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ECONOMICS
OF ASOUND
MARRIAGE

Partnerships Australia’s business relationship with the
United States underpins our prosperity but there is room
for improvement, including resisting populist impulses,
write Richard Holden and Jared Mondschein.

0 single country plays a
larger role in Australia’s
economy than the United
States. The United States
is not only Australia’s
second-largest  trading
partner, it is by far the
largest investor in Aus-
tralia and an unparalleled provider of the
capital required to fuel our economy.

While Australia’s trade relationships,
particularly in the region, are vital to contin-
ued growth and prosperity, the United
States remains Australia’s indispensable
economic partner.

Australia has always been a heavy
importer of foreign capital. That foreign
capital is a crucial driver of employment,
economic growth, and also the ability to
export. Ultimately, foreign investment facil-
itates Australia’s trading relationships by
providing the necessary capital and know-
how for production of goods and services.

Taking a multi-pronged approach, the
United States Studies Centre’s report of the
Australia-US investment relationship ana-
lysed this vital relationship from a variety of
angles. The inquiry evaluates the depth and
importance of the investment relationship
while also highlighting the diverse chal-
lenges that lie ahead.

The cumulative value of twoway
investment between the United States and
Australia is more than $L47 trillion, a
number nearly as large as Australia’s gross
domestic product. Representing more than
a quarter of all foreign investment in
Australia for many decades, the cumulative
stock of US investment in Australia is
currently $860 billion: that's $345 billion
more than the next largest investor, the
United Kingdom, and approximately 10
times more than Chinese investment in
Australia.

‘The total stock of US foreign direct invest-
ment (FDI) in Australia is $195 billion —
more than twice the amount of any other
country. Critical sources of economic
growth, these investments span all sectors
of the economy and are responsible for
more than 330,000 high-paying jobs with
US-affiliated firms in Australia (average
salary more than $115,000), annual capital
expenditures of more than $10 billion, and
annual research and development spending
of more than $1 billion since 2009.

Foreign investment in Australia broadly

takes four different forms: direct invest-
ment, portfolio investment, financial deriv-
atives, and other investments. Foreign
direct investment, defined as foreign owner-
ship of 10 per cent or more of a company,
makes up 24 per cent of total foreign invest-
ment in Australia. Foreign portfolio invest-
ment, generally defined as foreign
ownership of less than 10 per cent of a com-
pany, makes up 52 per cent of all foreign
investment in Australia. Six per cent of for-
eign investment in Australia comprises fin-
ancial derivatives, largely foreign currency
hedging and the like, while the remaining 16
per cent is defined as other investments, a
residual category that covers any items,
such as trade credits, that are not defined
elsewhere.

The top sectors attracting US FDI into

President Donald
Trump and Prime
Minister Malcolm
Turnbull both have

Australia are holding companies, mining, ~aninterestin
finance and insurance, and manufacturing.  keeping the massive
The outsized role of holding companies in  US-Australia

US FDI into Australia is actually consistent ~ economic

with the global trend of increasing amounts
of US FDI being in the form of holding com-
panies. Tasked with holding securities or
assets of other companies, many organisa-
tions engage in the use of holding compan-
ies for overseas investment for tax
considerations.

The US-Australia investment relation-
ship is certainly not a one-way street. The
United States has long been the single
largest destination of outbound Australian
investment, comprising more than a
quarter of all Australian overseas invest-
ment. Total cumulative Australian invest-
ment in the United States is estimated to be

FDI flows

Total stock of foreign investmentinto Australia by country ($Ab)
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$617 billion — more than seven times the
$87 billion that Australia has invested in
China. More than 1200 Australian firms
have operations in the United States, 12 per
cent of which have assets or income greater
than $US20 million. Australian exports to
the United States in 2016 were worth $US9.5
billion-a fraction of the $US60.6 billion that
Australian-owned companies in the US
made in sales in the same timeframe. Major
Australian firms, ranging from biotechno-
logy giants like Resmed to property giants
like Westfield Corporation, see the United
States not just as a market responsible for
more than half of their global revenues, but
as a springboard to theworld.

ustralia is a nation that relies

heavily on international capital

markets. At a very basic level,

Australia needs a continual
inbound flow of capital in order for the
economy to continue to grow. This is true in
both debt and equity markets. Debt matures
and must be repaid or rolled over, meaning
that the funding needs of the nation are
ongoing and significant drivers of economic
growth.

The increase in both household and gov-
ernment debt in Australia, particularly in
recent years, makes this funding necessity
even more pressing.

US capital markets have a critical role in

http://todayspaper.smedia.com.au/afr/PrintPages.aspx?doc=AFR/2017/08/14&from=36&to=37
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provide credit.

In debt and equity markets, and for the
vast majority of financial products, US cap-
ital markets are the deepest, most liquid,
and most reliable for Australian entities,
public or private, with funding needs. In
2016, corporate debt issuance in the United
States totalled $USLS5 trillion, with total out-
standing issuances of $US8.5 trillion. To put
that in context, the entire GDP of Australia
is around $USLA4 trillion.

