analysis to identify the impact of a particular tax change going beyond the
contingency

Ensure that executive and media relations teams are aware of those tax issues which are of greatest
importance to the economics of current and future projects

Seek private binding rulings on significant items for which the tax treatment is not clear-cut.

Get involved in the consultation process when major tax reform is being considered.
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