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D ear Mr D ouglas

On b e h a l f  o f  t h e  C o n s u l t a t i v e  Com mittee on F u l l  I m p u ta t io n  and 
I n t e r n a t i o n a l  Tax Reform , I  e n c lo s e  t h e  f i n a l  r e p o r t  o f  t h e  
C om m ittee . I t  c o v e r s  m a t t e r s  w hich w ere  o u t s t a n d i n g  a f t e r  o u r  
f i r s t  two r e p o r t s  and expands on t h e  d e t a i l s  o f  t h e  r e g im e s .  
The r e p o r t  i s  i n  two vo lum es . The f i r s t  volume o u t l i n e s  t h e  
C o m m it te e 's  recom m enda tions  w h i le  t h e  seco n d  c o n t a i n s  t h e  
C o m m it te e 's  d r a f t  o f  t h e  l e g i s l a t i o n  c o v e r in g  b o th  t h e  
i n t e r n a t i o n a l  r e fo rm s  and i m p u ta t io n .

When t h e  d e t a i l s  o f  t a x  re fo rm s  a r e  d e v e lo p e d ,  i t  i s  i n e v i t a b l e  
t h a t  m inor ch an g e s  need  t o  be made t o  p r e v i o u s  d e c i s i o n s  and  t h i s  
h a s  p ro v e d  t o  be  t h e  c a s e  h e r e .  T h ere  a r e ,  how ever, no 
fu n d a m e n ta l  o r  s i g n i f i c a n t  c h a n g e s .  To a l a r g e  e x t e n t ,  t h e  
reco m m en d a tio n s  i n  t h e  p r e s e n t  r e p o r t  m ere ly  c o v e r  t h e  d e t a i l s  
n e c e s s a r y  t o  im plem ent t h e  re g im e s  a p p ro v ed  i n  r e s p o n s e  t o  o u r  
e a r l i e r  r e p o r t s .

As was t h e  c a s e  w i th  o u r  e a r l i e r  r e p o r t s ,  t h e  recom m enda tions  
i n  t h i s  r e p o r t  r e p r e s e n t  t h e  unanim ous v iew s o f  Com mittee 
m em bers .

We have  been  v e ry  a b ly  a s s i s t e d  i n  t h e  p r e p a r a t i o n  o f  t h e  d r a f t  
l e g i s l a t i o n  by Mr Graeme S m a i l l ,  Mr Jo h n  B a s s e t t  and Mr P au l 
MacKay. The l e g i s l a t i o n  h a s  n o t  been  c o n s id e r e d  f u l l y  by 
o f f i c i a l s  o r  by p a r l i a m e n t a r y  c o u n s e l  b u t  we c o n s i d e r  t h a t  i t  i s  
s u f f i c i e n t l y  w e l l - d e v e lo p e d  f o r  w id e r  c i r c u l a t i o n  and comment 
from  i n t e r e s t e d  p a r t i e s  and f o r  i n t r o d u c t i o n  i n t o  t h e  House.



The C om m ittee i s  in d e b te d  t o  o f f i c i a l s  o f  t h e  T re a s u ry  and  In la n d  
R evenue D ep artm en t f o r  t h e i r  a s s i s t a n c e .  In  p a r t i c u l a r ,  we th a n k  
M e ssrs  A lex  D uncan, D avid W hite , Ken H ea to n , P e t e r  G oss, R oss 
Ju d g e  and Mrs Je n n y  Whyte o f  th e  T re a s u ry  and M essrs  A nthony 
G ra c e , M ich ae l R igby , John  Moreno and  Ms J a n e  T a i t  o f  t h e  I n la n d  
R evenue D e p a rtm en t.

Y ours s i n c e r e l y

A r th u r  V alabh
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STATEMENT BY

M in is te r  o f  F in a n ce , Hon R O D ouglas
M in is te r  o f  R evenue, Hon T A de C leen e

I n t r o d u c t i o n

T h is  docum ent i s  t h e  f i n a l  r e p o r t  o f  t h e  C o n s u l t a t i v e  Com mittee 
on F u l l  I m p u ta t io n  and I n t e r n a t i o n a l  Tax Reform . I t  c o n t a i n s  t h e  
reco m m en d a tio n s  o f  t h e  Com mittee on t h e  f u r t h e r  d e t a i l e d  m easu re s  
r e q u i r e d  f o r  t h e  o p e r a t i o n  o f  t h e  im p u ta t io n  and i n t e r n a t i o n a l  
t a x  r e g im e s .  The d r a f t  l e g i s l a t i o n  f o r  t h e s e  re g im e s  i s  s e t  o u t  
i n  a s e p a r a t e  annex  t o  t h e  C o m m it te e 's  r e p o r t .

As n o te d  by Mr V alabh  in  h i s  c o v e r in g  l e t t e r ,  t h e  r e p o r t  i n v o lv e s  
a number o f  ch an g e s  t o  t h e  re g im e s  d e v e lo p e d  by t h e  Com mittee and 
p r e s e n t e d  in  i t s  f i r s t  r e p o r t s  b u t  n o th in g  w hich  c o u ld  be  
d e s c r i b e d  a s  fu n d a m e n ta l .  T hese  ch an g es  r e f l e c t  t h e  d e t a i l  
r e q u i r e d  t o  im plem ent t h e  re g im e s  in  a c c o rd a n c e  w i th  t h e  
s t r u c t u r e  and p r i n c i p l e s  a l r e a d y  a p p ro v e d .
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The Government s u p p o r t s  t h e  C o m m it te e 's  recom m enda tions  s u b j e c t  
t o  some m in o r  ch an g e s  and r e s e r v a t i o n s  on d e f i n i t i o n a l  m a t t e r s  
a s  h i g h l i g h t e d  f u r t h e r  be low . An enorm ous amount o f  d e t a i l  h a s  
had  t o  be  d e v e lo p e d  i n  a r e l a t i v e l y  s h o r t  s p a c e  o f  t im e .  We 
c o n c u r  w i th  t h e  Com mittee t h a t  t h e  o v e r a l l  reg im e  i s  now a t  a 
s u f f i c i e n t l y  adv an ced  s t a g e  f o r  t h e  l e g i s l a t i o n  t o  be 
c i r c u l a t e d .  A f t e r  b e in g  i n t r o d u c e d  t o  t h e  House, t h e  B i l l  w i l l  
be  r e f e r r e d  t o  a S e l e c t  C om m ittee . T h ere  w i l l  t h e n  be  a f i n a l  
o p p o r t u n i t y  f o r  s u b m is s io n s .

I m p u ta t io n

The Government e n d o rs e d  t h e  C o m m ittee ' s  recom m enda tions  on 
im p u ta t io n  s e t  o u t  in  i t s  e a r l i e r  r e p o r t .  T h e re  w ere  r e l a t i v e l y  
few i s s u e s  t h a t  r e q u i r e d  f u r t h e r  w ork . The Com m ittee now makes 
a d d i t i o n a l  recom m enda tions  on t h e  r u l e s  g o v e rn in g  t h e  
a l l o c a t i o n  o f  im p u ta t io n  c r e d i t s ,  t h e  i n c l u s i o n  o f  c o - o p e r a t i v e  
com pan ies  and  p r o d u c e r  b o a rd s  w i t h i n  t h e  i m p u ta t io n  re g im e ,  t h e  
t r e a t m e n t  o f  r e t u r n s  o f  c a p i t a l ,  t h e  c a r r y  fo rw a rd  o f  
u n u t i l i s e d  im p u ta t io n  c r e d i t s ,  t h e  o p e r a t i o n  o f  t h e  d iv id e n d  
w i th h o ld in g  paym ent sy s te m , and on c o n s e q u e n t i a l  ch an g e s  t o  t h e  
d e f i n i t i o n  o f  a d iv id e n d  and t o  t h e  e x c e s s  r e t e n t i o n  t a x  and 
deemed d iv id e n d  p r o v i s i o n s .  A l l  t h e s e  recom m enda tions  a r e  
s u p p o r te d  s u b j e c t  t o  t h e  f o l lo w in g  c h a n g e s .

F i r s t ,  t h e  Com m ittee recommends t h a t  d i s t r i b u t i o n s  s u b j e c t  to  th e  
w in d in g  up d i s t r i b u t i o n  t a x  o f  10 p e r c e n t  s h o u ld  n o t  a l s o  be 
s u b j e c t  t o  n o n - r e s i d e n t  w i th h o ld in g  t a x .  I t  had  been  e n v is a g e d  
t h a t  t h e  w in d in g  up d i s t r i b u t i o n  t a x  would be e n a c te d  a lo n g  w i th  
t h e  im p u ta t io n  and i n t e r n a t i o n a l  t a x  re fo rm s  l a t e r  i n  t h e  y e a r .  
The Government c o n s i d e r s  t h a t  i t  would i n s t e a d  be  p r e f e r a b l e  t o  
e n a c t  t h i s  m easu re  a s  soon  a s  p o s s i b l e  t o  f a c i l i t a t e  t h e  w in d in g  
up p r o c e s s .  A c c o r d in g ly ,  t h e  Governm ent h a s  d e c id e d  t h a t  t h e  
m easu re  w i l l  be  e n a c te d  th ro u g h  t h e  T a x a t io n  Reform  (N o .4) B i l l .
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S e c o n d ly ,  t h e  Com mittee h a s  recommended t h a t  f r i n g e  b e n e f i t s  
r e c e i v e d  by a m a jo r  s h a r e h o ld e r /e m p lo y e e  be  s u b j e c t  t o  t h e  FBT 
re g im e  r a t h e r  th a n  t h e  c u r r e n t  deemed d iv id e n d  p r o v i s i o n s ,  i n  
r e s p e c t  o f  f r i n g e  b e n e f i t s  o t h e r  t h a n  lo a n s  w i th  e f f e c t  from 1 
A p r i l  1988, and i n  r e s p e c t  o f  lo a n s  w i th  e f f e c t  from 1 O c to b e r  
1988. The Government a g r e e s  w i th  t h e  e x t e n s i o n  o f  t h e  FBT reg im e  
b u t  h a s  d e c id e d  t h a t  t h e  change  a p p ly  t o  f r i n g e  b e n e f i t s  
i n c l u d i n g  lo a n s  w i th  e f f e c t  from 1 A p r i l  1988. I t  w i l l  g iv e  
f u r t h e r  c o n s i d e r a t i o n  t o  t h e  d e t a i l s  o f  t h e  change  t o  t a k e  
a c c o u n t  o f  a n t i - a v o i d a n c e  r u l e s  w hich  a r e  b e in g  d e v e lo p e d  t o  
s t r e n g t h e n  t h e  p r o v i s i o n a l  t a x  re g im e .  C o n s i d e r a t io n  a l s o  n e ed s  
t o  b e  g iv e n  t o  t h e  i m p l i c a t i o n s  f o r  com pan ies  w hich  wind up 
b e f o r e  t h e  l e g i s l a t i o n  e x te n d in g  t h e  FBT i s  p a s s e d .

I n  i t s  e a r l i e r  r e p o r t  t h e  Com mittee recommended t h a t  t h e  d a t e  f o r  
t h e  f i r s t  w i th h o ld in g  paym ent by co m pan ies ,  i n  r e s p e c t  o f  f o r e i g n -  
s o u r c e  d iv id e n d s  r e c e i v e d  a f t e r  1 A p r i l  1988, be  t h e  2 0 th  o f  t h e  
m onth f o l lo w in g  t h e  month in  w hich  t h e  n e c e s s a r y  l e g i s l a t i o n  i s  
p a s s e d .  G iven t h e  s c h e d u le d  e n a c tm e n t  o f  t h e  l e g i s l a t i o n  l a t e r  
t h i s  y e a r ,  t h e  Government h a s  d e c id e d  t h a t ,  i n  o r d e r  t o  p r o v id e  
g r e a t e r  c e r t a i n t y  f o r  t a x p a y e r s ,  t h e  d a t e  f o r  t h e  f i r s t  
w i t h h o ld i n g  paym ent w i l l  be 20 J a n u a r y  1989.

I n t e r n a t i o n a l  Tax

The i n t e r n a t i o n a l  t a x  reg im e  recommended by t h e  Com m ittee i n  i t s  
f i r s t  r e p o r t  c o m p r is e s  a b r a n c h - e q u i v a l e n t  (BE) re g im e ,  a f o r e i g n  
in v e s tm e n t  fund  (FIF) reg im e , and a r e v i s e d  t r u s t  re g im e .  The 
r e g im e s  a r e  d e s ig n e d  t o  r e d u c e  t h e  m yriad  o p p o r t u n i t i e s  f o r  
r e s i d e n t s  t o  a v o id  o r  d e f e r  New Z ea la n d  t a x  w here  t h e y  i n t e r p o s e  
f o r e i g n  e n t i t i e s  be tw een  th e m s e lv e s  and in c o m e -p ro d u c in g  a s s e t s .

The l e g i s l a t i o n  h a s  been  d r a f t e d  t o  e n s u r e  t h a t  t h e  t h r e e  re g im e s  
s u p p o r t  one a n o th e r  and o t h e r  r e c e n t  t a x  re fo rm .  The p r o v i s i o n s  
a r e  n e c e s s a r i l y  d e t a i l e d  and a r e  s u p p o r te d  by a number o f  a n t i -  
a v o id a n c e  p r o v i s i o n s .  T hese  s h o u ld  n o t  be  r e a d  down g iv e n  t h e  
c l e a r  o b j e c t i v e  o f  t h e  r e f o r m s .  The p u rp o se  o f  t h e  BE reg im e  i s  
t o  t a x  on a c u r r e n t  b a s i s  New Z ea la n d  r e s i d e n t s  h a v in g  econom ic 
o r  f i n a n c i a l  i n t e r e s t s ,  i n c l u d i n g  c o n t i n g e n t  i n t e r e s t s ,  i n  t h e
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income o f  any  f o r e i g n  company w here  f i v e  o r  f e w e r  r e s i d e n t s  in  
any  m anner w h a ts o e v e r  h ave  a 50 p e r c e n t  o r  more i n t e r e s t  i n  t h e  
company. The p u rp o s e  o f  t h e  FIF  reg im e  i s  a l s o  t o  t a x  r e s i d e n t s  
on a c u r r e n t  b a s i s  w here  t h e y  h ave  i n t e r e s t s  i n ,  b u t  do n o t  
c o n t r o l ,  f o r e i g n  e n t i t i e s  i n  w hich  t h e y  a r e  a b l e  t o  a c c u m u la te  
income and o b t a i n  t a x a t i o n  a d v a n ta g e s .  Such i n t e r e s t s  i n c l u d e  
p o l i c i e s  w i th  f o r e i g n  l i f e  o f f i c e s  and s u p e r a n n u a t io n  f u n d s .  The 
r e v i s e d  t r u s t  reg im e  s u p p o r t s  t h e  BE and FIF re g im e s  by g e n e r a l l y  
t a x i n g  on a c u r r e n t  b a s i s  t h e  f o r e i g n - s o u r c e  t r u s t e e  income o f  
t r u s t s  h a v in g  a New Z ea la n d  s e t t l o r ,  and  t a x i n g  t o  New Z e a la n d  
r e s i d e n t  b e n e f i c i a r i e s  d i s t r i b u t i o n s  from n o n - r e s i d e n t  t r u s t e e s .

We h i g h l i g h t  t h e  f o l lo w in g  f e a t u r e s :

-  A s p e c ts  o f  BE Regime

Two i m p o r t a n t  a s p e c t s  h e r e  i n c l u d e  t h e  m easu rem en t o f  i n t e r e s t s  
and an a d d i t i o n a l  t r a n s i t i o n a l  m e a su re .  The Com m ittee o r i g i n a l l y  
c o n s i d e r e d  t h a t  a r e s i d e n t ' s  c o n t r o l  and incom e i n t e r e s t s  be  
m easu red  on e a c h  day  o f  t h e  f o r e i g n  com p an y 's  a c c o u n t in g  y e a r .  
A f t e r  f u r t h e r  c o n s i d e r a t i o n ,  i n  l i g h t  o f  t h e  h ig h  c o m p lian c e  
c o s t s  o f  d a i l y  m easu rem en t,  t h e  Com m ittee  now recommends t h a t  a 
r e s i d e n t ' s  c o n t r o l  and income i n t e r e s t s  be m easu red  a t  t h e  end  o f  
e ac h  q u a r t e r  i n  a y e a r  and t h a t  a n t i - a v o i d a n c e  m ea su re s  be 
a d o p te d .  I n  o u r  v iew , t h i s  l i n e  s t r i k e s  t h e  r i g h t  b a la n c e  be tw een  
m in im is in g  c o m p lia n c e  c o s t s  and  c o u n t e r i n g  a v o id a n c e .

The Com m ittee recommends t h a t  in  r e s p e c t  o f  e x i s t i n g  i n v e s tm e n t s  
t a x p a y e r s  s h o u ld  have  t h e  o p t io n  o f  a p p ly in g  t h e  BE reg im e  b e f o r e  
t h e  end o f  t h e  t r a n s i t i o n a l  p e r i o d  so  t h a t  l o s s e s  d u r in g  t h a t  
p e r i o d  may be  a c c o u n te d  f o r  i n  d e te r m in in g  f u t u r e  BE incom e. In  
e x e r c i s i n g  t h i s  o p t i o n ,  how ever, t a x p a y e r s  c a n n o t  b r i n g  i n  l o s s e s  
and n o t  p r o f i t s .  A c c o r d in g ly ,  t a x p a y e r s  w i l l  be  e n t i t l e d  t o  
e l e c t ,  i n  r e s p e c t  o f  a l l  o f  t h e i r  income i n t e r e s t s  h e ld  on 17 
December 1987 i n  a l l  CFCs r e s i d e n t  i n  c o u n t r i e s  n o t  on t h e  
t r a n s i t i o n a l  l i s t ,  t o  a p p ly  t h e  BE reg im e  f o r  t h e  a c c o u n t in g  
y e a r s  o f  su c h  CFCs f a l l i n g  in  w hole  o r  i n  p a r t  d u r in g  t h e  p e r i o d  
1 A p r i l  1988 t o  31 March 1990.
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The Governm ent h a s  a l s o  d e c id e d  t h e  c o m p o s i t io n  o f ,  and t h e  
n a t u r e  o f  t h e  q u a l i f i c a t i o n s  t o ,  t h e  p e rm an en t and  t r a n s i t i o n a l  
c o u n t r y  l i s t s  a s  d i s c u s s e d  be low .- 

G rey L i s t

The c o s t s  o f  com ply ing  w i th  t h e  BE reg im e  s h o u ld  n o t  ex ce ed  t h e  
r e v e n u e  t o  be  g a in e d .  F o r t h i s  r e a s o n ,  t a x p a y e r s  w i th  i n t e r e s t s  
i n  CFCs r e s i d e n t  i n  c e r t a i n  l i s t e d  c o u n t r i e s  w i l l  n o t  be  s u b j e c t  
t o  t h e  re g im e .  However, i f  s t a t e d  p r e f e r e n c e s  a r e  u t i l i s e d  t h e  BE 
re g im e  w i l l  a p p ly  and income w i l l  be  com puted on a  s i m p l i f i e d  
b a s i s .  T h is  l i s t  o f  c o u n t r i e s  i s  c a l l e d  a g r e y  l i s t .

A u s t r a l i a ,  Canada, F ra n c e ,  J a p a n ,  t h e  F e d e r a l  R e p u b l ic  o f  
Germany, t h e  U n i te d  Kingdom, and t h e  U n i te d  S t a t e s  o f  A m erica 
w i l l  be  on t h e  g r e y  l i s t  ( s e e  A ttac h m e n t  A ) . The r e l e v a n t  
c o n s i d e r a t i o n s  i n  d e c i d in g  t h e  l i s t  i n c lu d e d :  t h e  d e f i n i t i o n  o f  
t a x a b l e  incom e, t h e  e x t e n t  o f  any t a x  p r e f e r e n c e s ,  t h e  l e v e l  o f  
incom e t a x  r a t e s ,  t h e  e f f i c i e n c y  o f  t a x  a d m i n i s t r a t i o n ,  and  t h e  
e x t e n t  o f  p r o t e c t i o n  o f  t h e  d o m e s t ic  t a x  b a s e  ( i n c l u d i n g  a 
c o m p re h e n s iv e  i n t e r n a t i o n a l  t a x  reg im e) i n  e a c h  c o u n t r y .

I t  m ig h t  be  a rg u e d  in  c e r t a i n  c i r c u m s ta n c e s  t h a t  a t a x p a y e r  w i th  
an  i n t e r e s t  i n  a CFC i n  a  g r e y - l i s t  c o u n t r y  w i l l  be  t r e a t e d  more 
f a v o u r a b l y  t h a n  a t a x p a y e r  w i th  a s i m i l a r  i n t e r e s t  i n  a non-  
l i s t e d  c o u n t r y .  However, f a v o u r a b le  t r e a t m e n t  i n  t h i s  c o n te x t  
m eans o n ly  t h a t  some t a x p a y e r s  a r e  f r e e d  from a d d i t i o n a l  income 
c a l c u l a t i o n s ;  i t  do es  n o t  n e c e s s a r i l y  mean t h a t  t h e r e  i s  any 
anom aly  i n  te rm s  o f  t a x  l i a b i l i t y .  R a th e r  th a n  make a l l  t a x p a y e r s  
c a l c u l a t e  t h e i r  BE incom e, i t  i s  p r e f e r a b l e  t o  r e l i e v e  a t  l e a s t  
some from c o m p lia n c e  c o s t s  w here t h e r e  i s  l i t t l e  r i s k  t o  r e v e n u e .

-  Q u a l i f i c a t i o n  o f  Grey L i s t

The g e n e r a l  q u a l i f i c a t i o n  t o  t h e  g re y  l i s t  r e l a t e s  t o  b u s i n e s s  
incom e d e r i v e d  by a CFC from o u t s i d e  t h e  l i s t e d  c o u n t r y  i n  w hich  
i t  i s  r e s i d e n t  w hich  i s  n o t  s u b j e c t  t o  t a x  i n  t h a t  c o u n t r y .  O th e r  
fo rm s  o f  income su ch  a s  i n t e r e s t  and d iv id e n d s  a r e  a l s o  b e in g  
c o n s i d e r e d  f o r  q u a l i f i c a t i o n .  A g e n e r a l  q u a l i f i c a t i o n  r a t h e r
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th a n  a q u a l i f i c a t i o n  by c o u n try  i s  fa v o u re d  a t  t h i s  s t a g e .  Should  
i t  be  n e c e s s a r y  t o  in t r o d u c e  c o u n tr y  q u a l i f i c a t i o n s  th e y  w i l l  
hav e  p r o s p e c t iv e  e f f e c t .- 

T r a n s i t i o n a l  L i s t  o f  Low Tax C o u n tr ie s

U nder t h e  t r a n s i t i o n  recom mended by th e  C om m ittee , r e s i d e n t s  w ith  
i n t e r e s t s  a c q u i r e d  on o r  b e fo r e  17 December 1987 in  com pan ies 
r e s i d e n t  in  c o u n t r i e s  o th e r  th a n  low  t a x  j u r i s d i c t i o n s  w i l l  be 
exem pt from  th e  BE reg im e  u n t i l  31 M arch 1990. The l i s t  o f  low t a x  
j u r i s d i c t i o n s  f o r  t h i s  p u rp o se  i s  c o n ta in e d  in  A tta c h m e n t B. The 
l i s t  i s  an  u p d a te d  and more d e t a i l e d  v e r s io n  o f  th e  i l l u s t r a t i v e  
l i s t  s e t  o u t  in  th e  C o m m itte e 's  e a r l i e r  r e p o r t .

-  T r u s t s

The C om m ittee h a s  recommended c h a n g e s  t o  t h e  t r u s t  re g im e  s e t  
o u t  in  P a r t  1 o f  i t s  r e p o r t  b u t  t h e s e  a r e  o f  d e t a i l  r a t h e r  
th a n  o f  p r i n c i p l e .  The C om m ittee c o n t in u e s  t o  h o ld  t o  t h e  
fo l lo w in g  p r i n c i p l e s :

. t h e  t a x a t i o n  o f  f o r e ig n - s o u r c e  t r u s t e e  incom e ( i e  incom e 
w hich  i s  n o t  ta x e d  a s  b e n e f i c i a r y  incom e) s h o u ld  be 
d e te rm in e d  by th e  r e s id e n c e  o f  t h e  s e t t l o r ,  r a t h e r  th a n  by 
th e  r e s id e n c e  o f  a t r u s t e e  a s  i s  c u r r e n t l y  th e  c a s e ;

. w here  t h e r e  i s  a r e s i d e n t  s e t t l o r  o f  a  t r u s t  i n  t h e  y e a r  
in  w hich  th e  t r u s t e e  o f  t h e  t r u s t  d e r i v e s  f o r e ig n - s o u r c e  
t r u s t e e  incom e, t h e  l i a b i l i t y  f o r  New Z e a la n d  t a x  on t h a t  
incom e s h o u ld  r e s t  in  t h e  f i r s t  i n s t a n c e  w ith  t h e  t r u s t e e  
(w h e th e r  t h a t  t r u s t e e  i s  a  r e s i d e n t  o r  a n o n - r e s id e n t )  and 
i f  t h e  t r u s t e e  d o e s  n o t  m ee t th e  l i a b i l i t y  and i s  n o t  
r e s i d e n t  in  New Z e a la n d , t h e  l i a b i l i t y  s h o u ld  f a l l  t o  th e  
r e s i d e n t  s e t t l o r .

T r a n s i t i o n a l  p r o v i s io n s  a p p ly  w here  a r e s i d e n t  s e t t l e d  a t r u s t  
on o r  b e f o r e  17 Decem ber 1987.
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I n  a d d i t i o n ,  t h e  Government h a s  d e c id e d  t h a t  t e s t a m e n t a r y  o r  
i n t e r  v iv o s  t r u s t s  s e t t l e d  by a p e r s o n  who d i e s  a r e s i d e n t  o f  
New Z e a la n d ,  s h o u ld  a l s o  be  s u b j e c t  t o  New Z ea la n d  t a x  on t h e i r  
f o r e i g n - s o u r c e  income w here  such  t r u s t s  have  a. r e s i d e n t  t r u s t e e .  
A l th o u g h  i n  t h e s e  c a s e s  t h e r e  i s  no r e s i d e n t  s e t t l o r  i n  t h e  y e a r  
t r u s t e e  incom e i s  d e r i v e d ,  t h e  r e s i d e n t  t r u s t e e  p r o v i d e s  a 
s u f f i c i e n t  b a s i s  f o r  t a x a t i o n .

W ith  r e s p e c t  t o  t h e  recommended t a x a t i o n  o f  d i s t r i b u t i o n s  from 
t r u s t s ,  e f f e c t i v e  from 1 A p r i l  1988, t h e  Government h a s  d e c id e d  
t o  m o d ify  t h e  t r e a t m e n t  recommended by t h e  Com m ittee f o r  f o r e i g n  
t r u s t s  ( t r u s t s  w hich  a t  no t im e  s i n c e  17 December 1987 have  had 
a s e t t l o r  who i s  a  New Z ea la n d  r e s i d e n t ) . As recommended, 
d i s t r i b u t i o n s  from  t h e  t r u s t e e  income o f  such  t r u s t s  d e r i v e d  i n  
incom e y e a r s  commencing a f t e r  1 A p r i l  1987, o t h e r  t h a n  o f  c o rp u s  
and  c a p i t a l  p r o f i t s ,  would be  a s s e s s a b l e  t o  a b e n e f i c i a r y  a t  h i s  
o r  h e r  m a r g in a l  t a x  r a t e  b u t  o t h e r  d i s t r i b u t i o n s  from su ch  t r u s t s  
w ould  be n o n - a s s e s s a b l e . The Government h a s  d e c id e d  t h a t  
d i s t r i b u t i o n s  o f  t r u s t e e  income o f  su c h  t r u s t s  d e r i v e d  in  income 
y e a r s  commencing on o r  b e f o r e  1 A p r i l  1987 s h o u ld  a l s o  be 
a s s e s s a b l e  t o  a b e n e f i c i a r y  b u t  a t  a f l a t  r a t e  o f  10 p e r c e n t .  
T h is  t r e a t m e n t  i s  c o n s i s t e n t  w i th  t h e  t r a n s i t i o n a l  p r o v i s i o n s  
recommended by t h e  Com mittee in  r e s p e c t  o f  t r u s t s  s e t t l e d  b e f o r e  
17 December 1987 w hich a r e  e i t h e r  wound up by 31 March 1989 
o r  b r o u g h t  w i t h i n  t h e  new s e t t l o r  reg im e  f o r  t h e  1989 income 
y e a r .

U nder t h e  new t r u s t  reg im e  recommended by t h e  Com m ittee , t h e  
e x i s t i n g  d i s t i n c t i o n  be tw een  s p e c i f i e d  and n o n - s p e c i f i e d  t r u s t s  
w i l l  b e  removed w i th  e f f e c t  from t h e  income y e a r  commencing 1 
A p r i l  1988 ( t h e  d i s t i n c t i o n  was o r i g i n a l l y  made t o  l i m i t  t h e  
s c o p e  f o r  income s p l i t t i n g ) . Along w i th  t h i s  c h an g e ,  t h e  
C om m ittee  h a s  recommended a w idened  d e f i n i t i o n  o f  b e n e f i c i a r y  
incom e t o  i n c l u d e  income o f  a t r u s t  w hich  v e s t s  i n  a b e n e f i c i a r y ,  
a s  w e l l  a s  income p a id  t o  o r  a p p l i e d  f o r  t h e  b e n e f i t  o f  a 
b e n e f i c i a r y  w i t h i n  s i x  m onths o f  t h e  end o f  a t r u s t e e ' s  income 
y e a r .  The Governm ent w ish e s  t o  c o n s i d e r  f u r t h e r  t h e  d e f i n i t i o n  o f  
b e n e f i c i a r y  incom e.
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The d e f i n i t i o n s  o f  r e s id e n c e  u n d e r  th e  Incom e Tax A ct w i l l  be 
amended in  o r d e r  t o  re d u c e  th e  sc o p e  f o r  i n d i v i d u a l s  and  
com pan ies t o  m a n ip u la te  t h e i r  a f f a i r s  t o  o b t a in  t a x a t i o n  
a d v a n ta g e s . The new d e f i n i t i o n s ,  b u i ld in g  on e x i s t i n g  c o n c e p ts ,  
make i t  e a s i e r  f o r  a p e rs o n  t o  becom e a r e s i d e n t  o f  New Z ea la n d  
and h a r d e r  t o  become a n o n - r e s id e n t ,  and  th e y  more p r e c i s e l y  
d e f in e  r e s id e n c e  f o r  co m p an ie s .

In  b r i e f ,  i f  a p e rs o n  h a s  a p e rm a n e n t p la c e  o f  abode in  New 
Z ea lan d  o r  i s  p r e s e n t  h e re  f o r  a t  l e a s t  183 d a y s  in  any  y e a r  he 
o r  sh e  i s  r e s i d e n t ,  o n ly  c e a s in g  t o  be  so  i f  a b s e n t  f o r  a t  l e a s t  
325 d ay s  in  any y e a r  h a v in g  d u r in g  t h a t  t im e  no p e rm a n e n t p la c e  
o f  abode h e r e .  A company w i l l  b e  r e s i d e n t  in  New Z e a la n d  i f  i t  i s  
in c o r p o r a te d  h e re  o r  h a s  i t s  h e a d  o f f i c e  o r  i t s  c e n t r e  o f  
d i r e c t o r  c o n t r o l  o r  e x e c u t iv e  m anagem ent h e r e .  T h ere  w i l l  be  no 
s p e c i a l  r u l e  f o r  b a n k in g  co m p a n ie s .

-  O th e r  L e g i s l a t i v e  Changes

To s u p p o r t  th e  reg im e  recom mended by th e  C om m ittee , tw o o t h e r  
l e g i s l a t i v e  ch an g es  a r e  r e qu i r e d .  T hese  w i l l  be  made th ro u g h  th e  
T a x a tio n  Reform  (N o .4) B i l l .

The f i r s t  change  i s  t o  th e  low incom e e a r n e r  r e b a t e .  D e s p i te  
th e  s u b s t a n t i a l  r e d u c t io n  in  t h e  i n c e n t i v e s  f o r  incom e 
s p l i t t i n g  a s  a r e s u l t  o f  th e  f l a t t e n i n g  o f  t h e  incom e t a x  
s c a l e ,  t h e  G overnm ent i s  c o n c e rn e d  t o  re d u c e  them  even  f u r t h e r .  
A c c o rd in g ly , i t  h a s  d e c id e d  t o  in c lu d e  b e n e f i c i a r y  incom e in  
incom e w hich  d o es  n o t  qu a l i f y  f o r  th e  low incom e e a r n e r  r e b a t e .

The se co n d  change  r e l a t e s  t o  t h e  r a t e  o f  t a x a t i o n  o f  t r u s t e e  
incom e. The C om m ittee h a s  recom mended a c o m p le te  u p g ra d in g  o f  
th e  t a x a t i o n  o f  t r u s t s  in c lu d in g  th e  rem oval o f  th e  d i s t i n c t i o n  
be tw een  s p e c i f i e d  and  n o n - s p e c i f i e d  t r u s t s  from  1 A p r i l  1988. 
The u n ifo rm  t r e a tm e n t  o f  t r u s t e e  incom e i s  an  i n t e g r a l  p a r t  o f  
th e  t r u s t  reg im e  and h en ce  o f  t h e  o v e r a l l  i n t e r n a t i o n a l  reg im e  
s in c e  t h e  BE, t r u s t ,  and  FIF re g im e s  a r e  m u tu a l ly  i n t e r l o c k i n g .

- R e s id e n c e  R u les
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A c c o r d in g ly ,  t h e  t r u s t e e  income o f  a l l  t r u s t s  w i l l  be  t a x e d  a t  a 
r a t e  o f  35 p e r c e n t  o r  a t  t h e  m a rg in a l  c o m p o s ite  r a t e  s c a l e  f o r  
i n d i v i d u a l s  (w h ich e v e r  i s  t h e  h ig h e r )  i n  t h e  c u r r e n t  y e a r .  From 
t h e  1989 income y e a r ,  t r u s t e e  income w i l l  be  t a x e d  a t  t h e  to p  
m a r g in a l  r a t e  f o r  i n d i v i d u a l s  (33 p e r c e n t  i n  t h a t  y e a r ) .

T h is  change  w i l l  mean t h a t  some t r u s t e e  income w i l l  be  s u b j e c t  t o  
a h i g h e r  r a t e  o f  t a x  th a n  i t  would o th e r w i s e  have  b e en  i n  t h e  
c u r r e n t  y e a r .  T h is  move to w a rd s  a more u n i fo rm  t a x a t i o n  o f  
t r u s t e e  income h a s  been  fo reshadow ed  b o th  i n  te rm s  o f  t h e  r a t e s  
a s  o r i g i n a l l y  s e t  o u t  i n  t h e  N o .4 B i l l  and t h e  G o v e rn m e n t 's  
a c c e p ta n c e  o f  t h e  C o m m it te e 's  e a r l i e r  recom m enda tions  on t h e  
r e f o r m  o f  t h e  t a x a t i o n  o f  t r u s t s .

- E a r l i e r  R e s e r v a t io n s

T h e re  w ere  t h r e e  i s s u e s  on w hich  Government e x p r e s s e d  
r e s e r v a t i o n s  i n  r e s p o n s e  t o  t h e  C o m m it te e 's  f i r s t  r e p o r t  on 
i n t e r n a t i o n a l  t a x  re fo rm :

a t h e  e x c l u s i o n  from t h e  fund  reg im e  o f  t h e  i n t e r e s t s  o f  
r e s i d e n t s  i n  a c t i v e  b u s i n e s s e s  i n  low t a x  c o u n t r i e s ;

b t h e  t r e a t m e n t  o f  c a p i t a l  p r o f i t s  from c e r t a i n  t r u s t s ;  and

c t h e  t r a n s i t i o n a l  p r o v i s i o n s  i n  r e s p e c t  o f  t r u s t s  s e t t l e d  by 
r e s i d e n t s  b e f o r e  17 December 1987.

The Government m a in t a in s  i t s  r e s e r v a t i o n  in  (a) and  w i l l  be 
c l o s e l y  m o n i to r in g  t h e  FIF reg im e  and s t r e n g t h e n i n g  i t  i f  
n e c e s s a r y .  As m en tio n ed  be low , t h e  r e s e r v a t i o n s  i n  (b) and (c) 
a r e  removed in  t h e  l i g h t  o f  ch an g e s  t o  t h e  C o m m it te e 's  
reco m m en d a tio n s  on t r u s t s .

The Com m ittee recommends t h a t  w here a t r u s t  s e t t l e d  on o r  b e f o r e  
17 December 1987 do es  n o t  wind up b e f o r e  1 A p r i l  1988 o r  t h e  
s e t t l o r ,  t r u s t e e  o r  a b e n e f i c i a r y  do es  n o t  pay  a t a x  o f  10 
p e r c e n t  on t h e  n e t  a s s e t s  o f  t h e  t r u s t  a t  31 March 1988, 
d i s t r i b u t i o n s  from t h e  t r u s t  would be t r e a t e d  a s  n o n - q u a l i f y i n g
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d i s t r i b u t i o n s .  T h is  means t h a t  a l l  such  d i s t r i b u t i o n s  ( o t h e r  th a n  
o f  c o rp u s )  would be  t a x a b l e  t o  b e n e f i c i a r i e s  a t  a  t a x  r a t e  o f  45 
p e r c e n t .  The Government c o n s i d e r s  t h a t  t h i s  m ea su re  p r o v i d e s  a 
s u f f i c i e n t  i n c e n t i v e  f o r  s e t t l o r s  i n  a p o s i t i o n  t o  do so  t o  wind 
up su c h  t r u s t s  o r  s u b j e c t  t h e i r  f o r e i g n - s o u r c e  t r u s t e e  incom e t o  
t a x  i n  New Z e a la n d .

Under t h e  n o n - q u a l i f y i n g  d i s t r i b u t i o n  p r o v i s i o n s ,  d i s t r i b u t i o n s  
o f  c a p i t a l  p r o f i t s  would be  t a x e d  t o  a b e n e f i c i a r y .  D i s t r i b u t i o n s  
o f  c a p i t a l  p r o f i t s  w hich  a r e  n o t  n o n - q u a l i f y i n g  d i s t r i b u t i o n s  
would be  n o n - a s s e s s a b l e .  C a p i t a l  p r o f i t s  w ould  o f  c o u r s e ,  i n  some 
c a s e s ,  c o n t in u e  t o  be  t a x a b l e  a s  t r u s t e e  o r  b e n e f i c i a r y  incom e. 
C a p i t a l  p r o f i t s  o f  t r u s t s  t h a t  a r e  f o r e i g n  in v e s tm e n t  fu n d s  would 
a l s o  b e  t a x a b l e  t o  r e s i d e n t s .  The recommended t a x a t i o n  o f  
d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  from t r u s t s  i s  b r o a d ly  i n  l i n e  
w i th  e x i s t i n g  t r e a t m e n t .  However, i t  w i l l  n e ed  t o  be  re v ie w e d  in  
c o n s i d e r i n g  t h e  i n t r o d u c t i o n  o f  a c a p i t a l  g a i n s  t a x .

C o n c lu s io n

The Government s u p p o r t s  t h e  reco m m en d a tio n s  o f  t h e  C o n s u l t a t i v e  
Com mittee s u b j e c t  t o  some r e l a t i v e l y  m in o r  c h a n g e s  and 
r e s e r v a t i o n s .  The c h a n g e s ,  a s  d i s c u s s e d ,  r e l a t e  t o :

. t h e  t im in g  o f  t h e  im p le m e n ta t io n  o f  t h e  w in d in g  up t a x  on 
d i s t r i b u t i o n s ;

. t h e  t im in g  o f  t h e  e x t e n s i o n  o f  t h e  f r i n g e  b e n e f i t  reg im e  
t o  m a jo r  s h a r e h o ld e r s / e m p lo y e e s  f o r  c o n c e s s i o n a r y  l o a n s ;. 

t h e  t a x a t i o n  o f  t h e  f o r e i g n - s o u r c e  t r u s t e e  income o f  
c e r t a i n  t r u s t s  w hich  h av e  a r e s i d e n t  t r u s t e e  b u t  no 
r e s i d e n t  s e t t l o r ;  and

. t h e  t a x a t i o n  o f  c e r t a i n  d i s t r i b u t i o n s  from  f o r e i g n  
t r u s t s .

As d i s c u s s e d ,  t h e  o n ly  p o i n t s  on which t h e  G overnm ent r e s e r v e s  
i t s  p o s i t i o n  a t  t h i s  s t a g e  c o n c e rn :
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. t h e  d e f i n i t i o n  o f  a f o r e i g n  in v e s tm e n t  fu n d . The 
Government m a in t a in s  i t s  e a r l i e r  r e s e r v a t i o n  and w i l l  
s t r e n g t h e n  t h e  fund  reg im e  i f  n e c e s s a r y ;

. t h e  need  f o r  a n t i - a v o i d a n c e  r u l e s  t o  s u p p o r t  t h e  e x t e n s i o n  
o f  t h e  f r i n g e  b e n e f i t  t a x ;  and

. t h e  d e f i n i t i o n  o f  b e n e f i c i a r y  income u n d e r  t h e  new t r u s t  
r e g im e .

The Government h a s  a l s o  d e c id e d  t h a t  i n  o r d e r  t o  p r o v id e  
g r e a t e r  c e r t a i n t y  f o r  t a x p a y e r s  t h e  d a t e  f o r  t h e  f i r s t  
w i t h h o ld i n g  paym ent by co m pan ies ,  in  r e s p e c t  o f  f o r e i g n - s o u r c e  
d i v i d e n d s  r e c e i v e d  a f t e r  1 A p r i l  1988, w i l l  be 20 J a n u a r y  1989.

I n  a d d i t i o n  t o  t h e  l e g i s l a t i o n  t o  im plem ent t h e  m ea su re s  
recommended by t h e  C om m ittee , two o t h e r  c o n s e q u e n t i a l  
l e g i s l a t i v e  ch an g e s  a r e  r e q u i r e d .  One i s  t h e  a d d i t i o n  o f  
b e n e f i c i a r y  income t o  t h e  l i s t  o f  income w hich  d o e s  n o t  q u a l i f y  
f o r  t h e  low income e a r n e r  r e b a t e .  T h is  i s  d e s ig n e d  t o  c o u n te r  
incom e s p l i t t i n g .  The o t h e r  change  r e q u i r e d  i s  t h e  
r a t i o n a l i s a t i o n  o f  t h e  r a t e  o f  t a x a t i o n  o f  t r u s t e e  incom e. T h is  
i s  n e c e s s a r y  g iv e n  t h e  rem oval o f  t h e  d i s t i n c t i o n  be tw een  
s p e c i f i e d  and n o n - s p e c i f i e d  t r u s t s  u n d e r  t h e  new t r u s t  re g im e .  
T h ese  ch an g es  t o g e t h e r  w i th  t h e  d i s t r i b u t i o n  w in d in g  up t a x  w i l l  
be  im p lem en ted  th r o u g h  t h e  T a x a t io n  Reform (N o.4) B i l l .

The Government h a s  d e c id e d  t h e  c o m p o s i t io n  o f ,  and t h e  n a t u r e  
o f  t h e  q u a l i f i c a t i o n s  t o ,  t h e  p e rm anen t and  t r a n s i t i o n a l  
c o u n t r y  l i s t s  f o r  t h e  p u rp o s e s  o f  t h e  BE re g im e .  The l i s t s  a r e  
s e t  o u t  i n  A tta c h m e n ts  A and B t o  t h i s  s t a t e m e n t .

Once a g a in  we r e c o r d  o u r  th a n k s  t o  t h e  C om m ittee . I t  i s  t o  be 
commended f o r  i t s  r e p o r t  and f o r  i t s  p r o f e s s i o n a l  commitment t o  
s e e i n g  th ro u g h  an e x t r e m e ly  d i f f i c u l t  j o b .  C h a ire d  by Mr A r th u r  
V a la b h ,  t h e  Com m ittee c o m p r is e s  Dr Robin  C ongreve, Mr S t u a r t  
H u tc h in s o n ,  Dr Susan  L o jk in e ,  P r o f e s s o r  Jo h n  P r e b b le  and Mr Tim 
R o b in so n .
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After being introduced to the House, the B ill giving e ffec t to 

the imputation and international tax reforms w ill be referred 

to a Select Committee. There w ill then be a final opportunity 

for submissions. We commend a close examination of the 

Committee's report and the d ra ft leg is la tio n  to a l l  in terested  

p a r tie s .

Roger Douglas

Minister of Finance

Trevor de Cleene

Minister of Revenue
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ATTACHMENT A

PERMANENT LIST OF EXCLUDED COUNTRIES

A u s t r a l i a ,  e x c lu d in g  t h e  T e r r i t o r y  o f  N o r fo lk  I s l a n d ;

C a n ad a ;

F e d e r a l  R e p u b l ic  o f  Germany;

F re n ch  R e p u b l ic ,  i n c l u d i n g  t h e  European  and O v e rse a s  D e p a r tm e n ts ,  
b u t  e x c lu d in g  t h e  O v e rse as  T e r r i t o r i e s ;

J a p a n ;

U n i te d  Kingdom o f  G re a t  B r i t a i n  and N o r th e rn  I r e l a n d ;

U n i te d  S t a t e s  o f  A m erica , b u t  e x c lu d in g  i t s  p o s s e s s i o n s  and 
t e r r i t o r i e s .

N otes

1. The Government h a s  c o n s id e r e d  t h e  C o n s u l t a t i v e  C o m m it te e 's  
reco m m en d a tio n s  c o n c e rn in g  t h e  l i s t i n g  o f  p r e f e r e n c e s  and  h as  
d e c id e d  t h a t  i n i t i a l l y  i t  would be  more a p p r o p r i a t e  t o  l i s t  
g e n e r a l  f e a t u r e s  o f  t a x  sy s te m s  w hich  m ig h t  be  u se d  t o  a v o id  
t h e  BE reg im e  r a t h e r  th a n  l i s t i n g  s p e c i f i c  p r e f e r e n c e s  i n  r e l a t i o n  
t o  i n d i v i d u a l  c o u n t r i e s  l i s t e d  above . However, t h e  Government 
i n t e n d s  t o  m o n i to r  d e v e lo p m e n ts  i n  t h e  se v en  l i s t e d  c o u n t r i e s .  
Once i t  i s  d e c id e d  t o  l i s t  a p a r t i c u l a r  p r e f e r e n c e  o r  f e a t u r e ,  
o r  amend a l i s t i n g ,  t h e  change  w i l l  a p p ly  p r o s p e c t i v e l y .

2 . The l e g i s l a t i o n  p r e s e n t e d  t o  P a r l i a m e n t  w i l l  i n c l u d e  one 
g e n e r a l  q u a l i f i c a t i o n  which w i l l  a p p ly  t o  a l l  o f  t h e  above 
l i s t e d  c o u n t r i e s .  I n t e r e s t s  i n  a CFC r e s i d e n t  i n  a l i s t e d  c o u n t r y  
w i l l  be  s u b j e c t  t o  t h e  BE reg im e  w here a CFC d e r i v e s  c e r t a i n  form s 
o f  f o r e i g n  s o u rc e  income which a r e  n o t  s u b j e c t  t o  incom e t a x  
in  t h e  l i s t e d  c o u n t r y  o f  r e s i d e n c e .  At t h i s  s t a g e ,  i t  h a s  been  
d e c id e d  t h a t  t h e  g e n e r a l  q u a l i f i c a t i o n  w i l l  a p p ly  t o  f o r e i g n  s o u rc e  
" b u s i n e s s "  incom e. O th e r  form s o f  f o r e i g n  s o u r c e  incom e, su ch  a s  
i n t e r e s t  and d i v id e n d s ,  a r e  b e in g  c o n s id e r e d  f o r  i n c l u s i o n  i n  t h i s  
g e n e r a l  q u a l i f i c a t i o n  t o o .
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ATTACHMENT B

TRANSITIONAL LIST OF LOW TAX JURISDICTIONS OR TERRITORIES

A ndorra  I s l e  o f  Man

A ngola  Ja m a ica

A n g u i l l a  J o rd a n

A n t ig u a  and B arbuda Kuwait

Bahamas Lebanon

B a h ra in  L i b e r i a

B arbados L i e c h t e n s t e i n

Bermuda Luxembourg

B r i t i s h  Channel I s l a n d s  Macau

B r i t i s h  V i r g in  I s l a n d s  M adeira

Campione M a ld iv es

Cayman I s l a n d s  M a rs h a l l  I s l a n d s

Cook I s l a n d s  Monaco

C o s ta  R ica  M o n ts e r r a t

Cyprus Nauru

D j i b o u t i  N e th e r l a n d s  A n t i l l e s  
a n d / o r  Aruba

Dom inica N ev is

E cuado r  New C a le d o n ia

F re n ch  P o ly n e s ia  N o r fo lk  I s l a n d

G reece  Oman

G renada Panama

G i b r a l t a r  P a la u

G uatem ala  P u e r to  R ico

Hong Kong S a i n t  H e len a



x v i i

S a i n t  K i t t s  S w i t z e r l a n d

S a i n t  L u c ia  T u rks  and C a ic o s  I s l a n d s

S a i n t  V in c e n t  U n i te d  Arab E m ir a te s

San M arino  Uruguay

S e y c h e l l e s  V anuatu

Solomon I s l a n d s  V en ez u e la

S r i  Lanka

B elg ium  -  com pan ies  w hich  a r e  r e g a r d e d  a s  F o r e ig n  S a l e s  
C o r p o r a t io n s  by t h e  U n i te d  S t a t e s  o f  A m erica  
and  w hich  t h e r e f o r e  q u a l i f y  f o r  r e d u c e d  
B e lg ia n  t a x a t i o n

-  com pan ies  a p p ro v ed  u n d e r  R oyal D ecree  No 187 
o f  30 December 1982 a s  C o - o r d i n a t io n  C e n t r e s  
( a s  d e f in e d  by t h e  o r i g i n a l  Royal D ecree  o r  
by s u b s e q u e n t  am ending law s)

B ru n e i  -  com pan ies  d e r i v i n g  income from s o u r c e s  o u t s i d e  
B ru n e i

I r e l a n d  -  com pan ies  o b t a i n i n g  r e l i e f  o r  ex em p tio n  from t a x  
u n d e r  P a r t  V o f  t h e  C o r p o r a t io n  Tax A ct 1976 o r  
s e c t i o n  43 o f  t h e  F in a n c e  A ct 1980 ( p r o f i t s  from 
t r a d i n g  w i t h i n  Shannon A i r p o r t )

-  com pan ies  o b t a i n i n g  r e l i e f  o r  ex em p tio n  from t a x  
u n d e r  P a r t  IV o f  t h e  C o r p o r a t io n  Tax A ct 1976 o r  
s e c t i o n  42 o f  t h e  F in a n c e  A ct 1980 ( p r o f i t s  from 
e x p o r t i n g  c e r t a i n  goods)

-  com pan ies  c e r t i f i e d  by t h e  M i n i s t e r  o f  F in a n c e  t o  
p r o v id e  i n t e r n a t i o n a l  f i n a n c i a l  s e r v i c e s  o r  t o  
c a r r y  on any o t h e r  a c t i v i t i e s  i n  t h e  Customs Dock 
a r e a
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Kenya -  com pan ies  h a v in g  income g r a n t e d  ex em p tio n  from t a x  
u n d e r  p a r a g r a p h  11 S c h e d u le  1 o f  t h e  Income Tax Act 
1973

M a la y s ia  -  com panies exem pt from t a x  i n  r e l a t i o n  t o  s h ip p in g

-  com pan ies  s u b j e c t  t o  t a x  a t  5 p e r c e n t  i n  r e l a t i o n  
t o  inw ard  r e i n s u r a n c e

-  com pan ies  d e r i v i n g  income from s o u r c e s  o u t s i d e  
M a la y s ia

N e th e r l a n d s  -  com pan ies  exem pt from t a x  u n d e r  t h e  D ecree  f o r  t h e  
A voidance  o f  Double T a x a t io n  1985 f o r  f o r e i g n  s o u rc e  
b u s i n e s s  p r o f i t s

-  com pan ies  w hich  have  o b t a i n e d  a p a r t i c i p a t i o n  
ex em p tio n  u n d e r  a r t i c l e  13 o f  t h e  C o rp o ra te  Income 
Tax A ct 1969 o r  u n d e r  a r t i c l e  18 o f  t h e  C o rp o ra te  
Income Tax A ct 1969

-  com panies  w hich  a r e  r e g a r d e d  a s  F o re ig n  S a l e s  
C o r p o r a t io n s  by t h e  U n i te d  S t a t e s  o f  Am erica and 
w hich t h e r e f o r e  q u a l i f y  f o r  r e d u c e d  N e th e r l a n d s  
t a x a t i o n

-  com pan ies  w hich  have  o b t a i n e d  an  advance  r u l i n g  
from t h e  M i n i s t r y  o f  F in a n c e  i n  r e l a t i o n  t o  income 
e a rn e d  w i th  r e s p e c t  t o  in te rc o m p a n y  lo a n s

P h i l i p p i n e s  -  com pan ies  w hich  a r e  r e g i o n a l  h e a d q u a r t e r s  com pan ies

-  com pan ies  w hich  o p e r a t e  a s  an O f f s h o re  B anking  U n i t  
o r  a F o re ig n  C u rren cy  D e p o s i t  U n i t

-  com pan ies  w hich  r e c e i v e  i n t e r e s t  on d e p o s i t s  w i th  a 
F o re ig n  C u rre n c y  D e p o s i t  U n i t ,  o r  o t h e r  i n t e r e s t  
s u b j e c t  t o  r e d u c e d  r a t e s  o f  t a x  u n d e r  t h e  N a t io n a l  
I n t e r n a l  Revenue Code
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S in g a p o r e  -  com pan ies  s u b j e c t  t o  t h e  c o n c e s s io n a r y  r a t e  o f  
t a x  f o r  i n s u r a n c e  and r e i n s u r a n c e  o f  r i s k s  
o u t s i d e  S in g a p o re

-  com pan ies  w hich  o p e r a t e  A s ia n  C u rren c y  U n i t s  which 
have  income -

. t a x e d  a t  a c o n c e s s io n a r y  r a t e  by v i r t u e  
o f  s e c t i o n  43A o f  t h e  Income Tax A ct

. exem pted from t a x  u n d e r  t h e  Income Tax 
(Income A r i s i n g  from S y n d ic a te d  
O f f s h o re  Loans) R e g u la t i o n s  1984

-  com pan ies  w hich a r e  exem pt from t a x  on t h e  income 
o f  a s h ip p in g  e n t e r p r i s e

-  com pan ies  w hich  d e r i v e  any income t o  w hich  s e c t i o n  
43E o f  t h e  Income Tax A ct a p p l i e s  ( h e a d q u a r t e r s  
com panies)

-  com pan ies  w hich  a r e  i n c o r p o r a t e d  i n  S in g a p o re  b u t  
n o t  managed and c o n t r o l l e d  from S in g a p o re  and 
w hich  d e r i v e  any income from s o u r c e s  o u t s i d e  
S in g a p o re
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CHAPTER 1 – INTRODUCTION

1 .1  Purpose o f  T h is R eport

1 .1 .1  The C o m m itte e 's  recom m endations on th e  m ain f e a t u r e s  o f  
th e  i n t e r n a t i o n a l  t a x  re fo rm s  and th e  im p u ta t io n  schem e w ere 
o u t l i n e d  in  P a r t  1 o f  i t s  R e p o rt on I n t e r n a t i o n a l  Tax Reform  and 
i t s  R e p o r t  on Im p u ta t io n .  The G o v e rn m en t's  r e s p o n s e  t o  t h e s e  
reco m m en d a tio n s  was o u t l i n e d  in  p r e s s  s ta te m e n ts  i s s u e d  j o i n t l y  
by yo u  and th e  M in i s t e r  o f  R evenue. T hese  w ere  p u b l is h e d  w ith  th e  
C o m m itte e 's  r e p o r t s .  W ith t h r e e  r e s e r v a t i o n s ,  t h e  G overnm ent 
a c c e p te d  th e  C o m m itte e 's  recom m endations on th e  i n t e r n a t i o n a l  
r e fo rm s  w h ile  th o s e  on im p u ta tio n  w ere a c c e p te d  in  f u l l .

1 .1 .2  The p u rp o se  o f  t h i s  r e p o r t  i s  t o  o u t l i n e  th e  C o m m itte e 's  
reco m m en d a tio n s  on th e  o u ts ta n d in g  i s s u e s  r e l a t i n g  t o  b o th  s e t s  
o f  r e fo rm s  and t o  p r e s e n t  th e  C o m m itte e 's  d r a f t  o f  th e  
l e g i s l a t i o n .  We comment o n ly  on th o s e  a r e a s  w here we have  found 
i t  n e c e s s a r y  t o  m od ify  o u r  o r i g i n a l  recom m endations and on i s s u e s  
w h ich  w ere l e f t  u n d e c id e d  in  o u r  e a r l i e r  r e p o r t s .  In  a l l  o th e r  
r e s p e c t s ,  t h e  d r a f t  l e g i s l a t i o n  im p lem en ts  th e  reco m m en d atio n s o f  
th e  p r e v io u s  r e p o r t s .

1 .1 .3  The aim  o f  t h i s  r e p o r t  i s  t h e r e f o r e  t o  p ro v id e  
i n t e r e s t e d  p a r t i e s ,  once you have  made y o u r  d e c i s i o n s ,  w ith  an 
e x p la n a t io n  o f  th e  p o l ic y  b e h in d  th e  d r a f t  l e g i s l a t i o n .  The 
r e p o r t  i s  n o t  in te n d e d  a s  an e x h a u s t iv e  g u id e  t o  th e  d r a f t  
l e g i s l a t i o n .  I t  d o es  n o t  r e s t a t e  a l l  o f  th e  a rg u m e n ts  o r  
c o n c lu s io n s  re a c h e d  in  th e  C o m m itte e 's  f i r s t  two r e p o r t s .  T h is  
r e p o r t  s h o u ld  t h e r e f o r e  be re a d  in  c o n ju n c t io n  w ith  th e  e a r l i e r  
r e p o r t s .  We d o , how ever, e l a b o r a t e  o u r  v iew s on a num ber o f  th e  
i s s u e s  w hich  have  been  r a i s e d  in  r e s p o n s e  t o  o u r  p r e v io u s  
r e p o r t s .
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1 .2  O u t l in e  o f  t h e  Report

1 .2 .1  The r e p o r t  i s  c o n ta in e d  i n  two v o lu m e s .  Our 
recom m endations  a r e  p r e s e n t e d  i n  t h i s  vo lum e. The C o m m it te e 's  
d r a f t  o f  t h e  l e g i s l a t i o n  c o v e r in g  t h e  i n t e r n a t i o n a l  r e g im e s ,  t h e  
im p u ta t io n  and t h e  w i th h o ld in g  paym ent sy s te m  and r e l a t e d  
re fo rm s  i s  c o n ta in e d  in  a s e p a r a t e  volum e w hich  form s an  annex  
t o  t h i s  r e p o r t .

1 .2 .2  The p r e s e n t  c h a p t e r  i n c l u d e s  f u r t h e r  comment on a  number 
o f  i s s u e s  w hich  a r e  c e n t r a l  t o  t h e  C o m m it te e 's  rec o m m e n d a t io n s .  
C h a p te r s  2, 3 and 4 o u t l i n e  t h e  C o m m it te e 's  reco m m en d a tio n s  on th e  
re m a in in g  d e t a i l s  o f  t h e  b r a n c h - e q u i v a l e n t  ("BE") re g im e  t o  a p p ly  
t o  c e r t a i n  c o n t r o l l e d  f o r e i g n  com pan ies  ("C FC s"). C h a p te r  5 
d i s c u s s e s  t h e  o u t s t a n d i n g  i s s u e s  r e l a t i n g  t o  t h e  f o r e i g n  
in v e s tm e n t  fund  ( " F I F " ) re g im e .  T r u s t s  a r e  d e a l t  w i th  i n  c h a p t e r  
6, w h i le  d i s c l o s u r e  and d e f a u l t  p r o v i s i o n s  a r e  t h e  s u b j e c t  o f  
c h a p t e r  7 . T r a n s i t i o n a l  i s s u e s  r e l a t i n g  t o  t h e  i n t e r n a t i o n a l  
r e fo rm s  a r e  c o n s i d e r e d  in  c h a p t e r  8 .

1 .2 .3  C h a p te r  9 o u t l i n e s  t h e  C o m m it te e 's  v iew s  on t h e  
re m a in in g  i s s u e s  c o n c e rn in g  t h e  im p u ta t io n  and w i t h h o ld i n g  
paym ent r e g im e s .  C o n s e q u e n t i a l  and r e l a t e d  c h an g e s  t o  o t h e r  
a s p e c t s  o f  t h e  e x i s t i n g  t a x  law  a r e  d e a l t  w i th  i n  c h a p t e r  10. 
F i n a l l y ,  c h a p t e r  11 draw s t o g e t h e r  a l l  o f  t h e  reco m m en d a tio n s  o f  
t h e  p r e v i o u s  c h a p t e r s  and  makes a number o f  c o n c lu d in g  re m a rk s .

1 .2 .4  Annex 1 o f  t h e  s e p a r a t e  volum e c o n s i s t s  o f  t h e  
C o m m it te e 's  d r a f t  o f  t h e  l e g i s l a t i o n  on t h e  i n t e r n a t i o n a l  t a x  
r e f o r m s .  Annex 2 i n  t h e  same volum e p r e s e n t s  t h e  C o m m it te e 's  
d r a f t  o f  t h e  l e g i s l a t i o n  on i m p u t a t i o n ,  t h e  w i t h h o ld i n g  paym ent 
sy s te m  and r e l a t e d  m a t t e r s .
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1 .3  "Grey L i s t  Exemption"

1 . 3 . 1  R e s id e n t s  a r e  t o  be exempt from t h e  BE reg im e  i n  
r e s p e c t  o f  i n t e r e s t s  i n  CFCs r e s i d e n t  i n  c e r t a i n  " g re y  l i s t "  
c o u n t r i e s  u n l e s s  su ch  a CFC u t i l i s e s  a l i s t e d  s i g n i f i c a n t  t a x  
p r e f e r e n c e  a v a i l a b l e  i n  a g r e y  l i s t  c o u n t r y .  T hese  c o u n t r i e s  a r e  
t h e  U n i t e d  S t a t e s ,  t h e  U n i te d  Kingdom, West Germany, Canada, 
A u s t r a l i a ,  F ra n c e  and J a p a n .  The l i s t  i s  r e f e r r e d  t o  a s  "g re y "  
b e c a u s e  i t  may be  q u a l i f i e d  by t h e  l i s t i n g  o f  c e r t a i n  s i g n i f i c a n t  
t a x  p r e f e r e n c e s .

1 . 3 . 2  S in c e  by f a r  t h e  b u lk  o f  e x i s t i n g  New Z ea la n d  in v e s tm e n t  
o v e r s e a s  i s  i n  t h e s e  c o u n t r i e s ,  i t  i s  n o t  s u r p r i s i n g  t h a t  f u r t h e r  
e l a b o r a t i o n  o f  t h e  e x a c t  d e t a i l s  o f  t h e  o p e r a t i o n  o f  t h e  g re y  
l i s t  ex em p tio n  have  been  s o u g h t  by t a x  p r a c t i t i o n e r s  and 
b u s i n e s s e s .  In  a d d i t i o n ,  a number o f  c r i t i c i s m s  have  been  made: 
t h a t  t h e  l i s t  s h o u ld  be expanded , p e rh a p s  t o  i n c l u d e  a l l  o f  t h e  
c o u n t r i e s  w i th  w hich  New Z ea la n d  h a s  a t a x  t r e a t y ;  t h a t  i t  s h o u ld  
n o t  b e  q u a l i f i e d  by t h e  l i s t i n g  o f  p r e f e r e n c e s ;  t h a t  no c r i t e r i a  
have  b e e n  g iv e n  f o r  d e c id in g  w hat p r e f e r e n c e s  would be  l i s t e d ;  
t h a t  t h e r e  s h o u ld  be  no " lo o k  th ro u g h "  o f  a CFC r e s i d e n t  i n  a 
g re y  l i s t  c o u n t r y  t o  CFCs u n d e rn e a th  i t ;  and t h a t  t h e  c o m p lian c e  
c o s t s  o f  t h e  reg im e  would be unm anageab le  i f  i t  f r e q u e n t l y  
a p p l i e d  t o  CFCs i n  g re y  l i s t  c o u n t r i e s .

1 .3 .3  T hese c o n c e rn s  t o  some e x t e n t  r e f l e c t  t h e  u n c e r t a i n t y  
t h a t  a r i s e s  when t a x  re fo rm s  a r e  d e v e lo p e d  d u r in g  a c o n s u l t a t i v e  
p r o c e s s .  Though e v e ry o n e  would w ish  t o  s e e  u n c e r t a i n t y  m in im ised  
t o  t h e  g r e a t e s t  e x t e n t  p o s s i b l e ,  some c o n s i d e r a b l e  u n c e r t a i n t y  i s  
i n e v i t a b l e  i f  t h e  G o v e rn m e n t 's  r e fo rm  p r o p o s a l s  a r e  t o  be  t h e  
s u b j e c t  o f  p r i v a t e  s e c t o r  i n p u t  and c o n s u l t a t i o n .  The t r a d e  o f f  
i s  t h a t  a b e t t e r  r e s u l t  w i l l  u s u a l l y  em erge . I t  i s  n o t  p o s s i b l e  
t o  h a v e  c o n s u l t a t i o n  and c e r t a i n t y .

1 .3 .4  I n  P a r t  1 o f  o u r  R e p o r t  on I n t e r n a t i o n a l  Tax Reform , we 
s a i d  t h e  l i s t  s h o u ld  in c l u d e  c o u n t r i e s  "w hich  h av e  co m p re h en s iv e
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i n t e r n a t i o n a l  t a x  r u l e s  i n c l u d i n g  CFC re g im e s "  (page  19 o f  o u r  
r e p o r t ) . The g o v e rn in g  p r i n c i p l e  f o r  l i s t i n g  a  c o u n t r y  i s  t h a t ,  
i f  t h e  BE reg im e  w ere  a p p l i e d  i n  r e s p e c t  o f  CFCs r e s i d e n t  i n  t h a t  
c o u n t r y ,  i t  would be  p r o b a b le  t h a t  t h e  t a x  c r e d i t  a l lo w e d  f o r  
t a x  p a i d  by a CFC r e s i d e n t  t h e r e  would be  s u f f i c i e n t  t o  o f f s e t  
t h e  New Z ea lan d  t a x  l i a b i l i t y  on t h a t  incom e. I n  o t h e r  w ords , t h e  
c o m p lia n c e  c o s t s  o f  t h e  reg im e  would be  e x c e s s i v e  i n  r e l a t i o n  t o  
any re v e n u e  l i k e l y  t o  be  r a i s e d .

1 .3 . 5  W hether o r  n o t  t h e  incom e t a x  p a i d  by  a CFC i s  l i k e l y  t o  
be co m p a rab le  t o  t h e  t a x  t h a t  would be  l e v i e d  on i t s  incom e u n d e r  
t h e  BE reg im e  w i l l  depend  on t h e  d e f i n i t i o n  o f  t a x a b l e  income in  
i t s  c o u n t r y  o f  r e s i d e n c e  ( su c h  a s  w h e th e r  t h e r e  a r e  s i g n i f i c a n t  
t a x  p r e f e r e n c e s ) , income t a x  r a t e s ,  t h e  e f f i c i e n c y  o f  t h e  t a x  
a d m i n i s t r a t i o n  and t h e  e x t e n t  t o  w hich  t h e  d o m e s t ic  t a x  b a s e  i s  
p r o t e c t e d  from a v o id a n c e .  The e x i s t e n c e  o f  c o m p re h e n s iv e  
i n t e r n a t i o n a l  t a x  r u l e s  i s  r e l e v a n t  t o  t h e  l a s t  f a c t o r ,  i n  
p a r t i c u l a r .  The t a x  l e g i s l a t i o n  by i t s e l f  may s u g g e s t  t h a t  
n o m in a l ly  h ig h  r a t e s  o f  t a x  w i l l  be  p a y a b le ,  b u t  i f  t h e r e  a r e  
i n t e r n a t i o n a l  p l a n n in g  o p p o r t u n i t i e s  e f f e c t i v e  r a t e s  may be  v e r y  
d i f f e r e n t .

1 . 3 .6  We c o n s i d e r  t h a t  t h e  e x i s t e n c e  o f  a CFC reg im e  i s  
i n d i c a t i v e  o f  an income t a x  sy s te m  and a d m i n i s t r a t i o n  in  r e s p e c t  
o f  w hich  i t  can  r e a s o n a b ly  be  assumed t h a t  t h e  e f f e c t i v e  t a x  
r a t e s  on b u s i n e s s  income i n  t h o s e  c o u n t r i e s  do n o t  d e p a r t  
s u b s t a n t i a l l y  from t h e  s t a t u t o r y  r a t e s .  I n  a d d i t i o n ,  t h e  CFC 
reg im e  o f  t h e  g r e y  l i s t  c o u n t r y  t e n d s  t o  s u p p o r t  t h e  New Z ea la n d  
BE reg im e  w here r e s i d e n t s  h o ld  i n t e r e s t s  i n  CFCs r e s i d e n t  o u t s i d e  
a g r e y  l i s t  c o u n t r y  th r o u g h  i n t e r m e d i a t e  co m pan ies  r e s i d e n t  i n  
su ch  a c o u n t r y .

1 .3 .7  We do n o t  c o n s i d e r  t h a t  t h e  l i s t  s h o u ld  be  e x te n d e d  t o  
i n c l u d e  a l l  o f  New Z e a l a n d 's  t a x  t r e a t y  p a r t n e r s .  The t r e a t i e s  
a r e  e n t e r e d  i n t o  t o  r e l i e v e  d o u b le  t a x a t i o n ,  p rom ote  t r a d e  and 
adv an ce  o u r  r e l a t i o n s h i p s  w i t h  o t h e r  c o u n t r i e s .  They s a y  n o th in g
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a b o u t  th e  r o b u s tn e s s  o f  th e  t a x  sy s tem  o f  th e  t r e a t y  p a r t n e r  n o r 
i t s  c o m p a r a b i l i ty  w ith  New Z e a la n d 's .  T h a t i s  n o t  r e l e v a n t  t o  th e  
d e c i s i o n  t o  e s t a b l i s h  a t r e a t y .  In d e e d , we have  s u g g e s te d  t h a t  a 
num ber o f  o u r  t r e a t y  p a r t n e r s  sh o u ld  be l i s t e d  on th e  
t r a n s i t i o n a l  l i s t  o f  low t a x  j u r i s d i c t i o n s .

1 .3 .8  I f  t h e  g re y  l i s t  i s  t o  s e rv e  i t s  p u rp o s e , p r o v i s io n  m ust 
be  in c lu d e d  f o r  i t s  q u a l i f i c a t i o n  by th e  l i s t i n g  o f  p r e f e r e n c e s .  
U n t i l  r e c e n t l y ,  c o u n t r i e s  su ch  a s  th e  U n ite d  S t a t e s  and th e  
U n ite d  Kingdom gave  s u b s t a n t i a l  t a x  p r e f e r e n c e s  t o  a b ro a d  ra n g e  
o f  b u s i n e s s e s .  I f  th e  l i s t  w ere  b e in g  c o n s id e r e d ,  s a y , f o u r  y e a r s  
ag o , i t  w ould have  been  n e c e s s a ry  t o  e i t h e r  e x c lu d e  th e s e  two 
c o u n t r i e s  o r  t o  d e s ig n a te  th e  p r e f e r e n c e s  t h a t  w ould t r i g g e r  th e  
a p p l i c a t i o n  o f  th e  BE re g im e . B ecause  so  much o f  New Z e a la n d 's  
in v e s tm e n t  i s  in  th e s e  c o u n t r i e s ,  t h e  c o m p lian c e  c o s t s  o f  th e  BE 
re g im e  w i l l  depend  im p o r ta n t ly  on w h e th e r  a c o u n try  i s  l i s t e d  
w ith  p r e f e r e n c e s  o r  th e  c o u n try  i s  e x c lu d e d  from  th e  l i s t  
a l t o g e t h e r .  L i s t i n g  w ith  a q u a l i f i c a t i o n  f o r  c e r t a i n  p r e f e r e n c e s  
i s  t h e  more f l e x i b l e  a p p ro a ch  and th e  one w hich  w i l l  have  lo w er 
c o m p lia n c e  c o s t s .

1 .3 .9  The g e n e r a l  a rg u m en ts  f o r  n o t  p r e s e r v in g  th e  e f f e c t  o f  
t a x  p r e f e r e n c e s  u n d e r  th e  BE reg im e  w ere  s e t  o u t  in  s e c t i o n  2 .3  
o f  o u r  p re v io u s  r e p o r t .  The m ain c o u n te r  a rgum en t i s  t h a t  th e  
c la w -b a c k  o f  t a x  p r e f e r e n c e s  w i l l  make f o r e ig n  s u b s i d i a r i e s  o f  
New Z e a la n d  com pan ies u n c o m p e ti t iv e .  In  o u r  v iew , t h i s  a rgum en t 
e x a g g e r a te s  th e  im p o rta n c e  o f  t a x  c o n s i d e r a t i o n s  in  in v e s tm e n t  
d e c i s i o n s .  F a c to r s  su ch  a s  r e l a t i v e  la b o u r  c o s t s  and i n f l a t i o n  
r a t e s ,  a c c e s s  t o  c a p i t a l  and raw  m a t e r i a l s  and p ro x im ity  t o  
m a rk e ts  w i l l  g e n e r a l l y  be f a r  more im p o r ta n t  d e te r m in a n ts  o f  
i n t e r n a t i o n a l  c o m p e t i t iv e n e s s  th a n  r e l a t i v e  t a x  b u rd e n s .

1 .3 .1 0  N e v e r th e le s s ,  one o f  th e  o b j e c t i v e s  o f  th e  BE reg im e  i s  
t o  m in im ise  th e  e x te n t  t o  w hich  t a x  in f lu e n c e s  th e  l o c a t i o n  o f  
in v e s tm e n t .  O ver t im e , th e  reg im e  w i l l  te n d  t o  e q u a l i s e  th e  
e f f e c t i v e  t a x  r a t e s  on th e  incom e o f  f o r e ig n  and d o m e s tic
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com pan ies owned by New Z ea lan d  r e s i d e n t s .  The p o t e n t i a l  e f f e c t  o f  
a t a x  p r e f e r e n c e  on in v e s tm e n t d e c i s io n s  s h o u ld  be th e  p r i n c i p a l  
c r i t e r i o n  f o r  d e te rm in in g  w h e th e r  th e  p r e f e r e n c e  s h o u ld  be 
l i s t e d .  D evelopm ents in  th e  t a x  sy s te m s  o f  t h e  g re y  l i s t  
c o u n t r i e s  w i l l  need  t o  be  m o n ito re d  by th e  G overnm ent. I f  a 
c o u n try  in t r o d u c e s  a t a x  p r e f e r e n c e  t h a t  i s  s i g n i f i c a n t  enough t o  
a t t r a c t  New Z ea lan d  in v e s tm e n t ,  t h e  p r e f e r e n c e  sh o u ld  be l i s t e d .  
A num ber o f  g e n e ro u s  p r e f e r e n c e s  a r e  t o  be  o r  a r e  c u r r e n t l y  b e in g  
p h a sed  o u t  in  g re y  l i s t  c o u n t r i e s  b u t ,  b e c a u se  o f  t h e i r  l im i t e d  
f u t u r e ,  th e y  a r e  u n l i k e l y  t o  in f lu e n c e  in v e s tm e n t  d e c i s i o n s .

1 .3 .1 1  Even i f  no p r e f e r e n c e s  a r e  l i s t e d ,  t h e  p o s s i b i l i t y  o f  
one b e in g  l i s t e d  d o e s  in t r o d u c e  u n c e r t a i n t y .  To m in im ise  t h i s ,  we 
recommend t h a t  th e  l i s t i n g  o f  a p r e f e r e n c e  s h o u ld  have 
p r o s p e c t iv e  a p p l i c a t i o n .  S in c e  an e x i s t i n g  o r  a new ly e s t a b l i s h e d  
CFC in  a g re y  l i s t  c o u n try  c o u ld  ta k e  a d v a n ta g e  o f  a p r e f e r e n c e ,  
i t  i s  n o t  s u f f i c i e n t  t o  r e s t r i c t  th e  e f f e c t  o f  th e  l i s t i n g  o f  a 
p r e f e r e n c e  t o  CFCs e s t a b l i s h e d  a f t e r  i t s  i n t r o d u c t i o n .  T hus, we 
p ro p o se  t h a t ,  i f  a p r e f e r e n c e  i s  l i s t e d ,  t h e  l i s t i n g  s h o u ld  n o t  
ta k e  e f f e c t  u n t i l  t h e  b e g in n in g  o f  th e  n e x t  incom e y e a r .

1 .3 .1 2  We commented in  o u r p re v io u s  r e p o r t  on th e  need  f o r  
th e  New Z ea la n d  reg im e  t o  " lo o k  th ro u g h "  CFCs r e s i d e n t  in  g re y  
l i s t  c o u n t r i e s  t o  CFCs owned by them . I f  t h i s  w ere  n o t  d o n e , New 
Z ea lan d  w ould n o t  hav e  one CFC re g im e , b u t  e i g h t  -  th o s e  o f  th e  
se v en  g re y  l i s t  c o u n t r i e s  a s  w e l l .  R e s id e n ts  c o u ld  ch o o se  w hich  o f  
th e  e i g h t  was m ost f a v o u ra b le  t o  them  and e s t a b l i s h  an 
in te r m e d ia te  CFC in  th e  r e l e v a n t  c o u n try  w h ich  w ould own th e  
u n d e r ly in g  CFC. I t  w ould be p o i n t l e s s  t o  h av e  su ch  a sy s te m . As 
n o te d  ab o v e , th e  e x i s t e n c e  o f  a CFC reg im e  in  th e  g re y  l i s t  
c o u n t r i e s  i s  i n d i c a t i v e  o n ly . The c o m p le te  e x em p tio n  o f  a g re y  
l i s t  CFC and a l l  o f  i t s  u n d e r ly in g  i n t e r e s t s  s h o u ld  n o t  t u r n  on 
t h i s  f a c t o r .

1 .3 .1 3  C h a p te r  4 o u t l i n e s  t h e  C o m m itte e 's  v iew s  on how th e  BE 
reg im e  s h o u ld  a p p ly  in  r e s p e c t  o f  a CFC r e s i d e n t  in  a g re y  l i s t
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c o u n tr y  w hich  d o e s  u t i l i s e  a l i s t e d  p r e f e r e n c e .  We p ro p o se  t h a t  
t h e  c o m p u ta tio n  o f  th e  BE incom e o f  t h e  CFC f o r  any a c c o u n tin g  
y e a r  s h o u ld  be s i m p l i f i e d  by ta k in g  i t  a s  t h e  t a x a b le  incom e o f  
t h e  CFC f o r  t h a t  y e a r ,  m easu red  a c c o rd in g  t o  th e  t a x  law s o f  i t s  
c o u n tr y  o f  r e s id e n c e ,  a d ju s te d  f o r  th e  e f f e c t  o f  th e  p r e f e r e n c e .  
T h is  a p p ro a c h  s h o u ld  s i g n i f i c a n t l y  re d u c e  c o m p lia n c e  c o s t s .  
The m a jo r  avenue  f o r  m in im is in g  th e  c o m p lia n c e  c o s t s  o f  th e  
re g im e  in  r e s p e c t  o f  g re y  l i s t  CFCs s h o u ld  be  th e  l i s t i n g  o f  
s i g n i f i c a n t  p r e f e r e n c e s  o n ly . I t  may w e l l  be  t h a t  th e  b e s t  
a p p ro a c h  i n i t i a l l y  i s  t o  r e f r a i n  from  l i s t i n g  p r e f e r e n c e s  u n t i l  
t h e  reg im e  h a s  b een  in tro d u c e d  and some e x p e r ie n c e  w ith  i t s  
o p e r a t io n  h a s  been  g a in e d .

1 .4  Com pliance and A d m in istra tio n

1 .4 .1  The g re y  l i s t  ex em p tio n  w i l l  rem ove m ost o f  New 
Z e a la n d 's  o f f s h o r e  in v e s tm e n t from  th e  re g im e . T h is  w i l l  
s u b s t a n t i a l l y  re d u c e  th e  c o m p lian c e  and a d m i n i s t r a t i v e  c o s t s  o f  
th e  BE reg im e  t o  t h e  e x te n t  t h a t  i t  w i l l  a f f e c t  r e l a t i v e l y  few 
t a x p a y e r s .  The C om m ittee h a s ,  how ever, been  c o n c e rn e d  t o  re d u c e  
a s  f a r  a s  p o s s ib l e  th e  c o m p lian c e  c o s t s  o f  t h e  reg im e  w here  i t  
w i l l  a p p ly .  In  o u r  p re v io u s  r e p o r t ,  we recommended t h a t  th e  BE 
re g im e  s h o u ld  a p p ly  t o  a f o r e ig n  company t h a t  i s  c o n t r o l l e d  a t  
any  t im e  d u r in g  i t s  a c c o u n tin g  y e a r .  In  p r i n c i p l e ,  t h i s  w ould 
r e q u i r e  ta x p a y e r s  t o  com pute t h e i r  i n t e r e s t s  d a i l y  th o u g h , in  
p r a c t i c e ,  t h i s  c o m p u ta tio n  w ould o b v io u s ly  be n e c e s s a ry  o n ly  when 
a t a x p a y e r 's  i n t e r e s t  ch an g ed . N e v e r th e le s s ,  t h e  c o m p lia n c e  and 
a d m i n i s t r a t i v e  c o s t s  o f  th e  schem e w i l l  be  r a i s e d  th e  more 
f r e q u e n t  th e  m easu rem en t o f  i n t e r e s t s  i s  r e q u i r e d .

1 . 4 . 2  F o r t h i s  r e a s o n ,  we recommend in  c h a p te r  3 t h a t  
i n t e r e s t s  in  f o r e ig n  com pan ies f o r  b o th  c o n t r o l  and incom e 
a t t r i b u t i o n  p u rp o s e s  be m easu red  on fo u r  d ay s  d u r in g  th e  y e a r  -  
on t h e  l a s t  day  o f  each  c a le n d a r  q u a r t e r .  A co n seq u e n ce  o f  t h i s  
d e c i s i o n  i s  th e  need  to  have  r u l e s  t o  d e a l  w ith  d i s p o s a l s  and
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r e l a t e d  a c q u i s i t i o n s  s t r a d d l i n g  a m easurem ent day  b u t ,  f o r  
t a x p a y e r s  who do n o t  engage in  su c h  a c t i v i t y ,  th e  r e d u c t io n  to  
f o u r  m easu rem en t d ay s  sh o u ld  c o n s id e r a b ly  s im p l i f y  c o m p lia n c e .

1 .4 .3  The d e f i n i t i o n  o f  an  i n t e r e s t  f o r  c o n t r o l  and  incom e 
a t t r i b u t i o n  p u rp o s e s  i s ,  o f  n e c e s s i t y ,  b ro a d  -  we h av e  d e f in e d  
f i v e  c a t e g o r i e s  o f  i n t e r e s t  i n  a com pany. F o r m ost n o rm al s h a re  
s t r u c t u r e s ,  t h e  f i v e  c a t e g o r i e s  w i l l ,  how ever, re d u c e  t o  o n ly  one 
o r  tw o . Where c o m p lic a te d  s h a r e  s t r u c t u r e s  and r i g h t s  e x i s t ,  
g r e a t e r  c o m p u ta t io n a l  r e q u ir e m e n ts  w i l l  a r i s e .  S i m i l a r ly ,  
g r e a t e r  c o m p lia n c e  c o s t s  w i l l  a r i s e  w here t h e r e  a r e  r e l a t i o n s h i p s  
b e tw een  com pan ies w hich c o m p lic a te  th e  c a l c u l a t i o n  o f  i n d i r e c t  
i n t e r e s t s .  T hese  can  be re d u c e d  by s im p l i f y in g  c o r p o r a te  g roup  
s t r u c t u r e s .

