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NZ TAX Notes
	Unit 1 – NZ Tax Fundamentals

	Income Tax Framework

1. Stage one: Calculating taxable income. 

2. Stage two: Calculating income tax liability. 

3. Stage three: Calculating terminal tax payable/refundable.
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[image: image2.png]Flow chart for calculating and satisfying an income tax liability
The following flow chart illustrates how a person’s income tax liability is calculated (stage two)
and then satisfied (stage three):
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1. Stage one: Calculating taxable income

· Assessable income less allowable deductions = net income (unless if negative, then its tax losses).
· A person’s net loss for a tax year can be (BC 4(4)):
· carried forward and subtracted from their net income in a future year 

· made available to another person to subtract from that other person’s net income for that income year or a future income year (companies) 

· used in other ways, such as to pay a shortfall penalty. 

2. Stage two: Calculating income tax liability

To calculate income tax liability, the relevant tax rate is applied to the taxable income figure. The tax rate to be applied will depend on the entity:
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· Taxable income for an individual is taxed by applying a set of marginal tax rates, which vary based on the overall level of taxable income:
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[image: image5.png]Annabelle is a New Zealand tax resident who has earned taxable income of $95,000 from
avariety of sources during the year ended 31 March 2020.

Annabelle's income tax liability for the year ended 31 March 2020 is:

Taxable income Amount Taxrate|  Incometax
liability

$ % $

Upto$14,000 14,000 105 1470
$14,001 10 $48,000 34,000 15 5950
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3. Stage three: Calculating terminal tax payable/refundable.
The third stage is to determine whether the person has tax to pay and, if so, how much. In this stage, any available tax credits are brought in to reduce the amount of tax payable. This process is referred to as ‘satisfying the income tax liability’.

Tax credits

· A tax credit reduces or satisfies the income tax liability that a person must pay (s. BC 8).

· Tax credits should not be confused with tax deductions, which reduce a person’s taxable income. 

· Section LA 4 contains an ordering rule for applying tax credits against a person’s income tax:

1. Non-refundable tax credits, such as foreign tax credits. 

2. Tax credits for supplementary dividends (outside the scope of the TAXNZ module). 

3. Tax credits for ICs. 

4. Tax credits for research and development (outside the scope of the TAXNZ module). 

5. Refundable tax credits (e.g. provisional tax, pay as you earn (PAYE) or resident withholding tax (RWT)).

Terminal tax 
Where a person’s income tax liability is more than the total sum of their tax credits, the difference is the amount that person must pay in terminal tax, which is the amount required to satisfy the person’s income tax liability.

Tax residence and source of income

Concepts of ‘residence’ and ‘source of income’

1. Residence – where the taxpayer’s ‘abode’ is.
2. Source of income – where the taxpayer’s income was earned.
- NZ tax residents are taxed on their worldwide income, whereas non‑residents are only taxed on NZ-sourced income (BD1)
Residence

The main tax consequences of being either a resident or non-resident of NZ for tax purposes include, but are not limited to, the items listed in the following table:
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Tax residence of natural persons
· For natural persons, the term ‘residence’ for tax purposes should not be confused with the concept of ‘domicile’ or ‘residence’ for immigration purposes ‘Residence’ has its own special tax meaning.

· ‘Domicile’ is a common law concept that implies a sense of permanent attachment to a country. While an individual may be considered a tax resident of more than one country at the same time, the individual can only have one domicile. Tax residence can change year on year, whereas domicile is generally fixed.

· The overriding test of NZ tax residence is whether the person has a permanent place of abode (PPOA) in NZ. Accordingly, the test for establishing residence is an ‘either/or’ test – that is, meeting either the PPOA test or the 183-day rule will mean an individual is a NZ tax resident.
Permanent place of abode (PPOA) 
A PPOA is not defined in ITA 2007, but guidelines have been developed from case law that can be used to determine the meaning. See below:
CIR v. Diamond.

Demonstrated importance of the meaning of the words ‘permanent’ and ‘abode’. You can’t just have a home available, there must be permanency in staying there (factors to consider include continuity of presence in NZ and in the dwelling, the duration of that presence, the durability of the taxpayer’s association with the particular place, the closeness or otherwise of the taxpayer’s connection with the dwelling, that the existence of another permanent place of abode outside NZ does not preclude (prevent) the taxpayer deemed to have a permanent place of abode in NZ)
Van Uden v. CIR.
The abode does not need to be the home solely lived in and should be assessed in the context of objectively factual circumstances.  Van Uden demonstrated that expenditure incurred while staying at the property can deem you to have a permanent place of abode. This included purchases from local hardware stores (which the taxpayer argued were to support the property maintenance business of the trust properties) + other expenditure locally (cosmetic /discretionary)
Case F139.
This case involved a person who returned to NZ to resume working for his previous employer after an absence of 10 months. Although he had severed most of his ties with NZ on leaving, his loyalty to his former employer (in returning to the country when the employer had an unexpected staffing shortage) was a relevant factor in assessing his connection with NZ and so determining that he had a PPOA in the country. found to be resident in NZ despite his absence from NZ.
Case H97.
The concept of staying out of NZ for a substantial period of time is not inconsistent with having a PPOA in NZ. In this case, the taxpayer was sent by his NZ employer to work overseas. While overseas, he lived in a construction camp. The bulk of his wages were paid into his NZ bank account. After six months, he returned to NZ to stay with his parents. He was found to be a NZ tax resident, the court relying on the fact that his parents’ house was a ‘fall-back base’ and the overseas contract was for six months, with a right of renewal.
Case J41.

A double tax agreement (DTA) determines the residence of a person who is found to be dual resident. The DTA between the UK and NZ states that residence is determined on the basis of the country in which the taxpayer has a permanent home available. In this case, the taxpayer failed to prove that his NZ home was not available to him and, therefore, was found to be resident in NZ for the purposes of the DTA. Also relevant is the fact that the taxpayer made representations to the United Kingdom revenue authority stating that he was not resident for United Kingdom tax purposes.

Case Q55.

A taxpayer was on sabbatical leave and found to have a PPOA, in spite of his renting out his family home during his absence (< 12 months). In this case, it was held that while the enduring availability of a dwelling is a necessary part of the test of establishing whether a person has strong ties with NZ, the availability of the home is not the only factor to be taken into account in determining the strength of those ties. This means that while evidence of the enduring availability of a dwelling is important, it is not sufficient to render a person resident on the basis of having a PPOA.

Physical presence – present for more than 183 days
Where a natural person does not have a PPOA in NZ, they can still be found to be a NZ tax resident on the basis of their physical presence in the country. A natural person is a NZ tax resident if they are physically present in NZ for 183 days or more in a rolling 12-month period (not income year)

Losing NZ residence status 
Natural persons cease to be NZ residents for tax purposes if they: 

· are absent from NZ for more than 325 days in a rolling 12-month period, and 

· do not have a PPOA in NZ at any time during that period of absence, and 

· are not absent in the service of the NZ Government, and 

· are not a ‘non-resident seasonal worker’. 

Transitional residents 
A natural person who becomes a resident under s. YD 1 may be classified as a transitional resident for a period of up to four years after satisfying either of the NZ residence tests. Income derived by a person who is a transitional resident is exempt income if the income is foreign-sourced and not: 

· employment income (of a type described in s. CE 1), or 

· income from a supply of services. 

To be a transitional resident under s. HR 8(2), a person must: 

· have established tax residence in NZ under the PPOA or the 183-day test, and 

· for a continuous period > 10 years immediately before they established residence, not had a PPOA or fulfilled the 183-day presence test, and 

· not have been a transitional resident before the 10-year non-residence period, and 

· not have stopped being a transitional resident after the end of the 10-year non-residence period. 

Tax residence of companies
A company is resident in NZ if it satisfies any one of the four tests establishing residence of companies – it does not need to satisfy all these tests.
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Incorporation 5. YD 2(1)(a) A company is a resident if it has been incorporated in New Zealand. This rule

provides an objective and easily ascertainable test of corporate residence

Head office s5.YD 2(1)(b) This test is focused on the physical location of the head office. A company
will be considered resident in New Zealand if its head office is in New
Zealand. The head office of a company is the place of administration and
management that is superior to all its other offices and from where the
company’s business is directed and carried on

Centre of 5. YD 2(1)(c) The focus of this test is the broader question of whether management of a

management company is centred in New Zealand. The test is focused on the place where
the highest level of the company’s management is located - that is, where
the company as a whole is managed on a day-to-day basis. The company is
not required to have an office in New Zealand to satisfy this test

Directors’ s.YD 2(1)(d) A company is resident in New Zealand if control by its directors, acting in

control their capacity as directors, is exercised in New Zealand. This test is focused
on the superior management of the company and where the strategic and
policy decisions are made for the company. The residence of the company’s
directors is not relevant, nor is the voting power of its shareholders - rather,
itis where control by its directors is exercised that determines residence




Source of income

The source of income is the place where the income is earned. It is relevant when determining whether income is taxable in NZ because a non-resident is taxed on income from NZ sources only. The following table sets out common types of income that are sourced in NZ (s. YD 4).
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Income

Income under ordinary concepts
· ‘Income’ is defined in s. BD 1(1) as being income under a provision in Part C

· If not specifically defined as income, s. CA 1(2) is a catch-all provision that provides that ‘an amount is also income of a person if it is their income under ordinary concepts’
· There is a large body of case law that helps to determine what constitutes ‘income under ordinary concepts’ for tax purposes.
· The following relevant and classic criteria for determining whether an amount is income:
- Income is something that comes in, not what is saved from going out. (Reid vs CIR)
- Periodicity, recurrence or regularity. (Reid vs CIR)
- Quality in the hands of the recipient. (Reid vs CIR)
- Purpose and intention in that case to acquire and/or sell for substantial gain (Limited and Reduced) v. Harris
Distinction between income and capital

· Historically, courts have made a key distinction between income and capital

· Income tax is levied on assessable income, not capital income in NZ.

· Eisner v. Macomber drew a distinction between income and capital by likening the capital to a tree (being land or other property) and income to the fruit or produce of that tree (e.g. dividends, rents and royalties):
· Derived from current operation of business = Income – (CIR v. City Motor Service)

· Periodic, recurrent and regular receipts = Income, also depends on quality of receipts in the hands of recipient (Reid v. CIR)
· No profit-making scheme, outside normal business operation = (Capital CIR v. Wattie)
· Lease inducement payments / reduced rent / contribution for fit-outs = Capital
Business income under s. CB 1

· An amount a person derives from a business is income of that person.
· Therefore, determining whether the person is ‘carrying on a business’ is critical to determining the tax treatment of the transactions.
· Similarly, business deductions are only deductible only if it is a business, not a hobby.

· The term ‘business’ is defined in s. YA 1 as ‘any profession, trade, or undertaking carried on for profit’.
· Two important considerations from case law must be taken into account when determining whether a business exists: 
The following factors from Grieve v. CIR should be considered when determining whether a person is carrying on a business: 

· Statement of the person’s intentions. 

· Nature of the activity. 

· Time period of the activity. 

· Scale of operations. 

· Volume of transactions. 

· Commitment of time, money and effort. 

· Pattern of activity. 

· Financial results. 
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Types of income

Income under Part C is made up of four components, as follows: 

1. Exempt income. 

2. Excluded income. 

3. Non-residents’ foreign-sourced income. 

4. Assessable income (Assessable income is the only component of income that is liable for taxation (s. BD 1(5)).)
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Exempt income
Certain types of income are specifically treated as exempt income by statute. Items of exempt income are dealt with in subpart CW.

Exempt income is excluded from assessable income by s. BD 1(2). Examples of exempt income include the following: 

· Certain dividends derived by companies. 

· Certain types of reimbursing allowances. 

· Relocation payments. 

· Amounts derived by non-residents visiting NZ for short periods. 

· Certain income derived by military personnel for service in operational areas. 

· Certain types of income of a ‘transitional resident’

· Some pensions and grants. 

· Maintenance payments. 

· Scholarships and bursaries. 

· Income of public and local authorities. 

· Certain income of charities, friendly societies and community trusts. 

· Stake money. 

Excluded income

Excluded income covers those other amounts that ITA 2007 excludes from a taxpayer’s taxable income because they are generally taxed in another way. The main type of excluded income is a ‘FB’. ‘FB’s are treated as being equivalent to income, or as amounts that would be treated as income (to the employee) were it not for the fact that someone else (the employer) pays the tax on these amounts, by way of FBT.
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Income type Explanation
Income from Section CB 3 (profit-making undertaking or scheme), Property
profit-making 55 CB4and CB’5 (transactions involving personal property)

schemes or property and ss CB 6A~CB 158 (land transactions) willtreat certain

transactions amounts derived as income. These sections will catch

certain profits or gains from transactions that are not part
of a business and where the assetis not trading stock

Land use Rents, fines, premiums and certain types of goodwill and
other revenue derived by an owner of land from a lease,
licence or easement affecting land, or from the grant of a
tight to take profits from the land by an owner of land, is
income (55 CC 1and CC2)

Interest Interest derived by a person s income under s.CC 4.The
term interest'is defined in 5. YA 1 a5 2 payment madeto a
person by another person for money lent to any person,
whether or not the payment s periodical and howeveritis
described or calculated; excluding a redemption payment’
or'repayment of money lent’

Royalties Royalties derived by a person are income. Royaltiesare  International tax
definedins. CC9(2)

Income from equity  Dividends derived by a person are income of the person  Companies
under 5. CD 1. The rules for the treatment of dividends
are contained in subpart CD. Note that certain types of
dividends derived by companies may be exemptincome

Employment Subpart CE deals with amounts derived from employment Employment remuneration
income that are treated as income
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Cash versus accruals accounting methods 
The two primary methods used to determine when business income is derived are as follows: 

1. Cash basis method. 

2. Accruals basis method (sometimes called the ‘earnings basis’ method). 

The cash basis method is based on the actual receipt of income, while the accruals basis method is based on income ‘earned’ for accounting purposes.
Derivation of business income 
As a general principle, business or trading income is derived when it is earned, on an accruals basis (i.e. most companies are on accruals basis)
IR16/06 allows taxpayers who are in business to recognise income on a cash basis where some specific conditions are met.

· The taxpayer is undertaking a very small-scale profession.

· The income received represents a reward for professional skill and personal work.

· The expenditure contributes to income in a minor way.

· The level of expectation of payment inherent in the type of income is typically low.
· There are no employees, or if there are employees, they are few and they contribute in only a minor way to the earning of income. 

· Sophisticated or complex financial accounts are not required. 

IS 16/06 provides the following guidance regarding when professional fees are earned, as follows: 

· If an express agreement exists, income is derived at the point where the express agreement allows them to demand payment for their services. The income may be derived either during the term of the agreement or at the completion of it, depending on when the agreement provides for an entitlement to bill. 

· If there is no express agreement, IR takes into consideration standard accounting principles, and business and commercial practice in the relevant industry to come to a conclusion about the timing of derivation of income. 

Deferring recognition of income and advanced payments 
Where a person operating on an accruals basis of taxation receives income in advance – for example, for services that have not yet been delivered – the income may not be considered to have been derived until such time as the services have been rendered (Arthur Murray (NSW) Pty Ltd v. FCT).
Summary of when type of ordinary income are derived:
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When received - that is, when they are paid to the employee, credited to an account, or
dealt with in the employee’s interest or on the employee’s behalf

In Case D14, the taxpayer sought to deduct 1/14 of his salary from his assessable income
asitdid not relate to the 1976-77 income year even though it had been paid to him in
that year. The TRA held that all payments received during the year were to be included in
the taxpayer's assessable income.

Forinterest income from a financial arangement pursuant to subpart EW, as per
application of the financial arrangements rules, according to the applicable spreading
method. For cash basis persons or those not subject to the financial arrangements rules,
according to normal tax principles (refer to the unit on financial arrangements)

Not untilit i freed from the company's control i
(Bowaters Sales Co.Ltd v. CIR)

. paid or credited to the shareholder)

Where goods are supplied - generally derived on the sale or delivery of the goods or
‘when a debtis created, evenif the goods themselves are paid for by instalments (JRowe &
Son PtyLtdv. FCT)

On the sale of trading stock, a debt arises in favour of the vendor. The stock leaves the
vendor's account and, prima facie, the debt for which the stock was exchanged must be.
brought nto accountints place. Itis implicitin the legislation that trading debts cannot
be ignored in the calculation of business profits and must be brought into account on a
proper basis i that s feasible (IR v. Farmers Trading Company Ltd)

Avises at settlement when a debt that s due from the purchaser accrues, notwhen a
contract becomes unconditional.The critical consideration is the time the debt arose
(Gasparinv. FCT)

When there is an entitlement to bill unless the taxpayer meets the requirements o return
income on a cash basis, in which case itis when it is received)

Dependent on the method used. One of the following two methods can be applied
depending on the facts and terms of the contract:

« the percentage of completion method
« the completed contracts method

The percentage of completion method is where in any one financialyear during the course

of construction, one takes progress payments which have been earned and which are
contractually due during that year and deducts allowable expenditures and treats the balance
s gross profit (Horizon Homes Ltdv. CIR). The completed contracts method is where a taxpayer
does not perform a calculation of gross profit unti after the contract has been completed

Inthe case of HW Coyle Ltdv. CIR, the percentage of completion method was preferred

However,in Horizon Homes Ltdv. CIR a case in which the contract price was not payable
until completion of the project, the completed contracts method was endorsed and
the profit or loss not recognised on an individual contract until the contract had been
‘completed and paid in full
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Summary:
Allowable deductions (General permissions – DA1)
Expenditure or loss is deductible to the extent:
*
incurred in deriving assessable / excluded income - Limb 1 (Nexus test) DA 1(1)(a)

*
incurred in carrying on a business for the purpose of deriving assessable income / excluded income - Limb 2 DA 1(1)(b)

Note: Pre-commencement and post-cessation business expenses are non-deductible unless Nexus test is met.

Specifically not allowable deductions (General Limitations – DA2)
Expenditure or loss to the extent that:

*
Capital nature - DA 2(1) & Case laws / ACT1.4

*
Private or domestic - DA 2(2)

*
Exempt Income - DA 2(3)

*
Employment Income - DA 2(4)

*
Non resident passive income - DA 2(5)

*
Non resident foreign sourced income - DA 2(6)
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reciprocal benefit. Loss occurs where there is no actual

expenditure/payment incurred but the financial position

of the taxpayer is negatively affected
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Deductibility of expenses – pre-commencement and post-cessation of business 
Expenses are only deductible where a business activity is being undertaken. Accordingly, start-up costs are not deductible under limb two because a business has not yet commenced. However, if the costs have a direct nexus with the income earning they may be deductible under limb one.

Meaning of ‘incurred’

· A deduction will not be allowed for any expenditure or loss unless it has been ‘incurred’. The meaning of ‘incurred’ developed by case law.

· The general test to determine whether expenditure has been incurred is whether the taxpayer is ‘definitively committed’ to the outgoing. In FCT v. James Flood Pty Ltd (at 506):
· the provision has been interpreted to cover outgoings to which the person is definitively committed in the year of income although there has been no actual disbursement (i.e. you don’t need to have paid to have incurred).
· CIR v. Mitsubishi Motors NZ Limited broadened the meaning of ‘incurred’ to apply to situations where a person could claim a deduction in anticipation of expenditure.

No matching principle between deductibility and assessable income
· The character of income to the recipient does not determine the tax treatment of that expenditure to the payer

· The decision in Herald and Weekly Times v. FCT illustrates that there is no symmetry in the income tax law between deductions and assessable income in the scenario in that case (deduction for the costs of settling the defamation action despite settlements usually being capital).
Capital limitation (one of the general limitations)
As with the capital/revenue distinction discussed in relation to income earlier in this unit, there is no requirement for symmetry of treatment. A payment on revenue account may be deductible to the payer, but treated as capital in the hands of the recipient, and vice versa. There is no definition in ITA 2007 of ‘capital in nature’ – however, principles/tests established in case law serve as guides to assess whether expenditure is of a capital nature.

· Sun Newspapers Ltd and Associated Newspapers Ltd v. FCT sets out the key tests in determining if an expense is of a capital or revenue nature:
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sought?
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used or enjoyed?

What means were adopted to obtain the
advantage?

un Newspapers Ltd and Associated Newspapers Ltd v. FCT
Explanation

Ifthe expenditure will result in an enduring benefit to the person,
itis more likely to be of a capital nature

Ifthe expenditure was a once-and-for-all benefit as opposed toa
short-term benefi, it is more likely to be of a capital nature

Ifthe advantage was provided by a single lump sum as opposed
t03 series of recurrent payments, the expenditure is more
likely to be of a capital nature. However, payment for a capital
expense that s made by instalments will not necessarily make it a
revenue expense




In BP AUS Ltd v. FCT, Lord Pearce provided additional guidance on determining the capital and revenue nature of expenses, see table:
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Specific types of deductions
Deductions are allowed in circumstances where they would otherwise be disallowed by a limitation provision. For example:

· interest and financing costs (ss DB 5–DB 8) 

· bad debts (s. DB 31) 

· some types of legal fees (ss DB 3, DB 18 and DB 62) 

· entertainment expenditure (subpart DD) 

· motor vehicle expenditure in certain cases (subpart DE) 

· repairs and maintenance expenditure 

· premises costs (s. DB 18AA) 

· fines and penalties 

· G&S tax (GST). 

Interest
DB 5 - DB 8 override capital limitation. A person is allowed a deduction for interest incurred provided the general permission is satisfied (i.e. that the interest incurred has a nexus to assessable or excluded income, or the interest is incurred in carrying on a business for the purposes of deriving assessable or excluded income). The capital limitation is overridden by s. DB 6. This means that a deduction is not denied just because the interest might be regarded as an outlay of a capital nature or relates to the funding of a capital asset.

Financing costs

Section DB 5 allows a deduction for expenditure incurred in borrowing money. The general permission must still be satisfied. The capital limitation is overridden, but the other general limitations are not. Expenditure covered by this section will include: legal fees in connection with establishing a loan; valuation fees; guarantee fees; lender’s mortgage insurance; loan procurement fees; survey fees; mortgage broker commissions; costs of arranging bank overdrafts; and expenses of debenture issues (drafting, advertising and printing prospectuses).

Bad debts 
Section DB 31 overrides the capital limitation and allows a person to take a deduction for a bad debt if the debt is written off within the income year. Note that the general permission has to be satisfied. The IR public ruling BR PUB 18/07 sets out the rules regarding deductions for bad debts:
· The debt must be an existing debt owing to the taxpayer. 

· The debt must be determined to be ‘bad’, meaning ‘when a reasonably prudent commercial person would conclude that there was no reasonable likelihood that the debt will be paid’ in whole or in part by the debtor or by anyone else. 

· The bad debt must be written off during the income year in accordance with the record-keeping systems maintained by the taxpayer. 


Legal fees 
· Section DB 62 enables a full deduction when ‘total legal expenses’ are $10,000 or less, therefore eliminating the need to analyse whether an item is capital expenditure or not. This section overrides the capital limitation – however, the general permission must still be satisfied and the other general limitations still apply

· Where total expenditure on legal fees exceeds $10,000, the general principles will apply to deny any portion of the expenditure that is of a capital nature. In these cases, the ‘capital or revenue test’ must be applied to the full amount of the legal fees (not just the amount over $10,000). Therefore, some analysis of legal fees is required as soon as expenditure exceeds $10,000. 

- There are two specific sections within Part D that provide deductions for certain types of legal fees: 

1. Section DB 3 permits a deduction for legal fees associated with tax calc. and litigation costs. This section supplements the general permission and overrides the capital, private and employment limitations; however, the other general limitations still apply. 

2. Section DB 18 permits a deduction for legal fees associated with leases of property, such as preparation and registration fees. This section overrides the capital limitation, but provides that the general permission must still be satisfied. The other general limitations still apply.

Entertainment expenditure 
Entertainment expenditure is subject to a special set of rules, set out in subpart DD, that limits the deduction of certain types of business-related entertainment expenditure to 50% of the amount of the expenditure. 
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Motor vehicle expenditure (in certain cases)

· The rules typically apply where a sole trader or partner in a partnership uses a private motor vehicle for business use (not company)
· When motor vehicle expenditure (e.g. petrol, registration, repairs and depr.) is apportioned, there are two methods for determining the available deductions: the kilometre rate method and the costs method
Kilometre rate method 
The kilometre rate method applies from 1 April 2017. To use this method, the taxpayer must elect to do so in the income tax return that includes the latest of the following dates: 

· 1 April 2017 

· the date on which the car was purchased, or 

· the date on which the car was first used for business purposes 

· If no election is made to use the kilometre rate method, the taxpayer must use the costs method.
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The tier one rate applies for the first 14,000km travelled. The tier two rate applies to subsequent kilometres travelled. A log book must be kept (see below) to substantiate the deduction. If no log book is kept, the maximum claim or non-taxable employee reimbursement is limited to 3,500km.

Costs method 
The costs method uses the actual costs incurred by the taxpayer for the motor vehicle as well as the amount of the vehicle’s tax depr. exp:
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Business proportion 
There are 3 methods available for calculating the business use proportion. 

1. Actual records (s. DE 3(a)) – This requires that actual records of the motor vehicle’s use are kept, showing the reasons and the distance for each journey for the entire income year. The proportion of actual business use is the proportion applied to calculate the available deduction. 

2. A logbook (s. DE 3(b)) – A logbook is maintained for a test period for the purpose of establishing the usual business proportion of the motor vehicle’s use. This proportional amount can then be used for calculating deductions for a period of up to three years. Certain criteria are required for the logbook method to be valid (see below for more information). 

3. Default method (s. DE 4) – If a taxpayer has not used any of the two methods above, the calc. of the deduction is limited to the lesser of the proportion of actual business use of the vehicle or 25%. This method cannot be used as the business proportion for the kilometre rate method.

Logbook 
The business use of a motor vehicle can be calculated by keeping a logbook for a test period of at least 90 consecutive days. After 90 days, the average proportion of business to private use of a motor vehicle is calculated. The logbook’s validity is up to three years, provided any variance of the vehicle’s business use is less than 20% of that represented in the logbook (DE7(2)) . The logbook must record: 

(a) the start and end of the 90-day test period; and 

(b) the vehicle’s odometer readings at the start and end of the test period; and 

(c) the distance of each business journey; and 

(d) the date of each business journey; and 

(e) the reason for each business journey; and 

(f) any other detail that the [CIR] may require

Repairs and maintenance expenditure

A deduction for this expenditure is allowed if it is: 

· deductible under the ‘general permission’ in s. DA 1(1) – that is, the expenditure has a nexus with the derivation of assessable or excluded income, or with the carrying on of a business for the purpose of deriving assessable or excluded income, and 

· on revenue account – that is, the expenditure is not prohibited by the capital limitation in s. DA 2(1). The other general limitations may also have to be considered, but, in most cases, the capital limitation will be the main consideration. 

Deductibility of repairs and maintenance expenditure – two-step approach:

1. Step 1: Identify the relevant asset being worked on

· Auckland Gas Co. Ltd v. CIR.: taxpayer’s gas distribution system was an assemblage of linked pipes, which was also the asset. This meant that the expenditure incurred in inserting polyethylene pipes was capital in nature, as it upgraded and changed the nature of the asset.
· Auckland Trotting Club Inc. v. CIR,  whether the expenditure on the replacement trotting track constituted alterations to the premises of the club or whether the repair work should be evaluated against the track alone. In doing so, the court had to work out whether the track was ‘an entirety by itself’ or ‘a subsidiary part of something else’ (known as ‘the entirety test’) 

2. Step 2: Consider the nature and extent of the work done to the asset
· If the work done to the asset results in the reconstruction, replacement or renewal of the asset, or substantially the whole of the asset, the cost of that work will be capital expenditure (Lurcott v. Wakely and Wheeler) 

· Expenditure incurred to repair or maintain an asset that has the effect of changing the character of the asset (over and above making good wear and tear) will be capital expenditure (Auckland Gas Co. Ltd v. CIR) 

· Nature and scale of the work done to the asset (Auckland Gas Co. Ltd v. CIR) 

· The use of new materials in completing work does not necessarily mean that the asset is improved. However, where different materials are used and, as a result, the asset performs or functions better or differently, this may indicate a change in the character of the asset that is capital in nature (FCT v. Western Suburbs Cinemas Ltd) 

· Where capital expenditure is incurred, the courts have held that no deduction can be claimed for an amount that might have been spent on repairs had the work been carried out differently. This concept is known as notional repairs (Colonial Motor Co. Ltd v. CIR) 

· In W Thomas & Co. Pty Ltd v. C of T, Windeyer J held that expenditure incurred to repair a newly acquired asset that is in disrepair so that it is not suitable for use by a person is a capital cost and forms part of the acquisition cost of that asset. This principle was distinguished in the case of Odeon Associated Theatres Ltd v. Jones where a deduction for repair was permitted. In this case, the asset acquired was fit for purpose at the date of its acquisition despite its disrepair, and the purchase price had not been discounted to take account of the condition of an asset
Premises costs
· A taxpayer may claim their house expenditure as deductible business expense under s. DA 1, to the extent that the premises is used to derive assessable or excluded income
· Section DB 18AA and OS 19/03 ‘Square metre rate for the dual use of premises’ (OS 19/03) allows a taxpayer to use the square metre rate method for calculating the allowable business deduction relating to their dual use premises. The formula is:
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1. total premise costs is the total amount of actual mortgage interest, rates, and rent that the person has paid with respect to buildings 

2. business proportion is determined by dividing business square metres by the total area of buildings on the premises in square metres 

3. business square metres is the total area, in square metres, of any separately identifiable parts of buildings on the premises that are used primarily for business purposes 

4. square metre rate is the applicable square metre rate that is published by the Commis. ($42.75 in 2020)
Fines and penalties 
The deductibility of fines and penalties falls within the general permission and general limitations. IR’s view in Interpretation Statement IS 09/01 ‘Fines and penalties – income tax deductibility’ (IS 09/01) is that fines and penalties are too far removed from the income-earning process, or not deductible on public policy grounds. 

GST 
Section DB 2 denies a deduction for taxpayers registered for GST for input tax paid by the taxpayer and GST payable to IR.

Prepayments 
In the case of prepayments for G&S, s. EA 3 operates to allow the expenditure to be deductible in the year it is incurred, but to add back as income the part of the expenditure that relates to any subsequent year (the ‘unexpired’ portion). 
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However, If the expenditure falls within the thresholds of Determination E12 (see table below) the amount is fully deductible.
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Description of expenditure

rental for the lease of land or buildings relating to a period
ending more than 1 month after balance date

rental for the lease of land or buildings other than rental
dealt with elsewhere in this determination

rental for the lease or bailment of livestock or bloodstock

payment for purchase of consumable aids

insurance premiums under an insurance contractif the
total amount of such expenditure incurred in the income
yearin respect of the contract does not exceed $12,000

payment in respect of equipment service contracts or
warranties f the consideration for the contract or warranty
forms an inseparable and indeterminate part of the.
consideration for the asset or assets to which it relates

payment in respect of a contract for the service or
maintenance of plant, equipment, or machinery if the total
amount of such expenditure incurred in the income year in
respect of the contract does not exceed $23,000

payment for the use or maintenance of telephone and

costs for services, other than those dealt with elsewhere in
this determination

periodic charges, other than those dealt with elsewhere in
this determination

purchase of stationery

subscriptions fora newspaper, journal, or other periodical,
including for the maintenance or annotation of a
documentary information service:

‘motor vehicle registration and drivers licence fees -
unlimited

Maximum
total amount
of unexpired

portions

26000

26,000

58,000

14,000

14,000

Time period
between balance
date and expiry
date

6 months
1 month
& months

unlimited

12months

unlimited

3months

2months

6 months

12 months

unlimited

unlimited

unlimited
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Description of expenditure

subscriptions, or other fees (but excluding any paymentin
respect of a franchise agreement) entitling membership of
any trade, professional, or other association if the amount
of such expenditure incurred in the income year in respect
ofthe association does not exceed $6,000

costs on postal and courier services,including such
expenditure for franking, private post boxes and

private postbags, business reply post and freepost, and
expenditure evidenced by the possession of postal stamps

rates made and levied under Part 3 of the Local
‘Government (Rating) Act 2002 to the extent of the amount
invoiced on or before balance date

‘advance bookings for travel and hotel or motel
accommodation

cost of advertising
road-user charges

auditfees

mandatory accounting costs

expenditure described in s. DB 3(1) and not excluded by s.
DB3(2)

direct claim settlement costs included i the outstanding
claims reserve of a general insurer in relation to a contract
GST)
relationto
any 1 claim does not exceed $65,000 (excluding GST)

Maximum

of unexpired
portions

14,000

14,000

Time period
between balance
date and expiry
date

12 months.

unlimited

unlimited

6 months

6 months
unlimited
unlimited
unlimited

unlimited

unlimited




Deferred payment of employment income 
Section EA 4 deals with the deferred payment of employment income – specifically, when a deduction can be taken for this expenditure if it is incurred but not paid.  In order to obtain a deduction for employment income, the amounts must be: 

· incurred in an income year, and 

· paid out within 63 days of the end of the income year (this condition applies for employees who are not shareholder-employees). 

Any amount that remains unpaid after this time must be added back as income under s. CH 3. This amount is then allowed as a deduction under s. DB 51 in the following income year.
Deductions for payment of employment income on the sale of a business

· Seller of business can, where conditions met, claim a deduction for the transfer of employment income obligations (holiday pay) – DC10, DC11

Lease inducement payments

s. EI 4B. allocates the deductions allowed under s. DB 20B evenly over the period of the land right. However, there are three exceptions to this method of allocating lease inducement payment deductions to an income year, as follows: 

1. Where the person ceased to hold the relevant land right (or the estate in land from which the land right is granted) during an income year. 

2. Where there is an early termination of the lease or licence. 

3. Where the lease or licence was entered into before 1 April 2013. 

In 1 and 2, the remaining amount is allocated to the income year during which the applicable event takes place, if the land right and the estate in land from which the land right is granted are not held by the same person or an associated person.
[image: image29.png]Example - Prepayments and the 63-day rule
This example illustrates the 63-day rule applying to the deferred payment of employment income.

Flags-Are-Us Limited has a 31 December balance date and accrued holiday pay of $15,000 due
toits employees. In the 63-day period (i.e. the period to 4 March in the following calendar year),
$8,000 of this amount was taken as holiday leave o paid out to the employees. The amount
that is considered ‘unpaid'for income tax purposes and that must be added back in the tax
calculation is $7,000 under the 63-day rule. If Flags-Are-Us chooses not to apply the 63-day rule,
the full amount accrued of $15,000 must be added back.





[image: image30.png]Example - Lease inducement income

This example illustrates how to spread lease inducement income across the term of a lease.

Melinda operates a small travel agency business with three employees. The travel agency has

a31 March balance date. During the year, Melinda’s travel agency required new premises.

0On 10ctober 2019, she entered into a lease artangement for a term of 10 years (with no rights of
renewal). On the same day, the landlord paid Melinda $55,000 as an inducement to enter into the
lease. The amount of income Melinda will need to return in the 2020 income year in relation to

this payment is calculated
$55,000 + 120 months x 6 months.
=$2750







	Unit 2 – NZ Tax Fundamentals 2

	Self-assessment 
· NZ operates a self-assessment tax regime (s. 92(1) TAA 1994).
· The Commis. of IR (the Commis.) may amend assessments under s. 113 TAA 1994, subject to time limits in ss 108 and 108B.
IR’s key activities 
· Under s. 6A TAA 1994, the administration of the tax system is primarily the responsibility of the Commis..

· Modern income tax regimes typically recognise and provide for four distinct phases of the imposition and collection of tax, as follows: 

1. Imposition. (collection of tax GSTA 1985 and ITA 2007)
2. Quantification (assessment). 

3. Dispute resolution. 

4. Collection.

Powers of the Commis. 
1. Search and seizure powers

· The Commis. can require documents to be produced, can require taxpayers to answer questions on oath, and can access and search taxpayers’ homes and businesses and seize documents found there.
2. Assessment, litigation and collection of tax 
The Commis. has a wide range of powers available to them in assessing taxpayers’ liabilities, administering the self-assessment regime etc:
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[image: image34.png]Example - The Commissioner’s powers under Part 10 TAA 1994

This example illustrates the Commissioner's powers under Part 10 TAA 1994.

Little Red Riding Hood Limited (Red) manufactures clothing products, and finds itself coming
under increasing financial pressure. Red falls behind in payments of goods and services tax (GST)
and provisional tax.

After failing to come to an arrangement for repayment, the Commissioner issues a notice under
5. 157 TAA 1994 to Red's major customers, Wolf Clothing and Grandma's Apparel, requiring them
to pay any amounts owing to Red direct to the Commissioner.

As Red's arrears continue to accumulate, the Commissioner issues a statutory demand under
5.289 CA 1993 and, when payment is not made, applies to the High Court to initiate liquidation
proceedings.




3. Pre-assessment dispute resolution process 
The Commis. has various powers to undertake steps in the pre-assessment dispute resolution process, which are listed in the table below (left):
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Issue a notice of proposed adjustment (NOPA) 898

Issue a notice of response (NOR) 89G

Issue a disclosure notice 89M(1)
Issue a statement of position (SOP) 89M(3)
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process, oran order that the Commissioner does not need to complete the disputes process

Suspend proceedings because a similar case is atest case 890
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4. Granting relief 
The Commis. has a number of powers to exercise their discretion and grant relief from the payment of tax, interest or penalties, which are listed in the table above (right hand side):
5. Binding rulings regime 
· A binding ruling is IR’s interpretation of how a tax law applies to a particular arrangement. (s. 3 TAA 1994). 

· The Commis. is able to issue types of binding rulings, as follows: 

1. Public rulings (general interpretation/rule applying to public)
2. Private rulings (specific interpretation/rule applying to individual taxpayer)
3. Product rulings (specific interpretation/rule applying to categories of products, e.g. treatment of mortgage offset accounts)
Withholding obligations

PAYE – Employers’ filing and payment obligations

Under s. RA 5(2), an amount of tax must be withheld from a PAYE income payment at the time the person (e.g. an employer) makes the payment.

· For an employer who withholds annual gross amounts of PAYE (including employer’s superannuation contribution tax) of less than $500,000, the tax withheld must be paid by the 20th of the following month (ss RD 4 and RD 21). 

· For other employers, PAYE tax withheld that relates to salary and wages paid between the 1st and 15th of the month must be paid by the 20th of the same month, while tax withheld relating to salary and wages paid between the 16th and the end of the month must be paid by the 5th next month.
· If the employer’s total annual PAYE and ESCT deductions are $50,000 or less, payroll reports can be filed using prescribed paper forms with a due date of 10 working days after payday. Otherwise payroll reports need to be filed electronically within two working days of each payday.

Other deductions from payroll
1. Accident Compensation Corporation (ACC) earners’ levy

All employees must pay an Accident Compensation Corporation (ACC) earners’ levy to cover the cost of non-work-related injuries. This is collected by IR through the PAYE system on behalf of ACC. The levy has been built into the PAYE tables, and therefore no extra deduction is required.

2. KiwiSaver

Employers need to deduct employee contributions from the respective salaries/wages of employees who are KiwiSaver members. Employers are also required to make compulsory employer contributions to employees’ KiwiSaver accounts, which are subject to employer superannuation contribution tax (ESCT). Both employee and employer contributions are paid through the PAYE system, along with any ESCT payable.

3. Student loan deductions

Employers must deduct loan repayments from the wages of employees who are paying off student loans. Student loan repayment amounts are included in the PAYE deduction tables through the use of specific tax codes and must be paid to IR along with PAYE payments.

4. Child support

Employers may be required to deduct child support payments from an employee’s wages (with details and instructions sent to the person’s employer). These child support payments will be sent to IR along with PAYE payments.

5. Payroll giving

Employees who wish to make regular donations to eligible charitable causes through payroll can do so if their employers offer a payroll giving scheme. Employees who make payroll donations will receive an immediate PAYE credit for pay periods. in which donations are made at a set rate of 33⅓% of the donation that is made in each respective pay period, and reduces the amount of PAYE deducted.

6. Resident withholding tax (RWT)

Resident withholding tax (RWT) is payable under subpart RE when resident passive income is paid (s. RA 6) and none of the exceptions apply (s. RE 2). Taxpayers may use the RWT deducted from payments made to them as a credit against their income tax liability for the year. RWT is refundable if taxpayers have overpaid their income tax liability for the year.

7. Obligation to deduct RWT

The RWT rules apply to a person who makes a payment of ‘resident passive income’ (s. RE 1). Resident passive income includes interest, dividends, some taxable Maori authority payments, and some payments under share lending agreements (s. RE 2). The person must be a NZ tax resident, or a non-resident carrying on a taxable activity in NZ through a fixed establishment.
Exceptions to the requirement to deduct RWT

· exempt interest (s. RE 2(3))

·  a dividend that is exempt income (s. RE 2(5))

·  derived by a person who holds an RWT exemption certificate (ss RE 5(2) and RE 27)

·  paid by a person when the interest paid totals less than $5,000 per annum (s. RE 10).
RWT Rates

a) Interest 
An individual person who receives interest can supply their IRD number and elect the rate at which RWT is withheld (ranging from 10.5% to 33%) or, if the person does not supply their IRD number, the default rate of 33% will apply (cl. 3, table 2). For companies that have supplied their IRD number, the rate is 28% (cl. 4, table 3). 

b) Dividends 
A NZ tax resident who receives a dividend payment will have a rate of 33% applied. This can be reduced by any ICs attached.
Provisional tax 

Provisional payment of income tax means that income tax is paid during the income year while a person is earning the income, rather than in one annual payment made at the end of an income year.

Under s. RC 3, a person is required to pay provisional tax for an income year if:

·  their residual income tax (RIT) for the income year is more than $2,500, or

·  they choose, under s. RC 4, to pay provisional tax.

Despite this, the following persons do not pay provisional tax:

·  Non-resident companies that do not have a fixed establishment in NZ.

·  Non-resident contractors who have not been given an exemption certificate by IR for the income year.

·  Multi-rate portfolio investment entities (PIEs) that do not make an election under s. HM 44.
Calculating provisional tax 
Section RC 5 sets out the following four methods for calculating provisional tax: 

1. Standard method. (preceding year * uplfit. Primary uplift = 105%, 110% if PY return is not due before 1st/2nd instalment)
2. Estimation method.  (fair and reasonable estimate)
3. Accounting income method (outside of scope)
4. GST ratio method  (see below)
G&S tax (GST) ratio method (Payable based on cash flow of business – calculated from GST returns)
This method bases provisional tax on a percentage of GST-taxable supplies to RIT. It is designed to align tax payments with the cash flow of a business. Their RIT in the preceding year must have been more than $2,500 but not exceeding $150,000.

·  They must have been registered for GST for the entire preceding income year.

·  The preceding income year must not have been a year in which their business operations began.

·  The ratio of their RIT to total GST-taxable supplies, expressed as a percentage, must be between 0% and 100%.

·  Their GST returns are filed either on a monthly or two-monthly basis
Calculating provisional tax instalments under the standard and estimation methods:

[image: image37.png]- Provisional tax





· Residual income tax is the RIT for the preceding year, uplifted by 5%; or the RIT for the income year before the preceding income year, uplifted by 10%; or the amount estimated.

· Instalment number is the number of each instalment for the income year – generally either instalment 1, 2 or 3.

· Total instalments is the total number of instalments for the income year.

· Provisional tax is the amount of provisional tax already paid to date for the income year.

Balance dates

NZ businesses have a default balance date of 31 March which aligns with the income tax year end. This is commonly referred to as a standard balance date. Businesses can apply to the Commis. to change their balance date (s. 38 TAA 1994), but must have an appropriate reason to elect to change their balance date. Some commonly accepted reasons are to align with industry standard dates or to align with parent/group company balance dates.
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Early payment discounts for small business individual taxpayers 
A tax discount of 6.7% is available to encourage small business individuals who begin receiving self-employment or partnership income to pay tax voluntarily in the year before they begin paying provisional tax ss RC 37–RC 40.
Use-of-money interest (UOMI)
The UOMI regime in Part 7 TAA 1994 is designed to compensate the Commis. for the loss of the use of money caused by taxpayers paying tax too late, and to compensate taxpayers for the loss of the use of money caused by them paying too much tax (s. 120A TAA 1994). Since 8 May 2020, the Commis.’s paying rate has been 0.00%, and the taxpayer’s paying rate has been 7.00%.
[image: image39.png]Section 120E TAA 1994 sets out the formula for calculating interest payable for each day that
tax is outstanding:

t X r+365

Where:

¢ tis the amount of unpaid or overpaid tax, and
* ris the paying rate that applies on the day.




[image: image40.png]Where:

¢ tis the amount of unpaid or overpaid tax, and
* ris the paying rate that applies on the day.

The result of this calculation is then multiplied by the number of days the tax is overdue to
the final amount of UOMI owing. The full calculation can be illustrated as:





Safe harbour for taxpayers:
A provisional tax payer that meets the following ‘safe harbour’ criteria will not be liable for use‑of-money interest on their provisional tax:

· Safe harbour for residual income tax < $60k 

· Safe harbour for taxpayers using the standard or estimation methods

Tax pooling:
Tax pooling is a government-approved scheme whereby ‘approved intermediaries’ operate tax pooling accounts (tax pools) with IR. Taxpayers pay tax into these tax pools and intermediaries then offset any underpayments of tax against overpayments, to increase the return on overpayments and reduce use-of-money interest exposure on underpayments for the taxpayers in the pool.
Tax planning, tax avoidance and tax evasion
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Tax planning
Tax planning involves organising one’s tax affairs in such a way that a reduced tax liability is achieved while acting within both the letter and spirit of the tax law. The law contains many features that provide legitimate avenues to reduce tax. legal and ok.
Tax avoidance
Tax avoidance arises when a taxpayer complies with the letter of the law (i.e. exactly as the legislation is written but not intended) but nevertheless obtains a tax outcome that is contrary to the scheme or policy of the tax Acts. It involves, directly or indirectly, avoiding or reducing any liability to tax. Legal but unethical. The tax law targets tax avoidance using both specific and general anti-avoidance provisions..

