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Hon R O D ouglas 
M in i s t e r  o f  F in a n c e  
P a r l ia m e n t  B u i ld in g s  
W e llin g to n .

D ear Mr D o u g las ,

On b e h a l f  o f  t h e  C o n s u l t a t iv e  Com m ittee on F u l l  Im p u ta t io n  and 
I n t e r n a t i o n a l  Tax R eform , I  e n c lo s e  P a r t  1 o f  th e  C o m m itte e 's  
r e p o r t  on th e  re fo rm  p r o p o s a l s  o u t l i n e d  in  t h e  C o n s u l t a t iv e  
Document on I n t e r n a t i o n a l  Tax R eform . The r e p o r t  o u t l i n e s  t h e  
C o m m itte e 's  reco m m en d atio n s on th e  m ain e le m e n ts  o f  t h e  
i n t e r n a t i o n a l  t a x  re g im e . We w i l l  r e p o r t  s e p a r a t e l y  on f u r t h e r  
d e t a i l s  o f  o u r  recom mended reg im e  and on th e  p r o p o s a l s  in  th e  
C o n s u l t a t iv e  Document on F u l l  Im p u ta t io n .

The C o n s u l t a t iv e  Document p ro p o se d  t h a t  th e  m ain t a x in g  re g im e s , 
th e  b ra n c h  e q u iv a le n t  and th e  c o m p a ra tiv e  v a lu e  re g im e s , t a k e  
e f f e c t  from  1 A p r i l  1988. We have  t h e r e f o r e  c o n c e n t r a te d  in  t h i s  
r e p o r t  on th e  m a t t e r s  w hich  need  to  be d e c id e d  b e f o r e  1 A p r i l  
1988 so  t h a t  ta x p a y e r s  w i l l  know w ith  a s  much c e r t a i n t y  a s  
p o s s ib l e  w h e th e r  th e y  a r e  t o  be  a f f e c t e d  a f t e r  t h a t  d a t e .  We 
b e l i e v e  t h a t ,  once you hav e  made y o u r d e c i s i o n s ,  ta x p a y e r s  w il l  
h av e  a  c o n s id e r a b le  d e g re e  o f  c e r t a i n t y .

A p e r io d  o f  u n c e r t a i n t y  i s  one o f  th e  c o s t s  o f  th e  c o n s u l t a t i v e  
p r o c e s s .  The t r a d e  o f f  i s  t h a t  ta x p a y e r s  h av e  f a r  m ore i n p u t  
i n t o  d e c i s io n  m aking th a n  th e y  had  p r e v io u s ly .  We b e l i e v e  t h a t  
t h e  b e n e f i t s  o f  t h e  c o n s u l t a t i v e  p ro c e s s  o u tw e ig h  th e  c o s t s  and 
t h a t  i t  w ould  be  im p o s s ib le  t o  im plem ent t a x  re fo rm s  a s  com plex  
a s  t h e s e  w i th o u t  su ch  a p r o c e s s .

I f  you a c c e p t  o u r  recom m endations on t r a n s i t i o n a l  p r o v i s i o n s ,  
m ost e x i s t i n g  f o r e ig n  in v e s tm e n ts  owned by New Z ea la n d  r e s i d e n t s  
w i l l  n o t  be  a f f e c t e d  by th e  b ra n c h  e q u iv a le n t  reg im e  u n t i l  1 
A p r i l  1990. The need  f o r  l e g i s l a t i v e  c e r t a i n t y  from  1 A p r i l  1988 
w ould t h e r e f o r e  be re d u c e d .

T h is  r e p o r t  d e a l s  w ith  th e  m a jo r  b u i ld in g  b lo c k s  o f  th e  
i n t e r n a t i o n a l  re g im e . B ecause  o f  th e  s u b s t i t u t a b i l i t y  o f  
d i f f e r e n t  l e g a l  e n t i t i e s ,  t h e  b u i ld in g  b lo c k s  need  t o  be  c l o s e l y  
i n t e g r a t e d .  In  a d d i t i o n ,  t h e  i n t e r n a t i o n a l  re fo rm s  a r e  
i n t i m a t e l y  l in k e d  w ith  t h e  f u l l  im p u ta tio n  p r o p o s a l s ,  t h e  
re fo rm s  t o  t h e  t a x a t i o n  o f  s u p e ra n n u a t io n  fu n d s  and l i f e  
in s u ra n c e  and a l s o  f u t u r e  t a x  re fo rm s  su ch  a s  th e  i n t r o d u c t i o n  
o f  a  c a p i t a l  g a in s  t a x .  We have  c o n s id e r e d  o u r  reco m m en d a tio n s



i i

I  w ould add t h a t  th e  recom m endations in  t h i s  r e p o r t  r e p r e s e n t  th e  
unanim ous v iew s o f  C om m ittee members .

The C om m ittee h a s  b e n e f i t e d  from  th e  in p u t  o f  o f f i c i a l s  o f  th e  
T re a s u ry  and th e  I n la n d  Revenue D e p a rtm en t. In  p a r t i c u l a r ,  we 
e x p re s s  o u r  th a n k s  t o  M essers  A lex  D uncan, Ken H eaton  and D avid 
W hite  o f  T re a s u ry  and A nthony G race  and M ich ae l R igby o f  th e  
I n la n d  R evenue D ep artm en t.

in  t h i s  c o n te x t .

Yours sincerely

Arthur Valabh 
Chairman
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PRESS STATEMENT BY

M in i s t e r  o f  F in a n c e , Hon R O D ouglas
M in i s t e r  o f  R evenue, Hon T A d e  C leen e

T h is  docum ent i s  t h e  f i r s t  p a r t  o f  th e  r e p o r t  on th e  i n t r o d u c t i o n  
o f  i n t e r n a t i o n a l  t a x  m e a su re s  by th e  C o n s u l t a t iv e  C om m ittee on 
F u l l  Im p u ta tio n  and I n t e r n a t i o n a l  Tax R eform . The r e p o r t  s e t s  o u t  
th e  m a jo r  b u i ld in g  b lo c k s  o f  th e  reg im e  recom mended by th e  
C om m ittee fo l lo w in g  i t s  re v ie w  o f  th e  reg im e  c o n ta in e d  in  th e  
C o n s u l t a t iv e  Document and th e  many p u b l ic  s u b m is s io n s  r e c e iv e d .  
So a s  t o  p ro v id e  ta x p a y e r s  w ith  a s  much in fo r m a tio n  a s  p o s s ib l e  
a s  soon  a s  p o s s i b l e ,  t h i s  f i r s t  p a r t  o f  t h e  r e p o r t  i s  b e in g  
r e l e a s e d  now.

The C om m ittee b ro a d ly  e n d o rs e s  t h e  G o v e rn m e n t's  o b j e c t i v e  o f  
r e d u c in g  th e  o p p o r t u n i t i e s  f o r  th e  a v o id a n c e  and d e f e r r a l  o f  New 
Z ea la n d  t a x  by r e s i d e n t s  th ro u g h  th e  u se  o f  o f f s h o r e  e n t i t i e s .  I t  
a l s o  recom mends th e  i n t r o d u c t i o n  o f  a d o m e s tic  c a p i t a l  g a in s  t a x  
a s  a m a t t e r  o f  p r i o r i t y .  I t  i s  p a r t l y  in  l i g h t  o f  su ch  f u t u r e  
a c t i o n  on c a p i t a l  g a in s  t h a t  th e  C om m ittee h a s  recom mended a 
num ber o f  im p o r ta n t  ch an g e s  t o  th e  i n t e r n a t i o n a l  t a x  reg im e  s e t  
o u t  in  t h e  C o n s u l t a t iv e  Docum ent.
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In  b r i e f ,  t h e  m a jo r  recom m endation  i s  t h a t  t h e  b r a n c h - e q u iv a le n t  
m ethod o f  t a x a t i o n  s h o u ld  a p p ly  o n ly  w here  t h e r e  i s  c o n t r o l  an d , 
w here  t h e r e  i s  n o t  c o n t r o l , t h e  c o m p a ra t iv e -v a lu e  m ethod o f  
t a x a t i o n  s h o u ld  a p p ly  b u t  o n ly  t o  a  l i m i t e d  ra n g e  o f  in v e s tm e n ts  
( f o r e ig n  in v e s tm e n t  f u n d s ) . To s t r e a m l in e  th e  o p e r a t io n  o f  t h e  
b r a n c h - e q u iv a le n t  m ethod and re d u c e  c o m p lia n c e  c o s t s ,  an 
ex em p tio n  i s  recommended f o r  ta x p a y e r s  h a v in g  i n t e r e s t s  i n  
e n t i t i e s  w hich  a r e  in  d e s ig n a te d  c o u n t r i e s  and w hich  do n o t  
b e n e f i t  from  s i g n i f i c a n t  t a x  p r e f e r e n c e s .  T r a n s i t i o n a l  
a r ra n g e m e n ts  a r e  a l s o  recommended by th e  C om m ittee t o g e t h e r  w ith  
more c o m p re h e n s iv e  d i s c lo s u r e  p r o v i s i o n s .

The reg im e  recom mended by th e  C om m ittee , a l th o u g h  l e s s  
c o m p re h en s iv e  th a n  t h a t  in  th e  C o n s u l t a t iv e  Docum ent, i s  one 
w hich  s u b s t a n t i a l l y  m ee ts  t h e  o b j e c t i v e s  o f  re fo rm  w h ich  w ere  s e t  
by th e  G overnm ent. The C om m ittee h a s  d e v e lo p e d  th e  re g im e  in  
a c c o rd a n c e  w ith  c l e a r  p r i n c i p l e s  and a t  t h e  same t im e  h a s  g iv e n  
due r e c o g n i t i o n  t o  th e  r e a l  p r a c t i c a l  c o n s t r a i n t s .  I t  h a s  a l s o  
had  r e g a r d  t o  t h e  G o v e rn m en t's  b ro a d e r  program m e o f  t a x a t i o n  re fo rm .

A c c o rd in g ly , we a g re e  w ith  th e  reco m m en d atio n s in  th e  C o m m itte e 's  
r e p o r t  w hich  c o n s t i t u t e  th e  b a s i c  fram ew ork o f  th e  re g im e . A t 
t h i s  s t a g e  t h e r e  a r e  o n ly  t h r e e  m ain a r e a s  in  w hich  t h e  G overnm ent 
r e s e r v e s  i t s  p o s i t i o n .  The f i r s t  c o n c e rn s  th e  f o r e ig n  in v e s tm e n t  
fund  p r o v i s io n s  (recom m endation  ( g ) , pag e  6 3 ) . T h e i r  e f f e c t  i s  
t o  e x c lu d e  from  t h e  reg im e  a l l  r e s i d e n t s  w ith  n o n - c o n t r o l l i n g  
i n t e r e s t s  in  ' a c t i v e ' t a x  haven  e n t i t i e s .  The C om m ittee h a s  
s u g g e s te d  t h a t  c o v e ra g e  o f  t h i s  a r e a  s h o u ld  a w a it  th e  
i n t r o d u c t i o n  o f  a d o m e s tic  c a p i t a l  g a in s  t a x ,  o r  e v id e n c e  t h a t  
th e  reg im e  i s  n o t  c a tc h in g  th e  m a jo r i ty  o f  o p p o r t u n i t i e s  f o r  
a v o id a n c e  and  d e f e r r a l ,  o r  e v id e n c e  t h a t  t a x p a y e r s  a r e  a b u s in g  
th e  e x e m p tio n . T h is  i s  an  a r e a  t h e  G overnm ent in te n d s  t o  m o n ito r  
c lo s e l y  in  t h e  i n i t i a l  s t a g e s  o f  t h e  o p e r a t io n  o f  t h e  re g im e . I f  
n e c e s s a r y ,  su ch  p r o v i s io n s  w i l l  be  re v ie w e d  and s t r e n g th e n e d  p r i o r  
t o  th e  i n t r o d u c t i o n  o f  a c a p i t a l  g a in s  t a x .
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The se co n d  a r e a  in  w hich  th e  G overnm ent r e s e r v e s  i t s  p o s i t i o n  i s  
th e  t r e a tm e n t  o f  c a p i t a l  p r o f i t s  e a rn e d  by t r u s t s  s u b j e c t  t o  t h e  
s e t t l o r  re g im e , and  by te s ta m e n ta r y  t r u s t s ,  a f t e r  31 M arch 1989, 
t h a t  i s  a f t e r  t h e  end o f  th e  t r a n s i t i o n a l  p e r io d .  The C om m ittee  
h a s  recom mended t h a t ,  on d i s t r i b u t i o n ,  c a p i t a l  p r o f i t s  b e  a llo w e d  
t o  p a s s  th ro u g h  t o  b e n e f i c i a r i e s  t a x  f r e e  (recom m endation  ( o ) , 
p ag e  65 and recom m endation  ( t ) ( i ) , p a g e  6 6 ) .  The G overnm ent 
w ish e s  t o  c o n s id e r  t h e s e  reco m m en d atio n s f u r t h e r  in  t h e  c o n te x t  
o f  t h e  im p u ta t io n  and s u p e ra n n u a t io n  re fo rm s .

The t h i r d  a r e a  c o n c e rn s  th e  t a x a t i o n  o f  r e s i d e n t  t r u s t s  a s  
d e f in e d  u n d e r  t h e  new re g im e , s e t t l e d  on o r  b e fo r e  17 D ecem ber 
1987, in  th e  p e r io d  from  1 A p r i l  1989. The C om m ittee recom m ends 
t h a t  t h e  s e t t l o r  reg im e  a p p ly  t o  any su c h  t r u s t s  w hich  a r e  new ly  
s e t t l e d  o r  w hich  h av e  new s e t t l e m e n t s  made t o  them  a f t e r  17 
Decem ber 1987, o r  w hich  h av e  e l e c t e d  w i th  t h e  s e t t l o r ' s  a g re e m e n t 
t o  come u n d e r  t h a t  re g im e ; o th e r  t r u s t s  c o u ld  rem a in  o u t s i d e  t h e  
s e t t l o r  re g im e , b u t  d i s t r i b u t i o n s  o f  incom e ( in c lu d in g  
a c c u m u la te d  incom e) and c a p i t a l  p r o f i t s  t o  New Z ea la n d  r e s i d e n t  
b e n e f i c i a r i e s  w ould be  ta x e d  t o  th e  b e n e f i c i a r y  w ith  an  i n t e r e s t  
c h a rg e  c a l c u l a t e d  from  1 A p r i l  1988 t o  re c o u p  d e f e r r e d  t a x  
(reco m m en d a tio n s ( r ) , p age  65 and ( s ) , p a g e s  6 5 -6 6 ) .  A t t h i s  
s t a g e ,  t h e  G overnm ent c o n s id e r s  t h a t  from  1 A p r i l  1989 r e s i d e n t  
t r u s t s  s h o u ld  b e  ta x e d  a c c o rd in g  t o  t h e  s e t t l o r  re g im e , e x c e p t  
w here  t h e  s e t t l o r  can  d e m o n s tra te  t h a t  t h e r e  i s  m a n i f e s t  good 
re a s o n  f o r  su ch  an e x c e p t io n  and i t  can  b e  shown t h a t  e i t h e r  t h e  
t r u s t  i s  s u b j e c t  t o  t a x  in  a h ig h  t a x  j u r i s d i c t i o n  o r  t h e  
im p o s i t io n  o f  t h e  s e t t l o r  reg im e  w ould c a u s e  undue h a r d s h ip  t o  
th e  s e t t l o r .  F o r t h e s e  e x c e p te d  t r u s t s ,  a s  f o r  t e s ta m e n ta r y  
t r u s t s ,  t h e  b e n e f i c i a r y  reg im e  recommended by th e  C om m ittee w ould  
a p p ly  (recom m endation  ( s ) , p a g es  65-66  and recom m endation  ( t )  
( i i ) , p ag e  6 6 ) .

S u b je c t  t o  t h e s e  r e s e r v a t i o n s  i t  i s  a g re e d  t h a t  w ork on th e  
f u r t h e r  d e t a i l e d  m ea su re s  and th e  d r a f t  l e g i s l a t i o n ,  t o  be 
d e v e lo p e d  f o r  th e  G o v e rn m e n t's  f i n a l  a p p ro v a l ,  p ro c e e d  on th e  
b a s i s  o f  th e  C o m m itte e 's  r e p o r t .
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A summary o f  t h e  c h an g e s  and th e  key  e le m e n ts  o f  t h e  new reg im e  
a r e  t o  be  s e t  o u t  in  a s e p a r a t e  p r e s s  r e l e a s e .  F u r th e r  
in fo rm a t io n  on th e  d e t a i l e d  t e c h n i c a l  i s s u e s  r e l a t i n g  t o  t h e  
o p e r a t io n  o f  t h e  reg im e  w i l l  fo l lo w  in  t h e  se co n d  p a r t  o f  t h e  
C o m m itte e 's  r e p o r t .

The C om m ittee i s  c h a i r e d  by Mr A r th u r  V a lab h  and i t s  members 
c o m p rise  Dr R obin  C ongreve , Mr S t u a r t  H u tc h in s o n , Dr S usan  
L o jk in e ,  P r o f e s s o r  Jo h n  P re b b le  and Mr Tim R o b in so n . The 
C om m ittee h a s  f a c e d  a fo rm id a b le  t a s k .  I t s  p r o f e s s io n a l i s m  i s  
r e f l e c t e d  i n  t h e  e x c e l le n c e  o f  t h e  r e p o r t .

We th a n k  Mr V alabh  and h i s  C om m ittee f o r  t h e i r  s i g n i f i c a n t  
c o n t r i b u t i o n  t o  t h e  re fo rm  o f  t a x a t i o n  in  t h i s  a r e a .  Our 
a p p r e c i a t i o n  e x te n d s  a l s o  t o  th o s e  who to o k  th e  t im e  t o  make 
s u b m is s io n s  and p ro v id e  c o n s t r u c t iv e  comment. T h is  h a s  
f a c i l i t a t e d  th e  C o m m itte e 's  w ork and w i l l  r e s u l t  i n  im p ro v em en ts  
t o  th e  p o l i c i e s  f i n a l l y  e n a c te d .

We lo o k  fo rw a rd  t o  th e  se co n d  p a r t  o f  th e  C o m m ittee ' s  r e p o r t  on 
th e  i n t e r n a t i o n a l  t a x  m ea su re s  and i t s  r e p o r t  on f u l l  im p u ta t io n ;  
b o th  w i l l  be  accom pan ied  by d r a f t  l e g i s l a t i o n .  A f te r  t h e  
su b s e q u e n t i n t r o d u c t i o n  o f  t h e  B i l l  t o  P a r l ia m e n t ,  i t  w i l l  b e  
r e f e r r e d  t o  a S e l e c t  C om m ittee . I n t e r e s t e d  p a r t i e s  w i l l  t h e r e f o r e  
have  a f u r t h e r  o p p o r tu n i ty  t o  make s u b m is s io n s .
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CHAPTER 1 – INTRODUCTION

1 .1  P urpose o f  T h is R eport

1 .1 .1  T h is  i s  P a r t  1 o f  th e  R e p o r t o f  th e  C o n s u l t a t iv e  
C om m ittee on F u l l  Im p u ta tio n  and I n t e r n a t i o n a l  Tax R eform . I t  
d e a l s  w ith  t h e  C o m m itte e 's  reco m m en d atio n s on th e  m ain  e le m e n ts  
o f  th e  i n t e r n a t i o n a l  t a x  re fo rm s . Our aim  in  p r e s e n t i n g  t h i s  
r e p o r t  i s  t o  e n a b le  you t o  g iv e  t a x p a y e r s  a s  much c e r t a i n t y  a s  
p o s s ib l e  b e fo r e  1 A p r i l  1988, t h e  im p le m e n ta tio n  d a te  p ro p o se d  in  
th e  C o n s u l ta t iv e  Document on I n t e r n a t i o n a l  Tax R eform  ( th e  "CD") 
f o r  th e  re g im e s  t o  a p p ly  t o  u n d i s t r i b u t e d  incom e.

1 .1 .2  To t h i s  en d , th e  r e p o r t  c o n c e n t r a te s  on th e  C o m m itte e 's  
reco m m en d atio n s on t h e  m ain b u i ld in g  b lo c k s  o f  t h e  i n t e r n a t i o n a l  
t a x  re fo rm s  an d , i n  p a r t i c u l a r ,  t h e  b o u n d a r ie s  o f  t h e  re g im e  and 
th e  t r a n s i t i o n a l  p r o v i s i o n s .  In  t h i s  way, we hope t h a t ,  once  you 
have  c o n s id e re d  o u r  reco m m en d a tio n s , ta x p a y e r s  w i l l  know w ith  a s  
much c e r t a i n t y  a s  i s  p r a c t i c a b l e  a t  t h i s  s t a g e  w h e th e r  th e y  a r e  
a f f e c t e d  by th e  reg im e  an d , i f  s o , when i t  w i l l  f i r s t  a f f e c t  them  
and b ro a d ly  how i t  w i l l  do s o . Where we have  n o t  f i n a l i s e d  o u r  
v ie w s , we sa y  so  o r  r e f r a i n  from  com m enting.

1 .1 .3  A num ber o f  d e t a i l s  a r e  s t i l l  t o  be  c o n s id e r e d .  We 
w i l l  a d d re s s  t h e s e  in  P a r t  2 o f  o u r  r e p o r t  w hich  w i l l  accom pany 
th e  d r a f t  l e g i s l a t i o n .  A s e p a r a t e  r e p o r t  w i l l  a l s o  b e  p r e p a r e d  
on f u l l  im p u ta t io n  and th e  c o r re s p o n d in g  d r a f t  l e g i s l a t i o n .
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1 .1 .4  G iven th e  C o m m itte e 's  r e p o r t i n g  d e a d l in e  o f  31 M arch 
1988, we b eg an  m e e tin g  on 22 Decem ber 1987 in  an  e n d e a v o u r  t o  
i d e n t i f y  t h e  m a jo r  i s s u e s .  We h av e  m et r e g u l a r l y ,  u s u a l l y  
s e v e r a l  t im e s  a  w eek, s i n c e  th e n .  S in c e  o u r  b r i e f  i n c lu d e s  t h e  
p r e p a r a t i o n  o f  d r a f t  l e g i s l a t i o n ,  we h av e  engaged  t h r e e  l e g a l  
d ra f ts m e n  t o  a s s i s t  w i th  t h i s  t a s k .  As a r e s u l t ,  t h e  d r a f t  
l e g i s l a t i o n  i s  w e ll  a d v an c ed , th o u g h  c o n s id e r a b le  d e t a i l  h a s  
s t i l l  t o  be  d e c id e d .

1 .2  S u b m ission s

1 .2 .1  A t o t a l  o f  209 su b m is s io n s  w ere  r e c e iv e d  by th e  
C om m ittee . Of t h e s e ,  108 d e a l t  o n ly  w ith  t h e  i n t e r n a t i o n a l  t a x  
re fo rm s , 49 d e a l t  o n ly  w ith  im p u ta t io n  and 47 commented on b o th .  
G iven o u r  r e p o r t i n g  d e a d l in e ,  we have  b een  a b le  t o  h e a r  o n ly  a 
s m a ll  num ber o f  o r a l  s u b m is s io n s . C om m ittee members h a v e , 
how ever, d i s c u s s e d  th e  CD p r o p o s a l s  w id e ly  w ith  t a x  p r a c t i t i o n e r s  
and b u s in e s s  p e o p le .  In  a d d i t i o n ,  C om m ittee members a t t e n d e d  th e  
I n s t i t u t e  o f  P o l ic y  S tu d ie s  se m in a r  on t h e  r e fo rm s , w h ich  was 
h e ld  i n  W e llin g to n  on 2 F e b ru a ry  1988, and  th e  a n n u a l c o n fe r e n c e  
o f  t h e  New Z ea la n d  b ra n c h  o f  th e  I n t e r n a t i o n a l  F i s c a l  
A s s o c ia t io n ,  h e ld  a t  W a ira k e i on 26-27 F e b ru a ry  1988, w hich  was 
fo c u s s e d  e n t i r e l y  on th e  i n t e r n a t i o n a l  re fo rm s  and im p u ta t io n .  
T hese  w ere  h e lp f u l  in  p ro v id in g  fe e d b a c k  on th e  CD p r o p o s a l s  and  
a l t e r n a t i v e s  a d v o c a te d  by p r a c t i t i o n e r s .

1 .3  C on text o f  th e  Reforms

1 .3 .1  The i n t e r n a t i o n a l  t a x  re fo rm s  a r e  p a r t  o f  a w id e r  
p a ck a g e  o f  re fo rm s  w hich  in c lu d e s  s u b s t a n t i a l  r e d u c t io n s  in  
s t a t u t o r y  t a x  r a t e s  and rem oval o f  t a x  c o n c e s s io n s  f o r  
s u p e ra n n u a t io n  and l i f e  in s u r a n c e .  The C om m ittee r e c o g n i s e s  t h a t
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th e  G overnm ent r e g a r d s  an e f f e c t i v e  i n t e r n a t i o n a l  re g im e  a s  p a r t  
o f  th e  t r a d e  o f f  f o r  lo w e r t a x  r a t e s  an d , in d e e d , a  p r e r e q u i s i t e  
f o r  t h e  l a t t e r .  In  a d d i t i o n ,  t h e  re fo rm s  s h o u ld  be m u tu a l ly  
c o n s i s t e n t  and  s h o u ld  r e i n f o r c e  one a n o th e r  a s  f a r  a s  p o s s i b l e .  
F o r ex am p le , t h e  e f f e c t i v e n e s s  o f  th e  s u p e ra n n u a t io n  fu n d  t a x  
re fo rm s  d e p en d s  i n  p a r t  on th e  i n t e r n a t i o n a l  t a x  re g im e  c o v e r in g  
o f f s h o r e  v e h i c l e s  w hich  c o u ld  s u b s t i t u t e  f o r  d o m e s tic  
s u p e ra n n u a t io n  fu n d s . The C om m ittee h a s  k e p t  t h e s e  l in k a g e s  in  
m ind in  c o n s id e r in g  th e  p r e s e n t  p r o p o s a l s .

1 .3 .2  The re fo rm s  m ust a l s o  be  se e n  in  th e  c o n te x t  o f  f u t u r e  
t a x  r e fo rm s , p a r t i c u l a r l y  th e  p o s s ib l e  i n t r o d u c t i o n  o f  a c a p i t a l  
g a in s  t a x  and i n t e r j u r i s d i c t i o n a l  a l l o c a t i o n  r u l e s  (su c h  a s  
t r a n s f e r  p r i c i n g  and ex p en se  a l l o c a t i o n  p r o v i s i o n s ) . The l a t t e r  
a r e  n e c e s s a r y  t o  e n s u re  t h a t  New Z ea la n d  c o l l e c t s  t h e  a p p r o p r i a t e  
am ount o f  re v e n u e  from  d o m e s tic  in v e s tm e n ts  owned by non-  
r e s i d e n t s .  T h is  o b j e c t i v e  i s  n o t  a d d re s s e d  in  th e  c u r r e n t  
i n t e r n a t i o n a l  p r o p o s a l s ,  w h ich  a r e  a im ed a t  t a x in g  New Z e a la n d  
r e s i d e n t s  on incom e d i v e r t e d  from  New Z ea la n d  and f o r e ig n - s o u r c e  
incom e d e r iv e d  th ro u g h  o f f s h o r e  com pan ies and t r u s t s .

1 .4  C r i t e r ia  fo r  E v a lu a tio n  o f  P ro p o sa ls

1 .4 .1  T h ere  a r e  a num ber o f  c r i t e r i a  w hich  a r e  c o n v e n t io n a l ly  
u sed  t o  e v a lu a te  t a x  re fo rm s . T hese  have  form ed th e  b a s i s  o f  th e  
C o m m itte e 's  fram ew ork f o r  c o n s id e r in g  th e  CD p r o p o s a l s  and 
p o s s ib l e  a l t e r n a t i v e s .  In  b r i e f ,  we b e l i e v e  th e  re fo rm s  s h o u ld  
b e :

a e q u i t a b l e . The e f f e c t i v e n e s s  o f  t h e  re fo rm s  
w i l l  depend  t o  a l a r g e  e x t e n t  on v o lu n ta r y  
c o m p lian c e  by t a x p a y e r s .  T h is  i s  much more 
l i k e l y  t o  o c c u r  i f  th e y  a r e  p e r c e iv e d  t o  be  f a i r ;
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b e f f i c i e n t , i n  th e  s e n s e  o f  m in im is in g  a d d i t i o n a l  
a d m i n i s t r a t i v e  and c o m p lia n c e  c o s t s  and  th e  
im p a c t o f  t h e  t a x  sy s te m  on b u s in e s s  d e c i s i o n -  
m aking; and

c a s  f a r  a s  p o s s i b l e ,  s im p le  t o  im p lem en t and 
c e r t a i n  i n  t h e i r  im p a c t.

1 .4 .2  We w ould add t h a t  ta x p a y e r  p e r c e p t io n s  o f  t h e  re fo rm s  
w i l l  be  en h an ced  i f  th e y  a r e  c o n s i s t e n t  w ith  e x i s t i n g  incom e t a x  
p r i n c i p l e s  and g iv e  a d e q u a te  r e c o g n i t i o n  t o  th e  need  f o r  
t r a n s i t i o n a l  m e a su re s .

1 .5  O b je c t iv e s  o f  I n te r n a t io n a l  Tax Reform

1 .5 .1  The CD h a s  two m ain o b j e c t i v e s :  t o

"a p r o t e c t  th e  d o m e s tic  t a x  b a se  from  a rra n g e m e n ts  
w hich  s e e k  t o  a v o id  o r  d e f e r  New Z ea la n d  t a x  by 
th e  a c c u m u la tio n  o f  incom e in  o f f s h o r e  e n t i t i e s ;  
and

b re d u c e  th e  e x te n t  t o  w hich  th e  t a x  sy s tem  
e n c o u ra g e s  o f f s h o r e  in v e s tm e n t  r e l a t i v e  t o  
in v e s tm e n t  in  New Z ea la n d  and b i a s e s  th e  form  in  
w hich  o f f s h o r e  in v e s tm e n t  i s  m ade ."

(CD, pag e  1)
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1 .5 .2  T h ere  i s  no s h a rp  d i s t i n c t i o n  b e tw een  t a x  a v o id a n c e  and 
t a x  d e f e r r a l  s i n c e  t h e  l a t t e r  am ounts t o  a  p e rm a n en t r e d u c t io n  in  
th e  p r e s e n t  v a lu e  o f  th e  t a x  c o l l e c t e d  by New Z e a la n d . The 
a v o id a n c e  p ro b lem  w hich  th e  CD i d e n t i f i e s  and  w hich  was t h e  
t a r g e t  o f  t h e  c o n t r o l l e d  f o r e ig n  company ("CFC") m e a su re s  
announced  in  Annex 4 o f  t h e  1987 B udget i s  e s s e n t i a l l y  t h e  u s e  o f  
c o n t r o l l e d  t a x  h av en  v e h i c l e s ,  w h e th e r  com pan ies o r  t r u s t s ,  t o  
a v o id  New Z e a la n d  t a x  by th e  d i v e r s io n  o f  New Z e a la n d - s o u rc e  
incom e. T h ere  i s  w id e sp re a d  ag re em e n t am ongst p a r t i e s  m aking  
s u b m is s io n s  t h a t  t h e  G overnm ent i s  f u l l y  j u s t i f i e d  i n  a d d r e s s in g  
t h i s  p ro b le m . The C om m ittee c e r t a i n l y  e n d o rs e s  t h i s  v ie w . T h e re  
i s  a l s o  g e n e r a l ,  th o u g h  l e s s  s o l i d ,  s u p p o r t  f o r  a re g im e  w h ich  
t a x e s  th e  a c c u m u la t io n  o f  f o r e ig n - s o u r c e  incom e in  t a x  h av en  
e n t i t i e s .

1 .5 .3  The a n t i - d e f e r r a l  o b j e c t i v e  i s  much more c o n te n t io u s  
and t h e r e  i s  c o n s id e r a b le  o p p o s i t io n  in  su b m is s io n s  t o  a 
c o m p re h en s iv e  a n t i - d e f e r r a l  re g im e . The CD r e g a r d s  t h e  d e f e r r a l  
p ro b lem  b r o a d ly  a s  t h e  a b se n c e  o f  t a x a t i o n  on an a c c r u a l  b a s i s  o f  
r e s i d e n t s  on incom e th e y  e a rn  th ro u g h  n o n - r e s id e n t  co m p an ies  and 
t r u s t s .  A t p r e s e n t ,  New Z ea lan d  t a x  i s  c o l l e c t e d  on incom e 
d e r iv e d  by f o r e ig n  com pan ies owned by New Z ea la n d  r e s i d e n t s  o n ly  
when i t  i s  d i s t r i b u t e d  t o  n o n - c o r p o r a te  r e s i d e n t  t a x p a y e r s .  In  
th e  c a s e  o f  t r u s t s ,  New Z ea la n d  t a x  i s  c o l l e c t e d ,  i f  a t  a l l ,  o n ly  
when d i s t r i b u t i o n s  a r e  made t o  r e s i d e n t  b e n e f i c i a r i e s .

1 .5 .4  The CD p r o p o s a ls  p u rs u e  t h e  a n t i - d e f e r r a l  o b j e c t i v e  
p r im a r i l y  by a im in g  t o  t a x  r e s i d e n t s  on th e  u n d i s t r i b u t e d  incom e 
o f  n o n - r e s id e n t  com pan ies and t r u s t s  in  w hich  th e y  h a v e  an 
i n t e r e s t  o r  a  c o n n e c tio n  a s  a s e t t l o r .  T h is  o b j e c t i v e  i s  a l s o  
b e h in d  t h e  i n t r o d u c t i o n  o f  a w ith h o ld in g  paym ent t o  a p p ly  t o  
f o r e ig n - s o u r c e  n o n - p o r t f o l i o  d iv id e n d s  r e c e iv e d  by r e s i d e n t  
co m p an ies , a s  announced  in  t h e  G overnm ent Econom ic S ta te m e n t  o f  
17 December 1987.
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1 .5 .5  T hus, th e  t h r u s t  o f  t h e  re fo rm s  i s  t o  t a x  a l l  r e s i d e n t s ,  
i n c lu d in g  co m p a n ie s , on t h e  incom e t h a t  th e y  a c t u a l l y  r e c e i v e  
from  f o r e ig n  e n t i t i e s  ( i . e .  n o n - r e s id e n t  com pan ies and  t r u s t s )  
and  on c e r t a i n  u n d i s t r i b u t e d  incom e. The t a x a t i o n  o f  incom e on 
r e c e i p t  i s  w e l l  w i th in  th e  c u r r e n t  c o n c e p ts  o f  t h e  incom e t a x  
sy s te m  (th o u g h  o th e r  c o n s i d e r a t i o n s  may s u g g e s t  t h a t  d iv id e n d s  
r e c e iv e d  by com pan ies s h o u ld  be ta x e d  d i f f e r e n t l y  from  d iv id e n d s  
r e c e iv e d  by i n d i v i d u a l s ) . As com m erc ia l t r a n s a c t i o n s  h av e  become 
more s o p h i s t i c a t e d ,  b o th  th e  a c c o u n tin g  and th e  incom e t a x  
c o n c e p ts  o f  incom e h av e  o f  n e c e s s i t y  b een  e x te n d e d  in  many a r e a s  
t o  in c lu d e  n o t  o n ly  incom e r e c e iv e d  b u t  incom e w hich  can  be  s a i d  
w ith  r e a s o n a b le  c e r t a i n t y  t o  have  a c c ru e d .  I t  i s  f u l l y  
c o n s i s t e n t  w ith  t h i s  e x te n d e d  d e f i n i t i o n  o f  incom e t o  t a x  
r e s i d e n t s  on th e  u n d i s t r i b u t e d  incom e o f  n o n - r e s id e n t  e n t i t i e s  
t h a t  c an  r e a s o n a b ly  be  assum ed t o  have  a c c ru e d  t o  them . T h is  
d o e s  n o t  r e q u i r e  t h a t  th e y  have  l e g a l  t i t l e  t o  t h e  incom e. I t  i s  
s u f f i c i e n t  t h a t  th e y  p o s s e s s  th e  pow er t o  g iv e  th e m s e lv e s  l e g a l  
t i t l e .  We t h e r e f o r e  do n o t  r e g a r d  i t  a s  o f f e n s iv e  t o  incom e t a x  
p r i n c i p l e s  t h a t  r e s i d e n t s  a r e  ta x e d  on incom e o v e r  w h ich  th e y  
have  pow er o f  d i s p o s i t i o n ,  even  i f  th e y  hav e  n o t r e c e iv e d  i t .  We 
w ou ld , how ever, go no f u r t h e r  th a n  t h i s .  I t  i s  n o t  r e a s o n a b le  t o  
t a x  r e s i d e n t s  on incom e t h a t  th e y  may n e v e r  r e c e iv e .