1 . 4 . 4  We m en tio n ed  in  th e  p r e v io u s  s e c t i o n  th e  C o m m itte e 's  
recom m endation  f o r  a s i m p l i f i e d  b a s i s  o f  com pu ting  th e  BE incom e 
o f  a CFC r e s i d e n t  in  a g re y  l i s t  c o u n try .  T h is  sh o u ld  
c o n s id e r a b ly  re d u c e  th e  c o m p lia n c e  c o s t s  o f  t h e  reg im e  t o  th e  
e x te n t  t h a t  i t  a p p l i e s  t o  su ch  c o m p an ie s .

1 .5  T ru st T r a n s it io n

1 .5 .1  A f u r t h e r  i s s u e  w hich  h a s  a t t r a c t e d  comment i s  th e  
t r a n s i t i o n  t o  a p p ly  t o  t r u s t s  w i th  n o n - r e s id e n t  t r u s t e e s  s e t t l e d  
on o r  b e f o r e  17 December 1987. Once a g a in ,  th e  c o n c e rn  i s  in  p a r t  
due t o  u n c e r t a i n t y  s in c e  y o u r  e a r l i e r  d e c i s io n  on th e  t r a n s i t i o n  
was o n ly  p r o v i s i o n a l .  We d i s c u s s  t h i s  m a t t e r  f u r t h e r  in  
c h a p te r  8 .
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1 .6  C r e d it  Stream ing

1 .6 .1  The C om m ittee p ro p o se d  a num ber o f  p r o v i s io n s  t o  re d u c e  
th e  s t r e a m in g  o f  im p u ta t io n  and w i th h o ld in g  c r e d i t s .  By s t r e a m in g , 
we mean th e  a l l o c a t i o n  o f  c r e d i t s  d i s p r o p o r t i o n a t e l y  to  
ta x p a y e r s  a b le  t o  u se  them  r a t h e r  th a n  t o  t h o s e ,  l i k e  n o n - r e s id e n t s ,  
who w i l l  be  u n a b le  t o .  S tre a m in g  w ould n o t  be  a c o n c e rn  i f  t a x  
re v e n u e  w ere  n o t  an  i s s u e ,  b u t  s in c e  i t  i s ,  r u l e s  a r e  need ed  to  
m in im ise  i t s  im p a c t.

1 .6 .2  A r e l a t e d  m a t te r  i s  w h e th e r  New Z ea lan d  s h a r e h o ld e r s  in  
n o n - r e s id e n t  com pan ies w ith  New Z ea lan d  s u b s i d i a r i e s  s h o u ld  be 
a b le  t o  r e c e iv e  c r e d i t s  f o r  any New Z ea la n d  t a x  p a id  by th e  
s u b s i d i a r i e s .  One m echanism  t o  a c h ie v e  t h i s  w ould be  t o  i s s u e  
" s t a p le d "  s h a r e s  in  t h e  s u b s i d i a r i e s  t o  t h e  r e s i d e n t  
s h a r e h o l d e r s .

1 .6 .3  The C om m ittee c o n s id e re d  t h i s  i s s u e  in  i t s  r e p o r t  on 
im p u ta t io n .  Im p u ta tio n  c a n n o t be c o n s id e re d  in  i s o l a t i o n  from  
th e  i n t e r n a t i o n a l  r e fo rm s . I f  n o n - r e s id e n t  com pan ies c o u ld  d i r e c t  
c r e d i t s  t o  t h e i r  r e s i d e n t  s h a r e h o ld e r s  th ro u g h  s t a p l e d  s to c k  and 
s i m i l a r  a r ra n g e m e n ts , a c o n s t r a i n t  on th e  a d o p tio n  o f  a non-  
r e s i d e n t  c o r p o r a te  s t r u c t u r e  in  o r d e r  t o  a v o id  th e  i n t e r n a t i o n a l  
re fo rm s  w ould be rem oved. H ence, we s e e  th e  d is a l lo w a n c e  o f  
s t a p l e d  s to c k  a rra n g e m e n ts  a s  a q u id  p ro  quo f o r  n o n - r e s id e n t  
s t a t u s  and r e l i e f  from  th e  i n t e r n a t i o n a l  r e fo rm s . We c o n s id e r  
t h a t  t h i s  a rgum en t a l s o  a p p l i e s  t o  com pan ies w hich  a r e  a l r e a d y  
n o n - r e s id e n t .

1 .6 .4  I t  h a s  a l s o  been  s u g g e s te d  t h a t ,  i f  s t a p l e d  s to c k  ty p e  
a r ra n g e m e n ts  w ere t o  be d is a l lo w e d  in  g e n e r a l ,  an e x c e p t io n  
s h o u ld  a p p ly  f o r  A u s t r a l i a n  co m p an ies , in  p a r t i c u l a r ,  and p e rh a p s  
o t h e r s .  I t  i s  f o r  th e  G overnm ent t o  c o n s id e r  w h e th e r  a s p e c i a l  
a r ra n g e m e n t i s  w a r ra n te d  w ith  A u s t r a l i a .  We w ould n o te ,  how ever, 
t h a t  a  num ber o f  New Z e a la n d 's  t a x  t r e a t i e s  have  non-  
d i s c r im i n a t io n  a r t i c l e s  and m ost fa v o u re d  n a t io n  p r o v i s io n s  w hich



10

m ig h t  mean t h a t  a s p e c i a l  a r ra n g e m e n t  c o u ld  n o t  be  c o n f in e d  t o  
o n ly  one o f  o u r  t r e a t y  p a r t n e r s .

1 .7  D ra ft  L e g i s la t i o n

1 .7 .1  The C o m m it te e 's  d r a f t  o f  t h e  l e g i s l a t i o n  i s  c o n ta in e d  i n  
t h e  annex  t o  t h i s  r e p o r t  w hich  i s  p r e s e n t e d  in  a s e p a r a t e  vo lum e. 
The l e g i s l a t i o n  h a s  n o t  been  f u l l y  c o n s i d e r e d  by o f f i c i a l s  n o r  
p a r l i a m e n t a r y  c o u n s e l ,  b u t  we c o n s i d e r  t h a t  i t  i s  s u f f i c i e n t l y  
w e l l - d e v e lo p e d  t o  p r o v id e  a c o n s i d e r a b l e  d e g re e  o f  c e r t a i n t y  t o  
t a x  p r a c t i t i o n e r s  and b u s i n e s s e s .  R e f in e m e n ts  t o  t h e  l e g i s l a t i o n  
w i l l ,  how ever, be  n e e d e d .  We u n d e r s t a n d  t h a t  i t  w i l l  be  
c o n s id e r e d  by t h e  F in a n c e  and E x p e n d i tu r e  S e l e c t  Com m ittee  so  
t h a t  i n t e r e s t e d  p a r t i e s  w i l l  h ave  an o p p o r t u n i t y  t o  comment on 
i t .
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CHAPTER 2 – BRANCH-EQUIVALENT REGIME PART 1: DEFINITIONS

2 .1  I n tr o d u c t io n

2 . 1 . 1  C h a p te r s  2 , 3 and 4 o u t l i n e  t h e  C o m m it te e 's  
recom m enda tions  on t h e  o u t s t a n d i n g  i s s u e s  r e l a t i n g  t o  t h e  b r a n c h -  
e q u i v a l e n t  ("BE") re g im e .  The m ain e le m e n ts  o f  t h i s  reg im e  were 
o u t l i n e d  i n  C h a p te r  2 o f  P a r t  1 o f  t h e  C o m m it te e 's  R e p o r t  on 
I n t e r n a t i o n a l  Tax Reform . For e a s e  o f  r e f e r e n c e  t o  t h e  d r a f t  
l e g i s l a t i o n ,  t h e  i s s u e s  a r e  d i s c u s s e d  i n  t h e  o r d e r  t h a t  t h e y  
a r i s e  i n  t h e  l e g i s l a t i o n .  T h is  c h a p t e r  d e a l s  w i th  t h e  d e f i n i t i o n s  
w h ich  a r e  c e n t r a l  t o  t h e  BE re g im e .

2 .2  R e la t io n s h ip  o f  BE Regime t o  E x i s t in g  Act

2 . 2 . 1  The BE and t h e  F o re ig n  I n v e s tm e n t  Fund ("F IF ")  re g im e s  
w i l l  r e p r e s e n t  s u b s t a n t i a l  a d d i t i o n s  t o  t h e  e x i s t i n g  Income Tax 
A ct 1976 ( th e  "A ct")  and , a s  a p r a c t i c a l  c o n v e n ie n c e ,  a r e  b e s t  
l o c a t e d  t o g e t h e r  i n  P a r t  IV o f  t h e  A c t .  T h e i r  p a r t i c u l a r  l o c a t i o n  
i s  a  m ino r  m a t t e r  -  we have  p ro p o se d  t h a t  t h e y  form new 
s e c t i o n s  245A, 245B, e t c .  The re g im e s  do, how ever, r e q u i r e  a 
number o f  d e f i n i t i o n s .  D e f i n i t i o n s  w hich  a r e  in t e n d e d  t o  a p p ly  
g e n e r a l l y  th r o u g h o u t  t h e  A ct a r e  c o n ta in e d  w i t h i n  s e c t i o n  2, 
w h i l e  d e f i n i t i o n s  w hich  a r e  s p e c i f i c  t o  p a r t i c u l a r  s e c t i o n s  
a r e  u s u a l l y  i n c lu d e d  w i t h in  t h o s e  s e c t i o n s .  The BE reg im e  w i l l  
a p p ly  when f i v e  o r  few er  New Z ea la n d  r e s i d e n t s  h o ld  i n t e r e s t s ,  
e i t h e r  d i r e c t l y  o r  th r o u g h  nom inees o r  a s s o c i a t e d  p e r s o n s  (which 
i n c l u d e  c e r t a i n  r e l a t i v e s  and t r u s t e e s ) , w hich  in  a g g r e g a t e  e q u a l  
o r  e x c e e d  50 p e r c e n t  o f  t h e  s h a r e s ,  v o t i n g  r i g h t s ,  e t c ,  o f  a 
f o r e i g n  company. T hus, t h e  d e f i n i t i o n s  o f  r e s i d e n c e ,  nom inee , 
a s s o c i a t e d  p e r s o n ,  r e l a t i v e ,  t r u s t e e  and company a r e  c r i t i c a l  t o  
t h e  e f f e c t i v e  o p e r a t i o n  o f  t h e  schem e.
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2 .2 .2  For t h i s  r e a s o n ,  we h av e  re v ie w e d  e x i s t i n g  d e f i n i t i o n s  
i n  t h e  A ct i n  o r d e r  t o  c o n s i d e r  t h e i r  a p p r o p r i a t e n e s s  f o r  t h e  
p u r p o s e s  o f  t h e  BE re g im e .  We h av e  p ro p o se d  new d e f i n i t i o n s  o f  a 
company, a t r u s t e e  a r e s i d e n t  w hich  we recommend a p p ly  g e n e r a l l y  
th r o u g h o u t  t h e  A c t .  Our p ro p o se d  d e f i n i t i o n s  o f  a nom inee, 
a s s o c i a t e d  p e r s o n  and r e l a t i v e  a r e ,  how ever, i n t e n d e d  t o  a p p ly  
o n ly  t o  t h e  i n t e r n a t i o n a l  r e g im e .  The m ain  r e a s o n  f o r  t h i s  
l i m i t a t i o n  i s  t h a t  t h e s e  d e f i n i t i o n s  a r e  p i v o t a l  t o  t h e  o p e r a t i o n  
o f  o t h e r  s e c t i o n s  o f  t h e  A ct a s  w e l l  a s  t h e  s e c t i o n s  t h a t  w i l l  
form p a r t  o f  t h e  i n t e r n a t i o n a l  reg im e  and s h o u ld  n o t  be amended 
f o r  t h e  p u rp o s e s  o f  t h o s e  o t h e r  s e c t i o n s  w i th o u t  c a r e f u l  
c o n s i d e r a t i o n  o f  t h e  c o n s e q u e n c e s .  In  t h e  t im e  a v a i l a b l e ,  we have 
n o t  been  a b le  t o  u n d e r t a k e  t h i s  t a s k .  T h ere  a r e ,  how ever, a 
number o f  d e f i c i e n c i e s  i n  t h e  e x i s t i n g  d e f i n i t i o n s  and th e y  
s h o u ld  be  re v ie w e d  a t  some s t a g e .  To t h i s  end , we have  in c lu d e d  
i n  an  a p p e n d ix  t o  t h e  d r a f t  l e g i s l a t i o n  new d r a f t s  o f  s e c t i o n  7 , 
t h e  p r e s e n t  s e c t i o n  d e f i n i n g  a s s o c i a t e d  p e r s o n s ,  and  s e c t i o n  8, 
t h e  s e c t i o n  d e a l i n g  w i th  c o n t r o l  o f  a company, w h ich  c o u ld  be 
c o n s id e r e d  in  t h i s  r e v ie w .  S p e c i a l  d e f i n i t i o n s  f o r  p a r t i c u l a r  
s e c t i o n s  may s t i l l  be  r e q u i r e d .

2 .3  D e f i n i t i o n  o f  "Company" and "Trustee"

2 . 3 . 1  As n o te d  in  t h e  p r e v i o u s  s e c t i o n ,  we recommend t h a t  t h e  
e x i s t i n g  g e n e r a l  d e f i n i t i o n  o f  a "company" i n  s e c t i o n  2 o f  t h e  
A ct be  c h an g ed . I t  s h o u ld  be  expanded  t o  i n c l u d e  any  e n t i t y  w i th  
a l e g a l  p e r s o n a l i t y  o r  e x i s t e n c e  s e p a r a t e  from t h o s e  o f  i t s  
members, w hich  i s  c r e a t e d  by way o f  i n c o r p o r a t i o n  o r  o th e r w i s e  
w h e th e r  i n  New Z e a la n d  o r  e l s e w h e r e .  T h is  change  i s  n o t  
fu n d a m e n ta l  b u t  a im s t o  more c l e a r l y  i n c l u d e  w i t h i n  t h e  
d e f i n i t i o n  t h e  v a r i e t y  o f  l e g a l  e n t i t i e s  i n  o v e r s e a s  
j u r i s d i c t i o n s  t h a t  a r e  e q u i v a l e n t  t o  c o m p a n ie s .  We u n d e r s t a n d  
t h a t  i t  i s  t h e  i n t e n t i o n  o f  t h e  I n la n d  Revenue D epartm en t t o  
p u b l i s h  f o r  t h e  g u id a n c e  o f  t a x p a y e r s  a l i s t  o f  t h e  t y p e s  o f  n on -  
r e s i d e n t  e n t i t i e s  i t  c o n s i d e r s  t o  be t h e  e q u i v a l e n t  o f  com pan ies  
u n d e r  New Z e a la n d  law .



13

2 . 3 . 2  We a l s o  p ro p o se  a m ino r amendment t o  t h e  e x i s t i n g  s e c t i o n  
2 d e f i n i t i o n  o f  a t r u s t e e  t o  make i t  c l e a r  t h a t  a  r e f e r e n c e  t o  a 
t r u s t e e  o f  a t r u s t  m eans th e  t r u s t e e  o n ly  in  h i s  o r  h e r  c a p a c i ty  
a s  t r u s t e e  o f  t h a t  t r u s t  and in c lu d e s  a l l  t r u s t e e s  o f  t h a t  t r u s t .

Recommendation

2 . 3 . 3  A c c o r d in g ly , th e  Committee recommends t h a t :

a th e  d e f i n i t i o n  o f  a "company" in  s e c t io n  2 o f  
th e  A ct be amended t o  in c lu d e  any e n t i t y  w hich h as a 
l e g a l  p e r s o n a l i ty  o r  e x is t e n c e  s e p a r a te  from  
th a t  o f  i t s  members, w hich i s  c r e a te d  by way o f  
in c o r p o r a t io n  or  o th e r w ise  w hether or  n o t in  New 
Z ealand; and

b th e  d e f i n i t i o n  o f  a t r u s t e e  o f  a t r u s t  in  
s e c t io n  2 o f  th e  A ct be c l a r i f i e d  t o  mean t h a t  
t r u s t e e  o n ly  in  h i s  or  h er  c a p a c ity  a s  a t r u s t e e  
o f  th a t  t r u s t  and in c lu d e s  a l l  t r u s t e e s  o f  th a t  
t r u s t .

2 .4  R esid en ce: I n d iv id u a ls

2 . 4 . 1  The BE reg im e  w i l l  a p p ly  t o  r e s i d e n t s  in  r e s p e c t  o f  
i n t e r e s t s  in  f o r e ig n  com pan ies w hich  a r e  c o n t r o l l e d  by r e s i d e n t s .  
S i m i l a r l y ,  t h e  s e t t l o r  reg im e  f o r  t r u s t s  w i l l  a p p ly  t o  t r u s t s  
w h ich  have  a New Z ea la n d  r e s i d e n t  s e t t l o r .  T hus, th e  d e f i n i t i o n s  
o f  r e s id e n c e  o f  an  i n d iv id u a l  and o f  a company f o r  t a x  p u rp o s e s  
a r e  key  e le m e n ts  o f  th e  re g im e s . R e s id e n ts  s h o u ld  n o t  be  a b le  t o  
c e a s e  te m p o r a r i ly  o r  r e g u l a r l y  t o  be  r e s i d e n t  in  o r d e r  t o  a v o id  
t h e  c o n t r o l  t e s t  and incom e a t t r i b u t i o n  u n d e r  t h e  BE reg im e  n o r  
t h e  s e t t l o r  d e s ig n a t io n  u n d e r  th e  t r u s t  re g im e . In  a d d i t i o n ,  
r e s i d e n t s  s h o u ld  n o t  be  a b le  t o  lo s e  t e m p o r a r i ly  t h e i r  r e s id e n c e  
s t a t u s  in  o r d e r  t o  r e c e iv e  a t a x a b le  d i s t r i b u t i o n  from  a t r u s t
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o r  company w i th o u t  s u f f e r i n g  New Z e a la n d  incom e t a x .

2 .4 .2  The p r e s e n t  d e f i n i t i o n s  a r e  c o n ta in e d  i n  s e c t i o n  241 o f  
t h e  A c t. A n a t u r a l  p e rs o n  i s  deem ed t o  be  r e s i d e n t  in  New Z ea lan d  
i f  he  o r  sh e :

a h a s  a p e rm an en t p la c e  o f  ab o d e  in  New Z e a la n d ; o r

b i s  p e r s o n a l ly  p r e s e n t  i n  New Z ea la n d  f o r  a c o n tin u o u s  
p e r io d  o f  n o t  l e s s  th a n  365 d a y s  e x c e p t  t h a t ,  w here  th e  
p e rs o n  h a s  a p e rm an en t p l a c e  o f  abode o u t s id e  New Z e a la n d , 
he  o r  sh e  may r e q u e s t  t o  b e  t r e a t e d  a s  a  n o n - r e s id e n t .

2 .4 .3  W here a p e rs o n  i s  a b s e n t  from  New Z ea la n d  f o r  a 
c o n tin u o u s  p e r io d  o f  n o t  l e s s  th a n  365 d a y s , t h e  p e rs o n  i s  deemed 
n o t  t o  be  r e s i d e n t  in  New Z ea la n d  d u r in g  t h a t  p e r io d  e x c e p t  t h a t ,  
w here  a p e rs o n  h a s  a p e rm an en t p l a c e  o f  abode i n  New Z e a la n d  a t  
a l l  t im e s  d u r in g  th e  p e r io d ,  he  o r  sh e  may r e q u e s t  t o  be  t r e a t e d  
a s  a r e s i d e n t .

2 .4 .4  F o r th e  p u rp o s e s  o f  b o th  365 day  t e s t s ,  two o r  m ore 
p e r io d s  a r e  d e f in e d  to  be  c o n tin u o u s  i f  t h e r e  a r e  n o t  m ore th a n  
28 d a y s  b e tw een  them  and th e  i n t e r v e n i n g  day s do n o t  e x ce ed  56 
d a y s  in  t h a t  365. In  o r d e r  t o  c e a s e  t o  be a New Z ea la n d  r e s i d e n t ,  
a  n a t u r a l  p e rs o n  m ust t h e r e f o r e  b e  a b s e n t  from  New Z ea la n d  f o r  a t  
l e a s t  309 ( i . e  365 l e s s  56) d a y s  o f  a  365 day  p e r io d  and n o t  be 
p r e s e n t  h e re  f o r  any p e r io d  e x c e e d in g  28 d a y s . An a b se n c e  o f  o n ly  
29 d ay s  i s  s u f f i c i e n t  u n d e r  t h e  d e f i n i t i o n  t o  b re a k  th e  r e s id e n c e  
l i n k  w here t h e  p e rs o n  in  q u e s t io n  d o e s  n o t  hav e  a p e rm an en t p la c e  
o f  abode in  New Z e a la n d .

2 .4 .5  A p e rs o n  who i s  n o t  a  New Z ea la n d  r e s i d e n t  can  rem a in  a 
n o n - r e s id e n t  by h a v in g  a p e rm a n en t p la c e  o f  abode  o u t s id e  o f  New 
Z ea la n d  and no p e rm an en t p la c e  o f  abode  in  New Z e a la n d , 
i r r e s p e c t i v e  o f  th e  t im e  th e y  a r e  i n  New Z e a la n d . T hus, a New 
Z ea la n d  r e s i d e n t  can  c e a s e  t o  be  r e s i d e n t  h e re  by  d i s p o s in g  o f 
any p e rm a n en t p la c e  o f  abode in  New Z ea lan d  and a c q u i r in g  a
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p e rm a n en t p la c e  o f  abode o u t s id e  New Z ea la n d .

2 .4 .6  In  o u r  v iew , th e  p e rm an en t p la c e  o f  abode t e s t  n e e d s  t o  
su p p le m e n te d  by a s t r e n g th e n e d  p e r s o n a l  p re s e n c e  t e s t .  As n o te d  
a b o v e , th e  p r e s e n t  t e s t  can  be a v o id e d  by d is p o s in g  o f  o n e 's  
p e rm a n e n t p la c e  o f  abode in  New Z ea lan d  and sp e n d in g  29 
c o n tin u o u s  d ay s  o u t  o f  New Z ea lan d  o r  by m a in ta in in g  a p e rm an en t 
p la c e  o f  abode o u t s id e  New Z ea la n d . The c o n tin u o u s  p e r io d  c o n c e p t 
in  t h e  e x i s t i n g  p e r s o n a l  p re s e n c e  t e s t s  adds l i t t l e .  We p ro p o se  
t h a t  th e y  be s i m p l i f i e d  by d e te rm in in g  r e s id e n c e  a c c o rd in g  to  
w h e th e r  a p e rs o n  i s  p r e s e n t  o r  a b s e n t  from  New Z ea la n d  f o r  a 
c e r t a i n  num ber o f  d a y s . T hus, we p ro p o se  t h a t  a n a t u r a l  p e rs o n  be 
deem ed to  be a New Z ea lan d  r e s i d e n t  i f :

a h i s  o r  h e r  p e rm an en t p la c e  o f  abode i s  in  New 
Z ea la n d ; o r

b he o r  sh e  i s  p e r s o n a l ly  p r e s e n t  in  New Z ea lan d  
f o r  n o t  l e s s  th a n  183 d ay s  o f  any 12 m onth 
p e r io d .

2 .4 .7  In  a d d i t i o n ,  we p ro p o se  t h a t  a n a t u r a l  p e rs o n  who i s  a 
New Z e a la n d  r e s i d e n t  may c e a s e  t o  be  a r e s i d e n t  o n ly  i f :

a he o r  sh e  i s  a b s e n t  from  New Z ea la n d  f o r  n o t  
l e s s  th a n  325 d ay s  in  any 12 m onth p e r io d ;  and

b he o r  sh e  h a s ,  a t  no t im e  d u r in g  t h a t  p e r io d ,  a 
p e rm an en t p la c e  o f  abode in  New Z e a la n d .

2 .4 .8  The e f f e c t  o f  t h e s e  ch an g es  w ould be t o  make i t  e a s i e r  
f o r  a  p e rs o n  t o  become a New Z ea lan d  r e s i d e n t  and h a r d e r  t o  c e a s e  
t o  b e  o n e . We p ro p o se  t h a t  th e  amendment come i n t o  e f f e c t  from  
th e  commencement o f  th e  1989 incom e y e a r .
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Recommendations

2 . 4 . 9  A c c o r d in g ly ,  th e  Committee recommends t h a t  t h e  r e s id e n c e  
t e s t s  a p p ly in g  t o  n a tu r a l  p e r so n s  be amended w ith  e f f e c t  from 
t h e  income y e a r  commencing on 1 A p r i l  1988 so  t h a t :

a a p erso n  i s  deemed t o  be r e s i d e n t  in  New Zealand  
i f  he o r  she:

i  has a permanent p la c e  o f  abode i n  New 
Zealand; or

i i  i s  p e r s o n a l ly  p r e s e n t  in  New Zealand fo r  
a t  l e a s t  183 days o f  any 12 month 
p e r io d ; and

b a p erso n  c e a s e s  t o  be r e s i d e n t  in  New Zealand  
o n ly  i f  he or  sh e :

i  i s  a b s e n t  from New Zealand f o r  325 days  
o f  any 12 month p e r io d ;  and

i i  has a t  no t im e  d u r in g  t h a t  p e r io d  a 
permanent p la c e  o f  abode i n  New Zealand.

2 .5  R es id en ce:  Companies

2 .5 . 1  Tem porary  c h a n g e s  o f  r e s i d e n c e  by com pan ies  do n o t  
p r e s e n t  t h e  same p ro b le m s  u n d e r  t h e  i n t e r n a t i o n a l  re g im e  a s  do 
t h o s e  by i n d i v i d u a l s .  A company c o n t r o l l e d  by r e s i d e n t s  w hich  
became a n o n - r e s i d e n t  t o  a v o id  t h e  c o n t r o l  and income a t t r i b u t i o n  
r u l e s  u n d e r  t h e  BE reg im e  would i t s e l f  f a l l  w i t h i n  t h e  re g im e .  
The p r e s e n t  d e f i n i t i o n  o f  t h e  r e s i d e n c e  o f  a company i s  c o n ta in e d  
in  s e c t i o n  2 4 1 ( 2 ) .  A company i s  deemed t o  be  r e s i d e n t  i n  New 
Z ea la n d  i f  i t :



17

a i s  in c o r p o r a te d  in  New Z e a la n d ; o r

b h a s  i t s  " c e n t r e  o f  a d m i n i s t r a t i v e  m anagem ent" in  
New Z ea la n d .

An e x c e p t io n  a p p l i e s  t o  a "b an k in g  company" w hich  i s  deemed t o  be 
r e s i d e n t  o n ly  i f  i t s  c e n t r e  o f  a d m i n i s t r a t i v e  m anagem ent i s  in  
New Z e a la n d .

2 .5 .2  T h ere  a r e  two p ro b lem s w ith  t h i s  d e f i n i t i o n .  The f i r s t  
i s  t h e  a m b ig u ity  o f  th e  te rm  " c e n t r e  o f  a d m i n i s t r a t i v e  
m anagem en t" . The I n la n d  Revenue D ep artm en t i n t e r p r e t s  t h i s  t o  
mean t h e  p la c e  w here  th e  day  t o  day  a d m i n i s t r a t io n  o f  a company 
i s  c a r r i e d  o u t .  By c o n t r a s t ,  a  num ber o f  t a x  p r a c t i t i o n e r s  
c o n s id e r  t h a t  i t  m eans th e  p la c e  w here t h e  h ig h e s t  ( i . e  b o a rd  o f  
d i r e c t o r )  l e v e l  o f  d e c is io n -m a k in g  t a k e s  p l a c e .  Many o th e r  
c o u n t r i e s  u se  th e  te rm  " p la c e  o f  c e n t r a l  m anagem ent and c o n t r o l "  
t o  d e s i g n a t e  th e  p la c e  w here th e  b o a rd  o f  d i r e c t o r s  m e e ts .

2 .5 .3  The se co n d  p rob lem  w ith  th e  d e f i n i t i o n  i s  th e  
a d m i n i s t r a t i v e  d i f f i c u l t y  o f  a p p ly in g  a p la c e  o f  m anagem ent t e s t  
(w h e th e r  c e n t r a l  o r  day to  d a y ) . To a l a r g e  e x t e n t ,  t h e  n eed  f o r  
a CFC reg im e  a r i s e s  b e c a u se  o f  t h i s  d i f f i c u l t y .  The p la c e  o f  
m anagem ent t e s t  h a s ,  how ever, much more econom ic s u b s ta n c e  th a n  
th e  p l a c e  o f  in c o r p o r a t io n  t e s t .  In  a d d i t i o n ,  m ost o f  New 
Z e a la n d 's  d o u b le  t a x  a g re e m e n ts  em ploy a m anagem ent and c o n t r o l  
t e s t  t o  s e t t l e  t h e  r e s id e n c e  o f  a company r e s i d e n t  w i th in  th e  
j u r i s d i c t i o n  o f  b o th  t r e a t y  p a r t n e r s .  T hus, a m anagem ent and 
c o n t r o l  t e s t  i s  an  i n t e g r a l  p a r t  o f  o u r  t a x  law  s in c e  th e  t r e a t y  
t e s t s  o v e r r id e  t h e  Incom e Tax A ct p r o v i s io n s  w here  t h e  two a r e  
in  c o n f l i c t .  F o r t h e s e  r e a s o n s ,  we fa v o u r  r e t a i n i n g  a p la c e  o f  
m anagem ent t e s t  o f  c o r p o r a te  r e s id e n c e .

2 .5 .4  To c l a r i f y  th e  p r e s e n t  d e f i n i t i o n ,  th e  l e v e l  o f  
m anagem ent on w hich  i t  i s  in te n d e d  t h a t  r e s id e n c e  depend  s h o u ld  
be s p e l t  o u t  more p r e c i s e l y .  To a v o id  a l t e r i n g  s u b s t a n t i v e l y  th e  
p r e s e n t  t e s t ,  we p ro p o se  t h a t  th e  p la c e  o f  b o th  t h e  b o a rd  and
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e x e c u t iv e  l e v e l s  o f  m anagem ent be in c lu d e d  and t h a t  t h e  te rm  
"head  o f f i c e "  (w here b o th  l e v e l s  o f  m anagem ent w ould n o rm a lly  be 
lo c a te d )  be  r e t a i n e d .  T hus, a company w ould  b e  r e s i d e n t  in  New 
Z ea lan d  i f  i t :

a i s  in c o r p o r a te d  in  New Z e a la n d ; o r

b h a s  i t s  c e n t r e  o f  d i r e c t o r  c o n t r o l  in  
New Z e a la n d ; o r

c h a s  th e  c e n t r e  o f  i t s  e x e c u t iv e  m anagem ent in  
New Z e a la n d ; o r

d h a s  i t s  h ead  o f f i c e  in  New Z e a la n d .

F or t h e  p u rp o s e s  o f  th e  se co n d  t e s t ,  t h e  s u b s t a n t iv e  i s s u e  i s  
w h e th e r  c o n t r o l  by d i r e c t o r s  i s  e x e r c i s e d  in  New Z e a la n d , 
i r r e s p e c t i v e  o f  w h e th e r  b o a rd  m e e tin g s  a r e  a l s o  o c c a s io n a l ly  
h e ld  o u t s id e  New Z e a la n d . We p ro p o se  t h a t  t h e  new r e s id e n c e  
d e f i n i t i o n  a p p ly  w ith  e f f e c t  from  th e  p r e s e n t  ( i . e .  1989) incom e 
y e a r .

2 .5 .5  We have a sk e d  th e  I n la n d  Revenue D ep artm en t t o  
i n v e s t i g a t e  th e  o r i g i n  o f  th e  s p e c i a l  r e s id e n c e  r u l e  a p p ly in g  to  
b a n k in g  co m p an ie s . I t  d a te s  from  1941 and was a p p a r e n t ly  
in te n d e d  t o  p e rm it  b an k s in c o r p o r a te d  in  New Z ea la n d  f o r  th e  
p u rp o s e s  o f  i s s u i n g  b a n k n o te s  h e re  to  do so  w i th o u t  b e in g  
s u b j e c t  t o  t a x  on t h e i r  w o rld w id e  incom e, a s  w ould be  th e  c a s e  
i f  t h e  p la c e  o f  in c o r p o r a t io n  t e s t  a p p l i e d  t o  them . S in c e  t h i s  
c o n s id e r a t i o n  i s  no lo n g e r  r e l e v a n t ,  we p ro p o s e  t h a t  th e  
r e s id e n c e  o f  a b a n k in g  company be  d e te rm in e d  u n d e r  t h e  norm al 
r u l e s .
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Recommendation

2 .5 .6  A c co r d in g ly , th e  Committee recommends t h a t  th e  
r e s id e n c e  t e s t  fo r  com panies be amended w ith  e f f e c t  from th e  
incom e y e a r  commencing on 1 A p r il  1988 so  t h a t  a company, 
in c lu d in g  a banking company, i s  r e s id e n t  in  New Z ealand i f  i t :

a i s  in c o rp o ra te d  in  New Z ealand; or

b h as i t s  c e n tr e  o f  d ir e c t o r  c o n tr o l  in  
New Z ealand; or

c  h as th e  c e n tr e  o f  i t s  e x e c u t iv e  management in  
New Z ealand; or

d h as i t s  head o f f i c e  in  New Z ealand.

2 .6  D e f in i t io n  o f  "Nominee"

2 .6 .1  S in c e  t h e  BE reg im e  w i l l  a p p ly  w henever r e s i d e n t s  h o ld  a 
c e r t a i n  t h r e s h o ld  p e rc e n ta g e  o f  th e  " c o n t r o l  i n t e r e s t s "  (m eaning 
g e n e r a l l y  th e  v a r io u s  r i g h t s  o r  pow ers o f  o w n e rsh ip  w hich  when 
a g g re g a te d  s u f f i c i e n t l y  e n a b le  a p e rs o n  t o  c o n t r o l  a company) in  
a f o r e i g n  company, t h e r e  i s  an o b v io u s  i n c e n t i v e  f o r  a p e rs o n  to  
d i s p e r s e  i n t e r e s t s  among nom inees o r  a s s o c i a t e d  p e r s o n s .  To 
c o u n te r a c t  t h i s ,  i n t e r e s t s  h e ld  by a nom inee o f  a p e rs o n  m ust be  
deem ed t o  be  h e ld  by t h a t  p e r s o n .  The t r e a tm e n t  o f  i n t e r e s t s  h e ld  
by a s s o c i a t e d  p e r s o n s  i s  r e f e r r e d  to  in  t h e  n e x t  s e c t i o n .

2 .6 .2  The sc o p e  o f  th e  d e f i n i t i o n  o f  nom inee w i l l  depend  to  
some e x t e n t  on i t s  a p p l i c a t i o n .  T here  a r e  a t  p r e s e n t  two 
d e f i n i t i o n s  o f  nom inee in  th e  A ct b u t  th e y  a r e  b o th  fram ed  in  
r e l a t i o n  t o  th e  s e c t i o n s  t o  w hich  th e y  a p p ly .  F o r ex am p le , th e y  
d i f f e r  a c c o rd in g  t o  th e  way in  w hich  r e l a t i v e s  a r e  b ro u g h t  w i th in  
th e  d e f i n i t i o n .  In  p r i n c i p l e ,  i t  i s  n o t  n e c e s s a ry  t o  deem 
r e l a t i v e s  t o  be  nom inees o f  a p e rs o n  b u t ,  i n  p r a c t i c e ,  w here
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i t  i s  l i k e l y  c e r t a i n  r e l a t i v e s  w i l l  b e  a c t i n g  a s  n o m in e es ,  i t  i s  
r e a s o n a b l e  t o  s h i f t  t h e  b u rd e n  o f  p r o o f  on t o  t h e  t a x p a y e r  t o  
e s t a b l i s h  t h a t  t h i s  i s  n o t  s o .

2 .6 .3  F or t h e  p u rp o s e s  o f  t h e  BE re g im e ,  t h e  d e f i n i t i o n  o f  
nom inee n e ed s  t o  be  fram ed i n  t e r m s  o f  t h e  r i g h t s  and  pow ers 
w h ich , i f  a p e r s o n  h e ld  them d i r e c t l y ,  w ould  be  t a k e n  i n t o  
a c c o u n t  i n  d e te r m in in g  h i s  o r  h e r  c o n t r o l  i n t e r e s t .  W ith  r e s p e c t  
t o  r e l a t i v e s ,  g iv e n  t h a t  t h e  t a x  c o n se q u e n c e s  f o r  a p e r s o n  o f  
h a v in g  someone e l s e  deemed t o  be  h i s  o r  h e r  nom inee may be 
s u b s t a n t i a l ,  we p ro p o se  t h a t  o n ly  c h i l d r e n  u n d e r  18 y e a r s  o f  age 
be deemed t o  be  nom inees o f  a p e r s o n  u n l e s s  t h e  p e r s o n  can  
e s t a b l i s h  o t h e r w i s e .  In  a d d i t i o n ,  we p ro p o s e  t h a t  a  b a r e  t r u s t e e  
( i . e .  a t r u s t e e  who h o ld s  p r o p e r t y  t o  t h e  o r d e r  o f  a 
b e n e f i c i a r y )  be  in c lu d e d  i n  t h e  d e f i n i t i o n .  (A b r o a d e r  i n c l u s i o n  
o f  r e l a t i v e s  and  t r u s t e e s  i s  p ro p o s e d  f o r  t h e  d e f i n i t i o n  o f  
a s s o c i a t e d  p e r s o n s . )

2 .6 .4  To s u p p o r t  t h e  d e f i n i t i o n ,  we p ro p o s e  t h a t  t h e  
d e f i n i t i o n  o f  a nom inee i n c l u d e  a p e r s o n  who h a s  e n t e r e d  i n t o  an 
a r ra n g e m e n t  o r  u n d e r s t a n d in g  w i th  a n o th e r  p e r s o n  w i th  r e s p e c t  t o  
t h e  h o ld in g  o r  e x e r c i s i n g  o f  r i g h t s  o r  pow ers  in  r e l a t i o n  t o  
f o r e i g n  co m p an ie s .

Recommendation

2 . 6 . 5  The Committee t h e r e f o r e  recommends t h a t ,  f o r  t h e  
p u rp oses  o f  t h e  BE reg im e, a nominee o f  a p erson  b e  d e f in e d  t o  
in c lu d e :

a a c h i ld  o f  t h e  p erso n  under 18 y e a r s  o f  age ,  
u n le s s  t h e  p e r so n  can e s t a b l i s h  o th e r w is e ;

b a bare t r u s t e e ;  and
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c  a p erson  who has e n te r e d  i n t o  an arrangement 
or  u n d erstan d in g  w ith  t h a t  p erson  w ith  r e s p e c t  
t o  t h e  h o ld in g  or  e x e r c i s i n g  o f  r i g h t s  or  
pow ers.

2 .7  D e f i n i t i o n  o f  " A sso c ia ted  P er so n s"

2 . 7 . 1  A nom inee o f  a p e r s o n  i s  i n  e f f e c t  t h a t  p e r s o n ' s  a g e n t .  
The d e f i n i t i o n  o f  a s s o c i a t e d  p e r s o n s  a im s t o  em brace p e r s o n s  who 
a r e  n o t  r e l a t e d  a s  p r i n c i p a l  and a g e n t  b u t  who, b e c a u se  o f  t h e i r  
p e r s o n a l  o r  econom ic r e l a t i o n s h i p ,  can  r e a s o n a b ly  be  assum ed t o  
have  s i m i l a r  econom ic i n t e r e s t s .  F o r  exam ple , two com pan ies  owned 
by t h e  same s h a r e h o l d e r s  may n o t  be  r e l a t e d  a s  p r i n c i p a l  and 
nom inee b u t  w i l l  n e v e r t h e l e s s  have  s u b s t a n t i a l l y  s i m i l a r  i f  n o t  
i d e n t i c a l  econom ic i n t e r e s t s .  They s h o u ld  t h e r e f o r e  be  t r e a t e d  
a s  a s s o c i a t e d  p e r s o n s .

2 .7 .2  In  t h e  c o n te x t  o f  t h e  BE re g im e ,  we p ro p o se  t h a t  
i n t e r e s t s  i n  f o r e i g n  com panies  h e ld  by a s s o c i a t e d  p e r s o n s  be 
a g g r e g a t e d  f o r  t h e  p u rp o s e s  o f  t h e  c o n t r o l  t e s t ,  b u t  n o t  f o r  t h e  
p u r p o s e s  o f  income a t t r i b u t i o n .  The income a t t r i b u t e d  t o  any 
p e r s o n  would depend  o n ly  on t h e  i n t e r e s t s  t h a t  t h e  p e r s o n  h o ld s  
d i r e c t l y ,  t h ro u g h  nom inees , o r  th ro u g h  o t h e r  c o n t r o l l e d  f o r e i g n  
c o m p a n ie s .  ( I n t e r e s t s  h e ld  by t h e  nom inees o f  a p e r s o n  s h o u ld  be 
a g g r e g a t e d  w i th  t h a t  p e r s o n ' s  own d i r e c t  and i n d i r e c t  i n t e r e s t s  
f o r  t h e  p u r p o s e s  o f  d e te r m in in g  b o th  t h e  c o n t r o l  and income 
i n t e r e s t s  o f  t h e  p e r s o n . )

2 .7 .3  The p r e s e n t  A ct c o n t a i n s  a g e n e r a l  d e f i n i t i o n  o f  
a s s o c i a t e d  p e r s o n s  i n  s e c t i o n  8. I n  b r i e f ,  t h i s  s e c t i o n  d e f i n e s  
a s s o c i a t e d  p e r s o n s  a s  any two com panies  w hich  c o n s i s t  o f  
s u b s t a n t i a l l y  t h e  same s h a r e h o l d e r s  o r  t h a t  a r e  u n d e r  t h e  c o n t r o l  
o f  t h e  same p e r s o n s ;  a p e r s o n  and a company w here  t h a t  p e r s o n  
owns 25 p e r c e n t  o r  more o f  t h e  s h a r e s  i n  t h e  company; two p e r s o n s  
who a r e  r e l a t i v e s ;  and a p e r s o n  and a p a r t n e r s h i p  w here  t h a t
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p e rs o n  i s  a s s o c i a t e d  w ith  a p a r t n e r .  T h is  d e f i n i t i o n  i s  n o t  
a p p r o p r i a te  f o r  th e  p u rp o s e s  o f  th e  BE re g im e . F i r s t ,  t h e  
r e l a t i o n s h i p  b e tw een  two com pan ies o r  a n o th e r  p e rs o n  and a 
company n e ed s  t o  be  e x te n d e d  and d e f in e d  in  te rm s  o f  t h e  r i g h t s  
and pow ers t o  be  ta k e n  i n t o  a c c o u n t in  d e te rm in in g  c o n t r o l  and  
incom e i n t e r e s t s  u n d e r  th e  BE re g im e . S e c o n d ly , th e  25 p e r c e n t  
o w n e rsh ip  t h r e s h o ld  s h o u ld  be r a i s e d  t o  50 p e r c e n t  f o r  
c o n s i s te n c y  w ith  th e  c o n t r o l  t h r e s h o ld  u n d e r  t h e  BE re g im e . 
T h i r d ly ,  th e  te rm  r e l a t i v e  means p e r s o n s  c o n n e c te d  w i th in  t h e  
f o u r th  d e g re e  o f  r e l a t i o n s h i p  (su ch  a s  f i r s t  c o u s i n s ) . T h is  i s  
to o  b ro a d  f o r  t h e  p u rp o se s  o f  th e  BE re g im e . F o u r th ly ,  th e  
p r e s e n t  d e f i n i t i o n  do es n o t  in c lu d e  t r u s t  r e l a t i o n s h i p s .

2 . 7 . 4  A c c o rd in g ly , we p ro p o se  t h a t ,  i n  r e l a t i o n  t o  th e  BE 
reg im e  o n ly , th e  te rm  a s s o c i a t e d  p e r s o n s  mean:

a any 2 co m p an ies:

i  w hich  c o n s i s t  s u b s t a n t i a l l y  o f  t h e  same 
s h a r e h o ld e r s ,  a s  p r e s e n t l y  d e f in e d  in  
s e c t i o n  7 ; o r

i i  w hich a r e  u n d e r  th e  c o n t r o l  o f  th e  same 
p e rs o n  o r  p e r s o n s ,  a s  p r e s e n t l y  d e f in e d  
in  s e c t i o n  7 ; o r

i i i  w here any g ro u p  o f  p e r s o n s  h o ld s  incom e 
i n t e r e s t s  in  e a c h  company t o t a l l i n g  in  
a g g re g a te  50 p e r c e n t  o r  m ore;

b any p e rs o n  and a company i f  t h a t  p e rs o n  h o ld s  an 
incom e i n t e r e s t  o f  50 p e r c e n t  o r  m ore in  t h a t  
company;

c two p e r s o n s  who a r e  r e l a t i v e s  i f  th e y  a r e  
c o n n e c te d  w i th in  t h e  se co n d  d e g re e  o f  
r e l a t i o n s h i p ;
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d a p a r t n e r s h i p  and any p e r s o n ,  w here t h a t  p e rs o n  
i s  a p a r t n e r  o f  th e  p a r t n e r s h i p ;

e a p a r t n e r s h i p  and any p e r s o n ,  w here t h a t  p e rs o n  
and any p a r t n e r  a r e  a s s o c i a t e d  p e r s o n s ;

f  a t r u s t e e  o f  a t r u s t  and any p e rs o n  w here t h a t  
p e rs o n  (o r  any p e rs o n  a s s o c i a t e d  w ith  t h a t  
p e rs o n )  h a s  d e r iv e d  a b e n e f i t  from  t h a t  t r u s t  
o r ,  b e in g  a p e rs o n  a s s o c i a t e d  w ith  th e  s e t t l o r  
o f  t h e  t r u s t ,  c o u ld  d e r iv e  a b e n e f i t  from  i t  
( e x c e p t  w here th e  t r u s t  i s  f o r  th e  b e n e f i t  o f  
em ployees o n ly  and th e  p e r s o n ,  o r  an a s s o c i a t e d  
p e r s o n ,  d o es  n o t  manage o r  c o n t r o l  th e  a f f a i r s  
o f  t h e  t r u s t ) ; and

g a t r u s t e e  o f  a t r u s t  and any p e rs o n  w here t h a t  
p e rs o n  (o r  a p e rs o n  a s s o c i a t e d  w ith  t h a t  
p e rs o n  i s  a s e t t l o r  o f  t h a t  t r u s t  (e x c e p t  w here 
su ch  an a s s o c i a t i o n  e x i s t s  a s  a r e s u l t  o f  an 
em p loyer s e t t l i n g  a t r u s t ,  su c h  a s  a 
s u p e ra n n u a t io n  fu n d , f o r  th e  b e n e f i t  o f  
em ployees o n ly  and th e  em p lo y er o r  any 
a s s o c i a t e d  p e rs o n  d o es  n o t  manage o r  c o n t r o l  th e  
a f f a i r s  o f  th e  t r u s t ) .

2 .7 .5  In  a d d i t i o n ,  two p e rs o n s  who h a b i t u a l l y  a c t  in  c o n c e r t  
w ith  r e s p e c t  t o  th e  h o ld in g  o r  e x e r c i s in g  o f  i n t e r e s t s  in  f o r e ig n  
co m p an ies  s h o u ld  be deemed to  be a s s o c i a t e d  p e r s o n s  w ith  r e s p e c t  
t o  t h o s e  i n t e r e s t s .
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Recommendations

2 .7 .6  A c co r d in g ly , th e  Committee recommends t h a t ,  in  r e la t io n  
t o  th e  BE regim e o n ly , th e  term  a s s o c ia t e d  p e r so n s  mean:

a any 2 com panies:

i  w hich c o n s i s t  s u b s t a n t ia l ly  o f  th e  same 
sh a r e h o ld e r s , a s  p r e s e n t ly  d e f in e d  in  
s e c t io n  7; or

i i  w hich are  under th e  c o n tr o l  o f  th e  same 
p erso n  or  p e r so n s , a s  d e f in e d  in  
s e c t io n  7; or

i i i  where any group o f  p e r so n s  h o ld s  income 
i n t e r e s t s  in  each  company t o t a l l i n g  in  
a g g r eg a te  50 p e r c e n t o r  more;

b any p erson  and a company i f  t h a t  p erson  h o ld s  an 
income i n t e r e s t  o f  50 p e r c e n t  o r  more in  th a t  
company;

c  two p e r so n s  who a re  r e l a t i v e s  i f  th e y  are  
co n n ected  w ith in  th e  secon d  d e g r e e  o f  
r e la t io n s h ip ;

d a p a r tn e r sh ip  and any p e r so n , w here t h a t  p erson  
i s  a p a r tn e r  o f  th e  p a r tn e r s h ip ;

e  a p a r tn e r sh ip  and any p e r so n , where th a t  p erson  
and any p a r tn e r  a re  a s s o c ia t e d  p e r so n s;

f  a t r u s t e e  o f  a t r u s t  and any p e rso n  where t h a t  
p erson  (o r  any p erson  a s s o c ia t e d  w ith  th a t  
p erson ) h as d e r iv e d  a b e n e f i t  from th a t  t r u s t
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o r ,  b e in g  a person  a s s o c i a t e d  w ith  t h e  s e t t l o r  
o f  th e  t r u s t ,  cou ld  d e r iv e  a b e n e f i t  from i t  
(e x c e p t  where th e  t r u s t  i s  f o r  t h e  b e n e f i t  o f  
em ployees o n ly  and t h e  p e r so n , o r  an a s s o c ia t e d  
p e r so n , d oes  n o t  manage or  c o n t r o l  t h e  a f f a i r s  
o f  t h e  t r u s t ) ;

g a t r u s t e e  o f  a t r u s t  and any p erso n  where t h a t  
p erson  (or  a person  a s s o c i a t e d  w ith  t h a t  
person) i s  a s e t t l o r  o f  t h a t  t r u s t  (e x c e p t  where 
such an a s s o c i a t i o n  e x i s t s  a s  a r e s u l t  o f  an 
em ployer s e t t l i n g  a t r u s t ,  such a s  a 
su p eran nu ation  fund, f o r  th e  b e n e f i t  o f  
em ployees o n ly  and t h e  em ployer o r  any 
a s s o c i a t e d  p erson  d oes n o t  manage o r  c o n t r o l  t h e  
a f f a i r s  o f  th e  t r u s t ) ; and

i  two p e r so n s  who h a b i t u a l ly  a c t  in  c o n c e r t  w ith  
r e s p e c t  t o  th e  h o ld in g  o r  e x e r c i s i n g  o f  
i n t e r e s t s  in  f o r e ig n  com panies, w ith  r e s p e c t  t o  
t h o s e  i n t e r e s t s .
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CHAPTER 3 – BRANCH-EQUIVALENT REGIME PART 2: DETERMINATION OF 
CONTROL AND INCOME INTERESTS

3 .1  I n tr o d u c t io n

3 .1 .1  The BE reg im e  w i l l  a p p ly  when f i v e  o r  few er  r e s i d e n t s  
c o n t r o l  50 p e r c e n t  o r  more o f  t h e  r i g h t s  o r  pow ers o f  o w n e rsh ip  
w hich when a g g r e g a te d  s u f f i c i e n t l y  e n a b le  t h o s e  r e s i d e n t s  to  
c o n t r o l  a company. A p e r s o n ' s  p r o p o r t i o n a t e  s h a r e  o f  t h e  t o t a l  o f  
such  r i g h t s  o r  pow ers w i l l  be  r e f e r r e d  t o  a s  h i s  o r  h e r  " c o n t r o l  
i n t e r e s t "  f o r  t h e  p u rp o s e s  o f  t h e  c o n t r o l  t e s t  and h i s  o r  h e r  
"incom e i n t e r e s t "  f o r  t h e  p u r p o s e s  o f  income a t t r i b u t i o n .  
Depending on w h e th e r  i n t e r e s t s  a r e  h e ld  d i r e c t l y  o r  i n d i r e c t l y  
th ro u g h  com panies  o r  a s s o c i a t e d  p e r s o n s ,  a p e r s o n ' s  c o n t r o l  
i n t e r e s t  may be  d i f f e r e n t  from h i s  o r  h e r  income i n t e r e s t .

3 .1 .2  The o b j e c t i v e  o f  t h i s  c h a p t e r  i s  t o  s e t  o u t  t h e  
C o m m it te e 's  recom m endations  on t h e  d e t e r m i n a t i o n  o f  c o n t r o l  and 
income i n t e r e s t s .  T hese  m a t t e r s  a r e  d e a l t  w i th  i n  s e c t i o n s  245B 
t o  245G o f  t h e  accom panying  d r a f t  l e g i s l a t i o n .

3 .2  D e f i n i t i o n  o f  I n t e r e s t s  In  a Company

3 .2 .1  The a t t r i b u t e s  o f  a company w hich  a r e  c r i t i c a l  f o r  th e  
p u rp o s e s  o f  c a l c u l a t i n g  c o n t r o l  and  income i n t e r e s t s  a r e  t h e  
r i g h t s  o r  pow ers w hich  g iv e  t h e  h o l d e r s  t h e  a b i l i t y  t o  r e c e i v e  o r  
c o n t r o l  t h e  d i s p o s i t i o n  o f  t h e  com pany 's  incom e o r  c a p i t a l .  In  
g e n e r a l ,  t h e s e  r i g h t s  o r  pow ers  a t t a c h  t o  s h a r e s  and a r e  h e ld  by 
t h e  s h a r e h o l d e r s  o f  t h e  company. D i f f e r e n t  c l a s s e s  o f  s h a r e s  may, 
how ever, h av e  a w ide  v a r i e t y  o f  r i g h t s  a t t a c h e d  t o  them  so  t h a t  i t  
i s  n o t  s u f f i c i e n t  t o  fo c u s  on t h e  p e r c e n ta g e  o f  t h e  s h a r e s  h e ld  
by a p e r s o n .  Thus, c o n t r o l  and  incom e i n t e r e s t s  i n  a f o r e i g n
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company need  t o  be  d e f i n e d  i n  te rm s  o f :

a p a id - u p  c a p i t a l ;

b nom ina l c a p i t a l ;

c  r i g h t s  t o  v o t e  o r  p a r t i c i p a t e  i n  any  d e c i s i o n -  
m aking c o n c e rn in g  d i s t r i b u t i o n s ,  t h e  
c o n s t i t u t i o n  o f  t h e  company o r  v a r i a t i o n s  i n  
i t s  c a p i t a l  ( e . g .  t h e  i s s u i n g ,  r e d e m p t io n ,  
a c q u i s i t i o n  o r  c a n c e l l a t i o n  o f  any  s h a r e s ) ;

d income o f  t h e  company w hich  t h e  p e r s o n  would be 
b e n e f i c i a l l y  e n t i t l e d  t o  r e c e i v e  o r  t o  have  
d e a l t  w i th  i n  h i s  o r  h e r  i n t e r e s t  o r  b e h a l f  i f  i t  
w ere  d i s t r i b u t e d ;  and

e n e t  a s s e t s  o f  t h e  company (o r  t h e  p r o c e e d s  from 
t h e  r e a l i s a t i o n  t h e r e o f )  w hich  t h e  p e r s o n  would 
be  b e n e f i c i a l l y  e n t i t l e d  t o  r e c e i v e  o r  t o  have  
d e a l t  w i th  i n  h i s  o r  h e r  i n t e r e s t  o r  b e h a l f  i f  
t h e y  w ere d i s t r i b u t e d .

3 . 2 . 2  The o w n e rsh ip  o f  o r  an e n t i t l e m e n t  t o  a c q u i r e  any one o f  
t h e s e  t h i n g s  i n  r e l a t i o n  t o  a f o r e i g n  company w i l l  be  r e f e r r e d  t o  
a s  an  " i n t e r e s t "  i n  t h e  company. T hus, t h e  l i s t  above  s p e c i f i e s  
f i v e  c a t e g o r i e s  o f  i n t e r e s t .  A f o r e i g n  company s h o u ld  be  deemed 
t o  be  a c o n t r o l l e d  f o r e i g n  company (CFC) when f i v e  o r  few er  
r e s i d e n t s ,  d i r e c t l y  o r  i n d i r e c t l y ,  own o r  a r e  e n t i t l e d  t o  a c q u i r e  
50 p e r c e n t  o r  more o f  any c a t e g o r y  o f  i n t e r e s t .  The m eaning  o f  
" d i r e c t l y  o r  i n d i r e c t l y "  i s  o u t l i n e d  i n  t h e  n e x t  s e c t i o n .  F o r  
e x am p le ,  i f  f i v e  o r  few er  r e s i d e n t s  own 50 p e r c e n t  o f  t h e  v o t i n g  
r i g h t s  i n  r e l a t i o n  t o  t h e  d i s t r i b u t i o n s  o f  a f o r e i g n  company, i t  
s h o u ld  be  a CFC.

3 . 2 . 3  The income a t t r i b u t e d  t o  any r e s i d e n t  h a v in g  an i n t e r e s t
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in  a  CFC w i l l ,  how ever, depend  on t h a t  p e r s o n 's  incom e i n t e r e s t  
in  t h e  CFC. The d e f i n i t i o n  o f  an  incom e i n t e r e s t  i s  e x p la in e d  
f u r t h e r  in  s e c t i o n  3 .5 .

3 .2 .4  In  d e te rm in in g  how v o t in g  r i g h t s  a r e  h e ld ,  t h o s e  o f  
d i r e c t o r s  t o  d e c id e  d i s t r i b u t i o n s ,  su ch  a s  in te r im  d iv id e n d s ,  
s h o u ld  be  e x c lu d e d . T hese  a r e  e x e r c i s e d  by d i r e c t o r s  a c t i n g  in  
t h e i r  c a p a c i ty  a s  d i r e c t o r s  u n d e r  an  a u t h o r i t y  d e le g a te d  by 
s h a r e h o ld e r s  in  te rm s  o f  th e  a r t i c l e s  o f  t h e  company.

3 .2 .5  The c a l c u l a t i o n  o f  an  i n t e r e s t  u n d e r  c a te g o ry  d w ould 
r e q u i r e  ta x p a y e r s  t o  d e c id e  how th e  incom e o f  a company w ould be 
a l l o c a t e d  i f  i t  w ere  d i s t r i b u t e d  a s  a d iv id e n d  on a p a r t i c u l a r  
d ay . C e r ta in  s h a r e s ,  su ch  a s  p r e f e r e n c e  s h a r e s ,  may be  e n t i t l e d  
o n ly  t o  a f ix e d  r a t e  o f  d iv id e n d  p a y a b le  on s p e c i f i e d  d a y s  d u r in g  
th e  y e a r .  To accom m odate t h e s e  ty p e s  o f  s h a r e ,  c a te g o r y  d 
i n t e r e s t s  need  t o  be  m easu red  on th e  b a s i s  t h a t  a l l  o f  th e  
f o r e ig n  co m p an y 's  incom e f o r  th e  a c c o u n tin g  y e a r  i s  d i s t r i b u t e d  
a s  a d iv id e n d  on th e  l a s t  day  o f  th e  a c c o u n tin g  y e a r  and  a l l  
i n t e r e s t s  h e ld  on a m easurem ent day  a r e  t r e a t e d  a s  i f  th e y  w ere  
h e ld  on th e  l a s t  day  o f  th e  a c c o u n tin g  y e a r .

3 .2 .6  In  some c i r c u m s ta n c e s ,  t h e  p e rc e n ta g e  o f  th e  incom e o r  
th e  n e t  a s s e t s  o f  a company t h a t  a p e rs o n  c o u ld  a c q u i r e  may 
d i f f e r  from  th e  p e rc e n ta g e  o f  i t s  p a id  up c a p i t a l ,  n o m in a l 
c a p i t a l  o r  v o te s  t h a t  he  o r  sh e  may h o ld .  F o r exam p le , m in o r i ty  
s h a r e h o ld e r s  o f  p r i v a t e  com pan ies may h av e  no r i g h t s ,  o r  th e  
pow ers g iv e n  t o  a m a jo r i ty  s h a r e h o ld e r ,  d i r e c t o r s  o r  m anagers  may 
be su ch  t h a t  t h e  s h a r e h o ld e r s  who c o n t r o l  t h e  company c o u ld  c a u se  
t o  be  d i s t r i b u t e d  t o  them  o r  f o r  t h e i r  b e n e f i t  a d i s p r o p o r t i o n a t e  
s h a r e  o f  th e  incom e o r  a s s e t s  o f  a com pany. In  c a s e s  su c h  a s  
t h i s ,  t h e  incom e i n t e r e s t  o f  a p e rs o n  o r  g ro u p  h o ld in g  a c o n t r o l  
i n t e r e s t  o f  m ore th a n  50 p e r c e n t  sh o u ld  be  ta k e n  a s  100 p e r c e n t .
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Recommendation

3 . 2 . 7  A c c o r d in g ly ,  th e  Committee recommends t h a t  r e s i d e n t s '  
c o n t r o l  and income i n t e r e s t s  in  f o r e ig n  com panies be  d e f in e d  in  
term s o f :

i  p a id -u p  c a p i t a l ;

i i  nominal c a p i t a l ;

i i i  r i g h t s  t o  v o t e  o r  p a r t i c i p a t e  in  any  
d e c is io n -m a k in g  con cern in g  
d i s t r i b u t i o n s ,  t h e  c o n s t i t u t i o n  o f  th e  
company or  v a r i a t i o n s  in  i t s  c a p i t a l  
( e . g .  by th e  i s s u i n g ,  redem ption ,  
a c q u i s i t i o n  or  c a n c e l l a t i o n  o f  any 
s h a r e s ) ;

i v  income o f  th e  company which t h e  p erson  
would be b e n e f i c i a l l y  e n t i t l e d  t o  r e c e i v e  
or t o  have d e a l t  w ith  in  h i s  or  h er  
i n t e r e s t  or  b e h a l f  i f  i t  were  
d i s t r i b u t e d ; and

v  n e t  a s s e t s  o f  t h e  company (o r  th e  
p ro ceed s  from t h e  r e a l i s a t i o n  t h e r e o f )  
which th e  p erson  would be b e n e f i c i a l l y  
e n t i t l e d  t o  r e c e i v e  or  t o  have d e a l t  
w ith  in  h i s  or  h e r  i n t e r e s t  or  b e h a l f  i f  
th e y  were d i s t r i b u t e d .
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3 .3  Frequency o f  Measurement o f  I n t e r e s t s

3 .3 .1  The o b j e c t i v e  o f  t h e  BE reg im e  i s  t o  t a x  r e s i d e n t s  on 
th e  incom e o f  c e r t a i n  CFCs t h a t  re m a in s  u n d i s t r i b u t e d  from  one 
y e a r  t o  th e  n e x t .  T hus, th e  re g im e  n eed s  t o  d e te rm in e  w hich 
r e s i d e n t s  h o ld  i n t e r e s t s  in  a  CFC from  one y e a r  t o  t h e  n e x t .  T h is  
r e q u i r e s  th e  d e te r m in a t io n  o f  t h e  i n t e r e s t s  h e ld  by r e s i d e n t s  a t  
l e a s t  once  a y e a r .  T h ere  a r e ,  how ever, s e v e r a l  p ro b le m s w ith  a 
s i n g l e  a n n u a l m easurem ent o f  i n t e r e s t s .  F i r s t ,  t h e r e  w ould 
o b v io u s ly  be an i n c e n t iv e  f o r  r e s i d e n t s  t o  a v o id  h o ld in g  
i n t e r e s t s  on t h a t  p a r t i c u l a r  d a y . To c o u n te r  t h i s  i n c e n t i v e ,  
r u l e s  w ould  be  r e q u i r e d  t o  c a t c h  "bed and b r e a k f a s t "  t r a n s a c t i o n s  
w hereby i n t e r e s t s  w ere  d is p o s e d  o f  p r i o r  t o  th e  m easu rem en t day 
and r e a c q u i r e d  a f t e r  t h a t  d a y . Where a r i g h t  o f  r e p u rc h a s e  
e x i s t e d ,  th e  d i s p o s a l  w ould n o t  be  e f f e c t i v e  s in c e  th e  
m easu rem en t o f  a c o n t r o l  i n t e r e s t  w i l l  r e q u i r e  ta x p a y e r s  to  ta k e  
i n t o  a c c o u n t i n t e r e s t s  t h a t  th e y  a r e  e n t i t l e d  t o  a c q u i r e .  In  
a d d i t i o n ,  a p r o v i s io n  w ould be  n eed ed  t o  c o u n te r a c t  te m p o ra ry  
ch an g e s  in  th e  a g g re g a te  i n t e r e s t s  o f  a CFC in  any c a te g o ry  o f  
i n t e r e s t  ( e .g .  by th e  i s s u e  and  c a n c e l l a t i o n  o f  s h a r e s  a round  th e  
m easu rem en t d a y ) . Both o f  t h e s e  ty p e s  o f  r u l e  w ould be  needed  i f  
m easu rem en t o f  i n t e r e s t s  t a k e s  p la c e  on o n ly  a num ber o f  
s p e c i f i e d  d a y s  d u r in g  th e  y e a r .  A s i n g l e  m easu rem en t day  w ould, 
how ever, p u t  m ore p r e s s u r e  on t h e  r u l e s  th a n  more f r e q u e n t  
m easu rem en t.

3 .3 .2  S e c o n d ly , a s i n g l e  m easu rem en t day  w ould e n a b le  
t a x p a y e r s  in  some c a s e s  t o  a v o id  th e  reg im e  by h o ld in g  com pan ies 
f o r  t h e  i n t e r v a l  b e tw een  m easu rem en t d ay s  -  t h a t  i s ,  up t o  364 
d ay s  b u t  n o t  t h e  m easu rem en t d a y . Income c o u ld  th u s  be  
a c c u m u la te d  in  a CFC w hich  m ig h t th e n  be s o ld  t o  a n o n - r e s id e n t  
p r i o r  t o  th e  m easurem ent day  f o r  a  g a in  t h a t  r e f l e c t e d  th e  
a c c u m u la te d  incom e. The lo n g e r  t h e  p e r io d  b e tw een  m easurem ent 
d a y s , t h e  g r e a t e r  th e  sco p e  f o r  su ch  a c t i v i t y .  T h i r d ly ,  a  s i n g l e  
m easu rem en t day  may be u n f a i r  on ta x p a y e r s  who h o ld  i n t e r e s t s  f o r
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s h o r t  p e r io d s  t h a t  in c lu d e d  th e  m easu rem en t d a y , s i n c e  t h e i r  
p r o p o r t i o n a t e  s h a r e  o f  th e  incom e o f  th e  CFC f o r  th e  w hole o f  th e  
y e a r  w ould  be  a t t r i b u t e d  t o  them . In  p r i n c i p l e ,  t h e  a n t i c i p a t e d  
t a x  l i a b i l i t y  c o u ld  be ta k e n  i n t o  a c c o u n t in  th e  p u rc h a s e  p r i c e  
o f  t h e  i n t e r e s t .

3 .3 .3  A t th e  o th e r  e x tre m e , m easurem ent o f  i n t e r e s t s  c o u ld  be 
r e q u i r e d  on e ac h  day  o f  th e  f o r e ig n  co m p an y 's  a c c o u n tin g  y e a r .  
T h is  w as th e  a p p ro a c h  we fa v o u re d  in  o u r  e a r l i e r  r e p o r t  and  i s  
th e  m ethod  a d o p te d  in  th e  U n ite d  S t a t e s  and C an ad ian  CFC re g im e s  
f o r  t h e  p u rp o s e s  o f  d e te rm in in g  c o n t r o l .  The m a jo r  d is a d v a n ta g e  
o f  t h i s  o p t io n  i s  th e  c o m p lian c e  c o s t  in v o lv e d .  In  p r a c t i c e ,  
r e s i d e n t s  w ould n o t  need  t o  com pute i n t e r e s t s  d a i l y ,  b u t  th e y  
w ould n eed  t o  do so  f o r  e ac h  day  on w hich  t h e r e  was a change  in  
t h e i r  own i n t e r e s t s ,  th o s e  o f  a s s o c i a t e d  p e r s o n s  o r  i n  i n d i r e c t  
i n t e r e s t s  h e ld  th ro u g h  CFCs and f o r  e ach  day  on w hich  t h e r e  was 
a c h an g e  in  th e  a g g re g a te  o f  any  c a te g o ry  o f  i n t e r e s t  i n  th e  
r e l e v a n t  f o r e ig n  company. The c o m p lian c e  c o s t s  c o u ld  th u s  be 
o n e ro u s  w here  t a x p a y e r s  had  com plex h o ld in g s  o f  i n t e r e s t s  and 
w here  t h e  a g g re g a te  i n t e r e s t s  in  th e  f o r e ig n  company changed  
r e l a t i v e l y  f r e q u e n t ly ,  su ch  a s  may be th e  c a s e  f o r  l i s t e d  
co m p an ie s  (w h ich , f o r  exam ple , may r e g u l a r l y  i s s u e  s h a r e s  t o  
f i n a n c e  a c q u i s i t i o n s ) . W hile  t h e  c o m p lian c e  b u rd e n  o f  t h i s  
a p p ro a c h  t o  m ea su rin g  c o n t r o l  i n t e r e s t s  may be  a c c e p ta b le  u n d e r  
th e  U n ite d  S t a t e s  and C anad ian  re g im e s , w hich  a r e  d i r e c t e d  
m a in ly  a t  " p a s s iv e "  in v e s tm e n t  incom e, th e y  c o u ld  be e x c e s s iv e  
u n d e r  t h e  New Z ea la n d  reg im e  w hich  i s  t a r g e t e d  more w id e ly .

3 .3 .4  The c h o ic e  o f  th e  i n t e r v a l  b e tw een  th e  m easu rem en t o f  
i n t e r e s t s  n e ed s  t o  w eigh up th e  c o m p lian c e  c o s t s  o f  m ore f r e q u e n t  
m easu rem en t on th e  one hand an d , on th e  o t h e r  h an d , th e  p o s s ib l e  
r e d u c t io n  in  th e  e f f e c t i v e n e s s  and f a i r n e s s  o f  t h e  reg im e  i f  
m easu rem en t i s  r e l a t i v e l y  i n f r e q u e n t .  The C om m ittee f a v o u r s  a 
com prom ise o f  r e q u i r i n g  m easu rem en t f o u r  t im e s  a y e a r  a t  t h e  end 
o f  e a c h  c a le n d a r  q u a r t e r .  A r e s i d e n t  h a v in g  a  c o n t r o l  o r  an 
incom e i n t e r e s t  on a  m easurem ent day  w ould th e n  be  deemed t o  have
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h e l d  t h e  i n t e r e s t  on e v e ry  d a y  o f  t h e  p r e v i o u s  q u a r t e r .  I f  no 
i n t e r e s t  w ere  h e l d  on a m easu rem en t d a y ,  t h e  r e s i d e n t  w ould  be 
deemed n o t  t o  h a v e  h e ld  a c o n t r o l  o r  incom e i n t e r e s t  a t  any  t im e  
d u r in g  t h a t  p r e v i o u s  q u a r t e r .

3 . 3 . 5  As n o te d  above , a t r a d e  o f f  f o r  l e s s  t h a n  d a i l y  
m easu rem en t i s  t h e  n e c e s s i t y  t o  have  p r o v i s i o n s  t o  c o u n t e r a c t  bed 
and b r e a k f a s t  t r a n s a c t i o n s  and  te m p o ra ry  ch an g e s  i n  t h e  a g g r e g a t e  
i n t e r e s t s  i n  a f o r e i g n  company. I n  e s s e n c e ,  t h e  bed  and b r e a k f a s t  
p r o v i s i o n  would deem a p e r s o n  who had  d i s p o s e d  o f  an  i n t e r e s t  
i n  a  CFC b e f o r e  a m easurem ent day  w h ich  had  t h e  e f f e c t  o f  
r e d u c in g  h i s  o r  h e r  a t t r i b u t e d  income n o t  t o  h av e  d i s p o s e d  o f  i t  
t o  t h e  e x t e n t  t h a t  an i n t e r e s t  i n  t h e  CFC was a c q u i r e d  w i t h i n  a 
c e r t a i n  p e r i o d ,  w hich  we p ro p o s e  be  183 d a y s ,  a f t e r  t h e  d a t e  o f  
t h e  d i s p o s a l .  A p a r a l l e l  r u l e  would a p p ly  w here  a p e r s o n  
t e m p o r a r i l y  i n c r e a s e d  an i n t e r e s t  b e f o r e  a m easu rem en t day  w hich  
had  t h e  e f f e c t  o f  i n c r e a s i n g  an a t t r i b u t e d  l o s s .

3 . 3 . 6  A p e r s o n ' s  a t t r i b u t e d  income w i l l  depend , f i r s t ,  on 
w h e th e r  a f o r e i g n  company in  w hich  he  o r  sh e  h o l d s  an  i n t e r e s t  i s  
a CFC an d , s e c o n d ly ,  on h i s  o r  h e r  incom e i n t e r e s t s  i n  t h e  f o r e i g n  
company i f  i t  i s  a CFC. As d i s c u s s e d  f u r t h e r  be low , w h e th e r  a 
f o r e i g n  company i s  a CFC w i l l  depend  on t h e  i n t e r e s t s  h e l d  by 
r e s i d e n t s ,  t h e i r  a s s o c i a t e d  p e r s o n s  and  CFCs in  w h ich  t h e y  have  
a d i r e c t  o r  i n d i r e c t  i n t e r e s t .  T hus, a  d i s p o s a l  and  a c q u i s i t i o n  
a ro u n d  a m easurem ent day  by any  o f  t h e s e  p a r t i e s  w i l l  a f f e c t  t h e  
c o n t r o l  i n t e r e s t  o f  t h e  p e r s o n .  T h is  means t h a t  i t  i s  n e c e s s a r y  
t o  draw  t h e  bed  and b r e a k f a s t  p r o v i s i o n  w id e ly ,  so  t h a t  i t  
a p p l i e s  n o t  j u s t  w here one p e r s o n  r e d u c e s  and s u b s e q u e n t ly  
i n c r e a s e s  an i n t e r e s t  i n  a f o r e i g n  company, b u t  a l s o  w here  such  a 
r e d u c t i o n  o c c u r s  and any o t h e r  p a r t y  c o n n e c te d  w i th  t h e  p e r s o n  
whose i n t e r e s t s  a f f e c t  t h a t  p e r s o n ' s  c o n t r o l  i n t e r e s t  
s u b s e q u e n t ly  a c q u i r e s  an i n t e r e s t .  The p r o v i s i o n  s h o u ld  n o t ,  
how ever, a p p ly  w here  a d i s p o s a l  o r  a c q u i s i t i o n  i s  made by one 
p e r s o n  and an  o p p o s i t e  t r a n s a c t i o n  i s  made by a n o t h e r  p e r s o n  
whose c o n t r o l  i n t e r e s t s  do n o t  a f f e c t  t h e  o t h e r ' s  c o n t r o l
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i n t e r e s t s .

3 . 3 .7  The r u l e  t o  r e v e r s e  t h e  e f f e c t  o f  te m p o ra ry  c h a n g e s  i n  
t h e  a g g r e g a t e  i n t e r e s t s  i n  a CFC would deem t h e  change  n o t  t o  
have  o c c u r r e d  t o  t h e  e x t e n t  t o  w hich  i t  i s  r e v e r s e d  w i t h i n  a 
c e r t a i n  p e r i o d ,  w hich  we p ro p o s e  be  365 d a y s .  Where t h e  
p r o v i s i o n  a p p l i e s ,  i t  would r e q u i r e  r e s i d e n t s  t o  d e te r m in e  t h e i r  
i n t e r e s t s  on e ac h  m easurem ent day  i n  t h e  p e r i o d  on t h e  b a s i s  o f  
t h e  deemed a g g r e g a t e  i n t e r e s t s .

3 . 3 .8  The e f f e c t  o f  t h e s e  r u l e s  i s  t o  ig n o r e  f o r  i n t e r e s t  
m easu rem en t p u r p o s e s  ch an g e s  i n  i n t e r e s t s  i n  f o r e i g n  com pan ies  
w hich  h a v e  t h e  e f f e c t  o f  d e f e a t i n g  t h e  i n t e n t  and a p p l i c a t i o n  o f  
t h e  BE re g im e .  A re m a in in g  p ro b lem  i s  t h e  a c q u i s i t i o n  and  
d i s p o s a l  o f  i n t e r e s t s  w i t h i n  a p e r i o d  be tw een  s u c c e s s i v e  
m easu rem en t d a y s .  T h is  would have  t h e  e f f e c t  o f  c o n v e r t i n g  what 
would b e  income u n d e r  t h e  BE reg im e  t o  a g a i n .  The p r i n c i p a l  
p r o v i s i o n  d e a l i n g  w i th  t h e  t a x a t i o n  o f  su ch  g a in s  i s  s e c t i o n  
65(2)( e ) .  T h is  t a x e s  g a in s  on t h e  d i s p o s a l  o f  p e r s o n a l  p r o p e r t y  
(w hich  i n c l u d e s  s h a r e s ) :

" i f  t h e  b u s i n e s s  o f  t h e  t a x p a y e r  c o m p r is e s  d e a l i n g  i n  
su c h  p r o p e r t y ,  o r  i f  t h e  p r o p e r t y  was a c q u i r e d  f o r  t h e  
p u r p o s e s  o f  s e l l i n g  o r  o th e r w i s e  d i s p o s i n g  o f  i t ,  and 
a l l  p r o f i t s  o r  g a in s  d e r i v e d  from t h e  c a r r y i n g  on o r  
c a r r y i n g  o u t  o f  any u n d e r t a k in g  o r  scheme e n t e r e d  i n t o  
o r  d e v is e d  f o r  t h e  p u rp o s e  o f  m aking a p r o f i t " .

3 .3 .9  I n  p r a c t i c e ,  t h i s  s e c t i o n  h a s  p ro v e d  d i f f i c u l t  t o  
a d m i n i s t e r  b e c a u s e ,  f o r  exam ple , o f  t h e  need  f o r  t h e  D epartm en t 
t o  e s t a b l i s h  t h e  t a x p a y e r ' s  p u rp o s e  o f  a c q u i r i n g  p r o p e r t y  a t  t h e  
t im e  o f  i t s  a c q u i s i t i o n .  In  a d d i t i o n ,  t h e  s e c t i o n  c a n n o t  be 
s u c c e s s f u l l y  a d m i n i s t e r e d  w i th o u t  s u f f i c i e n t  d i s c l o s u r e  by 
t a x p a y e r s .  W ith a d e q u a te  d i s c l o s u r e ,  how ever, we c o n s i d e r  t h a t  
t h i s  p r o v i s i o n  w i l l  be  more e f f e c t i v e  i n  t a x i n g  g a i n s  on t h e  
d i s p o s a l  o f  i n t e r e s t s  i n  f o r e i g n  com panies  i n  t h e  c i r c u m s ta n c e s
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o u t l i n e d  i n  t h e  p r e v i o u s  p a r a g r a p h  s i n c e ,  i n  many i n s t a n c e s ,  t h e  
s u b s t a n t i v e  p u rp o s e  o f  t h e  a c q u i s i t i o n  o f  su c h  i n t e r e s t s  w i l l  be  
t o  d i s p o s e  o f  them  a t  a  g a i n .

3 .3 .1 0  To r e i n f o r c e  t h e  need  f o r  d i s c l o s u r e ,  we p ro p o s e  t h a t  
r e s i d e n t s  who h ave  a c o n t r o l  i n t e r e s t  i n  a f o r e i g n  company a t  any 
t im e  d u r in g  i t s  a c c o u n t in g  y e a r  e q u a l  t o  o r  h i g h e r  th a n  10 
p e r c e n t  s h o u ld  be  r e q u i r e d  t o  d i s c l o s e  t h e  i n t e r e s t s  t h e y  h o ld  
i n  t h e  company on i t s  b a l a n c e  d a t e  and  any d i s p o s a l s  o f  
i n t e r e s t s  i n  t h e  company made d u r in g  i t s  a c c o u n t in g  y e a r .  
S i m i l a r l y ,  w here  a  r e s i d e n t  h a s  a c o n t r o l  i n t e r e s t  o f  10 p e r c e n t  
o r  more i n  a CFC a t  any  t im e  d u r in g  i t s  a c c o u n t in g  y e a r  and t h a t  
CFC h a s  a c o n t r o l  i n t e r e s t  o f  10 p e r c e n t  o r  more i n  a n o th e r  
f o r e i g n  company, t h e  r e s i d e n t  s h o u ld  b e  r e q u i r e d  t o  d i s c l o s e  t h e  
i n t e r e s t s  i n  t h a t  f o r e i g n  company h e l d  by t h e  CFC on i t s  b a la n c e  
d a t e  and any d i s p o s a l s  o f  su c h  i n t e r e s t s  t h e  CFC h a s  made d u r i n g  
i t s  a c c o u n t in g  y e a r .

3 . 3 .1 1  The c i r c u m v e n t io n  o f  t h e  BE reg im e  by t h e  d i s p o s a l  o f  
s h a r e s  f o r  a c a p i t a l  g a in  can  be a d d r e s s e d  c o m p re h e n s iv e ly  o n ly  by 
t h e  g e n e r a l  i n c l u s i o n  o f  c a p i t a l  g a i n s  w i t h i n  t h e  income t a x  
sy s te m . The income t a x  sy s te m  w i l l  a lw a y s  be  v u l n e r a b l e  i f  
t a x a b l e  income can  be  c o n v e r t e d ,  i n  one  way o r  a n o t h e r ,  i n t o  an  
exem pt c a p i t a l  g a in .  A c c o r d in g ly ,  we commented on t h e  need  f o r  
t h e  i n c l u s i o n  o f  c a p i t a l  g a i n s  w i t h i n  t h e  income t a x  b a s e  i n  o u r  
two p r e v i o u s  r e p o r t s .

Recommendations

3 .3 .1 2  The Committee t h e r e f o r e  recommends t h a t :

a f o r  t h e  p u rp o ses  o f  d e ter m in in g  c o n t r o l  and 
income i n t e r e s t s  in  a f o r e ig n  company, r e s i d e n t s  
be r e q u ir e d  t o  measure t h e i r  i n t e r e s t s  in  t h e  
company i n  each  c a te g o r y  o f  i n t e r e s t  l i s t e d  i n
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paragraph 3 . 2 . 7  on th e  l a s t  day o f  each  c a le n d a r  
q u a r te r ;

b an i n t e r e s t  h e ld  on a measurement day be  deemed 
t o  have been h e ld  on e v er y  day o f  t h e  p r e v io u s  
q u a r te r ;

c  p r o v i s io n s  be in c lu d e d  t o  r e v e r s e  t h e  e f f e c t  o f  
s h o r t  term t r a n s a c t io n s  and changes i n  th e  
a g g r e g a te  i n t e r e s t s  in  f o r e ig n  com panies which  
have th e  e f f e c t  o f  red u c in g  th e  income  
a t t r i b u t e d  t o  r e s i d e n t s  o r  in c r e a s in g  an 
a t t r i b u t e d  l o s s ; and

d r e s i d e n t s  who have a c o n t r o l  i n t e r e s t  in  a 
f o r e ig n  company a t  any t im e  du rin g  i t s  
a c co u n t in g  y e a r  equal t o  o r  h ig h e r  than  10 
p e r c e n t  be req u ire d  t o  d i s c l o s e  th e  i n t e r e s t s  
th e y  h o ld  in  t h e  company on i t s  b a la n ce  d a te  and 
any d i s p o s a l s  o f  such i n t e r e s t s  made d u r in g  i t s  
a c co u n tin g  y e a r  and where a r e s i d e n t  h as  a 
c o n t r o l  i n t e r e s t  o f  10 p e r c e n t  o r  more in  a CFC 
a t  any t im e  d u rin g  i t s  a c co u n t in g  y e a r ,  th e  
ta x p a y e r  be r e q u ire d  t o  d i s c l o s e  th e  
e q u iv a le n t  in fo r m a tio n  in  r e s p e c t  o f  t h e  CFC.

