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Policy 1ssues







VENTURE CAPITAL

(Clauses 4, 24, 30 and 145)

Summary of proposed amendments

The bill removes a tax barrier to unlisted New Zealand companies gaining access to
offshore venture capital. The main change is to provide an exemption from income
tax for certain non-residents that sell shares in certain unlisted New Zealand
companies. Profits from the sale of such shares may currently be taxable if the non-
resident has purchased them with the purpose of resale or the proceeds from the
shares are a part of the non-resident’s business income.

Non-residents will generally be eligible for the exemption if they are resident in a
country with which New Zealand has a double tax agreement and would not be
eligible for a credit in their home jurisdiction if the income were taxable in New
Zealand — which would generally apply to residents that are tax-exempt in their own
jurisdiction. The new rules also provide that certain foreign funds of funds (FFOFs)
will qualify as eligible investors. In a venture capital context, a FFOF pools funds on
behalf of a number of international investors and invests the capital in local venture
capital funds.

The changes will also see the repeal of section HC 1 of the Income Tax Act 1994.
This section currently prohibits special partners of special partnerships from offsetting
special partnership tax losses against their other income.

Section 57 of the Partnership Act 1908, which requires a special partnership to re-
register every seven years, is being repealed.

Application date

The amendments will apply from 1 April 2004.

Key features

A new exemption is being inserted into section CB 2(1) of the Income Tax Act 1994
that removes income tax for certain non-resident venture capital investors that invest
in New Zealand. The rules target certain foreign investors that are tax-exempt in their
own jurisdiction and foreign funds of funds. The new exemption applies to the
proceeds from the sale of shares in New Zealand-resident, unlisted companies that do
not have a number of prohibited activities as their main activity.

The current dividend rules will continue to apply to dividends that non-residents
derive from eligible investments.



The provision that prevents special partners of special partnerships from offsetting
partnership losses against their other income (section HC 1 of the Income Tax Act
1994) will be repealed.

Background

The term “venture capital” is typically used to describe a variety of private equity
investments from funding of new companies and early stage expansion capital to
management buy-in and buy-out transactions for established companies. As a rule,
venture capital investment concerns investments into unlisted companies.

At present, there are no special tax rules for venture capital investment. Therefore a
venture capital investor that purchases shares in an unlisted New Zealand company
will be taxed on any gains according to ordinary tax concepts.

Under these principles, dividends will be taxed as gross income when they are
derived, and profits derived on the sale of shares will be taxed if the shares were held
on revenue account. Broadly, shares are held on revenue account if they were
purchased with the dominant purpose of resale, or if the profits from sale form part of
the investor’s business income.

The application of these rules to non-resident investors is subject to the provisions of
a double tax agreement (DTA) if the non-resident is resident in a country with which
New Zealand has a DTA. In the context of venture capital investment, our DTAs will
not generally remove New Zealand’s ability to tax revenue account share profits. In
other words, non-resident venture capital investors investing in New Zealand will be
taxed on share profits if they hold the shares on revenue account.

The nature of venture capital investing, combined with the capital/revenue distinction,
results in complexity and uncertainty for non-residents contemplating venture capital
investment in New Zealand.

The changes proposed in the bill target non-resident venture capital investors that are
sensitive to the imposition of New Zealand tax. Non-resident investors will generally
be sensitive to such tax if they are tax-exempt in their own jurisdiction, since their
tax-exempt status will mean that they will not be able to claim, or make use of, a
credit for New Zealand tax paid. In the venture capital context this is an important
issue because a number of institutional investors that invest in venture capital
internationally (such as United States pension funds) are tax-exempt in their home
jurisdiction.

The new rules use the availability of a tax credit (or other similar compensation) for
New Zealand tax paid as a proxy for whether an entity is exempt from tax in its own
jurisdiction. This is because of the difficulty in defining entities that are exempt, or
effectively exempt, from income tax.



It is very common for tax-exempt institutional investors to invest in venture capital
opportunities via FFOFs. In a venture capital context, FFOFs pool funds from a
number of different investors and invest the capital in a number of different local fund
managers. Therefore, to be effective, the new rules accommodate FFOFs that are
established and resident in countries that represent the majority of our main
investment partners.