· The tax avoidance naturally follows from some other purpose and is not pursued as ‘a goal in itself’ (Elmiger v. CIR).

· The tax avoidance is ‘necessarily linked and without contrivance to some or other purpose or effect so that it can be regarded as a natural  concomitant’ (CIR v. Challenge Corporation Limited).

Tax evasion
Tax payer avoids tax by not complying, e.g. via false misleading statement or omission of information. This is illegal and unethical.
Anti‑avoidance rules
Types of anti‑avoidance provisions 
The anti-avoidance response in the tax law takes two main forms: 

1. The general anti-avoidance rule, which acts as IR’s last line of defence against avoidance activity, and deliberately framed in broad terms. 

2. Specific anti-avoidance legislation introduced to deal with particular types of abusive behaviour.
The general anti‑avoidance rule in ss BG 1 and GA 1 
Sections BG 1 and GA 1 are the general anti-avoidance provisions that give the Commis. the discretion to cancel a tax benefit which would otherwise be obtained by a taxpayer as a result of a scheme. Section BG 1 is written broadly, stating that: 

(1) A tax avoidance arrangement is void as against the Commis. for income tax purposes. 

(2) Under Part G … the Commis. may counteract a tax advantage that a person has obtained from or under a tax avoidance arrangement.
Parliamentary contemplation test

The parliamentary contemplation test asks whether the arrangement, viewed in a commercially and economically realistic way, makes use of the Act in a manner that is consistent with what Parliament would have intended for the provisions that apply to the arrangement (Ben Nevis Forestry Ventures Limited v. CIR). Used as a test of intention of the party to analyse whether tax avoidance occurred.
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Consequences of applying ss BG 1 and GA 1

1. Arrangement is void – Tax avoidance arrangement is void for tax purposes.

2. Reconstruction – The Commis. will reconstruct what actually should have been reported if the scheme didn’t exist may result in adj.s to income, deductions, credits or losses, but may not double-count any amount (s. GA 1(3)–(6)). Legitimate tax outcomes can be reinstated, such as deductions for expenditure that has been incurred.
Specific anti‑avoidance rules

1. Dividend stripping rule – The purpose of the dividend stripping rule in s. GB 1 is to prevent a taxpayer from selling shares in a company for money in substitution of a dividend that would otherwise have been paid to the taxpayer. As dividends are generally taxable, arrangements to disguise a dividend as non-taxable income will reduce the taxpayer’s income tax. If s. GB 1 applies to an amount, that amount is deemed to be a dividend in the income year in which the shares were disposed of (GB1).

2. Personal services income (PSI) attribution rule– The rules prevent taxpayers from diverting income to an entity with a lower tax rate in order to reduce the amount of income tax payable on their personal services income (ss GB 27–GB 29)

Ethics

Fundamental principles of the Code of Ethics for tax advisers are: 

1. Integrity. 

2. Objectivity. 

3. Professional competence and due care. 

4. Confidentiality. 

5. Professional behaviour.

Disputes resolution process

The process of disputing an actual or proposed tax assessment is set out in Part 4A (for disputes before an assessment is raised), and Part 8A (after a disputed assessment is raised) TAA 1994.
Part 4A – Pre-assessment disputes

· Under Part 4A TAA 1994, the taxpayer or the Commis. can initiate a dispute by issuing a NOPA. The Commis. will initiate a dispute if they wish to adjust a taxpayer’s self-assessed position, or an earlier Commis.’s assessment (s. 89B TAA 1994).

· The Commis. cannot increase the amount of income tax assessed after four years have expired from the end of the tax year in which the taxpayer has filed the relevant return (s. 108(1) TAA 1994), unless: 

· the return is fraudulent or wilfully misleading (s. 108(2)(a) TAA 1994), or 

· the return omits mention of income of a particular nature or derived from a particular source (s. 108(2)(b) TAA 1994). 

Challenge procedures – Part 8A
· Taxpayers may not contest the correctness of an assessment or other disputable decision by the Commis. except under the challenge procedure (s. 109 TAA 1994).  The challenge procedures are outlined in Part 8A. A taxpayer may challenge an assessment in a hearing authority under s. 138B TAA 1994, and must commence proceedings within two months of the date the Commis. issues the relevant disputable decision.
Burden and standard of proof 
· In civil tax cases, the burden of proof is almost always on the taxpayer (s. 149A(2)(b) TAA 1994). The standard of proof is the civil standard of the ‘balance of probabilities’ (s. 149A(1) TAA 1994). 

· A different standard of proof applies in criminal proceedings – generally the standard is ‘beyond reasonable doubt’. If the proceeding relates to evasion or a similar act, it is classified as a criminal proceeding, and therefore the burden of proof rests with the Commis.
Shortfall penalty regime

Shortfall penalties are imposed as a percentage of a tax shortfall (a deficit or understatement of tax) resulting from certain actions on the part of a taxpayer. The law divides these actions into five categories of fault or breach. Each category has a specified penalty rate that increases in proportion to the seriousness of the breach. The five categories and the standard penalty rates are as follows: 

1. Lack of reasonable care (s. 141A TAA 1994) – a 20% penalty. 

2. Unacceptable tax position (s. 141B TAA 1994) – a 20% penalty. 

3. Gross carelessness (s. 141C TAA 1994) – a 40% penalty. 

4. Adopting an abusive tax position (s. 141D TAA 1994) – a 100% penalty. 
5. Evasion (s. 141E TAA 1994) – a 150% penalty.
Example behaviour

Category

taxpayers who fail to take the same care that a reasonable person in the same circumstances would have taken e.g. lack of systems to record income expenses and reliance on advice where not necessary
#1

fails to meet the standard of being as likely as not to be correct (s. 141B TAA 1994). Must be one capable of being seriously considered by a court. only applies (post-1 April 2008) when the tax shortfall <$50,000 and 1% of the taxpayer’s total tax figure
#2
doing or not doing something in a way that, in all the circumstances, suggests or implies complete or a high level of disregard for the consequences i.e. recklessness
#3
A position based on an unacceptable tax position, as for s. 141B TAA 1994, and has tax avoidance as its dominant purpose. Signs include artificiality, contrivance, circularity of funding, concealment of information and unreliable interpretations of the law.
#4
There is no statutory definition of ‘evasion’. It is commonly regarded as involving knowingly taking steps to escape one’s tax liabilities, either by evading assessment (failing to file returns, or filing returns that are known to be false, with the intention that the Commis. will assess a lower tax liability) and/or by evading payment (by concealing or dispersing assets from the Commis.).
#5
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Example - Lack of reasonable care
This example illustrates a situation where a penalty for lack of reasonable care may be applied.

Lindsay, who runs a construction company, does her own bookkeeping. She enters invoices from
subcontractors into her computerised accounting system. An IR audit reveals that, on several
occasions, Lindsay entered a quote provided by a subcontractor as a new invoice, meaning that
she has overclaimed GST input tax credits.

Lindsay is liable for the 20% lack of reasonable care penalty because a reasonable person would
exercise the necessary standard of diligence to ensure that quotes are not treated as invoices in
their accounting system.
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Example - Unacceptable tax position

This example illustrates a situation where a penalty for an unacceptable tax position may

be applied.

Brad operates his own PR consultancy. He incurs fit-out costs on his new premises and deducts
the full cost of the fit-out in the year in which it was incurred, rather than depreciating the fit-out
over its life (refer to unit on depreciation). The tax shortfall is $45,000 and this does exceed 1% of
Brad’s total tax figure.

Brad cannot demonstrate that his interpretation of the law was ‘about as likely as not”to be
correct, and therefore he does not have an acceptable tax position.

However, Brad is not liable for the penalty because the tax shortfall is less than $50,000, and
Brad has no other similar tax shortfalls in the return period that can be aggregated under
5.141(10) TAA 1994.
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Example - Gross carelessness
This example illustrates a situation where a penalty for gross carelessness may be applied.
Emma has never been a’numbers person: She sets up a florist’s business that does very well, but
she constantly forgets to record earnings.

At the end of the year, rather than rely on records (there are none) or even tally up the year's
bank deposits, Emma simply estimates the income she has earned. In doing so, she substantially
understates it. Emma has been grossly careless because, by her failure to record income or check
banking records, there was a high risk that she would understate her income. She is charged a
penalty of 40% of the tax shortfall.
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Example - Abusive tax position
This example illustrates a situation where a penalty for an abusive tax position may be applied.

Rosie is a neurologist. Initially, she was a sole practitioner, taking the net profit as income and
paying tax in her personal capacity. However, in 2016 she set up a company to purchase her
practice. The company was owned by her family trust. Thereafter, Rosie was employed by her
company at a salary that was around 10% of her previous earnings. The balance of the practice
income was treated as company income, taxed at the company rate and paid by way of imputed
dividends to the family trust.

On investigation, the Commissioner concludes that Rosie’s restructuring is indistinguishable
from the arrangements that were found to be tax avoidance schemes by the Supreme Court in
CIR v. Penny and Hooper. Rosie has not taken an acceptable tax position, because, by 2016, there
was no doubt that the Penny and Hooper transactions were tax avoidance; therefore, objectively
considered, Rosie’s restructuring had tax avoidance as a dominant purpose.

An abusive tax position penalty of 100% is imposed on the shortfall - that is, the difference
between the tax returned by Rosie and the tax that she would have paid had she been deriving
the income in her personal capacity.
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Reductions/increases in penalties 
a) Good behaviour 
Under s. 141FB TAA 1994, a shortfall penalty may be reduced by 50% if the taxpayer has a past record of good behaviour, which means no convictions for tax matters and no relevant shortfall penalties within four years (or two years if the penalty relates to PAYE, GST, FBT or RWT).
b) Pre-audit voluntary disclosure 
A taxpayer can receive a reduction in a shortfall penalty (s. 141G TAA 1994) by making a full voluntary disclosure of all details of the shortfall: 

· before the first notice of a pending tax audit or investigation, in which case the penalty will be reduced by 75%, or 100% in some instances (if the shortfall penalty is for not taking reasonable care or for taking an unacceptable tax position) (s. 141G(3)(a) TAA 1994), or 

· after the first notification but before the tax audit or investigation begins, for which the penalty will be reduced by 40% (s. 141G(3)(b) TAA). 

c) Disclosure of tax position at time of filing 
A taxpayer who takes a tax position, believing it is correct but apprehending a risk that the Commis.’s position may differ, can reduce exposure to the ‘unacceptable tax position’ penalty by making adequate disclosure of the taxpayer’s tax position (using IR 282 ‘Statement of support of a tax position’) at the time of filing the return. Under s. 141H TAA 1994, the penalty is reduced by 75%.
d) Temporary shortfall 
A penalty for a tax shortfall will be reduced by 75% under s. 141I TAA 1994 if the taxpayer has permanently reversed or corrected the shortfall, or if it is clear that the matter will reverse itself through operation of the law or circumstances (unless part of a scheme to do so via temporary shortfalls)

e) No double reduction 
Section 141J TAA 1994 contains rules to prevent a double reduction from a combination of early disclosure reductions and the shortfall being a temporary shortfall. A voluntary disclosure of a temporary shortfall that would be reduced under s. 141G TAA 1994 (pre-audit voluntary disclosure) will instead be reduced by 100% if the temporary shortfall relates to: 

· not taking reasonable care, 

· taking an unacceptable tax position, or 

· taking a tax position involving an unacceptable interpretation of a tax law. 
Increased penalty for obstruction 
A shortfall penalty may be increased (under s. 141K TAA 1994) by 25% for obstructing an officer of IR.

Late payment penalties (LPPs)

Under s. 139B(2) TAA 1994, a late payment penalty comprises an initial late payment penalty and an incremental late payment penalty: 

· 1% of the unpaid tax (note no longer paid for GST, provisional tax, further income, civil penalties WFTC), and 

· 4% of the unpaid tax a week after the due date. 


	Unit 3 – Property

	Introduction

· Unlike many other countries, NZ does not have a comprehensive capital gains tax regime applicable to disposals of land and personal property

· However, in certain circumstances, ITA 2007 treat amounts derived from the disposal of land and personal property as income.
Disposals of personal property

Under ss CB 3–CB 5., tax will be payable on amounts derived from: 

· profit-making undertakings or schemes 

· disposal of personal property acquired for the purpose of disposal 

· disposal of personal property where the person has a business that involves ‘dealing in personal property’ 

Note that ss CB 4 and 5 do not apply to land, as the definition of ‘personal property’ in s. YA 1 specifically excludes land.



	Personal property acquired for the purpose of disposal

· Under s. CB 4, a person will derive taxable income where they dispose of personal property that they acquired for the purpose of disposal. This will be the position even where a property disposal is a ‘one-off’ and not connected to a business activity carried on by the person

· Case law has established that a person acquiring property may have more than one purpose (e.g. derive dividend income + dispose of later for profit)
· Where a person acquired property for two different purposes, for the purposes of s. CB 4 it needs to be established which of the two purposes is the person’s ‘dominant’ purpose
· CIR v. National Distributors Limited provides guidance on some of the factors to determine dominant purpose. The onus is on the taxpayer to demonstrate whether or not their dominant purpose was disposal:
· The length of time the relevant property has been held

· The fact that, at the time of acquisition of property, a person did not expect to hold the property forever and the possibility of sale was contemplated, does not mean that the person had the dominant purpose of resale.

· A person may have no specific purpose in mind when acquiring the property
 - Whether a person has the dominant purpose of disposal must be determined at the time the relevant property is acquired. If the taxpayer acquires the property for long-term investment purposes and, after its acquisition, changes their mind and decides to sell the property, the property is determined to have not been acquired for the purpose of resale.

Dealer in personal property
· Under s. CB 5, a person will derive taxable income where they dispose of personal property and they have a business that involves dealing in personal property of that kind.
· In Henderson v. CIR, the court approved the following definition of what constitutes a ‘dealer’ for the purposes of s. CB 5 “One who deals in merchandise, a trader; especially one who sells articles in the same condition in which he bought them”
Deductions 
· Where ss CB 3–CB 5 apply to the disposal of personal property, the full amount the person receives from disposing of the relevant property will be treated as gross assessable income. The property will be classified as ‘revenue account property’ for tax purposes (on the basis that it produces income when disposed of), and 

· The person will generally be entitled to a corresponding deduction for the cost of their revenue account property in accordance with s. DB 23. The deduction is designed to ensure that the taxpayer only pays tax on the net profit (or loss) that arises on the disposal of the property. 

Disposals of land

Under CB 6A–CB 15B, income tax will be payable by a person if the land disposed of was:

· disposed of within two years of its acquisition (for interests in land acquired on or after 1 October 2015, but before 29 March 2018) and classified as residential land (s. CB 6A as it stood prior to 29 March 2018)
· disposed of within five years of its acquisition (for interests in land acquired on or after 29 March 2018) and classified as residential land (s. CB

· acquired ‘for 1 or more purposes that included the purpose of disposing of it’ (s. CB 6) 

· acquired for the purposes of a business (carried on by the person or their associate) that involves: 

· land dealing, or 

· developing land or dividing land into lots, or 

· erecting buildings (i.e. improvements are made to the relevant land.) (s. CB 7) 

· used as a landfill prior to its disposal by the person (where certain circumstances are satisfied) (s. CB 8) 

· not acquired as part of a land dealing business, but the person (or their associate) carries on this type of business at the time of the land’s acquisition and the land is disposed of within 10 years of its acquisition (s. CB 9) 

· not acquired as part of a land development or land division business, but the person (or their associate) carries on this type of business at the time of the land’s acquisition and the land is disposed of within 10 years of its acquisition (s. CB 10) 

· not acquired as part of a business that involves erecting buildings, but the person (or their associate) carries on this type of business at the time the improvements began and the land is disposed of within 10 years of improvements being made to it (s. CB 11) 

· part of an ‘undertaking or scheme’ commenced <10 years of the land being acquired & involves development work that is ‘not minor’ (s. CB 12) 

· part of an undertaking or scheme that is not taxable under another provision involving development or division work that involves ‘significant expenditure’ being incurred on certain types of activities (s. CB 13) 

· not already subject to tax under one of the earlier land tax sections in ITA 2007, but disposed of <10 years of its acq. and >20% of the increase in value is due to specific resource management/planning factors (e.g. a resource consent obtained after the land was acquired) (s. CB 14). 

Exclusions
There are the exclusions applicable (dependent on the CB clause, check brackets). They are: 

· business premises exclusion in s. CB 19 (exclusion to CB7, CB9, CB10, CB11, CB12, CB13)
· exclusion for bodies controlled by local authorities (outside the scope)  (exclusion to CB9, CB10, CB11 only)
· farm land exclusion in CB 21 (exclusion to CB12, CB13
· investment land exclusion in s CB23 (exclusion to CB12, CB13)
· residential land exclusion in s. CB 16  (exclusion to CB7, CB9, CB10, CB11, CB12, CB13, CB14)
Note: for residential exclusion, land & house must be =<4,500 m^2. If larger, it needs to be required for “reasonable occupation & enjoyment needs”.
Note 2: residential & business exclusion will not apply where a person has engaged in regular pattern of acquiring & disposing dwelling houses,
Bright-line test for residential land (s. CB 6A)

· A five year bright-line test applies to the disposal of residential land if the taxpayer first acquired an estate or interest in the land on or after 29 March 2018. This test is outlined in s. CB 6A and requires income tax to be paid where gains are made on residential property that is disposed of within five years of its acquisition. 

· The five-year period for the bright-line test will usually commence at the time the title of the property transfers to the taxpayer and end at the time an agreement is entered into to sell the property (referred to as ‘the bright-line date’).

· There is a main home exemption in  CB 16A, which provides that the bright-line test does not apply if the land has a dwelling on it that has been used predominantly as the person’s main home for most of the bright-line period
· A similar exemption is available where trustees own the land and the beneficiary’s main home is on the land
· However, if a person habitually sells their main home, this exclusion cannot be used. A person will be considered a habitual seller if they have engaged in a regular pattern of acquiring and disposing of residential land
· In addition, a person cannot rely on the main home exclusion if they have already relied on this twice in the two years prior to the bright-line date.
· Land that is inherited and subsequently sold will not be subject to the bright-line test.
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Example - Bright-line test for residential land

This example illustrates how to apply the bright-line test to a sale of residential land.

On 1 November 2017, Jasper entered into a conditional agreement to purchase a rental property.
The conditions were satisfied and settlement occurred on 20 December 2017.The appropriate
transfer instruments were registered under the Land Transfer Act 1952 and title was transferred on

21 December 2017. The property was rented out from 1January 2018 to 30 September 2018. On

20 October 2018, Jasper entered into an unconditional agreement to sell the property. Settlement of
the sale occurred on 30 November 2018 and title was transferred the following day. Under s. CB 6A:

® Jasper first acquired an interest in the land on 1 November 2017 (the date he entered into
the conditional contract). Therefore, the two-year bright-line rule applies (i.e. interest in land
first acquired after 1 October 2015 but before 29 March 2018).

® For the purposes of starting the two-year bright-line period, the rental property was
acquired on 21 December 2017 (the date the transfer instruments were registered and title
was transferred to Jasper).

* The bright-line date for the disposal of the rental property was 20 October 2018 (the date an
agreement to sell was entered into).

* Asthe bright-line date for the disposal of the rental property was within two years of its
acquisition, any gain on the sale will be taxable income to Jasper in the 2019 income year.

* The main home exemption does not apply here as the property was rented out for most of
the bright-line period.
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Example - Land sold used for residential purposes

This example illustrates how to apply ITA 2007 when a taxpayer sells land that has been used for
residential purposes.

Daniel is a New Zealand tax resident who does not carry on any type of business relating to land.

In 2012, Daniel purchased a house on a large section of land in Palmerston North, and moved
into the house with his family. The total area of the section was 2,000 square metres. In 2015,
Daniel decided to sell the property. He realised that he could ultimately maximise the proceeds
of selling if he subdivided the land into two sections and built a new house on the bare section.
This subdivision required a moderate amount of work to be done, including contouring and
building retaining walls. The subdivision and house construction were completed in 2016,

at which time Daniel rented out the new property.

On 10 October 2019, Daniel sold both properties.

Daniel’s sale meets the requirements of s. CB 12 because: he entered into an undertaking that
divided the land into lots; he arranged for development work to be completed on the land
that was more than minor; and he began this undertaking within 10 years of acquiring the
land. Further, this undertaking or scheme was directed towards the ultimate disposal of both
properties. Therefore, in the absence of any exclusion provisions, the sale proceeds would be
taxable income for Daniel in the 2020 income year.

However, s. CB 12 is subject to exclusions for residential land (s. CB 17), business premises
(. CB 20), farm land (5. CB 21) and investment land (s. CB 23). Daniel will need to consider
whether any of these exclusions apply.

There is nothing to suggest that Daniel has used the land for business premises or farming, so
those can be ruled out.

The residential land exclusion in s. CB 17(2) is available when the land is a lot that came out of

a bigger area of land that was less than 4,500 square metres before it was subdivided, and was
occupied by the person as a residence for themselves and their family. As both sections of land
meet these requirements, the sale proceeds of both sections are not taxable to Daniel.
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Example - Land sold used for business premises

This example illustrates how to apply ITA 2007 when a taxpayer sells land that has been used for
business premises.

Maria is a New Zealand tax resident who carries on a substantial business of selling candles and
crystals to the public. She does not carry on any type of business relating to land.

In 2014, Maria paid $1 million to purchase land and buildings from which to operate her candle
and crystal retail business. At the time of acquisition, Maria’s intentions were to dispose of the
land after owning it for five years. She expected that by that time her business would have grown
to the extent that larger premises would be needed.

In October 2019, Maria sold the land and buildings for $1.4 million.

Atacquisition date, Maria had dual intentions for her land - to dispose of it in the future, and

in the meantime to use it as premises for her business. This meets the requirements of being
taxable under s. CB 6, which requires that you have ‘one or more intentions, which included
disposal’. However, Maria used the land mainly to occupy the premises to carry on her substantial
business. Therefore, she meets the business exclusion in s. CB 19, and so the proceeds are not
assessable income.
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Acquisition date of land (for all provisions excluding the bright-line test)
· For many of the land tax provisions, the criteria used to determine whether the proceeds of a disposal of land are taxable includes reference to the circumstances at the point in time that the land was acquired, or for a certain amount of time to have passed since its acquisition.
· Section CB 15B was introduced to clarify that the date a person acquires land is ‘the date that begins a period in which the person has an estate or interest in’ the land. This will generally be the date that a binding agreement is entered into, even if the agreement is conditional.

· Conditions that require directors’ approval or due diligence are examples of conditions that may mean a binding contract does not yet exist.

· The acquisition date for the bright-line test differs from the acquisition date under the other land tax provisions. It is defined in s. CB 6A, and is generally the date on which the land transfer is registered and the person gets legal title.

· [image: image52.png]B

Example - Acquisition date of land

This example illustrates how to identify the acquisition date of land for the purposes of the land
tax provisions in ITA 2007 (excluding the land acquisition date for the purposes of s. CB 6A).

On 15 July 2019, Patrice entered into an agreement to purchase some land. The agreement was
conditional on Patrice obtaining finance for the purchase. Her mortgage approval came through
on 2 August 2019. Settlement occurred on 4 August 2019, and title was transferred the same day.
Under s. CB 15B the acquisition date of the land is 15 July 2019, which is the date on which
Patrice entered into a binding agreement (despite that agreement being conditional on her
securing the finance).
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Deductions for revenue account property

· Where proceeds from the sale of land are taxable due to the application of any of ss CB 6–CB 12, a deduction should be available as well.

· Where a land tax provision in ss CB 6–CB 12 applies, the full amount the person receives from disposing of the relevant land will be treated as assessable income.

· To ensure that the person only pays tax on the ‘profit’ they derive in relation to the disposal, a deduction generally is allowed for the cost of the property disposed of in accordance with s. DB 23

· For undertakings or schemes involving significant expenditure under s. CB 13, the deduction rules operate slightly differently, allowing a deduction for the MV of the land at the date that the undertaking or scheme commences (s. DB 27).

· In addition, special deduction rules apply to land disposals that are taxable under s. CB 14 (on the basis that a disposal of land has occurred within 10 years of its acquisition and at least 20% of the profit has arisen due to certain factors – e.g. the granting of a resource consent). The person will be entitled to a deduction for both the cost of the property and the greater of $1,000 or 10% of the excess over cost multiplied by the complete number of years the person held the land (s. DB 28).
· Special deduction rules also apply when a taxpayer derives income solely under s. CB 6A (the bright-line test). While the cost of the property will generally be deductible under s. DB 23 as revenue account property,EL20 limits the amount of deduction to the total income derived from land transactions (CB 6A–CB 14). The deductions denied are able to be carried forward and be available to offset against income derived under C 6A–CB 14 in the following income year. This has the effect of ‘ring-fencing’ any losses resulting from property transactions that are taxable under s. CB 6A.
Associated persons rules

Relevance of ‘associated persons’ to property transactions

· ITA 2007 includes broad ‘associated persons’ rules under which two persons can be regarded as being associated for taxation purposes

· The effect of the associated persons rules on land tax provisions is that a person who sell land and is not subject to one of the land tax provisions based on their own circumstances, may be taxed if they are associated with a person who is subject to them (such as a builder or developer).

· While the associated persons rules are relevant to the application of the land tax provisions, they are not relevant in relation to the tax provisions applicable to the disposal of personal property.

Associated persons tests

· The associated persons tests that are relevant to land transactions are set out as follows:

· Two companies (s. YB 2). Two companies are associated persons where a group of persons together own at least 50% of the voting interests in each company, or who control each company by any other means.  

· Company and person other than a company (s. YB 3) (company/person test). A company and a person other than a company are associated where the person has a voting interest of 25% or more in the company. An aggregation rule also applies whereby two people associated under ss YB 4(1)(b) and (2) to (4), YB 7, YB 8, and YB 10-YB 14 will be deemed to hold each other’s shares.

·  Two relatives (s. YB 4). Two individuals, other than companies, are associated where the two persons are spouses, civil union partners or de facto partners, or where one person is the infant child of the other. 

·  Trustee and trustee (s. YB 7). The trustee of a trust and the trustee of another trust are associated persons where the two trusts share the same settlor.

·  Person and trustee (ss YB 8 and YB 11). A person is associated with the trustee of a trust where the person is either the settlor of that trust, or a person with the power to appoint or remove the trustees of the trust (except if that person acts in a professional capacity). A person is a ‘settlor’ of a trust where they transfer value to the trust for less than adequate consideration.

·  Partner/partnership (s. YB 12). A partnership and another person are associated when the other person is a partner in the partnership. A limited partnership is associated with a person that is a limited partner where the limited partner has a partnership share of 25% or more in the limited partnership. An aggregation rule also applies for the purposes of the land tax provisions.

·  Look-through companies and owners of interests (s. YB 13). A look-through company is associated with an owner (i.e. a person that has a look-through interest in the look-through company) if the owner is either a director or an employee in the look-through company or has an interest of 25% or more in the company. An aggregation rule also applies for the purposes of the land tax provisions.

·  Tripartite association test (s. YB 14). This test provides that if Person A is associated with Person B, and Person B is associated with Person C, then Person A and Person C are also associated. The tripartite test does not apply where Person A is associated with Person B under the two companies test and where Person B is associated with Person C under the company/person test. It also does not apply where Person A and Person C are each associated with Person B under the same associated persons test.
Relationship property

· A ‘settlement of relationship property’ is defined in s. FB 1B to mean a transaction between parties to a relationship agreement that creates a disposal and acquisition of property under subpart FB (FB 2, FB 3 and FB 3A)
· This scenario typically occurs when spouses divorce or a couple separates, and property is divided among the pair.

· Because of the private nature of the disposal, the basic intention of the relationship property rules is to ensure that the transferor does not incur an income tax liability when they transfer land or property pursuant to a relationship agreement

1. The land is deemed to be transferred from the transferor to the transferee at the original cost of the land to the transferor. This ensures that no tax will need to be paid at the time the property is disposed of pursuant to the relationship agreement since the land will not be sold for a profit.

2. The transferee is treated as having acquired the land on the date it was acquired by the transferor. Therefore, if the transferor acquired the land five years before the relationship agreement was entered into, the transferee will be treated as having acquired the land at that time.
· the disposal is deemed to occur at the MV of the land at the time the undertaking or scheme commenced plus the expenditure incurred by the transferor since that time (s. FB 4) (i.e. designed to be no gain or loss)


	Unit 4 – Trading Stock

	· ‘Trading stock’ is defined in s. EB 2 as ‘property that a person who owns or carries on a business has for the purpose of selling or exchanging in the ordinary course of the business’.

· Trading stock includes:

· partly completed work that would, if completed, be trading stock (i.e. work in progress)

· materials that the person holds for use in producing trading stock (i.e. raw materials)

· property ‘on which the person has incurred expenditure, when the property would, if they had it, be trading stock’

· certain property leased under a hire purchase agreement when carrying on a leasing business.

· There are also a number of exclusions from the definition of ‘trading stock’, including:

· land (for valuation purposes – however, there are some circumstances in which land can be treated as trading stock)
· depreciable property

· financial arrangements and some excepted financial arrangements

· livestock not used in dealing operations

· consumable aids used in producing trading stock

· spare parts ‘not held for sale or exchange’

· emissions trading units

· some foreign investment fund investments.
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Impact of trading stock on taxable income

· Tax legislation accounts for trading stock differently to accounting (tax = periodic, acct = choice of period or perpetual). Tax works like this:
1. A taxpayer who uses the periodic inventory system is allowed a deduction for purchases made in the period.

2. Under s. DB 49 a taxpayer may deduct the opening stock amount & has income of the amount of their closing stock amount (CH1)
Therefore, where the amount of o/b stock exceeds the amount of c/b stock, a taxpayer will have a net deduction for the income year. Vice versa. [image: image55.png]ARG
Example - Trading stock’s impact on taxable income

This example illustrates the impact of trading stock on taxable income.\

Coco Limited (Coco) is a distributor of coffee beans - it acquires the coffee beans and sells them
on. Coco's taxable income from trading stock is calculated as follows:

Calculation of taxable income

Assessable income $  Legislative reference
Sales revenue 600,000 | 5.CB1
Closing stock 70,000 | s.CH1
Opening stock _(40,000) | 5.DB 49
630,000

Less: Allowable deductions
Purchases of trading stock (200,000) s.DA1
Taxable income 430,000
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Trading stock purchased but not delivered 
If a taxpayer purchased trading stock that has not been delivered by balance date, the taxpayer may still be eligible for a deduction for the stock, providing it would have been treated as trading stock if it had been delivered by balance date (s. EB 2(2)(c)). 

Therefore, if a taxpayer made a payment for trading stock on 30 March 2020 and the stock was delivered on 10 April 2020, the deduction for the purchase would be allowed in the 2020 income year (assuming a 31 March balance date).

Valuing opening and closing trading stock
Opening stock

· The value of closing stock for one income year automatically becomes the value of opening stock for the next income year (s. DB 49(2)).

Closing stock

· For tax purposes, closing stock is valued by applying one of four alternative standard valuation methods outlined in EB4 (cost, discounted selling price or replacement price valuation methods)

· The valuation method used for an item of trading stock may only be changed from one year to the next if required by IFRS to make the Finstats more relaible and relevant (note: this requirement is not apply to market selling method).

· Different types of trading stock may be valued individually under one of the methods permitted by subpart EB (e.g. vaccum cleaners vs mops ok)

Standard valuation methods for trading stock
Method

Overview

Ref.
Cost

· costs incurred in the ordinary course of business to bring trading stock to its present location and condition, including acquisition costs and costs of production
· if a person chooses to use the cost method, they must allocate costs under IFRS standards. This means that the value of trading stock must not be ‘materially different’ from the value obtained under IFRS (s. EB 6).

· One of 2 cost flows methods must be used to determine value:

1. FIFO (first in, first out) method.

2. Weighted average cost method (which is accepted where the actual cost cannot be ascertained).

· When a manufacturer or producer of trading stock values their trading stock at cost, they may allocate costs using either (below). If a difference arises, the diff. is apportioned between cost of stock sold and closing stock.
1. budgeted cost method

2. standard cost method.
EB4(1)a

Discounted selling price

· Can only be used for tax purposes if it is also used in the taxpayer’s Finstats .
· Calc. also depends on whether the holder of stock is a retailer or not.
Not a retailer:
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Retailers with a turnover < $1 million:
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Retailers with a turnover > $1 million:
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EB9(6)
Replacement price

· Can only be used for tax purposes if it is also used in the taxpayer’s Finstats .

For this method, the replacement price of trading stock is either:

1. the MV of the stock on the last day of the income year, or

2. if there is no MV, the last price (exclusive of G&S tax) that was paid during the income year to acquire equivalent trading stock (s. EB 10).

Market selling value

· The market selling value of trading stock can be used if it is lower than the cost of the stock itself (s. EB 11)
· Taxpayers must be able to substantiate market selling value – if they cannot do so, one of the other three valuations methods described above must be used (s. EB 11(5)).

· IR considers that ‘sales in the ordinary course of business’ include ‘clearance sales’ but not ‘sales that are not at arm’s length’ or ‘not on the open market’, such as discounted sales to employees (TIB vol. 10, no. 12, p. 28).

· Market selling value is the anticipated proceeds from the sale of the stock in the ordinary course of business, less the:

1. estimated costs of completion, and

2. expected costs of selling the stock (i.e. transport, insurance, sales commissions and discounts) – if used in the Finstats in calculating net realisable value.
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· Note: obsolete trading stock that is being sold below its original retail price but for more than cost ‘must be valued at cost’ – obsolete stock can only be valued below cost where its market selling value is actually below cost (TIB vol. 10).

Disposal of trading stock

Where sold in the ordinary course of business

· Where trading stock is sold in the ordinary course of business, the proceeds are brought to account as ordinary income under s. CB 1

Where lost or destroyed

· Trading stock that is lost (including through theft) or destroyed will not be included in the closing stock value (i.e. the closing stock value will be nil). The taxpayer effectively obtains a deduction for the lost or destroyed stock in one of two ways:
1. If the stock was acquired during the tax year, the cost is claimed as a deduction under s. DA 1 as a purchase.
2. If the stock was purchased in the PY, it would be recorded in the opening stock value but not in the closing stock value, as it is not on hand at year end. This reduction in stock value is an allowable deduction through the combined effect of ss CH 1 and DB 49. Therefore, the taxpayer has a deduction for the lost or destroyed items and no further adj.s are needed for tax purposes.
· Insurance, indemnity or compensation payments received for the loss or destruction of trading stock are income under s. CG 6 if the taxpayer receiving the payment could have claimed a deduction for the cost of the trading stock (generally under s. DB 49).

Disposal for inadequate consideration

If trading stock is sold for inadequate consideration (for no consideration or consideration below MV) it is deemed to have been sold for its MV. Section GC 1, which deals with below-market disposals, treats the purchaser as having paid the MV, and the seller as assessable on that MV.
Where disposed of other than in the ordinary course of business

· Where trading stock is disposed of otherwise than in the ordinary course of business, the taxpayer is required by s. CB 2 to include the amount that was received for that trading stock in their assessable income for the year in which it was disposed of. 

· Correspondingly, the person who acquires trading stock is deemed to purchase the stock for the same $ for which it was disposed of (s. CB 2(3)).

· Section CB 2 may be triggered when trading stock is disposed of in any way that is outside of the ordinary course of business, which includes:

· Sale of a business comprising many assets, that includes trading stock.

· Passing of property by an exchange, a gift, or a distribution after the death of a person.

· Change of use of an item of trading stock – for example, if an item is no longer held as trading stock but as a fixed asset instead.

Private use of trading stock

· If a company shareholder uses trading stock for their own private purposes, this use is treated as the sale of the stock at MV (ss CD 6, FC 1 and FC 2). 
· This also applies to a sole trader or partner in a partnership who withdraws trading stock for their own personal use. s. GC 1, Foodstuffs (Wellington) Co-operative Society Ltd v. CIR.
· Temporary use of trading stock by a business owner (e.g. the private use of a dealership’s cars) may be subject to FBT. 

Change of ownership

Apportionment on sale of business assets that include trading stock
If trading stock is sold with other assets of a business, its sale price must be apportioned between the trading stock and the other assets, so that the price of the trading stock reflects its MV. If this is not done, the Commis. may apportion the sale price (s. EB 24). The Commis. has the ability to reapportion the sale price even if part of the price is apportioned in the sale document, should that apportionment not reflect the MV of the trading stock (Hansen v. CIR). Therefore, the person who acquires the trading stock will be deemed to have purchased the stock for the same amount for which it was disposed of (s. CB 2(3)).

Transfer of trading stock within a group

Trading stock that is transferred between companies in a wholly owned group of companies can be valued at the cost of the trading stock to the original purchaser (s. EB 5). If either of the companies concerned should then exit the group, the company that acquires the stock will be

deemed to have both disposed of and reacquired the trading stock at MV at the time the company exits the group.

Change in the use of trading stock

When trading stock is used in any way that is outside of the ordinary course of business, the change in the use of the trading stock will be treated as a disposal under s. GC 1. The taxpayer will have to include the amount received for that trading stock in their assessable income for that year.

Trading stock concessions

Low-turnover traders

· A low-turnover trader is one with an annual turnover <$3m. They may value their trading stock under different rules to other traders (ss EB 13–22).  

· Whichever method is used, it must be applied consistently.
Low-value trading stock

· Where a low-turnover trader’s annual turnover is $1.3 million or less, and the value of its trading stock is reasonably estimated to be below $10,000, closing stock can be valued at its opening value for tax purposes (s. EB 23).
· In other words, when a low trader’s closing value of stock is higher than their opening stock, they can elect the lower value and reduce income.



	Unit 5 – Depreciation

	Calculating the depr. loss amount for depreciable assets
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1. Depreciable property

· A depr. loss can only be claimed on an asset that is depreciable property. ‘Depreciable property’ is defined in s. EE 6 as ‘property that, in normal circumstances, might reasonably be expected to decline in value while it is used or available for use:

(a) in deriving assessable income, or

(b) in carrying on a business for the purpose of deriving assessable income, or

(c) in deriving exempt income, and it is used in performing research and development activities’ (R&D depr. outside of scope)
- If an asset falls within the definition of ‘depreciable property’, a person must claim depr. for that asset unless an election is made to not treat that asset as depreciable property.

- It is possible to retrospectively elect not to depreciate an asset that has not had any depr. claimed on it in any previous year. This might be relevant, for example, where a taxpayer omitted to claim depr. and decides that it is not worth the inconvenience.
Exclusions from depreciable property include the following:

· Land (but not certain land improvements as listed in schedule 13 if they meet the definition of ‘depreciable property’).

· Trading stock.

· Livestock.

· Property that will not decline in value as far, because the owner will be compensated for any decline in value disposal.

· Property that the owner chooses not to treat as depreciable property 

· Property where the cost is an allowable deduction for a person who is not the owner.

· Property where the owner is allowed a deduction for the cost under another provision outside of subpart EE.
· Financial arrangements and excepted financial arrangements.
2. Owned:

· A deduction for depr. is available to the person who ‘owns’ the depreciable property (consider - who ‘owns’ a leased asset?)
· For the purposes of the depr. rules, ‘own’ means legal or equitable ownership

· Where there is both an equitable owner and a legal owner of the same asset, depr. may only be claimed by the owner who uses the asset or has that asset available for use in deriving their assessable income or in carrying on a business to generate assessable income (in other words, the person leasing an asset gets to claim depr. as they are using the asset in their business)
· Assets may also be owned by more than one person, in which case ‘own’ means the interest that the person has in an item.

· In the case of leased assets, the type of lease will determine whether the lessor or lessee gets to claim depr. (see table below):
Type of lease

Who claims dep. Exp.
Section ref:
Operating lease

Lessor (owner)
FA 8
Finance lease / hire purchase
Lessee (paying to use)
FA 8 / FA 14
Where ‘romalpa’ clause is 

Lessee (paying to use)

n/a

Where lessee of land/buildings incurs expenditure on leasehold fixtures or improvement to land, they are owner.

Lessee (paying to use)

n/a

3. Used or available for use:

· In order to calculate depr., the depreciable property must be ‘used or available for use’ in deriving assessable income, or in carrying on a business:
·  In the case of depreciable property that is purchased prior to commencing a business, depr. cannot be claimed until the business starts.

·  Depreciable property that is being constructed cannot be depreciated until it is used, or available for use (whichever is the earlier).

·  A new piece of machinery that has been delivered but is not yet installed cannot be depreciated until the installation process is completed.

·  Depreciable property that is temporarily subject to repair or inspection is treated as still available for use if it was used or available for use immediately before going for repair or inspection.
4. Cost

· The cost of the depreciable property needs to be determined at the time of acquisition in order to calculate the depr. loss amount. 
· There is no definition of cost for the purposes of the depr. rules – however, generally the cost of depreciable property is the price paid by the purchaser.
· The new owner of a 2nd‑hand asset can claim depr. based on the amount paid for the asset, as long as it is an arm’s-length sale and the transfer was not from an associated person. 
· Cost will comprise the amounts that a taxpayer has incurred, in relation to the asset, to bring it to its present condition and location. It may also include the ancillary costs such as preliminary costs incurred in exploring the possibility of purchasing the property, delivery, shipping and installation costs. 
· The cost excludes any amount that is an allowable deduction outside of the depr. rules – for example, capitalised interest costs which may be deductible under the financial arrangements rules, or a specific deductibility provision. 
· For those persons registered for GST, the GST-exclusive cost is used. For persons who are not registered for GST, the GST-inclusive cost is used.

Special rules in establishing cost

· If a private asset becomes a business asset, dep exp is calculated on the MV of that asset when it was first used in the business (except buildings).

·  If the property has been inherited, the cost price for depr. purposes is its MV at the time the property is transferred to the new owner.

·  When depreciable property is acquired with other assets without a separately allocated cost, the purchase price is normally allocated across the assets by agreement between the vendor and purchaser so as to reflect the respective MVs.

·  When a person acquires depreciable property from an associated vendor, the person’s depr. base is generally the lesser of the cost to the person, or the original cost of the property incurred by the associated vendor. The Commis. has discretion to allow cost to be based on the price paid.

· In the case of an asset purchased from an associated vendor (Person A), which had initially been purchased by Person A for a private purpose but which had been subsequently converted by Person A to an income-earning purpose, the depreciable cost to the buyer (Person B) is the lesser of the:

1. MV at the time of the change of use by the associated vendor, or

2. cost for the associated buyer.

5. Depr. method

· The taxpayer chooses which method to apply in the year the asset is first acquired. Once the tax return is filed, it is not possible to change the method for that year – however, it is possible to change between the DV and SL methods at the beginning of a subsequent year. 

· Method changes cannot be made partway through an income year.

· There are three methods prescribed for calculating depr., as follows:

1. Diminishing value (DV) method.

2. Straight-line (SL) method.

3. Pool method. 
Diminishing Value Method
Note: The DV method cannot be used for fixed life intangible property.
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Example - Calculating depreciation using the DV method
This example illustrates how to apply the DV method to calculate depreciation.
An asset is purchased for $1,000 on the first day of an income year, with a DV depreciation rate

of 10%.
Adjusted tax value (base value - total deductions)

Year Depreciation
1 1,000 10%= $100 $1,000 - $100 = $900
2 $900 x 10% = $90 $1,000 - $190 = $810
3 $810 x 10% = $81 $1,000 - $271=$729
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Straight-line (SL) method.
· A constant percentage of the asset’s cost is subtracted from the adj. tax value
· i.e. formula = Adj. tax value x depr. rate (or divide ATV by effective life)

· The SL method must be used for fixed life intangible property.

· If a person switches from the DV method to the SL method, the item’s adj. tax value from the end of the previous income year is treated as being the cost going forward on which to calculate depr. 
· Likewise, if the taxpayer switches from the SL method to the DV method, the adj. tax value at the end of the previous year will be used as the basis.
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Example - Calculating depreciation using the SL method

This example illustrates how to use the SL method to calculate depreciation.

An asset is purchased for $1,000 on the first day of an income year, with a SL depreciation rate
of 10%.

Year Depreciation Adjusted tax value (base value - total deductions)
1 $1,000 x 10% = $100 $1,000 - $100 = $900
2 $1,000 x 10% = $100 $1,000 - $200 = $800

B $1,000 x 10% = $100 $1,000 - $300 = $700
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Pool Method

· The pool method allows a number of low-value assets to be depreciated collectively (i.e. pooled). This method may make compliance easier.
· Only assets with a cost or adj. tax value of $5,000 or less (each) can be pooled (or apply to Commis. s. 91AAL TAA 1994.)

·  The pool is depreciated at the lowest single DV rate applying to any asset in the pool.

·  There is no restriction on the number of pools that may be set up.

·  Items lose their identity in a pool, and so it is not necessary to identify the purchase date of individual pooled assets.
·  Newly acquired assets can be added to an existing pool, the pool’s ending adj. tax value is increased by the cost of the added assets.

·  An asset that has previously been separately depreciated can be transferred to a pool, provided that its adj. tax value at the start of the income year is $5,000 or less. In this case, both the starting and ending adj. tax values are increased by the adj. tax value.
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(Rate is the lowest diminishing value rate applicable to any asset in the pool)
6. Depr. Rates
NOTE: For the final exam, rates you need will be provided to you in the exam question scenario.
Intangible assets – depr. 