1 .5 .6  One o f  t h e  C o m m itte e 's  m ain r e s e r v a t i o n s  a b o u t t h e  CD 
p r o p o s a l s  i s  t h a t  th e y  p u rs u e  t h e  a n t i - d e f e r r a l  o b j e c t i v e  t o  i t s  
e x tre m e  l i m i t s  w i th o u t  g iv in g  enough a t t e n t i o n  t o  c o n v e n t io n a l  
incom e t a x  p r i n c i p l e s  o r  t o  t h e  a d m i n i s t r a t i o n  and c o m p lia n c e  
p ro b lem s w hich  a r i s e .  In  some c a s e s ,  t a x a t i o n  w ould be  l e v i e d  on 
am ounts t h a t  w ere  w e l l  beyond th e  incom e t o  w hich a t a x p a y e r  had  
any r e a s o n a b le  ch an ce  o f  a c c e s s .  M oreover, a t  some p o i n t ,  t h e  
a d m i n i s t r a t i o n  and c o m p lia n c e  c o s t s  w ould be  e x c e s s iv e  r e l a t i v e  
t o  t h e  re v e n u e  t h a t  c o u ld  be e x p e c te d .
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1 .5 .7  The CD s u p p o r ts  t h e  a n t i - d e f e r r a l  o b j e c t i v e  on th e  b a s i s  
t h a t  "a  b ro a d e n in g  o f  th e  t a x  b a se  w ith  r e s p e c t  t o  f o r e ig n  incom e 
i s  r e q u i r e d  t o  p e rm it  c u t s  in  t h e  r a t e s  o f  incom e t a x  a p p l i c a b l e  
t o  b o th  i n d i v i d u a l s  and com pan ies"  (CD, page  1 5 ) . T h is  i s  s e e n  
a s  th e  p r im a ry  j u s t i f i c a t i o n  f o r  th e  c o m p a ra tiv e  v a lu e  ("CV") 
reg im e  (u n d e r  w hich  r e s i d e n t s  w ould be ta x e d  on t h e  a n n u a l ch an g e  
in  th e  m a rk e t v a lu e  o f  t h e i r  i n t e r e s t s  in  f o r e ig n  c o m p a n ie s ) , 
th o u g h  i t  h a s  a l s o  b een  ad v an ced  on o th e r  g ro u n d s  w hich  w i l l  be  
d i s c u s s e d  b e lo w . The C om m ittee s t r o n g ly  s u p p o r ts  t h e  o b j e c t i v e  
o f  b ro a d e n in g  th e  t a x  b a se  and lo w e rin g  incom e t a x  r a t e s .  We 
b e l i e v e  t h a t  t h i s  o b j e c t i v e  a l s o  h a s  w id e sp re a d  s u p p o r t  am ongst 
th e  b u s in e s s  com m unity. T h ere  i s ,  how ever, s t r e n u o u s  o p p o s i t io n  
t o  p u r s u in g  i t  th ro u g h  w hat i s  in  e f f e c t  an a c c r u a l  no m in a l 
c a p i t a l  g a in s  t a x ,  i . e .  t h e  CV m ethod . The CV m ethod i s  n o t  
d e fe n d e d  in  t h e  CD a s  a c a p i t a l  g a in s  t a x .  T h ere  i s  no 
d i s c u s s io n  o f  t h e  fu n d am e n ta l d e s ig n  i s s u e s  a s s o c i a t e d  w ith  su ch  
a t a x ,  su c h  a s  w h e th e r  i t  s h o u ld  t a x  o n ly  r e a l  o r  n o m in a l g a in s  
and w h e th e r  i t  s h o u ld  a p p ly  on an a c c r u a l  o r  r e a l i s a t i o n  b a s i s .  
G iven th e  c o m p le te  n o v e l ty  o f  th e  CV p r o p o s a l ,  i t s  l a c k  o f  any  
i n t e r n a t i o n a l  p r e c e d e n t ,  i t s  v a lu a t i o n  p ro b le m s , i t s  c a s h - f lo w  
c o n se q u e n c e s  and th e  a b se n c e  o f  a c o n v in c in g  j u s t i f i c a t i o n  f o r  i t  
in  th e  CD, i t  i s  n o t  s u r p r i s i n g  t h a t  th e  p ro p o s a l  found  no 
s u p p o r t  am ongst th o s e  who made s u b m is s io n s .

1 .5 .8  T h is  r a i s e s  th e  C o m m itte e 's  o th e r  m ain c o n c e rn . The CD 
g iv e s  to o  l i t t l e  w e ig h t t o  th e  im p o r ta n c e , in  a t a x  sy s te m  b a se d  
on v o lu n ta r y  c o m p lia n c e , o f  ack n o w led g in g  ta x p a y e r  p e r c e p t io n s  o f  
" f a i r n e s s " .  I f  t h e  CV reg im e  w ere  im p lem en ted  a s  p ro p o s e d , i t  
w ould e n c o u ra g e  e v a s io n  and s t r e t c h  th e  l i m i t s  o f  a v o id a n c e  
b e c a u se  t a x p a y e r s  w ould r e g a rd  i t  a s  v e ry  u n f a i r .  The o b j e c t i v e  
o f  r e t a i n i n g  ta x p a y e r  g o o d w ill  s h o u ld  be k e p t  in  m ind .



9

1 .5 .9  The se co n d  o b j e c t i v e  r e f e r r e d  t o  in  p a ra g ra p h  1 . 5 .1 ,  o f  
r e d u c in g  th e  e x t e n t  t o  w hich  th e  t a x  sy s tem  e n c o u ra g e s  o f f s h o r e  
in v e s tm e n t ,  i s  i n t i m a t e l y  l in k e d  w ith  t h e  f i r s t  o b j e c t i v e .  To th e  
e x t e n t  t h a t  t a x  p a y a b le  on f o r e ig n  in v e s tm e n t  i s  a v o id e d  o r  
d e f e r r e d  r e l a t i v e  t o  th e  t a x  t h a t  w ould be p a y a b le  in  New 
Z e a la n d , t h e  t a x  sy s te m  w i l l  i n f lu e n c e  d e c i s io n s  t o  i n v e s t  in  New 
Z ea la n d  o r  o v e r s e a s .  M ost d e c i s io n s  t o  i n v e s t  o f f s h o r e  a r e  n o t  
t a x  d r iv e n  th o u g h , a s  an im p o r ta n t  b u s in e s s  c o s t ,  t a x e s  m ust 
o b v io u s ly  be  ta k e n  i n t o  a c c o u n t and w i l l  i n f lu e n c e  d e c i s i o n s  t o  
r e p a t r i a t e  o r  r e i n v e s t  incom e. The CD o b j e c t i v e  r e f e r s  t o  th e  
im p a c t o f  t a x e s  on th e  m a rg in a l  in v e s tm e n t  d e c i s io n ,  t h a t  i s ,  
w here  o th e r  f a c t o r s  a r e  in  b a la n c e ,  t a x  c o n s i d e r a t i o n s  m ig h t t i p  
t h e  s c a l e s  in  f a v o u r  o f  i n v e s t i n g  o f f s h o r e  r a t h e r  th a n  in  New 
Z e a la n d .

1 .5 .1 0  T h is  o b j e c t i v e  can  be a d d re s s e d  in  te rm s  o f  t h e  
c r i t e r i a  o f  " c a p i t a l  e x p o r t  n e u t r a l i t y "  (w hich h o ld s  when 
f o r e i g n -  and d o m e s tic - s o u rc e  incom e a r e  ta x e d  in  th e  same way so  
t h a t  r e s i d e n t s  a r e  i n d i f f e r e n t  on t a x  c o n s i d e r a t i o n s  b e tw een  
i n v e s t i n g  o f f s h o r e  o r  d o m e s t ic a l ly )  and " c a p i t a l  im p o rt 
n e u t r a l i t y "  (w hich h o ld s  when th e  t a x  t r e a tm e n t  o f  f o r e ig n  
in v e s tm e n ts  i s  d e te rm in e d  s o l e l y  by th e  r u l e s  a p p ly in g  in  t h e  
c o u n try  in  w hich  th e  in v e s tm e n t  i s  l o c a t e d ) . Many s u b m is s io n s  
e x p l i c i t l y  o r  i m p l i c i t l y  a d v o c a te d  th e  l a t t e r  a p p ro a c h  in  o r d e r  
t h a t  New Z ea la n d  f i rm s  c o u ld  com pete w ith  f o r e ig n  f i r m s .  I t  was 
p o in te d  o u t  t h a t  no o th e r  c o u n try  h a s  a reg im e  c o m p a rab le  t o  t h a t  
p ro p o se d  in  t h e  CD.

1 .5 .1 1  To a l a r g e  e x t e n t ,  t h e  i n t e r n a t i o n a l  c o m p e t i t iv e n e s s  
a rgum en t ad v an ced  in  su b m is s io n s  r e f l e c t s  th e  im m ed ia te  and 
p o t e n t i a l l y  a d v e r s e  im p ac t th e  CD p r o p o s a ls  w ould have  on 
e x i s t i n g  in v e s tm e n t .  The C om m ittee c o n s id e r s  t h a t  t h e s e  c o n c e rn s  
can  be  a d d re s s e d  by p r o v id in g  a d e q u a te  t r a n s i t i o n a l  a r r a n g e m e n ts .  
As t o  th e  f u t u r e ,  we r e c o g n is e  t h a t  t a x  i s  o n ly  one f a c t o r
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a f f e c t i n g  c o m p e t i t iv e n e s s .  I n  t h e  lo n g  ru n ,  New Z e a la n d  a s  a 
w hole i s  b e s t  s e rv e d  by an e f f i c i e n t  t a x  sy s te m : t h a t  i s ,  one 
w hich  i s  n e u t r a l  b e tw een  d o m e s tic  and f o r e ig n  in v e s tm e n t .  The 
C om m ittee t h e r e f o r e  s u p p o r ts  t h e  seco n d  o b j e c t i v e  o f  t h e  CD, 
th o u g h  t h e r e  a r e  m a jo r  c o n s t r a i n t s  on th e  e x t e n t  t o  w h ich  i t  c an  
be a c h ie v e d .  We comment f u r t h e r  on t h i s  i s s u e  in  s e c t i o n  2 .3 .

1 .5 .1 2  W herever t h e r e  i s  c r o s s - b o r d e r  in v e s tm e n t ,  t h e r e  a r e  a t  
l e a s t  two t a x  j u r i s d i c t i o n s  in v o lv e d :  th e  c o u n try  in  w hich  th e  
in v e s tm e n t  i s  so u rc e d  and th e  c o u n try  i n  w hich  th e  i n v e s t o r s  a r e  
r e s i d e n t .  The i n t e r e s t s  o f  t h e  r e s p e c t i v e  re v e n u e  a u t h o r i t i e s  
a r e  t o  some e x t e n t  in  c o n f l i c t  b e c a u se  th e  r e s id e n c e  c o u n try  
t y p i c a l l y  a l lo w s  a t a x  c r e d i t ,  w i th in  l i m i t s ,  f o r  t h e  t a x  l e v i e d  
by th e  s o u rc e  c o u n try .  Tax t r e a t i e s  r e s o lv e  th e  c o n f l i c t i n g  
i n t e r e s t s  t o  some e x t e n t  b u t  u n i l a t e r a l  t a x  c h an g e s  can  a f f e c t  
th e  b a la n c e .  F o r exam p le , A u s t r a l i a n  com pan ies hav e  an  i n c e n t i v e  
t o  m in im ise  t h e  New Z ea la n d  t a x  th e y  p a y , even  i f  t h i s  m eans 
i n c r e a s in g  t h e i r  A u s t r a l i a n  t a x ,  s in c e  t h e  A u s t r a l i a n  im p u ta t io n  
schem e a l lo w s  c r e d i t s  f o r  A u s t r a l i a n  b u t  n o t  f o r e ig n  company t a x .  
T hus, a n o th e r  g e n e r a l  o b j e c t i v e  o f  re fo rm  o f  New Z e a la n d 's  
i n t e r n a t i o n a l  t a x  reg im e  s h o u ld  be  t o  e n s u re  t h a t  New Z e a la n d  
c o l l e c t s  i t s  s h a r e  o f  t a x ,  e s p e c i a l l y  on incom e t h a t  h a s  a New 
Z ea la n d  s o u r c e .  T h is  i s  th e  o b j e c t i v e  o f  a l l o c a t i o n  r u l e s  w h ich  
we r e f e r r e d  t o  in  s e c t i o n  1 .5 .

1 .6  Regimes Proposed in  th e  C o n su lta t iv e  Document

1 .6 .1  The sc o p e  and n a tu r e  o f  th e  i n t e r n a t i o n a l  t a x  reg im e  
s h o u ld  be  d e te rm in e d  in  th e  l i g h t  o f  th e  above o b j e c t i v e s  and th e  
c r i t e r i a  f o r  e v a lu a t io n  o u t l i n e d  in  s e c t i o n  1 .4 .  The CD p ro p o s e s  
two b ro a d  o p t io n s  f o r  t a x in g  on an  a c c r u a l  b a s i s  incom e d e r iv e d  
by r e s i d e n t s  th ro u g h  o f f s h o r e  e n t i t i e s .  The f i r s t  i s  t o  t a x  
r e s i d e n t s  e ac h  y e a r  on " t h e i r  s h a re "  o f  th e  u n d e r ly in g  incom e o f
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th e  o f f s h o r e  e n t i t y .  T h is  i s  th e  a p p ro a c h  ta k e n  u n d e r  t h e  
b r a n c h - e q u iv a le n t  ("BE") m ethod . The se co n d  a p p ro a c h  i s  t o  t a x  
r e s i d e n t s  on th e  d i s t r i b u t i o n s  th e y  r e c e i v e  from  th e  o f f s h o r e  
e n t i t y  and th e  c a p i t a l  g a in  o r  l o s s  t h a t  a c c ru e s  t o  them  e a c h  
y e a r .  T h is  i s  th e  a l l - e m b r a c in g  a p p ro a c h  o f  th e  CV m ethod .

1 .6 .2  T hese  two a p p ro a c h e s  d i f f e r  b e c a u se  t a x a b le  incom e may be 
l e s s  th a n  co m p re h en s iv e  b u t ,  g iv e n  a r e a s o n a b ly  b ro a d  t a x  b a s e ,  
t h e  p r im a ry  d i f f e r e n c e  i s  t h a t  t h e  BE m ethod t a x e s  w hat may be 
te rm e d  s y s te m a t ic  g a in s  (w hich  a r e  due p r i m a r i l y  t o  t h e  
a c c u m u la tio n  o f  a s s e t s  w i th in  com pan ies a s  a r e s u l t  o f  r e t a i n e d  
e a r n i n g s ) , w h e rea s  t h e  CV m ethod t a x e s  b o th  s y s te m a t i c  and n o n - 
s y s te m a t ic  o r  u n a n t i c i p a t e d  g a in s .  From th e  p o in t  o f  v iew  o f  t h e  
e f f i c i e n c y  o f  th e  t a x  sy s te m , i t  i s  n o t  n e c e s s a r y  t o  t a x  
u n a n t i c i p a t e d  o r  w in d f a l l  g a in s  and l o s s e s .  B ecause  su c h  g a in s  
c a n n o t  be  a n t i c i p a t e d ,  th e y  c a n n o t in f lu e n c e  in v e s tm e n t  
d e c i s i o n s .  T hus, t h e  c a s e  f o r  t a x in g  them  m ust r e s t  on some 
n o t io n  o f  f a i r n e s s .

1 .6 .3  A n o th e r  way o f  v ie w in g  th e  d i f f e r e n c e  b e tw een  th e  two 
m ethods i s  t h a t  BE incom e i s  t a x a b le  incom e a s  c u r r e n t l y  d e f in e d  
w h e rea s  CV incom e i s  t h e  much l e s s  c o n v e n t io n a l  econom ic  c o n c e p t  
o f  incom e. The C om m ittee p r e f e r s  th e  a p p ro a c h , w h e re v e r  
f e a s i b l e ,  o f  t a x in g  r e s i d e n t s  on th e  u n d e r ly in g  incom e o f  f o r e ig n  
e n t i t i e s  s in c e  t h i s  f o c u s e s  on s y s te m a t ic  o r  p la n n e d  g a in s  and i s  
c o n s i s t e n t  w ith  th e  p r i n c i p l e s  o f  t h e  c u r r e n t  t a x  sy s te m .

1 .6 .4  Where t h i s  a p p ro a c h  ( i . e .  t h e  BE m ethod) i s  n o t  
f e a s i b l e ,  t h e  CD f a l l s  b ack  on th e  CV m ethod . Some o f  th e  
C o m m itte e 's  c o n c e rn s  a b o u t t h e  CV a p p ro a c h  w ere r e f e r r e d  t o  
ab o v e . An a c c r u a l  a l t e r n a t i v e  t o  th e  CV m ethod w ould be  t o  t a x  
r e s i d e n t s  e ac h  y e a r  on t h e i r  s h a r e  o f  t h e  r e p o r te d  incom e o f  
f o r e ig n  com pan ies  b a se d  on th e  c o m p a n ie s ' a u d i te d  a c c o u n ts .  In



12

o r d e r  t o  a v o id  t a x in g  r e s i d e n t s  on th e  u n d i s t r i b u t e d  incom e o f  
f o r e ig n  co m p an ies  w hich  th e y  n e v e r  r e c e i v e ,  i t  w ould be  d e s i r a b l e  
t o  hav e  a p o s t  f a c t o  wash up on d i s p o s a l  o f  s h a r e s .  T h is  p o s t  
f a c t o  a d ju s tm e n t  w ould d e te rm in e  th e  a c t u a l  g a in  o r  l o s s  d e r iv e d  
by a t a x p a y e r  on a f o r e ig n  in v e s tm e n t  by c a l c u l a t i n g  th e  
d i s t r i b u t i o n s  r e c e iv e d  and th e  c a p i t a l  g a in  o r  l o s s .  T hus, a 
r e a l i s a t i o n - b a s e d  c a p i t a l  g a in s  t a x  i s  an  i n h e r e n t  p a r t  o f  t h i s  
a p p ro a c h .

1 .6 .5  The C om m ittee do n o t  a d v o c a te  t h e  a d o p tio n  o f  t h i s  
a p p ro a c h  now. We m e n tio n  i t  m a in ly  t o  s u g g e s t  t h a t  t h e r e  a r e  
a l t e r n a t i v e s  t o  t h e  CV m ethod t h a t  w ould m eet t h e  G o v e rn m e n t's  
o b j e c t i v e s  and in  some r e s p e c t s  a r e  p r e f e r a b l e  t o  t h e  CV m ethod . 
The o p t io n  o u t l i n e d  w ould be b e s t  exam ined  in  t h e  c o n te x t  o f  t h e  
c u r r e n t  i n v e s t i g a t i o n  o f  c a p i t a l  g a in s  t a x e s  and s h o u ld  be 
in t r o d u c e d  o n ly  a s  p a r t  o f  a g e n e r a l  c a p i t a l  g a in s  t a x .

1 .6 .6  The CV m ethod d o e s , how ever, hav e  a  r o l e  a s  p a r t  o f  th e  
c u r r e n t  re fo rm s  w here  t h e r e  a r e  s y s te m a t ic  o r  e x p e c te d  g a in s  
r e s u l t i n g  from  th e  a c c u m u la tio n  o f  incom e in  an o f f s h o r e  e n t i t y ,  
su ch  a s  may be  t h e  c a s e  f o r  some u n i t  t r u s t s  and m u tu a l f u n d s .  
We comment f u r t h e r  on t h i s  in  c h a p te r  3 .
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1 .7  Summary: Main B u ild in g  B lock s

1 .7 .1  The C o m m itte e 's  p r o p o s a l s  a r e  d e v e lo p e d  in  t h e  
fo l lo w in g  c h a p t e r s .  The m ain e le m e n ts  a r e :

a t h e  BE reg im e  t o  a p p ly  t o  n o n -m in o r s h a r e h o ld e r s  o f  
c o n t r o l l e d  com pan ies w hich  a r e  e i t h e r :

i  r e s i d e n t  o u t s id e  o f  t h e  U n ite d  S t a t e s ,  t h e  
U n ite d  Kingdom, W est Germany, C anada, F ra n c e , 
J a p a n  o r  A u s t r a l i a ;  o r

i i  i f  r e s i d e n t  in  one o f  th o s e  c o u n t r i e s ,  f a i l  t h e  
g re y  l i s t  t e s t  o u t l i n e d  in  s e c t i o n  7 
c o n c e rn in g  th e  e f f e c t  o f  s i g n i f i c a n t  t a x  
p r e f e r e n c e s  in  th o s e  c o u n t r i e s ;

b a f o r e ig n  in v e s tm e n t  fund  reg im e  t o  a p p ly  t o  r e s i d e n t s  
w ith  i n t e r e s t s  in  c e r t a i n  in v e s tm e n t  v e h i c l e s  d o m ic i le d  
in  low t a x  c o u n t r i e s ;

c t h e  s e t t l o r  reg im e  t o  a p p ly  t o  r e s i d e n t  t r u s t s  ( i . e .  
t h o s e  w i th  a r e s i d e n t  s e t t l o r ) ;

d t r a n s i t i o n a l  a rra n g e m e n ts  u n d e r  w hich  t a x p a y e r s  w ould  
be exem pt from :

i  th e  BE reg im e  u n t i l  1 A p r i l  1990 in  r e s p e c t  o f  
i n t e r e s t s  a c q u ir e d  on o r  b e fo r e  17 Decem ber 1987 
in  com pan ies w hich  a r e  n o t  r e s i d e n t  in  low  t a x  
j u r i s d i c t i o n s  s p e c i f i e d  in  a t r a n s i t i o n a l  l i s t ;
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i i  t h e  BE re g im e  u n t i l  1 A p r i l  1989 in  r e s p e c t  o f  
i n t e r e s t s  a c q u i r e d  a f t e r  17 Decem ber 1987 in  
co m p an ies  r e s i d e n t  i n  a  c o u n try  l i s t e d  i n  
( a ) ( i ) ;

i i i  t h e  s e t t l o r  reg im e  in  r e s p e c t  o f  s e t t l e m e n t s  made 
on o r  b e fo r e  17 Decem ber 1987 w here t h e  s e t t l o r  
so  e l e c t s ,  in  w hich  c a s e  an  a l t e r n a t i v e  re g im e  
w ould a p p ly  t o  d i s t r i b u t i o n s  t o  b e n e f i c i a r i e s  
and  t o  t h e  s e t t l o r  w here  he  o r  sh e  h ad  a  d e b t ,  
g u a ra n te e  o r  o t h e r  form  o f  f i n a n c i a l  a s s i s t a n c e  
o u t s ta n d in g  t o  th e  t r u s t e e ;

e s t r i c t  d i s c l o s u r e  r e q u ir e m e n ts  and p e n a l t i e s  f o r  n o n - 
c o m p lia n c e ;

f  e v e n t u a l l y ,  b u t  we w ould hope w i th in  a r e l a t i v e l y  s h o r t  
t im e ,  t h e  e x te n s io n  o f  th e  incom e t a x  b a se  t o  in c lu d e  
c a p i t a l  g a in s  on b o th  d o m e s tic  and o f f s h o r e  in v e s tm e n ts ,  
in c lu d in g  o f f s h o r e  in v e s tm e n ts  n o t  c o v e re d  by t h e  
p r e s e n t  p r o p o s a l s ;  and

g a l s o  a s  a m a t t e r  o f  p r i o r i t y ,  t h e  i n t r o d u c t i o n  o f  
i n t e r j u r i s d i c t i o n a l  a l l o c a t i o n  r u l e s  t o  e n s u re  t h a t  New 
Z ea la n d  c o l l e c t s  th e  a p p r o p r i a t e  am ount o f  r e v e n u e , 
p a r t i c u l a r l y  in  r e l a t i o n  t o  New Z e a la n d -s o u rc e  incom e.
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CHAPTER 2 – BRANCH EQUIVALENT REGIME FOR CONTROLLED FOREIGN 
COMPANIES

2 .1  C on tro l T e s t

2 .1 .1  The BE m ethod w ould t a x  New Z ea la n d  s h a r e h o ld e r s  on 
t h e i r  p r o p o r t i o n a t e  s h a r e s  o f  t h e  u n d i s t r i b u t e d  incom e o f  f o r e ig n  
com pan ies m easu red  a c c o rd in g  t o  New Z ea la n d  t a x  r u l e s .  T hus, th e  
m ethod r e q u i r e s  ta x p a y e r s  t o  hav e  a l l  o f  t h e  in f o r m a t io n  
n e c e s s a ry  t o  reco m p u te  th e  t a x a b le  incom e o f  o f f s h o r e  c o m p a n ie s . 
In  p r a c t i c e ,  t h i s  in fo rm a t io n  w i l l  g e n e r a l l y  n o t  be  a v a i l a b l e  
u n le s s  t h e  r e s i d e n t ( s )  c o n t r o l  t h e  o f f s h o r e  company. In  
a d d i t i o n ,  a s  we have  a rg u e d  in  s e c t i o n  1 .5 ,  i t  i s  u n r e a s o n a b le  t o  
t a x  r e s i d e n t s  on th e  u n d i s t r i b u t e d  incom e o f  o f f s h o r e  co m p an ies  
w hich  th e y  may n e v e r  r e c e i v e ,  u n le s s  th e y  a t  l e a s t  h av e  a c c e s s  t o  
i t ,  t h a t  i s ,  th e y  have  th e  pow er t o  r e q u i r e  d i s t r i b u t i o n  i f  th e y  
w ish . F o r t h e s e  two r e a s o n s ,  th e  C om m ittee recom mends t h a t  th e  
BE reg im e  a p p ly  o n ly  w here r e s i d e n t s  c o n t r o l  an o f f s h o r e  com pany.

2 .1 .2  T h is  w ould be in  l i n e  w ith  p r a c t i c e  o v e r s e a s ,  w here  BE- 
ty p e  re g im e s  a p p ly  o n ly  w here  t h e r e  i s  a c o n t r o l l e d  f o r e ig n  
company. S u b m iss io n s  w ere s t r o n g l y  i n  f a v o u r  o f  a c o n t r o l  t e s t .  
T h is  w ould n o t  be  a s i g n i f i c a n t  d e p a r tu r e  from  th e  CD p r o p o s a l s  
s i n c e ,  in  p r a c t i c e ,  t h e  BE reg im e  c o u ld  be  a p p l i e d  o n ly  w here  
t h e r e  i s  c o n t r o l .

2 .1 .3  A num ber o f  com pan ies m aking su b m is s io n s  n o te d  t h a t  
t h e i r  a b i l i t y  t o  r e p a t r i a t e  p r o f i t s  from  n o n - r e s id e n t  
s u b s i d i a r i e s  may be r e s t r i c t e d  b e c a u se  o f  exchange  c o n t r o l s ,  
g o v e rn m e n ta l f o r e ig n  in v e s tm e n t  r e q u i r e m e n ts ,  o r  a g re e m e n ts  made 
w ith  c o - v e n t u r e r s .  S in c e  b u s in e s s e s  do n o t  c o n s c io u s ly  make bad  
in v e s tm e n t  d e c i s i o n s ,  we w ould e x p e c t  t h a t  th e  r e t u r n  g e n e r a te d
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from  f o r e ig n  s u b s i d i a r i e s  in  t h e s e  c i r c u m s ta n c e s  w i l l  b e  h ig h e r  
th a n  o th e rw is e  t o  r e f l e c t  th e  c o n s t r a i n t s  im posed . T hus, t h e  New 
Z ea la n d  p a r e n t  w i l l  g e n e r a l l y  e x p e c t  t o  be  a b le  t o  g a in  a c c e s s  t o  
t h e  f o r e ig n  s u b s id i a r y  p r o f i t s  a t  some s t a g e ,  th o u g h  n o t  
n e c e s s a r i l y  t o  r e p a t r i a t e  them , and be  co m p en sa ted  f o r  any  
im p ed im en ts  and t im e  d e la y s .  Even i f  t h i s  w ere  n o t  t h e  c a s e ,  i t  
w ould be im p r a c t i c a b le  t o  g iv e  r e l i e f  from  th e  BE reg im e  m e re ly  
b e c a u se  p r o f i t  a c c e s s  r e s t r i c t i o n s  e x i s t  b e c a u se  t a x p a y e r s  c o u ld  
v o l u n t a r i l y  e n t e r  i n t o  su ch  a rra n g e m e n ts  t o  su sp en d  t h e  e f f e c t  o f  
th e  re g im e . I t  m ig h t a l s o  e n c o u ra g e  f o r e ig n  g o v e rn m en ts  t o  
im pose r e p a t r i a t i o n  c o n t r o l s  on New Z ea la n d  in v e s tm e n t .  W here 
su ch  r e s t r i c t i o n s  c u r r e n t l y  a p p ly  t o  f o r e ig n  s u b s i d i a r i e s ,  some 
r e l i e f  w i l l  b e  p ro v id e d  by th e  t r a n s i t i o n a l  p r o v i s io n s  
recom m ended by th e  C om m ittee .

2 .1 .4  The C om m ittee h a s  c o n s id e r e d  th e  a p p r o p r i a t e  c o n t r o l  
t e s t  a f t e r  lo o k in g  a t  s e v e r a l  o v e r s e a s  m o d e ls . Any t e s t  m ust o f  
n e c e s s i t y  be  som ewhat a r b i t r a r y  s in c e ,  i n  p r a c t i c e ,  t h e r e  a r e  no 
c l e a r l y  d e f in e d  c r i t e r i a  f o r  c o n t r o l .  We recommend d e f i n i n g  
c o n t r o l  a s  t h e  o w n e rsh ip  o f  50 p e r c e n t  o r  more o f  t h e  s h a r e s  (o r  
r i g h t s  t o  incom e, d i s t r i b u t i o n s  on w ind u p , v o t e s ,  e tc )  o f  a 
company by 5 o r  few er r e s i d e n t s .  T h is  i s  s i m i l a r  t o  t h e  C an ad ian  
t e s t  and  t h a t  p ro p o se d  in  Annex 4 o f  t h e  1987 B u d g e t. I t  w ould  
be  n e c e s s a r y  t o  have  a c o n s t r u c t iv e  o w n e rsh ip  r u l e  so  t h a t  
i n t e r e s t s  h e ld  i n  nom inees and a s s o c i a t e d  p a r t i e s  w ould be 
a g g re g a te d .  In  a d d i t i o n ,  we p ro p o se  an a n t i - a v o id a n c e  p r o v i s i o n  
aim ed a t  a r ra n g e m e n ts ,  su ch  a s  v o t in g  t r u s t s  and u n d e r s t a n d in g s ,  
w hich  have  th e  e f f e c t  o f  d e f e a t in g  th e  i n t e n t  and a p p l i c a t i o n  o f  
th e  c o n t r o l  t e s t .  We w ould a l s o  add a de  f a c to  c o n t r o l  t e s t  t o  
c o v e r  s i t u a t i o n s  su c h  a s  w here a  s h a r e h o ld e r  h a s  a r i g h t  t o  
r e q u i r e  a d i s t r i b u t i o n  o r  th e  w ind up o f  a  company.
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2 .1 .5  W here a  n o n - r e s id e n t  company f a l l s  w i th in  t h e  c o n t r o l  
t e s t ,  a l l  o f  i t s  New Z ea la n d  s h a r e h o ld e r s  o r  o n ly  t h e  c o n t r o l l i n g  
on es c o u ld  b e  s u b j e c t  t o  th e  re g im e . The C om m ittee f a v o u r  th e  
l a t t e r  a p p ro a c h  b e c a u se  o n ly  c o n t r o l l i n g  s h a r e h o ld e r s  h av e  a c c e s s  
t o  t h e  n e c e s s a r y  in fo rm a t io n  and th e  u n d i s t r i b u t e d  incom e o f  th e  
company. S in c e  t h e r e  may be m ore th a n  one g ro u p  o f  5 r e s i d e n t s  
w hich  s a t i s f i e s  t h e  c o n t r o l  t e s t ,  we recommend t h a t  a l l  r e s i d e n t  
s h a r e h o ld e r s  o f  c o n t r o l l e d  com pan ies w ith  i n t e r e s t s  o f  10 p e r c e n t  
o r  m ore ( h e r e a f t e r  r e f e r r e d  t o  a s  "n o n -m in o r"  s h a r e h o ld e r s )  be 
s u b j e c t  t o  t h e  BE re g im e . An e x c e p t io n  s h o u ld  a p p ly  w here  
c o n t r o l  e x i s t s  by v i r t u e  o f  t h e  p ro p o se d  a n t i - a v o id a n c e  o r  de 
f a c t o  c o n t r o l  p r o v i s i o n s .  I n  th o s e  c a s e s ,  t h e  r e s i d e n t s  deemed 
t o  h av e  c o n t r o l  s h o u ld  be s u b j e c t  t o  th e  reg im e  in  a c c o rd a n c e  
w ith  t h e i r  p r o p o r t io n a te  i n t e r e s t s .

2 .1 .6  F u r th e r  d e t a i l s  o f  t h e  c o n t r o l  p r o v i s io n s  p ro p o se d  by 
th e  C om m ittee a r e  c o n ta in e d  in  Annex 1.

R ecom m endation

2 .1 .7  The Committee th e r e fo r e  recommends t h a t ,  in  r e l a t io n  to  
fo r e ig n  com panies:

a th e  BE regim e ap p ly  o n ly  where New Zealand r e s id e n t s  
have c o n tr o l  o f  a company;

b c o n tr o l  be d e f in e d  a s  th e  ow nersh ip  by 5 or  few er  
r e s id e n t s  o f  50 p e r c e n t  or  more o f  th e  sh a r e s  (o r  v o t e s ,  
r ig h t s  t o  d iv id e n d s  or  d i s t r ib u t io n s  on w ind up) o f  a 
company, s u b je c t  t o :
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i  a c o n s t r u c t iv e  ow n ersh ip  t e s t  t o  in c lu d e  
i n t e r e s t s  h e ld  through  a s s o c ia t e d  p e r so n s ,  
nom inees and o th e r  c o n t r o l le d  com panies;

i i  a de f a c t o  c o n tr o l  p r o v is io n  t o  in c lu d e  w ith in  
th e  regim e p e r so n s  who have th e  power t o  r e q u ir e  
a d i s t r ib u t io n  or  th e  w ind-up o f  a n o n -r e s id e n t  
company; and

i i i  an a n t i-a v o id a n c e  p r o v is io n  t o  d e te r  
arrangem ents w hich have th e  e f f e c t  o f  d e f e a t in g  
th e  in t e n t  and a p p l ic a t io n  o f  th e  c o n tr o l  t e s t ;  
and

c  r e s id e n t  sh a r e h o ld e r s  who d i r e c t l y  o r  i n d ir e c t ly  h o ld  a 
10 p e r c e n t or  g r e a te r  i n t e r e s t  in  a c o n t r o l le d  company 
and r e s id e n t s  who a re  deemed t o  have c o n tr o l  by v ir t u e  
o f  th e  de fa c t o  c o n tr o l  and a n t i-a v o id a n c e  p r o v is io n s  be 
s u b je c t  t o  th e  BE reg im e, b u t o th e r  r e s id e n t  
sh a r e h o ld e r s  o f  c o n tr o l le d  com panies be exempt from i t .

2 . 2 .  W hite L i s t

2 . 2 . 1  One o f  th e  c r i t i c i s m s  o f  th e  BE reg im e  i s  t h a t  i t  w ould 
in v o lv e  h eav y  c o m p lian c e  c o s t s  f o r  p o s s ib ly  l i t t l e  re v e n u e  when 
i t  a p p l i e d  t o  com pan ies i n  " h ig h  ta x "  c o u n t r i e s ,  su c h  a s  th e  
U n ite d  S t a t e s  and th e  U n ite d  Kingdom. The c o m p lia n c e  c o s t s  w ould 
be  m o st a c u te  f o r  New Z e a la n d 's  l a r g e  i n t e r n a t i o n a l l y  d i v e r s i f i e d  
c o m p a n ie s , some o f  w hich  hav e  h u n d re d s  o f  o f f s h o r e  s u b s i d i a r i e s .  
I n  a d d i t i o n ,  t h e  a d m i n i s t r a t i v e  c o s t s  o f  t h e  reg im e  w ould b e  h ig h .
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2 .2 .2  The U n ite d  Kingdom, W est Germany and F ra n c e  a d d re s s  t h i s  
p ro b lem  by h a v in g  a  s o - c a l l e d  "w h ite  l i s t "  o f  c o u n t r i e s .  I f  a 
company i s  r e s i d e n t  in  a  w h i te  l i s t  c o u n try  and t h e  l a r g e  b u lk  o f  
i t s  incom e i s  so u rc e d  and s u b j e c t  t o  t a x  in  su c h  c o u n t r i e s ,  i t  i s  
exem pt from  t h e  CFC re g im e .

2 .2 .3  In  p r i n c i p l e ,  i t  i s  d e s i r a b l e  t o  m in im ise  c o m p lia n c e  
c o s t s  w here  t h e  re v e n u e  a t  s t a k e  i s  n o t  m a t e r i a l .  The p r a c t i c a l  
d i f f i c u l t y  i n  t h i s  c a s e  i s  t h a t  th e  re v e n u e  l o s s  r e l a t i v e  t o  th e  
c o m p lia n c e  c o s t  s a v in g s  r e s u l t i n g  from  some form  o f  l i s t  c a n n o t  
r e a d i l y  b e  q u a n t i f i e d .  N e v e r th e le s s ,  t h e  C om m ittee recom m ends 
th e  a d o p t io n  o f  a r e s t r i c t e d  l i s t  a s  a  r e a s o n a b le  p ra g m a tic  
com prom ise. We r e c o g n is e  t h a t  no l i s t  c an  be w a t e r t i g h t  and  t h a t  
t h e r e  w i l l  b e  c o s t s  i n  c o m p ilin g  and u p d a t in g  i t .  T h ese  p ro b le m s 
m ust be  w e ig h ed  a g a i n s t  t h e  need  t o  re d u c e  th e  c o m p lia n c e  c o s t s  
o f  th e  re g im e  w here i t  i s  u n l i k e l y  t h a t  re v e n u e  w ould be 
c o l l e c t e d .

2 .2 .4  A c c o rd in g ly , t h e  C om m ittee f a v o u r s  a l i s t ,  q u a l i f i e d  by 
t a x  p r e f e r e n c e s  a s  s e t  o u t  b e lo w , o f  c o u n t r i e s  w h ich  h av e  
c o m p re h e n s iv e  i n t e r n a t i o n a l  t a x  r u l e s  in c lu d in g  CFC re g im e s . At 
p r e s e n t ,  t h e r e  a r e  s i x  -  t h e  U n ite d  Kingdom, th e  U n ite d  S t a t e s ,  
W est Germany, F ra n c e , Canada and J a p a n . We u n d e rs ta n d  t h a t  
A u s t r a l i a  i s  c u r r e n t l y  c o n s id e r in g  th e  i n t r o d u c t i o n  o f  a CFC 
reg im e  a n d , g iv e n  o u r  p ro p o se d  t r a n s i t i o n a l  p r o v i s io n s  ( d i s c u s s e d  
in  c h a p te r  7 ) ,  we recommend t h a t  A u s t r a l i a  be  in c lu d e d  on t h e  
l i s t .  The e x i s t e n c e  o r  o th e rw is e  o f  a CFC reg im e  g iv e s  t h e  l i s t  
an  o b j e c t i v e  b a s i s .



20

2 .2 .5  The U n ite d  Kingdom w h ite  l i s t  i s  q u a l i f i e d  by an  incom e 
s o u rc e  r u l e  t o  t h e  e f f e c t  t h a t ,  t o  be  exem pt from  th e  CFC reg im e  
u n d e r  t h e  w h ite  l i s t  p r o v i s i o n s ,  c o n t r o l l e d  com pan ies m ust d e r iv e  
a t  l e a s t  90 p e r c e n t  o f  t h e i r  incom e in  t h e  (w h ite  l i s t )  c o u n try  
i n  w hich  th e y  a r e  r e s i d e n t .  T h is  r u l e  a im s t o  e n s u re  t h a t ,  t o  
q u a l i f y  f o r  e x e m p tio n , th e  l a r g e  b u lk  o f  t h e  incom e o f  a 
c o n t r o l l e d  company m ust be  s u b j e c t  t o  t a x  in  a w h ite  l i s t  
c o u n tr y .  An a l t e r n a t i v e  a p p ro a c h  i s  t o  " lo o k  th ro u g h "  co m p an ies  
r e s i d e n t  in  w h ite  l i s t  c o u n t r i e s  t o  c o n t r o l l e d  com pan ies  b e n e a th  
them . T hese  lo w e r t i e r  c o n t r o l l e d  com pan ies  w ould b e  exem pt o n ly  
i f  th e y  a l s o  s a t i s f i e d  th e  q u a l i f i e d  w h ite  l i s t  t e s t .  The 
C om m ittee f a v o u r s  t h i s  a p p ro a c h  r a t h e r  th a n  an incom e s o u rc e  t e s t ,  
In  a d d i t i o n ,  i t  w ould be  n e c e s s a ry  t o  l i s t  a s  a s i g n i f i c a n t  
p r e f e r e n c e  t h e  e x em p tio n  o f  f o r e ig n - s o u r c e  incom e w here  a l i s t e d  
c o u n try  e x c lu d e d  i t  from  i t s  t a x  b a s e .  T h is  i s  p r e s e n t l y  th e  
c a s e  w ith  F ra n c e . We d i s c u s s  t h e  i s s u e  o f  f o r e ig n  t a x  
p r e f e r e n c e s  in  t h e  n e x t  s u b s e c t io n .