The preferred method of venture capital investment internationally is through the use
of limited liability vehicles that are “flow-through” for tax purposes. This means that
any income of the entity is borne by the partners and not taxed at the entity level.

To properly facilitate the flow of international venture capital into New Zealand it is
necessary to ensure that the special partnership rules that provide limited liability and
flow-through treatment properly reflect the way international venture capital is carried
out. Therefore section HC 1 of the Income Tax Act is being repealed. This is the
provision that currently prevents special partners of a special partnership from
offsetting their special partnership tax losses against their other income. The rule was
introduced to counter a number of aggressive tax schemes that occurred in the 1980s.
It is being repealed because the recently enacted deferred deduction rules (contained
in sections ES 1 — ES 3 of the Income Tax Act 1994) should provide the necessary
protection against abusive tax schemes. This will be helpful for venture capital
investment in New Zealand because it will remove a barrier to local entities investing
alongside international venture capital investors.

Detailed analysis

The venture capital exemption is provided by the addition of new paragraphs (g) and
(h) to section CB 2(1) of the Income Tax Act 1994. It provides that the proceeds from
the sale of shares by an eligible investor in certain unlisted New Zealand companies
will be exempt from income tax if a number of criteria are met. The new provisions
do not change the current treatment of dividends that non-residents derive from these
companies.

Eligible investments (section CB 2(1)(g) and (h))

New section CB 2(1)(g) lists the new criteria under which an amount may qualify as
“non-residents’ exempt income” under this provision. To be exempt, an amount must
be derived by a qualifying foreign equity investor from the sale of shares in a New
Zealand-resident company. The shares in that company must be held for a period of
at least 12 months.

In addition, the company may not be listed on a recognised exchange for 12 months
after the acquisition of the shares, and if listed at the time of acquisition must be de-
listed within 12 months. A recognised exchange is defined in section OB 1 of the
Income Tax Act 1994. Broadly, it can be described as an exchange market
established in New Zealand or anywhere else in the world that exhibits certain criteria
that are likely to produce genuine market values for the stock that is traded.



The New Zealand resident company must not have a main activity that is one of the
activities listed in new section CB 2(1)(g)(iii) or a combination of those activities.
This includes a main activity of investing if that investing has as its main aim the
derivation of interest, dividends, royalties or lease payments.

New section CB 2(1)(h) allows investments into New Zealand-resident companies
that invest into companies that meet the criteria outlined above and themselves meet
these criteria but for the fact that their main activity is providing capital to other
companies (potentially a financial service under the list in section CB 2(1)(g)(iii)). To
qualify, the company providing the capital must be in the same wholly owned group
as the companies to which it provides the capital and must have as its main activity
the provision of capital in the form of debt and equity funding to other companies.
All members of the wholly owned group except the company providing the capital
must satisfy the criteria of section CB 2(1)(g)(ii) and (iii).

Eligible investor (section CB 2(4))

The exemption is available only to certain non-resident investors. A qualifying
investor is defined as a “qualifying foreign equity investor”, of which there are two
categories. The first targets non-residents that invest directly into New Zealand
venture capital opportunities, while the second category targets FFOFs.

Investment directly in New Zealand

The rules concerning this category of investor are contained in paragraph (a) of the
new definition of “qualifying foreign equity investor”.

There are two criteria that a person must satisfy in order to qualify as an eligible
investor under this category. The first is that the person must be a resident of a
country that is listed on a Schedule to the Income Tax Act 1994 (List A). With the
exception of Switzerland, this list will contain all countries with which New Zealand
currently has a DTA in force. The new rules in section CB 2(7) contain the provisions
for including countries on List A. The list will be amendable by Order in Council.

The presence of a DTA will allow Inland Revenue to invoke the exchange of
information article of the DTA in order to receive information on particular investors
and transactions. This will assist Inland Revenue in the administration of the new
rules.

To be included on the list it will also be necessary for the DTA country to engage in
effective exchange of information. It is for this reason that Switzerland will not be
included on the list.

The second criterion that must be satisfied is that the non-resident investor must be
unable to claim a tax credit or other compensation for any income tax that New
Zealand tax laws may, but for the exemption in the new section CB 2(1)(g) and (h),
have levied on the income. This inability must result from the investor’s special
status under the tax laws of its home jurisdiction. This formulation targets investors
that are tax-exempt in their own jurisdiction owing to their special status under the tax
laws in their home jurisdiction, rather than their particular circumstances at any point
in time.