· Intangible property that has a finite useful life that can be estimated with a reasonable degree of certainty on the date on acquisition and is listed in schedule 4 can be depreciated. Schedule 14 includes the following intangibles: 

· The right to use a copyright. 

· The right to use a design or model, plan, secret formula or process, or other like property or right. 

· A patent or the right to use a patent. 

· A patent application with a complete specification lodged on or after 1 April 2005. 

· The right to use land. 

· The right to use plant or machinery. 

· The copyright in software, the right to use the copyright in software, or the right to use software. 

· The right to use a trademark.

· Management rights and licence rights - Radiocomms Act 1989. 

· A consent granted under the Resource Management Act 1991 (subject to some conditions). 

· The copyright in a sound recording, if produced or purchased by the taxpayer on or after 1 July 1997, and copies of the recording have been sold or offered for sale to the public. 

· Plant variety rights, or the right to use plant variety rights, granted under the Plant Variety Rights Act 1987 or similar rights given similar protection under the laws of a country or territory other than NZ. 

· A design registration. 

· A design registration application. 

· Industrial artistic copyright. 

· If the depreciable intangible does not have a fixed life, it can be depreciated using the same methods applied to all tangible depreciable assets. For example, the right to use computer software is depreciable using the standard calc. method at a DV rate of 50% or an SL rate of 40%.

· The annual depr. rate is set according to the formula provided in s. EE 33, as follows:

[image: image65.png]1
Legal life





Immediate deduction for low-value assets

· Under EE 38, the full cost of certain depreciable assets can be claimed as the depr. loss amount in the year of purchase if they cost <$500 

· However, where a group of items is acquired at the same time from the same supplier and has the same depr. rate, the aggregated total cost of all the items must be $500 or less to receive an immediate deduction

Items that are no longer used
·  A taxpayer may deduct the remaining adj. tax value of certain depreciable property that is no longer used to derive income / business (sEE39)

· Does not apply to depreciable property that has been pooled, or to buildings.

· Is allowed when the costs of disposal of the property would exceed any consideration from its sale or other disposition. If the scrap value of assets is greater than the cost of disposing of the asset, a write-off under this section cannot be claimed

Treatment of improvements 
· An ‘improvement’ is defined in s. EE 67 as an ‘alteration, extension, or repair of an item of depreciable property that increases its capital value’.
· Section EE 37 provides for an improvement to depreciable property to be treated as if it were a separate item of depreciable property in the income year in which the taxpayer makes the improvement, starting at the beginning of the month in which the taxpayer first uses it or has it available for use.

· For subsequent income years, the taxpayer may choose to treat the improvement as a separate item of depreciable property (s. EE 37(4)), or as part of the item of depreciable property that was improved (s. EE 37(5)). If the improvement is to be treated as part of the property, s. EE 37(5) sets out that if the DV method is used for the original asset, then the improvement’s adj. tax value is to be added to the original asset’s adj. tax value.
· If the straight-line method is used for the original asset, then the improvement’s cost will be added to the original asset’s cost.
Disposal of depreciable assets 
· Under s. EE 11, depr. deductions cannot be claimed in the year of sale or disposal of assets unless the asset is a building (on which depr. can still be claimed) or petroleum-related depreciable property. 
· Instead, a final adj. on disposal is made in that year to account for the loss or gain where the consideration differs from the asset’s adj. tax value at sale.
Depr. recovery income

· Where depreciable property is disposed of for a consideration > its adj. tax value at the date of disposal, the excess is included as income to the extent that it represents depr. previously claimed. Referred to as depreciation ‘recovered’ or ‘clawed back’. (s EE 48(1B))
Depr. loss

· Where an asset is disposed of for an amount < adj. tax value at the date of its disposal, the resulting loss will be allowed as a deduction, provided the asset is not a building (unless the building has been irreparably damaged and rendered useless in certain circumstances, such as in natural disasters).
Capital gain

· Any amount recovered in excess of the original cost price is usually a non-taxable capital gain. There are some limited circumstances in which different rules apply – see s. EE 44(2) for exclusions.
· In certain situations, depreciable property may be deemed to have been disposed of. This is termed ‘an event’ involving an item. A calc. of a depr. loss or depr. recovery adj. will be necessary where a deemed disposal occurs.
Events giving rise to a deemed disposal (EE 47):

· Change of use or location of use of an item.

· Loss or theft of an item.

· Irreparable damage to an item.

· Repossession of an item.

· Statutory acquisition of an item.

· Cessation of ownership under a lease.

· Cessation of rights in intangible property.

· The item leaving NZ permanently.
Able to modify special rules in certain situations (EE 45):

· When there is a change in use, or location of use, the consideration is the MV (less any GST that would be charged on the supply).

· Where property is transferred under a relationship property agreement, the depreciable property is transferred at adj. tax value at the beginning of the year of transfer, or at cost price for any asset acquired in the year of transfer.

· In the case of a theft or loss of depreciable property or irreparably damaged property, the amount of insurance, indemnity or compensation received is the consideration.
Transfer of depreciable property between associated persons

· Where a taxpayer transfers a depreciable asset to an associated person, restrictions apply to the amount of depr. that can be claimed by the new owner.

· The annual rate that the new (associated) owner uses is either:

·  a rate that is no more than the same rate used by the vendor, where the same depr. method is used, or
· Commiss. has the discretion under s. EE 40(8) to allow tangible property purchased from an associate to be depreciated based on the purchase price negotiated between the associated persons, if it satisfies certain rules (genuine transfer, at fair MV, permanency in transfer, whether the vendor continues to retain ownership/control, commercial reasons for transfer).

Part business-use assets 
Where an asset is used only partly for business purposes, the deduction must be apportioned per s. EE 50. Similarly, gains or losses on the sale of any property used only partly for business purposes are also apportioned in accordance with ss EE 49 and EE 50(6). Apportionment is not required where the non-business use of assets is subject to FBT (e.g. where a company car is provided to an employee for private use)

Deductions for buildings & land improvements

· Effective from the 2012 income year, the depr. rate for buildings with an estimated useful life of 50 years or more is 0%. In addition, there is generally no loss allowed as a deduction on the disposal of a building.
· The general rule in s. EE 48(3) is that tax losses arising on buildings in the year of disposal are not allowed as a deduction. But because buildings are still depreciable property for tax purposes (they merely have a 0% depr. tax rate from 2012 onwards), should a building be sold for more than its adj. tax value (but less than or equal to cost), depr. recovery income can still arise.

· Items acquired prior to 1 April 1993 are classed as ‘excluded depreciable property’. This means that they can continue to be depreciated using the pre-1993 rates, which applied at that time and for which there is no estimated useful life
· Land is not depreciable property, but specific provision is made for certain improvements or fixtures to land that can be depreciated. These are listed in schedule 13 and include items such as fences, bridges, dams, pipes, reservoirs, wharves, tunnels and roads.

· Special rules apply to expenditure on farm land and forestry land – refer to the unit on primary sector activities for more information on these.

Capital contributions

· A capital contribution is a subsidy or similar payment made to a person to compensate for some capital expenditure. A common example is when a lessor makes a payment to a lessee as a contribution towards the cost of fit-out.

· To calculate the amount that is income in each income year, simply divide the amount of the contribution by 10.

· Alternatively, a person can choose to use the treatment provided in s. DB 64. per s. DB 64(2), the amount of the capital contribution is excluded from the item’s adj. tax value, base value, cost, or value, as applicable, for the purposes of the depr. rules. This means that the recipient would not be able to claim depr. deductions to the extent that any acquired assets have been paid for by capital contributions.



	Unit 6 – Primary Sector Activities

	There are two issues that must be considered when determining whether a farming or agricultural business exists: 

· Do the activities constitute a business? 

· If so, are the activities carried on for farming or agricultural purposes? 

· Refer to case study in early chapters referring to tests of carrying on a business.

FCT v Walker

A business could exist even if it was carried on in a small way operated from another state (single stud farm = a business)

Case  N27.

small rural blocks (around 10-acre blocks) running livestock for breeding and fattening for sale are unlikely to amount to a business; however, that does not necessarily mean they are mere ‘hobbies’. Case N27 defined a hobby as ‘a private pastime or pursuit carried on for the personal refreshment, pleasure or recreation of the person (or persons) concerned’

ITA2007
Certain deductions to create a loss are allowable even when there is no intention to make a profit. these cases, the amounts received from the farming activities (e.g. stock sales, produce sales, grazing fees and so on) is income under other provisions of ITA 2007 outside of the business income provision Therefore, it follows that expenditure that is directly incurred in producing that income will be deductible under the general permission, even if an overall loss is the result.

· Merely dealing in livestock or as an agri contractor does not mean you are in the business of agriculture or farming.

· IR (IR) has historically accepted the following activities as farming or agricultural in nature: 

· Animal husbandry with sheep, cattle, deer, horses, pigs and/or goats. 

· Beekeeping. 

· Dairy farming. 

· Grain and seed growing. 

· Market gardening. 

· Orchard farming.

· Poultry farming. 

· Sharemilking. 

· Tobacco-growing. 

· Tomato-growing. 

· Winegrowing. 
Assessable income 
· Items of assessable income derived from a farming or agricultural business include the following categories: 

· Proceeds from the sale of livestock. 

· Proceeds from the sale of dairy produce. 

· Proceeds from the sale of meat and wool. 

· Proceeds from the sale of fruit and vegetables. 

· Receipts from the hire of livestock and plant (e.g. stud) 

· Rents from leasing farm property, incl. grazing fees. 

· Compensation for condemned stock.

· Depr. recovered on sale of farming assets. 

· Refunds from income equalisation scheme accounts, including any interest paid on them. 

· Proceeds from the sale of gravel, flax or minerals. 

· Proceeds from certain timber sales.

· Estimated value of meat, milk and other farm produce consumed by the farmer’s household. 

· Deemed income based on the MV of livestock gifted, transferred or exchanged for less than MV
Timber sales 
· As a general rule, a farmer is taxed on any proceeds derived from the sale of timber, including when it is sold together with the land (ss CB 24 and 25). 
· Where the proceeds are taxable, s. EI 1 allows the income to be spread over 4 income years, being the year of sale + previous three years. 
· If the farmer wants to apply this spreading method then they must notify the Commis. within 1 year of the end of the year income is derived.
Farmers’ compensation payments 
· Payment to compensate for a loss of a capital nature is not taxable, and any payment to compensate for a loss of an income nature is taxable income. 

· For the farming and agriculture sector, payments for the loss of, or damage to, livestock are the most common areas in which compensation is made. As a general rule, these types of compensation payments are of an income nature as they are compensating for the loss of revenue and trading stock
Deductions – Farming Specific
Fertiliser and lime spreading
· Fertiliser and lime, as well as purchased stock feed items such as hay, are ‘consumable aids’, and the cost of any unused portion of consumable aids on hand at balance date must be added back to income where they exceed the $58,000 threshold (per Det. E12).

· ITA 2007 recognises that the application of fertiliser and lime can increase production (and therefore taxable income) in later years. Hence, a spreading mechanism is allowed to even out this imbalance.

· Section EJ 3 permits the fertiliser and lime expenditure to be spread over all or any of the 4 years after the year in which the exp. was incurred.
Tree planting and maintenance expenditure

· Ordinarily, the cost of planting new trees would be regarded as a capital land improvement expense and not deductible. But under s. DO 2, taxpayers carrying on a farming or agricultural business are entitled to an immediate deduction for expenditure incurred in planting or maintaining trees where the purpose of the trees is to prevent or combat erosion, provide shelter, or ‘prevent or mitigate the detrimental effects on a body of water.
· May still be deductible under DO3 for planting and maintenance but deduction limited to lesser of amount spent & $7.5k. If amount exceeds $7.5k, it is not deductible but it is possible the business could argue that it is in the business of forestry and claim the expenditure under s. DP 1 (forestry)
· Other farm development expenditure

· Taxpayers carrying on a farming or agricultural business who incur other types of land improvements are entitled to deductions for certain types of expenditure under ss DO 1 and DO 4 (normally not deductible / capitalised)
· Under s. DO 1, taxpayers conducting a farming or agricultural business can claim an immediate deduction for the following types of capital exp:

· Destruction of weeds, plants or animal pests detrimental to the land.

· Clearing or removal of scrub, stumps and undergrowth.

· Repair of flood or erosion damage.

· Construction of fences for farming or agricultural purposes

· Regrassing and fertilising of pasture, unless the expenditure is incurred in the course of a ‘significant capital activity’ (activity that enables a change in the nature or character of a farming activity from that undertaken on the land immediately before the change).

· Section DO 1 does not require ownership of the land; rather, the test is whether the taxpayer is engaged in a farming business on the land. A farmer who leases the farm and incurs expenditure on, for example, new fences, can still claim the deduction.
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· Deductibility of farmhouse expenses 
· IS 17/02 focuses on the private limitation under s. DA 2(2) to expenditure incurred when farmers that live on the property (which is a operates as a business per Grieve test)
· First step is to identify what type of farm (1 or 2) then determine deductibility of expenses:

· [image: image67.png]Types
Type 1

Type 2

Definition

A farming business where the value of the farmhouse (including curtilage and
improvements) is 20% or less of the total value of the farm (including improvements
attached to the land but excluding crops)

A farming business where the value of the farmhouse (including curtilage and
improvements) is more than 20% of the total value of the farm (including improvements
attached to the land but excluding crops)
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Item Deductibility Explanation

Rates 100% deduction The majority of charges for Type 1
farms relate to the farming business
(e.g. biosecurity, flood protection, rural
roading charges) and rates assessments
often do not distinguish the farmhouse
from other improvements. Allowing
a100% deduction is a practical
approach that recognises compliance
costs of apportioning the costs for
Type 1 farmers would outweigh any
tax advantage

Interest expenses 100% deduction This is a practical approach recognising
the complexity of financing
arrangements for larger enterprises,
difficulties with tracing how funds are
applied and the potential compliance
costs involved

Telephone rental charges 50% deduction A further deduction may be allowed
if the farmer can substantiate it

General farmhouse expenses such  20% deduction A further deduction may be allowed
as electricity, house insurance and if the farmer can substantiate it
maintenance
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Item Deductibility

Proportion of actual business
use of the farmhouse

All expenses, including interest
and rates

Telephone charges 50% deduction

Explanation

Analysis is required of the business
and private components of each item
of expenditure. If it isn't practical or
possible to divide the expenditure, an
apportionment is required on a fair and
reasonable basis. One way to calculate
the proportion of business use of the
farmhouse is to apply the formula in
s.DB 18AA

A further deduction may be allowed if
the farmer can substantiate it




· Taxation of livestock

· Livestock are trading stock of a farming business and therefore are treated as being held on revenue account. The sale of livestock is included as income and the purchases of livestock are deductible expenditure.

· Just like any item of trading stock on hand at the end of an income year, livestock on hand must be valued, and the increase or decrease in value from year to year has a direct impact on the taxable income or loss. 
· Livestock have special valuation rules for tax purposes, which distinguish them from other types of stock and inventory. ITA 2007 sets out the applicable valuation regimes for livestock depending on whether you are a farmer or dealer, as follows:

· Dealers – livestock must be valued under the normal trading stock valuation rules (i.e. cost or market selling value). The business of dealing in livestock is where animals are bought and sold in the same state and condition, and there is no rearing, growing breeding.

· Farmers –Special livestock valuation rules - divided into the four categories (EC 1(2)):

1) specified livestock:

2) non-specified livestock:

3) high-priced livestock:

4) bloodstock.

1. Specified livestock

· Schedule 17 provides a list of the types of livestock, as follows: Beef cattle, Dairy cattle, Deer, Goats, Pigs, Sheep.

· Each type is then divided into various classes or ages of livestock, e.g. one-year heifers, Mixed-age cows, Breeding bulls, Ewe hoggets, Ram and wether hoggets. Mixed-age ewes (rising three- and four-year ewes).
· The methods for valuing these specified livestock on hand are (EC 7(1)):

a) the herd scheme described in sections EC 14 to EC 21 (commonly used in agri)

b) the national standard cost scheme described in sections EC 22 to EC 24 (commonly used in agri)
c) 1 of the cost price, replacement price, or MV methods described in section EC 25 (normal trading stock rules)
d) the method described in section EC 26.

a) Herd scheme

· The herd scheme is a market-based valuation method. The herd value is based on a national average MV (NAMV), set on 30 April of each year by government and industry bodies after a snapshot valuation of stock across the country. The values are announced during May each year. Consequently, farmers using this valuation method must wait until these values are announced before valuing their livestock.

· The key difference between the herd scheme and other valuation methods is that farmers are protected from the increasing values of livestock – that is, they do not pay tax on an increase in value. Conversely, they do not get a deduction for lower values in falling markets.

· Farmers using the herd scheme have more stability in their stock valuations each year as they only pay tax on increases in stock numbers, not values.

· The opening value at the beginning of the year is changed to the current year herd value for that class of stock (i.e not PY closing value)
· Elections to use the herd scheme are irrevocable to prevent aggressive tax planning in switching between schemes to reduce taxable income
b) National standard cost (NSC) scheme 

· The NSC scheme is a cost-based method. A feature of the NSC scheme is to provide an IR‑calculated cost for livestock categories bred by the farmer, and a further IR-calculated cost to grow an immature animal until it reaches maturity. Once mature, it is held at an accumulated cost until it is either sold or dies. The IR-calculated costs are combined with the actual cost of animals purchased by the farmer. (NSC is outside of the scope of TAXNZ).
Income equalisation scheme (IES) 
· The income equalisation scheme (IES) allows primary sector businesses to even out their income by depositing money in the IES (which is a deduction) and then withdrawing the money in a year when their income is not as high (assessable income). 

· The IES is available to persons who carry on a farming or agricultural business on land, and to fishing and forestry businesses. 

· The minimum deposit allowable is $200, and the maximum deposit is the net income that the farmer would have in the year if income was derived only from the farming or agricultural business in the tax year. 

· The deposit is a deduction against the farming or agricultural profit for the income year; hence, it reduces taxable income and income tax liability. If a deposit is made in excess of the net farming income, it is limited to the actual farming income. 
· The Commis. will accept deposits from outside the specified period (SPS 19/03),, being the earlier of:

a) one month from the date of actually filing the return of income for that tax year, or

b) one month from the date that the relevant return of income is due to be filed (includes extension arrangements).
· Deposits earn interest at 3% per annum (s. EH 6), except for deposits that are withdrawn within 12 months = no interest is paid. 

· The maximum period that deposits can be held in the IES is five years from the end of the income year in which they are made. It will be refunded automatically at the end of that period. Will also be refunded at retirement, death or bankruptcy.
· As a general rule, IES deposits must be held in the scheme for a minimum of 1 year before being refunded. However, EH 15 sets out some exceptions:
6 – 12 months

Deposit can be refunded if it is to be used for either or both (s EH 15(1)):

–– Planned development or maintenance work immediately after the refund is given.

–– Purchase of livestock for use in their farming business.

<6 months

deposit can be refunded if it is to be used for any of the following (s. EH 15(3)):

(a) to enable them to buy, immediately, livestock for use in their farming business to replace livestock disposed of or lost as a result of a self-assessed adverse event:

(b) to avoid them suffering serious hardship:

(c) to do what the Commis. determines is a purpose for which a refund should be given.

Forestry business and income tax treatment 
· The sale of timber, including the sale of land with standing timber growing on it, is taxable, and many farming and agricultural businesses derive income of this nature as a miscellaneous source, or as an addition to their main income, including:
a) The sale of timber (s. CB 24). 

b) The sale of a right to take timber (e.g. a forestry right) (s. CB 24). 

c) The sale of land with standing timber growing on it (s. CB 25). 
Specific forestry rules 
· The forestry income (and cost of timber) can be spread back over the current year and any one or more of the three preceding income years (s. EI 1). 

· Section GC 2 is an anti-avoidance provision which ensures that the sale of timber between associated persons is deemed to occur at MV. 

· There is an exception to s. GC 2 when a forestry right is created in favour of the proprietor of the land. This exception ensures that landowners who create a forestry right for themselves do not incur a tax liability when they do so. 

· For associated person transactions, s. DP 10 denies the transferor a loss on the sale of the timber.
· Deductibility of forestry expenditure 
· The deductibility rules can be broadly considered under five separate stages: 

1. Forest land development – the purchase of the land and the preparation for planting. 

2. Forest planting and tending – the purchase of seedlings, pruning and thinning. 

3. Annual operating expenses – holding costs such as rates, contractor payments, insurance, weed and pest control and so on. 

4. Harvesting the tree crop – includes the hauling costs to the sale of the logs. 

5. Post-harvest expenditure – stump removal, debris clearance and replanting.

· A person carrying on a forestry business can also claim deductions for capital expenditure on land improvement costs, see table below”

[image: image70.png]Examples of forestry expen re deductible on an amortisation basis (schedule 20)

Type of expenditure Diminished
value rate

Felling, clearing, destruction, or removal of timber, stumps, scrub, or undergrowth on the 5%

land in preparation for the planting of trees

Draining of swamp or low-lying lands in the preparation of the land for the planting of trees 5%

Construction of roads to or on the land (including any culverts or bridges necessary for the 5%

construction), when the roads are formed and wholly or mainly metalled or sealed

Construction on the land of fences, including the purchase of wire or wire netting for the 10%*
purpose of making new or existing fences rabbit-proof

Erection on the land of electric power lines or telephone lines 10%
* While farmers get an immediate deduction for new fences, a forestry business must capitalise this

expense and amortise at 10% per annum. There is an argument that a forester is also a ‘farming or
agricultural business’ and so would qualify for a deduction under s. DO 1.




· Sale of farming property and its tax treatment 
· The summary table below provides a brief summary of the different types of farming property sold by farming and agricultural businesses
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This is taxable income unders. CB 29

This is a specialist area and advice should be sought
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See the unit on property for more detail on the disposal of land
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Sale of the farm property as a
going concern

Tax treatment

This is likely to trigger a number of tax events, such as:

® The sale of livestock and the required calculations

® The refund of IES deposits due to retiring from farming

® Depreciation recovery or loss on sale of plant and equipment

* Depreciation recovery on buildings

® The sale of standing timber on the farm

® The sale of any consumables (e.g. hay, stock feed) with the farm

® The value of farm development expenditure that has not been fully
amortised. There is no recovery or loss on sale calculation for the
vendor, and the unamortised value is transferred to the purchaser who
carries on claiming the deductions

Itis important to consider the various aspects in the sale of the farm and
have the sale price broken down into the various components






	Unit 7 – Financial Arrangements

	· The financial arrangements rules were introduced in 1987 to prevent taxpayers from entering into financial arrangements that have the effect of deferring income and advancing deductions in order to reduce their income tax liability

· The rules achieve this by requiring the parties to a financial arrangement to spread income and expenditure over the term of the arrangement. At the end of the arrangement, the parties must calculate a base price adj. (BPA), which is a ‘wash-up’ calc. to catch any income and expenditure under the financial arrangement that has not been already accounted for (s. EW 1(3)). This prevails over other provisions.
Income and deductions under the financial arrangements rules (EW 
Income generally arises under the financial arrangements rules in two ways: 

1. From a spreading method over the life of the arrangement. 

2. From a positive BPA performed at the end of the arrangement (s. CC 3, pursuant to ss EW 14(3)(a) and EW 31(3)). 

In most circumstances, all gains arising from a financial arrangement are ‘income’, regardless of whether or not the gain is of a capital nature.
Expenditure 
Expenditure also generally arises under the financial arrangements rules in two ways: 

1. From a spreading method over the life of the arrangement. 

2. From a negative BPA performed at the end of the arrangement (s. EW 31(4)). 

All expenditure incurred under the financial arrangements rules is ‘interest’ (s. YA 1) and is deductible if any of ss DB 6, DB 7 or DB 8 is satisfied. 

· In most circumstances, interest incurred by natural persons, trustees, partnerships and look‑through companies is deductible under s. DB 6 if: 

· Section DA 1 is satisfied –the interest expenditure is incurred by the person: in deriving the person’s assessable income and/or excluded income, or 

· in the course of carrying on a business for the purpose of deriving assessable income and/or excluded income. 

· None of the general limitations, except for the capital limitation, in s. DA 2 apply. 

· Interest incurred by companies is generally deductible under s. DB 7. T interest expenditure will be deductible even if the interest is not incurred in deriving assessable income or is not incurred in the course of carrying on a business for the purpose of deriving assessable income
What is a financial arrangement?

· 3 point definition. Must satisfy each point to be a financial arrangement (see image below)
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Examples – included in financial arrangement definition

Description

Fin. Arrg?

Explanation Why/Why Not

Bank overdraft

YES

Borrower receives money from the bank in consideration for providing money (interest and principal repayments) to the bank at a future time.

Sales of goods on credit

YES

Customers receive goods (being ‘money’, by virtue of being money’s worth – that is, the goods can be converted into money) in consideration for providing Seller with money at a future time

Wages

YES

Employer receives services (being ‘money’, by virtue of being money’s worth) from Employee in consideration for providing money (wages) to Employee at a future time

Accounting service provided to client – billed $50 per month, direct debited bank

YES x2 
(see explanation)

Two arrangements are within the scope of s. EW 3:

–– Accountant receives $50 from Customer in consideration for providing services (being

‘money’, by virtue of being money’s worth) to Customer at a future time.

–– Customer receives $50 from the bank that has issued the credit card in consideration for

providing $50 and/or interest to the bank at a future time.

Deductions – financial arrangments

SUBPART EW (financial arrangement rules – eligibility)
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Example - Deductibility of expenditure calculated under the financial arrangements rules

This example illustrates the circumstances in which expenditure calculated under the financial
arrangements rules is a deduction.

A New Zealand tax resident person borrowed $1 million on 1 April 2018 and repaid $1,210,000

on 31 March 2020. Expenditure for the year ended 31 March 2019 is $100,000 (under the yield to
maturity (YTM) method) and the result of the BPA (in the year ended 31 March 2020) is negative
$110,000.

If the New Zealand tax resident person is a company, the amounts referred to above will (in most
circumstances) be deductible under s. DB 7, regardless of how the $1 million loan was used.

If the New Zealand tax resident person is a natural person, trustee, look-through company or a
partnership, the amounts referred to above:

* will be deductible under ss DB 6 and DA 1 if the $1 million loan was used to either:

—  derive assessable income and/or excluded income (e.g. acquire shares to derive dividend
income, or acquire a rental property, or lend the funds to another person in return for
interest), or

— carry on a business for the purpose of deriving assessable income and/or excluded
income (e.g. the borrower carries on a business as a sole trader, partnership or a
look-through company and uses the borrowed funds to purchase trading stock, or to pay
creditors or to acquire fixed assets to be used in the business)

* will not be deductible to the extent that the $1 million loan was used for private purposes
(e.g. to fund living expenditure or purchase assets that do not generate assessable
income, including motor vehicles and real estate acquired for private use or to derive
exempt income).
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	What is not a financial arrangement? 
Section EW 4 states that the following three types of transactions are not financial arrangements: 

1. Certain assignments. 

2. A legal defeasance. 

3. An excepted financial arrangement (EFA) – most common.
Some common types of EFAs listed in s. EW 5 include the following: 
· A bet on a race or sporting event, and gambling (incl. NZ lottery). 

· An employment contract. 

· An insurance contract. 

· A lease that is not a finance lease.

· Shares or an option to buy shares. 

· A loan in NZ currency that is interest-free and repayable on demand is an EFA for the lender (but not for the borrower). 

· A warranty for G&S. 
· A short-term agreement for sale and purchase (settlement before the 93rd day after the date on which the agreement is entered into)

Who is not required to apply the financial arrangements rules? 
Under s. EW 9, non-residents are not required to apply the financial arrangements rules to a financial arrangement unless the non-resident is a: 

· party to a financial arrangement for the purpose of a business carried on by the person through a fixed establishment in NZ.

· trustee for a settlor who is resident in NZ and the trustee is not a person to whom s. HC 25 applies. 

Financial arrangements specifically excluded from the financial arrangements rules 
Section EW 11 states that the financial arrangements rules do not apply to: 

· the calc. of resident passive income 

· the calc. of non-resident passive income 

· use-of-money interest paid to or by the Commis.. 

Spreading methods under the financial arrangements rules
· The financial arrangements rules are intended to ensure that income and expenditure arising under financial arrangements is spread evenly over the term of the financial arrangement. The table below summarises some of the most common spreading methods available
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Cash basis person 
· A cash basis person is not required to use a spreading method (s. EW 55(1)), but may choose to apply it if they wish (s. EW 61).

· The $40,000 threshold calc. in s. EW 57(3) stops a taxpayer from being a cash basis person if the difference between applying and not applying the financial arrangements rules in calculating income and expenditure is more than $40,000.

· A cash basis person will still have to calculate a BPA when the rules require one regardless of whether they choose to apply a spreading method.
· See Flow Chart below to determine if a person is a ‘cash basis’ person.
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Base price adj. (BPA) 
· A BPA is a wash-up calc. that ensures all income and expenditure relating to a financial arrangement has been accounted for.

· A BPA is required in the year the financial arrangement ceases to exist. Section EW 29 outlines when a BPA is required, including: 

· the person ceases to be a NZ tax resident (subject to specific exclusions); or 

· the arrangement matures or is disposed of; or 

· the person is discharged from making all remaining payments under the arrangement without fully adequate consideration. 
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· If the result of a BPA calc. is positive, that amount is income (s. CC 3) or 
· if the result of a BPA calc. is negative, that amount is expenditure incurred (s. EW 31(4)) (interest per s YA1)
Exchange rates for foreign currency transactions

All assessable income and deductions recorded in NZ income tax returns must be expressed in NZ currency. Gains / losses may arise from this:
General currency conversion rules 
· Section YF 1 provides the rules that apply where specific currency conversion rules do not apply

· Section YF 1(2) states that the amount expressed in foreign currency must be converted into NZ currency by applying the close of trading spot exchange rate on the date at which the amount is required to be measured or calculated. 
· ‘Close of trading spot exchange rate’ is defined in s. YA 1as a spot contract for the purchase of NZ dollars using the foreign currency at any time on that day offered by a registered bank as approved in Determination G6D.
The foreign currency can be converted into NZ currency by applying: 

1. the average of the close of trading spot exchange rates for the 15th day of each complete month that falls in the relevant period if the Commis. allows it, and/or a provision in ITA 2007 specifically allows it (s. YF 1(3)), or 

2. a rate set by the Commis. for general use for the purposes of s. YF 1, or calculated using a method approved by the Commis. for general use for the purposes of s. YF 1 (s. YF 1(5)), or 

3. a rate approved by the Commis. for use in the circumstances of the person, and/or calculated using a method approved by the Commis. for use in the circumstances of the person (s. YF 1(6)). 
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Example — Converting business income denominated in foreign currency to New Zealand
dollars

This example illustrates how to convert business income denominated in foreign currency to
New Zealand dollars.

On 27 March 2020, Funtera Limited (Funtera), a New Zealand resident manufacturer with a

31 March balance date, received an order for some goods from Bayling Limited (BayJing),
resident in China. On 28 March 2020, Funtera dispatched the goods by air and sent an invoice for
US$1 million, together with other documentation, via email to BayJing. Under the agreement,
ownership of the goods passed to BayJing on 28 March 2020. Funtera values its foreign

currency payables and receivables at the end of the income year for the purpose of its financial
statements.

BayJing received the goods on 2 April 2020 and paid Funtera US$1 million via telegraphic
transfer on 5 April 2020. On the same day, Funtera used this amount to purchase NZ$1,250,000
(rate = 0.8000).

The spot exchange rates for the purchase of New Zealand dollars using USD are as follows:
e Closingrate on 27 March 2020  0.7550 (NZ$1,324,503)

e Closing rate on 28 March 2020  0.7650 (NZ$1,307,190)
e Mid-month rate for March 2020  0.7800 (NZ$1,282,051)
e Closingrateon 31 March 2020  0.8200 (NZ$1,219,512)
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in its tax return for the year ended 31 March 2020.
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Summary table of which exchange rate to use:
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Cash basis persons – financial arrangements involving foreign currency 
· A cash basis person who is a party to a financial arrangement calculates and allocates income and expenditure as follows: 
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Non-cash basis persons – financial arrangements involving foreign currency 
A non-cash basis person who is a party to a financial arrangement calculates and allocates income and expenditure as follows:
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Excepted financial arrangements involving foreign currency 
· As EFAs are not financial arrangements unless a person elects to treat them as financial arrangements (s. EW 8). Therefore, income is generally allocated to the income year in which it is derived and expenditure is generally allocated to the income year in which it is incurred. 

· This means that people who are a party to an EFA will not recognise unrealised FX gains and losses in respect of EFAs. 

· FX losses arising in respect of EFAs will only be deductions if the general permission is satisfied and the limitations do not apply.
· 

	Unit 8 – International Tax

	Visualisation of key international tax issues:
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- NZ tax residents are taxed on their worldwide income, whereas non‑residents are only taxed on NZ-sourced income (BD1)
- Any tax paid on foreign income that was taxed in a foreign jurisdiction may be eligible for a tax credit in NZ. See below.

Tax credits

· A resident taxpayer may be entitled to claim a foreign tax credit against their NZ income tax liability on foreign income (ss LJ 1–LJ 7): 

· If a NZ tax resident derives assessable income from a source outside NZ, and 

· foreign income tax is paid on that income. 

· The credit is limited to the NZ income tax that would have been paid on that foreign income had it been derived from a source in NZ (s. LJ 2). If any tax credits are left over, s. LA 5 provides that a non-refundable tax credit is extinguished if not used.

Calculating the available foreign tax credit 
Section LJ 5(2) provides the formula for calculating the amount of NZ income tax. The calc. effectively reflects the proportion of the person’s income tax liability that relates to that segment of income.

[image: image89.png]The formula is:

(segment - person’s deductions) . L
PR ————SSU Y notional liability
person’s net income

where:

* Segment is the amount of the segment of foreign-sourced income for the income year.

* Person’s deductions is the amount of the person’s deduction for the current income year
that is attributable to the segment of foreign-sourced income.

* Person’s net income is net income (calculated under s. BC 4) for the income year.

* Notional liability is, effectively, a person’s New Zealand income tax liability on income
from all sources, and is calculated under s. L] 5(5) using the following formula:

(person’s net income - losses) X tax rate

where:

- Person’s net income is the person’s net income calculated under s. BC 4.

- Losses are those carried forward and available to offset net income (capped at
net income).

- Tax rate is the person’s rate of tax as per schedule 1, part A.
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Example 1- Applying foreign tax credit rules
This example illustrates how the foreign tax credit rules are applied on foreign-sourced income.

Odette, a New Zealand tax resident, owns a rental property situated on the Gold Coast, Australia.
For the year ended 31 March 2020, she derives gross taxable income of $1,500 from renting the
property and has allowable deductions of $500. Odette paid income tax in Australia of $250 on
this net income.

Odette, therefore, received cash of $750. She does not have any other New Zealand or
foreign income or losses.

The first step in calculating the foreign tax credit amount is to determine Odette’s notional
New Zealand income tax liability on the $1,000 taxable income. At a tax rate of 10.5% (as her
total income is less than $14,000 for the year) Odette has an income tax liability of $105 on the
$1,000income.

However, she can use the credit for the tax paid in Australia to offset her New Zealand income
tax liability unders. LJ 2.

The creditis limited to the lesser of the New Zealand tax that would have been paid on the
segment of foreign income (i.e. $105) and the Australian income tax actually paid (i.e. $250).

This limitation is calculated by applying the s. L 5(2) formula, using:
Segment = $1,500 (the gross assessable income from that country and source).

Person’s deductions = $500 (the allowable deductions that have a nexus to the particular
segment of income).

Person’s net income = $1,000 (Odette’s total net income for the year).

Notional liability = $105 (the New Zealand income tax liability on Odette’s net income for the
year, calculated above)

(($1,500 - $500) =+ $1,000) x $105 = $105
Odette can therefore claim a foreign tax credit of $105, and does not have to pay any further
tax in New Zealand. The difference between $105 and $250 represents excess foreign tax credits,
which must be forfeited. So, in the present case, the worldwide tax paid by Odette is $250, which
is the tax paid in Australia.

Generally speaking, under the foreign tax credit rules, the worldwide tax rate will be the higher
of the tax rates of the two countries.

R O O N I XN




· NZ’s double tax agreements (DTAs) 
· To avoid double taxation, each DTA treaty classifies income and gains into ‘baskets’ or classes of income and then allocates the right to tax to one or other, or sometimes both, of the countries party to the DTA. 

· As DTAs do not increase the rate of tax payable, if the domestic tax rate is lower than the DTA rate, the DTA has no impact.

· Most DTAs: 

· Grant primary taxing rights to the source country (i.e. the country where the income is sourced). 

· Doesn’t stop the country where deriving the income is a tax resident from also taxing the same item, but requires it to give relief against double taxation. 

Flowchart – Whether a taxpayer can claim a foreign tax credit
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· Resident of a contracting state 
· A person gains access to the benefits of a tax treaty only if they are a resident of one of the countries party to the DTA (i.e. the person is a ‘resident of a contracting state’). There are three critical points to bear in mind: 

1. A tax treaty does not itself determine whether a person is a resident of a contracting state. This is left to the domestic laws of each country. 

2. Only where a person is a resident of a contracting state can they rely on a particular treaty. 

3. If a person is a resident of both contracting states, under the domestic law of each state, the treaty will specify how a person is to be allocated for the purposes of the DTA. This allocation is necessary because some treaty provisions give taxing rights to the country where the taxpayer is a resident for the purposes of the DTA (i.e. the country of residence) (a tie breaker clause).
Basket 1: Business profits 
· The right to tax business profits is given to the country in which the taxpayer is a tax resident unless the profit is connected to a permanent establishment (PE) in the other country, in which case, the other (host) country may tax (Article 7(1)). 

· Subservience: Where another article (i.e. other than the business profits article) also applies to an item of income or gain, priority is given to the other article (Article 7(5)). Common examples are interest, dividends and royalties which are subject to specific articles. 

· A taxpayer who carries on a business at a ‘fixed place’ (e.g. a branch) will have a PE in that place. Central to the concept of a PE is: 

· the degree of permanence, both time-based and geographically whether a person in the other country has an authority to sign contracts for taxpayer.
Basket 2: Dividend income 
· Amounts treated as dividends under NZ’s domestic rules (ss CD 1–CD 20) are included for DTA purposes. 

· Taxing rights are given to the country in which the person who is beneficially entitled to the dividend income resides (i.e. the country of residence). Taxing rights are also given to the source country but are generally limited to between 5% and 15%, or in some cases 0%
Basket 3: Interest income 
· Taxing rights are given to the country in which the person who is beneficially entitled to the interest income resides (i.e. the country of residence) (Article 11(1)). Taxing rights are also given to the source country but are generally limited to between 10% and 15%. 
Basket 4: Royalty income 
· Taxing rights are given to the country in which the person who is beneficially entitled to the royalty resides (i.e. the country of residence) (12(1)). 

· Taxing rights are also given to the source country but are generally limited to between 5% and 15%.
Basket 5: Personal services income (PSI) 
· It is necessary to read the specific provision of the DTA to determine the treatment of income from a particular service rendered (as it is covered in several subtopics).

Taxation of foreign residents 
· Non-residents are taxed on their NZ-sourced income. Therefore, when a non-resident invests in NZ, the income from holding and/or selling that investment with a NZ source is generally taxable in NZ unless a specific exclusion applies. 

· Rather than IR enforcing the collection of tax from non-residents, the tax is required to be withheld by the NZ payer from certain types of income paid to a non-resident taxpayer. This is known as non-resident withholding tax. 

Non-resident withholding tax (NRWT) 

· NRWT on dividends, interest, non-resident financial arrangement income and royalty payments to a non-resident is imposed by s. RA 6(2) and subpart RF. These are the most common types of non-resident passive income. NRWT is levied when interest, dividends and royalty income are ‘paid’ under certain conditions.

Dividends (e.g. resident company pays dividend to non-resident)
· Withholding is required when a person makes a payment of non-resident passive income that is a dividend.

· ‘Non-resident passive income’ is defined in s. RF 2 as income having a source in NZ that a non-resident derives, and specifically includes dividends. A dividend is sourced in NZ when it is paid by a NZ resident company. Therefore, NRWT will apply where a dividend is paid by a NZ resident company to a non-resident.
·  NRWT is a final tax on most dividends.

· Provided that the correct amount of NRWT is withheld, NRWT will be a final tax on dividends that are not investment society dividends. As long as the income is the recipient’s only NZ-sourced income, no tax return is required to be filed.
· If a taxpayer has other NZ-sourced income for which a tax return must be filed, the dividend and NRWT are excluded from the tax return as the NRWT fully satisfies their NZ tax liability in respect of the dividend.

·  NZ’s DTA tax treaty network limits the domestic rate of NRWT on dividends.

· Generally speaking, NZ’s DTAs override domestic law to reduce the amount of NRWT that can be withheld on dividends. In most cases, a 15% rate applies, but in certain circumstances the rate can be capped at 0% or 5%, depending on the DTA. The default rate of NRWT that applies to dividends paid to non-residents is 30% (s. RF 8(2)). This rate may be reduced depending on several factors, see below table:
[image: image92.png]Type of dividend* Sharcholding, DTA status and other Rate of NAWT Legislative

factors reference
Cash dividend Resident in non-DTA country 30% RF8
Noimputation credits
Cash dividend Resident in DTA country 0%, 5% or 15% oTA
No imputation credits dependingontheDTA  pe 11g()
Non-cashdividend 0% to 100% shareholding 30%,or alowerrateas  RF8and
Noimputation credits  Resident in DTA/non-DTA country prescribedbyaDTA — RF10

oA
Cash dividend 10% o greater shareholding 0% RF11B)0)
Fullyimputed Resident in DTA/non-DTA country
Cash dividend Less than 105 shareholding 0% RF118a)
Fullyimputed Resident in a DTA country with a post-treaty.

taxrate of less than 15%

Cash dividend Less than 108 shareholding 1500 oA
Fullyimputed Resident in a DTA country RE7

DTAwithholding rate is at least 15% if no
imputation credits attached

Non-cash dividend 09% to 100% shareholding 0% RF10(58)
Fully imputed Resident in DTA/non-DTA country

* Ifadvidend is not fully imputed (ie. itis only partilly imputed), ss RF 9:and RF 10 apply to determine how much of
the dividend is fully imputed and how much Is not imputed.

* The supplementary dividend rules may apply to effectively reduce the rate to 0%, but that issue Is outside the scope
of the TAXNZ module.




Interest

· NRWT will apply to interest sourced in NZ and paid to a non-resident. However, interest will not be subject to NRWT where:

·  the money is lent by a non-resident as part of that non-resident’s business which they carry on through a fixed establishment in NZ, or

·  the non-resident is a registered bank carrying on business through a fixed establishment in NZ that is not associated with the borrower

· Sections RF 3 and RA 6(2) impose a requirement on the NZ interest-payer, in the first instance, to withhold NRWT on the payment of interest, and s. RF 7 requires withholding a 15% NRWT on interest paid to a non-resident under NZ’s domestic law. 

· This rate of withholding may then be limited by a DTA, which will usually reduce the rate down to 10% of the gross amount. NZ’s recent DTA policy provides that a number of new DTAs have 0% withholding rates on interest in certain circumstances. 
NRWT on interest and the approved issuer levy (AIL) 

· In certain circumstances a payer of interest can become an approved issuer and pay AIL to IR, which will reduce NRWT on interest to 0%.

· In some circumstances, it may be advantageous for the foreign lender to have the NZ borrower register for AIL and pay a 2% levy on interest, rather than the 15% NRWT. However, there are other issues to consider, including DTA’s reducing NRWT to <15%, if the taxpayer is transitional resident, deductibility of NRWT if the interest is taxable in their country of resident and pays a tax rate >15%.
NRWT on interest and transitional residents 

The NRWT rules zero-rates NRWT in certain situations where transitional residents are involved. Section RF 12(1)(b):

· paid by a transitional resident in relation to money borrowed by them while non-resident, and 

· not paid in relation to a business carried on through a fixed establishment in NZ, and 

· derived by a person not associated with the transitional resident, and 

· not a payment to which s. RF 12B applies (which applies where interest is derived jointly with residents).

The following table summarises the main situations when NRWT or AIL will apply to interest
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Non-resident financial arrangement income (NRFAI) 
· Generally, the obligation to withhold and pay NRWT arises when non-resident passive income is ‘paid’. The exception to this is when NRFAI arises.
· The NRFAI rules are intended to cover more substantial deferrals, not short-term deferrals. 

· For each related party debt, taxpayers are required to complete a deferral calc. to determine whether NRFAI arises. This calc. is performed at the end of the 2nd and subsequent income years following issue of a financial arrangement. Where the deferral calc. in s. RF 2C(4) is satisfied, NRFAI does not arise and the related party debt continues to be taxed under the NRWT rules. Where the calc = not satisfied, NRFAI applies.
· The NRFAI rules do not apply where the total expenditure on all related party debt incurred in the previous income year under the financial arrangements rules by the borrower (and all companies in the same group) is $40,000 or less. This is known as the de minimis rule.
· NRFAI is calculated at the end of each year as follows:
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· Accumulated payments is the total interest paid since the financial arrangement became a related party debt until the due date for filing the NRWT return for the 2nd month after the end of the income year. 

· Accumulated accruals is the total expenditure the borrower incurs while the arrangement is a related party debt until the end of the year preceding the income year. 

· Hybrid deductions is the amount equal to the part of the expenditure that the borrower incurs under the arrangement in the period given by paragraph (b) that has been denied as a deduction under subpart FH (Hybrid and branch mismatches of deductions and income from multi-jurisdictional arrangements) when the expenditure is incurred, and is not allowed as a deduction under the subpart in that period, on the date referred to in paragraph. 

