





Preface

International Tax - A Discussion Document

New Zealand’s current high rate of economic growth is the result of an extensive structural reform of the economy,
including major reforms ir'the area of taxation.

Critical to sustaining this qrqvvth Is continued investment by busingss and increased participation in the world economy.
Openness to foreign capital, icdeas and goods and services i essential.

One of the fundamental grinciples driving the Government’s.economic policies is a commitment to a broad base, low
rate tax environment.  Such a tax envirgnment is conducive to sound business decision making and encourages
investment on merit. Such an environment is also good for the New Zealand economy.

The international tax has a history of being a contentious area of tax policy. This is dug to the mhere_ntl%/ complex nature
of international tax and the rol¢’ interational tax Bla 5asa back-stoP to New Zealand’s domestic tax regime. The
complexity of reforms to international tax since 1988 and the lack of a comprehensive discussion of the Underlying
rationale for the policy, have hindered the development of a broader agreement on tax policy details.

This document performs two roles:

« it presents a discussion of an economic framework which covers the whale field of international tax, allows
evaluation of other regimes and demonstrates how the various elements of international tax ules interact. This
dllscussmdn Is intended to provide a basis for ongoing refinement of New Zealand’s existing international tax
rules; an

. it qutlines specific reforms to the tax rules (coverin f_OI’EIPn direct investment, transfer pricing and thin
caplt_allsatlons) which the Government proposes to consider implementing this year. These reforms, together with
existing rules, constitute the building blocks for a more coherent international tax regime consistent with the
framework presented.

The Government welcomes comments on both parts of the document.
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1. An Overview

1.1  Introduction

The past ten years have been characterised by major reforms within the New Zealand economy. Those reforms have
included very significant changes to the New Zealand taxation system. Major new taxes have been introduced:; for
example, GST. Part of this overall tax reform process has been fundamental reform of the taxation laws as they affect
income flows across international borders,

A der\e/%ul_ated international capital environment requires robust international tax rules to protect the New Zealand fax
base. While providing that essential protection to the New Zealand tax base, the reforms of the international taxation
regime have also beert designed to underpin the development of the dynamic, open, internationally competitive economy
that has been a key component of New Zealand's economic success iri recent years.

Continued investment, necessary to supPort sustainable economic growth, demands that New Zealand businesses be able
to satisfy their requirements for_capital, either from New Zealand or overseas. Policies that give domestic producers
access to capital at low cost will enhance the competitiveness of New Zealand_business and" are consistent with the
Governments policy of repaying public debt to remove the risk premium for New Zealand.

New Zealand’s recent economic performance

The average annual GDP growth over the past 20 years was 1.6%. In the year to June 1994,

GDP growth was 6.3%.1 New Zealand is now one of the fastest growing economies in the
OECD. Forecast average GDP growth for 1994/95 15 5.8%.

Net public debt has fallen from 48% of GDP in 1992/93 to 43% in 1993/94. It is projected to
fall to 26% by 1996/97 and 18% by 2003/04,

Underly_inq inflation has remained below 2% since 1991 and the fiscal balance moved into
surplus in the 1993/94 year.

Exports of %oods and services fotalled 31% of GDP in 1993, Manufactured non-food exports
rose from 19% of eonort earnings in 1980 to 30% in 1993, growing at 11% per annum in the
two years to June 1993 (15% per annum for non-commadity manufacturing exports—on
presént trends, exports of this sort will double between 1993 and 1997).

Foreign direct investment can bring with it the additional benefit of a transfer of technology and ideas to New Zealand.
Openness to foreign capital, ideas and goods and services will aid the effort to build a dynamic, fast-growing enterprise
economy that generates exports and jobs here in New Zealand.

At the same time, New Zealand businesses invest overseas to build infrastructures that support the sale of their New
Zealand-made products and to pursue opportunities not available at home in the New Zealand economy.

A %rowing,_ dynamic economy that is raising the living standards of all New Zealanders will therefore see a combination
of Toreign investment in New Zealand and” overseas investment by New Zealanders. The Government is committed to
New Zealand's continuing full participation in the international economy.

As much as possible, investment degisions should be driven b){ the intrinsic (iuallt){ of the investment rather than by tax
considerations. The tax system should not make offshore investment more or less attractive than domestic investment for
New Zealand investors. ‘Inevitably, however, tax policy plays a role in business decisions, including those decisions
which affect international capital and income flows both’into and from New Zealand.

1 Source -Economic and Fiscal Update, 20 December 1994,
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Openness

Openness and growth are strongly connected. Recent World Bank work on East Asia has
confirmed this.

Eo”r_eign direct investment into New Zealand in the year to March 1994 alone was $4.7
illion.

In legal terms, New Zealand is ver}/, open to foreign investment._ Specific restrictions on
foreign investment apply only to fishing quota and Air New Zealand. ~The Overseas
Investment Commission “oversees any proposal by. non-residents to establish a business;
acquire a_25% or greater share; Increase an eqlity share; or acquire assets above $10
million. - From 1988 to 1992, the Commission declined only three out of more than 4,000
anp“catloqs. dAuthorlsatlon 15 also necessary for a non-resident to purchase rural land or
otfshore islands,

Capital flows world-wide aIreadX dwarf trade flows and are growing faster. Total world
trade volume in 1992 was US$10 billion per day, while forgign exchange turnover was
US$880 hillion per day.

In July 1994 non-resident investors held about NZ$4.671.5 million of New Zealand
Government stock, 245% of the total and about NZ$3,342.7 million of Treasury Bills, 55.9%
Of'ltlhe total. In addition, foreign currency Government debt at 30 June 1994 was NZ$16,864
million.

Foreign investors now hold substantial equity stakes in listed New Zealand companies,
facilitated by dual listings on overseas markets.

Any tax policy development involves achieving a mix of objectives. Clearly, protecting the New Zealand tax base and
low complianCe costs must be key goals.

Prior to Christmas 1994, the Government issued a discussion document giving significant weight to minimising the
compliance costs associated with the taxation system.. Obviously, ensuring the maximum ecoriomic benefit to New
Zealand must also be given full and thorough consideration in tax policy formation.

The policy objective of minimising compliance_costs has already been quen effect in the,international tax regime br the
introduction of such features as the "grey list". Those investing In counitries on the grey list are excused from'comp qu
with the rules of the international tax régime. The gre?/ list countries have robust ufes which are likely to ensure"thd
any income-earning activity will be taxed at a similarrate to that which would apply under the New Zealand rules.

Over the last ten years, changes in international tax policy have led to the introduction of rules which allow the taxation
of New Zealanders on their Worldwide income, measured according to New Zealand tax rules. Both Controlled Forel%n
C?mpatr]les I(tCFCS) and Foreign Investment Funds (FIFs) have béen brought into and are now fully covered, by the
International tax regime.

As part of the continuing reform process, in August 1993 the Government reformed the tax system as it affects non-
resident portfolio investors by introducing a mechanism called the Foreign Investor Tax Credit (FITC).

The introduction of the FITC removed the double imposition of New Zealand taxes on dividends paid to foreign
portfolio investors. Foreign portfolio investors are no longer required to pay full tax at the New Zealand company level
as Well as Non-Resident Withholding Tax. That puts a forgign investor in a‘Similar position to a domestic investor as far
as the maximum New Zealand tax payable is concerned. The change had an immediate positive effect on the New
Zgalz%néj(ysrjare market. (One large New Zealand business estimated thiat this one measure reduced its cost of capital by
about 8%.

At the time of those changes in August 1993, the Government announced that, the next stage of the reform prqcess would
cover the areas of foreign direct investment, transfer-pricing and thin-capitalisation. These, together with existing rules,
represent the remaining"items in the current round of reformis of the international tax regime. The Government iS of the
view that, after the measures proposed in this package (foreign direct investment, transfér pricing and thin capitalisation)
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have been given effect to, New Zealand will have an effective and comprehensive international tax regime. Although
Ministers are always willing to listen to concerns, and obviously any part of the tax law must be the subject of continual
refinement to address issues that arise_(for example, hase maintenance and other concerns), in the fundamental sense,
what has heen achieved by way of major reform in the last ten years is in the view of the Government settled.  After
such a protracted period of intense legislative activity, it is appropriate that there be a period of consolidation.

This discussion document is produced as part of the, generic tax ?olic development process recommended by the
Review Committee chaired by the Rt Hon Sir Ivor Richardson of the Court of Appeal. It outlings the Government’s
Intentions for the next stage in'the development of the international tax regime.

1.2 Brief overviewof thisdiscussion document

To assist understanding of the approach being taken to international tax p,olloy, Part A of the document introduces a
hlgh-l_evel discugsion_0f the economic and tax policy considerations which the Government is working through to
establish tax policy. This discussion is intended fo indicate to_interested parties the thinking on policy. developmént in
this area, It also offers an assessment, in the_light of that discussion, of the current regime for taxing cross-border
Income. To assist the Government in its ongoing refinement of international tax rules, stbmissions are"sought on the
issues raised. The key issue here is the weigfiting to be placed on residence versus source tax bases.

Chapter 2 discusses the broad policy framework issues that underlie international tax policy.

Chapter 3 describes the current international tax regime and then assesses it in the light of the earlier discussion in
Chapter 2 of the broad objectives of tax and economiC policy.

Part B of the document then details the reform measures which the Government proposes to consier implementing this
year. Submissions are sought from interested parties on these measures.

Chapter 4 discusses technical problems inherent in the existing rules for measuring cross-border income flows.

Chapter 5 covers the broad proposals for reform canvassed in this document, after which Chapters 6, 7 and 8 canvass in
detail the options for reform.” They introduce the Government's pro%osa'ls for the tax treatment of foreign direct
mvetstlmertl_t andlput forward the GOvernment's proposals to address the issues of transfer-pricing, source and thin-
capitalisation rules.

1.3 Submissions
Submissions on Part A, the Policy Framework, should be sent to:

The Manager

International Tax

The Treasu&y

PO Box 3724

WELLINGTON.

Interested parties can contact Treasury directly if they wish to discuss any issues raised in Part A,
Submissions on Part B, the Reform Proposals, should be sent to:

The Director
Legislative Affairs

Inland Revenue Department
PO Box 2198
WELLINGTON.

Submissions on either Part should be made by 12 April 199,
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2. POLICY MAKING CONSIDERATIONS

A general discussion on the broadframeworkfor international tax
2.1 Introduction

Previous consultations on international tax reform have tended to focus directly on the proposed measures themselves,
Although “Taxing Income across International Borders - A Policy Framework™ introduced a comprehensive discussion
of the rationale and issues underlyln? international tax pollc%/ there was little feedback on that document at the time that
it was published (July 1991). This Tack of focus in the pas has made it difficult to explain the underlying rationale for
the Government’s infernational tax proposals.

To fill this gap, the Government has been working through. the issues involved in the international tax reglme |dent_|fy|nﬁ

those factors that must be considered! if the Government is to meet its economic and fax Rollcy objectives. This wi

%rowde the context for discussion on international tax policy. In the process of developing this discussion document, the
overnment has undertaken preliminary consultations with 0verseas experts and members of the business community.

This chapter highlights these issues, many of which are based in economic theory and very technical in nature. To make
the points while keepln? the exposition as straightforward as possible, the economic aspects of the discussion simplify
many of the real-world factors that influence business investment decisions.

It has already been pointed out that the Government, in determining its tax policy, endeavours to meet many objectives
some of which do not fit neatly with each other. Greater accuracy, for example, can often only be achieved at the cost of
greater complexity and vice versa.

The design of an international tax regime involves many judgments about the economic effects of taxes, and the
numerous trade-offs hetween the economic effects and thie various practical issues. The f_oI_Iowmﬂ analysis focuses
largely on the economic effects of tax policy rather than the related practical issues. As such, it is an iflustrative guide to
%hﬁ ecor&omlcs of international tax rather than a definitive statement of the tax policy framework that must be rigorously
ollowed.

2.2 Qutline of the chapter

This chaP_ter first discusses economic, considerations. It adopts a step-b¥-step_ approach to illustrate how the manx
important judgments fit into the analysis, and how they affect the de5|?n of the international tax regime. This approac
should make it easy. for readers to plnpomt any particular areas of concern about the econoniic analysis and the
judgments made. Being able to identify their key concerns should enable parties to engage in a process of consultation
on international tax which will be more constructive than in the past.

The economic discussion starts by canvassing the aims of international tax policy. It then looks at the factors, other than
tax, that influence investment decisions. Analysing such influences is important, because an ideal tax system is one in
which tax plays as small a role as possible in investment decision-making.

The discussion then considers the ways in which New Zealand taxes can influence the investment decisions of New
Zealanders investing here and overseas, and of non-residents who are considering investing in New Zealand. This
Ellscusls_lon includes comments on the influence of taxes imposed by other countries on the Neiw Zealand Government’s
ax policy.

Finally, the discussion outlines other important considerations that the Government must take into account when setting

international tax Pol_lcy, including the need to protect the domestic tax base, the need to reduce the costs of complying
with and administering the tax syStem, and the desirability of sustainable policy.

2.3 Thebroadaim of international taxpolicy
231 Introduction

Because New Zealand is an open economy, New Zealanders are free to invest either in New Zealand or offshore.
Likewise, foreigners can invest in New Zealand or elsewhere,

For the purposes of this discussion, investment activity is divided into three separate forms. They are:
1



*  investment undertaken outside New Zealand by New Zealanders. This sort of investment uses exported capital;
*  investment undertaken in New Zealand by non-residents. This uses imported capital; and
*  investment undertaken in New Zealand by New Zealanders. This uses domestic capital.

Although a discussion of domesti¢ investment may seem out of place in a document dealin(h; with international tax, taxes
on cross-border income flows in fact have a marked impact on investment decisions, and the way that all three forms of
Investment interact is a key tax policy consideration.

2.3.2  Supporting efficient use of New Zealand's resources

A fundamental aim of the Government’s policy will always be, consistent with meeting other policy objectives, to ensure
that, whatever the location of investment or the source of finance, all investment decisions make thie most efficient use of
New Zealand’s resources. Policy that achieves this objfectlve will make the greatest possible contribution to economic
growth and consequentially improving living standards for all New Zealanders.

Investors use relative rates of return as a quide to choosing the most productive of alternative investments, both in New
Zealand and overseas. For exar_nﬁ)le, If relative rates of feturn are hlqhe_r overseas than they are in New Zealand, the
Incentive on non-residents especially, but NZ residents as well, will be o invest offshore as opposed to in New Zealand.

It has to be taken as read that an unavoidable consequence of gathering government revenue through taxes is to reduce
the actual direct return the investor achieves on the investment. To promote investment that benefits New Zealand,
therefore, it is important to ensure the tax system does not have adverse effects on the relative rates of return available
from onshore as opposed to offshore investrents.

Less obviqus, however, are the ways the tax system can affect patterns of investment. Deficiencies in the tax regime that
result in different rates of New Zealand tax being applied to different types of investments will alter the refative rates of
return investors_can derive from those investments. This imposes a "deadweight cost” on the economy by potentially
supporting inefficient patterns of investment.

If the international tax regime.is to p|féy its part in encouraging the efficient use of New Zealand's resources, the
Government must aim for & regime that does not distort the relative rates of return from alternative investments both in
New Zealand and offshore. When relative rates of return are not distorted bK tax, investors will concentrate on those
activities that make the most efficient use of New Zealand's resources, rather than those investments that take advantage
of deficiencies in the tax system.

There is also an inescapable link between the world and the domestic rate of return on capital. If the retum on domestic
investment exceeds the cost of imported capital, then New Zealand can ?a_ln by increasing the level of investment
financed by imported capital. Conversely, it the return on domestic capital is loiver than the costs of foreign capital,
then New Zealand loses money by financing domestic investment with foreign capital.

Hence, New Zealanders will gain where F_rodu,ctlve investment opportunities available to them give a return at least as
hl?h as the cost of foreign cdpital. And likewise, New Zealand benefits from making offshore nvestments only if the
refurn to New Zealand iS at least as high as the returns available domestically. To do otherwise would mean thiat New
Zealanders would be investing offshoré when better opportunities are available locally.

Combining these two factors means that New Zealanders should have an incentive to invest offshore only when the
returns aré at least as high as the cost of imported capital.



These two factors can be summarised as follows:

FACTOR ONE:; New Zealanders should continue to take up domestic investment
opportunities until the return to domestic capital falls to the level of the cost of imported
capital, but not below it

FACTOR TWO: New Zealanders should continue to take u? offshore investment until
tbheI retutrn to exported capital falls to the level of the cost of imported capital, but not
elow it.

If the international tax re%ime alters the relative rates of return available in New Zealand such that either of these two
conditions, or both, are nat met, then New Zealand will not be making the most efficient use of its resources.

2.4 Influences oninvestment

Cross-horder investment occurs for a variety of reasons, Tax related issues are but a part of the overall picture. The
impact of these differing influences varies depending on the type of investor.

AIthouHh the reasons for investment and types of investor are myriad and comple, there are two types of investors
generally considered in a broad discussion such as this. They are portfolio and direct investors.

A portfolio investor is a shareholder with a non-controlling interest in a company, The level of shareholding is generally
less than 10% of a com‘qany‘s shares or, alternatively, consists solely of debt"instruments in a company. Usually the
holgfmlgs are relatively liuid and small influences tan see major changes in the content of a particular investor's
portfolio.

In New Zealand, portfolio investors have a wide range of investment options to choose from. It is safe to assume that
Fortfpllo Investors will, as a key motivation, seek the highest return on the funds at their disposal. The nature and
ocation of specific investmentS are less of a factor i investment decision-making for portfolio investors. The
motivation for investment will include the desire to diversify portfolio risk.

Direct investors, by contrast, are investors who take a significant stake in the company in which they invest. Factors
other than immediate retum on capital are important déterminants of direct investors investment tecisions. These
investors will tend to follow carefully the performance of the particular company concerned, and will often actively
participate_ in the operations of the compargjy. They will almost certainly have Some influence over the affairs of a
company, if not a controlling interest. Many direct investments will be wholly owned subsidiaries.

Direct investments are less liquid. They do not move out of a holding quickly or merely because the rate of return is
temporarily lower than they expect. Factors such as the location of markets and production inputs, tariffs and other
barriers t0 trade, and access t0 new technologg and knowledge will concern direct investors. In the longer term,
however, direct investors will still be influenced ™y the return on their investment.