2 .3  Tax P r e fe r e n c e s

2 .3 .1  In  a d d i t i o n  t o  h a v in g  a w h ite  l i s t ,  t h e  U n ite d  Kingdom 
h a s  a q u a l i f i e d  (o r  " g re y " )  l i s t  w hich  p ro v id e s  f o r  ex em p tio n  
from  th e  CFC reg im e  o n ly  i f  t h e  f o r e ig n  company d o e s  n o t  b e n e f i t  
from  c e r t a i n  l i s t e d  t a x  p r e f e r e n c e s .  Many su b m is s io n s  a rg u e d  
t h a t  f o r e ig n  t a x  p r e f e r e n c e s  s h o u ld  be  r e c o g n is e d  u n d e r  t h e  BE 
reg im e  t o  p r e s e r v e  th e  c o m p e t i t iv e n e s s  o f  f o r e ig n  s u b s i d i a r i e s  o f  
New Z e a la n d  c o m p a n ie s . We commented b r i e f l y  on t h e  i n t e r n a t i o n a l  
c o m p e t i t iv e n e s s  a rg u m en t in  s e c t i o n  1 .5 .  The a rg u m e n ts  a g a i n s t  
r e c o g n is in g  f o r e ig n  p r e f e r e n c e s  a r e  t h a t :

a i t  w ould be  i n c o n s i s t e n t  w ith  d o m e s tic  t a x  p o l i c y ,  w hich  
i s  g e n e r a l l y  t o  rem ove t a x  p r e f e r e n c e s .  T h is  p o l i c y  
w ould make no s e n s e  a t  a l l  i f  f o r e ig n  t a x  p r e f e r e n c e s
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w ere  r e c o g n is e d  u n d e r  th e  BE reg im e  s in c e  i t  w ould 
m e re ly  e n c o u ra g e  New Z ea la n d  r e s i d e n t s  t o  i n v e s t  
o f f s h o r e .  I f  t a x  i n c e n t i v e s  w ere  t o  be  a llo w e d  a s  a 
m a t t e r  o f  t a x  p o l i c y ,  i t  w ould be  b e t t e r  t o  p r o v id e  them  
d o m e s t i c a l l y ;

b t a x  p r e f e r e n c e s  a r e  o n ly  one form  o f  in v e s tm e n t  s u b s id y .  
O th e r  ty p e s  o f  a s s i s t a n c e  t h a t  may be  p ro v id e d  in  o th e r  
c o u n t r i e s  in c lu d e  g r a n t s ,  s u b s id i s e d  in p u t  c o s t s ,  o u tp u t  
b o u n t i e s ,  t a r i f f  p r o t e c t i o n ,  c o n c e s s io n a l  lo a n s  and 
p r o v i s io n  o f  f r e e  s e r v i c e s  su c h  a s  r e s e a r c h .  A l l  o f  
t h e s e  w ould hav e  th e  e f f e c t  o f  i n c r e a s in g  th e  
p r o f i t a b i l i t y  o f  f o r e ig n  in v e s tm e n ts  owned by New 
Z e a la n d  r e s i d e n t s  b u t  th e  b e n e f i t  o f  them  w ould  t o  some 
e x t e n t  be  c law ed  b a ck  u n d e r  th e  BE re g im e . I t  w ou ld  be 
im p r a c t i c a l  t o  p r e s e r v e  th e  e f f e c t  o f  a l l  ty p e s  o f  
a s s i s t a n c e  u n d e r  t h e  reg im e  and we s e e  no r e a s o n  t o  
p r e s e r v e  t a x  p r e f e r e n c e s  in  p a r t i c u l a r ;  and

c t a x  p r e f e r e n c e s  a r e  s i m i l a r  in  e f f e c t  t o  low  o r  z e ro  
r a t e s  o f  t a x .  I f  t h e  BE reg im e  i s  t o  a p p ly  t o  
c o n t r o l l e d  com pan ies in  low t a x  c o u n t r i e s  ( " t a x  
h a v e n s ” ) , i t  s h o u ld  a l s o  a p p ly  t o  su ch  co m p an ies  i n  h ig h  
t a x  c o u n t r i e s  w here  e f f e c t i v e  t a x  r a t e s  a r e  low , n o t  
b e c a u s e  o f  a low s t a t u t o r y  t a x  r a t e ,  b u t  b e c a u s e  o f  t a x  
p r e f e r e n c e s .

2 .3 .2  In  a d d i t i o n ,  t h e  t r e n d  am ongst OECD c o u n t r i e s  i s  t o  
p h a se  o u t  o r  rem ove t a x  p r e f e r e n c e s .  T h is  i s  c e r t a i n l y  t h e  c a s e  
in  t h e  U n ite d  S t a t e s ,  t h e  U n ite d  Kingdom and C anada. As t a x  
p r e f e r e n c e s  a r e  rem oved, e f f e c t i v e  t a x  r a t e s  in  o th e r  c o u n t r i e s  
w i l l  r i s e  so  t h a t ,  s in c e  New Z e a la n d 's  s t a t u t o r y  t a x  r a t e s  w i l l  
be  am ongst t h e  lo w e s t ,  i f  n o t  th e  lo w e s t ,  in  t h e  OECD, o u r
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e f f e c t i v e  t a x  r a t e s  s h o u ld  be  c o m p a rab le  t o  th o s e  i n  t h e  
c o u n t r i e s  w here  m ost o f  New Z e a la n d 's  o f f s h o r e  in v e s tm e n t  i s  
l o c a t e d .  The im p a c t o f  t h e  BE reg im e  on th e  c o m p e t i t iv e n e s s  o f  
New Z ealand-ow ned  f o r e ig n  com pan ies w i l l  t h e r e f o r e  d im in is h  a s  
t h e  t r e n d  away from  p r e f e r e n c e s  c o n t in u e s .

2 .3 .3  In  t h e  C o m m itte e 's  v iew , t h e  a rg u m en ts  a g a i n s t  
r e c o g n is in g  f o r e ig n  t a x  p r e f e r e n c e s  u n d e r  th e  BE re g im e  o u tw e ig h  
th e  c o u n te r  a rg u m e n ts . We t h e r e f o r e  f a v o u r  th e  q u a l i f i c a t i o n  o f  
t h e  p ro p o se d  w h ite  l i s t  by t h e  i d e n t i f i c a t i o n  o f  s i g n i f i c a n t  t a x  
p r e f e r e n c e s  in  e a c h  c o u n tr y .  As n o te d  ab o v e , t h i s  q u a l i f i e d  l i s t  
i s  r e f e r r e d  t o  a s  a  g re y  l i s t .  T ax p a y e rs  w ould be  r e q u i r e d  t o  
a d j u s t  t h e  t a x a b le  incom e o f  a  CFC r e s i d e n t  in  a  l i s t e d  c o u n tr y ,  
m easu red  a c c o rd in g  t o  t h a t  c o u n t r y 's  t a x  r u l e s ,  f o r  any  
i d e n t i f i e d  s i g n i f i c a n t  p r e f e r e n c e s  t h a t  th e  CFC h a s  u t i l i s e d .  I f  
t h e  f o r e ig n  t a x  p a id  a s  a p r o p o r t io n  o f  t h e  a d ju s te d  t a x a b le  
incom e e q u a ls  o r  e x c e e d s  th e  New Z ea la n d  company t a x  r a t e ,  t h e  
ta x p a y e r  w ould be exem pt from  th e  reg im e  in  r e s p e c t  o f  t h a t  CFC. 
In  o u r  v iew , t h e  r e d u c t io n  in  th e  New Z ea la n d  s t a t u t o r y  company 
t a x  r a t e  rem oves t h e  need  t o  b a s e  t h i s  e f f e c t i v e  t a x  r a t e  
co m p a riso n  on t w o - t h i r d s  o f  t h e  s t a t u t o r y  r a t e ,  a s  p ro p o s e d  in  
Annex 4 o f  t h e  1987 B udge t.

2 .3 .4  The c o m p re h e n s iv e n e s s  o f  t h e  l i s t  o f  p r e f e r e n c e s  i s  
l a r g e l y  a m a t te r  o f  t a x  p o l i c y .  New Z ea la n d  t a x  p o l i c y  h a s  b een  
to  e l i m in a te  e x p l i c i t  p r e f e r e n c e s .  T h is  may s u g g e s t  a  r e l a t i v e l y  
e x te n s iv e  l i s t ,  th o u g h  m a t e r i a l i t y  and c o m p lian c e  c o s t s  m ust be 
ta k e n  i n t o  a c c o u n t .

2 .3 .5  A num ber o f  su b m is s io n s  a rg u e  t h a t  th e  c law  b a c k  o f  
f o r e ig n  t a x  p r e f e r e n c e s  w ould be i n c o n s i s t e n t  w ith  a num ber o f  
New Z e a la n d 's  t a x  t r e a t i e s  w hich in c lu d e  t a x  s p a r in g  p r o v i s i o n s .  
T hese  p r o v i s io n s  g e n e r a l l y  a p p ly  o n ly  t o  b ra n c h e s  o f  New Z e a la n d
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com pan ies in  t h e  t a x  t r e a t y  c o u n try  an d , s i n c e  f o r e i g n  b ra n c h e s  
a r e  n o t  a f f e c t e d  by th e  p r e s e n t  r e fo rm s , t a x  s p a r in g  w ould  n o t  be 
w ith d raw n  o r  d im in is h e d .  We a r e  s a t i s f i e d  t h a t  t h e  BE reg im e  
d o es  n o t  b re a c h  a t a x  t r e a t y  o b l i g a t i o n .  The t a x  s p a r in g  
p r o v i s io n s  w e re , how ever, e n te r e d  i n t o  b e f o r e  th e  i n t r o d u c t i o n  o f  
th e  p r e s e n t  p r o p o s a l s  and  may now a p p e a r  t o  be  i n c o n s i s t e n t  w ith  
th e  t h r u s t  o f  t h e  re fo rm s .

R ecom m endation

2 .3 .6  The Committee th e r e fo r e  recommends th a t :

a r e s id e n t s  be exempt from th e  BE regim e in  r e s p e c t  o f  
i n t e r e s t s  in  com panies w hich a re:

i  r e s id e n t  fo r  ta x  p u rp oses in  c e r t a in  l i s t e d  
c o u n tr ie s  w ith  com prehensive in t e r n a t io n a l  ta x  
reg im es in c lu d in g  CFC reg im es ( i . e . t h e  U n ited  
S t a t e s ,  th e  U n ited  Kingdom, West Germany, 
Canada, F rance and Japan) or  A u s tr a l ia ;  and

b i i  do n o t  b e n e f i t  from s p e c i f i e d  s i g n i f i c a n t  ta x  
p r e fe r e n c e s  in  th o s e  c o u n tr ie s  su ch  a s  
a c c e le r a te d  c a p i t a l  w r i t e - o f f s  o r  th e  exem ption  
o f  c e r ta in  fo r e ig n -s o u r c e  incom e. Where a 
company d id  u t i l i s e  a s p e c i f i e d  p r e fe r e n c e , i t  
would b e  r e q u ir e d  t o  a d ju s t  i t s  ta x a b le  incom e, 
determ ined  a cco r d in g  t o  th e  co u n try  o f  r e s id e n c e  
ta x  r u le s ,  f o r  th e  e f f e c t  o f  th e  ta x  
p r e f e r e n c e ( s ) . I f  i t s  fo r e ig n  ta x  p a id  a s  a 
r a t i o  o f  i t s  a d ju ste d  ta x a b le  incom e e q u a ls  o r  
e x ce ed s  th e  New Zealand company ta x  r a t e ,  th e  BE 
regim e would n o t  a p p ly ; and
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c  non-m inor sh a r e h o ld e r s  (and o th e r  sh a r e h o ld e r s  deemed 
t o  have c o n tr o l)  in  a c o n t r o l le d  company who have  
i n t e r e s t s  w hich a r e  h e ld  i n d ir e c t ly  through  o th e r  fo r e ig n  
com panies be s u b je c t  t o  th e  regim e u n le s s  th e  c o n t r o l le d  
company s a t i s f i e s  th e  exem ption  o u t l in e d  in  
recom m endation ( a ) .

2 . 4  S u b m ission s

2 . 4 . 1  M ost s u b m is s io n s  w ere  in  f a v o u r  o f  a CFC re g im e  a lo n g  
th e  l i n e s  o f  t h o s e  a p p ly in g  in  o th e r  c o u n t r i e s .  The tw o m ain  
d i f f e r e n c e s  b e tw een  th e  reg im e  p ro p o se d  by th e  C om m ittee and  CFC 
re g im e s  e ls e w h e re  a r e  t h a t :

a o t h e r  CFC re g im e s  g e n e r a l l y  make a d i s t i n c t i o n  b e tw een  
s o - c a l l e d  " a c t iv e "  and " p a s s iv e "  incom e. The l a t t e r  i s  
g e n e r a l l y  r e g a rd e d  a s  i n t e r n a t i o n a l l y  "m o b ile "  incom e 
su c h  a s  i n t e r e s t ,  d iv id e n d s ,  r o y a l t i e s  and  r e l a t e d  p a r t y  
s a l e s  and s e r v i c e  incom e;

b in  some c a s e s ,  t h e  CFC re g im e s  a r e  t o  some e x t e n t  
t a r g e t e d  on t a x  haven  CFCs. The U n ite d  S t a t e s  and 
Canada do n o t ,  how ever, t a r g e t  t a x  h av en s  i n  t h i s  way.

2 . 4 . 2  The a r t i f i c i a l i t y  o f  t h e  d i s t i n c t i o n  b e tw een  a c t i v e  and 
p a s s iv e  incom e i s  b e s t  i l l u s t r a t e d  in  t h e  c a s e  o f  s h a r e s .  A 
s h a r e  p o r t f o l i o  o f ,  s a y ,  one p e r c e n t  s t a k e s  in  100 co m p an ies  i s  
r e g a rd e d  a s  a p a s s iv e  in v e s tm e n t  even  th o u g h  each  company may 
i t s e l f  be  an a c t i v e  b u s in e s s .  C o n v e rse ly , a  100 p e r c e n t  h o ld in g
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in  a  s i n g l e  company i s  r e g a rd e d  a s  a d i r e c t  o r  a c t i v e  in v e s tm e n t .  
In  t h e  f i r s t  c a s e ,  an  i n t e r e s t  i s  h e ld  i n  100 a c t i v e  b u s in e s s e s .  
In  t h e  se co n d  c a s e ,  an  i n t e r e s t  i s  h e ld  in  one a c t i v e  b u s in e s s .  
In  b o th  c a s e s ,  t h e  incom e o f  t h e  s h a r e h o ld e r  c o n s i s t s  o f  
d iv id e n d s  and  c a p i t a l  g a in  on th e  s h a r e s .  Though t h e s e  
in v e s tm e n ts  may d i f f e r  i n  o t h e r  r e s p e c t s ,  b o th  a r e  u l t i m a t e l y  
in v e s tm e n ts  i n  a c t i v e  b u s in e s s e s .  T hus, t h e r e  a r e  b o u n d a ry  
p ro b lem s in  d i s t i n g u i s h i n g  b e tw een  a c t i v e  and p a s s iv e  
in v e s tm e n ts .

2 .4 .3  A n o th e r  p ro b lem  w ith  t h e  a c t i v e / p a s s i v e  incom e 
d i s t i n c t i o n  a r i s e s  w ith  c e r t a i n  c l a s s e s  o f  incom e. F o r ex am p le , 
i n t e r e s t  incom e i s  re g a rd e d  a s  a c t i v e  b u s in e s s  incom e when i t  i s  
e a rn e d  by a f i n a n c i a l  i n s t i t u t i o n  b u t  p a s s iv e  incom e when d e r iv e d  
by o t h e r  b u s i n e s s e s .  I f  t h e  reg im e  em ployed t h i s  d i s t i n c t i o n ,  
b an k s  c o u ld  s h e l t e r  i n t e r e s t  incom e w h ile  o t h e r  b u s in e s s e s  w ould 
r e o r g a n i s e  th e m s e lv e s  in  an  a t te m p t  t o  re se m b le  b a n k s  o r  th e y  
w ould e s t a b l i s h  f in a n c e  s u b s i d i a r i e s  w hich  w ere  d i f f i c u l t  t o  
d i s t i n g u i s h  from  b a n k s . T h is  p ro b lem  h a s  f o r c e d  th e  U n ite d  
S t a t e s  t o  in c lu d e  w i th in  i t s  d e f i n i t i o n  o f  CFC ( i . e , s u b p a r t  F) 
incom e d iv id e n d s ,  i n t e r e s t  and  r e a l i s e d  g a in s  from  th e  
d i s p o s i t i o n  o f  s h a r e s  and o t h e r  s e c u r i t i e s ,  r e g a r d l e s s  o f  t h e  
n a tu r e  o f  t h e  b u s in e s s  d e r iv in g  them . F o r s i m i l a r  r e a s o n s ,  
s u b p a r t  F incom e now in c lu d e s  incom e from  th e  in s u r a n c e  o f  r i s k s  
o u t s id e  t h e  i n s u r e r ' s  c o u n try  o f  in c o r p o r a t io n .

2 .4 .4  F i n a l l y ,  t h e  a d v a n ta g e s  o f  low t a x  r a t e s  and t a x  
p r e f e r e n c e s  a r e  t h e  same w h e th e r  th e y  a p p ly  t o  a c t i v e  o r  t o  
p a s s iv e  incom e. I n  v iew  o f  t h e s e  c o n s i d e r a t i o n s ,  t h e  C om m ittee 
c o n s id e r s  t h a t  t h e r e  i s  no m e r i t  i n  d i s t i n g u i s h i n g  b e tw een  
d i f f e r e n t  c l a s s e s  o f  incom e.
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2 .4 .5  The a rg u m en t f o r  t a r g e t i n g  t h e  BE reg im e  on t a x  h av en  
CFCs i s  t h a t  t h e s e  a r e  t h e  m a jo r  a v o id a n c e  v e h i c l e s .  T h e re  a r e ,  
how ever, s e v e r a l  p ro b lem s w ith  t h i s  a p p ro a c h . The f i r s t  i s  t h a t  
t h e r e  a r e  d e f i n i t i o n a l  p ro b le m s . A c o u n try  w hich  i s  n o rm a lly  
r e g a rd e d  a s  a h ig h  t a x  c o u n try  may in  p r a c t i c e  be  a t a x  h av en  f o r  
c e r t a i n  ty p e s  o f  in v e s tm e n t .  An exam ple was th e  U n ite d  Kingdom 
in  r e s p e c t  o f  m a n u fa c tu r in g  a c t i v i t y  b e f o r e  i t  commenced t o  p h a se  
o u t  im m ed ia te  c a p i t a l  w r i t e - o f f s  in  1984. The e f f e c t  o f  t h e  
c a p i t a l  w r i t e - o f f s  was g e n e r a l l y  t o  e l im in a te  th e  t a x  l i a b i l i t i e s  
o f  m a n u fa c tu r in g  b u s in e s s e s  in  th e  U n ite d  Kingdom. I f  t h i s  had  
been  a c h ie v e d  by a b o l i s h in g  incom e t a x  on m a n u fa c tu r in g , t h e  
U n ite d  Kingdom w ould have  b een  r e g a rd e d  a s  a t a x  h av en  f o r  t h i s  
ty p e  o f  b u s in e s s .  T hus, t h e  e x i s te n c e  o f  t a x  p r e f e r e n c e s  rem oves 
any c l e a r  d i s t i n c t i o n  b e tw een  a t a x  h av en  and a n o n - ta x  h a v e n .

2 .4 .6  The m ore g e n e r a l  a rgum en t i s  t h a t ,  from  an a n t i - d e f e r r a l  
p e r s p e c t i v e ,  t h e r e  i s  no d i f f e r e n c e  b e tw een  t h e s e  tw o ty p e s  o f  
j u r i s d i c t i o n .  O f f s h o re  incom e d e r iv e d  by r e s i d e n t  co m p an ie s  t h a t  
i s  u l t i m a t e l y  t a x a b le  in  New Z ea lan d  i s  f o r e ig n  incom e n e t  o f  
f o r e ig n  t a x e s .  (Where f o r e ig n  incom e i s  e a rn e d  d i r e c t l y  by  an 
i n d i v i d u a l ,  a c r e d i t  i s  g iv e n  f o r  f o r e ig n  t a x e s ) .  I t  d o e s  n o t  
m a t t e r  w h e th e r  t h e  incom e i s  so u rc e d  in  a  lo w - o r  h i g h - t a x  
j u r i s d i c t i o n ,  th e  d e f e r r a l  b e n e f i t  i s  t h e  sam e. The CD d o e s  n o t ,  
how ever, p ro p o se  th e  c o m p le te  e l im in a t io n  o f  t a x  d e f e r r a l  by 
p e r m i t t i n g  com pan ies o n ly  a d e d u c t io n  f o r  f o r e ig n  t a x  i n  t h e  
c a l c u l a t i o n  o f  a t h e i r  t a x  l i a b i l i t y  on BE re g im e . I n s t e a d ,  a 
c r e d i t  w i l l  b e  g iv e n ,  th o u g h  t h i s  i s  c law ed  b ack  when t h e  incom e 
i s  d i s t r i b u t e d .  T hus, in  t h e  c o n te x t  o f  t h e  CD p r o p o s a l s ,  New 
Z ea la n d  t a x  l i a b i l i t i e s  u n d e r  th e  BE reg im e  w i l l  depend  on 
w h e th e r  t h e  f o r e ig n  company i s  r e s i d e n t  in  a h ig h -  o r  lo w - ta x  
j u r i s d i c t i o n .  F o r t h i s  r e a s o n ,  t h e  C om m ittee a d v o c a te s  t h e  
a d o p tio n  o f  a g re y  l i s t  a s  o u t l i n e d  in  s e c t i o n  2 .3 .
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2 .4 .7  On a p r a c t i c a l  l e v e l ,  t h e r e  w ould be o b v io u s  
d i f f i c u l t i e s  w ith  th e  a l t e r n a t i v e  a p p ro a c h  o f  t a r g e t i n g  th e  
reg im e  on com pan ies  r e s i d e n t  in  l i s t e d  t a x  h a v e n s . The l i s t  
w ould n e v e r  be  up t o  d a te  and w ould p ro b a b ly  e x c lu d e  a p p a r e n t ly  
h ig h  t a x  c o u n t r i e s  w hich  n e v e r t h e l e s s  had  s i g n i f i c a n t  t a x  
p r e f e r e n c e s .  F o r t h i s  r e a s o n ,  no c o u n try  e x c e p t  J a p a n  b a s e s  i t s  
CFC reg im e  on a fo rm e r ly  p u b l is h e d  t a x  h av en  l i s t .  (The C om m ittee 
d o e s  p ro p o se  a d i s t i n c t i o n  b e tw een  t a x  h a v en s  and o t h e r  c o u n t r i e s  
a s  p a r t  o f  i t s  recom mended t r a n s i t i o n a l  p r o v i s io n s  b u t  in  t h i s  
c a s e ,  a need  f o r  e x h a u s t iv e  c o v e ra g e  and u p d a tin g  d o e s  n o t  
a r i s e . )

2 .5  D iv id en d s R ece iv ed  by a C o n tr o lle d  Company, L o sse s  and 
F o re ig n  Tax C r e d its

2 .5 .1  BE incom e w i l l  be  c a l c u l a t e d  a c c o rd in g  t o  New Z e a la n d  
t a x  law . A num ber o f  s p e c i a l  r u l e s  w i l l ,  how ever, be  r e q u i r e d  in  
r e s p e c t  o f  d iv id e n d s  r e c e iv e d  by a c o n t r o l l e d  com pany, BE l o s s e s  
and th e  c a l c u l a t i o n  o f  th e  am ount o f  f o r e ig n  t a x  t o  be  c r e d i t e d  
a g a i n s t  t h e  New Z ea la n d  t a x  l i a b i l i t y  on BE incom e. The 
C om m ittee h a s  had  t im e  t o  g iv e  o n ly  p r e l im in a r y  c o n s i d e r a t i o n  t o  
t h e s e  i s s u e s  b u t  we s e t  o u t  below  o u r  c u r r e n t  t h in k i n g .

2 .5 .2  The t a x  t r e a tm e n t  o f  d iv id e n d s  r e c e iv e d  by a c o n t r o l l e d  
f o r e ig n  company n e ed s  t o  m i r r o r  t h e i r  t r e a tm e n t  i n  t h e  h a n d s  o f  
i t s  r e s i d e n t  s h a r e h o ld e r s .  I f  t h i s  w ere  n o t  th e  c a s e ,  i t  w ould 
be  e a sy  t o  a v o id  t h e  d o m e s tic  r u l e s  by t r a p p in g  d iv id e n d s  in  a 
n o n - r e s id e n t  v e h i c l e .  T h ere  w ould th e n  be l i t t l e  p o i n t  in  
c h a n g in g  th e  d o m e s tic  r u l e s .  T hus, p o r t f o l i o  d iv id e n d s  r e c e iv e d  
by a c o n t r o l l e d  n o n - r e s id e n t  company sh o u ld  be a s s e s s a b l e  t o  b o th  
c o r p o r a te  and n o n -c o rp o ra te  r e s i d e n t  n o n -m in o r s h a r e h o ld e r s .
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N o n - p o r t f o l io  d iv id e n d s  r e c e iv e d  by th e  c o n t r o l l e d  company s h o u ld  
a l s o  be  a s s e s s a b l e  t o  a n o n - c o r p o r a te  n o n -m in o r s h a r e h o ld e r  b u t  a 
c o r p o r a te  n o n -m in o r s h a r e h o ld e r  w ould be  s u b j e c t  t o  t h e  p ro p o se d  
w i th h o ld in g  paym ent sy s te m  i f  t h e  p ro p o se d  d o m e s tic  t a x  r u l e s  
a p p l ie d  t o  t h e  c a l c u l a t i o n  o f  th e  BE incom e. In  o r d e r  t o  a v o id  
th e  m u l t i p l e  l e v y in g  o f  t a x  on d iv id e n d s ,  i t  w ould be  n e c e s s a r y  
in  t h e  c a s e  o f  b o th  c o r p o r a te  and n o n - c o r p o r a te  n o n -m in o r 
s h a r e h o ld e r s  t o  e x c lu d e  d iv id e n d s  r e c e iv e d  by a c o n t r o l l e d  
company from  a n o th e r  company in  r e l a t i o n  t o  w hich  th e  t a x p a y e r  i s  
a l s o  a n o n -m in o r s h a r e h o ld e r .

2 .5 .3  T h is  t r e a tm e n t  w ould , how ever, be  s i m p l i f i e d  i f  a l l  
d iv id e n d s  r e c e iv e d  by a c o n t r o l l e d  com pany, o th e r  th a n  th o s e  
r e c e iv e d  from  a n o th e r  company in  r e s p e c t  o f  w hich  th e  t a x p a y e r  i s  
a n o n -m in o r s h a r e h o ld e r ,  w ere  made a s s e s s a b l e .  I t  w ould th e n  n o t  
be  n e c e s s a r y  f o r  a c o r p o r a te  s h a r e h o ld e r  t o  keep  s e p a r a t e  a c c o u n t  
o f  p o r t f o l i o  and n o n - p o r t f o l i o  d iv id e n d s .

2 .5 .4  The BE reg im e  i t s e l f  and th e  p ro p o se d  c h a n g e s  t o  t h e  
t r e a tm e n t  o f  d iv id e n d s  r e c e iv e d  by com pan ies have  i m p l i c a t i o n s  
f o r  t h e  d e d u c t i b i l i t y  o f  i n t e r e s t  on money bo rrow ed  by a  company 
t o  a c q u i r e  s h a r e s  in  n o n - r e s id e n t  c o m p an ie s . The d e d u c t i b i l i t y  
o f  i n t e r e s t  ex p en se  r e l a t i n g  t o  f o r e ig n  in v e s tm e n ts  w ould  a l s o  be 
a f f e c t e d  by i n t e r j u r i s d i c t i o n a l  a l l o c a t i o n  r u l e s .  I t  w ould  
t h e r e f o r e  be  d e s i r a b l e  t o  re v ie w  th e  c u r r e n t  p r o v i s io n s  r e l a t i n g  
t o  i n t e r e s t  d e d u c t i b i l i t y  in  th e  c o n te x t  o f  th e  c o n s i d e r a t i o n  o f  
a l l o c a t i o n  r u l e s .

2 .5 .6  The t r e a tm e n t  o f  BE lo s s e s  was one o f  th e  m ost 
c o n te n t io u s  i s s u e s  r a i s e d  in  s u b m is s io n s . The CD p ro p o se d  t h a t  
BE l o s s e s  (w hich  w ould be  com puted a c c o rd in g  t o  New Z e a la n d  t a x  
r u l e s )  be  " r in g - f e n c e d "  t o  th e  BE re g im e . T h a t i s ,  l o s s e s  w ould  
be a b le  t o  be  o f f s e t  a g a i n s t  any BE incom e o f  a t a x p a y e r ,  b u t  n o t
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a g a i n s t  non-BE t a x a b le  incom e ( i . e  New Z e a la n d -  and f o r e i g n -  
s o u rc e  incom e t a x a b le  u n d e r  c u r r e n t  l a w ) . Any e x c e s s  BE l o s s  n o t  
a b le  t o  be  o f f s e t  a g a i n s t  BE incom e in  t h e  c u r r e n t  y e a r  w ould  be 
c a r r i e d  fo rw a rd  f o r  o f f s e t  a g a i n s t  BE incom e in  f u t u r e  incom e 
y e a r s .

2 .5 .7  S u b m iss io n s  w ere  opposed  t o  any r i n g - f e n c i n g  o f  BE 
l o s s e s  and g e n e r a l l y  c a l l e d  f o r  u n r e s t r i c t e d  p o o l in g  o f  l o s s e s  
w ith  a  t a x p a y e r 's  o t h e r  t a x a b le  incom e. The u n r e s t r i c t e d  o f f s e t  
o f  BE l o s s e s  w ou ld , how ever, l e a d  t o  a d e c id e d ly  a sy m m e tric  
r e s u l t  a s  f a r  a s  t h e  New Z ea la n d  t a x  b a se  was c o n c e rn e d . When a 
ta x p a y e r  d e r iv e d  a  BE p r o f i t  b u t  t h e  f o r e ig n  t a x  p a id  by  th e  
c o n t r o l l e d  company was a t  l e a s t  e q u a l  t o  th e  New Z e a la n d  t a x  
l i a b i l i t y  on t h e  BE incom e, no New Z ea la n d  t a x  w ould be  
c o l l e c t e d .  I f ,  once  th e  c o n t r o l l e d  company made a l o s s ,  t h e  l o s s  
c o u ld  be  o f f s e t  a g a i n s t  o t h e r  New Z ea la n d  t a x a b le  incom e, t h e  
o v e r a l l  r e s u l t  w ould be t o  d im in is h  t h e  New Z ea la n d  t a x  b a s e .  
S im i la r  p ro b lem s a r i s e  now w ith  a c t u a l  b ra n c h e s .  T h e re  i s  no 
p o i n t  i n  im p le m e n tin g  a  reg im e  w hich  w ould f u r t h e r  e ro d e  th e  
p r e s e n t  t a x  b a s e .

2 .5 .8  A n o th e r  p ro b lem  w ould a r i s e  i f  t a x p a y e r s  c o u ld  a c q u i r e  
BE t a x  l o s s e s  (by o b ta in in g  an  i n t e r e s t  i n  n o n - r e s id e n t  co m p an ies  
w hich  w ere  i n  t a x  l o s s  u n d e r  New Z ea la n d  r u l e s )  t o  s h e l t e r  BE 
incom e in  low  t a x  j u r i s d i c t i o n s .  A n t i - a v o id a n c e  r u l e s  c o u ld  cope 
w ith  t h i s  t o  some e x t e n t  b u t  su c h  r u l e s  h av e  t h e i r  own 
d e f i c e n c i e s .

2 .5 .9  C o n s id e r a t io n s  su ch  a s  t h e s e  s u g g e s t  t h a t  t h e  CD 
p r o p o s a l s  w i l l  need  t o  be  t i g h t e n e d  r a t h e r  th a n  r e l a x e d .  A t one 
e x tre m e , BE l o s s e s  c o u ld  be  r in g - f e n c e d  t o  th e  o f f s h o r e  e n t i t y  
f o r  e ac h  ta x p a y e r .  T h is  may, how ever, be  im p r a c t i c a b le  s i n c e ,  
w here  c o n t r o l  e x i s t s ,  t a x p a y e r s  w i l l  g e n e r a l l y  h av e  some
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d i s c r e t i o n  t o  s h i f t  t a x a b le  incom e b e tw een  d i f f e r e n t  c o n t r o l l e d  
co m p a n ie s , p a r t i c u l a r l y  w here  th e y  a r e  r e s i d e n t  i n  t h e  same 
c o u n try .  T hus, a  f u r t h e r  p o s s i b i l i t y  w ould  be t o  a l lo w  th e  
g ro u p in g  o f  p r o f i t s  and  l o s s e s  among e n t i t i e s  w i th in  t h e  same t a x  
j u r i s d i c t i o n .  The C om m ittee w i l l  r e p o r t  f u r t h e r  on t h i s  i s s u e .

2 .5 .1 0  The r u l e s  f o r  c r e d i t i n g  f o r e ig n  t a x e s  n eed  t o  be  
i n t e g r a t e d  w ith  th o s e  a p p ly in g  t o  l o s s e s .  The CD p ro p o se d  t h a t  
c r e d i t s  b e  l i m i t e d  on an e n t i t y  by e n t i t y  and  a  s o u rc e  o f  incom e 
b a s i s .  We hav e  y e t  t o  d i s c u s s  t h e  a p p r o p r i a t e  r u l e s  f o r  f o r e i g n  
t a x  c r e d i t s .

2 .5 .1 1  Some f u r t h e r  d i s c u s s io n  o f  v a r io u s  a s p e c t s  o f  t h e  BE 
reg im e  i s  c o n ta in e d  in  Annex 2.
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CHAPTER 3 – FOREIGN INVESTMENT FUNDS

3 .1 .  A voidance Problem s: Need fo r  an A lt e r n a t iv e  Regime

3 .1 .1  I f ,  a s  recommended by th e  C om m ittee , t h e  BE re g im e  
a p p l i e d  o n ly  t o  t h e  n o n -m in o r s h a r e h o ld e r s  o f  c o n t r o l l e d  f o r e ig n  
co m p a n ie s , t h e  ty p e s  o f  o f f s h o r e  in v e s tm e n t  o u t s id e  t h e  reg im e  
w ould b e :

a m in o r o r  n o n - c o n t r o l l i n g  s h a r e h o ld in g s  in  co m p an ies  
r e s i d e n t  i n  h ig h  t a x  j u r i s d i c t i o n s ;

b m in o r o r  n o n - c o n t r o l l i n g  s h a r e h o ld in g s  i n  co m p an ies  
r e s i d e n t  in  low  t a x  j u r i s d i c t i o n s  ( " t a x  h a v e n s " ) ; and

c i n t e r e s t s  in  in v e s tm e n t  c o m p a n ie s ,u n i t  t r u s t s ,  m u tu a l 
fu n d s  and s i m i l a r  e n t i t i e s ,  w hich  c o l l e c t i v e l y  may be 
r e f e r r e d  t o  a s  " f o r e ig n  fu n d s " .

3 .1 .2  The CD p ro p o s e s  t h a t  t h e  CV reg im e  s h o u ld  a p p ly  t o  a l l  
o f  t h e s e  ty p e s  o f  in v e s tm e n t .  In  th e  l i g h t  o f  t h e  c o n c e rn s  a b o u t 
t h e  CV reg im e  o u t l i n e d  in  c h a p te r  1, t h e  C om m ittee c o n s id e r s  t h a t  
i t  c o u ld  be  j u s t i f i e d  now o n ly  w here  t h e r e  i s  a  s e r i o u s  a v o id a n c e  
p ro b lem  t h a t  e x i s t s  o r  can  r e a s o n a b ly  be e x p e c te d  t o  d e v e lo p . 
O u ts id e  t h a t  a r e a  and CFCs, th e  t a x a t i o n  o f  t h e  g a in s ,  o t h e r  th a n  
d iv id e n d s ,  t h a t  r e s i d e n t s  d e r iv e  from  o f f s h o r e  in v e s tm e n ts  s h o u ld  
a w a i t  t h e  i n t r o d u c t i o n  o f  a g e n e r a l  c a p i t a l  g a in s  t a x .

3 .1 .3  I n  t h e  C o m m itte e 's  v iew , m in o r o r  n o n - c o n t r o l l i n g  
s h a r e h o ld in g s  i n  com pan ies r e s i d e n t  o u t s id e  t a x  h a v e n s  c l e a r l y  
f a l l  i n  t h e  c a te g o r y  o f  in v e s tm e n ts  t h a t  a r e  b e s t  ta x e d  u n d e r  a 
c a p i t a l  g a in s  t a x .  T hese  com pan ies c a n n o t be  u se d  by th e  
i n v e s t o r  t o  e ro d e  th e  New Z ea la n d  t a x  b a se  and th e  m ost im p o r ta n t
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o f  them , p u b l i c l y  l i s t e d  co m p an ie s , g e n e r a l l y  d i s t r i b u t e  a 
s u b s t a n t i a l  p r o p o r t io n  o f  t h e i r  incom e a s  d iv id e n d s  w hich  a r e  
a l r e a d y  ta x e d  o r  w i l l  s u f f e r  a s i m i l a r  im p o s t u n d e r  th e  
G o v e rn m e n t's  new p r o p o s a l s .

3 .1 .4  M inor o r  n o n - c o n t r o l l i n g  s h a r e h o ld in g s  i n  t a x  haven  
com pan ies a r e  a p o s s ib l e  s o u rc e  o f  c o n c e rn . The m a jo r i t y  o f  
p ro b lem  c a s e s  w i l l ,  how ever, be  p a s s iv e  in v e s tm e n t  v e h i c l e s  w hich 
w ould f a l l  i n t o  t h e  f o r e ig n  in v e s tm e n t  fu n d  reg im e  d i s c u s s e d  in  
s e c t i o n  3 .3 .