3 .4  C a lc u la t io n  o f  C ontrol I n t e r e s t s

3 . 4 . 1  We r e f e r r e d  i n  c h a p t e r  2 t o  t h e  need  t o  a g g r e g a t e  
i n t e r e s t s  h e ld  by r e s i d e n t s  th ro u g h  n o m inees , a s s o c i a t e d  p e r s o n s  
and  o t h e r  c o n t r o l l e d  com panies  i n  o r d e r  t o  c o u n t e r a c t  t h e  
i n c e n t i v e  f o r  t h e  d i s p e r s i o n  o f  i n t e r e s t s  aim ed a t  a v o id in g  t h e  
c o n t r o l  t e s t .  I n t e r e s t s  h e ld  by a p e r s o n  d i r e c t l y  w i l l  be  
r e f e r r e d  t o  a s  " d i r e c t  c o n t r o l  i n t e r e s t s " .  Those h e ld  i n d i r e c t l y  
th r o u g h  CFCs w i l l  be  r e f e r r e d  t o  a s  " i n d i r e c t  c o n t r o l  i n t e r e s t s " .
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A p e r s o n ' s  t o t a l  o r  a g g r e g a t e  c o n t r o l  i n t e r e s t  i n  e a c h  c a t e g o r y  
o f  i n t e r e s t  l i s t e d  i n  p a r a g r a p h  3 . 2 . 1  s h o u ld  be  c a l c u l a t e d  by 
a g g r e g a t i n g  t h e  p e r s o n ' s  d i r e c t  and  i n d i r e c t  c o n t r o l  i n t e r e s t s  
i n  t h a t  c a t e g o r y  and  t h o s e  o f  a s s o c i a t e d  p e r s o n s .  Any p e r s o n ' s  
i n t e r e s t  i n  any c a t e g o r y  s h o u ld  i n c l u d e  i n t e r e s t s  h e l d  by 
n o m in e e s .

3 .4 .2  The c a l c u l a t i o n  o f  i n d i r e c t  i n t e r e s t s  r e q u i r e s  t h e  
a t t r i b u t i o n  t o  New Z ea lan d  r e s i d e n t s  o f  t h e  d i r e c t  c o n t r o l  
i n t e r e s t s  o f  CFCs and t h e i r  a s s o c i a t e d  p e r s o n s  ( h e r e a f t e r  
t o g e t h e r  r e f e r r e d  t o  a s  " q u a l i f i e d  c o n t r o l  i n t e r e s t s " ) .  We 
p ro p o s e  t h a t ,  w here  one CFC i s  c o n t r o l l e d  by a se c o n d  CFC, t h e  
q u a l i f i e d  c o n t r o l  i n t e r e s t s  o f  t h e  f i r s t  CFC be  a t t r i b u t e d  t o  t h e  
se co n d  CFC. The r e s u l t i n g  q u a l i f i e d  c o n t r o l  i n t e r e s t s  deemed t o  
be h e l d  by t h e  seco n d  CFC s h o u ld  t h e n  be  deemed t o  b e  h e l d  by th e  
p e r s o n s  who c o n t r o l  t h a t  CFC. T h is  t i e r  by  t i e r  o r  s t e p  by s t e p  
a t t r i b u t i o n  p r o c e s s  means t h a t  t h e  i n t e r e s t s  b e in g  a t t r i b u t e d  a t  
each  s t a g e  a r e  d i r e c t  c o n t r o l  i n t e r e s t s  o n ly .

3 .4 .3  As a g e n e r a l  p r i n c i p l e ,  we p ro p o s e  t h a t  su c h  i n t e r e s t s  
be a t t r i b u t e d  t o  t h e  s m a l l e s t  g ro u p  o f  r e s i d e n t s  who h ave  a 
c o n t r o l  i n t e r e s t  o f  50 p e r c e n t  o r  g r e a t e r  and , w here  t h e r e  i s  
more t h a n  one su c h  g ro u p , t o  t h e  g ro u p  w i th  t h e  h i g h e s t  
a g g r e g a t e  c o n t r o l  i n t e r e s t .  I n  p a r t i c u l a r ,  we p r o p o s e  t h a t :

a q u a l i f i e d  c o n t r o l  i n t e r e s t s  h e ld  by a  CFC in  
a n o th e r  f o r e i g n  company be  a t t r i b u t e d  t o  t h e  
g roup  o f  r e s i d e n t s  who c o n t r o l  t h e  CFC ( i . e .  who 
t o g e t h e r  h ave  c o n t r o l  i n t e r e s t s  t o t a l l i n g  50 
p e r c e n t  o r  m o r e ) ;

b i f  t h e r e  i s  more t h a n  one such  g r o u p ,  t h e  
q u a l i f i e d  c o n t r o l  i n t e r e s t s  h e ld  by t h e  CFC be 
a t t r i b u t e d  t o  t h e  s m a l l e s t  g ro u p ;

c i f  t h e r e  i s  more t h a n  one such  s m a l l e s t  g ro u p ,
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t h e  q u a l i f i e d  c o n t r o l  i n t e r e s t s  h e ld  by t h e  CFC 
be  a t t r i b u t e d  t o  t h e  g roup  w i th  t h e  h i g h e s t  
a g g r e g a t e  c o n t r o l  i n t e r e s t  i n  t h e  CFC;

d i f  t h e r e  i s  more t h a n  one g ro u p  w hich  s a t i s f i e s  
r u l e  c ,  t h e  q u a l i f i e d  c o n t r o l  i n t e r e s t s  h e ld  by 
t h e  CFC be d iv id e d  e q u a l l y  among them ; and

e i f  t h e r e  i s  more t h a n  one p e r s o n  i n  any  g roup  
s e l e c t e d  by r u l e s  a  t o  d ,  t h e  q u a l i f i e d  c o n t r o l  
i n t e r e s t s  h e ld  by t h e  CFC be  a p p o r t i o n e d  among 
them a c c o rd in g  t o  t h e i r  income i n t e r e s t s  i n  t h e  
CFC.

3 .4 .4  I n  summary, a r e s i d e n t ' s  c o n t r o l  i n t e r e s t  i n  any 
c a t e g o r y  o f  i n t e r e s t  would be t h e  sum o f  t h e  d i r e c t  and  i n d i r e c t  
i n t e r e s t s  o f  t h e  p e r s o n  and a s s o c i a t e d  p e r s o n s .  A f o r e i g n  
company would be deemed t o  be a CFC i f  t h e r e  i s  any c a t e g o r y  o f  
i n t e r e s t  i n  w hich  t h e  a g g r e g a te  c o n t r o l  i n t e r e s t s  o f  f i v e  o r  
few er  r e s i d e n t s  e q u a l s  o r  e x c e e d s  50 p e r c e n t .

3 . 4 . 5  The c o n t r o l  i n t e r e s t s  o f  two p e r s o n s  who a r e  a s s o c i a t e d  
would eac h  be  i n c lu d e d  in  t h e  c o n t r o l  i n t e r e s t  o f  t h e  o t h e r  so  
t h a t ,  when i n t e r e s t s  a r e  a g g r e g a te d  f o r  t h e  p u rp o s e s  o f  
d e te r m in in g  w h e th e r  a f o r e i g n  company i s  a CFC, m u l t i p l e  c o u n t in g  
o f  c o n t r o l  i n t e r e s t s  may a r i s e .  I t  i s  t h e r e f o r e  n e c e s s a r y  t o  have  
a g e n e r a l  p r o v i s o  t o  t h e  e f f e c t  t h a t  any p e r s o n ' s  ( i n c l u d i n g  a 
CFC's) d i r e c t  c o n t r o l  i n t e r e s t s  s h a l l  be c o u n te d  o n ly  once  f o r  
t h e  p u rp o s e  o f  d e te r m in in g  w h e th e r  a f o r e i g n  company i s  a CFC.

3 . 4 . 6  A n o th e r  s o u r c e  o f  p o t e n t i a l  d o u b le  c o u n t in g  i s  t h e  
i n c l u s i o n ,  f o r  t h e  p u rp o s e s  o f  d e te r m in in g  c o n t r o l  i n t e r e s t s ,  o f  
i n t e r e s t s  w hich  a p e r s o n  h o ld s  and th o s e  w hich  a n o th e r  p e r s o n  i s  
e n t i t l e d  t o  a c q u i r e .  Where one p e r s o n  h o ld s  an i n t e r e s t  i n  a 
f o r e i g n  company and a n o th e r  p e r s o n  i s  e n t i t l e d  t o  a c q u i r e  t h a t  
i n t e r e s t  and b o th  a r e  i n  t h e  same g ro u p  o f  5 o r  few er  p e r s o n s
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f o r  t h e  p u r p o s e s  o f  d e te r m in in g  w h e th e r  t h e  f o r e i g n  company i s  a 
CFC, t h e  i n t e r e s t  would be  d o u b le  c o u n te d .  We h a v e  t h e r e f o r e  
i n c lu d e d  in  t h e  d r a f t  l e g i s l a t i o n  a  p r o v i s i o n  w hich  w ould  a v o id  
t h i s  ty p e  o f  d o u b le  c o u n t in g .

3 . 4 . 7  I t  i s  n e c e s s a r y  t o  b a se  t h e  c o n t r o l  t e s t  on t h e  
a g g r e g a t e  i n t e r e s t s  o f  a  sm a l l  number o f  p e r s o n s ,  th o u g h  t h e  
p a r t i c u l a r  number i s  a r b i t r a r y ,  b e c a u s e  t h e  l a r g e r  t h e  g ro u p ,  
t h e  s m a l l e r  e a c h  p e r s o n ' s  r e s p e c t i v e  i n t e r e s t  w i l l  be  and t h e  
l e s s  l i k e l y  i t  i s  t h a t  t h e y  w i l l  h av e  s u f f i c i e n t  i n c e n t i v e  o r  
o p p o r t u n i t y  t o  c o n c e r t  t h e i r  a c t i o n s  i n  o r d e r  t o  c o n t r o l  a 
company. W here, how ever, t h e  d i r e c t o r s  o f  a company c o n t r o l  i t ,  
t h e  s i z e  o f  t h e  g ro u p  i s  i r r e l e v a n t .  We t h e r e f o r e  p ro p o s e  t h a t  a 
f o r e i g n  company i n  w hich  t h e  New Z e a la n d  r e s i d e n t  d i r e c t o r s  ( o r  
t h e i r  nom inees) have  an a g g r e g a te  c o n t r o l  i n t e r e s t  o f  50 p e r c e n t  
o r  more be  i n c lu d e d  i n  t h e  d e f i n i t i o n  o f  a CFC, i r r e s p e c t i v e  o f  
t h e  number o f  su ch  d i r e c t o r s .

3 . 4 .8  I t  i s  im p o r ta n t  t o  n o te  t h a t  t h e  c a l c u l a t i o n  o f  a 
p e r s o n ' s  c o n t r o l  i n t e r e s t  i n  a f o r e i g n  company r e q u i r e s  t h e  
p e r s o n  t o  i n c l u d e  i n t e r e s t s  w hich he  o r  sh e  i s  c o n t i n g e n t l y  o r  
a b s o l u t e l y  e n t i t l e d  t o  a c q u i r e  i n  t h e  f u t u r e .  T hus, i n t e r e s t s  
w hich  a p e r s o n  c o u ld  a c q u i r e  u n d e r  an  o p t io n  t o  buy s h a r e s  o r  an 
o p t io n  t o  a c q u i r e  su ch  an  o p t io n  m ust be  t a k e n  i n t o  a c c o u n t .  
S i m i l a r l y ,  i n t e r e s t s  w hich  a p e r s o n  w ould  a c q u i r e  i f  a n o th e r  
p e r s o n  e x e r c i s e d  an o p t i o n  t o  s e l l  su c h  i n t e r e s t s  t o  them  n e ed  
t o  be  t a k e n  i n t o  a c c o u n t  where t h e  t e r m s  o f  t h e  a g re e m e n t  a r e  
su c h  t h a t  t h e  e x e r c i s e  o f  t h e  o p t i o n  i s  a  m a t t e r  o f  c o u r s e .  
Hence, s o - c a l l e d  " s h o t - g u n  p r o v i s i o n s "  i n  a b u y - s e l l  a g re e m e n t  
r e q u i r i n g  a p u r c h a s e r  t o  buy s h a r e s  i n  c e r t a i n  c i r c u m s ta n c e s  
m ust be  t a k e n  i n t o  a c c o u n t .  In  a d d i t i o n ,  a  r i g h t  o r  e n t i t l e m e n t  
t o  a c q u i r e  s h a r e s  o r  v o t i n g  r i g h t s  g iv e n  t o  a c r e d i t o r  i n  t e r m s  
o f  a d e b t  i n s t r u m e n t  n e e d s  t o  be  t a k e n  i n t o  a c c o u n t .

3 . 4 .9  I n s t a n c e s  have  a r i s e n  i n  o t h e r  j u r i s d i c t i o n s  w here  a 
p a r e n t  company h a s  t r i e d  t o  a v o id  h a v in g  d i r e c t  c o n t r o l  o f  a
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f o r e i g n  s u b s i d i a r y  by i s s u i n g  s h a r e s  i n  t h e  s u b s i d i a r y  t o  t h e  
p a r e n t ' s  own s h a r e h o l d e r s .  I n  o r d e r  t h a t  t h e  s u b s i d i a r y ' s  s h a r e s  
a r e  n o t  t r a d e d  s e p a r a t e l y  from t h o s e  o f  t h e  p a r e n t ,  t h e y  a r e  
" s t a p l e d "  t o  t h e  fo rm e r .  To accommodate t h i s  p o s s i b i l i t y ,  we 
p ro p o s e  t h a t ,  w here  s h a r e s  i n  a f o r e i g n  company ( th e  " s t a p l e d "  
company) can  o r d i n a r i l y  be t r a n s f e r r e d  o n ly  i n  c o n ju n c t i o n  w i th  
t h e  s h a r e s  o f  a New Z ea la n d  r e s i d e n t  company o r  a c o n t r o l l e d  
f o r e i g n  company, s h a r e s  i n  t h e  s t a p l e d  company s h o u ld  be  deemed 
t o  be  h e ld  by t h e  New Z ea la n d  r e s i d e n t  company o r  t h e  c o n t r o l l e d  
f o r e i g n  company. T h is  i s  s im p le r  th a n  t h e  a l t e r n a t i v e  p r o v i s i o n ,  
d i s c u s s e d  in  o u r  p r e v io u s  r e p o r t ,  o f  t r e a t i n g  t h e  s t a p l e d  
company a s  an a s s o c i a t e d  p e r s o n  o f  t h e  p a r e n t  company.

Recommendations

3 . 4 . 1 0  A cco rd in g ly  t h e  Committee recommends t h a t :

a th e  c o n t r o l  i n t e r e s t  o f  a r e s i d e n t  in  a f o r e ig n  
company in  any c a te g o r y  o f  i n t e r e s t  be d e f in e d  as  
th e  a g g r eg a te  o f  th e  p e r s o n 's  d i r e c t  and i n d i r e c t  
c o n t r o l  i n t e r e s t s  in  t h a t  c a te g o r y  and t h o s e  o f  
a s s o c i a t e d  p e r so n s ;

b a s  a g e n e r a l  p r i n c i p l e ,  i n t e r e s t s  in  a f o r e ig n  
company h e ld  by a CFC or  a s s o c i a t e d  p e r so n s  o f  
th e  CFC be a t t r ib u t e d  t o  th e  group o f  r e s i d e n t s  
w ith  t h e  h ig h e s t  a g g r eg a te  c o n t r o l  i n t e r e s t  in  
t h e  CFC and, where t h e r e  i s  more than  one such  
group, t o  t h e  s m a l l e s t  one and, where t h e r e  i s  
more than one p erson  in  any such group, t h e  
i n t e r e s t s  o f  t h e  CFC be ap p o rtio n ed  among them 
a cco rd in g  t o  t h e i r  income i n t e r e s t s  in  t h e  CFC;

c  any i n t e r e s t s  h e ld  by a nominee o f  a p erson  be  
deemed t o  be h e ld  by t h a t  p erson ;
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d a f o r e ig n  company be d e f in e d  a s  a CFC in  
r e s p e c t  o f  any a c co u n t in g  y e a r  o f  t h e  company 
i f ,  on any o f  t h e  measurement days t h a t  f a l l  
w it h in  t h a t  a c co u n t in g  y e a r ,  t h e r e  are  f i v e  or  
few er r e s i d e n t s  whose a g g r e g a te  c o n t r o l  
i n t e r e s t  in  t h e  company in  any c a te g o r y  o f  
i n t e r e s t  i s  50 p e r c e n t  or  more;

e  where r e s i d e n t s  a r e  d i r e c t o r s  o f  a f o r e ig n  
company and in  a g g r e g a te  have a c o n t r o l  i n t e r e s t  
in  th e  company in  any c a te g o r y  o f  i n t e r e s t  o f  50 
p e r c e n t  o r  more, t h e  company be deemed t o  be a 
CFC i r r e s p e c t i v e  o f  t h e  number o f  such  
d i r e c t o r s ; and

f  where sh a r e s  in  a f o r e ig n  company ( th e  " stap led "  
company) can be t r a n s f e r r e d  o n ly  in  c o n ju n c t io n  
w ith  t h e  sh a r e s  o f  a New Zealand r e s i d e n t  
company o r  a c o n t r o l l e d  f o r e ig n  company, sh a r e s  
in  th e  s t a p le d  company be deemed t o  be  
h e ld  by t h e  New Zealand r e s i d e n t  company or  th e  
c o n t r o l l e d  f o r e ig n  company.

3 .5  C a lc u la t io n  o f  Income I n t e r e s t s

3 . 5 . 1  As n o te d  a b o v e ,  t h e  i n t e r e s t s  i n  a f o r e i g n  company t o  be 
t a k e n  i n t o  a c c o u n t  i n  d e te r m in in g  t h e  income t o  be a t t r i b u t e d  t o  
a p e r s o n  u n d e r  t h e  BE reg im e  c an  be  r e f e r r e d  t o  a s  h i s  o r  h e r  
"incom e i n t e r e s t "  i n  t h e  f o r e i g n  company. We p ro p o s e  t h r e e  
d i f f e r e n c e s  be tw een  t h e  d e t e r m i n a t i o n  o f  c o n t r o l  and income 
i n t e r e s t s .

3 .5 .2  F i r s t ,  w h i le  i t  i s  n e c e s s a r y  f o r  t h e  p u rp o s e s  o f  t h e  
c o n t r o l  t e s t  t o  t a k e  i n t o  a c c o u n t  i n t e r e s t s  h e l d  by a s s o c i a t e d  
p e r s o n s ,  t h i s  s h o u ld  n o t  be  t h e  c a s e  f o r  incom e a t t r i b u t i o n
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p u r p o s e s .  The income i n t e r e s t  o f  a r e s i d e n t  s h o u ld  depend  o n ly  
on h i s  o r  h e r  d i r e c t  and i n d i r e c t  i n t e r e s t s ,  i n c l u d i n g  t h o s e  o f  
n o m in e es ,  and n o t  t h o s e  o f  a s s o c i a t e d  p e r s o n s .  Where b o th  
p a r t i e s  a r e  r e s i d e n t s ,  income a t t r i b u t a b l e  t o  any i n t e r e s t s  t h e y  
h o l d  w i l l  be  t a x a b l e  i n  t h e i r  h a n d s .  T hus, t h e r e  i s  an  im p o r ta n t  
d i s t i n c t i o n  be tw een  nom inees and a s s o c i a t e d  p e r s o n s .

3 . 5 . 3  S e c o n d ly ,  we p ro p o s e  t h a t  t h e  c i r c u m s ta n c e s  i n  w hich  an 
e n t i t l e m e n t  t o  a c q u i r e  an i n t e r e s t  i n  a f o r e i g n  company g i v e s  
r i s e  t o  an income i n t e r e s t  be  more c i r c u m s c r ib e d  t h a n  we p ro p o s e  
f o r  c o n t r o l  p u r p o s e s .  A p e r s o n  who i s  e n t i t l e d  t o  a c q u i r e  an 
i n t e r e s t  i n  a f o r e i g n  company w i l l  h av e  a c o n t r o l  i n t e r e s t  i n  
t h a t  company, b u t  i t  w i l l  n o t  a lw ays be  a p p r o p r i a t e  t o  a t t r i b u t e  
incom e t o  t h a t  p e r s o n .  For exam ple , t h e  i n t e r e s t  t o  be  a c q u i r e d  
may be  h e ld  by a n o th e r  r e s i d e n t  and income would be  a t t r i b u t e d  
t o  t h a t  r e s i d e n t .  I n  a d d i t i o n ,  e n t i t l e m e n t s  may n o t  be  
e x e r c i s e d .  T h is  w i l l  g e n e r a l l y  be  t h e  c a s e  i f  t h e  c o n s i d e r a t i o n  
p a y a b le  t o  e x e r c i s e  t h e  e n t i t l e m e n t  e x c e e d s  t h e  m a rk e t  v a l u e  o f  
t h e  i n t e r e s t  t o  be  a c q u i r e d .  C o n v e r s e ly ,  w here  a r e s i d e n t  i s  
e n t i t l e d  t o  a c q u i r e  an i n t e r e s t  in  a  f o r e i g n  company a t  l e s s  
t h a n  i t s  m a rk e t  v a lu e ,  i t  i s  r e a s o n a b l e  t o  assum e t h a t  t h e  
e n t i t l e m e n t  w i l l  be  e x e r c i s e d .  The r e s i d e n t  s h o u ld  t h e n  h ave  an 
incom e i n t e r e s t  i n  t h a t  company. S i m i l a r l y ,  an income i n t e r e s t  
s h o u ld  a r i s e  i f  a r e s i d e n t  i s  e n t i t l e d  t o  a c q u i r e  an  i n t e r e s t  
h e l d  by a n o th e r  p e r s o n  who h a s  r e c e i v e d  f i n a n c i a l  a s s i s t a n c e  
from  t h e  r e s i d e n t  t o  a c q u i r e  t h a t  i n t e r e s t .

3 . 5 . 4  In  v iew  o f  t h e s e  c o n s i d e r a t i o n s ,  we p ro p o s e  t h a t  an 
e n t i t l e m e n t  t o  a c q u i r e  an i n t e r e s t  i n  a f o r e i g n  company g iv e  
r i s e  t o  an income i n t e r e s t  w henever t h e  c o n s i d e r a t i o n  p a y a b le  
t o  e x e r c i s e  t h e  e n t i t l e m e n t  i s  l e s s  t h a n  t h e  m a rk e t  v a lu e  o f  t h e  
i n t e r e s t  t o  be  a c q u i r e d  o r  when a p e r s o n  who i s  e n t i t l e d  t o  
a c q u i r e  an i n t e r e s t  h a s  g iv e n  any form o f  f i n a n c i a l  a s s i s t a n c e ,  
s u c h  a s  a l o a n ,  c a n c e l l a t i o n  o r  r e d u c t i o n  o f  a d e b t ,  g u a r a n t e e  
o r  o t h e r  form o f  in d e m n i ty ,  t o  t h e  p e r s o n  who h o ld s  t h e  
i n t e r e s t  f o r  t h e  p u r p o s e s  o f  a c q u i r i n g  o r  h o ld in g  t h a t  i n t e r e s t .
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3 . 5 .5  I n  a d d i t i o n ,  i t  i s  n e c e s s a r y  t o  s u p p o r t  t h e s e  
p r o v i s i o n s  by a  g e n e r a l  a n t i - a v o i d a n c e  m easu re  t h e  e f f e c t  o f  
w hich  would be  t o  deem a p e r s o n  t o  h o ld  an i n t e r e s t  w h ich  he  o r  
she  i s  e n t i t l e d  t o  a c q u i r e  i f  t h e  h o ld in g  o f  t h a t  e n t i t l e m e n t  
h a s  t h e  e f f e c t  o f  d e f e a t i n g  t h e  i n t e n t  and a p p l i c a t i o n  o f  t h e s e  
p r o v i s i o n s .  Such a p r o v i s i o n  c l e a r l y  n e ed s  t o  be  s u p p o r t e d  by 
f u l l  d i s c l o s u r e .  E n t i t l e m e n t s  t o  a c q u i r e  i n t e r e s t s  i n  f o r e i g n  
com panies  a r e  t o  be t a k e n  i n t o  a c c o u n t  f o r  c o n t r o l  p u r p o s e s  and 
t h e r e f o r e  m ust be  d i s c l o s e d .  Where a p e r s o n ' s  income i n t e r e s t  
in  a f o r e i g n  company i s  s i g n i f i c a n t l y  l e s s  t h a n  h i s  o r  h e r  
c o n t r o l  i n t e r e s t ,  t h e  C om m issioner s h o u ld  r e q u i r e  a 
r e c o n c i l i a t i o n  o f  t h e  tw o.

3 .5 .6  T h i r d l y ,  i n d i r e c t  incom e i n t e r e s t s  ( i . e .  t h o s e  h e ld  
th ro u g h  CFCs) need  t o  be c a l c u l a t e d  d i f f e r e n t l y  from  i n d i r e c t  
c o n t r o l  i n t e r e s t s .  As e x p la in e d  i n  t h e  p r e v i o u s  s e c t i o n ,  f o r  
c o n t r o l  p u rp o s e s  i t  i s  n e c e s s a r y  t o  deem a l l  o f  t h e  i n t e r e s t s  
h e ld  by a CFC i n  a f o r e i g n  company t o  be  i n t e r e s t s  o f  t h e  
c o n t r o l l i n g  s h a r e h o l d e r s  o f  t h e  CFC. The income o f  t h e  
u n d e r l y i n g  company w ould , how ever, n o rm a l ly  be  d i s t r i b u t e d  to  
i t s  s h a r e h o l d e r s  i n  p r o p o r t i o n  t o  t h e i r  i n t e r e s t s  i n  i t .  Thus, a 
51 p e r c e n t  s h a r e h o l d e r ,  even  th o u g h  c o n t r o l l i n g  a company, would 
n o rm a l ly  e x p e c t  t o  r e c e i v e  o n ly  51 p e r c e n t  o f  t h e  incom e o f  th e  
company, n o t  100 p e r c e n t  ( a l t h o u g h ,  a s  n o te d  i n  s e c t i o n  3 . 2 . 6 ,  in  
some c i r c u m s ta n c e s ,  s h a r e h o l d e r s  sh o u ld  have  100 p e r c e n t  o f  
t h e  income a t t r i b u t e d  t o  th e m ) . I t  i s  t h e r e f o r e  n e c e s s a r y  t o  
compute a p e r s o n ' s  income i n t e r e s t  in  a CFC h e l d  t h r o u g h  a n o th e r  
CFC by m u l t i p l y i n g  t h e  p e r s o n ' s  d i r e c t  income i n t e r e s t  (and t h a t  
o f  any nom inees) in  t h e  f i r s t  CFC by t h a t  CFC 's d i r e c t  income 
i n t e r e s t  i n  t h e  seco n d  CFC, and  so  on.

3 .5 .7  The d i r e c t  and i n d i r e c t  i n t e r e s t s  o f  a p e r s o n  i n  a CFC 
w i l l  be  m easu red  on each  o f  t h e  m easurem ent d a y s  f a l l i n g  w i t h in  
t h e  a c c o u n t in g  y e a r  o f  t h e  CFC. I t  w i l l  be n e c e s s a r y  f o r  t h e  
p e r s o n  t o  d e te r m in e ,  f o r  e ac h  o f  t h o s e  m easurem ent d a y s ,  h i s  o r
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h e r  d i r e c t  and i n d i r e c t  income i n t e r e s t s  i n  e a c h  c a t e g o r y  o f  
i n t e r e s t .  The p e r s o n ' s  income i n t e r e s t  f o r  any  q u a r t e r  s h o u ld  
th e n  be t a k e n  a s  t h e  h i g h e s t  o f  t h e  f i v e  c a t e g o r i e s  o f  income 
i n t e r e s t  o f  t h e  p e r s o n  on t h e  l a s t  day  o f  t h e  q u a r t e r .  I n  o t h e r  
w o rd s ,  t h e  p e r s o n  would be  deemed t o  have  h e l d  t h a t  h i g h e s t  
i n t e r e s t  on eac h  day  o f  t h e  p r e c e d in g  q u a r t e r .

3 . 5 . 8  The c a l c u l a t i o n  o f  income i n t e r e s t s  w i l l  i n  m ost c a s e s  
be  a good d e a l  s i m p le r  th a n  t h e  p r e v io u s  p a r a g r a p h  m ig h t  s u g g e s t .  
In  m ost co m p an ie s ,  t h e  r i g h t s  o f  members by v i r t u e  o f  s h a r e  
o w n e rsh ip  t o  v o t e ,  t o  s h a r e  i n  d i v id e n d s ,  t o  p a r t i c i p a t e  i n  
w in d in g  up and so  on do n o t  v a ry  from s h a r e  t o  s h a r e ,  e x c e p t  
w here  t h e r e  a r e  s h a r e s  c a r r y i n g  a f i x e d  d iv id e n d  e n t i t l e m e n t  
o n ly .  Thus, g e n e r a l l y  s p e a k in g ,  a s h a r e h o l d e r  w i l l  n o t  need  t o  
exam ine h i s  o r  h e r  s h a r e s  c a t e g o r y  by c a t e g o r y  t o  d e te r m in e  w hat 
p e r c e n t a g e  o f  r i g h t s  he  o r  sh e  h a s  i n  each  c a s e .  I n  c l o s e l y  h e ld  
c o m p a n ie s ,  on t h e  o t h e r  h and , w here  a v a r i e t y  o f  s h a r e  c a t e g o r i e s  
i s  more common, t h e r e  i s  r e l a t i v e l y  l i t t l e  change  i n  s h a r e h o l d i n g  
from  y e a r  t o  y e a r .  M oreover, w here  a company i s  c l o s e l y  h e l d ,  a 
New Z e a la n d  s h a r e h o l d e r  s h o u ld  n o t  f i n d  t h e  t a s k  o f  c h e c k in g  h i s  
o r  h e r  income i n t e r e s t  e x c e s s i v e l y  o n e ro u s .

3 . 5 . 9  I n  o r d e r  t o  d e te rm in e  a p e r s o n ' s  incom e i n t e r e s t  w i th  
r e s p e c t  t o  a CFC and an a c c o u n t in g  y e a r ,  h i s  o r  h e r  income 
i n t e r e s t s  i n  eac h  q u a r t e r ,  c a l c u l a t e d  a s  o u t l i n e d  in  t h e  
p r e v i o u s  p a r a g r a p h s ,  s h o u ld  be  a v e ra g e d  o v e r  t h e  y e a r .  The 
r e s u l t i n g  income i n t e r e s t  r e p r e s e n t s  an a v e r a g e  i n t e r e s t  o f  t h e  
p e r s o n  i n  t h e  CFC f o r  t h a t  y e a r .  T h is  i n t e r e s t  would be  t h e  
b a s i s  o f  c a l c u l a t i n g  t h e  income t o  be a t t r i b u t e d  t o  t h e  p e r s o n  
i n  r e s p e c t  o f  t h a t  CFC and t h a t  a c c o u n t in g  y e a r .  An e q u i v a l e n t  
r u l e  i s  n eeded  f o r  s h o r t  o r  lo n g  a c c o u n t in g  p e r i o d s  a r i s i n g  from 
c h a n g e s  i n  b a la n c e  d a t e s  o r  r e s i d e n c e .

3 .5 .1 0  On p age  85 o f  o u t  f i r s t  r e p o r t ,  we i n d i c a t e d  t h a t  we 
w ere  c o n s i d e r i n g  an a n t i - a v o i d a n c e  r u l e  a im ed a t  s i t u a t i o n s  w here  
f i v e  o r  few er  t a x p a y e r s  s t r u c t u r e d  t h e i r  a f f a i r s  t o  a c h ie v e  an
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income i n t e r e s t  i n  a f o r e i g n  company o f  more th a n  50 p e r c e n t  b u t  
a c o n t r o l  i n t e r e s t  o f  l e s s  t h a n  a 50 p e r c e n t .  On f u r t h e r  
e x a m in a t io n ,  we c o n s i d e r  t h a t  su ch  an  a r ra n g e m e n t  i s  p o s s i b l e  
o n ly  w here  t h e  t a x p a y e r s  h o ld  i n t e r e s t s  i n  t h e  company th r o u g h  a 
n o n - c o n t r o l l e d  company. T h is  would mean t h a t  t h e  g ro u p  may n o t  
e x e r c i s e  c o n t r o l  o v e r  t h e  d i s p o s i t i o n  o f  t h e  u n d e r l y i n g  com pany 's  
income and a s s e t s .  We t h e r e f o r e  c o n s i d e r  t h a t  s p e c i a l  p r o v i s i o n  
f o r  t h i s  s i t u a t i o n  i s  n o t  n eed e d . The d e f i n i t i o n  o f  a s s o c i a t e d  
p e r s o n s  and o f  a nom inee s h o u ld  be s u f f i c i e n t  t o  d e a l  w i th  
c i r c u m s ta n c e s  w here  t h e r e  i s  any  u n d e r s t a n d i n g  o r  a r ra n g e m e n t  
be tw een  t h e  g ro u p  and t h e  n o n - c o n t r o l l ed  f o r e i g n  company t o  a c t  
i n  c o n c e r t .

Recommendations

3 .5 .1 1  A c c o r d in g ly ,  th e  Committee recommends t h a t :

a t h e  income i n t e r e s t  o f  a r e s i d e n t  in  a CFC f o r  
any ca le n d a r  q u a r te r  be  t h e  h i g h e s t  o f  t h e  sum 
o f  th e  r e s i d e n t ' s  d i r e c t  and i n d i r e c t  income 
i n t e r e s t s  in  t h e  CFC on t h e  l a s t  day o f  t h a t  
q u a rte r  in  t h e  f i v e  c a t e g o r i e s  o f  i n t e r e s t  
d e f in e d  in  paragraph 3 . 2 . 7 ;

b an e n t i t l e m e n t  t o  a c q u ir e  an i n t e r e s t  in  a 
f o r e ig n  company g i v e  r i s e  t o  an income i n t e r e s t  
w here:

i  t h e  c o n s id e r a t io n  p ayab le  t o  e x e r c i s e  
t h e  e n t i t l e m e n t  i s  l e s s  th an  t h e  market 
v a lu e  o f  t h e  i n t e r e s t  t o  be  a c q u ir ed ;  or

i i  t h e  p erso n  h o ld in g  t h e  e n t i t l e m e n t  has  
g iv e n  any form o f  f i n a n c i a l  a s s i s t a n c e  
t o  t h e  p erson  h o ld in g  t h e  i n t e r e s t  f o r
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th e  purpose o f  a c q u ir in g  or  h o ld in g  t h a t  
i n t e r e s t ; or

i i i  t h e  h o ld in g  o f  t h e  e n t i t l e m e n t  h as  t h e  
e f f e c t  o f  d e f e a t in g  t h e  i n t e n t  and 
a p p l ic a t io n  o f  th e  BE regim e;

c  th e  income i n t e r e s t  o f  a r e s i d e n t  in  a f o r e ig n  
company h e ld  through a CFC be c a l c u l a t e d  by 
m u lt ip ly in g  th e  r e s i d e n t ' s  d i r e c t  income i n t e r e s t  
in  th e  CFC by t h e  CFC's d i r e c t  income i n t e r e s t  in  
t h e  o th e r  company, and so  on where t h e  i n t e r e s t  i s  
h e ld  through more than one CFC; and

d t h e  income i n t e r e s t  o f  a p erson  in  a CFC 
f o r  any a c co u n t in g  p e r io d  o f  t h e  CFC be  
c a lc u la t e d  a s  t h e  average  o f  t h e  p e r s o n ' s  
income i n t e r e s t s  f o r  t h e  q u a r te r s  which f a l l  in  
t h a t  a c co u n tin g  p e r io d .
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CHAPTER 4 – BRANCH EQUIVALENT REGIME: PART 3 – ATTRIBUTION AND 
COMPUTATION OF BRANCH EQUIVALENT INCOME, LOSSES AND 
FOREIGN TAX CREDITS

4 .1  I n tr o d u c t io n

4 . 1 . 1  R e s id e n t s  w i th  an income i n t e r e s t  o f  10 p e r c e n t  o r  more 
i n  a CFC w i l l  be  r e q u i r e d  t o  com pute t h e  income o r  l o s s  t o  be 
a t t r i b u t e d  t o  them i n  r e s p e c t  o f  t h a t  CFC. T h is  w i l l  depend  on 
t h e i r  income i n t e r e s t  i n  t h e  CFC and t h e  BE income o r  l o s s  o f  t h e  
CFC. BE income and l o s s e s  w i l l  g e n e r a l l y  be  c a l c u l a t e d  a c c o r d in g  
t o  New Z ea la n d  t a x  law th o u g h ,  a s  o u t l i n e d  i n  s e c t i o n  4 .4  be low , 
a number o f  d e p a r t u r e s  from d o m e s t ic  law  a r e  r e q u i r e d .  Where t h e  
CFC i s  r e s i d e n t  i n  a g re y  l i s t  c o u n t r y ,  i t s  r e s i d e n t  
s h a r e h o l d e r s  w i l l  be exem pt from t h e  reg im e  u n l e s s  t h e  company 
u t i l i s e s  one o r  more o f  w hat t h e  Com m ittee c o n s i d e r s ,  a s  
d i s c u s s e d  in  c h a p t e r  1, s h o u ld  be  a  v e r y  l i m i t e d  l i s t  o f  
s i g n i f i c a n t  t a x  p r e f e r e n c e s .  Where su c h  a CFC do es  u t i l i s e  a 
l i s t e d  p r e f e r e n c e ,  we p ro p o s e  t h a t  a much s i m p l i f i e d  b a s i s  o f  
com pu ting  t h e  BE income o r  l o s s  o f  t h e  company s h o u ld  a p p ly .

4 .1 .2  Where r e s i d e n t s  have  an amount o f  a t t r i b u t e d  income o r  
l o s s  in  r e s p e c t  o f  any a c c o u n t in g  y e a r  o f  a  CFC, t h e y  w i l l  be 
a b l e  t o  c la im  a c r e d i t  f o r  t h e i r  p r o p o r t i o n a t e  s h a r e  o f  t h e  
f o r e i g n  t a x  p a id  by t h e  CFC in  t h a t  y e a r .  We p ro p o s e  t h a t  
p r o v i s i o n  be  made f o r  t h e  c a r r y  fo rw a rd  o f  e x c e s s  f o r e i g n  t a x  
c r e d i t s .  We a l s o  p ro p o s e  t h a t  BE l o s s e s  be " r i n g - f e n c e d "  on a 
j u r i s d i c t i o n a l  b a s i s .

4 . 1 .3  The b ro a d  o u t l i n e  o f  t h e s e  p r o v i s i o n s  was d e c id e d  in  
r e s p o n s e  t o  t h e  C o m m it te e 's  f i r s t  r e p o r t .  T h is  c h a p t e r  o u t l i n e s  
o u r  recom m enda tions  on t h e  r e m a in in g  d e t a i l s  o f  t h e  a t t r i b u t i o n  
and c o m p u ta t io n  o f  BE incom e and l o s s e s ,  t h e  o p e r a t i o n  o f  t h e
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g r e y  l i s t  e x e m p tio n ,  t h e  c a l c u l a t i o n  o f  f o r e i g n  t a x  c r e d i t s  and a 
num ber o f  r e l a t e d  i s s u e s .  The c o r r e s p o n d in g  p a r t s  o f  t h e  d r a f t  
l e g i s l a t i o n  a r e  s e c t i o n s  245E t o  245N.

4 .2  A t t r ib u t io n  o f  Income and L o sses

4 . 2 . 1  I n  Annex 2 o f  o u r  e a r l i e r  r e p o r t ,  we i n d i c a t e d  t h a t  we 
f a v o u r e d  an  ex em p tio n  f o r  p e r s o n s  w i th  income i n t e r e s t s  i n  a CFC 
o f  l e s s  t h a n  10 p e r c e n t .  Though su ch  r e s i d e n t s  would need  t o  
com pute  t h e i r  c o n t r o l  and income i n t e r e s t s  on e a c h  o f  t h e  f o u r  
m easu rem en t day s  d u r in g  a y e a r  i n  o r d e r  t o  d e te r m in e  t h a t  t h e i r  
incom e i n t e r e s t s  f e l l  be low  t h e  10 p e r c e n t  t h r e s h o l d ,  t h e y  would 
n o t  h a v e  t o  i n c u r  t h e  p o s s i b l y  much more s u b s t a n t i a l  c o s t s  o f  
c o m p u tin g  t h e  BE income o f  t h e  CFC and t h e i r  p r o p o r t i o n a t e  s h a r e  
o f  t h e  f o r e i g n  t a x  p a id  by i t .  An a l t e r n a t i v e  would be t o  have  an 
e x e m p tio n  f o r  r e s i d e n t s  w i th  BE income below  a c e r t a i n  t h r e s h o l d  
b u t  t h i s  w ould  be  s e l f - d e f e a t i n g  from t h e  p o i n t  o f  v iew  o f  
m in im is in g  c o m p lia n c e  c o s t s  s i n c e  t h e  r e s i d e n t s  would f i r s t  have  
t o  com pute  BE income b e f o r e  d e te r m in in g  w h e th e r  t h e y  w ere 
ex em p t.  H ence, t h e  Com mittee c o n t i n u e s  t o  f a v o u r  an ex em p tio n  
f o r  r e s i d e n t s  who have  an income i n t e r e s t  o f  l e s s  th a n  10 
p e r c e n t .  I n  o r d e r  t o  p r e v e n t  r e s i d e n t s  from f r a g m e n t in g  t h e i r  
incom e i n t e r e s t s  among a s s o c i a t e d  p e r s o n s ,  f o r  t h e  p u rp o s e s  o f  
t h i s  e x em p tio n  o n ly ,  a  p e r s o n ' s  income i n t e r e s t s  s h o u ld  in c l u d e  
t h o s e  o f  a s s o c i a t e d  p e r s o n s .

4 . 2 . 2  Where a r e s i d e n t ,  t o g e t h e r  w i th  a s s o c i a t e d  p e r s o n s ,  h a s  
an incom e i n t e r e s t  i n  a CFC w hich  i s  above t h e  10 p e r c e n t  
t h r e s h o l d ,  an amount o f  income o r  l o s s  w i l l  be  a t t r i b u t e d  t o  t h e  
p e r s o n .  The a t t r i b u t e d  income o r  l o s s  i n  r e s p e c t  o f  any 
a c c o u n t i n g  y e a r  o f  t h e  CFC s h o u ld  be  c a l c u l a t e d  by m u l t i p l y i n g  
t h e  r e s i d e n t ' s  income i n t e r e s t  i n  t h e  CFC f o r  t h a t  y e a r  by t h e  BE 
incom e o r  l o s s  o f  t h e  CFC f o r  t h a t  y e a r .

4 . 2 . 3  As e x p la in e d  i n  c h a p t e r  3, t h e  d e f i n i t i o n  o f  an
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i n t e r e s t  i n  a f o r e i g n  company n e e d s  t o  be  w ide  i n  o r d e r  t o  c o v e r  
t h e  v a r i e t y  o f  i n s t r u m e n t s  o r  a r r a n g e m e n ts  w h ich  a r e s i d e n t  c o u ld  
u s e  t o  c o n t r o l  and a c c u m u la te  incom e i n  su ch  a company. The 
c o n se q u e n c e  o f  su c h  a w ide  d e f i n i t i o n  i s ,  how ever, t h a t  an 
a t t r i b u t e d  l o s s  may a r i s e  w here  a  p e r s o n  h a s  no econom ic  o r  
f i n a n c i a l  l o s s .  F o r  exam ple , a  p e r s o n  may have  an o p t i o n  t o  
a c q u i r e  s h a r e s  i n  a f o r e i g n  company w h ich , b e c a u s e  i t  makes a 
l o s s ,  i s  n o t  e x e r c i s e d .  The econom ic  o r  f i n a n c i a l  l o s s  o f  th e  
p e r s o n  i s  l i m i t e d  t o  t h e  amount he  o r  sh e  p a id  f o r  t h e  o p t io n .  No 
p a r t  o f  t h e  l o s s  o f  t h e  company s h o u ld  be a t t r i b u t e d  t o  t h e  
p e r s o n .  S i m i l a r l y ,  w here  a p e r s o n  owns s h a r e s  i n  a company which 
makes a l o s s ,  b u t  t h e  p e r s o n  h a s  an o p t io n  t o  r e q u i r e  a n o th e r  
p e r s o n  t o  p u r c h a s e  t h e  s h a r e s  a t  a c e r t a i n  p r i c e ,  t h e  econom ic o r  
f i n a n c i a l  l o s s  o f  t h e  p e r s o n  i s  r e s t r i c t e d  by t h e  o p t i o n .

4 .2 .4  A g e n e r a l  r e s p o n s e  t o  t h i s  i s s u e  w ould  be  t o  h ave  a 
w ash-up  on d i s p o s a l  o f  an i n t e r e s t  t o  t h e  e f f e c t  t h a t  t h e  
c u m u la t iv e  a t t r i b u t e d  income o r  l o s s  o f  a p e r s o n  i n  r e l a t i o n  t o  
any income i n t e r e s t  would  be  l i m i t e d  t o  t h e  o v e r a l l  g a i n  o r  l o s s  
he  o r  sh e  r e a l i s e s  on t h e  d i s p o s a l  o f  t h e  i n t e r e s t .  T h is  ty p e  o f  
p r o v i s i o n  c o u ld  be c o n s id e r e d  a s  a complem ent t o  t h e  g e n e r a l  
t a x a t i o n  o f  c a p i t a l  g a i n s .

4 . 2 . 5  F o r  t h e  p r e s e n t ,  we p ro p o s e  t h a t  an a t t r i b u t e d  l o s s  o f  
a r e s i d e n t  n o t  be  r e c o g n i s e d  w here  t h e  p e r s o n  s u f f e r s  l i t t l e  o r  
no econom ic  o r  f i n a n c i a l  l o s s .  I n  a p p ly in g  t h i s  p r o v i s i o n ,  i t  
would be  n e c e s s a r y  t o  have  r e g a r d  t o  such  t h i n g s  a s  t h e  e x t e n t  
t o  w hich  an a t t r i b u t e d  l o s s  i s  due t o  a r i g h t  t o  a c q u i r e  an 
i n t e r e s t  i n  a CFC w i th  a BE l o s s  and  t o  t h e  e x t e n t  t o  w hich  
i n t e r e s t s  i n  a CFC w i th  a BE l o s s  c o u ld  be  d i s p o s e d  o f  u n d e r  an 
o p t io n  t o  r e q u i r e  a n o th e r  p e r s o n  t o  p u r c h a s e  them .

4 . 2 . 6  A f u r t h e r  c o n se q u e n c e  o f  t h e  way i n  w h ich  we h ave  
d e f i n e d  an i n t e r e s t  i s  t h a t  i t  i s  p o s s i b l e  t h a t  t h e  a g g r e g a t e  
income i n t e r e s t s  o f  r e s i d e n t s  may ex ceed  100 p e r c e n t .  F o r 
exam ple , one r e s i d e n t  may own 100 p e r c e n t  o f  t h e  v o t i n g  r i g h t s  o f
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a f o r e i g n  company w h i le  a n o th e r  h o ld s  100 p e r c e n t  o f  t h e  d iv id e n d  
r i g h t s ,  th o u g h  su c h  an outcom e would be  u n u s u a l .  Where i t  does  
o c c u r ,  more t h a n  100 p e r c e n t  o f  t h e  BE income o r  l o s s  o f  a CFC 
c o u ld  be  a t t r i b u t e d  t o  r e s i d e n t s .  To a v o id  t h i s  p o s s i b i l i t y ,  we 
p r o p o s e  t h a t ,  w here  t h e  income i n t e r e s t s  o f  10 p e r c e n t  o r  more 
o f  r e s i d e n t s  i n  a CFC in  any a c c o u n t in g  y e a r  when a g g r e g a te d  
w ould  o th e r w i s e  e x ce ed  100 p e r c e n t ,  t h e  income i n t e r e s t  o f  each  
r e s i d e n t  be  a p p o r t i o n e d  downward so  t h a t  t h e  a g g r e g a t e  income 
i n t e r e s t  do es  n o t  e x ceed  100 p e r c e n t .

Recommendations

4 . 2 . 7  The Committee t h e r e f o r e  recommends t h a t :

a r e s i d e n t s  be exempt from t h e  BE regim e  
in  r e s p e c t  o f  a CFC and an a c c o u n t in g  y e a r  o f  
t h e  CFC where t h e i r  income i n t e r e s t  in  t h e  CFC 
f o r  t h a t  y ea r  and t h a t  o f  any a s s o c i a t e d  p erso n s  
i s  l e s s  than  10 p e r c e n t ;

b t h e  a t t r ib u t e d  income or  l o s s  o f  a r e s i d e n t  w ith  
r e s p e c t  t o  a CFC and any a c co u n tin g  y e a r  o f  th e  
CFC be c a lc u l a t e d  by m u l t ip ly in g  t h e  r e s i d e n t ' s  
income i n t e r e s t  in  t h e  CFC f o r  t h a t  y ear  
by t h e  BE income or  l o s s  o f  th e  CFC f o r  t h a t  y ear

c  an a t t r ib u t e d  l o s s  o f  a r e s i d e n t  n o t  be  
r e c o g n ise d  where th e  r e s i d e n t  s u f f e r s  l i t t l e  
or  no economic or  f i n a n c i a l  l o s s ;  and

d where th e  a g g r eg a te  income i n t e r e s t s  o f  10 
p e r c e n t  or  more o f  r e s i d e n t s  in  a CFC in  any 
a c co u n t in g  y ea r  would o th e r w is e  ex ceed  100 
p e r c e n t ,  th e  income i n t e r e s t  o f  each  r e s i d e n t  be  
a p p o rtio n ed  downward so  t h a t  th e  a g g r eg a te  
income i n t e r e s t  e q u a ls  100 p e r c e n t .
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4 .3  A doption o f  CFC's A ccou n tin g  Year

4 .3 . 1  I n  Annex 2 o f  o u r  p r e v i o u s  r e p o r t ,  we c o n s i d e r e d  t h a t  
r e s i d e n t s  s h o u ld  b r i n g  t o  a c c o u n t  any  a t t r i b u t e d  income o r  l o s s  
o f  a CFC i n  t h e  incom e y e a r  c o r r e s p o n d i n g  t o  t h e  a c c o u n t in g  y e a r  
o f  t h e  CFC p u r s u a n t  t o  s e c t i o n  15 o f  t h e  A c t .  T hus, f o r  exam ple , 
i f  a CFC had  a b a l a n c e  d a t e  b e tw e e n  1 A p r i l  and  30 S e p te m b e r ,  any 
a t t r i b u t e d  income o f  r e s i d e n t s  i n  r e s p e c t  o f  t h a t  CFC w ould  be 
b r o u g h t  t o  a c c o u n t  i n  t h e  incom e y e a r  e n d in g  on t h e  p r e c e d i n g  31 
M arch. The a d v a n ta g e  o f  t h i s  r u l e  i s  t h a t  i t  i s  t h e  same a s  t h a t  
a p p ly in g  d o m e s t i c a l l y .  A p ro b lem  w i th  t h i s  a p p ro a c h ,  how ever ,  i s  
t h a t  w here  a CFC's b a la n c e  d a t e  f a l l s  a f t e r  t h a t  o f  t h e  r e s i d e n t  
t a x p a y e r  ( i t  c o u ld  be  up t o  one y e a r  l a t e r ) ,  t h e  t a x p a y e r  would 
have  o b v io u s  d i f f i c u l t y  c a l c u l a t i n g  t h e  BE income o r  l o s s  o f  t h e  
CFC i n  t h e  t im e  r e q u i r e d  t o  f i l e  a  t a x  r e t u r n  f o r  t h e  y e a r  and 
l i t t l e  i f  any i n f o r m a t i o n  on w h ich  t o  b a s e  h i s  o r  h e r  p r o v i s i o n a l  
t a x  p ay m en ts .

4 .3 .2  The a l t e r n a t i v e  r u l e  w ould  be  t o  r e q u i r e  a t t r i b u t e d  
income and l o s s e s  t o  be  a l l o c a t e d  t o  t h e  incom e y e a r  i n  w hich  t h e  
b a la n c e  d a t e  o f  t h e  CFC f a l l s .  T h is  w ould  mean t h a t  t h e  
b a la n c e  d a t e  o f  t h e  CFC c o u ld  n e v e r  b e  l a t e r  t h a n  t h a t  o f  i t s  
r e s i d e n t  s h a r e h o l d e r s ,  t h u s  r e d u c i n g  t h e  c o m p lia n c e  p ro b lem  o f  
com puting  BE incom e o r  l o s s e s .  F o r  t h i s  r e a s o n ,  we now f a v o u r  
t h i s  a p p ro a c h .

4 .3 .3  As a g e n e r a l  r u l e ,  we p ro p o s e  t h a t  r e s i d e n t s  b e  r e q u i r e d  
t o  com pute t h e i r  c o n t r o l  and incom e i n t e r e s t s  i n  a  CFC and 
i t s  BE income o r  l o s s  b a se d  on t h e  a c c o u n t in g  y e a r  o f  t h e  CFC. 
Where t h e  a c c o u n t in g  y e a r  o f  t h e  CFC c h a n g e s ,  t h e  C o m m is s io n e r 's  
a p p ro v a l  o f  t h e  u s e  o f  t h e  new a c c o u n t i n g  y e a r  f o r  t h e  p u r p o s e s  
o f  t h e  BE reg im e  s h o u ld  be r e q u i r e d .  S in c e  New Z ea la n d  h a s  no 
j u r i s d i c t i o n  o v e r  n o n - r e s i d e n t s ,  i t  i s  n o t  p r a c t i c a b l e  t o  r e q u i r e  
t h e  CFC i t s e l f  t o  o b t a i n  t h e  C o m m is s io n e r 's  c o n s e n t  t o  t h e  
ch an g e .
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4 . 3 . 4  I n  d e te r m in in g  w h e th e r  t o  g iv e  h i s  c o n s e n t  t o  t h e  u se  
o f  a new b a la n c e  d a t e  by r e s i d e n t s ,  t h e  C om m issioner c o u ld  
c o n s i d e r  su c h  f a c t o r s  a s  a change  o f  o w n e rsh ip  o f  t h e  CFC, t h e  
r e q u i r e m e n t s  o f  t h e  t a x  law o f  t h e  c o u n t r y  o f  r e s i d e n c e  o f  t h e  
CFC an d  t h e  b a la n c e  d a t e s  o f  any o t h e r  com pan ies  i n  t h e  same 
g ro u p  a s  t h e  f o r e i g n  company. Where t h e  C om m issioner d e c l i n e s  t o  
g iv e  h i s  c o n s e n t ,  r e s i d e n t s  w ould  be  r e q u i r e d  t o  c o n t i n u e  t o  
com pute  t h e i r  c o n t r o l  i n t e r e s t s ,  income i n t e r e s t s  and t h e  BE 
incom e o r  l o s s  o f  t h e  CFC on t h e  b a s i s  o f  i t s  o ld  a c c o u n t in g  
y e a r .  To a v o id  u n n e c e s s a r y  c o m p le x i ty ,  t h e  C o m m is s io n e r 's  
d e c i s i o n  s h o u ld  a p p ly  t o  a l l  r e s i d e n t s  w i th  an i n t e r e s t  i n  t h e  
f o r e i g n  company.

4 . 3 . 5  Where a CFC ch an g es  i t s  b a la n c e  d a t e  t o  a l a t e r  d a t e  and 
t h e  C om m issioner c o n s e n t s  t o  r e s i d e n t s  u s in g  t h e  new a c c o u n t in g  
y e a r ,  r e s i d e n t s  would compute t h e  BE income o f  t h e  company f o r  
t h e  l o n g  a c c o u n t in g  p e r i o d  b u t ,  t o  a v o id  i n c e n t i v e s  f o r  b a la n c e  
d a t e  c h a n g e s  i n  o r d e r  t o  d e f e r  a t t r i b u t e d  incom e, t h e  
c o r r e s p o n d in g  a t t r i b u t e d  income s h o u ld  be  b r o u g h t  t o  a c c o u n t  in  
t h e  incom e y e a r  i n  w hich  t h e  o ld  b a la n c e  d a t e  f a l l s .

4 . 3 . 6  S in c e  i t  would be p o s s i b l e  t o  a v o id  s e e k in g  t h e  
C o m m is s io n e r 's  c o n s e n t  t o  a b a la n c e  d a t e  change  by i n s t e a d  
a c q u i r i n g  a new company w i th  t h e  d e s i r e d  b a la n c e  d a t e ,  
c o n s i d e r a t i o n  may need  t o  be  g iv e n  t o  s t r e n g t h e n i n g  t h e  
C o m m is s io n e r 's  pow ers such  t h a t  he  c o u ld  r e q u i r e  t a x p a y e r s  t o  
com pute  t h e  BE income o f  a CFC on t h e  b a s i s  o f  an a c c o u n t in g  y e a r  
d i f f e r e n t  from t h a t  o f  t h e  CFC.
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Recommendations:

4 . 3 . 7  A c c o r d in g ly ,  t h e  Committee recommends t h a t :

a r e s i d e n t s  be r eq u ir e d  t o  r e p o r t  a t t r i b u t e d  income  
in  r e s p e c t  o f  a CFC i n  any a c c o u n t in g  y e a r  i n  t h e  
income y e a r  in  which t h e  b a la n c e  d a te  o f  t h e  CFC 
f a l l s ;

b where a f o r e i g n  company changes i t s  b a la n ce  
d a t e ,  r e s i d e n t s  be r e q u ir e d  t o  o b t a in  t h e  
C om m issioner's  c o n se n t  t o  compute t h e i r  c o n t r o l  
i n t e r e s t s ,  income i n t e r e s t s  and a t t r i b u t e d  
income o r  l o s s  in  r e s p e c t  o f  t h a t  company on t h e  
b a s i s  o f  i t s  new a c c o u n t in g  y ea r  and t h e  
C om m issioner's  d e c i s i o n  ap p ly  t o  a l l  r e s i d e n t s  
w ith  i n t e r e s t s  in  t h e  company;

c  where a CFC changes i t s  b a la n c e  d a t e  t o  a l a t e r  
d a te  and t h e  Commissioner c o n s e n ts  t o  t h e  
r e s i d e n t s  u s in g  t h e  new a c c o u n t in g  y e a r ,  any  
a t t r i b u t e d  income o f  a r e s i d e n t  f o r  t h e  
r e s u l t i n g  lo n g  a c c o u n t in g  p e r io d  be  brought t o  
accou n t in  t h e  income y e a r  in  which t h e  o ld  
b a la n ce  d a te  f a l l s .

4 .4  BE Income C a lc u la t io n

4 . 4 . 1  I n  Annex 2 o f  o u r  f i r s t  r e p o r t ,  we o u t l i n e d  o u r  v ie w s  on 
t h e  g e n e r a l  a p p ro a c h  t h a t  s h o u ld  be a d o p te d  f o r  t h e  c a l c u l a t i o n  
o f  BE income o r  l o s s e s .  As a g e n e r a l  r u l e ,  t h e  BE incom e o r  l o s s  
o f  a CFC s h o u ld  be  c a l c u l a t e d  a s  i f  i t  w ere  a New Z e a la n d  
r e s i d e n t .  A number o f  d e p a r t u r e s  from  d o m e s t ic  law  a r e ,  h o w ever ,  
r e q u i r e d :
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a r u l e s  a r e  needed  t o  d e te r m in e  t h e  o p e n in g  v a lu e  
o f  t h e  d e p r e c i a b l e  a s s e t s  and  t r a d i n g  s t o c k  o f  
a CFC in  t h e  y e a r  i t  f i r s t  comes w i t h i n  t h e  
re g im e .  As d i s c u s s e d  p r e v i o u s l y ,  we p ro p o s e  
t h a t  r e s i d e n t s  have  t h e  o p t io n  o f  u s i n g  t h e  
v a l u e s  u se d  by t h e  CFC f o r  t a x  p u r p o s e s  i n  i t s  
own j u r i s d i c t i o n  (p ro v id e d  t h a t  t h e y  a r e  n o t  
h i g h e r  t h a n  m a rk e t  v a lu e  o r  t h e  v a l u e s  t h a t  
would a p p ly  had  t h e  CFC been  a t  a l l  t im e s  a New 
Z ea la n d  r e s i d e n t ) . Having e l e c t e d  e i t h e r  
o p t i o n ,  t h e  t a x p a y e r  s h o u ld  be  r e q u i r e d  t o  
v a lu e  a l l  o f  t h e  d e p r e c i a b l e  a s s e t s  and  t r a d i n g  
s t o c k  o f  t h e  CFC on t h a t  b a s i s ;

b t h e  a c q u i s i t i o n  p r i c e  o f  f i n a n c i a l  a r r a n g e m e n ts  
i n  t h e  i n i t i a l  y e a r  s h o u ld  b e ,  a t  t h e  o p t i o n  o f  
t h e  t a x p a y e r ,  t h e  m a rk e t  v a lu e  o f  t h e  
a r ra n g e m e n t  o r  i t s  a d j u s t e d  b a s e  p r i c e  (b e in g  
i t s  o r i g i n a l  a c q u i s i t i o n  p r i c e ,  p l u s  t h e  amount 
o f  i n t e r e s t  w hich  h a s  a c c ru e d  s i n c e  a c q u i s i t i o n  
o r  i s s u e ,  l e s s  t h e  t h e  sum o f  a l l  c o n s i d e r a t i o n  
p a i d ,  i n  t h e  c a s e  o f  an i s s u e r ,  o r  r e c e i v e d  in  
t h e  c a s e  o f  a h o l d e r ) ;

c t h e  BE income o r  l o s s  o f  a CFC s h o u ld  be 
computed in  t h e  c u r r e n c y  w hich  t h e  CFC u s e s  f o r  
f i n a n c i a l  r e p o r t i n g  p u rp o s e s  o r ,  i f  t h e r e  i s  
no su c h  r e p o r t i n g ,  t h e  c u r r e n c y  o f  t h e  c o u n t r y  in  
w hich  t h e  CFC i s  r e s i d e n t .  We p ro p o s e  t h a t  t h e  
f o r e i g n  c u r r e n c y  a n n u a l  income o r  l o s s  t h e n  be 
c o n v e r t e d  i n t o  New Z ea la n d  d o l l a r s  a t  an 
a v e r a g e  o f  t h e  m id-m onth New Z ea la n d  
d o l l a r / f o r e i g n  c u r r e n c y  s p o t  exchange  r a t e s  f o r  
t h e  m onths f a l l i n g  w i t h i n  t h e  r e p o r t i n g  p e r i o d ;
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d a number o f  s e c t i o n s  c o n t a i n  i n c e n t i v e s  
r e l a t i n g  t o  t h e  en co u rag em en t o f  in v e s tm e n t  i n  
New Z e a la n d ,  m ost o f  w hich  a r e  now b e in g  p h ased  
o u t ,  w hich  s h o u ld  n o t  a p p ly  f o r  t h e  p u rp o s e s  o f  
com puting  BE income o r  l o s s e s ;

e o t h e r  s e c t i o n s  have  r e f e r e n c e s  t o  t h e  c a r r y i n g  
on o f  a b u s i n e s s  i n  New Z e a la n d .  I n  o r d e r  t h a t  
t h e y  can  a p p ly  t o  t h e  c o m p u ta t io n  o f  BE income 
o r  l o s s e s ,  w here  a p p l i c a b l e ,  t h e  b u s i n e s s  
c a r r i e d  on by a CFC n e e d s  t o  be  deemed t o  be 
c a r r i e d  on in  New Z e a la n d ;

f  d iv id e n d s  r e c e i v e d  by r e s i d e n t  co m pan ies  from 
n o n - r e s i d e n t  com pan ies  a f t e r  1 A p r i l  1988 a r e  
t o  be s u b j e c t  t o  t h e  w i th h o ld in g  paym ent 
reg im e . I t  i s  t h e r e f o r e  n e c e s s a r y  t o  t a x  o r  
s u b j e c t  t o  t h e  w i th h o ld in g  paym ent d iv id e n d s  
r e c e i v e d  by a CFC. D iv id e n d s  r e c e i v e d  by one 
CFC from a n o th e r  s h o u ld ,  how ever, be  exempt i n  
o r d e r  t o  a v o id  m u l t i p l e  t a x a t i o n .  We t h e r e f o r e  
p ro p o se  t h a t ,  i n  d e te r m in in g  t h e  BE income o r  
l o s s  o f  a CFC w i th  r e s p e c t  t o  any  r e s i d e n t  
t a x p a y e r ,  d i v id e n d s  r e c e i v e d  by t h e  CFC be 
t a x a b l e ,  o t h e r  th a n  d iv id e n d s  w h ich  a r e  
r e c e i v e d  from  a n o th e r  CFC in  r e s p e c t  o f  which 
t h e  t a x p a y e r  h a s  an income i n t e r e s t  o f  
10 p e r c e n t  o r  m ore. One c o n se q u e n c e  o f  t h i s  
p r o v i s i o n  i s  t h a t  t h e  BE income o r  l o s s  o f  a 
CFC may d i f f e r  f o r  d i f f e r e n t  t a x p a y e r s  
a c c o r d in g  t o  w h e th e r  t h e  CFC h a s  r e c e i v e d  
d iv id e n d s  from  a n o t h e r  CFC in  w h ich  some b u t  
n o t  a l l  o f  i t s  r e s i d e n t  c o n t r o l l e r s  a l s o  have 
an income i n t e r e s t ;
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g s e c t i o n  67, t h e  s e c t i o n  d e a l i n g  w i th  p r o f i t s  on 
l a n d  t r a n s a c t i o n s ,  g i v e s  r i s e  t o  an a s s e s s a b l e  
p r o f i t  w here  a t a x p a y e r  d i s p o s e s  o f  l a n d  a n d ,  a t  
t h e  t im e  o f  a c q u i r i n g  t h e  l a n d ,  t h e  t a x p a y e r  o r  
an a s s o c i a t e d  p e r s o n  was a d e a l e r  i n  l a n d ,  a 
l a n d  d e v e lo p e r  o r  a b u i l d e r .  We c o n s i d e r  t h a t ,  
f o r  t h e  p u rp o s e s  o f  t h e  BE re g im e ,  t h e  
a s s e s s a b l e  income o f  a CFC s h o u ld  n o t  be 
a f f e c t e d  by t h e  a c t i v i t i e s  o f  a s s o c i a t e d  p e r s o n s  
who a r e  n o t  New Z e a la n d  r e s i d e n t s .  A s i m i l a r  
p r o v i s i o n  e x i s t s  i n  s e c t i o n  191(4A ). I f  t h i s  
s e c t i o n  a p p l i e d  t o  a CFC, i t  c o u ld  b r i n g  w i t h i n  
t h e  BE income o f  t h e  CFC p r o f i t s  o r  g a in s  
d e r i v e d  by o t h e r  com pan ies  i n  t h e  same g ro u p .  We 
c o n s i d e r  t h a t  n e i t h e r  s e c t i o n  s h o u ld  a p p ly  t o  
t h e  e x t e n t  t h a t  t h e  a c t i v i t i e s  o f  a s s o c i a t e d  
p e r s o n s  o f  a CFC who a r e  n o t  New Z ea la n d  
r e s i d e n t s  would g iv e  r i s e  t o  income w hich  would 
be  a s s e s s a b l e  t o  t h e  CFC;

h a number o f  s e c t i o n s  r e f e r  t o  o t h e r  New Z ea la n d  
s t a t u t e s  ( e . g .  t h e  B a n k ru p tcy  A ct 1908 and t h e  
Companies A ct 1 9 5 5 ) .  T hese  s e c t i o n s  s h o u ld  a p p ly  
a s  i f  su c h  r e f e r e n c e s  w ere  r e f e r e n c e s  t o  
e q u i v a l e n t  l e g i s l a t i o n  in  t h e  c o u n t r y  o f  
r e s i d e n c e  o f  t h e  CFC;

i  s e c t i o n  117 o f  t h e  A ct d e a l s  w i th  t h e  r e c o v e r y  
o f  e x c e s s  d e p r e c i a t i o n  on t h e  d i s p o s a l  o f  an 
a s s e t .  The amount o f  d e p r e c i a t i o n  r e c o v e r e d  i s  
e q u a l  t o  t h e  l e s s e r  o f  t h e  sum o f  t h e  
d e p r e c i a t i o n  d e d u c t io n s  a l lo w e d  o v e r  t h e  l i f e  o f  
t h e  a s s e t  and t h e  d i f f e r e n c e  be tw een  i t s  
w r i t t e n  down v a lu e  and i t s  c o s t  p r i c e .  F o r  t h e  
p u r p o s e s  o f  a p p ly in g  t h i s  r u l e ,  t h e  w r i t t e n  
down v a lu e  o f  an a s s e t  s h o u ld  b e  deemed t o  be
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i t s  c o s t  l e s s  t h e  sum o f  t h e  d e p r e c i a t i o n  
d e d u c t io n s  a l lo w e d  u n d e r  t h e  BE re g im e .  The 
maximum amount o f  d e p r e c i a t i o n  r e c o v e r e d  w ould  
th e n  be  t h e  a g g r e g a t e  o f  t h e  d e p r e c i a t i o n  
d e d u c t io n s  a l lo w e d  i n  com puting  BE incom e;

j  s e c t i o n  129 i s  t h e  s e c t i o n  d e a l i n g  w i th  t h e  
r e c o v e r y  o f  i n t e r e s t  on money bo rrow ed  t o  a c q u i r e  
o r  d e v e lo p  la n d  w h ich  i s  s o l d  w i t h i n  10 y e a r s  o f  
i t s  p u r c h a s e .  The s e c t i o n  now a p p l i e s  o n ly  t o  
l a n d  n o t  u se d  i n  t h e  p r im a ry  s e c t o r .  In  o r d e r  
t h a t  t h e  s e c t i o n  a p p l i e s  t o  i n t e r e s t  on money 
borrow ed  by a CFC, i t  i s  n e c e s s a r y  t h a t  t h e  
i n t e r e s t  ex p en se  o f  a CFC w hich  i s  d e d u c te d  i n  
com puting  t h e  BE incom e o f  t h e  CFC be  t r e a t e d  a s  
i f  i t  w ere  a d e d u c t io n  a l lo w e d  t o  t h e  CFC;

k any v a lu e  added t a x  i n  an o v e r s e a s  c o u n t r y  
s h o u ld  be a c c o u n te d  f o r  i n  t h e  same way a s  GST 
in  New Z e a la n d , a s  d e te rm in e d  by s e c t i o n  140B;

l  w here a t a x p a y e r  f i n a n c e s  e x p e n d i tu r e  by way o f  
a Government g r a n t  o r  s u b s id y ,  a d e d u c t io n  f o r  
t h e  e x p e n d i tu r e  i s  n o t  p e r m i t t e d .  Where t h e  
e x p e n d i tu r e  r e l a t e s  t o  a d e p r e c i a b l e  a s s e t ,  t h e  
d e p r e c i a b l e  v a lu e  o f  t h e  a s s e t  f o r  t a x  p u r p o s e s  
i s  r e d u c e d  by t h e  amount o f  t h e  g r a n t  o r  
s u b s id y .  We p ro p o s e  t h a t  a c o m p a rab le  t r e a t m e n t  
a p p ly  t o  g r a n t s  o r  s u b s i d i e s  r e c e i v e d  by a  CFC 
from o t h e r  g o v e rn m e n ts .  Where a  s u b s id y  o r  g r a n t  
does  n o t  r e l a t e  t o  d e d u c t i b l e  o r  d e p r e c i a b l e  
e x p e n d i tu r e ,  we p ro p o s e  t h a t  i t  s h o u ld  be  
t r e a t e d  a s  a s s e s s a b l e  income f o r  t h e  p u r p o s e s  o f  
com puting  BE incom e;

m t h e  l o s s  c a r r y  fo rw a rd  and g ro u p in g  r u l e s  i n
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s e c t i o n s  188 and 191 s h o u ld  n o t  a p p ly  s i n c e ,  a s  
e x p la in e d  in  s e c t i o n  4 .6 ,  r e s i d e n t s  w i l l  be 
a b le ,  s u b j e c t  t o  c e r t a i n  r e s t r i c t i o n s ,  t o  c a r r y  
fo rw a rd  and g roup  a t t r i b u t e d  l o s s e s .  T h ere  
w ould be  d o u b le  c o u n tin g  i f  l o s s e s  w ere  a l s o  
a b le  t o  be  c a r r i e d  fo rw a rd  and g ro u p ed  in  th e  
c o m p u ta tio n  o f  BE incom e;

n in  p a ra g ra p h  m ab o v e , we p ro p o se d  t h a t  th e  BE 
incom e o r  l o s s  o f  a CFC s h o u ld  be c a l c u l a t e d  
w ith o u t  t a k in g  i n t o  a c c o u n t th e  BE incom e o r  
l o s s  o f  any o th e r  com pany. A CFC w ith  a l o s s  in  
i t s  c o u n try  o f  r e s id e n c e  may, how ever, t r a n s f e r  
th e  l o s s  t o  a r e l a t e d  company u n d e r  g ro u p in g  
p r o v i s io n s  s i m i l a r  t o  th o s e  in  s e c t i o n  191. F o r 
exam ple , t h e  t r a n s f e r  may be  e f f e c t e d  by way o f  
a s u b v e n tio n  paym ent made t o  t h e  CFC by a n o th e r  
company. The e f f e c t  w ould th e n  be  t o  i n c r e a s e  
th e  incom e t a x  p a id  by th e  CFC in  f u t u r e  y e a r s .  
T h is  w ould in  t u r n  i n c r e a s e  t h e  f o r e ig n  t a x  
c r e d i t  t h a t  r e s i d e n t s  c o u ld  c la im  u n d e r  t h e  BE 
re g im e . We t h e r e f o r e  p ro p o se  t h a t  any  g a in  o f  a 
CFC w hich  a r i s e s  a s  a r e s u l t  o f  t h e  t r a n s f e r  o f  
a l o s s  t o  a n o th e r  company s h o u ld  be  in c lu d e d  a s  
a s s e s s a b l e  incom e u n d e r  th e  BE re g im e ;

o s e c t i o n  2 0 8 ( 1 ) (a) o f  th e  A ct c u r r e n t l y  exem pts from  
t a x  u n d e rw r i t in g  p r o f i t s  o f  an in s u r a n c e  company 
d e r iv e d  from  in s u ra n c e  b u s in e s s  c a r r i e d  on o u t  
o f  New Z e a la n d . S e c t io n  2 0 8 ( 1 ) (b) d e n ie s  a 
d e d u c tio n  f o r  r e in s u r a n c e  prem ium s p a id  o u t  o f  
New Z e a la n d . In  o r d e r  t h a t  th e  CFC reg im e  
e x te n d s  t o  s o - c a l l e d  " c a p t iv e "  in s u ra n c e  
com pan ies ( i . e .  one t h a t  i n s u r e s  t h e  r i s k s  o f  
i t s  p a r e n t  in  New Z ea la n d  a n d /o r  a s s o c i a t e d  
p e r s o n s ) ,  t h e  ex em p tio n  in  s e c t i o n  2 0 8 ( 1 ) (a) sh o u ld
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n o t  a p p ly ,  e x c e p t  w here t h e  incom e o f  a  CFC 
c o n s i s t s  o f  a r e in s u r a n c e  prem ium  p a id  by a New 
Z ea la n d  in s u ra n c e  company w h ich  h a s  b een  d e n ie d  
a d e d u c t io n  f o r  t h e  prem ium  by v i r t u e  o f  s e c t io n  
2 0 8 ( 1 ) ( b ) ;

p s e c t i o n s  214A t o  222 d e a l  w i th  th e  t a x a t i o n  o f  
m in e ra l  and p e tro le u m  m in in g . L e g i s l a t i o n  
im p le m e n tin g  a  new p e tro le u m  m in in g  reg im e  i s  
c u r r e n t l y  b e fo r e  t h e  H ouse. A number o f  th e  
p r o v i s io n s  o f  t h e  new reg im e  a r e  l in k e d  t o  th e  
h o ld in g  o r  r e l in q u is h m e n t  o f  p r o s p e c t in g  o r  
m in in g  l i c e n c e s  i s s u e d  by t h e  M in is t r y  o f  
E n erg y . I t  i s  n o t  p o s s ib l e  t o  s p e c i f y  p a r a l l e l  
l i c e n c e s  t h a t  m ig h t e x i s t  o v e r s e a s .  H ence, we 
have  in c lu d e d  a g e n e r a l  p r o v i s io n  in  t h e  d r a f t  
l e g i s l a t i o n  r e q u i r i n g  t h a t  t h e s e  s e c t i o n s  a p p ly  
w ith  any  n e c e s s a ry  m o d i f i c a t io n s  f o r  t h e  
p u rp o s e s  o f  com pu ting  BE incom e; and

q th e  s p e c i f i e d  l e a s e  p r o v i s io n s  sh o u ld  n o t  a p p ly  
t o  any  l e a s e s  e n te r e d  i n t o  by  th e  CFC b e f o r e  
th e  f i r s t  day o f  th e  a c c o u n tin g  p e r io d  in  w hich  
i t  becom es a CFC, n o t  b e in g  a  day  b e f o r e  1 A p r i l  
1988.

4 .4 .2  The above m o d i f i c a t io n s  a l s o  hav e  im p l i c a t i o n s  f o r  th e  
c o m p u ta tio n  o f  th e  incom e o f  f o r e ig n  b ra n c h e s  o f  New Z e a la n d  
r e s i d e n t  co m p an ies . We t h e r e f o r e  recommend t h a t  c o n s id e r a t i o n  
be g iv e n  t o  r e q u i r i n g  th e  incom e o f  f o r e ig n  b ra n c h e s  t o  be  
com puted on th e  same b a s i s  a s  th e  BE incom e o f  CFCs.
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4 .5  F o re ig n  Tax C r e d its

4 .5 .1  R e s id e n ts  w ith  incom e i n t e r e s t s  in  CFCs ( t o g e t h e r  w ith  
t h o s e  o f  a s s o c i a t e d  p e rs o n s )  in  e x c e s s  o f  th e  10 p e r c e n t  
t h r e s h o ld  w i l l  be  a s s e s s e d  on t h e i r  p ro  r a t a  s h a r e  o f  t h e  BE 
incom e o f  t h e  CFC and w i l l  r e c e iv e  a  p ro  r a t a  c r e d i t  f o r  th e  
incom e t a x  p a id  by t h a t  company. I t  i s  t h e r e f o r e  n e c e s s a r y  t o  
h a v e  p r o v i s io n s  f o r  d e te rm in in g  how th e  t a x  c r e d i t  i s  t o  be  
c a l c u l a t e d .

4 .5 .2  New Z e a la n d , l i k e  m ost c o u n t r i e s ,  c u r r e n t l y  a l lo w s  
r e s i d e n t s  a c r e d i t  f o r  f o r e ig n  t a x e s  p a id  on f o r e ig n - s o u r c e  
incom e up t o  t h e  am ount o f  New Z ea la n d  t a x  t h a t  i s  p a y a b le  on 
t h a t  incom e. T h is  i s  p ro v id e d  f o r  u n d e r  s e c t i o n  293 o f  th e  A c t. 
The m ost im p o r ta n t  a p p l i c a t i o n  o f  t h i s  s e c t i o n  i s  t o  f o r e i g n -  
s o u rc e  incom e e a rn e d  by r e s i d e n t  com pan ies th ro u g h  f o r e ig n  
b r a n c h e s .  A b ra n c h  i s  n o t  a s e p a r a t e  l e g a l  e n t i t y  so  i t s  incom e 
i s  am algam ated  w ith  t h a t  o f  i t s  p a r e n t  company f o r  New Z ea la n d  
t a x  p u rp o s e s .  The company i s  th e n  a b le  t o  c la im  a c r e d i t  f o r  th e  
f o r e ig n  t a x  p a id  by th e  b ra n c h .

4 .5 .3  The g e n e r a l  a p p ro a c h  o f  t h e  BE re g im e , a s  t h e  name 
s u g g e s t s ,  i s  t o  t r e a t  CFCs in  th e  same way a s  b r a n c h e s .  The 
f o r e i g n  t a x  c r e d i t  p r o v i s io n s  a p p ly in g  t o  t h e  BE reg im e  s h o u ld  
t h e r e f o r e  be  b a se d  a s  f a r  a s  p o s s ib l e  on th e  e x i s t i n g  p r o v i s i o n s .  
S e c t io n  293 i s ,  how ever, ru d im e n ta ry . W hile  i t  may s u f f i c e  when, 
a s  a t  p r e s e n t ,  i t  h a s  l im i t e d  a p p l i c a t i o n ,  i t  w i l l  n o t  do so  f o r  
t h e  much m ore s i g n i f i c a n t  p u rp o s e s  o f  th e  BE re g im e . We t h e r e f o r e  
p ro p o s e  m o d if i c a t io n s  t o  th e  s e c t i o n  293 p r o v i s io n s  f o r  th e  
p u rp o s e  o f  t h e  BE re g im e . T hese  m o d if i c a t io n s  c o u ld  a p p ly  e q u a l ly  
t o  b ra n c h e s ,  s u g g e s t in g  t h a t  s e c t i o n  293 s h o u ld  i t s e l f  be  
am ended.

4 .5 .4  The f i r s t  i s s u e  t o  c o n s id e r  i s  th e  d e f i n i t i o n  o f  th e
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f o r e ig n  t a x e s  w hich  can  be  c r e d i t e d .  U nder t h e  p r e s e n t  s e c t i o n ,  
c r e d i t a b l e  incom e t a x  i s  any t a x  w h ic h , in  t h e  o p in io n  o f  th e  
C om m issioner i s  o f  " s u b s t a n t i a l l y  t h e  same n a tu r e "  a s  New Z ea lan d  
incom e t a x .  T h is  d e f i n i t i o n  h as  some a m b ig u ity  b u t  m ost t a x  
p r a c t i t i o n e r s  c o n s id e r  t h a t  i t  i n c lu d e s  incom e t a x e s  l e v i e d  by 
c e n t r a l ,  s t a t e  o r  l o c a l  g o v e rn m e n ts , p ro v id e d  t h a t  th e y  a r e  o f  
s u b s t a n t i a l l y  th e  same n a tu r e  a s  New Z ea lan d  incom e t a x .  The 
D ep artm en t t a k e s  th e  v iew  t h a t  o n ly  f e d e r a l  l e v e l  incom e t a x e s  
a r e  c r e d i t a b l e .  To c l a r i f y  th e  i s s u e ,  a l e g i s l a t i v e  amendment i s  
n e c e s s a r y .  We p ro p o se  t h a t ,  f o r  t h e  p u rp o se  o f  t h e  BE re g im e , 
any incom e o r  w ith h o ld in g  t a x  p a id  by a CFC be c r e d i t a b l e .  S in c e  
a CFC may pay  New Z ea la n d  incom e t a x  i f  i t  h a s  New Z e a la n d -s o u rc e  
incom e, su ch  t a x  s h o u ld  a l s o  be c r e d i t a b l e  u n d e r  th e  BE re g im e .