Royalties 
· When a resident pays royalties to a non-resident, withholding tax will apply under s. RA 6(1) and subpart RF because a royalty is included in the definition of ‘non-resident passive income’ in s. RF 2. 
· In the absence of lower rates under DTAs, an NRWT rate of 15% applies to payments of royalties to non-residents. NZ’s recent DTA policy provides that new DTAs generally have withholding rates of no more than 5% on royalties. 

· As with dividends and interest, liability for the withholding tax arises based upon when the royalty is paid. 

· When non-resident passive income is ‘paid’ 

· NRWT is normally due on the 20th of the month following the month in which non-resident passive income is ‘paid’. 

· The definition of ‘pay’ above includes where an account is credited. E.g. where interest is payable on a loan, the interest will not actually be paid, but credited in the account. This qualifies as a payment for NRWT purposes, and will trigger a liability to account for NRWT. 
· NRWT as a final or minimum tax 

· NRWT is a final tax in some cases and a minimum tax in other cases, depending on the type of non-resident passive income. If it is a final tax, it means that there is no requirement for the non-resident to file a tax return in NZ for that income, as their NZ tax liability will have been satisfied in relation to the income in full by the amount withheld.
NRWT is a final tax for:

NRWT is a minimum tax for (s. RF 2(5)):

· Dividends (other than investment society dividends). 

· Certain types of royalties (s. RF 2(3)). 

· Interest paid to persons who are not ‘associated persons’ with the payer. 

· Interest payments that are zero-rated for NRWT purposes due to the application of the AIL regime. 

· Interest (or investment society dividends) paid to associated persons. 

· Royalties other than those listed in s. RF 2(3). 

Note: Where NRWT is a minimum tax, the income tax liability of the non-resident is the greater of:

· the sum of: their total NRWT liability, and 

· their NZ income tax liability for the income year if no non-resident passive income had been derived, OR
· their NZ income tax liability in the absence of the NRWT rules
· Non-resident contractors’ tax (NRCT)
The NRCT rules were introduced to cover the risk of non-lodgement by short-term worker non-residents by collecting the tax from non-residents who carry out work on short-term assignments in NZ. The scheme of the NRCT rules is as follows: 

· Section RA 5 requires tax to be withheld from a PAYE income payment. 

· Part A of schedule 4 requires NRCT to be deducted at the rate of 15% on any contract activity or service payment made to a non-resident contractor. 

· The default rate to apply is 15% (schedule 4, part A); however, if the non-resident contractor has not made the required tax declaration under s. 24I TAA 1994, the rate increases to 45% for individuals or 20% for companies (s. RD 10B).

· Exemptions from NRCT 
1.  Section RD 8(1)(b)(v) provides that a payment is not a schedular payment, and therefore is not subject to NRCT, where it is a payment for services provided by a non-resident contractor who has full relief from tax under a DTA, and is present in NZ for 92 or fewer days in a 12-month period – note that this ‘days test’ is not an income year test. If the criteria are met, the payer does not have to withhold NRCT.
2. The 2nd exemption from NRCT is found in s. RD 8(1)(b)(vi). This excludes from the definition of schedular payment (and therefore from NRCT), a contract payment for a contract activity or service performed by a non-resident contractor where the total amount paid for that activity or service to the contractor or another person on their behalf is $15,000 or less in a 12-month period.

· Although the payment is not subject to NRCT, the contractor may still have a NZ income tax liability and be required to file an income tax return. 

· Commis.-granted exemptions from NRCT 
· the Commis. of IR may allow an exemption from NRCT (s. RD 8(1)(b)(iv)) i.e. payments to a non-resident contractor without NRCT withheld. 

· Section RD 24 outlines when the Commis. may issue an exemption. The Commis. may do so if: 

· a non-resident contractor derives an amount ‘from a contract activity or service that is not income’, either because of the application of a DTA or 

· the contractor provides a bond or security as payment for income tax on any amounts derived by them from ‘a contract activity or service’, or 

· in the period of 24 months before the date of the application, the contractor has paid all ‘income tax payable by them and complied with their NZ tax obligations, and the Commis. is satisfied that the contractor will continue to do this’. 

· Summary of NRCT 
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	Unit 9: International tax: anti-avoidance

	Overview
· This regime is designed to prevent a NZ tax resident from using the differences in foreign vs NZ tax jurisdictions to avoid taxation.

· For example, profit shifting NZ sourced profits to a low tax jurisdiction would prevent paying taxes in NZ.

· works by ‘attributing’ foreign income to NZ, and therefore taxing it.
The two attribution regimes are (see flowchart below to determine which is applicable)
1. Foreign investment fund (FIF) rules (ss EX 28–EX 73)  - The FIF rules generally apply to minor shareholdings in foreign companies and investments in other foreign entities. 

2. Controlled foreign company (CFC) rules (ss EX 1–EX 27) - The CFC rules generally apply to substantial shareholdings in foreign cos.
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Foreign investment fund (FIF) rules 
The foreign investment fund (FIF) rules are designed to tax a person’s interest in a foreign entity based on the value of the investment. This is because it is not generally possible for small shareholders to obtain sufficient information to undertake NZ tax calc.s on the underlying income of the FIF. As a result, the rules vary between portfolio interests (interests of less than 10%) and non-portfolio interests (interests of 10% or more). The main difference is the income calc. method that will be used and the application of some of the exemptions. Generally, the FIF attribution calc. will deem the amount of taxable income on the investment while the actual receipts from the investment are disregarded.

Step 1 – Does the interest qualify as a FIF? - Section EX 28 defines a FIF as any one of the following: 

· A foreign company. 

· A foreign superannuation scheme. 

· An insurer under a life insurance policy (if the policy is offered and entered into outside NZ). 

· An entity described in schedule 25, part A (no entity has ever been listed). 

Step 2 – Is the interest an ‘attributing interest’?  Section EX 29 sets out what types of interests constitute an attributing interest in a FIF:
1. A direct income interest in a foreign company. 

2. Rights to benefit from a foreign superannuation interest, held as a beneficiary or member. 

3. Rights to benefit from a life insurance policy in relation to which the FIF is the insurer. 

Note 1: an interest in a FIF does not include interests in foreign bank accounts, term deposits or similar financial arrangements located outside NZ.

Note 2: Under s. EX 30(1), a direct income interest in a FIF will include: 

(a) any of the shares in the foreign company; 

(b) any of the shareholder decision-making rights for the company; 

(c) a right to receive, or to apply, any of the income of the company for the [relevant accounting period]; or 
(d) a right to receive, or to apply, any of the value of the net assets of the company, if they are distributed.

Step 3 – Do any of the FIF exemptions apply? 
· AUS-resident listed company investments. 

· Investments of 10% or greater in an AUS company. 

· Investments in entities that are also CFCs. 

· Investments that are an income interest of a non-resident or a transitional resident. 

· A foreign superannuation scheme that is not a ‘FIF superannuation interest’. 

· Non-resident pension or annuity investments. 

In addition, natural persons or certain trustees may choose to return no FIF income or loss if the cost of acquiring all their FIF investments is $50,000 or less (the ‘$50,000 de minimis exemption’) at all times during the year.  Other specific exemptions:
· AUS unit trusts with specific turnover and/or distributions. 

· AUS-regulated superannuation saving schemes. 

· Certain specific venture capital investments. 

· Investments acquired under certain employee share schemes. 

· Investments subject to foreign exchange controls. 

AUS-resident listed company exemption 
Under s. EX 31, interests in certain AUS companies listed on the AUS Securities Exchange (ASX) are exempt from attribution under the FIF rules. This exemption will apply to ordinary shares held in companies listed on the official list of ASX Limited that are: 

· AUS tax resident (including under AUS’s DTAs), and 

· required to maintain a franking credit account for AUS tax purposes. 

FIF resident in AUS exemption  (all must apply to be exempt - s. EX 35): 

· For year that the person has rights in the FIF, the item ‘income interest’ calculated for the person and the FIF is 10% or more. 

· At all times during the year, the FIF is resident in AUS and is subject to income tax in AUS. 

· The FIF’s liability for income tax in AUS has not been reduced by any exemption for foreign business income or offshore banking units. 

· The FIF is not a unit trust, unless it is a unit trust subject to tax under AUS law in the same way as a company. 

· All year, the person is not a portfolio investment entity, unit trust, life insurer, superannuation scheme, or group investment fund. 

CFC rules exemption (all must apply to be exempt - s. EX 34):  
· the FIF is also a CFC, and 

· the person holds an income interest of 10% or more in the CFC for the relevant accounting period, and 

· the person is not a portfolio investment entity. 

Note: The CFC rules will apply to that interest instead of the FIF rules.

$50,000 de minimis exemption 
-Under s. CQ 5 or s. DN 6, a natural person or certain trustees whose total attributing FIF interests cost $50,000 or less for the entire income year does not have FIF income or loss. Includes foreign interest in companies, insurance policies, super but excl. exempted ones.
- If exempt, interest will not be an attributing interest in a FIF. Instead, the interest or investment will then be taxed under ordinary tax rules.


How is FIF income calculated? 
There are five calc. methods available as contained in s. EX 44. The use of each method may be limited by the provisions of s. EX 46: 

1. Fair dividend rate. 

2. Cost. 

3. Comparative value. 

4. Deemed rate of return. 

5. Attributable FIF income. 

4. Fair dividend rate (FDR) method 
· The FDR method generally applies to portfolio investments (i.e. a direct income interest of less than 10%) in ordinary foreign company shares, and interests in some foreign superannuation and life insurance policies. The method can also be used for non-portfolio FIF interests (i.e. a direct income interest of 10% or more), if the attributable FIF income (AFI) method or other allowable method cannot be applied.
The FDRA formula (ERX52) – to calculate FIF income
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· Opening value is the total of the market values of the FDR interests that the person holds at the beginning of the income year. 

· Quick sale adj. is only required when the taxpayer both acquires or increases a particular FIF interest and subsequently disposes of or reduces that FIF interest within the same income year. The quick sale adj. is zero in any other case. The quick sale adj. is calculated as the lesser of the ‘peak holding method amount’ and the ‘quick sale gain amount’. 

Peak holding method 
[image: image99.png](0.05 x Peak holding differential) | x Average cost





Peak holding differential is the lesser of: 
i) the difference between the greatest shareholding in the year and the shareholding at the start of the year, and 

ii) the difference between the greatest shareholding in the year and the shareholding at the end of the year. 

Quick sale gain amount 
The quick sale gain amount is the gain made from acquiring and disposing of the FDR interest from the shareholding during the period. Formula:
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· Taxpayers who are natural persons and trustees of family or charitable trusts have the option of calculating FIF income based on the lesser of the FDRA method result and the comparative value (CV) method result and can switch year on year. 
Cost method 
· The cost method is available for portfolio FIF interests where it is not practical to obtain a MV and, therefore, FDR method can’t be used. 
· The cost method is set out in s. EX 56 and operates same as the FDR method – that is, it also calculates FIF income based on a 5% deemed return rate. 
· However, because there is no market value, it uses the initial cost of the investment (this must be determined in one of a number of prescribed ways) and increases this by 5% each year, to generate a new opening value in subsequent years. 
· Provision is made for an independent valuation to reset the opening value, if so desired, but this can only be done every four years. 

Comparative value (CV) method 
· Use of the CV method is generally limited to natural persons, trustees of family trusts and trustees of charitable entities that are exempt from tax.
· The CV method calculates FIF income (or loss) as the increase or decrease in the value of a person’s interest in a FIF over an income year as a proxy for the underlying income accumulated by the FIF. 
· A person’s FIF income or loss is calculated on the last day of the person’s income year, using the formula contained in s. EX 51(1) below:
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· Closing value is the market value of the person’s FIF interest at the end of the income year. The value is zero if the person has disposed of the interest or is applying another FIF calc. method to that FIF interest. 

· Opening value is the market value of the interest at the end of the preceding income year. The value is zero if the person does not hold the interest at that time or was then applying another calc. method to the FIF interest.
· Gains is defined as all amounts derived during the year from holding or disposing of the shares (i.e. dividends – including tax credits, and sales proceeds, if any). 
· Costs is the expenditure incurred in the current income year on acquiring or increasing the interest and non-NZ income tax on the income of the FIF for which a person is liable and has paid. Excludes withholding tax but includes income tax of the FIF paid under the foreign regime. 

Deemed rate of return (DRR) method 
· The DRR method was introduced in 1992 to overcome situations where people were unable to obtain the market values of their FIF interests and thus complete the CV method. Today, the method is mainly a ‘backstop’ in relation to situations where a person is required to use CV for a FIF interest that consists of non-ordinary shares, and market values are not available to apply the CV formula.

Attributable FIF income (AFI) method 
· The AFI method is the method that is most likely to be used for people with non-portfolio FIF interests – that is, when the interest in the foreign company is 10% or more and the foreign company is not a CFC. 
· The AFI method is similar to the CFC regime, with FIF income calculated as though the FIF were a CFC. 
· Under the AFI method, FIF income is generally calculated as the investor’s share of the FIF’s passive income (generally interest, dividends, royalties and rents). Generally, where the FIF’s passive income is less than 5% of its total gross income, no FIF income arises to the investor.
· Section EX 46(3) permits the use of the AFI method only if the person can provide to the Commis. of IR (the Commis.), if requested, sufficient information to enable the Commis. to check the calc.s required by s. EX 50, and, at all times in the FIF’s accounting period, that: 

· the FIF is a company, and 

· the income interest of the person in the FIF is 10% or more, and 

· the person is not a PIE. 

Foreign tax credits 
The AFI method contains rules that allow for foreign tax credits to be claimed on the same basis as if the FIF were a CFC (s. EX 50(8),(9)). 

For the other FIF calc methods, FTC can be claimed for tax paid or withholding deducted on amounts that are excluded from tax under s. EX 59 – that is, when amounts are not taxed (e.g.dividends) because the interest is taxed under the FIF rules. The tax can be claimed as a tax credit under s. LJ 2(6) 

Losses 
Generally, the FDR, cost, CV and DRR methods do not give rise to deductible FIF losses. The exception is when a share is a non-ordinary share and the rules require the CV method to be used, or when a person is using the DRR method and they dispose of the interest and the interest has a closing book value of greater than zero (they have been overtaxed). The AFI method will give rise to deductible losses on the same basis as the CFC rules.

Controlled foreign company (CFC) rules 

Establishing whether any income arises under the CFC rules 
Step 1 – Establish whether the company in question meets the definition of a CFC. 

Step 2 – Consider whether the taxpayer has an income interest in the CFC. 

Step 3 – Consider whether any exemptions apply to the CFC (including the active business test). 

The base assumption is that a CFC’s income will be attributed to its owners. Therefore, if an exemption applies, the CFC is known as a non-attributing CFC. The diagram below contains the scheme of ITA 2007 as it relates to CFCs.
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Step 1 – Is the company a CFC? 
A foreign company is a CFC for a particular accounting period of the company if any of the following three tests are met: 

1. At any time during that accounting period, there is a group of five or fewer NZ residents whose total control interests in the company (in any one category of control interest) is greater than 50%. 

2. At any time during that accounting period, a single NZ resident holds a control interest in the foreign company equal to or greater than 40%, unless, 

(a) another person also holds a 40% or more control interest in the same control category, and 

(b) the other person is not a resident, and 

(c) the other person is not associated with the NZ resident. 

3. There is a group of five or fewer NZ tax residents who have the power to control the exercise of shareholder decision-making rights (s. YA 1) for the company, and therefore control the affairs of the company in accordance with the wishes of that group. 

The rules regarding the control of the CFC are subject to detailed provisions in ss EX 2–EX 7.

There are four categories of control interest: 

1. Shareholding in the foreign company. 

2. Shareholder decision-making rights for the foreign company. 

3. Rights to receive or control the application of income from the foreign company. 

4. Rights to receive or control the application of distributions of the company’s net assets. 

Step 2 – Does the person have an income interest in the CFC? 
· Generally, only persons with income interests of 10% or more may be required to attribute CFC income or loss. Income interests of less than 10% in a CFC are treated as FIF interests. 
· Section EX 9 provides that a person has a direct income interest in a CFC at any time if they hold any of the following: 

· Any of the shares in the foreign company. 

· Any of the shareholder decision-making rights for the company. 

· A right to receive, or to control the application of, any income of the company for the accounting period. 

· A right to receive, or to control the application of, any of the value of the net assets of the foreign company if they are distributed. 

Step 3 – Do any of the exclusions from the CFC rules apply? 
· No attributed CFC income or loss arises under the CFC rules if the foreign company qualifies for the AUS CFC exemption in s. EX 22. 
· Generally speaking, the AUS CFC exemption applies when: 

· at all times in an accounting period, a CFC is resident in AUS and is subject to income tax on its income, and 

· the CFC is treated as being resident in AUS under all of AUS’s DTAs, and
· the CFC’s liability for income tax has not been reduced by an exemption in AUS for income from a business carried on outside of AUS or any other special allowance, relief, or exemption regarding offshore banking units, and 
· the CFC is not a unit trust. 

Non-attributing CFCs – active business exemption 
· If the AUS exemption does not apply, it will be necessary to determine if the CFC qualifies for the active business exemption (i.e. as a non-attributing active CFC). As it is generally harder to move active, income-producing activities such as manufacturing to a tax haven, the active business exemption offers a measure of protection against profit shifting. 
· Section EX 21B defines a ‘non-attributing active CFC’ as a CFC that, generally speaking, has no more than 5% passive income in the year. Measuring the passive income attributable to the CFC can be done by using either accounting measures or tax measures.

Accounting measures of income 
· If accounting measures of income are used, then they can be used for a single CFC or a test group of CFCs. The aim of the rules is to allow companies to use their financial accounts to calculate whether they meet the 5% test. 
· Section EX 21C determines whether a suitable Accounting Standard (e.g. International Financial Reporting Standards or US GAAP) is available for the CFC or the test group. If none is available, tax measures of income will need to be used (see below). 
· If an applicable Accounting Standard is available, the formula in s. EX 21E(5) is used to determine the ratio of attributable income to total income and, thus, whether the CFC is a non-attributing CFC. There are six components in the formula, which are further explained in s. EX 21E(7)–(12). Rules in s. EX 21E(4) govern how the calc. is to be done – for example, amounts attributable to minority interests are removed from the formula and the calc. is done in the functional currency of the CFC. The s. EX 21E(5) formula is:
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Reported 

Amounts measured for accounting purposes
Passive
Items such as interest, dividends, royalties, rent
Revenue
Total revenue of the CFC or test group. Also includes specifically defined passive income types.
Added revenue
Includes income from a life insurance policy and from the disposal of revenue account property that is not a share, financial arrangement or life insurance policy, and where the revenue account property is used in such a way as to give rise to income or gains that increase the numerator. Whether these amounts are included in the formula is optional for the taxpayer
Added passive
Includes certain dividends, royalties, rents and gains from financial arrangements to the extent that they are already included in reported or added passive, and the cost of revenue account property in added passive. Whether these amounts are included in the formula is optional for the taxpayer.
Removed revenue
is a compulsory downward adj. that aims to match items included in removed passive, and removes some items of revenue to prevent double-counting or give a result that is inconsistent with tax measures of income, such as income arising on derecognition of a liability. Even if a CFC passes the active business exemption using accounting measures of income, there may still be some attributed CFC income or loss from the CFC under s. CQ 2(2B) for income from personal services. This is an anti-avoidance measure to stop the diversion of personal services income through a CFC.
Removed passive

Includes certain dividends, royalties, rents and gains from financial arrangements to the extent that they are already included in reported or added passive, and the cost of revenue account property in added passive. Whether these amounts are included in the formula is optional for the taxpayer.

Tax measures of income 
· The framework for the use of tax measures of income is similar to that discussed in relation to the use of accounting measures of income – that is, they can be used for a single CFC or a test group of CFCs. 

· Section EX 21D(2) designates a CFC (whether alone or as part of a test group) as a non-attributing active CFC if the ratio of attributable income to total income under the formula in s. EX 21D(4) is less than 0.05. 

· The formula in s. EX 21D(4) is:
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Attributable
the attributable CFC amount as defined in s. EX 20B. This is the defined list of passive income types
Adj.s
References to amounts that are required to be excluded to avoid double-counting, allow for deductions, or avoid arrangements that inflate the denominator.
Gross

Is the annual gross income for the accounting period. Annual gross income is calculated generally, as if the CFC were a NZ resident. 

· As with the use of accounting measures of income discussed above, if a CFC passes the active business exemption using tax measures of income, there may still be some attributed CFC income or loss from the CFC under s. CQ 2(2B) for income from personal services. This is an anti-avoidance measure to stop the diversion of personal services income through a CFC. 

· If a CFC does not qualify to use the active business exemption using tax measures of income, the items of passive income listed in s. EX 20B will be attributable. In other words, where the CFC fails the passive income test, it is only the passive income that is ultimately attributed to the shareholder. The active income is not attributed even if the CFC fails the 5% test.

Attribution 
· If the AUS exemption and the active business exemption do not apply, persons with income interests in the CFC may have to calculate attributed CFC income or loss in relation to a defined list of passive income types (i.e. only the passive income is attributed to the shareholders). 

· Section CQ 2 provides that a person has attributed CFC income if they have an income interest of 10% or more in a CFC that has net attributable CFC income and is not a non-attributing active CFC or a non-attributing AUS CFC. 

· Special rules apply to income from personal services, which is always attributable. The attributed CFC income or loss is calculated by reference to the net attributable CFC income or loss of the CFC, multiplied by the person’s income interest in the CFC. Section EX 18A provides a signposting provision showing the scheme of the CFC rules for finding a person’s attributed CFC income or loss. 

· The starting point for calculating net attributable CFC income or loss for a CFC is to determine the attributable CFC amount, in accordance with s. EX 20B. This amount is calculated as though the CFC were resident in NZ – that is, under the same rules that apply to resident companies, as provided for in s. EX 21. This amount is then reduced to reflect expenditure incurred by the CFC, giving a net figure. 

· The exact attribution rules are complex and outside the scope of this unit. The main point to remember is that if the CFC fails the AUS exemption and the active business exemption, then the passive income is attributed to the shareholder in proportion to their shareholding in the CFC.

Attributed CFC losses 
· A person is allowed a deduction for an attributed CFC loss subject to the jurisdictional ‘ring-fencing’ rules in s. DN 4. In other words, losses can be carried forward and offset against profits from CFCs in the same country. 

· The rules in s. DN 4 provide that if a person has an attributed CFC loss for an income year, a deduction is allowed for that year of no more than the total: 

· any attributed CFC income in the income year for any other CFC resident in the same country as the CFC for the relevant accounting period for which the attributed CFC loss arose, and 

· any FIF income calculated under the AFI method derived by the person in the accounting period in respect of any FIF resident in the same country (see the AFI method discussed earlier in this unit). 

· If a person has an excess loss available and is a company, it can be grouped with other companies in the same group and offset against attributable CFC income from CFCs resident in the same country. Unused CFC losses can generally be carried forward by both individuals and companies.

Foreign tax credits 
LK 1 sets out the rule that applies to tax credits relating to attributed CFC income. It provides that a person is allowed a tax credit against the NZ income tax on attributed CFC income. The tax credit is equal to the following amounts paid or payable in relation to the attributed CFC income: 

(a) an amount of income tax paid by the CFC from which the income is derived; 

(b) an amount of tax withheld and paid on behalf of the CFC from which the income is derived; 

(c) the amount of foreign income tax paid by the CFC from which the income is derived; … 

(d) the amount of foreign income tax paid by the person in relation to the CFC from which the income is derived: 

(e) the amount of foreign tax paid, under legislation of another country or territory that is equivalent of the international tax rules, by a foreign company in relation to income derived by the CFC. 

· A credit thus arises for the income tax imposed on that CFC in NZ, or any other country or territory in relation to attributed CFC income (including withholding tax). If income tax is imposed by a country or territory outside NZ on the NZ resident shareholder with an income interest in the CFC (as opposed to the CFC itself), the NZ resident with the attributed CFC income can claim this tax as a credit. Rules apply to convert the amount of foreign tax paid or withheld into NZ currency. 
· The tax credit is a product of the person’s income interest used to determine the attributable CFC amount multiplied by the amount of the eligible tax credit. A person entitled to a tax credit shall only be entitled to claim the credit against: 

· income tax payable for attributed CFC income derived by that person in that income year for that CFC, and 

· income tax payable for attributed CFC income derived by that person in that income year for any other CFC resident in the same country or territory in which the first-mentioned CFC was resident giving rise to the credit. 

· If the credit cannot be deducted or offset, the credit may be carried forward to the immediately succeeding income year, or transferred within the group of companies, subject, in both cases, to jurisdictional ring-fencing.

Treatment of dividends from CFCs 
· Dividends from CFCs paid to persons other than companies are taxable income. Foreign dividends received by NZ companies are generally exempt income (s. CW 9(1)). This means that the tax on the dividends is essentially deferred until the dividend is paid out to the shareholders in the NZ co. 

· However, foreign dividends that are tax-deductible for the foreign company (i.e. deductible foreign equity distributions) and dividends on fixed-rate foreign equities are subject to income tax (s. CW 9(2)(b) and (c)). If the foreign company is a CFC and the fixed rate or deductible dividend is paid to another CFC or NZ company, these distributions will be deductible in the same way as interest is deductible when calculating net attributable CFC income or loss. This prevents economic double taxation of attributable CFC income subsequently repatriated as a taxable dividend.

Thin Cap. 

Overview 
· The Thin Cap. rules aim at preventing excess debt funding of NZ entities that could erode the NZ tax base through excessive interest deductions. 

· In the case of investment by non-residents (i.e. inbound investment), interest is an allowable deduction to the NZ company. This reduces taxable income and, therefore, the amount of income tax paid at the corporate tax rate of 28%. However, the interest is generally taxable to the non-resident only at a non-resident withholding tax rate of 15% (or lower under tax treaties). Therefore, excess debt funding can be used to shift the company’s profit away from NZ (e.g. to low tax jurisdictions). Thin Cap. rules prescribe the maximum level of debt funding for which NZ interest deductions will be allowed. 

Application and impact of the Thin Cap. rules 
Step 1 – Do the Thin Cap. rules apply? 
The inbound Thin Cap. rules apply to all of the following (referred to as ‘excess debt entities’) as described in s. FE 2: 

· Non-resident persons who derive NZ-sourced income. This includes natural persons. 

· Non-resident companies, unless a NZ resident has a direct ownership interest of 50% or more and no non-resident person owns a direct ownership interest of 50% or more (when added to interests held by associated persons) in the non-resident company. 

· NZ companies in which a non-resident has an ownership interest of 50% or more, or control of the company by any other means. 

· NZ companies with members who make up a non-resident owning body and have an ownership interest of 50% or more, or control of the company by any other means. The application of the ‘non-resident owning body’ provisions to the Thin Cap. rules is outside the scope of the TAXNZ module. As such, the specific rules that apply to non‑resident owning bodies are not covered in this unit. 

· NZ companies in which a trustee, with an ownership interest of 50% or more or control of the company by any other means

The outbound Thin Cap. rules apply to a company or other person (referred to as an ‘excess debt outbound entity’) with an income interest in: 

· A CFC. 

· A FIF that qualifies for the s. EX 35 exemption that exempts interests of 10% or more in AUS entities that meet the requirements of that section 

· A FIF for which the NZ person uses the attributable FIF income method (as only non-portfolio FIFs can use the AFI method, this is limited to those entities that apply this FIF income calc. method). 

Ownership interests 
- Ownership interests are defined in ss FE 38–FE 41. Broadly, a person’s ownership interest in a company ‘is the total of the following percentages’: 

(a) any direct ownership interest they hold in the company; and 

(b) any direct ownership interests held in the company by an associated person; and 

(c) any indirect ownership interests they hold in the company; and 
(d) any indirect ownership interests held in the company by an associated person.

Step 2 – What is the impact of the Thin Cap. rules? 
The Thin Cap. rules restrict the amount of interest deductions that can be claimed when the ‘safe harbour’ debt percentages are breached. 
Calc. of NZ group debt percentage 

Under s. FE 12(3), an excess debt entity’s NZ group debt percentage is calculated as the total debt of its NZ group divided by its total assets less non-debt liabilities
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There are four steps to determining the NZ group of an excess debt entity that is a company as follows: 

Step 1 – Identify the NZ parent company under s. FE 26. 

Step 2 – Establish the companies under the NZ parent’s control under s. FE 27. 

Step 3 – Identify the members of the NZ group under s. FE 28 and s. FE 29. 

Step 4 – If a non-resident has ownership interests in =>2  NZ groups, establish whether the groups may be combined into a single NZ group (FE30) 

Once the NZ group has been identified, the group debt percentage for the NZ group can be calculated.

Total group debt 

· ‘Total group debt’ means the sum of the outstanding balances of the items listed in s. FE 15(1) (a)–(c). These are: 

· Financial arrangements, fixed-rate foreign equity or fixed-rate shares, stapled debt securities and/or stapled to shares other than shares of a company that is a proportional-stapling company
· Excepted financial arrangements are not included in total group debt as they are not ‘financial arrangements’, even though some items might generally be considered ‘debt’ as ordinarily defined (e.g. trade debtors). 
Total group assets 
Assets will be valued as they are in the Finstats for the NZ group. However the tax regime allows taxpayers to adopt alternatives for valuing assets.

(a) the value of the assets shown in the Finstats of the entity’s NZ group; or 

(b) the net current value of the assets; or 

(c) market value, for trading stock that is valued at market value in calculating the person or entity’s income tax liability for the income year, or that of a member of the group; or 

(d) adj. tax value of a personal property lease asset at the start of the income year, in the case of a specified lease or a finance lease that is not recognised as an asset under generally accepted accounting practice; or 

(e) if allowed under generally accepted accounting practice, a combination of the financial statement values and net current values. 

It is important to note that the value of a CFC and some FIF investment assets are excluded from the calc. under s. FE 16.

Total group non-debt liabilities 
· ‘Total group non-debt liabilities’ for an income year means the total of the outstanding balances of liabilities shown in the Finstats of the excess debt entity or another member of the NZ group, reduced by the total of liabilities listed in s. FE 16B(1): 
· under a financial arrangement
· a share in a company that is a member of the group held by a shareholder (if part of a share issue which was proportional to % & shareholder owns =>10% of voting interests in company)

· Provision for dividends

· Deferred liability for tax 
An excess debt entity can generally measure the total group assets, liabilities and non-debt liabilities of its NZ group by using one of the following: 

· the average amount at the end of each day of the income year, or 

· the average amount at the end of each three-month period in the income year, or 

· the amount at the end of the income year. 

Thin Cap. ‘safe harbour’ debt percentages 
An excess debt entity must apportion interest expenditure in the following circumstances, per s. FE 5. 
a) For excess debt (inbound) entities, if: 

1. the debt percentage of the NZ group is more than 60% for the income year, and 

2. the debt percentage of the Zealand group is more than 110% of the debt percentage of the worldwide group. 

Note: If the worldwide group consists of only the NZ group and a group of non‑resident shareholders, then the worldwide group threshold is 100%. 

b) For excess debt (outbound) entities, if: 

1. the debt percentage of the NZ group is more than 75% for the income year, and 

2. the debt percentage of the NZ group is more than 110% of the debt percentage of the worldwide group.
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Example - Calculating 110% of worldwide debt

This example illustrates how to calculate the thin capitalisation ‘safe harbour’ debt percentages
for an inbound entity.

NZ Co Ltd is subject to the thin capitalisation rules and calculates the following debt percentages:
New Zealand group debt percentage 75%
Worldwide group debt percentage 60%

NZ Co Ltd’s New Zealand group debt exceeds 60%; therefore, s. FE 5(1)(a)(i) applies.

To calculate whether the New Zealand group debt percentage exceeds 110% of the worldwide
group debt percentage, the following is calculated (s. FE 5(1)(a)(ii)):

60% X 110% = 66%

The New Zealand group debt percentage of 75% exceeds 66%. As both conditions are met,
interest apportionment will apply.
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Example - On-lending concession

This example illustrates the operation of the on-lending concession.

Statement of financial position - NZ Co

Loan to unassociated person $350 | Equity $200
Other assets $400 | Borrowings $550
Total $750 | Total $750

NZ Co has a debt percentage of 73.3% ($550 +$750), which is above the 60% ‘safe harbour’
threshold. However, when the s. FE 13 concession is applied, the loan to the unassociated person
is removed and the borrowings are equally reduced. The statement of financial position for NZ Co

then becomes:

Restated statement of financial position - NZ Co

Assets $400 | Equity $200
Borrowings $200
Total $400 | Total $400

Both the assets and debt have been reduced by the on-lending of $350. The entity now has
a debt percentage of 50% (5200 + $400), and no interest apportionment is required as the
percentage is less than 60%.




On-lending concession 
The outstanding balance of any financial arrangement that is on-lent is removed from total group debt and total group assets when calculating both the NZ and worldwide group debt percentage if any member of the taxpayer’s NZ group is the holder of a financial arrangement that provides funds to, either: 

· A person who is not associated with the taxpayer. 

· A non-resident not carrying on a business through a fixed establishment in NZ. 

Transfer pricing 

Overview 
Transfer pricing occurs when associated parties engage in cross-border transactions as there is the potential to manipulate pricing and shift profits.
[image: image109.png]i

AN

il

Example - Transferring profits
This example illustrates how entities can transfer profits.

Company A and Company B are associated entities which transact with each other. Company A,
anon-resident, sells goods to Company B, a New Zealand resident, for $110. If the market
value of those goods is only $100, then Company B has effectively transferred $10 of value to
Company A via transfer pricing.
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General rules 
For a ‘transfer pricing arrangement’ to exist (under s. GC 6): 

· there must be an arrangement that involves the supply and acquisition of goods, services, money, intangible property (or anything else), and 

· the supplier and the acquirer must be associated persons, or had a financial arrangement that is a ‘cross-border related borrowing’, and 

· the arrangement must be a cross-border arrangement. 

· The NZ transfer pricing rules can require transactions involving a NZ resident company and a foreign associate to be conducted at ‘arm’s-length’
·  The rules provide that if an amount paid by the NZ resident is more than an arm’s-length amount, the Commis. can substitute an amount equal to the arm’s-length amount as a compensating arrangement (ss GC 7 and GC 9). 
· Similarly, if an amount receivable by a NZ resident is less than an arm’s-length amount, the Commis. can also substitute an amount equal to the arm’s-length amount as a compensating arrangement (ss GC 8 and GC 10). 
· It should be noted that the transfer pricing rules in NZ are concerned with ensuring that deductions being taken by NZ residents are not overstated, and, conversely, that any income being reported is not understated. The rules do not apply if NZ deductions are below an arm’s-length amount and/or income is above an arm’s-length amount. They are, therefore, a ‘one-way street’. 
· Determining what is an arm’s-length price/amount is not an exact science. The transfer pricing rules contain a list of methods to be used to test an arm’s-length price (these are discussed briefly below). In practice, these methods will require independent benchmarks to demonstrate compliance.
Arm’s-length pricing methodologies 
· NZ’s transfer pricing rules do not prescribe any particular methodology or preference for the order in which methodologies are applied to test an arm’s-length amount. A taxpayer must determine (i.e. self-assess) the most appropriate transfer pricing methodology. 


These methodologies are:

· The comparable uncontrolled price (CUP) method, i.e. price that would be charged in similar transactions undertaken between unrelated parties. 

· The resale price method, which involves an estimation of an arm’s-length amount by subtracting the appropriate cost of goods sold and profit margin from the resale price charged by the buyer in an arm’s-length dealing (i.e. gross margin). 

· The cost plus method, which estimates an arm’s-length amount by adding an appropriate profit mark-up to the supplier’s cost. 

· The profit split method, which aims to split the overall profits from a particular transaction on an arm’s-length basis between the parties, based on the relevant contributions of each party (this is generally used for transactions involving intellectual property). 

· The comparable profits method (net margin method), which looks at whether the profitability of the particular enterprise is consistent with that of independent parties performing comparable functions (i.e. net margin). 

Advanced pricing agreements 
It is also possible to obtain a ruling from either IR or the tax authority in a foreign jurisdiction, or indeed both tax authorities, on the acceptable transfer pricing for a particular cross-border arrangement. These agreements are known as advanced pricing agreements (APAs).


	Unit 10: G&S tax (GST)

	Introduction:
· The purpose of GST is to tax final supplies of G&S in NZ, regardless of whether they are supplied to NZ residents or visitors, are taxed at 15%.
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· For businesses registered for GST, a credit is allowed for the GST that has been charged to them during the stages of supply. This means that GST has a neutral effect on all registered persons in the supply process because GST paid by each of these persons can be claimed back.

· Ultimately, it is only unregistered persons and end consumers that bear the cost of GST, since they will not be entitled to a deduction for the tax they pay on G&S.
Definition of ‘registered person’ 
A ‘registered person’, as defined in s. 2(1), means a person who is either ‘registered or is liable to be registered’. This means that even if a person has not registered for GST, if they meet the criteria for registration they are deemed to be a registered person and are liable to pay GST. This creates a risk for operators of small and/or overseas businesses who are not aware of their potential obligation to register for GST. 

Taxable activity 
· A taxable activity can be an activity of a business, trade, manufacture, profession, vocation, association, club, and any public or local authority. there is no requirement for the person to be conducting the activity for profit so charities and not-for-profit bodies can also have taxable activity.

· A person is not required to register for GST (and cannot register voluntarily) unless they are intend to or are carrying on a taxable activity. 
The two key criteria are that the activity: 

· is carried on ‘continuously or regularly’, and 

· involves (or is intended to involve) ‘the supply of G&S to another person for a consideration’. 

Exclusions:   s. 6(3) excludes employment, and any activity carried on by a natural person essentially as private recreation or as a hobby.
Calculating GST payable or refundable 
In order to determine the GST that is payable or refundable, a registered person: 

1. calculates the output tax for a taxable period (i.e. the GST it has charged on those supplies), and then 

2. calculates and deducts the input tax (i.e. GST it has paid on supplies purchased) during the same taxable period. 

Output tax 
Section 8(1) imposes GST at a rate of 15 percent on the supply (but not including an exempt supply) in NZ of G&S, on or after the 1st day of October 1986, by a registered person in the course or furtherance of a taxable activity carried on by that person, by reference to the value of that supply. 
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Supplies of G&S 
· ‘Goods’ means all kinds of personal property or real property (i.e. land and the items attached to the land, such as buildings), but does not include ‘choses in action’ (i.e. intellectual property or the right to recover property that a person does not currently possess, such as a debt, insurance contract, or share) or money.  s. 2(1),. ‘Services’ means anything that is not goods or money.  s. 2(1),
GSTA 1985 prescribes whether a number of specific transactions are or are not supplies:
· Under s. 5B, some services supplied by non-residents to NZ residents are deemed to have been made by the recipient of the supply. 

· Under s. 21I(1)–(3), some ‘FB’s provided by an employer to an employee are deemed to be supplies made to the employee by the employer (if the employer is registered for GST). 

· Under s. 21I(4), a registered person is deemed to make a supply in respect of any entertainment expenditure that is subject to the 50% limitation rule in subpart DD ITA 2007. 

· Under s. 8(3)(ab) Imported goods under the entry value threshold of $1,000 supplied by a non-resident to a non-registered person (i.e. an end consumer) is a supply, whereas under s. 8(4E) the same goods supplied to a registered person is not a supply. 

Exempt supplies (s.14)
· a supply of financial services that is not zero-rated 

· a supply by ‘any non-profit body of any donated G&S’ 

· a supply of accommodation in a dwelling (generally long-term residential rentals) 

· a supply that is a sale of a dwelling or leasehold land that has been let to a residential tenant for a period of five years or more 

· a supply of any fine metal that is not zero-rated 

· penalties.

Financial services 
The term ‘financial services’ is widely defined by s. 3(1).
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Supply in NZ 
· Supply of G&S are deemed to be supplied in NZ if the supplier is NZ resident and are deemed to be outside NZ if the supplier is a non-resident. 
· GST also applies to cross-border ‘remote services’ and intangibles supplied by non-resident suppliers to NZ-resident consumers (e.g. digital downloads, media, videos, e-books, software). These suppliers are required to register and return GST on these supplies, if the supplies in aggregate exceed (or are expected to exceed) NZ$60,000 in a 12-month period. 
· GST also applies to overseas businesses that sell low-value goods which are imported to NZ if the overseas business meets the registration thresholds. These supplies are defined as a supply of ‘distantly taxable goods’ which are treated as being supplied in NZ under s. 8(3)(ab). The definition of ‘distantly taxable goods’ is covered in s. 4B and means goods that have an estimated customs value of $1,000 or less, are outside NZ at the time of supply, and are supplied by a non-resident and delivered at a place in NZ where the supplier assists in the delivery.

Consideration for the supply 
· GST to be charged is based on the value of the supply made by the registered person. 
· The following formula is used to calculate output tax if the purchaser provides some (or all) of the consideration in non-monetary form:
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Calculating output tax 
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Output tax arising in respect of assets retained on deregistration 

Under s. 5(3), when a person ceases to be a registered person, that person is deemed to have supplied G&S immediately before ceasing to be a registered person. This deemed supply triggers an output tax adj.. In most circumstances, the adj. is calculated as follows:
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Output tax arising in respect of entertainment expenditure 
Under s. 21I(4) a registered person is deemed to have supplied entertainment with a value equal to the amount of the deduction prevented (non-deductible component) by ss DD 1 and DD 2 ITA 2007 at either the date the registered person’s income tax return is due to be filed, or is actually filed, whichever occurs earlier. The output tax adj. equals:
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Output tax arising in respect of imported G&S (‘reverse charge’ mechanism) 
GST on some imported G&S is imposed through the ‘reverse charge’ mechanism. Under this system, NZ-resident recipients of imported G&S are deemed to have made a taxable supply in NZ where certain criteria are satisfied, and are required to pay GST on the cost of the G&S provided by the non-resident supplier (ss 5B and 8(4B)). 

Imported services 
· GST is payable at the rate of 15% on services that were acquired from non-resident suppliers by NZ residents who use the imported services wholly or partially to make exempt supplies. 

· Given that imported services subject to the reverse charge mechanism are deemed to be supplies made by NZ tax resident recipients, the value of these supplies is also taken into account when determining whether the $60,000 GST registration threshold has been exceeded.
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Supplies that do not result in output tax – zero-rated supplies 
· Sections 11, 11A, 11AB and 11B impose GST at 0% on certain supplies of G&S. These are referred to as zero-rated supplies, see below:
· Zero-rated supplies are still taxable supplies (unlike exempt supplies). Therefore you can claim an ITC, which may result in a refund.

· Exported goods. 

· Goods supplied while situated overseas. 

· Supply to a registered person of a taxable activity, or part thereof, that is a going concern at the time of the supply. 

· Land transactions between registered persons. 

· Business-to-business supplies of financial services. 

· Some ‘FB’s. 

· Services comprising the transport of passengers and goods to or from or outside NZ. 

· Services physically performed outside NZ. 

· Services supplied to a non-resident who is outside NZ at the time of supply. 

Supply of a going concern 
· When a business sold as a going concern is supplied, provided certain criteria are met, the supply of that business can be zero-rated. This applies not only to sales of businesses as going concerns, but to other ‘supplies’ of going concerns including trust distributions, in specie distributions, gifts, and mortgagee or other forced sales. Section 2(1) defines ‘going concern’ to mean the situation where: 

· a registered person supplies a taxable activity (or part of a taxable activity that is capable of separate operation) 

· the person supplies all of the G&S required for the recipient of the supply to continue operating that taxable activity, and 

· the supplier carries on, or will carry on, that taxable activity (or that part of a taxable activity) up to the time of its transfer to the recipient. 

However, the supply of a going concern by a registered person will only be zero-rated under s. 11(1)(m) if: 

· the going concern is supplied to a registered person 

· the supplier and recipient agree in writing that the supply is a supply of a going concern 

· the supplier and recipient intend that ‘the supply is of a taxable activity, or part of a taxable activity, that is capable of being carried on as a going concern by the recipient’. 

Land transactions 
· Supplies consisting wholly or partly of ‘land’ (widely defined in s. 2(1)) are zero-rated under s. 11(1)(mb) if the supply is ‘made by a registered person to another registered person that acquires [the land] with the intention of using [the land] for making taxable supplies’, and 

· ‘is not a supply of land intended to be used as a principal place of residence of the recipient of the supply’, or a person ‘associated’ with the recipient under s. 2A(1)(c) – that is, connected by: a blood relationship 

· a marriage, civil union or de facto relationship, or 

· an adoption. 

· This latter requirement ensures GST-registered sole traders cannot zero-rate the purchase of their family home. 
· Common instances when the compulsory zero-rating rules do not apply include the following: 

· Purchase of property by a registered person from an unregistered or private vendor (being ‘2ndhand goods’) – the purchaser may still claim a deemed GST input on that purchase. 

· Sale of property by a registered person to a private consumer – the vendor must still charge GST of 15% on that sale.
· Private sale of residential property from one consumer to another – no GST is charged on that sale. 
· Commercial leases (although the assignment or surrender of a commercial lease can be zero-rated (s. 11(8D)). 

Business-to-business supplies of financial services 
Financial services are usually exempt supplies under s. 14(1)(a). However, financial services may be zero-rated under s. 11A(1)(q) or (r). applies if: 

· the supplier is registered for GST and has made an election to zero-rate the financial services, and 

· the financial services are supplied to: a registered person whose taxable supplies are at least 75% of the total value of the supplies made by the person in a 12-month period (or a period acceptable to the Commis. of Inland Revenue (the Commis.)), or 

· a person who is a member of a group of companies, and the group’s taxable supplies represent at least 75% of the total value of the supplies made in a 12-month period (or a period acceptable to the Commis.) to persons who are not members of the group. 