3 .1 .5  O ffs h o re  fu n d s , e s p e c i a l l y  th o s e  l o c a te d  in  t a x  h a v e n s , 
a r e  c l e a r l y  t h e  b ig g e s t  a v o id a n c e  p ro b lem . The C om m ittee 
t h e r e f o r e  f a v o u r s  t h e  i n t r o d u c t i o n  o f  a  f o r e ig n  in v e s tm e n t  fund  
reg im e  t a r g e t e d  a t  in v e s tm e n t  v e h ic l e s  w hich  c o n f e r  s i g n i f i c a n t  
t a x  b e n e f i t s ,  su ch  a s  u n i t  t r u s t s  b a se d  in  t a x  h a v e n s .

3 .2  C overage o f  th e  Regime

3 .2 .1  In  summary, th e  two b u i ld in g  b lo c k s  o f  t h e  C o m m itte e 's  
p r o p o s a l s  f o r  com pan ies w ould b e :

a  th e  BE reg im e  t o  a p p ly  t o  c o n t r o l l e d  f o r e ig n  com pan ies 
w hich  do n o t  m eet th e  g re y  l i s t  t e s t  o u t l i n e d  in  
c h a p te r  2 ; and

b a f o r e ig n  in v e s tm e n t  fu n d  reg im e  t o  a p p ly  t o  in v e s tm e n t  
v e h i c l e s .

3 . 2 . 2  B etw een t h e s e  two ty p e s  o f  in v e s tm e n t ,  no reg im e  w ould 
a p p ly .  T h ree  a rg u m e n ts  have  been  ad v an ced  f o r  a reg im e  w hich  
a p p l i e s  t o  a l l  f o r e ig n  in v e s tm e n ts .  The f i r s t  i s  t h a t  c o m p le te  
c o v e ra g e  i s  n eed ed  t o  c a tc h  ta x p a y e r s  who have  c o n t r o l  o f  an
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f o r e ig n  company b u t  m anage t o  a v o id  t h e  c o n t r o l  t e s t .  The 
r e s p o n s e  i n  o t h e r  c o u n t r i e s  t o  v e h ic l e s  w hich  s i d e  s t e p  th e  
c o n t r o l  t e s t  h a s  b een  t o  in t r o d u c e  an o f f s h o r e  fu n d  re g im e . We 
w ould s i m i l a r l y  e x p e c t  t h a t  many o f  t h e s e  n o n - c o n t r o l l e d  v e h ic l e s  
w ould f a l l  i n t o  t h e  f o r e ig n  in v e s tm e n t  fu n d  reg im e  p ro p o se d  by 
th e  C om m ittee . W ith a  c o m p re h en s iv e  d e f i n i t i o n  o f  c o n t r o l  and a 
w ide f o r e ig n  in v e s tm e n t  fu n d  d e f i n i t i o n ,  t h e  re m a in d e r  o f  th e  
p ro b lem  d o e s  n o t  j u s t i f y  t h e  a d m i n i s t r a t i o n  and c o m p lia n c e  c o s t s  
o f  a f u l l y  co m p re h en s iv e  re g im e . We w ould a l s o  n o te  t h a t  m ost 
com pan ies f i n d  r e a l  m in o r i ty  i n t e r e s t s  d i s a d v a n ta g o u s . M in o r i ty  
i n t e r e s t s  w i l l  be  a l l  t h e  more u n a t t r a c t i v e  a s  a  r e s u l t  o f  t h e s e  
re fo rm s  s in c e  a s u b s t a n t i a l  th o u g h  m in o r i ty  s h a r e h o ld e r  i n  a non-  
r e s i d e n t  company c o u ld  be  t ip p e d  i n t o  t h e  BE reg im e  by th e  
p u rc h a s e  o f  a p o s s ib l y  s m a ll  i n t e r e s t  i n  th e  company by a n o th e r  
New Z ea la n d  r e s i d e n t .

3 .2 .3  The se co n d  a rg u m en t f o r  co m p re h en s iv e  c o v e ra g e  i s  t h a t  a 
CV o r  c o m p a rab le  reg im e  i s  n eed ed  t o  d is c o u ra g e  r e s i d e n t  
com pan ies from  " g o in g  o f f s h o r e " ,  by p e n a l i s in g  t h e i r  New Z ea lan d  
r e s i d e n t  s h a r e h o ld e r s .  By g o in g  o f f s h o r e  i t  i s  m eant t h a t  a New 
Z ea la n d  company w ould e s t a b l i s h  a n o n - r e s id e n t  h o ld in g  company 
w hich  w ould own i t s  New Z ea la n d  and f o r e ig n  s u b s i d i a r i e s .  No 
New Z ea la n d  company w ould th e n  own f o r e ig n  a s s e t s .  T hus, th e  
c o r p o r a te  g ro u p  w ould a v o id  th e  i n t e r n a t i o n a l  re g im e . U nder th e  
CD p r o p o s a l s ,  how ever, t h e  r e s i d e n t  s h a r e h o ld e r s  in  th e  f o r e ig n  
company w ould f a l l  i n t o  t h e  r e l a t i v e l y  d ra c o n ia n  CV re g im e , 
th e r e b y  d is c o u r a g in g  su ch  r e s t u c t u r i n g .

3 .2 .4  I t  i s  o b v io u s  t h a t  t h i s  r e s t r u c t u r i n g  d o es  n o t  r e s u l t  in  
a  s h i f t  o f  p h y s ic a l  a s s e t s  o u t  o f  New Z e a la n d . In  a d d i t i o n ,  th e  
r e s i d e n t  s h a r e h o ld e r s  end up in  no b e t t e r  p o s i t i o n  th a n  r e s i d e n t s  
who own s h a r e s  in  w hat a r e  now n o n - r e s id e n t  co m p an ies . 
F u r th e rm o re , t h e  t a x  a d v a n ta g e s  a r e  n o t  o n e - s id e d  s in c e  th e  
r e s t r u c t u r e d  company w ould lo s e  t h e  a b i l i t y  t o  p a s s  im p u ta t io n
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c r e d i t s  f o r  New Z ea lan d  t a x  p a id  th ro u g h  t o  i t s  r e s i d e n t  
s h a r e h o ld e r s .  In  a d d i t i o n ,  n o n - r e s id e n t  d iv id e n d  w i th h o ld in g  t a x  
on d iv id e n d s  p a id  o u t  o f  New Z ea lan d  and d iv id e n d  w i th h o ld in g  
paym ent on incom ing  d iv id e n d s  m ig h t a l s o  be  i n c u r r e d .  M oreover, 
t h e r e  a r e  com m erc ia l c o n s t r a i n t s  on t h i s  p r o c e s s  s i n c e ,  a t  t h e  
end o f  t h e  d a y , New Z ea lan d  com pan ies a r e  d e p e n d e n t on New 
Z ea la n d  s h a r e h o ld e r s  f o r  t h e i r  e q u i ty  b a s e  and n eed  t o  m a in ta in  
good r e l a t i o n s h i p s  w ith  them . The C om m ittee t h e r e f o r e  c o n s id e r s  
t h a t  th e  seco n d  argum en t i s  n o t  s u f f i c i e n t  t o  w a r r a n t  a f u l l y  
co m p re h en s iv e  reg im e  a t  t h i s  s t a g e .

3 .2 .5  The t h i r d  a rgum en t i s  t h a t  a  co m p re h en s iv e  reg im e  w ould 
e x te n d  th e  t a x  b a se  and p e rm it  a f u r t h e r  r e d u c t io n  in  t a x  r a t e s .  
I f  re v e n u e  w ere  t h e  o b j e c t i v e ,  how ever, i t  w ould be  n e c e s s a r y  t o  
e v a lu a te  a l t e r n a t i v e  s o u rc e s  w hich  m ig h t b e t t e r  m eet th e  
e f f i c i e n c y ,  e q u i ty  and s i m p l i c i t y  o b j e c t i v e s  o f  t a x  re fo rm . As 
a rg u e d  e ls e w h e re , t h e  C om m ittee c o n s id e r s  t h a t  t h e  t a x a t i o n  o f  
f o r e ig n  e q u i ty  in v e s tm e n ts  o u t s id e  t a x  h a v e n s  i s  b e s t  l e f t  t o  a 
c a p i t a l  g a in s  t a x  reg im e  and c o u ld  n o t  be  ad v an ced  now w ith o u t  a 
r e a l  c o s t  in  ta x p a y e r  a t t i t u d e s  to w a rd s  v o lu n ta r y  c o m p lia n c e .

3 .2 .6  The C om m ittee t h e r e f o r e  c o n c lu d e s  t h a t  t h e r e  i s  
i n s u f f i c i e n t  j u s t i f i c a t i o n  f o r  a f u l l y  co m p re h en s iv e  reg im e  a t  
t h i s  s t a g e .  I f  a p rob lem  em erg es , a d d i t i o n a l  m e a su re s  c o u ld  be 
c o n s id e r e d .  I n  o r d e r  t o  m o n ito r  d e v e lo p m e n ts  and e n c o u ra g e  
c o m p lia n c e , i t  i s  d e s i r a b l e  t o  have  c o m p re h en s iv e  d i s c l o s u r e  
r e q u i r e m e n ts .  F o r exam p le , a l l  t a x p a y e r s  c o u ld  be r e q u i r e d  t o  
d i s c l o s e  o f f s h o r e  i n t e r e s t s  t h a t  f a l l  o u t s id e  t h e  BE and f o r e ig n  
fu n d  in v e s tm e n t  re g im e s . T h is  w ould e n a b le  t h e  I n la n d  Revenue 
D ep artm en t t o  r e q u e s t  f u r t h e r  in fo rm a t io n  w here n e c e s s a r y  and 
h en ce  keep  a b r e a s t  o f  r e s p o n s e s  t o  t h e  new m e a su re s . We c o n s id e r  
t h a t  t h e  a p p ro a c h  o f  a im in g  t o  d e f in e  t h e  e x t e n t  o f  t h e  p ro b lem , 
i f  a n y , r e s u l t i n g  from  in c o m p le te  c o v e ra g e  i s  p r e f e r a b l e  t o  
im p le m e n tin g  an  a c r o s s - th e - b o a r d  reg im e  now.
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R ecom m endation

3 .2 .7  The Committee th e r e fo r e  recommends t h a t  th e  CV regim e  
ap p ly  o n ly  t o  i n t e r e s t s  in  fo r e ig n  in v e stm en t fu n d s , a s  d is c u s s e d  
in  s e c t io n  3 .3 .

3 .3  F ore ign  In vestm en t Fund Regime

3 .3 .1  The d e f i n i t i o n  o f  a  f o r e ig n  in v e s tm e n t  fu n d  can  
p o t e n t i a l l y  be  v e ry  w id e . The reg im e  s h o u ld  be  t a r g e t e d  a t  non-  
r e s i d e n t  e n t i t i e s  w hich  p ro v id e  s i g n i f i c a n t  t a x  a d v a n ta g e s  
com pared w ith  c o m p a rab le  e n t i t i e s  in  New Z e a la n d . T h is  i s  th e  
c a s e  when t h e  incom e o f  t h e  e n t i t y  i s  u n ta x e d  o r  o n ly  l i g h t l y  
ta x e d  com pared  w ith  t h e  t a x  t h a t  w ould be l e v i e d  on su c h  incom e 
in  New Z e a la n d . F o r ex am p le , a u n i t  t r u s t  b a se d  in  a  t a x  haven  
w hich  i n v e s t s  i n  d e b t  s e c u r i t i e s  w ould o f f e r  s i g n i f i c a n t  t a x  
a d v a n ta g e s  t o  New Z ea la n d  i n v e s t o r s  com pared w ith  an  i d e n t i c a l  
u n i t  t r u s t  i n  New Z e a la n d . A u n i t  t r u s t  i n v e s t i n g  e x c lu s iv e ly  in  
s h a r e s ,  how ever, o f f e r s  t a x  a d v a n ta g e s  o n ly  t o  t h e  e x t e n t  t h a t  i t  
p e rm i ts  d iv id e n d  incom e t o  be c o n v e r te d  i n t o  c a p i t a l  g a in .  A 
d i v e r s i f i e d  f o r e ig n  in v e s tm e n t  fu n d  w i l l ,  how ever, t y p i c a l l y  own 
n o n - c o n t r o l l i n g  i n t e r e s t s  i n  co m p an ie s , d e b t  in s t r u m e n ts  and 
o t h e r  in v e s tm e n ts .

3 .3 .2  The o t h e r  t a r g e t s  o f  t h e  f o r e ig n  fu n d  reg im e  a r e  
e n t i t i e s  w hich  s l i p  o u t s id e  t h e  BE reg im e  b e c a u se  th e y  p ro v id e  
t a x  b e n e f i t s  w hich  do n o t  depend  on c o n t r o l .  T h is  w i l l  g e n e r a l l y  
be  f e a s i b l e  among n o n - a s s o c ia te d  p e r s o n s  o n ly  when t h e r e  a r e  
w e l l - d e f in e d  m eans o f  p u rc h a s in g  and d i s p o s in g  o f  i n t e r e s t s  and 
r e g u l a r l y  q u o te d  p r i c e s  f o r  them  so  t h a t  members can  m o n ito r  fund  
p e rfo rm a n c e . T hus, su ch  fu n d s  w i l l  t y p i c a l l y  be  l i s t e d  on a 
s to c k  ex ch an g e  o r  h av e  re d e m p tio n  a rra n g e m e n ts  u n d e r  w hich
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i n v e s t o r s  can  s e l l  t h e i r  i n t e r e s t s  t o  t h e  fu n d  m anager a t  a p r i c e  
b a se d  on th e  n e t  a s s e t s  o f  t h e  fu n d .

3 .3 .3  In  o r d e r  t o  a d d re s s  t h e  t a x  a d v a n ta g e s  o f f e r e d  by th e s e  
ty p e s  o f  fu n d , th e  C om m ittee fa v o u rs  a  reg im e  b a se d  on th e  
C an ad ian  o n e . A cco rd in g  t o  C an ad ian  t a x  p r a c t i t i o n e r s ,  t h i s  h a s  
l a r g e l y  e l im in a te d  th e  m a rk e tin g  o f  t a x  haven  fu n d s  i n  C anada. 
The key  c r i t e r i a  f o r  th e  a p p l i c a t i o n  o f  t h e  reg im e  w ould be  t h a t :

a  t h e  fu n d  (w hich w ould in c lu d e  any l e g a l  e n t i t y )  d e r iv e s  
i t s  incom e o r  v a lu e  p r i m a r i l y  o r  s u b s t a n t i a l l y  from  
h o ld in g  o r  t r a d i n g  in  p o r t f o l i o  in v e s tm e n ts  i n  s h a r e s ,  
in v e s tm e n ts  in  d e b t  in s t r u m e n ts ,  r e a l  p r o p e r ty ,  
c o m m o d itie s , r o y a l t y  a g re e m e n ts , e t c ;  and

b th e  e f f e c t  o f  th e  r e s id e n c e  o f  t h e  e n t i t y  f o r  t a x  
p u rp o s e s  and i t s  d i s t r i b u t i o n  p o l i c y  i s  t o  re d u c e  th e  
t a x  p a y a b le  on th e  incom e o f  t h e  e n t i t y  be low  w hat i t  
w ould be  had  th e  incom e b een  ta x e d  in  New Z e a la n d  a s  i t  
was d e r iv e d .

3 .3 .4  We w ould d e f in e  a " p o r t f o l i o  in v e s tm e n t"  a s  a  non-  
c o n t r o l l i n g  i n t e r e s t  w here th e  i n v e s to r  h a s  no s i g n i f i c a n t  
i n f lu e n c e  o v e r  t h e  i n v e s te e .  The te rm  i s  in c o r p o r a te d  in  th e  
f o r e ig n  in v e s tm e n t  fu n d  d e f i n i t i o n  n o t  b e c a u se  we b e l i e v e  t h a t  
t h e r e  a r e  p a r t i c u l a r  t a x  a d v a n ta g e s  in  h o ld in g  s h a r e s  i n  f o r e ig n  
fu n d s  ( a p a r t  from  th e  d e f e r r a l  o r  a v o id a n c e  o f  t a x  on d iv id e n d s )  
b u t  b e c a u se  su c h  in v e s tm e n ts  a r e  c h a r a c t e r i s t i c  o f  t h e  ty p e  o f  
fu n d  we have  in  m ind.

3 .3 .5  An e f f e c t  t e s t  su ch  a s  t h a t  o u t l i n e d  in  (b) i s  t o  some 
e x t e n t  s u b j e c t iv e  b u t  i t  i s  n e c e s s a ry  t o  t a r g e t  t h e  reg im e  on 
e n t i t i e s  i n  low t a x  c o u n t r i e s .  T ax p ay er c o m p lia n c e  w ould be 
e n c o u ra g e d  by c o m p re h en s iv e  d i s c l o s u r e  r e q u i r e m e n ts .
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3 .3 .6  Canada t a x e s  r e s i d e n t s  on th e  b a s i s  o f  a  p r e s c r i b e d  r a t e  
o f  i n t e r e s t  a p p l i e d  t o  t h e  am ount o f  t h e i r  in v e s tm e n t  in  su ch  
fu n d s . B ecause  t h e r e  w i l l  u s u a l ly  be  a  q u o te d  p r i c e  f o r  
i n t e r e s t s  in  su c h  fu n d s  w hich  r e f l e c t s  t h e  u n d e r ly in g  incom e th e y  
a c c u m u la te , t h e  C om m ittee c o n s id e r s  t h a t  t h e  CV reg im e  c o u ld  
a p p ly  t o  su c h  in v e s tm e n ts .  T hus, t h e  i n v e s t o r  w ould be  ta x e d  on 
th e  d i f f e r e n c e  b e tw een  th e  m a rk e t p r i c e  o f  t h e  i n t e r e s t  a t  t h e  
end o f  t h e  incom e y e a r  and th e  e q u iv a le n t  v a lu e  a t  t h e  b e g in n in g  
o f  t h e  y e a r ,  p lu s  any d i s t r i b u t i o n s  r e c e iv e d  d u r in g  th e  y e a r .  
Where a t a x p a y e r  was s u b j e c t  t o  b o th  t h e  BE and o f f s h o r e  fund  
re g im e s , t h e  fo rm e r s h o u ld  a p p ly .

3 .3 .7  I t  may be  n e c e s s a ry  t o  in c lu d e  an  a n t i - a v o id a n c e  r u l e  
aim ed a t  e n t i t i e s  w hich  a r e  in  s u b s ta n c e  f o r e ig n  in v e s tm e n t  fu n d s  
b u t  w hich  a r e  s t r u c t u r e d  t o  a v o id  th e  re g im e . F u r th e r  comment on 
th e  C o m m itte e 's  recom mended reg im e  f o r  f o r e ig n  in v e s tm e n t  fu n d s  
i s  p ro v id e d  in  Annex 3.

Recom m endation

3 .3 .8  The Committee th e r e fo r e  recommends th a t :

a in  a d d it io n  t o  th e  BE reg im e, th e r e  be a fo r e ig n  
in v e stm en t fund regim e t o  ap p ly  t o  i n t e r e s t s  in  e n t i t i e s  
w hich:

i  d e r iv e  t h e i r  income o r  v a lu e  p r im a r ily  or  
s u b s t a n t ia l ly  from h o ld in g  o r  tr a d in g  p o r t f o l io  
in v e stm e n ts  in  s h a r e s , in v e stm e n ts  in  d eb t  
in s tr u m e n ts , r e a l  p r o p e r ty , com m od ities, e t c ;  
and
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i i  th e  e f f e c t  o f  th e  r e s id e n c e  o f  th e  e n t i t y  f o r  
ta x  p u rp o ses and i t s  d i s t r ib u t io n  p o l i c y  i s  t o  
red u ce th e  ta x  p a y a b le  on th e  incom e o f  th e  
e n t i t y  b elow  what i t  would be had th e  incom e  
been  ta x e d  in  New Z ealand a s  i f  i t  w ere d e r iv e d  
by th e  in v e s to r ;

b th e  ta x a b le  income d e r iv e d  by a r e s id e n t  from an 
i n t e r e s t  in  a fo r e ig n  in v estm en t fund be c a lc u la t e d  a s  
th e  in c r e a s e  in  th e  m arket v a lu e  o f  th e  i n t e r e s t  o v er  
th e  incom e y e a r , p lu s  any d i s t r ib u t io n s  r e c e iv a b le ;  and

c  where an i n t e r e s t  in  a n o n -r e s id e n t  e n t i t y  f a l l s  w ith in  
b o th  th e  BE and fo r e ig n  in v e stm en t fund r e g im e s , t h e  BE 
reg im e a p p ly .
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CHAPTER 4 – TREATMENT OF DIVIDENDS

4 .1  C orporate R e c ip ie n t

4 .1 .1  The CD d i s t i n g u i s h e s  b e tw een  " p o r t f o l i o "  and "n o n -  
p o r t f o l i o "  d iv id e n d s  r e c e iv e d  by a r e s i d e n t  company from  a n on -  
r e s i d e n t  company. P o r t f o l i o  d iv id e n d s  a r e  d e f in e d  t o  be  
d iv id e n d s  r e c e iv e d  by a r e s i d e n t  company from  a n o n - r e s id e n t  
company in  w hich  t h e  r e s i d e n t  owns l e s s  th a n  10 p e r c e n t  o f  t h e  
p a id -u p  s h a r e  c a p i t a l .  A l l  o th e r  f o r e ig n  d iv id e n d s  r e c e iv e d  by a 
r e s i d e n t  company a r e  d e f in e d  t o  be  n o n - p o r t f o l i o  d iv id e n d s .

4 .1 .2  The CD p ro p o s e s  t h a t  p o r t f o l i o  d iv id e n d s  b e  a s s e s s a b l e  
t o  com pan ies in  a c c o rd a n c e  w ith  g e n e r a l  i n t e r n a t i o n a l  p r a c t i c e .  
N o n - p o r t f o l io  d iv id e n d s  a r e  t o  be  s u b j e c t  t o  a w i th h o ld in g  
paym ent sy s te m , a s  o u t l i n e d  in  th e  G overnm ent Econom ic S ta te m e n t  
o f  17 Decem ber 1987. The w ith h o ld in g  paym ent sy s tem  d o e s  n o t  
come d i r e c t l y  w i th in  th e  C o m m itte e 's  te rm s  o f  r e f e r e n c e  b u t  i t  i s  
n e c e s s a r y  t o  c o n s id e r  i t  in  o r d e r  t o  i n t e g r a t e  th e  t a x a t i o n  o f  
d iv id e n d s  w ith  t h e  t a x a t i o n  o f  u n d i s t r i b u t e d  incom e u n d e r  t h e  BE 
re g im e . The t r e a tm e n t  o f  d iv id e n d s  r e c e iv e d  by a c o n t r o l l e d  
company f o r  t h e  p u rp o s e s  o f  c a l c u l a t i n g  BE incom e was d i s c u s s e d  
in  s e c t i o n  2 .5 .

4 .1 .3  A num ber o f  s u b m is s io n s  c a l l e d  f o r  t h e  r e t e n t i o n  o f  t h e  
e x i s t i n g  d iv id e n d  ex em p tio n  f o r  co m p a n ie s . O th e r  s u b m is s io n s  
to o k  t h e  v iew  t h a t  d iv id e n d s  s h o u ld  be a s s e s s a b l e  t o  a  company 
o n ly  i f  c r e d i t  w ere  g iv e n  f o r  b o th  f o r e ig n  w ith h o ld in g  t a x  and  
th e  u n d e r ly in g  f o r e ig n  company t a x .  A num ber o f  o t h e r  c o u n t r i e s  
have  su c h  a  sy s tem  in  r e s p e c t  o f  n o n - p o r t f o l i o  d iv id e n d s ,  
in c lu d in g  th e  U n ite d  S t a t e s ,  t h e  U n ite d  Kingdom and A u s t r a l i a .
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W hile  c r e d i t  f o r  f o r e ig n  t a x e s  may be  a llo w e d  a t  t h e  c o r p o r a t e  
l e v e l ,  no c o u n try  p a s s e s  c r e d i t s  f o r  f o r e ig n  t a x e s  th ro u g h  t o  
n o n - c o r p o r a te  o r  i n d iv i d u a l  s h a r e h o ld e r s .  In  t h i s  r e s p e c t ,  t h e  
p ro p o s a l  t o  a llo w  c r e d i t s  f o r  n o n - r e s id e n t  d iv id e n d  w i th h o ld in g  
t a x  t o  p a s s  th ro u g h  t o  i n d iv i d u a l s  u n d e r  t h e  New Z e a la n d  
im p u ta t io n  sy s te m  g o e s  f u r t h e r ,  a s  f a r  a s  we a r e  a w a re , th a n  any  
o th e r  c o u n tr y .  T hus, a l l  c o u n t r i e s  u l t i m a t e l y  c law  b a c k  c r e d i t s  
g iv e n  t o  co m p an ies  f o r  u n d e r ly in g  f o r e ig n  company t a x .  T h is  i s  
n o t  s u r p r i s i n g  s in c e  t h e  re v e n u e  c o n se q u e n c e s  o f  p e r m i t t i n g  
c r e d i t s  t o  f lo w  th ro u g h  t o  i n d iv id u a l  s h a r e h o ld e r s  c o u ld  be  
s u b s t a n t i a l .

4 .1 .4  I f  c r e d i t s  f o r  f o r e ig n  t a x e s  do n o t  p a s s  th ro u g h  t o  
i n d iv i d u a l  s h a r e h o ld e r s ,  th e y  a r e  a llo w e d  t o  them  in  e f f e c t  a s  a 
d e d u c t io n  from  a s s e s s a b l e  incom e. U nder t h e  p ro p o se d  w i th h o ld in g  
paym ent s y s te m , th e  c o n v e rs io n  t o  a d e d u c t io n  sy s te m  w i l l  be  
ad v an ced  from  th e  u l t i m a t e  i n d iv i d u a l  r e c i p i e n t  t o  t h e  f i r s t  
c o r p o r a te  r e c i p i e n t  o f  a  f o r e ig n  d iv id e n d .  T h is  i s  v e ry  much th e  
o b j e c t i v e  o f  t h e  w i th h o ld in g  paym ent sy s te m  and i t  w ould  be  
in c o m p a t ib le  w ith  i t  t o  a llo w  th e  c o r p o r a te  d iv id e n d  r e c i p i e n t  a 
c r e d i t  f o r  u n d e r ly in g  f o r e ig n  company t a x .  F o re ig n  t a x  c r e d i t  
sy s te m s  a r e  a l s o  e x tre m e ly  com plex , a s  t h e  U n ite d  S t a t e s  and  
C an ad ian  sy s te m s  i l l u s t r a t e ,  and  i n h e r e n t l y  a r b i t r a r y  b e c a u s e  o f  
t h e  p r a c t i c a l  d i f f i c u l t y  o f  t r a c i n g  f o r e ig n  d iv id e n d s  th ro u g h  
tim e  and among d i f f e r e n t  co m p an ie s . The C om m ittee t h e r e f o r e  
c o n s id e r s  t h a t  i t  w ould n o t  be  f e a s i b l e  from  a c o m p lia n c e  o r  
a d m i n i s t r a t i v e  p o i n t  o f  v iew  t o  in t r o d u c e  a  f o r e ig n  t a x  c r e d i t  
sy s tem  f o r  i n t e r c o r p o r a t e  d iv id e n d s ,  a t  l e a s t  in  t h e  c u r r e n t  
c o n t e x t .

4 .1 .5  S u b m iss io n s  a l s o  q u e s t io n e d  th e  n eed  f o r  a s e p a r a t e  
w ith h o ld in g  paym ent sy s tem  f o r  n o n - p o r t f o l i o  d iv id e n d s .  I t  w ould  
u n d o u b te d ly  be s im p le r  t o  make a l l  f o r e ig n  d iv id e n d s  a s s e s s a b l e
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t o  a  c o r p o r a te  r e c i p i e n t  b u t  t h i s  w ould n o t  be  c o n s i s t e n t  w i th  a 
num ber o f  New Z e a la n d 's  t a x  t r e a t y  o b l i g a t i o n s .

4 .1 .6  One o f  t h e  d i f f e r e n c e s  b e tw een  t a x in g  su ch  d iv id e n d s  and 
th e  p ro p o se d  w i th h o ld in g  paym ent sy s tem  i s  t h a t  a company in  t a x  
l o s s  r e c e iv in g  f o r e ig n  d iv id e n d s  w ould n o t  in c u r  any  t a x  
l i a b i l i t y  i f  t h e  d iv id e n d s  w ere  a s s e s s a b l e  b u t  w ould i n c u r  th e  
w i th h o ld in g  paym en t. T h is  p ro b lem  c o u ld  b e  overcom e by  a l lo w in g  
a company in  t a x  l o s s  t o  o f f s e t  t h e  d iv id e n d  a g a i n s t  i t s  l o s s .  
T hus, t h e  l o s s  w ould re d u c e  by th e  am ount o f  t h e  g r o s s  d iv id e n d  
( i . e .  t h e  d iv id e n d  r e c e iv e d  p lu s  any f o r e ig n  w i th h o ld in g  t a x ) , 
th e r e b y  e x t in g u i s h in g  th e  w i th h o ld in g  paym ent l i a b i l i t y .

4 .1 .7  I n  o r d e r  t o  a v o id  t a x in g  f o r e ig n - s o u r c e  incom e tw ic e ,  
once a s  BE incom e and a g a in  on r e c e i p t ,  t h e  CD p ro p o s e s  t h a t ,  i n  
c a l c u l a t i n g  BE incom e, t a x p a y e r s  be  a b le  t o  d e d u c t any  d iv id e n d s  
r e c e iv e d  from  t h e  f o r e ig n  company c o n c e rn e d . We c o n s id e r  t h a t  
t h e r e  a r e  s e r i o u s  p ro b lem s w ith  t h i s  d e d u c t io n  sy s te m . F o r 
exam p le , a company w hich  had  a BE l o s s  in  t h e  y e a r  i t  r e c e iv e d  a 
d iv id e n d  w ould o b ta in  no r e l i e f  from  d o u b le  t a x a t i o n .  T h e re  a r e  
p o t e n t i a l l y  many t im in g  d i f f e r e n c e s  b e tw een  New Z e a la n d 's  and  
o th e r  c o u n t r i e s '  t a x  r u l e s  w hich  c o u ld  l e a d  t o  t h i s  r e s u l t .

4 .1 .8  I n  o r d e r  t o  a v o id  t h e s e  p ro b le m s , in  p r i n c i p l e  a s e p a r a t e  
a c c o u n t  n e e d s  t o  be  k e p t  o f  t a x  p a id  on BE incom e. When a 
r e s i d e n t  r e c e i v e s  a  d iv id e n d  from  a c o n t r o l l e d  com pany, t h e  t a x  
(o r  w i th h o ld in g  paym ent) l i a b i l i t y  on th e  d iv id e n d  w ould  be 
o f f s e t  i n  w hole  o r  in  p a r t  a c c o rd in g  t o  th e  b a la n c e  o f  t h e  t a x  
p a id  i n  t h e  s p e c i a l  a c c o u n t .  In  p r a c t i c e ,  f o r  r e s i d e n t  
c o m p an ie s , t h e  Im p u ta tio n  C r e d i t  A ccoun t ("ICA") p ro p o se d  f o r  t h e  
im p u ta t io n  sy s te m  can  p e rfo rm  j u s t  t h i s  f u n c t io n  so  t h a t  a 
s e p a r a t e  a c c o u n t  i s  n o t  n e c e s s a r y .
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4 .1 .9  The C om m ittee p ro p o se  t o  d e t a i l  i t s  reco m m en d a tio n s  on 
th e  i n t e g r a t i o n  o f  t h e  i n t e r n a t i o n a l ,  im p u ta t io n  and w i th h o ld in g  
paym ent re g im e s  in  P a r t  2 o f  t h i s  r e p o r t  and in  o u r  r e p o r t  on th e  
im p u ta t io n  p r o p o s a l s .

4 .2  N on-C orporate R e c ip ie n t

4 . 2 . 1  F o r t h e  same p u rp o se  o f  a v o id in g  th e  d o u b le  t a x a t i o n  o f  
o f f s h o r e  incom e, i t  w ould be n e c e s s a r y  t o  r e q u i r e  i n d i v i d u a l  and  
o th e r  n o n - c o r p o r a te  n o n -m in o r s h a r e h o ld e r s  t o  keep  t h e  e q u iv a l e n t  
o f  an  ICA. We w i l l  a l s o  r e p o r t  f u r t h e r  on t h i s  a s p e c t  i n  P a r t  2 
o f  t h i s  r e p o r t  and o u r  r e p o r t  on f u l l  im p u ta t io n .



43

CHAPTER 5 – TRUSTS

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

5 .1 .1  In  t h i s  c h a p te r  we comment on th e  f u t u r e  re g im e  f o r  
t r u s t s  (w hich  a l s o  h a s  im p l i c a t i o n s  f o r  e x i s t i n g  t r u s t s ) . By 
e x i s t i n g  t r u s t s ,  we mean s e t t l e m e n t s  made b e f o r e  17 D ecem ber 
1987. The t r e a tm e n t  o f  t h e s e  t r u s t s ,  and  th e  t r a n s i t i o n  t o  t h e  
p ro p o se d  new re g im e , i s  d e a l t  w i th  in  c h a p te r  7 .

5 .2 .  T ru st Income

5 .2 .1  The i n t e r n a t i o n a l  t a x  re fo rm s  c a n n o t  be f u l l y  e f f e c t i v e  
u n le s s  t h e r e  i s  a reg im e  t o  a p p ly  t o  t r u s t s  s i n c e ,  in  many c a s e s ,  
a t r u s t  c an  s u b s t i t u t e  f o r  a company. The CD t r e a t s  " f o r e i g n  
t r u s t s "  ( i . e .  t h o s e  w ith  n o n - r e s id e n t  t r u s t e e s )  i n  a s i m i l a r  
m anner t o  f o r e ig n  co m p a n ie s . S in c e  t h e r e  i s  no r e s i d e n t  t r u s t e e  
and th e  b e n e f i c i a r i e s  may n o t  be  i d e n t i f i e d ,  th e  CD p ro p o s e s  t h a t  
r e s i d e n t  s e t t l o r s  be  l i a b l e  f o r  t a x  on t r u s t e e ' s  incom e. T h is  
a p p ro a c h  ig n o r e s  t h e  l e g a l  r e l a t i o n s h i p s  b e tw een  a s e t t l o r  and  a 
t r u s t e e  s in c e  t h e  fo rm er h a s  no r i g h t  t o  t h e  incom e o f  t h e  t r u s t .  
In d e e d , t h e  w hole  p o in t  o f  a t r u s t  i s  t o  e n s u re  t h a t  p r o p e r ty  and 
th e  incom e i t  p ro d u c e s  i s  l e g a l l y  d iv e s te d  by a s e t t l o r .  In  
r e a l i t y ,  how ever, a  s e t t l o r  o f t e n  h a s  s u b s t a n t i a l  i n f lu e n c e  o v e r  
th e  t r u s t e e ,  u s u a l ly  on an in fo rm a l  b a s i s  th o u g h  t h e r e  may be  
s p e c i f i c  p r o v i s io n  in  th e  t r u s t  deed  an d , in  p r a c t i c e  i f  n o t  in  
law , may be  a b le  t o  w ind up th e  t r u s t  and  t a k e  b ack  t h e  p r o p e r t y .  
T hus, t h e  econom ic  s u b s ta n c e  o f  a t r u s t  may d i f f e r  from  i t s  l e g a l  
a p p e a ra n c e .
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5 .2 .2  In  o r d e r  t o  m eet th e  o b j e c t i v e s  o f  t h e  i n t e r n a t i o n a l  
r e fo rm s , t r u s t  incom e d e r iv e d  by n o n - r e s id e n t  t r u s t e e s  o f  t r u s t s  
s e t t l e d  by New Z ea la n d  r e s i d e n t s  m ust b e  t a x e d  e a c h  y e a r  a s  i t  i s  
e a rn e d .  I g n o r in g  e n fo rc e m e n t p ro b le m s , t h e  b e s t  c o u rs e  w ould  be 
t o  t a x  t h e  incom e in  t h e  h an d s  o f  t h e  t r u s t e e  a s  i f  h e  o r  sh e  
w ere a r e s i d e n t .  Where th e  t r u s t e e  d id  n o t  com ply , t h e r e  w ould  
be l i t t l e  a l t e r n a t i v e  b u t  t o  t a x  th e  r e s i d e n t  s e t t l o r  s i n c e  t h e r e  
may be  no i d e n t i f i a b l e  r e s i d e n t  b e n e f i c i a r i e s .  In  t h e  f i r s t  
i n s t a n c e ,  how ever, t h e  l e g a l  l i a b i l i t y  f o r  t h e  t a x  s h o u ld  be  
p la c e d  on th e  t r u s t e e .  T h is  c o u ld  be  a c h ie v e d  by d e f i n i n g  t r u s t s  
w ith  r e s i d e n t  s e t t l o r s  t o  be  New Z ea la n d  r e s i d e n t s  f o r  t a x  
p u rp o s e s .  The t r u s t  w ould th e n  be l i a b l e  f o r  New Z e a la n d  t a x  on 
i t s  f o r e i g n -  and New Z e a la n d -  s o u rc e  incom e in  th e  same way a s  
o t h e r  r e s i d e n t s .  W here a n o n - r e s id e n t  t r u s t e e  d e f a u l t e d  on th e  
l i a b i l i t y ,  t h e  r e s i d e n t  s e t t l o r  w ould be l i a b l e  a s  t h e  a g e n t  o f  
th e  t r u s t e e .  I t  w ould be n e c e s s a ry  t o  d e f in e  a  t r u s t  s e t t l e m e n t  
w id e ly  t o  in c lu d e  s e t t l e m e n t s  made i n d i r e c t l y  th ro u g h  n o m in ees o r  
a s s o c i a t e s  and a l l  d i s p o s i t i o n s  o f  p r o p e r ty  t o  a t r u s t  made f o r  
l e s s  th a n  f u l l  c o n s i d e r a t i o n .

5 .2 .3  The C om m ittee t h e r e f o r e  s u p p o r t s  th e  b a s i c  a p p ro a c h  o f  
t h e  CD. T h is  c l o s e l y  fo l lo w s  t h e  g r a n t o r  t r u s t  p r o v i s i o n s  i n  t h e  
U n ite d  S t a t e s .  T h is  reg im e  w ould , how ever, be  u n j u s t i f i a b l y  
s e v e r e  i f  i t  a p p l i e d  t o  a l l  e x i s t i n g  t r u s t s  s in c e  s e t t l o r s  w i l l  
u s u a l ly  be  u n a b le  t o  a l t e r  t h e i r  s e t t l o r  s t a t u s  a n d , f u r th e r m o r e ,  
d i s t r i b u t i o n  r e q u ir e m e n ts  and t r u s t e e s ' pow ers a r e  c o m p a ra t iv e ly  
i n f l e x i b l e .  H ence, we recommend more g e n e ro u s  t r a n s i t i o n a l  
p r o v i s io n s  f o r  t r u s t s  th a n  f o r  co m p an ie s .