The retum that investors seek is an amalgamation of all the factors that influence investment.

2.5 The source of capital - domestic or foreign

The amount of capital imported into a country will be influenced by the extent to which forelgn investors can switch
from investments In one country o investmeénts in other countries, The comparative rates of return available from
Investments between countries Wil be important in driving switching between countries. Obviously, political and
economic stability also play a role in an investor’s decision”to go int0 a particular country, as do a Variety of other
features of a particular economy.

In a small open economy like New Zealand’s, the supply of fqreig?n capital is very sensitive to the rates of retumn
available in New Zealand" compared with rates of return available in other countries.

Further
capital here have no discernible effect on those world market rates. It Is the actions 0
throughout the world's financial markets that set the return for imported capital.
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From the New Zealand business perspective, demand for foreign investment funds will depend on a number of factors,
mcIudmg_ the rates New Zealand businesses must Fay for domestically sourced capital and the extent to which New
Zealand Tirms are willing to switch from domestically Sourced capital ta foreign capital.

If New Zealand businesses are in a position where they can readily. switch between domestically sourced and foreign-
sourced capital, their demand for domestic capital will be very sensitive to the rates of return paid'to foreign investors.

AIthough levels and sources of investment are sensitive to many factors, the implication of this ﬁrocess IS that the more
freely business investment can move, the more investment décisions will be influenced by the world rate of return
required by non-resident suppliers of such capital.

26 THEIMPACT OF TAXES
2.6.1  Introduction
To understand the impact of taxes, we have to first consider what would occur were there no taxes.

Theoretically, the real cost of foreiqn funds equals the pre-tax return accruinﬁ]to non-residents minus the portion of that
prel-(t)%} return received by New Zedland as tax revenue. For the purposes of the following discussion, assume this figure
IS U7,

Consider the case in which foreign investors are able to earn 10% by lending money to a number of Go_rospectlve
borrowers. In this_example, foréign investors are indifferent as to where tfiey earh their money. Given these
assumptions, New Zealand husinesses will have to pay. non-resident investors, 10% after tax to attract finance. If theoy
p%ld {ess than 10%, foreign investors would simply shift their investments to jurisdictions in which they can earn 10%
after tax.

In this simEIified mode| of the world, because there are no taxes, there are no tax-driven distortions to economic
behaviour. Funds move freely_ to the highest hidder. The world rate of return applies to all investments, whether they be
Imported, exported or domestic capital.
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26.2  How taxes affect investment decisions

To the extent that taxes reduce e%ually the return to the investor from all potential investments, then the level of
investment will be affected, but not the Pattern of Investment, If taxes alter the relative returns from different investment
oPrpqrtumtles, then the pattern of investment will be altered; leading potentially (as explained in the section above on
etficient use of New Zealand’s resources) to a less efficient use of Néw Zealanas resources.

New Zealand tax tg)ol_ic will alter these impacts least when investment and production choices of individuals and firms
are least affected Dy income taxes levied by New Zealand.

There are several ways New Zealand can tax the three bases referred to in this discussion; that is imported, exported or
domestic capital. New Zealand could:

o« taxresidents only on their domestic income
0 tax residents on their world-wide income
0 tax non-residents on their New Zealand-sourced income

Each of these is now considered.
a) New Zealand taxes only residents and only on their domestic income

The overall return to New Zealand equals the after-tax return to the New Zealand investor plus the tax revenue paid to
the New Zealand Government. That is, the refurn on the investment is spread between the investor and the Government.
The pre-tax return on domestic investment reflects the productivity of the investment for New Zealand.

Where there are no or Jower f_orelgn taxes (assummg all else is equal), imposing New Zealand tax on residents' domestic
income, while exempting residents’ foreign-sourced income from tax, would merely drive residents to invest offshore
where there are_no or [ower taxes. In thiS case, to the extent of New Zealand taxes lost because the investment is not
located in New Zealand, there would be a loss to New Zealand. Consider the following example:

Suprose a resident has $1,000 to invest and that domestic income is subject to a 33% New
Zealand tax rate but that offshore income is exempt from New Zealand'tax. The investor
can_eam after-tax income of $67 at home. The residents will invest in any offshore
project yleldmoq pre-tax returns as low as $67, but only invest at home if the pre-tax return
15 at least $100. Thus, an exemption for offshore income encourages New Zealanders to
invest in offshore projects yielding less than the 10% rate of return. A New Zealand
investor could borrow from' foreigners at a 10% interest rate and on-lend it to other
foreigners at a 6.7% interest rate and still have the same amount of cash in hand.

Therefore, to refrain from faxing the earnings of foreign investments of New Zealanders is obviously a bad policy from
New Zealand's point of view. The following diagram explains this point. For the purposes of tfie diagram, we will
assume there are no taxes offshore.



Figure 2 illustrates why it is inefficient to tax domestic investment but not exported investments. It is of course a stylised

example. The extreme’ result is a tax system that collects no revenue, but encourages New Zealanders to hold tax-free

investments offshore and non-residents to hold tax-free investments in New Zgaland. Non-residents taking up the

Kl]vestzmept (()fportunltles abandoned by residents will, however, still require the full 10% world rate of return to come to
ew Zealand.

) New Zealand taxes only residents but on their world-wide income

Under this scenario, New Zealand would tax the offshore income of residents at the same rate that applies to residents’
domestic income.

This approach is referred to as the residence basis for income taxation.

Under the residence basis of taxation the after-tax return to residents from both domestic and offshore investments is
reduced by the same proportional amount. As a result, New Zealand investors will choose the investment yielding the
hlgihest pre-tax return because that also yields the highest post-tax return, Offshore investment under these cifcumstances
will occur only when the investment retiirns justify the investment; that is, when the after-tax return is equal to or greater
than that achievable in New Zealand.

In the example above, New Zealand residents will invest offshore only when they can earn more than the $67 after-tax
income, available at home. If residents are subject to a 33%, tax rate on both théir domestic and offshore income, then
they. will invest only in offshore ’\ijects yielding pre-tax income equal to or greater than $100: in the absence of
forelgn taxes Investrents benefit New Zealand because: (1) the overall return for New Zealand (i.e., the Pre-tax Income
equals or exceeds what they could. have achieved at home; and (2) the overall return exceeds the cost of foreign capita
to New Zealand. The latter condition means that any cross-hauling effects benefit New Zealand.

There are, however, situations_where New Zealand cannot fully tax offshore income. Both practical and inter-
jurisdictional difficulties arise. For example, some international agreements New Zealand has entered into limit our
ahility to tax New Zealanders, in other jurisdictions. In particular; double_tax agreements (DTAs) New Zealand has
entered into (as well as practical con&deraﬂons} generally. prevent New Zealand from taxmg foreign companies on
offshore income they derive that accrues to New Zealand residents. Moreover, if a New Zealand resident makes a direct
Investment in a count,rg with which we have entered into a DTA, New Zealand tax will generally be reduced by credits
for any foreign tax paid.
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As a result, the effective tax rate New Zealand imposes on foreign-sourced income can be lower than the rate applied to
domestic-sourced income,

) New Zealand taxes residents only on their New Zealand-sourced income and non-residents

Applying the same rate of tax to both residents” and non residents’ New Zealand income is referred to as the source
basis for income taxation. Under the Source basis taxation system, all income eamed in New Zealand by both residents
and non-residents would be fully taxed.

The source basis of taxation has the apparent advanta?e of seeming to be “fairer” than a residence basis. Under the

residence hasis New Zealand investors would be fully taxed on their domestic and foreign income whereas competing

non-resident investors would be exempt from New Zealand tax even on New Zealand investments. However, such 2

lc\loncl%smln Igses ,ﬁs sttrength if the burdlen of any tax New Zealand levies on non-residents is in fact merely shifted on to
ew Zealand residents.

Can non-residents shift the burden ofNew Zealand taxes?

Again, the example begins with the world rate_of return equal to 10% and a foreign investor havin% $1,000 to invest in
any offshore country including New Zealand. The return s, however, taxed by New Zealand at say 33%.

International caﬁit_al markets will endeavour to res&ond to the imposition of such a tax. Investors with liquid funds can
either transfer their funds to a country other than New Zealand where they can eam the required 10% post-tax rate of
return or demand higher returns from New Zealand to compensate for the effect of its taxes on non-residents.
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Returning to the earlier example, the initial impact of New Zealand’s taxation of non-
residents will be to reduce returns to non-residents from $100 pre-tax to $67 post-tax,
Because investors can_earn $100 elsewhere, in these circumstances they will require $150
gre-tax to continug to invest in this country. Therefore, Pre-tax returns increase by 50% to
150. Because of the operation of financial markets, interest rates in New Zealand would
also rise to match the new level. This means that all New Zealand borrowers must pay
$150 instead of $100 to borrow %1,000 from any potential investor be they domestic_or
non-resident. This means that the cost of capital in New Zealand incréases, slowing
economic growth.

Care therefore has to be taken with the loractlcal application of the source taxation method. To the extent that non-
residents can shift the burden of New Zealand taxes back onto New Zealand businesses by covering the cost of any New
Zealand taxes paid in the Prlce they charge for the funds, taxing non-residents adds to New Zealand business costs and
will not improve New Zealand’s competitiveness.

If taxing non-residents leads to a higher domestic cost of capital, New Zealand firms will need to reduce their costs,
including potentially the real wageS of their workers so that they can pay the higher cost of capital and remam
internationally competitive in product markets.

Taxing non-residents could therefore prove self-defeating for New Zealand businesses to the extent that it merely led to
a rise’In the domestic cost of capital, It follows therefore that an issue for international tax policy consideration is to
assess to what extent taxes on non-residents impact on the domestic cost of capital.

2.1 Theproblemofdouble taxation

In the ahove examples, other countries do not tax income. In practice this generally does not occur. The analysis is now
extended to reflect the impacts of such taxes.

When other countries tax cross-border income, the potential for!uridical double taxation arises. Juridical double
taxation occurs when both the country where income iS earned and the country where the investor resides tax the same
income.

| there are no foreign taxes, taxing New Zealanders’ domestic income while exempting New Zealanders’ offshore
income from tax will drive investment offshore (the section above on the source of capital discussed this point).

To see how foreign taxes alter this conclusion, consider the case of @ world (including New Zealand) where there are no
taxes, Assume aNew Zealander has $1000 to invest in three countries: New Zealand and two other countries, A and B.
The interest rates in each country are as follows.

CASE 1
Country A Country B New Zealand
(zero tax) (zero tax) (zero tax)
Pre-tax Return 1% 9% 10%

In this case, the New Zealander investor would invest in country A, because that is where they can eam the highest
return (the investor’s choice is in bold).

Now consider what happens if Country A imPose_s a tax of, say, 20%, on all foreigners, including New Zealanders,

investing there. The investor now eams the following rates of retun:
CASE 2
Country A Country B New Zealand
(20% taX) (zero tax) (zero tax)
Retumns after Foreign Tax 8.8% 9% 10%
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In this case, the New Zealander would rather invest in New Zealand than in Country A or Country B.

Case 2 provides the benchmark from which tojud%e the imposition of taxes by New Zealand. If New Zealand had no
taxes it would not try to offset the foreign tax with a subsidy to encourage New Zealanders to invest in Country A
Theoretically therefore the same result should apply when New Zealand taxes domestic and foreign-sourced income.

Now consider the case where New Zealand imposes a 33% tax rate on New Zealanders' domestic-sourced income, while
their foreign-sourced income remains untaxed.

In this cage, the incentives facing the New Zealand resident investor again change. They would now prefer to invest in
Country B than in either New Zealand or Country A.

CASE3
Country A Country B New Zealand
(20% tax) (zero tax) (33% tax)
Returns after Tax 8.8% 9% 6.7%

However, from New Zealand’s point of view the investment choices made in Case 2 remain preferable: the investor
should invest in New Zealand, because that is where the overall return to New Zealand is highest.

New Zealand can restore the benchmark result in Case 2 hy. taxing its residents’ forgign-sourced income in addition to
any taxes imposed by foreign governments. If it does so, the investor faces the following retums:

CASE4

Country A Country B New Zealand

20% ta>é) 7610 tax

ESS% NZ tax) 33% NZ tax) (33% NZ tax)
Returns after Tax 5.8% 6% 6.7%

In practice, however, a deduction system along these lines cannot be applied. There are a number of reasons for this
including the costs that such an approach would add to the New Zealand economy.

Our DTAs require New Zealand to adopt either an exem‘otion or foreign tax credit approach. Under an exemption
approach foreign-sourced income is exempt from New Zealand taxes. Whnereas, under the foreign tax credit approach,
ew Zealand gives a credit for foreign taxes paid by its residents on their foreign-sourced income.

Further, there is a concern that other countries would strongly object to a system that would be seen by them as a
deliberate effort by New Zealand to place an extra tax cost'on businesses investing in their country, thus deterring
Investment in their economy.

In addition, as a rule those,involved in business activity do not regard tax cost as the same in character as other business
costs. The business proprietor has no control over taxes. Intuitively therefore in principle, the general reaction would
be that it is wrong to |mgose a layer of New Zealand tax on top of  layer of tax already paid overseas, the deduction
approach would be seen by most peaple as imposing an unfair tax burden on New Zealanders investing offshore.

In ling with this theoretical discussion though, this “double layer” of tax arqument could be looked at another way.
Namely, to the extent that taxes_on non-residents adds to the domestic cost of capital, other countries that apply such
taxes Will give a comPen_satory lift in returns to non-residents, including New Zealanders, that invest in their Country to
compensate them for their tax charge.

This is illustrated by expanding on the above example.

CASE5
Country A Country B New Zealand
20% ta>§) 2610 ta>9
E33% NZ tax) 33% NZ tax) (33% NZ tax)
Returns after Tax 1.4% 6% 6.7%



Therefore, while New Zealanders investing offshore may IegaIIY pay taxes to two countries, they may only bear the
economic incidence of the New Zealand tax. In economic terms, they only pay one layer of tax.

Second, if the pre-tax returns do not rise to offset the tax on non-resident investors, the foreign tax penalises New
Zealand by reducmgi the overall returns to New Zealand from offshore investment. But there is nqthm% New Zealand
cz%rr]] d(')\| to aZv0||d tga penalty. Lowering the tax rate applied to foreign-sourced income merely shifts the burden onto
other New Zealanders.

28 The Role of Tax Treatiesand Tax Administration Considerations

There are consideration,s,arisinq for the tax administration and in the negotiation of double taxation agreements with
other competent authorities that must be considered in any tax policy developments. We must consider how other
jurisdictions will view our actions.

As explained earlier in this document, New Zealand taxes residents on their worldwide income, and, since the early
1960, has allowed a credit hoth unllateral,ly_and in terms of tax treaties for foreign income tax paid on any foreign
income derived by a resident, The tax credif is limited to the amount of the New Zealand tax that would otherwise be
payable. The effect is the resident pays the higher of the two countries’ rates.

Under the twenty four tax treaties we have with foreign countries our residents receive certain benefits. The major
benefit that they receive Is certainty of tax treatment in the forelgin country, i.e, the treatment guaranteed by treaties
which follow iriternational norms. More specifically, they commonly receive the following benefits:

» exemption of foreign tax on foreign profits not attributable to a branch in the foreign country.
* reduced or nil rates on investment income earned in the foreign country.
» a(uarantee of tax credits in New Zealand for any foreign tax paid in accordance with the treaty.

» procedures for corresponding adjustments in one country when transfer pricin? adjustments are made in the other In
other words, if one country incréases the returned profit of one affiliate, the other"country may reduce the profits of

the other affiliate).

* mutual agreement procedures between the tax authorities to deal with other cases of difficulties which might arise an
render the taxpayer liable to double taxation. Examples are the clashing of residence rules and the clashing of source
rules (For examPIe, both countries may under their domestic tax laws treat a taxpayer as a resident and Seek to tax
that taxpayer on their worldwide incomg.).

* some protection against changes in quislation in the foreign country (where such legislation is contrary to the
provisions of the treaty, the treaty normally prevails).

In contrast to residents, non-resicents are taxed on New Zealand source income only. Full New Zealand tax rates are
levied on net business income according to normal deductibility concepts, Lower rates are levied on investment income
(dividends, interest and royalties) but thie lower rates are applied to gross income with no deduction of expenses.

The underlying concept under our tax treaties is to reduce tax rates on non-residents on a reciprocal basis within the
protection 0f a'treaty and thus leave tax havens out in the cold.

From the rooint of view of the tax authorities the tax freaties have a number of benefits. The major one is the ability to
obtain jnformation from the other country. This is of crucial importance for our Inland Revenue Department in
combating avoidance and evasion.

The overall pollc¥ direction for New Zealand over the last 20 years has been to follow the OECD recommendations to
use such treaties to remove obstacles to the flow of capital and people, and to combat international evasion/avoidance
through the exchange of information. In practical terms that means that we have reduced our tax rates on non-resident
within the protection of a tax t_reatx while at the same time obtaining reciprocal benefits for New Zealand residents in
relation fo their tax exposure in.those other countries. Benefits are granted to tax?ayers on whom information and
verification can be obtained in line with the exchange of information provisions of thé treaty. By reducing domestic
rates within the protection of treaties this has helped to combat international evasion and avoidance.
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29  Therelationship betweendomesticand international tax

The above discussion indicates that there is no one simple sry]/stem for taxing cross border income flows that meets all
objectives. Either system, that is, source or residence taxing, has advantages and disadvantages. The effect of not taxing
residents on their worldwide income and the way taxes “on non-residents can influence the relative rates of return
Petvve?_n domestic and foreign-sourced income means that there is a connection between the two arms of international
ax policy.

The aim of the Government must be to equalise as far as Possible the rate of return on imported and exported capital by
levying an appropriate net tax on income tlowing from hoth sources.

The basic logic underlying this approach is as follows:

L New Zealand taxes should not affect residents' decisions, between investing locally or offshore, provided New
Zealand applies the same tax treatment to both their domestic and offshore sources of income;

2. when New Zealand taxes the foreign-sourced income of New Zealanders at lower rates than domestic-sourced
income, New Zealanders receive an implicit increase in the after-tax return on their offshore investments.