4 .5 .5  In  some c a s e s ,  a CFC may e a r n  incom e w h ich  i s  n o t  
s u b j e c t  t o  t a x  in  e i t h e r  th e  j u r i s d i c t i o n  in  w hich  i t  i s  d e r iv e d  
o r  th e  j u r i s d i c t i o n  in  w hich  th e  CFC i s  r e s i d e n t .  The incom e ta x  
p a id  by th e  CFC on i t s  t a x a b le  incom e w ould th e n  be  c r e d i t e d  
to w a rd s  t h e  r e s i d e n t ' s  incom e t a x  p a y a b le  on t h e  t o t a l  BE incom e 
o f  th e  com pany, in c lu d in g  t h a t  w h ich  i s  exem pt t o  t h e  CFC. T h is  
w ould p e rm it  incom e t a x  p a id  in  one  j u r i s d i c t i o n  t o  r e l i e v e  New 
Z ea la n d  incom e t a x  on incom e w hich  was exem pt i n  a n o th e r .  We 
t h e r e f o r e  p ro p o se  t h a t  th e  p r o p o r t io n  o f  th e  t o t a l  incom e t a x  
p a id  by a CFC t h a t  i s  c r e d i t a b l e  u n d e r  th e  BE reg im e  be t h e  
p r o p o r t io n  o f  i t s  t o t a l  incom e t h a t  i s  t a x a b le  i n  i t s  c o u n tr y  o f 
r e s id e n c e  o r  t h e  c o u n try  o f  s o u rc e  o f  th e  incom e.

4 .5 .6  A r e s i d e n t ' s  p r o p o r t i o n a t e  s h a re  o f  t h e  t o t a l  c r e d i t a b l e  
incom e t a x  p a id  by a CFC in  any a c c o u n tin g  y e a r  s h o u ld  e q u a l  th e  
p r o p o r t io n  t h a t  th e  r e s i d e n t ' s  a t t r i b u t e d  incom e o r  l o s s  i n  t h a t  
y e a r  in  r e l a t i o n  t o  t h a t  CFC m akes up o f  th e  BE incom e o r  l o s s  o f  
t h e  CFC in  t h a t  y e a r .  T h is  s h o u ld  b e  found  by m u l t i p ly in g  th e  
p e r s o n 's  incom e i n t e r e s t  in  th e  CFC by th e  t o t a l  am ount o f  th e  
c r e d i t a b l e  incom e t a x  i t  h a s  p a id .  Where r e s i d e n t s  w ith  incom e 
i n t e r e s t s  in  a  CFC o f  10 p e r c e n t  o r  more have  an  a g g re g a te  
incom e i n t e r e s t  i n  t h a t  CFC o f  m ore th a n  100 p e r c e n t ,  t h e  t a x
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c r e d i t  a llo w e d  t o  each  p e rs o n  w ould be  s c a le d  down a c c o rd in g  t o  
t h e  r u l e  o u t l i n e d  in  s e c t i o n  4 . 2 .

4 . 5 . 7  As n o te d  ab o v e , s e c t i o n  293 c u r r e n t l y  l i m i t s  t h e  maximum 
c r e d i t  a llo w e d  in  r e s p e c t  o f  any f o r e ig n  incom e t o  th e  New 
Z e a la n d  incom e t a x  p a y a b le  on th e  incom e. We c o n s id e r  t h a t  i t  i s  
n e c e s s a r y  t o  hav e  an e q u iv a le n t  p r o v i s io n  in  th e  BE reg im e  s in c e  
f o r e i g n  t a x  c o u ld  o th e rw is e  be u se d  t o  o f f s e t  New Z ea la n d  incom e 
t a x  p a y a b le  on New Z e a la n d -s o u rc e  incom e.

4 . 5 . 8  As a r e s u l t  o f  t h i s  l i m i t a t i o n ,  th e  c r e d i t  a llo w e d  t o  
r e s i d e n t s  w i l l  som etim es e x ce ed  th e  New Z ea la n d  incom e t a x  
p a y a b le  on t h e i r  a t t r i b u t e d  incom e. The q u e s t io n  t h e r e f o r e  a r i s e s  
o f  w h e th e r  r e s i d e n t s  s h o u ld  be a b le  t o  o f f s e t  e x c e s s  t a x  c r e d i t s  
i n  r e s p e c t  o f  one CFC a g a i n s t  t h e i r  New Z ea la n d  t a x  p a y a b le  on 
a t t r i b u t e d  incom e d e r iv e d  from  a n o th e r  CFC. The CD p ro p o se d  t h a t  
c r e d i t s  s h o u ld  be l im i t e d  on an e n t i t y  by e n t i t y  b a s i s  and  a 
s o u rc e  by s o u rc e  b a s i s .  T h a t i s ,  r e s i d e n t s  w ould be  r e q u i r e d  t o  
s e p a r a t e  o u t  t h e  t a x a b le  incom e (m easu red  u n d e r  New Z ea la n d  
r u l e s )  o f  e ach  CFC a c c o rd in g  t o  th e  j u r i s d i c t i o n  in  w hich  th e  
incom e was s o u rc e d , d e te rm in e  th e  f o r e ig n  t a x  p a id  by th e  CFC in  
r e s p e c t  o f  e ac h  c a te g o ry  and th e  New Z ea la n d  t a x  p a y a b le  on each  
c a te g o r y .  T h is  a p p ro a c h  w ould t h e r e f o r e  be  c o m p lic a te d .  In  
a d d i t i o n ,  t h e  d u a l  l i m i t a t i o n  w ould n o t  be  e f f e c t i v e  w here th e  
New Z ea la n d  r e s i d e n t  c o n t r o l l e r s  o f  m ore th a n  one CFC c o u ld  s h i f t  
incom e b e tw een  CFCs. The sc o p e  f o r  su ch  s h i f t i n g  w i l l  be  g r e a t e s t  
when th e  CFCs a r e  in  th e  same j u r i s d i c t i o n .

4 . 5 . 9  An a l t e r n a t i v e  a p p ro a c h  a d v o c a te d  in  s u b m is s io n s  w ould 
be t o  have  a g lo b a l  c o m p u ta tio n  o f  a t t r i b u t e d  incom e and f o r e ig n  
t a x  c r e d i t s .  T h is  w ould , how ever, a l lo w  th e  t a x  p a id  by a CFC in  
a h ig h  t a x  j u r i s d i c t i o n  t o  o f f s e t  New Z ea la n d  t a x  p a y a b le  on 
a t t r i b u t e d  incom e d e r iv e d  th ro u g h  CFCs in  low t a x  j u r i s d i c t i o n s .  
T h u s, t h e  incom e o f  t a x  haven  co m p an ie s , w hich  c o u ld  in c lu d e  
incom e d i v e r t e d  from  New Z e a la n d , c o u ld  be  s h e l t e r e d  by f o r e ig n  
t a x  p a id  by a CFC in  a h ig h  t a x  j u r i s d i c t i o n .  T h is  w ould n o t  be



62

c o n s i s t e n t  w ith  t h e  a n t i - a v o id a n c e  o b j e c t i v e  o f  th e  i n t e r n a t i o n a l  
r e f o r m s .

4 .5 .1 0  The C om m ittee f a v o u rs  an  i n te r m e d ia t e  a p p ro a c h  o f  a 
c o u n try  by c o u n try  l i m i t a t i o n .  T h a t i s ,  r e s i d e n t s  w ould be  a b le  
t o  a g g re g a te  th e  a t t r i b u t e d  incom e o r  l o s s  th e y  d e r iv e  from  CFCs 
w hich  a r e  r e s i d e n t  i n  th e  same j u r i s d i c t i o n .  S i m i la r ly ,  th e y  
w ould a g g re g a te  a l lo w a b le  f o r e ig n  t a x  c r e d i t s  in  r e s p e c t  o f  
th o s e  CFCs. The r e s u l t i n g  a g g re g a te  f o r e ig n  t a x  c r e d i t  w ould be 
a b le  t o  be  c r e d i t e d  to w a rd s  th e  New Z ea la n d  t a x  p a y a b le  on th e  
r e s i d e n t ' s  a g g re g a te  a t t r i b u t e d  incom e d e r iv e d  in  t h a t  
j u r i s d i c t i o n ,  w ith  t h e  maximum c r e d i t  e q u a l  t o  th e  New Z ea la n d  
t a x  p a y a b le .  T h is  a p p ro a c h  r e c o g n is e s  t h a t  sc o p e  e x i s t s  f o r  
s h i f t i n g  incom e b e tw een  com pan ies in  t h e  same j u r i s d i c t i o n  b u t ,  
a s  f a r  a s  i t  i s  p o s s i b l e  t o  do s o ,  a v o id s  a l lo w in g  r e s i d e n t s  t o  
u se  t a x  p a id  in  h ig h  t a x  j u r i s d i c t i o n s  t o  s h e l t e r  incom e in  low 
t a x  j u r i s d i c t i o n s .  In  a d d i t i o n ,  we n o te  t h a t  a c o u n try  by c o u n try  
l i m i t a t i o n  i s  c o n s i s t e n t  w ith  t h e  e x i s t i n g  r u l e s  in  s e c t i o n  293.

4 .5 .1 1  A f u r t h e r  i s s u e  i s  t h e  e x t e n t  t o  w hich  e x c e s s  t a x  
c r e d i t s  w ith  r e s p e c t  t o  any j u r i s d i c t i o n  s h o u ld  be a b le  t o  be 
c a r r i e d  fo rw a rd  o r  backw ard . E x ce ss  f o r e ig n  t a x  c r e d i t s  c o u ld  
a r i s e  b e c a u se  New Z ea la n d  and t h e  f o r e ig n  c o u n try  c a l c u l a t e  
t a x a b le  incom e d i f f e r e n t l y  o r  b e c a u s e  t h e  New Z ea la n d  t a x  r a t e s  
d i f f e r  from  th o s e  i n  th e  o th e r  c o u n tr y .  We c o n s id e r  t h a t  an  
a d ju s tm e n t  t o  t a k e  a c c o u n t o f  d i f f e r i n g  t a x  r a t e s  i s  n o t  
n e c e s s a ry  f o r  th e  p u rp o s e s  o f  t h e  BE reg im e  a s  lo n g  a s  th e  
maximum a l lo w a b le  c r e d i t  in  any y e a r  i s  l i m i t e d  t o  t h e  New 
Z ea lan d  t a x  p a y a b le  on a t t r i b u t e d  incom e d e r iv e d  in  t h a t  y e a r .

4 .5 .1 2  The m ain a rgum en t f o r  a l lo w in g  e x c e s s  c r e d i t s  t o  be 
c a r r i e d  i n t o  a n o th e r  incom e y e a r  i s  t o  sm ooth o u t  th e  e f f e c t  o f  
incom e m easu rem en t d i f f e r e n c e s .  F o r  ex am p le , u n d e r  o u r  a c c r u a l  
r u l e s ,  i n t e r e s t  incom e i s  a c c ru e d  o v e r  t h e  te rm  o f  th e  
in s t r u m e n t .  I f  a n o th e r  c o u n try  t a x e s  i n t e r e s t  o n ly  on r e c e i p t ,  
t h e r e  may be no f o r e ig n  t a x  p a y a b le  in  a p a r t i c u l a r  y e a r  b e c a u se
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no i n t e r e s t  i s  r e c e iv e d ,  and h en ce  no f o r e ig n  t a x  c r e d i t ,  w h ereas  
a New Z ea la n d  r e s i d e n t  w ould be  ta x e d  u n d e r  th e  BE reg im e  on 
a c c ru e d  i n t e r e s t .  When th e  i n t e r e s t  i s  r e c e iv e d ,  i t  w ould be 
t a x a b l e  i n  th e  o t h e r  j u r i s d i c t i o n  b u t ,  p ro v id e d  t h a t  i t  had  been  
a c c ru e d  c o r r e c t l y ,  no incom e w ould be d e r iv e d  u n d e r  t h e  New 
Z e a la n d  r u l e s .  T hus, b o th  New Z ea lan d  t a x  and f o r e ig n  t a x  w ould 
be p a y a b le  on th e  same incom e and no f o r e ig n  t a x  c r e d i t  w ould be 
a llo w e d  b e c a u se  th e  f o r e ig n  and th e  New Z ea la n d  t a x a b le  incom e 
w ould  f a l l  i n to  d i f f e r e n t  y e a r s .  To a v o id  su ch  c o n se q u e n c e s , we 
p ro p o s e  t h a t  e x c e s s  c r e d i t s  o f  a r e s i d e n t  w ith  r e s p e c t  t o  an 
i n t e r e s t  i n  a CFC s h o u ld  be a b le  t o  be c a r r i e d  fo rw a rd  f o r  c r e d i t  
a g a i n s t  th e  New Z ea la n d  t a x  p a y a b le  on a t t r i b u t e d  incom e o f  th e  
r e s i d e n t  in  f u t u r e  incom e y e a r s  d e r iv e d  in  r e s p e c t  o f  t h a t  CFC o r  
o t h e r  CFCs r e s i d e n t  in  th e  same j u r i s d i c t i o n .  In  p r i n c i p l e ,  c a r r y  
b ack  m ig h t a l s o  be a llo w e d  b u t  we do n o t  f a v o u r  i t  b e c a u se  o f  th e  
a d m i n i s t r a t i v e  d i f f i c u l t i e s  o f  re o p e n in g  p a s t  a s s e s s m e n ts .

4 .5 .1 3  F or c o n s i s te n c y  w ith  o u r  p ro p o se d  t r e a tm e n t  o f  l o s s e s ,  
w hich  i s  d is c u s s e d  in  more d e t a i l  in  th e  n e x t  s e c t i o n ,  we p ro p o se  
t h a t  t h e  c a r r y  fo rw a rd  o f  a c r e d i t  by a company s h o u ld  be s u b je c t  
to  a 40 p e r c e n t  c o n t i n u i t y  o f  s h a r e h o ld in g  t e s t  e q u iv a le n t  to  
t h a t  in  s e c t i o n  188, th e  company l o s s  c a r r y  fo rw a rd  p r o v i s io n .  
For t h e  same r e a s o n ,  we recommend t h a t  c r e d i t s  be  a b le  t o  be 
t r a n s f e r r e d  b e tw een  th e  com pan ies in  a g ro u p  o f  co m p a n ie s . 
T r a n s f e r  o f  l o s s e s  by way o f  s u b v e n tio n  paym en ts h a s  no p a r a l l e l  
in  t h e  c a s e  o f  f o r e ig n  t a x  c r e d i t s .  T hus, we p ro p o se  t h a t  th e  
g ro u p in g  o f  c r e d i t s  be  p e rm i t te d  o n ly  in  th e  c a s e  o f  s p e c i f i e d  
g ro u p s  ( i . e  th o s e  w ith  100 p e r c e n t  common s h a r e h o l d i n g ) , s u b j e c t  
to  p r o v i s i o n s  e q u iv a le n t  t o  th o s e  in  s e c t i o n  191.

4 .5 .1 4  F i n a l l y ,  we n o te  t h a t  a  d o u b le  t a x a t i o n  p ro b lem  may 
a r i s e  when a company f a l l s  w i th in  b o th  th e  BE reg im e  and th e  CFC 
re g im e  o f  a n o th e r  c o u n try .  F o r exam p le , a New Z ea la n d  r e s i d e n t  
may own a U n ite d  Kingdom ("UK") company w hich  in  t u r n  owns a 
company in  C y p ru s. The UK company may in c u r  a t a x  l i a b i l i t y  u n d e r  
th e  U K 's CFC reg im e  in  r e s p e c t  o f  th e  C yprus com pany. The New
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Z e a la n d  BE reg im e  would a t t r i b u t e  a New Z e a la n d  t a x  l i a b i l i t y  t o  
t h e  New Z ea la n d  r e s i d e n t  i n  r e s p e c t  o f  t h e  C yprus company b u t  
c r e d i t  would n o t  be  a l lo w e d  f o r  t h e  UK t a x  p a i d  by t h e  UK company 
s i n c e  i t  was n o t  p a id  by t h e  C yprus company. To a v o id  d o u b le  
t a x a t i o n  i n  t h e s e  c i r c u m s ta n c e s ,  we p ro p o s e  t h a t  f o r e i g n  income 
t a x  p a i d  by a CFC i n  r e s p e c t  o f  income a t t r i b u t a b l e  t o  a n o th e r  
CFC b e  deemed t o  be  p a id  by t h e  l a t t e r .

Recommendations

4 . 5 . 1 5  A c c o r d in g ly ,  t h e  Committee recommends t h a t :

a s u b j e c t  t o  recommendation b ,  income and 
w ith h o ld in g  t a x  p a id  by a CFC be c r e d i t a b l e  
under t h e  BE regim e;

b t h e  p r o p o r t io n  o f  t h e  t o t a l  income t a x  p a id  by a 
CFC t h a t  i s  c r e d i t a b l e  under t h e  BE regim e be  
t h e  p r o p o r t io n  o f  i t s  t o t a l  income t h a t  i s  
t a x a b le  in  i t s  cou n try  o f  r e s id e n c e  o r  th e  
cou n try  o f  so u r c e  o f  t h e  income;

c  r e s i d e n t s  be  a b le  t o  a g g r e g a te  t h e i r  
p r o p o r t io n a te  sh a re s  o f  t h e  c r e d i t a b l e  t a x e s  
p a id  by CFCs r e s i d e n t  i n  t h e  same j u r i s d i c t i o n ;

d t h e  maximum c r e d i t  a l lo w a b le  t o  a r e s i d e n t  in  
any income y e a r  in  r e s p e c t  o f  h i s  o r  h er  
a g g r e g a te  a t t r i b u t e d  income d e r iv e d  from 
i n t e r e s t s  in  CFCs r e s i d e n t  in  t h e  same 
j u r i s d i c t i o n  be th e  New Zealand income ta x  
p a yab le  on t h a t  income i n  t h a t  y e a r ;

e  r e s i d e n t s  be  a b le  t o  c a r r y  forward e x c e s s  t a x  
c r e d i t s  i n  r e s p e c t  o f  CFCs r e s i d e n t  in  t h e  same 
j u r i s d i c t i o n  f o r  o f f s e t  a g a i n s t  New Zealand
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income ta x  p a yab le  in  any fu tu r e  income y e a r  on 
a t t r i b u t e d  income in  r e s p e c t  o f  CFCs r e s i d e n t  in  
t h a t  j u r i s d i c t i o n ;

f  t h e  c a rr y  forward o f  an e x c e s s  c r e d i t  by a 
company be s u b j e c t  t o  a 40 p e r c e n t  sh a r e h o ld in g  
c o n t i n u i t y  t e s t  e q u iv a le n t  t o  t h a t  in  s e c t i o n  
188;

g a c r e d i t  a l lo w ed  t o  one company in  a s p e c i f i e d  
group o f  companies in  r e s p e c t  o f  an income  
i n t e r e s t  in  a CFC be a b le  t o  be t r a n s f e r r e d  t o  
an oth er  company in  t h e  s p e c i f i e d  group f o r  
o f f s e t  a g a in s t  t h e  New Zealand income t a x  
p a y a b le  by t h a t  company on a t t r i b u t e d  income 
d e r iv e d  from a CFC r e s i d e n t  i n  th e  same 
j u r i s d i c t i o n  a s  t h e  f i r s t - m e n t io n e d  CFC, s u b j e c t  
t o  p r o v i s io n s  e q u iv a le n t  t o  t h o s e  in  s e c t i o n  
191; and

h f o r e ig n  income t a x  p a id  by a CFC i n  r e s p e c t  o f  
income a t t r i b u t a b l e  t o  an o th er  CFC be deemed t o  
be p a id  by t h e  l a t t e r  CFC.

4 .6  A t tr ib u te d  F ore ign  L o sses

4 . 6 . 1  I n  t h e  d o m e s t ic  c o n t e x t ,  t h e  New Z ea la n d  t a x  sy s te m  i s  
b a s e d  on a g l o b a l  c o m p u ta t io n  o f  incom e. T h a t  i s ,  r e s i d e n t s  
am a lgam ate  t h e i r  p r o f i t s  and l o s s e s  from a l l  t h e i r  a c t i v i t i e s  and 
a r e  t a x e d  on t h e  b a s i s  o f  t h e  n e t  r e s u l t .  T h e re  a r e  two r e a s o n s  
t o  d e p a r t  from t h i s  g l o b a l  t r e a t m e n t  i n  t h e  c o n t e x t  o f  t h e  BE 
r e g im e .  F i r s t ,  a BE p r o f i t  i s  n o t  e q u i v a l e n t  t o  a d o m e s t ic  
p r o f i t  a s  f a r  a s  t h e  c o n se q u e n c e s  f o r  t a x  re v e n u e  a r e  c o n c e rn e d  
b e c a u s e  o f  t h e  a l lo w a n c e  o f  a f o r e i g n  t a x  c r e d i t .  New Z ea la n d  
w i l l  c o l l e c t  re v e n u e  on t h e  BE p r o f i t s  o f  CFCs o n ly  t o  t h e  e x t e n t
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t h a t  t h e  f o r e ig n  t a x  c r e d i t  a llo w e d  i s  l e s s  th a n  t h e  New Z ea lan d  
t a x  p a y a b le  on th e  p r o f i t s .  F o r t h i s  r e a s o n ,  a  BE l o s s  s h o u ld  
a l s o  be t r e a t e d  d i f f e r e n t l y  from  a d o m e s tic  l o s s .  The reg im e  
w ould be  a sy m m e tric  i f  i t  p e r m i t t e d  a t t r i b u t e d  l o s s e s  t o  be 
a g g re g a te d  w i th  d o m e s tic  incom e b u t  th e n  a llo w e d  a c r e d i t  f o r  
f o r e ig n  t a x  p a id  by a CFC once  a r e s i d e n t  had  a t t r i b u t e d  
incom e. T hus, one o f  th e  c o n se q u e n c e s  o f  a l lo w in g  a c r e d i t  f o r  
incom e t a x e s  p a id  by a CFC i s  t h e  n eed  t o  r e s t r i c t  t h e  o f f s e t  o f  
a t t r i b u t e d  l o s s e s  a g a i n s t  d o m e s tic  incom e.

4 .6 .2  S e c o n d ly , u n r e s t r i c t e d  o f f s e t  o f  BE l o s s e s  w ould g iv e  
r i s e  t o  p ro b lem s w here New Z e a la n d  r e s i d e n t s  w ere  a b le  t o  a c q u ir e  
l o s s e s  in  f o r e ig n  co m p an ie s . We r e f e r r e d  e a r l i e r  t o  t h e  need  f o r  
a s p e c i a l  p r o v i s io n  t o  c o u n te r  t h i s ,  b u t  su ch  p r o v i s i o n s  can  
n e v e r  be  f u l l y  e f f e c t i v e .

4 .6 .3  F o r t h e s e  r e a s o n s ,  we c o n s id e r  t h a t  a t t r i b u t e d  lo s s e s  
u n d e r  th e  BE reg im e  s h o u ld  n o t  be  a b le  t o  be  o f f s e t  a g a i n s t  
o t h e r  t a x a b le  incom e. At t h e  same t im e ,  we r e c o g n is e  t h a t  l o s s  
r i n g - f e n c i n g  i s  se ldom  v e ry  e f f e c t i v e ,  p a r t i c u l a r l y  in  th e  
a b se n c e  o f  i n t e r j u r i s d i c t i o n a l  a l l o c a t i o n  r u l e s .  T a x p a y e rs  
i n v a r i a b l y  f i n d  ways t o  m i t i g a t e  i t s  e f f e c t .  N e v e r th e le s s ,  
u n r e s t r i c t e d  o f f s e t  o f  BE l o s s e s  a g a i n s t  d o m e s tic  incom e c o u ld  
n o t  be  j u s t i f i e d .

4 . 6 . 4  The C om m ittee p ro p o s e s  t h a t  t a x p a y e r s  be  a b le  t o  
a g g re g a te  a t t r i b u t e d  incom e and l o s s e s  from  incom e i n t e r e s t s  in  
CFCs r e s i d e n t  in  th e  same j u r i s d i c t i o n .  As n o te d  in  t h e  p re v io u s  
s e c t i o n ,  t h e  r a t i o n a l e  f o r  n o t  p e r m i t t i n g  g ro u p in g  o f  a t t r i b u t e d  
incom e and l o s s e s  d e r iv e d  in  d i f f e r e n t  j u r i s d i c t i o n s  i s  t h a t  t h i s  
w ould p e rm it  incom e a c c u m u la te d  in  low  t a x  j u r i s d i c t i o n s  t o  be 
s h e l t e r e d  by l o s s e s  d e r iv e d  in  h ig h  t a x  j u r i s d i c t i o n s .  T h is  w ould 
n o t  be  c o n s i s t e n t  w ith  t h e  b a s i c  a n t i - a v o id a n c e  o b j e c t i v e  o f  th e  
re g im e .

4 . 6 . 5  W here a t a x p a y e r 's  a g g re g a te  a t t r i b u t e d  incom e f o r  a
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j u r i s d i c t i o n  i s  a l o s s ,  we p ro p o se  t h a t  i t  be  a b le  t o  be  c a r r i e d  
fo rw a rd  f o r  o f f s e t  a g a i n s t  f u t u r e  a t t r i b u t e d  incom e d e r iv e d  from  
incom e i n t e r e s t s  in  CFCs r e s i d e n t  in  t h a t  j u r i s d i c t i o n .  Where th e  
t a x p a y e r  i s  a company, th e  c a r r y  fo rw a rd  o f  an  a t t r i b u t e d  l o s s  
s h o u ld  be s u b j e c t  t o  p r o v i s io n s  e q u iv a le n t  t o  th o s e  in  s e c t i o n  
188 . In  a d d i t i o n ,  a s  f o r  t a x  c r e d i t s ,  we p ro p o se  t h a t  com pan ies 
in  th e  same s p e c i f i e d  g ro u p  t h a t  have  incom e i n t e r e s t s  in  two o r  
m ore CFCs in  th e  same j u r i s d i c t i o n  s h o u ld  be  a b le  t o  a g g re g a te  
t h e i r  a t t r i b u t e d  incom e and l o s s e s  in  r e s p e c t  o f  th o s e  i n t e r e s t s ,  
s u b j e c t  t o  p r o v i s io n s  e q u iv a le n t  t o  th o s e  in  s e c t i o n  191.

Recommendations

4 . 6 . 6  A c c o r d in g ly , th e  Committee recommends th a t :

a an a t t r ib u te d  l o s s  o f  a ta x p a y e r  d e r iv e d  from an 
income i n t e r e s t  in  a CFC be a b le  t o  be o f f s e t  
o n ly  a g a in s t  a t t r ib u te d  income d e r iv e d  from  
income i n t e r e s t s  in  CFCs r e s id e n t  in  th e  same 
j u r i s d i c t io n  a s  th e  f ir s t -m e n t io n e d  CFC in  th e  
same o r  a fu tu r e  income y e a r;

b th e  c a rr y  forw ard o f  an a t t r ib u t e d  l o s s  by a 
company be s u b je c t  t o  a 40 p e r c e n t  sh a r e h o ld in g  
c o n t in u ity  t e s t  e q u iv a le n t  t o  th a t  in  s e c t io n  
188; and

c  com panies in  th e  same s p e c i f i e d  group be a b le  t o  
a g g r eg a te  a t t r ib u te d  income and l o s s e s  in  r e s p e c t  
o f  income i n t e r e s t s  in  CFCs r e s id e n t  in  th e  same 
j u r i s d i c t io n  s u b je c t  t o  p r o v is io n s  e q u iv a le n t  t o  
th o s e  in  s e c t io n  191 .
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4 .7  A p p lic a t io n  o f  th e  Regime t o  CFCs R e s id e n t  in  a 
"Grey  L is t"  Country

4 . 7 . 1  The BE reg im e  w i l l  n o t  a p p ly  t o  a  CFC r e s i d e n t  i n  " g re y  
l i s t "  c o u n t r i e s  ( i . e  t h e  U n ite d  S t a t e s ,  U n ite d  Kingdom, W est 
Germany, J a p a n , F ra n c e , Canada and A u s t r a l i a )  u n l e s s  t h e  CFC 
u t i l i s e s  a s p e c i f i e d  s i g n i f i c a n t  t a x  p r e f e r e n c e .  Where su c h  a 
CFC d id  u t i l i s e  a l i s t e d  p r e f e r e n c e ,  we recom m ended in  o u r  f i r s t  
r e p o r t  t h a t  i t s  r e s i d e n t  c o n t r o l l e r s  s h o u ld  be  r e q u i r e d  t o  
a d j u s t  th e  t a x a b le  incom e o f  t h e  CFC, m easu red  a c c o rd in g  t o  th e  
t a x  law  o f  i t s  c o u n try  o f  r e s id e n c e ,  f o r  t h e  e f f e c t  o f  t h e  
p r e f e r e n c e .  I f  th e  f o r e ig n  t a x  p a id  by th e  CFC a s  a p e r c e n ta g e  
o f  th e  a d ju s te d  t a x a b le  incom e e q u a l le d  o r  e x c e e d e d  th e  New 
Z ea lan d  company r a t e ,  t h e  CFC w ould rem a in  exem pt from  th e  
re g im e .

4 . 7 . 2  The a p p l i c a t i o n  o f  th e  reg im e  in  t h e s e  c i r c u m s ta n c e s  can  
now be  s p e l t  o u t  in  m ore d e t a i l .  We c o n s id e r  t h a t  t h e  b e s t  
a p p ro a c h  i s  t o  a d o p t a s i m p l i f i e d  c o m p u ta tio n  o f  BE incom e 
w henever a CFC r e s i d e n t  in  a g re y  l i s t  c o u n try  u t i l i s e s  a l i s t e d  
s i g n i f i c a n t  p r e f e r e n c e  i n  a p a r t i c u l a r  incom e y e a r .  In  su c h  
c a s e s ,  t h e  BE incom e o f  th e  CFC w ould e q u a l  i t s  t a x a b le  incom e in  
t h a t  y e a r  com puted a c c o rd in g  t o  t h e  t a x  law  o f  i t s  c o u n try  o f  
r e s id e n c e  b e f o r e  t a k in g  i n to  a c c o u n t  any l o s s e s  in c u r r e d  by  th e  
CFC in  o th e r  y e a r s  o r  l o s s e s  in c u r r e d  by any o t h e r  com pany, 
a d ju s te d  f o r  th e  e f f e c t  o f  th e  l i s t e d  p r e f e r e n c e .

4 . 7 . 3  The a d d in g  b a ck  o f  any  l o s s e s  i n c u r r e d  by th e  CFC o r  
any o th e r  company i s  n e c e s s a ry  in  p a r t  f o r  c o n s i s t e n c y  w i th  th e  
way in  w hich  th e  BE reg im e  w i l l  a p p ly  o u t s id e  o f  th e  g re y  l i s t  
c o u n t r i e s  and in  p a r t  t o  p r e v e n t  p o s s i b l e  d o u b le  c o u n tin g  o f  
l o s s e s ,  once in  th e  c o m p u ta tio n  o f  t h e  BE incom e o f  a g re y  l i s t  
CFC and ag a in  as an a t t r i b u te d  lo s s  in  th e  hands o f r e s id e n t  
t a x p a y e r s .
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4 .7 .4  In  a l l  o th e r  r e s p e c t s ,  th e  BE reg im e  w ould a p p ly  t o  g re y  
l i s t  CFCs in  th e  same way a s  f o r  o th e r  CFCs. Where a g re y  l i s t  CFC 

f e l l  i n to  th e  reg im e  by v i r t u e  o f  u t i l i s i n g  a s i g n i f i c a n t  
p r e f e r e n c e ,  no New Z ea lan d  t a x  w ould be  p a y a b le  on i t s  BE incom e 
t o  t h e  e x te n t  t h a t  i t  p a id  incom e t a x  a t  l e a s t  e q u a l  t o  t h e  New 
Z e a la n d  t a x  t h a t  w ould be p a y a b le  on i t s  incom e. T hus, th e  
a llo w a n c e  o f  a t a x  c r e d i t  h a s  th e  same e f f e c t  a s  t h e  r a t e  t e s t  
o u t l i n e d  in  p a ra g ra p h  4 .7 .1 .

Recommendation

4 .7 .5  The Committee th e r e fo r e  recommends t h a t  where a CFC 
r e s id e n t  in  a g rey  l i s t  cou n try  u t i l i s e s  a l i s t e d  s i g n i f i c a n t  
p r e fe r e n c e  in  any a c co u n tin g  y e a r , th e  BE regim e ap p ly  a s  fo r  
CFCs r e s id e n t  in  o th e r  j u r i s d i c t io n s  e x c e p t  t h a t  th e  BE income or  
l o s s  o f  th e  CFC be computed a s i t s  ta x a b le  income o r  l o s s  fo r  
t h a t  y e a r , m easured a cco rd in g  t o  th e  ta x  law  o f  i t s  co u n try  o f  
r e s id e n c e  (b e fo r e  ta k in g  in to  accou n t any l o s s e s  o f  th e  CFC 
in c u r r e d  in  o th e r  y e a r s  or  l o s s e s  in cu rred  by any o th e r  
com pany), a d ju ste d  fo r  th e  e f f e c t  o f  th e  l i s t e d  p r e fe r e n c e .

4 .8  Change o f  R esid en ce  o f  CFC or T axpayers

4 .8 .1  P r o v is io n s  a r e  r e q u i r e d  to  d e a l  w ith  c h a n g e s  o f  
r e s id e n c e  o f  f o r e ig n  com pan ies and New Z ea la n d  r e s i d e n t s .  F o r 
ex am p le , w here a r e s i d e n t  company c e a s e s  t o  be r e s i d e n t ,  i t  
s h o u ld  be deemed to  have  an a c c o u n tin g  p e r io d  t h a t  commences on 
th e  day  on w hich  i t  c e a s e s  t o  be  r e s i d e n t  so  t h a t ,  i f  i t  f a l l s  
i n t o  t h e  BE reg im e  a s  a r e s u l t  o f  i t s  change  o f  r e s id e n c e ,  an 
a c c o u n tin g  p e r io d  w ith  r e s p e c t  t o  th e  c o m p u ta tio n  o f  BE incom e i s  
d e f in e d .  T hese r u l e s  a r e  t h e r e f o r e  n e c e s s a ry  f o r  t h e  m ech an ics  
o f  t h e  BE re g im e .

4 . 8 . 2  The c o m p lian c e  c o s t s  o f  com pu ting  BE incom e f o r  a 
s h o r t  a c c o u n tin g  p e r io d  r e q u i r e d  a s  a r e s u l t  o f  a  change  o f
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r e s id e n c e  may be  e x c e s s iv e .  T h u s, r e s i d e n t s  s h o u ld  h av e  th e  
o p t io n  o f  p ro  r a t i n g  th e  incom e d e r iv e d  by t h e  CFC in  i t s  
a c t u a l  a c c o u n tin g  y e a r .

4 .9  D eterm in ation  o f  R esid en ce

4 . 9 . 1  A num ber o f  p r o v i s io n s  o f  th e  p ro p o se d  reg im e  depend  on 
th e  r e s id e n c e  o f  a  company. F o r exam ple , we hav e  p ro p o se d  t h a t  
th e  c a r r y  fo rw a rd  o f  l o s s e s  and e x c e s s  t a x  c r e d i t s  be  l i m i t e d  on 
a j u r i s d i c t i o n a l  b a s i s .  In  a d d i t i o n ,  t h e  t r a n s i t i o n a l  p r o v i s io n s  
a r e  r e l a t e d  t o  th e  f i s c a l  r e s id e n c e  o f  a f o r e i g n  com pany. T h is  
means t h a t  i t  i s  n e c e s s a ry  t o  hav e  p r o v i s io n s  f o r  d e te rm in in g  
u n am b ig u o u sly  th e  r e s id e n c e  o f  a f o r e ig n  com pany.

4 . 9 . 2  The f i s c a l  r e s id e n c e  o f  a company w i l l  n o rm a lly  be 
th e  j u r i s d i c t i o n  in  w hich  i t  i s  l i a b l e  f o r  t a x .  Where a  company 
i s  r e s i d e n t  in  two o r  more j u r i s d i c t i o n s ,  i t  s h o u ld  be  re g a rd e d  a s  
b e in g  r e s i d e n t  in  th e  j u r i s d i c t i o n  w hich  t h e  New Z ea la n d  
r e s id e n c e  r u l e s  w ould a s s ig n  i t  t o .  I f  t h i s  s t i l l  d o e s  n o t  
p r e s c r i b e  a s i n g l e  r e s id e n c e  t o  th e  com pany, t h e  c o u n try  in  
w hich  m ost o f  i t s  a s s e t s  a r e  l o c a te d  s h o u ld  be  i t s  f i s c a l  
r e s id e n c e .  Where none o f  t h e s e  r u l e s  s e t t l e s  t h e  r e s id e n c e  o f  a 
company, t h e r e  i s  no o p t io n  b u t  t o  l e t  t h e  C om m issioner d e c id e .
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CHAPTER 5 – FOREIGN INVESTMENT FUNDS

5 .1  I n tr o d u c t io n

5 . 1 . 1  The f o r e i g n  in v e s tm e n t  fund  reg im e  i s  t o  a p p ly  t o  
i n t e r e s t s  i n  o f f s h o r e  in v e s tm e n t  v e h i c l e s  w hich  f a l l  o u t s i d e  t h e  
BE reg im e  b u t  n e v e r t h e l e s s  c o n f e r  t a x  a d v a n ta g e s  on r e s i d e n t s  
b e c a u s e  o f  a f a v o u r a b le  t a x  t r e a t m e n t  i n  t h e  c o u n t r y  o f  r e s i d e n c e  
o f  t h e  fu n d .  An in v e s tm e n t  fund  i n  t h e  form o f  a u n i t  t r u s t  
d o m ic i le d  i n  a t a x  haven  i s  a t y p i c a l  exam ple  o f  su ch  an e n t i t y .  
By a c c u m u la t in g  r a t h e r  t h a n  d i s t r i b u t i n g  m ost o f  i t s  incom e, t h e  
fu n d  can  c o n v e r t  income such  a s  i n t e r e s t  and d iv id e n d s  i n t o  a 
c a p i t a l  g a in  t o  t h e  i n v e s t o r ,  w hich  can  be r e a l i s e d  e i t h e r  by 
s a l e  th r o u g h  a s t o c k  exchange  o r  by r e p u r c h a s e  by t h e  fund  o r  i t s  
m a n a g e r s .

5 . 1 . 2  We d e f i n e d  a f o r e i g n  in v e s tm e n t  fund  i n  o u r  p r e v i o u s  
r e p o r t  a s  any e n t i t y :

a w hich  d e r i v e s  i t s  income o r  v a lu e  p r i m a r i l y  o r  
s u b s t a n t i a l l y  from h o ld in g  o r  t r a d i n g  p o r t f o l i o  
in v e s tm e n t s  in  s h a r e s ,  i n v e s tm e n t s  i n  d e b t  
i n s t r u m e n t s ,  r e a l  p r o p e r t y ,  c o m m o d itie s ,  e t c ;  
and w here

b t h e  e f f e c t  o f  t h e  f i s c a l  r e s i d e n c e  and t h e  
d i s t r i b u t i o n  p o l i c y  o f  t h e  e n t i t y  i s  t o  r e d u c e  
t h e  t a x  p a y a b le  on t h e  income o f  t h e  e n t i t y  
below  w hat i t  would have  b e en  had  t h e  income 
been  t a x e d  i n  New Z ea la n d  a s  i t  was d e r i v e d .

5 . 1 . 3  The t a x a b l e  income d e r i v e d  by a New Z ea la n d  r e s i d e n t  
from  an i n t e r e s t  i n  a f o r e i g n  in v e s tm e n t  fund  i n  any  income y e a r  
i s  t o  be  c a l c u l a t e d  a s  t h e  i n c r e a s e  i n  t h e  m a rk e t  v a lu e  o f  t h e
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i n t e r e s t  o v e r  t h e  income y e a r ,  p l u s  any  d i s t r i b u t i o n s  r e c e i v a b l e  
by t h e  r e s i d e n t .

5 . 1 .4  T h is  c h a p t e r  o u t l i n e s  t h e  C o m m it te e 's  recom m enda tions  on 
t h e  re m a in in g  i s s u e s  w hich  need  t o  be  d e c id e d  in  o r d e r  t o  
im plem ent t h e  f o r e i g n  in v e s tm e n t  fund  ("F IF ")  r e g im e .  The 
r e l e v a n t  s e c t i o n  in  t h e  d r a f t  l e g i s l a t i o n  i s  s e c t i o n  245O.

5 .2  D e f i n i t i o n s

5 . 2 . 1  The d e f i n i t i o n  o f  a FIF i n  t h e  d r a f t  l e g i s l a t i o n  fo l lo w s  
c l o s e l y  t h e  one o u t l i n e d  above w i th  t h e  f o l lo w in g  c h a n g e s .  
I n s t e a d  o f  r e f e r r i n g  t o  an  " e n t i t y " ,  t h e  d e f i n i t i o n  l i s t s  t h e  
t y p e s  o f  e n t i t i e s  w hich  c o u ld  be  F IF s ,  nam ely , a f o r e i g n  company, 
a f o r e i g n  u n i t  t r u s t  and a f o r e i g n  s u p e r a n n u a t io n  fund  ( w hich 
t o g e t h e r  can  be  r e f e r r e d  t o  a s  " f o r e i g n  e n t i t i e s " ) . A lth o u g h  a 
u n i t  t r u s t  i s  deemed t o  be  a company by s e c t i o n  211 o f  t h e  Income 
Tax A c t ,  we have  e x p r e s s l y  r e f e r r e d  t o  u n i t  t r u s t s  t o  em p h a s ise  
t h e i r  i n c l u s i o n  in  t h e  FIF d e f i n i t i o n .  We p r o p o s e  t h a t  t h e  new 
d e f i n i t i o n  o f  " s u p e r a n n u a t io n  fund"  t o  be added  t o  s e c t i o n  2 a s  a 
r e s u l t  o f  t h e  c u r r e n t  r e v ie w  o f  t h e  t a x  t r e a t m e n t  o f  
s u p e r a n n u a t io n  a l s o  a p p ly  f o r  t h e  p u rp o s e s  o f  t h e  FIF d e f i n i t i o n .

5 . 2 . 2  The e x p l i c i t  i n c l u s i o n  o f  u n i t  t r u s t s  and  s u p e r a n n u a t io n  
fu n d s  i n  t h e  d e f i n i t i o n  r e c o g n i s e s  t h a t  some c o u n t r i e s  g iv e  
f a v o u r a b le  t a x  t r e a t m e n t  t o  su c h  e n t i t i e s .  A p a r a l l e l  change  i s  
t h e r e f o r e  n eed ed  t o  t h e  se co n d  l e g  o f  t h e  d e f i n i t i o n ,  w hich 
r e q u i r e s  a p e r s o n  t o  h ave  r e g a r d  t o  t h e  j u r i s d i c t i o n  in  w h ich  t h e  
e n t i t y  i s  r e s i d e n t ,  r e q u i r i n g  a p e r s o n  t o  a l s o  h av e  r e g a r d  t o  be 
c o n c e s s io n a r y  t a x  re g im e s  a p p ly in g  w i t h i n  t h a t  j u r i s d i c t i o n .

5 . 2 . 3  An i n t e r e s t  i n  a  FIF i s  d e f i n e d  i n  t h e  same way a s  a 
d i r e c t  income i n t e r e s t  i n  a f o r e i g n  company f o r  t h e  p u rp o s e s  o f  
t h e  BE re g im e .  As e x p la in e d  i n  c h a p t e r  3, incom e i n t e r e s t s  a r e  
d e f i n e d  i n  te rm s  o f  t h e  t h i n g s  t h a t  a  s h a r e h o l d e r  o f  a  company, 
o r  a p e r s o n  e n t i t l e d  t o  a c q u i r e  s h a r e s ,  would h o l d .  A p e r s o n
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may, how ever, have  r i g h t s  t o  t h e  income o f  a  f o r e i g n  e n t i t y  by 
h o l d in g  a l i f e  i n s u r a n c e  o r  s u p e r a n n u a t io n  p o l i c y  i s s u e d  by t h a t  
e n t i t y .  C o n se q u e n t ly ,  l i f e  i n s u r a n c e  o r  s u p e r a n n u a t io n  p o l i c i e s  
m ust be  added  t o  t h e  d e f i n i t i o n  o f  an  i n t e r e s t  i n  a  f o r e i g n  
e n t i t y  f o r  t h e  p u rp o s e s  o f  t h e  FIF re g im e .  Such an  i n t e r e s t  w i l l ,  
how ever ,  be  t a x a b l e  u n d e r  t h e  reg im e  o n ly  i f  t h e  f o r e i g n  e n t i t y  
t h a t  i s s u e d  t h e  p o l i c y  f a l l s  w i t h i n  t h e  d e f i n i t i o n  o f  a  F IF .

5 . 2 . 4  C o n s t r u c t i v e  o w n e rsh ip  r u l e s  a r e  n o t  n e ed e d  in  t h i s  
re g im e  s i n c e  t h e r e  i s  no c o n t r o l  t e s t ,  n o r  do we p ro p o s e  a 
minimum i n t e r e s t  t h r e s h o l d  b e f o r e  t h e  reg im e  a p p l i e s .  G iven  t h a t  
t h e  m a rk e t  v a lu e  o f  an  i n t e r e s t  i n  a FIF w i l l  r e f l e c t  t h e  v a lu e  
o f  t h e  F I F ' s  d i r e c t  and i n d i r e c t  i n t e r e s t s ,  i t  i s  n e c e s s a r y  t o  
f o c u s  on d i r e c t  i n t e r e s t s  o n ly .

Recommendation

5 . 2 . 5  A c c o r d in g ly ,  t h e  Committee recommends t h a t  t h e  f o r e ig n  
in v e s tm e n t  fund regim e ap p ly  t o  i n t e r e s t s  in  f o r e ig n  com panies,  
f o r e ig n  u n i t  t r u s t s  and f o r e ig n  su peran n u ation  funds t h a t  f a l l  
w it h in  t h e  d e f i n i t i o n  o f  a f o r e ig n  in v estm en t  fund and t h a t  th e  
d e f i n i t i o n  o f  an i n t e r e s t  in  a f o r e ig n  in v e stm en t  fund in c lu d e  
p o l i c i e s  o f  l i f e  in su r a n c e  o r  su peran nu ation  i s s u e d  by a f o r e ig n  
in v e s tm en t  fund.

5 .3  C a lc u la t io n  o f  FIF Income or  Loss

5 . 3 . 1  The income o r  l o s s  i n  any income y e a r  t h a t  a  p e r s o n  
d e r i v e s  from an  i n t e r e s t  i n  a FIF i s  t o  be  m easu red  by t h e  change  
i n  v a lu e  o f  t h e  i n t e r e s t  o v e r  t h e  y e a r .  T ak in g  i n t o  a c c o u n t  
p u r c h a s e s  and  s a l e s  w i t h i n  a y e a r ,  t h e  t a x a b l e  income o r  l o s s  o f  
a  p e r s o n  h o l d in g  an  i n t e r e s t  i n  a FIF in  any incom e y e a r  can  be 
d e f i n e d  a s :
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(a + b) − (c  + d)

w here  a  = t h e  m a rk e t  v a lu e  o f  t h e  i n t e r e s t  h e ld  a t  t h e  end 
o f  t h e  income y e a r ;

b = t h e  m a rk e t  v a lu e  o f  a l l  d i s t r i b u t i o n s  and  any 
o t h e r  c o n s i d e r a t i o n  r e c e i v a b l e  by t h e  p e r s o n  in  
t h a t  income y e a r  w i t h  r e s p e c t  t o  t h a t  F IF , 
i n c l u d i n g  any c o n s i d e r a t i o n  r e s u l t i n g  from  any 
d i s p o s a l  o f  an i n t e r e s t  d u r in g  t h e  incom e y e a r ;

c  = t h e  m a rk e t  v a lu e  o f  t h e  i n t e r e s t  h e ld  a t  t h e  end 
o f  t h e  p r e v io u s  incom e y e a r ;  and

d = t h e  m ark e t  v a lu e  o f  any  c o n s i d e r a t i o n  p a i d  by 
t h e  p e r s o n  f o r  t h e  a c q u i s i t i o n  o f  an  i n t e r e s t  
d u r in g  t h e  y e a r .

T h is  d e f i n i t i o n  i s  e s s e n t i a l l y  t h e  same a s  t h e  one t h a t  you 
a p p ro v ed  i n  r e s p o n s e  t o  o u r  recom m endation  i n  P a r t  1 o f  o u r  
R e p o r t  on I n t e r n a t i o n a l  Tax Reform .

5 .3 .2  The te rm  "b" i n  t h e  above fo rm u la  i s  d e f i n e d  t o  i n c l u d e  
w i t h i n  FIF income a l l  d i s t r i b u t i o n s  o f  a F IF . A l l  su c h  
d i s t r i b u t i o n s ,  w h e th e r  o f  income o r  c a p i t a l ,  n e ed  t o  be  i n c lu d e d  
w i t h i n  t h e  d e f i n i t i o n  s i n c e  any d i s t r i b u t i o n  w i l l  r e d u c e  t h e  end 
o f  y e a r  m a rk e t  v a lu e  o f  a FIF i n t e r e s t .  F u r th e rm o re ,  
d i s t r i b u t i o n s  s h o u ld  be  t a x e d  i n  t h e  y e a r  t h e y  become 
r e c e i v a b l e ,  r a t h e r  th a n  t h e  y e a r  t h a t  t h e y  a r e  r e c e i v e d ,  s i n c e  
t h e  c o r r e s p o n d in g  r e d u c t i o n  i n  t h e  m a rk e t  v a lu e  o f  a FIF 
i n t e r e s t  r e s u l t i n g  from a d i s t r i b u t i o n  w i l l  be  t a k e n  i n t o  
a c c o u n t  on an  a c c r u a l  b a s i s .  F i n a l l y ,  a l l  d i s t r i b u t i o n s  m ust be 
i n c l u d e d ,  w h e th e r  t h e y  a r e  i n  c a s h  o r  o th e r w i s e  and w h e th e r  o r  
n o t  t h e y  a r e  r e c e i v e d  d i r e c t l y  o r  a r e  c r e d i t e d  i n  a c c o u n t  o r  a r e  
o th e r w i s e  d e a l t  w i th  i n  t h e  i n t e r e s t  o r  on b e h a l f  o f  t h e  p e r s o n .



75

5 .4  Treatm ent o f  L o sses

5 .4 .1  F IF s  have  b een  d e f in e d  so  t h a t  i t  can  be  r e a s o n a b ly  
assum ed t h a t  th e  change  in  th e  m a rk e t v a lu e  o f  an  i n t e r e s t  i n  a 
FIF  o v e r  an  incom e y e a r  w i l l  r e f l e c t  t h e  change  in  t h e  m a rk e t 
v a lu e  o f  i t s  n e t  a s s e t s  o v e r  th e  y e a r .  The g ro w th  in  a F I F 's  n e t  
a s s e t s  o v e r  a y e a r  w i l l  i n  t u r n  depend  on i t s  incom e f o r  t h a t  
y e a r ,  re d u c e d  by any t a x  p a id  and by any am ount d i s t r i b u t e d  t o  
i n t e r e s t  h o ld e r s  d u r in g  th e  y e a r .  T hus, FIF  incom e o r  l o s s e s  
w i l l  be  m easu red  n e t  o f  any incom e t a x  p a id  by th e  fu n d . T h is  
m eans t h a t  i t  i s  n o t  a p p r o p r i a te  t o  a l lo w  i n t e r e s t  h o ld e r s  a 
c r e d i t ,  o r  a d e d u c t io n ,  f o r  any incom e t a x  p a id  by a  F IF .

5 . 4 . 2  By c o n t r a s t ,  a t a x  c r e d i t  i s  t o  be  a llo w e d  u n d e r  th e  BE 
re g im e . We recommended in  r e s p e c t  o f  t h e  BE reg im e  t h a t  
a t t r i b u t e d  incom e and l o s s e s  o f  a p e rs o n  u n d e r  t h e  reg im e  sh o u ld  
n o t  be  am algam ated  e x c e p t  w here th e y  a r e  d e r iv e d  in  r e s p e c t  o f  
i n t e r e s t s  in  CFCs r e s i d e n t  in  th e  same j u r i s d i c t i o n .  R e s id e n ts  
w ould  o th e rw is e  be a b le  t o  u se  c r e d i t s  f o r  t a x  p a id  by a CFC in  a 
h ig h  t a x  j u r i s d i c t i o n  t o  o f f s e t  a New Z ea lan d  t a x  l i a b i l i t y  in  
r e s p e c t  o f  an  i n t e r e s t  in  a CFC r e s i d e n t  in  a low t a x  
j u r i s d i c t i o n .  T h is  c o n s id e r a t i o n  i s  n o t  r e l e v a n t  u n d e r  th e  FIF 
re g im e  s in c e  c r e d i t s  w i l l  n o t  be g iv e n .  We t h e r e f o r e  p ro p o se  
t h a t  r e s i d e n t s  sh o u ld  be a b le  t o  a g g re g a te  t h e i r  F IF  incom e and 
l o s s e s  d e r iv e d  in  any incom e y e a r ,  i r r e s p e c t i v e  o f  t h e  r e s id e n c e  
o f  t h e  F IF .

5 . 4 . 3  In  o r d e r  t o  e n s u re  t h a t  r e s i d e n t s  a r e  n o t  d o u b le  ta x e d  
on F IF  incom e, once a s  i t  i s  r e f l e c t e d  in  an  i n c r e a s e  in  th e  
m a rk e t v a lu e  o f  an  i n t e r e s t  and a g a in  on d i s t r i b u t i o n ,  i t  i s  
n e c e s s a r y  t o  a llo w  FIF l o s s e s  t o  be d e d u c t ib l e .  The reg im e  sh o u ld  
n o t ,  how ever, p e rm it  r e s i d e n t s  t o  c la im  a d e d u c t io n  f o r  a  FIF 
l o s s  o f  incom e a n d /o r  c a p i t a l  a cc u m u la te d  o r  c o n t r ib u te d  p r i o r  to  
t h e  i n t r o d u c t i o n  o f  th e  re g im e . I t  i s  t h e r e f o r e  n e c e s s a r y  t o  
l i m i t  th e  FIF l o s s  t h a t  can  be d e d u c te d  by a r e s i d e n t  in  any 
incom e y e a r  t o  th e  am ount o f  th e  FIF incom e, i f  a n y , d e r iv e d  by 
t h e  r e s i d e n t  in  t h a t  y e a r  o r  an e a r l i e r  incom e y e a r  w ith  r e s p e c t
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t o  any F IF . T hus, w here  a FIF l o s s  d e r iv e d  by a  r e s i d e n t  i n  any 
incom e y e a r  e x c e e d s  h i s  o r  h e r  F IF  incom e f o r  t h a t  y e a r ,  t h e  
e x c e s s  l o s s  s h o u ld  be  a b le  t o  b e  d e d u c te d  from  o th e r  incom e o f  th e  
r e s i d e n t  d e r iv e d  in  t h a t  y e a r  t o  t h e  e x t e n t  t h a t  th e  e x c e s s  l o s s  
was l e s s  th a n  th e  c u m u la t iv e  F IF  incom e o f  t h e  r e s i d e n t  d e r iv e d  
in  e a r l i e r  incom e y e a r s ,  l e s s  t h e  am ount o f  any su ch  e x c e s s  
l o s s e s  s e t  o f f  a g a i n s t  o th e r  incom e in  t h o s e  e a r l i e r  y e a r s .  The 
e f f e c t  o f  t h i s  r u l e  i s  t h a t  a FIF  l o s s  c o u ld  be  d e d u c te d  o n ly  to  
th e  e x t e n t  t o  w hich a  p e rs o n  h a s  p r e v io u s ly  o r  w i l l  c u r r e n t l y  be 
ta x e d  on FIF  incom e.

5 .4 .4  To th e  e x te n t  t h a t  a  FIF l o s s  c a n n o t  be d e d u c te d  in  th e  
y e a r  t h a t  i t  i s  d e r iv e d ,  i t  s h o u ld  be c a r r i e d  fo rw a rd  f o r  o f f s e t  
a g a i n s t  F IF  incom e d e r iv e d  in  su b s e q u e n t y e a r s .  Where t h e  
ta x p a y e r  i s  a company, su ch  a l o s s  c a r r y  fo rw a rd  s h o u ld  be  
s u b j e c t  t o  a 40 p e r c e n t  s h a r e h o ld in g  c o n t i n u i t y  t e s t ,  a s  we have  
recommended in  th e  c a s e  o f  BE l o s s e s .  S i m i l a r ly ,  FIF incom e and 
l o s s e s  s h o u ld  be a b le  t o  be am algam ated  w i th in  a s p e c i f i e d  g ro u p  
o f  com pan ies r e s i d e n t  i n  New Z e a la n d , s u b j e c t  t o  p r o v i s io n s  
co m p arab le  t o  th o s e  a p p ly in g  t o  t h e  g ro u p in g  o f  l o s s e s  u n d e r  
s e c t io n  191.

Recommendations

5 .4 .5  A c co r d in g ly , th e  Committee recommends th a t :

a r e s id e n t s  be a b le  t o  a g g r e g a te  t h e i r  FIF income 
and l o s s e s  d e r iv e d  in  any incom e y ea r  from a l l  
FIFs in  w hich th e y  have an in t e r e s t ;

b where a FIF l o s s  d e r iv e d  by a r e s id e n t  in  any 
incom e y e a r  e x c e e d s  h i s  o r  h er  FIF incom e fo r  
th a t  y e a r , th e  e x c e s s  l o s s  be a b le  t o  be  
d ed u cted  from o th e r  income o f  th e  r e s id e n t  
d e r iv e d  in  th a t  y e a r  t o  th e  e x te n t  t h a t  th e  
e x c e s s  l o s s  i s  l e s s  than  an amount eq u a l t o  th e  
cu m u la tiv e  FIF incom e o f  th e  r e s id e n t  d e r iv e d  in
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e a r l i e r  income y e a r s ,  l e s s  t h e  sum o f  any e x c e s s  
l o s s e s  s e t  o f f  a g a in s t  o th e r  income in  t h o s e  
e a r l i e r  y e a r s  pursuant t o  t h i s  p r o v i s io n ;

c  t o  t h e  e x t e n t  t h a t  a FIF l o s s  cannot be  s e t  o f f  
a g a in s t  FIF or  o th e r  income d e r iv e d  in  t h e  same 
income y e a r ,  i t  be c a r r ie d  forward f o r  o f f s e t  
a g a in s t  FIF income d e r iv e d  in  fu tu r e  income  
y e a r s ;

d t h e  c a rry  forward o f  a FIF l o s s  by a company be  
s u b j e c t  t o  a 40 p e r c e n t  sh a r e h o ld in g  c o n t i n u i t y  
t e s t  s i m i la r  t o  t h a t  in  s e c t i o n  188; and

e  a FIF l o s s  in cu rred  by one company i n  a 
s p e c i f i e d  group o f  com panies be a b le  t o  be o f f s e t  
a g a in s t  FIF income d e r iv e d  by an o th er  company in  
t h e  s p e c i f i e d  group s u b j e c t  t o  p r o v i s io n s  
e q u iv a le n t  t o  t h o s e  in  s e c t i o n  191.

5 .5  Entry and E x i t  P r o v is io n s

5 . 5 . 1  O c c a s io n s  w i l l  a r i s e  when an i n t e r e s t  i n  a FIF w i l l  f a l l  
w i t h i n  o r  c e a s e  t o  be  w i t h i n  t h e  reg im e  w i t h o u t  an a c q u i s i t i o n  o r  
d i s p o s a l  a t  m a rk e t  v a lu e  o c c u r r i n g  a t  t h e  same t im e .  T h is  w i l l  
h a p p e n  when:

a a p e r s o n  becomes o r  c e a s e s  t o  be a r e s i d e n t ;

b a  p e r s o n  d i s p o s e s  o f  an i n t e r e s t  by way o f  g i f t  
o r  f o r  a c o n s i d e r a t i o n  w hich  i s  l e s s  t h a n  i t s  
m a rk e t  v a lu e ;

c a p e r s o n  d i e s ;  o r

d an  i n t e r e s t  i n  a FIF becom es an income
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i n t e r e s t  i n  a  CFC o f  n o t  l e s s  t h a n  10 p e r c e n t ,  
o r  v i c e  v e r s a .

In  su c h  c a s e s ,  t h e  i n t e r e s t  s h o u ld  be deemed t o  be  a c q u i r e d  o r  
d i s p o s e d  o f ,  a s  t h e  c a s e  may b e ,  f o r  i t s  m a rk e t  v a lu e  on th e  
r e l e v a n t  day .

Recommendations

5 . 5 . 2  A c c o r d in g ly ,  t h e  Committee recommends t h a t  a deemed 
a c q u i s i t i o n  or  d i s p o s a l  a t  m arket v a lu e  occu r  when:

a a p erson  becomes or  c e a s e s  t o  be a r e s id e n t ;

b a p erson  d i s p o s e s  o f  an i n t e r e s t  by way o f  g i f t  
or  f o r  a c o n s id e r a t io n  which i s  l e s s  th an  i t s  
market v a lu e ;

c  a p erson  d i e s ;

d an i n t e r e s t  i n  a FIF becomes an income i n t e r e s t  
in  a CFC o f  n o t  l e s s  than  10 p e r c e n t ;  or

e  an income i n t e r e s t  in  a CFC o f  n o t  l e s s  than  
10 p e r c e n t  c e a s e s  t o  be such  an i n t e r e s t  but  
i s  an i n t e r e s t  in  a FIF.

5 .6  C o n f l i c t  P r o v is io n s

5 . 6 . 1  As d e c id e d  p r e v i o u s l y ,  where an  i n t e r e s t  i n  a f o r e i g n  
company would g i v e  r i s e  t o  a t t r i b u t e d  incom e u n d e r  b o th  t h e  BE 
and FIF  r e g im e s ,  t h e  BE re g im e  w i l l  a p p ly .  T h is  i s  p r o v id e d  f o r  
i n  s e c t i o n  245P o f  t h e  d r a f t  l e g i s l a t i o n .  The ex em p tio n  from 
t h e  BE reg im e  f o r  income i n t e r e s t s  o f  l e s s  t h a n  10 p e r c e n t  do es  
n o t ,  how ever, a p p ly  t o  t h e  F IF  reg im e . T hus, p e r s o n s  h o ld in g  
income i n t e r e s t s  i n  a CFC o f  l e s s  th a n  10 p e r c e n t  may f a l l  
w i t h i n  t h e  FIF reg im e  i f  t h e  CFC i s  a F IF .
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CHAPTER 6 – TRUSTS

6 .1  I n tr o d u c t io n

6 . 1 . 1  I n  many c i r c u m s ta n c e s ,  t r u s t s  can  s u b s t i t u t e  f o r  CFCs o r  
F I F s .  H ence, i t  i s  n e c e s s a r y  t o  s u p p o r t  t h e  BE and FIF re g im e s  
w i th  a reg im e  a p p ly in g  t o  t r u s t s .  We r e f e r r e d  t o  t h e  t r u s t  reg im e  
i n  o u r  f i r s t  r e p o r t  a s  " t h e  s e t t l o r  reg im e"  b e c a u s e  i t  w i l l  b r i n g  
w i t h i n  t h e  t a x  n e t  t h e  f o r e i g n - s o u r c e  t r u s t e e  income o f  t r u s t s  
w h ich  h av e  one o r  more New Z e a la n d  r e s i d e n t  s e t t l o r s .  T h is  
t r u s t e e  income i s  now n o t  s u b j e c t  t o  t a x  i n  New Z e a la n d  w here  t h e  
t r u s t  h a s  n o n - r e s i d e n t  t r u s t e e s .

6 . 1 . 2  A f u r t h e r  d e f i c i e n c y  w i th  t h e  c u r r e n t  r u l e s  i s  t h e  
a m b ig u i ty  a b o u t  t h e  t a x  t r e a t m e n t  o f  d i s t r i b u t i o n s  from  non-  
r e s i d e n t  t r u s t e e s  t o  New Z ea la n d  b e n e f i c i a r i e s .  T h is  was d i s c u s s e d  
i n  t h e  C o n s u l t a t i v e  Document r e l e a s e d  in  December and  we have  
d r a f t e d  l e g i s l a t i o n  t o  d e a l  e x p l i c i t l y  w i th  t h i s  ty p e  o f  incom e. 
The p r e s e n t  r u l e s  a l s o  a t t e m p t  t o  d e a l ,  th o u g h  n o t  v e ry  
e f f e c t i v e l y ,  w i th  t h e  u se  o f  t r u s t s  f o r  incom e s p l i t t i n g .  W ith 
t h e  r e c e n t  c o n s i d e r a b l e  f l a t t e n i n g  o f  p e r s o n a l  income t a x  r a t e s ,  
t h e  n e e d  f o r  su c h  p r o v i s i o n s  h a s  l e s s e n e d .  We have  t h e r e f o r e  
t a k e n  t h e  o p p o r t u n i t y  t o  recommend ch an g e s  t o  t h e  e x i s t i n g  
t a x  l e g i s l a t i o n  a p p ly in g  t o  t r u s t s .  The r e s u l t  i s  a new reg im e  
f o r  t r u s t s  w hich  w ould  a p p ly  t o  d o m e s t ic  t r u s t s  a s  w e l l  a s  t o  
o v e r s e a s  t r u s t s  w i th  New Z ea la n d  c o n n e c t i o n s .

6 . 1 . 3  T h is  c h a p t e r  o u t l i n e s  t h e  new re g im e .  T r a n s i t i o n a l  
i s s u e s  r e l a t i n g  t o  t h e  t r e a t m e n t  o f  s e t t l e m e n t s  i n  e x i s t e n c e  on 
o r  b e f o r e  17 December 1987 a r e  d e a l t  w i th  i n  c h a p t e r  8 .
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6 .2  E x is t in g  Treatm ent o f  T r u sts

6 .2 .1  The p r e s e n t  t a x  t r e a tm e n t  o f  t r u s t s  i s  d e a l t  w ith  
p r i m a r i l y  in  s e c t i o n s  226 t o  233 o f  t h e  Incom e Tax A ct 1976. 
S e c t io n  226 c u r r e n t l y  d i s t i n g u i s h e s  b e tw een  " s p e c i f i e d "  and "non - 
s p e c i f i e d "  t r u s t s .  B ro ad ly  s p e a k in g ,  n o n - s p e c i f i e d  t r u s t s  in c lu d e  
t r u s t s  c r e a t e d  by w i l l  o r  on an  i n t e s t a c y  and i n t e r - v i v o s  t r u s t s  
c r e a t e d  b e f o r e  19 J u ly  1968. S p e c i f i e d  t r u s t s  a r e  i n t e r - v i v o s  
t r u s t s  c r e a t e d  on o r  a f t e r  t h a t  d a t e .  The d i s t i n c t i o n  was b ro u g h t 
i n t o  e x i s t e n c e  by an  amendment t o  t h e  Land and Incom e Tax A ct 
1954 fo l lo w in g  th e  1968 B u d g e t. The d i f f e r e n c e  b e tw een  th e  two 
ty p e s  o f  t r u s t  i s  p u r e ly  a m a t t e r  o f  t a x  t r e a tm e n t  o f  t h e  incom e 
d e r iv e d  by t h e i r  t r u s t e e s  and b e n e f i c i a r i e s .  I t  i s  n o t  founded  in  
any j u r i s p r u d e n t i a l  d i s t i n c t i o n  b e tw een  t r u s t s  o f  d i f f e r e n t  
k i n d s .

6 .2 .2  The p o l i c y  b e h in d  t h e  d i s t i n c t i o n  was an  e f f o r t  t o  
f r u s t r a t e  incom e s p l i t t i n g  by m eans o f  t r u s t s  w hich  was th o u g h t  
t o  hav e  become p a r t i c u l a r l y  p r e v a l e n t  i n  t h e  1 9 6 0 's .  The 
b e n e f i t s  o f  incom e s p l i t t i n g  a c h ie v e d  by  ta x p a y e r s  w ere  enhanced  
by th e  s t e e p l y  p r o g r e s s iv e  incom e t a x  s c a l e s  t h a t  p r e v a i l e d  a t  
t h a t  t im e  and t h a t  rem a in ed  in  f o r c e  u n t i l  r e l a t i v e l y  r e c e n t l y .  
The e f f e c t  o f  t h i s  p o l ic y  i s  t h a t ,  b ro a d ly  s p e a k in g ,  incom e o f  a 
s p e c i f i e d  t r u s t  i s  ta x e d  a t  a h ig h e r  r a t e  th a n  incom e o f  a non- 
s p e c i f i e d  t r u s t .

6 .2 .3  The c u r r e n t  law  f u r t h e r  d i s t i n g u i s h e s  b e tw een  t r u s t s  
o r ,  m ore p r e c i s e l y ,  b e tw een  d i f f e r e n t  s t r e a m s  o f  t r u s t  incom e, 
a c c o rd in g  t o  w h e th e r  incom e i s  a c c u m u la te d  by t r u s t e e s  o r  
d i s t r i b u t e d  t o  b e n e f i c i a r i e s  a n d , i f  t h e  l a t t e r ,  a c c o rd in g  to  
w h e th e r  th e  d i s t r i b u t i o n  i s  p u r s u a n t  t o  a d i s c r e t i o n  v e s te d  in  
t h e  t r u s t e e  o r  t o  a  p r o v i s io n  o f  t h e  t r u s t  t h a t  f i x e s  th e  r i g h t s  
o f  a b e n e f i c i a r y  t o  incom e. F i n a l l y ,  a d i s t i n c t i o n  i s  draw n in  
some c ir c u m s ta n c e s  a c c o rd in g  t o  w h e th e r  t h e  b e n e f i c i a r y  i s  an 
i n f a n t  o r  an a d u l t .
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6 . 2 . 4  Income a c c u m u la te d  by a t r u s t e e  i s  t a x e d  i n  t h e  h an d s  o f  
t h e  t r u s t e e  a t  t h e  r a t e s  t h a t  would a p p ly  i f  t h e  t r u s t e e  w ere  an 
i n d i v i d u a l  and  had  no o t h e r  incom e. For s p e c i f i e d  t r u s t s ,  t h e r e  
i s  a minimum r a t e  o f  35 p e r c e n t ,  r e f l e c t i n g  t h e  1968 p o l i c y  o f  
h a r s h e r  t r e a t m e n t  f o r  t h e s e  t r u s t s .

6 . 2 . 5  When a t r u s t e e  does  n o t  a c c u m u la te  income b u t  i n s t e a d  
i t  i s  d e r i v e d  i n  t r u s t  f o r  a b e n e f i c i a r y  " e n t i t l e d  i n  p o s s e s s i o n "  
t o  t h e  incom e, i t  i s  t a x a b l e  t o  t h a t  b e n e f i c i a r y .  T h is  r u l e  works 
w e l l  enough i n  t h e  c a s e  o f  a d u l t s .  I f  income v e s t s  i n  them  by 
v i r t u e  o f  t h e  p r o v i s i o n s  o f  a  t r u s t  o r  by v i r t u e  o f  t h e  e x e r c i s e  
o f  a d i s c r e t i o n  by t h e  t r u s t e e ,  t h e y  a r e  e n t i t l e d  i n  p o s s e s s i o n  
t o  t h a t  incom e b e c a u s e  t h e y  can  c a l l  on t h e  t r u s t e e  t o  pay  i t  
o v e r .  T h is  i s  n o t  t h e  c a s e  w i th  i n f a n t s  (n o r  w i th  p e r s o n s  who 
l a c k  f u l l  l e g a l  c a p a c i t y  f o r  o t h e r  r e a s o n s ,  su c h  a s  u n so u n d n e ss  
o f  mind) s i n c e  an i n f a n t  i s  n o t  e n t i t l e d  t o  t h e  p o s s e s s i o n  o f  
incom e.

6 . 2 . 6  T hus, w here , i n  t h e  e x e r c i s e  o f  a d i s c r e t i o n  by a 
t r u s t e e ,  incom e i s  p a id  t o  o r  a p p l i e d  f o r  t h e  b e n e f i t  o f  a 
b e n e f i c i a r y  by a "bona f i d e  t r a n s a c t i o n "  w hich  p l a c e s  t h e  income 
beyond  t h e  p o s s e s s i o n  and c o n t r o l  o f  t h e  t r u s t e e ,  t h e  b e n e f i c i a r y  
i s  deemed t o  be  e n t i t l e d  i n  p o s s e s s i o n  t o  t h e  income so  lo n g  a s  
t h e  paym ent o r  a p p l i c a t i o n  i s  made w i t h i n  s i x  m onths o f  t h e  end 
o f  t h e  incom e y e a r  i n  w hich  t h e  income i s  d e r i v e d .  The s i x  month 
r u l e  e n a b l e s  a t r u s t e e  t o  c a l c u l a t e  t h e  t r u s t ' s  income f o r  t h e  
r e l e v a n t  y e a r  b e f o r e  a p p ly in g  t h e  money f o r  t h e  b e n e f i t  o f  a 
b e n e f i c i a r y .

6 . 2 . 7  An a d d i t i o n a l  c o n d i t i o n  a p p l i e s  i n  t h e  c a s e  o f  a 
s p e c i f i e d  t r u s t  o r  an i n f a n t  b e n e f i c i a r y .  In  t h a t  c a s e ,  w here  t h e  
incom e comes w i t h i n  t h e  p o s s e s s i o n  o r  u n d e r  t h e  c o n t r o l  o f  t h e  
t r u s t e e  o r  i s  u se d  f o r  t h e  p u r p o s e s  o f  a b u s i n e s s  c a r r i e d  on by 
t h e  t r u s t e e ,  i t  i s  r e a s s e s s e d  t o  t h e  t r u s t e e  i n s t e a d  o f  t h e  
b e n e f i c i a r y .  T h is  r u l e  i s  p a r t  o f  t h e  h a r s h e r  reg im e  f o r  
s p e c i f i e d  t r u s t s  m en tio n ed  in  p a r a g r a p h  6 . 2 . 4 .
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6 .2 .8  The p r e c i s e  e f f e c t  o f  t h e  "bona  f i d e  t r a n s a c t i o n "  
re q u ir e m e n t  i s  n o t  c e r t a i n .  In  many c a s e s  t h i s  r e q u ir e m e n t  p o s e s  
few  p ro b lem s b e c a u se  incom e i s  em ployed t o  m eet c u r r e n t  n e e d s  o f  
t h e  b e n e f i c i a r y .  In  o t h e r  c a s e s ,  t r u s t e e s  go t o  some l e n g th s  t o  
e n s u re  t h a t  t h e r e  h a s  b e en  so m e th in g  t h a t  q u a l i f i e s  a s  a  paym ent 
o r  an a p p l i c a t i o n .  A common te c h n iq u e  i s  f o r  t h e  t r u s t e e  t o  
e s t a b l i s h  a s u b - s e t t l e m e n t  f o r  t h e  b e n e f i t  o f  t h e  b e n e f i c i a r y  and 
f o r  incom e t o  be c h a n n e l le d  t o  t h a t  s u b - s e t t l e m e n t .  The se co n d  
re q u ire m e n t  o u t l i n e d  in  p a ra g ra p h  6 . 2 . 6  in  many c a s e s  i s  a l s o  
a b le  t o  be  a v o id e d , a l b e i t  a t  some c o s t  in  th e  e s t a b l i s h m e n t  o f  
s u b - s e t t l e m e n t s  and o t h e r  p la n n in g  d e v ic e s .

6 . 2 . 9  I n  t h e  c a s e  o f  f ix e d  t r u s t s  o t h e r  th a n  s p e c i f i e d  t r u s t s ,  
incom e t h a t  v e s t s  in  an  i n f a n t  b e n e f i c i a r y  i s  a l s o  deemed t o  be  
incom e t o  w h ich  th e  b e n e f i c i a r y  i s  e n t i t l e d  in  p o s s e s s io n .

6 . 2 . 1 0  In  v iew  o f  t h e  i n e f f e c t i v e n e s s  o f  t h e  s p e c i f i e d / n o n -  
s p e c i f i e d  t r u s t  d i s t i n c t i o n  in  c o u n te r in g  incom e s p l i t t i n g  and 
o f  th e  s u b s t a n t i a l  f l a t t e n i n g  o f  t h e  p e r s o n a l  incom e t a x  s c a l e ,  
t h e  C om m ittee c o n s id e r s  t h a t  th e  d i s t i n c t i o n  s h o u ld  be  rem oved . 
I n  a d d i t i o n ,  b e c a u se  t h e  s e t t l o r  re g im e  s u p e r s e d e s  th e  c u r r e n t  
t r u s t  p r o v i s io n s  t o  some e x te n t  i t  i s  s im p le r  t o  r e p l a c e  a l l  o f  
s e c t i o n s  226 t o  233 by new p r o v i s i o n s  w h ich  c o v e r  b o th  w h o lly  
d o m e s tic  t r u s t s  and t r u s t s  w ith  f o r e i g n  e le m e n ts .

Recommendation

6 .2 .1 1  A c c o r d in g ly , th e  Committee recommends t h a t  th e  p r e s e n t  
d i s t i n c t i o n  betw een  s p e c i f i e d  and n o n - s p e c i f ie d  t r u s t s  in  
s e c t io n s  226 t o  233 o f  th e  A ct be removed from 1 A p r il  1988 .

6 .3  O verview  o f  T ru st Regime

6 .3 .1  The major d i f f e r e n c e  between th e  e x i s t in g  ta x  t r e a tm e n t  
o f  t r u s t s  and  th e  p ro p o se d  new re g im e  i s  t h a t  t h e  l a t t e r  b r in g s  
w i th in  th e  New Z ea la n d  t a x  n e t  t h e  t r u s t e e  incom e o f  t r u s t s  w ith
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n o n - r e s id e n t  t r u s t e e s  w hich  have  a New Z ea la n d  r e s i d e n t  s e t t l o r .  
Such incom e h a s  p r e v io u s ly  n o t  b een  s u b j e c t  t o  t a x  in  New Z ea lan d  
e x c e p t  w here  i t  h a s  a New Z ea lan d  s o u rc e .  As e x p la in e d  in  P a r t  1 
o f  o u r  r e p o r t ,  t h e  new reg im e  r e c o g n is e s  t h a t  t h e  econom ic 
s u b s ta n c e  o f  a t r u s t  may d i f f e r  from  i t s  l e g a l  a p p e a ra n c e . A 
s e t t l o r  may hav e  s u b s t a n t i a l  in f lu e n c e  o v e r  t h e  t r u s t e e ,  u s u a l ly  
on an  in fo rm a l  b a s i s  th o u g h  t h e r e  may be s p e c i f i c  p r o v i s io n  in  
t h e  t r u s t  d eed  so  t h a t ,  i n  p r a c t i c e  i f  n o t  in  law , a  s e t t l o r  may 
be  a b le  t o  w ind up a t r u s t  and in f lu e n c e  o r  c o n t r o l  th e  
d i s p o s i t i o n  o f  i t s  p r o p e r ty .

6 .3 .2  I f  t h i s  a ssu m p tio n  do es n o t  a c c o rd  w ith  th e  
c i r c u m s ta n c e s  o f  a p a r t i c u l a r  t r u s t ,  th e n  in  f u t u r e  New Z ea la n d  
r e s i d e n t s  can  s e t t l e  t r u s t s  on r e s i d e n t  t r u s t e e s  and d i v e s t  
th e m s e lv e s  o f  any  l i a b i l i t y  f o r  t a x  on t r u s t e e  incom e. I f  th e y  
w ish  t o  u s e  n o n - r e s id e n t  t r u s t e e s ,  th e y  m ust be  p r e p a re d  t o  have 
t h e  t r u s t e e ' s  l i a b i l i t y  f o r  New Z ea la n d  t a x  on t r u s t e e  incom e 
f a l l  b ack  on them  sh o u ld  th e  t r u s t e e  d e f a u l t .  We r e c o g n is e  t h a t  
t h i s  c h o ic e  may n o t  be  a v a i l a b l e  in  r e s p e c t  o f  t r u s t s  t h a t  w ere  
s e t t l e d  b e f o r e  17 December 1987 and so  have  recommended t h a t  
t h e  s e t t l o r  in  t h e s e  c ir c u m s ta n c e s  n o t  be  l i a b l e  f o r  t a x  on 
t r u s t e e  incom e. A num ber o f  t r a n s i t i o n a l  p r o v i s io n s  r e l a t i n g  to  
t h e s e  t r u s t  a r e  o u t l i n e d  in  c h a p te r  8 .

6 .3 .3  T hus, u n d e r  th e  new re g im e , th e  f o r e ig n - s o u r c e  t r u s t e e  
incom e o f  any t r u s t  w i l l  be t a x a b le  in  New Z ea la n d  w h ere , a t  any 
t im e  in  an incom e y e a r ,  a s e t t l o r  o f  th e  t r u s t  i s  r e s i d e n t  in  New 
Z e a la n d . T r u s te e  incom e i s  incom e d e r iv e d  by a t r u s t e e  o f  a t r u s t  
i n  an y  y e a r  t h a t  i s  n o t  b e n e f i c i a r y  incom e o f  any b e n e f i c i a r y  o f  
t h e  t r u s t .  The t a x  t r e a tm e n t  o f  t r u s t e e  incom e i s  d i s c u s s e d  in  
s e c t i o n  6 .5 .  We r e f e r  t o  a t r u s t  i n  r e s p e c t  o f  w hich  t r u s t e e  
incom e h a s  been  t a x a b le  in  New Z ea lan d  in  e v e ry  incom e y e a r  s in c e  
i t s  s e t t l e m e n t  a s  a " q u a l i f y in g  t r u s t " .  The l i a b i l i t y  f o r  th e  t a x  
on t r u s t e e  incom e w i l l  f a l l  on th e  t r u s t e e .  Where t h e r e  i s  no 
r e s i d e n t  t r u s t e e ,  t h e  New Z ea lan d  r e s i d e n t  s e t t l o r  w i l l  be  l i a b l e  
a s  a g e n t  o f  t h e  t r u s t e e .  In  e f f e c t ,  t h e  s e t t l o r  i s  t r e a t e d  a s  th e  
" ta x p a y e r  o f  l a s t  r e s o r t "  in  r e s p e c t  o f  t r u s t e e  incom e.
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6 .3 .4  We p ro p o se  t h a t  s e t t l o r s  o f  t r u s t s  t h a t  a r e  c h a r i t a b l e  
t r u s t s  o r  s u p e ra n n u a t io n  fu n d s  n o t  be  l i a b l e  f o r  t a x  on t r u s t e e  
incom e a s  a g e n ts  o f  t h e  t r u s t e e s .  In  a d d i t i o n ,  we p ro p o se  t h a t ,  
w here a t r u s t  i s  s e t t l e d  by a new r e s i d e n t  b e f o r e  he  o r  sh e  
becom es r e s i d e n t  in  New Z e a la n d , t h e  s e t t l o r  s h o u ld  n o t  be  
l i a b l e  f o r  t a x  on t r u s t e e  incom e p ro v id e d  t h a t  t h e  s e t t l o r  h a s  
n o t  b een  r e s i d e n t  in  New Z e a la n d  a t  any  t im e  a f t e r  17 Decem ber 
1987. T hese  p r o v i s io n s  a r e  o u t l i n e d  in  s e c t i o n s  6 .6  t o  6 .8 .  We 
p ro p o s e , how ever, t h a t  a new r e s i d e n t  in  th e  ab o v e  c ir c u m s ta n c e s  
s h o u ld  be a b le  t o  e l e c t  t o  become l i a b l e  f o r  t a x  on t r u s t e e  
incom e. S i m i l a r ly ,  a t r u s t e e  o f  a  t r u s t  w hich  h a s  a s e t t l o r  who 
i s  no lo n g e r  r e s i d e n t  o r  who h a s  d ie d  s h o u ld  b e  a b le  t o  e l e c t  t o  
c o n t in u e  t o  pay  t a x  on f o r e ig n - s o u r c e  t r u s t e e  incom e so  t h a t  th e  
t r u s t  r e t a i n s  i t  s t a t u s  a s  a q u a l i f y in g  t r u s t .