5 .2 .4  The c o n c e p t  o f  t h e  r e s id e n c e  o f  a t r u s t  c o u ld  a l s o  a p p ly  
t o  e x i s t i n g  t r u s t s .  As w ith  f u t u r e  t r u s t s ,  r e s id e n c e  w ould  b e  
d e te rm in e d  by th e  r e s id e n c e  o f  t h e  s e t t l o r .  Where t h e r e  w as:
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a a r e s i d e n t  s e t t l o r  and a r e s i d e n t  t r u s t e e , t h e  t r u s t e e  
w ould b e  l i a b l e  f o r  t a x  on t r u s t  incom e, w h e th e r  s o u rc e d  
in  New Z ea la n d  o r  e ls e w h e re , a s  a t  p r e s e n t ;

b a r e s i d e n t  s e t t l o r  and  a  n o n - r e s id e n t  t r u s t e e , t h e  
t r u s t e e  w ould be  l i a b l e  f o r  t a x  on t r u s t  incom e, a s  in  
( a ) , b u t  in  th e  e v e n t  o f  d e f a u l t ,  t h e  s e t t l o r  w ould  be 
l i a b l e ;

c  no r e s i d e n t  s e t t l o r  b u t  a r e s i d e n t  t r u s t e e , t h e  t r u s t e e  
w ould be  l i a b l e  f o r  t a x  on th e  t r u s t ' s  New Z e a la n d -  
s o u rc e  incom e a s  w ould be  th e  c a s e  w ith  any  o t h e r  non-  
r e s i d e n t .  I f ,  how ever, t h e  t r u s t  had  no New Z e a la n d -  
s o u rc e  incom e, t h e  t r u s t e e  w ould hav e  no New Z e a la n d  t a x  
l i a b i l i t y .

5 .2 .5  One c o n seq u e n ce  o f  t h i s  a p p ro a c h  w ould be t h a t  New 
Z ea la n d  w ould n o t  t a x  t h e  f o r e ig n - s o u r c e  t r u s t  incom e o f  a 
r e s i d e n t  who was t h e  t r u s t e e  o f  a t r u s t  w i th  a n o n - r e s id e n t  
s e t t l o r .  I n  o u r  v iew , t h i s  i s  t h e  a p p r o p r i a te  t r e a tm e n t  s in c e  
su ch  incom e h a s  no d e f i n i t e  c o n n e c tio n  w ith  New Z e a la n d  a p a r t  
from  t h e  e x i s t e n c e  h e re  o f  t h e  t r u s t  a d m i n i s t r a t o r  (who w i l l ,  
how ever, h av e  no b e n e f i c i a l  i n t e r e s t  in  th e  in c o m e ) . 
B e n e f i c i a r i e s  may be  r e s i d e n t  h e r e ,  b u t  t h e i r  i n t e r e s t s  do n o t  
m a t e r i a l i s e  u n t i l  t h e r e  i s  a d i s t r i b u t i o n  o r  v e s t i n g .  T h is  m akes 
i t  i n f e a s i b l e  t o  t a x  b e n e f i c i a r i e s  on t r u s t  incom e. R e s id e n t  
b e n e f i c i a r i e s  s h o u ld , how ever, b e  ta x e d  on any t r u s t  incom e w h ich  
i s  d i s t r i b u t e d  t o  o r  v e s te d  in  them , a s  d i s c u s s e d  in  t h e  n e x t  
s u b s e c t io n .  T h is  l e a v e s  o n ly  t h e  r e s i d e n t  t r u s t e e  t o  t a x  b u t ,  i f  
t h a t  w ere  d o n e , he  o r  sh e  w ould o f  c o u rs e  r e s i g n  in  f a v o u r  o f  a 
n o n - r e s id e n t  t r u s t e e .  T hus, we b e l i e v e  t h e r e  i s  l i t t l e  t o  be  
g a in e d  from  a t te m p t in g  t o  t a x  f o r e ig n - s o u r c e  incom e d e r iv e d  by 
r e s i d e n t  t r u s t e e s  o f  n o n - r e s id e n t  t r u s t s .
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5 .2 .6  The a d o p tio n  o f  t h i s  t r u s t  r e s id e n c e  r u l e  w ould  rem ove 
some a m b ig u i t i e s  in  t h e  t a x a t i o n  o f  e x i s t i n g  t r u s t s .  T h e re  may 
be o t h e r  c o n s e q u e n t ia l  c h an g e s  t o  th e  c u r r e n t  t r e a tm e n t  o f  
t r u s t s  t h a t  w i l l  n eed  t o  be  a d d re s s e d  when th e  C om m ittee 
c o n s id e r s  th e  d r a f t  l e g i s l a t i o n  d e a l in g  w ith  t r u s t s .

5 .3  D is t r ib u t io n s  From R e s id e n t T r u sts

5 .3 .1  D i s t r i b u t i o n s  t o  b e n e f i c i a r i e s  from  r e s i d e n t  t r u s t s  (a s  
d e f in e d  in  t h e  p r e v io u s  s e c t io n )  made o u t  o f  t r u s t  incom e ( i . e .  
incom e w hich  h a s  b een  ta x e d  a s  a s s e s s a b l e  incom e in  t h e  h a n d s  o f  
th e  t r u s t e e  o r  t h e  r e s i d e n t  s e t t l o r )  s h o u ld  be exem pt from  t a x  
s in c e  th e y  w i l l  h av e  a l r e a d y  b o rn e  t h e  a p p r o p r i a t e  am ount o f  New 
Z ea la n d  t a x .

5 .3 .2  W here a d i s t r i b u t i o n  from  a r e s i d e n t  t r u s t  i s  n o t  made 
o u t  o f  t r u s t  incom e, i t  s h o u ld  c o n t in u e  t o  be  a s s e s s a b l e  o r  
exem pt t o  t h e  b e n e f i c i a r y  a s  u n d e r  t h e  p r e s e n t  r u l e s ,  e x c e p t  in  
th e  s i t u a t i o n  d e a l t  w ith  in  p a ra g ra p h  7 .2 .4 .

5 .4  D is t r ib u t io n s  From N on -R esid en t T r u sts

5 .4 .1  T h e re  a r e  d e f i c i e n c i e s  in  t h e  p r e s e n t  t a x  t r e a tm e n t  o f  
t r u s t  d i s t r i b u t i o n s  r e c e iv e d  by r e s i d e n t  b e n e f i c i a r i e s  from  non-  
r e s i d e n t  t r u s t s  ( i . e  th o s e  w ith  no r e s i d e n t  s e t t l o r ) . C ase  law  
s u p p o r ts  t h e  v iew  t h a t  i f  t r u s t  incom e h a s  b een  ta x e d  i n  t h e  
h an d s  o f  t h e  n o n - r e s id e n t  t r u s t e e ,  i t  i s  n o t  a s s e s s a b l e  a se c o n d  
t im e  in  t h e  h a n d s  o f  th e  b e n e f i c i a r y .  I f ,  how ever, t h e  t r u s t e e  
h a s  n o t  p a id  t a x  on t h a t  incom e, t h e  t r e a tm e n t  o f  t h e  
d i s t r i b u t i o n  in  t h e  h an d s  o f  t h e  b e n e f i c i a r y  i s  u n c l e a r .
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5 .4 .2  T h is  u n s a t i s f a c t o r y  a m b ig u ity  s h o u ld  b e  r e s o lv e d  by 
am ending th e  law  t o  make i t  c l e a r  t h a t  r e s i d e n t  b e n e f i c i a r i e s  
w i l l  be  a s s e s s a b l e  on a l l  incom e d i s t r i b u t i o n s  r e c e iv e d  from  non-  
r e s i d e n t  t r u s t s .  A c r e d i t  s h o u ld  b e  g iv e n  f o r  any f o r e ig n  o r  New 
Z ea la n d  t a x  p a id  by th e  t r u s t e e  on th e  incom e o u t  o f  w h ich  th e  
d i s t r i b u t i o n  i s  m ade. T h is  w ould n e c e s s i t a t e  t h e  t r u s t e e  k e e p in g  
r e c o r d s  o f  t h e  incom e o f  th e  t r u s t  and th e  t a x  p a id ,  b u t  th e  onus 
f o r  e s t a b l i s h i n g  t h a t  a c r e d i t  s h o u ld  be  g iv e n  can  be p la c e d  on 
th e  b e n e f i c i a r y .

5 .4 .3  The t r u s t  reg im e  s h o u ld  m i r r o r  t h e  t a x a t i o n  o f  
i n d i v i d u a l s  s i n c e  i n d i v i d u a l s  a r e  u l t i m a t e l y  t h e  b e n e f i c i a r i e s  o f  
t r u s t  incom e. S in c e  c a p i t a l  g a in s  w i l l  n o rm a lly  be  exem pt i n  th e  
h ands o f  r e s i d e n t  i n d i v i d u a l s ,  c a p i t a l  p r o f i t s ,  a s  d e f in e d  i n  New 
Z ea lan d  t a x  te rm s ,  d i s t r i b u t e d  t o  b e n e f i c i a r i e s  s h o u ld  a l s o  be 
exem pt i n  t h e i r  h a n d s . S i m i l a r ly ,  a d i s t r i b u t i o n  o f  t h e  c o rp u s  
( i . e .  t h e  o r i g i n a l  c a p i t a l  s e t t l e d  p lu s  a l l  a d d i t i o n a l  
s e t t l e m e n ts )  o f  t h e  t r u s t  s h o u ld  n o t  be  a s s e s s a b l e  t o  a 
b e n e f i c i a r y .

5 .4 .4  F u r th e r  e l a b o r a t i o n  o f  th e  C o m m itte e 's  v iew s on t r u s t s  i s  
c o n ta in e d  in  Annex 4 . Our reco m m en d atio n s on t r a n s i t i o n a l  
p r o v i s io n s  r e l a t i n g  t o  e x i s t i n g  t r u s t s  a r e  o u t l i n e d  in  c h a p t e r  7 .

Recom m endation

5 .4 .5  The Committee recommends t h a t , in  r e s p e c t  o f  fu tu r e  
t r u s t  s e t t le m e n t s :

a a s e t t l o r  be w id e ly  d e f in e d  a s  any p erson  who d i r e c t l y  
o r  i n d ir e c t ly  p r o v id e s  money, g o o d s , s e r v ic e s  or  o th e r  
b e n e f i t s  t o  a t r u s t  fo r  in a d eq u a te  c o n s id e r a t io n ;
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b a t r u s t  be t r e a te d  a s  a r e s id e n t  o f  New Z ealand fo r  
incom e ta x  p u rp oses i f  th e  s e t t l o r  o f  th e  t r u s t  i s  a New 
Z ealand r e s id e n t ;

c  th e  t r u s t e e  o f  a r e s id e n t  t r u s t  be p r im a r ily  l i a b l e  fo r  
t a x  on t r u s t  income b u t , in  th e  e v e n t  o f  th e  t r u s t e e  
d e f a u l t in g  on such  a l i a b i l i t y ,  th e  s e t t l o r  be l i a b l e  a s  
a g e n t o f  th e  t r u s t e e ;

d d i s t r ib u t io n s  o f  t r u s t  incom e ( i . e .  incom e w h ich  h as  
been  ta x e d  in  th e  hands o f  th e  t r u s t e e  o r  th e  r e s id e n t  
s e t t l o r )  t o  a b e n e f ic ia r y  from a r e s id e n t  t r u s t  
be exem pt from ta x  in  th e  b e n e f i c ia r y ' s  hands;

e a l l  d i s t r ib u t io n s  o f  income t o  a b e n e f ic ia r y  from a non-  
r e s id e n t  t r u s t  be ta x a b le  in  th e  hands o f  th e  
b e n e f ic ia r y ,  b u t th e  b e n e f ic ia r y  be a llo w e d  a c r e d i t  fo r  
any fo r e ig n  or  New Zealand ta x  p a id  by th e  t r u s t e e ;  and

f  d i s t r i b u t io n s  o f  c a p i t a l  p r o f i t s  a s  d e f in e d  in  New 
Z ealand ta x  term s o r  th e  corp u s t o  a r e s id e n t  
b e n e f ic ia r y  from a n o n -r e s id e n t  t r u s t  be exem pt from ta x  
in  th e  hands o f  th e  b e n e f ic ia r y .
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CHAPTER 6 – DISCLOSURE REQUIREMENTS AND PENALTIES

6 .1  D is c lo s u r e  R equirem ents and P e n a l t ie s

6 .1 .1  The o b j e c t i v e  o f  in fo r m a t io n  d i s c l o s u r e  i s  tw o f o ld .  
F i r s t ,  i t  p r o v id e s  t h e  I n la n d  R evenue D ep artm en t w ith  t h e  b a s e  
d a ta  n e c e s s a r y  t o  a d m in i s t e r  t h e  t a x  sy s te m . S e c o n d ly , i t  
e n c o u ra g e s  t a x p a y e r s  t o  com ply w ith  t h e  law  s in c e  th e y  com m it an  
o f f e n c e  i f  th e y  f a i l  t o  p ro v id e  t h e  in f o r m a t io n  r e q u e s te d .  New 
Z ea la n d  r e q u i r e s  a  much lo w e r l e v e l  o f  d i s c l o s u r e  th a n  c o u n t r i e s  
su ch  a s  A u s t r a l i a ,  t h e  U n ite d  S t a t e s  and t h e  U n ite d  Kingdom . 
F u r th e rm o re , o u r  p e n a l t i e s  f o r  n o n -c o m p lia n c e  a r e  g e n e r a l l y  
l i g h t e r  th a n  th o s e  a p p ly in g  in  t h e s e  c o u n t r i e s .  A c o m b in a tio n  o f  
m in im al d i s c l o s u r e  and low p e n a l t i e s  r e d u c e s  c o m p lia n c e  and  m akes 
e n fo rc e m e n t m ore d i f f i c u l t .

6 .1 .2  B oth  o f  t h e s e  m a t t e r s  need  t o  be  a d d re s s e d  in  t h e  
c o n te x t  o f  t h e  i n t e r n a t i o n a l  t a x  re fo rm s . The D e p artm en t w i l l  be  
d e p e n d e n t i n  t h e  f i r s t  i n s t a n c e  on th e  in f o r m a t io n  p ro v id e d  by 
t a x p a y e r s .  The o b j e c t i v e  o f  d i s c l o s u r e  i s  n o t  t o  o b t a in  
e x h a u s t iv e  in fo rm a t io n  from  e v e ry  t a x p a y e r .  T h a t w ould  m e re ly  
swamp t h e  D ep artm en t and im pose u n n e c e s s a ry  c o m p lia n c e  c o s t s  on 
t a x p a y e r s .  R a th e r ,  a t  t h e  f i r s t  l e v e l  o f  d i s c l o s u r e ,  a  s m a ll  
num ber o f  key  q u e s t io n s  s h o u ld  be  a sk e d  o f  a l l  t a x p a y e r s .  T h is  
e n a b le s  t h e  D ep artm en t t o  i d e n t i f y  th o s e  t a x p a y e r s  who s h o u ld  
th e n  be  r e q u i r e d  t o  p ro v id e  f u l l e r  d i s c l o s u r e .

6 .1 .3  The C om m ittee w i l l  comment f u r t h e r  on d i s c l o s u r e  
r e q u ir e m e n ts  and p e n a l t i e s  in  th e  c o n te x t  o f  th e  p r e s e n t  r e fo rm s  
in  P a r t  2 o f  i t s  r e p o r t .
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CHAPTER 7 – TRANSITIONAL PROVISIONS

7 .1  Branch E q u iv a le n t Regime

7 .1 .1  The CD p ro p o s e s  no t r a n s i t i o n a l  a r ra n g e m e n ts  a p a r t  from  
th e  d e f e r r a l  o f  t h e  im p le m e n ta tio n  d a te  o f  t h e  BE and  CV re g im e s  
u n t i l  1 A p r i l  1988. A num ber o f  s u b m is s io n s  a rg u e  f o r  c o m p le te  
ex em p tio n  o f  in v e s tm e n ts  e n te r e d  i n t o  b e f o r e  t h e  announcem en t o f  
t h e  reg im e  and you w i l l  be  aw are  o f  th e  g e n e r a l  a rg u m e n ts  made 
a g a i n s t  r e t r o s p e c t i v e  t a x  c h a n g e s . The C om m ittee c o n s id e r s  t h a t  
c o m p le te  " g r a n d f a th e r in g "  can  se ldom  be j u s t i f i e d  s in c e  
co m m erc ia l d e c i s i o n s  do n o t  assum e t h a t  th e  t a x  sy s te m  a p p ly in g  
when th e y  a r e  made w i l l  c o n t in u e  i n d e f i n i t e l y .  N e v e r th e l e s s ,  we 
c o n s id e r  t h a t  a r e a s o n a b le  p e r io d  o f  a d ju s tm e n t  i s  n e c e s s a r y  in  
o r d e r  t o  g iv e  t a x p a y e r s  t im e  t o  r e s t r u c t u r e  t h e i r  a f f a i r s  and  
g e a r  up t o  com ply w ith  t h e  re g im e . T h ere  h a s ,  h o w ev er, b e en  f a i r  
w a rn in g  o f  t h e  G o v e rn m e n t's  i n t e n t i o n  t o  a d d re s s  t a x  h av en  
a v o id a n c e .

7 .1 .2  To t h i s  en d , we recommend t h a t  r e s i d e n t s  be  exem pt from  
th e  BE reg im e  u n t i l  1 A p r i l  1990 in  r e s p e c t  o f  i n t e r e s t s  a c q u i r e d  
on o r  b e f o r e  17 December 1987 in  com pan ies t h a t  a r e  n o t  r e s i d e n t  
in  low  t a x  j u r i s d i c t i o n s  s p e c i f i e d  in  a t r a n s i t i o n a l  l i s t .  An 
i l l u s t r a t i v e  t r a n s i t i o n a l  l i s t  i s  shown in  Annex 5 . S h a r e h o ld e r s  
w ith  c o n t r o l l i n g  i n t e r e s t s  in  t a x  haven  com pan ies w i l l  g e n e r a l l y  
have  known s in c e  a t  l e a s t  t h e  d a te  o f  t h e  1987 B udget t h a t  th e y  
w ere  t o  be  s u b j e c t  t o  a CFC re g im e . We t h e r e f o r e  c o n s id e r  t h a t  a 
1 A p r i l  1988 im p le m e n ta tio n  d a te  i s  a p p r o p r i a te  in  t h e s e  c a s e s .

7 .1 .3  We a l s o  recommend t h a t  r e s i d e n t s  be  exem pt from  t h e  BE 
reg im e  u n t i l  1 A p r i l  1989 in  r e s p e c t  o f  i n t e r e s t s  a c q u i r e d  a f t e r  
17 December 1987 in  com pan ies w hich  a r e  r e s i d e n t  in  t h e  l i s t e d
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c o u n t r i e s  ( th o u g h  th e  e x em p tio n  o f  any u n d e r ly in g  c o n t r o l l e d  
com pan ies w ould depend  on w h e th e r  th e y  a l s o  w ere  r e s i d e n t  i n  a 
l i s t e d  c o u n t r y ) . A f te r  t h a t  d a t e ,  a  c o n tin u e d  e x em p tio n  w ould  
a p p ly  o n ly  i f  t h e  company m et t h e  g re y  l i s t  t e s t  o u t l i n e d  in  
s e c t i o n  2 .3 .  T ax p a y e rs  i n  t h i s  p o s i t i o n  w ould  t h e r e f o r e  n o t  hav e  
t o  a d j u s t  t h e  t a x a b le  incom e o f  th e  c o n t r o l l e d  company f o r  
s i g n i f i c a n t  p r e f e r e n c e s  i n  th e  f i r s t  y e a r .  I t  w ould i n  any c a s e  
be d i f f i c u l t  t o  c o m p ile  l i s t s  o f  s i g n i f i c a n t  p r e f e r e n c e s  i n  t im e  
f o r  a  1 A p r i l  1988 s t a r t  d a t e .

7 .1 .4  F o r t h e  p u rp o s e s  o f  d e te rm in in g  w h e th e r  a  n o n - r e s id e n t  
company i s  c o n t r o l l e d ,  a r e s i d e n t ' s  t o t a l  i n t e r e s t  i n  t h e  
company, w h e th e r  a c q u i r e d  b e f o r e  o r  a f t e r  17 December 1987 , w ould  
be c o n s id e r e d .  S i m i l a r ly ,  a r e s i d e n t ' s  t o t a l  s h a r e h o ld in g  w ould  
be c o n s id e r e d  f o r  th e  p u rp o s e s  o f  d e te rm in in g  w h e th e r  t h e  10 
p e r c e n t  i n t e r e s t  t h r e s h o ld  f o r  a t t r i b u t i o n  o f  incom e was 
t r i g g e r e d .  A t t r i b u t i o n  o f  incom e d u r in g  t h e  t r a n s i t i o n a l  p e r io d  
w ould , how ever, be  b a se d  on t h a t  p a r t  o f  a  r e s i d e n t ' s  t o t a l  
i n t e r e s t  t h a t  was a c q u ir e d  a f t e r  17 Decem ber 1987. An exam ple  
i l l u s t r a t i n g  t h e s e  t r a n s i t i o n a l  p r o v i s io n s  i s  shown in  Annex 2 .

7 .2  R e s id e n t T r u sts

7 .2 .1  As m en tio n ed  a b o v e , we c o n s id e r  t h a t  a more g e n e ro u s  
t r a n s i t i o n  i s  j u s t i f i e d  f o r  e x i s t i n g  r e s i d e n t  t r u s t s  ( a s  
d e f in e d  in  c h a p te r  5) w ith  n o n - r e s id e n t  t r u s t e e s .  In  some c a s e s ,  
s e t t l o r s  w i l l  be  a b le  t o  w ind up a  t r u s t  and  rem ove th e m s e lv e s  
from  t h e  new reg im e  b u t  t h i s  w i l l  o f t e n  n o t  be  p o s s i b l e .  T h u s, 
some s e t t l o r s  o f  su ch  r e s i d e n t  t r u s t s  w ould be  u n a b le  t o  a l t e r  
t h e i r  s e t t l o r  s t a t u s  and c o u ld  s u f f e r  a  c o n s id e r a b le  a d d i t i o n a l  
t a x  l i a b i l i t y  t h a t  c o u ld  n o t  have  been  a n t i c i p a t e d .  The re g im e
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s h o u ld  n o t ,  h o w ev er, p r o t e c t  e x i s t i n g  s e t t l o r s  f o r e v e r  w here  th e y  
a r e  a b l e ,  th ro u g h  t h e i r  i n f lu e n c e  o v e r  t h e  t r u s t e e ,  t o  e f f e c t  a 
w ind up o f  a  t r u s t  s in c e  a d e c i s i o n  n o t  t o  do so  r e p r e s e n t s  in  
e f f e c t  a  new s e t t l e m e n t .  Where a w ind up i s  n o t  f e a s i b l e ,  t h e  
s e t t l o r  s h o u ld  n o t  be  s u b j e c t  t o  t h e  new re g im e . S in c e  t h e  
t r u s t e e  i s  o f f s h o r e ,  t h e  o n ly  o t h e r  p a r t y ,  i f  a n y , w i th  a 
c o n n e c t io n  w ith  New Z ea la n d  w i l l  be  r e s i d e n t  b e n e f i c i a r i e s .  We 
do n o t  c o n s id e r  t h a t  i t  i s  f e a s i b l e  t o  t a x  b e n e f i c i a r i e s  on 
u n d i s t r i b u t e d  t r u s t  incom e e a c h  y e a r ,  b u t  t h e  b e n e f i t  o f  d e f e r r a l  
o f  t a x  t h a t  th e y  e n jo y  can  t o  some e x t e n t  be  a d d re s s e d  once  a 
d i s t r i b u t i o n  (o r  v e s t in g )  i s  made.

7 .2 .2  The C om m ittee t h e r e f o r e  f a v o u r s  a  t r u s t  t r a n s i t i o n  w h ich  
e n c o u ra g e s  s e t t l o r s  and t r u s t e e s  t o  w ind up e x i s t i n g  r e s i d e n t  
t r u s t s  w ith  n o n - r e s id e n t  t r u s t e e s  i f  th e y  c a n . I f  th e y  a r e  n o t  
a b le  t o ,  an  i n t e r e s t  e le m e n t s h o u ld  be  i n c o r p o r a te d  i n t o  t h e  
d e te r m in a t io n  o f  t h e  a s s e s s a b l e  incom e o f  a  b e n e f i c i a r y  r e s u l t i n g  
from  a t r u s t  d i s t r i b u t i o n .  The l a t t e r  a p p ro a c h  i s  a d o p te d  in  t h e  
U n ite d  S t a t e s  i n  r e s p e c t  o f  d i s t r i b u t i o n s  t o  U n ite d  S t a t e s  
b e n e f i c i a r i e s  from  t r u s t s  s e t t l e d  by n o n - r e s id e n t s .

7 .2 .3  I n  o r d e r  t o  e n c o u ra g e  d i s s o l u t i o n  o f  a t r u s t  w here  i t  i s  
f e a s i b l e ,  we p ro p o se  t h a t  d i s t r i b u t i o n s  o f  incom e made on o r  
b e fo r e  31 M arch 1989 from  e x i s t i n g  t r u s t s  w ith  n o n - r e s id e n t  
t r u s t e e s  be  s u b j e c t  t o  a  f i n a l  t a x  l e v i e d  a t  a  r a t e  o f  10 
p e r c e n t ,  p ro v id e d  t h a t  e i t h e r  th e  t r u s t  i s  wound up b e f o r e  1 
A p r i l  1989 o r  t h e  s e t t l o r  e l e c t s  t o  be  s u b j e c t  t o  t h e  new s e t t l o r  
reg im e  from  t h a t  d a t e .  D i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  an d  th e  
c o rp u s  o f  su ch  a t r u s t  made on o r  b e fo r e  31 M arch 1989 s h o u ld  be  
exem pt from  t a x  in  b e n e f i c i a r i e s '  h a n d s . Our p ro p o se d  r a t e  o f  10 
p e r c e n t  r e f l e c t s  a com prom ise b e tw een  t h e  r a t e  o f  t a x  w h ich  w ould 
have  b een  p a y a b le  had  th e  d i s t r i b u t i o n  b een  u n am b ig u o u sly  t a x a b le  
u n d e r  c u r r e n t  law  and th e  r a t e  n eed ed  t o  e n c o u ra g e  d i s s o l u t i o n .
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7 .2 .4  W here t h e s e  a l t e r n a t i v e s  a r e  n o t  a v a i l e d  o f ,  we 
recommend t h a t  t h e  n o n - r e s id e n t  t r u s t e e  and th e  r e s i d e n t  s e t t l o r  
n o t  be  s u b j e c t  t o  th e  s e t t l o r  re g im e , b u t  t h a t  a l l  d i s t r i b u t i o n s ,  
w h e th e r  o f  incom e o r  c a p i t a l  ( o th e r  th a n  o f  th e  c o rp u s  o f  t h e  
t r u s t ) , s h o u ld  be  a s s e s s a b l e  i n  t h e  h a n d s  o f  a r e s i d e n t  
b e n e f i c i a r y  w ith  an  i n t e r e s t  c h a rg e  t o  re d u c e  th e  a d v a n ta g e  o f  
d e f e r r a l .  The i n t e r e s t  sh o u ld  be c a l c u l a t e d  from  1 A p r i l  1988, 
t h e  im p le m e n ta tio n  d a te  o f  th e  s e t t l o r  re g im e . A c r e d i t  s h o u ld  
be  g iv e n  f o r  any  f o r e ig n  t a x  p a id  by t h e  t r u s t e e .  I n  a d d i t i o n ,  
w here  a s e t t l o r  h a s  a lo a n ,  g u a ra n te e  o r  o t h e r  form  o f  f i n a n c i a l  
a s s i s t a n c e  o u t s t a n d in g  t o  th e  t r u s t e e ,  he  o r  sh e  s h o u ld  be  
a s s e s s e d  on im p u ted  i n t e r e s t  a t  a p r e s c r i b e d  r a t e  ( l e s s  any  
i n t e r e s t  a c t u a l l y  r e c e iv e d  by th e  s e t t l o r  o r  p a id  by t h e  t r u s t e e ,  
a s  t h e  c a s e  may be) com puted on th e  am ount o f  th e  lo a n ,  g u a ra n te e  
o r  o th e r  a s s i s t a n c e .

7 .2 .5  A l e s s  s t r i n g e n t  t r a n s i t i o n  i s  j u s t i f i e d  f o r  
r e s i d e n t  t e s ta m e n ta r y  t r u s t s  w ith  n o n - r e s id e n t  t r u s t e e s  s in c e  
t h e s e  a r e  n o t  u se d  f o r  a v o id a n c e  p u rp o s e s .  Where su c h  t r u s t s  a r e  
wound up on o r  b e f o r e  31 M arch 1989, t h e  p r o v i s io n s  o u t l i n e d  in  
p a ra g ra p h  7 .2 .3  s h o u ld  a p p ly . We p ro p o se  t h a t  d i s t r i b u t i o n s  o f  
c a p i t a l  p r o f i t s  from  t h i s  c a te g o ry  o f  te s ta m e n ta r y  t r u s t s  made 
a f t e r  31 M arch 1989 be  exem pt in  th e  h a n d s  o f  b e n e f i c i a r i e s .  
D i s t r i b u t i o n s  o f  incom e s h o u ld , how ever, be  a s s e s s a b l e  w i th  th e  
i n t e r e s t  c h a rg e  s in c e  th e  b e n e f i c i a r i e s  o f  t e s ta m e n ta r y  t r u s t s  
may e n jo y  th e  a d v a n ta g e s  o f  t a x  d e f e r r a l  t o  th e  same e x t e n t  a s  
b e n e f i c i a r i e s  o f  o t h e r  t r u s t s .

7 .2 .6  Where a s e t t l e m e n t  i s  made a f t e r  17 December 1987 t o  an 
e x i s t i n g  r e s i d e n t  t r u s t ,  t h e  w hole o f  t h e  t r u s t  incom e c o u ld  be  
s u b j e c t  t o  t h e  new reg im e  o r  o n ly  t h a t  p a r t  a t t r i b u t a b l e  t o  p o s t -  
17 Decem ber 1987 s e t t l e m e n t s .  I t  w ou ld , how ever, be  d i f f i c u l t  t o  
a r r i v e  a t  w o rk a b le  a p p o r tio n m e n t r u l e s  b e c a u se  o f  t h e  n eed  t o
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t r a c e  and com pare s e t t l e m e n t s  made a t  d i f f e r e n t  t im e s  i n  t h e  p a s t  
and  in  v a r io u s  fo rm s. We t h e r e f o r e  fa v o u r  t h e  a p p ro a c h  o f  
b r in g in g  a l l  t r u s t  incom e w i th in  t h e  reg im e  w here  a new 
s e t t l e m e n t  i s  made t o  an e x i s t i n g  t r u s t .  T h is  w ould h av e  l i t t l e  
p r a c t i c a l  im p a c t, s in c e  f u t u r e  s e t t l e m e n t s  c o u ld  be made t o  a  new 
t r u s t  on th e  same te rm s  a s  an  e x i s t i n g  t r u s t ,  b u t  w ould a v o id  th e  
need  f o r  a p p o r tio n m e n t r u l e s .

7 .2 .7  In  o r d e r  t o  im plem ent t h i s  t r a n s i t i o n ,  r e s i d e n t  s e t t l o r s  
s h o u ld  be  r e q u i r e d  t o  d i s c l o s e  a l l  s e t t l e m e n t s ,  a s  w id e ly  
d e f in e d ,  on n o n - r e s id e n t  t r u s t e e s  e x i s t i n g  on 1 A p r i l  1988. 
S e t t l o r s  s h o u ld  a l s o  n o t i f y  th e  I n la n d  R evenue D ep artm en t o f  th e  
t r a n s i t i o n  th e y  have  e l e c t e d .

7 .2 .8  S e t t l e m e n ts  o f  t r u s t s  made by r e s i d e n t s  a f t e r  17 
December 1987 and d i s t r i b u t i o n s  o f  incom e o r  c a p i t a l  from  su c h  
t r u s t s  w ould be s u b je c t  t o  th e  new reg im e  p ro p o se d  i n  c h a p t e r  5 .

7 .3  N on -R esid en t T r u sts

7 .3 .1  N o n - r e s id e n t  t r u s t s  ( i . e  th o s e  w hich  a r e  n o t  s e t t l e d  by 
a New Z ea la n d  r e s i d e n t )  a r e  n o t  a f f e c t e d  by t h e  s e t t l o r  re g im e , 
i r r e s p e c t i v e  o f  when th e y  w ere  s e t t l e d .  The t r e a tm e n t  o f  
d i s t r i b u t i o n s  from  su ch  t r u s t s  t o  r e s i d e n t  b e n e f i c i a r i e s  i s ,  
how ever, t o  be  c l a r i f i e d  a s  p a r t  o f  th e  p r e s e n t  r e fo rm s . The 
C o m m itte e 's  recommended t r e a tm e n t  was o u t l i n e d  in  c h a p te r  5 . The 
G o v e rn m e n t's  i n t e n t i o n  t o  c l a r i f y  th e  law  in  t h i s  a r e a  was 
in c lu d e d  in  th e  CD. We t h e r e f o r e  p ro p o se  t h a t  o u r  recom m ended 
reg im e  a p p ly  t o  d i s t r i b u t i o n s  from  n o n - r e s id e n t  t r u s t s  made a f t e r  
17 December 1987.
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7 .4  F o re ig n  In vestm en t Funds

7 .4 .1  The f o r e ig n  in v e s tm e n t  fu n d  reg im e  i s  t a r g e t e d  a t  t a x  
h av en  e n t i t i e s .  The G overnm ent s i g n a l l e d  i t s  c o n c e rn  a b o u t  th e  
u s e  o f  t a x  h a v e n s  in  1986 and a g a in  in  t h e  1987 B u d g e t. In  
a d d i t i o n ,  ta x p a y e r s  w i l l  u s u a l ly  be  r e a d i l y  a b le  t o  d i s p o s e  o f  
th e  i n t e r e s t s  t h a t  w ould be a f f e c t e d  by th e  re g im e . T h u s, th e  
C om m ittee s u p p o r ts  th e  im p le m e n ta tio n  o f  th e  f o r e ig n  in v e s tm e n t  
fu n d  reg im e  from  1 A p r i l  1988.

7 .5  Recommendations

7 .5 .1  The Committee recommends t h a t :

a ta x p a y e r s  b e  exempt from th e  BE regim e fo r  a two y e a r  
p e r io d  ( i . e .  u n t i l  1 A p r il 1990) in  r e s p e c t  o f  i n t e r e s t s  
a cq u ired  on or  b e fo r e  17 December 1987 in  com panies  
w hich a r e  n o t r e s id e n t  in  a t r a n s i t i o n a l  l i s t  o f  
s p e c i f i e d  ta x  haven s;

b ta x p a y e r s  be exempt from th e  BE regim e fo r  a one y e a r  
p e r io d  ( i . e .  u n t i l  1 A p r il 1989) w ith  r e s p e c t  t o  
i n t e r e s t s  w hich were acq u ired  a f t e r  17 December 1987 in  
com panies w hich are  r e s id e n t  in  th e  l i s t  o f  c o u n tr ie s  
s p e c i f i e d  in  recom m endation (a) o f  paragraph 7 .1 7 ;

c  d i s t r ib u t io n s  o f  income made on o r  b e fo r e  31 March 1989 
from e x i s t in g  t r u s t s  w ith  n o n -r e s id e n t  t r u s t e e s ,  
be s u b je c t  t o  a f i n a l  ta x  l e v ie d  a t  a r a te  o f  10 
p e r c e n t , p rov id ed  th a t  e i t h e r  th e  t r u s t  i s  wound up by 1 
A p r il 1989 or  th e  s e t t l o r  e l e c t s  t o  be s u b je c t  t o  th e  
new s e t t l o r  regim e from t h a t  d a te .  Where e i t h e r  o f  
th e s e  o p t io n s  a p p l ie s ,  d i s t r ib u t io n s  o f  c a p i t a l  p r o f i t s
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and th e  corp u s o f  th e  t r u s t  made on o r  b e fo r e  31 March 
1989 sh o u ld  be exempt from ta x  in  b e n e f i c i a r i e s '  han ds;

d where n e i th e r  o p t io n  o u t l in e d  in  (c ) a p p l ie s  in  r e s p e c t  
o f  e x i s t in g  t r u s t s  w ith  n o n -r e s id e n t  t r u s t e e s ,  
o th e r  than  te s ta m en ta ry  s e t t le m e n ts :

i  a l l  d i s t r ib u t io n s ,  w hether o f  incom e or  
c a p i t a l  (o th e r  th an  o f  th e  corp u s o f  th e  
t r u s t ) , sh ou ld  be a s s e s s a b le  in  th e  
hands o f  a r e s id e n t  b e n e f ic ia r y  s u b je c t  
t o  an i n t e r e s t  ch arge  c a lc u la t e d  from 1 
A p r il 1988, w ith  th e  b e n e f ic ia r y  
r e c e iv in g  a c r e d i t  f o r  any fo r e ig n  ta x  
p a id  by th e  t r u s t e e ;  and

i i  where a s e t t l o r  h as a lo a n , g u a r a n te e  o r  
o th e r  form o f  f in a n c ia l  a s s i s t a n c e  
o u ts ta n d in g  t o  th e  t r u s t e e ,  h e  o r  sh e  
sh o u ld  be a s s e s s e d  on im puted i n t e r e s t  
a t  a p r e sc r ib e d  r a te  ( l e s s  any i n t e r e s t  
a c t u a l ly  r e c e iv e d  by th e  s e t t l o r  o r  p a id  
by th e  t r u s t e e ,  a s  th e  c a se  may be) 
computed on th e  amount o f  th e  lo a n ,  
g u a ra n tee  or  o th e r  a s s is t a n c e  
o u ts ta n d in g ;

e  in  th e  c a se  o f  te s ta m en ta ry  t r u s t s  in  e x is t e n c e  on 17 
December 1987 where th e  d ecea sed  p erso n  was a r e s id e n t  
and w hich do n o t wind up p u rsuan t t o  recom m endation (c ):

i  d i s t r ib u t io n s  o f  c a p i t a l  p r o f i t s  made 
a f t e r  31 March 1989 c o n tin u e  t o  be
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exempt in  th e  hands o f  b e n e f i c i a r i e s ;  
and

i i  d i s t r ib u t io n s  o f  income b e  a s s e s s a b le  
s u b je c t  t o  an i n t e r e s t  ch arge  c a lc u la t e d  
from 1 A p r il  1988;

f  where a r e s id e n t  makes a s e t t le m e n t  a f t e r  17 
December 1987 t o  a t r u s t  in  e x is t e n c e  on t h a t  d a te ,  a l l  
o f  th e  t r u s t  s e t t le m e n t s  be deemed t o  have been  made 
a f t e r  17 December 1987;

g  ta x p a y e r s  be r eq u ire d  t o  make f u l l  d i s c lo s u r e  o f  a l l  
s e t t le m e n t s ,  a s  w id e ly  d e f in e d , t o  t r u s t s  w ith  non-  
r e s id e n t  t r u s t e e s  e x i s t i n g  on 1 A p r il  1988;

h th e  im p lem en ta tion  d a te  fo r  th e  proposed  ch an ges t o  th e  
tr e a tm e n t o f  d i s t r ib u t io n s  from n o n -r e s id e n t  t r u s t s  be 17 
December 1987; and

i  th e  im p lem en ta tion  d a te  fo r  th e  fo r e ig n  in v e stm en t fund  
regim e be 1 A p r il 1988.
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CHAPTER 8 – FURTHER MEASURES

8 .1  R ole  o f  a C a p ita l G ains Tax

8 .1 .1  We h av e  commented a l r e a d y  on t h e  p o s s ib l e  r o l e  o f  a 
c a p i t a l  g a in s  t a x  in  th e  c o n te x t  o f  t h e  p r e s e n t  r e fo rm s . I n  many 
c a s e s ,  t h e  incom e t h a t  r e s i d e n t s  d e r iv e  th ro u g h  o f f s h o r e  
in v e s tm e n ts  ( a p a r t  from  d i s t r i b u t i o n s )  i s  b e s t  c h a r a c t e r i s e d  a s  
c a p i t a l  g a in  an d , s h o r t  o f  v i o l a t i n g  a c c e p te d  incom e t a x  
p r i n c i p l e s ,  i s  m ost a p p r o p r i a t e ly  ta x e d  u n d e r  a c a p i t a l  g a in s  
t a x .