Input tax 
A registered person that has acquired G&S for a price that includes GST can claim an ITC for the GST charged on that supply to the extent that the good or service is used or available for use to make a taxable supply. This effectively reduces the amount of output tax that the person must pay to IR (or produces a GST refund if input tax exceeds output tax). 

Imported goods 
Value over $1,000 
· An ITC is available for GST paid in respect of imported goods with an import value of over $1,000. GST is payable on imported goods (excluding fine metals) at 15% (s. 12(1)). The value of imported goods is determined under s. 12(2) and, in most circumstances, represents the landed value (including insurance, inwards transportation costs and any duties) of the goods. The GST on imported goods is payable to, and collected by, the NZ Customs Service (NZ Customs). 

· However, while GST paid on imports is not administered by IR, it can be claimed as a deduction from output tax in the registered person’s GST return in the GST period in which either: 

· the import entry is completed, thereby evidencing importation (if accounting for GST on an invoice basis), or 

· NZ Customs is paid (if accounting for GST on the payments or hybrid bases).

Value under $1,000 
· In the case of a GST-registered recipient, GST will generally not be charged; however GST may have been charged either inadvertently or by the election of the supplier (excluding distantly taxable goods i.e. digital downloads – which have GST)
· Additionally, if a business has been charged GST on a distantly taxable good and is then also charged GST by NZ Customs then the non-resident supplier must reimburse the recipient of the supply for the amount of GST charged when sufficient documentation is produced (s. 12B GSTA 1985). 

2ndhand goods 
An ITC is available when a registered person purchases 2nd-hand goods from a non-registered person under s. 3A(1)(c), (2) calculated as:. [image: image118.png]Consideration paid for the supply
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Exceptions to this calc. apply, including where the parties are ‘associated persons’ for GST purposes (widely defined in s. 2A). 
Restrictions on input tax deductions 
· Under s. 20(3C), input tax can only be deducted from output tax to the extent to which the G&S are used, or are available to be used, in making taxable supplies. This means that input tax deductions must be reduced if G&S are used to make non-taxable supplies or for private use. 
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· A de minimis exception to the requirement to apportion the input tax deduction is provided by s. 20(3D), which limits the application of s. 20(3C) in the following circumstances: 

· total value of their exempt supplies in the current adj. period will not be more than the lower of $90,000 or 5% of the total consideration for all their taxable and exempt supplies. 
· If de minimis doesn’t apply, the extent to which a deduction for input tax is allowed is calculated using the following formula:
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Input tax adj. when the reverse charge mechanism applies 
· The reverse charge mechanism deems some imported services to have been supplied by the recipient of the service in NZ. For other purposes, GST paid under the mechanism can be deducted from output tax to the extent that the imported services are intended to be used to make taxable supplies.

Tax invoices 
· Section 20(2) states that ‘no deduction of input tax … shall be made in respect of a supply’ unless the registered person holds a tax invoice. 
· In the case of 2ndhand goods where no tax invoice is issued, the person must maintain ‘sufficient records’ in respect of the supply. Section 24 lists the particulars that must appear on a tax invoice and the records that must be maintained in relation to 2ndhand goods. 
· Where the payment does not exceed $50, a tax invoice is not required, except in the case of a distantly taxable good supplied by a non-resident supplier. However, a registered person buying G&S for less than $50 must still retain sufficient records to enable the Commis. to readily determine the GST payable by that person, in accordance with s. 75.

Adj.s for bad debts 
· Writing off a bad debt and subsequently recovering some or all of that bad debt may necessitate input tax or output tax adj.s, or both. 

· The taxpayer can make an input tax adj. when the debt is written off (s. 26(1)). However, if subsequently recovered, tax needs to be returned.
· Registered persons that account for GST using the payments basis usually cannot make an input tax adj. for bad debts written off because the output tax in respect of the original supply would not have been accounted for at the time the invoice was issued (only when cash received)
G&S used to make taxable supplies – intended use is less than or more than actual use 
· Sometimes the actual use of G&S acquired by a registered person is different to the intended use (s. 21) = Adjust Input tax previously deducted
· There is an increase in input tax if taxable use exceeds the intended use, and a reduction in input tax if the taxable use is less than intended. 
· The registered person must make an adj. to reflect the proportionate use at the end of each ‘adj. period’. This is usually the 12-month period ending on the registered person’s income tax balance date. However, under s. 21G(2), the first adj. period starts on the date of the acquisition of the G&S and ends on the first or 2nd subsequent balance date (as the registered person elects). 
· A number of exclusions apply where an adj. is not permitted. Under s. 21(2), for example, an adj. cannot be made if the value of the G&S is less than $5,000, or if the difference between the intended and actual use is less than 10 percentage points and the adj. does not exceed $1,000. 

GST administrative and compliance arrangements 
Registration (Part 8 GSTA1985)
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· Under s. 51(1), registration is not required where the $60,000 threshold is exceeded solely as a consequence of: 

· Any ending of, or any substantial and permanent reduction in the size or scale of, any taxable activity carried on by that person. 

· The replacement of any plant or other capital asset used in any taxable activity carried on by that person. 

· The supply to non-residents of telecommunications services that are treated as being supplied in NZ under ss 8(6) and 8A. 

Group registration 
· Under s. 55, two or more companies or registered persons that are not companies, can be registered for GST, provided various conditions are met. 

· The total value of all taxable supplies made by all of the group members will dictate the taxable period and the accounting basis that must be adopted by all members of the group. 
· Non‑residents cannot be members of a GST group with NZ tax residents – this is to ensure that only supplies made to or by members of the group in NZ generate input or output tax implications. 

Benefits of group GST registration include the following: 

· Fewer GST returns need to be filed. 

· Intra-group transactions are ignored.

Non-resident registration rules 
A non-resident can register for GST under s. 54B provided that: 

· they are registered for a consumption tax in the jurisdiction in which they are resident, or 

· if they are resident in a jurisdiction that does not have a consumption tax, they carry on a taxable activity in another country that would require them to register for GST if that activity was carried out in NZ, and 

· the input tax for the first taxable period after the date of registration in NZ is likely to be more than $500, and 

· the person’s taxable activity does not involve a performance of services in relation to which it is reasonably foreseeable that the performance of the services will be received in NZ by a person who is not a registered person. 
· If the non-resident is carrying on, or is intending to carry on, a taxable activity in NZ the non-resident is not entitled to register for GST under s. 54B. However, it is likely the non-resident can register under the normal GST registration rules.

Taxable period rules 
Under s. 16(1), a registered person must provide a GST return that sets out the amount of tax payable by them for a taxable period. 
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Section 15(5) provides rules for calculating ‘annual taxable supplies’ under s. 15(2)–(4), as follows: 

· The 12-month period ‘starts on the first day of a month and ends on the last day of a month’. 

· A person’s taxable supplies do not include taxable supplies that arise from: The ‘ending … of the taxable activity … carried on. 

· A ‘substantial and permanent reduction in the size or scale’ of that taxable activity. 

· The ‘replacement of plant or capital asset used’ in the taxable activity. 
· Under s. 15B(2), registered persons ‘must have a GST taxable period that is aligned with [their income tax] balance date’.

Accounting basis 
· Section 19(1) requires registered persons to account for GST on an invoice basis. However, under s. 19(2), a registered person may apply to the Commis. to account for GST on a payments or hybrid basis. 

· In most circumstances, the accounting basis used to account for GST depends on whether the registered person’s value of annual taxable supplies exceeds the $2 million threshold in s. 19A(1)(b):
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If a person registered on a payments basis no longer satisfies the conditions in s. 19A(1), the Commis. will either (s. 19A(2)): 

(a) direct that the registered person account for tax payable on an invoice basis; or 

(b) on application by the registered person, direct that the registered person account for tax payable on a hybrid basis. 

The decision by a registered person whose annual taxable supplies <$2m to use either the payments basis or the invoice basis will be influenced by the: 

· credit terms given to their customers 

· credit terms received from their suppliers 

· relative values of supplies made and supplies received. 

Due dates for filing GST returns and paying GST 
Under s. 16(2), returns must be filed and GST paid on or before the 28th day of the month following the last day of the taxable period, unless ends on: 

· 30 November, in which case the return must be filed (and payment is due) on 15 January, or 

· 31 March, in which case the return must be filed (and payment is due) on 7 May. 

Interest and penalties 
Late filing penalties 
Under s. 139AAA TAA 1994, IR will send a letter advising that the return is overdue. If a subsequent GST return is not filed within the period specified in the reminder notice, a late filing penalty will be charged and the person notified. If a late filing penalty is payable, the penalty is: 

· $50 for a person using the payments basis. 

· $250 for a person using either the invoice or hybrid bases. 

· Under Part 7 TAA 1994, interest is payable on a daily basis by the: 

· GST-registered persons, on all overdue amounts of GST. 

· Commis., on overpaid GST. 

· Under s. 139B TAA 1994, the following late payment penalties based on the unpaid tax are imposed if GST is paid after the due date: 

A 1% penalty applied on the day after the due date. 

A further 4% (including 4% of the 1% penalty) if the tax remains unpaid seven days after the due date. 

Shortfall penalties 
Under Part 9 TAA 1994, civil penalties based on the GST shortfall are payable if, when quantifying the GST liability, the registered person has: 

· not taken reasonable care (20% of the GST shortfall) 

· been grossly careless (40% of the GST shortfall) 

· taken an abusive tax position (100% of the GST shortfall), or 

· evaded GST (150% of the GST shortfall). 

These penalties can be reduced by s. 141FB (good behaviour) and s. 141G (voluntary disclosure). Under s. 141K TAA 1994, shortfall penalties can be increased by 25% if the taxpayer obstructs the Commis. in determining the correct tax position in respect of the registered person’s GST liabilities.

Criminal penalties 
Criminal penalties that apply to GST returns and payments are laid down in TAA 1994, and are tabled below:
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General GST anti‑avoidance provisions 
The same principles that apply to the application of the anti-avoidance provisions under ITA 2007 also apply when using the equivalent provisions in GSTA 1985. As with the provisions in ITA 2007, a tax avoidance arrangement is void against the Commis. for tax purposes (s. 76(1)). The definition of a ‘tax avoidance arrangement’ in s. 76(2) GSTA 1985 is almost identical to the definition in ITA 2007, and is defined as an arrangement: 

… that directly or indirectly— 

(a) has tax avoidance as its purpose or effect; or 

(b) has tax avoidance as one of its purposes or effects, whether or not another purpose or effect relates to ordinary business or family dealings, if the purpose or effect is not merely incidental.

Specific GST anti-avoidance provisions 
· Section 3A(3)(a) can limit a notional ITC on the purchase of 2nd-hand goods from an associated person to the amount of GST originally paid by that associated person on the original purchase of those goods. 

· Section 10(3)–(3D) provides that a supply made by a GST-registered person to an associated and unregistered person is supplied at market value. 

· Section 11(1)(mb) specifies zero-rating of some supplies of land. 

· Section 19D covers GST on transactions between two parties who calculate GST using different accounting bases.

· Section 9(2)(a) – which mandates that the time of supply between associated persons will be the time that G&S are actually supplied, if those parties do not promptly issue an invoice or make payment for that supply. 

· Section 10(3B) – which states that the value of certain zero-rated financial services is the open market value of the financial services if the supply is made for more than the open market value and the supplier and the recipient are associated persons. This provision prevents the over-valuation of supplies of financial services made between associated persons. 

· Section 11(1)(j)(i) – which limits the circumstances in which goods not in NZ at the time of supply can be zero-rated by requiring that the goods are not in NZ at the time of delivery to the recipient. This prevents supplies of goods contracted for and used in NZ but located outside NZ at the time of supply being zero-rated, by using third parties to import goods that were offshore at the time of supply. 

· Sections 11(3), (3B), (3C) and (3D) – which limit the circumstances in which exported 2ndhand goods can be zero-rated under s. 11(1)(a)–(l). 


	Unit 11: Companies

	Defining a company for tax purposes 
· Specifically included in the definition of ‘company’ in s. YA 1 are entities such as:

· Private & public companies

· airport operators 

· statutory producer boards 

· building societies 

· unit trusts 

· friendly societies

· listed limited partnerships, and 

· foreign corporate limited partnerships. 

Identifying the tax principles applicable to companies

Consolidation regime 
· The tax consolidation regime was introduced to simplify the tax rules relating to wholly owned groups of companies. Only NZ tax resident companies that are members of a wholly owned group can elect to form a consolidated group for tax purposes. 

· A consolidated group of companies is taxed as if it were one company. One group income tax return is filed and one IC account is maintained into which all the debits and credits relating to each member of the consolidated tax group are entered. One advantage of tax consolidation is that intra-group transactions are effectively ignored for tax purposes or the tax effect of such a transaction is deferred.

Bad debt deductions 
· A deduction will generally be allowed where the debtor is released from making payment due to liquidation, bankruptcy or agreement between the parties, and the taxpayer is required to calculate a base price adj. for the debt in accordance with s. EW 29. 
· Alternatively, the debt may be written off as bad before this point provided that the debt is both: 

· bad (i.e. whether a reasonably prudent business taxpayer would conclude that there is no reasonable likelihood that the debt will be paid), and 

· written off as bad in the income year. 

A company’s bad debt is written off in accordance with the accounting and record-keeping systems maintained by a company if, in the case of: 

· a large corporate taxpayer who maintains a computerised bad debts system, an authorised person makes the appropriate entry in that system recording the debt as written off, or 

· any other company, an executive or other responsible officer of the company with the authority to do so, makes the appropriate bookkeeping entries recording the debt as written off. 

Section DB 31 lists further requirements for writing off bad debts in relation to: 

· financial arrangements (s. DB 31(2)–(4D)) 

· bad debts representing losses already offset (s. DB 31(5)). This provision effectively prevents a group of companies taking a double deduction for a loss, when the amount is a bad debt to one company and a loss to another company in the same group. 

Deductions for gifts 
A company is allowed a deduction for a charitable or other public benefit gift made to a ‘donee organisation’ (s. DB 41). A ‘donee organisation’ is defined in s. YA 1 as one that is described in s. LD 3(2). The deduction is limited to the company’s net income in that year.

Dividends 
· ‘Dividend’ is defined in ss CD 4–CD 20 as the transfer of value from a company to a person as a result of a shareholding relationship (s. CD 4).

· A transfer of value from a company to a person occurs when a company provides money or money’s worth to the person, and the market value of what the company provides is more than the market value of what the person provides (if anything) to the company (CD 5) 

· This captures a wide range of transactions – from those involving the payment of cash to a shareholder to those involving the company making property available to a shareholder (e.g. a nil or low-interest rate loan). Examples of specific transactions within the definition of dividend include: 

· release of debt (s. CD 5) 

· bonus issues in lieu of a dividend (s. CD 7, defined in s. YA 1) 

· shares issued under profit distribution plans (s. CD 7B, defined in s. YA 1) 

· certain bonus issues that the company elects to treat as dividends (s. CD 8) 

· arrangements of an avoidance nature (s. CD 11). 

· Once a dividend is recognised for tax purposes, a company may attach ICs (ICs) to the dividend if it wishes. 

· ICs, resident withholding tax (RWT) or non-resident withholding tax (NRWT) in relation to the dividend form part of the taxable amount in the hands of shareholders (s. CD 15). A tax credit may also be claimed in respect of the ICs attached (s. LE 1), or RWT, or NRWT withheld or paid (ss LB 3 and LB 5 respectively) where the dividend is taxable.

Calc. rules 
Section CD 38 contains the general calc. rule for transfers of value and provides the following formula in calculating the difference in value:
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where: 

Value from company is the market value of the money or money’s worth that the company provides to the person. 

Value from person is the market value of the money or money’s worth (if any) that the person provides to the company as consideration for the transfer, excluding any amount attributable merely to the holding or the giving up of rights as a shareholder in the company. 

Generally speaking, dividends are taxable in the hands of shareholders, even where the shareholder is another company. However, ITA 2007 provides for a number of scenarios where dividends paid by a company constitute exempt income in the hands of the recipient. The two most common scenarios are: 

1. A dividend derived by a NZ resident company from a foreign companyis exempt income. However, there are a number of exclusions from this rule, including dividends paid by a foreign company that is not a foreign investment fund (FIF) for tax purposes because due to FIF exemptions (CW9)
2. A dividend derived by a NZ resident company from a company (other than a foreign company) that is, at that time, part of the same wholly owned group of companies can constitute exempt income. Again, there are some exclusions from this rule which are outlined in s. CW 10.

What is not a dividend? 
1. Non-taxable bonus issues 
Under s. CD 29, a non-taxable bonus issue is not a dividend. A non-taxable bonus issue is defined as a bonus issue that is not a taxable bonus issue. A taxable bonus issue is essentially a bonus issue in lieu of a dividend, a bonus issue that a company elects to treat as taxable, a bonus issue by a foreign unit trust instead of money or property or the issue of shares under a profit distribution plan (as defined in s. YA 1). 

2. Resident’s restricted amalgamations (RRAs) 
According to s. CD 35, an amount derived by an amalgamated company from an amalgamating company under an RRA is not a dividend provided it arises where the amalgamated company: 

· acquires the property of the amalgamating company, and/or 

· is relieved of an obligation owed to the amalgamating company. 

3. Foreign investment fund income 
An amount paid by a company to a person is not a dividend where the person’s interest in the company constitutes a FIF and the person calculates their FIF income using certain FIF calc. methodologies (s. CD 36). This provision is to avoid the potential for double taxation – once on the FIF income itself under one of the calc. methods and again on payment of the dividend by the FIF.

Calc. of taxable income and tax payable

Calculating taxable income 
· Generally, a company’s taxable income is calculated in the same way as the taxable income of other taxpayers, with the exceptions noted in the previous section regarding the tax principles applicable to companies. 

· If a dividend received by the company constitutes exempt income, any ICs attached to it are neither taxable income nor claimable as a credit against the company’s tax liability. However, the ICs are allowed as a credit entry in the recipient company’s IC account (ICA). 

· Similarly, if a dividend paid by a foreign company constitutes exempt income, any foreign income tax withheld from that dividend is not claimable as a foreign tax credit against the company’s tax liability. 

· Where a dividend from a FIF is not included as taxable income of the recipient, the dividend itself is not exempt income but instead is considered to be not a dividend per s. CD 36. Foreign tax credits can therefore be claimed in respect of withholding tax deducted from these dividends against the deemed FIF income they relate to, subject to the usual limitations under s. LJ 5

Calculating tax payable 
A company’s income tax liability is calculated on taxable income, which is calculated as net income less available tax losses. The tax rate in NZ for both resident and non-resident companies is 28% Less any income tax liability with any available tax credits to determine terminal tax payable.

The imputation system 
Full imputation 
NZ’s full imputation system was introduced on 1 April 1988. The object of the imputation system is to eliminate the double taxation of corporate profits that occurred under the previous system of company tax, where profits were taxed once at the entity level (at the corporate tax rate), and again at the shareholder level when shareholders receive their after-tax share of company profits as dividends.

Attaching ICs to dividends 
· Elimination of the economic double taxation is achieved by allowing companies to pass tax paid at the company level as a credit (i.e. an IC) to its NZ tax resident shareholders when it pays them dividends. The shareholders are taxed on the gross dividend and are then entitled to offset the amount of tax payable with the ICs, so they do not pay tax again on income that has already been taxed at the company level. A ‘top-up’ tax payment may be required where a shareholder’s marginal tax rate is higher than the company tax rate, although where RWT is withheld on a dividend this can often satisfy the difference. 

· Section OB 60 provides that a company may attach ICs to a dividend. The provision does not require dividends to be imputed, nor does it specify the amount of ICs that must be attached (see below for the maximum permitted imputation ratio and the benchmark dividend rules). 

· ICs exist only from a tax perspective. For accounting purposes, dividends can be recorded in the Finstats either gross or net of ICs and include any resident withholding tax (RWT). 

· Throughout this unit where the term ‘dividend’ is used, it refers to the net dividend unless otherwise stated.
· ICs are not available to non-resident shareholders. However, to the extent that a dividend paid to a non-resident is fully imputed and the non-resident holds more than 10% of the direct voting interests in the company, no further NZ income tax is payable. 
· Non-cash dividends distributed by a company may also be imputed and treated by the shareholder in a manner similar to that of a cash dividend. 
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Gross dividend The total dividend including the amount received by the shareholder, any ICs attached
and any RWT deducted. It is the gross dividend on which the recipient is taxable

Net dividend The dividend recorded in the financial statements and included in accounting income.
It means the amount of the dividend excluding ICs but including any RWT

Cash dividend The amount received by the shareholder or credited to their current account. This

amount is the dividend excluding ICs and RWT

Assuming a fully imputed dix)ﬁdend, ICs are calculated as follows:

Dividend Calculation of ICs
Gross dividend Gross dividend x 28%

Net dividend Net dividend x 28 + 72
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Imputation ratio and maximum permitted ratio 
Whenever a company imputes a dividend, the dividend will have an imputation ratio. Section OB 60(3) provides the formula for calculating imputation:
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where:

e Credit attached is the IC attached to the dividend.

¢ Net dividend paid is the amount of the dividend paid, excluding the amount of the IC
attached (but including any RWT).
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The ‘tax rate’ is simply the company tax rate that is applicable at the time the dividend is paid (currently 28%). Therefore, the maximum permitted ratio is 28/72 or 38.89%. I.e. application of the maximum permitted ratio means that no more than $28 of ICs can be attached for each $72 of cash distributed.
The benchmark dividend rules 
· The benchmark dividend rules are contained in s. OB 61. These rules state that the first dividend paid by a company during the imputation year (31 March YE) is defined as the ’benchmark dividend’ (s. OB 61(3)). 

· All subsequent dividends paid during the same imputation year must carry ICs at the same ratio as the benchmark dividend (s. OB 61(4)). 

· A breach of this rule will result in a debit to the company’s ICA (s. OB 61(5)). The debit entry arises on 31 March of the applicable tax year and is calculated using the following formula contained in s. OB 43:
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· While this debit impacts the company’s ICA, the shareholders are unable to claim a credit for that amount. 

· A company may avoid breaching the benchmark dividend rules by providing a ‘ratio change declaration’ to the Commis. of IR (the Commis.), in accordance with s. OB 61(6). The declaration must advise the new imputation ratio and assert that the dividend paid after the benchmark dividend is not part of an arrangement to obtain a tax advantage to which ss GB 35–GB 36 apply (discussed later in this unit). This declaration must be filed with the Commis. before the subsequent dividend is paid (or at a later date, if the Commis. allows).

Resident withholding tax 
· Dividends paid to NZ tax residents are subject to the RWT regime contained in subpart RE. The appropriate amount of RWT must be deducted from those dividends when paid, and returned to IR. Dividends paid to non-residents of NZ will usually be subject to the NRWT rules 

· In the case of a cash dividend paid by a company, an obligation to withhold RWT usually arises unless the dividend recipient has RWT-exempt status. The RWT liability is calculated in accordance with the following formula (s. RE 13):
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where:

e taxrate is the appropriate rate of RWT as detailed in schedule 1, part D, clause 5. Note that
this means that the rate of 33% will always apply, unless the recipient of the dividend has
RWT-exempt status

e dividend paid is the amount of the net dividend

e tax paid or credit attached is the amount of ICs attached to the dividend.
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X 33%).




Dividend statements 
Each time a company declares a dividend for tax purposes, it is obliged to complete two separate statements – the company dividend statement and the shareholder dividend statement. Per TAA 1994 this must include:

· number of shares in respect of which the dividend is declared 

· date the dividend is declared 

· date of payment of the dividend 
· total amount paid as a dividend 

· total amount of ICs attached 

· imputation ratio

· Exchange rate between the NZ and AUS dollar used to calculate the imputation ratio (if the dividend was paid in AUS currency by an AUS ICA company)

Shareholder dividend statement (S29 TAA 1994)
the shareholder dividend statement must be issued to each shareholder that receives a dividend at the time the dividend is paid. It must include the: 

· name of the company 

· date of payment of the dividend 

· name and address of the shareholder 

· amount, if any, of resident withholding tax (RWT) or non-resident withholding tax (NRWT) deducted from the dividend 

· amount of the dividend paid to the shareholder and the amount of ICs attached to the dividend 

· the aggregate of the amount of the dividend and the amount of any ICs attached to the dividend. 

The IC account (ICA) 
· To keep track of the amount of ICs (ICs) a company has at any particular time, most NZ resident companies are required to maintain an ICA (s. OB 1). Certain AUS companies may also maintain an ICA to make use of the trans-Tasman imputation regime. See below common entries.
· A company’s ICA is maintained on an annual basis from 1 April to the following 31 March, regardless of the company’s balance date. 
· If, at any particular time, the sum of the credits exceeds the sum of debits, the ICA has a credit balance. Vice versa = deficit. 
· If the ICA has a credit balance at 31 March, it is carried forward and becomes the o/b for the following imputation year at 1 April (s. OA 7). 
· Although a company’s ICA may be in deficit during the imputation year without undue implications, a 10% penalty will apply to any debit balance that exists at 31 March (s. 140B TAA 1994). This penalty, known as an imputation penalty tax, is payable by the following 20 June. 
· The payment to IR of the imputation penalty tax, or any other income tax penalty, does not give rise to a credit to a company’s ICA. Penalties do not affect the ICA as they are not a payment of ‘tax’. Further, any such imputation penalty is non-deductible (IS 09/01). 
· An ICA deficit may occur where a company has imputed more tax to its shareholders than it has paid. The payment of further income tax is intended to account for this over-imputation of tax and bring the ICA back into at least a nil balance position. 
· Shareholder continuity of at least 66% must be maintained in order to carry ICs forward. If continuity is not maintained, a debit equal to the credit balance of the ICA at the time continuity is breached arises to the ICA under s. OB 41. 
ICA credit entries 
ICA debit entries 
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Group ICAs 
· Companies that are part of a wholly owned group can maintain a single ICA via two paths. 
1. companies can elect to form a consolidated group for tax purposes according to the rules contained in subpart FM. One group income tax return is filed and one ICA is maintained into which all the debits and credits relating to each member of the consolidated tax group are entered.
2. companies can elect to form an imputation group according to the rules contained in subpart FN. In this case, the individual companies are still treated separately for tax purposes and must file separate income tax returns. However, only one ICA is maintained for both members combined. 

· In both cases, the provisions of subpart OP govern how the consolidated group and imputation group ICAs are maintained. They include rules regarding the debits and credits that arise in group ICAs and the interaction between the group ICA and the individual companies’ ICAs.

Converting excess ICs into a loss 
· A company or trust with excess ICs converts those to a tax loss in order to be carried forward to be offset against future income (under s. LE 2).
· The tax loss component is calculated using the following formula:
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· Individuals with excess ICs at year end can also carry those credits forward to the next income year as ICs (s. LE 3).
Trans-Tasman tax arrangements 
· The trans-Tasman triangular tax imputation measure contained in s. OB 2 enables an AUS resident company to access the NZ dividend imputation system. This allows the AUS company to maintain a NZ ICA and to attach NZ ICs to the dividends it pays. 
· An AUS company may wish to access the trans-Tasman triangular tax imputation measure if it has a significant proportion of NZ resident shareholders. The NZ shareholders may be able to utilise their share of NZ income tax paid by the AUS company to reduce their NZ tax liabilities on dividends paid by the company. 
· Generally, an AUS company that chooses to use the trans-Tasman imputation measure (i.e. an AUS ICA company) is subject to the existing NZ imputation rules in the same way as they apply to a NZ company. If the AUS company decides not to maintain an ICA per to s. OB 2(1), it cannot attach NZ ICs to any dividends it pays. 
· It is important to note that the trans-Tasman triangular imputation tax measure does not allow the recognition of AUS franking credits attached to dividends that are received by NZ resident shareholders (similarly, AUS shareholders will not be able to utilise the NZ ICs) 
IC accounts 
· The NZ ICA of an AUS ICA company operates on a tax-paid basis. This means that if the AUS company pays $28 of NZ tax, it would generate a credit of $28 in its NZ ICA (s. OB 4). 

· Similar to the situation for NZ companies, the most common entries in a NZ ICA are when the AUS ICA company pays NZ income tax (s. OB 4), when it receives a dividend with NZ ICs attached (s. OB 9), or if any resident withholding tax (RWT) has been deducted on a NZ dividend, interest or royalty received by the company (s. OB 8). 

· Imputation debits typically arise in the NZ ICA when (for example) the AUS ICA company pays a dividend with NZ ICs attached (s. OB 30), or when it receives a refund of NZ income tax (s. OB 32) or RWT (s. OB 37).

Distributions under the trans-Tasman triangular tax imputation measure 
· Only distributions that are able to be imputed can have ICs allocated to them. Where a payment does not qualify as a ‘dividend’, as defined in s. YA 1, it is also not possible to attach an IC to that payment.

· Distributions that can be imputed can only be imputed up to the maximum permitted IC ratio and are subject to the benchmark dividend rules discussed above. This results in NZ ICs being allocated on a pro rata basis, taking into account the % of both AUS and NZ shareholders. 

· An AUS resident company is able to attach both AUS franking credits and NZ ICs to the same dividend. For NZ tax purposes, if the dividend is taxable, the taxable amount excludes the AUS franking credit, as AUS franking credits are ignored for NZ tax purposes.
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Tax consequences of company distributions 
Companies receiving dividends (excluding look through companies)
· CW 10 exempts dividends derived by a resident company from another member of a wholly owned group In this case, neither the net dividend nor ICs will constitute taxable income to the recipient company. As a consequence, the ICs attached to the dividend cannot be claimed as a tax credit by that company, but can nevertheless still be credited to the ICA, and attached to any dividends that the recipient company then pays to its shareholders. 

Dividends paid to shareholder-employees 
· The dividend rules apply where a transfer of value takes place between a company and a shareholder (or a person associated with a shareholder).
· The FBT (FBT) rules apply where a benefit is provided by an employer to an employee in connection with their employment. 

· Given the dual capacity of a shareholder-employee, it is possible that both the FBT rules and the dividend rules could apply to benefits paid to such a taxpayer. By default, ITA 2007 deems all benefits provided to shareholder-employees as being subject to the FBT regime. However, the company may make an election in respect of certain benefits to bring them into the dividend regime instead (ss CD 20 and CX 17). If the company makes this election, it may attach ICs to the dividend.


Imputation anti-avoidance provisions 
Imputation arrangements to obtain a tax advantage 
Sections GB 35 and GB 36 contain the imputation streaming rules. Two distinct types of transactions may be caught under s. GB 35: 

1. Issue or disposal of shares whereby a party receives a tax advantage. 

2. Streaming of ICs whereby one person receives a higher credit value and another receives a lesser benefit. 

Arrangements for the payment of dividends by another company 
Section GB 37 counters the kind of situation where shareholders of Company A are offered dividends from Company B as an alternative to those paid by Company A. Section GB 37(3) provides that, for the purposes of the imputation rules, the dividend is treated as if it were paid by Company A. Section GB 37(4) provides that the ICs purported to be attached to that dividend no longer forms part of the recipient’s taxable income. The recipient is also denied a credit for the ICs.

Continuity of shareholding 
A company may carry ICs forward in its ICA only if there is at least a 66% continuity of shareholding. Where a company enters into an arrangement that alters the rights attached to a share so as to defeat the intent of the shareholder continuity rule, s. GB 34 may be invoked by the Commis.. The company entering into such arrangement is deemed not to meet the continuity test such that a debit entry will arise under s. OB 41.
IC is more than the maximum permitted ratio 
Where a person receives an IC attached to a dividend with a credit greater than the maximum permitted ratio, the IC is reduced by an amount equal to the amount by which the credit is greater than the maximum ratio (s. LE 8).

Further income tax unpaid 
Where an ICA deficit arises as at 31 March, a company must make a payment known as ‘further income tax’ equal to the extent of the debit balance. Section LE 10 provides that where the company has not paid the further income tax by the due date, in accordance with s. OB 65, the Commis. may reduce a shareholder’s IC by an amount equal to their proportion of the unpaid amount where the shareholder has received a dividend from the company with ICs attached during the year.

Company losses 
ITA 2007 allows the carry forward of tax losses incurred in an income year to offset future net income. Losses from two or more income years are to be offset in the order in which they were incurred (i.e. a first in, first out basis)

Two important points on losses:
1. Unlike other jurisdictions, NZ tax law generally does not allow losses incurred in one income year to be carried back and offset against income derived by a taxpayer in prior income years

2. There is no time limit on how long losses may be carried forward. 

Company tax losses 
· Section IA 5 provides loss carry forward rules that are specific to companies. To carry forward the tax losses of a company from one tax year to the next, continuity of shareholding requirements must be satisfied. 

· The intention of the continuity of shareholding rules is to ensure that only those shareholders who incur and suffer the tax losses (directly or indirectly) are entitled to benefit from those tax losses when those losses are offset against future net income. 

· Broadly, in order for a company to carry forward a tax loss, at least a 49% continuity of shareholding must be maintained in the company from the beginning of the income year in which the loss was originally incurred to the end of the income year in which the loss is utilised. This period of time is known as the ‘continuity period’ and is subject to certain part-year concessionary modifications.
· During the continuity period, there must be a group of persons who, collectively and at all times during this period, each hold minimum voting interests that total at least 49%. Any breach of the 49% threshold will cause a breach in continuity, resulting in a forfeiture of the tax losses sought to be carried forward. 
· However, ITA 2007 provides for the carry forward and offset of part-year losses in certain circumstances (see later in this unit). The part-year rules will generally require the continuity rules to be applied to a relevant part-year period and for the company to prepare part-year tax calc.s to prove the losses can be offset or carried forward.

Continuity of shareholding rules 
General 
· The continuity of shareholding rules attempt to measure the economic interests held, directly or indirectly, by each shareholder in a company. To determine the economic interests held, the relevant measure is voting interest. 

· The continuity of shareholding rules are relevant for applying the 49% continuity test for losses and the 66% continuity test for carrying forward ICs + for the existence of a ‘group of companies’ and a ‘wholly owned group’ (s. YA 1) and applying the various associated persons tests. 

Continuity of voting interests 
· Under s. YC 2, a person’s voting interest in a company at any time equals the percentage of the total ‘shareholder decision-making rights’ regarding the company carried by shares or options held by the person at that time. 

· The term is, therefore, critical to the calc. of a person’s voting interest in a company. The term is defined in s. YA 1 to mean the rights carried by shares (or options held over those shares) issued by a company to vote or participate in any decision-making concerning: 

· a dividend or other distribution to be paid or made by the company 

· the constitution of the company 

· a variation in the capital of the company, or 

· the appointment of a director of the company. 

Tracing rules 
· The voting interest of a person in a company includes direct and indirect voting interests (s. YC 4). 
· To measure indirect interests, the tracing rules are contained in ss YC 4–6, which trace a person’s ownership interests in a company that they may hold through other interposed companies. The intention of imposing the requirement to ‘look through’ interposed companies is to trace back and calculate the interests of the ultimate natural person owners of a company.

· The look-through principle is the shareholders of any interposed companies are deemed to hold the shares of the interposed companies (YC4)
Tracing concessions 
· In order to simplify continuity of ownership, a number of tracing concessions are contained in ss YC 7–YC 19B. These concessions limit the situations in which tracing shareholdings held through interposed companies to the ultimate natural person shareholders is required. 

· A key point to note is that, under s. YC 14, taxpayers have the option of choosing not to apply certain concessions, if such a non-application would assist them in satisfying the continuity of shareholding requirements.

Notional single person concession 
· Direct voting interests of less than 10% in a company are deemed to be held not by the shareholder, but by a separate ‘notional single person’ – see s. YC 10. This concession does not apply where the shareholder and the issuing company are associated.

· Section YC 10(2) outlines the nature of the notional single person (NSP), as follows: 

· It is not itself a company. 

· It exists as long as the issuing company exists. 

· It holds all the interests to which s. YC 10 applies (i.e. the sum total of all shareholders’ interests that are less than 10%). 

· It holds nothing other than voting interests in the company. 

· The effect of this concession is that share transfers between direct holders with less than 10% of shares do not need to be taken into account individually in calc.s under the continuity provisions. 

Limited attribution company concession 
· Section YC 11(2) makes it unnecessary to trace through the shareholding of a limited attribution company (LAC) that holds, directly or indirectly, less than a 50% voting interest (incl. NSP and 10% indirect shareholding concessions) in a company whose continuity is being examined. 

· An LAC is defined in s. YA 1 as a: 

· building society 

· cooperative company 

· listed company 

· widely held company 

· foreign company that is not a closely held company. 

Indirect voting interest less than 10% concession 
· Section YC 11(3) outlines a third concession that also makes tracing through a corporate shareholder unnecessary. 
· Here, the voting interests of a shareholder in a company that itself holds shares in an issuing company are attributed to that (interposed) company rather than the shareholder. This only happens where the interests that would have been attributed to the shareholder is less than 10%. This concession does not apply where the shareholder is associated with the issuing company. 

· Importantly, this tracing concession for less than 10% indirect voting interests is applied as if the NSP concession for less than 10% direct interests does not apply. Further, when determining whether this concession can apply, in calculating whether a person has an indirect interest of less than 10% held through an interposed company, any other shareholdings the person might have in the issuing company (e.g. interests held directly or through other interposed companies) are ignored. Only the shareholding held through the interposed company in question is taken into account. 

· Before considering the concessions, it should be noted that s. YC 15 contains a specific anti-avoidance provision that prohibits the deliberate structuring of share transactions to take advantage of the concessionary tracing provisions known as the ‘directors’ knowledge test’. 

· Under this anti-avoidance provision, if a company breaches the continuity of shareholding rules but for the concessions contained in ss YC 10 or YC 11 (or both), and the directors of the company knew or could reasonably be expected to have known (without making enquiries specifically for the purpose of applying the continuity rules) that the continuity rules would be breached but for the concession, then the company is deemed to have failed the continuity test.
Associated persons 
Some of the tracing concessions are not available to persons who are associated with the issuing company. The definitions of associated persons and the relevant rules are contained in subpart YB.

Grouping tax losses 
ITA 2007 allows companies that share >66% common ownership to group their losses together. This is referred to as ‘shareholder commonality’. In order for a company to offset a tax loss that it cannot utilise with another company, both companies must be members of the same group. 
Group of companies 
A group of companies is defined in s. IC 3(1), which provides that two or more companies are treated as a group of companies where a group of persons holds common voting interests that add up to at least 66%.

Loss offset 
· In order for a loss to be offset, the 66% commonality of ownership rule must be maintained at all times – from the commencement of a loss-company’s income year in which it incurs the loss until the end of the profit-company’s income year in which the loss is offset. 

· this 66% commonality requirement must be maintained during any and all intervening income years, as a loss of commonality will void the loss grouping arrangement. However, if commonality is lost, but continuity retained, the losses which are unable to be grouped may still be carried forward by the company that incurred the losses, and offset against that company’s future income. 

· In order for the tax losses of company A to be offset against the profits of company B, it is necessary that, among other things (s. IC 5): 

· The companies satisfy the 66% minimum commonality of ownership throughout the relevant period. 

· Company A is either incorporated in NZ or carrying on business in NZ through a fixed establishment (dual resident COYs cannot group losses). 

· Company A has maintained continuity of ownership of 49% throughout the period.

The mechanics of offsetting losses 
Under s. IC 5, a loss-company in a group of companies that satisfies the 66% commonality of ownership test can: 

· offset its losses to a profit company by written election, or 

· payment from a profit company under an agreement providing for the other company to bear or share in the loss (subvention payment), or 

· a combination of both. 
· The amount of the loss-offset or subvention payment is offset against the net income of the profit-company in the year of offset (s. IC 5(3)). In the case of a subvention payment, it is not treated as a dividend to the loss-company (s. IC 5(5)). 

· In order to make an effective subvention payment, the: 

· amount of the payment cannot exceed the amount of the loss-company’s losses (s. IC 8), and 

· payment must be made no later than the 31 March that, in relation to the year of offset, is the latest date to which the time for providing the loss-company’s return of income may be extended under s. 37(5) TAA 1994, or within such further time as the Commis. may allow (s. IC 9), and 

· the loss-company is required to give notice of the payment to the Commis.. 

Part-year losses 
If a company breaches the continuity or commonality provisions during an income year, two issues may potentially arise. The first is to what extent losses from prior years may be carried forward and offset against profits derived in the part-year before the continuity or commonality provisions were breached. Alternatively, a taxpayer may have incurred tax losses in the part-year after the continuity/commonality provisions were breached, and may want to carry forward or offset the losses, provided that continuity and/or commonality of the new shareholders is maintained. 

Carry forward of prior year losses offset against part-year profits before the continuity breach 
Where continuity is breached part-way through an income year in which net income is derived for tax purposes, prior year losses, which would otherwise not have been available to carry forward and offset, may be offset against that part of the net income which was derived up to the date of the shareholding change. The following conditions must be satisfied: 

· In the year of the ownership change, the company must have net income for the whole year, not just the pre-continuity breach period. 

· The amount of net loss that can be carried forward and offset cannot exceed the net income of the whole of the carry forward year, even if a larger profit was made in the pre-continuity breach period. 

Carry forward of part-year net loss incurred after continuity breach 
A company is entitled to carry forward net losses incurred in the part of an income year falling after a breach of continuity, provided that the company was in an overall net loss position for the year. The amount of the net loss that can be carried forward to future income years will be the lower of the net loss incurred for the: 

· part-year after the breach, and 

· whole of the income year of the breach. 

Impact on group losses (IP 4 and IP 5)
· Part-year rules allow net losses to be offset between group companies even though there has been a breach of either the commonality of ownership requirement or the continuity of ownership requirement part-way through the year of offset. 

· The effect of these part-year grouping rules is that the net income or net loss of the company that has a breach during an income year is separately identified between: 

· pre-breach net loss/(income), which can be offset against the pre-breach income/(loss) derived by the vendor group of shareholders, and 

· post-breach net loss/(income), which can be offset against the post-breach net income/(loss) derived by the purchaser group of shareholders. 



	Unit 12: Trusts

	Key features of a trust 
· A trust is not a separate legal entity. 

· If a trust registers with Inland Revenue (IR) it is in the name of the trust. However, it is the trustees that are liable for the trust’s tax liability. 

· Comprehensive anti-avoidance and associated persons rules apply to trusts. 

· Attribution rules apply to counteract tax advantages that may arise where personal services income is diverted to a trust. 

· A distribution of trust assets or a resettlement can have tax consequences even if there is no change of beneficial interest. 

Tax attributes of a trust
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Tax rate

Availability of losses

Taxable distributions

Imputation credits

Tax treatment

The rate depends on whether income is trustee income or beneficiary income.
Additionally, income derived by minor beneficiaries is taxed as trustee income unless
an exemption applies

Trust losses cannot be passed to beneficiaries, but can be carried forward to future
income years

Trusts are classified for tax purposes only at the time of any distribution. Whether the
distribution is taxable depends on whether the trust is a complying trust, foreign trust
or non-complying trust for tax purposes

When distributed, imputation credits are claimable by the beneficiary according to the
proportion of total distributions to all beneficiaries




General tax principles applying to trusts 
General law principles 
· A trust is not a legal entity. A trust arises when one person (settlor) transfers property to another person (trustee) to be held on trust for the benefit of the beneficiary or beneficiaries. Fundamental to a trust are the rights of the beneficiaries. 

· The three essential elements of any trust (referred to as the ‘three certainties’) are as follows: 

1. Certainty of intention – the intention that there is a trust. 

2. Certainty of object – beneficiaries to benefit from the trust. 

3. Certainty of subject – trust property. 
· Essentially, a trust refers to the relationship that arises when a trustee holds property for the benefit of the beneficiary or beneficiaries and is under an obligation to deal with the trust property in accordance with the terms of the trust deed. A trust can be represented as follows:
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Types of trusts 
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Type

Discretionary trust

Fixed trust

Charitable trust

Description

A trust whose terms give the trustee wide discretion to determine which beneficiaries
are entitled to distributions of the income and/or capital of the trust on a year-by-year
basis. The choice of beneficiary and the amount to be distributed is left to the trustee
to determine. A discretionary beneficiary has no beneficial interest in the trust until the
trustee makes this determination

The discretionary trust offers opportunities for income splitting due to its flexibility
regarding the distribution of income and capital distributions. This makes it popular as a
tax planning vehicle in family situations

However, anti-avoidance provisions can apply to counteract many tax planning
advantages

A trust under which the beneficiaries’ entitlements to share in the income or capital of
the trust are fixed under the terms of the trust deed

A charitable trust is a trust that has charitable purposes rather than identified and
personally named beneficiaries
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Mirror trusts were used in estate planning when one of the principal objectives was to
avoid or reduce a person’s liability for estate duty. Although estate duty was abolished in
1993 (with application from 17 December 1992), there are still a number of mirror trusts
in existence

Mirror trusts usually comprise two trusts, with each spouse or partner transferring assets
to a trust that they have established for the benefit of the other spouse or partner, their
children and grandchildren. Each spouse or partner would then enter a gifting program
forgiving the debt owed by the trust in respect of assets sold to it

A testamentary trust arises when the assets of a deceased person are held by the trustees
of the deceased for the beneficiaries of the estate. Specific asset transfer rules apply to
the trustees of deceased estates under subpart FC

A unit trust is a scheme or arrangement that allows the participants to share in the
unit trust’s income in proportion to each participant’s respective interest. A unit trust is
treated as a company for taxation purposes (s. YA 1 - definition of ‘company’)

A bare trust is a trust under which the trustee has no obligations or duties other than to
transfer the trust property to the beneficiary when requested. Bare trusts are commonly
used to conceal the identity of an asset’s true owner. A bare trust is transparent for tax
purposes, and the tax implications are based on if the beneficiaries were the legal owners




Tax principles applying to trusts 
· ITA 2007 follows the principle that trusts are not legal entities but a relationship between the trustees and the beneficiaries. There is no income tax definition of a trust; however, ‘settlor’ and ‘trustee’ are defined for income tax purposes. The trust tax rules also apply to a deceased estates.
· Under ITA 2007, trusts are classified as a ‘complying trust’, a ‘foreign trust’ or a ‘non-complying trust’, all of which are typically express trusts. The tax classifications depend mainly on the residence of the settlor. The classifications under ITA 2007 have no effect for trust law purposes. 