6 .3 .5  The incom e d e r iv e d  by a t r u s t e e  o f  a t r u s t  i n  any 
incom e y e a r  i s  e i t h e r  " t r u s t e e  incom e" o r  " b e n e f i c i a r y  in co m e". 
B e n e f ic ia r y  incom e i s ,  b r o a d ly ,  t h a t  p a r t  o f  t h e  incom e d e r iv e d  
by th e  t r u s t e e  in  any incom e y e a r  w hich  v e s t s  i n  o r  i s  
d i s t r i b u t e d  t o  a b e n e f i c i a r y  in  t h e  same y e a r .  S e c t io n  6 .9  s e t s  
o u t  th e  p ro p o se d  t r e a tm e n t  o f  su c h  incom e. A b e n e f i c i a r y  may 
a l s o  r e c e iv e  d i s t r i b u t i o n s  from  a t r u s t  o t h e r  th a n  b e n e f i c i a r y  
incom e. Such d i s t r i b u t i o n s  c o u ld  c o n s i s t  o f  incom e r e c e iv e d  by a 
b e n e f i c i a r y  a f t e r  t h e  incom e y e a r  in  w hich  i t  i s  d e r iv e d  by th e  
t r u s t e e  o r  d i s t r i b u t i o n s  from  c u r r e n t  o r  p r i o r  y e a r  g a in s  t h a t  
a r e  n o t  t a x a b le  incom e. Any paym en t, b e n e f i t ,  p r o p e r ty  o r  o th e r  
c o n s id e r a t i o n  d e r iv e d  by a b e n e f i c i a r y  from  a t r u s t ,  i n c lu d in g  
b e n e f i c i a r y  incom e, w i l l  be  r e f e r r e d  t o  a s  a " d i s t r i b u t i o n " .  
The d r a f t  l e g i s l a t i o n  r e f e r s  t o  t h e  t a x a b le  p o r t i o n  o f  su ch  a 
d i s t r i b u t i o n  a s  a " t a x a b le  d i s t r i b u t i o n " .  The t a x a t i o n  o f  
d i s t r i b u t i o n s  i s  d i s c u s s e d  in  s e c t i o n s  6 .1 0  t o  6 .1 2 .

6 . 3 . 6  As n o te d  ab o v e , t r u s t s  i n  r e s p e c t  o f  w hich  t r u s t e e  
incom e h a s  been  s u b j e c t  t o  t a x  in  New Z ea la n d  in  a l l  incom e y e a r s  
s in c e  t h e i r  e s t a b l i s h m e n t  w i l l  be  c a l l e d  " q u a l i f y in g  t r u s t s " .  We 
u se  th e  te rm  " q u a l i f y in g "  s in c e  we p ro p o se  t h a t  d i s t r i b u t i o n s
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from  su c h  t r u s t s ,  o t h e r  t h a n  b e n e f i c i a r y  incom e, s h o u ld  q u a l i f y  
a s  n o n - a s s e s s a b l e  income i n  t h e  hands o f  b e n e f i c i a r i e s .

6 . 3 . 7  A se co n d  c a t e g o r y  o f  t r u s t  w i l l  be  c a l l e d  a  " f o r e i g n  
t r u s t " .  We d e f i n e  a f o r e i g n  t r u s t  a s  a t r u s t  t h a t  h a s  n o t  had  a 
s e t t l o r  who i s  o r  was a r e s i d e n t  o f  New Z ea la n d  a t  any  t im e  
a f t e r  17 December 1987. We p ro p o se  t h a t  d i s t r i b u t i o n s  o f  t h e  
t r u s t e e  income o f  t h e s e  t r u s t s  d e r i v e d  by t h e  t r u s t e e  i n  
a c c o u n t in g  y e a r s  commencing on o r  a f t e r  1 A p r i l  1988 and any 
b e n e f i c i a r y  income d e r i v e d  by a b e n e f i c i a r y  o f  su ch  a t r u s t  be 
t a x a b l e  i n  New Z ea la n d  b u t  o t h e r  d i s t r i b u t i o n s  be  non-  
a s s e s s a b l e .  T hese  p r o p o s a l s  a r e  d i s c u s s e d  in  s e c t i o n  6 .1 1 .

6 . 3 . 8  D i s t r i b u t i o n s ,  o t h e r  th a n  b e n e f i c i a r y  incom e, w hich  a r e  
made by t h e  t r u s t e e  o f  a  t r u s t  t h a t  i s  n e i t h e r  a q u a l i f y i n g  
t r u s t  n o r  a f o r e i g n  t r u s t  w i l l  be  r e f e r r e d  t o  a s  " n o n - q u a l i f y i n g  
d i s t r i b u t i o n s " .  T h is  te rm  i s  n o t  u se d  i n  t h e  d r a f t  l e g i s l a t i o n  
b u t ,  f o r  c o n v e n ie n c e  o f  e x p o s i t i o n ,  we have  em ployed i t  i n  t h i s  
r e p o r t .  F o r  exam ple , d i s t r i b u t i o n s  from t r u s t s  i n  r e s p e c t  o f  
w h ich  t r u s t e e  income h a s  n o t  been  s u b j e c t  t o  t a x  i n  New Z ea la n d  
i n  a l l  income y e a r s  s i n c e  t h e i r  s e t t l e m e n t ,  o t h e r  t h a n  f o r e i g n  
t r u s t s ,  w i l l  be  n o n - q u a l i f y i n g  d i s t r i b u t i o n s .  S in c e  non-  
q u a l i f y i n g  d i s t r i b u t i o n s  may c o n s i s t  o f  income w hich  h a s  n e v e r  
b e e n  t a x e d  i n  New Z ea la n d  and may n o t  have  been  t a x e d  i n  any 
o t h e r  j u r i s d i c t i o n ,  t h e y  s h o u ld  n o t  be  n o n - a s s e s s a b l e  i n  t h e  
h a n d s  o f  b e n e f i c i a r i e s .  Our p r o p o s a l s  i n  r e l a t i o n  t o  t h e s e  
d i s t r i b u t i o n s  a r e  o u t l i n e d  in  s e c t i o n  6 .1 3 .

6 . 3 . 9  The d i s t i n c t i o n  be tw een  q u a l i f y i n g ,  f o r e i g n  and o t h e r  
t r u s t s  i s  t h e r e f o r e  an im p o r t a n t  d e te r m in a n t  o f  t h e  way i n  w hich 
we p r o p o s e  t h a t  d i s t r i b u t i o n s  from t r u s t s  sh o u ld  be  t a x e d .

6 .4  D e f i n i t i o n  o f  a S e t t l o r

6 . 4 . 1  A c o r n e r s t o n e  o f  t h e  reg im e  i s  t h e  d e f i n i t i o n  o f  a 
s e t t l o r .  T h is  i s  d e a l t  w i th  i n  s e c t i o n  226 o f  t h e  d r a f t  
l e g i s l a t i o n .  T h ere  a r e  s e v e r a l  l e g s  t o  t h e  d e f i n i t i o n :
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a a s e t t l o r  i s  d e f i n e d ,  b r o a d l y ,  a s  any  p e r s o n  
who, d i r e c t l y  o r  i n d i r e c t l y  ( e . g .  v i a  n o m inees , 
s o l i c i t o r s ,  a c c o u n t a n t s ,  f i n a n c i a l  i n s t i t u t i o n s ,  
e t c )  and w h e th e r  by one t r a n s a c t i o n  o r  a  s e r i e s  
o f  t r a n s a c t i o n s ,  makes o r  h a s  made any  
d i s p o s i t i o n  o f  p r o p e r t y  on a  t r u s t .  A 
d i s p o s i t i o n  o f  p r o p e r t y  i s  i n  t u r n  d e f i n e d  
w id e ly ;

b w here  a t r u s t  i s  s e t t l e d  by a  r e s i d e n t  company 
and t h e  company i s  wound u p , any p e r s o n  who a t  
t h e  t im e  o f  t h e  s e t t l e m e n t  had  a d i r e c t  c o n t r o l  
i n t e r e s t ,  a s  t h a t  te rm  i s  d e f i n e d  f o r  t h e  
p u rp o s e s  o f  t h e  BE re g im e ,  i n  t h e  company would 
be  deemed t o  b e  a  s e t t l o r  i f  t h e  p e r s o n ' s  d i r e c t  
c o n t r o l  i n t e r e s t  t o g e t h e r  w i th  t h a t  h e l d  by 
a s s o c i a t e d  p e r s o n s  i s  10 p e r c e n t  o r  m ore . A 
p a r a l l e l  r u l e  a p p l i e s  w here  su c h  a p e r s o n  i s  a 
company and i s  i t s e l f  wound u p , and  so  on ;

c w here  a t r u s t  i s  s e t t l e d  by a  CFC, any  r e s i d e n t  
who a t  t h e  t im e  o f  t h e  s e t t l e m e n t ,  o r  a t  t h e  
t im e  a CFC becom es a s e t t l o r  by v i r t u e  o f  r u l e  b 
above , h a s  a c o n t r o l  i n t e r e s t  i n  t h e  CFC i s  
deemed t o  be  a s e t t l o r  o f  t h e  t r u s t  i f  t h e  
r e s i d e n t ' s  c o n t r o l  i n t e r e s t  and t h a t  o f  
a s s o c i a t e d  p e r s o n s  i s  10 p e r c e n t  o r  m ore ;

d w here  a t r u s t  i s  s e t t l e d  by  a  t r u s t e e  o f  a n o th e r  
t r u s t ,  any p e r s o n  who i s  a  s e t t l o r  o f  t h e  f i r s t  
t r u s t  i s  deemed t o  be  a s e t t l o r  o f  t h e  se c o n d ;

e w here  t h e  t r u s t e e  o f  a t r u s t  i s  a company and a 
r e s i d e n t  a c q u i r e s  an i n t e r e s t  i n  t h a t  company 
w i th  t h e  e f f e c t  o r  p u rp o s e  o f  r e q u i r i n g  t h e  
t r u s t e e  t o  t r e a t  t h e  r e s i d e n t ,  o r  any  p e r s o n  he
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o r  sh e  n o m in a te s ,  a s  a b e n e f i c i a r y ,  t h e  r e s i d e n t  
i s  deemed t o  be  a s e t t l o r ;

f  a g e n e r a l  a n t i - a v o i d a n c e  r u l e  i s  i n c lu d e d  t o  
d e f i n e  a s  s e t t l o r s  any p e r s o n s  who make an 
a r ra n g e m e n t  i n  r e l a t i o n  t o  a t r u s t  w hich  h a s  t h e  
e f f e c t  o f  d e f e a t i n g  t h e  i n t e n t  and a p p l i c a t i o n  
o f  t h i s  d e f i n i t i o n .

6 . 4 . 2  The above d e f i n i t i o n  o f  a  s e t t l o r  e l a b o r a t e s  f o r  t h e  
p u r p o s e s  o f  t h e  d r a f t  l e g i s l a t i o n  t h e  v e ry  w ide d e f i n i t i o n  o f  a 
s e t t l o r  and a s e t t l e m e n t  recommended i n  o u r  p r e v i o u s  r e p o r t .

6 .5  T r u ste e  Income

6 . 5 . 1  As m en tio n ed  ab ove , " t r u s t e e  income" means income 
d e r i v e d  by a t r u s t e e  o f  a t r u s t  i n  any income y e a r  t h a t  i s  n o t  
b e n e f i c i a r y  income o f  any b e n e f i c i a r y  o f  t h e  t r u s t .  Where 
t r u s t e e  income i s  d e r i v e d  in  New Z e a la n d ,  t h e  t r u s t e e ,  w h e th e r  
r e s i d e n t  o r  n o t ,  w i l l  be l i a b l e  f o r  t a x  i n  New Z ea la n d  on t h e  
incom e.

6 . 5 . 2  The s e t t l o r  reg im e  b r i n g s  i n t o  t h e  New Z ea la n d  t a x  n e t  
t r u s t e e  income w hich  i s  d e r i v e d  o u t s i d e  New Z ea la n d  i n  any 
incom e y e a r  i f  t h e  t r u s t  h a s  a s e t t l o r  who i s  r e s i d e n t  i n  New 
Z e a la n d  a t  any t im e  d u r in g  t h e  y e a r .  T hus, w here  t h e r e  i s  a 
r e s i d e n t  s e t t l o r ,  b o th  New Z e a la n d -  and f o r e i g n - s o u r c e  t r u s t e e  
incom e w i l l  be a s s e s s a b l e  i n  New Z e a la n d .

6 . 5 . 3  As t h e  Com mittee r e c o g n i s e d  in  P a r t  1 o f  i t s  r e p o r t ,  
w here  t r u s t e e  income i s  t o  be s u b j e c t  t o  New Z ea la n d  t a x a t i o n ,  t h e  
b e s t  c o u r s e  i s  t o  t a x  i t  i n  t h e  h ands  o f  t h e  t r u s t e e  a s  i f  he  o r  
sh e  w ere  a r e s i d e n t .  I t  i s  t h e  t r u s t e e  who d e r i v e s  t h e  income and 
i t  i s  t o  t h e  t r u s t e e  t h a t  one s h o u ld  lo o k  i n  t h e  f i r s t  i n s t a n c e  
f o r  t h e  r e s u l t a n t  t a x .  C o n se q u e n t ly ,  i n  t h e  c a s e  o f  a t r u s t  
w here  t h e r e  i s  a New Z ea la n d  r e s i d e n t  s e t t l o r  a t  any  t im e  d u r in g  
t h e  incom e y e a r ,  t h e  p r im a ry  l i a b i l i t y  f o r  income t a x  s h o u ld
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f a l l  on t h e  t r u s t e e .

6 .5 .4  As d i s c u s s e d  in  o u r p r e v io u s  r e p o r t ,  w here  t h e r e  may be 
d i f f i c u l t i e s  in  e n fo r c in g  th e  t r u s t e e ' s  l i a b i l i t y  f o r  t a x  on 
non-New Z ea la n d  s o u rc e  incom e, i t  i s  n e c e s s a r y  t o  make th e  
r e s i d e n t  s e t t l o r  l i a b l e  f o r  t a x  on t r u s t e e  incom e a s  a g e n t  f o r  
th e  t r u s t e e .  Such d i f f i c u l t i e s  may o b v io u s ly  a r i s e  w here  a  t r u s t  
h a s  no r e s i d e n t  t r u s t e e s .  I f  a  t r u s t e e  i s  r e s i d e n t ,  t h e  
D ep artm en t can  p u rs u e  th e  t r u s t e e  th ro u g h  t h e  l e g a l  p r o c e s s  and 
h a s  r e c o u r s e  t o  th e  t r u s t e e ' s  a s s e t s .  W here, ho w ev er, t h e  
t r u s t e e  i s  a  s h e l l  company w ith  no t a n g i b l e  a s s e t s  i n  New 
Z e a la n d , p ro b lem s o f  e n fo rc e m e n t may s t i l l  o c c u r .  We t h e r e f o r e  
p ro p o se  t h a t  th e  s e t t l o r  o f  a  t r u s t  n o t  be  l i a b l e  f o r  t a x  on 
t r u s t e e  incom e i f  t h e  t r u s t e e  i s  r e s i d e n t  i n  New Z e a la n d  and i s  
a n a t u r a l  p e r s o n ,  a t r u s t e e  company w i th in  t h e  m ean ing  o f  th e  
T ru s te e  A ct 1956.

6 .5 .5  In  o t h e r  c a s e s ,  th e  s e t t l o r  o f  a  t r u s t  w i l l  b e  l i a b l e  
a s  a g e n t  o f  t h e  t r u s t e e  f o r  t a x  on th e  t r u s t e e  incom e o f  th e  
t r u s t .  T h is  l i a b i l i t y  w i l l  n o t ,  how ever, a r i s e  i f  t h e  t r u s t  was 
s e t t l e d  on o r  b e fo r e  17 Decem ber 1987 u n le s s  th e  s e t t l o r  e l e c t s  
t o  be  so  l i a b l e .  We p ro p o se  a num ber o f  o t h e r  e x e m p tio n s  in  
r e s p e c t  o f  s u p e ra n n u a t io n  fu n d s , new r e s i d e n t s  and  c h a r i t a b l e  
t r u s t s  w hich  a r e  d is c u s s e d  in  s e c t i o n s  6 .6 ,  6 .7  and 6 .8 .

6 .5 .6  In  summary, f o r e ig n - s o u r c e  t r u s t e e  incom e w i l l  be  l i a b l e  
f o r  t a x  in  New Z ea la n d  in  any incom e y e a r  i n  w hich  t h e  t r u s t  h a s  
a s e t t l o r  who i s  r e s i d e n t  in  New Z ea la n d . The p r im a ry  l i a b i l i t y  
f o r  t h e  t a x  w i l l  f a l l  on th e  t r u s t e e .  Where th e  t r u s t  was 
s e t t l e d  a f t e r  17 December 1987, a l i a b i l i t y  f o r  t a x  on t r u s t e e  
incom e, in  th e  e v e n t  o f  th e  d e f a u l t  o f  t h e  t r u s t e e ,  w i l l  a l s o  
f a l l  on a r e s i d e n t  s e t t l o r  e x c e p t  in  c e r t a i n  c i r c u m s ta n c e s .  We 
p ro p o se  t h a t  t h e s e  c ir c u m s ta n c e s  be  t h a t :

a t h e  t r u s t  h a s  a r e s i d e n t  t r u s t e e  who i s  a 
n a t u r a l  p e rs o n  o r  a t r u s t e e  com pany; o r
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b th e  t r u s t  i s  a  s u p e ra n n u a t io n  fu n d . (T h is  
ex em p tio n  i s  r e f e r r e d  t o  in  s e c t i o n  6 .6 ) ;  o r

c t h e  t r u s t  was s e t t l e d  by a p e rs o n  b e f o r e  
becom ing r e s i d e n t  in  New Z ea la n d  who had  n o t  
b een  r e s i d e n t  in  New Z ea la n d  a t  any  t im e  a f t e r  
17 December 1987. (T h is  i s  t h e  new r e s i d e n t  
ex em p tio n  w hich  i s  d is c u s s e d  in  s e c t i o n  6 .7 ) ;  o r

d th e  t r u s t  i s  a  c h a r i t a b l e  t r u s t .  (T h is  i s  
d is c u s s e d  in  s e c t i o n  6 .8 ) .

6 .5 .7  Where t h e r e  i s  more th a n  one r e s i d e n t  s e t t l o r ,  t h e  
s im p le s t  t r e a tm e n t  i s  t o  make them  j o i n t l y  and s e v e r a l l y  l i a b l e  
f o r  t h e  t a x  a s  a g e n ts  o f  th e  t r u s t e e .  The u se  o f  t h e  te rm  
" a g e n t"  b r in g s  i n t o  p la y  a l l  t h e  p r o v i s io n s  o f  th e  Incom e Tax 
A ct i n  r e s p e c t  o f  agency  l i a b i l i t y .  One o f  t h e s e  i s  t h a t  an 
a g e n t  h a s  a r i g h t  o f  in d e m n ity  from  h i s  p r i n c i p a l ,  i n  t h i s  c a s e  
th e  t r u s t e e .  T hus, f o r  m e c h a n ic a l c o l l e c t i o n  p u rp o s e s ,  and t o  
f i t  i n  w ith  th e  e x i s t i n g  p a t t e r n  o f  th e  A c t, i t  i s  a p p r o p r i a t e  
t o  g iv e  th e  s e t t l o r  th e  s t a t u s  o f  a g e n t .  T h is  a p p ro a c h  sh o u ld  
n o t ,  how ever, o b s c u re  th e  p o l ic y  c o n s i d e r a t i o n s  t h a t  make i t  
a p p r o p r i a t e  f o r  a New Z ea lan d  r e s i d e n t  s e t t l o r  t o  be  t r e a t e d ,  in  
e f f e c t ,  a s  a " ta x p a y e r  o f  l a s t  r e s o r t "  in  r e s p e c t  o f  t h e  t r u s t e e  
incom e o f  a t r u s t .

6 .5 .8  C irc u m s ta n c e s  w i l l  a r i s e  w h ere , th o u g h  t h e r e  i s  no New 
Z e a la n d  t a x  l i a b i l i t y  in  r e s p e c t  o f  f o r e ig n - s o u r c e  t r u s t e e  
incom e b e c a u se  t h e r e  i s  no r e s i d e n t  s e t t l o r ,  a s e t t l o r  o r  
t r u s t e e  w ould p r e f e r  t h a t  a t r u s t  be  a q u a l i f y in g  t r u s t  so  t h a t  
d i s t r i b u t i o n s  o f  th e  t r u s t  ( a p a r t  from  b e n e f i c i a r y  incom e) a r e  
n o n - a s s e s s a b l e .  F o r exam p le , a s e t t l o r  who i s  e m ig r a t in g  may 
w ish  t o  c o n tin u e  t o  have  a l l  o f  th e  t r u s t e e  incom e o f  a t r u s t  
t a x e d  in  New Z e a la n d . F o r s i m i l a r  r e a s o n s ,  th e  t r u s t e e  o f  a 
t e s ta m e n ta r y  t r u s t  o r  an i n t e r - v i v o s  t r u s t  f o l lo w in g  th e  d e a th  
o f  a r e s i d e n t  s e t t l o r  may w ish  t o  r e t a i n  a q u a l i f y in g  t r u s t  
s t a t u s .  A c c o rd in g ly , we p ro p o se  t h a t  a s e t t l o r  o r  t r u s t e e  o f  a
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t r u s t  b e  p e r m i t t e d  t o  e l e c t  t o  make f o r e ig n - s o u r c e  t r u s t e e  
incom e o f  t h e  t r u s t  l i a b l e  f o r  t a x  in  New Z ea lan d  in  any  incom e 
y e a r ,  even  th o u g h  t h e r e  may be  no s e t t l o r  o f  th e  t r u s t  r e s i d e n t  
in  New Z ea la n d  in  t h a t  y e a r ,  by s u b m i t t in g  a r e t u r n  o f  su ch  
incom e by th e  due d a t e .

6 .5 .9  A t p r e s e n t  t h e  t r u s t e e  incom e o f  s p e c i f i e d  t r u s t s  i s  
ta x e d  a t  a  r a t e  o f  35 p e r c e n t  and th e  t r u s t e e  incom e o f  n o n - 
s p e c i f i e d  t r u s t s  a t  t h e  o r d in a r y  m a rg in a l  t a x  r a t e s  a p p ly in g  to  
i n d i v i d u a l s .  S in c e  we have recommended in  p a ra g ra p h  6 .2 .1 1  t h a t  
th e  d i s t i n c t i o n  b e tw een  s p e c i f i e d  and n o n - s p e c i f i e d  t r u s t s  
sh o u ld  be  ab an d o n ed , we c o n s id e r  t h a t  t h e r e  sh o u ld  be  a u n ifo rm  
r a t e  o f  t a x  in  r e s p e c t  o f  t r u s t e e  incom e w ith  e f f e c t  from  
1 A p r i l  1988.

Recommendations

6 .5 .1 0  A c co r d in g ly , th e  Committee recommends th a t :

a a t r u s t e e  be l i a b l e  f o r  ta x  on t r u s t e e  income 
d e r iv e d  o u t s id e  New Z ealand in  any incom e y ea r  
in  which th e  t r u s t  h as a s e t t l o r  who i s  
r e s id e n t  in  New Zealand a t  any tim e  d u r in g  th e  
y e a r ;

b s u b je c t  t o  th e  recom m endations in  s e c t i o n s  6 .6  
6 .7  and 6 .8 ,  where a t r u s t  was s e t t l e d  a f t e r  17 
December 1987, any r e s id e n t  s e t t l o r  o f  th e  t r u s t  
be l i a b l e  fo r  ta x  on t r u s t e e  income a s  a g e n t o f  
th e  t r u s t e e  e x c e p t  where th e  t r u s t  h a s a 
r e s id e n t  t r u s t e e  who i s  a n a tu r a l p e rso n  or  a 
t r u s t e e  company w ith in  th e  meaning o f  th e  
T r u ste e  A ct 1956;

c  a s e t t l o r  or t r u s t e e  o f  a t r u s t  be p e r m itte d  to  
e l e c t  t o  make fo r e ig n -s o u r c e  t r u s t e e  incom e  
s u b je c t  t o  ta x  in  any incom e yea r  by making a
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r e tu r n  o f  such income by t h e  due d a te ;  and

d a t r u s t  in  r e s p e c t  o f  which t r u s t e e  income h as  
been s u b j e c t  t o  t a x  in  New Zealand, i n  t h e  
hands o f  e i t h e r  t h e  t r u s t e e  o r  t h e  s e t t l o r ,  in  
e v er y  income y e a r  s i n c e  t h e  s e t t l e m e n t  o f  th e  
t r u s t  be d e f in e d  a s  a " q u a l i fy in g  t r u s t " .

6 .6  S e t t l o r  l i a b i l i t y : Superannuation Funds

6 . 6 . 1  A c o n t r i b u t o r  t o  a s u p e r a n n u a t io n  fund  f a l l s  w i t h i n  
t h e  d e f i n i t i o n  o f  a s e t t l o r  w here  t h e  fund  i s  c o n s t i t u t e d  a s  a 
t r u s t .  W here, how ever, t h e  s u p e r a n n u a t io n  fund  i s  r e s i d e n t  i n  
New Z e a la n d ,  a s e p a r a t e  t a x  reg im e  i s  t o  a p p ly  t o  t h e  t a x a t i o n  o f  
t h e  t r u s t e e  income o f  t h e  fu n d . T h is  reg im e  i s  t h e  s u b j e c t  o f  a 
s e p a r a t e  c o n s u l t a t i v e  p r o c e s s  and s u p e r s e d e s  e n t i r e l y  t h e  
t r u s t  re g im e  w hich  f a l l s  w i t h in  o u r  a m b i t .  C o n s e q u e n t ly ,  o u r  
p r o p o s a l s  f o r  t h e  t a x a t i o n  o f  t r u s t s  do n o t  a p p ly  w here  t h e  
t r u s t  i s  a r e s i d e n t  s u p e r a n n u a t io n  fu n d .

6 .6 .2  Where a s u p e r a n n u a t io n  fund  i s  a n o n - r e s i d e n t ,  o u r  
u n d e r s t a n d i n g  i s  t h a t  t h e  reg im e  u n d e r  c o n s i d e r a t i o n  i n  t h e  
s e p a r a t e  c o n s u l t a t i v e  p r o c e s s  would n o t  a p p ly .  We would n o t ,  
h o w ever ,  p ro p o s e  t o  t a x  a r e s i d e n t  c o n t r i b u t o r  t o  a n o n - r e s i d e n t  
s u p e r a n n u a t io n  fund  on t h e  w orldw ide  t r u s t e e  income o f  a non-  
r e s i d e n t  s u p e r a n n u a t io n  fu n d . T hus, a c o n t r i b u t o r  who i s  
t e c h n i c a l l y  a s e t t l o r  o f  a s u p e r a n n u a t io n  fund  s h o u ld  n e v e r  be 
l i a b l e  f o r  t a x  on t h e  t r u s t e e  income o f  t h e  fu n d .

6 .6 .3  The o n ly  l i a b i l i t y  t h a t  would f a l l  on a c o n t r i b u t o r  
would a r i s e  i f  t h e  s u p e r a n n u a t io n  fund  w ere  a n o n - r e s i d e n t  fund  
t h a t  f e l l  w i t h i n  t h e  d e f i n i t i o n  o f  a f o r e i g n  in v e s tm e n t  fu n d .  As 
o u t l i n e d  i n  c h a p t e r  5 , r e s i d e n t s  w i th  i n t e r e s t s  i n  
s u p e r a n n u a t io n  fu n d s  t h a t  a r e  F IF s  s h o u ld  be  t a x e d  on t h e  income 
d e r i v e d  from su ch  i n t e r e s t s  u n d e r  t h e  FIF re g im e .
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6 .6 .4  We t h e r e f o r e  p ro p o s e  t h a t  a p e r s o n  who m akes a 
s e t t l e m e n t  on a t r u s t  t h a t  i s  a s u p e ra n n u a t io n  fu n d , a s  th e  te rm  
i s  t o  be  d e f in e d  f o r  t h e  p u rp o s e s  o f  t h e  new t a x  reg im e  f o r  
s u p e ra n n u a t io n  fu n d s , s h o u ld  n o t  be  l i a b l e  f o r  t a x  on th e  
t r u s t e e  incom e o f  th e  t r u s t  i r r e s p e c t i v e  o f  t h e  r e s id e n c e  o f  t h e  
t r u s t e e .  T h is  ex em p tio n  w ould a p p ly , f o r  ex am p le , t o  
c o n t r i b u t i o n s  made t o  a s u p e ra n n u a t io n  fu n d  by an em ployee o r  an  
em p lo y e r, in c lu d in g  th o s e  made by a CFC.

Recommendation

6 .6 .5  The Committee th e r e fo r e  recommends t h a t  a p erson  who 
makes a s e t t le m e n t  on a t r u s t  t h a t  i s  a su p eran n u ation  fund, a s  
t h a t  term  i s  t o  be d e f in e d  fo r  th e  p u rp oses o f  th e  new ta x  
regim e fo r  su p era n n u a tio n , n o t  b e  l i a b l e  f o r  ta x  on th e  t r u s t e e  
income o f  th e  t r u s t .

6 .7  S e t t lo r  L i a b i l i t y :  New R e s id e n ts

6 .7 .1  An im m ig ran t who s e t t l e s  a  t r u s t  b e f o r e  becom ing 
r e s i d e n t  in  New Z ea la n d  i s  i n  a p o s i t i o n  s i m i l a r  t o  a s e t t l o r  o f  
a t r u s t  i n  e x i s t e n c e  on 17 Decem ber 1987, p ro v id e d  t h a t  th e  
im m ig ran t h a s  n o t  p r e v io u s ly  been  r e s i d e n t  in  New Z ea la n d  s in c e  
17 December 1987. T hus, we c o n s id e r  t h a t  a s i m i l a r  r e l i e f  from  
l i a b i l i t y  f o r  t a x  on t r u s t e e  incom e i s  w a r ra n te d  in  su ch  c a s e s .  
In  p a r t i c u l a r ,  we c o n s id e r  t h a t ,  w here a p e rs o n  who h a s  n e v e r  
p r e v io u s ly  b een  r e s i d e n t  in  New Z ea la n d  a f t e r  17 Decem ber 1987 
becom es r e s i d e n t  in  New Z ea la n d  a f t e r  t h a t  d a te  and h a s  s e t t l e d  
a  t r u s t  b e fo r e  becom ing r e s i d e n t ,  t h a t  p e rs o n  s h o u ld  n o t  be 
l i a b l e  a s  a g e n t  o f  th e  t r u s t e e  f o r  t a x  on th e  t r u s t e e  incom e o f  
th e  t r u s t .
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Recommendation

6 .7 .2  The Committee th e r e fo r e  recommends t h a t  p e r so n s  who 
become r e s id e n t  in  New Zealand a f t e r  17 December 1987 who have  
s e t t l e d  a t r u s t  b e fo r e  becom ing r e s id e n t  n o t be l i a b l e  f o r  ta x  
on t r u s t e e  income in  r e s p e c t  o f  t h a t  t r u s t ,  p ro v id ed  t h a t  th e y  
have n o t  p r e v io u s ly  been r e s id e n t  in  New Z ealand s in c e  17 
December 1987.

6 .8  S e t t l o r  L i a b i l i t y : C h a r ita b le  T r u sts

6 .8 .1  T r u s te e s  o f  c h a r i t a b l e  t r u s t s  a r e  c u r r e n t l y  exem pt from  
t a x  i n  New Z ea lan d  by v i r t u e  o f  s e c t i o n s  61(26) and 61(27) o f  th e  
A c t. The G overnm ent h a s  announced  i t s  i n t e n t i o n  t o  re v ie w  th e  ta x  
exem pt s t a t u s  o f  c h a r i t a b l e  t r u s t s ,  b u t  t h i s  i s  o u t s id e  th e  
b r i e f  o f  th e  C om m ittee . G iven t h a t  th e  t r u s t e e  incom e o f  
r e s i d e n t  t r u s t e e s  o f  c h a r i t a b l e  t r u s t s  i s  exem pt from  t a x  in  New 
Z e a la n d , a p e rs o n  m aking a d o n a tio n  t o  a c h a r i t a b l e  t r u s t  (who 
w ould be a s e t t l o r  u n d e r  o u r  d e f i n i t i o n )  s h o u ld  n o t  be  l i a b l e  
f o r  t a x  on th e  t r u s t e e  incom e o f  th e  t r u s t .  Even i f  t h e  t r u s t e e  
incom e o f  c h a r i t a b l e  t r u s t s  w ere t a x a b le  in  New Z e a la n d , i t  
w ould n o t  be  a p p r o p r i a t e  t o  make r e s i d e n t  s e t t l o r s  l i a b l e  f o r  
t a x  on th e  w o rld w id e  t r u s t e e  incom e o f  n o n - r e s id e n t  c h a r i t a b l e  
t r u s t s .  T hus, we p ro p o se  t h a t  th e  new reg im e  f o r  th e  t a x a t i o n  o f  
t r u s t e e  incom e s h o u ld  n o t  a p p ly  t o  a p e rs o n  who makes a 
s e t t l e m e n t  on a c h a r i t a b l e  t r u s t .  F o r t h i s  p u rp o s e , we p ro p o se  
t h a t  a  c h a r i t a b l e  t r u s t  be  d e f in e d  ta k in g  i n t o  a c c o u n t t h e  te rm s  
o f  s e c t i o n  6 1 (2 7 ) . I f ,  how ever, t h e  d e f i n i t i o n  in  t h i s  s e c t i o n  
i s  ch an g ed  a s  a r e s u l t  o f  th e  c u r r e n t  re v ie w , i t  may be 
n e c e s s a r y  t o  amend o u r  p ro p o se d  d e f i n i t i o n .

Recommendations

6 .8 .2  A c c o r d in g ly , th e  Committee recommends t h a t  a p erson  who 
makes a s e t t le m e n t  on a c h a r ita b le  t r u s t  n o t be l i a b l e  f o r  ta x  
on th e  t r u s t e e  incom e o f  th e  t r u s t .
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6 .9  B e n e f ic ia r y  Income

6 . 9 . 1  As o u t l i n e d  in  s e c t i o n  6 .3 ,  t h e  r e c e i p t s  o f  a 
b e n e f i c i a r y  o f  a t r u s t  a r i s e  from  two s o u r c e s :

a income d e r i v e d  by t h e  b e n e f i c i a r y  i n  t h e  same 
income y e a r  a s  i t  i s  d e r i v e d  by t h e  t r u s t e e ,  o r  
p a id  t o  o r  a p p l i e d  f o r  t h e  b e n e f i t  o f  t h e  
b e n e f i c i a r y  w i t h i n  s i x  m onths o f  t h e  end o f  t h e  
income y e a r .  T h is  i s  r e f e r r e d  t o  a s  " b e n e f i c i a r y  
in co m e" ; and

b d i s t r i b u t i o n s  o f  t r u s t e e  income r e c e i v e d  by 
t h e  b e n e f i c i a r y  i n  an income y e a r  a f t e r  t h e  y e a r  
i n  w hich i t  i s  d e r i v e d  by t h e  t r u s t e e ,  o r  
d i s t r i b u t i o n s  from  c u r r e n t  o r  p r i o r  y e a r  g a in s  
o f  t h e  t r u s t  t h a t  do n o t  r e p r e s e n t  t a x a b l e  
incom e.

6 .9 .2  B e n e f i c i a r y  incom e, a s  n o te d  i n  s e c t i o n  6 . 2 ,  i s  
c u r r e n t l y  d e f i n e d  a s  income d e r i v e d  by a t r u s t e e  i n  any income 
y e a r  t o  w hich  a b e n e f i c i a r y  o f  t h e  t r u s t  i s  e n t i t l e d  in  
p o s s e s s i o n  i n  t h a t  y e a r .  I n  t h e  l i g h t  o f  t h e  C o m m it te e 's  
c o n c lu s io n  i n  s e c t i o n  6 .2  t h a t  t h e  s p e c i f i e d / n o n - s p e c i f i e d  t r u s t  
d i s t i n c t i o n  s h o u ld  be  d ro p p e d ,  we p ro p o s e  t h a t  b e n e f i c i a r y  
income be d e f i n e d  more w id e ly  a s  income d e r i v e d  by a t r u s t e e  in  
any  income y e a r  w hich :

a v e s t s  a b s o l u t e l y  i n  i n t e r e s t  i n  a b e n e f i c i a r y  
d u r in g  t h e  incom e y e a r ;  o r

b i s  p a id  o r  a p p l i e d  by t h e  t r u s t e e  t o  o r  f o r  t h e  
b e n e f i t  o f  t h e  b e n e f i c i a r y  d u r in g  o r  w i t h i n  6 
m onths o f  t h e  end  o f  t h e  income y e a r

w h e th e r  o r  n o t  t he  b e n e f i c i a r y  i s  an i n f a n t  o r  i s  s u b j e c t  t o  any 
o t h e r  l e g a l  i n c a p a c i t y .
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6 .9 .3  T h is  d e f i n i t i o n  w ould rem ove th e  c o n d i t i o n s  t h a t  m ust 
b e  s a t i s f i e d  u n d e r  c u r r e n t  law  in  r e s p e c t  o f  s p e c i f i e d  t r u s t s  
and  i n f a n t  b e n e f i c i a r i e s  and th o s e  o f  unsound  m ind . The e f f e c t  
w ould  be t o  t a x  in  b e n e f i c i a r i e s '  h an d s incom e t h a t  th e  c u r r e n t  
law  a t t e m p ts  t o  t a x  t o  th e  t r u s t e e .  We recommend, how ever, t h a t  
t r u s t e e s  s h o u ld  c o n t in u e  to  be l i a b l e  f o r  t a x  on b e n e f i c i a r y  
incom e a s  a g e n ts  f o r  t h e  b e n e f i c i a r i e s ,  a s  i s  now th e  c a s e .

6 .9 .4  Where b e n e f i c i a r y  incom e h a s  been  s u b j e c t  t o  t a x  in  
a n o th e r  j u r i s d i c t i o n  in  th e  hands o f  th e  t r u s t e e ,  t h e  
b e n e f i c i a r y  (and  th e  t r u s t e e  a s  a g e n t  f o r  th e  b e n e f i c i a r y )  sh o u ld  
r e c e i v e  a c r e d i t  a g a i n s t  th e  New Z ea la n d  incom e t a x  l i a b i l i t y  on 
th e  incom e f o r  any f o r e ig n  incom e o r  w i th h o ld in g  t a x  p a id  by th e  
t r u s t e e .  In  o r d e r  t h a t  a d i s p r o p o r t i o n a t e  am ount o f  th e  f o r e ig n  
t a x  p a id  by th e  t r u s t e e  i s  n o t  c r e d i t e d  t o  a b e n e f i c i a r y ,  t h e  
c r e d i t  a llo w e d  t o  th e  b e n e f i c i a r y  s h o u ld  be  e q u a l  t o  th e  
p r o p o r t io n  o f  th e  t o t a l  f o r e ig n  t a x  p a id  by th e  t r u s t e e  t h a t  th e  
b e n e f i c i a r y  incom e b e a r s  t o  th e  t o t a l  incom e d e r iv e d  by th e  
t r u s t e e  in  t h a t  incom e y e a r .

6 .9 .5  Where a t r u s t e e  f a i l s  t o  m eet an o b l i g a t i o n  f o r  t a x  on 
b e n e f i c i a r y  incom e and th e  b e n e f i c i a r y  i s  a New Z ea lan d  
r e s i d e n t ,  t h e  l i a b i l i t y  w i l l  f a l l  on th e  b e n e f i c i a r y .  Where a 
b e n e f i c i a r y  i s  a n o n - r e s id e n t ,  t h e  t r u s t e e  w i l l  be  l i a b l e ,  a s  
a g e n t  o f  th e  b e n e f i c i a r y ,  f o r  t a x  in  New Z ea la n d  on b e n e f i c i a r y  
incom e o n ly  i f  t h a t  incom e h a s  a New Z ea lan d  s o u r c e .  The r a t e  o f  
t a x  w i l l  depend  on w h e th e r  th e  incom e i s  o r d in a r y  incom e o r  non-  
r e s i d e n t  w ith h o ld in g  incom e. In  e i t h e r  c a s e ,  t h e  s e t t l o r  s h o u ld  
hav e  no l i a b i l i t y  f o r  t a x  on b e n e f i c i a r y  incom e.

6 .9 .6  The d e f i n i t i o n  o f  a d i s t r i b u t i o n  n e e d s  t o  be  w ide 
enough t o  encom pass i n d i r e c t  d i s t r i b u t i o n s  t o  a r e s i d e n t  
b e n e f i c i a r y .  F o r exam p le , a t a x a b le  d i s t r i b u t i o n  p a id  th ro u g h  a 
ta x -e x e m p t o r  n o n - ta x a b le  t h i r d  p a r t y  who r e c e iv e d  th e  
d i s t r i b u t i o n  from  a t r u s t e e  on th e  u n d e r s ta n d in g  t h a t  i t  was t o  
be  p a id  t o  o r  e n jo y e d  by a b e n e f i c i a r y  in  a t a x - f r e e  o r  l i g h t l y -  
t a x e d  form  s h o u ld  r e t a i n  i t s  c h a r a c t e r  a s  a t r u s t  d i s t r i b u t i o n .
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O th e r  ty p e s  o f  i n d i r e c t  d i s t r i b u t i o n s  from  a t r u s t e e  in c lu d e  
g i f t s ,  a lo a n ,  a r e l e a s e  o r  abandonm ent o f  a  d e b t  and a 
d i s p o s i t i o n  o f  p r o p e r ty  t h a t  p u r p o r t s  t o  be  a s e t t l e m e n t  on a 
n o n - q u a l i f y in g  o r  f o r e ig n  t r u s t  f o r  t h e  b e n e f i t  o f  th e  New 
Z ea la n d  r e s i d e n t  o r  an a s s o c i a t e d  p e r s o n .

6 .9 .7  The e n fo rc e m e n t o f  t a x  on su c h  an e x te n d e d  d e f i n i t i o n  
o f  a t r u s t  d i s t r i b u t i o n  m ust r e l y  t o  a  l a r g e  e x te n t  on 
d i s c l o s u r e .  F a i lu r e  by a b e n e f i c i a r y  t o  d i s c l o s e  an i n d i r e c t  
d i s t r i b u t i o n  w ould , how ever, c o n s t i t u t e  a f a i l u r e  t o  d i s c l o s e  
a s s e s s a b l e  incom e and w ould be s u b j e c t  t o  th e  p e n a l t i e s  
a p p l i c a b l e  t o  t a x  e v a s io n .

Recommendations

6 .9 .8  A c c o r d in g ly , th e  Committee recommends th a t :

a th e  b e n e f ic ia r y  incom e o f  a b e n e f ic ia r y  o f  a 
t r u s t  be d e f in e d  a s  incom e d e r iv e d  by 
th e  t r u s t e e  o f  th e  t r u s t  in  any income y e a r  
w hich:

i  v e s t s  a b s o lu t e ly  in  i n t e r e s t  in  a 
b e n e f ic ia r y  d u rin g  th e  income y e a r ;  or

i i  i s  p a id  o r  a p p lie d  by th e  t r u s t e e  t o  or  
fo r  th e  b e n e f i t  o f  th e  b e n e f ic ia r y  du rin g  
th e  incom e y e a r  or  w ith in  6 months o f  th e  
end o f  th e  incom e y e a r

w heth er or  n o t  th e  b e n e f ic ia r y  i s  an in f a n t  o r  i s  
s u b je c t  t o  any o th e r  l e g a l  in c a p a c ity ;

b th e  c r e d i t  a llo w e d  t o  a b e n e f ic ia r y  o f  a t r u s t  
in  r e s p e c t  o f  ta x  p a id  by th e  t r u s t e e  o f  th e  
t r u s t  in  any incom e y e a r  be eq u a l t o  th e  
p r o p o r tio n  o f  th e  t o t a l  ta x  p a id  by th e  t r u s t e e
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in  th a t  income y e a r  t h a t  th e  b e n e f ic ia r y  income 
o f  th e  b e n e f ic ia r y  b e a r s  t o  th e  t o t a l  income 
d e r iv e d  by th e  t r u s t e e  in  th a t  incom e y e a r ;

c  th e  t r u s t e e  o f  a t r u s t  c o n tin u e  t o  be l i a b l e  
fo r  ta x  on b e n e f ic ia r y  income a s  a g e n t o f  th e  
b e n e f ic ia r y ;  and

d th e  d e f i n i t i o n  o f  a d i s t r ib u t io n  encompass 
in d ir e c t  d i s t r ib u t io n s  r e c e iv e d  from a t r u s t e e .

6 . 1 0  D is t r ib u t io n s  From Q u a lify in g  T r u sts

6 .1 0 .1  As e x p la in e d  p r e v io u s ly ,  t h e  e x p re s s io n  
" t a x a b le  d i s t r i b u t i o n "  in  r e l a t i o n  t o  a t r u s t  r e f e r s  t o  a 
d i s t r i b u t i o n  r e c e iv e d  by a b e n e f i c i a r y ,  o th e r  th a n  b e n e f i c i a r y  
in co m e, t h a t  we p ro p o se  s h o u ld  be t a x a b le .  The t a x a t i o n  o f  
t r u s t s  h a s  n e v e r  in v o lv e d  d o u b le  t a x a t i o n  su ch  a s  o c c u r re d  u n d e r  
t h e  c l a s s i c a l  sy s tem  o f  company t a x a t i o n .  Where incom e h a s  been  
t a x e d  to  t h e  t r u s t e e  and th e n  d i s t r i b u t e d  to  a b e n e f i c i a r y ,  i t  
h a s  n o t  c o n s t i t u t e d  a s s e s s a b l e  incom e in  th e  h an d s  o f  th e  
b e n e f i c i a r y .

6 .1 0 .2  A c c o rd in g ly , we p ro p o se  t h a t  d i s t r i b u t i o n s ,  o t h e r  th a n  
b e n e f i c i a r y  incom e, from  q u a l i f y in g  t r u s t s ,  w hich  a r e  t r u s t s  in  
r e s p e c t  o f  w hich  th e  t r u s t e e  incom e h a s  been  s u b j e c t  t o  t a x  in  
New Z e a la n d  in  a l l  incom e y e a r s  s in c e  s e t t l e m e n t  o f  th e  t r u s t ,  
b e  n o n - a s s e s s a b le  in  th e  h ands o f  b e n e f i c i a r i e s .  T hus, t h e r e  
w ould  be no t a x a b le  d i s t r i b u t i o n s  from  a q u a l i f y in g  t r u s t ,  o th e r  
th a n  d i s t r i b u t i o n s  w hich  r e p r e s e n t  b e n e f i c i a r y  incom e.

Recommendation

6 . 1 0 . 3  A c c o r d in g ly , th e  Committee recommends t h a t  a l l  
d i s t r i b u t io n s  from th e  t r u s t e e  o f  a q u a l i f y in g  t r u s t  (o th e r  
th a n  b e n e f ic ia r y  income) be n o n -a s s e s s a b le  in  th e  hands o f  
r e s id e n t  b e n e f i c i a r i e s .
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6 .1 1  D is t r ib u t io n s  From F o re ig n  T r u sts

6 .1 1 .1  " F o re ig n  t r u s t "  i s  t h e  te rm  we h av e  em ployed in  o u r 
d r a f t  l e g i s l a t i o n  t o  d e s c r ib e  t r u s t s  s e t t l e d  by p e r s o n s  who a t  no 
t im e  a f t e r  17 Decem ber 1987 h a v e  b een  r e s i d e n t s  o f  New Z ea la n d . 
T hese  t r u s t s  came w i th in  th e  d e f i n i t i o n  o f  a n o n - r e s id e n t  t r u s t  
in  P a r t  1 o f  o u r r e p o r t  b u t  t h e  l a t t e r  te rm  i s  now s u p e rs e d e d . 
F o re ig n  t r u s t s  have  no c o n n e c t io n  w ith  New Z e a la n d  a p a r t  from  
th e  r e s id e n c e  h e re  o f  a p o t e n t i a l  b e n e f i c i a r y .  We t h e r e f o r e  
c o n c lu d e d  in  o u r p r e v io u s  r e p o r t  t h a t  d i s t r i b u t i o n s  o f  
a c c u m u la te d  incom e from  su ch  t r u s t s  sh o u ld  b e  t a x a b le  i n  New 
Z ea lan d  w ith  a c r e d i t  f o r  any f o r e ig n  t a x e s  p a id  by t r u s t e e s  b u t  
t h a t  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  and c o rp u s  s h o u ld  be 
exem pt in  th e  h an d s o f  b e n e f i c i a r i e s .

6 .1 1 .2  As n o te d  in  s e c t i o n  6 .9 ,  t h e  incom e o f  a  r e s i d e n t  
b e n e f i c i a r y  from  a t r u s t  a r i s e  from  two s o u r c e s  -  b e n e f i c i a r y  
incom e and d i s t r i b u t i o n s  o f  t r u s t  a c c u m u la t io n s  r e c e iv e d  by a 
b e n e f i c i a r y  in  an incom e y e a r  a f t e r  th e  y e a r  in  w hich  i t  i s  
d e r iv e d  by th e  t r u s t e e ,  o r  d i s t r i b u t i o n s  from  c u r r e n t  y e a r  g a in s  
o f  th e  t r u s t  t h a t  do n o t  r e p r e s e n t  t a x a b le  incom e. B e n e f ic ia r y  
incom e in  r e s p e c t  o f  a f o r e ig n  t r u s t  s h o u ld  be  t a x a b le  a c c o rd in g  
to  th e  p r o v i s io n s  o u t l i n e d  in  s e c t i o n  6 .9 .

6 .1 1 .3  I t  i s  g e n e r a l l y  b e l i e v e d  t h a t  t h e  p r e s e n t  law  d o e s  n o t  
t a x  d i s t r i b u t i o n s  ( a s  d i s t i n c t  from  b e n e f i c i a r y  incom e) from  
f o r e ig n  t r u s t s .  F o r t h i s  r e a s o n ,  we p ro p o se  t h a t  d i s t r i b u t i o n s  
from  f o r e i g n  t r u s t s  o f  t r u s t e e  incom e d e r iv e d  by a t r u s t e e  in  
incom e y e a r s  commencing on o r  b e f o r e  1 A p r i l  1987 s h o u ld  rem a in  
exem pt. D i s t r i b u t i o n s  o f  t r u s t e e  incom e o f  a  f o r e ig n  t r u s t  
d e r iv e d  in  incom e y e a r s  comm encing a f t e r  1 A p r i l  1987 s h o u ld ,  
how ever, be  t a x a b le  t o  r e s i d e n t  b e n e f i c i a r i e s .

6 .1 1 .4  As p ro p o se d  in  o u r  p r e v io u s  r e p o r t ,  we recommend t h a t  
d i s t r i b u t i o n s  from  a f o r e ig n  t r u s t  o f  c a p i t a l  p r o f i t s ,  w henever 
d e r iv e d ,  o r  c o rp u s  s h o u ld  re m a in  exem pt. As i s  t h e  c a s e  i n  th e
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d o m e s tic  c o n te x t  w ith  r e s p e c t  t o  c o m p an ie s , when c a p i t a l  
d i s t r i b u t i o n s  a r e  s u b je c t  t o  more f a v o u ra b le  t a x  t r e a tm e n t  th a n  
incom e d i s t r i b u t i o n s ,  t h e r e  i s  p r e s s u r e  t o  c o n v e r t  t h e  l a t t e r  to  
t h e  fo rm e r . An a n t i - a v o id a n c e  r u l e  i s  t h e r e f o r e  n e c e s s a r y  t o  
p r e v e n t  t r u s t e e s  g e n e r a t in g  c o n t r iv e d  c a p i t a l  p r o f i t s  t h a t  c o u ld  
be  c h a n n e l le d  t o  New Z ea la n d  r e s i d e n t  b e n e f i c i a r i e s .  H ence, we 
p ro p o s e  t h a t  a p r o v i s io n  s i m i l a r  t o  t h a t  in  s e c t i o n  4 r e l a t i n g  
t o  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  by com pan ies be  in c lu d e d  to  
t h e  e f f e c t  t h a t  c a p i t a l  g a in s  r e a l i s e d  in  t r a n s a c t i o n s  d i r e c t l y  
o r  i n d i r e c t l y  w ith  a s s o c i a t e d  p e rs o n s  w ould be t r e a t e d  a s  a 
t a x a b l e  d i s t r i b u t i o n .

6 .1 1 .5  As we have  in d ic a t e d  p r e v io u s ly  b u t ,  f o r  c l a r i t y ,  
n o te  a g a in ,  t h e  incom e d e r iv e d  by a t r u s t e e  in  any incom e y e a r  
w i l l  c o n s i s t  o f  t a x a b le  incom e ( r e f e r r e d  t o  in  th e  d r a f t  
l e g i s l a t i o n  a s  "incom e") and n o n - ta x a b le  incom e (w hich  i s  
r e f e r r e d  t o  a s  " c a p i t a l  g a in "  o r  " c a p i t a l  p r o f i t " ) . The t a x a b le  
incom e w i l l  be  e i t h e r  t r u s t e e  incom e o r ,  w here i t  v e s t s  in  o r  i s  
p a id  o r  a p p l ie d  f o r  th e  b e n e f i t  o f  a b e n e f i c i a r y ,  b e n e f i c i a r y  
in co m e . T hus, a d i s t r i b u t i o n  made t o  a b e n e f i c i a r y  in  any incom e 
y e a r  o f  incom e d e r iv e d  by th e  t r u s t e e  in  t h a t  y e a r  w i l l  be 
e i t h e r  b e n e f i c i a r y  incom e o r  a n o n - a s s e s s a b le  p r o f i t  o r  g a in .  
D i s t r i b u t i o n s  t o  b e n e f i c i a r i e s  o f  incom e d e r iv e d  in  an  e a r l i e r  
y e a r  w i l l  c o n s i s t  o f  e i t h e r  t r u s t e e  incom e o r  c a p i t a l  p r o f i t  o r  
g a in  d e r iv e d  by th e  t r u s t e e  in  t h a t  y e a r .  To d i s t i n g u i s h  among 
t h e s e  v a r io u s  s o u r c e s ,  an o r d e r in g  r u l e  i s  n e c e s s a r y .

6 .1 1 .6  We p ro p o se  t h a t  a d i s t r i b u t i o n  made t o  a b e n e f i c i a r y  
in  a n y  incom e y e a r  be deemed t o  be  made f i r s t  from  th e  t a x a b le  
incom e d e r iv e d  by th e  t r u s t e e  in  t h a t  y e a r .  T hus, t o  th e  e x te n t  
t h a t  t h e  t a x a b le  incom e o f  th e  t r u s t e e  a b so rb e d  th e  d i s t r i b u t i o n  
i t  w ou ld  c o n s t i t u t e  b e n e f i c i a r y  incom e o f  th e  b e n e f i c i a r y .  Where 
d i s t r i b u t i o n s  made in  any incom e y e a r  ex ceed ed  th e  t a x a b le  incom e 
d e r iv e d  by th e  t r u s t e e  in  t h a t  y e a r ,  t h e  e x c e s s  d i s t r i b u t i o n  
s h o u ld  be deemed t o  be made f i r s t  from  any c a p i t a l  g a in s  o r  
p r o f i t s  d e r iv e d  by th e  t r u s t e e  in  t h a t  y e a r .  To th e  e x te n t  t h a t
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a d i s t r i b u t i o n  in  any incom e y e a r  ex ceed ed  b o th  t h e  t a x a b le  
incom e and c a p i t a l  g a in  o r  p r o f i t  d e r iv e d  by  th e  t r u s t e e  in  t h a t  
y e a r ,  t h e  e x c e s s  s h o u ld  be deem ed t o  be made from  t h e  t r u s t e e  
incom e o f  t h e  t r u s t  d e r iv e d  i n  t h e  p r e v io u s  incom e y e a r  n o t  
p r e v io u s ly  deemed t o  have  b een  d i s t r i b u t e d  p u r s u a n t  t o  th e s e  
r u l e s .  Any b a la n c e  o f  th e  d i s t r i b u t i o n  e x c e e d in g  th e  t r u s t e e  
incom e o f  t h e  t r u s t  sh o u ld  b e  deem ed to  be made from  any  c a p i t a l  
g a in  o r  p r o f i t  d e r iv e d  by t h e  t r u s t e e  i n  t h a t  p r e v io u s  y e a r  n o t 
p r e v io u s ly  deem ed t o  have  b e en  a l l o c a t e d ,  and  so  o n . The l a s t  
am ount deemed t o  be  d i s t r i b u t e d  w ould be  t h e  c o rp u s  o f  th e  
t r u s t .

6 .1 1 .7  The c o rp u s  o f  a t r u s t  sh o u ld  b e  d e f in e d  a s  any 
p r o p e r ty  s e t t l e d  on th e  t r u s t  by  n a t u r a l  p e r s o n s  v a lu e d  a t  i t s  
m a rk e t v a lu e  a t  t h e  tim e  o f  s e t t l e m e n t .  C orpus s h o u ld ,  how ever, 
e x c lu d e :

a p r o p e r ty  s e t t l e d  d i r e c t l y  o r  i n d i r e c t l y ,  
w h e th e r  by one t r a n s a c t i o n  o r  a s e r i e s  o f  
t r a n s a c t i o n s ,  by  a t r u s t e e  o f  a n o th e r  t r u s t ;

b p r o p e r ty  t h a t  w ould  have  c o n s t i t u t e d  a s s e s s a b l e  
incom e o f  t h e  s e t t l o r  b u t  f o r  th e  f a c t  t h a t  i t  
i s  d i v e r t e d  t o  t h e  t r u s t ;  and

c p r o p e r ty  in  r e s p e c t  o f  w h ich  a d e d u c t io n  can  be 
c la im e d  by t h e  s e t t l o r  i n  c a l c u l a t i n g  h i s  o r  h e r  
a s s e s s a b l e  incom e.

6 .1 1 .8  Where t h e  o r d e r in g  r u l e  deems a d i s t r i b u t i o n  t o  be 
b e n e f i c i a r y  incom e, i t  w ould b e  ta x e d  t o  a  r e s i d e n t  b e n e f i c i a r y  
in  t h e  same way a s  b e n e f i c i a r y  incom e d e r iv e d  from  o t h e r  t r u s t s .  
The b e n e f i c i a r y  w ould r e c e iv e  a  c r e d i t  f o r  any  f o r e i g n  incom e o r  
w i th h o ld in g  t a x  o r  New Z ea la n d  incom e t a x  p a id  by t h e  t r u s t e e  on 
th e  incom e.
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6 .1 1 .9  D i s t r i b u t i o n s  o th e r  th a n  b e n e f i c i a r y  incom e a r e  
d e r iv e d  e i t h e r  from  u n ta x e d  incom e o f  t h e  t r u s t e e  d e r iv e d  in  th e  
same y e a r  a s  th e  y e a r  o f  th e  d i s t r i b u t i o n  o r  o f  su c h  incom e o r  
t r u s t e e  incom e d e r iv e d  in  e a r l i e r  y e a r s .  W henever a  b e n e f i c i a r y  
r e c e i v e s  a d i s t r i b u t i o n  from  t r u s t e e  incom e o f  an  e a r l i e r  y e a r ,  
some d e f e r r a l  b e n e f i t  i s  o b ta in e d .  B ecause  o f  t h i s ,  we p ro p o se  
t h a t  w here  a d i s t r i b u t i o n  r e c e iv e d  by b e n e f i c i a r y  i s  deemed t o  
be  made from  t r u s t e e  incom e d e r iv e d  by t h e  t r u s t e e ,  no c r e d i t  be 
g iv e n  t o  a b e n e f i c i a r y  f o r  any  t a x  p a id  by a t r u s t e e  on th e  
incom e. We do , how ever, p ro p o se  t h a t  w i th h o ld in g  t a x e s  s h o u ld  be 
c r e d i t a b l e .  The am ount o f  th e  w i th h o ld in g  c r e d i t  s h o u ld  be th e  
p r o p o r t io n  o f  w ith h o ld in g  t a x  p a id  in  r e s p e c t  o f  th e  
d i s t r i b u t i o n  t h a t  th e  t a x a b le  d i s t r i b u t i o n  b e a r s  t o  t h e  t o t a l  
d i s t r i b u t i o n  r e c e iv e d  by th e  b e n e f i c i a r y .

6 .1 1 .1 0  W hether a d i s t r i b u t i o n  i s  deemed t o  be  b e n e f i c i a r y  
incom e o r  a t a x a b le  d i s t r i b u t i o n ,  i t  s h o u ld  be  ta x e d  a t  th e  
m a rg in a l  t a x  r a t e  o f  th e  b e n e f i c i a r y .

6 .1 1 .1 1  The o r d e r in g  r u l e  o u t l i n e d  above w ould r e q u i r e  th e  
t r u s t e e  on b e h a l f  o f  th e  b e n e f i c i a r y  t o  d e te rm in e  th e  deemed 
s o u rc e  o f  a l l  o f  t h e  d i s t r i b u t i o n s  made t o  any b e n e f i c i a r i e s ,  n o t  
j u s t  t h o s e  r e s i d e n t  in  New Z e a la n d . A b e n e f i c i a r y  s h o u ld  be 
r e q u i r e d  t o  p ro v id e  s u f f i c i e n t  in fo rm a t io n  w ith  a r e t u r n  o f  
incom e t o  e s t a b l i s h  t h a t  th e  a p p r o p r i a te  p o r t i o n  o f  a 
d i s t r i b u t i o n  h a s  b een  in c lu d e d  a s  a s s e s s a b l e  incom e and to  
e s t a b l i s h  th e  b a s i s  upon w hich  any c r e d i t  f o r  f o r e ig n  t a x  h a s  
b een  a l l o c a t e d .  Where t h i s  in fo rm a t io n  c a n n o t be p ro v id e d  o r  i s  
i n s u f f i c i e n t ,  a l l  o f  th e  d i s t r i b u t i o n  s h o u ld  be  t a x a b le  in  th e  
h a n d s  o f  th e  b e n e f i c i a r y .
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Recommendations

6 .1 1 .1 2  A c c o r d in g ly , th e  Committee recommends t h a t ,  w ith  
e f f e c t  from 1 A p r il  1988:

a d i s t r ib u t io n s  from a fo r e ig n  t r u s t  be  
ta x a b le  t o  a r e s id e n t  b e n e f ic ia r y  t o  th e  e x te n t  
t h a t  th e y  a r e  made o u t  o f  t r u s t e e  incom e 
d e r iv e d  in  any income y e a r  commencing a f t e r  1 
A p r il 1988 b u t a l l  o th e r  d i s t r ib u t io n s  from a 
fo r e ig n  t r u s t ,  o th e r  th a n  b e n e f ic ia r y  incom e, 
be exem pt;

b d i s t r ib u t io n s  from a fo r e ig n  t r u s t  be deemed t o  
b e made f i r s t  from th e  m ost r e c e n t  incom e y e a r  
o f  th e  t r u s t e e  and, w ith  r e s p e c t  t o  any incom e 
y e a r , f i r s t ,  from ta x a b le  income d e r iv e d  by  
th e  t r u s t e e  in  th a t  incom e y ea r  and, s e c o n d ly ,  
from n o n -ta x a b le  g a in s  d e r iv e d  in  t h a t  y e a r ;

c  d i s t r ib u t io n s  o f  c a p i t a l  p r o f i t s  r e a l i s e d  in  
t r a n s a c t io n s  d i r e c t l y  o r  i n d ir e c t ly  w ith  
a s s o c ia t e d  p e r so n s  be t r e a t e d  a s  ta x a b le  
d i s t r i b u t i o n s ;

d corp u s be d e f in e d  a s  any p ro p er ty  s e t t l e d  on a 
t r u s t  by n a tu r a l p e r so n s  v a lu ed  a t  i t s  m arket 
v a lu e  a t  th e  tim e o f  s e t t le m e n t  o th e r  than :

i  p r o p e r ty  s e t t l e d  d i r e c t l y  o r  i n d i r e c t l y ,  
w h eth er by one t r a n s a c t io n  o r  a s e r i e s  
o f  t r a n s a c t io n s ,  by a t r u s t e e  o f  an o th er  
t r u s t ;

i i  p r o p e r ty  t h a t  w ould have c o n s t i t u t e d  
a s s e s s a b le  incom e o f  th e  s e t t l o r  b u t fo r
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t h e  f a c t  t h a t  i t  i s  d iv e r t e d  t o  t h e  
t r u s t ; and

i i i  p r o p e r ty  in  r e s p e c t  o f  which a d e d u ct io n  
can be c la im ed  by t h e  s e t t l o r  in  
c a l c u l a t i n g  h i s  or  h er  a s s e s s a b le  
incom e;

e  where a d i s t r i b u t i o n  i s  deemed t o  be a ta x a b le  
d i s t r i b u t i o n  o th e r  th an  b e n e f i c i a r y  incom e, a 
c r e d i t  f o r  any f o r e ig n  w ith h o ld in g  t a x  be  
p e r m itted  such t h a t  t h e  w ith h o ld in g  c r e d i t  
d oes n o t  ex ceed  t h e  p r o p o r t io n  o f  t h e  t o t a l  
w ith h o ld in g  ta x  p a id  t h a t  t h e  t a x a b le  
d i s t r i b u t i o n  makes up o f  t h e  t o t a l  d i s t r i b u t i o n ;  
and

f  th e  r a t e  o f  ta x  a p p ly in g  t o  d i s t r i b u t i o n s  from  
f o r e ig n  t r u s t s  be t h e  m arginal t a x  r a t e  o f  t h e  
r e c i p i e n t .

6 .1 2  D i s t r i b u t i o n  From T r u sts  S e t t l e d  by New R e s id e n ts

6 . 1 2 . 1  I n  s e c t i o n  6 .7 ,  we r e f e r r e d  t o  a p e r s o n  who becomes 
r e s i d e n t  i n  New Z ea la n d  a f t e r  17 December 1987 who had  n o t  
p r e v i o u s l y  b e en  r e s i d e n t  h e r e  a f t e r  t h a t  d a t e  a s  a "new 
r e s i d e n t " .  We recommended t h a t  such  a p e r s o n  s h o u ld  n o t  be 
l i a b l e  f o r  t a x  on t h e  t r u s t e e  income o f  any t r u s t  s e t t l e d  b e f o r e  
he  o r  she  became r e s i d e n t .  T h is  d o e s  n o t  a f f e c t  t h e  l i a b i l i t y  o f  
t h e  t r u s t e e  -  t h e  t r u s t e e  i s  l i a b l e  f o r  t a x  on a l l  o f  t h e  
t r u s t e e  incom e o f  t h e  t r u s t ,  w h e re v e r  i t  i s  d e r i v e d ,  from t h e  
t im e  a t  w hich  t h e  s e t t l o r  becomes r e s i d e n t .

6 . 1 2 .2  A t r u s t  s e t t l e d  by a new r e s i d e n t  b e f o r e  he  o r  sh e  
becom es r e s i d e n t  h a s  t h e  s t a t u s  o f  a f o r e i g n  t r u s t .  We p ro p o s e
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t h a t  d i s t r i b u t i o n s  from  such  a t r u s t  w hich  a r e  a t t r i b u t a b l e  t o  
income y e a r s  p r i o r  t o  t h e  p e r s o n  becom ing r e s i d e n t  s h o u ld  
c o n t in u e  t o  be  t r e a t e d  a s  d i s t r i b u t i o n s  from  a f o r e i g n  t r u s t .  
The p r o v i s i o n s  f o r  a t t r i b u t i n g  d i s t r i b u t i o n s  t o  p a r t i c u l a r  
s o u r c e s  w ere  o u t l i n e d  i n  t h e  p r e v i o u s  s e c t i o n .

6 .1 2 .3  Once t h e  new r e s i d e n t  s e t t l o r  becom es r e s i d e n t ,  
t h e  t r u s t e e  o f  t h e  t r u s t  w i l l  b e  l i a b l e  f o r  t a x  i n  New Z e a la n d  on 
t h e  f o r e i g n -  and New Z e a la n d - s o u r c e  t r u s t e e  incom e o f  t h e  t r u s t  
d e r i v e d  i n  o r  a f t e r  t h e  income y e a r  i n  w hich  t h e  s e t t l o r  becomes 
r e s i d e n t .  The s e t t l o r  c o u ld  a l s o  e l e c t  t o  be  l i a b l e  f o r  t a x  on 
such  incom e, p u r s u a n t  t o  recom m endation  c i n  p a r a g r a p h  6 . 5 . 1 0 .  
P ro v id e d  t h a t  t h e  l i a b i l i t y  f o r  t a x  on t r u s t e e  income i s  m et by 
e i t h e r  t h e  t r u s t e e  o r  t h e  s e t t l o r  i n  e v e ry  incom e y e a r  a f t e r  t h e  
s e t t l o r  becomes r e s i d e n t ,  d i s t r i b u t i o n s  from t h e  t r u s t  
a t t r i b u t a b l e  t o  t h o s e  income y e a r s  s h o u ld  be  t r e a t e d  a s  
d i s t r i b u t i o n s  from a q u a l i f y i n g  t r u s t .

Recommendation

6 .1 2 .4  A c c o r d in g ly ,  th e  Committee recommends t h a t  where a 
t r u s t  i s  s e t t l e d  by a new r e s i d e n t  b e fo r e  t h e  p erson  
becomes r e s i d e n t  in  New Zealand and th e  t r u s t e e  or  t h e  s e t t l o r  
o f  t h e  t r u s t  m eets  t h e  New Zealand t a x  l i a b i l i t y  f o r  t a x  on th e  
f o r e i g n -  and New Z ea la n d -so u rce  t r u s t e e  income o f  t h e  t r u s t  in  
e v ery  income y ea r  a f t e r  th e  s e t t l o r  becomes r e s id e n t :

a d i s t r i b u t i o n s  from t h e  t r u s t  which a re  
a t t r i b u t e d  t o  income y e a r s  en d in g  b e f o r e  t h e  
s e t t l o r  becomes r e s i d e n t  be  t r e a t e d  a s  
d i s t r i b u t i o n s  from a f o r e ig n  t r u s t ;  and

b d i s t r i b u t i o n s  from t h e  t r u s t  a t t r i b u t e d  t o  
income y e a r s  en d in g  a f t e r  t h e  s e t t l o r  becomes  
r e s i d e n t  be t r e a t e d  a s  d i s t r i b u t i o n s  from a 
q u a l i f y i n g  t r u s t .
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6 .1 3  N o n -Q u a lify in g  D is t r ib u t io n s

6 .1 3 .1  By " n o n - q u a l i f y in g  d i s t r i b u t i o n s " ,  we mean 
d i s t r i b u t i o n s ,  o th e r  th a n  b e n e f i c i a r y  incom e, t h a t  a r e  n o t  
d i s t r i b u t i o n s  from  e i t h e r  q u a l i f y in g  t r u s t s  o r  f o r e ig n  t r u s t s .  
In  g e n e r a l ,  t h e s e  a r e  d i s t r i b u t i o n s  from  t r u s t s  i n  r e s p e c t  o f  
w h ich  t r u s t e e  incom e h a s  n o t  b een  s u b j e c t  t o  New Z ea la n d  t a x  in  
a l l  y e a r s  s u b s e q u e n t t o  t h e i r  e s ta b l i s h m e n t  b u t  t h a t  have  had  a 
s e t t l o r  who i s  o r  was a New Z ea lan d  r e s i d e n t  a t  any  tim e  
s u b s e q u e n t  t o  17 December 1987. F o r ex am p le , t h e  s e t t l o r  o f  th e  
t r u s t  may in  some y e a r s  be  r e s i d e n t  in  New Z ea la n d  and in  o th e r  
y e a r s  n o t .  In  a d d i t i o n ,  d i s t r i b u t i o n s  from  a t r u s t  s e t t l e d  by a 
r e s i d e n t  on a n o n - r e s id e n t  t r u s t e e  b e fo r e  17 December 1987 w ould 
be n o n - q u a l i f y in g  d i s t r i b u t i o n s  u n le s s  th e  t r u s t  i s  c o n v e r te d  
t o  a q u a l i f y in g  t r u s t  p u r s u a n t  t o  th e  reco m m en d atio n s o u t l i n e d  
in  c h a p te r  8 . S i m i la r ly ,  th o s e  from  a t e s ta m e n ta r y  t r u s t  (o r  an 
i n t e r - v i v o s  t r u s t  fo l lo w in g  th e  d e a th  o f  a r e s i d e n t  s e t t l o r )  in  
r e l a t i o n  t o  w hich  th e  t r u s t e e  do es n o t  e l e c t  t o  be  s u b j e c t  t o  
t a x  i n  New Z ea la n d  on th e  f o r e ig n - s o u r c e  t r u s t e e  incom e o f  th e  
t r u s t  w ould be  n o n - q u a l i f y in g  d i s t r i b u t i o n s .

6 .1 3 .2  In  y o u r  p r e s s  s ta te m e n t  w ith  th e  M in i s t e r  o f  Revenue 
t h a t  acco m p an ied  o u r  f i r s t  r e p o r t ,  you in d ic a t e d  t h a t  a l l  
d i s t r i b u t i o n s  a f t e r  1 A p r i l  1988, e x c e p t  d i s t r i b u t i o n s  o f  
c o rp u s ,  from  t r u s t s  t h a t  had  been  s e t t l e d  by New Z ea lan d  
r e s i d e n t s  b u t  t h a t  do n o t  come w i th in  t h e  s e t t l o r  reg im e  w ould 
be t a x a b l e .  In  th e  te rm in o lo g y  we have  now a d o p te d , a  t r u s t  
w hich  comes w i th in  th e  s e t t l o r  reg im e  w ould be a q u a l i f y in g  
t r u s t .  A c c o rd in g ly , we p ro p o se  t h a t  a l l  n o n - q u a l i f y in g  
d i s t r i b u t i o n s  ( o th e r  th a n  b e n e f i c i a r y  incom e) r e c e iv e d  by New 
Z e a la n d  r e s i d e n t s  be  t a x a b le  w ith  th e  e x c e p t io n  o f  d i s t r i b u t i o n s  
o f  t h e  c o rp u s  o f  th e  t r u s t .

6 .1 3 .3  You a l s o  p ro p o se d  t h a t  su ch  d i s t r i b u t i o n s  s h o u ld  be 
t a x a b l e  w ith  an  i n t e r e s t  c h a rg e  t o  o f f s e t  th e  b e n e f i t  t o  th e



106

r e c i p i e n t  o f  th e  d e f e r r a l  o f  t a x .  As e x p la in e d  f u r t h e r  in  
c h a p te r  8 , we c o n s id e r  t h a t  an  i n t e r e s t  c h a rg e  w ould b e  u n d u ly  
com plex i f  i t  w ere t o  be  o t h e r  th a n  a r b i t r a r y .  As a s im p le r  
a l t e r n a t i v e ,  we p ro p o se  t h a t  t h e  d e f e r r a l  a d v a n ta g e  e n jo y e d  by a 
b e n e f i c i a r y  in  r e l a t i o n  to  a n o n - q u a l i f y in g  d i s t r i b u t i o n  be 
re d u c e d  by t a x in g  su c h  d i s t r i b u t i o n s  a t  a  h ig h e r  r a t e .  We 
recommend t h a t  th e  r a t e  be  45 p e r c e n t .  F o r co m p a riso n  w ith  th e  
e f f e c t  o f  an  i n t e r e s t  c h a rg e , t h i s  r a t e  w ould  r e s u l t  i n  a t a x  
im p o s t on a d i s t r i b u t i o n  t h a t  w ould e q u a te  w ith  t h e  t a x  t h a t  
w ould be  p a y a b le  i f  t h e  d i s t r i b u t i o n  w ere  assum ed t o  b e  incom e 
d e r iv e d  by th e  t r u s t e e  o v e r  a p e r io d  o f  f i v e  y e a r s  im m e d ia te ly  
p re c e d in g  i t s  r e c e i p t  by th e  b e n e f i c i a r y  and  i n t e r e s t  w ere  
c h a rg e d  on th e  o u ts ta n d in g  t a x  a t  a compound r a t e  o f  16 p e r c e n t .

6 .1 3 .4  In  a d d i t i o n ,  we p ro p o s e  t h a t  a c r e d i t  s h o u ld  be 
p e r m i t t e d  f o r  f o r e ig n  w i th h o ld in g  t a x e s  p a id  on n o n - q u a l i f y in g  
d i s t r i b u t i o n s  b u t  n o t  f o r  incom e t a x e s  p a id  by th e  t r u s t e e .  The 
am ount o f  w ith h o ld in g  t a x  a llo w e d  a s  a c r e d i t  s h o u ld  b e  th e  
p r o p o r t io n  o f  th e  t o t a l  w i th h o ld in g  t a x  p a id  on th e  
d i s t r i b u t i o n  t h a t  t h e  t a x a b le  d i s t r i b u t i o n  (w hich  w ould  be th e  
e n t i r e  am ount o f  t h e  d i s t r i b u t i o n  o th e r  th a n  t h a t  p a r t  deemed to  
be c o rp u s  a c c o rd in g  t o  th e  o r d e r in g  r u l e  o u t l i n e d  in  s e c t i o n  
6 .1 1 ) b e a r s  t o  th e  t o t a l  d i s t r i b u t i o n  r e c e iv e d  by th e  
b e n e f i c i a r y .

6 .1 3 .5  In  o r d e r  t h a t  f i c t i o n a l  d i s t r i b u t i o n s  a r e  n o t  c o u n te d , 
su ch  a s  s e t t l e m e n t s  o f  s u b - t r u s t s ,  d i s t r i b u t i o n s  o f  t r u s t  
a c c u m u la t io n s  by a t r u s t e e  t o  a n o th e r  t r u s t  o r  d i s t r i b u t i o n s  
o v e r  w hich  th e  t r u s t e e  r e t a i n s  c o n t r o l  s h o u ld  be deem ed n o t  t o  
have  b een  made f o r  t h e  p u rp o s e s  o f  a p p ly in g  th e  o r d e r in g  r u l e .  
Where a b e n e f i c i a r y  c a n n o t p ro v id e  s a t i s f a c t o r y  r e c o r d s  t o  
s u p p o r t  t h e  a l l o c a t i o n  o f  a p o r t i o n  o f  a d i s t r i b u t i o n  t o  c o rp u s  
in  a c c o rd a n c e  w ith  t h e  p ro c e d u re s  s e t  o u t  i n  th e  p r e v io u s  
p a ra g ra p h , a l l  o f  t h e  d i s t r i b u t i o n  sh o u ld  b e  t r e a t e d  a s  a 
t a x a b le  d i s t r i b u t i o n .
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6 .1 3 .6  N o n -q u a li fy in g  d i s t r i b u t i o n s  w ould a l s o  a r i s e  w here  
t h e  t r u s t e e  o r  a new r e s i d e n t  s e t t l o r  o f  a  t r u s t  s e t t l e d  b e fo r e  
t h e  s e t t l o r  becam e r e s i d e n t  h e re  d o e s  n o t  m eet t h e  New Z ea la n d  
t a x  l i a b i l i t y  on th e  t r u s t e e  incom e o f  th e  t r u s t  i n  r e s p e c t  o f  
incom e y e a r s  a f t e r  th e  s e t t l o r  becom es r e s i d e n t .  A l l  o f  th e  
d i s t r i b u t i o n s  o f  th e  t r u s t ,  o th e r  th a n  b e n e f i c i a r y  incom e, w ould 
be  t r e a t e d  a s  n o n - q u a l i f y in g  d i s t r i b u t i o n s .

Recommendations

6 .1 3 .7  A c co r d in g ly , th e  Committee recommends th a t :

a d i s t r ib u t io n s  from a t r u s t  w hich a re  n o t  
d is t r ib u t io n s  from a q u a l i fy in g  t r u s t  or  a 
fo r e ig n  t r u s t  (" n o n -q u a lify in g  d i s t r i b u t io n s " ) , 
o th e r  th an  such  d i s t r ib u t io n s  w hich a re  
b e n e f ic ia r y  income o r  d i s t r ib u t io n s  o f  co rp u s , 
be ta x a b le  a t  a r a te  o f  45 p e r c e n t;

b n o n -q u a lify in g  d i s t r ib u t io n s  be deemed t o  be  
made f i r s t  from so u r c e s  o th e r  th an  corp u s; and

c  a c r e d i t  be p e r m itted  fo r  fo r e ig n  w ith h o ld in g  
ta x  p a id  on a n o n -q u a lify in g  d i s t r ib u t io n  b u t 
n o t fo r  any income ta x  p a id  by th e  t r u s t e e .

6 .1 4  F in a n c ia l  A s s is ta n c e  t o  T r u sts

6 .1 4 .1  In  o u r  p r e v io u s  r e p o r t ,  we p ro p o se d  t h a t  a r e s i d e n t  
s e t t l o r  o f  a t r u s t  s e t t l e d  b e fo r e  17 December 1987 who d id  n o t  
e l e c t  t o  be s u b j e c t  t o  t a x  on t r u s t e e  incom e s h o u ld  be l i a b l e  
f o r  t a x  on incom e t h a t  w ould be deemed t o  be  d e r iv e d  in  r e s p e c t  
o f  any f i n a n c i a l  a s s i s t a n c e  th e  s e t t l o r  had  p ro v id e d  t o  th e  
t r u s t e e  o f  t h e  t r u s t .  T h is  was p ro p o se d  a s  a q u id  p ro  quo f o r  
n o t  b e in g  l i a b l e  f o r  t a x  on th e  t r u s t e e  incom e. The same
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argum en t a p p l i e s  w h e re v e r  a s e t t l o r  o f  a  t r u s t  i s  r e s i d e n t  h e re  
b u t  t h e  t r u s t  i s  su ch  t h a t  d i s t r i b u t i o n s  from  i t  w ould be  
n o n - q u a l i f y in g  d i s t r i b u t i o n s .  T h is  w ould be  t h e  c a s e ,  f o r  
exam p le , i f  a s e t t l o r  o r  t r u s t e e  o f  a t r u s t  s e t t l e d  a f t e r  17 
December f a i l e d  t o  m eet th e  New Z ea la n d  t a x  l i a b i l i t y  on th e  
t r u s t e e  incom e o f  t h e  t r u s t .  S i m i l a r ly ,  i t  w ould be th e  c a s e  
w here a  new r e s i d e n t  s e t t l o r  f a i l e d  t o  m eet th e  o b l i g a t i o n  t o  
pay  t a x  on th e  t r u s t e e  incom e o f  a  t r u s t  s e t t l e d  b e f o r e  t h e  
p e rs o n  becam e r e s i d e n t  h e r e .