8 .1 .2  The l a c k  o f  th e  c o m p reh en s iv e  t a x a t i o n  o f  c a p i t a l  g a in s  
in  New Z ea la n d  i s  th e  l a s t  o u ts ta n d in g  gap  in  o u r  t a x  sy s te m . 
The re fo rm s  t h a t  t h e  G overnm ent h a s  im p lem en ted  o v e r  t h e  l a s t  few 
y e a r s  have  gone a  lo n g  way t o  b ro a d e n in g  t h e  t a x  b a s e  and  
a d d re s s in g  s o u rc e s  o f  a v o id a n c e . The f i r s t  m a jo r b a s e  b ro a d e n in g  
m easu re  was t h e  i n t r o d u c t i o n  o f  GST. W ith in  t h e  incom e t a x  
sy s tem , th e  n e x t  s t e p  was t h e  rem oval o f  e x p l i c i t  t a x  c o n c e s s io n s  
such  a s  e x p o r t  i n c e n t i v e s  and a c c e l e r a t e d  d e p r e c i a t i o n  
p r o v i s io n s .  The rem oval o f  su ch  in c e n t i v e s  in  r e t u r n  f o r  a 
r e d u c t io n  in  t a x  r a t e s  i s  v e ry  much th e  c e n t r a l  them e o f  c u r r e n t  
t a x  re fo rm  program m es in  OECD c o u n t r i e s .

8 .1 .3  The t h i r d  s e t  o f  re fo rm s  was th e  a d o p tio n  o f  
c o m p reh en s iv e  a c c r u a l  r u l e s .  T hese  w ere aim ed a t  c o u n te r in g  t a x  
p la n n in g  b a se d  on th e  d e f e r r a l  o f  f i n a n c i a l  a rra n g e m e n t incom e o r  
th e  a d v a n c in g  o f  t a x  d e d u c t io n s .  The f o u r th  and p r e s e n t  s e t  o f  
re fo rm s  a d d re s s  th e  a v o id a n c e  and d e f e r r a l  o p p o r t u n i t i e s  w h ich
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a r i s e  in  t h e  i n t e r n a t i o n a l  c o n te x t .  The G overnm ent h a s  a l s o  
moved s im u lta n e o u s ly  t o  re d u c e  th e  a v o id a n c e  p ro b lem s w h ich  a r i s e  
w ith  th e  e x em p tio n  o f  th e  s u p e ra n n u a t io n  fu n d s  and o t h e r  
e n t i t i e s .

8 .1 .4  The l a s t  m a jo r  t a x  b a se  p rob lem  i s  t h e  g e n e r a l  e x c lu s io n  
o f  c a p i t a l  g a in s  from  th e  d e f i n i t i o n  o f  a s s e s s a b l e  incom e. T h ere  
i s  w id e sp re a d  s u p p o r t  am ongst t a x  p r a c t i t i o n e r s  f o r  t h e  t a x a t i o n  
o f  c a p i t a l  g a in s .  The C om m ittee e n d o rs e s  t h i s  v iew . Many o f  th e  
re m a in in g  d e f i c i e n c i e s  in  th e  t a x  sy s tem  hav e  t h e i r  o r i g i n  in  o r  
a r e  compounded by th e  l a c k  o f  a c a p i t a l  g a in s  t a x .  The n e x t  s t e p  
in  th e  G o v e rn m e n t's  t a x  re fo rm  program m e s h o u ld  be  t o  e x te n d  th e  
t a x  b a se  t o  in c lu d e  c a p i t a l  g a in s  a s  soon  a s  i t  i s  f e a s i b l e  t o  do 
so  w ith  th e  o b j e c t i v e  o f  f a c i l i t a t i n g  a f u r t h e r  r e d u c t io n  in  t a x  
r a t e s .

8 .1 .5  New Z ea la n d  i s  t h e  o n ly  c o u n try  in  t h e  OECD w hich  s t i l l  
h a s  no g e n e r a l  c a p i t a l  g a in s  t a x .  C o u n tr ie s  su ch  a s  t h e  U n ite d  
S t a t e s ,  t h e  U n ite d  Kingdom, W est Germany, F ra n c e  and  J a p a n  have  
a l l  ta x e d  c a p i t a l  g a in s  f o r  some t im e , w h ile  A u s t r a l i a  in t r o d u c e d  
a c a p i t a l  g a in s  t a x  in  1985.

8 .2  I n te r j u r i s d ic t io n a l  A l lo c a t io n  R u les

8 .2 .1  In  a d d i t i o n ,  we r e a f f i r m  o u r  v iew  t h a t  p r i o r i t y  s h o u ld  
a l s o  be  g iv e n  t o  th e  i n t r o d u c t i o n  o f  i n t e r j u r i s d i c t i o n a l  
a l l o c a t i o n  r u l e s  t o  e n s u re  t h a t  New Z ea lan d  c o l l e c t s  i t s  s h a r e  o f  
t a x .  A long w ith  th e  t a x a t i o n  o f  c a p i t a l  g a in s ,  su ch  r u l e s  form  
one o f  t h e  b a s i c  b u i ld in g  b lo c k s  o f  th e  t a x  sy s te m s  o f  c o u n t r i e s  
su ch  a s  th e  U n ite d  S t a t e s  and th e  U n ite d  Kingdom.
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8 .3  Recommendation

8 . 3 . 1  The Committee th e r e fo r e  recommends t h a t ,  in  a d d it io n  t o  
g iv in g  p r io r i t y  t o  th e  e x te n s io n  o f  th e  income ta x  b a se  t o  
in c lu d e  c a p i t a l  g a in s ,  th e  Government g iv e  p r i o r i t y  t o  th e  
in tr o d u c t io n  o f  in t e r j u r i s d ic t io n a l  a l lo c a t io n  r u le s ,  su ch  a s  
exp en se  a l lo c a t io n  r u le s  and more e f f e c t i v e  t r a n s f e r  p r ic in g  
p r o v is io n s .
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CHAPTER 9 – SUMMARY AND CONCLUSION

9 .1  Summary o f  Recommendations

9 .1 .1  In  summary, th e  C o m m itte e 's  reco m m en d atio n s a r e  
t h a t :

BE M ethod

a th e  BE reg im e  a p p ly  o n ly  w here New Z ea lan d  r e s i d e n t s  
h av e  c o n t r o l  o f  a company;

b c o n t r o l  be  d e f in e d  a s  th e  o w n e rsh ip  by 5 o r  few er 
r e s i d e n t s  o f  50 p e r c e n t  o r  more o f  th e  s h a r e s  (o r  v o t e s ,  
r i g h t s  t o  d iv id e n d s  o r  d i s t r i b u t i o n s  on w ind up) o f  a 
company, s u b j e c t  t o :

i  a  c o n s t r u c t iv e  o w n e rsh ip  t e s t  t o  in c lu d e  
i n t e r e s t s  h e ld  th ro u g h  a s s o c i a t e d  p e r s o n s ,  
nom inees and o th e r  c o n t r o l l e d  co m p an ie s ;

i i  a  de  f a c t o  c o n t r o l  p r o v i s io n  t o  in c lu d e  w i th in  
th e  reg im e  p e rs o n s  who have  th e  pow er t o  r e q u i r e  
a d i s t r i b u t i o n  o r  t h e  w in d -u p  o f  a n o n - r e s id e n t  
com pany; and

i i i  an a n t i - a v o id a n c e  p r o v i s io n  t o  d e t e r  
a rra n g e m e n ts  w hich  hav e  th e  e f f e c t  o f  d e f e a t i n g  
th e  i n t e n t  and a p p l i c a t i o n  o f  th e  c o n t r o l  t e s t ;  
and
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c r e s i d e n t  s h a r e h o ld e r s  who d i r e c t l y  o r  i n d i r e c t l y  h o ld  a 
10 p e r c e n t  o r  g r e a t e r  i n t e r e s t  in  a c o n t r o l l e d  company 
and r e s i d e n t s  who a r e  deemed t o  have  c o n t r o l  by v i r t u e  
o f  t h e  de f a c to  c o n t r o l  and a n t i - a v o id a n c e  p r o v i s i o n s  be 
s u b j e c t  t o  t h e  BE re g im e , b u t  o th e r  r e s i d e n t  
s h a r e h o ld e r s  o f  c o n t r o l l e d  com pan ies be  exem pt from  i t ;

d r e s i d e n t s  be exem pt from  th e  BE reg im e  in  r e s p e c t  o f  
i n t e r e s t s  in  com pan ies w hich  a r e :

i  r e s i d e n t  f o r  t a x  p u rp o s e s  in  c e r t a i n  l i s t e d  
c o u n t r i e s  w ith  c o m p reh en s iv e  i n t e r n a t i o n a l  t a x  
re g im e s  in c lu d in g  CFC re g im e s  ( i . e . t h e  U n ite d  
S t a t e s ,  t h e  U n ite d  Kingdom, W est Germ any, 
C anada, F ra n ce  and Ja p a n ) o r  A u s t r a l i a ;  
and

i i  do n o t  b e n e f i t  from  s p e c i f i e d  s i g n i f i c a n t  t a x  
p r e f e r e n c e s  in  th o s e  c o u n t r i e s  su c h  a s  
a c c e l e r a t e d  c a p i t a l  w r i t e - o f f s  o r  t h e  e x em p tio n  
o f  c e r t a i n  f o r e ig n - s o u r c e  incom e. W here a 
company d id  u t i l i s e  a s p e c i f i e d  p r e f e r e n c e ,  i t  
w ould be  r e q u i r e d  t o  a d j u s t  i t s  t a x a b le  incom e, 
d e te rm in e d  a c c o rd in g  t o  t h e  c o u n try  o f  r e s id e n c e  
t a x  r u l e s ,  f o r  t h e  e f f e c t  o f  th e  t a x  
p r e f e r e n c e ( s ) . I f  i t s  f o r e ig n  t a x  p a id  a s  a 
r a t i o  o f  i t s  a d ju s te d  t a x a b le  incom e e q u a ls  o r  
e x c e e d s  th e  New Z ea lan d  company t a x  r a t e ,  t h e  BE 
reg im e  w ould n o t  a p p ly ;

e n o n -m in o r s h a r e h o ld e r s  (and o th e r  s h a r e h o ld e r s  deem ed 
t o  hav e  c o n t r o l )  in  a  c o n t r o l l e d  company who h av e  
i n t e r e s t s  w hich a r e  h e ld  i n d i r e c t l y  th ro u g h  o t h e r  f o r e ig n
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com pan ies  be  s u b j e c t  t o  th e  reg im e  u n le s s  t h e  c o n t r o l l e d  
company s a t i s f i e s  th e  ex em p tio n  o u t l i n e d  in  
recom m endation  ( d ) ;

CV M ethod

f  t h e  CV reg im e  a p p ly  o n ly  t o  i n t e r e s t s  in  f o r e ig n  
in v e s tm e n t  fu n d s , a s  o u t l i n e d  in  recom m endation  g ;

F o re ig n  Fund Regime

g in  a d d i t i o n  t o  t h e  BE re g im e , t h e r e  be  a  f o r e ig n  
in v e s tm e n t  fund  reg im e  t o  a p p ly  t o  i n t e r e s t s  i n  e n t i t i e s  
w h ich :

i  d e r iv e  t h e i r  incom e o r  v a lu e  p r i m a r i l y  o r  
s u b s t a n t i a l l y  from  h o ld in g  o r  t r a d i n g  p o r t f o l i o  
in v e s tm e n ts  in  s h a r e s ,  in v e s tm e n ts  in  d e b t  
in s t r u m e n ts ,  r e a l  p r o p e r ty ,  c o m m o d itie s , e t c ;  
and

i i  t h e  e f f e c t  o f  th e  r e s id e n c e  o f  th e  e n t i t y  f o r  
t a x  p u rp o s e s  and i t s  d i s t r i b u t i o n  p o l i c y  i s  t o  
re d u c e  th e  t a x  p a y a b le  on th e  incom e o f  t h e  
e n t i t y  below  w hat i t  w ould be  had  t h e  incom e 
b een  ta x e d  in  New Z ea lan d  a s  i f  i t  w ere  d e r iv e d  
by th e  i n v e s to r ;

h t h e  t a x a b le  incom e d e r iv e d  by a  r e s i d e n t  from  an 
i n t e r e s t  i n  a f o r e ig n  in v e s tm e n t  fund  be c a l c u l a t e d  a s  
t h e  i n c r e a s e  in  t h e  m ark e t v a lu e  o f  th e  i n t e r e s t  o v e r  
t h e  incom e y e a r ,  p lu s  any d i s t r i b u t i o n s  r e c e i v a b l e ;
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i  w here  an i n t e r e s t  i n  a n o n - r e s id e n t  e n t i t y  f a l l s  w i th in  
b o th  th e  BE and f o r e ig n  in v e s tm e n t  fu n d  re g im e s , t h e  BE 
reg im e  a p p ly ;

T r u s ts

j  a s e t t l o r  be  w id e ly  d e f in e d  a s  any p e rs o n  who d i r e c t l y  
o r  i n d i r e c t l y  p ro v id e s  money, g o o d s, s e r v i c e s  o r  o t h e r  
b e n e f i t s  t o  a t r u s t  f o r  in a d e q u a te  c o n s i d e r a t i o n ;

k a t r u s t  be  t r e a t e d  a s  a r e s i d e n t  o f  New Z e a la n d  f o r  
incom e t a x  p u rp o s e s  i f  t h e  s e t t l o r  o f  th e  t r u s t  i s  a  New 
Z ea la n d  r e s i d e n t ;

l  t h e  t r u s t e e  o f  a r e s i d e n t  t r u s t  be  p r i m a r i l y  l i a b l e  f o r  
t a x  on t r u s t  incom e b u t ,  in  th e  e v e n t  o f  t h e  t r u s t e e  
d e f a u l t i n g  on su ch  a l i a b i l i t y ,  t h e  s e t t l o r  be  l i a b l e  a s  
a g e n t  o f  t h e  t r u s t e e ;

m d i s t r i b u t i o n s  o f  t r u s t  incom e ( i . e .  incom e w h ich  h a s  
b een  ta x e d  in  t h e  h an d s  o f  th e  t r u s t e e  o r  t h e  r e s i d e n t  
s e t t l o r )  t o  a b e n e f i c i a r y  from  a r e s i d e n t  t r u s t  
be  exem pt from  t a x  in  th e  b e n e f i c i a r y 's  h a n d s ;

n a l l  d i s t r i b u t i o n s  o f  incom e t o  a b e n e f i c i a r y  from  a n on -  
r e s i d e n t  t r u s t  be  t a x a b le  in  th e  h an d s  o f  t h e  
b e n e f i c i a r y ,  b u t  th e  b e n e f i c i a r y  b e  a llo w e d  a c r e d i t  f o r  
any f o r e ig n  o r  New Z ea la n d  t a x  p a id  by th e  t r u s t e e ;
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o d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  o r  th e  c o rp u s  t o  a 
r e s i d e n t  b e n e f i c i a r y  from  a n o n - r e s id e n t  t r u s t  b e  exem pt 
from  t a x  in  th e  h an d s o f  t h e  b e n e f i c i a r y ;

T r a n s i t i o n

p ta x p a y e r s  be  exem pt from  th e  BE reg im e  f o r  a tw o y e a r  
p e r io d  ( i . e .  u n t i l  1 A p r i l  1990) in  r e s p e c t  o f  i n t e r e s t s  
a c q u i r e d  on o r  b e fo r e  17 Decem ber 1987 in  co m p an ies  
w h ich  a r e  n o t  r e s i d e n t  in  a  t r a n s i t i o n a l  l i s t  o f  
s p e c i f i e d  low  t a x  j u r i s d i c t i o n s ;

q ta x p a y e r s  be  exem pt from  th e  BE reg im e  f o r  a one y e a r  
p e r io d  ( i . e .  u n t i l  1 A p r i l  1989) w ith  r e s p e c t  t o  
i n t e r e s t s  w hich  w ere  a c q u ir e d  a f t e r  17 Decem ber 1987 in  
com pan ies w hich  a r e  r e s i d e n t  i n  th e  l i s t  o f  c o u n t r i e s  
s p e c i f i e d  in  recom m endation  ( d ) ( i ) ;

r  d i s t r i b u t i o n s  o f  incom e made on o r  b e fo r e  31 M arch 1989 
from  s e t t l e m e n t s  by r e s i d e n t s ,  on n o n - r e s id e n t  t r u s t e e s ,  
in  e x i s t e n c e  on 17 December 1987 be s u b j e c t  t o  a f i n a l  
t a x  l e v i e d  a t  a r a t e  o f  10 p e r c e n t ,  p ro v id e d  t h a t  e i t h e r  
th e  t r u s t  i s  wound up on o r  b e f o r e  t h a t  d a te  o r  th e  
s e t t l o r  e l e c t s  t o  be s u b j e c t  t o  th e  new s e t t l o r  reg im e  
from  t h a t  d a t e .  Where e i t h e r  o f  t h e s e  o p t io n s  a p p l i e s ,  
d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  and  th e  c o rp u s  o f  t h e  
t r u s t  made on o r  b e fo r e  31 M arch 1989 s h o u ld  b e  exem pt 
from  t a x  in  b e n e f i c i a r i e s '  h a n d s ;

s w here  n e i t h e r  o p t io n  o u t l i n e d  in  ( r )  a p p l i e s  i n  r e s p e c t  
o f  s e t t l e m e n t s  in  e x i s te n c e  on 17 December 1987 made by 
r e s i d e n t s ,  o th e r  th a n  te s ta m e n ta r y  s e t t l e m e n t s :
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i  a l l  d i s t r i b u t i o n s ,  w h e th e r  o f  incom e o r  
c a p i t a l  ( o th e r  th a n  o f  th e  c o rp u s  o f  th e  
t r u s t ) , s h o u ld  be a s s e s s a b l e  i n  t h e  
h an d s  o f  a r e s i d e n t  b e n e f i c i a r y  s u b j e c t  
t o  an  i n t e r e s t  c h a rg e  c a l c u l a t e d  from  1 
A p r i l  1988, w ith  t h e  b e n e f i c i a r y  
r e c e iv in g  a c r e d i t  f o r  any f o r e i g n  t a x  
p a id  by th e  t r u s t e e ;  and

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

t  i n  t h e  c a s e  o f  te s ta m e n ta r y  t r u s t s  in  e x i s t e n c e  on 17 
Decem ber 1987 w here th e  d e c e a se d  p e rs o n  was a r e s i d e n t  
and  w hich  do n o t  w ind up p u r s u a n t  t o  recom m endation  ( r ) :

i  d i s t r i b u t i o n s  o f  c a p i t a l  p r o f i t s  made 
a f t e r  31 March 1989 c o n t in u e  t o  be  
exem pt in  th e  h an d s  o f  b e n e f i c i a r i e s ;  
and

i i  d i s t r i b u t i o n s  o f  incom e be a s s e s s a b l e  
s u b j e c t  t o  an  i n t e r e s t  c h a rg e  c a l c u l a t e d  
from  1 A p r i l  1988;
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u w here  a r e s i d e n t  makes a s e t t l e m e n t  a f t e r  17 Decem ber 
1987 t o  a t r u s t  i n  e x i s te n c e  on t h a t  d a te ,  a l l  o f  th e  
t r u s t  s e t t l e m e n t s  be  deemed t o  have  been  made a f t e r  17 
Decem ber 1987;

v t a x p a y e r s  be  r e q u i r e d  t o  make f u l l  d i s c l o s u r e  o f  a l l  
s e t t l e m e n t s  t o  t r u s t s  w ith  n o n - r e s id e n t  t r u s t e e s  e x i s t i n g  
on 1 A p r i l  1988;

w t h e  im p le m e n ta tio n  d a te  f o r  t h e  p ro p o se d  c h a n g e s  t o  th e  
t r e a tm e n t  o f  d i s t r i b u t i o n s  from  n o n - r e s id e n t  t r u s t s  be 
17 Decem ber 1987;

x t h e  im p le m e n ta tio n  d a te  f o r  th e  f o r e ig n  in v e s tm e n t  fund  
reg im e  be 1 A p r i l  1988;

O th e r  R eform s

y in  a d d i t i o n  t o  g iv in g  p r i o r i t y  t o  th e  e x te n s io n  o f  th e  
incom e t a x  b a se  t o  in c lu d e  c a p i t a l  g a in s ,  t h e  G overnm ent 
g iv e  p r i o r i t y  t o  th e  i n t r o d u c t i o n  o f  i n t e r j u r i s d i c t i o n a l  
a l l o c a t i o n  r u l e s ,  su ch  a s  ex p en se  a l l o c a t i o n  r u l e s  and 
m ore e f f e c t i v e  t r a n s f e r  p r i c i n g  p r o v i s io n s .

9 .2  C on clu sion

9 .2 .1  We b e l i e v e  t h a t  th e  reg im e  we have  o u t l i n e d  g o e s  a s  f a r  
a s  i s  p r a c t i c a b l e  to w a rd s  a c h ie v in g  th e  G o v e rn m en t's  o b j e c t i v e s  
w i th in  th e  b o u n d a r ie s  o f  e x i s t i n g  incom e t a x  p r i n c i p l e s ,  g iv e n  
th e  c o n s t r a i n t s  im posed by c o m p lian c e  and a d m i n i s t r a t i v e  c o s t s .  
I t  d i f f e r s  from  th e  CD p ro p o s a ls  p r im a r i l y  by in t r o d u c in g  a 
c o n t r o l  t e s t  and  a g re y  l i s t  ex em p tio n  t o  th e  BE re g im e ,
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c u r t a i l i n g  th e  sc o p e  o f  t h e  CV reg im e  and g iv in g  more 
t r a n s i t i o n a l  r e l i e f .  W hile  o u r  reg im e  i s  m ore l im i t e d  i n  sc o p e  
th a n  t h a t  in  t h e  CD, we hav e  s o u g h t t o  make i t  e f f e c t i v e  i n  i t s  
a r e a  o f  a p p l i c a t i o n .

9 .2 .2  Once we have  y o u r  re s p o n s e  t o  o u r  rec o m m e n d a tio n s , we 
w i l l  c o n s id e r  t h e  more d e t a i l e d  d e s ig n  i s s u e s  and ad v an c e  t h e  
d r a f t  l e g i s l a t i o n .  T h ere  a r e  many s u b s id i a r y  i s s u e s  t o  c o n s i d e r .  
We w i l l  r e p o r t  f u r t h e r  on t h e s e ,  a lo n g  w ith  o u r  p ro p o se d  d r a f t  
l e g i s l a t i o n .
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ANNEX 1

CONTROL INTERESTS OF RESIDENTS IN CONTROLLED FOREIGN 
COMPANIES.

1 In tr o d u c tio n

1 .1  U nder t h e  b ra n c h  e q u iv a le n t  ("BE") re g im e , t h e  incom e o f  
c o n t r o l l e d  f o r e ig n  com pan ies w ould be  a s s e s s e d  t o  t h e i r  New 
Z ea la n d  r e s i d e n t  s h a r e h o ld e r s  i n  p r o p o r t io n  t o  t h e  i n t e r e s t  h e ld  
by e ac h  s h a r e h o ld e r .

1 .2  I n  o r d e r  t o  d e te rm in e  w h e th e r  incom e w i l l  b e  a s s e s s e d  in  
New Z ea la n d  on th e  b a s i s  o f  an  i n t e r e s t  h e ld  in  a  f o r e ig n  
company, a ta x p a y e r  w i l l  be  r e q u i r e d  t o  e s t a b l i s h :

a  f i r s t ,  w h e th e r  th e  i n t e r e s t  h e ld  i s  w i th in  t h e  a m b it o f  
t h e  r e g im e ; and

b se c o n d , i f  s o ,  w h e th e r  t h e  i n t e r e s t  h e ld  d i r e c t l y  o r  
i n d i r e c t l y ,  by t h e  ta x p a y e r ,  e i t h e r  i n d i v i d u a l l y  o r  
com bined w ith  th e  i n t e r e s t s  h e ld  by o th e r  r e s i d e n t s ,  i s  
s u f f i c i e n t  f o r  t h e  r u l e s  f o r  a t t r i b u t i n g  t h e  
incom e o f  t h e  f o r e ig n  company t o  a p p ly .
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2 I n t e r e s t s  t o  which th e  Regime A p p lie s

2 .1  As o u t l i n e d  in  th e  C o n s u l t a t iv e  Document ("C D "), t h e  
reg im e  w i l l  a p p ly  t o  i n t e r e s t s  i n  com pan ies t h a t  a r e  n o t  
r e s i d e n t  in  New Z ea la n d  o r  t h a t  a r e  r e s i d e n t  in  New Z e a la n d  b u t ,  
by v i r t u e  o f  t h e  p r o v i s io n s  o f  a d o u b le  t a x  a g re e m e n t, a r e  n o t  
s u b j e c t  t o  t a x  in  r e s p e c t  o f  f o r e ig n  s o u rc e  incom e. The 
d e f i n i t i o n  o f  a company w i l l  in c lu d e  e n t i t i e s  t h a t  hav e  a  l e g a l  
p e r s o n a l i t y  and e x i s t e n c e  d i s t i n c t  from  t h a t  o f  t h e i r  m em bers.

2 .2  The BE reg im e  s h o u ld  a p p ly  t o  r e s i d e n t s  in  r e s p e c t  o f  
t h e i r  i n t e r e s t s  i n  f o r e ig n  co m p an ie s . The c o n t r o l  t e s t  a d v o c a te d  
by th e  C om m ittee w ould d e te rm in e  t h a t  a  f o r e ig n  company w ould  be  
a c o n t r o l l e d  f o r e ig n  company i f  f i v e  o r  fe w e r New Z e a la n d  
r e s i d e n t s  owned 50 p e r c e n t  o r  more o f  i t s  e q u i t y .  T h is  t e s t  
r e q u i r e s  ta x p a y e r s  t o  d e te rm in e  t h e i r  r e s p e c t i v e  p r o p o r t io n s  o f  
th e  e q u i ty  o f  a  f o r e ig n  company.

2 .4  The p r o p o r t io n  so  c a l c u l a t e d  f o r  e ac h  r e s i d e n t  i s  te rm e d  
th e  r e s i d e n t ' s  c o n tr o l  i n t e r e s t . F o r t h i s  p u rp o s e , t h e  C om m ittee 
fa v o u rs  no minimum s h a re h o ld in g  th r e s h o ld  f o r  a r e s i d e n t ' s  
c o n t r o l  i n t e r e s t  t o  be  ta k e n  i n t o  a c c o u n t when d e te rm in in g  
w h e th e r  a  company i s  a  c o n t r o l l e d  f o r e ig n  company. H ow ever, a s  
e x p la in e d  in  C h a p te r  2 , ta x p a y e r s  w ith  i n t e r e s t s  i n  a c o n t r o l l e d  
f o r e ig n  company below  a minimum th r e s h o ld  w ould n o t  be  r e q u i r e d  
t o  in c lu d e  any p a r t  o f  t h a t  c o n t r o l l e d  f o r e ig n  co m p an y 's  incom e 
in  t h e i r  a s s e s s a b l e  incom e.

2 .5  A f o r e ig n  company w ould be a  c o n t r o l l e d  f o r e ig n  company 
i f ,  a t  any t im e  in  t h e  f o r e ig n  co m p an y 's  a c c o u n tin g  y e a r ,  t h e  
sum o f  t h e  c o n t r o l  i n t e r e s t s  h e ld  by f i v e  o r  few er New Z e a la n d  
r e s i d e n t s  i s  g r e a t e r  th a n  o r  e q u a l  t o  50 p e r c e n t .  The C om m ittee 
fa v o u rs  a p p ly in g  th e  t e s t  t o  d e te rm in e  c o n t r o l  a t  any  t im e  in



71

th e  y e a r  t o  p r e v e n t  t a x p a y e r s  'd e - c o n t r o l l i n g '  by d i s p o s in g  o f  
i n t e r e s t s  i n  c o n t r o l l e d  f o r e ig n  com pan ies th ro u g h  p e rm a n e n t 
s a l e  t o  n o n - r e s id e n t s  b e fo r e  t h e  end o f  e a c h  a c c o u n tin g  y e a r  o f  
a f o r e ig n  com pany. By d i s p o s in g  o f  i n t e r e s t s  in  t h i s  m anner 
t a x p a y e r s  c o u ld  a c c u m u la te  incom e in  t h e  n o n - r e s id e n t  company and 
s e l l  t h e i r  i n t e r e s t  f o r  a t a x  f r e e  c a p i t a l  g a in .  O th e r  c o u n t r i e s  
w ith  CFC re g im e s  te n d  t o  a p p ly  t h e  c o n t r o l  t e s t  t o  i n t e r e s t s  h e ld  
a t  t h e  end o f  a f o r e ig n  com pany 's  a c c o u n tin g  y e a r .  H ow ever, t h i s  
t e s t  d o e s  n o t  p ro v id e  an a v o id a n c e  o p p o r tu n i ty  b e c a u s e ,  u n l ik e  
t h e  p o s i t i o n  in  New Z e a la n d , c a p i t a l  g a in s  t a x e s  i n  t h e s e  
c o u n t r i e s  e n s u re  t h a t  a ta x p a y e r  i s  ta x e d  on any g a in s  r e a l i s e d  
on th e  d i s p o s a l  o f  i n t e r e s t s  i n  f o r e ig n  com pan ies d u r in g  an 
a c c o u n tin g  y e a r .

3 M easurement o f  a C on tro l I n t e r e s t

3 .1  A c o n t r o l  i n t e r e s t  m ea su re s  th e  p r o p o r t io n  o f  a f o r e ig n  
co m p an y 's  e qu i t y  o r  p r o f i t s  o v e r  w hich a r e s i d e n t  i s  c o n s id e r e d  
t o  hav e  c o n t r o l .  T h is  in c lu d e s  c o n t r o l  i n t e r e s t s  h e ld  th ro u g h  
nom inees o f  t h e  t a x p a y e r  and c o n t r o l  i n t e r e s t s  h e ld  i n d i r e c t l y  by 
th e  r e s i d e n t  th ro u g h  o t h e r  c o n t r o l l e d  f o r e ig n  c o m p an ie s . 
T a x p a y e rs  c o u ld  a v o id  th e  50 p e r c e n t  c o n t r o l  by f i v e  o r  few er 
r e s i d e n t s  t e s t  by f ra g m e n tin g  s h a r e h o ld in g  o r  by e x e r c i s i n g  de 
f a c to  c o n t r o l  o f  a f o r e ig n  company. The c o n t r o l  t e s t  w ould 
t h e r e f o r e  n eed  t o  be  s u p p o r te d  by c o n s t r u c t iv e  o w n e rsh ip  r u l e s  
t o  in c lu d e ,  in  th e  c o n t r o l  i n t e r e s t  o f  a  r e s i d e n t ,  c o n t r o l  
i n t e r e s t s  h e ld  by p e rs o n s  a s s o c i a t e d  w ith  t h e  r e s i d e n t .  In  
a d d i t i o n ,  de  f a c t o  c o n t r o l  r u l e s  w i l l  be  needed  t o  d e a l  w ith  
s i t u a t i o n s  w here  ta x p a y e r s  can  e x e r c i s e  c o n t r o l  o v e r  t h e  
d i s t r i b u t i o n  o f  a f o r e ig n  com pany 's  incom e o r  c a p i t a l  b u t  do n o t  
f a l l  w i th in  th e  fo rm a l c o n t r o l  t e s t s .
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3 .2  To p r e v e n t  a v o id a n c e  o f  t h e  c o n t r o l  t e s t ,  d e te r m in a t io n  o f  
a c o n t r o l  i n t e r e s t  i n  a  f o r e ig n  company n e ed s  t o  t a k e  a c c o u n t  o f  
i n t e r e s t s  h e ld  by a ta x p a y e r  i n  a num ber o f  w ays. F o r t h e  
p u rp o se  o f  d e te rm in in g  w h e th e r  a company i s  a c o n t r o l l e d  f o r e ig n  
company, t h e  C om m ittee c o n s id e r s  t h a t  th e  c o n t r o l  i n t e r e s t  
a t t r i b u t a b l e  t o  a ta x p a y e r  s h o u ld  in c lu d e :

a any i n t e r e s t  i n  t h e  f o r e ig n  company h e ld  d i r e c t l y  
by th e  t a x p a y e r ;

b any i n t e r e s t  i n  th e  f o r e ig n  company h e ld  i n d i r e c t l y  by way 
o f  a n o th e r  f o r e ig n  company in  w hich  th e  t a x p a y e r  h a s  an  
i n t e r e s t ;

c an  i n t e r e s t  h e ld  d i r e c t l y  o r  i n d i r e c t l y  by a nom inee  o f  t h e  
t a x p a y e r ; and

d an i n t e r e s t  i n  t h e  f o r e ig n  company h e ld  d i r e c t l y  o r  
i n d i r e c t l y  by a s s o c i a t e d  p e rs o n s  o f  t h e  t a x p a y e r .

3 .3  The C om m ittee f a v o u rs  an  a p p ro a c h  f o r  m e a su rin g  a  c o n t r o l  
i n t e r e s t  b a se d  on t h a t  s e t  o u t  in  s e c t i o n  191 o f  t h e  Incom e Tax 
A ct 1976 f o r  m e a su rin g  a " p r e s c r ib e d  p r o p o r t io n "  o f  t h e  e q u i t y  o f  
two o r  m ore co m p an ie s . We p ro p o se  t h a t  t h e  c o n t r o l  i n t e r e s t  i n  
a company h e ld  by a r e s i d e n t  be  th e  p r o p o r t io n  o f :

a  p a id -u p  c a p i t a l ;
b no m in a l v a lu e  o f  th e  a l l o t t e d  s h a r e s ;
c  e n t i t l em ent t o  p r o f i t s  ( in c lu d in g  t h e  e n t i t l e m e n t  t o  

d i s t r i b u t i o n s  on w in d in g -u p , w h e th e r  from  t h e  c a p i t a l  o r  
from  th e  p r o f i t s  o f  t h e  com pany); o r

d th e  v o t in g  pow er;
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e  w here  a p p r o p r i a t e ,  c o m b in a tio n s  o f  t h e  above 
w h ic h e v e r  i s  th e  h i g h e s t .

3 .4  The ta x p a y e r  w ould be  r e q u i r e d  t o  t a k e  i n t o  a c c o u n t  a l l  
c l a s s e s  o f  s h a r e s  h e ld  when d e te rm in in g  a  c o n t r o l  i n t e r e s t  a s  
w e l l  a s  r i g h t s  t o  a c q u i r e  e q u i ty  in  th e  f o r e ig n  company w h e th e r  
i n  t h e  form  o f  o p t io n s ,  c o n v e r t i b l e  d e b t  o r  o t h e r  c o n t in g e n t  
i n t e r e s t s .

4 Nom inees and T r u ste e s

4 .1  I n t e r e s t s  i n  com pan ies in  th e  names o f  t r u s t e e s  and 
nom inees a r e  a p a r t i c u l a r  form  o f  b e n e f i c i a l  o w n e rsh ip . 
I n t e r e s t s  h e ld  by nom inees o r  by b a re  t r u s t e e s  w ould t h e r e f o r e  
be  a t t r i b u t a b l e  t o  t h e i r  b e n e f i c i a l  o w n e rs . Nominee r u l e s  
w ould a l s o  a t t r i b u t e  a c o n t r o l  i n t e r e s t  t o  a s h a r e h o ld e r  who 
h a s  an  a rra n g e m e n t w ith  a n o th e r  p e rs o n  t o  resum e o w n e rsh ip  o f  
s h a r e s  a t  a s u b s e q u e n t d a te  ( th ro u g h  so  c a l l e d  "w a re h o u s in g "  o f  
s h a r e s ) .