FFOFs

The rules concerning this category of investor are contained in paragraph (b) and (c)
of the new definition of “qualifying foreign equity investor”.

There are two types of FFOFs that can qualify as eligible investors under the new
rules. The first is FFOFs that are structured as limited partnerships.

To qualify, a limited partnership established in another country must be similar in
nature to special partnerships in New Zealand. In other words, it is not a separate
legal entity, it provides limited liability status to its limited partners and is flow-
through for tax purposes. In addition, the limited partnership must be established
under the laws of a country listed on another Schedule to the Income Tax Act 1994
(List B), and all the general partners of the limited partnership must be resident in one
of these countries. The countries that will be included on this list are the United
States, the United Kingdom, Australia, Japan, Singapore, France, Germany or Canada.
The new rules in section CB 2(7) contain the provisions for including countries on
List B. The list will be amendable by Order in Council.

Furthermore, a limited partnership that meets these qualifications will not qualify as
an eligible investor if partners holding 10 percent or more of the limited partnership’s
capital are not resident in a country that is on List A. A limited partnership will also
not qualify if a limited partner that holds 10 percent or more of the capital does not
have the status under the tax laws of its home jurisdiction that makes it unable to
claim a tax credit or other compensation for any income tax that New Zealand tax
laws may, but for the exemption in the new section CB 2(1)(g) and (h), have levied on
the income. This formulation targets investors that are not tax-exempt in their own
jurisdiction.

The second category of FFOFs consists of entities that have a separate legal status in
their home jurisdiction but have the other key characteristics of a limited partnership.
These entities can be described as “foreign hybrids”. An example of a foreign hybrid
is the limited liability company vehicle established under the United States law.

The criteria for a foreign hybrid qualifying as an FFOF are similar to those that apply
to qualifying foreign limited partnerships. The main difference concerns the
residence of the foreign hybrid. The new rules require a foreign hybrid to be
established under the laws of a country specified on List B. The entity may, however,
be resident in another List B country, provided that the country of residence treats that
entity as being flow-through for tax purposes.

Special partnerships

At present, section HC 1 prevents special partners of special partnerships from
offsetting their special partnership losses against their other income. Instead, it
requires that these losses be carried forward and offset against future income of the
special partnership. This provision is being repealed. The section will, however,
continue to apply to special partnership losses incurred before 1 April 2004.



A new rule will permit only special partners to carry forward tax losses related to
special partnerships if they earn New Zealand gross income during the year in which
the loss is incurred. This new rule will be contained in section IE 1(2B).

Amendment to the Partnership Act 1908

Section 57 of the Partnership Act 1908, which requires special partnerships to re-
register every seven years, is being repealed. The seven-year re-registration
requirement does not reflect the normal life of venture capital funds (which generally
exist for 10 to 15 years). The change is of a minor nature and will update the
legislation to ensure that special partnerships reflect the way that venture capital
investment is carried out internationally.



DEDUCTIBILITY FOR COSTS ASSOCIATED WITH PATENT AND
RESOURCE MANAGEMENT ACT CONSENT APPLICATIONS THAT
ARE NOT GRANTED OR ARE WITHDRAWN

(Clauses 10 and 11)

Summary of proposed amendment

Costs associated with patent and resource management consent applications that are
not granted or are withdrawn are to be made deductible. At present, these costs
cannot be claimed under the general deductibility rules because they are regarded as a
capital expense. Nor can they be depreciated as there is no depreciable asset.

Application date

The amendment will apply from the 2004-05 income year for applications that are not
granted or are withdrawn in that or a subsequent income year.

Key features

A new section DG 6(1A) is being added to the Income Tax Act 1994 to allow
deductibility for costs associated with patent applications that are not granted or are
withdrawn. Similarly, a new section DJ 14B is being added to allow deductibility for
costs associated with resource management consent applications that are not granted
or are withdrawn.

Background

Patents and certain consents issued under the Resource Management Act 1991 are
depreciable intangible property. To the extent expenditure incurred in applying for a
patent or resource management consent results in an application being granted, the
costs must be capitalised and depreciated. However, if an application is unsuccessful
or is withdrawn, any costs incurred up to that point are not depreciable as there is no
depreciable asset. Nor can this expenditure be expensed under the general
deductibility rules because it is capital in nature.