6 .1 4 .2  A c c o rd in g ly , we p ro p o se  t h a t ,  w here  a d i s t r i b u t i o n  
from  a t r u s t  w ould be a n o n - q u a l i f y in g  d i s t r i b u t i o n  and :

a a r e s i d e n t  s e t t l o r  o f  t h e  t r u s t  h a s  a lo a n  
o u ts ta n d in g  to  t h e  t r u s t e e  and th e  r a t e  o f  
i n t e r e s t  i s  l e s s  th a n  th e  p r e s c r i b e d  i n t e r e s t  
r a t e  a p p ly in g  f o r  f r i n g e  b e n e f i t  t a x  p u rp o s e s ,  
t h e  s e t t l o r  s h o u ld  be a s s e s s e d  on i n t e r e s t  on 
th e  lo a n  o u ts ta n d in g  com puted a t  t h a t  r a t e .  To 
a v o id  d o u b le - c o u n t in g ,  any  i n t e r e s t  a c t u a l l y  
a s s e s s e d  to  th e  s e t t l o r  in  r e s p e c t  o f  t h e  lo a n  
s h o u ld  be d e d u c te d  from  th e  am ount o f  deem ed 
i n t e r e s t ;  o r

b a r e s i d e n t  s e t t l o r  h a s  a form  o f  f i n a n c i a l  
a s s i s t a n c e ,  o t h e r  th a n  a lo a n ,  o u t s t a n d in g  to  
th e  t r u s t e e  o f  t h e  t r u s t ,  su c h  a s  a  g u a ra n te e ,  
t h e  s e t t l o r  s h o u ld  be a s s e s s e d  a n n u a l ly  on 
an am ount e q u a l t o  t h e  c o n s i d e r a t i o n  t h a t  w ould 
have  been  p a y a b le  in  an arm s le n g th  t r a n s a c t i o n ,  
l e s s  any c o n s id e r a t i o n  r e tu r n e d  a s  a s s e s s a b l e  
incom e o f  th e  s e t t l o r .
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Recommendation

6 .1 4 .3  A c c o r d in g ly ,  t h e  Committee recommends t h a t ,  where a 
d i s t r i b u t i o n  from a t r u s t  would be a n o n - q u a l i f y in g  d i s t r i b u t i o n  
and:

a a r e s i d e n t  s e t t l o r  o f  t h e  t r u s t  has a lo a n  
o u ts ta n d in g  t o  th e  t r u s t e e  and t h e  r a t e  o f  
i n t e r e s t  i s  l e s s  than  t h e  p r e s c r ib e d  i n t e r e s t  
r a t e  a p p ly in g  f o r  f r in g e  b e n e f i t  t a x  p u rp o se s ,  
t h e  s e t t l o r  be a s s e s s e d  on i n t e r e s t  on 
t h e  lo a n  o u ts ta n d in g  computed a t  t h a t  r a t e ,  
l e s s  any i n t e r e s t  a c t u a l l y  a s s e s s e d  t o  t h e  
s e t t l o r  in  r e s p e c t  o f  t h e  lo a n ;  or

b a r e s i d e n t  s e t t l o r  has a form o f  f i n a n c i a l  
a s s i s t a n c e ,  o th e r  than a lo a n ,  o u ts ta n d in g  t o  
t h e  t r u s t e e  o f  t h e  t r u s t ,  such a s  a g u a r a n te e ,  
t h e  s e t t l o r  be a s s e s s e d  a n n u a lly  on an amount 
eq u a l t o  t h e  c o n s id e r a t io n  t h a t  would have been  
p a y a b le  in  an arms le n g t h  t r a n s a c t io n ,  l e s s  any 
c o n s id e r a t io n  retu rn ed  a s  a s s e s s a b l e  income o f  
t h e  s e t t l o r .

6 .1 5  R es id en ce  o f  a B e n e f ic ia r y

6 . 1 5 .1  One o f  t h e  c o n se q u e n c e s  o f  a s h a r p  d i s t i n c t i o n  be tw een  
t a x a b l e  and exem pt d i s t r i b u t i o n s  i s  t h a t ,  w here  an o th e r w i s e  
t a x a b l e  d i s t r i b u t i o n  i s  l a r g e  enough, t h e r e  would be  an i n c e n t i v e  
f o r  t h e  i n te n d e d  r e c i p i e n t  b e n e f i c i a r y  t o  become a n o n - r e s i d e n t  
i n  o r d e r  t o  r e c e i v e  t h e  d i s t r i b u t i o n .  The C o m m it te e 's  p ro p o se d  
c h a n g e s  t o  t h e  d e f i n i t i o n  o f  r e s i d e n c e  o f  a n a t u r a l  p e r s o n  would 
make i t  c o n s i d e r a b l y  more d i f f i c u l t  f o r  a r e s i d e n t  t o  c e a s e  t o  be 
r e s i d e n t .  N e v e r t h e l e s s ,  we c o n s i d e r  t h a t  a f u r t h e r  p r o v i s i o n  i s  
n e ed e d  t o  t h e  e f f e c t  t h a t ,  w here  a r e s i d e n t  c e a s e s  t o  be  a
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r e s i d e n t  and w i th in  5 y e a r s  a g a in  becom es a r e s i d e n t ,  any  t a x a b le  
d i s t r i b u t i o n s  r e c e iv e d  by th e  p e rs o n  d u r in g  th e  p e r io d  in  w hich  
he  o r  sh e  was a n o n - r e s id e n t  from  a t r u s t ,  o t h e r  th a n  a 
q u a l i f y in g  t r u s t ,  s h o u ld  be a s s e s s a b l e  in  t h e  incom e y e a r  in  
w hich  th e  p e rs o n  commences t o  be  r e s i d e n t  a g a in .

Recommendation

6 .1 5 .2  The Committee th e r e fo r e  recommends t h a t  where a 
r e s id e n t  c e a s e s  t o  be a r e s id e n t  and w ith in  5 y e a r s  a g a in  becom es 
a r e s id e n t ,  any ta x a b le  d i s t r ib u t io n s  r e c e iv e d  by th e  p erson  
d u rin g  th e  p e r io d  in  w hich he o r  sh e  was n o t  a r e s id e n t ,  o th e r  
th an  d i s t r ib u t io n s  from a q u a l i f y in g  t r u s t ,  be a s s e s s a b le  in  
th e  incom e y e a r  in  w hich th e  p erso n  commences t o  be r e s id e n t .
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7 .1  I n tr o d u c t io n

7 . 1 . 1  The BE, FIF and t r u s t  re g im e s  w i l l  be  am ongst t h e  
p r o v i s i o n s  o f  t h e  Income Tax A ct w hich  a r e  t h e  m ost d i f f i c u l t  
f o r  t h e  I n l a n d  Revenue D epartm en t t o  a d m i n i s t e r .  T h is  i s  i n  p a r t  
b e c a u s e  o f  t h e i r  r e l a t i v e  c o m p le x i ty  and i n  p a r t  b e c a u s e  much o f  
t h e  i n f o r m a t i o n  t h e  D epartm en t w i l l  need  t o  a d m i n i s t e r  them  w i l l  
be  found  o f f s h o r e  and  o f t e n  i n  c o u n t r i e s  w i th  w hich  New Z ea la n d  
h a s  no t a x  t r e a t y  and hence  no exchange  o f  i n f o r m a t i o n  a g re e m e n t .  
T h u s , i n  t h e  f i r s t  i n s t a n c e ,  t h e  a d m i n i s t r a t i o n  o f  t h e  re fo rm s  
w i l l  depend  c r i t i c a l l y  on t h e  i n f o r m a t io n  w hich  t a x p a y e r s  p r o v id e  
t o  t h e  D e p ar tm en t .  I t  f o l lo w s  t h a t  t h e  i n f o r m a t i o n  d i s c l o s u r e  
r e q u i r e m e n t s ,  f a r  from b e in g  a m inor a s p e c t ,  a r e  c e n t r a l  t o  t h e  
e f f e c t i v e  a d m i n i s t r a t i o n  o f  t h e  r e g im e s .  C o n s id e r a b le  c a r e  n e ed s  
t o  b e  g iv e n  in  d e c i d in g  w hat i n f o r m a t i o n  t a x p a y e r s  s h o u ld  be  
r e q u i r e d  t o  d i s c l o s e .

7 . 1 . 2  T h is  i s  im p o r t a n t  n o t  o n ly  f o r  a d m i n i s t r a t i o n  b u t  a l s o  
f o r  s a t i s f a c t o r y  c o m p lian c e  w i th  t h e  r e g im e s .  V o lu n ta ry  
c o m p l ia n c e  i s  e n c o u ra g e d  i f  t a x p a y e r s  a r e  r e q u i r e d  t o  d i s c l o s e  
r e l e v a n t  in f o r m a t io n  and i f  t h e r e  a r e  s u b s t a n t i a l  p e n a l t i e s  f o r  
n o n - d i s c l o s u r e .  D i s c l o s u r e  n e e d s ,  how ever, t o  be  s e l e c t i v e .  Too 
much in f o r m a t io n  may h i n d e r  a d m i n i s t r a t i o n  and c o m p lia n c e  a s  
e f f e c t i v e l y  a s  t o o  l i t t l e .

7 . 1 . 3  We commented b r i e f l y on t h e  im p o r ta n c e  o f  t h e  
d i s c l o s u r e  o f  i n f o r m a t i o n  and a p p r o p r i a t e  p e n a l t i e s  f o r  
n o n - d i s c l o s u r e  i n  o u r  f i r s t  r e p o r t .  T h is  c h a p t e r  o u t l i n e s  t h e  
C o m m it te e 's  v iew s  i n  more d e t a i l .  We a l s o  comment on t h e  way i n  
w h ic h  a l t e r n a t i v e  a s s e s s m e n t  p r o v i s i o n s  m ig h t  o p e r a t e  w here 
t h e r e  i s  n o n - d i s c l o s u r e  o r  i n s u f f i c i e n t  i n f o r m a t i o n  t o  a p p ly  t h e  
BE, FIF  o r  t r u s t  r e g im e s .  You announced  in  t h e  Government
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Econom ic S ta te m e n t  t h a t  t h e  p e n a l ty  p r o v i s io n s  o f  t h e  A ct a r e  
t o  b e  re v ie w e d  and in  th e  l i g h t  o f  t h i s  we make no f u r t h e r  
comment on p e n a l t i e s .  S p e c ia l  p e n a l t i e s  f o r  t h e s e  re g im e s  a re  
n o t  n eed ed  -  t h e  g e n e ra l  p r o v i s i o n s  o f  t h e  A c t, s t r e n g th e n e d  a s  
n e c e s s a r y ,  s h o u ld  be s u f f i c i e n t .

7 .1 .4  S e c t io n  245R o f  t h e  d r a f t  l e g i s l a t i o n  p r o v id e s  th e  
C om m issioner w i th  a g e n e ra l  pow er t o  r e q u i r e  th e  d i s c l o s u r e  o f  
s u f f i c i e n t  in fo rm a t io n  t o  e s t a b l i s h  th e  n a tu r e  o f  any  i n t e r e s t  
a ta x p a y e r  h a s  in  a f o r e ig n  e n t i t y ,  w h e th e r  o r  n o t  t h e  e n t i t y  
i s  a CFC o r  a F IF , and t o  com pute th e  t a x p a y e r 's  a t t r i b u t e d  
f o r e ig n  incom e o r  l o s s .  The d i s c l o s u r e  r e q u ir e m e n ts  in  r e l a t i o n  
t o  t r u s t s  a r e  p ro v id e d  f o r  in  s e c t i o n  231 o f  th e  d r a f t  
l e g i s l a t i o n .

7 .2  D is c lo s u r e :  BE Regime

7 . 2 . 1  In  g e n e r a l ,  r e s i d e n t s  s h o u ld  be  r e q u i r e d  t o  d i s c lo s e  
t h e i r  d i r e c t  c o n t r o l  i n t e r e s t s  in  f o r e ig n  com pan ies  and th e  
d i r e c t  c o n t r o l  i n t e r e s t s  h e ld  by a s s o c i a t e d  p e r s o n s .  Where a 
r e s i d e n t  d o es  n o t  p e r s o n a l ly  h o ld  a d i r e c t  i n t e r e s t  in  a CFC, he 
o r  sh e  s h o u ld  n o t  be  r e q u i r e d  t o  d i s c l o s e  t h e  i n t e r e s t s  h e ld  by 
a s s o c i a t e s  u n le s s  th e y  a r e  n o n - r e s id e n t .

7 . 2 . 2  In  o r d e r  t o  a v o id  r e q u i r i n g  t a x p a y e r s  t o  d i s c l o s e  
i n t e r e s t s  in  com pan ies w hich  a r e  u n l i k e l y  t o  be e i t h e r  CFCs o r  
F IF s , e x e m p tio n s  from  t h i s  g e n e r a l  r u l e  w i l l  be  n e e d e d . F o r 
exam p le , an  e x em p tio n  from  any d i s c l o s u r e  r e q u ir e m e n t  c o u ld  be 
g iv e n  f o r  m in o r i n t e r e s t s  in  l i s t e d  com pan ies r e s i d e n t  in  g re y  
l i s t  c o u n t r i e s .  L im itin g  th e  sc o p e  o f  any  g e n e r a l  d i s c l o s u r e  
p r o v i s io n  in  t h i s  m anner w ould a v o id  d u p l i c a t i o n  s in c e  d i s c lo s u r e  
o f  i n t e r e s t s  in  su ch  com pan ies i s  r e q u i r e d  f o r  t h e  r e t u r n  o f  
d iv id e n d s .

7 . 2 . 3  W here a r e s i d e n t  h a s  a d i r e c t  c o n t r o l  i n t e r e s t  i n  a 
CFC, h i s  o r  h e r  incom e i n t e r e s t  i n  th e  CFC n e e d s  t o  be com puted
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and d i s c lo s e d .  In  a d d i t i o n ,  th e  p e rs o n  n e e d s  t o  d i s c l o s e  i n d i r e c t  
i n t e r e s t s  h e ld  th ro u g h  t h a t  CFC o r  an  a s s o c i a t e  o f  th e  CFC. Where 
an u n d e r ly in g  f o r e ig n  company becom es a CFC by v i r t u e  o f  th e  
i n d i r e c t  c o n t r o l  p r o v i s i o n s ,  r e s i d e n t s  need  t o  d i s c l o s e  t h e i r  
incom e i n t e r e s t s  in  t h e  u n d e r ly in g  CFC.

7 .2 .4  D i r e c t  c o n t r o l  i n t e r e s t s  h e ld  by p e r s o n s  i n  t h e  c a p a c i ty  
o f  a  nom inee s h o u ld  a l s o  be d i s c lo s e d ,  th o u g h  d i s c l o s u r e  o f  su ch  
i n t e r e s t s  s h o u ld  a l s o  have  been  made by th e  p r i n c i p a l .  The 
nom inee d e f i n i t i o n  in c lu d e s  a p e rs o n  who, p u r s u a n t  t o  an 
a rra n g e m e n t o r  u n d e rs ta n d in g  o r  o th e r w is e ,  h o ld s  pow ers o r  r i g h t s  
on b e h a l f  o f  a n o th e r  p e r s o n .  The s t a r t i n g  p o i n t  in  a p p ly in g  a 
p r o v i s io n  su c h  a s  t h i s  i s  t o  a sk  ta x p a y e r s  t o  d i s c l o s e  su ch  
a rra n g e m e n ts  o r  u n d e r s ta n d in g s .

7 .2 .5  I n  a d d i t i o n  t o  th e  d i s c l o s u r e  o f  c o n t r o l  i n t e r e s t s  
h e ld  on any m easurem ent d ay , d i s c l o s u r e  s h o u ld  a l s o  be 
r e q u i r e d  o f  d i s p o s i t i o n s  and ch an g es  in  th e  c a p i t a l  s t r u c t u r e  o f  
a CFC t o  s u p p o r t  th e  "bed  and b r e a k f a s t "  r u l e s  d e s c r ib e d  in  
s e c t i o n  3 .3  o f  c h a p te r  3 . The in fo rm a t io n  d i s c lo s e d  w ould a l s o  
a s s i s t  i n  th e  a p p l i c a t i o n  o f  s e c t i o n  6 5 ( 2 ) (e) o f  t h e  A c t. T hus, 
t a x p a y e r s  w ould be r e q u i r e d  t o  d i s c l o s e  ( e x c e p t  w here  an 
e x em p tio n  from  d i s c l o s u r e  a p p l i e d ) :

a any i n t e r e s t  in  a f o r e ig n  company d is p o s e d  o f  
b e fo r e  a q u a r t e r l y  m easurem ent day  and 
i n t e r e s t s  a c q u ir e d  in  th e  same company w i th in  
183 d a y s  o f  th e  d i s p o s i t i o n ;

b any a c q u i s i t i o n  o f  an  i n t e r e s t  i n  a f o r e ig n  
company b e fo r e  a q u a r t e r l y  m easu rem en t day  and 
any d i s p o s i t i o n  o f  an i n t e r e s t  i n  th e  same 
company w i th in  183 d ay s  o f  t h e  a c q u i s i t i o n ;  and

c any ch an g e s  in  th e  a g g re g a te  i n t e r e s t s  i n  a 
company b e fo r e  a m easurem ent day  t o  th e  e x te n t  
t o  w hich  th e y  a r e  r e v e r s e d  w i th in  365 d a y s .
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7 .2 .6  As d is c u s s e d  in  c h a p te r  3 , r e s i d e n t s  who h av e  a c o n t r o l  
i n t e r e s t  o f  10 p e r c e n t  o r  more in  a  f o r e ig n  com pany, w h e th e r  a 
CFC o r  n o t ,  a t  any t im e  d u r in g  i t s  a c c o u n t in g  y e a r  s h o u ld  be  
r e q u i r e d  t o  d i s c l o s e :

a t h e i r  i n t e r e s t s  h e ld  on th e  b a la n c e  d a te  o f  th e  
company and t h e i r  d i s p o s a l s  o f  su c h  i n t e r e s t s  
d u r in g  th e  a c c o u n tin g  y e a r ;  and

b w here a  r e s i d e n t  h a s  a c o n t r o l  i n t e r e s t  o f  10 
p e r c e n t  o r  more in  a CFC and t h a t  CFC h a s  a 
c o n t r o l  i n t e r e s t  o f  10 p e r c e n t  o r  m ore in  a n o th e r  
f o r e ig n  com pany, t h e  i n t e r e s t s  h e ld  by th e  CFC in  
t h a t  f o r e ig n  company on i t s  b a la n c e  d a te  and  th e  
d i s p o s a l s  o f  su c h  i n t e r e s t s  t h a t  t h e  CFC m akes 
d u r in g  i t s  a c c o u n tin g  y e a r .

Where a p p r o p r i a t e ,  t h e  d i s c l o s u r e  r e q u ir e m e n ts  s h o u ld  a p p ly  t o  
i n t e r e s t s  h e ld ,  a c q u ir e d  o r  d is p o s e d  o f  by p e r s o n s  a s s o c i a t e d  
w ith  t h e  t a x p a y e r .

7 .2 .7  Where a p e rs o n  h a s  an incom e i n t e r e s t  o f  10 p e r c e n t  o r  
m ore in  a CFC, th e  p e rs o n  s h o u ld  be  r e q u i r e d  t o  p ro v id e  
a  copy o f  t h e  a c c o u n ts  o f  th e  CFC; d e t a i l s  o f  t h e  a d ju s tm e n ts  
t o  a c c o u n tin g  p r o f i t  t o  a r r i v e  a t  t h e  BE incom e o f  t h e  CFC; th e  
d iv id e n d s  r e c e iv e d  by th e  CFC; and t h e  b a s i s  f o r  c a l c u l a t i n g  th e  
p e r s o n 's  a t t r i b u t e d  incom e o r  l o s s  and t a x  c r e d i t  c la im e d  w ith  
r e s p e c t  t o  t h a t  CFC. A s e p a r a t e  d i s c l o s u r e  s h o u ld  be  r e q u i r e d  in  
r e s p e c t  o f  e a c h  CFC in  w hich  a  ta x p a y e r  h a s  an  i n t e r e s t  i n  o r d e r  
t o  e n s u re  c o m p lia n c e  w ith  th e  j u r i s d i c t i o n a l  l o s s  and t a x  
c r e d i t  l i m i t a t i o n  r u l e s .

7 .2 .8  W here th e  a g g re g a te  incom e i n t e r e s t s  in  a CFC o f  
p e r s o n s  r e s i d e n t  in  New Z ea la n d  who h o ld  incom e i n t e r e s t s  o f  10 
p e r  c e n t  o r  m ore in  th e  CFC e x c e e d s  100 p e r c e n t ,  t h e  nam es o f  
p e r s o n s  who h av e  th o s e  incom e i n t e r e s t s  s h o u ld  be  d i s c lo s e d  t o



115

e n s u re  t h a t  no more th a n  100 p e r c e n t  o f  an incom e i n t e r e s t  i n  a 
CFC i s  ta k e n  i n t o  a c c o u n t in  a t t r i b u t i n g  BE incom e o r  BE l o s s e s .

7 . 2 . 9  A num ber o f  p r o v i s io n s  o f  th e  d r a f t  l e g i s l a t i o n  r e l a t e  
t o  a r ra n g e m e n ts  o r  u n d e r s ta n d in g s  b e tw een  t a x p a y e r s .  T hese  c a n n o t 
be  e f f e c t i v e  u n le s s  th e  D epartm en t r e q u i r e s  t a x p a y e r s ,  a s  a  f i r s t  
s t e p ,  t o  d i s c l o s e  th e  e x i s te n c e  o f  su ch  a rra n g e m e n ts  and 
u n d e r s t a n d in g s .  F u r th e rm o re , a s  n o te d  in  c h a p te r  3 , ta x p a y e r s  
s h o u ld  be  r e q u i r e d  t o  r e c o n c i l e  s i g n i f i c a n t  d i f f e r e n c e s  b e tw een  
t h e i r  c o n t r o l  and incom e i n t e r e s t s  in  a CFC.

Recommendation

7 .2 .1 0  A c co r d in g ly , th e  Committee recommends t h a t  th e  
C om m issioner be g iv e n  a g e n e r a l power t o  r e q u ir e  th e  d i s c lo s u r e  o f  
s u f f i c i e n t  in fo r m a tio n  t o  e s t a b l i s h  th e  n a tu re  o f  any i n t e r e s t  a 
ta x p a y e r  h as in  a fo r e ig n  e n t i t y ,  w hether or  n o t  th e  e n t i t y  i s  a 
CFC, and t o  compute th e  ta x p a y e r 's  a t t r ib u te d  fo r e ig n  incom e or  
l o s s .

7 .3  D is c lo s u r e :  FIF Regime

7 . 3 . 1  I n t e r e s t s  d i s c lo s e d  u n d e r  th e  p r o v i s io n s  o u t l i n e d  
ab o v e  w i l l  in c lu d e  i n t e r e s t s  in  F IF s  t h a t  a r e  co m p an ie s . Where a 
company i s  r e s i d e n t  o r  d o m ic ile d  in  a t a x  h a v en , i t  may be  a 
F IF . T hus, ta x p a y e r s  s h o u ld  be r e q u i r e d  t o  d i s c l o s e  i n t e r e s t s  
h e ld  in  t a x  haven  e n t i t i e s  and t o  com pute t h e i r  F IF  incom e o r  
l o s s .  In  o r d e r  t o  d e te rm in e  w h e th e r  a f o r e ig n  company o r  a u n i t  
t r u s t  i s  a F IF , a ta x p a y e r  w i l l  need  t o  c o n s id e r  t h e  n a tu r e  o f  
t h e  a s s e t s  o f  th e  company, i t s  r e s id e n c e  f o r  t a x  p u rp o s e s ,  
w h e th e r  i t  r e c e iv e s  a c o n c e s s io n a ry  t a x  t r e a tm e n t  in  t h a t  c o u n try  
and i t s  d i s t r i b u t i o n  p o l i c y .  In  some c a s e s ,  i t  w i l l  be  o b v io u s  
t h a t  a  f o r e ig n  company w i l l  be a F IF  an d , in  o r d e r  t o  re d u c e  
c o m p lia n c e  c o s t s ,  t h e  C om m issioner c o u ld  p u b l i s h  a l i s t  o f  su ch  
e n t i t i e s .
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7 .3 .2  In  a d d i t i o n ,  t a x p a y e r s  s h o u ld  be  r e q u i r e d  t o  d i s c l o s e  
l i f e  in s u r a n c e  and s u p e ra n n u a t io n  p o l i c i e s  i s s u e d  by f o r e ig n  
com pan ies o r  s u p e ra n n u a t io n  fu n d s .  D epending  on t h e i r  
c h a r a c t e r i s t i c s ,  some su c h  p o l i c i e s  w i l l  be  i n t e r e s t s  in  a F IF .

7 .3 .3  The b a s i s  upon w hich  a t a x p a y e r  v a lu e s  an i n t e r e s t  in  a 
FIF  s h o u ld  be  d i s c lo s e d  and c o p ie s  o f  any  f i n a n c i a l  r e p o r t s  o r  
e q u iv a le n t  in fo rm a t io n  i n  r e s p e c t  o f  t h e  FIF  s h o u ld  accom pany 
an incom e r e t u r n .  S e c t io n  245R o f  t h e  d r a f t  l e g i s l a t i o n  g iv e s  
t h e  C om m issioner s u f f i c i e n t  pow er t o  o b ta in  t h e  n e c e s s a ry  
in f o r m a t io n .

7 .4  D is c lo s u r e :  T r u sts

7 .4 .1  The p r im a ry  l i a b i l i t y  f o r  t a x  on t r u s t e e  incom e w i l l  
f a l l  on t h e  t r u s t e e .  W here a  t r u s t e e  i s  a r e s i d e n t ,  he  o r  sh e  
s h o u ld  be  r e q u i r e d  t o  d i s c l o s e  t h e  name and a d d re s s  o f  th e  
s e t t l o r  o f  th e  t r u s t  and  th e  names and a d d r e s s e s  o f  
b e n e f i c i a r i e s  who r e c e i v e  d i s t r i b u t i o n s  o r  b e n e f i c i a r y  incom e. 
R e s id e n ts  who have s e t t l e d  t r u s t s  on r e s i d e n t  o r  n o n - r e s id e n t  
t r u s t e e s  a f t e r  1 A p r i l  1988 s h o u ld  a l s o  be r e q u i r e d  t o  d i s c l o s e  
t h e  s e t t l e m e n t s  and th e  name and a d d re s s  o f  t h e  t r u s t e e ( s ) . As 
o u t l i n e d  in  c h a p te r  6 , t h e  d e f i n i t i o n  o f  a s e t t l o r  and a 
s e t t l e m e n t  a r e  b o th  v e ry  b ro a d .

7 . 4 . 2  Where a n o n - r e s id e n t  t r u s t e e  f a i l s  t o  f i l e  a r e t u r n  o r  
m eet an o b l i g a t i o n  t o  p ay  New Z e a la n d  t a x  on t r u s t e e  incom e, th e  
r e s i d e n t  s e t t l o r  w i l l  b e  l i a b l e  f o r  t h e  t a x .  I n  t h i s  e v e n t ,  th e  
r e s i d e n t  s e t t l o r  s h o u ld  be  r e q u i r e d  to  p ro v id e  t h e  a c c o u n ts  o f  
th e  t r u s t  and  d e t a i l s  o f  th e  c a l c u l a t i o n  o f  i t s  t a x a b le  incom e.

7 . 4 . 3  S e t t l o r s  o f  t r u s t s  i n  e x i s t e n c e  on 1 A p r i l  1988 t h a t  
w ere  s e t t l e d  p r i o r  t o  17 Decem ber 1987 s h o u ld  b e  r e q u i r e d  t o  
d i s c l o s e  t h e  s e t t l e m e n t  and th e  n a tu r e  o f  any  f i n a n c i a l  
a s s i s t a n c e  o u t s ta n d in g  t o  th e  t r u s t e e s  o f  t h e  t r u s t .  In  a d d i t i o n ,  
th e y  s h o u ld  d i s c l o s e  w h e th e r  th e y  have  e l e c t e d  t o  hav e  t h e  t r u s t
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t r e a t e d  a s  a " q u a l i f y in g  t r u s t " .

7 .4 .4  B e n e f i c i a r i e s  sh o u ld  be r e q u i r e d  t o  d i s c l o s e  s u f f i c i e n t  
in f o r m a t io n  t o  e s t a b l i s h  th e  a p p r o p r i a te  b a s i s  f o r  th e  t a x a t i o n  
o f  any p r o p e r ty  o r  incom e o f  a t r u s t  t h a t  v e s t s  t o  them  in  any 
incom e y e a r .  Where su ch  p r o p e r ty  o r  incom e r e p r e s e n t s  
b e n e f i c i a r y  incom e o r  n o n - a s s e s s a b le  o r  t a x a b le  d i s t r i b u t i o n s ,  
t h e  names and a d d re s s e s  o f  t r u s t e e s  o f  th e  t r u s t  s h o u ld  be 
p r o v id e d .  S u f f i c i e n t  in fo rm a tio n  s h o u ld  a l s o  be  r e q u i r e d  t o  
s u p p o r t :

a th e  c la im in g  o f  a c r e d i t  f o r  any f o r e ig n  incom e 
o r  f o r e ig n  w i th h o ld in g  t a x  p a id  in  r e s p e c t  o f  
b e n e f i c i a r y  incom e;

b t h a t  a d i s t r i b u t i o n  i s  a n o n - a s s e s s a b le  
d i s t r i b u t i o n ;  and

c i f  t h e  t a x  r a t e  on a d i s t r i b u t i o n  i s  th e  
t r a n s i t i o n a l  10 p e r  c e n t  r a t e ,  e v id e n c e  o f  
e i t h e r  th e  t r u s t  h a v in g  been  wound up on o r  
b e fo r e  31 M arch 1989.

7 .4 .5  Where a p e rs o n  r e c e iv e s  incom e from  a t r u s t ,  t h e  
C o m m iss io n e r 's  e x i s t i n g  pow ers o f  d i s c l o s u r e  a r e  s u f f i c i e n t .  
An a d d i t i o n a l  g e n e r a l  pow er o f  d i s c l o s u r e  i s  r e q u i r e d  t o  p e rm it  
t h e  C om m issioner t o  r e q u i r e  d i s c l o s u r e  from  s e t t l o r s .  A 
p r o v i s i o n  t o  t h i s  e f f e c t  i s  c o n ta in e d  in  s e c t i o n  231 o f  th e  
d r a f t  l e g i s l a t i o n .

Recommendation

7 .4 .6  A c c o r d in g ly , th e  Committee recommends t h a t  p r o v is io n  be  
in c lu d e d  in  th e  l e g i s l a t i o n  t o  perm it th e  Com m issioner t o  
r e q u ir e  d i s c lo s u r e  o f  in fo rm a tio n  from r e s id e n t s  who a re  
s e t t l o r s  o f  t r u s t s  in  e x is t e n c e  on or  a f t e r  1 A p r il  1988.
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7 .5  D e fa u lt  Methods

7 .5 .1  C ases may a r i s e  w here t a x p a y e r s  a r e  u n a b le  t o  o b ta in  
th e  in fo rm a t io n  n e c e s s a ry  t o  a p p ly  th e  BE re g im e . A l t e r n a t i v e l y ,  
ta x p a y e r s  may f a i l  t o  d i s c l o s e  in f o r m a t io n  r e q u e s te d  by th e  
C om m issioner. The in fo rm a tio n  n e c e s s a r y  t o  a p p ly  t h e  F IF  reg im e  
w i l l  g e n e r a l l y  be  much l e s s  th a n  t h a t  r e q u i r e d  u n d e r  t h e  BE 
reg im e  th o u g h  c ir c u m s ta n c e s  may o c c u r  w here m a rk e t v a lu e s  o f  
i n t e r e s t s  in  F IF s  may n o t  be  a v a i l a b l e  from  p u b l is h e d  d a ta  o r  
from  th e  fund  i t s e l f .  I t  w i l l  th e n  be n e c e s s a r y  t o  e s t im a te  
m ark e t v a lu e s  o r ,  w here  t h i s  i s  n o t  f e a s i b l e  due  t o  i n s u f f i c i e n t  
in f o r m a t io n ,  b o th  t h e  ta x p a y e r  and  th e  C om m issioner w i l l  need  to  
r e s o r t  t o  a l t e r n a t i v e s .

7 .5 .2  Where th e  p r im a ry  b a s i s  o f  co m p u tin g  incom e c o u ld  be 
a p p l ie d  by th e  t a x p a y e r ,  f a i l u r e  t o  a p p ly  i t  w ould  c o n s t i t u t e  
e v a s io n .  As d i s c u s s e d ,  th e  d i s c l o s u r e  p r o v i s io n s  and a s s o c i a t e d  
p e n a l t i e s  w i l l  e n c o u ra g e  c o m p lia n c e . N e v e r th e le s s ,  t h e  
a l t e r n a t i v e  m ethods sh o u ld  n o t  p ro d u c e  a m ore f a v o u r a b le  
o u tcom e.

7 .5 .3  The d r a f t  l e g i s l a t i o n  c o n ta in s  a n o n - e x h a u s t iv e  l i s t  
o f  m ethods t h a t  th e  C om m issioner c o u ld  a p p ly  t o  d e te rm in e  th e  
incom e o r  l o s s  o f  a ta x p a y e r  i n  r e s p e c t  o f  an i n t e r e s t  i n  a  CFC 
o r  F IF . In  p a r t i c u l a r ,  t h e  C om m issioner c o u ld  make an  a s s e s s m e n t 
o f  incom e o r  l o s s  by :

a h a v in g  r e g a rd  t o  t h e  a c c o u n ts  o r  o th e r  
in fo rm a t io n  o f  t h e  CFC o r  FIF  p r e p a r e d  f o r  t a x  
p u rp o s e s  (w h e th e r  i n  New Z e a la n d  o r  any  o th e r  
c o u n t r y ) , o r  f o r  c r e d i t o r s ,  s h a r e h o ld e r s  o r  
o t h e r  p e rs o n s  h a v in g  an econom ic  r e l a t i o n s h i p  
w ith  t h e  CFC o r  F IF ;

b h a v in g  r e g a rd  t o  t h e  BE o r  F IF  incom e o r  l o s s  o f  
th e  CFC o r  FIF f o r  a p r i o r  p e r io d  a n d , w here  i t
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i s  an  am ount o f  incom e, a p p ly in g  a presum ed 
compound r a t e  o f  i n c r e a s e  o f  n o t  l e s s  th a n  10 
p e r c e n t ;

c  h a v in g  r e g a rd  t o  th e  incom e o f  th e  CFC o r  FIF a s  
r e p o r t e d  in  i t s  f i n a n c i a l  a c c o u n ts  f o r  a p r i o r  
y e a r  and a p p ly in g  a presum ed compound r a t e  o f  
in c r e a s e  o f  n o t  l e s s  th a n  10 p e r c e n t ;

d im p u tin g  an a p p r o p r i a te  r a t e  o f  r e t u r n ,  su ch  
a s  a governm en t s to c k  y i e l d  p lu s  a m a rg in , t o  th e  
v a lu e  o f  th e  i n t e r e s t  a t  th e  commencement o f  th e  
r e l e v a n t  p e r io d ;  o r

e t r e a t i n g  a s  a t t r i b u t e d  incom e o r  l o s s  o r  FIF 
incom e o r  l o s s ,  a s  th e  c a s e  may b e , any g a in  
d e r iv e d  o r  l o s s  in c u r r e d  on d i s p o s a l  o f  th e  
i n t e r e s t s  in  q u e s t io n  o r  any in c r e a s e  o r  
r e d u c t io n  in  th e  m ark e t v a lu e  o f  t h e  i n t e r e s t  
o v e r  th e  r e l e v a n t  p e r io d .

7 .5 .4  A d e f a u l t  p r o v i s io n  h a s  a l s o  b een  in c lu d e d  in  th e  d r a f t  
l e g i s l a t i o n  t o  a p p ly  t o  th e  c a l c u l a t i o n  o f  t r u s t e e  incom e.

Recommendation

7 .5 .5  A c c o r d in g ly , th e  Committee recommends t h a t  p r o v is io n  
be in c lu d e d  in  th e  l e g i s l a t i o n  fo r  th e  c a lc u la t io n  o f  th e  income 
o r  l o s s  o f  a ta x p a y er  where th e  ta x p a y er  i s  u n ab le  t o  o b ta in  
s u f f i c i e n t  in fo r m a tio n  or  where th e r e  i s  f a i lu r e  t o  d i s c l o s e  
in fo r m a tio n .
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CHAPTER 8 – TRANSITION

8 .1  I n tr o d u c t io n

8 .1 . 1  The t r a n s i t i o n a l  p r o v i s i o n s  a p p ly in g  t o  t h e  
i n t e r n a t i o n a l  r e f o r m s  w ere l a r g e l y  d e c id e d  i n  r e s p o n s e  t o  P a r t  1 
o f  o u r  r e p o r t .  We p ro p o s e  one a d d i t i o n a l  p r o v i s i o n  w i th  r e s p e c t  
t o  t h e  BE reg im e  and comment f u r t h e r  on t h e  t r u s t  t r a n s i t i o n  
w here you r e s e r v e d  y o u r  d e c i s i o n .  T hese  i s s u e s  a r e  d e a l t  w i th  i n  
t h i s  c h a p t e r .

8 .1 .2  No t r a n s i t i o n a l  p r o v i s i o n s  a r e  t o  a p p ly  t o  t h e  FIF 
reg im e  w hich  came i n t o  e f f e c t  on 1 A p r i l  1988. T h is  means t h a t  
r e s i d e n t s  w i th  i n t e r e s t s  in  a FIF on 1 A p r i l  1988 w i l l  need  t o  
e s t a b l i s h  t h e  m a rk e t  v a lu e  o f  t h e i r  i n t e r e s t s  on t h a t  d a t e .

8 .2  BE Regime T r a n s i t io n

8 .2 .1  The t r a n s i t i o n a l  a r r a n g e m e n ts  a p p ro v e d  f o r  t h e  BE reg im e  
p r o v id e  t h a t :

a t a x p a y e r s  w i l l  be  exem pt from t h e  re g im e  f o r  a 
two y e a r  p e r i o d  ( i . e .  u n t i l  1 A p r i l  1990) i n  
r e s p e c t  o f  income i n t e r e s t s  a c q u i r e d  on o r  
b e f o r e  17 December 1987 i n  CFCs w hich  a r e  n o t  
r e s i d e n t  i n  a t r a n s i t i o n a l  l i s t  o f  s p e c i f i e d  low 
t a x  j u r i s d i c t i o n s ;  and

b t a x p a y e r s  w i l l  be  exem pt from t h e  re g im e  f o r  a 
one y e a r  p e r i o d  ( i . e .  u n t i l  1 A p r i l  1989) w i th  
r e s p e c t  t o  income i n t e r e s t s  w hich w ere  a c q u i r e d  
a f t e r  17 December 1987 i n  CFCs w hich  a r e  
r e s i d e n t  i n  a g r e y  l i s t  c o u n t r y .
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I t  i s  p o s s ib l e  f o r  a  company t o  have  no f i s c a l  r e s id e n c e .  
C o n se q u e n tly , in  o r d e r  t o  e s t a b l i s h  t h a t  a CFC i s  n o t  r e s i d e n t  in  
a c o u n try  on th e  t r a n s i t i o n a l  l i s t ,  i t  i s  n e c e s s a ry  t o  r e q u i r e  
t a x p a y e r s  t o  e s t a b l i s h  t h a t  th e  CFC i s  r e s i d e n t  in  a  c o u n try  n o t  
on t h e  l i s t .

8 .2 .2  One o f  t h e  c o n se q u e n c e s  o f  t h e  BE reg im e  i s  t h a t ,  w here 
any  p r o v i s io n  o f  t h e  t a x  law  o f  th e  c o u n try  o f  r e s id e n c e  o f  a CFC 
h a s  t h e  e f f e c t  o f  r e d u c in g  th e  incom e t a x  i t  p a y s  in  t h a t  
c o u n tr y ,  t h e  t a x  c r e d i t  a llo w e d  to  New Z ea lan d  r e s i d e n t s  w i l l  
a l s o  be re d u c e d , th e r e b y  in c r e a s in g  th e  am ount o f  New Z ea la n d  ta x  
p a y a b le .  T h is  i s  th e  in te n d e d  r e s u l t  s in c e  a c e n t r a l  o b j e c t i v e  o f  
t h e  reg im e  i s  t o  le v y  New Z ea lan d  t a x  on incom e w hich  h a s  b o rn e  
l e s s  t a x  th a n  w ould be l e v i e d  u n d e r  New Z ea lan d  law . Tax l o s s e s  
o f  a  CFC, in c u r r e d  in  a p a s t  incom e y e a r  o r  by a n o th e r  company in  
t h e  same g ro u p , w hich  a r e  a v a i l a b l e  u n d e r  th e  t a x  law  o f  i t s  
c o u n tr y  o f  r e s id e n c e  f o r  o f f s e t  a g a i n s t  i t s  c u r r e n t  y e a r  incom e, 
a r e  an  exam ple o f  su ch  a p r o v i s io n .

8 .2 .3  Many su b m is s io n s  a rg u e d  t h a t  t h e  b e n e f i t  o f  p a s t  t a x  
l o s s e s  i n  p a r t i c u l a r  ( i . e .  th o s e  in c u r r e d  by a f o r e ig n  company 
b e f o r e  i t  becom es a CFC o r  b e fo r e  th e  BE reg im e  a p p l i e s  t o  i t )  
s h o u ld  n o t  be  "c law ed  b ack "  u n d e r  th e  BE re g im e . In  th e  
C o m m itte e 's  v iew , i t  i s  d i f f i c u l t  t o  d i s t i n g u i s h  th e  e f f e c t  o f  a 
C F C 's p a s t  t a x  l o s s e s  from  th e  e f f e c t  o f  o th e r  p r o v i s io n s  o f  th e  
t a x  law  o f  i t s  c o u n try  o f  r e s id e n c e .  I f  t h e  BE reg im e  w ere  n e v e r  
t o  o f f s e t  th e  e f f e c t  o f  a t a x  b e n e f i t  a v a i l a b l e  t o  a CFC, i t  
w ou ld  be n e c e s s a ry  t o  d e f in e  BE incom e a s  th e  t a x a b le  incom e o f  
t h e  CFC m easu red  a c c o rd in g  t o  th e  law  o f  i t s  c o u n try  o f  
r e s i d e n c e .  The BE reg im e  w ould th e n  have  an im p a c t o n ly  w here 
a n o th e r  c o u n try  had  a company t a x  r a t e  lo w e r th a n  New Z e a la n d 's .  
T h u s, we c o n s id e r  t h a t  no s p e c i a l  p r o v i s io n  s h o u ld  be in c lu d e d  to  
p r e s e r v e  th e  e f f e c t  o f  p a s t  t a x  l o s s e s  o f  a CFC. Once th e  BE 
re g im e  a p p l i e s  in  r e s p e c t  o f  a CFC, a t t r i b u t e d  l o s s e s  w i l l  be 
a b le  t o  be  c a r r i e d  fo rw a rd  by r e s i d e n t  ta x p a y e r s  so  t h a t  i t  i s  
n o t  n e c e s s a r y  t o  a d j u s t  th e  BE incom e f o r  t a x  l o s s e s  c a r r i e d
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fo rw a rd  by a CFC. The a t t r i b u t i o n  o f  BE l o s s e s  t o  New Z ea lan d  
r e s i d e n t  ta x p a y e r s  i s  e x p la in e d  in  c h a p te r  4 .

8 .2 .4  W hile  r e s i d e n t s  can  t a k e  th e s e  c o n s i d e r a t i o n s  i n to  
a c c o u n t i n  m aking f u t u r e  in v e s tm e n t  d e c i s i o n s ,  th e y  c a n n o t  do so 
in  r e s p e c t  o f  e x i s t i n g  in v e s tm e n ts  e x c e p t  by d i s p o s in g  o f  them . 
We t h e r e f o r e  p ro p o se  an a d d i t i o n a l  t r a n s i t i o n a l  m easu re  t o  th e  
ones p ro p o se d  in  P a r t  1 o f  o u r  r e p o r t .  We p ro p o se  t h a t  ta x p a y e r s  
w ith  incom e i n t e r e s t s  h e ld  on 17 December 1987 in  CFCs r e s i d e n t  
in  a c o u n try  o th e r  th a n  th o s e  on th e  t r a n s i t i o n a l  l i s t  sh o u ld  be 
a b le  t o  e l e c t  t o  b r in g  th o s e  i n t e r e s t s  w i th in  th e  BE reg im e  f o r  
th e  a c c o u n tin g  y e a r s  o f  su ch  CFCs f a l l i n g  ( in  w hole o r  in  p a r t )  
d u r in g  th e  p e r io d  commencing on 1 A p r i l  1988 and e n d in g  on 31 
March 1990. T ax p a y ers  sh o u ld  n o t ,  how ever, be  a b le  t o  b r in g  in  
o n ly  l o s s e s  and n o t  p r o f i t s .  The e l e c t i o n  s h o u ld  t h e r e f o r e  be 
a v a i l a b l e  o n ly  i f  a ta x p a y e r  c h o o se s  t o  b r in g  in  a l l  o f  h i s  o r  
h e r  i n t e r e s t s  h e ld  on 17 Decem ber 1987 t h a t  w ould g iv e  r i s e  t o  
a t t r i b u t e d  incom e o r  l o s s e s  u n d e r  th e  BE reg im e  from  1 A p r i l  
1990.

8 .2 .5  The e l e c t i o n  sh o u ld  be  made by ta x p a y e r s  in  t h e i r  1991 
incom e y e a r  r e t u r n .  The a g g re g a te  a t t r i b u t e d  l o s s  o f  t h e  ta x p a y e r  
f o r  t h e  p e r io d  from  1 A p r i l  1988 t o  1 A p r i l  1990 w ould be  b ro u g h t 
t o  a c c o u n t  in  th e  1991 incom e y e a r .  The m easu re  s h o u ld  n o t ,  
how ever, e n a b le  ta x p a y e r s  t o  i n c r e a s e  an a t t r i b u t e d  l o s s  o v e r 
w hat i t  w ould have  b een  in  t h e  a b se n c e  o f  t h i s  t r a n s i t i o n a l  
p r o v i s io n .  F o r th e  p u rp o s e s  o f  c a l c u l a t i n g  th e  a t t r i b u t e d  lo s s  
o f  a t a x p a y e r  in  each  o f  th e  t r a n s i t i o n a l  y e a r s ,  t h e  t a x p a y e r 's  
incom e i n t e r e s t  on any m easu rem en t day s h o u ld  be ta k e n  a s  th e  
l e s s e r  o f  h i s  o r  h e r  incom e i n t e r e s t  on t h a t  day  and t h e  incom e 
i n t e r e s t  h e ld  a t  17 December 1987. Any a t t r i b u t e d  incom e in  one 
o f  th o s e  y e a r s  s h o u ld , how ever, be  c a l c u l a t e d  a c c o rd in g  t o  th e  
r u l e s  s e t  o u t  in  c h a p te r s  3 and 4 .
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Recommendations

8 . 2 . 6  A c c o r d in g ly ,  th e  Committee recommends t h a t :

a ta x p a y e r s  be e n t i t l e d  t o  e l e c t ,  in  r e s p e c t  o f  
a l l  o f  t h e i r  income i n t e r e s t s  h e ld  on 17 
December 1987 in  a l l  CFCs r e s i d e n t  in  c o u n t r ie s  
o th e r  than t h o s e  on t h e  t r a n s i t i o n a l  l i s t ,  t o  
ap p ly  th e  BE regim e f o r  t h e  a c co u n t in g  y e a r s  o f  
such CFCs f a l l i n g  in  w hole  or  in  p a r t  d u rin g  
t h e  p e r io d  1 A p r i l  1988 t o  31 March 1990; and

b f o r  t h e  p u rp oses  o f  c a l c u l a t i n g  t h e  a t t r i b u t e d  
l o s s  o f  a ta x p a y e r  in  r e s p e c t  o f  each  such CFC 
in  t h e  t r a n s i t i o n a l  p e r io d ,  t h e  t a x p a y e r ' s  
income i n t e r e s t  on any measurement day be  tak en  
a s  th e  l e s s e r  o f  th e  t a x p a y e r ' s  income i n t e r e s t  
on t h a t  day and th e  income i n t e r e s t  he  o r  she  
h e ld  a t  17 December 1987.

8 .3  T ru st  T r a n s i t io n

8 . 3 . 1  As o u t l i n e d  in  c h a p t e r  6, r e s i d e n t s  who s e t t l e  a t r u s t  
on o r  b e f o r e  17 December 1987 a r e  n o t  t o  be  l i a b l e  f o r  t a x  on 
t h e  t r u s t e e  income o f  t h e  t r u s t  a s  a g e n t  o f  t h e  t r u s t e e .  T h is  
d o e s  n o t  a f f e c t  t h e  t r u s t e e ' s  l i a b i l i t y  -  t h e  t r u s t e e ,  w h e th e r  
r e s i d e n t  o r  n o t ,  w i l l  be  l i a b l e  f o r  t a x  on t r u s t e e  income i n  any 
incom e y e a r  i n  w hich  t h e r e  i s  a s e t t l o r  r e s i d e n t  i n  New Z e a la n d .  
Where a s e t t l e m e n t  i s  made a f t e r  17 December 1987, t h e  s e t t l o r  
w i l l  n o t  be  l i a b l e  a s  a g e n t  o f  t h e  t r u s t e e  i f  t h e  t r u s t e e  i s  a 
r e s i d e n t  n a t u r a l  p e r s o n  o r  t r u s t e e  company.

8 . 3 . 2  W hile  r e s i d e n t s  who s e t t l e d  t r u s t s  on o r  b e f o r e  17 
December 1987 a r e  t o  be r e l i e v e d  o f  l i a b i l i t y  a s  a  s e t t l o r ,  an 
a l t e r n a t i v e  t r a n s i t i o n a l  a r ra n g e m e n t  i s  t o  a p p ly  t o  them . T h is
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was one o f  th e  a r e a s  in  th e  C o m m itte e 's  f i r s t  r e p o r t  w here  you 
r e s e r v e d  y o u r d e c i s i o n .  The C om m ittee recommended t h a t ,  in  
r e s p e c t  o f  s e t t l e m e n t s  by r e s i d e n t s  on n o n - r e s id e n t  t r u s t e e s  in  
e x i s t e n c e  on 17 Decem ber 1987, d i s t r i b u t i o n s  o f  incom e made on 
o r  b e fo r e  31 M arch 1989 s h o u ld  be  s u b j e c t  t o  a f i n a l  t a x  a t  a 
r a t e  o f  10 p e r c e n t  and d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  and 
c o rp u s  sh o u ld  be  n o n - a s s e s s a b le  p ro v id e d  t h a t  e i t h e r  t h e  t r u s t  
i s  wound up on o r  b e fo r e  t h a t  d a te  o r  th e  s e t t l o r  e l e c t s  t o  be 
s u b j e c t  t o  th e  s e t t l o r  reg im e  from  t h a t  d a te  ( i . e .  t h e  s e t t l o r  
e l e c t s  t o  be l i a b l e  f o r  t a x  on th e  t r u s t e e  incom e o f  t h e  t r u s t ) . 
In  t h e  te rm in o lo g y  o f  t h i s  r e p o r t  and th e  d r a f t  l e g i s l a t i o n ,  th e  
s e t t l o r  reg im e  m eans th e  q u a l i f y in g  t r u s t  re g im e .

8 .3 .3  We recom mended t h a t ,  i f  n e i t h e r  o f  t h e s e  o p t io n s  w ere 
ta k e n  up and:

a t h e  s e t t l e m e n t  was n o t  a t e s ta m e n ta r y  
s e t t l e m e n t :

i  a l l  d i s t r i b u t i o n s ,  w h e th e r  o f  incom e o r  
c a p i t a l  ( o th e r  th a n  th e  c o rp u s  o f  th e  
t r u s t )  s h o u ld  be a s s e s s a b l e ,  w ith  an 
i n t e r e s t  c h a rg e  c a l c u l a t e d  from  1 A p r i l  
1988, w ith  th e  b e n e f i c i a r y  r e c e iv in g  a 
c r e d i t  f o r  f o r e ig n  t a x  p a id  by  th e  
t r u s t e e ; and

i i  w here a s e t t l o r  h a s  a lo a n ,  g u a ra n te e  o r  
o t h e r  form  o f  f i n a n c i a l  a s s i s t a n c e  
o u t s t a n d in g  t o  t h e  t r u s t e e ,  h e  o r  sh e  
s h o u ld  be  a s s e s s e d  on im p u ted  i n t e r e s t  
a t  a p r e s c r ib e d  r a t e  ( l e s s  any  i n t e r e s t  
a c t u a l l y  r e c e iv e d  by th e  s e t t l o r  o r  p a id  
by t h e  t r u s t e e ,  a s  th e  c a s e  may be) 
com puted on th e  am ount o f  t h e  lo a n ,  
g u a ra n te e  o r  o t h e r  a s s i s t a n c e ;
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b t h e  s e t t l e m e n t  was by w i l l  o r  a s  a r e s u l t  o f  
i n t e s t a c y ;

i  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  made 
a f t e r  31 M arch 1989 s h o u ld  c o n t in u e  to  
be  n o n - a s s e s s a b le  in  t h e  h an d s o f  
b e n e f i c i a r i e s ;  and

i i  d i s t r i b u t i o n s  o f  incom e be  a s s e s s a b l e  
s u b je c t  t o  an  i n t e r e s t  c h a rg e  c a l c u l a t e d  
from  1 A p r i l  1988.

8 .3 .4  In  re s p o n s e  t o  t h e s e  reco m m en d a tio n s , you announced  in  
y o u r p r e s s  s ta te m e n t  w ith  th e  M in i s t e r  o f  R evenue t h a t :

"A t t h i s  s t a g e ,  th e  G overnm ent c o n s id e r s  t h a t  from  1 
A p r i l  1989 r e s i d e n t  t r u s t s  [ i . e .  th o s e  w ith  r e s i d e n t  
s e t t l o r s ]  s h o u ld  be ta x e d  a c c o rd in g  t o  th e  s e t t l o r  
re g im e , e x c e p t  w here th e  s e t t l o r  can  d e m o n s tra te  t h a t  
t h e r e  i s  m a n i f e s t  good re a s o n  f o r  su ch  an e x c e p t io n  and 
i t  can  be  shown t h a t  e i t h e r  th e  t r u s t  i s  s u b j e c t  t o  t a x  
in  a h ig h  t a x  j u r i s d i c t i o n  o r  t h e  im p o s i t io n  o f  th e  
s e t t l o r  reg im e  w ould c a u se  undue h a rd s h ip  t o  th e  
s e t t l o r . "

8 .3 .5  The m ain p ro b lem  w ith  t h i s  a p p ro a c h  i s  th e  
a d m i n i s t r a t i v e  b u rd e n  su ch  a d i s c r e t i o n  w ould p la c e  on th e  
I n la n d  R evenue D e p a rtm en t. M ost s e t t l o r s  w ould be e x p e c te d  to  
a p p ly  f o r  th e  ex em p tio n  and th e  D epartm en t w ould need  t o  d e c id e  
in  e a c h  c a s e  w h e th e r  t h e r e  was " m a n if e s t  good re a s o n "  and e i t h e r  
undue h a rd s h ip  o r  t h a t  a t r u s t  was s u b j e c t  t o  t a x  in  a  h ig h  t a x  
j u r i s d i c t i o n .  I t  i s  d i f f i c u l t  t o  d e c id e  w hat c r i t e r i a  c o u ld  be 
u se d  t o  e s t a b l i s h  " m a n if e s t  good r e a s o n " .  A t r u s t e e  o f  a t r u s t  
w ould no d o u b t v e r i f y  t h a t  a s e t t l o r  who was n o t  a b e n e f i c i a r y  
had  no r i g h t  t o  th e  incom e o r  a s s e t s  o f  th e  t r u s t ,  s in c e  t h i s  i s  
th e  l e g a l  p o s i t i o n .  The undue h a rd s h ip  t e s t  d o es  n o t  add  t o  th e  
g e n e r a l  d i s c r e t i o n  o f  th e  C om m issioner t o  w a iv e  t a x  in  t h e  c a s e
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o f  h a r d s h ip .  The s u b s t a n t iv e  o p e r a t iv e  t e s t  w ould t h e r e f o r e  be 
w h e th e r  th e  t r u s t e e  was s u b j e c t  t o  t a x  in  a h ig h  t a x  
j u r i s d i c t i o n .

8 .3 .6  Though t h i s  i s  a f e a s i b l e  t e s t ,  i t  w ould b r in g  w i th in  
t h e  reg im e  s e t t l o r s  who h av e  no way o f  a l t e r i n g  t h e i r  s e t t l o r  
s t a t u s  and who c o u ld  t h e r e f o r e  s u f f e r  a  c o n s id e r a b le  a d d i t i o n a l  
t a x  l i a b i l i t y  w h ich  c o u ld  n o t  have  b e en  a n t i c i p a t e d .  Our 
p ro p o se d  t r a n s i t i o n  aim ed t o  a v o id  t h i s  ou tcom e.

8 .3 .7  To o f f s e t  p a r t i a l l y  th e  d e f e r r a l  a d v a n ta g e  o f  re m a in in g  
o u t s id e  th e  s e t t l o r  re g im e , we p ro p o se d  t h a t  d i s t r i b u t i o n s  from  
a p re -1 7  Decem ber 1987 s e t t l e m e n t  s h o u ld  be  s u b j e c t  t o  an 
i n t e r e s t  c h a rg e  in  th e  h an d s  o f  r e s i d e n t  b e n e f i c i a r i e s .  I n t e r e s t  
w ould be c h a rg e d  from  th e  l a t e r  o f  t h e  1988 incom e y e a r  o r  t h e  
y e a r  in  w hich  t h e  incom e d i s t r i b u t e d  was d e r iv e d .  The n o t io n a l  
t a x  t h a t  w ould hav e  been  p a id  on th e  d i s t r i b u t e d  incom e in  t h e  
y e a r  t h a t  th e  incom e was d e r iv e d  w ould th e n  be com puted and 
c a r r i e d  fo rw a rd  a t  a p r e s c r i b e d  i n t e r e s t  r a t e  t o  t h e  y e a r  in  
w hich  th e  d i s t r i b u t i o n  was made. An i n t e r e s t  c h a rg e  w ould 
t h e r e f o r e  be c o m p lic a te d  in  p r a c t i c e ,  e s p e c i a l l y  when th e  
p r i n c i p a l  p u rp o se  o f  th e  p r o v i s io n  i s  t o  e n c o u ra g e  su ch  t r u s t s  
t o  e i t h e r  w ind up o r  come w i th in  th e  q u a l i f y in g  t r u s t  re g im e . A 
s im p le r  i n c e n t i v e  s h o u ld  s u f f i c e .

8 .3 .8  A t r u s t  t h a t  was s e t t l e d  by a r e s i d e n t  on o r  b e fo r e  17 
Decem ber 1987 w ould  be a q u a l i f y in g  t r u s t  o n ly  i f  t h e  t r u s t e e  
had  p a id  New Z e a la n d  incom e t a x  on th e  f o r e i g n -  and New 
Z e a la n d -s o u rc e  t r u s t e e  incom e o f  th e  t r u s t  i n  e v e ry  incom e y e a r  
s in c e  i t s  s e t t l e m e n t .  T h is  w ould g e n e r a l l y  n o t  be th e  c a s e  i f  
t h e  t r u s t  e a rn e d  f o r e ig n - s o u r c e  incom e and had  no r e s i d e n t  
t r u s t e e s .  I f  t h e r e  i s  a r e s i d e n t  t r u s t e e ,  th e n  t a x  w ould 
g e n e r a l l y  have  b een  p a id  on a l l  o f  t h e  t r u s t e e  incom e o f  th e  
t r u s t .

8 .3 .9  As o u t l i n e d  in  c h a p te r  6 , w here  a t r u s t  s e t t l e d  by a 
r e s i d e n t  on o r  b e f o r e  17 Decem ber 1987 i s  n o t  a q u a l i f y in g
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t r u s t ,  we p ro p o se  t h a t  a l l  d i s t r i b u t i o n s  from  th e  t r u s t ,  o th e r  
th a n  d i s t r i b u t i o n s  o f  c o rp u s , s h o u ld  be  a s s e s s a b l e  a t  a  r a t e  o f  
45 p e r c e n t  and no c r e d i t  s h o u ld  be  g iv e n  f o r  any  t a x  p a id  by th e  
t r u s t e e  o th e r  th a n  w ith h o ld in g  t a x .  We a l s o  p ro p o se d  in  c h a p te r  
6 t h a t  a r e s i d e n t  s e t t l o r  o f  su c h  a t r u s t  s h o u ld  be  a s s e s s e d  on 
incom e deemed t o  be d e r iv e d  in  r e s p e c t  o f  any  f i n a n c i a l  
a s s i s t a n c e  o u t s ta n d in g  t o  th e  t r u s t e e .  We c o n s id e r  t h a t  th e  
t r e a tm e n t  o f  d i s t r i b u t i o n s  from  p re -1 7  Decem ber 1987 s e t t l e m e n t s  
by r e s i d e n t s  a s  n o n -qu a l i f y in g  d i s t r i b u t i o n s  and th e  t a x a t i o n  o f  
incom e deemed t o  be e a rn e d  on any f i n a n c i a l  a s s i s t a n c e  g iv e n  to  
t h e  t r u s t e e  a d e q u a te ly  o f f s e t s  th e  a d v a n ta g e  t h a t  t h e  p e r s o n s  
c o n n e c te d  w ith  th e  t r u s t  d e r iv e  by v i r t u e  o f  i t s  t r u s t e e  incom e 
n o t  b e in g  s u b j e c t  t o  t a x  in  New Z e a la n d .

8 .3 .1 0  N e v e r th e le s s ,  t h e  t h r u s t  o f  o u r  p r e v io u s  
reco m m en d a tio n s  was t h a t  th e  t r a n s i t i o n a l  m ea su re s  s h o u ld  
e n c o u ra g e  th e  w ind up o f  t r u s t s  s e t t l e d  on o r  b e f o r e  17 
D ecem ber 1987. To t h i s  en d , you a g re e d  t h a t  d i s t r i b u t i o n s  ( o th e r  
th a n  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  o r  c o rp u s )  from  t r u s t s  
t h a t  w ere  s e t t l e d  on o r  b e fo r e  17 December 1987 a r e  t o  be  
s u b j e c t  t o  a f i n a l  t a x  a t  a r a t e  o f  10 p e r c e n t  p ro v id e d  t h a t  a l l  
o f  t h e  p r o p e r ty  o f  t h e  t r u s t  i s  d i s t r i b u t e d  b e f o r e  1 A p r i l  1989. 
Such d i s t r i b u t i o n s  a r e  t h e r e f o r e  n o t  t o  be  in c lu d e d  in  t h e  
a s s e s s a b l e  incom e o f  th e  r e c i p i e n t .  The d e f i n i t i o n  o f  c o rp u s  f o r  
t h i s  p u rp o se  was d i s c u s s e d  in  s e c t i o n  6 .1 1 .

8 .3 .1 1  In  a d d i t i o n ,  a  b e n e f i c i a r y ,  s e t t l o r  o r  t r u s t e e  o f  a 
t r u s t  t h a t  was s e t t l e d  on o r  b e fo r e  17 Decem ber 1987 i s  t o  have  
th e  o p t io n  o f  c o n v e r t in g  th e  t r u s t  i n t o  a q u a l i f y in g  t r u s t .  In  
o u r  p r e v io u s  r e p o r t ,  we recommended t h a t  t h e  c o n v e r s io n  s h o u ld  
be e f f e c t e d  by th e  s e t t l o r  e l e c t i n g  t o  be  l i a b l e  f o r  t a x  on th e  
t r u s t e e  incom e o f  t h e  t r u s t .  We h a v e , how ever, recom mended in  
t h i s  r e p o r t  t h a t  a l l  d i s t r i b u t i o n s  from  a q u a l i f y in g  t r u s t  
s h o u ld  be  n o n - a s s e s s a b le .  A t r u s t  c o u ld  t h e r e f o r e  be c o n v e r te d  
t o  a q u a l i f y in g  t r u s t  and th e n  wound up f r e e  o f  t a x .  T h is  w ould 
n o t  b e  c o n s i s t e n t  w ith  th e  t r e a tm e n t  o u t l i n e d  in  t h e  p r e v io u s  
p a ra g ra p h  f o r  t r u s t s  t h a t  w ind up b e fo r e  1 A p r i l  1989.
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8 .3 .1 2  A c c o rd in g ly , f o r  g r e a t e r  c o n s i s te n c y  b u t  a l s o  t o  
e n c o u ra g e  th e  w ind up o f  t r u s t s  r a t h e r  th a n  t h e i r  c o n v e rs io n  to  
q u a l i f y in g  t r u s t s ,  we p ro p o se  t h a t ,  i n  o r d e r  f o r  a  t r u s t  t o  
become a q u a l i f y in g  t r u s t ,  a 10 p e r c e n t  t a x  s h o u ld  a p p ly  t o  th e  
v a lu e  o f  t h e  n e t  a s s e t s  o f  t h e  t r u s t  a s  a t  31 M arch 1988. New 
Z ea la n d  incom e t a x  w ould th e n  be  deem ed t o  have  b e en  p a id  on 
th e  t r u s t e e  incom e o f  th e  t r u s t  i n  t h e  incom e y e a r s  e n d in g  
b e f o r e  31 M arch 1988. W here t h e  v a lu e  o f  th e  n e t  a s s e t s  o f  a 
t r u s t  e x ce ed  i t s  c o rp u s  and any  c a p i t a l  p r o f i t s ,  t h i s  p r o v is io n  
w ould  r e s u l t  i n  a h e a v ie r  t a x  im p o s t th a n  w ould be  t h e  c a s e  i f  
t h e  t r u s t  w ere  wound up b e f o r e  31 M arch 1989. We c o n s id e r  t h a t  
t h i s  i s  a p p r o p r i a t e  so  t h a t  t h e r e  i s  a  b i a s  to w a rd s  w ind up . 
S in c e  t h e  r e l e v a n t  l e g i s l a t i o n  w i l l  n o t  be  p a s s e d  u n t i l  l a t e r  
t h i s  y e a r ,  we recommend t h a t  t h e  l a s t  d a te  f o r  paym ent o f  th e  10 
p e r c e n t  t a x  be 7 F e b ru a ry  1989.

8 .3 .1 3  Our p r o p o s a ls  d u p l i c a t e  t o  some e x te n t  d e c i s i o n s  t h a t  
w ere  made in  r e s p o n s e  t o  o u r  e a r l i e r  r e p o r t  b u t ,  f o r  th e  sa k e  o f  
c o m p le te n e s s ,  we g a th e r  them  t o g e t h e r  in  th e  fo l lo w in g  
reco m m e n d a tio n .

Recommendation

8 .3 .1 4  A c co r d in g ly , th e  Committee recommends th a t :

a where a t r u s t  h as been  s e t t l e d  on or  b e fo r e  17 
December 1987 , d i s t r ib u t io n s  from th e  t r u s t ,  
o th e r  th an  d i s t r i b u t io n s  o f  c a p i t a l  p r o f i t s  or  
co rp u s, be s u b je c t  t o  a f i n a l  ta x  in  th e  hands 
o f  th e  b e n e f ic ia r y  a t  a r a te  o f  10 p e r c e n t  and 
d i s t r ib u t io n s  o f  c a p i t a l  p r o f i t s  and corpus be  
n o n -a s s e s s a b le  p ro v id ed  t h a t  a l l  o f  th e  p ro p erty  
o f  th e  t r u s t  i s  d i s t r ib u t e d  b e fo r e  1 A p r il 1989; 
and

b where a t r u s t  s e t t l e d  on or  b e fo r e  17 December
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1987 i s  n o t a q u a l i f y in g  t r u s t  o r  a fo r e ig n  
t r u s t  and a b e n e f ic ia r y ,  s e t t l o r  or  t r u s t e e  o f  
th e  t r u s t  pays t o  th e  Com m issioner no l a t e r  than  
7 February 1989 an amount eq u a l t o  10 p e r c e n t  o f  
th e  n e t  a s s e t s  o f  th e  t r u s t  a s  a t  31 March 1988, 
New Z ealand income ta x  be deemed t o  have been  
p a id  on th e  t r u s t e e  income o f  th e  t r u s t  in  
p r io r  income y e a r s .
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CHAPTER 9 – IMPUTATION AND WITHHOLDING PAYMENT SYSTEMS

9 .1  I n tr o d u c t io n

9 . 1 . 1  The m ain f e a t u r e s  and  many o f  t h e  d e t a i l s  o f  t h e  
im p u ta t io n  and w i th h o ld in g  paym ent sy s te m s  w ere  o u t l i n e d  i n  t h e  
C o m m it te e 's  f i r s t  r e p o r t  w hich  you a c c e p te d  in  f u l l .  T hus, 
com pared w i th  t h e  i n t e r n a t i o n a l  t a x  r e g im e s ,  few i s s u e s  r e m a in  t o  
be  d e c id e d  i n  r e s p e c t  o f  t h e  im p u t a t i o n  and w i t h h o ld i n g  paym ent 
s y s te m s .  C h a p te r s  9 and 10 o u t l i n e  t h e  C o m m it te e 's  
recom m enda tions  on t h e  re m a in in g  i s s u e s .  T h is  c h a p t e r  d e a l s  w i th  
t h e  im p u ta t io n  and w i th h o ld in g  paym ent r e g im e s .  C o n s e q u e n t i a l  
ch an g e s  t o  o t h e r  p a r t s  o f  t h e  A ct a r e  d i s c u s s e d  i n  c h a p t e r  10.

9 .2  D r a ft  L e g i s l a t i o n

9 . 2 . 1  L ik e  t h e  i n t e r n a t i o n a l  r e g im e ,  t h e  im p u ta t io n  and  
w i th h o ld in g  paym ent r e g im e s  w i l l  r e s u l t  i n  m a jo r  a d d i t i o n s  t o  t h e  
e x i s t i n g  Income Tax A c t .  For e a s e  o f  r e f e r e n c e ,  e ac h  re g im e  i s  
b e s t  d e a l t  w i th  i n  a  s e p a r a t e  p a r t  o f  t h e  A c t .  T h ere  i s  no 
p a r t i c u l a r  s i g n i f i c a n c e  t o  t h e  l o c a t i o n  o f  t h e s e  p a r t s  b u t  we 
p ro p o s e  t h a t  t h e  im p u ta t io n  l e g i s l a t i o n  make up a new P a r t  XIIA 
o f  t h e  A ct ( im m e d ia te ly  f o l lo w in g  P a r t  X II ,  w hich  d e a l s  w i t h  t h e  
p r o v i s i o n a l  t a x  s y s t e m ) , t h e  w i th h o ld i n g  paym ent l e g i s l a t i o n  a 
new P a r t  XIIB and t h e  b ra n c h  e q u i v a l e n t  t a x  a c c o u n t  ("BETA") 
p r o v i s i o n s  a new p a r t  XIIC.

9 .2 .2  W ith in  e ac h  p a r t ,  t h e  m ain  s e t s  o f  p r o v i s i o n s  a r e  t h o s e  
c o n c e rn in g  t h e  o p e r a t i o n  o f  t h e  im p u ta t io n  c r e d i t  a c c o u n t  
( "ICA") ,  t h e  w i t h h o ld i n g  paym ent a c c o u n t  ("WPA") and  BETA 
r e s p e c t i v e l y ;  t h e  p e n a l t y  t a x  p r o v i s i o n s  w hich  a p p ly  when a 
company d o e s  n o t  comply w i th  t h e  c r e d i t  a l l o c a t i o n  r u l e s ;  t h e  
p r o v i s i o n s  n e c e s s a r y  t o  a l lo w  s h a r e h o l d e r s  t o  u t i l i s e  t h e
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c r e d i t s ;  t h e  a n t i - a v o id a n c e  p r o v i s io n s ;  an d , l a s t l y ,  a  num ber o f  
t r a n s i t i o n a l  a r ra n g e m e n ts .

9 . 2 . 3  In  a d d i t i o n ,  a num ber o f  c o n s e q u e n t ia l  ch an g es  a r e  
n e c e s s a r y  t o  o th e r  s e c t i o n s  o f  th e  A c t. F o r exam p le , we p ro p o se  a 
new d e f i n i t i o n  o f  a d iv id e n d  and am endm ents t o  e x c e s s  r e t e n t i o n  
t a x  and th e  deemed d iv id e n d  p r o v i s io n s .  T hese  a r e  o u t l i n e d  in  
c h a p t e r  10.

9 .3  A l lo c a t io n  R u les

9 . 3 . 1  The p r o v i s io n s  c o n c e rn in g  th e  o p e r a t io n  o f  th e  
im p u ta t io n  sy s tem  by com pan ies a r e  c o n ta in e d  in  s e c t i o n s  394B to  
394H o f  th e  d r a f t  l e g i s l a t i o n .  The c e n t r a l  f e a t u r e  o f  t h e  schem e 
i s  t h e  ICA. Each company w i l l  be  r e q u i r e d  t o  o p e r a te  an  ICA s in c e  
t h e  b a la n c e  in  t h i s  a c c o u n t w i l l  d e te rm in e  th e  am ount o f  c r e d i t s  
t h a t  t h e  company can  a l l o c a t e  t o  i t s  s h a r e h o ld e r s  i n  any incom e 
y e a r .

9 . 3 . 2  The a l l o c a t i o n  o f  c r e d i t s  by a company w i l l  be  s u b j e c t  
t o  t h e  a l l o c a t i o n  r u l e s  p ro p o se d  in  o u r  p r e v io u s  r e p o r t  w hich  a r e  
d e s ig n e d  t o  e n s u re  t h a t  c r e d i t s  a r e  a p p o r t io n e d  a c r o s s  d iv id e n d s  
and bonus i s s u e s  made t o  a l l  s h a r e h o ld e r s ,  r a t h e r  th a n  d i r e c t e d  
s e l e c t i v e l y  t o  c e r t a i n  g ro u p s  o f  s h a r e h o ld e r s .  The p r i n c i p a l  
r e q u ir e m e n t  i s  t h a t  a company m ust m a in ta in  t h e  same c r e d i t  r a t i o  
( i . e .  r a t i o  o f  c r e d i t  t o  th e  v a lu e  o f  a d iv id e n d  o r  t a x a b le  bonus 
s h a r e )  f o r  a l l  d iv id e n d s  p a id  in  any incom e y e a r  u n le s s  i t  makes 
a s t a t u t o r y  d e c l a r a t i o n  t h a t  a r a t i o  change i s  n o t  p a r t  o f  an 
a r ra n g e m e n t t o  c o n fe r  a t a x a t i o n  a d v a n ta g e  on a g ro u p  o f  
s h a r e h o l d e r s .  In  o u r  f i r s t  r e p o r t ,  we p ro p o se d  t h a t  su ch  
d e c l a r a t i o n s  sh o u ld  be  made a t  l e a s t  21 d ay s  in  ad v an ce  o f  th e  
f i r s t  d i s t r i b u t i o n  a t  t h e  changed  r a t i o  b u t  we now recommend 
t h a t  th e y  s h o u ld  be  a b le  t o  be made a t  any t im e  b e fo r e  th e  
d iv id e n d  i s  d e c la r e d .

9 . 3 . 3  Where a company d o es  n o t  com ply in  any incom e y e a r  w ith



132

th e  re q u ire m e n t  o u t l i n e d  in  t h e  p r e v io u s  p a r a g r a p h ,  a l l  t h e  
d iv id e n d s  ( in c lu d in g  t a x a b le  bo n u s s h a r e s )  i t  p a y s  in  t h a t  y e a r  
w i l l  be  deemed t o  hav e  b een  c r e d i t e d  a t  t h e  h i g h e s t  c r e d i t  r a t i o  
a p p l ie d  by th e  company d u r in g  th e  y e a r .  The c o r r e s p o n d in g  
a g g re g a te  c r e d i t  deemed t o  h av e  b een  a l l o c a t e d  w i l l  be  d e b i t e d  t o  
th e  ICA o f  t h e  company.

9 .3 .4  In  a d d i t i o n ,  in  o r d e r  t o  e n s u re  t h a t  t h e  c r e d i t  
a l l o c a t e d  t o  a d iv id e n d  i s  n o t  d i s p r o p o r t i o n a t e  t o  th e  am ount o f  
t h e  d iv id e n d ,  th e  maximum r a t i o  o f  im p u ta t io n  and  w i th h o ld in g  
c r e d i t  t o  d iv id e n d  w i l l  be  l i m i t e d  t o  th e  r a t i o  o f  2 8 :7 2 , b a sed  
on th e  company t a x  r a t e  o f  28 p e r c e n t .  Where a  company e x c e e d s  
t h i s  r a t i o ,  i t  i s  n e c e s s a r y  t o  im pose some p e n a l t y .  T h is  was n o t  
d e a l t  w i th  in  o u r  e a r l i e r  r e p o r t .  We t h e r e f o r e  p ro p o se  t h a t ,  
w here t h e  c r e d i t  r a t i o  o f  a d iv id e n d  a p p l i e d  by  a  company e x c e e d s  
th e  maximum r a t i o ,  t h e  e x c e s s  c r e d i t  s h o u ld  n o t  be  a llo w e d  to  
s h a r e h o ld e r s ,  n o r  s h o u ld  i t  be  in c lu d e d  in  t h e  d e f i n i t i o n  o f  a 
d iv id e n d .  I f  t h e  c r e d i t  i s  an  a g g re g a te  o f  an  im p u ta t io n  c r e d i t  
and a w ith h o ld in g  c r e d i t ,  t h e  e x c e s s  t o  be  d is a l lo w e d  s h o u ld  be 
deemed t o  b e , f i r s t ,  w i th h o ld in g  c r e d i t  an d , s e c o n d ly ,  im p u ta t io n  
c r e d i t .

Recommendation

9 .3 .5  A c c o r d in g ly , th e  Committee recommends th a t :

a where th e  c r e d i t  r a t i o  o f  a d iv id e n d  a p p lie d  by 
a company e x c e e d s  th e  maximum r a t i o ,  th e  e x c e s s  
c r e d i t  n o t be a llo w ed  t o  sh a r e h o ld e r s , nor  
in c lu d e d  in  th e  d e f i n i t i o n  o f  a d iv id e n d ; and

b a r a t i o  change d e c la r a t io n  b e  a b le  t o  be made a t  
any tim e  b e fo r e  th e  f i r s t  d i s t r i b u t io n  a t  th e  
changed r a t io  i s  d i s t r ib u t e d .
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9 .4  Deemed D iv id en d s: A l lo c a t io n  R u les

9 . 4 . 1  Under t h e  p r e s e n t  A c t ,  a number o f  t y p e s  o f  paym ent o r  
b e n e f i t  g iv e n  t o  t h e  s h a r e h o l d e r s  o f  c e r t a i n  com pan ies  a r e  deemed 
t o  b e  d i v id e n d s .  As d i s c u s s e d  i n  c h a p t e r  10, we c o n s i d e r  t h a t  
t h e s e  p r o v i s i o n s  s h o u ld  be  r e t a i n e d .  Deemed d iv id e n d s  w ould , 
h o w ev er ,  c a u s e  c o m p l i c a t io n s  i n  t h e  a p p l i c a t i o n  o f  t h e  
a l l o c a t i o n  r u l e s .  F i r s t ,  t h e  a p p l i c a t i o n  o f  t h e  deemed d iv id e n d  
p r o v i s i o n s  i s  u n c e r t a i n .  Thus, a paym ent o r  b e n e f i t  g iv e n  t o  a 
s h a r e h o l d e r  o f  a company may n o t  be  deemed t o  be  a d iv id e n d  
u n t i l  some t im e  a f t e r  t h e  end o f  t h e  income y e a r  i n  w hich  i t  i s  
p a i d  o r  c o n f e r r e d .  S in c e  t h e  deemed d iv id e n d  would n o t  have  been  
c r e d i t e d ,  i t  would t r i g g e r  an a d d i t i o n a l  a l l o c a t i o n  d e b i t  t o  t h e  
ICA o f  t h e  company i n  a p r e v io u s  income y e a r .  S e c o n d ly ,  t h e  
q u a n t i f i c a t i o n  o f  t h e  v a lu e  o f  a deemed d iv id e n d  i s  a l s o  
u n c e r t a i n  u n d e r  t h e  p r e s e n t  r u l e s .  Where t h e  C o m m is s io n e r 's  
a s s e s s m e n t  d i f f e r e d  from t h e  t a x p a y e r ' s ,  a b r e a c h  o f  t h e  c r e d i t  
a l l o c a t i o n  r u l e s  may r e s u l t ,  once a g a in  t r i g g e r i n g  an  a l l o c a t i o n  
d e b i t .

9 . 4 . 2  I n  v iew  o f  t h e s e  u n c e r t a i n t i e s ,  we c o n s i d e r  t h a t  i t  i s  
i m p r a c t i c a l  t o  r e q u i r e  com pan ies  t o  a l l o c a t e  c r e d i t s  t o  deemed 
d i v id e n d s  i n  t h e  same way a s  f o r  c a sh  d i v id e n d s .  As d i s c u s s e d  in  
c h a p t e r  10, b e n e f i t s  p r e v i o u s l y  deemed a s  d iv id e n d s  p r o v id e d  t o  
" m a jo r  s h a r e h o l d e r s "  who a r e  em ployees a r e  t o  be  b ro u g h t  w i t h i n  
t h e  f r i n g e  b e n e f i t  re g im e .  C o n s id e r a t io n  c o u ld  be  g iv e n  t o  
b r i n g i n g  a l l  n o n -c a s h  b e n e f i t s  p ro v id e d  t o  s h a r e h o l d e r s  w i t h in  
t h e  f r i n g e  b e n e f i t  r e g im e .  In  t h e  i n t e r i m ,  we p ro p o s e  t h a t  deemed 
d i v i d e n d s  be  e x c lu d e d  from t h e  a l l o c a t i o n  r u l e s  w here  t h e y  a r i s e  
i n  r e s p e c t  o f  b e n e f i t s  g iv e n  t o  s h a r e h o l d e r s  by way o f  t h e  s a l e  
o f  company p r o p e r t y  t o  a s h a r e h o l d e r  a t  an in a d e q u a te  
c o n s i d e r a t i o n  ( p r e s e n t l y  d e a l t  w i th  u n d e r  s e c t i o n  4 ( l ) ( b ) ) ;  t h e  
p u r c h a s e  o f  p r o p e r t y  from a s h a r e h o l d e r  by a company f o r  
e x c e s s i v e  c o n s i d e r a t i o n  (a new p r o v i s i o n ) ; l o a n s  t o  s h a r e h o l d e r s  
o t h e r  t h a n  bona f i d e  lo a n s  a t  com m erc ia l  i n t e r e s t  r a t e s ;  non-  
d e d u c t i b l e  e x p e n d i tu r e  e n jo y e d  by p r o p r i e t a r y  company 
s h a r e h o l d e r s  and a s s o c i a t e s ;  and e x c e s s i v e  r e m u n e r a t io n  t o
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d i r e c t o r s  o r  s h a r e h o ld e r s  o f  p r o p r i e t a r y  c o m p a n ie s , o r  t h e i r  
r e l a t i v e s .

9 . 4 . 3  A s e p a r a t e  c a te g o ry  o f  deemed d iv id e n d s  i s  i n t e r e s t  on 
d e b e n tu re s  o r  c o n v e r t i b l e  n o te s  w hich  f a l l  w i th in  s e c t i o n s  192, 
195 o r  196 o f  th e  A c t. T hese n e ed  t o  be  t r e a t e d  in  t h e  same way 
a s  o r d in a r y  d iv id e n d s  f o r  th e  p u rp o s e s  o f  t h e  a l l o c a t i o n  r u l e s .

Recommendation

9 . 4 . 3  A c c o r d in g ly , th e  Committee recommends t h a t  deemed 
d iv id e n d s  be ex c lu d ed  from th e  a l lo c a t io n  r u le s  where th e y  a r is e  
in  r e s p e c t  o f  b e n e f i t s  g iv e n  t o  sh a r e h o ld e r s  by way o f  th e  s a le  
o f  company p r o p e r ty  t o  a sh a r e h o ld e r  a t  an in a d eq u a te  
c o n s id e r a t io n ;  th e  p u rchase o f  p r o p e r ty  from a sh a r e h o ld e r  by a 
company fo r  e x c e s s iv e  c o n s id e r a t io n ;  lo a n s  t o  sh a r e h o ld e r s  o th e r  
than  bone f id e  lo a n s  a t  com m ercial i n t e r e s t  r a t e s ;  n o n -d e d u c t ib le  
e x p e n d itu re  en jo y ed  by p r o p r ie ta r y  company sh a r e h o ld e r s  and 
a s s o c ia t e s ;  and e x c e s s iv e  rem un eration  t o  d ir e c t o r s  o r  
sh a r e h o ld e r s  o f  p r o p r ie ta r y  com p an ies, o r  t h e i r  r e l a t i v e s .