4 .2  The C o m m ittee ' s  g e n e r a l  a p p ro a c h  t o  th e  t a x a t i o n  o f  t r u s t s  
i s  t h a t  t h e i r  t a x  t r e a tm e n t  sh o u ld  be  d e te rm in e d  by r e f e r e n c e  t o  
th e  r e s id e n c e  o f  s e t t l o r s  ( s e e  Annex 4 ) .  In  a c c o rd a n c e  w ith  
t h i s  p r e f e r r e d  a p p ro a c h , th e  Com m ittee c o n s id e r s  t h a t  a  c o n t r o l  
i n t e r e s t  i n  a c o n t r o l l e d  f o r e ig n  company h e ld  by t r u s t e e s  o f  
d i s c r e t i o n a r y  t r u s t s  s h o u ld  be a t t r i b u t e d  to  any New Z ea la n d  
r e s i d e n t  who h a s  s e t t l e d  p r o p e r ty  on th e  t r u s t .  In  t h i s  c o n te x t ,  
t h e  t r u s t e e s  o f  t h e  d i s c r e t i o n a r y  t r u s t  s e t t l e d  by t h e  r e s i d e n t  
w ould be  c o n s id e re d  t o  be  nom inees o f  t h e  r e s i d e n t .  A s e t t l e m e n t  
o f  a  t r u s t  i s  d e f in e d  in  Annex 4 .
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5 I n d ir e c t  C on tro l R u les

5 .1  To d e te rm in e  a c c u r a t e l y  t h e  l e v e l  o f  a t a x p a y e r 's  c o n t r o l  
i n t e r e s t  i n  a f o r e ig n  company, c o n t r o l  i n t e r e s t s  h e ld  i n  t h e  
f o r e ig n  company i n d i r e c t l y  by a  ta x p a y e r  th ro u g h  a n o th e r  
c o n t r o l l e d  f o r e ig n  company w ould need  t o  be  com bined w i th  
c o n t r o l  i n t e r e s t s  h e ld  d i r e c t l y  by th e  ta x p a y e r .

5 .2  I n d i r e c t  c o n t r o l  i n t e r e s t s  h e ld  th ro u g h  a c h a in  o f  
c o n t r o l l e d  f o r e ig n  com pan ies w ould be  d e te rm in e d  by m u l t i p ly in g  
th e  t a x p a y e r 's  c o n t r o l  i n t e r e s t  i n  t h e  to p  t i e r  c o n t r o l l e d  
f o r e ig n  company by th e  to p  t i e r  co m p an y 's  c o n t r o l  i n t e r e s t  i n  
th e  seco n d  t i e r  c o n t r o l l e d  f o r e ig n  company and so  on . The 
i n d i r e c t  c o n t r o l  t e s t  w ould 'l o o k  th r o u g h ' e ac h  c o n t r o l l e d  
f o r e ig n  company in  a c o r p o r a te  t i e r  in  t h i s  m anner u n t i l  t h e  
com bined c o n t r o l  i n t e r e s t  o f  t h e  ta x p a y e r  and fo u r  o t h e r  
r e s i d e n t s  i n  t h e  f o r e ig n  company i s  l e s s  th a n  50 p e r c e n t  ( i . e .  t h e  
lo w e s t  t i e r  f o r e ig n  company i s  n o t  a  c o n t r o l l e d  f o r e ig n  co m p an y ).

5 .3  F o r t h e  p u rp o s e s  o f  t r a c i n g  c o n t r o l  down a c o r p o r a t e  
t i e r ,  a  r e s i d e n t  w ith  a d i r e c t  c o n t r o l  i n t e r e s t  i n  a f i r s t  t i e r  
c o n t r o l l e d  f o r e ig n  company o f  m ore th a n  50 p e r c e n t  w ould  be  
deemed t o  h o ld  a 100 p e r c e n t  c o n t r o l  i n t e r e s t  i n  t h e  f o r e ig n  
company. S i m i l a r ly ,  w here  a  h ig h e r  t i e r  c o n t r o l l e d  f o r e ig n  
company in  w hich  a ta x p a y e r  h a s  an  i n t e r e s t  c o n t r o l s  a  lo w e r  t i e r  
f o r e ig n  company ( i . e .  i t s  c o n t r o l  i n t e r e s t  i s  50% o r  m ore) t h e  
h ig h e r  t i e r  company w ould be deemed t o  h o ld  a  100 p e r c e n t  
c o n t r o l  i n t e r e s t  i n  th e  lo w er t i e r  company. T h is  r u l e  i s  
n e c e s s a ry  t o  p r e v e n t  ta x p a y e r s  a v o id in g  th e  50 p e r c e n t  c o n t r o l  
th r e s h o ld  in  r e s p e c t  o f  an i n t e r e s t  i n  a p a r t i c u l a r  f o r e ig n  
company by i n te r p o s i n g  b e tw een  th e m s e lv e s  and th e  company in  
q u e s t io n  a  s e r i e s  o f  c o n t r o l l e d  f o r e ig n  com pan ies i n  w h ich  t h e  
c o n t r o l  i n t e r e s t  h e ld  by th e  ta x p a y e r s  i s  l e s s  th a n  100 p e r c e n t .
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5 .4  The e f f e c t  o f  t h e  p ro c e d u re  f o r  t r a c i n g  c o n t r o l  down a 
c o r p o r a te  t i e r  d e s c r ib e d  in  p a ra g ra p h  5 .3  i s  t h a t ,  w here  a  
c o n t r o l l e d  f o r e ig n  company h o ld s  a  c o n t r o l  i n t e r e s t  o f  l e s s  th a n  
50 p e r c e n t  i n  a  f o r e ig n  com pany, th e  c o n t r o l  i n t e r e s t  h e ld  by  th e  
c o n t r o l l e d  f o r e ig n  company w ould be  c o n s id e r e d  t o  be  h e ld  by  i t s  
New Z ea la n d  r e s i d e n t  s h a r e h o ld e r s .

5 .5  The fo l lo w in g  exam ple i l l u s t r a t e s  t h e  o p e r a t io n  o f  t h e  
i n d i r e c t  c o n t r o l  r u l e s .
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NZCO, a company r e s i d e n t  in  New Z ea lan d  h a s  a 40 p e r c e n t  
c o n t r o l  i n t e r e s t  i n  SUBCO1, a  n o n - r e s id e n t  company i n  w h ich  
a n o th e r  r e s i d e n t  h o ld s  a c o n t r o l  i n t e r e s t  o f  30 p e r c e n t ,  m aking 
SUBCO1 a c o n t r o l l e d  f o r e ig n  com pany. NZCO a l s o  h o ld s  a  d i r e c t  
c o n t r o l  i n t e r e s t  o f  40 p e r c e n t  in  CFC, a n o th e r  n o n - r e s id e n t  
company. SUBCO1 h o ld s  a  60 p e r c e n t  c o n t r o l  i n t e r e s t  i n  SUBCO2 , 
w hich in  t u r n  h o ld s  a 25 p e r c e n t  c o n t r o l  i n t e r e s t  i n  CFC. NZCO 
w ould d e te rm in e  i t s  i n d i r e c t  c o n t r o l  i n t e r e s t  i n  CFC by 
m u l t ip ly in g  i t s  c o n t r o l  i n t e r e s t  i n  SUBCO1 by SUBCO1 ' s  c o n t r o l  
i n t e r e s t  i n  SUBCO2 , and SUBCO2 's  c o n t r o l  i n t e r e s t  i n  CFC. As 
SUBCO1 ' s  c o n t r o l  i n t e r e s t  in  SUBCO2 i s  60 p e r c e n t ,  SUBCO1 w ould  
be deemed t o  h o ld  a 100 p e r c e n t  c o n t r o l  i n t e r e s t  i n  SUBCO2 f o r  
th e  p u rp o s e s  o f  com pu ting  NZCO's i n d i r e c t  c o n t r o l  i n t e r e s t  i n  
CFC. NZCO's c o n t r o l  i n t e r e s t  i n  CFC h e ld  i n d i r e c t l y  w ould  
t h e r e f o r e  be  10 p e r c e n t  ( i . e .  40% x 100% x 25%). NZCO's 
a g g re g a te  c o n t r o l  i n t e r e s t  i n  CFC w ould be  50 p e r c e n t ,  b e in g  
th e  sum o f  i t s  d i r e c t  c o n t r o l  i n t e r e s t  (40 p e rc e n t )  and  i t s  
i n d i r e c t  c o n t r o l  i n t e r e s t  (10 p e r c e n t ) .

5 .6  I n  t h e  exam ple s e t  o u t  in  p a ra g ra p h  5 .5 ,  i f  SUBCO1 was 
n o t  a  CFC, NZCO w ould n o t  be  r e q u i r e d  t o  m u l t ip ly  i t s  c o n t r o l  
i n t e r e s t  i n  SUBCO1 by any o f  SUBCO1's  c o n t r o l  i n t e r e s t s .  
S i m i la r ly ,  i f  SUBCO2 was n o t  a c o n t r o l l e d  f o r e ig n  com pany, NZCO 
w ould n o t  be  r e q u i r e d  t o  m u l t ip ly  i t s  c o n t r o l  i n t e r e s t  i n  SUBCO2 
by any o f  SUBCO2 's  c o n t r o l  i n t e r e s t s .  However, w here  f i v e  o r  
few er New Z ea la n d  r e s i d e n t s  hav e  an  i n d i r e c t  incom e i n t e r e s t  i n  
a f o r e ig n  company o f  50 p e r c e n t  o r  m ore, a r u l e  d e s c r ib e d  i n  
p a ra g ra p h  2 .1 3  o f  Annex 2 w i l l  a p p ly  t o  make th e  company a 
c o n t r o l l e d  f o r e ig n  company.
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6 C o n str u c tiv e  Ownership R u les

6 .1  The C om m ittee c o n s id e r s  t h a t  c o n s t r u c t iv e  o w n e rsh ip  and 
c o n t r o l  r u l e s  a r e  n e c e s s a r y  in  o r d e r  t o  p r e v e n t  a v o id a n c e  o f  th e  
reg im e  by s p r e a d in g  o w n e rsh ip  o f  f o r e ig n  com pan ies among a  num ber 
o f  a s s o c i a t e d  p e r s o n s .  F o r th e  p u rp o se  o f  d e te rm in in g  th e  
c o n t r o l  i n t e r e s t  i n  a  f o r e ig n  company h e ld  by a New Z e a la n d  
r e s i d e n t ,  c o n s t r u c t i v e  o w n e rsh ip  r u l e s  w ould a t t r i b u t e  t o  th e  
r e s i d e n t  o w n e rsh ip  and c o n t r o l  r i g h t s  t h a t  in  f a c t  o r  i n  law  
b e lo n g  t o  h i s  o r  h e r  a s s o c i a t e s  o r  r e l a t i v e s .

6 .2  C o n s t r u c t iv e  o w n e rsh ip  r u l e s  s h o u ld  o n ly  a p p ly  f o r  t h e  
p u rp o s e s  o f  th e  c o n t r o l  t e s t  and t o  d e te rm in e  th e  minimum l e v e l  
o f  i n t e r e s t  b e f o r e  incom e i s  a t t r i b u t e d  t o  a ta x p a y e r  
( d e s c r ib e d  in  Annex 2 ) .  C o n s t r u c t iv e  o w n e rsh ip  r u l e s  w ould  n o t  
a p p ly  f o r  t h e  p u rp o se  o f  d e te rm in in g  th e  b a s i s  on w h ich  incom e 
w ould be  a t t r i b u t e d .

6 .3  P e rso n s  c o n s id e r e d  t o  be  a s s o c i a t e d  f o r  th e  p u rp o s e s  o f  
t h e  c o n t r o l l e d  f o r e ig n  company r u l e s  w ould in c lu d e ,  a s  a 
minimum:

a any two p e r s o n s  w ith  s h a re d  i n t e r e s t s ;

b any  two com pan ies w hich  c o n s i s t  o f  s u b s t a n t i a l l y  t h e  same 
s h a r e h o l d e r s ;

c  any two p e r s o n s  who a r e  r e l a t i v e s  c o n n e c te d  w i th in  t h e  
seco n d  d e g re e  o f  r e l a t i o n s h i p ;
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d any company and any p e rs o n  ( o th e r  th a n  a company) who a r e  
a s s o c i a t e d  p e rs o n s  w i th in  th e  m eaning o f  s e c t i o n  8 ( 1 ) (b) 
o f  t h e  Incom e Tax A c t;

e a p a r t n e r s h i p  and any p e rs o n  who i s  a  p a r t n e r  in  t h e  
p a r t n e r s h i p .

6 .4  The a s s o c i a t e d  p e rs o n s  r u l e  in  c o n ju n c t io n  w ith  t h e  
c o n s t r u c t iv e  o w n e rsh ip  r u l e  may be i l l u s t r a t e d  by way o f  
exam ple . S uppose fo u r  New Z ea la n d  r e s i d e n t s  t o g e t h e r  own 40 
p e r c e n t  o f  N o n resco , a n o n - r e s id e n t  company. A f i f t h  New 
Z ea lan d  r e s i d e n t  owns a f u r t h e r  2 p e r c e n t .  H ow ever, t h e  f i f t h  
r e s i d e n t  h a s  f o u r  c h i l d r e n ,  e ac h  o f  whom a l s o  owns 2 p e r c e n t .  
In  th e s e  c ir c u m s ta n c e s ,  t h e  s h a r e h o ld in g  o f  t h e  c h i l d r e n  w i l l  
be a t t r i b u t e d  t o  th e  f i f t h  r e s i d e n t  w h e th e r  t h e  c h i l d r e n  a r e  
r e s i d e n t  in  New Z ea lan d  o r  a b ro a d . N onresco  w ould th e r e b y  be  
c o n s id e re d  t o  be  a c o n t r o l l e d  f o r e ig n  company.

6 .5  A f u r t h e r  exam ple o f  th e  o p e r a t io n  o f  t h e  a s s o c i a t e d  
p e rs o n s  r u l e  in  th e  c o n te x t  o f  c o n s t r u c t iv e  o w n e rsh ip  
p r o v i s io n s  i s  a l a r g e  New Z ea la n d  company w ith  many 
s h a r e h o ld e r s  t h a t  e s t a b l i s h e s  a f o r e ig n  a s s o c i a t e d  com pany, 
w ith  th e  same s h a r e h o ld e r s  a s  th e  New Z ea la n d  company, h o ld in g  
i n t e r e s t s  i n  t h e  same p r o p o r t io n .  I f  t h e  s h a r e s  o f  t h e  two 
com pan ies a r e  ' s t a p l e d '  ( t h a t  i s ,  th e y  may be  t r a n s f e r r e d  o n ly  
i f  k e p t  to g e th e r )  th e  com pan ies have  a r e l a t i o n s h i p  t h a t  i s  
somewhat s i m i l a r  t o  a h o ld in g  company and s u b s id i a r y .  The 
s u b s id ia r y  w ould be a c o n t r o l l e d  f o r e ig n  com pany, b u t ,  i n  th e  
a b se n c e  o f  s p e c i a l  r u l e s ,  t h e  s t a p l e d  a s s o c i a t e d  company w ould 
n o t ,  u n le s s  by ch an ce  i t  was c o n t r o l l e d  by f i v e  o r  fe w e r  New 
Z ea lan d  r e s i d e n t s .  However, t h e  a s s o c i a t e d  p e rs o n s  r u l e  t r e a t  
th e  two com pan ies a s  one p e rs o n  a s  th e y  have  s h a re d  i n t e r e s t s .
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6 .6  The C om m ittee i s  re v ie w in g  th e  d e f i n i t i o n s  o f  a s s o c i a t e d  
p e r s o n s  and nom inees in  th e  Incom e Tax A ct t o  make th e  
d e f i n i t i o n s  m ore c o n s i s t e n t  and e f f e c t i v e ,  w here n e c e s s a r y .

7 D e -fa c to  C on tro l and A n ti-a v o id a n c e  R u les

7 .1  The C om m ittee f a v o u rs  an a n t i - a v o id a n c e  r u l e  a s  p a r t  o f  
th e  c o n t r o l  t e s t  t h a t  w ould a p p ly  t o  t a x p a y e r s  who e x e r c i s e  de  
f a c t o  c o n t r o l  o f  a  f o r e ig n  company. R e s id e n ts  who a r e  e n t i t l e d  
t o  c a l l  f o r  o r  p r e v e n t  th e  d i s t r i b u t i o n  o f  t h e  p r o f i t s  o f  a 
f o r e ig n  com pany, o r  who have  th e  pow er t o  c a l l  f o r  t h e  w in d -u p  
o f  a  f o r e ig n  company w ould be  deemed t o  hav e  a  50 p e r c e n t  
c o n t r o l  i n t e r e s t  and  th e  company w ould t h e r e f o r e  be a 
c o n t r o l l e d  f o r e ig n  company, i r r e s p e c t i v e  o f  t h e  p r o p o r t io n  o f  
th e  e q u i ty  o f  t h e  company h e ld  by New Z ea la n d  r e s i d e n t s .  The 
a n t i - a v o id a n c e  r u l e  w ould a l s o  be aim ed a t  a r ra n g e m e n ts ,  su c h  
a s  v o t in g  t r u s t s  and  u n d e r s ta n d in g s ,  w hich  have  th e  e f f e c t  o f  
d e f e a t i n g  th e  i n t e n t  and a p p l i c a t i o n  o f  th e  c o n t r o l  t e s t .  The 
C om m ittee c o n s id e r s  t h a t  t h e s e  a n t i - a v o id a n c e  r u l e s  w i l l  
s u p p o r t  t h e  nom inee r u l e s .

7 .2  T a x p a y e rs  w i l l  in c lu d e  a l l  t h e  i n t e r e s t s  th e y  h o ld  i n  a 
f o r e ig n  company t o  com pute a c o n t r o l  i n t e r e s t ,  i r r e s p e c t i v e  o f  
w h e th e r  t h e s e  w ere  a c q u ir e d  b e fo r e  o r  a f t e r  17 Decem ber 1987. 
H ow ever, i n  r e s p e c t  o f  in v e s tm e n ts  in  c o u n t r i e s  t h a t  a r e  n o t  on 
th e  t r a n s i t i o n a l  l i s t  o f  s p e c i f i e d  low t a x  j u r i s d i c t i o n s ,  
incom e w ould be  a t t r i b u t e d  d u r in g  th e  t r a n s i t i o n a l  p e r io d  o n ly  
in  r e s p e c t  o f  i n t e r e s t s  a c q u ir e d  a f t e r  17 December ( s e e  Annex 
2 ) .
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ANNEX 2

ISSUES RELATING TO THE DETERMINATION AND ATTRIBUTION OF BRANCH- 
EQUIVALENT INCOME

1 In tr o d u c tio n

1 .1  As n o te d  in  th e  C o m m itte e 's  r e p o r t ,  we fa v o u r  a  t a x a t i o n  
reg im e  t h a t  o n ly  r e q u i r e s  ta x p a y e r s  w ith  i n t e r e s t s  i n  e x c e s s  
o f  a minimum l e v e l  i n  c o n t r o l l e d  f o r e ig n  com pan ies t o  r e p o r t  
incom e on a  b r a n c h - e q u iv a le n t  b a s i s .  The am ount o f  incom e t o  
be r e p o r t e d  w ould be d e te rm in e d  by a p p ly in g  th e  a t t r i b u t i o n  
r u l e s  t o  t h e  t o t a l  a n n u a l incom e o f  th e  com pany, com puted  on 
th e  b a s i s  o f  New Z ea la n d  t a x  r u l e s .

1 .2  Incom e a t t r i b u t e d  u n d e r  t h i s  reg im e  w ould be in c lu d e d  i n  a 
t a x p a y e r ' s  a s s e s s a b l e  incom e and ta x e d  a t  p e r s o n a l  o r  c o r p o r a t e  
r a t e s  a p p l i c a b l e  t o  incom e d e r iv e d  by th e  t a x p a y e r .  The 
C om m ittee i s  s t i l l  c o n s id e r in g  a p p r o p r i a te  r u l e s  f o r  th e  
t r e a tm e n t  o f  l o s s e s .

1 .3  The two a s p e c t s  o f  t h e  i n t e r n a t i o n a l  t a x  reg im e  a d d re s s e d  
in  t h i s  annex  w i l l  be  d e t a i l s  o f  th e  a t t r i b u t i o n  r u l e s  and 
g u id a n c e  f o r  ta x p a y e r s  on p ro c e d u re s  f o r  co m p u tin g  th e  incom e 
o f  a c o n t r o l l e d  f o r e ig n  company on a b r a n c h - e q u iv a le n t  b a s i s .
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2 A t tr ib u t io n  o f  B ranch-equiv a le n t  Income

D e te rm in a t io n  o f  an  A nnual Incom e I n t e r e s t .

2 .1  The a n n u a l b r a n c h - e q u iv a le n t  incom e o f  a  c o n t r o l l e d  
f o r e ig n  company w ould be  a t t r i b u t e d  t o  a  ta x p a y e r  on t h e  b a s i s  
o f  t h e  incom e i n t e r e s t  h e ld  by th e  t a x p a y e r .  A t a x p a y e r 's  
incom e i n t e r e s t  i n  a c o n t r o l l e d  f o r e ig n  company i s  t h e  b a s i s  
upon w hich  incom e i s  a t t r i b u t e d  u n d e r  t h e  p ro p o se d  re g im e . I t  
i s  com puted by r e f e r e n c e  t o  t h e  c o n t r o l  i n t e r e s t  h e ld  by th e  
ta x p a y e r  and th e  nom inee o f  t h e  ta x p a y e r  a s  d e s c r ib e d  in  Annex 
1 .

2 .2  The C om m ittee c o n s id e r s  t h a t  a ta x p a y e r  s h o u ld  be  r e q u i r e d  
t o  in c lu d e  in  a s s e s s a b l e  incom e o n ly  incom e t o  w hich  h e  o r  sh e  
can  r e a s o n a b ly  be  c o n s id e r e d  t o  have  a c c e s s .  C o n s i s te n t  w ith  
t h i s  v iew , c o n t r o l  i n t e r e s t s  in  a f o r e ig n  company h e ld  by 
a s s o c i a t e d  p e r s o n s  o f  t h e  ta x p a y e r  and a t t r i b u t e d  t o  t h e  
ta x p a y e r  f o r  t h e  p u rp o se  o f  d e te rm in in g  h i s  o r  h e r  c o n t r o l  
i n t e r e s t  s h o u ld  be e x c lu d e d  when d e te rm in in g  th e  incom e i n t e r e s t  
h e ld  by th e  t a x p a y e r .

2 .3  As w ould be  t h e  c a s e  in  d e te rm in in g  a  c o n t r o l  i n t e r e s t ,  
i n d i r e c t  i n t e r e s t s  h e ld  by a ta x p a y e r  w ould be  ta k e n  i n t o  
a c c o u n t  when d e te rm in in g  an incom e i n t e r e s t  h e ld  by a  t a x p a y e r .  
However, an incom e i n t e r e s t  w ould be com puted by r e f e r e n c e  t o  
th e  a c t u a l  i n t e r e s t s  h e ld  a t  e ac h  t i e r  in  a  c h a in  o f  c o n t r o l l e d  
f o r e ig n  com pan ies  r a t h e r  th a n  deemed i n t e r e s t s  a s  w ould be  th e  
c a s e  when d e te rm in in g  a c o n t r o l  i n t e r e s t .  The c a l c u l a t i o n  o f  an 
incom e i n t e r e s t  h e ld  i n d i r e c t l y  i s  e x p la in e d  below  in  
p a ra g ra p h s  2 .1 1  t o  2 .1 4 .
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2 .4  In  a d d i t i o n  t o  t h e  im p o r ta n t  d i f f e r e n c e s  b e tw een  an  
incom e i n t e r e s t  and  a c o n t r o l  i n t e r e s t  d e s c r ib e d  above  an  
incom e i n t e r e s t  d i f f e r s  from  a c o n t r o l  i n t e r e s t  i n  t h e  
fo l lo w in g  r e s p e c t s :

a i t  e x c lu d e s  r i g h t s  h e ld  by th e  t a x p a y e r  t o  a c qu i r e  a 
f u t u r e  i n t e r e s t  i n  a  f o r e ig n  company in  c i r c u m s ta n c e s  
d e s c r ib e d  in  p a ra g ra p h  2 .5  b e lo w ; and

b i t  t a k e s  a c c o u n t o f  th e  v a ry in g  l e v e l s  o f  i n t e r e s t  i n  a 
c o n t r o l l e d  f o r e ig n  company th e  t a x p a y e r  may h av e  h e ld  
d u r in g  th e  c o u rs e  o f  th e  com pany 's  a c c o u n tin g  y e a r .

2 .5  To a v o id  a t t r i b u t i o n  o f  th e  u n d i s t r i b u t e d  incom e o f  a 
c o n t r o l l e d  f o r e ig n  company, ta x p a y e r s  may h o ld  r i g h t s  t o  
a c q u i r e  i n t e r e s t s  in  a f o r e ig n  company in  t h e  form  o f  o p t i o n s  o r  
o th e r  c o n t in g e n t  i n t e r e s t s .  R ig h ts  h e ld  by a ta x p a y e r  t h a t  
e n t i t l e  t h e  ta x p a y e r  t o  a c q u i r e  a f u t u r e  i n t e r e s t  i n  t h e  
company a r e  ta k e n  i n t o  a c c o u n t when d e te rm in in g  a  c o n t r o l  
i n t e r e s t  (a s  e x p la in e d  in  Annex 1 ) .  I t  i s  t h e  C o m m itte e 's  v iew  
t h a t  su ch  r i g h t s  a r e  a l s o  t o  be ta k e n  i n t o  a c c o u n t when 
d e te rm in in g  an incom e i n t e r e s t  i n  r e l a t i o n  t o  any a c c o u n t in g  
y e a r  o f  a f o r e ig n  company in  w hich th e  company d e r i v e s  a t a x a b le  
p r o f i t .  F o r t h i s  p u rp o s e , how ever, a ta x p a y e r  may e x c lu d e  any 
r i g h t s  t o  a c q u i r e  i n t e r e s t s  in  th e  company p u r s u a n t  t o  n o rm al 
com m erc ia l t r a n s a c t i o n s  w here th e  r i g h t s ,  su ch  a s  o p t io n s  o r  
c o n v e r t i b l e  d e b t ,  a r e  a c q u i r e d  o r  a r e  e x e r c i s e a b le  by t h e  
t a x p a y e r  a t  f a i r  m ark e t v a lu e .

2 .6  T ak in g  a c c o u n t o f  th e  v a ry in g  l e v e l s  o f  i n t e r e s t  h e ld  
d u r in g  th e  a c c o u n tin g  y e a r  o f  a c o n t r o l l e d  f o r e ig n  company i s  
c o n s id e r e d  t o  be  more e q u i t a b l e  th a n  a t t r i b u t i n g  incom e on th e  
b a s i s  o f  t h e  incom e i n t e r e s t  h e ld  a t  t h e  end o f  i t s  a c c o u n t in g
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y e a r .  The fo rm e r a p p ro a c h  w i l l  r e f l e c t  m ore a c c u r a t e l y  an 
i n t e r e s t  b u i l t  up by a ta x p a y e r  d u r in g  th e  c o u rs e  o f  a 
c o n t r o l l e d  f o r e ig n  com pany 's  a c c o u n tin g  y e a r .

2 .7  The f i r s t  s t e p  in  e s t a b l i s h i n g  th e  l e v e l  o f  a  t a x p a y e r 's  
incom e i n t e r e s t  w ould be  t o  c a l c u l a t e  t h e  i n t e r e s t  i n  t h e  
company f o r  e a c h  p e r io d  d u r in g  i t s  a c c o u n tin g  y e a r  i n  w h ich  th e  
c o n t r o l  i n t e r e s t  rem a in ed  u n ch an g ed . The incom e i n t e r e s t  in  
each  p e r io d  w ould be  d e te rm in e d  a c c o rd in g  t o  t h e  r u l e s  f o r  
d e te rm in in g  an o w n e rsh ip  i n t e r e s t  s e t  o u t  in  Annex 1 s u b j e c t  t o  
th e  m o d i f i c a t io n s  s e t  o u t  in  p a ra g ra p h s  2 .1  t o  2 .5  a b o v e .

2 .8  The n e x t  s t e p  w ould be  t o  p r o - r a t e  th e  incom e i n t e r e s t  
d e te rm in e d  f o r  each  p e r io d  by th e  p r o p o r t io n  o f  th e  y e a r  (o r  
p a r t - y e a r  w here  t h e  n o n - r e s id e n t  e n t i t y  h a s  an  a c c o u n tin g  
p e r io d  o f  l e s s  th a n  a y e a r )  th e  i n t e r e s t  rem a in ed  u n c h an g e d . A 
t a x p a y e r 's  o v e r a l l  incom e i n t e r e s t  w i l l  be  th e  sum o f  th e  p r o -  
r a t e d  i n t e r e s t s  com puted f o r  e ach  p e r io d  in  t h e  n o n - r e s id e n t  
e n t i t y ' s  a c c o u n tin g  y e a r .  In  r e s p e c t  o f  any  a c c o u n tin g  y e a r  o f  
a c o n t r o l l e d  f o r e ig n  company, incom e a t t r i b u t a b l e  t o  a r e s i d e n t  
i s  d e r iv e d  by m u l t ip ly in g  th e  incom e i n t e r e s t  com puted f o r  t h a t  
y e a r  by th e  a n n u a l b r a n c h - e q u iv a le n t  incom e f o r  t h a t  a c c o u n tin g  
y e a r  (o r  p a r t - y e a r  a s  a p p r o p r i a t e ) .

2 .9  The p r o - r a t i n g  o f  i n t e r e s t s  f o r  any  r e l e v a n t  p e r io d  
d u r in g  th e  a c c o u n tin g  y e a r  o f  th e  c o n t r o l l e d  f o r e ig n  company 
w ould be on th e  b a s i s  o f  th e  num ber o f  d ay s  in  t h a t  p e r io d  a s  a 
p r o p o r t io n  o f  365 , o r  th e  num ber o f  day s i n  th e  c o n t r o l l e d  
f o r e ig n  co m p an y 's  a c c o u n tin g  p e r io d  i f  t h i s  i s  l e s s  th a n  a 
y e a r .
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2 .1 0  The m ethod f o r  d e te rm in in g  th e  l e v e l  o f  a  t a x p a y e r 's  
i n t e r e s t  i n  a n o n - r e s id e n t  e n t i t y  f o r  t h e  p u rp o se  o f  a t t r i b u t i n g  
incom e i s  i l l u s t r a t e d  in  th e  exam ple s e t  o u t  be low :

Example
T ax p ay er X h o ld s  an i n t e r e s t  i n  N o n resco , a  c o n t r o l l e d  f o r e ig n  
company. A summary o f  X 's  c o n t r o l  i n t e r e s t  d u r in g  N o n re s c o 's  
a c c o u n tin g  y e a r ,  m o d if ie d  t o  conform  w ith  th e  a d ju s tm e n ts  s e t  
o u t  in  p a ra g ra p h s  2 .1  t o  2 .5  ab o v e , i s :- 

33 p e r c e n t  f o r  t h e  f i r s t  t h r e e  m on ths;
- 50 p e r c e n t  f o r  t h e  n e x t  s i x  m on ths;
- 66 p e r c e n t  f o r  t h e  l a s t  t h r e e  m on ths.

X 's  i n t e r e s t  i s  com puted a s  fo l lo w s :

P r o - r a te d  i n t e r e s t  f o r  t h e  f i r s t  3 m onths = 33% x 25% = 8.3%
P r o - r a te d  i n t e r e s t  f o r  n e x t  6 m onths = 50% x 50% = 25.0%
P r o - r a te d  i n t e r e s t  f o r  l a s t  3 m onths = 66% x 25% = 16.5%
T o ta l  Incom e I n t e r e s t      = 49.8%

I f  N o n re s c o 's  b r a n c h - e q u iv a le n t  incom e f o r  i t s  r e l e v a n t  
a c c o u n tin g  y e a r  was (say ) $100, $ 4 9 .8 0  w ould be  a t t r i b u t e d  t o  X 
on t h e  b a s i s  o f  X 's  i n t e r e s t .

Incom e I n t e r e s t s  w here t h e r e  i s  I n d i r e c t  O w nersh ip .

2 .1 1  I f  a c o n t r o l l e d  f o r e ig n  company i s  a seco n d  o r  lo w e r  t i e r  
com pany, i t s  incom e w i l l  be  a t t r i b u t e d  d i r e c t l y  t o  New Z e a la n d  
r e s i d e n t s  i n  a c c o rd a n c e  w ith  t h e i r  d i r e c t  and i n d i r e c t  i n t e r e s t  
i n  t h e  c o n t r o l l e d  f o r e ig n  company. F o r t h i s  p u rp o s e , an  incom e 
i n t e r e s t  i s  d e te rm in e d  by m u l t ip ly in g  th e  t a x p a y e r 's  incom e 
i n t e r e s t  i n  t h e  to p  t i e r  c o n t r o l l e d  f o r e ig n  company by  t h e  to p  
t i e r  co m p an y 's  incom e i n t e r e s t  in  th e  se co n d  t i e r  c o n t r o l l e d
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f o r e ig n  company company and so  on . A ta x p a y e r  w ould m u l t i p ly  
incom e i n t e r e s t s  in  c o n t r o l l e d  f o r e ig n  com pan ies a t  e a c h  t i e r  
u n t i l  t h e  lo w e r t i e r  company e i t h e r  was n o t  a c o n t r o l l e d  
company, o r  t h e  t a x p a y e r 's  incom e i n t e r e s t  f e l l  be low  th e  
minimum l e v e l  o f  i n t e r e s t  f o r  incom e a t t r i b u t i o n .

2 .1 2  The p ro c e d u re  f o r  d e te rm in in g  an  i n d i r e c t  incom e i n t e r e s t  
i n  a c o n t r o l l e d  f o r e ig n  company h e ld  th ro u g h  a s e r i e s  o f  h ig h e r  
t i e r  c o n t r o l l e d  f o r e ig n  com pan ies c o n t r a s t s  w ith  t h a t  f o r  
d e te rm in in g  a  c o n t r o l  i n t e r e s t  down a c o r p o r a te  t i e r  d e s c r ib e d  
in  Annex 1 . U nder t h e  l a t t e r  a p p ro a c h , a h ig h e r  t i e r  c o n t r o l l e d  
f o r e ig n  company i s  c o n s id e r e d  t o  h o ld  a 100 p e r c e n t  c o n t r o l  
i n t e r e s t  i n  any lo w e r t i e r  f o r e ig n  com pan ies i t  c o n t r o l s .

2 .1 3  O r d i n a r i l y ,  a ta x p a y e r  s h o u ld  n o t  be  r e q u i r e d  t o  m u l t ip ly  
an incom e i n t e r e s t  h e ld  in  a company t h a t  i s  n o t  a c o n t r o l l e d  
f o r e ig n  company by incom e i n t e r e s t s  t h a t  th e  f o r e ig n  company h a s  
in  o th e r  f o r e ig n  co m p an ie s . T h is  i s  b e c a u se  i t  i s  im p o s s ib le ,  in  
norm al co m m erc ia l c i r c u m s ta n c e s ,  f o r  a ta x p a y e r  t o  'l o o k  
th r o u g h ' a  company t h a t  i s  n o t  a  c o n t r o l l e d  f o r e ig n  company t o  
t r a c e  i n d i r e c t  i n t e r e s t s .  H ow ever, t h e  C om m ittee i s  c o n s id e r in g  
a r u l e  aim ed a t  s i t u a t i o n s  w here  f i v e  o r  few er ta x p a y e r s  
s t r u c t u r e  t h e i r  i n d i r e c t  i n t e r e s t s  in  o r d e r  t o  c o l l e c t i v e l y  h o ld  
more th a n  50 p e r c e n t  o f  an incom e i n t e r e s t  in  a f o r e ig n  company 
b u t  h o ld  a c o n t r o l  i n t e r e s t  o f  l e s s  th a n  50 p e r c e n t .  Such a r u l e  
m ig h t r e q u i r e  a ta x p a y e r  t o  m u l t ip ly  an i n t e r e s t  i n  a  to p  t i e r  
f o r e ig n  company t h a t  i s  n o t  a c o n t r o l l e d  f o r e ig n  company by  an 
incom e i n t e r e s t  t h e  to p  t i e r  company h o ld s  in  a lo w e r t i e r  
f o r e ig n  company w here t h e r e  was such  an a rra n g e m e n t and i t s  
a p p l i c a t i o n  r e s u l t e d  in  th e  lo w er t i e r  e n t i t y  becom ing a 
c o n t r o l l e d  f o r e ig n  company.
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2 .1 4  The fo l lo w in g  exam ple i l l u s t r a t e s  t h e  o p e r a t io n  o f  t h e s e  
r u l e s :

X, a r e s i d e n t  com pany, h o ld s  a 60 p e r c e n t  incom e i n t e r e s t  i n  
N o n resco 1 , a  c o n t r o l l e d  f o r e ig n  com pany. N o n resco1 h a s  a  60 
p e r c e n t  incom e i n t e r e s t  in  N onresco2 w hich  in  t u r n ,  h a s  an  
incom e i n t e r e s t  o f  25 p e r c e n t  in  CFC. X a l s o  h o ld s  d i r e c t l y  an  
incom e i n t e r e s t  o f  35 p e r c e n t  in  CFC. X 's  incom e i n t e r e s t  i n  
CFC h e ld  i n d i r e c t l y  th ro u g h  N o n resco 1 and N onresco2 w ould  b e  9 
p e r c e n t  ( i . e .  60% x 60% x 25%) w h ich , when com bined w i th  X 's  
d i r e c t  i n t e r e s t  o f  35 p e r c e n t ,  g iv e s  an o v e r a l l  incom e i n t e r e s t  
h e ld  by X o f  44 p e r c e n t .
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Minimum I n t e r e s t  f o r  th e  A t t r i b u t i o n  o f  Incom e

2 .1 5  The C om m ittee c o n s id e r s  t h a t  w here an  incom e i n t e r e s t  o f  
a ta x p a y e r  i n  a  c o n t r o l l e d  f o r e ig n  company i s  be low  10 p e r c e n t ,  
b r a n c h - e q u iv a le n t  incom e o f  th e  company s h o u ld  n o t  be  a t t r i b u t e d  
t o  t h e  t a x p a y e r .

2 .1 6  To p r e v e n t  f r a g m e n ta t io n  o f  s h a r e h o ld in g  in  o r d e r  t o  
f a l l  be low  t h i s  t h r e s h o ld ,  c o n s t r u c t iv e  o w n e rsh ip  r u l e s  t h a t  
com bine t h e  i n t e r e s t s  o f  a s s o c i a t e d  p e r s o n s  o f  any ta x p a y e r  
w ith  th o s e  o f  t h e  ta x p a y e r ,  w i l l  be  u se d  t o  d e te rm in e  w h e th e r  a 
t a x p a y e r 's  i n t e r e s t  i s  above th e  minimum t h r e s h o ld .  T h is  m eans, 
f o r  ex am p le , t h a t  i f  a ta x p a y e r  h e ld  a f i v e  p e r c e n t  incom e 
i n t e r e s t  i n  a  c o n t r o l l e d  f o r e ig n  company and a s s o c i a t e d  p e r s o n s  
o f  t h e  t a x p a y e r  h e ld  incom e i n t e r e s t s  o f  a n o th e r  f i v e  p e r c e n t ,  
t h e  incom e i n t e r e s t  o f  t h e  ta x p a y e r  f o r  t h e  p u rp o se  o f  a p p ly in g  
t h i s  t e s t  w i l l  b e  t e n  p e r c e n t .  As th e  i n t e r e s t  o f  t h e  t a x p a y e r  
i s  above th e  minimum t h r e s h o ld ,  b r a n c h - e q u iv a le n t  incom e o f  t h e  
c o n t r o l l e d  f o r e ig n  company w ould be  a t t r i b u t e d  t o  t h e  t a x p a y e r  
and p e r s o n s  a s s o c i a t e d  w ith  t h e  ta x p a y e r .