Under the proposed change, the costs that would have been depreciable if a patent or
resource management consent was granted (such as the cost of filing the patent or
resource management consent application) would become deductible if the application
is unsuccessful or is withdrawn.



HORTICULTURAL PLANTS — AMORTISATION AND REPLACEMENTS

(Clauses 5, 12, 13, 14, 21, 65(4),(5),(7),(14),(16),(18),(19),(22),(23), 68 and 90)

Summary of proposed amendment

The Commissioner will be able to determine different amortisation rates for different
plants, reflecting their estimated useful lives. Plants listed for this purpose will also
qualify under rules for deducting a limited proportion of replacement plants. These
new rules provide for greater certainty in law and flexibility for the treatment of
replacement plants. The Commissioner will be able to set more accurate amortisation
rates, in preference to the current single rate applied to all vines and trees.

Application date

The amendments will apply from the 2003-04 income year.

Key features

More accurate amortisation rates: new section DO 4C of the Income Tax Act 1994
will provide for the amortisation of plants at rates determined by the Commissioner,
based on the estimated useful lives of plants.

Deductible replacement plantings: new section DO 4D will allow replacement
planting expenditure as a current-year deduction. In effect, replacements in relation to
a maximum of 15 percent of an orchard or vineyard over a three-year period will be
treated as repairs and maintenance. Within this limit, replacements in any one year in
relation to up to 7.5 percent of an orchard or vineyard will be allowed to be deducted
in a current year. This is designed to average out at allowing up to 5 percent of an
orchard or vineyard to replaced and deducted in a year. Any other replacements must
be capitalised and amortised.

Commissioner to list plants and determine amortisation rates: amendments to the
Tax Administration Act 1994 will provide for the Commissioner of Inland Revenue to
specify the plants that the new replacement and amortisation rules will apply to.

Current provisions retained: section DO 4 will continue for vines, trees and other
similar plants not covered by the new rules. It will be clarified that plants such as
bushes and canes are included in these rules.

Background

At present, a current-year deduction is allowed only in relation to a vine or tree of the
same species and variety that replaces one that has died or been destroyed. The
Fruitgrowers Federation raised concerns about this, seeking both a more certain
position in law and more flexibility to manage replanting activities using the most
commercially desirable varieties without producing different tax effects.
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SALE AND LEASEBACK OF INTANGIBLES

(Clauses 19 and 65)

Summary of proposed amendments

Amendments are being made to ensure that taxpayers entering into transactions
involving the sale and leaseback of intangibles such as trademarks do not get
deductions for what are, in substance, repayments of loan principal. The proposed
amendments are designed to protect the tax base.

The tax rules for finance leases, which prevent deductions being taken for the
principal amount of a deemed loan, will be amended to ensure that the transactions
involving the sale and leaseback of intangibles that cause concern are caught by these
rules.

Application date

The amendments will apply to arrangements entered into on or after the date of
introduction of the bill.

Key features

Amendments to the finance lease rules in the Income Tax Act 1994 are being made to
ensure that taxpayers entering into transactions involving the sale and leaseback of
intangibles do not get deductions for what are, in effect, repayments of loan principal.
They:

. Clarify that the finance lease rules in sections FC 8A to FC 8I apply to the
granting of a licence to use intangible property. This will be achieved by
amending paragraph (f) of the definition of “lease” in section OB 1, which
applies for the purposes of the finance lease rules. The result of this amendment
flows through to the other definitions that use the term “lease” such as “finance
lease”, “lease asset”, “lease term”, “lessee” and “lessor”. In the definition of
“lease asset”, the personal property that is subject to the licence to use intangible
property is the intangible property itself such as a trademark.

. Widen the application of paragraph (a) of the definition of “finance lease” in
section OB 1 to include a lease under which ownership of the lease asset is
transferred to the lessee or an associate of the lessee at or by the end of the lease
term rather than only at the end of the lease term. Consequential amendments
will also be made to section FC 8B(2) and (3) to refer to ownership of the lease
asset being acquired on or by the date that the lease term ends.