· Income derived by a trust is taxed either as income of the trustees or income of the beneficiary to whom the income is distributed. 

· The tax treatment of capital distributions (i.e. accumulated income, capital gains and corpus (property settled onto the trust)) depends on the trust’s classification for tax purposes.
Complying trust 
A family trust settled by a NZ tax resident with a NZ tax resident trustee will usually be a complying trust, if the trustee has met all the trustee’s tax obligations and the trustee has not derived non-resident passive income, non-residents’ foreign-sourced income or exempt income under s. CW 54 (see also s. HC 10). Distributions other than beneficiary income from complying trusts are not taxable. 
Foreign trust 
For tax purposes only, a trust is a foreign trust if no settlor is resident in NZ at any time from 17 December 1987 or when the trust was first settled, whichever is the later (s. HC 11), until the date of distribution. Distributions of beneficiary income, non-arm’s length capital gains and income accumulated on or after 1 April 1988 from a foreign trust are taxed at the beneficiary’s marginal rate. 
Non-complying trust 
For tax purposes only, a non-complying trust is a trust that is neither a foreign trust nor a complying trust (s. HC 12). Distributions of capital gains and income accumulated on or after 1 April 1988 are taxed at the rate of 45%.
Charitable trust 
· Tax exemptions apply to a charitable trust that derives income for charitable purposes and is registered with the Department of Internal Affairs as a charitable trust. For tax purposes, a registered charity is referred to as a ‘tax charity’ (s. CW 41(5)). A tax charity is exempt from income tax in respect of any non-business income, which includes investment income such as interest or dividends (s. CW 41). 

· A tax charity is also exempt from income tax on its business income if no person with some control over the business is able to benefit from that position of control (s. CW 42). If a trust fails to satisfy this test for any reason in an income year, the whole of the trust’s business income for that year must be returned as trustee income (s. CW 42(9)). 

· Tax charities are eligible for an exemption from resident withholding tax (RWT), which they can access by completing an RWT exemption certificate application and providing it to IR. A tax charity’s exemption from income tax does not extend to pay as you earn (PAYE) or goods and services tax (GST). GST must still be accounted for by any charity that is registered or is required to be registered for GST.
Unit trust 
A unit trust is treated as a company for taxation purposes. Distributions to beneficiaries of unit trusts are treated as dividends and are taxed accordingly. 

Key terms 
The following is a list of key terms that may be used in relation to trusts:
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Term
Appointer

Beneficiary
Settlor

Explanation

A person or persons nominated in the trust deed as having the power to appoint or
remove trustees

A person who is entitled to, or who may become entitled to, trust income or capital

A person who creates a trust. This person provides the initial trust property to create the
trust. A trust cannot exist without trust property. A special definition of ‘settlor’ applies
for income tax purposes (ss HC 27 and HC 28), which relates to those persons who have
transferred value to a trust
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Trustee

Vest

A document that contains the rules governing the operation of the trust relationship and
the duties and obligations of the trustee, and which, among other things, identifies the
beneficiaries or how the beneficiaries are to be determined

A person o entity (such as a company) that controls and administers the trust and trust
property in accordance with the trust deed (s. YA 1 - definition of trustee). The trustee is the
legal owner of the trust property, which comprises the initial settled sum together with any
additional settlements, gifts or assets otherwise acquired by the trustees

The trustee, corporate or otherwise, is personally liable for the debts of the trust, subject to
the terms of the deed of trust, and is entitled to be indemnified out of the trust property in
respect of liabilities incurred in the proper exercise of the trustee’s powers (except where a
breach of trust has occurred)

To vesta trust means to wind it up or for the trust to cease. The vesting period refers
tothe life of the trust and is usually a period no longer than 80 years (s. 6 of the
Perpetuities Act 1964)




Anti-avoidance 
· If a trustee transfers property or provides services or benefits to a person other than a beneficiary to avoid the beneficiary receiving beneficiary income, then the property, services or benefits are deemed to be received by the beneficiary (s. GB 22). 

· If there is a change in the beneficiaries of a trust under an arrangement that has a purpose or effect of defeating the application of any of the continuity provisions, then a breach of shareholder continuity is deemed to have arisen (s. GB 5). 

· If a trust is interposed between the person providing services and the recipient of those services, then the attribution rules may apply to attribute personal services income to the person who performed the services when an interposed trust is the contracting party (ss GB 27–GB 29). 

· If a trust is used to circumvent the FBT (FBT) rules, then the Commis. of IR (the Commis.) can treat the trust as an employer so that the FBT rules apply in any event (s. GB 31). 

Amounts to be included in assessable income of the trustee and beneficiaries 
Trustee income 
Income earned by the trustee of a trust is either trustee income or beneficiary income.  Trustee income is income that is not beneficiary income. Therefore, to determine the amount of trustee income it is necessary to first determine what income is beneficiary income.

Beneficiary income 
Beneficiary income is income derived by a trustee in an income year to the extent to which the income: 
· vests absolutely in a beneficiary in the income year, or 

· is paid to a beneficiary in the income year, or by the later of: a date within six months of the end of the income year, or 

· the earlier of: the date on which the trustee files the tax return, or 

· the date by which the trustee must file a tax return under s. 37 TAA 1994. 
· Income derived by a trustee of a superannuation fund, or as a result of debt forgiveness, is excluded from the definition of ‘beneficiary income’.
· Beneficiary income is taxed at the beneficiary’s marginal rate. 
Deemed income 
· A trustee must account for income that is derived for tax purposes. Although income is generally derived when it is received, in some situations an amount is deemed to have been derived for tax purposes even though it has not actually been paid to or received by the trustee. 

· Deemed income will be beneficiary income only to the extent to which it is reflected by an actual amount vested absolutely in interest in, or paid to, a beneficiary by the trustee or under the terms of the trust deed. Whether this is possible will depend on the terms of the relevant trust deed. Accordingly, it will be necessary for a trustee to resolve that the actual amount from the trust fund is being treated as the vesting or payment of deemed income for tax purposes. If an actual amount from the trust fund is used to vest or pay the deemed income for tax purposes, the amount of deemed income will meet the definition of ‘beneficiary income’, and will be taxed at the beneficiary’s marginal tax rate. 

· Whether or not deemed income can be distributed as beneficiary income depends on the terms of the deed of trust as follows: 
1. Option 1: The trust deed does not define income. The tax law income and trust law income of a trust are different. Under the trust deed, the trustee can only vest absolutely in interest or pay income of the trust according to trust law concepts of capital and income. Therefore, trustees will not be able to vest absolutely in interest or pay an amount that equates to deemed income. The deemed income will be treated and taxed as trustee income. This is the case in any income year. 

2. Option 2: The trust deed defines income as income calculated for income tax purposes. In this situation the tax law income and trust law income of a trust are the same. Under the trust deed, the trustees can vest absolutely in interest or pay income of the trust to  beneficiaries according to tax law. To the extent that there are sufficient amounts available in the trust fund, trustees may vest or pay amounts that equate to deemed income. The deemed income will then give rise to beneficiary income. 

3. Option 3: The trust deed defines income using trust law concepts of capital and income, but the trustees have the power to distribute trust capital to income beneficiaries. In this situation the tax law income and trust law income of a trust are different, but the trustees have the power to vest or pay amounts that are more than trust law income to income beneficiaries. To the extent that the trustees actually vest absolutely in interest or pay amounts equating to deemed income, the deemed income will give rise to beneficiary income. 

The character of trust income 
Income and gains derived by a trust retain their tax character in the hands of the beneficiary. This means that, for example: 

· Foreign-sourced income derived by trustees retains its character as foreign-sourced income when distributed as beneficiary income. 

· Dividends derived by trustees retain their character as dividends when distributed as beneficiary income. However, note that there are rules that determine how imputation credits are claimed by the beneficiaries. 
Debt forgiveness income 
In an ordinary situation, forgiving a debt will usually give rise to income for the debtor. However, debt remission income does not arise where the creditor is a natural person, the debtor is a trust, and the creditor has natural love and affection for the main beneficiaries of the trust (s. EW 44). Where a debt has been forgiven, trustee income may arise if the trustees at a future date make a distribution to a beneficiary who is neither a natural person for whom the creditor has natural love and affection, nor a registered charity (e.g. a company). The trustee income in this situation is derived in the income year in which the distribution is made (s. EW 50), and is equal to the lesser of the amount distributed and the amount of the debt forgiven. Income that arises from debt forgiveness cannot be vested in or paid to a beneficiary as beneficiary income (s. HC 6(2)).
Source of beneficiary income 
A NZ tax resident beneficiary is liable to tax on beneficiary income that does not have a NZ source or any other connection with NZ. This is the case even if the income in question is a foreign-sourced amount derived by a trustee that is not taxable to the trustee in NZ (s. HC 26).
Minor beneficiary income 
A minor beneficiary is a natural person who is: 

· a NZ tax resident, and 

· aged under 16 years as at the balance date of the trust making the distribution of beneficiary income (s. HC 35(3)).

· Unless an exemption applies, income paid to minor beneficiaries is taxed as trustee income, not beneficiary income. The tax rules that apply to minor beneficiary income were introduced to prevent ‘income streaming,’ whereby income is attributed to minors with lower marginal rates than their parents’ marginal rates and the trustee rate (ss HC 35–HC 37). 

· The minor beneficiary rule relates to the nature of settlements, rather than the fact of payment to a minor. Therefore, the rule does not apply to all distributions of income to minors. However, the applications of exemptions are fact-specific and require a trustee to have comprehensive knowledge of the nature of settlements onto a trust. 

· Under s. CX 58, income subject to the minor beneficiary rule is excluded income of the minor and is taxed as trustee income. This means that when the minor beneficiary rule applies, irrespective of the beneficiary’s marginal tax rate, the minor beneficiary’s income is treated as trustee income and subject to tax at the trustee rate of 33%.
Exemption for small distributions 
· The minor beneficiary rule does not apply if a minor derives total beneficiary income of $1,000 or less in an income year (s. HC 35(4)(a)). Where the rule does not apply, the beneficiary income is included in the beneficiary’s income and taxed at the beneficiary’s marginal rate. 

· However, if the small distribution exemption does not apply, all of the beneficiary income received by the beneficiary will be subject to the minor beneficiary rule – that is, there is no exemption for the first $1,000 if more than $1,000 of beneficiary income is derived. 

· Income from other sources (including from other trusts) is not added to beneficiary income when determining whether the exemption will apply.

· The $1,000 limit is not affected by the tax position of the minor beneficiary. This means that if a minor beneficiary has tax losses to carry forward, the tax losses are not taken into account in determining whether the $1,000 limit has been exceeded.
Trusts with certain settlements are excluded from the minor beneficiary rule 
The minor beneficiary rule will not apply to beneficiary income derived by a minor if all the settlements onto the trust were made by a person who is not: 

· a relative or a guardian of the minor beneficiary, or 

· associated with a relative or guardian (s. HC 36(1)(a)). 

Associated persons 
Trusts are often used to structure investments, including investments in land where the associated persons rules are very important. The associated persons provisions relating to land transactions can, in certain instances, have the effect of taxing income that would otherwise be treated as capital gain . The policy behind the associated persons provisions is based on the view that while certain associated persons are legally separate entities, these persons are not necessarily economically independent. It is therefore very important to understand how the associated persons rules apply to trusts. 

The rules of association are extremely far reaching. In the context of a trust: 

· The trustee of a trust is associated with a settlor of a trust. 

· The trustee of a trust is associated with any person who has the power to appoint or remove trustees unless the appointer is a professional to whom the exception in s. YB 11 applies. 

· Two trusts are associated if they have a common settlor. 

· A settlor is associated with a beneficiary. 

· A trustee is associated with a beneficiary. 

· A person is associated with a relative’s trustee. 

· A trustee can be associated with a company. 

Two companies can be associated if a trust owns the shares in one company 
Under s. YB 2, two companies are associated if: 

· there is a group of persons whose total voting interests in each company are 50% or more. Note that a corporate trustee is not looked through to its ultimate shareholders in determining these voting interests 

· there is a group of persons who control both companies by any other means. 

Attribution rules 
· The attribution rules were introduced when the top marginal rate was higher than the trustee rate, to prevent higher income earners from diverting personal services income to a trust in order to avoid the highest personal tax rate. The rules have less relevance now that the top marginal rate and the trustee rate are aligned. However, the rules can still apply to prevent streaming income to beneficiaries on lower tax rates. 

Under ss GB 27 and GB 29, where a trust provides services to a third party, and those services are performed by a working person who is associated with the trust (such as a beneficiary or settlor), the services income derived by the trust is attributed to the working person when the following criteria are met: 

· Eighty percent (80%) or more of the services are provided to a single buyer or their associates. 

· Eighty percent (80%) or more of the trust’s personal services income is derived from services personally performed by the working person. 

· The working person’s net income including the attributed amounts is more than $70,000. 

· Substantial assets are not a necessary part of the business structure used to derive the personal services income. 

· Certain exemptions are also available for amounts under $5,000, non-residents and personal services which are required to support the supply of goods. There are also other specific exemptions that may apply in certain circumstances, as outlined in s. GB 27.

Taxation of trustee and beneficiary income and taxable distributions 
Trustees and beneficiaries – tax rates (see table)
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Classification of trusts 
· At the time any distribution is made from a trust, the trust should be classified as a complying, non-complying or foreign trust for tax purposes. This classification of trusts determines how distributions other than beneficiary income are taxed. The classification regime operates to ensure that trust income and certain capital gains that can be connected with NZ under the trust rules are taxed in NZ. 

· Complying trusts and foreign trusts are defined by reference to the tax residence of the trust’s settlor(s). A non-complying trust is a trust that is not a foreign trust or a complying trust. 

· The definition of ‘settlor’ for the trust rules is very broad, and for tax purposes is not referenced to the settlor named in the deed of trust, but to any person who transfers value to a trust. 

· The definition of ‘settlor’ captures any person, natural or otherwise, who directly or indirectly: 

· makes, or has made, a disposition of property or other transfer of value to or for the benefit of a trust for less than market value 

· provides financial assistance repayable on demand where the demand is not exercised or is deferred (ss HC 27 and YA 1 – (definition of ‘transfer of value’)). Except when a beneficiary is owed an amount is less than $25,000 or the trustees pay annual interest to the beneficiary at a rate of at least the prescribed rate of interest – refer to the unit on employment remuneration. 

A person is also treated as a settlor of a trust for tax purposes if that person: 

· holds a controlling interest of 10% or more in a controlled foreign company (CFC), or a company that would have been a CFC if it had been a foreign company, that settles a trust (s. HC 28(3) and (4)) 

· is the settlor of another trust where a trustee has made a settlement (i.e. a resettlement) or distribution to or on the terms of the trust (s. HC 28(5)) 

· acquires any right under an existing trust with the purpose or effect of being able to require the trustee to treat that person or a nominee of that person as a beneficiary (s. HC 28(6)) 

· acts, refrains from acting, or enters into a transaction or a series of transactions in relation to a trust that have the effect of defeating the intent and application of the trust rules (s. HC 28(2)). 

Complying trusts 
Most NZ family trusts are complying trusts. A trust will be a complying trust if: 

· there is at least one settlor resident in NZ 

· all of the trust’s income has been taxable in full in NZ, and 

· the trustee has met all of the trust’s filing and tax obligations (s. HC 10). 
For all of the trust’s income to be taxable in full, the trustee’s income cannot include any income that is non-resident passive income (e.g. foreign-sourced interest, dividend, royalty) or non‑resident foreign-sourced income. Complying trust income is taxed as: 

· trustee income at a flat rate of 33%, or 

· beneficiary income at the beneficiary’s marginal rate. 

Foreign trusts 
A trust will be a foreign trust if it has not had a NZ tax resident settlor at any time since 17 December 1987 (the date on which the current trust regime was introduced) or the date on which the trust was first settled, whichever is later. A foreign trust is not treated as a NZ trust because NZ taxes trusts based on the residence of the settlor, and not the trustee. In this regard, the NZ trust regime differs from how trusts are taxed in many other jurisdictions.

Distributions of NZ-sourced income and taxable distributions to non-resident beneficiaries of foreign trusts are subject to tax in NZ (ss HC 15 and YD 4(13)). The significance of how a trust is classified is that it determines how distributions of capital are taxed. 

A taxable distribution from a foreign trust is any distribution that is not: 

· beneficiary income 

· corpus 

· an arm’s-length capital gain (s. HC 15(4)(c) and (5)) 

· a foreign superannuation withdrawal 

· a pension 

· a payment or transaction that represents a distribution of corpus or a capital gain (s. HC 15(4)(b) and (c)). 

· Taxable distributions from a foreign trust are taxed at the beneficiary’s marginal rate. 

· Trustees of foreign trusts are only liable for tax on income sourced in NZ, regardless of where the trustee is resident. Foreign trusts have additional disclosure requirements (discussed below). NZ-sourced income that is non-resident passive income may be subject to non-resident withholding tax. 

· A foreign trust can become a complying trust before any distribution is made from that trust if an election is made within 12 months of a settlor becoming resident in NZ (ss HC 10 and HC 30). If the settlor is a transitional resident, the 12-month period within which an election must be made commences on the date that the settlor ceases to be transitional resident. 

· Once an election is made, the trust is treated as: 

· a complying trust to the extent to which distributions consist of amounts derived by the trustee on or after the date of the election 

· a foreign trust to the extent to which distributions consist of amounts derived by the trustee before the date of the election 

· a non-complying trust if an election is made but the trustee derives trustee income that includes non-resident passive income, non-resident foreign-sourced income or exempt foreign-sourced amounts. In this case, any distributions of income other than non‑resident passive income, non-resident foreign-sourced income or exempt foreign-sourced amounts will be treated as a distribution from a non-complying trust. In Case Y25 the court found that although an election was made, not all of the trustee income had been subject to NZ tax. 

Non-complying trusts 
A non-complying trust is a trust that is not a complying trust or a foreign trust. A trust will be a non-complying trust if it: 

· was settled by a non-resident settlor who subsequently became a NZ tax resident, no election has been made to treat the trust as a complying trust, and the trust has not been liable for NZ income tax on all of its trustee income since it was first settled 

· was settled by a NZ tax resident settlor who subsequently became non-resident, and the trust has not been liable to NZ income tax on all of its trustee income since it was first settled 

· would be a complying trust but for the fact that the trustees have failed to meet their tax obligations. If a trust is a non-complying trust for this reason, it can regain complying trust status retrospectively once its tax obligations have been satisfied. 

Distributions of income and capital gains (other than corpus) from a non-complying trust are assessable to beneficiaries either as beneficiary income (to the extent to which a distribution is income) or as a taxable distribution.

Taxable distributions 
A taxable distribution from a non-complying trust is any distribution that is not: 

· beneficiary income, or 

· part of the Trust’s corpus, or 

· a payment or transaction that represents a distribution of corpus (s. HC 15(2)). 

· A penal tax rate of 45% applies to taxable distributions from non-complying trusts (schedule 1, part A, cl. 4). This tax rate reflects the fact that the payment of income tax may have been avoided or deferred. 

· Ordering rules prevent a trustee from making non-taxable distributions in preference to taxable distributions. These rules apply to determine the source of distributions from foreign trusts and non-complying trusts. The ordering rules prevent the trustee of a foreign trust or a non‑complying trust from making tax-free distributions ahead of, or instead of, taxable distributions (s. HC 16). 

· Any distribution subject to the ordering rules (s. HC 16) that is made to a beneficiary of a non‑complying trust or a foreign trust is deemed, pursuant to the ordering rules, to consist of the following amounts in the following order: 

· An amount derived by the trustee that is beneficiary income in the previous income year. 

· Income derived by the trustee in the current income year. 

· Accumulated income. 

· Current year capital gain. 

· Capital gain attributed to an earlier income year. 

· Corpus at current market value. 
Disclosure 
· Disclosure of information relating to trusts is required by NZ tax resident settlors of trusts that do not have a NZ tax resident trustee and by NZ tax resident trustees of foreign trusts. These requirements were introduced from 21 February 2017 under ss 59B–59E TAA 1994. 

· Where there is no NZ tax resident trustee of the trust (either at the time that the settlement is made or subsequently), a settlor who is resident in NZ at the time a settlement is made on a trust must disclose the following information (s. 59 TAA 1994): 

· The name of the trust. 

· Details of the settlement, including the date of the original settlement and dates of any subsequent settlements. 

· The market value of property transferred. 

· Any consideration received by the settlor for property settled onto the trust. 

· Names and addresses of trustees and beneficiaries. 

· A copy of the trust deed and any amending deeds. 

· The names and addresses of the persons for whom any nominee is acting. 

· Any other information that the Commis. may require. 

Winding up 
A trust is wound up when all of its assets are distributed to its beneficiaries or to another trust. There are no special provisions that apply to winding up a trust. The tax treatment for any distribution made pursuant to a winding up is the same treatment that would apply during the life of the trust.

Treatment of tax credits, imputation credits and losses 
Tax credits 
· A trustee can use tax credits such as imputation credits to satisfy the trustee’s income tax liability. However, in determining income tax liability, a trustee is not entitled to any tax credits under s. LD 1 (tax credits for charitable gifts or public benefit gifts). If the tax credit is an RWT credit, the credits can be allocated at the trustee’s discretion. 
Imputation credits 
· If imputed dividend income is divided between the trustee and the beneficiaries, the credits are initially allocated in the same proportion.
· Dividends retain their character whether retained by the trustee or distributed to beneficiaries. Subject to the terms of the trust deed, trustees can choose to allocate one kind of income (e.g. dividends) to one beneficiary and another kind of income (e.g. interest) to another beneficiary. However, from a tax perspective, this may give rise to adverse tax consequences under the imputation credit anti-streaming rules.

Practically, the imputation credits follow the dividend. The anti-streaming rules then limit the beneficiary’s credit (see below). This means that the trustees cannot choose to allocate imputation credits to those beneficiaries who are able to use them in preference to those beneficiaries who are not in a position to use them, such as those who are taxed at a lower marginal rate than other beneficiaries, or those who are non-resident or tax exempt. 

The key provision which limits the imputation credits to beneficiaries is contained in s. LE 5 and is calculated under following formula from s. LE 5(2):
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Person’s distributions is the total distributions for the income year made to the person in their capacity as beneficiary. 

Trust distributions is the total distributions for the income year made to all beneficiaries of the trust in their capacity as beneficiaries. 

Total beneficiary credits is the total imputation credits attached to dividends for the income year paid to all beneficiaries of the trust 

Person’s supplementary dividend is the total supplementary dividends for the income year paid to the person in their capacity as beneficiary.
· Any credits that cannot be distributed because of the application of the formula in s. LE 5(2) are lost. 

· When applying the formula, all distributions, including those of a capital or non-taxable nature, are taken into account. In other words, the formula does not apply only in relation to distributions that are beneficiary income. 

· The same formula applies whether or not the trustee has any discretion regarding differentiating between different beneficiaries. For example, if there are capital beneficiaries and income beneficiaries, the formula applies without modification even if a capital beneficiary has no entitlement to any distribution of dividend income. 

· The rules that limit a beneficiary’s tax credit only apply when dividends are paid to one or more beneficiaries. If all the dividend income is retained by the trustee, the trustee retains all the credits attached.

Excess imputation credits paid to a trustee are converted to a loss 
· When an imputed dividend is paid, both the dividend and the credit are included in the shareholder’s assessable income. The credit allowed against the shareholder’s income tax liability is an amount equal to the attached credits. Where this credit exceeds the natural person shareholder’s income tax liability, the excess imputation credits can be carried forward. 

· When a dividend that is received by a trustee and retained as trustee income has a credit attached, the trustee is subject to tax on that dividend, including the amount of the credit, in the same way as an individual shareholder. The tax credit can be set off against the trustee’s current year income tax liability (s. LE 1). 

· However, a trustee is not able to obtain a refund for, or carry forward, excess imputation credits. Excess credits are converted to a net loss in the same manner as companies do, and the net loss can be offset against the net income of succeeding tax years. Refer to the unit on companies. 

· The amount of net loss to be carried forward for trustees is the amount of the unused credit, divided by the basic rate of income tax for trustees (s. LE 2). Unused credits converted to net losses and not used are lost if a trust is wound up.
Imputation credits are allocated to the trustee when dividend income is paid to a minor beneficiary 
· When dividend income is distributed to a minor beneficiary and the minor beneficiary rule applies, any imputation credits are allocated to the trustee, rather than the minor beneficiary (s. LE 4). 

· This means that the credits are included in the trustee’s income and do not form part of the minor beneficiary’s gross income. The amount of credit that may be attached to the dividend is calculated as if the minor beneficiary rule did not apply (s. LE 5). 

· Specific anti-avoidance provisions apply to arrangements that have the effect of defeating the anti-streaming provisions (ss GB 34–GB 38).

Resident withholding tax 
· There are no anti-streaming rules for trusts that apply to RWT credits. 

· Excess RWT credits can be distributed as a substitution payment (a cash payment) to a beneficiary on a lower marginal rate. Where cash distributions are substituted for RWT credits, the trustee is entitled to a credit to the extent that cash has been substituted for RWT credits. This means that excess RWT credits do not have to be lost or sacrificed.

Continuity provisions 
· A company cannot carry forward imputation credits unless a continuity of shareholding test is satisfied. This test limits the carry-forward of imputation credits for subsequent utilisation to situations in which at least 66% of those shareholders who will benefit from the credits bore the tax liability that gave rise to the credit. 

· There are also rules that require a 49% continuity of shareholding for a company to retain tax losses. ,These rules are modified in relation to trustees that are shareholders of a company so that a change of trustee will not result in a loss of continuity for the company. However, the rules can apply to transactions even where there is no change in beneficial ownership – for example, when there is a resettlement.
A resettlement may result in a loss of continuity 
· There are no modifications to the continuity provisions for companies that apply to resettlements of the trustee shareholder. A resettlement occurs when a trust is terminated and a new trust, sometimes with the same trustees and beneficiaries, is created. A resettlement can occur either expressly or as a result of significant change in the trust terms. The trustees of a resettled trust will be treated as different taxpayers to the trustees of the original trust. Accordingly, if the 49% shareholder continuity requirement for the company is not maintained following a resettlement, any tax losses will be forfeited in companies other than look-through companies. 

· Further, if 66% continuity of shareholding is not maintained in a company, any imputation credits will be lost.

Trust losses 
· A beneficiary who receives a distribution of beneficiary income cannot claim a deduction incurred in deriving that income (s. DV 9(1)). 

· However, any loss or expense that arises in earning beneficiary income is available to the trustee (s. DV 9(2)). 

· Further, the general permission provides that a person, including a trustee, is allowed a deduction for any loss incurred in deriving income or in the course of carrying on a business (s. DA 1). However, any tax loss incurred by a trust is trapped in the trust. 

· Losses incurred by a trustee can be carried forward to offset against future income. Losses should generally be offset in the next tax year (s. IA 3). 

· If a trust is wound up, any losses are extinguished.



	Unit 13: Investment vehicles

	Unit trusts

Tax treatment 
Unit trust income 
Unit trusts are treated as companies for income tax purposes as they are included within the s. YA 1 definition of ‘company’. As such, they are subject to income tax at the rate of 28%. If they are solely tax resident in NZ, unit trusts are subject to the imputation regime, whereby they can pass the benefit of income tax paid to unit holders by attaching imputation credits to distributions 

Distributions 
· Distributions from unit trusts to unit holders are generally treated as dividends, and thus are taxable income (s. CD 1), with no distinction between distributions representing current income and those representing capital gains. On liquidation, certain distributions of realised and unrealised capital gains to unit holders may be excluded from being dividends (s. CD 26, in particular, relates to capital distributions on liquidation).

· Disposals of units held in unit trusts by tax resident individuals or tax resident companies are not taxable unless they constitute ‘revenue account property’ (see the unit on property, and especially ss CB 3–5)
Resident withholding tax 
Dividend distributions from NZ unit trusts to tax resident investors are generally subject to a 33% resident withholding tax (RWT) and reduced to the extent of the imputation credits (ICs) that are attached (s. RE 13 and schedule 1, part D, cl. 5). A recipient may be entitled to a refund of unused RWT (but not ICs) if their income tax liability is less than the tax deducted on their behalf for a particular income year (ss LA 4 and LA 5).
Non-resident withholding tax 
Non-resident withholding tax (NRWT) is deducted from dividends paid to non-residents (including distributions from unit trusts) at 30%, unless: 

· limited by an applicable double tax agreement (DTA) (typically to 15%, or potentially to 0% in some situations), or 

· imputation or similar credits are attached to the dividend, in which case the NRWT rate can be reduced to 15% (ss RF 7, RF 8 and RF 9). 

Portfolio investment entity (PIE) regime 
A unit trust can elect to become a portfolio investment entity (PIE). Where this is the case the PIE rules will apply.

Group investment funds 
Group investment funds (GIFs) are trusts that are set up by a trustee company or the Public Trustee for investment purposes. Funds of a GIF are derived from a range of sources, such as estates, trusts and other small investors. GIFs enable a trustee company to gather the funds of many small investors into an administratively efficient entity. A GIF can elect to become a PIE. Where this is the case, the PIE rules will apply (see below PIE section). 
Tax treatment 
GIF income 
The income of a GIF is split into category A income and category B income (s. HR 2).
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Category A income is treated as income derived by a notional company (s. HR 2(3)). For a GIF that is not a designated GIF, category A income comprises all income from its investments and funds other than income from: 

· designated source investments, or 

· investments made prior to 23 June 1983 (s. HR 3). 

· For the purposes of determining what is excluded from category A income, ‘designated source investments’ are generally investments in trusts which are created by a will, a court order, an enactment, or are NZ charitable trusts (s. HR 3(5)). 

· Category B income (for a GIF that is not a designated GIF) is all income from its investments which are not category A income (s. HR 3(3)). Category B income is treated as income derived by the trustee, and the normal trust rules apply (s. HR 2(2)). Typically, this means that category B income is taxed at 33% (however, refer further below regarding widely held GIFs). 

· The trustees of a GIF must make separate returns for each category of income (s. HR 2(1)). 
Designated GIFs Designated GIFs are taxed at 33% as complying trusts (schedule 1, part A, cl. 3). 
A ‘designated GIF’ is a GIF whose investments and funds are invested wholly in: 

· Trustee Act 1956 authorised investments (e.g. government stock) 

· certain forestry investments that were owned or held on 22 June 1983 (s. HR 3(6)). 
Widely held GIFs 
A widely held GIF will be taxable on both category A and category B income at 28% (sched 1, part A, cll. 5 and 6).a widely held GIFis one that satisfies: 

· the requirements regarding the minimum number of investors, as set out in s. HM 14(1) (see below for more information on the PIE rules), or 

· one or more specific provisions of the definition of ‘public unit trust’. 

Distributions 
The tax treatment of distributions from a GIF will depend on whether the distribution is category A or category B income. Since a GIF (other than a designated GIF) is included in the definition of a ‘company’ under s. YA 1, distributions of category A income are treated as distributions from a company under s. CD 4 (i.e. dividends), and taxed accordingly (covered in more detail in the unit on companies). Correspondingly, distributions of category B income are treated as distributions from a trust and taxed according to the trust rules (covered in more detail in the unit on trusts).

Portfolio investment entities 
· A portfolio investment entity (PIE) is a collective vehicle that provides NZ tax resident investors with investment income that is intended to be taxed in broadly the same way as if they had held the underlying investments directly. The PIE pays income tax on behalf of the individual investors at their notified tax rates and, if the correct rate has been chosen by an investor, they will generally attract no additional tax liability from the investment proceeds and are not required to complete a personal income tax return. 

· The PIE regime is also intended to remove effective over-taxation of individuals investing through companies or unit trusts, where their marginal personal tax rate is less than the company or unit trust tax rate of 28%. 
What is a PIE?  a company or fund that (s. HM 2(1)):
· makes investments on behalf of one or more investors in the entity 

· meets and maintains the requirements of PIE status 

· chooses to become a PIE by notifying the Commis. of Inland Revenue (the Commis.).
PIE eligibility 
There are various criteria that must be satisfied and maintained for an entity to obtain and retain PIE status. This is shown diagrammatically below:
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Entry requirements 
Section HM 7 sets out the general criteria that must be satisfied before an entity can become a PIE. The entity must: 

· be a NZ tax resident collective scheme that is a: company 

· superannuation scheme 

· unit trust 

· fund that is part of a life insurer and is subject to life insurance policies, or 

· group investment fund (ss HM 8 and HM 9) 
· not carry on a business of life insurance, unless the entity is a life fund PIE (s. HM 10) 

· provide the investors of a PIE, other than a life fund PIE, the rights to all of the proceeds from underlying investments and not just income 

· choose to become a PIE (ss HM 71 and HM 71B). 

In addition to the above, the PIE must be one of the five types of PIEs listed in the section on types of PIEs below (s. HM 2(2)). 

Further, a PIE must not have ceased to have PIE status in the previous five years (s. HM 20), must undertake an adj. to investors’ interest or distributions for tax paid (s. HM 48), must maintain the requirements to be a PIE and must not lose status under the exit rules (discussed further below).

Investor membership requirements 
· In relation to investors in a multi-rate PIE, there must be at least 20 or more people in each investor class (s. HM 14(1)). An exception to this requirement is if one of the investors is of a type listed in schedule 29, part A (generally, themselves, widely held investment vehicles). 

· A listed PIE must have only one investor class of which each investor is a member, and each investor’s interests must be traded on a recognised exchange in NZ (s. HM 14(2)). 

· Where two or more people are associated, they are treated as one person for the purposes of the above tests but only if each person holds an interest of at least 5% (s. HM 16).

Investor interest size requirement 
In general terms, there are restrictions on the proportionate amount of investment any one investor can have in a PIE. An investor in an investor class must not hold more than 20% of the total investor interests in the class (s. HM 15), including interests held by an associated party. However, this rule does not apply to investors who are listed in schedule 29, parts A and B, including: 

· a PIE or a foreign PIE-equivalent investment vehicle (or an entity that would meet the criteria to be a PIE if it so chose) 

· a life insurer 

· the NZ Superannuation Fund 

· the Accident Compensation Corporation or a Crown entity subsidiary of the Corporation 

· the Earthquake Commission 

· charitable organisations 

· a ‘public unit trust’. 

Investment type requirement 
There are restrictions on the types of investments a PIE can hold. To maintain PIE status, 90% or more of the value of a PIE’s assets must be invested in: 

· an interest in land 

· a financial arrangement 

· an excepted financial arrangement 

· a right or option in relation to property listed in the above three categories (s. HM 11). 

· This investment type requirement is modified for foreign investment PIEs. 

· There are also restrictions on the maximum shareholding in investments held by PIEs. Where a PIE invests in shares of a company or units in a unit trust (other than shares in a PIE, a foreign PIE equivalent or a land investment company), the investment must generally carry voting interests of no more than 20% in the relevant company or have a market value of no more than 20% of the total market value of all the units in the relevant unit trust 

· There are certain exemptions to the above restriction. In particular, the 20% cap can be exceeded where the total market value of the investment in question, together with all the PIE’s other investments where the 20% cap is exceeded, does not exceed 10% of the total market value of all its investments (s. HM 13(5)).

Income type requirement 
At least 90% of the income derived by the PIE must be derived from the investments listed under the investment type requirement and consist of any of: 

· dividends (or equivalent payments under certain share-lending arrangements) 

· financial arrangement income (e.g. from debt instruments, such as interest and foreign exchange movements) 

· rent (from non-associated parties) 

· proceeds from disposal of property 

· income under the foreign investment fund (FIF) rules 

· attributed PIE income 

· distributions from superannuation funds 

· annuity income from life insurance policies 

· rebates on management fees (s. HM 12). 

If the above categories of requirements are satisfied and maintained, then an entity will be eligible to be a PIE.

Election to become a PIE 
An entity may elect to become a PIE if it meets the entry requirements at the time of election (s. HM 71). Where an entity has previously ceased to be a PIE, the entity can only elect to become a PIE again once five years have passed (s. HM 20). An election is made on notification to the Commis. in the prescribed electronic format, and takes effect (s. HM 72) on the latest of: 

· the date of the entity’s formation 

· the date set out in the notice 

· 30 days prior to the receipt of notice by the Commis.. 

The entity must ensure that the general eligibility requirements for a PIE are maintained for at least 12 months after the date on which the election should have been effective, otherwise the election is considered to have not taken effect (s. HM 72).
Types of PIEs 
As set out above, there are five types of PIE recognised under s. HM 2(2). These are: 

· multi-rate PIEs 

· listed PIEs 

· benefit fund PIEs 

· life fund PIEs 

· foreign investment PIEs. 

Multi-rate PIEs 
Multi-rate PIEs are the most common type of PIE. Multi-rate PIEs may maintain more than one class of investors. The income tax liability of a multi-rate PIE is calculated on the basis of the tax rate notified by the PIE’s investors (ss HM 34–HM 40). The amount of tax paid reflects the income tax liability that would arise if the investor had made an investment directly, subject to the maximum 28% tax rate. Distributions from a multi-rate PIE are excluded income of the investors. For NZ tax resident investors (assuming they have notified the PIE of their correct prescribed investor rate), the tax paid by the PIE is a final tax to the investor (s. CX 56). 

The calc. of a multi-rate PIE’s income tax liability does not follow the normal rules for companies and trusts. Several steps are required: 

1. Calc. of taxable income (or loss) for each investor class of the PIE. 

2. Attribution of that income to investors in each investor class. 

3. Calc. of income tax liability of each investor based on their attributed income and their prescribed investor rate. 

The income tax liability of a multi-rate PIE is therefore the sum of the income tax liability of each investor in each investor class in the relevant tax period 

A multi-rate PIE may choose to satisfy its income tax liability quarterly (quarterly option), or yearly and when investors exit the PIE (exit calc. option) (s. HM 41). A multi-rate PIE may choose to calculate its income tax liability yearly, and pay provisional tax by notifying the Commis. (provisional tax calc. option) (s. HM 44). The default calc. period is the quarterly option (s. HM 41(2)).
Attribution of income 
· The multi-rate PIE has a choice in the frequency to which they attribute income to investors, known as the ‘attribution period’. However, a PIE must ensure that the attribution period does not exceed the calc. option chosen. For example, if the PIE calculates tax under the quarterly option, it can only choose to attribute income daily, monthly or quarterly, but not yearly. 

· For any attribution period greater than one day, the period must be notified to the Commis. before the start of the income year or upon choosing to become a PIE (s. HM 34). The default attribution period for a PIE that has not notified the Commis. is daily (s. HM 34(c)).
Income to be attributed 
The taxable income/loss of the multi-rate PIE (calculated under s. HM 35) is attributed for each investor of each class using the formula below for each day of the attribution period, each attribution period in the income year, and for each class the investor belongs to on that day (s. HM 36):
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Percentage is the percentage of the investor’s entitlement to a distribution of the PIE. 

Income is the amount of taxable income of the PIE derived in the attribution period (as calculated under s. HM 35). 

Loss is the amount of tax loss incurred by the PIE in the attribution period (as calculated under s. HM 35). A multi-rate PIE that has chosen the provisional tax calc. option cannot attribute PIE losses to investors (s. HM 36(4)). Land losses must also not be attributed to investors (s. HM 65). 

Expenses include the total amount (for the day in the period) of management fees and administration fees charged to the account of the investor. 

Credits for fees are the amount of any credit for the fee paid or credited by the PIE to the account of the investor. 

Income derived from the sale of shares 
In calculating its taxable income, any gains derived from the disposal of the following shares will generally be excluded income of a PIE (s. CX 55): 

· Shares issued by NZ tax resident companies (that are not treated under a DTA as being non-resident in NZ). 

· Shares issued by Australian companies (that are not treated under a DTA as being non‑resident in NZ and Australia) that are listed in an approved index under Australian Securities Exchange (ASX) market rules and where the company maintains a franking account for Au taxation purposes. 
The above exclusion will not apply to shares that are non-participating redeemable preference shares, or when there is an agreement to guarantee a gain on disposal of the shares.

Tax payable and refunds 
The amount of tax payable by a multi-rate PIE is the sum of the tax payable for income attributed for each investor in an investor class in each attribution period. If the tax payable is negative (i.e. if the investors have attributed losses or excess refundable credits) then a tax refund may be paid to the PIE . 
Tax rate 
· Investors of a multi-rate PIE must elect a ‘prescribed investor rate’ (PIR) and notify the PIE. Once notification has been given, this tax rate is known as the ‘notified investor rate’ (NIR) (s. HM 60). The PIRs are categories of tax rates that depend on the investors’ circumstances. The tax rate categories are 0%, 10.5%, 17.5% or 28% (schedule 6). 

· The aim of the PIR rules is to ensure that investors pay no more tax on their investment in the PIE than they would have if they had held the underlying investments directly. Therefore, provided an investor notifies the relevant PIE of the correct PIR and IRD number and that PIR is greater than zero, the investor will have no further tax liability on the income attributed to them by the multi-rate PIE (s. CX 56). 

· It is the responsibility of the investor to notify the PIE of their correct PIR. The default rate of 28% applies to investors who have not notified the PIE of their PIR (s. HM 60(6)).

Specific investors 
Zero-rated investors 
Certain investors in PIEs are deemed to have a 0% PIR. This means that the investor (rather than the PIE) has the responsibility for paying tax on their share of PIE income. Under s. HM 57, zero-rated investors (as they are commonly known) include a NZ tax resident: 

· company (including a unit trust) 

· charitable organisation registered under the Charities Act 2005 
· proxy for an investor in a PIE 

· PIE 

· superannuation fund (if no other PIR is chosen) 

· trustee of a trust (if no other PIR is chosen). 

Zero-rated investors are taxable on their attributed PIE income (or loss) under whichever tax rules apply to their circumstances and can use any attributed tax credits to satisfy their income tax liability. 
Individuals 
Under schedule 6, individuals who are tax resident in NZ must elect a PIR based on the following thresholds: 

· A 10.5% rate applies if in either of the two income years before the relevant tax year they derive taxable income of: $14,000 or less, and the sum of their taxable income and attributed PIE income (less any attributable PIE loss) is $48,000 or less (refer schedule 6, table 1, row 6). 

· A 17.5% rate applies if: in either of the two income years before the relevant tax year they derive taxable income of: $48,000 or less, and the sum of their taxable income and attributed PIE income (less any attributable PIE loss) is $70,000 or less (refer schedule 6, table 1, row 4). 

· A 28% rate applies if a person does not qualify for either the 10.5% or 17.5% tax rate (refer schedule 6, table 1, row 1). 

Trust 
The trustees of a trust resident in NZ can elect PIRs as follows: 

· A 0% rate applies if the trustees meet the requirements of s. HM 57 to be a zero-rated investor (schedule 6, table 1, row 8). 

· A 10.5% rate can be elected by a trustee of a testamentary trust (schedule 6, table 1, row 7). 
· A 17.5% rate can be elected by a trustee of a trust, other than charitable trusts (schedule 6, table 1, row 5). 
· A 28% rate can be elected by a trustee of a trust, other than charitable trusts (schedule 6, table 1, row 3).
Non-resident investors 
A 28% PIR applies to all non-resident persons investing in a multi-rate PIE (schedule 6, table 1, row 2). There are special rates for non-resident investors in foreign investment PIEs.

Attributed PIE income in the investor’s hands 
Attributed PIE income is excluded income in the hands of the investor, except where: 

· the investor is a zero-rated investor (s. CX 56(2)) 

· the investor has incorrectly advised the multi-rate PIE of a lower tax rate than was correct (s. CX 56(1)) 

· the investor is a trustee who has chosen a notified investor rate of either 17.5% or 10.5% (s. CX 56(2)). 

Any distributions from a multi-rate PIE are not separately taxable (s. CX 56B). 

Attributed PIE income may be taken into account in calculating an investor’s non-tax obligations and entitlements, including Working for Families Tax Credits, student loan repayment obligations and child support payment obligations.
Listed PIEs 
A ‘listed PIE’ is defined in s. YA 1 as a company (including a unit trust) that: 

· is listed on a recognised NZ exchange or is an unlisted company that has 100 or more shareholders and has resolved to become a listed company within two years of its election into the PIE regime (s. HM 18) 

· is not a life fund PIE 

· has not become a multi-rate PIE 

· has satisfied the relevant PIE entry eligibility requirements (s. HM 7) 

· has made a valid election to become a PIE (s. HM 71), and 

· has not cancelled its PIE status under s. HM 29. 

All of the above requirements must be met in order to be a listed PIE. A listed PIE must not have more than one investor class, each investor must be a member of that class, and each investor interest must be a share/unit traded on the stock exchange (s. HM 14(2)).

Tax treatment 
· Listed PIEs are generally treated in the same way as an ordinary company for taxation purposes (apart from the distribution of funds to investors, see below). Thus the income of a listed PIE is subject to income tax at the company rate of 28%. 

· Listed PIEs must attach imputation credits to the extent available to all distributions (s. HM 19). Distributions from listed PIEs to a NZ tax resident individual or trustee holders are not taxable unless those holders choose to treat them as taxable dividends (s. CX 56C). 

· Distributions to non-individual NZ tax resident investors are excluded income if they are not imputed (s. CX 56C). This applies on a pro rata basis for partially imputed distributions. These investors must include the fully imputed component of the distribution as income but can claim the attached imputation credits, meaning that no additional tax will be payable. 

