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MEASURES TO STRENGTHEN TRANSFER PRICING RULES AND
PREVENT PERMANENT ESTABLISHMENT AVOIDANCE - A
GOVERNMENT DISCUSSION DOCUMENT

Proposal

1. This paper seeks the agreement of the Economic Growth and Inﬁashut;tme Connmttea _'
to prepare and issue a Government discussion document pnmarl}y“/on measures \to)
strengthen transfer pricing rules and prevent permanent estabhshment (PE) avoiﬁanca
Public feedback on the discussion document w111 be useﬁ Io help develop the ’oest *pohcy
for these measures. \ &2 /7 .

Executive summary

2. There are international cogoems about mtﬂtmananais not paying their fair share of tax.
This is because some —multlnatlollals use\ base erosion and profit shifting (BEPS)
strategies that allqvt ‘them to report/l’ow ’g_aXaBIe profits in New Zealand and many other
countrles Il’kf&lhlch/ﬁ”:éy operat AN €

\

3. T"he,//@ECD ﬁas recmmnencieé various courses of action to address BEPS strategies in
S /thexrf’BﬁPS Augi@n Plan. Along with other OECD countries, New Zealand is
‘nnplementmg a rmmber of these OECD recommendations.
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4. - Anoth%\r overseas response has been to impose a separate tax on the diverted profits that

— “arisg from the transfer pricing and PE avoidance related BEPS strategies. This is known
«.\:as a diverted profits tax (DPT), and has been adopted by Australia and the UK. A DPT
\—/ s levied at a penal rate compared to income tax and has greatly enhanced assessment
and collection powers. A DPT is intended to incentivise multinationals to pay the
correct amount of income tax under the normal rules rather than to raise revenue by
itself.
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5. The aim of a DPT is to tax profits that multinationals divert offshore (rather than
allocate to their New Zealand operations). While it is likely to achieve greater taxation
of these profits, it could impact on perceptions of the predictability and fairness of New
Zealand’s tax system for foreign investment. We currently consider that a better
approach is to take certain features of a DPT and combine them with the OECD’s BEPS
measures and some domestic law amendments to produce a package that is tailored for
the New Zealand environment. This approach should be as effective as a DPT in
addressing transfer pricing and PE avoidance related BEPS strategies in New Zealand,
but it would do so within our current frameworks and with fewer drawbacks. However

we do not wish to rule out the adoption of a DPT at this early stage of policy
development.



Background

8.

2

Similar to the DPT adopted by the UK and Australia, our package would be an anti-
avoidance measure. It would not change the fundamental basis on which non-residents
are taxed. For this reason, our package (like the Australian and UK DPTs) would not
tax non-resident suppliers without a material physical presence in New Zealand. Such
non-resident suppliers include multinationals that have been the focus of some public
concern in New Zealand and internationally.

The proposed discussion document would outline our package as the currently preferred
method of addressing transfer pricing and PE avoidance (TP and PE avoidance), while
noting that a DPT has not been ruled out. Public feedback on the package would be
invited. The proposed discussion document would be released in early 2017.

Through the use of TP and PE avoidance strategies, some mulﬁnatlonals'are able to
report low taxable profits in New Zealand despite carrymg' on signlﬁca.nt economic
activity here. These avoidance strategies mvolve < b
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a. Tax structuring: In order for New_ Zaaland to tax a non rgsident on its sales
here, the non-resident must ha\ e a taxhble presenee ( ie.\a PE) in New Zealand.
However non-residents can btmuture thf;tr afﬁmrs to avoid such a taxable
presence, even whem/they aremvolqu in s1gmﬁcant economic activity here
(PE av01dance) ’(Non \nemdents ca"n' also enter into arrangements with related
parties that’ reduce their tax&bie pmﬁts in New Zealand, but lack economic
substaﬂc;e ( ff:ansfer prlcu'rg a,vmc_lance)
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\ C reatmg enfor ceme:rr ban iers: It is difficult and resource intensive to assess
ap& engage, in dlspﬁtes with multinationals in practice. This is due to the
3-4‘ ‘highly ,ﬁemal qature of the issues and the difficulties Inland Revenue faces in

eb&uning theTelevant information.
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Whﬂc tfhe majorlty of multinationals operating here are compliant there is a minority
hat engage in aggressive tax practices. This kind of aggressive tax planning may

.____1,ncrease if it is left unchecked. In addition, incentives to engage in these practices could
increase as we address other profit shifting techniques through hybrid mismatch

arrangements and excessive interest deductions (among other things).

10. Addressing TP and PE avoidance is as much a revenue integrity measure as a revenue
raising measure. For New Zealanders to have confidence in our tax system, it is
important that everyone is seen to pay their fair share of tax, including multinationals.

Comment

Possible responses to TP and PE avoidance

11.

12.

There are several possible ways to address TP and PE avoidance.

The OECD has recommended various courses of action to address BEPS activities
associated with TP and PE avoidance (as well as other matters) in their BEPS Action

N



13.

3

Plan. These recommendations address BEPS concerns under existing tax frameworks
(source / PE rules and transfer pricing rules).