11



. Expand the definition of “finance lease” in section OB 1 to include a sale and
leaseback arrangement under which the lessor has no substantive rights and
obligations of ownership, other that those relating to enforcement of the lease
agreement. An example of this would be where the lessee or an associate of the
lessee had always retained the ability, since the period of previous ownership, to
reacquire or control the disposition of the lease asset directly or indirectly.

. Clarify that the finance lease rules apply if a feature referred to in the finance
lease definition — such as a transfer of ownership to the lessee or an associate or
an option granted to a lessee or an associate — is part of the lease arrangement
but is not specified in the lease agreement itself.

The definition of “lessee” will also be amended by omitting the reference to “hires, or
bails”. This reference and a reference to licensing intangible property are unnecessary
because reliance can be placed on the reference to “leases”. Section 32 of the
Interpretation Act 1999 means that this latter reference has a corresponding meaning
to the paragraph (f) definition of “lease”, which will include a hire, bailment or a
licence to use intangible property. This amendment will also make the definitions of
“lessee” and “lessor” consistent because the latter does not use hire or bailment
terminology.

Background

The government announced in May 2003 that it was concerned about a scheme
involving the sale and leaseback of intangibles under which tax deductions are
claimed for what are, in substance, repayments of principal under a loan. The
government said that it would propose remedial legislation to ensure that such
deductions could not be taken.

An issues paper was sent to interested parties in October 2003 proposing amendments
to the tax rules for finance leases, which limit deductions for leasing arrangements
that are essentially financing transactions, to ensure that the transactions causing
concern are covered by these rules.

Schemes that may allow deductions for repayment of loan principal

Described below are the simplified features of a transaction that may allow deductions
for what are, in substance, loan principal repayments.

A Co, B Co and C Co are associated. A Co sells its trademarks or brand names to a
non-resident bank for, say, $20 million (which is non-taxable as any profit is a capital
gain). The bank immediately grants to B Co an exclusive licence to use the
trademarks for a fixed term in return for annual royalty payments totalling, say, $12
million that are deductible to B Co. B Co grants a sublicence to A Co on the same
terms. The bank grants to C Co an option to purchase the trade marks, subject to the
bank retaining the right to receive the licence payments from B Co. The exercise
price under the option is, say, $11 million, the reduction in value of the trademarks
from $20 million reflecting the bank’s right to continue to receive the royalty income
from B Co during the licence period. The option is exercised on the date that the bank
buys the trademarks and the licence begins, so that the bank pays A Co $20 million
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for the trademarks and immediately sells them to C Co for $11 million. The bank’s
net outgoing is $9 million, which it pays in return for future payments of $12 million.

Associated Companies

C Co

Annual royalty
payment
Sublicence

i o

A Co Non-resident bank
$20m (non-taxable)

In substance, the transaction is a loan of $9 million from the bank to the group and the
bank treats the transaction for tax, regulatory and accounting purposes accordingly.
By structuring the loan as a licence, a deduction may be available to B Co for what
are, in substance, repayments of the $9 million principal, instead of only the $3
million interest that would be allowed if the transaction were in the form of a loan.
This outcome is contrary to the policy intent underlying the tax treatment of debt
transactions (and it may be that the tax avoidance provisions in the Income Tax Act
1994 apply to it).

Finance lease rules

The Income Tax Act 1994 contains provisions called finance lease rules that, in
certain circumstances, recharacterise lease transactions as the purchase of the leased
asset by the lessee, with the purchase funded by a loan from the lessor to the lessee.
The lessee can depreciate the leased asset (if it is depreciable property) and, instead of
obtaining a deduction for lease payments, obtains a deduction under the accrual rules
for the interest component of the deemed loan. The treatment of the lessor mirrors
that of the lessee — the lessor cannot depreciate the leased asset, and returns as income
the interest component of the deemed loan. These rules were introduced in 1982 and
revised in 1999. They recognise that certain lease transactions are, in substance,
financing arrangements, under which the lessor finances the purchase of the leased
asset by the lessee. Broadly, they are triggered when the lease arrangement provides
for the transfer of the asset to the lessee or an associate of the lessee, or when the asset
is leased for most of its effective life.