9 .5  P roducer Boards

9 . 5 . 1  C o -o p e ra t iv e  co m p an ies  and th e  p ro d u c e r  b o a rd s  (w hich 
a r e  t o  l o s e  t h e i r  t a x  exem pt s t a t u s  f rom t h e  b e g in n in g  o f  th e  
1989 incom e y e a r )  a r e  t o  be in c lu d e d  w i th in  th e  im p u ta t io n  
sy s te m . The b o a rd s  a r e  c r e a t e d  by s t a t u t e  and do n o t  h av e  a 
s h a r e h o ld in g  s t r u c t u r e  on w h ich  d iv id e n d s  and c r e d i t  a l l o c a t i o n s  
c o u ld  be  b a s e d . They do , how ever, a c t  on b e h a l f  o f  p ro d u c e r s  who 
can  be  r e g a rd e d  a s  t h e i r  ow ners in  an econom ic  i f  n o t  a  l e g a l  
s e n s e .  I t  i s  t h e r e f o r e  a p p r o p r i a t e  t o  im p u te  any incom e t a x  p a id  
by b o a rd s  t o  t h e i r  r e s p e c t iv e  p r o d u c e r s .

9 . 5 . 2  The b o a r d s ' o p e r a t io n s  t a k e  one o f  two p r i n c i p a l  fo rm s:
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a th e  D a iry  B oard and th e  A pple and P e a r  M a rk e tin g  
B oard have  an e x p o r t  m onopoly and p u rc h a s e  
p ro d u ce  from  p ro d u c e rs  o r  p ro d u c e r  c o - o p e r a t i v e s .  
T hus, t h e s e  b o a rd s  make p ro d u c e  paym en ts d i r e c t l y  
o r  i n d i r e c t l y  t o  s u p p l i e r s ;

b th e  Wool and M eat B oards do n o t  hav e  an  e x p o r t  
m onopoly, th o u g h  th e y  may p u rc h a s e  p ro d u c t  f o r  
p r ic e - s m o o th in g  r e a s o n s .  The a c t i v i t i e s  o f  t h e s e  
b o a rd s  a r e  funded  p r i n c i p a l l y  by way o f  l e v i e s  
on p ro d u c e rs  w hich  a r e  p r o p o r t io n a te  t o  th e  
v a lu e  o f  each  p r o d u c e r 's  o u tp u t .

9 .5 .3  In  b o th  c a s e s ,  t h e  r e t u r n  t o  a p ro d u c e r  t a k e s  t h e  
form  o f  h ig h e r  p ro d u c t  p r i c e s  a s  a r e s u l t  o f  th e  b o a r d s ' d i r e c t  
o r  i n d i r e c t  in v o lv e m e n t in  p r ic e - s m o o th in g ,  m a rk e tin g  and o th e r  
fo rm s o f  r e p r e s e n t a t i o n .  P ro d u c t paym en ts o r  l e v i e s  t h e r e f o r e  
p r o v id e  an a p p r o p r i a t e  b a s i s  on w hich th e  b o a rd s  c o u ld  a l l o c a t e  
c r e d i t s  t o  p ro d u c e r s .  I n d iv id u a l  p ro d u c e rs  w i l l  r e c e iv e  p ro d u c t  
p aym en ts  a n d /o r  pay  l e v i e s  a t  v a r io u s  t im e s  o f  th e  y e a r .  I t  i s  
t h e r e f o r e  n e c e s s a ry  t o  a g g re g a te  p ro d u c t  paym ents o r  l e v i e s  o v e r  
t h e  incom e y e a r  and t o  b a se  th e  c r e d i t s  s u b s e q u e n t ly  a l l o c a t e d  to  
e a c h  p ro d u c e r  on th e  a g g re g a te  a n n u a l p ro d u c t  paym en ts r e c e iv e d  
o r  a g g re g a te  l e v i e s  p a id  by th e  p ro d u c e r  d u r in g  th e  y e a r .  Where 
c r e d i t s  a r e  a l l o c a t e d  on th e  b a s i s  o f  p ro d u c t  p ay m en ts , t h e  
p r o p o r t io n  o f  th e  a g g re g a te  c r e d i t  a l l o c a t e d  t o  e ach  p ro d u c e r  in  
any  incom e y e a r  w ould e q u a l  th e  p r o p o r t io n  t h a t  th e  p r o d u c e r 's  
p r o d u c t  paym ent made up o f  th e  o f  th e  t o t a l  p ro d u c t  paym en ts made 
by t h e  b o a rd  in  th e  p re v io u s  y e a r  (a s  th e  a c t u a l  a l l o c a t i o n  
c o u ld  n o t  be  made u n t i l  a f t e r  th e  end o f  th e  y e a r  o f  p r o d u c t i o n ) . 
A l t e r n a t i v e l y ,  t h e  a l l o c a t i o n  c o u ld  be on th e  b a s i s  o f  th e  v a lu e  
o f  p ro d u c t  s u p p l ie d  d u r in g  th e  p ro d u c t io n  y e a r ,  r a t h e r  th a n  on 
th e  paym en ts made. An e q u iv a le n t  p r o p o r t io n a l  a l l o c a t i o n  r u l e  
w ould  a p p ly  w here c r e d i t s  w ere  a l l o c a t e d  on th e  b a s i s  o f  l e v i e s .  
In  e i t h e r  c a s e ,  no c r e d i t s  c o u ld  be a l l o c a t e d  u n t i l  a f t e r  th e  end 
o f  t h e  f i r s t  y e a r  o f  o p e r a t io n  o f  th e  schem e.
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9 .5 .4  In  p r a c t i c e ,  th e  D a iry  B oard b u y s  p ro d u ce  from  d a i r y  
com pan ies who in  t u r n  p u rc h a s e  m ilk  from  t h e i r  fa rm e r  s u p p l i e r s .  
T hus, paym en ts f o r  p ro d u ce  p a s s  from  t h e  B oard t o  t h e  com pan ies  
and from  th e  com pan ies t o  f a rm e rs .  F o r t h e  p u rp o s e s  o f  th e  
c r e d i t  a l l o c a t i o n  r u l e  o u t l i n e d  in  th e  p r e v io u s  p a ra g ra p h ,  e ac h  
company can  be r e g a rd e d  a s  a p ro d u c e r  w i th  r e s p e c t  t o  t h e  B oard .

9 .5 .5  Com panies in c o r p o r a te d  u n d e r  t h e  Com panies A ct w i l l  be  
a b le  t o  a l l o c a t e  c r e d i t s  t o  e i t h e r  d iv id e n d s  o r  t a x a b le  bonus 
i s s u e s .  In  o u r  v iew , th e  p ro d u c e r  b o a rd s  s h o u ld  hav e  th e  o p t io n  
o f  d i s t r i b u t i n g  c a s h  d iv id e n d s  a s  a m eans o f  a l l o c a t i n g  c r e d i t s  
t o  t h e i r  p ro d u c e r s .  The b o a rd s  p r e s e n t l y  do n o t  hav e  any 
s t a t u t o r y  a u t h o r i t y  t o  pay d iv id e n d s  so  t h a t  th e  c h a r a c t e r i s a t i o n  
o f  a paym ent t o  a p ro d u c e r  a s  a  d iv id e n d  w ould o c c u r  o n ly  in  
r e s p e c t  o f  i t s  incom e t a x  t r e a tm e n t .  Where a b o a rd  i s  a u th o r i s e d  
t o  make a paym ent t o  a p ro d u c e r ,  f o r  ex am p le , in  c o n s i d e r a t i o n  
f o r  p ro d u c t  p u rc h a s e d , i t  w ould e l e c t  t o  make a l l  o r  p a r t  o f  th e  
paym ent n o n - d e d u c t ib le  f o r  t a x  p u rp o s e s .  The am ount o f  th e  
paym ent t o  be  t r e a t e d  a s  a d iv id e n d  s h o u ld  be c a l c u l a t e d  on th e  
b a s i s  t h a t  th e  d iv id e n d  w ere f u l l y  c r e d i t e d .  F o r t a x  p u rp o s e s  
o n ly , t h e  n o n - d e d u c t ib le  paym ent w ould th e n  be t r e a t e d  a s  a 
f u l l y  c r e d i t e d  d iv id e n d .  The d iv id e n d  w ould be a s s e s s a b l e  t o  a 
p ro d u c e r  in  th e  same way a s  any o th e r  d iv id e n d ,  b u t  t h e  p ro d u c e r  
w ould be  a b le  t o  u s e  th e  a t t a c h e d  c r e d i t  t o  o f f s e t  t h e  t a x  
p a y a b le .  The a d d i t i o n a l  t a x  p a y a b le  by a b o a rd  t h e r e f o r e  r e s u l t s  
in  an  e q u a l  t a x  s a v in g  t o  i t s  p r o d u c e r s .  The m echanism  t o  g iv e  
e f f e c t  t o  t h i s  e l e c t i o n  w i l l  be  in c lu d e d  in  an amendment t o  
s e c t i o n  199 w hich i s  c u r r e n t l y  b e in g  d r a f t e d  by th e  I n la n d  
Revenue D e p a rtm en t. We have a n t i c i p a t e d  t h i s  amendment in  o u r 
d r a f t  l e g i s l a t i o n .

9 .5 .6  In  o r d e r  t h a t  c a sh  flo w  c o n s i d e r a t i o n s  do n o t  c o n s t r a i n  
a co m p an y 's  a b i l i t y  t o  a l l o c a t e  c r e d i t s  t o  i t s  s h a r e h o ld e r s ,  
com pan ies w i l l  be a b le  t o  a l l o c a t e  c r e d i t s  t o  t a x a b le  bonus 
i s s u e s .  T hese  w i l l  be  ta x e d  in  t h e  same way a s  d iv id e n d s  i n  t h e  
h an d s o f  s h a r e h o ld e r s .  The b o a rd s  do n o t  a t  p r e s e n t  h av e  s h a r e  
c a p i t a l  so  t h a t  a bonus i s s u e  a l l o c a t i o n  m echanism  c a n n o t  be
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u s e d .  I t  i s ,  how ever, d e s i r a b l e  t h a t  th e  b o a rd s  hav e  a m echanism  
f o r  a l l o c a t i n g  c r e d i t s  w i th o u t  h a v in g  t o  pay  o u t  c a s h  d iv id e n d s .  
H ence, we p ro p o se  t h a t  th e y  sh o u ld  be a b le  t o  a l l o c a t e  c r e d i t s  t o  
n o t io n a l  d iv id e n d s .  As p ro p o se d  f o r  c a sh  d iv id e n d s  p a id  by a 
b o a rd ,  th e  am ount o f  a n o t io n a l  d iv id e n d  s h o u ld  be  com puted by 
a ssu m in g  t h a t  i t  i s  f u l l y  c r e d i t e d .  In  o th e r  w o rd s , th e  
a l l o c a t i o n  o f  a c r e d i t  o f  28 c e n t s  w ould r e q u i r e  th e  d e c l a r a t i o n  
o f  a n o t io n a l  d iv id e n d  o f  72 c e n t s .  P ro d u c e rs  w ould be  ta x e d  on 
th e  sum o f  t h e  n o t io n a l  d iv id e n d  and th e  c r e d i t  i n  t h e  same way 
a s  i f  th e  d iv id e n d s  w ere a c t u a l  d iv id e n d s .  Where a p ro d u c e r  
member i s  a company, th e  n o t io n a l  d iv id e n d  w ould n o t  be 
a s s e s s a b l e  b u t  th e  c r e d i t  w ould be added  to  i t s  ICA o r  WPA.

9 .5 .7  T h is  c r e d i t  a l l o c a t i o n  m echanism  i s  e q u iv a le n t  t o  
a l l o c a t i n g  c r e d i t s  t o  t a x a b le  bonus s h a r e s .  In  th e  l a t t e r  
c a s e ,  th e  am ount c a p i t a l i s e d  by way o f  t h e  t a x a b le  bonus i s s u e  
i s  added  t o  th e  p a id -u p  c a p i t a l  o f  th e  company. The d i s t r i b u t i o n  
o f  c a p i t a l  w i l l  be  s u b j e c t  t o  m a r s h a l l in g  r u l e s  w hich  a re  
o u t l i n e d  in  s e c t i o n  9 .8 .  The b o a rd s  do n o t ,  how ever, have  a 
s h a r e  c a p i t a l  so  t h a t  a r e t u r n  o f  c a p i t a l  c a n n o t be  made in  
s u b s t i t u t i o n  f o r  d iv id e n d s .  T hus, we p ro p o se  t h a t  t h e  b o a rd s  be 
a b le  t o  m a in ta in  a r e c o rd  o f  n o t io n a l  c a p i t a l  f o r  t a x  p u rp o s e s . 
The am ount a l l o c a t e d  t o  n o t io n a l  c a p i t a l  w ould e q u a l  th e  am ount 
o f  n o t io n a l  d iv id e n d s  d e c la r e d  by th e  b o a rd , n e t  o f  any c r e d i t s .  
A c tu a l  c a sh  paym en ts so u rc e d  from  n o t io n a l  c a p i t a l  w ould be 
exem pt in  t h e  h an d s o f  th e  r e c i p i e n t  p ro d u c e r s .

9 .5 .8  The b o a rd s  s h o u ld  a l s o  be a b le  t o  o p e ra te  a  w ith h o ld in g  
paym ent a c c o u n t  (WPA) in  o r d e r  t h a t  c r e d i t s  f o r  w ith h o ld in g  
p ay m en ts  made can  be p a s s e d  th ro u g h  t o  p ro d u c e rs  and a b ra n c h  
e q u iv a le n t  t a x  a c c o u n t (BETA) in  o r d e r  t o  r e l i e v e  any d o u b le  
t a x a t i o n  o f  th e  incom e o f  a CFC in  w hich  a b o a rd  h a s  an incom e 
i n t e r e s t  o f  10 p e r c e n t  o r  m ore.
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Recommendations

9 . 5 . 9  A c c o r d in g ly ,  t h e  Committee recommends th a t :

a t h e  producer b oards b e  a b le  t o  o p e r a te  an ICA 
and WPA f o r  t h e  p u rp oses  o f  a l l o c a t i n g  c r e d i t s  to  
t h e i r  c o n s t i t u e n t  p rod u cers  and a BETA f o r  th e  
p u rp oses  o f  r e l i e v i n g  d ou b le  t a x a t io n  o f  income  
d e r iv e d  under t h e  BE reg im e;

b a board be a b le  t o  a l l o c a t e  c r e d i t s  t o  e i t h e r  
payments made t o  p r o d u ce r s ,  which would be  non-  
d e d u c t ib le  and t r e a t e d  a s  d iv id e n d s  f o r  t a x  
p u rp o se s ,  or  t o  n o t io n a l  d iv id e n d s  and in  e i t h e r  
c a s e  th e  amount o f  t h e  d iv id e n d  be computed on 
t h e  b a s i s  t h a t  i t  i s  f u l l y  c r e d i t e d ;

c  an a l l o c a t i o n  o f  c r e d i t s  by a board t o  i t s  
p rod u cers  by way o f  c a sh  a n d /o r  n o t io n a l  
d iv id e n d s  be made o n ly  once in  each income yea r;

d t h e  c r e d i t s  a l l o c a t e d  by a board t o  i t s  
p rod u cers  be in  p r o p o r t io n  t o  t h e  p rod u ct  
payments made o r  p a y a b le  by t h e  board t o  i t s  
p rod u cers  a n d /o r  in  p r o p o r t io n  t o  t h e  l e v i e s  
p a id  or  p ayab le  by p rod u cers  t o  t h e  board;

e  t h e  boards be a b le  t o  m a in ta in  r e c o r d s  f o r  
t a x  pu rp oses in  which t o  c r e d i t  t h e  n e t  amount 
o f  n o t io n a l  d iv id e n d s  a l l o c a t e d  ( i . e .  t h e  g r o s s  
n o t io n a l  d iv id e n d s  a l l o c a t e d  l e s s  t h e  amount o f  
t h e  c r e d i t s  a t ta c h e d  t o  th em );

f  t h e  n o t io n a l  c a p i t a l  o f  a board be a b le  t o  be  
d i s t r i b u t e d  t a x  f r e e  t o  p ro d u cers .
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9 .6  C o -o p e r a tiv e  Companies

9 . 6 . 1  A num ber o f  c o - o p e r a t iv e s  a r e  in  a s i m i l a r  p o s i t i o n  to  
th e  p ro d u c e r  b o a rd s  in  t h a t  th e  r e t u r n  th e y  p ro v id e  t o  t h e i r  
mem bers i s  in  t h e  form  o f  re d u c e d  in p u t  p r i c e s  o r  h ig h e r  o u tp u t  
p r i c e s  r a t h e r  th a n  d iv id e n d s .  C o -o p e ra t iv e  com pan ies d o , how ever, 
have  i s s u e d  s h a r e  c a p i t a l  and may pay d iv id e n d s  t o  m em bers. The 
num ber o f  s h a r e s  h e ld  may, how ever, be  u n im p o r ta n t  s in c e  th e  
r e t u r n  members o b ta in  u s u a l ly  d epends p r i m a r i l y  on t h e i r  
t r a n s a c t i o n s  w ith  th e  c o - o p e r a t iv e  r a t h e r  th a n  t h e i r  
s h a r e h o ld in g s .  We t h e r e f o r e  p ro p o se  t h a t  c o - o p e r a t iv e  com pan ies 
be  t r e a t e d  in  much th e  same way a s  we have  recommended f o r  th e  
p ro d u c e r  b o a rd s .  T hus, th e y  w ould have  th e  o p t io n  o f  e l e c t i n g  to  
make a  paym ent t o  members n o n - d e d u c t ib le  t o  th e  c o - o p e r a t iv e  f o r  
t a x  p u rp o s e s  in  w hich  c a s e  i t  w ould be  t r e a t e d  a s  a d iv id e n d .  
C r e d i t s  c o u ld  th e n  be a l l o c a t e d  t o  th e  d iv id e n d .  In  t h e  e v e n t  
t h a t  c a s h  d iv id e n d s  w ere n o t  a v a i l a b l e ,  t h e  n o t io n a l  d iv id e n d  
a l l o c a t i o n  m echanism  o u t l i n e d  f o r  th e  p ro d u c e r  b o a rd s  c o u ld  be 
u s e d . I n  e i t h e r  c a s e ,  th e  c r e d i t s  w ould be a l l o c a t e d  t o  members 
on t h e  b a s i s  o f  t h e i r  t r a n s a c t i o n s  w ith  th e  c o - o p e r a t iv e .

9 . 6 . 2  S in c e  some c o - o p e r a t iv e  com pan ies do , how ever, hav e  a 
s h a r e  c a p i t a l  and  pay  d iv id e n d s ,  th e y  s h o u ld  be a l s o  be a b le  t o  
a l l o c a t e  c r e d i t s  t o  d iv id e n d s  o r  t a x a b le  bonus s h a r e s  in  t h e  same 
way a s  o th e r  co m p an ies .

9 . 6 . 3  The p r e s e n t  s e c t i o n  199 a p p l i e s  n o t  o n ly  t o  c o -  
o p e r a t i v e  com pan ies b u t  more g e n e r a l l y  t o  "m u tu a l a s s o c i a t i o n s " .  
An a s s o c i a t i o n  i s  w id e ly  d e f in e d  a s  "any  body o r  a s s o c i a t i o n  o f  
p e r s o n s ,  w h e th e r  in c o r p o r a te d  o r  n o t " .  The C om m ittee i s  u n c e r t a in  
o f  t h e  n a tu r e  o f  any u n in c o rp o ra te d  m u tu a l a s s o c i a t i o n s  and o f  
t h e i r  t a x  t r e a tm e n t .  We t h e r e f o r e  r e f r a i n  from  m aking any 
reco m m en d a tio n s  on th e  way th e y  sh o u ld  be t r e a t e d  u n d e r  
im p u ta t io n .  Our recom m endations t h e r e f o r e  a p p ly  o n ly  t o  c o -  
o p e r a t i v e  co m p an ie s .
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Recommendation

9 . 6 . 4  The Committee th e r e fo r e  recommends t h a t  c o -o p e r a t iv e  
com panies be t r e a te d  in  th e  same way a s  th e  produ cer boards fo r  
th e  p u rp oses o f  im p u ta tio n  e x c e p t  th a t  th e y  a l s o  have th e  o p tio n  
a v a i la b le  t o  o th e r  com panies o f  a l lo c a t in g  c r e d i t s  t o  d iv id e n d s  
or  ta x a b le  bonus sh a r e s .

9 .7  S h arem ilk in g Arrangem ents

9 .7 .1  One o f  t h e  i s s u e s  o u t s ta n d in g  from  o u r  f i r s t  r e p o r t  
was w h e th e r  a s p e c i a l  a rra n g e m e n t was n eed ed  f o r  s h a r e m i lk e r s  who 
r e c e iv e  p ro d u c t  paym ents th ro u g h  members o f  c o - o p e r a t iv e s  
th o u g h  th e y  th e m s e lv e s  a r e  n o t  m em bers. T h is  w ould be  th e  c a se  
u n d e r  some s h a re m ilk in g  a g re e m e n ts . Where paym en ts by a d a i r y  
company f o r  m ilk  s u p p l ie d  a r e  made d i r e c t l y  t o  a s h a r e m i lk e r  and 
th e  la n d -o w n e r , d iv id e n d s  and a t t a c h e d  c r e d i t s  p a id  on th e  b a s i s  
o f  p ro d u c t  s u p p l ie d  s h o u ld  be  p a id  d i r e c t l y  t o  b o th  p e rs o n s  on 
th e  same b a s i s  t h a t  paym en ts f o r  m ilk  s u p p l ie d  w ould be  made. In  
o th e r  w o rd s , th e  s h a r e m i lk e r  s h o u ld  r e c e iv e  d iv id e n d s  from  th e  c o -  
o p e r a t iv e  even  th o u g h  he may n o t  be a  s h a r e h o ld e r .

9 .7 .2  Where some o th e r  c o n t r a c t u a l  a r ra n g e m e n t e x i s t s ,  we 
w ould be  r e l u c t a n t  t o  p r e s c r i b e  a g e n e r a l  rem edy. The p a r t i e s  
in v o lv e d  can  be  e x p e c te d  t o  amend t h e i r  c o n t r a c t u a l  a rra n g e m e n ts  
i f  th e y  w ish  t o .  Where b o th  t h e  s h a r e m i lk e r  and th e  la n d -o w n e r  
a r e  members o f  t h e  c o - o p e r a t i v e ,  each  w ould r e c e iv e  d iv id e n d s  and 
c r e d i t s  d i r e c t l y  from  th e  c o - o p e r a t i v e .

Recommendation

9 . 7 . 3  A c co r d in g ly , th e  Committee recommends t h a t ,  where 
paym ents by a d a ir y  company fo r  m ilk  s u p p lie d  a re  made d i r e c t ly  
t o  a sh a rem ilk er  and th e  lan d -ow n er, d iv id e n d s  or  bonus sh a re s  
and a tta c h e d  c r e d i t s  p a id  on th e  b a s i s  o f  p rod u ct su p p lie d  sh o u ld  
be p a id  d i r e c t ly  t o  b oth  p e r so n s  on th e  same b a s i s  t h a t  paym ents 
fo r  m ilk  su p p lie d  would be made.
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9 .8  C a p ita l D is t r ib u t io n s

9 .8 .1  The CD p ro p o se d  t h a t  a l l  d i s t r i b u t i o n s  s h o u ld  be  
t a x a b l e ,  o th e r  th a n  d i s t r i b u t i o n s  o f  p a id -u p  c a p i t a l  ( in c lu d in g  
s h a r e  prem ium s p a id )  made on th e  w in d in g  up o f  a company o r  on 
th e  re d e m p tio n  o f  s h a r e s .  You a g re e d  t h a t  t h i s  p ro p o s a l  s h o u ld  be 
am ended by r e t a i n i n g  th e  p r e s e n t  ex em p tio n  o f  d i s t r i b u t i o n s  o f  
c a p i t a l  p r o f i t s  on w in d in g  up .

9 .8 .2  The re m a in in g  i s s u e  i s  th e  t r e a tm e n t  o f  a r e t u r n  o f  
c a p i t a l  o th e r  th a n  on w in d in g  u p . In  p r i n c i p l e ,  a r e t u r n  o f  
c a p i t a l  s h o u ld  n o t  be  ta x e d  i f  i t  i s  m e re ly  a r e t u r n  o f  th e  
c a p i t a l  p a id  in  on th e  s u b s c r i p t i o n  o f  s h a r e s .  I f  i t  w ere  t o  be 
t a x e d ,  e q u i ty  w ould  be  t r e a t e d  v e ry  d i f f e r e n t l y  from  d e b t  and 
in s t r u m e n ts  su ch  a s  red e em a b le  s h a r e s  w ould n o t  be v i a b l e .  A 
r e t u r n  o f  c a p i t a l  s h o u ld  n o t ,  how ever, be  a s u b s t i t u t e  f o r  
d iv id e n d s  an d , p e n d in g  s o l u t io n  o f  t h i s  p ro b lem , t h e  C om m ittee 
r e s e r v e d  i t s  p o s i t i o n  on t h i s  i s s u e  in  p a ra g ra p h  2 .6 .4  o f  i t s  
e a r l i e r  r e p o r t .

9 .8 .3  I t  i s  c o n c e iv a b le  t h a t  a company m ig h t i s s u e  s h a r e s ,  
e i t h e r  o f  th e  same c l a s s  o r  o f  s e p a r a t e  c l a s s e s ,  w hich  a r e  t o  be 
redeem ed  a t  r e g u l a r  i n t e r v a l s  in  th e  f u t u r e .  The re d e m p tio n s  
w ould  th e n  be made in s t e a d  o f  d iv id e n d s .  F o r exam p le , i f  a 
company w ith  a s i n g l e  c l a s s  o f  s h a r e s  redeem s a c e r t a i n  
p e r c e n ta g e  o f  e v e ry  s h a r e h o l d e r 's  h o ld in g  e ach  y e a r ,  t h e  
r e s u l t i n g  c a p i t a l  paym ents s h o u ld  be t r e a t e d  a s  d iv id e n d s .  
S i m i l a r l y ,  i f  a company i s s u e s  a c e r t a i n  c l a s s  o f  s h a r e s  t o  i t s  
s h a r e h o ld e r s  and th e n  redeem s them  on a p ro  r a t a  b a s i s  o v e r  a 
p e r i o d  o f  y e a r s ,  t h e  r e t u r n  o f  c a p i t a l  s h o u ld  be  t r e a t e d  a s  a 
d iv id e n d .

9 .8 .4  W hile p ro v id in g  f o r  c ir c u m s ta n c e s  w here a r e t u r n  o f  
c a p i t a l  i s  made in  s u b s t i t u t i o n  f o r  a d iv id e n d ,  th e  l e g i s l a t i o n  
s h o u ld  g iv e  co m p an ies  a s  much f l e x i b i l i t y  a s  p o s s ib l e  t o  i s s u e
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red e em a b le  s h a r e s .  We t h e r e f o r e  p ro p o se  t h a t  a r e t u r n  o f  c a p i t a l  
made on th e  re d e m p tio n  o f  s h a r e s ,  o th e r  th a n  on w in d in g  up , 
s h o u ld  be  t r e a t e d  a s  c a p i t a l ,  and h en ce  n o n - a s s e s s a b l e ,  p ro v id e d  
t h a t :

a t h e  s h a r e s  w ere  i s s u e d  on te rm s  su ch  t h a t  th e y  
a r e  t o  be redeem ed  a t  a s p e c i f i e d  d a te  o r  d a te s  
o r  w i th in  a s p e c i f i e d  p e r io d ;  and

b t h e  c a p i t a l  r e tu r n e d  i s  e q u a l  t o  t h e  am ount p a id  
i n ,  in c lu d in g  any prem ium , on th e  s u b s c r i p t i o n  
o f  th e  s h a r e s ;  and

c th e  s h a r e s  redeem ed w ere n o t  i s s u e d  p u r s u a n t  to  
an  a rra n g e m e n t u n d e r  w hich  th e y  w ere  t o  be 
redeem ed in  a r e g u l a r  o r  s y s te m a t ic  way such  
t h a t  i t  may r e a s o n a b ly  be  c o n c lu d e d  t h a t  th e  
r e t u r n  o f  c a p i t a l  i s  made in  l i e u  o f  a  d iv id e n d .

9 .8 .5  In  a d d i t i o n  to  r e t u r n i n g  c a p i t a l  on th e  re d e m p tio n  o f  
s h a r e s ,  c a p i t a l  may be r e tu r n e d  p u r s u a n t  t o  r e d u c t io n s  in  th e  
p a r  o r  nom inal v a lu e  o f  s h a r e s .  Such p a r t i a l  re d e m p tio n s  w i l l ,  
how ever, i n v a r i a b l y  be made on a p ro  r a t a  b a s i s  and  h e n ce  on th e  
same b a s i s  t h a t  d iv id e n d s  w ould be p a id .  F o r t h i s  r e a s o n ,  we 
p ro p o se  t h a t  a d i s t r i b u t i o n  made on a p a r t i a l  r e d u c t io n  o f  th e  
no m in a l o r  p a r  v a lu e  o f  s h a r e s  n o t  be  t r e a t e d  a s  a r e t u r n  o f  
c a p i t a l  b u t  be  t r e a t e d  a s  a d iv id e n d .  We a l s o  p ro p o s e  t h a t  
d e b e n tu r e s  w hich  f a l l  w i th in  s e c t i o n s  192 o r  195 o f  t h e  A ct w hich 
a r e  i s s u e d  a f t e r  30 S ep tem ber 1988 be  t r e a t e d  a s  s h a r e s  f o r  th e  
p u rp o s e s  o f  t h e s e  r u l e s .

9 .8 .6  Our p r o p o s a l s  a r e  s i g n i f i c a n t l y  d i f f e r e n t  from  th o s e  
p ro p o se d  in  t h e  CD so  t h a t  i t  i s  r e a s o n a b le  t h a t  ta x p a y e r s  have 
some n o t i c e  o f  them . The im p le m e n ta tio n  d a te  o f  t h e  p r o p o s a ls  
s h o u ld  a l s o  be  i n t e g r a t e d  w ith  t h e  change  t o  th e  t a x  t r e a tm e n t  o f  
bonus s h a r e s  w h ich  i s  to  come i n t o  e f f e c t  on 1 O c to b e r  1988. We 
t h e r e f o r e  p ro p o s e  t h a t  th e y  come i n to  e f f e c t  on 1 O c to b e r  1988.
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Recommendation

9 .8 .7  A c co r d in g ly , th e  Committee recommends t h a t ,  w ith  e f f e c t  
from 1 O ctober 1988, a re tu rn  o f  c a p i t a l  made by a company on 
th e  red em ption  o f  sh a r e s  ( in c lu d in g  d eb en tu res is s u e d  on or  
a f t e r  1 O ctober 1988 w hich come w ith in  s e c t io n s  192 o r  195 o f  
th e  A c t ) , o th e r  than  on w ind ing up, be exem pt from ta x  in  th e  
hands o f  th e  r e c ip ie n t  p rov id ed  th a t :

a th e  sh a r e s  a re  is s u e d  on term s such  th a t  th e y  
a re  t o  be redeemed a t  a s p e c i f i e d  d a te  or  d a te s  
or w ith in  a s p e c i f i e d  p e r io d ;

b th e  c a p i t a l  retu rn ed  i s  eq u a l t o  th e  amount 
p a id  in ,  in c lu d in g  any premium, on th e  
s u b s c r ip t io n  o f  th e  sh a r e s ;  and

c  th e  sh a re s  redeemed were n o t  is s u e d  p u rsu an t t o  
an arrangem ent under w hich th e y  were t o  be  
redeemed in  a r e g u la r  or  s y s te m a t ic  way such  
th a t  i t  may r ea so n a b ly  be con clu d ed  th a t  th e  
r e tu r n  o f  c a p i t a l  i s  made in  l i e u  o f  a d iv id e n d .

9 .9  Carry Forward o f  C r e d its  by a Company

9 .9 .1  In  o u r  f i r s t  r e p o r t ,  we r e f e r r e d  t o  t h e  need  f o r  a n t i -  
s t r e a m in g  p r o v i s io n s  t o  e n s u re  t h a t  th e  re v e n u e  c o s t  o f  th e  
im p u ta t io n  reg im e  i s  n o t  d i f f e r e n t  from  t h a t  e n v is a g e d  by th e  
G overnm ent. The a l l o c a t i o n  r u l e s  and a n t i - s t a p l i n g  p r o v i s io n s  
h av e  t h i s  o b j e c t i v e .  In  p a ra g ra p h  2 . 4 . 8  o f  o u r  e a r l i e r  r e p o r t ,  
we r e f e r r e d  t o  th e  p o s s ib l e  need  f o r  a s p e c i f i c  a n t i - a v o id a n c e  
r u l e  b u t t r e s s e d  by d i s c l o s u r e  r e q u ir e m e n ts  t o  c o u n te r a c t  
te m p o ra ry  t r a n s f e r s  o f  i n t e r e s t s  aim ed a t  a v o id in g  th e  
a l l o c a t i o n  r u l e s .  The e f f e c t  o f  t h e  a l l o c a t i o n  r u l e s  w ould a l s o
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be a v o id e d  by th e  a c c u m u la tio n  o f  c r e d i t s  w i th in  com pan ies 
w hich  w ere  th e n  s o ld .

9 .9 .2  To l i m i t  th e  o p p o r tu n i ty  f o r  su c h  c r e d i t  t r a p p in g  and 
s a l e ,  we recommend in  c h a p te r  10 t h a t  e x c e s s  r e t e n t i o n  t a x  be 
r e t a i n e d .  T h is  m easu re  by i t s e l f  i s ,  ho w ev er, n o t  s u f f i c i e n t  
s i n c e ,  f o r  ex am p le , t h e  New Z ea la n d  h o ld in g  company o f  a non-  
r e s i d e n t  i s  n o t  l i a b l e  f o r  ERT.

9 .9 .3  To su p p le m e n t ERT w ith  r e s p e c t  t o  com pan ies owned by 
r e s i d e n t s  and a s  a m easu re  e f f e c t i v e  in  r e l a t i o n  t o  non-  
r e s i d e n t s ,  t h e  C om m ittee p ro p o s e s  t h a t  a 75 p e r c e n t  com m onality  
o f  i n t e r e s t s  be  r e q u i r e d  (u s in g  th e  same t e s t s  a l r e a d y  u se d  in  
s e c t i o n  188 o f  t h e  A ct w ith  r e s p e c t  t o  t h e  c a r r y  fo rw a rd  o f  
l o s s e s ,  b u t  e x te n d e d  to  in c lu d e  f ix e d  d iv id e n d  s h a r e s )  f o r  a 
company t o  be  a b le  t o  c a r r y  fo rw a rd  th e  c r e d i t  b a la n c e  o f  i t s  
ICA, WPA o r  BETA. In  t h e  e v e n t  t h a t  t h e  75 p e r c e n t  com m onality  
i s  l o s t ,  a d e b i t  w ould a r i s e  in  th e  r e l e v a n t  a c c o u n t e q u a l  t o  
t h e  c r e d i t  b a la n c e  o f  t h e  a c c o u n t  on th e  d a te  t h a t  th e  r e q u i r e d  
d e g re e  o f  com m onality  i s  l o s t .  T h is  m easu re  w i l l  r e d u c e  
t r a f f i c k i n g  in  c r e d i t s  and i s  c o n s i s t e n t  w ith  th e  i n t e g r a t i o n  
p r i n c i p l e s  u n d e r ly in g  a  f u l l  im p u ta t io n  sy s te m .

9 .9 .4  The c o m p lia n c e  c o s t s  o f  a s h a r e h o ld in g  com m onality  r u l e  
a r e  u n d o u b te d ly  h i g h e s t  f o r  l i s t e d  co m p an ies  b e c a u se  o f  no rm al 
t r a d i n g  o f  s h a r e s  and th e  n eed  t o  t r a c e  s h a r e h o ld in g s  th ro u g h  
in te r p o s e d  c o m p a n ie s . M oreover, l i s t e d  com pan ies and t h e i r  
s u b s i d i a r i e s  a r e  u n l ik e l y  t o  be u se d  a s  c r e d i t  t r a p s  s in c e  t h e i r  
s h a r e h o ld e r s  w i l l  g e n e r a l l y  b e  r e s i d e n t s  who a r e  a b le  t o  u t i l i s e  
t h e  c r e d i t s .  H ence, we p ro p o se  t h a t  t h e r e  be  an e x c e p t io n  t o  th e  
p ro p o se d  com m onality  r u l e  f o r  com pan ies l i s t e d  on th e  New 
Z e a la n d  s to c k  ex ch an g e  and t h e i r  w ho lly -ow ned  s u b s i d i a r i e s .

Recommendation

9 . 9 . 5  A c c o r d in g ly , th e  Committee recommends th a t  a 75 
p e r c e n t  com m onality o f  sh a r e h o ld in g  (u s in g  th e  t e s t s  p r e s e n t ly
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c o n ta in e d  i n  s e c t i o n  188 o f  t h e  A ct b u t ex ten d ed  t o  in c lu d e  
f i x e d  d iv id e n d  sh a r e s )  be r e q u ir e d  f o r  a company, o th e r  th an  a 
company l i s t e d  on t h e  New Zealand s t o c k  exchange o r  a w h o l ly -  
owned s u b s id ia r y  o f  such  a company, t o  be a b le  t o  c a r r y  forward  
t h e  c r e d i t  b a la n ce  o f  i t s  ICA, WPA o r  BETA.

9 .1 0  Carry Forward o f  U n u t i l i s e d  Im putation  C r e d its

9 .1 0 .1  T ax p a y ers  i n  t a x  l o s s  w ould be u n a b le  t o  u t i l i s e  
im p u ta t io n  c r e d i t s  (w hich  a r e  r e f e r r e d  t o  in  t h e  d r a f t  
l e g i s l a t i o n  a s  " ta x  c r e d i t s " )  s o ,  i n  r e s p o n s e  t o  th e  C o m m itte e 's  
reco m m en d a tio n , you a g re e d  t h a t  th e y  sh o u ld  be  a b le  t o  g r o s s  up 
th e  am ount o f  any c r e d i t  by d iv id in g  by a t a x  r a t e  o f  28 p e r c e n t  
and  a d d in g  th e  r e s u l t i n g  am ount t o  t h e  am ount o f  th e  t a x  l o s s  t o  
be  c a r r i e d  fo rw a rd . T h is  was t h e  m echanism  t h a t  c o u ld  a t  p r e s e n t  
be  m o st e a s i l y  accom m odated w i th in  th e  D e p a r tm e n t 's  e x i s t i n g  
a d m i n i s t r a t i v e  and EDP s y s te m s . A b e t t e r  sy s te m  w ould be  t o  
c a r r y  fo rw a rd  th e  am ount o f  th e  u n u t i l i s e d  c r e d i t  b u t ,  a c c o rd in g  
t o  t h e  D e p a rtm en t, i t  w ould be  u n a b le  t o  im p lem en t t h i s  i n  th e  
n e x t  y e a r  o r  s o .

9 .1 0 .2  S in c e  a sy s te m  b a se d  on c o n v e r t in g  an u n u t i l i s e d  c r e d i t  
t o  a l o s s  c a r r y  fo rw a rd  i s  f e a s i b l e ,  t h e r e  seem s no r e a s o n  why i t  
s h o u ld  n o t  e x te n d  t o  a l l  t a x p a y e r s .  T h is  w ould re d u c e  th e  
i n c e n t i v e  f o r  a r b i t r a g e  am ongst ta x p a y e r s  a im ed a t  u t i l i s i n g  w hat 
w ould  o th e r w is e  be w a s te d  c r e d i t s .  T hus, we p ro p o se  t h a t  a l l  
r e s i d e n t  t a x p a y e r s ,  o t h e r  th a n  co m p an ie s , be  a b le  t o  c o n v e r t  any 
im p u ta t io n  c r e d i t s  i n  e x c e s s  o f  t h e i r  t a x  l i a b i l i t y  in  any incom e 
y e a r ,  a f t e r  t a k in g  i n t o  a c c o u n t a l l  o th e r  t a x  r e l i e f s ,  i n t o  a 
t a x  l o s s  t o  be  c a r r i e d  fo rw a rd , w here  th e  am ount o f  th e  l o s s  i s  
c a l c u l a t e d  a s  th e  am ount o f  t h e  u n u t i l i s e d  c r e d i t  d iv id e d  by 
0 .2 8 .
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Recommendation

9 .1 0 .3  A c c o r d in g ly ,  we recommend t h a t  t h a t  a l l  r e s i d e n t  
ta x p a y e r s ,  o th e r  than  com panies, be  a b le  t o  c o n v e r t  any 
im p u ta t io n  c r e d i t s  in  e x c e s s  o f  t h e i r  t a x  l i a b i l i t y  i n  any income 
y e a r  i n t o  a t a x  l o s s  t o  be c a r r ie d  forw ard , w ith  t h e  
amount o f  t h e  l o s s  c a l c u l a t e d  a s  t h e  t o t a l  amount o f  t h e  
u n u t i l i s e d  c r e d i t  d iv id e d  by 0 .2 8 .

9 .1 1  Refunds o f  D iv idend  W ith h o ld in g  Payment

9 . 1 1 .1  The d i v id e n d  w i th h o ld i n g  paym ent w i l l  be  l e v i e d  on 
d i v id e n d s  r e c e i v e d  on o r  a f t e r  1 A p r i l  1988 by r e s i d e n t  com panies 
from  n o n - r e s i d e n t  co m p an ie s .  The amount o f  t h e  paym ent i s  
i n t e n d e d  t o  a p p ro x im a te  t h e  income t a x  t h a t  a n o n - c o r p o r a t e  
s h a r e h o l d e r  w ould  pay  on a d iv id e n d  from  a n o n - r e s i d e n t  company 
i f  t h e  d iv id e n d  p a s s e d  d i r e c t l y  t o  t h e  p e r s o n .  Where t h e  e v e n tu a l  
r e c i p i e n t  s h a r e h o l d e r  w ould  n o t  i n c u r  su c h  a l i a b i l i t y ,  su ch  a s  a 
n o n - r e s i d e n t  o r  t a x -e x e m p t  s h a r e h o l d e r ,  o r  w here t h e  amount 
w i t h h e l d  e x c e e d s  a  r e s i d e n t  s h a r e h o l d e r ' s  t a x  l i a b i l i t y ,  t h e  
e x c e s s  i s  t o  be  r e f u n d e d .

9 .1 1 .2  The w i th h o ld in g  paym ent i s  t o  be  p a id  q u a r t e r l y .  The 
Governm ent Economic S ta te m e n t  p ro p o se d  t h a t  r e f u n d s  t o  non-  
r e s i d e n t  com pan ies  be made by t h e  r e s i d e n t  company p a y in g  t h e  
d iv id e n d .  I n  o u r  f i r s t  r e p o r t ,  we p ro p o s e d  t h a t  t h e  p a y e r  
company s h o u ld  o f f s e t  t h e  r e f u n d  p a i d  t o  a n o n - r e s i d e n t  a g a i n s t  
i t s  w i t h h o ld i n g  payment l i a b i l i t y  f o r  t h e  q u a r t e r  i n  w hich  t h e  
r e f u n d  was made. I f  t h e  r e f u n d  p a id  e x ce ed e d  t h e  l i a b i l i t y ,  t h e  
e x c e s s  would be  r e fu n d e d  by t h e  D e p a r tm en t .  R e fu n d s  t o  t a x -  
exem pt s h a r e h o l d e r s  w ere  t o  b e  made q u a r t e r l y  by t h e  D e p ar tm en t .  
I n  o u r  r e p o r t ,  we p ro p o se d  t h a t  e x c e s s  w i t h h o ld i n g  c r e d i t s  
s h o u ld  a l s o  be  r e fu n d e d  t o  o t h e r  r e s i d e n t  t a x p a y e r s  a t  t h e  end 
o f  t h e  y e a r  i n  t h e  same way a s  r e f u n d s  o f  o t h e r  t a x .

9 .1 1 .3  We h av e  g iv e n  f u r t h e r  c o n s i d e r a t i o n  t o  t h e  r e f u n d
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m echanism . A p ro b lem  w ith  th e  p ro p o se d  sy s tem  i s  t h a t  th e  
D ep artm en t w ould be r e q u i r e d  t o  make r e im b u rs in g  r e fu n d s  t o  
co m p an ies  and  r e fu n d s  t o  ta x -e x e m p t s h a r e h o ld e r s  b e fo r e  i t  had  
a s s e s s e d  w i th h o ld in g  paym ent l i a b i l i t i e s  t o  v e r i f y ,  w here 
n e c e s s a r y ,  t h a t  th e  w ith h o ld in g  paym ent t o  be  re fu n d e d  had  
in d e e d  b een  p a id .  One a p p ro a c h  w ould be  t o  hav e  q u a r t e r l y  
a s s e s s m e n ts  b u t  t h i s  w ould r a i s e  s i g n i f i c a n t l y  th e  
a d m i n i s t r a t i v e  and c o m p lian c e  c o s t s  in v o lv e d .  A more e f f i c i e n t  
sy s te m  from  an  a d m i n i s t r a t i v e  p o in t  o f  v iew  i s  t o  hav e  a n n u a l 
a s s e s s m e n ts  and a n n u a l r e fu n d s  f o r  a l l  s h a r e h o ld e r s .

9 .1 1 .4  I f  an  a n n u a l r e fu n d  sy s te m  w ere a d o p te d , r e s i d e n t  
co m p an ie s  w ould fa c e  an  u n re a s o n a b le  c a sh  flo w  b u rd e n  i f  th e y  had 
t o  make n o t  o n ly  th e  o r i g i n a l  w i th h o ld in g  paym ent and pay  t h a t  
t o  t h e  D e p a rtm en t, b u t  a l s o  r e fu n d s  t o  n o n - r e s id e n t  s h a r e h o ld e r s  
t h a t  w ould  be  re im b u rse d  o n ly  a f t e r  th e  end o f  th e  y e a r .  We 
t h e r e f o r e  c o n s id e r  t h a t  r e fu n d s  t o  n o n - r e s id e n t s  s h o u ld  b e  made 
by t h e  D ep artm en t on an end o f  y e a r  b a s i s  on a p p l i c a t i o n  by a 
n o n - r e s i d e n t .

9 .1 1 .5  W ith h o ld in g  paym ent c o l l e c t e d  on b e h a l f  o f  n o n - r e s id e n t  
s h a r e h o ld e r s  can  be v iew ed  a s  an ad v an ce  paym ent o f  some o r  a l l  
o f  t h e i r  n o n - r e s id e n t  w ith h o ld in g  t a x  (NRWT) l i a b i l i t y  on 
d iv id e n d s  p a id .  T hus, th e  w i th h o ld in g  c r e d i t  a l l o c a t e d  t o  a 
d iv id e n d  p a id  t o  a n o n - r e s id e n t  s h o u ld  be  c r e d i t e d  to w a rd s  th e  
NRWT p a y a b le  on th e  d iv id e n d .  Where th e  w i th h o ld in g  c r e d i t  was 
l e s s  th a n  th e  NRWT p a y a b le ,  th e  p a y e r  company w ould be  o b l ig e d  
t o  d e d u c t  t h e  b a la n c e  o f  th e  NRWT and pay  i t  o v e r  t o  th e  
D e p a rtm en t a s  u n d e r  th e  p r e s e n t  sy s te m . C o n v e rs e ly , w here  th e  
w i th h o ld in g  c r e d i t  e x ceed ed  th e  NRWT p a y a b le ,  t h e  n o n - r e s id e n t  
w ould  c la im  a r e fu n d  o f  th e  e x c e s s  by m aking an a p p l i c a t i o n  to  
t h e  D e p a rtm en t a f t e r  th e  end o f  th e  incom e y e a r  in  w hich  th e  
d iv id e n d  was p a id .  F i n a l l y ,  i f  t h e  w ith h o ld in g  c r e d i t  e q u a l le d  
t h e  NRWT l i a b i l i t y ,  no f u r t h e r  paym ent o r  r e fu n d  w ould be 
r e q u i r e d .

9 .1 1 .6  The a p p l i c a t i o n  f o r  a r e fu n d  by a  n o n - r e s id e n t  o r  any
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o t h e r  s h a r e h o ld e r  w ould need  t o  be  s u p p o r te d  by t h e  d iv id e n d  
s ta te m e n t  s u p p l ie d  by t h e  p a y e r  com pany. The d r a f t  l e g i s l a t i o n  
d e t a i l s  t h e  in f o r m a t io n  t h a t  we p ro p o s e  be r e q u i r e d  t o  be  
in c lu d e d  in  t h e  s ta te m e n t .

Recommendation

9 .1 1 .7  A c c o r d in g ly ,  t h e  Committee recommends t h a t :

a re fu n d s  o f  d iv id e n d  w ith h o ld in g  payment t o  a l l  
s h a r e h o ld e r s ,  i r r e s p e c t i v e  o f  t h e i r  r e s id e n c e  or  
t a x  s t a t u s ,  be  made by th e  Department a f t e r  t h e  
end o f  t h e  income y e a r  in  which t h e  
c o rresp o n d in g  w ith h o ld in g  c r e d i t  was r e c e iv e d ;

b where a w ith h o ld in g  payment c r e d i t  i s  a l l o c a t e d  
t o  a d iv id e n d  p a id  t o  a n o n - r e s id e n t ,  t h e  non-  
r e s i d e n t  w ith h o ld in g  t a x  p a y a b le  on t h e  d iv id e n d  
be o f f s e t  t o  t h e  e x t e n t  o f  t h e  w ith h o ld in g  
payment c r e d i t .

9 .1 2  I n t e g r a t io n  With BE Regime: I n d iv id u a ls

9 .1 2 .1  In  o u r  p r e v io u s  r e p o r t ,  we recom mended t h a t  
i n d i v i d u a l s ,  l i k e  co m p a n ie s , s h o u ld  b e  a b le  t o  o p e r a t e  a b ra n c h  
e q u iv a le n t  t a x  a c c o u n t ("BETA") f o r  t h e  p u rp o s e s  o f  a v o id in g  
d o u b le  t a x a t i o n  o f  th e  incom e o f  a  CFC, once a s  a t t r i b u t e d  incom e 
u n d e r  th e  BE reg im e  and a g a in  a s  a  d iv id e n d  when th e  incom e i s  
d i s t r i b u t e d .  The BETA w ould r e c o r d  t h e  am ount o f  t a x  p a id  by a 
p e rs o n  on a t t r i b u t e d  f o r e ig n  incom e. The p e rs o n  c o u ld  th e n  o f f s e t  
t a x  p a y a b le  on a d iv id e n d  r e c e iv e d  from  a CFC t o  th e  e x t e n t  o f  
t h e  c r e d i t  b a la n c e  in  t h e  a c c o u n t .  The c o m p u ta tio n  o f  t h e  t a x  
p a y a b le  on a t t r i b u t e d  incom e and t h e  w i th h o ld in g  paym ent 
l i a b i l i t y  on a d iv id e n d  i s  s t r a i g h t f o rw ard  f o r  a  company b e c a u se  
o f  th e  f l a t  r a t e  o f  company and w i th h o ld in g  t a x .  I t  i s ,  how ever, 
m ore c o m p lic a te d  f o r  n o n - c o r p o r a te  ta x p a y e r s  b e c a u s e  o f  th e
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p r o g r e s s iv e  r a t e  s c a l e .

9 .1 2 .2  The o b j e c t i v e  o f  a v o id in g  d o u b le  t a x a t i o n  in  th e  c a s e  
o f  n o n - c o r p o r a te  ta x p a y e r s  can  be  a c h ie v e d  more s im p ly  by 
r e c o r d in g  in  BETA th e  am ount o f  a t t r i b u t e d  incom e th e  p e rs o n  h a s  
d e r iv e d ,  r a t h e r  th a n  th e  t a x  p a id  on su ch  incom e. A d iv id e n d  
r e c e iv e d  from  a CFC w ould th e n  be  n o n - a s s e s s a b le  t o  th e  e x t e n t  o f  
t h e  c r e d i t  b a la n c e  in  t h e  a c c o u n t.  We t h e r e f o r e  recommend t h i s  
a p p ro a c h  i n s t e a d  o f  t h a t  p ro p o se d  in  o u r  p r e v io u s  r e p o r t .

Recommendation

9 .1 2 .3  A c c o r d in g ly , th e  Committee recommends t h a t ,  where a 
n o n -c o r p o r a te  ta x p a y er  e l e c t s  t o  e s t a b l i s h  a branch e q u iv a le n t  
t a x  a c c o u n t, th e  amounts t o  be c r e d it e d  t o  th e  accou n t be th e  
a t t r ib u t e d  incom e d e r iv e d  by th e  p erson  under th e  BE reg im e.

9 .1 3  Group In vestm en t Funds

9 .1 3 .1  S e c t io n  211A o f  th e  A ct d e a l s  w ith  g ro u p  in v e s tm e n t  
fu n d s .  The incom e o f  su c h  fu n d s  i s  d iv id e d  i n t o  two c a t e g o r i e s  
w i th  " c a te g o r y  A" incom e ta x e d  a s  i f  i t  w ere  d e r iv e d  by a 
com pany. The " c a te g o ry "  B incom e o f  a fund  i s  ta x e d  a s  i f  i t  
w ere  d e r iv e d  by a t r u s t e e .  A d i s t r i b u t i o n  o f  a f t e r - t a x  c a te g o ry  
A incom e i s  t r e a t e d  a s  d iv id e n d .  As th e  t r u s t e e s  o f  su ch  fu n d s  
a r e  ta x e d  in  t h e  same way a s  com pan ies in  r e l a t i o n  t o  c a te g o r y  A 
incom e, i t  i s  a p p r o p r i a t e  t h a t  th e y  be  p e r m i t t e d  t o  im pu te  t a x  
on d i s t r i b u t i o n s  o f  c a te g o ry  A incom e a s  i f  th e y  w ere co m p an ie s . 
The d r a f t  l e g i s l a t i o n  g iv e s  e f f e c t  t o  t h i s .
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CHAPTER 10 – IMPUTATION: RELATED ISSUES

1 0 .1  I n tr o d u c t io n

1 0 .1 .1  T h is  c h a p t e r  o u t l i n e s  t h e  C o m m it te e 's  recom m enda tions  
on su n d ry  o t h e r  i s s u e s  r a i s e d  by t h e  im p u t a t i o n  r e f o r m s ,  
i n c l u d i n g  t h e  d e f i n i t i o n  o f  a d iv id e n d ,  t h e  amendments t o  t h e  
f r i n g e  b e n e f i t  t a x  reg im e  and e x c e s s  r e t e n t i o n  t a x .

1 0 .2  D iv idend  D e f i n i t i o n

1 0 .2 .1  In  p a r a g r a p h  4 . 7 . 1  o f  o u r  e a r l i e r  r e p o r t ,  we a d v i s e d  
t h a t  we w ere  c o n s i d e r i n g  amendments t o  t h e  s e c t i o n  4 d e f i n i t i o n  
o f  a d i v id e n d .  One p o s s i b i l i t y  was t h e  e x t e n s i o n  o f  t h e  a m b i t  o f  
t h e  p r e s e n t  s e c t i o n  4 (2 )  d e a l i n g  w i th  p r o p r i e t a r y  company 
d i v id e n d s ,  t o  a l l  c o m p a n ie s .  The d e s i r a b i l i t y  o f  d o in g  s o ,  
how ever, i s  due more t o  t h e  w e a k n e sse s  o f  t h e  p r o p r i e t a r y  
company d e f i n i t i o n  r a t h e r  t h a n  t o  any  p e r c e i v e d  a v o id a n c e  
p o l i c i e s  o f  n o n - p r o p r i e t a r y  c o m p a n ie s .  I n  s e c t i o n  1 0 .6 ,  we 
s u g g e s t  t h a t  t h e  p r o p r i e t a r y  company d e f i n i t i o n  r e q u i r e s  r e v ie w  
and , p e n d in g  t h a t  r e v ie w ,  we do n o t  p ro p o s e  t h a t  t h e  p r e s e n t  
s e c t i o n  4 (2 )  a m b it  be  b ro a d e n e d .

1 0 .2 .2  One d e f i c i e n c y  o f  t h e  e x i s t i n g  d i v id e n d  d e f i n i t i o n  i s  
t h a t  t h e  p r o v i s i o n  o f  b e n e f i t s  t o  s h a r e h o l d e r s  o t h e r  t h a n  by way 
o f  d i s t r i b u t i o n s  o r  d i s p o s i t i o n s  a r e  n o t  c l e a r l y  w i t h in  t h e  
d e f i n i t i o n .  As b e n e f i t s  can  be  c o n f e r r e d  upon s h a r e h o l d e r s  i n  
t h i s  way, we p ro p o se  t o  i n c l u d e  a s  d i v id e n d s  t h e  making 
a v a i l a b l e  o f  any company p r o p e r t y  f o r  t h e  b e n e f i t  o f  any 
s h a r e h o l d e r  i f  i n  t h e  o p in io n  o f  t h e  C om m issioner t h e  m aking 
a v a i l a b l e  o f  t h e  p r o p e r t y  i s  v i r t u a l l y  a d i s t r i b u t i o n  o f  an 
amount w h ich , i f  d i s t r i b u t e d  o t h e r  t h a n  i n  t h e  c o u r s e  o f  w in d in g -  
up o f  t h e  company, w ould  be  a d i v id e n d .  We a l s o  p ro p o se  t o  e x te n d
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t h e  d iv id e n d  d e f i n i t i o n  t o  in c lu d e  any e x c e s s iv e  c o n s id e r a t i o n  
p ro v id e d  by a  company upon th e  a c q u i s i t i o n  o f  p r o p e r ty  from  a 
s h a r e h o ld e r .  The t a x a b le  v a lu e  o f  t h e  d iv id e n d  in  t h e  f i r s t  c a s e  
w ould  be th e  am ount by w hich  th e  v a lu e  o f  th e  b e n e f i t  o r  
p r o p e r ty  a c q u i r e d  by a s h a r e h o ld e r  e x c e e d s  any c o n s id e r a t i o n  
p ro v id e d  by th e  s h a r e h o ld e r .  In  t h e  seco n d  c a s e ,  t h e  t a x a b le  
v a lu e  o f  th e  d iv id e n d  w ould be th e  am ount by w hich  th e  
c o n s i d e r a t i o n  p ro v id e d  by th e  company e x c e e d s  t h e  m a rk e t v a lu e  
o f  t h e  p r o p e r ty  a c q u ir e d  by th e  company.

1 0 .2 .3  S in c e  t h e s e  ch an g e s  w ould e x te n d  th e  e x i s t i n g  
d e f i n i t i o n  o f  a  d iv id e n d ,  i t  i s  r e a s o n a b le  t h a t  ta x p a y e r s  sh o u ld  
h a v e  some n o t i c e  o f  them  b e fo r e  th e y  come i n t o  e f f e c t .  
A c c o rd in g ly , th e  C om m ittee p ro p o s e s  t h a t  th e y  t a k e  e f f e c t  from  1 
O c to b e r  1988.

1 0 .2 .4  A t p r e s e n t ,  s e c t i o n  4 (2 ) deems t o  be  a d iv id e n d  any 
e x p e n d i tu r e  in c u r r e d  by a p r o p r i e t a r y  company f o r  t h e  b e n e f i t  o f  
a s h a r e h o ld e r ,  sp o u se  o f  th e  s h a r e h o ld e r ,  t r u s t  u n d e r  w hich  th e  
s h a r e h o ld e r  o r  h i s  o r  h e r  sp o u se  i s  a b e n e f i c i a r y  o r  any o th e r  
p e r s o n  a s s o c i a t e d  w ith  t h e  s h a r e h o ld e r .  In  o r d e r  t h a t  we do n o t 
r e s t r i c t  t h e  d e f i n i t i o n  o f  a d iv id e n d  w ith  r e s p e c t  t o  a 
p r o p r i e t a r y  company, we p ro p o se  t h a t  th e  e x te n d e d  d e f i n i t i o n  o f  
a d iv id e n d  o u t l i n e d  in  t h e  p re v io u s  p a ra g ra p h  a p p ly  w here th e  
p e r s o n  a c q u i r in g  o r  d is p o s in g  o f  th e  p r o p e r ty  in  q u e s t io n  i s  an 
a s s o c i a t e  o f  a s h a r e h o ld e r  o f  a p r o p r i e t a r y  com pany. By 
" a s s o c i a t e " ,  we mean any o f  th e  p e rs o n s  l i s t e d  in  t h e  p r e s e n t  
s e c t i o n  4 ( 2 ) .

1 0 .2 .5  The CD p ro p o se d  a d e f i n i t i o n  o f  th e  te rm  " p a id  up 
c a p i t a l "  m eaning  c a p i t a l  w hich  c o u ld  be r e tu r n e d  f r e e  o f  t a x  
upon w in d in g -u p  o r  re d e m p tio n . In  o u r  d r a f t  d e f i n i t i o n  o f  
d iv id e n d ,  we hav e  a d o p te d  an a l t e r n a t i v e  t o  t h i s .  A new s e c t i o n  4 
d e f i n e s  w id e ly  th e  ty p e s  o f  t r a n s a c t i o n s  w hich  a r e  i n i t i a l l y  
c o n s id e r e d  t o  be  d iv id e n d s .  A new s e c t i o n  4A c o n ta in s  e x c lu s io n s  
from  th e  s e c t i o n  4 n e t ,  so  t h a t  no d e f i n i t i o n  o f  " p a id  up 
c a p i t a l "  i s  r e q u i r e d .  S in c e  o u r  r e d r a f t e d  d e f i n i t i o n ,  a p a r t  from
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th e  c h an g e s  p ro p o se d  in  p a ra g ra p h  1 0 .2 .2  (w hich  we s u g g e s t  come 
i n t o  e f f e c t  from  1 O c to b e r 1 9 8 8 ), m e re ly  a t t e m p ts  t o  s t a t e  more 
c l e a r l y  t h e  p r e s e n t  d e f i n i t i o n ,  we c o n s id e r  t h a t  i t  s h o u ld  come 
i n t o  e f f e c t  from  th e  commencement o f  t h e  p r e s e n t  incom e y e a r .

Recommendation

1 0 .2 .6  The Committee th e r e fo r e  recommends t h a t  th e  
d e f i n i t io n  o f  a d iv id e n d  be ex ten d ed  w ith  e f f e c t  from 1 O ctober  
1988 t o  in c lu d e ,  w ith  r e s p e c t  t o  any p erson  who i s  a 
sh a r e h o ld e r  o f  a company o r , w here th e  company i s  a p r o p r ie ta r y  
company, an a s s o c ia t e  o f  a sh a re h o ld er :

a th e  v a lu e  o f  any b e n e f i t  o r  p r o p e r ty  p ro v id ed  by 
th e  company t o  th e  p erson  t o  th e  e x te n t  t h a t  i t  
e x ce ed s  any c o n s id e r a t io n  p ro v id ed  by th e  
p erson  fo r  th e  p r o v is io n  o f  th e  b e n e f i t  or  
p r o p e r ty ; and

b c o n s id e r a t io n  p ro v id ed  by th e  company upon th e  
a c q u is i t io n  o f  p r o p e r ty  from th e  p erso n  t o  
th e  e x te n t  th a t  i t  e x ce ed s  th e  m arket v a lu e  o f  
th e  p ro p er ty  a c q u ir ed  by th e  company.

1 0 .3  S e c t io n  190

1 0 .3 .1  S e c t io n  190 o f  th e  A ct p e rm i ts  th e  C om m issioner to  
d i s a l lo w  a d e d u c t io n  t o  a p r o p r i e t a r y  company f o r  re m u n e ra t io n  
p a id  t o  a d i r e c t o r ,  a s h a r e h o ld e r  o r  a r e l a t i v e  o f  th o s e  p e rs o n s  
i f  t h e  re m u n e ra t io n  i s  c o n s id e r e d  u n re a s o n a b ly  h ig h .  The 
d is a l lo w e d  am ount i s  deemed t o  be  a d iv id e n d  p a id  t o  t h e  
r e c i p i e n t .  Such a rra n g e m e n ts  may a p p e a r  more a t t r a c t i v e  in  th e  
l i g h t  o f  t h e  C o m m itte e 's  recom m endation  t h a t ,  due t o  
u n c e r t a i n t i e s  in  th e  a p p l i c a t i o n  o f  th e  deemed d iv id e n d  
p r o v i s i o n s ,  su ch  d iv id e n d s  be e x c lu d e d  from  t h e  c r e d i t  
a l l o c a t i o n  r u l e s .  H ence, th e  C om m ittee p ro p o s e s  t h a t  s e c t i o n  190
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be r e t a i n e d  in  amended form .

1 0 .3 .2  The p ro v is o  t o  s e c t i o n  190 h a s  th e  e f f e c t  t h a t  th e  
s e c t i o n  d o e s  n o t  a p p ly  w here  t h e  r e c i p i e n t  o f  th e  re m u n e ra t io n  
i s  an  a d u l t  em ployed s u b s t a n t i a l l y  f u l l  t im e  in  t h e  b u s in e s s  o f  
t h e  company and p a r t i c i p a t i n g  in  i t s  a d m i n i s t r a t i o n  and 
m anagem ent, and  th e  re m u n e ra t io n  i s  n o t  in f lu e n c e d  by th e  f a c t  
t h a t  t h e  r e c i p i e n t  i s  a r e l a t i v e  o f  a s h a r e h o ld e r  o r  d i r e c t o r .  
B ecause  o f  t h e  e a s e  w ith  w hich  th e  p r o v is o  can  be in v o k ed  and 
th e  p o s s i b i l i t y  o f  s tr e a m in g  a rra n g e m e n ts  b e in g  e n te r e d  i n t o ,  
t h e  C om m ittee p ro p o s e s  t h a t ,  w ith  e f f e c t  from  th e  commencement 
o f  t h e  1990 incom e y e a r ,  t h e  p ro v is o  ex em p tio n  be  l im i t e d  t o  
p e r s o n s  who a r e  r e s i d e n t s .  T h is  w ould have  th e  d u a l  e f f e c t  o f  
l i m i t i n g  th e  u se  o f  re m u n e ra tio n  a s  a m eans o f  a v o id in g  th e  
a l l o c a t i o n  r u l e s  and r e i n f o r c i n g  one o f  th e  few 
i n t e r j u r i s d i c t i o n a l  a l l o c a t i o n  r u l e s  p r e s e n t l y  in  th e  A c t.

Recommendation

1 0 .3 .3  A c co r d in g ly , th e  Committee recommends t h a t  th e  p r o v iso  
t o  s e c t io n  190 be amended, w ith  e f f e c t  from th e  commencement o f  
th e  1990 incom e y e a r , t o  l i m i t  i t s  a p p l ic a t io n  t o  r e s id e n t  
r e c ip ie n t s  o f  rem u n eration .

1 0 .4  S e c t io n  197

1 0 .4 .1  S e c t io n  197 r e l a t e s  t o  d i s t r i b u t i o n s  o f  t r a d i n g  s to c k  
to  s h a r e h o ld e r s  a s  su c h , w ith  d i s t r i b u t i o n s  t r e a t e d  a s  a s a l e  by 
th e  company and a p u rc h a s e  by th e  s h a r e h o ld e r  a t  m a rk e t v a lu e .  
S e c t io n  197(3) m akes i t  c l e a r  t h a t  th e  C o m m iss io n e r 's  a b i l i t y  t o  
deem t h e  d i s t r i b u t i o n  t o  be  a d iv id e n d  u n d e r  s e c t i o n  4 i s  n o t  
d e ro g a te d  by th e  deemed s a l e  t r e a tm e n t  u n d e r  s e c t i o n  1 9 7 (2 ) .

1 0 .4 .2  The C o n s u l t a t iv e  Document p ro p o se d  th e  r e p e a l  o f  
s e c t i o n  197 from  th e  commencement o f  t h e  1989 incom e y e a r .  In  
o u r  f i r s t  r e p o r t ,  we a d v is e d  we w ere s t i l l  c o n s id e r in g  t h i s  
i s s u e .  The o b j e c t i v e  o f  t h e  A ct in  r e g a r d  t o  su ch  d i s t r i b u t i o n s
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o f  t r a d i n g  s to c k  i s  t o  p la c e  t h e  company and th e  s h a r e h o ld e r  in  
th e  same p o s i t i o n  a s  e ach  w ould be had  th e  t r a d i n g  s to c k  b een  
s o ld  t o  a  t h i r d  p a r t y  and th e  p r o f i t  d i s t r i b u t e d  a s  a d iv id e n d .

1 0 .4 .3  M erely  t o  t r e a t  th e  d i s t r i b u t i o n  a s  a  d iv id e n d  w i th o u t  
deem ing th e  d i s t r i b u t i o n  t o  be  a s a l e  d o e s  n o t  a c h ie v e  t h i s  
r e s u l t ,  a s  i t  l e a v e s  t h e  company w ith  a d e d u c t io n  by way o f  a 
lo w e r c lo s in g  s to c k  f i g u r e .  H ence i t  i s  n e c e s s a ry  t o  deem th e  
d i s t r i b u t i o n  to  be  a s a l e  and f o r  t h i s  r e a s o n  we recommend th e  
r e t e n t i o n  o f  s e c t i o n  197.

Recommendation

1 0 .3 .5  The Committee recommends t h a t  s e c t io n  197 be r e ta in e d .

1 0 .4  W inding Up D is t r ib u t io n  Tax

1 0 .4 .1  W inding up d i s t r i b u t i o n  t a x  ("WUDT") i s  d e s ig n e d  t o  
e n c o u ra g e  th e  w in d in g -u p  o f  com pan ies w hich  have  c e a s e d  t r a d i n g  
by le v y in g  t a x  a t  a c o n c e s s io n a l  r a t e  on t a x a b le  r e s e r v e s  
d i s t r i b u t e d  b e fo r e  1 A p r i l  1989 in  th e  c o u rs e  o f  and f o r  t h e  
p u rp o se  o f  w in d in g  u p . W inding up f o r  t h i s  p u rp o se  in c lu d e s  a 
d i s s o l u t i o n  p ro c e d u re  p ro v id e d  f o r  in  s e c t i o n  335A o f  t h e  
Com panies A ct 1955. In  o u r e a r l i e r  r e p o r t ,  we p ro p o se d  t h a t  t h i s  
s h o u ld  be a f i n a l  t a x .  T h is  m eans t h a t  n o n - r e s id e n t  w ith h o ld in g  
t a x  s h o u ld  n o t  be  l e v i e d  on su c h  d i s t r i b u t i o n s  t o  n o n - r e s id e n t s ,  
n o r  s h o u ld  any w i th h o ld in g  paym ent be l e v i e d  on su ch  
d i s t r i b u t i o n s  r e c e iv e d  by com pan ies upon th e  w in d in g  up o f  a 
n o n - r e s id e n t  company.

Recommendation

1 0 .4 .2  The Committee recommends th a t  d i s t r ib u t io n s  w hich  have 
been s u b je c t  t o  th e  w in d in g  up d i s t r ib u t io n  ta x  n o t be l i a b l e  fo r  
e i t h e r  n o n -r e s id e n t  w ith h o ld in g  ta x  o r  d iv id e n d  w ith h o ld in g  
paym ent.
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1 0 .5  F r in g e  B e n e f it s  R ece ived  by "Major S h areh o ld ers"

1 0 .5 .1  The CD p ro p o se d  t h a t  a s  from  1 A p r i l  1988 f r i n g e  
b e n e f i t s  p ro v id e d  by a company t o  any s h a re h o ld e r /e m p lo y e e  
s h o u ld  be  s u b j e c t  t o  f r i n g e  b e n e f i t  t a x .  F r in g e  b e n e f i t s  
r e c e iv e d  by "m ajo r s h a r e h o ld e r s "  o f  p r i v a t e  com pan ies had  
p r e v io u s ly  b een  t r e a t e d  a s  d iv id e n d s  and w ere  e x c lu d e d  from  th e  
f r i n g e  b e n e f i t  t a x  re g im e .

1 0 .5 .2  The C om m ittee a c c e p ts  t h a t  r e t e n t i o n  o f  t h e  m a jo r /m in o r  
s h a r e h o ld e r  em ployee d i s t i n c t i o n  f o r  FBT p u rp o s e s  i s  now 
re d u n d a n t .  We have  become aw are t h a t ,  a s  we d id  n o t  comment on 
t h i s  p ro p o s a l  i n  o u r  f i r s t  r e p o r t ,  t h e r e  i s  an  e x p e c ta t io n  
am ongst many ta x p a y e r s  and t h e i r  a d v i s e r s  t h a t  we d id  n o t  
s u p p o r t  th e  CD p r o p o s a l .  As t h i s  e x p e c ta t io n  can  be  a t t r i b u t e d  
t o  an  o m is s io n  on o u r  p a r t  t o  comment e x p l i c i t l y  in  o u r  e a r l i e r  
r e p o r t ,  we b e l i e v e  t h a t  a d e la y  in  th e  im p le m e n ta tio n  d a te  o f  
th e  p ro p o s a l  i s  j u s t i f i e d  in  r e s p e c t  o f  some b u t  n o t  a l l  f r i n g e  
b e n e f i t s .

1 0 .5 .3  M ost b e n e f i t s ,  w ith  th e  e x c e p t io n  o f  lo a n s  a t  
c o n c e s s io n a l  r a t e s ,  t o  m a jo r s h a r e h o ld e r s  who a r e  a l s o  em ployees 
a r e  c u r r e n t l y  s u b j e c t  t o  a deemed d iv id e n d  p r o v i s io n .  In  
r e s p e c t  o f  su ch  f r i n g e  b e n e f i t s  o th e r  th a n  lo a n s ,  we b e l i e v e  
t h a t  ta x p a y e r s  w i l l  n o t  be p r e ju d ic e d  by a 1 A p r i l  1988 
commencement d a te  a s  p ro p o se d  in  th e  CD.

1 0 .5 .4  The e x i s t i n g  p r o v i s io n  a p p l i c a b l e  t o  lo a n s  a t  
c o n c e s s io n a l  r a t e s  t o  m a jo r  s h a r e h o ld e r s  who a r e  a l s o  em ployees 
i s  n o t  a v e ry  e f f e c t i v e  p r o v i s io n  so  t h a t  b r in g in g  su ch  lo a n s  
i n t o  t h e  f r i n g e  b e n e f i t  reg im e  w i l l  be  a s u b s t a n t i a l  ch an g e  o f  
t r e a tm e n t .  I d e a l l y  su ch  change  s h o u ld  have  a p r o s p e c t iv e  
a p p l i c a t i o n  d a te .  Due t o  th e  c o n fu s io n  o v e r  w h e th e r  th e  CD 
p r o p o s a l  was t o  be  im p lem en ted , we p ro p o se  t h a t  t h e  a p p l i c a t i o n  
o f  FBT t o  c o n c e s s io n a l  r a t e  lo a n s  t o  m a jo r  s h a r e h o ld e r s  who a r e
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a l s o  em ployees be p o s tp o n e d  t o  1 O c to b e r 1988. Such lo a n s  sh o u ld  
rem a in  s u b j e c t  t o  t h e  deemed d iv id e n d  p r o v i s io n  b e fo r e  t h a t  
d a te .

Recommendation

1 0 . 5 . 5  A c co r d in g ly , th e  Committee recommends t h a t  f r in g e  
b e n e f i t s  r e c e iv e d  by any sh a r e h o ld e r  who i s  an em ployee be 
s u b je c t  t o  th e  FBT regim e r a th e r  than  th e  c u r r e n t  deemed 
d iv id e n d  p r o v is io n s :

a in  r e s p e c t  o f  f r in g e  b e n e f i t s  o th e r  th an  lo a n s ,  
w ith  e f f e c t  from 1 A p r il 1988; and

b in  r e s p e c t  o f  lo a n s ,  w ith  e f f e c t  from 1 O ctober  
1988.

1 0 .6  E x cess R e te n tio n  Tax

1 0 .6 .1  The CD a t  p a ra g ra p h  6 .6  p ro p o se d  th e  r e p e a l  o f  e x c e s s  
r e t e n t i o n  t a x  ("ERT") w ith  e f f e c t  from  th e  commencement o f  th e  
1989 y e a r .  The CD n o te d  t h a t  ERT h a s  two o b j e c t i v e s  u n d e r  th e  
c l a s s i c a l  company t a x  sy s tem  -  f i r s t ,  t o  e n s u re  t h a t  non-  
c o r p o r a te  ta x p a y e r s  c a n n o t d e f e r  p e r s o n a l  t a x  l i a b i l i t y  on 
d iv id e n d  incom e by h o ld in g  s h a r e s  th ro u g h  a company an d , 
s e c o n d ly , t o  r e i n f o r c e  th e  c l a s s i c a l  company t a x  sy s te m  by 
r e q u i r i n g  a minimum d i s t r i b u t i o n  o f  incom e e a c h  y e a r .  The CD 
s u g g e s te d  t h a t ,  w ith  th e  i n t r o d u c t i o n  o f  im p u ta t i o n , th e  
r e in fo r c e m e n t  o f  t h e  c l a s s i c a l  t a x  sy s tem  was no lo n g e r  
r e l e v a n t .  In  a d d i t i o n ,  i t  a rg u e d  t h a t  t h e r e  w i l l  be  no in c e n t iv e  
f o r  a company t o  r e t a i n  d iv id e n d s  w hich b e a r  im p u ta t io n  c r e d i t s  
and t h a t ,  w h ile  p r i v a t e l y  c o n t r o l l e d  in v e s tm e n t  com pan ies may 
s t i l l  b e  u se d  t o  d e f e r  s h a r e h o ld e r  t a x  l i a b i l i t y  on d iv id e n d s  
w i th o u t  c r e d i t s ,  t h a t  o p p o r tu n i ty  e x i s t s  f o r  a l l  co m p an ie s , n o t  
j u s t  p r i v a t e l y  c o n t r o l l e d  in v e s tm e n t  c o m p a n ie s .
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1 0 .6 .2  In  o u r  f i r s t  im p u ta t io n  r e p o r t ,  we n o te d  a t  p a ra g ra p h  
2 .4 .8  t h a t  i t  m ig h t be  n e c e s s a ry  t o  r e t a i n  ERT in  o r d e r  t o  e n s u re  
t h a t  c r e d i t s  a r e  u t i l i s e d  by in d iv id u a l  s h a r e h o ld e r s  r a t h e r  th a n  
h e ld  in  a company w h ich , t o g e t h e r  w ith  th e  c r e d i t s ,  i s  th e n  s o ld .  
We b e l i e v e  t h a t  t h e r e  w ould be  a c o n s id e r a b le  i n c e n t i v e  f o r  
c r e d i t s  t o  be  t r a p p e d  f o r  t h i s  p u rp o s e . W hile  o u r  p r o p o s a l ,  
d i s c u s s e d  in  s e c t i o n  1 0 .7 , f o r  a 75 p e r c e n t  com m onality  
p r o v i s i o n  f o r  c a r r y - f o r w a rd  o f  c r e d i t s  g o es  some way t o  l i m i t  
c r e d i t  t r a p  and s a l e  o p p o r t u n i t i e s ,  we b e l i e v e  i t  s h o u ld  be 
su p p le m e n te d  by r e t e n t i o n  o f  ERT. T h is  w i l l  a l s o  l i m i t  th e  
d e f e r r a l  o p p o r t u n i t i e s  su ch  com pan ies w ould p ro v id e  i n  r e s p e c t  
o f  u n c r e d i te d  d iv id e n d s .

1 0 .6 .3  We n o te d  in  o u r  f i r s t  r e p o r t  t h a t  t h e  ERT p r o v i s io n s  
hav e  had  l i t t l e  im p a c t s in c e  th e  a b o l i t i o n  o f  bonus i s s u e  t a x  and 
t h a t  th e y  w ould need  s t r e n g th e n in g  i f  ERT w ere  t o  be  r e t a i n e d .  
A c c o rd in g ly , we recommend t h a t  n o n - ta x a b le  bonus i s s u e s  made 
a f t e r  30 S ep tem ber 1988 be e x c lu d e d  from  th e  c a l c u l a t i o n  o f  
d iv id e n d s  d i s t r i b u t e d  by a p r i v a t e l y  c o n t r o l l e d  in v e s tm e n t  
company f o r  ERT p u rp o s e s .

1 0 .6 .4  The C om m ittee and th e  I n la n d  Revenue D ep artm en t have  
r e s e r v a t i o n s  a b o u t t h e  e f f e c t i v e n e s s  o f  t h e  c u r r e n t  d e f i n i t i o n  
o f  " p r i v a t e l y  c o n t r o l l e d  in v e s tm e n t  company" g iv e n  th e  e a s e  w ith  
w h ich  th e  d e f i n i t i o n  o f  " p r o p r i e t a r y  company" may be a v o id e d . 
T h is  s h o u ld  be re v ie w e d  by th e  D ep artm en t.

1 0 .6 .5  The D ep artm en t h a s  p ro p o se d  t h a t  t h e  c u r r e n t  ex em p tio n  
from  ERT f o r  com pan ies n o t  h a v in g  s h a r e  c a p i t a l  s h o u ld  be 
r e p e a l e d .  We a r e  n o t  aw are o f  th e  r e a s o n  f o r  th e  o r i g i n a l  
e x e m p tio n  an d , in  t h e  a b se n c e  o f  any c o m p e ll in g  re a s o n  f o r  i t s  
r e t e n t i o n ,  we recommend th e  r e p e a l  o f  th e  e x em p tio n  w ith  e f f e c t  
from  t h e  commencement o f  th e  1990 incom e y e a r .
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Recommendation

1 0 .6 .2  The Committee recommends th a t :

a e x c e s s  r e t e n t io n  ta x  be r e ta in e d ;

b n o n -ta x a b le  bonus i s s u e s  made a f t e r  30 Septem ber 
1988 be ex c lu d ed  from th e  c a lc u la t io n  o f  
d iv id e n d s  d i s t r ib u t e d  by a p r iv a t e ly  
c o n tr o l le d  in v estm en t company fo r  th e  p u rp oses  
o f  e x c e s s  r e t e n t io n  ta x  c a lc u la t io n ;  and

c  th e  exem ption from ERT fo r  com panies w ith o u t  
sh a re  c a p i t a l  be r e p e a le d  w ith  e f f e c t  from th e  
1990 income y e a r .
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CHAPTER 11 – SUMMARY AND CONCLUSION

1 1 .1  I n tr o d u c t io n

1 1 .1 .1  T h is  c h a p t e r  b r i e f l y  sum m arises  t h e  main e le m e n ts  o f  
t h e  BE, FIF and t r u s t  re g im e s  and draw s t o g e t h e r  a l l  o f  t h e  
C o m m it te e 's  recom m endations  and some c o n c lu d in g  re m a rk s .

1 1 .2  BE Regime

1 1 .2 .1  The BE reg im e  recommended by t h e  Com m ittee i s  s e t  o u t  
i n  c h a p t e r s  2 , 3 and 4 and f o l lo w s  c l o s e l y  t h a t  o u t l i n e d  in  o u r  
f i r s t  r e p o r t .  The reg im e  w i l l  a p p ly  when f i v e  o r  few er  New 
Z e a la n d  r e s i d e n t s  h o ld  i n t e r e s t s ,  e i t h e r  d i r e c t l y  o r  i n d i r e c t l y ,  
o r  t h r o u g h  nom inees o r  a s s o c i a t e d  p e r s o n s ,  w hich  add up t o  50 
p e r c e n t  o r  more o f  t h e  r i g h t s  o r  pow ers o f  o w n e rsh ip  o f  a f o r e i g n  
company. The r u l e s  f o r  d e te r m in in g  w h e th e r  a company i s  
c o n t r o l l e d  a r e  n e c e s s a r i l y  w ide in  s c o p e .  The r u l e s  f o r  
a t t r i b u t i n g  t h e  income o f  a c o n t r o l l e d  f o r e i g n  company (CFC) t o  
i n d i v i d u a l  r e s i d e n t s  a r e  more c i r c u m s c r i b e d .  Income o r  l o s s  w i l l  
be c a l c u l a t e d  a c c o r d in g  t o  New Z ea la n d  t a x  r u l e s ,  w i th  some 
n e c e s s a r y  m o d i f i c a t i o n s .