· The ordinary PIE rules relating to the disposal of shares apply for listed PIEs, and so gains from the sale of NZX-listed shares and certain ASX-listed shares are excluded income in the hands of the investor (s. CX 55).
Benefit fund PIEs 
A benefit fund PIE operates like a superannuation scheme and must be registered (see below for more information on superannuation schemes). It must satisfy the general requirements to be a PIE and have made an election to become a PIE. The characteristic that differentiates benefit fund PIEs from other PIEs is that the taxable income of a benefit fund PIE is not allocated to investors (s. YA 1).
Life fund PIEs 
A life fund PIE is a separate and identifiable fund that forms a part of a life insurer that meets the general requirements to be a PIE and has made an election to become a PIE. In addition to the general requirements, a life fund PIE must hold investments that are subject to life insurance policies under which benefits are directly linked to the value of the investments held in the fund (s. YA 1).
Foreign investment PIEs 
· The aim of the foreign investment PIE rules is to ensure that the NZ tax cost for a non-resident investor investing through PIEs does not exceed the NZ tax cost if they invested directly, including a zero tax cost on any foreign-sourced income. 

· To qualify for foreign investment PIE status, an election must be made by a PIE to be a ‘foreign investment PIE’ (under s. HM 71B), and by the investors to be ‘notified foreign investors’. The investors must meet certain requirements to be notified foreign investors, and, in particular, cannot be a NZ tax resident or a controlled foreign company (s. HM 55D). 

· There are two types of foreign investment PIEs: foreign investment zero-rate PIEs, and foreign investment variable-rate PIEs. The key difference between the two types of foreign investment PIEs is that substantially, all income of foreign investment zero-rate PIEs must be sourced outside NZ, with only minimal amounts of certain types of NZ-sourced income allowed (ss HM 19B and HM 55G). A foreign investment variable-rate PIE, on the other hand, can derive both foreign and NZ-sourced income but cannot invest in NZ land, or in a right or option in relation to NZ land (s. HM 19C). However, foreign investment variable-rate PIEs may hold limited interests in NZ companies that own NZ land.

Superannuation schemes 
· A superannuation scheme is a scheme that is not a KiwiSaver scheme, but one that is established to provide retirement benefits. 

· Under FMCA 2013, the registration of superannuation schemes is reserved for those schemes that meet a ‘sole retirement purpose’ test as well as other requirements (s. 129 FMCA 2013). These schemes require a licensed supervisor and manager, compliant governing documents and prescribed disclosure, as well as applicable duties and governance obligations (s. 127 FMCA 2013). 

· A superannuation scheme is treated as a managed investment scheme under FMCA 2013. New superannuation schemes need a certificate from the FMA to register under s. 126 FMCA 2013. This requirement does not apply to schemes that already existed as at 30 November 2014. 

· Superannuation schemes can elect to become PIEs, and will thereby become subject to the tax rules relating to PIEs.
Tax treatment 
· For tax purposes, s. YA 1 defines ‘superannuation scheme’ as a trust or unit trust or company that is established mainly to provide retirement benefits to natural persons. 

· The definition of ‘superannuation fund’ includes the trustees of a retirement scheme that is a trust and a ‘retirement scheme’ as defined in s. 6(1) FMCA 2013. A retirement scheme is defined in FMCA 2013 as a registered KiwiSaver scheme or superannuation scheme, a workplace scheme, and a single person self-managed superannuation scheme (Schedule 3 FMCA 2013). The distinction between a superannuation scheme and a superannuation fund has significant income tax implications.
Contributions 
· Superannuation fund contributions may come from two sources: an employer and/or an employee. Employees receive no deduction for their contribution. However, members of complying superannuation funds may be eligible for a tax credit on their contribution in the same way that members of KiwiSaver schemes are (see below). 

· Complying superannuation funds are superannuation schemes that have membership criteria similar to those of KiwiSaver (e.g., member’s savings are locked in until retirement age). 

· Employer superannuation contributions are deductible to the employer in the same way that salaries and wages would be (s. DC 7). Contributions are deductible when paid, subject to a 63‑day rule in respect of year-end contributions. An employer making a contribution to a scheme within 63 days of the end of an income year may elect, in specified circumstances, that it be a deduction in the earlier income year, rather than in the later one in which it was actually paid (s. EJ 21).

Employer’s superannuation contribution tax 
· The employer superannuation contribution tax (ESCT) is payable on employer cash contributions to a superannuation scheme that meets the definition of a ‘superannuation fund’ (s. RD 65). It is deductible to the employer. 

· ESCT is deducted at either of the following rates: 

· The employee’s relevant progressive rate based on the total salary or wages and employer superannuation cash contributions paid to the employee in the previous year, or 

· 33%, if the employer elects that rate and the contribution is to a defined benefit fund (s. RD 67). 
· The basic rates for withholding ESCT are found in schedule 1, part D, cl. 1. 

· Employees may, with their employer’s consent, elect for some or all of their superannuation cash contribution to be treated as salary or wages and subject to the pay as you earn (PAYE) rules rather than the ESCT rules. The election is valid until revoked in writing (s. RD 68).
Investment income of the scheme 
· It is the obligation of the trustee of the superannuation scheme to satisfy the tax obligations of the scheme. 

· Generally, superannuation funds are treated for income tax purposes as ‘complying trusts’ (s. HC 10(1)) and taxed according to the trust rules. 

· Employers’ superannuation contributions (i.e. employers’ contributions in cash that are subject to ESCT − s. YA 1) do not constitute income of the superannuation fund (s. CX 49). 

· The tax rate applying to income derived by trustees of some superannuation funds is 33%. However, the tax rate is reduced to 28% where the superannuation fund is a widely held superannuation fund (schedule 1, part A, cl. 6). 

· A ‘widely held superannuation fund’ (as defined in s. YA 1) is a superannuation fund that satisfies either: 

· the requirements of the minimum number of investors for the PIE rules, as set out in s. HM 14(1), or 

· one or more specific provisions of the definition of ‘public unit trust’. 
· Unregistered superannuation schemes are considered unit trusts for tax purposes and are therefore taxed as companies. Any investment income derived will be taxed at the company tax rate of 28%. 

· A foreign superannuation scheme is subject to special taxation rules that are outside the scope of the TAXNZ module. 

· A superannuation scheme can become a ‘complying superannuation scheme’ if it was registered prior to 1 July 2007 and the FMA is satisfied that the scheme has complied with additional requirements. These are, that: 

· the registered scheme must contain complying fund rules, and 

· the registered scheme must have at least 20 members. 

Deductions 
The normal deductibility rules apply to superannuation funds. Certain expenditures are specifically identified as deductible. This includes expenditure on developing, marketing, selling, promoting and advertising the superannuation fund. However, expenditure incurred in acquiring a building, equipment, land, machinery or plant is excluded from being deductible (s. DV 1).
Distributions 
· Superannuation funds are treated as complying trusts for tax purposes. All distributions made by complying trusts are exempt income in the hands of the beneficiary unless the distribution is beneficiary income (ss HC 20 and CW 53). Amounts derived by trustees of superannuation funds are specifically excluded from the definition of ‘beneficiary income’ and, as such, all benefits provided by superannuation funds are not taxable in the hands of the recipient (ss HC 6(2) and HC 20). 

· Benefits received from a superannuation scheme (i.e. benefits that are not from a superannuation fund) may be taxable in the hands of the person receiving the benefit as a distribution from a non-complying trust (ss HC 19, HC 34 and BF 1(b)).

KiwiSaver 
KiwiSaver is a workplace savings scheme established by the NZ Government and is designed to encourage NZers to save for their retirement. KiwiSaver began on 1 July 2007 and is governed by the KiwiSaver Act 2006 (KSA 2006). The scheme is aimed at employees; however, any NZ citizen or resident under the age of 65 and living in NZ can voluntarily join KiwiSaver. 

KiwiSaver provides its members with a range of benefits and incentives to save. These include regular employer contributions, an annual member tax credit from the government and a first home subsidy. It is important to note that KiwiSaver schemes are not guaranteed by the government.
How it operates 
KiwiSaver relies on contributions from members. The scheme is a workplace savings system, and so the majority of members are employees. Employee contributions are deducted from the employee’s wages or salary each pay period (Part 3 KSA 2006). 

Employee contributions are supplemented by employer contributions and government contributions. Members of KiwiSaver schemes or complying superannuation funds are eligible for a tax credit of 50 cents for each $1 contributed by KiwiSaver members (up to a maximum of $521.43 a year). This tax credit does not decrease the member’s income tax liability. Instead, the credit is paid by IR to the KiwiSaver scheme provider and increases the member’s investment in the scheme

KiwiSaver members 
Auto-enrolment 
All employees who are starting a new job and are eligible for KiwiSaver (see below) are automatically enrolled (ss 10 and 12 KSA 2006), excluding 2ndees and temporary employees. Once enrolled, an employee is liable to automatic deduction of contributions (s. 15 KSA 2006). 

Employers have the duty to provide an eligible new employee with a KiwiSaver information pack within seven days of the start of employment (s. 42 KSA 2006). If the employer has chosen a KiwiSaver scheme, the employer must inform the employee of the KiwiSaver scheme chosen and provide the corresponding investment pack (s. 43 KSA 2006). 

An eligible employee is one who is: 

a NZ citizen or permanent visa holder normally living in NZ 

aged 18 years old or older, but below the eligible age for NZ superannuation (currently 65) 

employed full-time or part-time. 
An individual who is not automatically enrolled, such as a temporary employee or a person working outside NZ, can opt into KiwiSaver by contacting a KiwiSaver provider and/or their employer.
Opting out 
· An employee can opt out of a KiwiSaver scheme between the end of week two and the end of week eight of their employment (s. 16 KSA 2006). During this time the employee must provide IR or their employer with an opt-out notice, effective from the later of the 13th day after the start of the relevant employment, the date that the notice is accepted by IR, or the date the notice is received by the employer (s. 17 KSA 2006). 

· Late opt-out notices may be accepted at the discretion of the Commis. depending on the circumstances. An employee has up to three months from the date that IR receives an employee’s first contribution to make a late opt-out notice (s. 18 KSA 2006). 

· Contributions will continue to be made up to the time that the employee opts out. If the Commis. does not accept a late opt-out notice, the individual is treated as having applied for a savings suspension (see below).

Contributions 
· An employee may choose a contribution rate of 3%, 4%, 6%, 8% or 10% of their gross wages or salary by giving notice to their employer of their preferred rate (s. 64 KSA 2006). If the employee does not elect a particular rate, employee contributions will be made at the current default employee contribution rate of 3% (s. 64 KSA 2006). 

· Section 101A KSA 2006 provides that, in most cases, an employer is obliged to contribute to an employee’s KiwiSaver scheme (‘compulsory employer contributions’) where the employee is over 18 and also contributes. Compulsory employer contributions are required to be made at a rate of 3% of the employee’s gross salary and wages, less certain specific deductible amounts (s. 101D KSA 2006).
Savings suspensions 
· A person who has been contributing to a KiwiSaver scheme may apply to the Commis. for a savings suspension. The application can be made at any time if the person is suffering, or likely to suffer, financial hardship, or at any time (regardless of circumstances) after 12 months of KiwiSaver membership (s. 102 KSA 2006). 

· If the Commis. agrees to a savings suspension due to the individual’s financial hardship, the savings suspension must be for three months, but can be longer if the Commis. agrees. If the savings suspension is for any other reason, it must be for at least three months but not longer than one year (s. 104 KSA 2006). 

· An employee can revoke a savings suspension at any time by giving notice to their employer (s. 112 KSA 2006).
Early withdrawals 
· Members are permitted to make early withdrawals of part or all of their KiwiSaver funds for the purchase of their first home, if they move permanently overseas, or in circumstances of financial hardship or serious illness.
First home withdrawal 
A member may access their individual contributions, employer contributions, member tax credits and any investment returns for the purchase of their first home (Schedule 1, cl. 8 KSA 2006). However, they are not entitled to withdraw any funds transferred from an Australian complying superannuation scheme or any government kick-start contribution (received by members who joined KiwiSaver prior to 2pm on 21 May 2015). 

To access these funds, the member must meet the requirements under Schedule 1, cl. 8 KSA 2006, which include that: 

· they have been a member of a KiwiSaver scheme for at least three years (or a total of three years for members who have been with more than one scheme) 

· no previous withdrawals for the purchase of a first home have been made 

· they have not previously owned a property 

· the property is intended to be the principal place of residence 

· the property is a fee simple estate, a leasehold estate or a stratum estate. 

· A member who has previously owned property but no longer has a share in the property and who meets the above criteria can still be eligible for a KiwiSaver first home withdrawal. The member needs to submit the application to Housing NZ who assess the financial position of the previous home owner to assess eligibility. Generally, they must be in the same financial position as a first home owner. There are maximum house price caps, which are dependent on the location of the house being purchased. The person’s realisable assets must total less than 20% of the house price cap for the area they are buying in.
· Some KiwiSaver members may also qualify for the KiwiSaver Home Start Grant administered by Housing NZ. For purchasing an existing home, the grant is $1,000 per year of KiwiSaver membership (capped at $5,000 for each member). For building or purchasing a new home, or purchasing land to build a new home, the grant is $2,000 per year of KiwiSaver membership (capped at $10,000 for each member). The maximum value of grants payable for the purchase of a single dwelling (regardless of the number of eligible purchasers) is $10,000 for existing properties and $20,000 for new properties. There are caps on the taxable income of the applicants, and the price of the property being purchased. Members must have contributed a minimum of 3% of their taxable income for three years to be eligible. An amount withdrawn for the purchase of a first home is paid directly to the member’s solicitor before the settlement of the purchase.
Permanently moving overseas (to countries other than Australia) 
A member must make an application to the manager of the KiwiSaver scheme one year after permanently emigrating from NZ to withdraw their KiwiSaver funds (Schedule 1, cl. 14 KSA 2006). The member can withdraw all funds in their KiwiSaver scheme except for any member tax credits and any amounts that were transferred from an Australian complying superannuation scheme. The application must include a statutory declaration that the member is moving permanently overseas, and proof of the member’s departure from NZ and residence overseas during the year.
Trans-Tasman portability 
· The balances of KiwiSaver accounts and Australian retirement schemes are portable across the Tasman. A person with both Australian and NZ retirement savings is allowed to consolidate their savings into one account in their country of residence. 

· A member who is moving permanently to Australia may choose to either leave their KiwiSaver funds in a NZ KiwiSaver scheme or transfer the funds to an Australian complying superannuation scheme that is regulated by the Australian Prudential Regulation Authority. The member is not able to withdraw any retirement savings in cash. 

· A KiwiSaver member moving to Australia is allowed to transfer their own contributions, employer contributions, member tax credits and the $1,000 kick-start contribution. 

· Any Australian-sourced retirement funds shifted to a KiwiSaver scheme will be exempt from tax at the time they are transferred. Australian-sourced funds will continue to be subject to Australian complying scheme rules, and funds cannot be withdrawn to purchase a first home.
Significant financial hardship 
If a member is suffering from significant financial hardship, they can apply for an early withdrawal of all of their funds in their KiwiSaver scheme except for government contributions (Schedule 1, cll. 10–11 KSA 2006). Sufficient evidence of the significant financial hardship must be provided with the application. 

Significant financial hardship includes: 

an inability to meet minimum living expenses 

an inability to meet mortgage repayments on the member’s principal place of residence, resulting in the mortgage provider enforcing the mortgage on the property 

modifications to the home to meet special needs because an individual or a dependent family member has a disability 

medical treatment payments as a result of an individual or a dependent family member being: ill 

injured, or 

in need of palliative care 

funeral costs incurred if a dependent family member dies.

Suffering serious illness 
Members suffering from a serious injury, illness or disability that affects their ability to work on a permanent basis, or where there is a serious or imminent risk of death, can apply to withdraw all their KiwiSaver funds (Schedule 1, cll. 12–13 KSA 2006). 
KiwiSaver schemes 
KiwiSaver schemes are offered and managed by a variety of private sector organisations (KiwiSaver providers), including banks, insurance companies and fund managers. 

To become a KiwiSaver scheme, a scheme must (s. 128 FMCA 2013): 

be registered with the FMA 

be governed by a trust deed that is interpreted and administered in accordance with NZ law 

have the purpose of providing retirement benefits 

be a defined contribution scheme with fully funded benefits 

its manager must have at least 1 director who is a NZ tax resident 

its manager must be a party to a scheme provider agreement with the CIR (if required by KSA 2006) 

the FMA must be satisfied that the fees charged in accordance with any information provided in the application will comply with cl. 2 of the KiwiSaver scheme rules in Schedule 1 of KSA 2006 

adhere to the KiwiSaver scheme rules set out under Schedule 1 KSA 2006. 

Retirement savings schemes 
Retirement scheme contribution tax (RSCT) rules allow certain entities to contribute to approved retirement savings schemes on behalf of their shareholders or members. Similar to the rules governing PIEs and KiwiSaver, the RSCT rules reduce compliance costs for investors and increase access to investment opportunities.
Requirements 
For RSCT rules to apply, the entity that administers member contributions (the ‘contributing entity’) and the scheme that the contributor entity invests in must both satisfy eligibility rules. The contributing entity must also apply for approval from the Commis.. 

A contributing entity must be an approved entity, such as a company (other than a close company), a widely held unit trust or a Māori Authority (s. RH 4). The contributing entity must ensure it satisfies reporting obligations such as furnishing annual reconciliation statements to IR and providing a dividend statement to individual savers (ss 22(2)(cb), 29, 47B and 48B TAA 1994). The investors benefiting from the retirement funds investments must have an ownership interest in the contributing entity, such as being a shareholder or member of the contributor entity (s. RH 2(1)). 

Under s. RH 3, a retirement saving scheme must: 

be a PIE 

distribute funds only when the shareholder or member has reached retirement age 

allow withdrawals before retirement age in very limited circumstances, and 

obtain approval for its distribution rules from the Commis.. 

Tax treatment 
Once an entity has obtained the Commis.’s approval, shareholder and member contributions will be liable for RSCT. The contributor entity is responsible for satisfying the RSCT liabilities on the contributions before they are invested in a retirement savings scheme (ss BE 1(5B), RA 6B and RH 2(4)). RSCT is a final tax for shareholders and members of a contribution entity, and it replaces income tax. The rate of the RSCT deducted from the contributions will depend on the prescribed rate of the investor. It is the responsibility of the investor to notify the contributor entity of their prescribed investor rate (schedule 6, table 2). 

The default RSCT rate is 33% for savers who do not notify the contributor entity of their prescribed investor rate, or if the saver does not fit within the categories below (e.g. a NZ tax resident saver with taxable income of over $70,000 in either of the last two income years). 

The prescribed investor rates of RSCT are detailed in schedule 6, table 2. For NZ tax resident savers, they are: 

10.5% if the individual’s taxable income in either of the last two income years was $14,000 or less. 

17.5% if the individual’s taxable income in either of the last two income years was between $14,000 and $48,000. 

30% if the individual’s taxable income in either of the last two income years was between $48,000 and $70,000. 

33% if the criteria for the above three rates is not satisfied.
The prescribed investor rates of RSCT for non-resident savers are: 

0% if the contributions are non-resident passive income (income from dividends, interest or royalties). 

10.5% if the contributor entity is a Māori Authority, and the distribution is $200 or less, or 

the non-resident saver provides a notice stating a prescribed investor rate of less than 33% and their tax file number. 
Distributions 
Distributions from a retirement saving scheme must adhere to specific rules, such as ensuring that distributions are only made to those who have reached retirement age (s. RH 3(2)). 

Retirement savings schemes may attach imputation and Māori Authority credits to investment profits (ss LE 7B and LO 2B). Any excess credits that cannot be attached to the distributions can be credited to the individual saver. The contributor entity must notify the individual saver within 30 days of the excess credits. The saver may use the credits to offset their other income tax liabilities or carry the credits forward to the next income year (ss LB 6 and LE 3).

	Unit 14: Employment remuneration

	When an employer makes a payment of money or provides goods or services to an employee, it triggers a tax liability.
Pay as you earn (PAYE) income payments 
The pay as you earn (PAYE) rules apply to a person who makes a PAYE income payment (s. RD 2). Under s. RD 4, a person making a PAYE income payment is required to deduct PAYE from that payment and return it to IR. PAYE income payments include a range of employment-related remuneration, and generally fall into one of three groups, as set out in s. RD 3: 

· Salary or wages (s. RD 5). 

· Extra pay (s. RD 7). 

· A schedular payment (s. RD 8). 

Salary or wages (s. RD 5) 
· Includes regular bonuses, commissions, gratuities, overtime pay, or other pay of any kind, as well as payments related to accident compensation earnings (s. RD 5). Note that bonuses that are non-regular lump‑sum payments are not covered by s. RD 5, but instead by s. RD 7 

Extra pay (s. RD 7) 
An ‘extra pay’ is a non-regular lump-sum payment made to a person in connection with their employment. It includes bonuses, redundancy or retirement payments, and payments derived under ss CE 9 (restrictive covenants) and CE 10 (exit inducement payments). A benefit received under an employee share scheme from which the employer has chosen to deduct tax is also treated as an extra pay. 
Schedular payment (s. RD 8) 
A schedular payment is one that is set out in schedule 4. There is a wide range of schedular payments, including: 

· payments to non-resident contractors 

· payments for company directors’ fees 

· payments for activities related to sports, media, entertainment and public-speaking 

· sales commissions 

· personal service rehabilitation payments. 

Schedule 4 specifies the rate of tax that must be withheld from a schedular payment – for example, a tax rate of 15% applies to a payment to a non-resident contractor, 33% applies to a payment of a company director’s fee, and 20% applies to a modelling fee. 

Employee versus independent contractor 
An independent contractor who provides services to a third party is deemed to be self-employed unless their relationship with the third party is one of employer/employee. A self-employed person is either: 

· a person who conducts business as a sole trader, or 

· someone who contracts services to third parties (as opposed to being employed by them). 
The distinction is important for the following reasons:
Employee versus independent contractor 

Tests to determine whether employee or contractor:
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Commercial considerations 
Conducting business as a sole trader is the simplest commercial structure as there are considerably fewer legal processes required and issues to consider in starting up a business compared to other business structures.  There are a number of non-tax considerations for a sole trader, including: 

· Unlimited liability. Sole traders are liable for all debts and liabilities of the business, and their personal assets can be used to satisfy debts. 

· Low set-up costs. A sole trader can start trading with considerably fewer legal requirements to fulfil compared to incorporating a company. 

· Reduced compliance requirements compared to other business structures. For example, annual returns need to be lodged with the Companies Office if a company structure is used; however, this is not required for a sole trader. 

· Brand protection for sole traders requires registration of a trademark, as trading names cannot be protected in the same way as company names. 

· Assets will accumulate in the sole trader’s own name, meaning these will be at risk due to the sole trader being personally liable. 

· Sole traders are still able to employ other people and are subject to the same employer requirements as required under any other structure. 

· Extra capital or funding can only be achieved through borrowing and not by equity. This is because unlike other structures, ownership cannot be shared in a sole trader structure. 

Attribution rules for personal services income 
· Individuals providing services to third parties may choose to conduct their business through another entity, such as a company, due to the differing tax rates that apply (e.g. 28% company tax rate). 

· The attribution rules contained in ss GB 27–GB 29 are designed to prevent high-income earners from diverting personal services income to associated entities to avoid the highest personal tax rate of 33%. These rules apply only for tax; that is, any attribution of income under these rules only impacts on income tax and does not affect any transactions legally or commercially.
· A threshold exception provides that the attribution rules do not apply if the amount of net income that would be attributed to the working person does not exceed $5,000 (s. GB 27(3)).
· The attribution rules apply when a taxpayer earning income from personal services interposes an entity between the working taxpayer and the party to which it is providing services. This can be presented in a diagram as follows:
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Under s. GB 27, income will be attributed where the following threshold test is met: 

· 80% or more of Company A’s total assessable income from personal services during the income year is derived from the sale of services to the third party, and 

· 80% or more of Company A’s total assessable income from personal services is derived from services personally performed by Individual A (or their relative), and 

· individual A’s net income for the income year exceeds $70,000 (including any amounts available for attribution), and 

· substantial business assets are not a necessary part of the business structure used to derive Company A’s assessable income. Substantial business assets are defined as depreciable property that are not for private use and have a total cost of more than $75,000 (or at least 25% of Company A’s total assessable income from services for the income year) (s. GB 28(6)). 

Allowances 
· Where an allowance relates to private expenditure, it may be akin to a salary substitute, and such amounts are generally taxable to the employee. Where an allowance relates to business expenditure, such amounts are usually exempt or non-taxable in the hands of the employee. In either case, the payment is usually deductible to the employer. 

· Expenditure on account of an employee relates to situations where an employee incurs expenditure (i.e. it is the employee’s expense, rather than the employer’s), but the employer pays for it (s. CE 5). The payment by the employer would ordinarily be employment income derived by the employee under s. CE 1 and is subject to PAYE. 

Expenditure on account of an employee and reimbursements (expense paid on behalf of employee)
· This type of payment is included in the definition of ‘salary or wages’, and the employer must deduct PAYE from the payment (s. RD 5(2)). 

· If certain criteria are met, expenditure on account of, or to reimburse, an employee, may be exempt income for the employee (s. CW 17). This is the case where: 

1. the payment from the employer is in connection with the employee’s employment or service, and 

2. to the extent to which the employee would be allowed a deduction for the expenditure if they incurred the expenditure and if the employment limitation (which prevents employees deducting expenditure incurred as part of their employment) did not exist (i.e. to the extent the expenditure relates to the business). 

Employer-provided accommodation 
· Under ss CE 1(1) and CE 1B(1), the market rental value of the accommodation or the full amount of an accommodation allowance will be income to the employee if the benefit is provided in relation to an office or position held by the employee. 

· Accommodation means board or lodging, or the use of a house or living premises, or the use of part of a house or living premises (s. CE 1(2)). 

· This type of payment is included in the definition of ‘salary or wages’, and the employer must deduct PAYE from the payment (s. RD 5(8)). 

· There are a number of exemptions and limitations, including accommodation provided: 

· overseas, when an employee is attending a work-related meeting or training course 

· to employees who are working on out-of-town projects or secondments (subject to a maximum time length) 

· to employees who have multiple workplaces 

· to NZ Defence Force employees or ministers of religion. 

Meals 
· Employee allowances or reimbursements for meals are generally taxable in the hands of the employee, because expenditure on food and drink are considered to be private. There is insufficient connection between meals and the earning of the employee’s income for expenditure on meals to be considered as anything other than private. The law considers food and drink as personal sustenance required for the employee to live. 

· However, s. CW 17 may exempt such amounts where the amount represents extra meal costs incurred by the employee in the course of undertaking their employment (e.g. meal costs incurred while the employee is travelling away from their normal place of work). 

· Where the requirements of s. CW 17C are met, meal allowances paid to employees may also be exempt from tax where the employee is working overtime or is paid a sustenance allowance.

Overtime allowances 
Where an employer pays for an employee’s meal on a day the employee has worked at least two hours of overtime, the payment is exempt income of the employee under s. CW 17C(3) if: 

· the employee’s employment agreement provides for overtime pay, or 

· the employer has an established policy or practice of paying for overtime meals. 

Sustenance allowances 
Sustenance allowances are exempt income in the hands of the employee in the specific limited circumstances set out in s. CW 17C(2) and (4), which are: 

· The employee works a minimum of seven hours a day. 

· The employee is required to work outdoors away from their employment base for most of the day. 

· The employee spends long periods of time travelling on foot or by bicycle. 

· It is not practicable for the employer to provide sufficient sustenance when the employee is working outdoors. 

· The employee’s work is of an arduous physical nature and the employer provides refreshments at the employment in the course of their business. 

· The employer has an established policy or practice of paying a sustenance allowance. 

In addition, where the requirements of s. CW 17CB are met, meal reimbursements or allowances paid to employees may also be exempt from tax if the: 

· employee is working away from their normal work location for business reasons (for up to three months), or 

· payment is to cover working meals and light refreshments when working off the employer’s premises. 

Accommodation 
The market value of accommodation provided to an employee is employment income under s. CE 1B(1) and subject to PAYE where the benefit is provided in relation to their employment or service. Accommodation is defined in s. CE 1(2) to include both board and lodging, and the use of all or part of a house or living premises. Excluded from ‘accommodation’ (and therefore not comprising employment income) are: 

· mobile workplaces, such as ships, trucks or rigs 

· stations in Antarctica 

· remote overseas locations where the employee is required to ‘fly in, fly out’ as part of their duties 

· lodgings for shift workers who are required to sleep at their workplace from time to time in order to perform their duties (such as fire service employees or caregivers). 

The value of an accommodation allowance provided to an employee is employment income under s. CE 1B(2) and subject to PAYE where the benefit is provided in relation to their employment or service. 

The value of the income to an employee is reduced by any contribution from the employee (such as rent paid by them) and any adjustment for business use of the accommodation.

Exceptions (ss CW 16B – CW 16F) 
Accommodation (or an allowance) is not taxable for employees who are: 

· working on out-of-town secondments or major capital projects, subject to a maximum time limit of two years (out-of-town secondments) or three years (capital projects) 

· required to attend a meeting, training course or conference that necessitates an overnight stay 

· working from multiple workplaces on an ongoing basis, provided that those workplaces are not within reasonable daily travelling distance of each other. 

The above exceptions apply to existing employees. The exceptions may also apply to new employees where the following criteria are met: 

· For the two-year exception for out-of-town secondments, where the new employee is recruited to work permanently at a particular work location, but is then seconded to work at another distant location for a period of less than two years. Also, where the new employee recruited by one employer is seconded to work for another employer at a distant location with an expectation the employee will return to work for the original employer. The two employers are required to have a commercial affiliation or working relationship. 

· For the three-year exception for capital projects, an exception for new employees will apply where the work is for less than three years and on a project of limited duration. 

Transport 
· An allowance to reimburse an employee for additional transport costs is not taxable to the employee when the costs they incur are in connection with their employment and for the benefit or convenience of the employer (s. CW 18). 

· ‘Additional transport costs’ are costs incurred by an employee travelling between home and work, when they are more than would be expected. 

· The costs must also be attributable to at least one of the six factors set out below (s. CW 18(3)): 

1. The time of work (e.g. the employee is working overtime, shift or weekend work). 

2. Transporting work equipment, tools, materials, etc. (e.g. the employee would normally take the bus, but has to use other transport to carry work gear). 

3. The requirement to fulfil a statutory obligation. 

4. A temporary change in workplace (working at a different location but for the same employer). 

5. Any other condition of the employee’s work. 

6. The absence of adequate public transport to and from the workplace. 

For factors 1–5 above, the associated additional transport costs are the actual cost of the travel less the employee’s ordinarily expected travel costs. Where there is no adequate public transport, the exempt income amount is the cost of the travel less $5 per day.

Clothing 
· Employee allowances for clothing are generally taxable in the hands of the employee, because clothing falls within the scope of private expenditure. 

· An exception is when the employee is provided with ‘distinctive work clothing’, a term defined in s. CX 30. Distinctive work clothing is clothing that would normally not be worn for private purposes, including uniforms (with the employer’s logo, name, identification and/or their associated colour scheme). ‘Distinctive work clothing’ includes some plain clothes in limited circumstances if certain requirements are met. These requirements include that the employer provides a uniform to employees but requires them to wear plain clothes while they are working, and the employment contract provided for a plain clothes allowance as at 1 July 2013 (s. CW 17CC). 

· Another exception is the payment of an allowance to an employee for specialist clothing, such as overalls or protective clothing. Such an allowance may be exempt under s. CW 17.
Relocation 
Relocation allowances paid to employees may be non-taxable if the following criteria from s. CW 17B are satisfied. 1st, the employee’s relocation must:

· take up employment with a new employer, or 

· take up new duties at a new location with the existing employer, or 

· continue in their current position, but at a new location. 

Second, the employee’s existing home must be beyond a reasonable daily travelling distance to the new workplace. 
Third, the expense must be listed as one of the eligible relocation expenses in Determination DET 09/04. This list includes: 

(a) preparatory expenses 

(b) transportation 

(c) property 

(d) other expenses such as language training, insurance, school uniforms, cancelling club memberships and miscellaneous other costs. 
The amount paid must not be more than the actual expenditure incurred by the employee and must be incurred before the end of the tax year following the year in which the relocation occurs.
Communications 
· The tax treatment of an employer payment for communication, including an employee’s telephone and internet costs, depends on whether the expenditure is private or work-related. 

· According to s. CW 17, a reimbursing payment is exempt income to the employee to the extent to which an employee would be allowed a deduction for the expenditure if the employment limitation did not exist. Conversely, the extent to which the expenditure is for a private or domestic purpose, the amount is taxable to the employee. You will also recall that under s. CW 17(3) a reasonable estimate of the amount of expenditure being reimbursed may be exempt income for the employee, provided sufficient supporting data is retained by the employer. The full amount of expenditure is generally deductible in the hands of the employer. 

· In determining whether the expenditure is private or work-related, several factors may be considered, including: 

· the nature of the employer’s business 

· the seniority and responsibilities of the employee 

· the extent to which the telephone or internet are used for business purposes, outside normal office hours.

Under Determination EE001, employers can choose to treat reimbursing payments as follows: 

· If the device and/or usage plan is used principally by the employee in their employment then 75% of the reimbursement payment is exempt income to the employee, or fully exempt if the cost to the employee is at least 1.33 times the payment made by the employer. 

· If the device and/or usage plan are required to be used for business reasons but are not used principally by the employee in their employment then 25% of the reimbursement payment is exempt income to the employee, or fully exempt if the cost to the employee is at least four times the payment made by the employer. 

· Under the de minimis exemption, reimbursing payments in relation to an employee’s use of their own telecommunication tools that are up to $5 per week, or no more than $265 per year, are 100% exempt income to the employee. 

Fringe Benefit - ‘FB’s 
· A ‘FB’ is a non-cash benefit received by a person in connection with an employment agreement. This commonly takes the form of goods and/or services gifted or made available at a discount. As ‘FB’s are non-monetary, they do not meet the definition of income and therefore are not subject to income tax in the hands of the employee receiving the benefit. 

· FBT was introduced in 1985 to ensure that non-cash benefits provided by employers to employees are taxed, and to ensure that employers cannot provide non-taxable benefits to their employees as a substitute for a taxable salary or wages. 

· The liability to pay FBT is imposed on employers through ss BE 1(4) and RD 26(1). Other relevant FBT provisions in ITA 2007 include:
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Motor vehicles 
· A ‘FB’ arises when a motor vehicle is made available to an employee for their private use, and the person who makes the vehicle available either owns, leases, rents, or has a right to use the vehicle under an agreement with the employee or a person associated with the employee (s. CX 6). 

· Private use includes the employee’s use of the vehicle for travel between home and work, or confers a private benefit on the employee (s. CX 36). 

· Exclusions from FBT apply when the vehicle is a work-related vehicle, used for an emergency call, or when the employee is absent from home, with the vehicle, for a period of at least 24 hours continuously and is required to use the vehicle in the performance of their duties (s. CX 6). 

· An ‘emergency call’ is defined in s. CX 34 to mean a visit that an employee is required to make from their home in the course of their employment and the purpose of the visit is to provide essential services requested by the employer, their client or customer, or a member of the public. 

· The essential services must relate to the: 

· operation of the plant or machinery of the employer, or of their client or customer 

· maintenance of services provided by a local authority or a public authority 

· carrying on of a business for the supply of energy or fuel to the public, or 

· emergency services relating to the health or safety of any person. 

· It must be necessary that the essential services are performed between 6.00pm - 6.00am on days other than a Saturday, Sunday or statutory public holiday, and at any time on other days (unless the services relate to the health and safety of any person, in which case these time limits do not apply). 

· A ‘work-related vehicle’ is defined to mean a motor vehicle that prominently and permanently displays on its exterior the employer’s name, logo or other form of identification that the employer regularly uses in carrying on their undertaking or activity. Alternatively, if the employer rents the vehicle, the form of identification that the person regularly uses in carrying on their undertaking or activity may be used (s. CX 38(1)). 

· A work-related vehicle cannot be a car (s. CX 38(2)). A ‘car’ is a motor vehicle designed exclusively or mainly to carry people. A car can be a motor vehicle that has rear doors or collapsible rear seats, but a minibus, moped, motorcycle, or taxi is not a car (s. YA 1 – definition of ‘car’). 

· Additionally, a motor vehicle is not a work-related vehicle on any day on which the vehicle is available for the employee’s private use. However, some types of private use will not exclude the vehicle from being a work-related vehicle – these are private use that is: 

· incidental to business use, or 

· travel to and from their home that is necessary in, and a condition of, their employment (s. CX 38). 

Employment-related loans 
· A ‘FB’ arises when an employer provides a loan to an employee (s. CX 10(1)). 

· A loan includes any amount of money lent to an employee and any credit given, including any delay in recovering a debt, and any debit balance in the current account of a shareholder‑employee of a close company. 

· Specifically excluded are employee share loans, loans made under a share purchase scheme, and loans made as an advance of salary and wages if the outstanding advances to the employee during the period total no more than $2,000 and the contract of employment does not require the employer to make the advance (s. CX 10(2)). 

· A ‘FB’ is deemed to be provided in a tax year in which the loan is owing. Circumstances in which a loan is owing include loan arrangements where an amount is payable in the future, or would be payable in the future if a particular event happened, and the employee or an associated person is or would be liable to pay the amount. 
Contributions to funds, insurance and superannuation schemes 
A ‘FB’ arises when an employer contributes to: 

· a superannuation scheme for the benefit of an employee (excepting employer’s superannuation cash contributions) (s. CX 13) 

· a sickness, accident, or death benefit fund for the benefit of an employee or a surviving spouse and dependants of the employee (s. CX 14) 

· a fund for certain funeral trusts (s. CX 15) 

· an insurance fund of a friendly society for the benefit of an employee; or pays a specified insurance premium for the benefit of an employee, their spouse, civil union partner or de facto partner, or their child on certain life, pension or personal accident or sickness insurance policies (CX16).

Subsidised transport 
The provision of subsidised transport by an employer to an employee is a ‘FB’ (s. CX 9). 

‘Subsidised transport’ is defined in s. YA 1 to mean the provision of transport to an employee by the employer if all of the following criteria are satisfied: 

· The employer carries on a business of, or including, transporting the public. 

· The employer provides the transport to the employee in the course of transporting the public. 

· The transport is not in a motor vehicle. 

· Any amount paid by the employee for the transport is less than the highest amount the employer charges the public for equivalent transport. 

Dividends paid to shareholder-employees 
· A dividend arises when there is a transfer of value from a company to a shareholder (or a person associated with a shareholder). Whether such a benefit constitutes a ‘FB’ or employment income will depend on which party is liable for the underlying expenditure. 

· The general rule is that if the employee is liable for the expenditure, the payment made by the employer will be employment income and taxable to the employee. If the employer is liable for the expenditure, the private element could be subject to the dividend rules or FBT rules. 

· The default rule is that benefits provided to shareholder-employees are first and foremost subject to the FBT regime (s. CX 17). This means that for non-cash benefits provided to shareholder‑employees, the transfer of value is not considered to be a dividend under s. CD 32 unless an election is made under s. CX 17(2) to treat the benefit as a dividend rather than a ‘FB’. 

· However, under s. CX 17(4), this election is only available in relation to non-cash benefits that would (if the FBT rules did not apply) be: 

· dividends if provided to a person in their capacity as a shareholder 

· unclassified benefits if provided to a person in their capacity as an employee.

Div. & FBT when a benefit is provided to a shareholder-employee
Nenefits are expressly excluded or limited from FBT
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Unclassified benefits 
A ‘FB’ that does not fit into any specific type of benefit may be an ‘unclassified benefit’, as defined in s. CX 37. An unclassified benefit is a ‘FB’ that arises if an employer provides an employee with a benefit in connection with their employment that is not a benefit: 

· referred to in ss CX 6–CX 16, or 

· excluded under subpart CX. 

· Unclassified benefits may be exempt from FBT where the total taxable value of all unclassified benefits provided to each employee does not exceed $300 per quarter, and the total taxable value of all unclassified benefits provided to all employees does not exceed $22,500 in the last four quarters.
Free, subsidised or discounted goods and services 
A ‘FB’ arises when goods are provided free, at a discount, or at a subsidised price to employees. Services provided to an employee at less than the normal cost to the public also give rise to a ‘FB’. ‘FB’s of this nature are often unclassified benefits, and the de minimis exemption in s. RD 45 may apply.

Benefits provided instead of allowances 
A benefit that an employer provides to an employee in connection with their employment is not a ‘FB’ to the extent to which it removes the need that would otherwise exist for the employer to pay to the employee a reimbursing allowance or an amount that would be exempt from income tax (s. CX 19).
Benefits to enable performance of duties 
The taxable value of some accommodation and transport benefits will be zero if the expenditure relates to travel by the employee in order for them to perform their employment duties, does not relate to the providing or taking of leave or a vacation, and is not increased as a result of the benefit (s. CX 20). 
Business tools 
Section CX 21 exempts the private use of business tools provided by an employer to an employee if they are used mainly for business purposes and the cost of any tool does not exceed $5,000 (GST-inclusive). ‘Business tool’ means an item that is used by an employee in the performance of their work duties (s. YA 1 – definition of ‘business tool’). This definition may cover items such as mobile phones and computers, but does not cover motor vehicles because the private use of a motor vehicle is not an ‘unclassified benefit’ – s. CX 6 specifically applies to motor vehicles. 
Benefits to non-executive directors 
A transfer of value to a non-executive director that is a dividend under s. CD 20(2) is not a ‘FB’ if it is made solely because of their capacity as a non-executive director (s. CX 22).

Benefits provided on premises 
· Under s. CX 23, some benefits are excluded from being ‘FB’s when they are provided to, and used or consumed by, an employee on their employer’s premises. An employer’s premises include premises they own or lease, or where employees are required to perform their employment duties. Not included are premises occupied by employees for residential purposes. 

· Benefits covered by s. CX 23 may include car parks and childcare facilities. Car parks provided to employees where the employer has an exclusive right to use the car park will be covered by the exemption. For example, a reserved space in a commercial car park where the employer has the right to request unauthorised vehicles to be removed from the reserved space will be exempt from FBT. Car parks are not excluded where the employee resides on the premises
. 

Benefits related to health or safety 
Under s. CX 24, a benefit provided to an employee is not a ‘FB’ to the extent to which it: 

· relates to the employee’s health or safety, and 

· is aimed at managing risks to health and safety in the workplace as provided under the Health and Safety at Work Act 2015, and 

· would be excluded by s. CX 23 from being a ‘FB’ if provided on the employer’s premises. 

Benefits provided by charitable organisations 
Benefits provided by charitable organisations to their employees are not ‘FB’s under s. CX 25. However, this exclusion does not apply to benefits received mainly in connection with employment that consists of carrying on a business activity that is outside the scope of the organisation’s charitable purposes. The provision of short-term charge facilities by a charitable organisation to an employee is also a ‘FB’ where the value of the benefit exceeds the lesser of $1,200 or 5% of the employee’s salary or wages for a tax year. 
Non-liable payments 
Under s. CX 26, a benefit received by an employee is not a ‘FB’ to the extent to which it is received in a quarter or in an income year in which the employee derives employment income that is not liable for income tax. 
Assistance with tax returns 
An employer’s assistance with the preparation of an employee’s tax returns is not a ‘FB’ when the expenditure incurred in providing the assistance would be deductible to the employee under s. DB 3 if it had been incurred by the employee (s. CX 27). 
Accommodation 
Accommodation provided by an employer to an employee in connection with the employee’s employment or services is not a ‘FB’ (s. CX 28).

Entertainment 
Under s. CX 29, where certain conditions are met, entertainment as described in s. DD 2 is not a ‘FB’. Such entertainment includes corporate boxes and similar exclusive areas at sporting and recreational events, holiday accommodation, pleasure craft, food and beverages (s. DD 2). Any entertainment provided by an employer to an employee is a ‘FB’ if it is not enjoyed in the course, and as a necessary consequence, of employment, and either: 

· the employee may choose when to enjoy or consume the benefit, or 

· the entertainment is enjoyed or consumed outside NZ.

Distinctive work clothing 
Under s. CX 30, distinctive work clothing provided by an employer to an employee, whether by sale or otherwise, is not a ‘FB’. Distinctive work clothing is clothing that is worn by an employee as, or as part of, a uniform that can be identified with the employer through the prominent display of a logo, name or other identification. Alternatively, the clothing may be identifiable with the employer because of the colour scheme, pattern or style of the uniform. The clothing must be worn in the course of or as an incident of employment, and must not be clothing that would normally be worn for private purposes. 
Contributions to income protection insurance 
An employer contribution to a premium for income protection insurance for the benefit of an employee is not subject to FBT if a payment of the insurance to the employee would be assessable income of the employee (s. CX 31). 
Services provided to superannuation funds 
Services provided to a superannuation fund, for which the superannuation fund would have been allowed a deduction if it had incurred expenditure on the services, are not subject to FBT (s. CX 32). 
Goods provided at discount by third parties 
A discount on goods provided to an employee in a group of employees under an arrangement between their employer and a third party (not associated with the employer) is not a ‘FB’ if certain conditions are met. The conditions in s. CX 33 require that: 

(a) the person offers a discount to a group of persons that— 

(i) negotiate the discount on an arm’s-length basis; and 

(ii) does not include the group of employees; and 

(iii) is comparable in number to the group of employees; and 

(b) the discount offered to the group of employees is the same or less than the discount offered to the group described in paragraph (a).

Value of ‘FB’s 
Before the FBT payable by an employer can be calculated, the taxable value of the benefit must be determined. The rules for determining the value of a ‘FB’ are provided in ss RD 27–RD 46 and RD 54–RD 57. 