3. taxing non-residents can offset this implicit increase in the return, since it raises pre-tax rates of return in New
Zealand relative to offshore and provides a further implicit incentive to invest onshore.

For the purposes of this discussion, we refer to this link between the taxes imposed on residents and non-residents as the
"see-saw’” rel_atlonshlp. In purely theoretical terms, the "see-saw" relationship would reguire the aggregate tax rate on
cross-border income tlows to sum to around the New Zealand corporate tax rate. Theoretically, under’thé “see-saw" the
choice appears to be between ex |ICII|?{ double taxmtg residents on their foreign-sourced income or imposing a hidden
additional cost through a higher domestic cost of capifal. In practice the link is'not so definite.

The “See-saw” Relationship

In its simplest form, the "see-saw" relationship arises because to the extent that taxes on
non-residents are recovered by the non-resident from the New Zealand business, they in
ef{ect raise the rates of return in New Zealand relative to the world non-taxed raté of
return.

Further, if New Zealanders are taxed more lightly on their offshore investments than on
their domestic investments, then the tax system encourages them to invest offshore.
Taxing non-residents can offset this bias by this increase In the rate of return, thereby
making New Zealand a more relatively attractive location for residents to invest.

Implementin% a pure application of the see-saw relationship would imP_ose other costs on New Zealand if it raises the
domestic cost of capital facing businesses already Pfroducmg and inves mg% in New Zealand. The choice of tax rate on
non-residents involves therefore a complex trace-off that takes into account and balances all these factors.

|f New Zealand applied the deduction approach while other countries applied the exemption and credit approaches, New
Zealand resident International investors would be competitively disadvantaged vis-a-vis, their foreign rivals. The
sﬂuaElon would be akin to New Zealand exporters that have to compete against subsidised producérs from other
countries.

There is nothing New Zealand can do to remove either implied or direct subsidies given by other countries. Offering
competlntg subsidies to New Zealand exporters and offshore investors only serves to make New Zealand worse-off b

making it more attractive for New Zealanders to invest offshore, App{}/mg the same fax treatment to forelqn-s_ourced
Income as other countries maintains the competitiveness of New Zealand based international investors, but potentially at
the expense of the competitiveness of the New Zealand economy.

In Hract_idcaltterms, the realistic option for the Government is to have some combination of taxes on both residents and
non-residents.
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2.10 Foreign tax credits received by non-residents

When non-resident investors receive full credits for taxes paid in New Zealand, each dollar of New Zealand tax_is fully
offset by a reduction in home country taxes. The non-resident’s tax bill remains constant. Taxing non-residents in these
situations transfers revenue from the foreign country to New Zealand. Under these circumstances, New Zealand is able
to rtalsfe taxtrlevenue without deterring forgign investors and without increasing domestic interest rates or the domestic
cost of capital,

I all non-residents are taxed currentI?/ by their home country and receive credits for New Zealand taxes, then the best
Pollcy for New Zealand would be to fax non-residents at least up to the level of those credits. I non-residents received
ax Credits in their own country of residence for foreign-sourced income they earn throurqh their New Zealand
operations, New Zealand should &lso_tax those earmn?s. However, most countries do not currently tax income earned bh/
a New Zealand subsidiary, so New Zealand does not get “free” revenue from applying the comipany tax, even thoug|
those earnings may be eventually taxed by the home country, with a credit for New Zealand taxes, when the income’is
d%sftrltbutted V|a|1 ?l}ndends. The Value of the deferred tax crédit reduces the cost of the New Zealand tax, but does not
offset it completely.

Most countries do not provide full credits for taxes paid qerseas or restrict when their credits can be ysed. To the
exéent éhat these limitations cause a double tax effect to arise, the advantages gained from taxing non-residents can be
reduced.

2.11 OTHER IMPORTANT CONSIDERATIONS
2.11.1 Compliance and administrative costs

In the course of designing or evaluating an international tax regime, it is also important to incorporate the Government
policy of minimising comﬁllance costs, bath the costs taxpayers incur when complying with their obligations under the
regime and the costs that the Government incurs with the adrinistration of the regine,

It is important to note, however, that there is a further trade-off in the, compliance costs area. Simply put, the trade-off is
between accuracy and simplicity. Improvmq the accuracy with which the income tax regime mieasures cross-border
income flows or reduces the scope for tax planning opportunities tends to increase the compliance and administrative
costs arising from the international tax regime. Balancing these trae-offs is not straightforward.

For instance, the company tax regime is of necessity more complex than the source deduction system on wages. For the
first regime, full accrual accountln? records with their supporting administration and analysis must be maintained. For
the second regl_me, a more ,stralf;ht orward calculation to determine a specific deduction from a cash payment must be
made. The additional work involved imposes higher compliance costs than the PAYE system, but the compan}/ reglme IS
a key “hackstop” to the effectiveness of the PAYE regime. Without the company regime, it would be very attractive for
taxpayers to convert wage and Salary income into company income and remain untaxed on, that income until it is
?HS ributed to rt]he,ultlmate shareholders. It would also be attractive for them to defer investment income taxation through
e same mechanism.

Similarly, taxes on the foreign-sourced income of residents are a key "backstop™ for the domestic income tax regime.
They may be more costly to enforce and comply_ with than domestic taxes, but the regime plays an important role in
protecting the integrity of the whole tax system a5 it applies to New Zealanders.

For ttg_e Government, considerable weight is given to compliance costs in the design of the policy and its day to day
operation.

2112 Minimising tax planning opportunities

Some taxpayers develop complex arran%ements to reduce their tax liabilities in ajurisdiction by exploiting differences in
tax treatments across countries and different forms of income, by recharacterising in legal terms the Source of their
Income, its type, or their place of residence.

Such activities can impose additional “deadweight costs" on New Zealand as a whole by:

J encouraging taxpayers to use. resources to design legal and financial structures to reduce New Zealand tax, Such
Iexpenglture I socially wasteful as it is directed at "gaining a larger share of the pie" rather than at "making the pie
arger”;
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J engouraging poor investment decisions by artificially altering the after-tax rates of return to alternative investments;
an

* requiring the Government to impose costs on business by the complexity of the measures needed to address this
activity and the higher rates of tax needed to raise the sime amount of fevenue (ie., to make up for the resultant
erosion of the tax base).

Tax planning can hest be countered by ensuring that, as far as practical, tax is levied on a broad income tax base at low
rates.  This"broad base, low rate approach iS reflected in the Government’s international and domestic tax reform
programme.

New Zealand can tax non-resicents only on income sourced in this country. The non-resident base is best protected by,
as far as practical.

» applying uniform rates of tax on different forms of New Zealand income; and
» having clear and robust rules determining when income is sourced in New Zealand.

The measures canvassed in this document relating to foreign direct investment, transfer pricing and thin capitalisation
aim to meet these objectives.

2.11.3 Multinationals and International Tax

As discussed above, applying the residence principle (that is Ievyln% equal tax on both the domestic and offshore income
of New Zealand re3|dents§ rédyces any tax incentives to invest offshore and Rrotects the tax pase. Strictly, this principle
applies to New Zealand resident companies on!}/ to the extent they have New Zealand residerit shareholders.
Application of this principle to a New Zealand resident company owned full¥ or partially by non-residents would mean
those non-residents are subject to New Zealand tax on their foreign income. This can make New Zealand an unattractive
base for offshore investment by multinationals. Consideration needs to be %lven to whether this problem can be
ameliorated without reintroducing artificial incentives for New Zealand shareholders to invest offshore and without

exposing the tax base to avoidancé problems.

2.11.4 Policy sustainability

Investments are, by their nature, a "forward-looking" activity and once initiated they are often costly to reverse.
Investment thrives in a world where the rules are undérstood and permanent. Tax changes that can be reversed at a later
stage after investments have been made would be unwelcome, “These concemns tend to be of greater importance to
foreign investors who often feel more exposed to changes in policy.

To avoid deterring investment, it is important to have broad community support for major tax rules so that they are seen
8s sustainable in the future, To _engi_ender this support, the Government intends to consult widely before deciding on the
direction and nature of policy initidives.

In addition, adopting reforms based on a consistent framework will build credibility over time.

It is therefore very impartant that individual reforms to the international regime are consistent with an overall economic

and policy framework for international tax policy and that the long-termdirection of policy be signalled clearly and
adhered t0 over time.

212 Conclusion

In the course of gathering revenue, the income tax regime has a number of effects on economic behaviour.

Of particular concern is the ability of a poorly designed income tax system to;

* (leter foreign investment and the associated benefits of new capital, skills and technology it embodies;

* increase the domestic cost of capital for New Zealand firms, thereby reducing their international competitiveness;
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* encourage paéterns of foreign and domestic investment that do not make the most efficient use of New Zealand's
[ESOUICES; an

» make New Zealand an unattractive base for foreign multinationals to invest offshore.

In principle, the international, tax regime should be designed in such a manner as to reduce these "deadweight costs".
However, the process of desminm? a practical international tax regime that meets the Government's economic P_ollcy
objectives and international obligations is a complex process involving numerous trade-offs between various objectives.

Theoretically, the broad features that the international tax regime should possess to be consistent with the Government's
economic policy objectives are in particular:

+ the effective tax rates_applyingz to the New Zealand-sourced income of non-residents should be as uniform as
possible across alternative Investments; and

o the eftfecti}/e rates of tax applying to the foreign-sourced income of residents should be as uniform as possible across
investments.

In both cases, this requires accurate measurement of income and uniform statutory tax rates on each type of income,

The. rates of New Zealand taxes imposed on inward and outward investment need to reflect the desirability of
minimising the cost of capital to New Zealand and encouraging investment into New Zealand. So far as possible the rate
structure Shauld not provide an incentive for New Zealanders to invest offshore rather than here, ' The “see-saw”
relationship is a theoretical framework for considering this issue. However, tax rules on investment flows also need to
be practical and fair,

Consicleration also needs to be given to:

* minimising opportunities for tax planning;

» the compliance and administrative costs of the regime. Reducing such costs inevitably involves some sort of trade-
off between the accuracy of income measurementand the simplicity of the regime;

* ensuring the regime is sustainable in the longer term and sends clear signals to potential foreign investors about New
Zealand'tax striictures;

noting that a well designed regime will leave business investment decisions the same as they would be in the absence of
New Zealand taxes.
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3. The Current Tax Regime

A description and assessment ofthe current regime in the light of the general discussion in Chapter 2

Summary

Residents:

shareholders of New Zealand companies are taxed at their New Zealand rate
with a credit for New Zealand taxes and a deduction only for foreign taxes;

income received directly from offshore is taxed at the relevant tax rates (usually
33%) with a credit for foreign taxes;

a dividend received b%/ a New Zealand company is sub{ect to Foreign Dividend
Withholding Paymen (FDWP& at 33%, with & credit for foreign Non-resident
Withholding Tax (NRWT) and with a credit for underl%mfg foreign company
taxes if the New Zealand company owns at least 10% of the foreign company;

income accrued, within most forms of foreign entities is taxed on a current
accrual hasis with a credit for foreign taxes, unless the entity is resident in a
"grey list" country in which case it is exempt from New Zealand tax on accrual.

Non-Residents:

debt investmentis generally subject to either NRWT or AIL;
portfolio equity investment is subject to company tax and NRWT;
direct equity investment through a branch is subject to 38% branch company

%iFr&VctTequity investment through a subsidiary is subject to company tax and

31 Current tax treatment of foreign-sourced income of New Zealand residents

3.1.1 The general principle - New Zealand residents pay tax on their world wide income

In principle, New Zealand residents are taxed on their world-wide income; that is, the income they derive from all
foreign sources as well as the income that they derive from New Zealand. However, as explained below, credits are

offergd for taxes paid overseas.

New Zealand residents can engage.in a wide range of economic activities offshore, directly or indirectly, through

various mechanisms such as companies, partnerships and trusts.

3.1.2 Credits for taxes paid overseas

The amount of New Zealand tax collected from the foreign-sourced income of residents can vary greatly depending on

the extent to which New Zealand grants the taxpayer a credit for taxes paid overseas to a foreign jurisdiction.
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3.1.3 Income from foreign “portfolio™ investment and distributions

Resli%ené individuals or companies can receive distributions of income from offshore in a number of different forms,
Including:

* interest paid by a non-resident borrower;

» dividends paid by a non-resident company;

* royalties paid by a non-resident;

» payments for services performed offshore; and

* husiness income derived from an offshore branch.

Income earned by a New Zealand resident individual from foreign portfolio investments, such as interest, dividends and
royalties, is subject to the resident’s personal New Zealand tax rate, less a credit for foreign taxes paid by the individual
(these are usually withholding taxes imposed by foreign governments).

The same t)(pes of income, other than dividends, earned by a New Zealand company are also taxed at 33% less a credit
for foreign taxes paid by the New Zealand company.

A dividend received by a New Zealand company is subject to FDWP of 33%, less a credit for foreign taxes paid by the
New Zealand company.

If the New Zealand com an¥ owns at least 10% of the foreign comPany paying the dividend, the New Zealand company
mﬁy ﬁredlt at%algst _ﬁs Fd WP liahility a proportionate share of the foreign Comipany taxes borne by the foreign company
which pays the dividend.

3.14 Income earned from investment in foreign companies

The CFC regime aPpIies to investment in foreign companies controlled by the New Zealand shareholders. Broadly, that
Is the case Where five or fewer residents own”more than 50% of the foreign company or, in specified circumstances,
where a single person owns 40% or more of the company.

The FIF regime aP_?Ii,es when the CFC regime does not apply; that is, it applies to investment in foreign superannuation
schemes, foreign life insurance policies and foreign companiés that are not controlled by New Zealand shareholders.

Resident shareholders are allowed a credit for forelgn withholding taxes Pald by them. Additionally, under the CFC
regime and in certain circumstances under the Fl regil_me, the “resident shareholders are allowed a credit for the
underll_ylng foreign taxes paid bdv the forel%n company thal is earning the income on their behalf. In other circumstances,
the FIF regime gives only a dedu he foreigr taxes.

ction for
The main exception to this treatment is the “grely list” exemption, If the foreign company is resident in a grey list
country, neither the CFC nor the FIF reglmes apply. (unless the foreign company 1S subject to a low foreign tax Taté due
to a désignated concession listed in the 16th Schedule to the Act).

Since New Zealand offers a credit for taxes paid_to overseas countries, it is likely that little revenue, if any, would be
collected by New Zealand from husinesses operating in countries that apply taxes qual to or greater than those imposed
under the CFC regime. Accordin Ie(, to reduce unnecessar comEhan_ce COStS, comPanleso efating in grey list countries
are exempted from the Controlled Foreign Company (CFC) and Foreign Investment Fund (FIF) regimes.

The tax regimes in overseas jurisdictions vary e_nor,mousI?{. Certain countries have robust tax rules while others do not, A
list of countries that meet cértain robustness criteria are listed in the 15th Schedule to the Act and are referred to as the
"grey list" countries. The list of countries included on the grey list is reviewed annually. As would be expected, given
the benefit that inclusion confers, the criteria for inclusion on the grey list are rigorous.

There are currently six countries on.the grey list (Australia, United Kingdom, Canada, United States, Germany and

Japan)l. As a ?e_neral rule, tax levied in a grey list country should equate to the [evel of New Zealand tax that would be
payable if thal income was sourced entirely fiom New Zealand. The grey list and the availability of tax credits mean that
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New Zealand residents might pay nil New Zealand tax on profits earned overseas. At most, the payment of New Zealand
tax on overseas earnings IS no more than the corporate rate; that is, 33%.

The Government announced its policy on the “grey list” in the 1992 Budget. Under that policy, each year the schedule
of.countries on the “grey list” will be reviewed as part of the Bud%et consideration process. A$ other countries meet the
criteria for inclusion laid out in the 1992 Bud%et ocumentation, they will be added to the “grey list”. Apart from this,
the Government considers the current “grey list” criteria as settled.

As explained above, this exemption is 1L?i\zen to save taxpayer compliance costs. It is dpresumed that companies resident
In these countries pay foreign taxes sufficient to generate foreign tax credits that would offset all of the New Zealand tax
otherwise due under the CFC or FIF regimes.

If the gr% list exemption applies, the income will be taxed upon distribution to the shareholder rather than when it is
earned. The grey list exemption applies to 70-80% of New Zealand’s foreign direct investment income,

I a taxpayer is subject to the CFC or FIF re?imes on income earned through investment in a foreigin entity, mechanisms
are used fo prevent'the double application of New Zealand tax on the income when distributed to the shareholder. This
mteans that income distributed to"a shareholder is subject to total New Zealand tax equal to the shareholder’s total tax
rate.

However, the mechanism does not apply tq foreign taxes and therefore shareholders are effectively given a deduction for
{g&gign taxes. In essence, foreign tax credits given for CFC, FIF or FDWP imposts are ‘clawed back” at the shareholder

3.5 Income earned from trusts
Income derived by a trustee of a trust in any income year is either ‘trustee income' or ‘heneficiary income',

Beneficiary income is that part of income that vests in or is distributed to a beneficiary in the year that it is derived by a
trustee or Within six months after the end of the year. A resident beneficiary can be taxed dn beneficiary income and
certain other distributions from trusts with foreign’connections.

Trustee income of a trust that has a resident settlor at any time in an income year is taxable in New Zealand, even where
the trustees are non-resident and the income has a foreign source. In the latter case, the resident settlor will be liable for
the tax as agent for non-resident trustees.

Taxable distributions_can be made by fore|?n trusts and non-quah;ymg trusts. A foreign trust is a trust in which no
settlor has been a resident of New Zéaland from 17 December 1987 (of when the trust was first settled, if later) to the
time_that the distribution is made. A non-qualifying trust is a trust which, at the time of a distribution, is neither a
qualifying nor a foreign trust.2

3.1.6 Provision of credits for foreign taxes

New Zealand provides foreign tax credits both unilaterally and through its Double Taxation Agreements (DTAs) with
other countries.

The objective of foreign tax credits is to avoid double taxation of the foreign-sourced income of residents. If a resident
(fjgrréYgeﬁ tfé))gecllgergj-istourced income and that income is subjected to foreign tak, New Zealand provides the resident with a

Calculating the foreign tax credit involves two steps:

I} determining, in accordance with 5.293(2) of the Income Tax Act 1976 (the Act)3, the foreign income tax borne by
the New Zealand resident; and

2 Aqualifying trust is generally a trust that has always been subject to New Zealand tax from the time it has been settled.