13



Application of finance lease rules

The finance lease rules should, in principle, apply to the transaction described in the
example because on the day the lease begins the trademarks are sold to an associate of
the lessee — the bank, in fact, owns them only momentarily.

The amended finance lease rules would apply in the following way to the transaction
in the example. The trademarks are treated as sold from the bank to B Co on the day
the lease starts. The bank is treated as giving B Co a loan of $9 million, and B Co is
treated as using the loan to purchase the trademark. The interest component of the
deemed loan is $3 million (being $9 million consideration payable to B Co less $12
million consideration payable by B Co). This amount is deductible to B Co and
spread under the accrual rules. B Co is treated as owning the lease asset (the
trademarks) but as trademarks are not depreciable property, there is no depreciation
deduction. This treatment accords with the correct policy outcome.
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CHARITABLE DONEE STATUS

(Clause 32)

Summary of proposed amendment

Medicine Mondiale, the New Zealand Jesuits in India Trust and the Operation
Vanuatu Charitable Trust are to be given charitable donee status. This will enable
donors to obtain tax relief on their donations.

Application date

The amendments will apply from the 2004-05 income year.

Key features

The following organisations are being added to section KC 5(1) of the Income Tax
Act 1994, which lists the organisations that qualify for charitable donee status:

o Medicine Mondiale;
. New Zealand Jesuits in India Trust; and

. Operation Vanuatu Charitable Trust.

Background

Donations to qualifying organisations entitle individual taxpayers to a rebate of 33 '/3
percent of the amount donated, to a maximum of $630 a year. Donations by non-
closely held companies, and closely held companies which are listed on a recognised
stock exchange, qualify for a deduction to a maximum of 5 percent of their net
income.

Medicine Mondiale

This organisation has been established to provide healthcare in developing countries
in Africa and Asia.

New Zealand Jesuits in India Trust

This organisation is engaged in providing healthcare, rural development and education
in India.

Operation Vanuatu Charitable Trust

This organisation provides healthcare in Vanuatu.

15



REBATE FOR EARLY PAYMENT OF INCOME TAX

(Clause 33)

Summary of proposed amendment

The bill introduces a 6.7% rebate of tax, or “discount”, to encourage individuals who
begin receiving self-employed or partnership income to pay tax voluntarily in the year
before they begin paying provisional tax. This will relieve the financial strain faced
by these taxpayers when they begin paying provisional tax and have two years’ worth
of tax payments to make, namely, income tax for the prior year and provisional tax for
the current year.

Application date

The amendment applies from the income year beginning 1 April 2005.

Key features

A new section MBC is being added to the Income Tax Act 1994 to provide a 6.7%
rebate of tax, or “discount”, to individuals who begin receiving self-employed or
partnership income, to encourage them to pay tax voluntarily in the year before they
become liable for provisional tax.

Individuals will be able to choose whether to receive the rebate in their first year of
business or in a subsequent year, but they must claim the rebate before they begin
paying provisional tax, when qualification ceases.

Those who are provisional taxpayers before they begin receiving self-employed or
partnership income will not be entitled to the rebate, since they do not face two years’
tax payments in their second year in business.

The following example illustrates these points. A taxpayer derives solely business
income for a four-year period. The business grows, and in the third year her residual
income tax liability (tax not deducted at source) exceeds $2,500 and therefore she
becomes a provisional taxpayer. She is required to pay provisional tax in her fourth
year in business.

Year 1 Year 2 Year 3 Year 4

Income $3,000 $12,000  $25,000  $30,000
Residual income tax liability $450 $1,950 $4,680 $5,730
Become a provisional taxpayer No No Yes Yes
Liable to pay provisional tax No No No Yes
Entitled to rebate Yes Yes Yes No
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Taxpayers can claim the rebate once in either of the first three years, as they are not
required to pay provisional tax. However, they would maximise the benefit of the
rebate by claiming it in the third year in business. If the rebate has not been claimed
before the fourth year, entitlement ceases.

The rebate will be calculated at the rate of 6.7% of the amount paid during the year or
6.7% of 105 percent of the individual’s end-of-year residual income tax liability,
whichever is the lesser. The rebate will be applied against the taxpayer’s end-of-year
tax liability for each dollar of tax paid during the year, regardless of the date of
payment.