The table below provides a quick general reference point for how the value of various ‘FB’s is calculated:
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Motor vehicles 
The value of a ‘FB’ in respect of motor vehicles is determined under s. RD 29. The formulas for calculating the value of ‘FB’ are:
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If FBT is paid on an annual basis, the value is the total of the amounts calculated using the quarterly formula for the four quarters in the applicable year. 
Calc. of ‘days’ 
In the above formulas, ‘days’ is the number of days in the quarter or income year in which the vehicle is made available for private use, reduced by the number of days in which the vehicle is a work-related vehicle or unavailable for private use. If quarterly, the maximum number of days is 90 days, even if that quarter has more than 90 days. 
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Calc. of ‘schedule 5 amount’ 
The ‘schedule 5 amount’ is the amount calculated as the value of the benefit that would be received for unlimited private use of the vehicle in that quarter or income year using the formula from schedule 5. Under schedule 5, the value can be determined using either the ‘cost price’ or ‘tax value’ method.
Cost price method 
Under the cost price method, the schedule 5 amount is 5% (for a quarter) or 20% (for a tax year or income year) of the cost price of the vehicle (schedule 5(1)). This is subject to schedule 5(10), which states that if a vehicle is valued on the basis of its cost price exclusive of GST, the references to 5% and 20% are treated as if they were references to percentages calculated using the following formulas: 

· 5 + (5 × rate of GST applying on the last day of the relevant quarter) 

· 20 + (20 × rate of GST applying on the last day of the relevant tax year or corresponding income year). 

Accordingly, where a GST-exclusive cost price is used, the relevant percentages are calculated as follows: 

· 5 + (5 × 0.15) = 5.75% 

· 20 + (20 × 0.15) = 23%. 

IR has issued a public ruling on the meaning of the term ‘cost price of the vehicle’ for FBT purposes (refer to BR Pub 09/08 ‘Cost price of the vehicle – meaning of the term for FBT purposes’). According to the ruling, the cost price of a vehicle includes the: 

· purchase price (inclusive of GST) 

· cost of initial registration and licence plate fees (inclusive of GST)
· cost of accessories, components, and equipment (other than ‘business accessories’) fitted to the vehicle at the time of purchase or at any time thereafter (all costs inclusive of GST) 
· cost (if any), including freight insurance costs and any customs duty, of transporting the motor vehicle to the place where the motor vehicle is to be first used (all charges inclusive of GST). 
The cost price of the vehicle does not include the cost of: 

· annual vehicle re-licensing fees 

· road user charges 

· signwriting the vehicle in the employer’s colours or style 

· ‘business accessories’ fitted to the motor vehicle at the time of purchase or at any time after that 

· financing the purchase of the vehicle. 

For the purposes of the ruling, the terms ‘business accessories’ and ‘fitted to the vehicle’ have the following respective meanings: 

· Business accessories means accessories, components, and equipment fitted to the vehicle, required for and relating solely to the business operations for which the vehicle is used, and that are in themselves ‘depreciable property’ for the purposes of ITA 2007. Where powered, they will usually require the vehicle’s power source to operate them (e.g. a two-way radio, roof-mounted flashing warning lights, electronic testing/monitoring equipment). 

· Fitted to the vehicle means permanently affixed to the vehicle. Permanency would not be negated if the accessory were removed from the vehicle on a temporary basis, for repair or maintenance, or if the accessory were removed at time of sale or disposal of the vehicle or the accessory itself. 

Tax value method 
Under the tax value method, the schedule 5 amount is 9% (for a quarter) or 36% (for a tax year or income year) of the tax value of the vehicle (schedule 5(1)). This is subject to schedule 5(10), which states that if a vehicle is valued on the basis of its tax value exclusive of GST, the references to 9% and 36% are treated as if they were references to percentages calculated using the following formulas: 

· 9 + (9 × rate of GST applying on last day of relevant quarter) 

· 36 + (36 × rate of GST applying on last day of relevant tax year or corresponding income year). 

Accordingly, where a GST-exclusive tax value is used, the relevant percentages are as follows: 

· 9 + (9 × 0.15) = 10.35% 

· 36 + (36 × 0.15) = 41.4%. 

Under schedule 5(3)(a) and (b), a motor vehicle’s tax value in a quarter, tax year, or income year is: 

(a) the value of the vehicle as determined under [the tax depreciation rules] for the beginning of the tax year or income year, … or 

(b) the cost price of the vehicle, if the vehicle is acquired after the beginning of the tax year or income year … 

Special rules apply where the vehicle has been previously owned by the employer or a person associated with the employer within two years prior to acq. 
· Under the tax value method, the minimum tax value of a motor vehicle is $8,333 (schedule 5(13)). 

· When an employer first files a return relating to a vehicle, they may calculate the value of the benefit using either the cost price or tax value method (s. RD 28(2)). However, they must then continue to use the same method for calculating the value of the benefit until the vehicle is disposed of, or the vehicle ceases to be leased, or five years have passed (s. RD 28(3)). 

· After the vehicle has been owned for five years, the employer may calculate the value of the ‘FB’ using either the cost price or tax value method

· Applying the tax value method costs an employer more in the initial years when compared to the cost price method. At the five-year point, the FBT paid on a motor vehicle will be approximately the same regardless of which method has been used. However, the tax value method will benefit employers who intend to retain their motor vehicles for a longer term than five years.

Employment-related loans 
The value of the ‘FB’ from an employment-related loan is determined under s. RD 34 using the prescribed rate of interest, or under s. RD 35 using market interest rates if the employer is in the business of lending money.
Prescribed rate of interest 
· If an employer is not in the business of lending money, the value of the benefit in a period is the amount by which the prescribed rate of interest on the loan is more than the amount of interest that accrues on the loan in the period. If the loan is a financial arrangement, it is possible to calculate the benefit using the yield to maturity method (s. RD 34(2)). 

· The ‘prescribed rate of interest’ is the rate of interest set by s. RA 21(3).Once the prescribed interest rate is set, it applies to all future quarters until it is altered. If no new rate is set for the current quarter, then the previous quarter’s rate applies. 
Rates of interest
Contribution to funds - Valuing a benefit
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Market interest rates 
· An employer that is in the business of lending money to the public may calculate the value of the ‘FB’ arising from providing an employment-related loan using the market interest on the loan. An employer who is a member of the same group of companies as a person who is in the business of lending money to the public may also elect to use market interest rates by providing the election notice prior to this date. 

· In this case, the value of the benefit in a period is the amount by which the market interest on the loan is more than the amount of interest that accrues on the loan in the period. 

· Market interest is defined in s. RD 35(5), and, in general terms, means the interest that would be offered to the employee if the employer was offering finance to an arm’s-length borrower with a similar profile to the employee. Interest is calculated on the daily balance of the loan at that rate 

· Where an employer elects to use the market interest method, they must use the method for the entire income year to which the election relates and for the next income year (s. RD 35(3)). 
Life insurance contributions 
If an employee or a family member takes out an insurance policy and the premiums are paid by the employer, the payments are taxable income in the hands of the employee. The employer does not pay FBT on these contributions. If an employer takes out an insurance policy for an employee and pays the premiums, the employer does pay FBT on those premiums. However, if the employer, not the employee, benefits from the policy – as would be the case with key person insurance – the payments are not subject to FBT or taxable in the hands of the employee (IR 409, p. 27), as no benefit is received by the employee as a result of the policy.
Subsidised transport 
Subsidised transport is valued under s. RD 33 at 25% of the highest fare the employer charges the public for the equivalent transport. Different rules apply if a third person provides the employee with subsidised transport under an arrangement with their employer. The value of the benefit is the greater of: 

· 25% of the highest fare the employer charges the public for the equivalent transport, and 

· the amount that the employer has paid or is liable to pay the person for the benefit provided. 

The amount is GST-inclusive where the employer is a GST-registered person who may claim input tax for subsidised transport.

Free, subsidised or discounted goods and services 
The value of a ‘FB’ that an employer provides to an employee in free, subsidised or discounted goods and services is determined under ss RD 40–RD 44.
Goods provided by an employer
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However, if the value determined under s. RD 40(1) is more than the amount the employer would charge for a sale in the open market, then the amount that would be charged in an open market sale is the value of the benefit. A ‘sale in open market’ is defined in s. RD 40(2), but generally speaking is a sale to a member of the public on arm’s-length terms.

Various terms are defined for the purposes of s. RD 40 as follows: 

· Cost, for a GST-registered person, means the GST-inclusive cost of the goods. 

· Market value means the lowest price ‒ at the time the goods were provided to the employee ‒ that the goods were sold by the same person on arm’s-length terms in the open market. 

· Price, for a GST-registered person, means the GST-inclusive price of those goods to that person. 

Goods sold at a staff discount for less than the cost of the goods to the employer may be treated as having been sold at that cost, and no FBT liability will arise (s. RD 42), if all of the following conditions are satisfied: 

· The employer sells goods to the employee in the normal course of business. 

· The retail price of identical goods is $200 or less to an arm’s-length buyer in the open market. 

· The difference between the price of the goods to the employee and their cost to the employer results from a staff discount that the employer normally provides to employees. 

· The staff discount is no more than 5% of the price of identical goods offered to the public. 

Staff discounts on goods available for sale at a special price are subject to similar requirements. Additionally, a reasonable quantity of the identical goods must be available in the open market in NZ and the price must be at least 95% of either the cost of the goods to the employer or the price on the day of the sale (s. RD 43).

Services provided by an employer 
Valuing services provided by an employer to an employee under s. RD 41 
Under s. RD 41, when an employer normally provides the services as part of their business, the price charged by the employer (i.e. the value of the ‘FB’) is calculated: 

· at the time the services are provided 

· for identical or similar services provided to the public in the open market in NZ, and 

· under the same terms as any independent buyer would be subject to. 

Taxable value of a ‘FB’ 
· FBT is applied to the taxable value of a ‘FB’. Section RD 54 provides that the taxable value of a ‘FB’ is the value of the benefit. The value of the benefit is then reduced by the lesser of any amount paid by an employee for receiving the benefit and the taxable value of the benefit (to avoid arriving at a negative taxable value). Where benefits are provided to an employee’s associates, the value of the benefits may be reduced by amounts the associates pay for the benefits. 

· The rule in s. RD 54 does not apply to employment-related loans, or payments to acquire or improve assets if receiving or using the assets is not a ‘FB’. Employment-related loans are covered in the calc. rules in ss RD 34 and RD 35. There are additional rules in ss RD 55–RD 57 relating to taxable value of the private use of motor vehicles in specific situations, such as where an employee or their associate partly owns the vehicle.

Calc. and payment of FBT 
· The FBT regime was designed to be imposed at a single rate – that rate is currently 49.25%. This is the equivalent to the highest marginal tax rate for individuals of 33%. As FBT is paid on the cash equivalent value of the benefit received by an employee, the benefit must be grossed up so that the tax payable on the benefit is 33% of the sum of the benefit and the tax paid (i.e. the gross benefit being paid). This equivalency aligns with the aim of the FBT regime to ensure that the amount of tax payable in respect of non-cash benefits is the same as tax payable in respect of cash benefits. 

· FBT is deductible to the employer for income tax purposes.
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There are four options available to an employer providing a ‘FB’ to an employee who is liable to pay FBT (s. RD 26), as follows: 

1. Single rate option (s. RD 58). 

2. Alternate rate option (s. RD 59). 

3. Close company option, if eligible (s. RD 60). 

4. Small business option, if eligible (s. RD 61). 

An employer can elect to use the single rate or alternate rate option by providing a return setting out the rate chosen.

[image: image166.png]Four methods for paying FBT

Method Firstquarter Second quarter quarter Fourth quarter FBT rate
FBT rate FBT rate FBT rate

Single rate 49.25% 49.25% 49.25%  49.25% or per ss RD 50 and RD 53

option (5.RD 58) calculations

Alternate rate 43%0r4925%  43%0r49.25%  43%0r49.25% SectionsRD 50and RD 53

option (5.RD 59) calculations

Close company nfa nfa wa

Sections RD 50 and RD 53
calculations or 49.25% for all
Small business nfa nfa Wa benefits provided during the year
option (5.RD 61)

option (5.RD 60)




Single rate option 
· An employer that chooses to pay their FBT liability under the single rate option must pay FBT at the rate of 49.25% of the taxable value of a ‘FB’ for each of the four quarters of a tax year (s. RD 58(1)). 

· An employer using the single rate option also has the option to ask the Commissioner to calculate the FBT liability for the final quarter by applying the alternate rate option (discussed below). The employer must provide the information necessary for the calc. (s. RD 58(2)).
Alternate rate option 
· The alternate rate option provides employers with the ability to pay FBT at one rate for the first three quarters of the year, and then perform a ‘wash-up’ calc. in the final quarter. An employer that chooses to pay using the alternate rate option must pay FBT at the rate of either 43% or 49.25% of the taxable value of ‘FB’s for the first three quarters of a tax year (ss RD 59(2) and (3)). For the final quarter, the employer must calculate the total FBT payable for each employee under ss RD 50 and RD 53 for the tax year, and subtract the amount of FBT paid in the previous three quarters of the tax year (s. RD 59(4)). The calc.s either attribute the benefits to individual employees (s. RD 50) or pool non‑attributed benefits (s. RD 53). Pooling of benefits is only available in limited circumstances. 

· Effectively, if an employer pays FBT at the rate of 43% in any of the first 3 quarters, they must use the alternate rate calc. in the 4th quarter. 

· The decision to use the alternate rate option cannot be changed after the return is filed (s. RD 59(5)).
Close company or small business options 
Where specific requirements under ss RD 60 or RD 61 are satisfied, employers may use the close company or small business options, which permit employers to pay their FBT liabilities on an income-year or annual basis.
Attributed ‘FB’s 
Some ‘FB’s are required to be attributed to the employee who is provided with that benefit. This means that instead of aggregating the benefits and applying either applicable rate referred to above, the rate of FBT depends on the marginal tax rate of the employee who received that benefit. The intention of attributing a benefit is to ensure that the same amount of tax applies as would apply if the employee receives a taxable cash payment instead of the ‘FB’. The table below summarises when various benefits may or may not be attributed:
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The employer’s FBT liability in relation to the employee is calculated using the following formula:
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There are three components to this calc.. 
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2. The amount of ‘all-inclusive pay’ is calculated using|the formula in s. RD 51(2):

Cash pay

Taxon cash pay

+ | Taxable value of all fringe benefits




[image: image170.png]3. The rate at which ‘tax on cash pay’ is calculated is specified in schedule 1, part A, table 1:

Row
1
2

Range of dollars in taxable income

$0-514,000
$14,001-548,000
$48,001-570,000
$70,001 upwards

Taxrate
0105
0175
0300
0330




Non-attributed ‘FB’s 
· ‘FB’s that are not attributed to employees must be pooled. The FBT payable on non‑attributed ‘FB’s is determined under s. RD 53. 

· Benefits provided to major shareholder-employees or associated persons must be pooled separately to benefits provided to all other employees, and are taxed at different rates. A major shareholder-employee is a person who owns or controls or has the right to acquire 10% or more of the ordinary shares, voting rights or control of a close company, and is also an employee of that company. 

· If a major shareholder-employee is one of the recipients of non-attributed benefits that cannot be assigned, all non-attributed benefits provided against this category are taxed at a rate of 49.25%. 

· FBT at the rate of 49.25% applies to the pool of benefits provided to major shareholder-employees or associated persons. 

· FBT at the rate of 42.86% applies to the pool of benefits provided to all other employees.

Completing FBT returns 
The return periods and due dates for quarterly returns and payments are shown below:
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Compliance and anti-avoidance 
Shortfall penalties will apply if, when quantifying the FBT liability, the taxpayer has: 

· not taken reasonable care (20% penalty) 

· been grossly careless (40% penalty) 

· adopted an unacceptable tax position (20% penalty) 

· taken an abusive tax position (100% penalty) 

· evaded FBT (150% penalty). 

Income tax, GST and FBT 
Income tax, GST and FBT interact with each other in important ways. 
FBT and GST 
The provision of ‘FB’s by an employer who is GST-registered is treated as a supply of goods and services to the employee for GST purposes (s. 21I GSTA 1985). This does not apply to the extent that: 

· the employee pays an amount for the receipt or enjoyment of the ‘FB’ 

· the ‘FB’ is an exempt supply for GST purposes (e.g. low-interest loans or other financial services) 

· the ‘FB’ is a zero-rated supply for GST purposes (e.g. international travel), or 

· the ‘FB’ is, or is deemed to be, provided or granted by a registered person in the course of making exempt supplies. 

· The taxable value of a ‘FB’ is calculated on a GST-inclusive basis. Where the taxable value is reduced by a recipient’s contribution to the GST-registered employer, this will be treated as GST-inclusive. The taxable value of the ‘FB’ is deemed to be the value of the supply for GST purposes (s. 10(2) and (7) GSTA 1985). This value is multiplied by 3 23 to determine the GST payable that is included in the FBT return. 

· The output tax payable in respect of the deemed supplies is accounted for in the employer’s FBT return, rather than in the GST return, as it is treated as FBT rather than GST for the purposes of filing the ‘FB’ return and some other provisions of TAA 1994 (s. 23A GSTA 1985). An input tax credit cannot be claimed through the GST return for the GST on FBT, however the GST on FBT is an allowable deduction for the employer for income tax purposes (s. YA 1 – definition of ‘deductible output tax’). 

· As mentioned above, there is no deemed supply for the amount of any contribution an employee makes for the receipt of a ‘FB’. However, if an employee makes a payment directly to their employer for a ‘FB’, this is treated as a separate supply and the payment is treated as GST-inclusive. This separate supply is accounted for as output tax in the employer’s GST return, not in the FBT return. 

· GST input tax credits usually arise on the purchase of the items that make up the ‘FB’. When ‘FB’s are provided to or made available to employees in the course of the employer making taxable supplies (s. 20(3C) GSTA 1985), input tax credits would be accounted for in the employer’s GST return.

FBT and income tax 
· Both FBT and the cost of providing ‘FB’s are deductible under s. DA 1 as expenditure incurred by the employer in the course of carrying on a business for the purpose of deriving assessable income and/or excluded income. However, s. DA 2(1) denies a deduction for capital expenditure – for example, the acquisition cost of a motor vehicle provided to an employee. 

· Some taxes are not deductible, but this specifically does not apply to FBT (s. DB 1(2)). A deduction for FBT may only be taken in the income year in which the relevant ‘FB’s are provided, regardless of whether or not the FBT actually becomes due and payable in the income year (s. EF 1). As the GST returned in the FBT return is classified as deductible output tax under s. YA 1, it is also deductible in the same manner as the FBT. 

· When the employer is registered for GST, income tax deductions for the cost of ‘FB’s provided are claimed on a GST-exclusive basis (s. DB 2). 

· Where an employee makes a payment directly to their employer for a ‘FB’, the payment is also treated as taxable income of the employer for income tax purposes (s. CB 1).

QB 19/12 ‘What is the FBT, GST and income tax treatment of an employee contribution to a ‘FB’?’ (QB 19/12) presents a table which provides a useful summary of the FBT, GST and income tax consequences of an employee contributing towards the value of the benefit:
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Employee share scheme (ESS) benefits 
It is important to distinguish between a benefit under an ‘employee share scheme’ and an ‘exempt ESS’, because different tax treatments apply.
Employee share schemes 
· An employee share scheme is an arrangement with a purpose or effect of transferring shares in the employer company to past, present or future employees, if the arrangement is connected to the person’s employment or service (s. CE 7). The definition includes the transfer of shares to shareholder-employees and to persons associated with an employee. The shares may be issued in the employer company or in another company that is a member of the same group of companies as the employer company. 

· Employee share schemes are a common way for companies to incentivise and retain senior staff by selling or issuing shares to employees as part of their remuneration package. 

· The underlying rationale is to align the longer-term objectives of the company with the personal incentives of its employees. Employees gain a direct economic interest in the increased value of the company and are therefore encouraged to enhance their productivity in the workplace. 

· The tax treatment of ESS benefits is largely prescribed by the employment income sections in subpart CE. An ESS benefit received in connection with employment is treated as income to the employee (s. CE 1(1)(d)). 

· The wide definition of ‘employee share scheme’ means that options to acquire shares and transfers to a trust are captured, as well as a direct transfer or issue of shares to an employee (s. CE 7).
Valuing the benefit and timing 
The value of an ESS benefit that an employee receives (and that is subject to income tax under s. CE 1) is generally the amount by which the market value of the shares on the ‘share scheme taxing date’ exceeds the amount paid or payable for the shares by the employee (which may be nil) (CE2). 

The ‘share scheme taxing date’ is the earlier of the date: 

· when the employee owns the shares in the same way as any other shareholder (e.g. at the expiry of a vesting period) 

· the shares are cancelled or transferred to a non-associated person. 

Payment of tax liability 
Although an ESS benefit is treated as employment income under s. CE 1, it is not a PAYE income payment as defined in s. RD 3, unless the employer elects to deduct PAYE from the benefit under s. RD 7B. If no election is made the employee will have to include this income in their income tax return, which may potentially create a provisional tax liability. 

Electing to treat the benefits as employment income and have the benefits subject to PAYE may be preferable for employers who have employees participating in employee schemes who do not wish to have any provisional tax consequences or meet income tax return filing requirements in which they have limited expertise. 

If an employer chooses to account for PAYE on the benefit, it is treated as an extra pay under s. RD 7. 
Exempt ESS 
An exempt ESS is a scheme approved by the Commissioner under s. CW 26C. These are certain schemes offered by employers where at least 90% of the employees are eligible to participate, and the market value of the shares purchased by each employee does not exceed $5,000. In order to be approved as an exempt ESS, specific criteria set out in s. CW 26C needs to be satisfied. 

In the hands of an employee, the value of a benefit arising under an exempt ESS share purchase scheme is exempt income (s. CW 26B).


	Unit 15: Transparent entities

	Defining a partnership 
Section 4(1) of the Partnership Act defines a partnership as ‘the relation which subsists between persons carrying on a business in common with a view to profit’. Recall that ‘persons’ are not limited to individuals – a company can also be a partner. 

There are three elements in this definition without which a partnership cannot exist: 

1. There must be a business. 

2. The business must be carried on with a view to profit. 

3. It must be carried on by or on behalf of all of the partners. Without these elements, there can be no partnership at general law.

The definition in s. YA 1 not only includes two or more persons carrying on a business in common with a view to profit, but also covers various situations that are not caught by s. 4(1) of the Partnership Act, namely: 

A joint venture, if all the joint venturers have chosen to be treated as a partnership for income tax purposes. 

a) Co-owners of property, not being shareholders of the same company, or settlors, trustees and beneficiaries of the same trust, all of which have chosen to be treated as a partnership for income tax purposes. 

b) A limited partnership. 

Whether a partnership is ‘carrying on a business’ impacts on the following: 

· The types of transactions that may be deductible or assessable. 

· The treatment of assessable income. 

Existence of a partnership 
Relevant factors to consider in determining the existence of a partnership are as follows: 

· Contractual arrangements – whether or not there is a formal written partnership agreement. A written or oral agreement is, prima facie, evidence of an intention to create a partnership, but it is not conclusive evidence of one. 
· Partner contributions – whether or not partners have contributed: capital, services and labour other contributions. 
· Operations – whether or not: a partnership bank account exists 
· partners participate in the control and management of the business 
· business records exist and a trade name is used for the partnership 
· public recognition of a partnership exists, registrations are in joint or partnership names, and trading is in joint names 
· partners have the authority to act on behalf of the partnership. 

While none of the above factors are individually determinative, a conclusion on whether a partnership exists may be drawn from an examination of their combined effect.

Existence of a partnership asset 
· A partnership is not a separate legal entity and cannot own property in its own name, and courts will look further than legal title to determine whether assets are owned outright by one or more partners, or owned merely by a partner for the benefit of the partnership. Courts will also look at whether there is an intention to transfer the land. 
· In CIR v. Dormer, the High Court found that the land was not legally, equitably or beneficially owned by the partnership. In finding that the land was owned by Mr D, the High Court relied on the following factors: 

· Mr and Mrs D entered into a matrimonial property agreement in which a one-half share of the property was transferred from Mr D to Mrs D. It is difficult to see why it would have been necessary for Mr D to transfer a half share of the land if the land was already owned by the partnership.
· The fact that the land was treated as an asset in the partnership accounts was a relevant, but not conclusive, factor. 

Key features and tax attributes of partners and partnerships 
· A partnership is not a separate taxable entity and is not assessed on its income. 

· A partnership is required under s. 42 TAA 1994 to file an income tax return (IR7) for information purposes only, showing the income jointly derived by the partnership and the expenses incurred by the partnership. 

· A partnership must also complete a partnership income/loss distribution form (IR7P) that reflects the attribution of income, losses and tax credits to its partners in proportion to their share in the partnership. 

· The partners are assessable on their share of the net income of the partnership, or are generally entitled to claim a deduction for their share of the net loss of the partnership. 

· Apportionment issues arise where a partnership comprises partners who are resident in NZ for tax purposes and partners who are non-residents. 

Key features and tax attributes of joint ventures 
In some circumstances, participants in a venture will not want to be partners for tax law purposes. In practice, it can be difficult to determine whether the legal relationship between the parties is a partnership or a joint venture. The courts have often determined that many so-called ‘joint ventures’ should properly be described as ‘partnerships’. 

In United Dominions Corporation Limited v. Brian Pty Limited, Dawson J stated that: 
· if the parties are in receipt of income (rather than product) jointly, then such an arrangement may be treated as a partnership for tax law purposes even though the agreement between the parties may describe the parties’ relationship as a joint venture. 

· If the parties do not want the association to be treated as a partnership, it is prudent to stipulate in the joint venture agreement that the relationship created is not one of partnership and that no party has the power to act as agent for the others. 

· A joint venture does not have to lodge a joint return of income that shows the income derived by the joint venture.

Limited partnerships 
· The Limited Partnerships Act 2008 came into force in NZ on 2 May 2008, creating a new entity called a ‘limited partnership’. 

· Limited partnerships are found in many jurisdictions around the world. They are popular vehicles for investors. A limited partnership has a separate legal personality from the partners for general legal purposes in the same way that a company is separate from its shareholders, but it is a fiscally transparent entity for tax purposes. Consequently, a limited partnership combines the investor liability protection of a company with the look-through tax treatment of a partnership. 

· A limited partnership must have two or more partners, at least one of whom must be a limited partner (LP) and at least one of whom must be a general partner (GP). There is no limit on the number of LPs or GPs. Partners do not need to be individuals — companies or other partnerships may be partners. 

· The GP is responsible for the management and business functions of the partnership. A GP’s role resembles that of a director in a company. GPs are jointly and severally liable (together with any other GPs and the limited partnership itself) for the debts and obligations of the limited partnership. For this reason, a company is usually appointed as the GP. 

· LPs are essentially passive investors and are generally only liable to the extent of their investment in the limited partnership, provided that the LP does not take part in the management of the limited partnership. An LP’s status resembles that of a shareholder in a company. 

· As a rule, both general and limited partnerships are taxed in the same manner, with partners being taxed in proportion to their share of partnership income. Each partner is taxed on their share of partnership profits, and losses are attributed directly to partners, subject to the loss limitation rule for LPs. Under the loss limitation rule, an LP’s ‘limited partnership deduction’ is restricted to the value of their investment in the limited partnership. This investment, referred to as the ‘partner’s basis’ includes capital contributions, loans made to the limited partnership, limited partnership loans secured by the LPs and any undistributed income.

Partnership net income or losses 
A partnership does not pay income tax in its own right. Rather, each partner will be individually assessed on their proportionate share of partnership income, expenses, losses and tax credits in their own income tax return. These amounts are brought to tax by the partner along with any other income earned and expenses incurred from outside of the partnership. The following diagram shows the definition of net income or loss of a partnership:
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In practice, however, the net income or loss of a partnership is calculated by starting with the accounting profit of the partnership and making various tax adjustments for partner’s salaries and interest payments discussed further below. 
Salaries 
· A partnership is not entitled to claim a deduction for any remuneration paid to a partner unless the payment is made to a working partner for services performed under an employment contract. A working partner is a partner who personally performs the duties required to be performed in carrying on a business. The contract must be in writing, signed by all of the partners and specify the amount payable for the services. This deduction is not available to partnerships that are in the business of wholly or mainly investing in money or in holding (or dealing in) shares, securities, investments, or estates or interests in land (s. DC 4). 

· Salaries paid to working partners are subject to pay as you earn (PAYE) in the same manner as salaries paid to other employees. However, working partners are not ‘employees’ for the purposes of the fringe benefit tax (FBT) rules.

Drawings 
Drawings of accumulated profits are simply cash distributions to the partners that are ignored at both the partnership and partner level. They are not deductible to the partnership, but are a distribution of income earned by the partnership. This income would have been taxed in the hands of the partners as the income was derived by the partnership, so there are no tax consequences when the cash related to this income is distributed to the partners.
Interest payments 
Partners 
· The deductibility of interest paid by a partnership depends on the type of loan and interest. Section 27(d) of the Partnership Act does not allow interest to be paid on the original capital subscribed by a partner. However, s. 27(c) of the Partnership Act allows for interest to be paid at a rate of 5% on subsequent advances (actually paid) above the original capital contribution. 

· This section does not limit the tax deduction to 5%, but merely sets a rate to be applied in the absence of other specific agreements among the partners of a partnership. Interest payments may be paid and deducted at a higher rate if partners have agreed to do so. 

· The treatment of interest payments by a partnership to the partners is summarised in the following table:
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Partnership borrowings 
· Interest payable on borrowings by a partnership to fund working capital or to buy income‑producing assets is deductible. Additionally, when borrowings are made to fund a return of capital to partners the interest expense is deductible if the borrowing replaces partnership capital previously used in the income-producing business. However, interest on the borrowings is not deductible when the borrowings are to replace capital created by the revaluation of assets not yet realised. 

· In FCT v. Roberts and Smith, the partnership claimed interest deductions in respect of $125,000 borrowed. The issue was whether interest was deductible on partnership borrowings used to pay out partners’ capital contributions. The partners used their payouts for private purposes. The Commissioner originally disallowed the interest deductions on the basis that the borrowing replaced capital used for private purposes; thus, the $125,000 borrowed was not used to produce assessable income. 

· The Full Federal Court of Australia held that the ‘purpose’ for which the money was borrowed (i.e. to fund the working capital and ongoing operations of the partnership) was of primary importance, rather than the ‘use’ to which the funds were put. In other words, if the partnership had initially borrowed the funds needed to run the practice from a bank – instead of having each partner contribute a large amount of capital – then the interest on such borrowings would have been deductible. In this case, the funds were subsequently borrowed from a bank simply to refinance earlier borrowings (from the partners) and, in such a case, interest on these funds used to produce assessable income should also be deductible. This is known as the ‘refinancing principle’. See Inland Revenue’s public ruling BR Pub 15/04 – BR Pub 15/09 ‘Income tax – interest deductibility – Roberts and Smith – borrowing to replace and repay amounts invested in a business or other income-earning activity’. 

· The Court said that a deduction for interest on such financing would be limited to the capital of the partnership. This would include capital contributed and profits not drawn on by the partners but left in the business. Hill J stated that a deduction would, however, not be allowed for borrowings to replace capital generated from a revaluation of assets.

Partner taxable income 
Calculation methodology 
The following diagram outlines the steps in calculating a partner’s taxable income.
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Step 1 – Allocate net income or loss of partnership 
The allocation of the net income or loss of a partnership is calculated in accordance with the terms agreed to by the partners. 

Section HG 2(2) provides that each partner includes in their assessable income their proportionate share of partnership income, tax credits, gains, expenditure or loss. 

The basis of determining a partner’s proportionate share will generally be stated in the partnership agreement. It may be based on: 

· their share of accounting income 

· their share of equity in the partnership 

· some other basis that the partners consider to be appropriate. 

In the absence of a partnership agreement, the partners will be considered to have equal shares in the capital and profits of the business (s. 27(a) )
Resident versus non-resident partners 

· Partnership income and expenses are brought to tax by each partner based on how the source and residency rules apply to each partner and to each item of income or deduction. Hence, a partner who is not a NZ tax resident may have a different amount included in their assessable income than that of a tax resident partner. 

· A partner who is a NZ tax resident will return their share of the entire net income of the partnership regardless of source (i.e. income from all sources). This is in contrast to a partner who is a non-resident who will only return their share of the net income that has a NZ source. 

Step 2 – Determine assessable and deductible amounts recognised at the partner level 
Each partner would also reflect the following in their own personal tax calculations: 

· Interest income and/or expense in respect of loans to the partnership. 

· Salary payments received in the partner’s capacity as a ‘working partner’ described above. 

· Taxable income and deductible expenses from non-partnership sources. 

· Prior year losses carried forward. 

Step 3 – Calculate each partner’s taxable income 
To arrive at the total taxable income or loss for the partner, the share of partnership income calculated at Step 1 and the income or loss arising at the partner level calculated at Step 2 is added together.

Look-through companies 
· A look-through company (LTC) is a company that has chosen to be treated differently for income tax purposes. 

· The key feature of an LTC is that profits and losses flow through to the shareholders of the company: income tax is not payable by the LTC at the company level. When a company elects to be an LTC, the limited liability afforded by the company structure is not affected under law. 

· An LTC may not have more than five ‘look-through counted owners’ (s. YA 1 – definition of ‘look-through company’). While this term relates to shareholding, it is not the same as ‘shareholder’ or ‘owner’. This is because, for the purposes of ITA 2007, more than one owner or shareholder of an LTC can be grouped together and counted as a single look-through counted owner. 

· Income and gains are allocated in proportion to an owner’s effective look-through interest. Expenses, credits and losses are also allocated to the owners. Allowable deductions are claimed by the owners rather than the LTC. 

· Owners are subject to tax at their marginal tax rate on their share of the company’s net income less any losses from other sources that they may be able to offset against it. 

· Distributions to shareholders are not taxable as these amounts will have been brought to tax in the hands of the owners when the underlying income was derived by the company. An LTC owner is able to be paid a salary (subject to PAYE) as a ‘working owner’. To be considered a working owner, the owner must meet the definition set out in s. YA 1, which requires that the salary be paid under a written employment contract and that the owner personally and actively perform the duties under that contract. This applies so long as the company is not wholly or mainly engaged in the business of investing money or in holding or dealing in shares, securities, investments or land. The salary payment is then an allowable deduction for the LTC (s. DC 3B).

Look-through ownership 
There are strict criteria that a company must meet to attain LTC status. One such criterion is that only certain persons can hold shares in an LTC: 

· natural persons 

· trustees 

· another LTC. 

An LTC may not have more than five look-through counted owners. While this sounds simple enough, there are rules regarding look-through ownership, which need to be considered. The definition of a look-through counted owner is in s. YA 1. 
Natural persons 
All individuals or natural persons with an interest in an LTC are separate look-through counted owners provided that they are not related. 

The following related owners are counted as one owner: 

· Those related within two degrees of blood relationship (e.g. siblings, parents, children). 

· Those in a marriage, civil union or de facto relationship. 

· Those related within two degrees of blood relationship of their spouse, civil union partner or de facto partner (e.g. brothers-in-law, sisters-in-law, parents-in-law, step-parents and step-children). 

· Adopted children are treated as having a blood relationship with their adoptive parents. Refer to s. YA 1 definition of ‘relative’ for the purposes of LTCs.

· Where shares are held by another LTC or trustees, counting look-through owners can be a little more complex. 
Trustees 
· Trustees are jointly considered a look-through counted owner if the trust has no beneficiaries which are look-through counted owners. 

· A natural person beneficiary is treated as a look-through counted owner if they derive beneficiary income from a trust which has a direct or indirect interest in an LTC in the current or one of the prior three income years. 

· From the 2018 income year onwards, a natural person beneficiary is also treated as a look-through counted owner if they receive any distribution from a trust which has a direct or indirect interest in an LTC in the current or one of the prior three income years. This only applies if the ‘prior three periods’ are from the 2018 income year onwards. 

· In addition, a trust cannot make any distributions to a direct or indirect beneficiary that is a company or a tax charity (unless in certain circumstances). Making a distribution to one of these entities would result in the LTC losing its LTC status.
Another look-through company 
A company can only be a shareholder of an LTC if the shareholder company itself is an LTC. Where an LTC holds shares in another subsidiary LTC, the shareholders of the parent company are counted to ascertain the number of look-through counted owners. In order to determine this number, one must ‘look through’ to the ultimate natural person shareholder or trustee shareholders.

Where an individual holds two positions relating to a look-through company 
Ordinarily, a natural person is not counted twice if they hold two different interests in an LTC. However, where a person holds a position as a trustee of a trust (which does not have any beneficiaries as look-through counted owners), and that person also holds direct shares in an LTC, they are counted twice as a look-through counted owner. They are counted once as the trustee of the trust and once as a natural person holding shares in the LTC.

Election of LTC status (s. HB 13) 
LTC status is obtained by applying to Inland Revenue (IR). All owners must sign the election form ‘Look-through company election’ (IR 862). When there is a change in ownership, there is no need for the new owner to complete an election form. 

The company’s LTC status will be retained until the company no longer complies with the eligibility criteria or when at least one of the owners expressly revokes the election.

Residency 
While the company applying for election to LTC status must be tax resident in NZ, the shareholders do not need to be NZ tax residents. However, if more than 50% of the LTC’s owners are non-resident, in order to retain LTC status, the LTC cannot have foreign-sourced income of more than $10,000 or 20% of total gross income (whichever is greater).
Deductions and loss limitation 
There are some restrictions on the ability to offset losses from an LTC when that LTC is in a partnership or joint venture. These limitations are outside of the scope of the TAXNZ module.

Acquisitions and disposals of assets and ownership interests 
Partnership disposals 
From a legal perspective, when a new partner is admitted to a partnership or a current partner retires from the partnership, the old partnership is dissolved and a new partnership is created. As a result, there is a deemed sale of the partnership assets from the old partnership to the new partnership at market value, thereby triggering various provisions dealing with the sale or disposal of assets. A partner that disposes of any of their partnership interest is considered an ‘exiting partner’ for the purpose of the exit provisions. These rules apply to both general and limited partnerships.

LTC disposals 
Like a partnership, LTC assets are attributed to the owners of the LTC in proportion to their shareholding for tax purposes. The general rule is that an owner who disposes of shares in an LTC is treated as disposing of their share of the underlying assets. Therefore, owners can expect income tax consequences to flow from the disposal of any asset or interest in the LTC and for the disposal to create a tax liability. 

An LTC owner is deemed to have disposed of their interests in an LTC at market value under s. HB 4 when: 

the LTC becomes an ordinary company due to revocation of LTC status or otherwise 

the LTC ceases to exist – for example, when the company is liquidated, by court order or otherwise 

a share cancellation or buy-back by the LTC is not pro rata for all owners, in the sense that it affects their effective look-through interest. 

De minimis exemption 
Sections HB 5–HB 10 for LTCs and ss HG 5–HG 10 for partnerships eliminate the requirement for the current LTC owner or partnership partner to account for tax on the deemed sale of their share of the assets when certain thresholds are met. 

An owner/partner is only required to account for tax on exiting the LTC/partnership if the total proceeds from the disposal of all interests in the last 12 months are greater than the total net book value of their share of the LTC’s/partnership’s property (less any liabilities under generally accepted accounting principles) by more than $50,000. This is expressed as a formula (s. HB 5/s. HG 5):
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Where: 

Disposal payment is the total consideration paid or payable to the exiting owner/partner for their current interests. 

Previous payments is the total consideration paid or payable to the exiting owner/partner for other disposals of some or all of their interest in the 12 months before disposal of the current interest.

Gross tax value is the sum of: The tax value of the owner’s/partner’s interest at the time of disposal (both the current interests and any interests disposed of in the previous 12 months) to the extent to which the interests are revenue account property, depreciable property or financial arrangements. 

The market value of the owner’s/partner’s interest at the time of disposal (both the current interests and any interests disposed of in the previous 12 months) to the extent to which the interests are not revenue account property, depreciable property or financial arrangements. 

Liabilities is the owner’s/partner’s share of the liabilities under generally accepted accounting principles at the time when the interest (both the current interests and any interests disposed of in the previous 12 months) is disposed of. 

$50,000 is the statutory threshold amount set by Parliament (de minims rule)
· Where the result of the formula is less than zero the disposal payment is excluded income of the exiting owner/partner and therefore is not required to account for tax on the proceeds. 

· Where the result of the formula is greater than or equal to zero the exiting owner/partner is required to account for tax on any gain or loss on disposal of the interest, subject to any relevant specific exemptions in ss HB 6–HB 10 or ss HG 6–HG 10.

Trading stock (s. HB 6 and s. HG 6) 
· Where the de minimis rule does not apply and an exiting owner/partner disposes of their interest in an LTC/partnership that owns trading stock, due to the look-through nature of these entities, the LTC/partnership will be treated as having disposed of trading stock and will be required to return the proceeds as income. 

· However, where the trading stock is not livestock and the LTC’s/partnership’s total annual turnover is $3 million or less, the owner/partner is not required to return any income in relation to the disposal of the trading stock. 

· Where this exemption applies, the trading stock is treated as follows: 

· The amount of consideration payable to the exiting owner/partner for the trading stock is excluded income to that person. 

· No deduction for the amount paid for the trading stock is allowed to the exiting owner/partner. 

· The entering owner/partner is denied a deduction for the amount of consideration paid or payable to the exiting owner/partner for the trading stock. 

· The entering owner/partner is treated as stepping into the place of the exiting owner/partner in relation to the trading stock. 

Depreciable tangible property (s. HB 7 and s. HG 7) 
Where an exiting owner/partner disposes of their interest in a partnership or LTC that owns depreciable tangible property, they may be required to return depreciation recovery income or be entitled to claim a loss on disposal. 

However, an exiting owner/partner does not have to account for depreciation recovery income or loss when they dispose of an interest in an LTC/partnership where: 

The LTC/partnership holds depreciable property that is not intangible depreciable property. 

The total cost of the item of depreciable property was $200,000 or less when first acquired. 

In this case, for the purposes of calculating the income tax liability for the entering owner/ partner (for post-disposal periods), they are treated as if they had originally acquired and held the depreciable property. 

Financial arrangements and certain excepted financial arrangements (s. HB 8 and s. HG 8) 
Where an owner/partner disposes of an interest in an LTC/partnership that holds either: 

a financial arrangement, and/or 

an excepted financial arrangement that is an interest-free loan denominated in NZ currency and repayable on demand 

the owner/partner will not be required to perform a base price adjustment in respect of those items. The following criteria must be met to implement the exemption: 

The financial arrangement, or excepted financial arrangement, must have been entered into for a purpose that was necessary and incidental to the business of the LTC/partnership. 

The LTC/partnership does not derive assessable income from the business of holding financial arrangements. 

If all the above requirements are met, the entering owner/partner will step into the place of the exiting owner/partner.

Short-term agreements for sale and purchase (s. HB 9 and s. HG 9) 
When an owner/partner disposes of some or all of their interests in an LTC/partnership, to the extent that the interests include a short-term sale and purchase agreement, the consideration paid or payable is excluded income. Because the income is excluded, tax is not payable on that portion. The incoming owner/partner steps into the place of the exiting owner/partner.

Livestock (s. HB 10 and s. HG 10) 
When an exiting owner/partner disposes of an interest in underlying specified livestock (schedule 17 column 1) the entering owner/partner may choose to step into the exiting owner’s/partner’s place in respect of the tax treatment of the livestock. The motivation behind this exception is a reduction in compliance costs.
Summary 
The various exemptions applicable to the disposals of interests in LTCs and partnerships can be summarised in the table below.
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Accounting for other taxes 
· While transparent for income tax, for the purposes of other taxes such as GST and fringe benefit tax (FBT), the LTC or partnership is treated as a separate taxable entity. Consequently, it is the company or partnership that is responsible for the tax obligations under GSTA 1985 and certain parts of ITA 2007. 

· A change in the partners of a partnership will not affect the registration status of the partnership (s. 57(2)(e) GSTA 1985). This means that if a partner retires, a new partner is admitted or there is a variation in the partnership, the partnership will remain registered for GST and the ‘new’ partnership will not have to re-apply for a new GST registration number. 

· Similarly, partnerships can be registered as an employer for FBT and PAYE purposes. The partnership is required to pay FBT on fringe benefits provided to all employees. However, partners who receive a salary from the partnership are not employees for FBT purposes, even though their salaries are subject to PAYE. Instead of FBT applying, income tax rules will apply to limit the amount of income tax deductions.


[image: image180.png]Long-term
construction
contract payments
construction
workthat extends
beyond an income
yean)

Lease inducement
payments

Dependent on the method used. One of the following two methods can be applied
depending on the facts and terms of the contract:

« the percentage of completion method
« the completed contracts method

The percentage of completion method is where in any one financialyear during the course
of construction, one takes progress payments which have been earned and which are
contractually due during that year and deducts allowable expenditures and treats the balance
s gross profit (Horizon Homes Ltdv. CIR). The completed contracts method is where a taxpayer
does not perform a calculation of gross profit unti after the contract has been completed

Inthe case of HW Coyle Ltdv. CIR, the percentage of completion method was preferred

However,in Horizon Homes Ltdv. CIR a case in which the contract price was not payable
until completion of the project, the completed contracts method was endorsed and
the profit or loss not recognised on an individual contract until the contract had been
‘completed and paid in full

Spread over the period of the lease. Section E| 48 provides that in relation to leases and
licences entered into on or after 1 April 2013, the general position is that income from
lease inducement payments will be spread evenly over the period of the land right. An
‘exception occurs when the person ceases to hold the relevant land right (or the estate in
land from which the land right is granted). Where this occurs, the remaining amount of
income must be allocated to the income year under general timing rules