3T Ifcﬂov?/ﬁrlncegrtn reefre]{g ortgee %OYRW fég@e Income Tax Act 1976, rather than to the recently passed Income Tax Act 199,
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2. determining, in accordance with .306(2) of the Act, the New Zealand tax that would_have been payable on the
forelqn-,source income if no_foreign tax had been paid. This is the foreign tax credit limit. (The méthod of
calculating the foreign tax limit is shiown below.)

Th% ,{cireiqn tax credit allowed is the lesser of the foreign tax borne by the New Zealand resident and the foreign tax
credit limit

3.1.7 Foreign tax credit gross-up

If income is received net of forei?n tax (for example, interest subject to foreign NRWT), then the income must be
grossed-up by adding the amount of the foreign tax before determining the New Zealand tax.

3.1.8 Calculating the foreign tax credit limit

The foreign tax credit limit is calculated by multipl¥ing the amaunt of New Zealand tax payable on the taxpayer's world-
wide income (fdete_rmlned after the ?ross-up and_betoré the foreign tax credit) by the ratio of the foreign-sourced income
subject to the foreign tax to the total assessable income of the taxpayer.

Foreign Sourced Income

Foreign Tax Credit Limit = New Zealand Tax X Tt Assessable Income

32 Current tax treatment of non-residents - general comments

Non-residents can engage in a wide range of economic activities in New Zealand, directly or indirectly, through various
mechanisms including companies, partnerships and trusts.

There are considerable differences - from 1.34% to 53% at the extreme ends of the range- in the rates of New Zealand
tax applied to the income derived from these economic activities.

These differences arise not only because of differences in the statutory rates of tax that New Zealand applies to different

forms of income (that is, interést or profit), but also from differences’in the tax treatment of different entities and in the
tax treatment of non-resicents in different Countries.

3.3 Taxation of income tonon-residents from "portfolio” investment
3.3.1 Equity investment

There are two distinct Ia¥ers of New Zealand tax that can be imposed on the income that non-residents derive from
equity invested in a New Zealand company:

» the New Zealand company pays 33% company tax on the profit made in New Zealand; and

 NRWT is applied to any dividends distributed offshore to the non-resident.

Dividends paid by a company, unlike interest, are not deductible in determining its New Zealand tax liability.
Therefore, the income that non-residents derive from equity investments in New Zealand can be subject to both the rate
of company tax when that income is derived by a New Zealand company in which they have invested and the rate of
NRWT wtien that income Is distributed in the form of dividends.

A New Zealand resident shareholder in a New Zealand ,compa,n¥ receives credit for company tax through the imputation
system. For non-resident portfolio shareholders, partial reliéf for double taxation is provided through the foreign
Investor tax credit described below.

3.3.1.1 NRWT on dividends

The rate of NRWT applying to dividend income is 30%, except where the non-resident resides in a country with which
New Zealand has negotiated a DTA.
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The usual rate of NRWT on dividends_set b)( DTAs is 15%.4 This means that, except where the foreign investor tax
credit (FITC) applies, the overall combined s atutor% tax rate on non-resident equity investment in New Zealand is 53%
in cases where the 30% NRWT rate applies and 43% in cases where the 15% DTA NRWT rate applies.5

The amount of NRWT on dividends is reduced, however, by credits for foreign dividend withholding payments levied
on foreign-sourced dividends derived by New Zealand resident companies.

3.3.1.2 Foreign investor tax credit

The FITC regime, enacted in September 1993 (s.308A), provides a credit of comPany_tax to non-resident portfolio
investors. The FITC 15 calculated as 0.5583 of the imputation credits attached to the dividends Eald to non-resident
ortfolio_investors {deflned a5 non-resident shareholders owning a votlnP Interest of less than 10

he credit is paid to companies, which are required to pass if on to e

% in the compan%).
e
payment of a spplementary dividend.

Igible non-resident shareholders through

With the FITC, the total New Zealand tax on non-resident portfolio investment in New Zealand is the standard New
Zealand company tax rate of 33% when the DTA 15% NRWT on dividends aPplles and 45% when the dividend is paid
to an investor from a country which does not benefit from a DTA and the statutory 30% NRWT on dividends applies.
3.3.1.3 Taxation ofincomefrom "direct” investment

Non-residents can engage_in direct investment in New Zealand either through a branch (that is, an unincorporated "fixed
establishment"), or a Subsidiary (that is, an incorporated "fixed establishment").

3.3.1.3.1 Branch investment

One common investment o?tion_ for non-residents is to establish a branch of their business operations in New Zealand.
For examPIe, anon-resident individual can operate a branch factory in New Zealand. Similarly, a non-resident company
can establish an office in New Zealand to administer its operations here,

Distributions from a branch to its head office are not se%arately taxed because no payment to another separate legal
entity is made. For this reason, branches are subject to a 38% company tax rate instead of 33%.

3.3.1.3.2 Subsidiary investment

énolthedr common form of non-resident investment is the establishment by the foreign company of a subsidiary in New
ealand.

New Zealand tax law does not "look through" a company to its shareholders to determine where a_company is resident,
A subsidiary of a non-resident company is treated as a New Zealand resident and taxed by New Zealand on its world-
wide income if:

» the subsidiary company is incorporated in New Zealand: or

* ithas its head office in New Zealand: or

* ithas its centre of management in New Zealand: or

» control of the company by its directors is exercised in New Zealand.

In addition, interest or dividends paid from a New Zealand-resident subsidiary o its offshore parent would generally be
New Zealand-sourced income derived by the parent and subject to the tax treatment discussed In this Chapter.

3.3.1.33 Summary

4 _The exceﬁtions are the Indian DTA that reduces NRWT on dividends to 20% and the Philippines DTA that reduces it to 15%
if the sharenolder is a company or 25% if the shareholder is not a company.

5 _ én t{]ed remainder of this Chapter, tax rates refer to combined statutory (rather than effective) tax rates unless otherwise
indicated.
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Currently, the FITC does not apply to direct investment, although this document proposes that it should apply in future.
Company tax is only one of the Tevels of tax imposed on the inCome that non-residents derive from direct investment in
New Zealand. As distributions are also often taxed, the tax on the distribution must be considered as well. The
%:obrlnbmed effects of the company tax and tax on distributions of interest and dividends are summarised in the following
able.

Table 1
TAXATION OF COMPANY DISTRIBUTIONS FOR A TREATY INVESTOR
CASH FLOW _ DEBT ~ EQUITY
Portfolio Direct Portfolio Direct

Income 100 100 100 100
Company Tax (06 06 217 33
Distribution 100 100 79 6/
AIL/ NRWT -18 -109 -1210 -1011
Net Received 99 90 6/ 5
Eff. Tax Rate 1% 10% 33% 43%

332  Debtinvestment

Generally, interest income derived by a non-resident from debt investment in New Zealand will be deemed to have a
New Zealand source and therefore be subject to NRWT in cases where a non-resident12

* lends money in New Zealand (5.243(2)(1) of the Act;

* lends money outside of New Zealand to a resicent, except where the resident uses the money for the purposes of a
business cafried on outside New Zealand through a fixed establishment outside New Zealand (5.243(2)(m) 1); or

o lends moneY outside of New Zealand to a non-resident, if the money is used for the purposes of a business carried on
In New Zealand through a fixed establishment in New Zealand (s.243(2)(m)(ir).

The rate of NRWT applying to such interest income is 15%, 13 except:

» - where the non-resident resides in a country with which New Zealand has negotiated a DTA. Most of New Zealand’s

DTAS restrict, to 10% of the gross amount of the interest,14 the rate of NRWT that New Zealand can apply to the
Interest income earned by a non-resident; or

6 _ tBecatuse interest is deductible in determining company tax, there is no net company tax imposed on profits distributed as
interest,

7 33%company tax less FITC credit which amounts to approximately 12% of distributed profits.
8 2% AIL less the effect from 0.66% company tax deduction for net 1.34% effective cost of AlL.

9 Presumes 10% NRWT rate on interest applies under a DTA as a final tax. AIL not available on distribution to direct investor
(assocda{%g/person). When the 10% NRWT is not a final tax, the effective tax rate on debt supplied by direct investors will
exceed 10%.

10 15% NRWT on the dividend and supplementary dividend which together amount to $79 in this example. 15% DTA NRWT
rate presumed to apply, otherwise 30% statutory NRWT rate may apply (or alternative DTA rate).

1 15% of $67 distribution. 15% DTA NRWT rate presumed to apply, otherwise 30% statutory NRWT rate may apply (or
alternative DTA rate).

12 NRWT does not apply to interest derived by a non-resident who is engaged in business in New Zealand through a fixed
establishment. Such Intérest income is subject o ordinary income tax.

13 However, NRWT s a final tax only when the borrower and the issuer are not associated. If theY are associated, NRWT
{ep(rjesentsartmmmurrtl aax, subject to DTA restrictions. The remainder of the discussion assumes that the borrower and the
ender are not associated.
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» Where the borrower is an "approved issuer" for the purposes of the Approved Issuer Levy (AIL) under Part VIB of
the Stamp and Cheque Duties Act 1971, 1 the borrower is an approved issuer and is not associated with the lender,
the rate of NRWT is reduced to zero.

An approved issuer must Pay a levy of 2% of any interest that is paid to unassociated persons. This levy can be
deducted when calculating thé horrower’s New Zealand taxable income, so that the effective cost of the levy toa taxable
borrower is 1.34% of the interest paid.

When a non-resident lends money to a New Zealand company engaging In a business activity that generates assessable
i%%cimg interest paid on that debt can generally be deducted by the Borfower in determining a New Zealand income tax

Deductibility means that the interest income of the non-resident investor making a loan to a New Zealand company is
not subject to the company tax as well as NRWT. Rather, the total New Zealand impost applying to such interest
income’Is the rate of AIL payable by borrower, or the rate of NRWT imposed on that interest incori.

34 Conclusion

ISotatutory imposts of New Zealand tax on cross-horder income flows are quite disparate, ranging from very high to very
W,

Residents are_generally taxed on foreign-sourced income at the time when it is received by them. They are sometimes
taxed on foreign-sourced income on a Current basis as it is eamed; for example, when the CFC or FIF re(%lme_s apply. In
some cases, the grey list exemption and forgign tax credits recluce the effective New Zealand tax rate on ore}gn-sourced
income to nil. As a'result, the rate of New Zealand tax payable on offshore income can range from 0% to 33%.

For non-resident investors, combined statutory imposts range from 1,34% to 43% where a DTA applies and up to 53%
otherwise. For treaty investors, some examplés of imposts on non-resident investment in New Zealand are;

* portfolio debt investment is subject to an effective impost of approximately 1% when AIL applies;
* portfolio equity investment is taxed at approximately 33%;
» direct debt investment is taxed at approximately 10%; and

» direct equity investment is taxed at approximately 43%.

Given the wide range of tax rates applying to both arms of international tax policy, significant c_han?es In either area
need to be considered in conjunction viith the other; for exam?le, significant reductions in the high Tax rates on non-
resicents would have to be considered together with measures to increase uniformity in tax rates and the level of New
Zealand tax applied to offshore income ofresidents.

In practice, there are difficulties applying even rates and timing rules for New Zealand tax to cross-border income flows.
In each case, the underlying logic of the particular regime covering a particular income flow drives the applicable New
Zealand rate.  For example, residents who own offShore entities that are not CFCs or FIFs are generally taxed on
foreign-sourced income when it is received by them in New Zealand. For CFC_and FIF income, the tax is applied to the
incorme as it is eamed. Foreign tax credits and the “grey list” can see the New Zealand impost reduced to zero, although
those taxpayers will normally’be meeting their tax impast in the overseas jurisdiction from which the income comes.

14 Most DTAs provide for 10% NRWT on interest, except those with India, Canada, Malaysia, the Philippines and Singapore,
wh||c_h provide for 15% NRWT on interest and the Japanese DTA, which does not cover interest, so the Statutory 15% rate
applies.
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Any changes in these areas were it contemplated would have to be fully integrated taking into account all factors
including the final determination as to the extent to which the theoretical considerations outliried in Chapter 2 should be
drivers of policy in this area. Submissions are invited on that and other relevant issues raised in this chapter.
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Part B: Reform Proposals
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4. Problems With The Existing Rules Measuring Cross-Border Income

Summary

The ideal foundation for aset of rules for taxing cross-border income would be:
» source rules that allow income from each tax base to be measured accurately;
* uniform rates of tax applied to each tax base.

Current tax rules could be moved closer to this foundation by:

« clarifying New Zealand’s source rules, including transfer pricing; and

* reducing disparities in the tax rates applying to the different forms of foreign
investment.

41 Introduction

TheI gtfrren% tax regime, as outlined in Chapter 3, seeks to levy tax on all three income tax bases on which New Zealand
could levy tax;

*  New Zealand-sourced income of residents;

« foreign-sourced income of residents; and

*  New Zealand-sourced income of non-residents.

As discussed in Chapter 2, an important policy issue is the weighting that should be placed on each of these hases so that
the tax impost is appropriate given economic efficiency, faimess, practicality and compliance cost concerns and given
New Zealand’s international obligations. This Is a matter requiring on-going dialogue.

A more immediate issue is to ensure that, as far as practical, New Zealand’s existing rules provide a sound foundation
for levying whatever is considered to be an appropriate tax impost on each base.

The theoretical ideal foundation would be source rules that allow income from each base to be measured accurately and
the application of relatively uniform rates of tax on each base.

Current tax rules do not measure up to this theoretical ideal. Significant problems are;

» alack of adequate statutory quidance for taxpayers to determine the source of income, Some of these deficiencies
are technical, reIatln? to the structure of the legislation. Others are more significant in policy terms; for example,
the lack of adequate fransfer-pricing rules;

* incontrast to the theoretical ideal, current rules can impose highly variable rates of tax within each surce base. For
example, foreign investment is subject to different tax rates according to whether it is debt or equity financed.

This document does not include Proposals_to change New Zealand's existing tax rules to bring them into line with the
theoretical ideal. That would not be practical. However, improvements can be made. The rémainder of this Chapter
discusses various ?roblems with existing rules. The next Chapter outlines a reform programme to deal with these
problems and chapters 6 to 8 canvass details of that reform programme.
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4.2 Source rules - technical problems

The main legislative source rule is found in_s.243 of the Act. However, there are a number of other sections covering
source issues, including ss. 245, 293 and 307, In addition, the ?eneral expenditure deduction provision (s 104) and the
existing transfer-pricing provision (s 22), are important to the defermination of net New Zealand-sourced income.

Technical problems with these rules tend to fall into one of four categories:

*  insufficient statutory detail on where income is sourced;

* lack of explicit apportionment rules;

» structural problems regarding whether statutory apportionment rules apply to gross or net income;

J pra?tical problems with the determination of source, leading to inconsistent rules and rules that are difficult to
appry.

While some of these problems may seem to be relatively minor, at least when viewed in isolation, any weaknesses in the
basic source rules are likely to flow through into the transfer-pricing rules. General income and expenditure source rules
must be the basis upon Which transfer-pricing rules are built, because transfer-pricing rules largely focus on the
manipulation of prices to alter the source of net income.

4.2.1 Insufficient statutory detail as to where income is sourced.

The main statutory_Prqvmon determining the source of income for New Zealand tax_purposes, 5.243(2), does not
provide a general Criterion for defining New Zealand-sourced income, Instead it merely lists some of the more common
specific forms of such income. As a fesult, the section can provide insufficient guidance for determining the source of
those forms of income which do not exactly match those listed and which therefore fall within the "catch-all" provision
of paragraph (). In those circumstances, it'has been necessary to resort to common law rules to determine source. This
can create uncertainty.

Problems in the definition of New Zealand-sourced income lead to uncertainties over whether income is forel%m-sourced
and, if foreign-sourced, from precisely where. The Act has no general definition of foreign-sourced income. It seems to
work on the 8enera| presumption that'income not sourced in New Zealand is forel%n-sourced. The exception is dividend
income, S 307 specifies that dividends paid by a compang resident in a country which has a DTA with New Zealand are
deemed to he derived from a source in that Country. S 293(3) extends this source rule to dividend income from non-

DTA countries.

As well as causm? general uncertainty about the source of income, the above rules do not integrate well with New
Zealand’s foreign Tax credit rules. Those rules limit tax_credits to the level of New Zealand tax payable on the income
from a specific source on which overseas tax is paid. Thus the absence of general rules determining foreign-sourced
income creates problems.

4.2.2 Apportionment issues

The %ener_al source ?rovmon (5.243) implies that some forms of income with more than one source must be apportioned
to determine the extent to which they have a New Zealand source. In addition, 5,245 explicitly requires business and
contract income to be apportioned. “S.104 then requires expenditure to be apportioned between that which is used to
derive New Zealand-sourced income and that which'is not.

Despite these apportionment requirements, the legislation does not provide any explicit guidance on either the process or
the methodologies that taxpayers should use toapportion their income and expenditiire between different countries.
This can creaté Problems, not only for non-residents calculatlnﬁ their net New Zealand-sourced income, but also for
residents calculating the proportion of their net income that they have derived from each foreign country.

A specific apportionment problem arises with expenditure incurred jointly in deriving New Zealand and foreign-sourced
Income. Joint costs incurred in one country can give rise to assessable income in more than one country, - For example,
research and development costs incurred by a parent company. in one countn( may increase the profitability of its
branches and subsidiaries in other countries.” Similarly, head office management expenses incurred in one country can
produce assessable income in a number of other countries, One approach to joint cost allocation Js to allocate’on
marginal cost basis. However, this has some practical limitations. “Overall, the joint costing issue in the international
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arena raises the same hasic issues as in the domestic context. Joint costing in this context was considered by the Valabh
Committee in their Tax Accounting Issues document.

4.2.3 Structural problems

In common with the rest of the income tax Ie_?l_slatlon, It can be unclear whether forms_of income are intended to be

expressed in gross or net terms. For example, it is not explicitly stated whether “business income” as used in s.243(22(a)
Is Intended t0 be net income (after deduction of expenses) or gross income éwnh expenses then deducted separately

gnd_er provisions such as 5.104). The Inland Revenue Department interprets 5.243(2) as applying exclusively on'a gross
asiS.