If their voluntary payments exceed their end-of-year tax liability, taxpayers will still
qualify for the rebate up to a maximum of 105 percent of their end-of-year residual
income tax liability. The overpaid amount plus the rebate will be refunded to them or
can be offset against other tax owing.

The rebate can be claimed only once for a business. However, taxpayers who cease
deriving partnership and self-employed income for a period of four years will again
qualify for the rebate if they begin a new business.

Background

The policy intent is to reduce the financial strain that individuals in business face in
their first three years in business. Income tax can contribute to this as individuals who
begin in business are not required to pay provisional tax in their first year and can end
up paying two years’ tax in their second year in business.

As part of the government’s growth and innovation strategy, proposals were
considered to reduce the compliance costs for small businesses. One such proposal
involved providing a rebate of tax to individuals who voluntarily pay tax in the year
before that in which they are required to pay provisional tax, thereby aligning the
payment of tax with when income is earned.

The proposal was included in the government discussion document Making tax easier
for small businesses released in September 2003. It received significant support from
submissions and from market research undertaken with small and medium-sized
businesses.
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IMPUTATION CREDITS AND TRANSFERS

(Clause 36)

Summary of proposed amendment

Taxpayers will be able to elect that a credit arises to the imputation credit account
(ICA) or dividend withholding credit account (DWPA) in certain circumstances when
overpaid tax was transferred before the transfer rules came into effect. The
amendment provides relief for taxpayers who could have been disadvantaged under
the law as it applied before the transfer rules became effective.

Application date

The amendment will have effect from the start of the 1997-98 year (when the now
repealed section MD 4 was introduced) to the date when the section MD 4 was
repealed (1 April 2003).

Key features

The now repealed section MD 4 provided that a credit did not arise to the ICA or
DWPA if overpaid tax was transferred. New subsections (2) and (3) are being added
to section MD 4.

Section MD 4(2) provides that section MD 4(1) does not prevent a credit (called a
permitted credit) arising to the ICA or DWPA if:

o the transferred tax could have been refunded instead of transferred; and

. between the time when the tax which gave rise to the overpayment was paid and
the date of the request for the transfer was made, the company suffered a breach
in shareholder continuity and a debit arose accordingly to the ICA or DWPA;
and

. the taxpayer elects that the permitted credit arises.

The permitted credit will arise under section ME 4(1)(a) or section MG 4(1)(a) as tax
or dividend withholding payment “paid”. For the purposes of those sections, “paid”
includes “distributed, credited, or dealt with in the interest of” and, therefore, includes
an amount transferred.

New subsection (3) provides that the amount of the permitted credit is the amount

transferred less the amount of the debit that would have arisen under section ME
5(1)(e) if the overpayment had been refunded.
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Background

The company imputation system ensures that company shareholders are not taxed
twice on company income — once in the hands of the company, and again when profits
are distributed as dividends.

Briefly, companies keep an ICA which records the tax payments made by the
company as credits and amounts allocated to dividends as debits. If a company’s ICA
has a debit balance at 31 March in any year, the company is liable to pay further
income tax. This ensures that imputation credits attached to dividends do not exceed
the net amount of tax paid by the company.

To ensure that imputation credits are associated with whoever owns the company
when the tax is paid, there is a “continuity debit” to the ICA whenever there is a
significant change in ownership (direct or indirect) of the company. If a company that
has suffered a continuity debit is also due a tax refund for a tax overpayment that
arose before the continuity debit, this refund (to the extent of the debit) can still be
paid without further affecting the ICA balance.

Similar rules apply to dividend withholding payments.

The problem that the amendment seeks to resolve is in relation to the now repealed
section MD 4 of the Income Tax Act 1994. That section ensured that a taxpayer could
not take undue advantage of the imputation or dividend withholding payment rules
when transferring overpaid income tax or dividend withholding payment to another
year or to another tax type (such as PAYE or GST) or to another taxpayer. However,
where there had been a prior breach in shareholder continuity, section MD 4 did not
work appropriately.
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Example

Company A makes an income tax payment of $100, taking the ICA balance to $100.
Subsequently there is a breach of shareholder continuity, leading to a debit in the ICA. Later,
it is determined that the $100 is an overpayment and a refund is sought. After the overpaid
tax is refunded, the company pays the amount back to Inland Revenue (say, in satisfaction of
the next provisional tax payment due).