Australian households are a huge and
clear beneficiary of this. It is not a stretch to
say that Australians’ mortgages are brought
to them by US capital markets.

One of the cornerstones of the business
model of many firms in Australia is the abil-
ity to attract highly skilled workers of excep-
tional quality to their Australia operation.
Part of what makes Australia an enticing
destination for such highly skilled overseas
workers is the presumption they will have
security of tenure in the country.

While abuse of immigration regulations
should be addressed, changes to the 457 visa
put that certainty of tenure in doubt, and
thus threaten Australia’s investment into
talent by restricting the flow of highly skilled
overseas workers into Australia.

The wo-way knowledge transfer thatisa
critical part of the US-Australia investment
relationship is under threat unless contin-
ued flows of highly skilled workers between
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able source of capital for Australian busi-
nesses. The big four banks —with combined
market capitalisation totalling nearly a
quarter of the ASX 200 - are the most obvi-
ous cases in point, given their large whole-
sale funding requirements. With Australian
banks having a foreign funding ratio of
24 per cent, their capacity to access US mar-
kets is crucial for their own funding but that,
of course, flows directly on to their custom-
ers through an increased capacity to
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AusTanan ana U> empioyers are
maintained.

Innovative firms such as Amazon Web
Services emphasised that they chose to loc-
ate their offices in the CBD of Sydney
because the highly skilled employees that
they wish to attractwanted to live nearby.

'sworsening h
ity— particularly in the country’s most desir-
able areas close to the CBDs of Sydney and
Melbourne- is a distinct threat to the ability
to maintain such investments. Thus, hous-
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ing affordability can significantly curtail the
“lifestyle dividend” that Australia is seen as
conferring.

A combination of increasing housing
supply (through land releases and changes
to zoning regulations, for example), com-
bined with a reduction in demand-side
measures (such as preferential tax treat-
ment for investment properties) is required
to start adequately fixing this issue.

Some degree of policy uncertainty is
present in every jurisdiction and is, to a cer-
tain extent, unavoidable.

However, Australia stands out in its
uncertainty in many regards, from the hur-
ried implementation of new bank taxes to
dramatic reversals in energy policy.

Greater regulatory certainty from govern-
ment would improve the investment cli-

Housing affordability
can significantly
curtail the ‘lifestyle
dividend'.

mate to make it more conducive from all
sources, particularly FDL

At 30 per cent, Australia currently has the
fifth-highest corporate tax rate in the OECD,
yet in 2003 had only the 18th highest in the
OECD. There is a further trend among
developed countries like the United States
and the United Kingdom to potentially
lower their corporate tax rates by a signific-
antamount.

This makes investing in Australia relat-
ively less attractive, all else being equal, than
investing in other jurisdictions. A recogni-
tion that financial capital is highly and
increasingly mobile is important for contin-
ued foreign direct investment in Australia.

early a decade ago there was a

push for greater comity between

US and Australian financial mar-

kets, with negotiations getting to
the point of preliminary agreement on a
“mutual recognition framework”. The
arrangement - signed by and predicated on
further co-operation between the US Secur-
ites and Exchange Commission and the
Australian Securities and Investments Com-
mission — was intended to allow US and
Australian stock exchanges and brokers to
operate in both jurisdictions without being
subject to additional regulations.

Unfortunately, however, US and Austra-
lian officials signed preliminary documents
mereweeks before the financial crisis began
in 2008.

This and subsequent leadership changes
ultimately resulted in no implementation of
a final agr that was to go
into effect as early as 2009.

Another barrier to more portfolio invest-
ment in Australia is the fact that it is often
inadvertently captured by the Foreign
Acquisitions and Takeovers Act, therefore
necessitating extra scrutiny by FIRB. Major
foreign portfolio investors could easily take
a sizeable interest in a company that
requires FIRB approval yet, as passive
investors, not exercise control or even have
the desire to exercise control over the com-
pany. This is a significant deterrent to for-
eign portfolio investment.

Preliminary discussions on addressing
this took place between the Unlted Smes

Champm mareWinx in a barrier trial at Randwick last week .. Tabcorp has a retail betting monopob/ in NSW and Victoria. PHOTO: AAP

Australian wagering could be
on course to become duopoly

i Tabcorp'sresults show itswageringand
: mediadivision paying about $L12 billion in
i taxes, levies, commissions and fees.

Sports business

The gap between the biggest and bestand
therest in the intensely competitive
Australian wagering scene appears to be
getting wider, judging by recent financial
results.

And it begs the question whether the
industry is headed towards a duopoly of
sorts, with a combined Tabcorp and Tatts
and the foreign-owned Sportsbet
dominating the scene. The handful of other
betting firms are falling behind and
potentially leaving the market or being
swallowed up via mergers and acquisitions.

The star performer of the groupis
Sportsbet, with its parent company last
week revealingunderlying operating profit
in thesix months to June hit £46 million
($75.7 million on a straight currency
conversion based on lastweek’s Australian
dollar value) from almost £1.7 billion staked
by Australian puntersvia itsdigital
‘wagering services and call centre.