However, this can raise some other issues. For example, if non-New Zealand expenses are deductible under the, normal
rovisions of the Act there seems to be no explicit requirement for those ex?enses to have ajurisdictignal link with New
ealand. If a deduction s taken under s.104, that jurisdictional link is automatic. But that is not the case with some

other deductibility provisions such as s.106(1)(h)(ii) where ajurisdictional links needs to be inferred.

Finally, while 5.243(2) may best be interpreted as using concepts such as “income” in g{ross terms, it is schematically
clear, "though not explicitly stated, that the term “income” when used in reference to the, foreign tax credit limit in
$.293(2) should be interprated as net income. Even in this case, there is no statutory quidance’ on the allocation of
expensés in determining overseas net income: for example, whether an appropriate proportion of head  office
panag%rjgent exi)lenseg| incurred in New Zealand should be deducted prior to calculating the net income on which foreign
ax credits are allowed.

A clearer structuring of source rules would provide better guidance for taxpayers and better protection for the tax hase.
4.2.4 Practical problems with implementing source rules

In principle, the economic source of income is the country in which the value-added activity leading to the generation of
income takes place. . In qeneral New Zealand’s source Tules tend to follow this notion. * However, the unglbllltg of
(rjn%rgey mak_fs it difficult to apply the value-added principle to the determination of the source of income generated by
ebt or equity,

The interest source rulg in s.243(2)5m)_
Frmmple, but can be difficult to apply
ent overseas to a person living overseas (but re
(and thus be within the New Zealand tax net) if the funds are used for a non-
difficult to administer.

New Zealand defines the source, of dividend income as the residence of the paying company. This is an arbitrary rule.
The global profits of a multi-national enterprise will be derived from the value-added activities in gach country in“which
the company operates, not 1]u,st the country in which it is tax resident. The dividend source rule is quite different from
the Interest ‘Source rule. This difference’is difficult to defend on theoretical giro_unds, especially since New Zealand
moved to an imputation system (as extended by FITC) which reduces the general differences in tax imposts on debt and

equity.

New Zealand’s dividend source rule, when combined with the basic tax rule that a multi-national company resident in
New Zealand is taxable on its worldwide profits irrespective of the ownership of that company, creates specific
problems. It means that income which, in economic theory, is sourced overseas (where the value-added activity takes
place) is subject to New Zealand company and dividend tax; even though the ultimate owners of the income are overseas
resident shareholders. This imposes a tax penalty on multi-national companies operating out of New Zealand.

Other countries, such as the USA, have tried to mitigate this sort of problem_ by reducing tax levied on income derived
offshore and then distributed to overseas owners. New Zealand should consider giving relief along similar lines if this
can be done with reasonable compliance and. administrative costs and without Undefmining the ‘other desirable core
features of New Zealand’s international tax regime.

pplying to_money lent overseas seems in general to follow the value-added
Bractlce. For example, New Zealand’s current rules deem interest on money

Ut resident in New Zealand for tax gurposes) to have a New Zealand source
n usiness purpose. Clearly such a rule is

d
n

43 Absence ofadequate transfer-pricing rulesandapproved methodologies

Another factor that complicates the calculation of net New Zealand-sourced and foreign-sourced income is the absence
of adequate transfer-pricing rules incorporating approved transfer-pricing methodologiés which mulfinational enter?r_lses
can use to value their transactions between New Zealand and overseas arms of their Operations. This creates uncertainty
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in the calculation of the net New Zealand income statistics and provides opportunities for multinational enterprises to
manipulate prices on actual or deemed transactions in order to lower the New Zealand tax payable.

This area is now largely governed by s 22 of the Act. This section empowers the Commissioner tq readjust New
Z%alar%ﬁ ngcome i a busingss carried on in New Zealand produces less income than the Commissioner might expect and
when the business is:

« controlled by non-residents; or

* carried on by a non-resident company or a company controlled by non-residents or persons who have control of a
non-resident company.

There are, however, a number of problems with this section, making it deficient as a key part of New Zealand’s source
provisions. In particular.

o the control tests which must be met before the provision comes into play are limited and therefore can be
circumvented;

* insufficient guidance is provided about what is, in terms of the section, the appropriate level of net income to be
sourced in New Zealand; and

» the relationship between s. 22 and other sections of the Act is not clear.

Clearer transfer-pricing rules, possibly buttressed by thin-capitalisation measures, would improve taxpayer certainty as
well as base maintenance.

4.4 Variability of Tax Rates

As outlined in Chapter 3, statutory imposts of New Zealand tax on cross-barder income flows are quite disparate. While
differences in the level of tax ‘imposed on outbound as opposed to inbound investment can have an economic
justification, it is particularly difficult to justify:

* (irect inbound investment being subject to,a statutory rate higher than the rate on domestic investment (33%). Under
current rules, the tax rate on repatriated income from direct investment eaglt Investment can be as high as 43%
when the normal corporate tax rate plus NRWT on dividends (at the normal DTA tax rate) are combined,

« the large differences that exist between the tax rates applying to foreign debt versus equity investment.. As outlined
in Chapter 3, foreign debt investment can be taxed at rates as low as about 1% whereas foreign equity investment is
subject to a statutory rate of at least 33%.

The [atter feature provides an incentive for foreign investment to be financed with debt rather than equity. . The high tax
on direct equity investment exacerbates this problem. To the extent that some investors cannot substitute debt for
equity, differential taxation of debt and equity will distort the pattern of foreign investment in New Zealand.

Reforms to reduce the verY high statutory tax on direct foreign investors therefore seem justified. Such a measure would
in itself reduce some of the pressure on the debt/equity distinction but further measures to reduce pressure on this
boundary should also be considered.

45 Conclusion

The current statutory rules app’\llylng to cross-border income can be improved. This would involve clearer and more
detailed rules for determining New Zealand-squrced and foreign-sourced income and apportionment rules for income
that has more than one source (where_apportionment is aIIowed? and expenditures incurred in producing both New
tZeaI%nd-squrced and foreign-sourced income.  Such rules should include approved methodologies for determining
ransfer prices.

Reforms along these lines would help both_resident and non-resident taxpayers in their_attempts to fulfill their
obligations to accurately determine their New Zealand tax liabilities and help profect the New Zealand tax base.
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In addition, a reduction in the variability of tax rates applying to different types of cross-border investment would
improve the economic efficiency of current rules.
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5. Proposed Programme For Reform

Summary

The Government proposes a reform package consisting of three main, mutually-
reinforcing elements:

o the extension of the Foreign Investor Tax Credit (FITC) regime to direct
|n\(/);stors and, as a consequence, the reduction of the branch profits tax rate to
0,

* new transfer-pricing rules applying to all cross-border transactions, usin? inter-
nationally accepted methodologies and compatible guidelines for the application
of New Zealand’s existing source rules;

* possibly, thin-capitalisation rules.

51 Introduction

This Chapter outlines the Government’s proposals for dealing with the problems associated with the international tax
regime.

5.2 THEREFORMPACKAGE

When the FITC regime was introduced, the, Government announced that it would consider the exmtmg rules governing
the taxation of diréct investment by non-residents, These chan?es are proposed as part of a package of reforms to New
Zealand’s transfer;prlcm%, sourcé and thin-capitalisation rules. The Government also Proposes to implement an
extended FITC regime. This package should be seen as a whole rather than as a set of separate proposals.

In particular, the Government considers that this package should be a continuation of and consistent with, the previous
direction of the reform of international taxation. The proposed transfer-pricing rules and extended FITC regime are part
of the _strate?y of imposing lower, but less variable, erfective tax rates on non-residents. Further, the FITC extension for
direct invesfors and the transfer-prlcm(]; proposals are mutually reinforcing. The FITC extension will reduce incentives
for c?mpanles to transfer-price or thinly-capitalise, because New Zealand tax payments will have value to non-resident
Investors.

5.3 Extension of the FITC regime

The Gavernment ,pro?oses that the FITC re?ime be extended to all non-resident shareholders in New Zealand
companies. Applying the regime to non-resident direct investors would involve a simple technical amendment, although
some additional mindr reforms may prove necessary in specialist areas such as life insurance.

The FITC is a particularly desirable mechanism for reducing tax-related distortions on cross-border capital flows
because it applies only where and to the extent that, New Zealand company tax has actually been paid. This'is because
the FITC is & portion 0f the imputation credits attached to the dividend.

It is also proposed that the corporate tax rate on the New Zealand branch income of non-resident companies be reduced
from 38% to' 33%.

The extension of the FITC would apply from the date on which amending legislation is enacted, which is expected to be

|H the second half of 1995. Itis proposed that the removal of the branch profits tax would take effect from the start of
the 1996-97 Income year.
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54 NEWTRANSFER-PRICINGRULES

It is proposed that new transfer-pricing rules be implemented to improve the measurement of New Zealand-sourced
income and to_reduce the scope for manlpulathlg cross-orer transfer prices. The existing transferipr|0|ng rules
contained in 5.2 of the Act do not ensure that New Zealand-sourced profits arg properly. measured. The proposed
regime is intended to be narrowly-focused, while protecting the tax base by being difficult to Circumvent.

Transfer-pricing, rules would require cross-order transactions to be recorded for tax purPose_s at arm's-length prices,
They are intended to properly apportion income between New Zealand-sourced and foreign-sourced iricome and
between New Zealand residents (within the New Zealand tax base) and non-residents (not withiin the New Zealand tax
base). They are therefore a necessary part of New Zealand source and residence rules.” Adequate squrce and residence
rules, including transfer-prlcmq_rules, are desirable for ensuring that the aggregate rate of New Zealand tax on income
derived by nori-residents is applied as accurately as possible.

The key elements of the proposed new transfer-pricing rules are that:
J }he {Hles would apply to all cross-border transactions in which parties are not dealing with each other at arm’s-
ength;

o the parﬁi_es to a cross-border transaction would not be required to have a direct relationship such as common
ownership;

* apportionment rules would apply to deemed transactions hetween a New Zealand branch and its head office, in order
0 treat the branch like a separate subsidiary of the head office;

« taxpayers would be required to report, for tax return purposes, all cross-border transactions at arm's-length terms;

10 ease comP,Iiance costs, however, submissions are sought on introducing a presumption that transactions by
unrelated parties are at arm’s-length;

* the internationally accepted ranﬁe ofa_rm's-len?th transfer-Pricin methods, would apply. These are transaction-based
Bnr%tfhtogal %omparable uncontrofled price, resale price, cos pIus)q and profits-based méthods (comparable profits and
it split);

» the comparable uncontrolled-price method would be available to taxpayers as a safe-harbour. If taxpayers can apply
this measure, the Commissioner could not apply any other method;

* Qutside this safe-harbour, a best method rule would apply to decide the specific method to be used to determine
arm’s-length prices in particular cases. Guidance on suitable approaches would be provided by some form of
binding d&termination procedure;

* 10 reduce, compliance costs, it is proposed that taxpayers be required to make only a reasonable estimate of an arm’s-
length price, rather than be within a statistically acceptable band of arm’s-length prices; and

* 10 increase. taxpayer certainty, advance pricing agreements would be available from Inland Revenue as part of the
binding rulings regime.

wgyt)l(rﬁ)glsu c?ef transactions to which the proposed rules would apply are those that deplete the New Zealand tax base.

» anon-resident’s sale of goods or services to a New Zealand taxpayer for greater than arm's-length consideration;
» aNew Zealand taxpayer’s sale of goods or services to a non-resident for less than arm's-length consideration.

Generally, the regime would not apﬂl_¥[t,o wholly domestic transactions between residents, but if such transactions had an
offshore connection resulunq In a shitt in incorhe from a New Zealand resident to a non-resident, they would have to be
subject to the regime, to limit abuse.
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Like the reforms as a whole, the transfer-pricing regime is a packa?e of measures designed to better measure New
Zealand-sourced income and to limit avoidance While keeping, compiance costs to a minimum. The elements of the
regime should be considered not in isolation, but in terms of théir overall effectiveness in meeting these objectives.

Submissions are invited on all aspects of the proposed regime, including:

» the absence of a de minimus rule, Whether compliance concems are better met by taking a reasonably flexible
approach to calculating the required arm's-length prices;

* Wwhether taxpayers should be required to make only a reasonable estimate of an arm's-length price, or to use a price
within a specified range produced by an acceptable arm’s-length method: and

» the absence of a requirement for a direct relationship such as common ownership between parties to a cross-border
transaction, to counter avoidance concerns and whether the breadth of this approach raises concerns about
gortTr]]pItlanfce c%s%s aBd uncertainty that can not be adequately addressed by the introduction of a presumption similar
0 that referred to above.

It is proposed that the new transfer-pricing rules will apply from the start of the 1996-97 income year,

5.5 |mproved source rules

Detailed guidelines ?overning the application of the general apportionment provision (5.245) are proposed. These will
follow thé proposed transfer-pricing regime.

Clarification of the source rules and imPIicati_ons of the Valabh committee recommendations regarding apportionment of
joint costs should be considered in parallel with the re-write of the Income Tax Act.

5.6 Consideration of thin-capitalisation wles

Thin-capitalisation is the name given to the practice whereby a non-resident investor deliberately loads a New Zealand
taxpaying entity with debt, so that large interest deductions will be attributed to the New Zealand tax base. This has the
effect of reducing the New Zealand taxable income of the non-resident’s New Zealand operations.

Like transfer-Pricing, thin-capitalisation can be used by non-resident investors to artificially reduce New Zealand tax.
Rules to counter thin-capitalisation may be required to dct as a backstop to the proposed transfer-pricing regime.

The Government has not finally determined whether such rules are absolutely necessary. However, it has determined
that, given the_context of this discussion, the issue should be thor_oughl}/ canvassed. The Government does not want to
implement an ineffective package. There is little point in mtroducm([; effective transfer-pricing rules if they are defeated
in practice by thin-capitalisation. Therefore it has decided that rules To counter this practice should be considered.

The Government seeks submissions on this issue and on whether an effective thin-capitalisation regime is feasible and
Necessary.

5.7 Conclusion

The reforms proposed above are an integrated package of measures designed to address particular concerns in the
taxation regime as it affects non-resident investment in New Zealand. The kéy components of this package are:

» the extension of the FITC to direct investment;
» transfer-pricing and source rules; and
»  consideration of thin-capitalisation rules.
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6.  Extension Of Tax Credits To Foreign Direct Investment

Summary

Extending the Foreign Investor Tax Credit %FITC) regime to direct investment will
reduce the tax burden on such investment where New Zealand company tax is paid,
thereby reducing the cost of capital for New Zealand businesses.

The extension will initially cost $60 - $70 million per annum.

The branch profits tax will be lowered from 38% to 33% to achieve consistency
with the extended FITC regime.

6.1 Introduction

This chapter covers:

* the objectives of extending the FITC to foreign direct investors;

« the fiscal cost of the extension; and

« the consequent change to the tax rate applying to branches of non-resident companies.

6.2 Objective of the proposed extension of the FITC regime

The FITC is a useful tool for reduci%tax-related distortions in cross-border capital flows, consistent with the objectives
in Chapter 2. This is because the FITC simultaneously:

* reduces the pre-tax rate of return required by foreign investors for them to place their capital in New Zealand;
*  reduces the differential between the tax rates on foreign and domestic investment in New Zealand; and

* applies only where and to the extent that, the company actually pays New Zealand tax.

As mentioned in the Overview, at the time of the introduction of the FITC, the Government decided that it should
initially api)ly only to foreign portfolio investors (that is, those owning less. than 10% of a company). The Government
said it would consider later Whether the FITC regime should cover foreign direct investors.

The deferral was to allow time for further consideration of the complex economic and taxation, issues surrounding
foreign direct investment. . For example, direct investors are more likely to be able to claim credits for company tax
against their home tax liabilities, which could mean that IevylngI both company tax and NRWT in New Zealand dogs not
Increase their final tax liabilities. Such investors may also bé able to reduce tfieir tax liabilities through measures such as
Fe"fg-r?naglitr?ltsfls“ggcl?ggeabuswe transfer-pricing. The current proposal is to extend the FITC in tandem with the other

Overall, the Government believes that extending the FITC to foreign direct investment now will reduce the total tax
burden on such investment. This benefit will flow through to a reduced cost of capital for New Zealand firms, thereby
lowering costs to businesses operating in New Zealand and increasing investment and employment.

Accordingly, the Government proposes {0 extend the FITC mechanism to forei([;n direct investment. This will involve a
straightfonard amendment to $.308A of the Act to remove references to portfolio investor status.
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6.3 Compliance costs of the extension

Essentially, extending the FITC will have a neutral to positive effect on compliance costs for firms. Firms must already
identify forelgn investors for the purpose of withholding NRWT and foreign portfolio investors for the purpose of the
existing FITC. If this proRo_saI becomes law, firms would no, longer have to separately identify direct investor
shareholders (by the size of their shareholdings), thus saving that minimal compliance activity.

6.4 Fiscal costs of the extension
Extending the FITC would have a direct effect on tax revenue. The estimated additional annual revenue cost would be
$60 - $70'million. Most of this reduction would be expected to flow through to businesses by way of reductions in their

cost of capital. The resulting additional activity and profits generated from that activity would be expected to generate
revenue, although it is not passible to determing the extent of'the gain.

6.5 Implications for the branchprofits tax

For DTA countries, the FITC will %iv_e nortfolio and direct investors a maximum effective New Zealand tax rate of 33%
on underlying company income. This is lower than the tax rate currently applying to branch operations of foreign
companies.

Extending the FITC to foreign direct investors therefore also requires an ad!)ustment to branch taxation. This is to
restore equality in New Zealand taxation - the rationale for the current regime - between:

»  the maximum rate for non-branch equity investment from DTA countries; and
» the single rate for branches.

When the FITC was introduced, it did not require any change to branch taxation because the branch structure is a
substitute for direct, rather than portfolio, investment,

The Goyernment therefore @roposes to redyce the rate of tax on the New Zealand branch income of nop-resident
0

cquwlw,panles from 38% to 33%, coincident with the extension of the FITC. The estimated annual revenue loss is $5
million.