For the purposes of determining whether a refund can be made, the balance in the ICA can be
increased by the breach of continuity debit of $100 under section MD 2(4). Therefore the
refund could be made in this case.

A second debit relating to the refund is recorded only if the refund is greater than the breach
in continuity debit (section ME 5(1)(e)(iii)). Therefore no further debit would arise to the
ICA when the refund is made.

When the refund had been subsequently paid back to Inland Revenue for offset against the

next provisional tax liability, a credit would arise in the ICA for the payment:

Imputation credit account

Transaction Debit Credit Balance
Payment $100.00  $100.00Cr
Breach in shareholder continuity $100.00 Nil
Refund Nil Nil
Payment of provisional tax $100.00  $100.00Cr

Under current law, section MD 4 denies the second imputation credit if a transfer was made
instead of a refund and repayment.

Generic transfer rules introduced in 2002 produce a better result than section MD 4,
so section MD 4 was repealed by the Taxation (GST, Trans-Tasman Imputation and
Miscellaneous Provisions) Act 2003.

Detailed analysis

Section MD 4(2) will be satisfied if:

. a company was entitled to a refund of overpaid income tax (section MD 2(4));
and

. a company requested a transfer of that overpaid tax; and

. a breach of shareholder continuity occurred between the time when the tax that

led to the overpayment was paid and the time the transfer was requested; and
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. a credit would have arisen to the ICA if the:

— overpayment had been refunded; and
— the refunded amount had been repaid in satisfaction of a tax liability that
would have caused a credit to apply to the ICA; and

. the company requests that section MD 4(2) and (3) apply to the transfer.
New subsection (3) provides that the amount of the permitted credit is the amount

transferred less the amount of the debit that would have arisen under section ME
5(1)(e) if the overpayment had been refunded.

Example

Company B’s ICA balance at 31 March 2000 is $100. A breach in shareholder continuity
occurs on 30 June 2000. As a result, a debit arises to the ICA of $100, and the ICA balance is
now nil.

Company B pays tax of $50 on 7 July 2000, bringing the ICA balance to $50.

On 30 April 2001 an income tax overpayment of $150, which arose before the breach in
shareholder continuity, is identified. Company B applied to have $150 transferred to 2002
provisional tax. This was done, but under section MD 4, as it applied in 2001, no credit arose
to the ICA for the transfer. At that stage there was no provision that allowed a debit to arise
relating to a transfer of overpaid tax.

In 2004 Company B requests that subsections MD 4(2) and (3) be applied.

Under section MD 4(3) the permitted credit will be the amount transferred less the debit that
would have arisen if the amount transferred had been refunded instead of transferred. Section
ME 5(1)(e)(iii) provides that a debit arises to the ICA when a refund is made, except to the
extent of a debit that arose upon a previous breach in continuity.

In the example, a previous debt of $100 arose upon a breach of continuity. Therefore, had
$150 been refunded, the debit that would have arisen to the ICA would have been $50.
Accordingly, the permitted credit will be the amount transferred ($150) less the debit that
would have arisen under section ME 5(1)(e)(iii) if the transferred tax had been refunded
($50). The permitted credit is, therefore, $100. Entries to the ICA would be:

Imputation credit account

Transaction Debit  Credit Balance
Balance 31 March 2000 $100
Breach in shareholder continuity ~ $100 Nil
Payment 7 July 2000 $50 $50
Transfer nil $50
Permitted credit $100 $150

This is the result that would have occurred had the overpaid tax been refunded and repaid.
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“PAYE BY INTERMEDIARIES” RULES —- FURTHER IMPROVEMENTS

(Clauses 54, 55, 56, 57, 65(17), 65(37), 101, 111, 112, 113 and 114)

Summary of proposed amendment

The bill introduces amendments to the recently enacted “PAYE by intermediaries”
rules to further improve their operability. The rules allow accredited intermediaries to
largely assume an employer’s obligations under the PAYE rules (calculate PAYE, pay
it to Inland Revenue and file PAYE returns). The changes:

. allow PAYE intermediaries to make payments of net salary and wages directly
to employees’ bank accounts (from an employer’s account) provided the
associated PAYE is simultaneously transferred, or is transferred before the
payment to employees is made, into an intermedia