However, both the UK and Australia have gone beyond the OECD recommendations by
introducing unilateral measures to address the diverted profits arising from TP and PE
avoidance in the form of a special diverted profits tax (DPT).

UK and Australian DPTs

14.

15.

16.

The DPTs that have been proposed in Australia and enacted in the UK tax the diverted
profits of large multinationals. Their DPTs are an entirely separate tax which is levied
at a penal rate compared with income tax. They apply to large multinationals that sell
goods or services into a country and try to avoid income tax by either: /,--;;-_._

a. using a structure to avoid having a taxable presence. A the \ooumry, evﬁl’b g
though they have significant economic activities camed 0\1 for them-in that )
country; or \ | o
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b. shifting profits out of the country /to ‘.'a Jow” tax / jﬁﬁé&;\_&:ﬁiﬁﬂ?‘ through
arrangements which lack €conomic "-bétam. > __..-/_:'_::-'\I"‘ \\J)/ v

A DPT taxes the profit a multmatlonai has avmdeé reportm/g for Imcome tax purposes
using these methods. A DI"F xs*thus 1ntended to Jncemmse large multmatlonals to pay

itself. (' 2.

A DPT has’ greatly enhanced assessmenrand collection powers. For example, the DPT
must. be. pald up> front, and\(he taxpayer then has to demonstrate to the revenue authority

,why 1t§\h§eqsmentfls Wrong .and by how much (although the assessment can still be

,chalfenged in qu.m)

Importanﬂy,/a DPT is an anti-avoidance measure. It does not change the fundamental
basxs on wlilch non-residents are taxed. For this reason, a DPT would not tax non-
,remdent ‘suppliers without a material physical presence in New Zealand. Such non-

_t_psment suppliers include multinationals that have been the focus of some public
' “Concern in New Zealand and internationally.

Is a DPT good for New Zealand?

18.

19.

A DPT would counter non-residents who try to avoid having a taxable presence in New
Zealand or who use transfer pricing strategies to reduce the tax payable. Its assessment
and collection features would also address some of the practical difficulties of taxing
multinationals.

Introducing a DPT would mean that there would be a new type of tax, separate to
income tax, to deal with a minority of aggressive multinationals. It could impact on
foreign investor’s perceptions of the predictability and fairness of New Zealand’s tax
system for foreign investment. As a separate tax from our general income tax it may
produce unintended adverse consequences for taxpayers — especially with regard to
normal grouping of tax attributes (for example income tax losses would not be able to
be set off against diverted profits). A DPT may also have an unintentional negative
impact on compliant taxpayers. The more we get into imposing arbitrary taxes the
greater the risk of other countries doing the same to our exporters. Overall, a DPT chips
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away at the consistency, neutrality and relative simplicity of our tax system from a
global perspective.

Finally, the DPTs that have been proposed in Australia and enacted in the UK respond
to particular problems with the application of their own income tax rules to
multinationals. While a DPT may be appropriate for the issues Australia and the UK
face, it seems more straightforward for us to fix New Zealand’s problems with our
income tax rules rather than implement a new tax.

A tailored package is better for New Zealand than a DPT

21.

22.

24.

25.

Given the above, we currently consider that a better approach for New Zealand is to
take certain features of a DPT and combine them with the OECD’s BEPS measures and

some domestic law amendments to produce a package that is tailored <for the New

Zealand environment. This approach is consistent with New Zealand S preférence for a- \
coordinated international response to an international problem T s pgckage should be_ /\ D
as effective as a DPT in countering TP and PE avoidance quew Zc:alkmd but ﬁt YQH do

so within our current frameworks and with fewer drawbaqks A P ’

The package would include:

a. measures to prevent the avo;dance Qf a PE 1anew Zeakind Wthh would be
similar in effect to tl}xs aspect o: of the Austraha_n/ﬁ K DPT (1nc1ud1ng a poss1b]e
override of our Bouble Tax Agreemeln\
BEPS measures; “ .\~ SN

mfc{mlatron tax multmat}onals more in accordance with the economic
) .._‘suhstﬁl\ce of thelr\ actwrtrcs here (in accordance with the OECD’s new transfer
pncm gmdehnes)ﬁand so that Inland Revenue does not have the burden of
" prqof 1}1 t{m}bfef pricing cases;

| ad@phon of other OECD BEPS measures relating to TP and PE avoidance,
A\which includes strengthening our tax treaties so they cannot be used for this
" purpose; and

d. other domestic law amendments to address issues specific to New Zealand.

We would also like to consider whether there are any administrative aspects of the DPT
(or other alternatives) which are worth exploring to make it easier to assess and collect
tax from uncooperative multinationals in practice (particularly in relation to transfer

pricing).

While the current preference is not to adopt a DPT, we have not ruled it out. If
following consultation on the discussion document (or at any other time in the future)
we consider that our proposed package would not be effective in addressing TP and PE
avoidance, we will revisit the adoption of a DPT.