6.6 Conclusion

The Government propaoses to:

» extend the FITC to cover all foreign investors; and

»  correspondingly, reduce the tax rate on branch profits of non-resident companies from 38% to 33%.

This reform will involve simple technical changes to exis_tin% legislation, with minimal, if any, effects on compliance
costs.. It will benefit the New Zealand economy by increasing the attractiveness. of New Zealand to forelqn investors and
re_dugln? the cost of capital to New Zealand firms. This regilme IS consistent with the trend over the past decade toward
eliminafing differential tax treatments that are based on the type of investment or the nature of the investor.

The FITC mechanism also recognises that New Zealand is a small open economy, drawing on and investing in, a global
econgmy. An;f/ distortions the tax system introduces intg interactions between New Zealand and the global &conomiy can
significantly affect New Zealand's overall economic performance.

The extension of the FITC regime would aPpIy from the date on which amending legislation is enacted, which is

expected to be in the second half of 1995, It'is proposed that the removal of the branch profits tax would take effect
from the start of the 1996-97 income year.
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Proposed New Transfer-Pricing And Source Rules

Summary

These reforms are aimed at improving the measurement of income bﬁ source and
deterring taxpayers from manipulating transaction prices to decrease their taxes.

The proposed transfer-pricing rules will apply to:
» cross-horder non-arm’s-length transactions that deplete New Zealand’s tax hase;

J dor_raest{c arrangements that are part of a broader agreement involving non-
residents;

» individuals and companies.

To further the Government's objective of minimising compliance costs, it is
proposed at this stage to:

* require taxpayers to make only a reasonable estimate of an arm’s-length price;
* include a presumption that unrelated parties transact at arm’s-length prices;

» allow the comparable uncontrolled price method as a safe-harbour if taxpayers
can apply that measure.

A binding statement will be made on approved transfer-pricing methodologies,
requiring:

* use of the best method (outside the proposed safe-harbour); and
* reasonable accuracy.
To achieve integration with the rest of the Act:

» advanced pricing agreements will be available within the binding rulings
Process;

o self-assessment will apply;
» limited provision will be available for downward adjustments;
» the normal disputes resolution process will apply; and

« explicit apportionment rules will apply for income that is not sourced exclusively
in New Zealand.

Detailed rules for apportioning cross-horder income and expenditure that are
consistent with the proposed transfer pricing regime are proposed.

Parallel with the re-write of the Act, the Government will consider apportionment

rules for joint costs, for,e,lgn-,sourced income and income without an explicit New
Zealand source and clarification of the use of the net and gross concepts.
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1.1 Introduction

This_ChaPter outlings &roposals to introduce a new transfer-pricing regime and explicit apportionment rules for income
that is not exclusively New Zealand-sourced.

1.2 The proposed new transfer-pricing rules
1.2.1 Objectives
The objectives of the proposed new transfer-pricing rules and improved source rules are to:

* improve the measurement of both the net New Zealand-sourced income of non-resident investors in New Zealand
and the net foreign-sourced income of residents;

o (eter taxpa?/ers from attempting to decrease their New Zealand tax liabilities by manipulating the level of income
they claim fo be deriving from New Zealand and foreign sources; and

* 10 achieve these objectives in a manner consistent with the Government's policy of minimising compliance costs.

To achieve these objectives, the Government_Propose_s to repeal the existing transfer-pricing rules in 5.22 of the Act and
replace them with a new set of rules. Explici aﬁportlonment rules would lso be introducéd during the current process
for income that is not deemed to be exclusively New Zealand-sourced.

1.2.2 Scope of the proposed transfer-pricing rules

The proposed transfer-pricing regime is intended to be narrowly-focused, while protecting the, tax base by being difficult
to circumvent. It is therefore proposed to restrict the regime t0 cross-border transactions which are not'at arm’s-length
and which deplete the New Zealand tax base.

IThetrhe?ime would not affect wholly domestic transactions nor ordinary cross-border transactions conducted on arm’s-
ength terms,

The coverage of the regime will be considered carefully in the consultative process.
1.2.3 Only cross-border transactions covered

The requirement to use arm's-length prices would be restricted to cross-border transactions. It is only in such
transactions that the source of income can be transferred out of the New Zealand tax base.

The regime would appl% where a cross-border transaction is not on arm’s-length terms. The requirement to report
income using arm's-length prices would therefore apply to transactions between:

» aNew Zealand resident company and a non-resident company;

* two non-resident companies when at least one of those companies is taxable in New Zealand (to the extent of its New
Zealand operations);

» aNew Zealand company and a controlled foreign company; and
» two controlled foreign companies resident in different countries.
124 Restricted to where the New Zealand tax base could be depleted

The requirement to use arm‘s—length prices should be restricted to cross-border transactions in which a New Zealand
taxpayer depletes the New Zealand tax hase by:

* - supplying goods or services for inadequate consideration; or

* receiving goods or services for excessive consideration.
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For example, if a New Zealand subsidiary purchases trading stock from its offshore parent for excessive consideration,

the cost of sales of the New Zealand subsidiary is inflated and profit and taxable New Zealand income is depressed. On

the other hand, where the New Zealand subsidiary receives goods or services for a lower-than-market price from its

Rarent, the New Zealand taxable income of the subsidiary is aligmented. There is no policy reason for New Zealand to
ave rules preventing the latter.

125 Application to branches

The arm's-length requirement should also apply to the rules apportioning income hetween branches and parent
companies. Because theX are_nof inter-entity fransactions, such %Pportlonments would not fall within any legal
transactional definition. An arm's-length rule must therefore apply to deemed transactions between:

*aNew Zealand branch of a non-resident company and its head office, or other branches or subsidiaries offshore;
* aresident company and its branch or subsidiary offshore; and
« the offshore branches of two resident companies where those offshore branches are in different countries.

This objective seems to be best achieved by deeming transactions to occur between branches and parents and then
applying an arm's-length standard to;

+ the gross value of goods and services supplied by the parent company to its branch (that is, the proportion of gross
revenue of the company attributable to the activities of its branch); an

« the gross value of ?oods and services, acquired br the branch from its parent company (that is, the proportion of
gross expenditure of the company that is attributable to the gross income generated by the activities of the branch).

126 The need to apply the arm's-length standard to arrangements that have a character similar to that of
cross-border transactions.

As in Australia, it seems necessary to broaden the term cross-horder transactions to cover arrangements that have a
character similar to that of cross-horder transactions.

For example, while the rules. would not, in general, appl¥ to transactions between two resident taxpayers, it seems
necessary for them to apP_Iy if the transactions are ﬁarto a broader agreement involving non-residents. A stylised
example of such a transaction is illustrated below. It has been adapted from an Australian Tax Office ruling: 15

In this example, two unassociated compan¥ ,\?roups comprising NZCo.1 and ForCo.1 in one group. and NZCo.2 and
ForCo.2 in the other qroup, have agreed that NZCo.1 will receive 80% of the arm’s-length consideration from NZCo.2
in respect of the supply of property in New Zealand. NZCo.1's offshore associate, ForCo.1L, will receive the balance of
20% of the arm's-length consideration from ForCo.2. While, at first glance, the transaction hetween the two New
Zealand com[ianles a%)ears to be whoII% domestic, the transactions represent a transfer of New Zealand-sourced income
from NZCo.1 to_ForCo.L. ApEIylng the transfer-pricing rules in circumstances like these seems to be necessary to
protect the New Zealand tax base.

5 TR
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1.2.7 Application to non-related party transactions

At this stage, it is not proposed that the transfer-pricin? reqime_would require any control or other specific reIationshiR
B«ret(\:/gger; g;gp%asret(lies to a transaction. Instead, a general obligation that all cross-border transactions be at arm's-lengt
ICes | .

Narrowing the regime to related par;y transactions would, reduce uncertainty and compliance costs, particularlx in day-
to-day cross-border transactions. This would be consistent with the commercial “reality that arm's-length parties
normally conduct transactions at arm's-length prices.

However, when the Australians designed their transfer-wmmg rules, theY_ concluded that restrlctm%_them to related party
transactions would enable people to Circumvent them, Tnstead, they applied the rules to all transactions not conducted at
arm’s-length. In determining whether a transaction is at arm’s-length, regard must be had to “any connection hetween
any two or more of the parties to the agreement or to any other relevant circumstances.” 16

A recent ruling of the Australian Tax Office (ATO) shows that a primary concern was the tax avoidance that would
occur if the transfer-pricing rules depended on the existence of control or share ownership./ The ruling, (and other
ATO transfer-pricing comnientaries) refers to a number of examples of this type of avoidance. For example:

“[Consiclr] a deal between a company.in Australia that is.a member of one group with a company
overseas thiat is a member of another, quite unrelated group. The particular transaction could be one that
results in the company in Australia receiving less for its exports than the relevant price on the open
market. Why, it might be asked, should a company here do that. The answer could be that there are
other, comp etel}/ offshore, deals between members of the two company grouRs that, in one way or
another, redress for each rgrou;g as a whole the income imbalance resulting from the reduced export price
go tgwretgompﬁg r légtAustra 1a. There might, for example, be such an offshdre agreement not to compete in
icu .

hatever might be said about the arm's-length nature of the set of deals between each of the two groups
considered as a whole, the export transaction itself is not one carried out at arm’s-length and [transfer-
pricing rules] are there to redress the revenue imbalance for Australia that would otherwise exist.

This sugigests that while a,transfer-pric_ing regiime restricted to related party transactions can increase certainty, there is a
potentidl cost to its integrity. Alternatively, it could involve complex and detailed anti-avoidance rules.

New Zealand could adopt wording similar to that of the equivalent Australian Ie?i_slation. However, this seems to do
little tot_%arl]r"row the regime, while at the same time creating uncertainty about what is a "relevant circumstance” or “any
connection”,

Another way of narrowmlg the scope of the regime (the method favoured by Government) would be to incorporate a
presumption that non-refated parties have transacted at arm's-length unfess there is an>{ connection or relevant
circumstance to suggest otherwise. This would put the onus on the”Inland Revenue Department to demonstrate that
trgnls(?%thrrlﬁl Otifeta/veen non-related parties were not conducted on arm's-length terms before the transfer-pricing rules
could be | .

At this stage, it is proposed that subject to the presumption, all cross-border transactions be valued at arm's-len?th
prices. In‘the consultative process, consideration will be given to whether the regime can be more closely targeted
Without raising the concerns noted hy the Australian authorities.

1.2.8 Application to individuals, trusts and partnerships

Transfer-pricing rules would have to apply to individuals on the same basis as they would apply to companies.

16 See, for example, TR 94/14.
i See, for example, TR 94/14.
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For the _Purpose of, determining whether a transaction involving a trust is cross-border, a trust that would be a qualifying
trust if it mage a distribution (on the last day of its income year) should be treated as resident in New Zealand:; any other
trust should be treated as non-resident.

In the case of partnerships, the transaction should be regarded as cross-border if it would fall within that definition had it
been with any member of the partnership. For example, the rules would be invoked if a partnership containing one non-
resident member conducted a transaction with a resident. Where the transaction is not at an arm ’_s-Iength price and the
source of income 15 moved offshore, total New Zealand-sourced partnershlg income would be adjusted_upwards. This
should affect only non-resident partners, since resident partners are taxable on worldwide income. The adjustment
should change the composition, but not the amount, of the resident partner’s assessable income.

7.2.9 De minimus rules

In general, overseas transfer-pricing rules avoid de minimus rules, which seem to be seen as arbitrary exemptions from
what should be a general requirement that taxPayers transact af arm’s-length. Arguably, the unsophiSticated taxpayer at
whom de minimus rules are aimed is unlikely to engage in significant tranSfer-pricing activity.

Moreover, while de minimus exemptions can reduce compliance costs, they can also increase uncertainty. Compliance
concerns may be better met by applying a reasonably flexible approach to"calculating the required arm's-length prices.
Suggestions are given below for a comparable uncontrolled price safe-harbour rule and a reasonable estimate rule.

7.2.10 Determinations of arm's-length transfer-prices
Taxpayers will need explicit guidance on the methodologies to use in determining arm’s-length transfer-prices.

To assist them in this process, the Government proposes to issug a binding public statement on the question. This
statement, could be made in a number of different forms, including regulations or determinations issued by the
Commissioner of Inland Revenue. Submissions are sought on the most appropriate form for the binding statement.

1.2.11 Methods of determining the arm's-length transfer-price

Where feasible, the arm’s-length price would be set using the comparable. uncontrolled price method.. Under this
method, the arm’s-length price would be set by reference £o similar transactions in which adequate consideration was
Prowded for the goods and services transferred, with adjustments for any minor differences in the nature of the
ransactions. Using the comparable uncontrolled price would, In effect, provide a safe-harbour rule for taxpayers.
T%Rageis would Rave the assurance that, if they used this method, Infand Revenue would not impose a different
methodology.

If a comparable uncontrolled price could not be identified, an appropriate proxy method for estimating the arm’s-length
price would be applied.

Possible proxies include:
7.211.1 The resale price method

This method could be applied where a New Zealand taxpayer (reseller) purchases ?ood_s or services from a related
offshore supplier (supplier) which are then on-sold to an unrelated customer, To determine the transfer price for the
controlled transaction, (supplier to reseller}, an arm’s-length gross profit margin plus any relevant exPenses IS deducted
from the price paid in the uncontrolled transaction (resellér to unrelated Customer). ~ The arm’s-length gross profit
margin would be obtained by reference to comparable uncontrolled sales of similar products.

7.2.11.2 The costplus method
This method could be applied where a New Zealand taxpayer supplies goods or services to a related offshore party. The
transfer price for this controlled transaction is determined by adding an arm’s—len?th gross profit margin to the costs

incurred by the New Zealand taxpayer in supplying the goods or services to the related offshare party The arm’s-length
gross profit margin would be determined by reference to’comparable uncontrolled profit margins in similar activities.
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7.2.11.3 The comparable profits method

Under this method, it is presumed that the taxpayer earns a profit similar to comparable uncontrolled profits of similar
persons in similar, industries, measured as a return on assets, operating assets or eqth; or as ratios of profit to sales, or
some other financial ratio; or by some other appropriate measure. This method is most similar to 5.22 of the Act,

1.2.114 The profit split method

Under this method, the profit ofa ([]roup of persons engaging in a common actth is apportioned among the members of
the group, using an apportionment system that wouldbe agreed upan by unrelated persons acting at arm’s-length. For
example, the profit might be distribdted in_ proportion. to the capital contributed by each member, taking into account
differing bargaining powers such as the ability to contribute intangibles or some othér unique asset.

1.2.12 Application of the best method

It is proposed that if taxpayers cannot use the comparable uncontrolled price, they should use the method that provides
the most accurate and pracfical measure of the arm's-length price.

This would tglve taxpayers and the Infand Revenue Department maximum flexibility in arrlvm% at methods that best suit
the \(eQ/ different circumstances in which arm’s-length prices are required. For example, profit-pased methods could be
applied in circumstances where they yield a more accurate and practicable method of aetermining net New Zealand-
sourced income than transactions-based methods would.

The ap?roach outlined in the previous paraHraph Is similar to the “best method” rule used for the US transfer-pricing
rules_.d hg US Ire ulations for determining the most reliable arm's-length method outline a range of factors that must be
considered, including;

o the de?_ree of comparability between the uncontrolled transactions used for comparison and the controlled
transactions of the taxpayer;

» the completeness and accuracy of the underlying data;

» the reliability of the assumptions used; and

« the sensitivity of the results to possible deficiencies in the data and assumptions.
|t seems appropriate to apply the same guidelines in New Zealand.

Generally, taxpayers would be expected to follow the same methodology for similar transactions and from one year to
the next,unless the best-method rule called for a different one. This might occur because of a change in circumstances
or the available data, or because a different method gave more accurate résults.

Taxpayers will be able to agree with the Department in advance, on the method that best suits their circumstances. One
optlor% W?_uld be to obtain either a hinding or non-hinding ruling. Obtaining such an upfront agreement can reduce
uncertainties.

1.2.13 Accuracy requirement

Arm’s-lengtt)h price calculations are ,merelé/ estimates of what the Price would have been if the transaction had been
conducted between arm’s-length ﬂartles. ecause of this, there is always room for disagreement about the exact arm’s-
Ient%th,tprlce that the taxpayer should adopt. This can create uncertainty for taxpayers and conflict with revenue
authorities.

There are two ways to reduce this problem.

The first is the United States approach, which allows a range of arm’s-Ienl%th prices; the extent of the range is
determined b¥ the accuracy of the statistical data used. Under this approach, the taxpayer can use an actual transfer-
price if it falls within the range. If the data-source used, for the range is highly accurate (for example, comparable
uncontrolled prices for the salés of the same products on similar terms), the acCepitable ran(t;e would be the entire ranfg}e
of arm’s-length prices. If the data source is less accurate (for example, sales of similar, but not the same, products) the
arm’s-length’range may be only a portion of the entire range of arm’s-length prices.
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An alternative is to require taxpayers merely to make a reasonable estimate of an a_rm’s-lengith price. If the Inland
Revenue Depa&ment challenges that price, it would have to establish, as a threshold issue, that the taxpayer's estimate
Was unreasonable.

The approach adopted may depend on the overall structure of the regime. For example, as noted above, a reasonable
estimate rule could be adopted instead of de minimus exemptions. The current proposal is for a reasonable estimate
rule, but the Government will consider submissions on this.

13 Integration with the rest of theAct
7.3.1 Binding rulings and advance pricing agreements

Ités ptroposed to incorporate provisions for issuing advanced pricing agreements under the binding rulings process, in
order to:

* provide certainty to taxl0a¥ers who engage in transactions that are potentially subject to the new. transfer-pricing
rules, preventing possibly lengthy and Costly transfer-price investigations later.. An"up-front investigation, with the
taxpayer's co-operation, 1s likly to be easier than an adversarial ex-post investigation. In addition, Tf a multilateral
agreement is used, the other cotintries' tax authorities may be able to help determine the arm's-length price; and

* reduce international disputes over source of income, It is imFortant to note that countries that did not participate
would not be bound, so such disputes could not be eliminated altogether.

To obtain an advance pricin([; agreement, taxpayers would have to disclose all relevant information. As with any other
binding ruling, the agréement would bind the Commissioner of Inland Revenue only if this were done.