Butits full Australian financial year
results are even more stellar, in local
currency terms. The Australian Financial
Review has been told the company re-
corded earnings before interest and tax
of Sl75mllllon ln meyeanoluneSO from

: happening thatwill have major
: ramifications astowhere it, Tabcorpand

i inAustralia.

i toanappealin the Federal Court by the
i Australian Competition and Consumer

{ TABbusiness.

All the corporate
i bookmakers are
¢ about to run into
. substantial headwinds

i shop network spanning Victoria, NSW,
i Queensland, South Australia and the

i Northern Territory and an onlinewager-
ing business across the TAB and Luxbet

‘While Sportsbet continues to grow and
grow, there are some major events

corporate bookmakers like CrownBet,
Ladbrokes, William Hill and Bet365 all
end up in the race for the wagering dollar

Tabcorp inall probability is about to get
bigger given its pending merger with Tatts
Group, afterwhich—and the deal is subject

Commission later in August— the Tatts
Ubetbrand will be absorbed in Tabcorp's

The combined entity will own a betting

http://todayspaper.smedia.com.au/afr/PrintPages.aspx?doc=AFR/2017/08/14&from=36&to=37

i December. Behind the bigsoon-to-be-two

i comes William Hill,which saw its operating
i profitin Australiadrop 85 per cent toabout
i $L1million in the six months to June,and

; the privately-held Bet365, which made its

i first Australian profit of about $1.2 million

: intheyeartoMarch.

i owned by James Packer’s Crown Resorts.

i While Crown did notstrip out CrownBet's

i performance n its recent 2017 results

i performance, CrownBet is understood to be
i profitable from an operating pointof view.

i Ladbrokeswill announce its global results

i forthe June halflater this month butdid

i makea profitin Australiain 2016.

i about torun into substantial headwinds,

i with changes to the Interactive Gambling
i Actpassinglastweek that, among several
i factors,will resultin the banning of credit

| William Hill's Australian business) and

i betting advertisingduringlive sportson TV
i atcertain imes.

15 per centwagering point-of-consumption
i tax recently introduced in South Australia.

; Sportsbet said this meansadditional costs

; ofabout £4 million ayear given South

i Australiarepresents 7 per centof its

i business.

pmspectoft‘ouwmgm.llt,andlfmaxcostis

Features ¥

‘Then there is CrownBet, 62 per cent

Butall the corporate bookmakersare

(which represents 30 per cent of

‘Then there is the recently-introduced

Other states are almost salivating at the
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Agreement (which entered into force in
2005) but no final decision was made.

Further progress in reducing transaction
costs and creating greater contracting cer-
tainty would allow for even more two-way
capital flows between the United States and
Australia, with concomitant improvements
to investment outcomes.

Australia’s investment relationship with
the United States is a vital cornerstone of
our national prosperity. It provides access to
capital, leads to high-skill job creation,
access to the US market for Australian
firms, and knowledge transfers. In each of
these areas, the United States is Australia’s
most valuable partner.

Maintaining and developing an invalu-
able investment relationship requires con-
solidating some of the important reforms of
the past, and resisting populist impulses.

This has been adapted from the US Studtes
Centrereport, Indispensable Economic
Partners: The US-Australia Investment
Relationship, published today.
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That compares favourably with
Tabcorp’swagering and mediadivision’s
EBIT of $228 million in the same period of
time, though that figure did not include the
$14.6 million loss the company incurred at

itsSun Bets joint venturewith News Corpin

Britain in 2017.

There are, as Tabcorp chief
executive David Attenborough
always points out, substantial tax
differences between the two
companies given Tabcorpis the
major funder of the Victorian and
NSW racingindustries and hasa
retail betting monopoly in those
states, while Sportsbet isa
Northern Territory-registered
corporate bookmaker that pays
less tax.

Sportsbetdoes say though that
in financialyear 2017 it paid more
than $84 million in product fees
toracing and sporting bodies and
$54 millionin GST to the federal
government. Meanwhile,
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i Tauswillannounce whatare probably its
; lastfull-year resultsas a standalone

i company on Thursday. The prize for

i Tabcorpis Tatts' lotteries business, but
division recorded EBIT of

: $57.9 million in the sixmonthsto

8/14/17, 6:14 AM
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i burden for Sportsbet and fellow corporate
: bookmakers. A combined Tabcorp-Tatts

i would hold retail licences across justabout
i allstates and territories and likely would be
i exemptor pay far less than others.

Soa squeeze on the corporate

bookmakers is looking likely, which could

spark around of merger and

Tripp, isonethatwouldlove to
acquire one or more
competitorstoscaleupand
compete with the big two.

Thequestion iswhether any
of the globally-owned firms,
which have deep pockets, will
want togetoutof the
Australian marketand sellup
toarival.

Butwithout some moves,
there could be some uglier-
looking financial results in the
near future.
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