Existing BEPS measures

It 1s umportant to note that New Zealand is already progressing a number of other
measures to address BEPS. In particular:




Consultation

26.
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a. The Finance and Expenditure Select Committee is currently considering
legislation to strengthen non-resident withholding tax rules, limit the use of
look-through companies as conduit vehicles, and clarify that New Zealand’s
general anti-avoidance rule overrides tax treaties;

b. a Bill has recently been introduced to strengthen the foreign trust disclosure
rules and implement automatic exchange of information with other tax

authorities;

¢. GST now applies to cross border services — including e-books, music, videos
and software purchased from overseas websites;

d. the Government has recently released a Discussion Document, on hybrid

mismatch arrangements. These proposals are designed to prevent taxpayers

from exploiting technical differences in countries’ tax mie& on cross bordcr’
transactions; Z

.-'J/f_ J -.‘. I"‘. 1 \\ ‘-,__.
e. there is on-going work on strengthening the mterest lumtatxon rules These
rules limit the levels of debt (and” /associatgd 1ntere,9t deduetmns) that

multinationals can load into the1r Ncw Zea,laﬂd operanons ) L

Inland Revenue and’ the 3‘ I‘easmy weremns It\ed'on the Cabinet paper and support the
preparation of ‘Lthe d&scusswn ddeumegﬂ seftlng out the package. The discussion
documentc vﬁﬂ be“used asa ,basts\for consultation on the package with the public. Inland
Reveriue and th:e Treasury WﬂI c,onsult with other interested Government agencies in

,_pre’pa}‘mg» the dlscussmn document such as the Ministry of Foreign Affairs and Trade.

< >%6 p):eposed dlgcusswn document would be released in early 2017. We will report

b&ck to Cab\lnet \kZHh 4 draft of the proposed discussion document prior to its release.

There are no financial implications for the release of the discussion document. The

introduction of the package would be fiscally positive, although it is hard to know by
how much at this time. We will have a better idea of this after reviewing some recently
received information collected through our annual international tax survey. Advice on
financial implications will be provided when approval on the finalised package is
sought.

Administrative impacts

28.

Officials will consider administrative impacts when they draft the discussion document.
Advice on administrative impacts will be provided when approval on the finalised
package is sought.

-




Human rights

29. There are no human rights implications associated with the release of the discussion
document.

Legislative implications

30. The publication of the discussion document does not have any immediate legislative
implications. However legislative change will be necessary if Cabinet subsequently
decides to implement the policy recommendations developed out of the discussion
document.

Regulatory impact analysis

31. Elements of the regulatory impact analysis will be 1ncluded in. the chscussmn doqument
at a level that is appropriate given the stage of pohey/development A full regu!atory
impact analysis will be carried out later m lhp pehCy process (once ofﬁc\lals have
finalised their policy recommendatlons S v

Publicity

32. Wewill arrange the apptopnate pubhclty ﬁgr tha rélease of the discussion document.
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Recommendatxons/ ols
e / N N\

33 .\’We recemmencl Ihat thf}ﬁ‘abmet Economic Growth and Infrastructure Committee:

(l%\ote ,h.atsm addition to adopting the OECD’s BEPS Action Plan, both the UK and
'_’/Avsstrafla have introduced a unilateral measure, known as a diverted profits tax
(DPT), which is designed to counter transfer pricing (TP) and permanent
establishment (PE) avoidance.

2. Note that our preference at this stage is to counter TP and PE avoidance through a
package of measures tailored to the New Zealand environment rather than a
DPT. However we have not ruled out the introduction of a separate DPT.

3. Agree that Inland Revenue and the Treasury should develop a package of
measures to counter TP and PE avoidance. The package should include:

e measures to prevent the avoidance of a PE in New Zealand, which would be
similar in effect to this aspect of the Australian/UK DPT (including a possible
override of our Double Tax Agreements) and consistent with the OECD’s
BEPS measures;

e amendments to our transfer pricing legislation so we can collect better
information, tax multinationals more in accordance with the economic
substance of their activities here (in accordance with the OECD’s new transfer
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pricing guidelines), and so that Inland Revenue does not have the burden of
proof in transfer pricing cases;

e adoption of other OECD BEPS measures relating to TP and PE avoidance,
which includes strengthening our tax treaties so they cannot be used for this

purpose;

e other domestic law amendments to address issues specific to New Zealand,
and

e administrative measures to make it easier to assess and collect tax from
uncooperative multinationals in practice (particularly in relatxon @ransfer A

pricing).

e S
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\, 1)
4.  Agree that Inland Revenue and the Treasury shgulqi p‘repare a GOVe@megf/
discussion document setting out this package g

5. Note that we propose releasing a Govermj;émf dlSCl.lS mn dbtument on this
package in 2017 and will reports back To §ab/1net W'/h a\iraft of the discussion
document prior to its release. \ AR A N

N N/

N\ A \‘\:. ‘ i
6. Note that New Zeagahd
address BEPS

r\\

~2 N\ \j/
N
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Hon Blll Enghsh’ i Hon Michael Woodhouse
Minister /of\Fmance Minister of Revenue

Date