1.3.2 Self-assessment process

In order to be properI)( |nte%ated into the way the modern New Zealand income tax system operates, the transfer-pricing
regime has to operate within a self-assessment system.  This means that taxpayers must use the transfer-pricing
methodologies t0 determine their taxable income when engagm(? In transactions subject fo the regime. The
Commissioner of Inland Revenue should then be able to apply riormal re-assessment procedures if he or shé determines
that the taxpayer did not comply with the regime. When reassessing taxpayers, the Commissioner would have to comply

with the guidelines issued on the methods that taxpayers are expected to employ for calculating arm’s-length prices.
1.3.3 Provision for downward adjustments

It is proposed that, in general, the transfer-pricing, methodologies will supersede the actual terms of the transaction only
where this would Incréase the taxpayer’s taxable”income, or feduce a loss. In certain circumstances, however, the new
rules could allow taxpayers to_adjust their actual transaction prices in a manner that would reduce their New Zealand
taxable income. An example is where a New Zealand E)arent charges.a subsidiary CFC an excess price for goods. If
CFC income must be returned based on the lower arm's-length cost of its purchases, there is an argument that the parent
should return income using the same arm's-length price.

A downward adjustment to taxable income may be appropriate when:
« itis to offset an adjustment to the other party to the transaction, when both parties are taxable by New Zealand; or
» the adjustment is required to comply with a multilateral competent authority adjustment.

Any provision for such downward adjustments must fit within a self-assessment system and be administratively
manageable. A process that enabled. taxpayers to dispute the outcome of a specific” transfer-pricing ad{)ustment by
requesting a series of compensating adjustments to other, unrelated, transactions would probably be unworkable.

The proposed compromise is that taxpayers should be able to make downward adjustments that are the direct
consequence of an upward adjustment to the same, or another, taxpayer. This P,rows_lon must be subject to sufficient
Information bemgqprowded to the Inland Revenue DePartmenf - including identification of the downivard adjustment
sought and the ofher adjustment to which it directly relates. Provision would have to be made for later reassessments
\s/\lljhc%na% ggj\ﬁgt\fvnaerrgt adjustment is sought following a reassessment including an upward adjustment, or an alteration to
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1.3.4 Dispute resolution processes

Unilateral transfer-price issues would proceed on the same basis as domestic tax disputes.. For tax purpoges, the
taxpayer would report cross-border transactions at arm’s-length terms on a self-assessment basis and the Commissioner
could’investigate transfer-price issues in an audit. FollowingTe-assessment, the taxpayer could go through the objection
process and, if necessary, dispute the tax liability through the court system.

If a transfer-price dispute involved allocation of income with a DTA partner, the taxpayer could invoke the competent

authority provision of a treaty. In this case, the Inland Revenue Department would discuss the transfer-price issug with

Ehr% c%g] 'erﬁet?]teaDu%%my of the other country and an agreement would be made among the competent authorities, as
vided | .

7.35 Penalties

The new transfer-pricing rules do not seem to require anY special p,enalt}/ Frov,lsmns. I a taxpayer failed to comP_Iy with

the rules, the standard h;erarch¥ of penalties, as finally determined following the completion of the Penaltiés and

Compliance Review relatlnq 0 axpayer culpability, would appI%/ - that s, negllge_nce, lack of a reasonably arguable
osm(lm andRso on. It should be stressed that the’Government has yet to make final decisions on the Penaltiés and
ompliance Review.

1.3.6 Reporting and record keeping requirements

Taxpayers already report differences between their normal accounts and their accounts for tax purposes.. For
administrative purposes, there will have to be a specific requirement that where a taxpayer uses an arm’s-length price for
a particular transaction Instead of the actual price paid, that transaction will be reported:

On a.more general level, it is proposed that disclosure will be required whenever taxpayers use DTA Provisipns to
override other specific provisions of the Income Tax Act. This new provision will apply tothe Act generally, notjust to
the new transfer-pricing rules.

Taxpayers would he required to retain records supporting their cross-border transaction decisions for seven years, in line
with the practice for all records relating to determining tax liabilities.

No other special record-keeping rules regarding transfer-pricing are proposed.
1.3.7 Structure of the legislation

It is proposed that the legislation be structured like that of Australia. Under this approach, the quislation itself would
require. only that transactions subject to the regime be rePorted_at arm’s-length. The legislation woulld also define arm’s-
length in ageneral way, using terminology sintilar to that used in OECD reports.

Guidance in determining arm’s-length prices would be provided in re?ulations_or determinations. The alternative, which
the Government does not favour, would be to include the required methodologies In the legislation itself.

As already noted, it is anticipated that the [e?ulatlons or determinations describing the methodologies outlined above
would be published before the regime came into effect, SupPIementary regulations Or determinations could be published
later, refining these methodologiés or providing new ones reflecting experience with the regime.

It is proposed that the transfer-pricing rules be sug_enor to all other Income Tax Act sections for the purpose of
determining the price at which transactions occur. This means that the other sections, including .99, would ap?IY only
after application of the transfer-pricing rules, However, it would always be open to the Commissioner of Inland
Revenle to adjust transfer-prices under s.99 if that were necessary to resfructure a tax avoidance arrangement. More
generally, an apﬁroprlatel){_ calculated arm’s-length Prlce would be deemed, for all purposes of the Act, to have been the
price atdwhlch the transaction occurred with respect to the taxpayer or taxpayers for which the arm’s-length calculation
Was mad.

The existing anti-abusive transfer-pricing rules outlined in 5.22 of the Act would be replaced by the proposed new rules.

The transfer-pricing rules would work in conjunction with the deemed dividend rules contained in s.4. In this instance
the arm’s-length price would be used to determine the market value. For example, f a New Zealand company purchased
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inventory from its Rare,nt at more than the arm’s-length price, the transfer-pricing rules would deem the purchase price to
be the arm’s-length price, thereby reducing deductions. In addition, s.4 would deem the amount paid in excess of the
arm’s-len?th_ price to be a dividend to the 1parent. The combined effect of transfer-pricing and deemed dividend rules
would be to increase the company's profits from which a higher-than-ceclared dividend was’ paid.

If the taxpayer originally reported income using an arm’s-length price, the adverse effect of such a rule should be
,mltlgtath by Ehte extension of the FITC regime, because any dividends arising should, generally, be covered by
Imputation Credits.

7.4 Improved sourcerules
74.1 Proposed apportionment rules

To measure their net New. Zealand-sourced income and to com?I% with the proposed transfer-pricing rules, taxpayers
_neeiiI cle%r) rules for apportioning, between countries, income that has more than one source (where stich apportionrent
15 allowed).

As discussed in Chapter 4, 5.245 (the general apportionment provisio_rg provides little guidance on how such an
apportionment process should be carried out. Clearer apportionment guidelines would help taxi)ayers to comply with
the requirement under 5.245 to apportion, between countries, income that is not deemed to he exclusively New Zealand-

sourced - for example, business profits derived by a non-resident with a branch in New Zealand.

It is proposed that the Inland Revenue De?art,ment remedy this, position by,prov,iding more detailed cross-border
apportionment quidelines which are consistent with the transfér pricing rules outlined in this document.

These rules could be set out in regulations issued in accordance with 5.245 of the Act, Alte_rnatlveII}r, the Commissioner
of Inland Revenue could issue a policy statement (for example, a Technical Information Bufletin) clarifying the
apportionment rules considered by thé Commissioner to be “just and reasonable” for the purposes of §.245.
Submissions are invited on which of these alternative approaches would be preferable. Draft quidelines will be released
at a later date for consultation.

The gross income apportionment methodologies would outline common measures that taxpayers could use to apportion
forms of gross income between countries. This would give taxpayers a clear indication of how to apportion, between
countries, income that is not deemed to be exclusively New Zealand-sourced. In addition, it would ensure consistency
in apportioning particular types of gross income.

742 Apportionment of joint costs

As discussed in Chapter 4, a specific apportionment problem arises with expenditure which has been incurred jointly in
deriving New Zealand-sourced and foreign-sourced Income. Possible aﬁ{)portlonment rules to apply to such joint costs
were récommended by the Vialabh Committee in their report on “Tax Accounting Issues”. As a Separate exercise the
Government will be considering those recommendations.

Specifically, during consultations on this issue, consideration will be given to:

* introducing more targeted apportionment rules for non-interest joint expenditure (that is, expenditure incurred in
producing assessable and non-assessable benefits);

* basing the apportionment of non-interest joint expenditure on a common measure that fairly and reasonably results in
an objective allocation of the joint expenditure hetween the henefits produced by that expenditure; and

o where it is not (E)_racticable_ to Use a common measure, basing the apportionment on the dominant purpose for which
the joint expenditure was incurred.

Such apportionment rules for joint expenditure could be used fo aﬁportion joint exPenditure not only between gross
income derived from different Countries, but also between activities that produce both taxable and non-taxable benefits.

1.5 Other possible changes to the source rules tobe considered

I addition to apportionment issues, Chapter 4 also identified a number of other Ioroblems with the existing source rules.
These included structural problems arising from uncertainty over whether the rules relate to gross or net income and the
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ahsence of general definitions of New Zealand-sourced and foreign-sourced income. As a result, in parallel with the re-
/\{\vrlttet of the"Income Tax Act, the Government also intends to consider possible amendments to the source rules in the
ct, to:

* implement separate definitions of New Zealand-sourced income, foreign-sourced income and income that is not
exclusively New Zealand-sourced; and

o clarify the use of the net and gross concepts in the definitions of New Zealand-sourced and foreign-sourced income.
16 Effectivedate
It is proposed that the transfer-pricing legislation be introduced by the middle of 1995, Provided that this timetable is

%gr’ the transfer-pricing regime and the Quidelines would therefore be effective from the start of the 1996-97 income
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8. Thin-Capitalisation Considered

Summary

Thin-capitalisation_rules should aim to accurately determine interest expenses that
are properly attributable to New Zealand, without interfering with normal
cont1mer0|al behaviour, at minimum compliance cost, within the self-assessment
system.

The range of possible approaches include: o _

* 3 regime ann(T; the lines of that operating in Australia (which covers interest-
bearing debt from formqn direct investors which exceeds equity from those
investors by more than 3:1); or

« amore general regime which is designed to go beyond the most extreme cases of
thin- capitalisation abuse and determine the proportion of interest that should
properly be attributed to the host country; or

* aregime whose ambit falls between these two positions.

The Government is proposing, via this discussion document, to raise the issues
surrounding thin-capitalisation and seeks submissions on the most appropriate
approach; In particular on whether a thin-capitalisation regime is feasible and
necessary.

8.1 Introduction

Interest income derived from New Zealand by non-residents is subject to markedly lower aggregate New Zealand tax

rates than is income from equity. Even after the proposed extension of the FITC regime, income from equity will face

an aggregate tax rate of 33% comgar_ed with the 10% maximum that typically applies to interest income. The more
enerous tax treatment afforded debt in c_omP_arlso_n with equity provides an iricentive for non-residents to highly gear
eir New Zealand operations, thereby attributing high interest costs to New Zealand.

An effective thin-capitalisation req|me would limit the ability of non-resident investors to artificially reduce their net
New Zealand-sourced income by allocating excessive interest costs to New Zealand. Such a regime would need to apply
equally to non-residents. earning New Zealand-sourced income themselves and to non-residents operating in New
Zealand through a subsidiary.

Other countries with transfer-pricing regimes similar to that proposed in this document have buttressed those regimes
with measures to reduce the opporfunity for thin-capitalisation, which allows non-residents to lower their net taxable
Income.

There is logic.in this, However, if New Zealand were to follow this path, the Government would need to be satisfied
that an effective and acceptable thin-capitalisation regime could be put in place that would nat impose excessive
compliance costs on husinesses. The feasibility of thiS is addressed in this Chapter and submissions are invited. I
submissions are ne(i(atlve, consideration should’be given to how the underlying problem of variable tax on debt and
equity should be tackled.
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8.2 Parameters ofan effective thin-capitalisation regime
8.2.1 Objectives
An acceptable and effective thin-capitalisation regime should:

* (letermine the amount of interest expense properly attributable to, New Zealand in a manner which is erxibIe_enougDh
%o have [egardo| to the normal variation of commerCial finance, while nevertheless being effective when excessive debt
Inance Is Used:

* operate in the self-assessment system (that is, without the need for a Commissioner’s discretion); and
* impose the minimum compliance costs necessary to achieve the above objectives.
8.2.2 Other countries’ thin-capitalisation regimes

A number of other countries have already imﬁlemented thin-capitalisation measures. These countries include Australia,
Canada, Japan, USA, Germany, Sweden and Norway, while the UK administers thin-capitalisation restrictions within the
broad ambit of its transfer-pricing legislation.

These overseas precedents do not, however, alopear to meet the objectives stated for an effective and acceptable thin-
capitalisation regime. Australia I an example. Under the Australian regime, if interest-bearing debt finance from
foreign direct investors (those owning 15% or more of the equity in an Australian company) exceeds equity finance from
thg sdamte_ investors by more than 3:1, then interest paid on the excess debt to the foreign direct investors is disallowed as
a deduction.

The Australian rules provide a look-through for back-to-pack loans from the foreign direct investors, but do not treat
debt finance from a third party that is quaranteed by a foreign direct investor as debtfrom a foreign direct investor.

While the Australian rules may capture extreme cases of thin-capitalisation, they do not appear to operate as amore
?eneral rule for determining the amount of interest properly attributable to the hast country and deductible with respect
0 that country. This is because:

» the Australian rules operate with an arbitrary 3;1 debt:equity ratio only, which may be too high in some cases
because the entire group operates with a lower ratio; and

o the Australian rules only regard debt from foreign direct investors, whereas ?i_ven the fungibilit)( of debt, all debt
should ideally be considered for determining the &mount of interest properly atfributable to the host country.

The following example uses New Zealand as the host country to illustrate this point.

Consider a group that initially comprises a non-resident parent company. The company has
shareholders' funds of $100 and no debt. 1t $progoses to set up a subsidiary company in"New
Zealand which will require total capital of $100. The desired debt:equity ratio for'the New
Zealand operation is 4.1; that is, $80 debt and $20 equity. The group obviously needs to
borrow money to finance its expansion into New Zealand and can do so either by:

L the ‘oarent company horrowing $100, which it uses to inject $20 equity into the New
Zealand subsidiaryand to extend an $80 loan to the subsidiary; or

2. the parent company borrowing $20 for its equity injection and the subsidiary compan
borr%wing the r%m%/ining$80fqrom a third paﬂy.y J y Eompry

Inthe first case, the New Zealand compani/’s debt is to a related party; in the second, to a
third party. In both cases, total group indebtedness is $100.
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The example is stylised, but this does not affect the validity of its basic argument: non-resident companies can use

genuine third party debt8to thinly capitalise their New Zealand subsidiaries or branches, This means that, to be
Bffective, thin-capitalisation rules miust ideally cover third-party debt as well as related-party debt.

83  Description ofa possible effective thin-capitalisation regime

The following broadly focused thin-capitalisation regime has been designed to be effective in limiting the excess
allocation of interest expenses to New Zealand operations.

8.3.1 Main features of the proposal
The regime has the following main features:

« it would apply only to entities or operations that are controlled by a sip/gle non-resident. That is because the Policy
%oni:erg| IS 10 rdes_trlct the ability of non-residents to exploit the debt/equity distinction to under-report net New
ealand-sourced income;

* it would have a safe-harbour debt;equity ratio set at a level that excluded most operations with a comme[ciallx-
normal debt:equity ratio. The objective would be to reduce compliance costs and limit the extent to which the
r?eastures Increasé aggregate tax rates on non-resident investors operating with commercially-normal capital
structures;

* entities whose, debt.equity ratios exceeded the safe-harbour ratio would be subject to the regime ,onlg If their
degt:equny ratios also exceeded 110% of the worldwide debt:equity ratio of the group to which that entity belonged:
an

* entities which failed these two debt:equity ratio tests would not be permitted to deduct their excessive interest
expense. Excessive interest expense would equal

Actual debt—Threshold debt
Actual debt

Total Interest Expense X

where threshold debt i, the maximum amount of debt that would be consistent with the higher of the safe-harbour
and 110% of the consolidated group debt:equity ratios.

8.3.2 Entities

The regime would apply to any taxpayin? entity, such as an individual, company or trust. The, legal form of the
taxpaqu%entlty should not determine whether of not a substantive provision, such as a thin-capitalisation rule, should
apply: The rules would need to apply individually to each partner of a partnership.

8.3.3 Non-resident control

The re?lme would apply only to non-residents deriving New Zealand-sourced income (such as a branch of a non-
residen company?_ and to New Zealand resident entities controlled by a single non-resident. _ Non-resident would
include persons defined as resident under the Act, but treated as non-resident for purposes of a DTA, For the purposes
of such a regime, a trust that would be a qualifying trust if it made a distribution on the last day of its income year would
be treated aS resident for that income year; other trusts would be treated as non-resident.

Non-resident control of a resident compang would be defined as a single non-resident entix with ownership of 50% or
more of the controlling interest in the resident company, as defined for the CFC regime. Attribution and look-through
rules would apply to determine ownershl? of a controlfing interest. These rules would be similar to ss.2458 and 245¢

which are used to attribute control interests of foreign conipanies for the CFC regime.

18 Rather than disguised related-party debt.
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84  DebtEquityratio

8.4.1 Safe-harbour ratio

A safe-harbour proposal would seem desirable in order to:

* reduce compliance costs by excluding most taxpayers from the ambit of the regime;
* target the regime at cases giving rise to the greatest tax-base concerns; and

* reduce the extent to which the regime would force nop-resident investment to be heavily weighted towards highly
taxed equity investment, thereby markedly increasing effective tax rates on such investors.

All three objectives would require a safe-harbour ratio set at a level that would exclude most entities. To keep
compliance costs to the minimum, the regime must be targeted at levels of activity that would reasonably be seen as
ag]ye5|r\]/§.bgu5|n?ss operating at a normal commercially acceptable gearing level should definitely be excluded by the
safe-harbour rule.