1 1 .2 .2  R e s id e n t s  w i th  an income i n t e r e s t  o f  10 p e r c e n t  o r  more 
in  a CFC w i l l  be r e q u i r e d  t o  compute t h e i r  s h a r e  o f  i t s  income o r  
l o s s ,  w hich  i s  th e n  a t t r i b u t e d  t o  them w i th  a c r e d i t  f o r  t h e  
c o r r e s p o n d in g  s h a r e  o f  t h e  f o r e i g n  t a x  p a id  by t h e  CFC. 
R e s i d e n t s  would be a b l e  t o  a g g r e g a t e  t h e i r  a t t r i b u t e d  incom e o r  
l o s s ,  and t h e  f o r e i g n  t a x  c r e d i t s ,  i n  r e s p e c t  o f  CFCs r e s i d e n t  in  
t h e  same j u r i s d i c t i o n .  We p ro p o se  t h a t  e x c e s s  t a x  c r e d i t s  sh o u ld  
be  a b l e  t o  be c a r r i e d  fo rw a rd .  The New Z e a la n d  s h a r e h o l d e r s  o f  a 
CFC r e s i d e n t  i n  a g r e y - l i s t  c o u n t r y  ( A u s t r a l i a ,  Canada, F ra n c e ,  
J a p a n ,  W est Germany, U n i te d  Kingdom, U n i te d  S t a t e s )  w i l l  be 
exem pt from t h e  reg im e  u n l e s s  t h e  CFC u t i l i s e s  a s i g n i f i c a n t  t a x
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p r e f e r e n c e .  Where su ch  a p r e f e r e n c e  i s  u s e d ,  th e  C om m ittee 
recom mends a s i m p l i f i e d  b a s i s  o f  incom e c a l c u l a t i o n .

1 1 .2 .3  In  o u r  f i r s t  r e p o r t ,  we s u g g e s te d  t h a t  a  f o r e ig n  
company s h o u ld  be  a CFC i f  i t  was c o n t r o l l e d  by 5 o r  few er 
r e s i d e n t s  on any day o f  i t s  a c c o u n tin g  y e a r .  A f te r  f u r t h e r  
c o n s i d e r a t i o n ,  i n  l i g h t  o f  th e  h ig h  c o m p lia n c e  c o s t s  o f  
m o n ito r in g  c o n t r o l  i n t e r e s t s  w hich  in  some c a s e s  c o u ld  c h an g e , i f  
n o t  d a i l y ,  r e l a t i v e l y  f r e q u e n t ly ,  t h e  C om m ittee now recommends 
t h a t  a r e s i d e n t ' s  c o n t r o l  and incom e i n t e r e s t s  be m easu red  on th e  
l a s t  day  o f  t h e  c a le n d a r  q u a r t e r s  t h a t  f a l l  in  th e  a c c o u n tin g  
y e a r  o f  a CFC. A f o r e ig n  company w ould b e  a  CFC i f  5 o r  few er 
r e s i d e n t s  have  an  a g g re g a te  c o n t r o l  i n t e r e s t  o f  50 p e r c e n t  o r  
m ore on any o f  th e  q u a r t e r l y  m easu rem en t d a y s . T h is  change  
n e c e s s i t a t e s  m ore e l a b o r a t e  a n t i - a v o id a n c e  m easu re s  th a n  w ould be 
n e c e s s a r y  i f  c o n t r o l  and  incom e i n t e r e s t s  on e v e ry  day  in  th e  
y e a r  w ere  ta k e n  i n t o  a c c o u n t .  A re m a in in g  p rob lem  i s  th e  
c ir c u m v e n tio n  o f  th e  BE reg im e  by th e  d i s p o s a l  o f  s h a r e s  f o r  a 
c a p i t a l  g a in ,  b u t  t h i s  can  be a d d re s s e d  c o m p re h e n s iv e ly  o n ly  by 
th e  g e n e r a l  i n c l u s i o n  o f  c a p i t a l  g a in s  w i th in  th e  incom e t a x  
b a s e .

1 1 .2 .4  W ith r e s p e c t  t o  th e  g re y  l i s t  c o u n t r i e s ,  t h e  C om m ittee 
recom mends t h a t  o n ly  s i g n i f i c a n t  t a x  p r e f e r e n c e s  s h o u ld  be  l i s t e d  
and t h a t  i t  w ould be  b e s t  n o t  t o  l i s t  s p e c i f i c  p r e f e r e n c e s  
u n t i l  t h e r e  h a s  been  some e x p e r ie n c e  w i th  th e  BE re g im e . The 
fu n d a m e n ta l c r i t e r i o n  f o r  l i s t i n g  a p r e f e r e n c e  s h o u ld  be t h a t  i t  
i s  s i g n i f i c a n t  enough t o  a t t r a c t  New Z e a la n d  in v e s tm e n t .  W here a 
p r e f e r e n c e  i s  l i s t e d ,  t h e  l i s t i n g  s h o u ld  have  p r o s p e c t iv e  
a p p l i c a t i o n .

1 1 .2 .5  We p ro p o se d  a num ber o f  t r a n s i t i o n a l  p r o v i s io n s  in  o u r  
f i r s t  r e p o r t .  The p r i n c i p a l  p r o v i s io n  i s  t h e  e x c lu s io n  from  th e  
BE reg im e  f o r  a two y e a r  p e r io d  ( i e  u n t i l  1 A p r i l  1990) o f  
i n t e r e s t s  in  CFCs, r e s i d e n t  in  c o u n t r i e s  o th e r  th a n  l i s t e d  
low t a x  j u r i s d i c t i o n s ,  t h a t  w ere  a c q u i r e d  by ta x p a y e r s  on o r  
b e f o r e  17 Decem ber 1987. We recommend one f u r t h e r  t r a n s i t i o n a l
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m ea su re  in  t h i s  r e p o r t  w hereby r e s i d e n t s  w ith  i n t e r e s t s  i n  CFCs 
on 17 Decem ber 1987 c o u ld  e l e c t  t o  a p p ly  t h e  reg im e  f o r  t h e  two 
y e a r  p e r io d  from  1 A p r i l  1988 u n t i l  31 M arch 1990 so  t h a t  l o s s e s  
g e n e r a te d  in  t h a t  p e r io d  w ould be  a v a i l a b l e  a t  t h e  commencement 
o f  t h e  reg im e  on 1 A p r i l  1990 f o r  o f f s e t  a g a i n s t  a t t r i b u t e d  
incom e d e r iv e d  in  th e  same j u r i s d i c t i o n .

1 1 .3  F o re ig n  In vestm en t Fund (FIF) Regime

1 1 .3 .1  The FIF reg im e  i s  s e t  o u t  in  c h a p te r  5 and s e c t i o n  
245O o f  th e  d r a f t  l e g i s l a t i o n .  The reg im e  b u t t r e s s e s  b o th  th e  BE 
re g im e  w here  t a x  d e f e r r a l  b e n e f i t s  do n o t  depend  on c o n t r o l  and 
th e  p ro p o se d  reg im e  f o r  s u p e ra n n u a t io n  w here r e s i d e n t s  i n v e s t  in  
f o r e i g n  s u p e ra n n u a t io n  fu n d s . I t  d o es  t h i s  by t a x in g  New Z ea lan d  
r e s i d e n t s  on th e  incom e th e y  d e r iv e  th ro u g h  f o r e ig n  co m p an ie s , 
f o r e i g n  u n i t  t r u s t s ,  o r  f o r e ig n  s u p e ra n n u a t io n  fu n d s  ( " f o r e ig n  
e n t i t i e s " )  w hich  p ro v id e  New Z ea la n d  r e s i d e n t s  w ith  s i g n i f i c a n t  
t a x  a d v a n ta g e s .

1 1 .3 .2  The C om m ittee h a s  d e f in e d  a FIF a s  any f o r e ig n  e n t i t y  
w hich  d e r iv e s  i t s  incom e o r  v a lu e  p r im a r i l y  o r  s u b s t a n t i a l l y  from  
h o ld in g  o r  t r a d i n g  p o r t f o l i o  in v e s tm e n ts  in  s h a r e s ,  in v e s tm e n ts  
in  d e b t  in s t r u m e n ts ,  r e a l  p r o p e r ty ,  c o m m o d itie s , e t c ,  w here th e  
e f f e c t  o f  th e  f i s c a l  r e s id e n c e ,  th e  t a x  t r e a tm e n t  a p p ly in g  t o  th e  
e n t i t y  in  i t s  c o u n try  o f  r e s id e n c e  and th e  d i s t r i b u t i o n  p o l ic y  o f  
th e  e n t i t y  i s  t o  re d u c e  th e  t a x  p a y a b le  on th e  incom e o f  th e  
e n t i t y  t o  a l e v e l  s i g n i f i c a n t l y  below  w hat i t  w ould hav e  b een  had 
th e  incom e b een  ta x e d  in  New Z ea la n d  a s  i t  was d e r iv e d .

1 1 .3 .3  We d e f in e  an i n t e r e s t  in  a FIF in  a s i m i l a r  way t o  an 
incom e i n t e r e s t  u n d e r  th e  BE re g im e , b u t  t h i s  i s  e x te n d e d  to  
i n c lu d e  l i f e  in s u ra n c e  o r  s u p e ra n n u a t io n  p o l i c i e s  i s s u e d  by a 
f o r e i g n  e n t i t y .  FIF incom e o r  l o s s  i s  d e te rm in e d  by r e f e r e n c e  to  
th e  c h an g e  in  v a lu e  o f  th e  i n t e r e s t  i n  th e  e n t i t y .  We p ro p o se  
t h a t  t h e r e  s h o u ld  be no c r e d i t  f o r  any f o r e ig n  t a x  p a id  by th e  
FIF b e c a u s e  a t t r i b u t e d  FIF incom e o r  l o s s  i s  e f f e c t i v e l y  n e t  o f  
f o r e i g n  t a x .  A t t r i b u t e d  FIF incom e and l o s s e s  o f  a ta x p a y e r
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s h o u ld ,  how ever, be  a b le  t o  be  a g g re g a te d  w i th o u t  l i m i t a t i o n  and , 
in  a d d i t i o n ,  a t t r i b u t e d  FIF  l o s s e s  s h o u ld  be  a b le  t o  be  o f f s e t  
a g a i n s t  o th e r  incom e up t o  t h e  e x te n t  o f  t h e  p a s t  a t t r i b u t e d  FIF 
incom e r e tu r n e d  by th e  t a x p a y e r .

11 .4  T r u sts

1 1 .4 .1  The t r u s t  reg im e  recommended by th e  C om m ittee i s  
d e s c r ib e d  in  c h a p te r  6 and i s  s e t  o u t  i n  P a r t  F o f  t h e  d r a f t  
l e g i s l a t i o n .  We p ro p o se  a num ber o f  c h a n g e s  from  th e  reg im e  
recom mended in  o u r  f i r s t  r e p o r t  b u t  t h e s e  a r e  o f  form  r a t h e r  th a n  
o f  s u b s ta n c e .  The b a s i c  p r i n c i p l e s  u n d e r ly in g  th e  p ro p o se d  reg im e  
can  be  sum m arised  a s  fo l lo w s :

a th e  t a x a t i o n  in  New Z e a la n d  o f  th e  f o r e i g n -  
s o u rc e  incom e d e r iv e d  by  a t r u s t  s h o u ld  n o t  t u r n  
on th e  r e s id e n c e  o f  t h e  t r u s t e e .  The m a t e r i a l  
f a c t o r  i s  t h e  r e s id e n c e  o f  t h e  b e n e f i c i a r i e s  b u t  
s in c e  th e y  a r e  o f t e n  n o t  s p e c i f i e d ,  r e c o u r s e  
m ust be had  t o  t h e  s e t t l o r .  In  a d d i t i o n ,  a 
s e t t l o r  w i l l  f r e q u e n t ly  hav e  some i n f lu e n c e ,  i f  
n o t  c o n t r o l ,  o v e r  th e  t r u s t e e  so  t h a t  th e  
d i s p o s i t i o n  o f  th e  incom e o f  th e  t r u s t  re m a in s  
t o  some e x t e n t  in  th e  h a n d s  o f  th e  s e t t l o r .  For 
t h e s e  r e a s o n s ,  we c o n s id e r  t h a t  i f  t h e  s e t t l o r  
i s  r e s i d e n t  f o r e ig n - s o u r c e  t r u s t e e  incom e sh o u ld  
be  t a x a b le  h e r e ;

b w here  t h e r e  i s  a r e s i d e n t  s e t t l o r  o f  a t r u s t  in  
th e  y e a r  in  w hich  i t  d e r i v e s  f o r e ig n - s o u r c e  
t r u s t e e  incom e, th e  l i a b i l i t y  f o r  New Z ea la n d  
t a x  on t h a t  incom e s h o u ld  r e s t  i n  t h e  f i r s t  
i n s t a n c e  w ith  th e  t r u s t e e  (w h e th e r  t h a t  t r u s t e e  
i s  r e s i d e n t  o r  n o t ) . I f  t h e  t r u s t e e  i s  n o t  
r e s i d e n t ,  t h e  l i a b i l i t y  s h o u ld  f a l l  t o  th e  
r e s i d e n t  s e t t l o r  a s  a g e n t  o f  th e  t r u s t e e  in  
th e  e v e n t  t h a t  t h e  t r u s t e e  d e f a u l t s ;
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c d i s t r i b u t i o n s  from  a t r u s t e e  t o  a r e s i d e n t  
b e n e f i c i a r y  sh o u ld  g e n e r a l l y  be  t a x a b le  u n le s s  
th e  t r u s t e e  (o r  s e t t l o r ,  i n  th e  e v e n t  o f  
d e f a u l t )  h a s  b een  l i a b l e  t o  t a x  in  New Z e a la n d .

1 1 .4 .2  We u se  th e  te rm  " q u a l i f y in g  t r u s t "  t o  d e n o te  a t r u s t  in  
r e s p e c t  o f  w hich  t r u s t e e  incom e h a s  b een  s u b j e c t  t o  t a x  in  New 
Z e a la n d  in  a l l  incom e y e a r s  s in c e  i t s  s e t t l e m e n t .  D i s t r i b u t i o n s  
from  t h e s e  t r u s t s  s h o u ld  be  n o n - a s s e s s a b le  t o  b e n e f i c i a r i e s .  
" F o re ig n  t r u s t s " ,  on th e  o th e r  h an d , a r e  t r u s t s  w hich  have  h ad , 
a t  no t im e  a f t e r  17 December 1987, a s e t t l o r  who i s  a New Z ea la n d  
r e s i d e n t .  We recommend t h a t  d i s t r i b u t i o n s  from  th e  t r u s t e e  incom e 
o f  t h e s e  t r u s t s  d e r iv e d  in  incom e y e a r s  commencing a f t e r  1 A p r i l  
1987 s h o u ld  be  a s s e s s a b l e  t o  a b e n e f i c i a r y ,  a t  h i s  o r  h e r  
m a rg in a l  t a x  r a t e ,  b u t  o th e r  d i s t r i b u t i o n s  from  su ch  t r u s t s  be 
e x em p t.

1 1 .4 .3  " N o n -q u a lify in g  d i s t r i b u t i o n s "  a r e  d i s t r i b u t i o n s  from  
t r u s t s  w hich  a r e  n o t  q u a l i f y in g  o r  f o r e ig n  t r u s t s .  We p ro p o se  
t h a t  t h e s e  d i s t r i b u t i o n s ,  o th e r  th a n  o f  th e  c o rp u s  o f  t h e  t r u s t ,  
s h o u ld  be  a s s e s s a b l e  t o  a b e n e f i c i a r y  a t  a t a x  r a t e  o f  45 p e r c e n t  
w ith  no c r e d i t  f o r  any f o r e ig n  t a x ,  e x c e p t  w ith h o ld in g  t a x ,  p a id  
by a  t r u s t e e .  The h ig h e r  r a t e  i s  in te n d e d  a s  a p ro x y  f o r  an  
i n t e r e s t  c h a rg e  on t a x  deemed t o  have  been  d e f e r r e d  in  r e s p e c t  o f  
su c h  d i s t r i b u t i o n s .

1 1 .4 .4  The C om m ittee p ro p o s e s  t h a t  t r a n s i t i o n a l  p r o v i s io n s  
a p p ly  i n  r e s p e c t  o f  t r u s t s  s e t t l e d  by r e s i d e n t s  b e fo r e  17 
D ecem ber 1987. T hese a r e  t h a t :

a th e  s e t t l o r  w ould have  no l i a b i l i t y ,  a s  a g e n t  o f  
th e  t r u s t e e ,  f o r  t a x  on th e  t r u s t e e  incom e o f  
th e  t r u s t ;

b w here su ch  a t r u s t  w inds up b e f o r e  31 M arch 
1989, a l l  d i s t r i b u t i o n s  o t h e r  th a n  o f  c o rp u s  and 
c a p i t a l  p r o f i t s  (w hich  w ould be exem pt) w ould be
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s u b j e c t  t o  a f i n a l  t a x  o f  10 p e r c e n t ;

c w here  t h e  s e t t l o r ,  t r u s t e e  o r  a b e n e f i c i a r y  o f  
su ch  a t r u s t  p a y s  a t a x  e q u a l  t o  10 p e r c e n t  o f  
t h e  n e t  t r u s t  a s s e t s  a s  a t  31 March 1988, i t  
would be  t r e a t e d  a s  a  q u a l i f y i n g  t r u s t  p r o v id e d  
t h a t  t h e  t r u s t e e  incom e o f  t h e  t r u s t  i s  s u b j e c t  
t o  t a x  i n  New Z e a la n d  i n  s u b s e q u e n t  income 
y e a r s .

1 1 .5  D is c lo s u r e

1 1 .5 .1  D i s c l o s u r e  o f  r e l e v a n t  i n f o r m a t i o n ,  w i t h  p e n a l t i e s  f o r  
n o n - d i s c l o s u r e ,  and d e f a u l t  m ethods w here  t h e  t a x p a y e r  i s  n o t  
a b l e  t o  comply a r e  c r i t i c a l  t o  t h e  e f f e c t i v e  o p e r a t i o n  o f  t h e  
re g im e .  We o u t l i n e  o u r  v ie w s  on d i s c l o s u r e  i n  c h a p t e r  7.

1 1 .6  Im putation  and W ith h o ld in g  Payment System s

1 1 .6 .1  Our reco m m en d a tio n s  r e l a t i n g  t o  t h e  im p u ta t io n  and 
w i th h o ld in g  paym ent sy s te m s  c o v e r  d e t a i l s  o f  t h e  re g im e s  w hich  
w ere  l e f t  u n s e t t l e d  i n  o u r  e a r l i e r  r e p o r t  o r  w h ich  have  em erged 
i n  t h e  d r a f t i n g  o f  t h e  l e g i s l a t i o n .  T h e re  a r e  no ch an g e s  o f  
s u b s ta n c e  o r  p o l i c y  in v o lv e d .

1 1 .7  Summary o f  Recommendations

1 1 .7 .1  I n  summary, t h e  Com m ittee recommends t h a t :

D e f i n i t i o n  o f  "Company" and " T r u s t e e "

a t h e  d e f i n i t i o n  o f  a  "company" i n  s e c t i o n  2 o f  
t h e  A c t be  amended t o  i n c l u d e  any e n t i t y  w hich  
h a s  a  l e g a l  p e r s o n a l i t y  o r  e x i s t e n c e  s e p a r a t e  
from t h a t  o f  i t s  mem bers, w hich  i s  c r e a t e d  by 
way o f  i n c o r p o r a t i o n  o r  o t h e r w i s e  w h e th e r  o r  n o t  
i n  New Z e a la n d ;
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b th e  d e f i n i t i o n  o f  a t r u s t e e  o f  a t r u s t  in  
s e c t i o n  2 o f  th e  A ct be c l a r i f i e d  t o  mean t h a t  
t r u s t e e  o n ly  in  h i s  o r  h e r  c a p a c i ty  a s  a t r u s t e e  
o f  t h a t  t r u s t  and in c lu d e s  a l l  t r u s t e e s  o f  t h a t  
t r u s t ;

R e s id e n c e : I n d iv id u a l s

c th e  r e s id e n c e  t e s t  a p p ly in g  t o  n a t u r a l  p e r s o n s  
be amended w ith  e f f e c t  from  th e  incom e y e a r  
commencing on 1 A p r i l  1988 so  t h a t  a p e rs o n  i s  
deemed to  be r e s i d e n t  in  New Z ea la n d  i f  he  o r  sh e :

i  h a s  a p e rm an en t p la c e  o f  abode in  New 
Z e a la n d ; o r

i i  i s  p e r s o n a l ly  p r e s e n t  in  New Z ea lan d  f o r  
a t  l e a s t  183 d ay s  o f  any 12 m onth 
p e r io d ;  and

d a p e rs o n  c e a s e s  t o  be  r e s i d e n t  in  New Z ea lan d  
o n ly  i f  he  o r  sh e :

i  i s  a b s e n t  from  New Z ea la n d  f o r  325 day s 
o f  any 12 m onth p e r io d ;  and

i i  h a s  a t  no tim e  d u r in g  t h a t  p e r io d  a 
pe rm an en t p la c e  o f  abode in  New Z e a la n d ;

R e s id e n c e :  Com panies

e th e  r e s id e n c e  t e s t  f o r  com pan ies be  amended 
w ith  e f f e c t  from  th e  incom e y e a r  commencing on 
1 A p r i l  1988 so  t h a t  a company, in c lu d in g  a 
b a n k in g  company, i s  r e s i d e n t  in  New Z ea la n d  i f  
i t :
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i  i s  in c o r p o r a te d  in  New Z e a la n d ; o r

i i  h a s  i t s  c e n t r e  o f  d i r e c t o r  c o n t r o l  in  
New Z e a la n d ; o r

i i i  h a s  t h e  c e n t r e  o f  i t s  e x e c u t iv e  
m anagem ent i n  New Z e a la n d ; o r

iv  h a s  i t s  h e ad  o f f i c e  i n  New Z e a la n d ;

D e f in i t io n  o f  "Nominee"

f  f o r  th e  p u rp o s e s  o f  th e  BE re g im e , a nom inee o f  
a p e rs o n  be d e f in e d  t o  in c lu d e :

i  a c h i l d  o f  t h e  p e rs o n  u n d e r  18 y e a r s  o f 
a g e , u n l e s s  th e  p e rs o n  c an  e s t a b l i s h  
o th e r w i s e ;

i i  a b a re  t r u s t e e ;  and

i i i  a  p e rs o n  who h a s  e n te r e d  i n t o  an 
a rra n g e m e n t o r  u n d e r s ta n d in g  w ith  
t h a t  p e rs o n  w ith  r e s p e c t  t o  t h e  h o ld in g  
o r  e x e r c i s i n g  o f  r i g h t s  o r  p o w e rs ;

D e f in i t io n  o f  A s s o c ia te d  P e rso n s

g in  r e l a t i o n  t o  t h e  BE reg im e  o n ly ,  t h e  te rm  
a s s o c i a t e d  p e r s o n s  mean:

i  any  2 co m p an ie s :

. w hich  c o n s i s t  s u b s t a n t i a l l y  o f  
t h e  same s h a r e h o ld e r s ,  a s
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presently defined in section 7; 

or

. which are under the control of 

the same person or persons, as 

defined in section 7; or

. where any group of persons holds 

income in te re s ts  in each company 

to ta llin g  in aggregate 50 

percent or more;

i i  any person and a company i f  tha t person 

holds an income in te re s t of 50 percent 

or more in th a t company;

i i i  two persons who are re la tiv es  i f  they 

are connected within the second degree 

of relationship ;

iv a partnership and any person, where tha t 

person is  a partner of the partnership;

v a partnership and any person, where tha t 

person and any partner are associated 

persons;

vi a tru stee  of a tru s t  and any person 

where tha t person (or any person 

associated with th a t person) has derived 

a benefit from tha t t ru s t  or, being a 

person associated with the s e tt lo r  

of the tru s t , could derive a benefit 

from i t  (except where the tru s t  is  for 

the benefit of employees only and the 

person, or an associated person, does 

not manage or control the a ffa irs
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o f  th e  t r u s t ) ;

v i i  a  t r u s t e e  o f  a t r u s t  and  any p e rs o n  
w here t h a t  p e rs o n  (o r  a  p e rs o n  a s s o c i a t e d  
w ith  t h a t  p e rs o n )  i s  a  s e t t l o r  o f  t h a t  
t r u s t  ( e x c e p t  w here  su c h  an a s s o c i a t i o n  
e x i s t s  a s  a  r e s u l t  o f  an  em p lo y er 
s e t t l i n g  a  t r u s t ,  su c h  a s  a 
s u p e ra n n u a t io n  fu n d , f o r  th e  b e n e f i t  o f  
em ployees o n ly  and th e  em p lo y er o r  any  
a s s o c i a t e d  p e rs o n  d o e s  n o t  manage o r  
c o n t r o l  t h e  a f f a i r s  o f  th e  t r u s t ) ;

v i i i  two p e rs o n s  who h a b i t u a l l y  a c t  in  
c o n c e r t  w i th  r e s p e c t  t o  th e  h o ld in g  o r  
e x e r c i s in g  o f  i n t e r e s t s  in  f o r e ig n  
co m p an ies , w i th  r e s p e c t  t o  th o s e  
i n t e r e s t s ;

D e f in i t io n  o f  I n t e r e s t s  In  a Company

h r e s i d e n t s '  c o n t r o l  and  incom e i n t e r e s t s  i n  
f o r e ig n  com pan ies b e  d e f in e d  i n  te rm s  o f :

i  p a id -u p  c a p i t a l ;

i i  nom inal c a p i t a l ;

i i i  r i g h t s  t o  v o te  o r  p a r t i c i p a t e  i n  any  
d e c is io n -m a k in g  c o n c e rn in g  
d i s t r i b u t i o n s ,  t h e  c o n s t i t u t i o n  o f  t h e  
company o r  v a r i a t i o n s  i n  i t s  c a p i t a l  
( e .g .  by t h e  i s s u i n g ,  re d e m p tio n , 
a c q u i s i t i o n  o r  c a n c e l l a t i o n  o f  any  
s h a r e s ) ;

iv  incom e o f  t h e  company w hich  th e  p e r s o n
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w ould be b e n e f i c i a l l y  e n t i t l e d  t o  r e c e iv e  
o r  t o  have  d e a l t  w ith  i n  h i s  o r  h e r  
i n t e r e s t  o r  b e h a l f  i f  i t  w ere 
d i s t r i b u t e d ;  and

v  n e t  a s s e t s  o f  th e  company (o r  th e  
p ro c e e d s  from  th e  r e a l i s a t i o n  th e r e o f )  
w hich  th e  p e rs o n  w ould b e  b e n e f i c i a l l y  
e n t i t l e d  t o  r e c e iv e  o r  t o  have  d e a l t  
w ith  in  h i s  o r  h e r  i n t e r e s t  o r  b e h a l f  i f  
th e y  w ere d i s t r i b u t e d ;

F re q u en c y  o f  M easurem ent o f  I n t e r e s t s

i  f o r  th e  p u rp o s e s  o f  d e te rm in in g  c o n t r o l  and 
incom e i n t e r e s t s  in  a  f o r e ig n  com pany, r e s i d e n t s  
be  r e q u i r e d  t o  m easu re  t h e i r  i n t e r e s t s  i n  th e  
company in  e ac h  c a te g o r y  o f  i n t e r e s t  l i s t e d  in  
recom m endation  h on th e  l a s t  day  o f  each  
c a le n d a r  q u a r t e r ;

j  an  i n t e r e s t  h e ld  on a m easu rem en t day  be  deemed 
t o  hav e  b een  h e ld  on e v e ry  day  o f  t h e  p r e v io u s  
q u a r t e r ;

k p r o v i s io n s  be in c lu d e d  t o  r e v e r s e  th e  e f f e c t  o f  
s h o r t  te rm  t r a n s a c t i o n s  and c h an g e s  in  th e  
a g g re g a te  i n t e r e s t s  i n  f o r e ig n  com pan ies w hich  
have  th e  e f f e c t  o f  r e d u c in g  th e  incom e 
a t t r i b u t e d  t o  r e s i d e n t s  o r  i n c r e a s in g  an 
a t t r i b u t e d  l o s s ;

l  r e s i d e n t s  who have  a c o n t r o l  i n t e r e s t  i n  a 
f o r e i g n  company a t  any t im e  d u r in g  i t s  
a c c o u n t in g  y e a r  e q u a l  t o  o r  h i g h e r  t h a n  10 
p e r c e n t  be  r e q u i r e d  t o  d i s c l o s e  t h e  i n t e r e s t s  
t h e y  h o ld  i n  t h e  company on i t s  b a la n c e  d a t e  and
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any d i s p o s a l s  o f  su c h  i n t e r e s t s  made d u r in g  i t s  
a c c o u n tin g  y e a r  and  w here  a  r e s i d e n t  h a s  a  
c o n t r o l  i n t e r e s t  o f  10 p e r c e n t  o r  m ore i n  a CFC 
a t  any t im e  d u r in g  i t s  a c c o u n tin g  y e a r ,  t h e  
ta x p a y e r  be  r e q u i r e d  t o  d i s c l o s e  t h e  e q u iv a le n t  
in fo rm a t io n  in  r e s p e c t  o f  t h e  CFC;

C a lc u la t io n  o f  C o n tro l  I n t e r e s t s

m th e  c o n t r o l  i n t e r e s t  o f  a r e s i d e n t  in  a f o r e ig n  
company in  any c a te g o r y  o f  i n t e r e s t  be  d e f in e d  a s  
th e  a g g re g a te  o f  t h e  p e r s o n ' s d i r e c t  and  i n d i r e c t  
c o n t r o l  i n t e r e s t s  in  t h a t  c a te g o r y  and th o s e  o f  
a s s o c i a t e d  p e r s o n s ;

n a s  a g e n e r a l  p r i n c i p l e ,  i n t e r e s t s  i n  a  f o r e ig n  
company h e ld  by a CFC o r  a s s o c i a t e d  p e r s o n s  o f  
th e  CFC be  a t t r i b u t e d  to  th e  g ro u p  o f  r e s i d e n t s  
w ith  t h e  h ig h e s t  a g g re g a te  c o n t r o l  i n t e r e s t  in  
th e  CFC an d , w here  t h e r e  i s  m ore th a n  one such  
g ro u p , t o  th e  s m a l l e s t  one a n d , w here  t h e r e  i s  
more th a n  one p e rs o n  in  any su c h  g ro u p , t h e  
i n t e r e s t s  o f  t h e  CFC be a p p o r t io n e d  among them  
a c c o rd in g  t o  t h e i r  incom e i n t e r e s t s  i n  t h e  CFC;

o any i n t e r e s t s  h e ld  by a nom inee o f  a  p e r s o n  be 
deemed t o  be  h e ld  by  t h a t  p e r s o n ;

p a f o r e ig n  company be  d e f in e d  a s  a  CFC in  
r e s p e c t  o f  any a c c o u n tin g  y e a r  o f  t h e  company 
i f ,  on any o f  t h e  m easurem ent d a y s  t h a t  f a l l  
w i th in  t h a t  a c c o u n tin g  y e a r ,  t h e r e  a r e  f i v e  o r  
few er r e s i d e n t s  w hose a g g re g a te  c o n t r o l  
i n t e r e s t  i n  th e  company in  any c a te g o r y  o f  
i n t e r e s t  i s  50 p e r c e n t  o r  m ore;
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q w here r e s i d e n t s  a r e  d i r e c t o r s  o f  a f o r e ig n  
company and in  a g g re g a te  h av e  a c o n t r o l  i n t e r e s t  
i n  th e  company in  any c a te g o r y  o f  i n t e r e s t  o f  50 
p e r c e n t  o r  m ore, th e  company be  deemed to  be  a 
CFC i r r e s p e c t i v e  o f  th e  num ber o f  su ch  
d i r e c t o r s ;

r  w here  s h a r e s  in  a f o r e ig n  company ( th e  " s t a p le d "  
company) can  be  t r a n s f e r r e d  o n ly  in  c o n ju n c t io n  
w ith  th e  s h a r e s  o f  a New Z ea lan d  r e s i d e n t  
company o r  a c o n t r o l l e d  f o r e ig n  com pany, s h a r e s  
in  th e  s t a p l e d  company be  deemed t o  be 
h e ld  by th e  New Z ea lan d  r e s i d e n t  company o r  th e  
c o n t r o l l e d  f o r e ig n  com pany;

C a lc u la t io n  o f  Incom e I n t e r e s t s

s t h e  incom e i n t e r e s t  o f  a  r e s i d e n t  i n  a  CFC f o r  
any c a le n d a r  q u a r t e r  be  t h e  h ig h e s t  o f  th e  sum 
o f  th e  r e s i d e n t ' s  d i r e c t  and  i n d i r e c t  incom e 
i n t e r e s t s  in  th e  CFC on t h e  l a s t  day  o f  t h a t  
q u a r t e r  in  th e  f i v e  c a t e g o r i e s  o f  i n t e r e s t  
d e f in e d  in  recom m endation  h ;

t  an e n t i t l e m e n t  t o  a c q u i r e  an  i n t e r e s t  i n  a 
f o r e ig n  company g iv e  r i s e  t o  an  incom e i n t e r e s t  
w here :

i  t h e  c o n s id e r a t i o n  p a y a b le  t o  e x e r c i s e  
th e  e n t i t l e m e n t  i s  l e s s  th a n  th e  m ark e t 
v a lu e  o f  th e  i n t e r e s t  t o  be  a c q u i r e d ;  o r

i i  t h e  p e rs o n  h o ld in g  th e  e n t i t l e m e n t  h a s  
g iv e n  any form  o f  f i n a n c i a l  a s s i s t a n c e  
t o  th e  p e rs o n  h o ld in g  th e  i n t e r e s t ;  o r

i i i  th e  h o ld in g  o f  t h e  e n t i t l e m e n t  h a s  th e
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e f f e c t  o f  d e f e a t in g  th e  i n t e n t  and 
a p p l i c a t i o n  o f  t h e  BE re g im e ;

u t h e  incom e i n t e r e s t  o f  a r e s i d e n t  i n  a  f o r e ig n  
company h e ld  th ro u g h  a CFC be c a l c u l a t e d  by 
m u l t ip ly in g  t h e  r e s i d e n t ' s  d i r e c t  incom e i n t e r e s t  
i n  th e  CFC by th e  CFC's d i r e c t  incom e i n t e r e s t  in  
t h e  o th e r  com pany, and so  on w here t h e  i n t e r e s t  i s  
h e ld  th ro u g h  m ore th a n  one CFC;

v t h e  incom e i n t e r e s t  o f  a p e rs o n  in  a CFC 
f o r  any a c c o u n tin g  p e r io d  o f  th e  CFC be  
c a l c u l a t e d  a s  t h e  a v e ra g e  o f  th e  p e r s o n 's  
incom e i n t e r e s t s  f o r  th e  q u a r t e r s  w h ich  f a l l  in  
t h a t  a c c o u n tin g  p e r io d ;

A t t r i b u t i o n  o f  Incom e and L o sse s

w r e s i d e n t s  be  exem pt from  th e  BE reg im e  
in  r e s p e c t  o f  a  CFC and an  a c c o u n tin g  y e a r  o f  
t h e  CFC w here t h e i r  incom e i n t e r e s t  i n  t h e  CFC 
f o r  t h a t  y e a r  and t h a t  o f  any a s s o c i a t e d  p e rs o n s  
i s  l e s s  th a n  10 p e r c e n t ;

x t h e  a t t r i b u t e d  incom e o r  l o s s  o f  a r e s i d e n t  w ith  
r e s p e c t  t o  a CFC and any a c c o u n tin g  y e a r  o f  th e  
CFC be c a l c u l a t e d  by m u l t ip ly in g  th e  r e s i d e n t ' s  
incom e i n t e r e s t  i n  th e  CFC f o r  t h a t  y e a r  
by th e  BE incom e o r  l o s s  o f  th e  CFC f o r  t h a t  y e a r ;

y an  a t t r i b u t e d  l o s s  o f  a r e s i d e n t  n o t  be  
r e c o g n is e d  w here  th e  r e s i d e n t  s u f f e r s  l i t t l e  o r  
no econom ic o r  f i n a n c i a l  l o s s ;

z w here  th e  a g g re g a te  incom e i n t e r e s t s  o f  10 
p e r c e n t  o r  m ore o f  r e s i d e n t s  in  a CFC in  any 
a c c o u n tin g  y e a r  w ould o th e rw is e  e x c e e d  100
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p e r c e n t ,  t h e  incom e i n t e r e s t  o f  e ac h  r e s i d e n t  be 
a p p o r t io n e d  downward so  t h a t  th e  a g g re g a te  
incom e i n t e r e s t  e q u a ls  100 p e r c e n t ;

A d o p tio n  o f  CFC 's A c co u n tin g  Y ear

aa  r e s i d e n t s  be  r e q u i r e d  t o  r e p o r t  a t t r i b u t e d  incom e 
in  r e s p e c t  o f  a  CFC in  any a c c o u n tin g  y e a r  in  th e  
incom e y e a r  i n  w hich  th e  b a la n c e  d a te  o f  t h e  CFC 
f a l l s ;

ab  w here  a f o r e ig n  company c h an g e s  i t s  b a la n c e  
d a t e ,  r e s i d e n t s  be  r e q u i r e d  t o  o b ta in  th e  
C o m m iss io n e r 's  c o n s e n t  t o  com pute t h e i r  c o n t r o l  
i n t e r e s t s ,  incom e i n t e r e s t s  and a t t r i b u t e d  
incom e o r  l o s s  in  r e s p e c t  o f  t h a t  company on th e  
b a s i s  o f  i t s  new a c c o u n tin g  y e a r  and th e  
C o m m iss io n e r 's  d e c i s io n  a p p ly  t o  a l l  r e s i d e n t s  
w ith  i n t e r e s t s  in  th e  com pany;

a c  w here  a CFC ch an g e s  i t s  b a la n c e  d a te  t o  a l a t e r  
d a te  and th e  C om m issioner c o n s e n ts  t o  th e  
r e s i d e n t s  u s in g  th e  new a c c o u n tin g  y e a r ,  any 
a t t r i b u t e d  incom e o f  a r e s i d e n t  f o r  th e  
r e s u l t i n g  lo n g  a c c o u n tin g  p e r io d  be b ro u g h t  t o  
a c c o u n t  in  th e  incom e y e a r  in  w hich  th e  o ld  
b a la n c e  d a te  f a l l s ;

F o re ig n  Tax C r e d i t s

ad s u b j e c t  t o  recom m endation  a e ,  incom e and 
w i th h o ld in g  t a x  p a id  by a CFC be  c r e d i t a b l e  
u n d e r  th e  BE re g im e ;

a e  t h e  p r o p o r t io n  o f  th e  t o t a l  incom e t a x  p a id  by a 
CFC t h a t  i s  c r e d i t a b l e  u n d e r  th e  BE reg im e  be 
t h e  p r o p o r t io n  o f  i t s  t o t a l  incom e t h a t  i s
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ta x a b le  in  i t s  c o u n try  o f  r e s id e n c e  o r  th e  
c o u n try  o f  s o u rc e  o f  t h e  incom e;

a f  r e s i d e n t s  be  a b le  t o  a g g re g a te  t h e i r  
p r o p o r t io n a te  s h a r e s  o f  t h e  c r e d i t a b l e  t a x e s  
p a id  by CFCs r e s i d e n t  in  t h e  same j u r i s d i c t i o n ;

ag  th e  maximum c r e d i t  a l lo w a b le  t o  a r e s i d e n t  in  
any incom e y e a r  in  r e s p e c t  o f  h i s  o r  h e r  
a g g re g a te  a t t r i b u t e d  incom e d e r iv e d  from  
i n t e r e s t s  in  CFCs r e s i d e n t  in  th e  same 
j u r i s d i c t i o n  be th e  New Z e a la n d  incom e t a x  
p a y a b le  on t h a t  incom e in  t h a t  y e a r ;

ah r e s i d e n t s  be  a b le  t o  c a r r y  fo rw a rd  e x c e s s  t a x  
c r e d i t s  in  r e s p e c t  o f  CFCs r e s i d e n t  in  th e  same 
j u r i s d i c t i o n  f o r  o f f s e t  a g a i n s t  New Z ea lan d  
incom e t a x  p a y a b le  in  any  f u t u r e  incom e y e a r  on 
a t t r i b u t e d  incom e in  r e s p e c t  o f  CFCs r e s i d e n t  in  
t h a t  j u r i s d i c t i o n ;

a i  t h e  c a r r y  fo rw a rd  o f  an  e x c e s s  c r e d i t  by a 
company be s u b j e c t  t o  a 40 p e r c e n t  s h a r e h o ld in g  
c o n t i n u i ty  t e s t  e q u iv a le n t  t o  t h a t  i n  s e c t i o n  
188;

a j  a c r e d i t  a llo w e d  t o  one company in  a  s p e c i f i e d  
g ro u p  o f  com pan ies in  r e s p e c t  o f  an  incom e 
i n t e r e s t  i n  a  CFC be a b le  t o  be  t r a n s f e r r e d  t o  
a n o th e r  company in  th e  s p e c i f i e d  g ro u p  f o r  
o f f s e t  a g a i n s t  th e  New Z e a la n d  incom e t a x  
p a y a b le  by t h a t  company on a t t r i b u t e d  incom e 
d e r iv e d  from  a CFC r e s i d e n t  in  th e  same 
j u r i s d i c t i o n  a s  th e  f i r s t - m e n t i o n e d  CFC, s u b j e c t  
t o  p r o v i s io n s  e q u iv a le n t  t o  th o s e  in  s e c t i o n  
191;
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ak  f o r e ig n  incom e t a x  p a id  by a CFC in  r e s p e c t  o f  
incom e a t t r i b u t a b l e  t o  a n o th e r  CFC be  deem ed to  
be p a id  by th e  l a t t e r  CFC;

A t t r i b u t e d  F o re ig n  L o sse s

a l  an a t t r i b u t e d  l o s s  o f  a t a x p a y e r  d e r iv e d  from  an 
incom e i n t e r e s t  i n  a CFC be  a b le  t o  be  o f f s e t  
o n ly  a g a i n s t  a t t r i b u t e d  incom e d e r iv e d  from  
incom e i n t e r e s t s  i n  CFCs r e s i d e n t  in  t h e  same 
j u r i s d i c t i o n  a s  t h e  f i r s t - m e n t i o n e d  CFC in  th e  
same o r  a  f u t u r e  incom e y e a r ;

am th e  c a r r y  fo rw a rd  o f  an  a t t r i b u t e d  l o s s  by  a 
company be s u b j e c t  t o  a  40 p e r c e n t  s h a r e h o ld in g  
c o n t i n u i t y  t e s t  e q u iv a le n t  t o  t h a t  in  s e c t i o n  
188;

an  com pan ies in  t h e  same s p e c i f i e d  g ro u p  be  a b le  t o  
a g g re g a te  a t t r i b u t e d  incom e and  l o s s e s  in  
r e s p e c t  o f  incom e i n t e r e s t s  in  CFCs r e s i d e n t  in  
th e  same j u r i s d i c t i o n  s u b j e c t  t o  p r o v i s io n s  
e q u iv a le n t  t o  th o s e  in  s e c t i o n  191;

A p p l i c a t i o n  o f  BE Regime to  CFCs R e s id e n t  in  "G rey L i s t "  
C o u n try

ao  w here  a CFC r e s i d e n t  in  a g re y  l i s t  c o u n try  
u t i l i s e s  a l i s t e d  s i g n i f i c a n t  p r e f e r e n c e  i n  any 
a c c o u n tin g  y e a r ,  t h e  BE reg im e  a p p ly  a s  f o r  
CFCs r e s i d e n t  in  o t h e r  j u r i s d i c t i o n s  e x c e p t  t h a t  
th e  BE incom e o r  l o s s  o f  t h e  CFC be  com puted  a s  
i t s  t a x a b le  incom e o r  l o s s  f o r  t h a t  y e a r ,
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m easu red  a c c o rd in g  t o  t h e  t a x  law  o f  i t s  c o u n try  
o f  r e s id e n c e  (b e fo r e  t a k in g  i n t o  a c c o u n t any 
lo s s e s  o f  t h e  CFC in c u r r e d  in  o t h e r  y e a r s  o r  
l o s s e s  i n c u r r e d  by any o th e r  com pany), a d ju s te d  
f o r  t h e  e f f e c t  o f  t h e  l i s t e d  p r e f e r e n c e ;

D e f in i t i o n  o f  F o re ig n  In v e s tm e n t  Fund

ap th e  f o r e ig n  in v e s tm e n t  fund  re g im e  a p p ly  t o  
i n t e r e s t s  i n  f o r e ig n  co m p an ie s , f o r e ig n  u n i t  
t r u s t s  and  f o r e ig n  s u p e ra n n u a t io n  fu n d s  t h a t  
f a l l  w i th in  t h e  d e f i n i t i o n  o f  a  f o r e ig n  
in v e s tm e n t fu n d  and t h a t  th e  d e f i n i t i o n  o f  an  
i n t e r e s t  i n  a f o r e ig n  in v e s tm e n t  fu n d  in c lu d e  
p o l i c i e s  o f  l i f e  in s u r a n c e  o r  s u p e ra n n u a t io n  
is s u e d  by a  f o r e ig n  in v e s tm e n t  fu n d ;

T re a tm e n t o f  FIF  L o sse s

aq  r e s i d e n t s  be  a b le  t o  a g g re g a te  t h e i r  FIF incom e 
and l o s s e s  d e r iv e d  in  any incom e y e a r  from  a l l  
F IF s in  w h ich  th e y  hav e  an i n t e r e s t ;

a r  w here a FIF  l o s s  d e r iv e d  by a r e s i d e n t  in  any 
incom e y e a r  e x c e e d s  h i s  o r  h e r  F IF  incom e f o r  
t h a t  y e a r ,  t h e  e x c e s s  l o s s  be  a b le  t o  be 
d e d u c te d  from  o t h e r  incom e o f  t h e  r e s i d e n t  
d e r iv e d  in  t h a t  y e a r  t o  th e  e x t e n t  t h a t  th e  
e x c e s s  l o s s  i s  l e s s  th a n  an am ount e q u a l t o  th e  
c u m u la tiv e  FIF  incom e o f  th e  r e s i d e n t  d e r iv e d  in  
e a r l i e r  incom e y e a r s ,  l e s s  th e  sum o f  any e x c e s s  
l o s s e s  s e t  o f f  a g a i n s t  o th e r  incom e in  th o s e  
e a r l i e r  y e a r s  p u r s u a n t  t o  t h i s  p r o v i s io n ;

a s  t o  t h e  e x t e n t  t h a t  a FIF  l o s s  c a n n o t  be  s e t  o f f  
a g a i n s t  F IF  incom e o r  o th e r  incom e d e r iv e d  in
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th e  same incom e y e a r ,  i t  be  c a r r i e d  fo rw a rd  f o r  
o f f s e t  a g a i n s t  FIF incom e d e r iv e d  in  f u t u r e  
incom e y e a r s ;

a t  t h e  c a r r y  fo rw a rd  o f  a FIF l o s s  by a  company be 
s u b j e c t  t o  a 40 p e r c e n t  s h a r e h o ld in g  c o n t i n u i t y  
t e s t  s i m i l a r  t o  t h a t  in  s e c t i o n  188;

au  a FIF l o s s  in c u r r e d  by one company in  a 
s p e c i f i e d  g ro u p  o f  com pan ies be  a b le  t o  be 
o f f s e t  a g a i n s t  F IF  incom e d e r iv e d  by a n o th e r  
company in  th e  s p e c i f i e d  g ro u p  s u b j e c t  to  
p r o v i s io n s  e q u iv a le n t  t o  th o s e  in  s e c t i o n  191;

E n try  and E x i t  From FIF  Regime

av a deemed a c q u i s i t i o n  o r  d i s p o s a l  a t  m a rk e t v a lu e  
o c c u r  when:

i  a p e rs o n  becom es o r  c e a s e s  t o  be  a 
r e s i d e n t ;

i i  a p e rs o n  d is p o s e s  o f  an  i n t e r e s t  by way 
o f  g i f t  o r  f o r  a c o n s id e r a t i o n  w hich  i s  
l e s s  th a n  i t s  m a rk e t v a lu e ;

i i i  a p e rs o n  d i e s ;

iv  an i n t e r e s t  in  a FIF becom es an incom e 
i n t e r e s t  i n  a CFC o f  n o t  l e s s  th a n  10 
p e r c e n t ; o r

v an incom e i n t e r e s t  i n  a  CFC o f  n o t  l e s s  
th a n  10 p e r c e n t  c e a s e s  t o  be  su ch  an 
i n t e r e s t  b u t  i s  an  i n t e r e s t  i n  a  F IF ;
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T r u s t s

aw th e  p r e s e n t  d i s t i n c t i o n  b e tw een  s p e c i f i e d  and 
n o n - s p e c i f i e d  t r u s t s  in  s e c t i o n s  226 t o  233 o f  
t h e  A ct be  rem oved from  1 A p r i l  1988;

T r u s te e  Incom e

ax  a t r u s t e e  be l i a b l e  f o r  t a x  on t r u s t e e  incom e 
d e r iv e d  o u t s id e  New Z ea lan d  in  any incom e y e a r  
in  w hich  th e  t r u s t  h a s  a s e t t l o r  who i s  
r e s i d e n t  in  New Z e a la n d  a t  any  t im e  d u r in g  th e  
y e a r ;

ay  s u b j e c t  t o  t h e  reco m m en d a tio n s b b , bc and bd , 
w here  a t r u s t  was s e t t l e d  a f t e r  17 Decem ber 
1987, any r e s i d e n t  s e t t l o r  o f  t h e  t r u s t  
be  l i a b l e  f o r  t a x  on t r u s t e e  incom e a s  a g e n t  o f 
t h e  t r u s t e e  e x c e p t  w here th e  t r u s t  h a s  a 
r e s i d e n t  t r u s t e e  who i s  a n a t u r a l  p e rs o n  o r  a 
t r u s t e e  company w i th in  th e  m ean ing  o f  th e  
T r u s te e  A ct 1956;

az  a s e t t l o r  o r  t r u s t e e  o f  a t r u s t  be  p e r m i t t e d  to  
e l e c t  t o  make f o r e ig n - s o u r c e  t r u s t e e  incom e 
s u b j e c t  t o  t a x  i n  any incom e y e a r  by m aking a 
r e t u r n  o f  su ch  incom e by th e  due  d a te ;

ba  a t r u s t  i n  r e s p e c t  o f  w hich t r u s t e e  incom e h as  
been  s u b j e c t  t o  t a x  in  New Z e a la n d , in  t h e  
h an d s  o f  e i t h e r  t h e  t r u s t e e  o r  t h e  s e t t l o r ,  in  
e v e ry  incom e y e a r  s in c e  t h e  s e t t l e m e n t  o f  th e  
t r u s t  be  d e f in e d  a s  a  " q u a l i f y in g  t r u s t " ;
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S e t t l o r  L i a b i l i t y : S u p e ra n n u a tio n  Funds

bb a p e rs o n  who makes a s e t t l e m e n t  on a t r u s t  t h a t  
i s  a s u p e ra n n u a t io n  fu n d , a s  t h a t  te rm  i s  t o  be 
d e f in e d  f o r  th e  p u rp o s e s  o f  t h e  new t a x  reg im e  
f o r  s u p e ra n n u a t io n ,  n o t  be  l i a b l e  f o r  t a x  on th e  
t r u s t e e  incom e o f  t h e  t r u s t ;

S e t t l o r  L i a b i l i t y : New R e s id e n ts

bc p e rs o n s  who become r e s i d e n t  i n  New Z ea la n d  a f t e r  
17 December 1987 who have  s e t t l e d  a t r u s t  
b e fo r e  becom ing r e s i d e n t  n o t  be  l i a b l e  f o r  t a x  
on t r u s t e e  incom e in  r e s p e c t  o f  t h a t  t r u s t ,  
p ro v id e d  t h a t  th e y  have  n o t  p r e v io u s ly  b een  
r e s i d e n t  in  New Z ea la n d  s in c e  17 December 1987;

S e t t l o r  L i a b i l i t y : C h a r i t a b le  T r u s t s

bd a p e rs o n  who makes a s e t t l e m e n t  on a c h a r i t a b l e  
t r u s t  n o t  be  l i a b l e  f o r  t a x  on th e  t r u s t e e  
incom e o f  th e  t r u s t ;

B e n e f i c i a r y  Incom e

be th e  b e n e f i c i a r y  incom e o f  a b e n e f i c i a r y  o f  a 
t r u s t  be d e f in e d  a s  incom e d e r iv e d  by 
th e  t r u s t e e  o f  th e  t r u s t  in  any incom e y e a r  
w h ich :

i  v e s t s  a b s o l u te ly  in  i n t e r e s t  i n  a 
b e n e f i c i a r y  d u r in g  th e  incom e y e a r ;  o r

i i  i s  p a id  o r  a p p l ie d  by th e  t r u s t e e  t o  o r  
f o r  th e  b e n e f i t  o f  t h e  b e n e f i c i a r y  d u r in g  
th e  incom e y e a r  o r  w i th in  6 m onths o f  th e  
end o f  th e  incom e y e a r
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w h e th e r  o r  n o t  t h e  b e n e f i c i a r y  i s  an i n f a n t  o r  i s  
s u b j e c t  t o  any  o t h e r  l e g a l  i n c a p a c i t y ;

b f  t h e  c r e d i t  a llo w e d  t o  a b e n e f i c i a r y  o f  a t r u s t  
i n  r e s p e c t  o f  t a x  p a id  by t h e  t r u s t e e  o f  th e  
t r u s t  i n  any incom e y e a r  b e  e q u a l  t o  t h e  
p r o p o r t io n  o f  t h e  t o t a l  t a x  p a id  by th e  t r u s t e e  
i n  t h a t  incom e y e a r  t h a t  t h e  b e n e f i c i a r y  incom e 
o f  t h e  b e n e f i c i a r y  b e a r s  t o  t h e  t o t a l  incom e 
d e r iv e d  by t h e  t r u s t e e  i n  t h a t  incom e y e a r ;

bg th e  t r u s t e e  o f  a  t r u s t  c o n t in u e  to  be  l i a b l e  
f o r  t a x  on b e n e f i c i a r y  incom e a s  a g e n t  o f  t h e  
b e n e f i c i a r y ;

bh th e  d e f i n i t i o n  o f  a  d i s t r i b u t i o n  encom pass 
i n d i r e c t  d i s t r i b u t i o n s  r e c e iv e d  from  a t r u s t e e ;

D i s t r i b u t i o n s  From Q u a l i f y in g  T r u s t s

b i  a l l  d i s t r i b u t i o n s  from  t h e  t r u s t e e  o f  a 
q u a l i f y in g  t r u s t  ( o th e r  th a n  b e n e f i c i a r y  incom e) 
be  n o n - a s s e s s a b le  in  th e  h a n d s  o f  r e s i d e n t  
b e n e f i c i a r i e s ;

D i s t r i b u t i o n s  From F o re ig n  T r u s t s

b j  d i s t r i b u t i o n s  from  a f o r e i g n  t r u s t  be  
t a x a b le  t o  a r e s i d e n t  b e n e f i c i a r y  t o  t h e  e x te n t  
t h a t  th e y  a r e  made o u t  o f  t r u s t e e  incom e 
d e r iv e d  in  any  incom e y e a r  commencing a f t e r  1 
A p r i l  1988 b u t  a l l  o th e r  d i s t r i b u t i o n s  
from  a f o r e ig n  t r u s t ,  o t h e r  th a n  b e n e f i c i a r y  
incom e, be  exem pt;

bk d i s t r i b u t i o n s  from  a f o r e i g n  t r u s t  be  deem ed to
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be made f i r s t  from  th e  m ost r e c e n t  incom e y e a r  
o f  th e  t r u s t e e  an d , w ith  r e s p e c t  t o  any incom e 
y e a r ,  f i r s t ,  from  t a x a b le  incom e d e r iv e d  by 
th e  t r u s t e e  in  t h a t  incom e y e a r  an d , s e c o n d ly , 
from  n o n - ta x a b le  g a in s  d e r iv e d  in  t h a t  y e a r ;

b l  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  r e a l i s e d  in  
t r a n s a c t i o n s  d i r e c t l y  o r  i n d i r e c t l y  w ith  
a s s o c i a t e d  p e rs o n s  be t r e a t e d  a s  t a x a b le  
d i s t r i b u t i o n s ;

bm c o rp u s  be d e f in e d  a s  any p r o p e r ty  s e t t l e d  on a 
t r u s t  by n a t u r a l  p e rs o n s  v a lu e d  a t  i t s  m ark e t 
v a lu e  a t  t h e  tim e  o f  s e t t l e m e n t  o t h e r  th a n :

i  p r o p e r ty  s e t t l e d  d i r e c t l y  o r  i n d i r e c t l y ,  
w h e th e r  by one t r a n s a c t i o n  o r  a s e r i e s  
o f  t r a n s a c t i o n s ,  by a t r u s t e e  o f  a n o th e r  
t r u s t ;

i i  p r o p e r ty  t h a t  w ould have  c o n s t i t u t e d  
a s s e s s a b l e  incom e o f  th e  s e t t l o r  b u t  f o r  
th e  f a c t  t h a t  i t  i s  d i v e r t e d  t o  th e  
t r u s t ; and

i i i  p r o p e r ty  in  r e s p e c t  o f  w hich  a d e d u c t io n  
can  be c la im e d  by th e  s e t t l o r  in  
c a l c u l a t i n g  h i s  o r  h e r  a s s e s s a b l e  
in co m e;

bn w here a d i s t r i b u t i o n  i s  deemed t o  be  a  t a x a b le  
d i s t r i b u t i o n  o t h e r  th a n  b e n e f i c i a r y  incom e, a 
c r e d i t  f o r  any f o r e ig n  w i th h o ld in g  t a x  be 
p e rm i t t e d  su ch  t h a t  th e  w ith h o ld in g  c r e d i t  
d o es  n o t  e x ce ed  th e  p r o p o r t io n  o f  t h e  t o t a l  
w i th h o ld in g  t a x  p a id  t h a t  th e  t a x a b le  
d i s t r i b u t i o n  makes up o f  th e  t o t a l  d i s t r i b u t i o n ;
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bo th e  r a t e  o f  t a x  a p p ly in g  t o  d i s t r i b u t i o n s  from  
f o r e ig n  t r u s t s  b e  th e  m a rg in a l  t a x  r a t e  o f  th e  
r e c i p i e n t ;

D i s t r i b u t i o n s  From T r u s t s  S e t t l e d  By New R e s id e n ts

bp w here a t r u s t  i s  s e t t l e d  by a new r e s i d e n t  
b e fo r e  th e  p e r s o n  becom es r e s i d e n t  i n  New 
Z ea lan d  and t h e  t r u s t e e  o r  t h e  s e t t l o r  o f  th e  
t r u s t  m ee ts  t h e  New Z e a la n d  t a x  l i a b i l i t y  f o r  
t a x  on th e  f o r e i g n -  and New Z e a la n d -s o u rc e  
t r u s t e e  incom e o f  th e  t r u s t  i n  e v e ry  incom e y e a r  
a f t e r  th e  s e t t l o r  becom es r e s i d e n t :

i  d i s t r i b u t i o n s  from  th e  t r u s t  w hich  a r e  
a t t r i b u t e d  t o  incom e y e a r s  e n d in g  b e fo r e  
t h e  s e t t l o r  becom es r e s i d e n t  be  t r e a t e d  
a s  d i s t r i b u t i o n s  from  a f o r e ig n  t r u s t ;  
and

i i  d i s t r i b u t i o n s  from  th e  t r u s t  a t t r i b u t e d  
t o  incom e y e a r s  e n d in g  a f t e r  th e  s e t t l o r  
becom es r e s i d e n t  be  t r e a t e d  a s  
d i s t r i b u t i o n s  from  a q u a l i f y i n g  t r u s t ;

N o n -Q u a lify in g  D i s t r i b u t i o n s

bq d i s t r i b u t i o n s  from  a t r u s t  w hich  a r e  n o t  
d i s t r i b u t i o n s  from  a q u a l i f y i n g  t r u s t  o r  a 
f o r e ig n  t r u s t  ( " n o n - q u a l i f y in g  d i s t r i b u t i o n s " ) , 
o th e r  th a n  su c h  d i s t r i b u t i o n s  w hich  a r e  
b e n e f i c i a r y  incom e o r  d i s t r i b u t i o n s  o f  c o rp u s , 
be  t a x a b le  a t  a  r a t e  o f  45 p e r c e n t ;

b r  n o n - q u a l i f y in g  d i s t r i b u t i o n s  be deem ed t o  be 
made f i r s t  from  s o u rc e s  o t h e r  th a n  c o rp u s ;
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b s  a c r e d i t  be  p e r m i t t e d  f o r  f o r e i g n  w i th h o ld in g  
t a x  p a id  on a n o n - q u a l i f y i n g  d i s t r i b u t i o n  b u t  
n o t  f o r  any income t a x  p a id  by t h e  t r u s t e e ;

F i n a n c i a l  A s s i s t a n c e  t o  T r u s t s

b t  w here a d i s t r i b u t i o n  from  a t r u s t  w ould  be  a 
n o n - q u a l i f y i n g  d i s t r i b u t i o n  and:

i  a r e s i d e n t  s e t t l o r  o f  t h e  t r u s t  h a s  a 
lo a n  o u t s t a n d i n g  t o  t h e  t r u s t e e  and t h e  
r a t e  o f  i n t e r e s t  i s  l e s s  t h a n  t h e  
p r e s c r i b e d  i n t e r e s t  r a t e  a p p ly in g  f o r  
f r i n g e  b e n e f i t  t a x  p u r p o s e s ,  t h e  s e t t l o r  
be a s s e s s e d  on i n t e r e s t  on t h e  lo a n  
o u t s t a n d i n g  com puted a t  t h a t  r a t e ,  
l e s s  any i n t e r e s t  a c t u a l l y  a s s e s s e d  t o  
t h e  s e t t l o r  i n  r e s p e c t  o f  t h e  l o a n ;  o r

i i  a r e s i d e n t  s e t t l o r  h a s  a form o f  
f i n a n c i a l  a s s i s t a n c e ,  o t h e r  t h a n  a lo a n ,  
o u t s t a n d i n g  t o  t h e  t r u s t e e  o f  t h e  t r u s t ,  
su ch  a s  a g u a r a n t e e ,  t h e  s e t t l o r  be 
a s s e s s e d  a n n u a l ly  on an amount e q u a l  t o  
t h e  c o n s i d e r a t i o n  t h a t  would have  been  
p a y a b le  i n  an arm s l e n g t h  t r a n s a c t i o n ,  
l e s s  any c o n s i d e r a t i o n  r e t u r n e d  a s  
a s s e s s a b l e  income o f  t h e  s e t t l o r ;

R e s id e n c e  o f  a B e n e f i c i a r y

bu w here  a r e s i d e n t  c e a s e s  t o  be  a r e s i d e n t  and 
w i t h i n  5 y e a r s  a g a in  becomes a r e s i d e n t ,  any 
t a x a b l e  d i s t r i b u t i o n s  r e c e i v e d  by t h e  p e r s o n  
d u r in g  t h e  p e r i o d  in  w hich  he  o r  sh e  was n o t  
r e s i d e n t ,  o t h e r  th a n  d i s t r i b u t i o n s  from  a
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q u a l i f y in g  t r u s t ,  be  a s s e s s a b l e  i n  t h e  incom e 
y e a r  in  w hich  th e  p e rs o n  commences t o  be  
r e s i d e n t ;

D is c lo s u r e :  BE Regime

bv t h e  C om m issioner be  g iv e n  a  g e n e r a l  pow er t o  
r e q u i r e  th e  d i s c l o s u r e  o f  s u f f i c i e n t  in f o r m a t io n  
t o  e s t a b l i s h  t h e  n a tu r e  o f  any i n t e r e s t  a  
ta x p a y e r  h a s  i n  a f o r e ig n  e n t i t y ,  w h e th e r  o r  n o t  
t h e  e n t i t y  i s  a  CFC, and t o  com pute t h e  
t a x p a y e r 's  a t t r i b u t e d  f o r e ig n  incom e o r  l o s s ;

D is c lo s u r e  : T r u s t s

bw p r o v i s io n  be in c lu d e d  in  t h e  l e g i s l a t i o n  to  
p e rm it  th e  C om m issioner t o  r e q u i r e  d i s c l o s u r e  o f  
in fo rm a tio n  from  r e s i d e n t s  who a r e  s e t t l o r s  o f  
t r u s t s  in  e x i s t e n c e  on o r  a f t e r  1 A p r i l  1988;

D e fa u l t  M ethods

bx p r o v i s io n  be in c lu d e d  in  th e  l e g i s l a t i o n  f o r  th e  
c a l c u l a t i o n  o f  t h e  incom e o r  l o s s  o f  a  ta x p a y e r  
w here  th e  ta x p a y e r  i s  u n a b le  t o  o b t a in  
s u f f i c i e n t  in f o r m a t io n  o r  w here t h e r e  i s  f a i l u r e  
t o  d i s c l o s e  in f o r m a t io n ;

BE Regime T r a n s i t io n

by ta x p a y e r s  be e n t i t l e d  t o  e l e c t ,  i n  r e s p e c t  o f  
a l l  o f  t h e i r  incom e i n t e r e s t s  h e ld  on 17 
December 1987 in  a l l  CFCs r e s i d e n t  i n  c o u n t r i e s  
o t h e r  th a n  th o s e  on th e  t r a n s i t i o n a l  l i s t ,  t o  
a p p ly  th e  BE reg im e  f o r  t h e  a c c o u n t in g  y e a r s  o f  
su ch  CFCs f a l l i n g  in  w hole  o r  in  p a r t  d u r in g
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th e  p e r io d  1 A p r i l  1988 t o  31 M arch 1990;

bz f o r  th e  p u rp o s e s  o f  c a l c u l a t i n g  th e  a t t r i b u t e d  
l o s s  o f  a ta x p a y e r  in  r e s p e c t  o f  e ac h  su c h  CFC 
in  t h e  t r a n s i t i o n a l  p e r io d ,  t h e  t a x p a y e r 's  
incom e i n t e r e s t  on any m easu rem en t day be  ta k e n  
a s  t h e  l e s s e r  o f  th e  t a x p a y e r 's  incom e i n t e r e s t  
on t h a t  day  and th e  incom e i n t e r e s t  he o r  sh e  
h e ld  a t  17 December 1987;

T r u s t  T r a n s i t io n

c a  w here a t r u s t  h a s  b een  s e t t l e d  on o r  b e f o r e  17 
December 1987, d i s t r i b u t i o n s  from  th e  t r u s t ,  
o th e r  th a n  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  o r  
c o rp u s , be s u b j e c t  t o  a f i n a l  t a x  in  th e  h an d s 
o f  t h e  b e n e f i c i a r y  a t  a r a t e  o f  10 p e r c e n t  and 
d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  and c o rp u s  be 
exem pt p ro v id e d  t h a t  a l l  o f  t h e  p r o p e r ty  o f  th e  
t r u s t  i s  d i s t r i b u t e d  b e f o r e  1 A p r i l  1989;

cb w here a t r u s t  s e t t l e d  on o r  b e f o r e  17 Decem ber 
1987 i s  n o t  a q u a l i f y in g  t r u s t  o r  a f o r e ig n  
t r u s t  and a b e n e f i c i a r y ,  s e t t l o r  o r  t r u s t e e  o f  
th e  t r u s t  p ay s  t o  th e  C om m issioner no l a t e r  th a n  
7 F e b ru a ry  1989 an am ount e q u a l  t o  10 p e r c e n t  o f  
th e  n e t  a s s e t s  o f  th e  t r u s t  a s  a t  31 M arch 1988, 
New Z ea lan d  incom e t a x  be deem ed t o  have  been  
p a id  on th e  t r u s t e e  incom e o f  t h e  t r u s t  i n  p r i o r  
incom e y e a r s ;

A l lo c a t io n  R u le s

cc  w here th e  c r e d i t  r a t i o  o f  a d iv id e n d  a p p l i e d  by 
a company e x c e e d s  th e  maximum r a t i o ,  t h e  e x c e s s  
c r e d i t  n o t  be  a llo w e d  t o  s h a r e h o ld e r s ,  n o r  
in c lu d e d  in  th e  d e f i n i t i o n  o f  a d iv id e n d ;  and
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cd  a r a t i o  change  d e c l a r a t i o n  be a b le  t o  be  made a t  
any t im e  b e fo r e  t h e  f i r s t  d i s t r i b u t i o n  a t  t h e  
changed  r a t i o  i s  d i s t r i b u t e d ;

Deemed D iv id e n d s : A l lo c a t io n  R u les

ce  deemed d iv id e n d s  be  e x c lu d e d  from  th e  a l l o c a t i o n  
r u l e s  w here  th e y  a r i s e  in  r e s p e c t  o f  b e n e f i t s  
g iv e n  t o  s h a r e h o ld e r s  by way o f  t h e  s a l e  o f  
company p r o p e r ty  t o  a s h a r e h o ld e r  a t  an 
in a d e q u a te  c o n s i d e r a t i o n ;  t h e  p u rc h a s e  o f  
p r o p e r ty  from  a s h a r e h o ld e r  by a  company f o r  
e x c e s s iv e  c o n s i d e r a t i o n ;  lo a n s  t o  s h a r e h o ld e r s  
o th e r  th a n  bone f i d e  lo a n s  a t  com m erc ia l 
i n t e r e s t  r a t e s ;  n o n - d e d u c t ib le  e x p e n d i tu r e  
e n jo y e d  by p r o p r i e t a r y  company s h a r e h o ld e r s  and 
a s s o c i a t e s ;  and e x c e s s iv e  re m u n e ra t io n  t o  
d i r e c t o r s  o r  s h a r e h o ld e r s  o f  p r o p r i e t a r y  
c o m p an ie s , o r  t h e i r  r e l a t i v e s ;

P ro d u c e r  B oards

c f  th e  p ro d u c e r  b o a rd s  be  a b le  t o  o p e r a te  an  ICA 
and WPA f o r  th e  p u rp o s e s  o f  a l l o c a t i n g  c r e d i t s  t o  
t h e i r  c o n s t i t u e n t  p ro d u c e r s  and a  BETA f o r  t h e  
p u rp o s e s  o f  r e l i e v i n g  d o u b le  t a x a t i o n  o f  incom e 
d e r iv e d  u n d e r  th e  BE re g im e ;

c g a b o a rd  be a b le  t o  a l l o c a t e  c r e d i t s  t o  e i t h e r  
paym ents made t o  p r o d u c e r s ,  w h ich  w ould be  n on -  
d e d u c t ib l e  and t r e a t e d  a s  d iv id e n d s  f o r  t a x  
p u rp o s e s ,  o r  t o  n o t io n a l  d iv id e n d s  and in  e i t h e r  
c a s e  t h e  am ount o f  t h e  d iv id e n d  be  com puted on 
th e  b a s i s  t h a t  i t  i s  f u l l y  c r e d i t e d ;

ch an a l l o c a t i o n  o f  c r e d i t s  by a b o a rd  t o  i t s
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p ro d u c e rs  by way o f  c a sh  a n d /o r  n o t io n a l  
d iv id e n d s  be made o n ly  once in  e ac h  incom e y e a r ;

c i  th e  c r e d i t s  a l l o c a t e d  by a b o a rd  t o  i t s  
p ro d u c e rs  be in  p r o p o r t io n  t o  t h e  p ro d u c t  
paym ents made o r  p a y a b le  by th e  b o a rd  t o  i t s  
p ro d u c e rs  a n d /o r  in  p r o p o r t io n  t o  t h e  l e v i e s  
p a id  o r  p a y a b le  by p ro d u c e rs  t o  th e  b o a rd ;

c j  th e  b o a rd s  be a b le  t o  m a in ta in  r e c o r d s  f o r  
t a x  p u rp o s e s  in  w hich  t o  c r e d i t  t h e  n e t  am ount 
o f  n o t io n a l  d iv id e n d s  a l l o c a t e d  ( i . e .  t h e  g ro s s  
n o t io n a l  d iv id e n d s  a l l o c a t e d  l e s s  t h e  am ount o f  
th e  c r e d i t s  a t t a c h e d  t o  th e m ) ;

ck  th e  n o t io n a l  c a p i t a l  o f  a b o a rd  be  a b le  t o  be 
d i s t r i b u t e d  t a x  f r e e  t o  p r o d u c e r s ;

C o -o p e ra t iv e  Com panies

c l  c o - o p e r a t iv e  com pan ies be  t r e a t e d  in  th e  same 
way a s  th e  p ro d u c e r  b o a rd s  f o r  th e  p u rp o s e s  o f  
im p u ta tio n  e x c e p t  t h a t  th e y  a l s o  hav e  th e  o p t io n  
a v a i l a b l e  t o  o th e r  com pan ies o f  a l l o c a t i n g  
c r e d i t s  t o  d iv id e n d s  o r  t a x a b le  bonus s h a r e s ;

S h a re m ilk in g  A rran g em en ts

cm w here paym en ts by a d a i r y  company f o r  m ilk  
s u p p l ie d  a r e  made d i r e c t l y  t o  a s h a r e m i lk e r  and 
th e  la n d -o w n e r , d iv id e n d s  o r  bonus s h a r e s  and 
a t t a c h e d  c r e d i t s  p a id  on th e  b a s i s  o f  p ro d u c t  
s u p p l ie d  sh o u ld  be p a id  d i r e c t l y  t o  b o th  p e rs o n s  
on th e  same b a s i s  t h a t  paym en ts f o r  m ilk  
s u p p l ie d  w ould be m ade;
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C a p i ta l  D i s t r i b u t i o n s

cn  w ith  e f f e c t  from  1 O c to b e r 1988, a r e t u r n  o f  
c a p i t a l  made by a company on t h e  re d e m p tio n  o f  
s h a r e s  ( in c lu d in g  d e b e n tu r e s  i s s u e d  on o r  a f t e r  
1 O c to b e r 1988 w hich  come w i th in  s e c t i o n s  192 o r  
195 o f  t h e  A c t ) , o t h e r  th a n  on w in d in g  u p , be 
exem pt from  t a x  in  t h e  h an d s o f  th e  r e c i p i e n t  
p ro v id e d  t h a t :

i  t h e  s h a r e s  a r e  i s s u e d  on te rm s  su c h  t h a t  
th e y  a r e  t o  be  redeem ed a t  a s p e c i f i e d  
d a te  o r  d a te s  o r  w i th in  a s p e c i f i e d  
p e r io d ;  and

i i  t h e  c a p i t a l  r e tu r n e d  i s  e q u a l  t o  th e  
am ount p a id  i n ,  i n c lu d in g  any prem ium , 
on th e  s u b s c r i p t i o n  o f  t h e  s h a r e s ;  and

i i i  t h e  s h a r e s  redeem ed w ere  n o t  i s s u e d  
p u r s u a n t  t o  an a rra n g e m e n t u n d e r  w hich 
th e y  w ere  t o  be  redeem ed  in  a  r e g u l a r  o r  
s y s te m a t ic  way su ch  t h a t  i t  may 
r e a s o n a b ly  be  c o n c lu d e d  t h a t  t h e  r e t u r n  
o f  c a p i t a l  i s  made in  l i e u  o f  a 
d iv id e n d ;

C a rry  F orw ard  o f  C r e d i t s  by a Company

co a 75 p e r c e n t  com m onality  o f  s h a r e h o ld in g  (u s in g  
th e  t e s t s  p r e s e n t l y  c o n ta in e d  in  s e c t i o n  188 o f  
th e  A ct b u t  e x te n d e d  t o  in c lu d e  f ix e d  d iv id e n d  
s h a re s )  be  r e q u i r e d  f o r  a com pany, o th e r  th a n  a 
company l i s t e d  on th e  New Z ea la n d  s to c k  exchange 
o r  a w ho lly -ow ned  s u b s id i a r y  o f  su ch  a company, 
t o  be  a b le  t o  c a r r y  fo rw a rd  th e  c r e d i t  b a la n c e  
o f  i t s  ICA, WPA o r  BETA;
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C a r ry  Forw ard  o f  U n u t i l i s e d  I m p u ta t io n  C r e d i t s

cp a l l  r e s i d e n t  t a x p a y e r s ,  o t h e r  t h a n  co m p an ie s ,  be 
a b l e  t o  c o n v e r t  any im p u ta t io n  c r e d i t s  i n  e x c e s s  
o f  t h e i r  t a x  l i a b i l i t y  i n  any incom e y e a r  i n t o  a 
t a x  l o s s  t o  be  c a r r i e d  fo rw a rd ,  w i th  t h e  amount 
o f  t h e  l o s s  c a l c u l a t e d  a s  t h e  t o t a l  amount o f  t h e  
u n u t i l i s e d  c r e d i t  d i v id e d  by 0 .2 8 ;

R e fu n d s  o f  D iv id en d  W ith h o ld in g  Payment

cq  r e f u n d s  o f  d iv id e n d  w i th h o ld in g  paym ent t o  a l l  
s h a r e h o l d e r s ,  i r r e s p e c t i v e  o f  t h e i r  r e s i d e n c e  o r  
t a x  s t a t u s ,  be  made by t h e  D epartm en t a f t e r  t h e  
end o f  t h e  income y e a r  i n  w hich  t h e  
c o r r e s p o n d in g  w i th h o ld in g  c r e d i t  was r e c e i v e d ;

c r  w here  a w i th h o ld in g  paym ent c r e d i t  i s  a l l o c a t e d  
t o  a d iv id e n d  p a id  t o  a n o n - r e s i d e n t ,  t h e  non-  
r e s i d e n t  w i th h o ld in g  t a x  p a y a b le  on t h e  d iv id e n d  
be  o f f s e t  t o  t h e  e x t e n t  o f  t h e  w i th h o ld in g  
paym ent c r e d i t ;

I n t e g r a t i o n  W ith BE Regime: I n d i v i d u a l s

c s  w here a n o n - c o r p o r a te  t a x p a y e r  e l e c t s  t o  
e s t a b l i s h  a b ra n c h  e q u i v a l e n t  t a x  a c c o u n t ,  t h e  
am ounts t o  be  c r e d i t e d  t o  t h e  a c c o u n t  be  t h e  
a t t r i b u t e d  income d e r i v e d  by t h e  p e r s o n  u n d e r  
t h e  BE re g im e ;

D e f i n i t i o n  o f  D iv id en d

c t  t h e  d e f i n i t i o n  o f  a d iv id e n d  be  e x te n d e d  w i th  
e f f e c t  from 1 O c to b e r  1988 t o  i n c l u d e ,  w i th  
r e s p e c t  t o  any p e r s o n  who i s  a s h a r e h o l d e r  o f  a
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company o r ,  w here  th e  company i s  a p r o p r i e t a r y  
com pany, an  a s s o c i a t e  o f  a s h a r e h o ld e r :

i  th e  v a lu e  o f  any b e n e f i t  o r  p r o p e r ty  
p ro v id e d  by  th e  company t o  t h e  p e rs o n  to  
th e  e x t e n t  t h a t  i t  e x c e e d s  any 
c o n s i d e r a t i o n  p ro v id e d  by th e  p e r s o n  f o r  
th e  p r o v i s io n  o f  t h e  b e n e f i t  o r  
p r o p e r ty ;  and

i i  c o n s i d e r a t i o n  p ro v id e d  by th e  company 
upon th e  a c q u i s i t i o n  o f  p r o p e r ty  from  
th e  p e rs o n  t o  th e  e x t e n t  t h a t  i t  e x c e e d s  
th e  m a rk e t v a lu e  o f  t h e  p r o p e r ty  
a c q u ir e d  by th e  com pany;

S e c t io n  190

cu  th e  p ro v is o  t o  s e c t i o n  190 be am ended, w ith  
e f f e c t  from  th e  commencement o f  th e  1990 incom e 
y e a r ,  t o  l i m i t  i t s  a p p l i c a t i o n  t o  r e s i d e n t  
r e c i p i e n t s  o f  re m u n e ra t io n ;

S e c t io n  197

cv  s e c t i o n  197 be  r e t a i n e d ;

W inding Up D i s t r i b u t i o n  Tax

cw d i s t r i b u t i o n s  w h ich  have  b een  s u b j e c t  t o  th e  
w in d in g  up d i s t r i b u t i o n  t a x  n o t  be  l i a b l e  f o r  
e i t h e r  n o n - r e s id e n t  w ith h o ld in g  t a x  o r  d iv id e n d  
w i th h o ld in g  p aym en t;
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F r in g e  B e n e f i t s  R e c e iv e d  by "Maj o r  S h a r e h o l d e r s "

cx f r i n g e  b e n e f i t s  r e c e i v e d  by any s h a r e h o l d e r  who 
i s  an em ployee be  s u b j e c t  t o  t h e  FBT reg im e  
r a t h e r  th a n  t h e  c u r r e n t  deemed d iv id e n d  
p r o v i s i o n s :

i  i n  r e s p e c t  o f  f r i n g e  b e n e f i t s  o t h e r  th a n  
l o a n s ,  w i th  e f f e c t  from 1 A p r i l  1988; 
and

i i  i n  r e s p e c t  o f  l o a n s ,  w i th  e f f e c t  from 1 
O c to b e r  1988;

E x c e s s  R e te n t i o n  Tax

cy e x c e s s  r e t e n t i o n  t a x  be r e t a i n e d ;

cz n o n - t a x a b le  bonus i s s u e s  made a f t e r  30 S ep tem ber 
1988 be  e x c lu d e d  from t h e  c a l c u l a t i o n  o f  
d iv id e n d s  d i s t r i b u t e d  by a  p r i v a t e l y  
c o n t r o l l e d  in v e s tm e n t  company f o r  t h e  p u rp o s e s  
o f  e x c e s s  r e t e n t i o n  t a x  c a l c u l a t i o n ;  and

da t h e  ex em p tio n  from ERT f o r  com pan ies  w i th o u t  
s h a r e  c a p i t a l  be r e p e a l e d  w i th  e f f e c t  from  t h e  
1990 income y e a r .

1 1 .8  C on clu s ion

1 1 . 8 . 1  The C o m m it te e 's  recom m enda tions  o u t l i n e d  above a r e  
i n c o r p o r a t e d  i n  t h e  d r a f t  l e g i s l a t i o n  c o n ta in e d  i n  t h e  
accom pany ing  a n n ex . F u r t h e r  r e f in e m e n t  o f  t h e  d r a f t  w i l l  be  
n e e d e d  a s  i t  i s  exam ined by p a r l i a m e n t a r y  c o u n s e l  and o f f i c i a l s .  
I n t e r e s t e d  p a r t i e s  w i l l  t h e n  have  an o p p o r t u n i t y  t o  comment a t  
t h e  s e l e c t  c o m m ittee  s t a g e .  The e x p e r i e n c e  o f  o t h e r  c o u n t r i e s
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h a s  b e en  t h a t  CFC re g im e s  n e ed  r e l a t i v e l y  f r e q u e n t  amendment t o  
m eet c h a n g in g  b u s in e s s  p r a c t i c e s  and no d o u b t t h a t  w i l l  b e  th e  
c a s e  w ith  th e  New Z ea la n d  re g im e . The in c r e a s in g  
i n t e r n a t i o n a l i s a t i o n  o f  b u s in e s s e s  and f i n a n c i a l  m a rk e ts  a l s o  
makes i t  i n e v i t a b l e  t h a t  t a x  l e g i s l a t i o n  w i l l  become more 
com plex , th o u g h  t h i s  w i l l  a f f e c t  o n ly  a s m a ll  number o f  
t a x p a y e r s .

1 1 .8 .2  The r e a l  t e s t  o f  t h e  d r a f t  l e g i s l a t i o n  w i l l ,  how ever, 
come a s  i t  i s  a p p l i e d .  I t  i s  im p o s s ib le  t o  a n t i c i p a t e  a l l  o f  th e  
c ir c u m s ta n c e s  t h a t  may a r i s e .  We a r e ,  h o w ev er, c o n f id e n t  t h a t  
th e  b a s i c  fram ew ork o f  th e  r e g im e s , a s  em bodied  in  th e  d r a f t  
l e g i s l a t i o n ,  i s  so u n d .
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