Many overseas countries have a safe-narbour debt:equity ratio, Provided that this ratio is not breached, businesses are
not ffected by the thin-capitalisation rules. If this ratio i breached, interest deductions are generally denied. Under the

general scenario Rroposed by this document, however, further provisions would still allow"the intérest payments to be
educted, even wnen the safé-harbour is breached.

In Australia, Canada, Japan and Germany the safe-harbour debt:equity is 3.1, (25% equit¥ regime). In Spain it is 2:1
33% equity ret%lme). In USA it is 15:1"(40%_equity regime). Becalse of 5|gin|f|cant ditferénces in the reglmes, it is
Ifficylt to Use These as automatic_precedents. The choice of the safe-harbour Tevel is essentially a judgment. It has no

basis in any hard taxation theory. The aim, as stated above, is to stop abuse.

It is envisaged that the New Zealand safe-harbour ratio would be within the range that other countries use. This should
exclude most companies from the regime, for example, the average d,ebt:eguny ratio of the togJ 40 companies listed on
the New Zealand Stock Exchange (November 1994) is about 1:1 (median 53% equity, mean 45% equity).

The Government seeks submissions on the most appropriate ratio for New Zealand.
8.4.2 Debt:Equity ratio defined

The New Zealand debt:equity ratio is the (velated and third-party) debt on which New Zealand interest deductions are
incurred, in relation to the equity of the New Zealand entity or branch.

Debt for the New Zealand taxpayer would need to be limited to debt giving rise to New Zealand tax deductions._Where
no New Zealand tax deduction is taken, there is no issue of excessive interest costs being attributed to the New Zealand
tax hase. Thus, an interest-free loan from a non-resident parent to a New Zealand subsidiary should not be included in
the debt of the New Zealand subsidiary. For example, a non-resident controlled compang fias assets of $1,000 funded
by an interest-free loan of $500, mterest-bearlngz debt of $400 and shareholders' funds of $100. Under the proposals, the

debt:equity ratio of this company would be 2:3 60% equity).

Debt would need to be defined widely enough to encompass all instruments and arrangements_that are closely
substitutable for debt. For example, it'would need to include interest-bearing convertible notes. The definition_ of
financial arrangements in the accrual rules covers all such arran%_ements. However, since the focus is on excessive
Interest and sinilar costs, the debt definition needs to be limited to Tinancial arrangements for which a deduction is taken
under s.lOG%l)(h) of the Act19 or sections such as s.136, which allows a deduction for expenditure incurred by a
taxpayer in porrowing money and employing it as capital in the, production of assessable income. In other words,
finanCial arrangements for which no interest deduction (or similar) is taken would not be considered as debt,

Equity for the non-resident, or non-resident controlled, New Zealand taxpayer would be the taxi)ayer’s gross assets (for
non-residents, gross assets located in New Zealand or employed in the praduction of New Zealand assessable income)
less interest-bearing debt (usmgz the above debt definition). “To reduce compliance costs, assets should be able to be
valued at either depreciated cost or market value. However, the valuation method would need to be consistent across all

9 The general interest deductibility provision.
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assets unless different valuations are used for financial reporting in a way that is consistent with Generally Accepted
Accounting Principles (GAAP).

8.4.3 Determining when the debt:equity ratio should be measured

The debt:equity ratio of the non-resident or non-resident controlled taxpayer would need to be calculated for an income
}/ear. For compliance cost reasons, the same ratio should be used for the éntire income }/ear, However, this leaves open
he question of when debt and equity should be measured in order to calculate the annual ratio.

One way would be to measure debt and equity on the last day of the accountinq,year. The problem with such an
approach is that companies could manipulate théir debt and equity levels for that particular day.

Another option would be to take an average amount of debt and equity over the accounting period. Although this option
IS more equitable, it would have higher compliance costs as it require$ taxpayers to perform detailed calculations.

A further option would be to take the highest debt level and lowest equity level during the year. However, that could be
unfair. For example, a company requiring a high level of debt over a'short period would he penalised. Since equn¥ s a
residual item that is calculated”only aftef’ coipleting a full set of accounts, requiring the fowest level of equity o be
calculated would impose excessive compliance costs.

A halance needs fo be struck between preventing manipulation of debt levels to meet the safe-harbour ratio and the
compliance costs involved in an averaging approach.

The best approach for debt may be to calculate debt as the highest amount of debt in the accounting year and allow an
option for taxpayers to use the'monthly (or possibly qua_rterly% average amount of debt for the accounting year, if this
would give a fairer result. 1f such anoption were provided, it would need to have associated anti-avoidance rules to
prevent debt levels from being suppressed on the measurement dates.

Equity would always need to be measured on the last date of the accounting year, when accounts are prepared and this
residual item is measurable. Measuring it on any other day would involve high compliance costs.

8.4.4 Calculating debt:equity ratios on a consolidated basis

In many cases, the New Zealand debt:equity ratio of a non-resident, or non-resident controlled New Zealand taxpayer
would flow mechanically once debt and equiity were defined.  However, in some cases the debt and equity of associated
parties may need to be amalgamated to provide one debt:equity ratio for all associated parties. For non-corporates this
would seem unnecessary anc"would incur unnecessary compliance costs.

If the New Zealand debt:equity ratio of a corporate %roup were not measured on a consolidated basis, it would be
possible to meet any required debt:equity ratio simply Dy establishing a chain of companies, each meeting the required
ratio. The problem arises because equity introduced intd a corporate Chain s counted as e_cluny for each company down
that chain. " Thus, if company debt:equity ratios were measured separately, the same equity could cover the alfowable
debt level as many times as there are comipanies.

It would therefore be necessary to require the debt:eqU|t)( ratio of a New Zealand %goup of companies to be calculated on
a consolidated basis with the Same debt.equity ratio app mg to all companies in that group. Iearl)i forthese,purf),o_ses
the definition of a group should be limited to'companies that are non-resident or non-resident contrg led. For simplicity,
the existing 66% common ownership company group definition in s.191ﬁ3) of the Act could be ysed - provided that each
company in the _rt;roup I non-resident or non-resicent controlled. The altérnative would be a wider rule such as a group
of companies with a common non-resident controller.

In_cases where ?roup companies have different balance dates, calculating the deht:equity ratio on a group basis would
raise the issue of which date should be used for calculating debt and equity. The obvious date would be the balance date
of each company for which the thin-capitalisation rule applies. However, that could require several different debt:equity
calculations. TO reduce Fom liance costs there would need to be an option for all members of a company group to elect
to use the halance date of one member.

For taxpayers other than companies (individuals and trusts), there would not seem to be the same need to calculate the
debt:equity ratio on a consolidated basis.
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The Annex at the end of this Chapter provides some examples of using a consolidated basis for calculating the New
Zealand debt:equity ratio.

845  Determining the world-wide debt:equity ratio

After determining that the New Zealand debt:equity ratio exceeds the safe-harbour, it would be necessary to determine
whether_the New Zealand debt-equity ratio exceeds 110% of the consolidated worlg-wide debt:equity ratio for the
roup. This would be used to determine whether the interest incurred in New Zealand is excessive in comparison to the
group’s overall dent finance.

Where the controllinq non-resident is a company that produces audited consolidated financial accounts in accordance
with. GAAP. the world-wide debt:equity ratio could be calculated from those accounts, There would need to be a
Par%ggrns aplggmgg a taxpayer to use unaudited accounts if these could be shown to provide a true and fair view of the

Under these rules, the primary difference between calculating the debt:equity ratig of the New Zealand taxpayer and the
ratio of the world-wide group'is that the group’s ratio would be calculated by treating all legal debt as debt, régardless of
whether it is interest-pedring. The New Zealand taxpayer, in contrast, would treat only inferest-bearing debt as debt for
the purposes of calculating its ratio.

Therefore, the ratios used for comparison would not measure exactly the same types of debt. . However, it would not be
reasonable to require a multi-national company group to recalculate its debt:equity ratio using New Zealand tax debt
concepts. Nor would it be reasonable to include in domestic deht, arrangements on which no interest deduction (or its
equivalent) was provided. A compromise based on compliance-cost concems is required.

There may, however, be circumstances when the non-resident controlling shareholder would prefer to calculate its
debt:equity ratio usmF New Zealand tax concepts of debt and equity. There is no apparent reason to disallow this. In
such cases, debt would need to be defined as all financial arrangements that would give rise to a deduction if the non-
resident companY group had been resident in New Zealand: Consolidated acCounts would till be needed. A
consolidated debt:equity ratio would be calculated for the non-resident controller and all persons associated with that
non-resident, with an associated person test along the lines of 5.2458.

Such an approach would be appropriate where the controlling non-resident does not have audited consolidated accounts,
or where that person is not a company.

To add flexibility to the regime, taxpayers should be allowed to apply to the Commissioner for a ruling on variations to
the above method. for detérmining the debt:equity ratio of a controllmq shareholder. The CommiSsioner would be
authorised to provide such a ruling where a variation is in accordance with the principles of the regime. For examEIe,
this might be us,efullx_aﬁplled where a world-wide diversified business with a low debt:equity ratio operates a ban
New Z&aland with a high debt:equity ratio which is normal for such an operation.

in

There may also be other cases where strict application of the debt:equity ratio could lead to inequitable results.. The
Government seeks. submissions on such cases and suggestions on how' to identify them and provide relief without
compromising the integrity of the regime,

In the unusual case where more than gne non-resident entity or group is considered to control the New Zealand taxpayer,
the taxga%/ter wotuld q_ave the option of choosing which non-resident controlling entity or group to use for determiningthe
group debt:equity ratio.

For simplicity, the debt:equity ratio,of the controIIinﬁ entity would need to be determined on the last day of its preceding
accounting Year; that is, a year which ends before the New Zealand taxpayer's accounting year begins. That should be
safisfactory for ca_lcul,atlnq the world-wide debt:equity ratio, since the opportunity to manipulate the amount of world-
wide debt and equity is not likely to be significant,

Qnce the world-wide debt-equity ratio has been_determined, it would be increased by 10%, to account for the different
times of measurement of the ratios for the New Zealand taxpayer and the qroup and fo allow for a reasonable amount of
difference hetween the New Zealand debt and the world-wide debt. It would then be compared to the New Zealand ratio
s0 that excess interest could be determined.
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8.4.6 Deduction disallowance for excess interest

|f a non-resicent or non-resicent controlled entity has an excess level of debt, this would indicate that interest costs are
belrég over-allocated to the New Zealand tax basé. I such cases, an interest deduction relating to the excess debt would
be denied. All interest and mterest-t?/ e expenditures deductible under the Act, including”the accruals rules (these
Include foreign exchange losses), would be subject to partial disallowance.

Under such arule, a proportion of total interest expense, calculated according to the formula below, would be denied:

Actual debt—Threshold debt
Actual debt

Total Interest Expense X

where “threshold debt" is the higher of:

a) the debt:equity ratio of the controlling entity (plus the 10% margin); and

b) the safe-harbour ratio,

In calculating excess interest costs, it would seem inappropriate to net off interest income received by a taxpayer a%ainst
the interest expense of that taxpayer. The rationale of Such a regime would be to deny interest"deductions when a
taxpayer is excessively geared. ‘The nature of the income received (interest. dividends or other) as a result of investing
the. borrowed funds would not be relevant. However, consideration would need to be. given to the case where the
recipient of an interest payment is also the payer; for example, current accounts moving between debit and credit

balance. In such cases, net)(lng,off balances mlg?;t be appropriate. Consideration should alSo be given to back-to-hack
loan arrangements with non-resident related companies.

I there is more than one New Zealand company. in the consolidated group, excess interest would. need to be disallowed
In proportion to the interest claimed as a deduction by each company, up to the total amount of interest claimed by the
New Zealand group of companies.

|t would not be appropriate, under such a regime, to recharacterise as equity excessive debt for which interest deductions
are denied, o thaf the interest payments would be regarded as dividends. ” For example, Australia adopts this approach
of not recharacterising debt as equity when their thin-Capitalisation rules apply.

8.4.7 Anti-avoidance rules

A regime along the lines outlined above would need to include anti-avoidance rules to ensure that taxpayers do not:

» structure transactions to circumvent the control test; or

» temporarily or artificially inject or inflate equity to avoid an excess debt calculation.

8.4.8 Reporting requirements and penalties

No speclial reporting requirements or penalty provisions would be necessary to operate the above thin-capitalisation
proposals.

85  Thin-capitalisation rules - issues for submissions

The Gaovernment invites submissions,on.all issues discussed, in this Chapter and related matters. In particular, it solicits
%Il?lcuss_lon on the necessity and feasibility of a thin-capitalisation regime and would also welcome submissions in the
ollowing areas.

851  Ambit of the regime
A key issue is whether thin-capitalisation rules should be narrowly focused %\5 in the Australian regime) or more broadl

focused (as in the regime qutlined above). A narowly focused re_?_lme has the advantage of being more closely targeted,
but the disadvantage of being less effective. An intermediate position may be appropriate.
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8.5.2 Safe-harbour ratio

éa,ﬁEgropriate safe-harbour, in line with international norms, needs to be set for a broad and effective thin-capitalisation
ime.

8.5.3 Third-party debt

The broad regime outlined includes third-party debt as well as related-part;é debt, both in dete_rmlnlnq the New Zealand
taxpayer’s debt:equity ratio and applymg Interest deduction disallowance. Some overseas regimes qnly refer to related-
parPy debt for both purposes. The United States refers to all debt for determining the debt:equity ratio, but refers only to
related-party debt for disallowing the interest expense deduction.

In some respects this proposal could be seen as an interest allocation rule rather than a thin-capitalisation rule. The
Government in this circumstance faces a difficult issue. Referring to related-party debt only would focus the regime on
those cases where debt finance is directly used in substitution for equity finance.” However, with that focus, thé regime
could be avoided with back-to-hack loans and related-party guarantees.

There is evidence from overseas that where a limited regime applies this is exactly what hapgens; that is, the regime is
avoided. Unless the consultation process shows that such a concern is not relevant in New Zealand, only a wider rule
wou!jd dseem effective. Certainly, there seems little point in introducing a regime that we know in advance can easily be
avoided.

Applying the regime to all debt would obviously avoid such a problem. It would allow the re%ime_ to operate effectively
as a way of determlmnthhe appropriate amount of interest expense incurred in New Zealand. But it would, unless tightly
contained, threaten the Government's goal of reducing compliance cost.

The wider rule would involve what some would see as a significant involvement, perhaps too significant an involvement,
of tax_rules.in normal commercial decisions, made for normal commercial reasons, about the financial structure of a
firm. For this reason, the Government has determined that such a regime needs to be focused in a way that addresses
abuse only and it therefore seeks submissions on what the final shape 0f such a rule should be.

8.5.4 Consolidated groups

The regz_ime outlined ahove would require that New Zealand companies use consolidated accounts for the purBose of the
calculations. This may impose additignal compliance costs. However, if this is not done the regime could be. avoided
by multiple counting of equity that is flowed through a chain of companies. Again, submissions are sought on this point.
8.5.5 Inequitable results

Taxpayers may wish to identify cases where they believe application, of the rules would be inequitable and suggest a rule
which'will identify such cases and provide relief without compromising the integrity of the regime.

86  Conclusion

This Chapter has outlined the elements of a thin-capitalisation regime intended to meet the objectives of being both
flexible and effective. The Government seeks submissions not just on the issues discussed abiove, but on any’ other
relevant issues relating to thin-capitalisation. The Government invites submissions_ on the extent to which attribution, of
excess deductions of interest expense to New Zealand is a problem and, if a significant ?roblem, whether an effective
thin-capitalisation regime is an appropriate response and if so what should be the'ambit of the regime.
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ANNEX: Calculation Of Debt:Equity Ratios

This example assumes that the broad and effective thin-ca%italjsation regime outlined is applied  The
structure to which the regime applies is as follows where NRCO is a non-résident company:

NZCO, NZCOZand NZCO2 have the following balance sheets as at 31 December 1994;
NZCO

Assets $ Liabilities $
Investment inNZCO1 100 Deht 100
Plant etc. 100 Equity 100
200 200

NZCO1
Assets $ Liabilities $
jogonecs ey B
et 200 qy 200

NZCO2
Assets $ Liabilities $
Plant etc. 200 Debt 100
Equity (NZCQ2) 100
200 200

From the individual balance sheets, it would appear that all three companies have a debt:equity ratio of
1:1. However, In substance $400 Is beln?_mveste,d In plant, which is being funded by $300 of debt. This
IS recognised on a consolidated accounting hasis, where the debt:equity ratio of the corporate group
consisting of NZCO, NZCOLand NZCO2 s 3:1.
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Consolidated Balance Sheet of NZCO and Subsidiaries as at 31 December 1994

Assets $ Liabilities $
Plant efc. 400 Deht 300
Equity 100

400 400

I the safe-harbour debt:equity ratio was set at 3:1, NZCO, NZCOL and NZCO2 would not be denied an
Interest deduction. If the Safé-harbour ratio was set at 2:1 NZCO, NZCOL and NZCO2 would be subject
to the proposed regime. This would mean a portion of their interest expense would be denied.

Conversely, under a non-consolidated approach, a chain of companies, where each company borrows from
its parent, could result in each company breaching the proposed safe-harbour debtiequity ratio, even
though the corporate group as a whole would not do So.

For example, consider again the example of NRCO, NZCO, NZCOL and NZCO2. NZCO, NZCOL and
NZCO2 have the following halance sheets as at 31 December 1994:

NZCO
Assets $ Liabilities $
Inter-Co Advance 300 Debt 300
Plant etc. 100 Equity 100
400 400
NZCO1
Assets $ Liabilities $
Inter-Co Advance 300 Debt 300
Plant etc. 100 Equity 100
400 400
NZCO?
Assets $ Liabilities $
Plant etc. 400 Debt 300
Equity 100
400 400

The debt:equity ratios of NZCO, NZCOL and NZCO?2 are 3:1 and so would be within a 3;1 safe-harbour
ratio but would breach a 2:1 safe-harbour ratio.

However, on an consolidated basis, NZCO and its subsidiaries have a debt:equity ratio of 1.1 and so
would be within a safe-harbour ratio of either 2.1 or 3:1.

Consolidated Balance Sheet of NZCO and Subsidiaries as at 31 December 1994

Assets $ Liabilities $
Plant etc. 600 Deht 300
Equity 300

600 600
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