2 .1 7  W hile  t h e  i n t e r e s t  h e ld  by a ta x p a y e r  and a s s o c i a t e d  
p e r s o n s  o f  t h e  ta x p a y e r  w ould be com bined when a p p ly in g  th e  
minimum i n t e r e s t  t e s t ,  incom e w ould be  a t t r i b u t e d  t o  t h e  
t a x p a y e r ,  and  p e r s o n s  a s s o c i a t e d  w ith  t h e  t a x p a y e r ,  on th e  
b a s i s  o f  t h e  i n t e r e s t s  h e ld  by each  i n d i v i d u a l l y .

T r a n s i t i o n  R u le

2 .1 8  W hether an incom e i n t e r e s t  i s  above th e  minimum t h r e s h o ld  
f o r  a t t r i b u t i o n  n e ed s  t o  be  d e te rm in e d  h a v in g  r e g a r d  t o  th e  
p ro p o se d  t r a n s i t i o n a l  m e a su re s . To d e te rm in e  w h e th e r  incom e 
i n t e r e s t s  a r e  above th e  minimum t h r e s h o ld ,  a ta x p a y e r  w ould
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ta k e  i n t o  a c c o u n t  a l l  incom e i n t e r e s t s  h e ld  i r r e s p e c t i v e  o f  
w h e th e r  th e y  w ere  a c q u ir e d  b e fo r e  o r  a f t e r  17 Decem ber 1987 . 
However, d u r in g  th e  t r a n s i t i o n a l  p e r io d ,  s h o u ld  i t  a p p ly ,  
incom e w ould  be  a t t r i b u t e d  t o  t h e  ta x p a y e r  o n ly  on t h e  b a s i s  
o f  incom e i n t e r e s t s  a c q u ir e d  a f t e r  17 December 1987.

2 .1 9  F o r ex am p le , a ta x p a y e r  may have  an incom e i n t e r e s t  o f  
15 p e r c e n t  i n  a c o n t r o l l e d  company r e s i d e n t  in  a c o u n tr y  t h a t  i s  
n o t  on th e  t r a n s i t i o n a l  l i s t  o f  d e s ig n a te d  low ta x  
j u r i s d i c t i o n s .  The t r a n s i t i o n a l  p r o v i s io n s  w ould t h e r e f o r e  
a p p ly .  The t a x p a y e r 's  incom e i n t e r e s t  i n  th e  company a s  a t  17 
December was 8 p e r c e n t  and th e  ta x p a y e r  a c q u ir e d  a 7 p e r c e n t  
incom e i n t e r e s t  i n  th e  company a f t e r  17 Decem ber. Incom e o f  t h e  
c o n t r o l l e d  f o r e ig n  company w ould be  a t t r i b u t e d  t o  t h e  t a x p a y e r  
on th e  b a s i s  o f  t h e  7 p e r c e n t  incom e i n t e r e s t  a c q u i r e d  a f t e r  17 
December d u r in g  th e  t r a n s i t i o n a l  p e r io d .

C hanges o f  R e s id e n c e

2 .20  The CD p ro p o se d  on page  20 t h a t  a p e rs o n  w ould n o t  b e  a 
r e s i d e n t  o f  New Z ea la n d  f o r  t h e  p u rp o s e s  o f  incom e a t t r i b u t i o n  
w here t h e  p e rs o n  had  been  a r e s i d e n t  o f  New Z ea lan d  f o r  a 
c u m u la tiv e  p e r io d  o f  l e s s  th a n  24 m onths in  th e  im m e d ia te ly  
p re c e d in g  15 y e a r s .

2 .2 1  The C om m ittee w i l l  re v ie w  t h i s  p ro p o s a l  t o g e t h e r  w ith  t h e  
a p p r o p r i a t e  t r e a tm e n t  u n d e r  th e  reg im e  o f  p e rs o n s  who becom e, 
o r  c e a s e  t o  be  New Z ea lan d  r e s i d e n t s .  The r u l e s  f o r  d e te rm in in g  
r e s id e n c e  in  th e  Incom e Tax A c t, p a r t i c u l a r l y  a s  th e y  r e l a t e  t o  
i n d i v i d u a l s ,  w i l l  a l s o  be rev ie w ed  to  e n s u re  t h a t  th e y  do n o t  
p ro v id e  sc o p e  f o r  u n a c c e p ta b le  a v o id a n c e  o f  th e  reg im e  by 
t a x p a y e r s .
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3 C a lc u la t io n  o f  th e  Income o f  a C o n tr o lle d  F o re ig n  Company 
on a B r a n c h -e q u iv a len t B a s is .

3 .1  O pening B a la n ce  S h e e ts

3 .1 .1  In  o r d e r  f o r  ta x p a y e r s  t o  com pute th e  incom e o f  
c o n t r o l l e d  f o r e ig n  com pan ies on a b r a n c h - e q u iv a le n t  b a s i s ,  some 
o f  t h e  o p e n in g  b a la n c e  s h e e t  i te m s  w i l l  need  t o  be r e s t a t e d ,  in  
t h e  f o r e ig n  c u r r e n c y ,  b u t  a s  i f  New Z ea la n d  t a x  r u l e s  a p p l i e d .  
The p r o p o s a l s  s e t  o u t  below  a r e  d e s ig n e d  t o  re d u c e  c o m p lia n c e  
c o s t s  w here  t h e r e  i s  l i t t l e ,  i f  any , re v e n u e  c o n se q u e n c e .

3 .1 .2  The r u l e s  w hich  fo l lo w  in  r e l a t i o n  t o  th e  o p e n in g  
v a lu e s  o f  f ix e d  a s s e t s  and t r a d i n g  s to c k  g iv e  th e  ta x p a y e r  t h e  
o p t io n  o f  c h o o s in g  o p e n in g  v a lu e s  in  a c c o rd a n c e  w ith  e i t h e r  New 
Z ea la n d  t a x  r u l e s  o r  th e  t a x  r u l e s  o f  t h e  c o u n try  o f  r e s id e n c e  
o r  incom e s o u rc e  o f  th e  f o r e ig n  company. W hichever o p t io n  a 
ta x p a y e r  e l e c t s  t o  u s e ,  he  o r  sh e  w ould be r e q u i r e d  t o  u s e  t h e  
same b a s i s  f o r  d e te rm in in g  th e  o p e n in g  v a lu e s  o f  b o th  f ix e d  
a s s e t s  and  t r a d i n g  s to c k  t o  e n s u re  t h e  c o n s i s t e n t  a p p l i c a t i o n  
o f  w h ic h e v e r  o p t io n  i s  c h o se n .

F ix e d  A s s e ts

3 .1 .3  The o p e n in g  t a x  v a lu e  o f  f ix e d  a s s e t s  f o r  th e  y e a r  in  
w hich  th e  ta x p a y e r  commences r e p o r t i n g  on a b r a n c h - e q u iv a le n t  
b a s i s  s h o u ld  b e , a t  t h e  t a x p a y e r 's  o p t io n  e i t h e r :

a t h e  d e p r e c i a te d  t a x  v a lu e  d e te rm in e d  in  a c c o rd a n c e  w ith  
t h e  t a x  r u l e s  o f  th e  c o u n try  o f  r e s id e n c e  o f  t h e  com pany, 

p ro v id e d  t h a t  th e  v a lu e  do es n o t  e x ce ed  c u r r e n t  m a rk e t 
v a lu e ;  o r
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b th e  d e p r e c ia te d  t a x  v a lu e  d e te rm in e d  in  a c c o rd a n c e  w ith  
New Z ea la n d  t a x  r u l e s .

T ra d in g  S to c k , in c lu d in g  L iv e s to c k

3 .1 .4  The o p e n in g  t a x  v a lu e  o f  t r a d i n g  s to c k  s h o u ld  b e , a t  
th e  t a x p a y e r 's  o p t io n  e i t h e r :

a  t h e  t a x  v a lu e  d e te rm in e d  in  a c c o rd a n c e  w ith  t h e  t a x  r u l e s  
o f  t h e  c o u n try  o f  r e s id e n c e  o f  t h e  company; o r

b t h e  t a x  v a lu e  d e te rm in e d  in  a c c o rd a n c e  w ith  New Z e a la n d  
t a x  r u l e s .

T h is  o p e n in g  v a lu e  o f  t r a d i n g  s to c k  s h o u ld  be  deemed t o  be  c o s t  
f o r  t h e  p u rp o se  o f  su b s e q u e n t v a lu e  f o r  b r a n c h - e q u iv a le n t  incom e 
d e te r m in a t io n .

F in a n c ia l  A rran g em en ts

3 .1 .5  The o p e n in g  t a x  v a lu e  o f  f i n a n c i a l  a rra n g e m e n ts  s h o u ld  
b e , a t  t h e  t a x p a y e r 's  o p t io n  e i t h e r :

a m a rk e t v a lu e ;  o r

b a d ju s te d  b a se  p r i c e ,  b e in g  a c q u i s i t i o n  p r i c e  p l u s  a c c ru e d  
e x p e n se s  l e s s  paym ents in  th e  c a s e  o f  i s s u e r s ,  and  
a c q u i s i t i o n  p r i c e  p lu s  a c c ru e d  incom e l e s s  paym en ts 
r e c e iv e d  in  th e  c a s e  o f  h o ld e r s .
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P rep ay m en ts

3 .1 .6  I f  u n d e r  New Z ea la n d  incom e t a x  r u l e s  a r e s i d e n t  
i n c u r s  a d e d u c t ib l e  ex p en se  in  th e  a c c o u n tin g  y e a r  o f  t h e  
f o r e ig n  c o n t r o l l e d  company p re c e d in g  th e  a c c o u n tin g  y e a r  in  
w hich  incom e i s  a s s e s s e d  t o  t h e  r e s i d e n t  on a  b r a n c h - e q u iv a le n t  
b a s i s ,  t h e  t a x p a y e r  s h o u ld  n o t  be  p e r m i t t e d  t o  in c lu d e  an  
a d ju s tm e n t  f o r  p rep a y m en ts  in  r e s p e c t  o f  t h e  ex p en se  in  t h e  
o p e n in g  b a la n c e  s h e e t .  However, i f  a  d e d u c t io n  w ould n o t  h av e  
b een  p e r m i t t e d  in  r e s p e c t  o f  t h e  p r e v io u s  a c c o u n tin g  y e a r  u n d e r  
New Z e a la n d  t a x  r u l e s ,  an  o p e n in g  a d ju s tm e n t  t o  t h e  b a la n c e  
s h e e t  f o r  p re p a y m e n ts  in  r e s p e c t  o f  t h e  d e d u c t io n  s h o u ld  be 
p e r m i t t e d .

S p e c i f i e d  L e a se s

3 .1 .7  S p e c i f i e d  l e a s e s  e n te r e d  i n t o  by a c o n t r o l l e d  f o r e ig n  
company a f t e r  1 A p r i l  1988 w ould be b ro u g h t  i n t o  th e  b a la n c e  
s h e e t  f o r  t h e  p u rp o se  o f  com pu ting  b r a n c h - e q u iv a le n t  incom e a s  
i f  New Z e a la n d  t a x  r u l e s  had  a p p l ie d  from  th e  commencement o f  
th e  l e a s e .  S p e c i f i e d  l e a s e s  e n te r e d  i n t o  b e fo r e  t h a t  d a te  
s h o u ld  be  d i s r e g a r d e d .

3 .2  C a lc u la t io n  o f  A nnual Income

3 .2 .1  T h ere  a r e  two b a s i c  a p p ro a c h e s  t o  t h e  c a l c u l a t i o n  o f  
a n n u a l incom e on a b r a n c h - e q u iv a le n t  b a s i s .  One i s  t o  a p p ly  New 
Z ea la n d  t a x  r u l e s  and c o n v e r s io n  t o  New Z ea la n d  c u r re n c y  on a 
t r a n s a c t i o n - b y - t r a n s a c t i o n  b a s i s .  The o t h e r  i s  t o  a p p ly  New 
Z ea la n d  t a x  r u l e s  t o  i te m s  in  th e  p r o f i t  and l o s s  a c c o u n t  i n  th e  
f o r e ig n  c u r r e n c y ,  and c o n v e r t  t h e  n e t  a n n u a l incom e t o  New
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Z ea lan d  c u r re n c y  a s  a seco n d  s t e p .  The l a t t e r  m ethod i s  
i m p l i c i t  i n  t h e  CD, and th e  C om m ittee c o n s id e r s  t h a t  i t  i s  
p r e f e r a b l e  on th e  g ro u n d s  o f  m in im is in g  c o m p lian c e  c o s t s .

3 .2 .2  In  g e n e r a l ,  t h e  a p p l i c a t i o n  o f  New Z ea la n d  t a x  r u l e s  
w i th in  t h e  b r a n c h - e q u iv a le n t  reg im e  a s  recommended s h o u ld  n o t  
im pose undue c o m p lia n c e  c o s t s  on New Z ea la n d  t a x p a y e r s .  T h ere  
a r e  a t  l e a s t  tw o ty p e s  o f  p r o v i s io n ,  how ever, w hich  may n eed  
am endm ent.

3 .2 .3  S p e c i f i c  r e f e r e n c e s  t o  "New Z ea la n d "  in  t h e  Incom e Tax 
A ct w i l l  n eed  t o  be  re v ie w e d  to  d e te rm in e  w h e th e r  t h e  r e l e v a n t  
p r o v i s io n :  o f f e r s  a b e n e f i t  o r  c o n c e s s io n  in te n d e d  t o  be  
c o n f in e d  t o  New Z e a la n d ; c o n ta in s  a d e f i n i t i o n  o f  New Z e a la n d  
s o u rc e  incom e; o r  l i m i t s  t h e  sco p e  o f  t h e  t a x  n e t .  Such 
p r o v i s io n s  may need  to  be m o d if ie d  in  th e  c o n te x t  o f  t h e  
b r a n c h - e q u iv a le n t  re g im e . As a g e n e r a l  r u l e ,  p r o v i s io n s  o f  th e  
Incom e Tax A ct t h a t  p ro v id e  a s p e c i f i c  t a x  c o n c e s s io n  f o r  
incom e so u rc e d  in  New Z ea la n d  sh o u ld  n o t  be ta k e n  i n t o  a c c o u n t  
when co m pu ting  incom e on a b r a n c h - e q u iv a le n t  b a s i s .

3 .2 .4  A re v ie w  w i l l  a l s o  be  u n d e r ta k e n  by th e  C om m ittee o f  
th e  a p p l i c a t i o n  o f  th e  a s s o c i a t e d  p e rs o n s  p r o v i s io n s  o f  t h e  
Incom e Tax A c t. T h ere  d o es  n o t ,  f o r  exam p le , seem t o  b e  any 
j u s t i f i c a t i o n  f o r  d e te rm in in g  th e  a s s e s s a b i l i t y  o f  t h e  incom e o f  
c o n t r o l l e d  f o r e ig n  com pan ies t o  r e s i d e n t s  by r e f e r e n c e  t o  t h e  
a c t i v i t i e s  o f  a s s o c i a t e d  p e rs o n s  who a r e  n o n - r e s id e n t  
s h a r e h o ld e r s .
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3 .3  C o n v e rs io n  R u le s

3 .3 .1  I t  i s  p ro p o se d  t h a t  b r a n c h - e q u iv a le n t  incom e, e x p re s s e d  
a s  a s i n g l e  f i g u r e  i n  f o r e ig n  c u r r e n c y ,  be  c o n v e r te d  i n t o  New 
Z ea la n d  c u r re n c y  a t  t h e  a v e ra g e  o f  th e  m id -m o n th ly  e x ch an g e  
r a t e s  f o r  t h e  r e l e v a n t  y e a r .  E xchange r a t e  m ovem ents i n  r e s p e c t  
o f  b a la n c e  s h e e t  i te m s  w ould n o t  be  ta k e n  i n t o  a c c o u n t  in  
d e te rm in in g  a n n u a l b r a n c h - e q u iv a le n t  incom e.

3 .4  D i f f e r in g  B a la n ce  D a tes

3 .4 .1  A t a x p a y e r 's  s h a r e  o f  t h e  incom e o f  c o n t r o l l e d  f o r e ig n  
com pan ies s h o u ld  be  a s s e s s a b l e  in  h i s  o r  h e r  incom e y e a r  in  
a c c o rd a n c e  w ith  s e c t i o n  15(1) o f  th e  Incom e Tax A c t. T h a t i s ,  
a t a x p a y e r  w ould in c lu d e  th e  b r a n c h - e q u iv a le n t  incom e o f  a 
c o n t r o l l e d  f o r e ig n  company in  incom e f o r  th e  incom e y e a r  e n d in g  
w ith  t h e  3 1 s t  day  o f  M arch n e a r e s t  t o  th e  end o f  t h e  f o r e i g n  
co m p an y 's  a c c o u n tin g  y e a r .

3 .4 .2  F o r i n t e r e s t s  in  c o n t r o l l e d  f o r e ig n  com pan ies t a x a b le  
from  A p r i l  1 1988, o r  from  th e  d a te  when th e  reg im e  may 
o th e rw is e  a p p ly  p u r s u a n t  t o  t h e  t r a n s i t i o n a l  p r o v i s io n s  s e t  o u t  
i n  t h e  C o m m itte e 's  r e p o r t ,  a n n u a l b r a n c h - e q u iv a le n t  incom e 
w ould be  p r o - r a t e d  t o  a p p ly  t o  t h a t  p r o p o r t io n  o f  th e  f o r e ig n  
com pany ' s  a c c o u n tin g  y e a r  s u b s e q u e n t t o  th e  commencement d a te  
o f  t h e  re g im e .

3 .4 .3  T h is  m eans t h a t  a ta x p a y e r  w ould be r e q u i r e d  t o  com pute 
incom e a c c o rd in g  t o  New Z ea la n d  incom e t a x  r u l e s  ( in c lu d in g  
a d ju s tm e n ts  t o  th e  o p e n in g  b a la n c e  s h e e t  s e t  o u t  in  p a ra g ra p h s  
3 .1 .2  t o  3 .1 .7 )  f o r  th e  a c c o u n tin g  y e a r  o f  th e  f o r e ig n  company 
t h a t  s t r a d d l e s  th e  d a te  from  w hich th e  reg im e  a p p l i e s .
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3 .5  L o sse s

3 .5 .1  J u s t  a s  p a s t  p r o f i t s  w ould n o t  be  s u b j e c t  t o  t h e  new 
re g im e , t h e  C om m ittee c o n s id e r s  t h a t  t h e r e  s h o u ld  a l s o  b e  no 
r e l i e f  f o r  p a s t  l o s s e s ,  e x c e p t  t o  t h e  e x t e n t  t h a t  t h e  
t r a n s i t i o n a l  m e a su re s  recom mended by th e  C om m ittee w i l l  p r o v id e  
a p e r io d  o f  a d ju s tm e n t  and p o t e n t i a l  l o s s  reco u p m en t f o r  
ta x p a y e r s  c o v e re d  by them . W ith t h i s  l im i t e d  e x c e p t io n ,  p a s t  
l o s s e s  s h o u ld  n o t  be  a b le  t o  be  b ro u g h t  fo rw a rd  i n t o  t h e  f i r s t  
y e a r  o f  th e  b r a n c h - e q u iv a le n t  re g im e .

3 .5 .2  Q u ite  a p a r t  from  m a in ta in in g  p a r i t y  o f  t r e a tm e n t  w ith  
p a s t  p r o f i t s ,  a n o th e r  r e a s o n  f o r  n o t  p e r m i t t i n g  p a s t  l o s s e s  t o  
be b ro u g h t  fo rw a rd  i s  t h a t  th e y  w i l l  n o t  hav e  been  com puted  
a c c o rd in g  t o  New Z ea la n d  t a x  r u l e s ,  and  may w e l l  be  t h e  r e s u l t  
o f  t a x  p r e f e r e n c e s  in  th e  f o r e ig n  c o u n try  w hich  s h o u ld  n o t  be  
b ro u g h t th ro u g h  i n t o  th e  New Z ea la n d  t a x  b a s e .

3 .5 .3  T h ere  s h o u ld ,  how ever, be a l i m i t e d  am ount o f  r e l i e f  f o r  
c u r r e n t  y e a r  l o s s e s .  The CD (page 7) p ro p o se d  t h a t  l o s s e s  from  
i n t e r e s t s  i n  n o n - r e s id e n t  com pan ies c o u ld  be c a r r i e d  fo rw a rd  o r  
o f f s e t  a g a i n s t  o th e r  b r a n c h - e q u iv a le n t  incom e, b u t  n o t  a g a i n s t  
o th e r  a s s e s s a b l e  incom e, w h ile  l o s s e s  from  i n t e r e s t s  i n  t r u s t s  
c o u ld  o n ly  be c a r r i e d  fo rw a rd . As n o te d  in  o u r  r e p o r t ,  t h e  
C om m ittee c o n s id e r s  t h a t  t h e s e  p r o p o s a ls  c o u ld  le a d  t o  a 
s i g n i f i c a n t  e r o s io n  o f  New Z ea lan d  t a x  re v e n u e . T a x p a y e rs  c o u ld  
d e f e r  New Z ea la n d  t a x  b y , f o r  exam p le , o f f s e t t i n g  l o s s e s  in  
h ig h  t a x  j u r i s d i c t i o n s  a g a i n s t  p r o f i t s  in  low t a x  
j u r i s d i c t i o n s ,  w h ile  a t  t h e  same tim e  c a r r y in g  fo rw a rd  th e  
l o s s e s  t o  be  o f f s e t  a g a i n s t  s u b s e q u e n t y e a r s '  p r o f i t s  i n  t h e  
h ig h  t a x  j u r i s d i c t i o n s .
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3 .5 .4  One p o s s i b i l i t y  b e in g  c o n s id e r e d  by th e  C om m ittee w ould  
be  t o  a l lo w  l o s s e s  in  r e s p e c t  o f  a t a x p a y e r 's  incom e i n t e r e s t  
i n  a  c o n t r o l l e d  f o r e ig n  company to  be e i t h e r  c a r r i e d  fo rw a rd , 
o r  o f f s e t  a g a i n s t  th e  incom e in  r e s p e c t  o f  incom e i n t e r e s t s  
h e ld  by th e  ta x p a y e r  in  a g ro u p  o f  c o n t r o l l e d  f o r e ig n  co m p an ies  
r e s i d e n t  i n  t h e  same j u r i s d i c t i o n ,  u n d e r  th e  g ro u p in g  
p r o v i s io n s  o f  s e c t i o n s  188 and 191. The C om m ittee w i l l  r e p o r t  
f u r t h e r  on t h i s  i s s u e .

3 .6  D iv id e n d s  R e ce iv e d  by a C o n t r o l le d  F o re ig n  Company

3 .6 .1  As n o te d  in  o u r  r e p o r t ,  i t  i s  n e c e s s a ry  f o r  non-  
p o r t f o l i o  d iv id e n d s  r e c e iv e d  by c o n t r o l l e d  f o r e ig n  co m p an ies  t o  
be  e i t h e r  s u b j e c t  t o  t h e  w i th h o ld in g  paym ent sy s te m  o r  t o  be  
made a s s e s s a b l e .  T h is  i s  n e c e s s a ry  t o  p r e v e n t  c o n t r o l l e d  
f o r e ig n  com pan ies  b e in g  u se d  a s  d iv id e n d  t r a p s  t o  a v o id  th e  
d o m e s tic  r u l e s  t h a t  a p p ly  t o  n o n - p o r t f o l i o  d iv id e n d s .  The 
C om m ittee h a s  y e t  t o  c o n s id e r  t h i s  i s s u e  in  d e t a i l  b u t  
c o n s id e r s  t h a t  t h e  t r e a tm e n t  o f  d iv id e n d s  r e c e iv e d  by 
c o n t r o l l e d  f o r e ig n  com pan ies w ould be s i m p l i f i e d  i f  th e y  w ere 
made a s s e s s a b l e .  However, t o  a v o id  th e  m u l t i p l e  le v y in g  o f  New 
Z ea la n d  t a x  on d iv id e n d s ,  ta x p a y e r s  w ould e x c lu d e  d iv id e n d s  
r e c e iv e d  by a c o n t r o l l e d  f o r e ig n  company from  a n o th e r  
c o n t r o l l e d  f o r e ig n  company in  r e l a t i o n  t o  w hich  th e  t a x p a y e r  
r e p o r t s  incom e on a b r a n c h - e q u iv a le n t  b a s i s .

3 .7  F o re ig n  Tax C r e d i t s

3 .7 .1  The CD p ro p o se d  t h a t  f o r e ig n  t a x  c r e d i t s  be  l i m i t e d  on 
an e n t i t y  by e n t i t y  and a s o u rc e  o f  incom e b a s i s  and be  
a t t r i b u t e d  on th e  same b a s i s  a s  th e  b r a n c h - e q u iv a le n t  incom e o f  
a f o r e ig n  com pany. I t  i s  im m e d ia te ly  a p p a re n t  t h a t  f o r e ig n  t a x  
sh o u ld  be  c r e d i t a b l e  t o  a ta x p a y e r  on th e  same b a s i s  t h a t  t h e
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incom e o f  a c o n t r o l l e d  f o r e ig n  company i s  a t t r i b u t e d  ( i . e .  on 
th e  b a s i s  o f  incom e i n t e r e s t s  h e ld  by ta x p a y e r s  in  c o n t r o l l e d  
f o r e ig n  c o m p a n ie s ) . How ever, i s s u e s  t h a t  th e  C om m ittee h a s  y e t  
t o  d i s c u s s  in c lu d e :

a t h e  c h a r a c t e r  o f  f o r e ig n  t a x e s  t h a t  s h o u ld  be  c r e d i t a b l e ;

b any a d ju s tm e n ts  t o  f o r e ig n  t a x  c r e d i t s  o v e r  t im e  (su c h  a s  
th e  r e c o g n i t i o n  o f  t im in g  d i f f e r e n c e s ) ;

c th e  n a tu r e  and e x te n t  o f  any l i m i t a t i o n s  f o r  c r e d i t i n g  
f o r e ig n  t a x e s .

The C om m ittee w i l l  r e p o r t  on th e s e  i s s u e s  in  i t s  n e x t  r e p o r t .

3 .8  T re a tm e n t o f  D iv id en d s  f rom  T ax P a id  Income

3 .8 .1  The C om m ittee o u t l i n e s  in  i t s  r e p o r t  p ro b lem s t h a t  may 
r e s u l t  from  th e  a d o p tio n  o f  th e  p ro p o s a l  in  th e  CD t h a t  
ta x p a y e r s  s h o u ld  be  a b le  t o  d e d u c t d iv id e n d s  th e y  r e c e i v e  from  
a c c u m u la te d  incom e o f  a f o r e ig n  company f o r  th e  p u rp o s e s  o f  
com pu ting  b r a n c h - e q u iv a le n t  incom e. We c o n s id e r  t h a t  t h e  
p ro p o se d  im p u ta t io n  sy s tem  may p ro v id e  an a p p r o p r i a t e  m eans o f  
a f f o r d in g  r e l i e f  f o r  d iv id e n d s  r e c e iv e d  by ta x p a y e r s  from  t h e  
a c c u m u la te d  incom e o f  a f o r e ig n  company t h a t  h a s  b een  s u b j e c t  
t o  New Z ea lan d  incom e t a x .  The Im p u ta tio n  C r e d i t  A ccoun t (ICA) 
r e c o r d s  am ounts o f  New Z ea la n d  t a x  p a id  by r e s i d e n t  co m p an ies  
in c lu d in g  t h a t  on th e  a t t r i b u t e d  incom e o f  c o n t r o l l e d  f o r e ig n  
co m p an ies . A p p ro p r ia te  b a la n c e s  in  th e  ICA c o u ld , f o r  ex am p le , 
be u se d  t o  re d u c e  o r  o f f s e t  New Z ea lan d  t a x  a t  t h e  s h a r e h o ld e r  
l e v e l  on d iv id e n d s  r e c e iv e d  by r e s i d e n t  com pan ies from  
c o n t r o l l e d  f o r e ig n  com pan ies in  w hich th e y  have  incom e 
i n t e r e s t s .
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3 .8 .2  As an  a l t e r n a t i v e  t o  m e e tin g  a w ith h o ld in g  paym ent 
l i a b i l i t y  in  c a s h , c o n s id e r a t i o n  i s  b e in g  g iv e n  t o  a l lo w in g  
r e s i d e n t  com pan ies th e  o p t io n  o f  m e e tin g  w ith h o ld in g  paym ent 
r e q u ir e m e n ts  in  r e s p e c t  o f  d iv id e n d s  r e c e iv e d  from  c o n t r o l l e d  
f o r e ig n  com pan ies by:

a m aking a p p r o p r i a t e  r e d u c t io n s  t o  ICA c r e d i t  b a l a n c e s ; o r

b m aking an  a p p r o p r i a t e  r e d u c t io n  in  any c a r r i e d  fo rw a rd  
l o s s  o f  th e  r e c i p i e n t  company.

In  e i t h e r  c a s e  th e  r e d u c t io n  in  t a x  b e n e f i t  a r i s i n g  from  th e  
r e d u c t io n  in  c a r r i e d  fo rw a rd  l o s s  o r  th e  ICA b a la n c e  w i l l  m atch  
th e  w i th h o ld in g  paym ent l i a b i l i t y .

3 .8 .3  I n  o r d e r  t o  a v o id  m u l t i p l e  le v y in g  o f  New Z ea la n d  t a x  on 
incom e d e r iv e d  by  an i n d iv id u a l  th ro u g h  a c o n t r o l l e d  f o r e ig n  
com pany, i t  w ould be  n e c e s s a ry  t o  r e q u i r e  th e  i n d iv i d u a l  t o  keep  
th e  e q u iv a le n t  o f  an  ICA in  r e s p e c t  o f  incom e a t t r i b u t e d  
d i r e c t l y  t o  him o r  h e r  u n d e r  t h i s  re g im e .

3 .8 .4  The C om m ittee w i l l  r e p o r t  f u r t h e r  on t h i s  a s p e c t  o f  th e  
reg im e  in  P a r t  2 o f  i t s  r e p o r t .
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ANNEX 3

FOREIGN INVESTMENT FUNDS

1 C h a r a c te r is t ic s  o f  F ore ign  In vestm en t Funds

1 .1  F o re ig n  in v e s tm e n t fu n d s  a r e  u s u a l ly  e n t i t i e s  r e s i d e n t  in  
t a x  h av en s  w hich  h o ld  p o r t f o l i o  i n t e r e s t s  i n  s h a r e s ,  o r  w h ich  
i n v e s t  in  f i n a n c i a l  a r ra n g e m e n ts , r e a l  e s t a t e ,  c o m m o d itie s , 
c u r r e n c i e s  o r  a ra n g e  o f  su c h  in v e s tm e n ts .  The fu n d s  o f t e n  r e -  
i n v e s t  t h e i r  incom e to  in c r e a s e  t h e i r  v a lu e ,  o r  th e y  may 
d i s t r i b u t e  t h e  incom e t o  i n v e s to r s  in  n o n - ta x a b l e fo rm s .

1 .2  A t y p i c a l  f o r e ig n  in v e s tm e n t fu n d  i s  one w hich  i n v e s t s  th e  
s a v in g s  o f  i t s  members in  o r d e r  t o  p ro v id e  them  w ith  r e t i r e m e n t  
b e n e f i t s ,  su ch  a s  p e n s io n  o r  lump sum s u p e ra n n u a t io n .  I t s  
c o n s t i t u t i o n  i s  o f t e n  n o t  a m a te r i a l  c o n s i d e r a t i o n .  I t  may be 
o rg a n is e d  in  a form  t h a t  h a s  a f i s c a l  p e r s o n a l i t y  a p a r t  from  i t s  
m em bers, su ch  a s  a company o r  u n i t  t r u s t .  Such a fu n d  i s  
' f o r e i g n '  i f  i t  i s  n o t  a New Z ea lan d  r e s i d e n t  f o r  t a x  p u r p o s e s .

1 .3  The s h a r e s  o r  u n i t s  o f  some fu n d s  a r e  l i s t e d  on p u b l i c  
s to c k  e x c h a n g e s . O th e r  fu n d s  a r e  n o t  l i s t e d  b u t  o f f e r  t o  r e -  
p u rc h a s e  th e  s h a r e s  o f  m em bers, u s u a l ly  a t  a  p r i c e  t h a t  i s  
p u b l is h e d  from  tim e  t o  t im e . Som etim es th e  p r i c e  i s  g u a ra n te e d  
n o t  t o  f a l l  below  a c e r t a i n  minimum, p e rh a p s  r e l a t e d  t o  t h e  v a lu e  
o f  t h e  in v e s tm e n ts  o f  th e  fu n d  v e r i f i e d  by an in d e p e n d e n t  v a l u e r .
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2 Need t o  C ounter T a x a tio n  A dvantages o f  F o re ig n  Funds

2 .1  W here a  f o r e ig n  in v e s tm e n t  fund  i s  b a se d  in  a j u r i s d i c t i o n  
t h a t  l e v i e s  l i t t l e  o r  no incom e t a x ,  o r  w here  t h e  in v e s tm e n ts  o f  
t h e  fu n d  a r e  ta x e d  a t  a  lo w e r r a t e  th a n  c o m p a rab le  in v e s tm e n ts  in  
New Z e a la n d , r e s i d e n t s  who i n v e s t  in  th e  fu n d  e n jo y  a  f i s c a l  
a d v a n ta g e  o v e r  o t h e r  New Z e a la n d e rs  who i n v e s t  d o m e s t i c a l ly .  Some 
fu n d s  d i s t r i b u t e  d iv id e n d s  t o  t h e i r  m em bers. O th e r s ,  h o w ev er, may 
' r o l l  u p ' t h e i r  p r o f i t s  e a c h  y e a r  i n t o  more in v e s tm e n ts  so  t h a t  
members m ust s e l l  t h e i r  s h a r e s  o r  u n i t s  in  o r d e r  t o  r e a l i s e  a 
r e t u r n .  W here a fu n d  r o l l s  up i t s  incom e, t h e  f i s c a l  a d v a n ta g e  
may be  en h an ced  s in c e  th e  i n v e s t o r 's  p ro c e e d s  on r e a l i s a t i o n  a r e  
g e n e r a l l y  t r e a t e d  a s  a  c a p i t a l  r e c e i p t  n o t  s u b j e c t  t o  incom e t a x .

2 .2  I f  t h e  i n t e r n a t i o n a l  t a x  reg im e  d id  n o t  em brace f o r e ig n  
in v e s tm e n t  fu n d s , th e y  w ould p ro v id e  r e s i d e n t s  w ith  an  e a s y  
o p p o r tu n i ty  t o  s h e l t e r  incom e from  New Z ea lan d  t a x a t i o n  and  th u s  
d e f e a t  t h e  i n t e n t  o f  th e  re g im e . O th e r  c o u n t r i e s  have  fo u n d  i t  
n e c e s s a ry  t o  d e a l  w ith  su ch  fu n d s , w hich  w ere  b e in g  u se d  t o  
c irc u m v e n t t h e i r  own i n t e r n a t i o n a l  t a x  re g im e s . New Z e a la n d  m ust 
a l s o  a d d re s s  f o r e ig n  in v e s tm e n ts  fu n d s , e s p e c i a l l y  in  t h e  l i g h t  
o f  c u r r e n t  p r o p o s a l s  t o  re fo rm  th e  t a x  t r e a tm e n t  o f  l i f e  
in s u ra n c e  and s u p e ra n n u a t io n .  D om estic  s u p e ra n n u a t io n  fu n d s  a r e  
t o  lo s e  t h e i r  t a x  exem pt s t a t u s  w h ereas many f o r e ig n  in v e s tm e n t  
fu n d s , w hich  p ro v id e  s u p e ra n n u a t io n  b e n e f i t s ,  may e n jo y  
s i g n i f i c a n t  t a x  a d v a n ta g e s .  I f ,  f o r  t a x  r e a s o n s ,  r e s i d e n t s  w ere  
in d u c e d  t o  i n v e s t  in  t h e s e  f o r e ig n  fu n d s , a c o n s id e r a b le  
s w itc h in g  o f  in v e s tm e n t  w ould o c c u r  t o  t h e  d e t r im e n t  o f  b o th  th e  
New Z ea la n d  t a x  b a s e  and d o m e s tic  s a v in g s  i n s t i t u t i o n s .
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3 B a s is  fo r  T axing Funds

3 .1  I n v e s t o r s  may o b ta in  t a x  b e n e f i t s  th ro u g h  f o r e ig n  
in v e s tm e n t  fu n d s  w i th o u t  c o n t r o l l i n g  them . They w i l l  
t h e r e f o r e  s l i p  o u t s id e  th e  c o n t r o l l e d  f o r e ig n  company re g im e . 
R e s id e n ts  s h o u ld  n o n e th e le s s  be  ta x e d  on fu n d  incom e a c c r u in g  to  
t h e i r  b e n e f i t .  H ow ever, s in c e  th e y  do n o t  have  c o n t r o l  and  a r e  
u n l i k e l y  t o  be  a b le  t o  r e p o r t  incom e m easu red  a c c o rd in g  t o  New 
Z ea la n d  r u l e s ,  an a l t e r n a t i v e  b a s i s  o f  t a x a t i o n  i s  n e c e s s a r y .  I t  
i s  c o n s id e r e d  t h a t ,  a s  a p ro x y  o r  s u r r o g a te  m easu re  f o r  t h e  
d i r e c t  t a x a t i o n  o f  incom e a s  c o n v e n t io n a l ly  d e f in e d ,  t h e  
c o m p a ra t iv e -v a lu e  b a s i s  o f  t a x a t i o n  ( s e e  s e c t i o n  5 below ) i s  
a p p r o p r i a t e  in  th e  fo l lo w in g  c ir c u m s ta n c e s :– 

w here  an i n v e s to r  h a s  s t r a ig h t f o r w a r d  a c c e s s  t o  th e  
u n d e r ly in g  incom e o f  th e  fu n d . T h is  w i l l  be  th e  c a s e  w here  
t h e r e  a r e  w e l l - d e f in e d  means o f  b u y in g  and s e l l i n g  i n t e r e s t s ;

– w here  th e  v a lu e  o f  th e  i n t e r e s t  i s  l i k e l y  t o  r e a s o n a b ly  
r e f l e c t  th e  u n d e r ly in g  incom e. T h is  w i l l  be th e  c a s e  w here  
t h e  in v e s tm e n ts  a r e  e s s e n t i a l l y  o f  a p a s s iv e  n a tu r e  and 
p ro d u c in g  s y s te m a t ic  g a in s ;

– w here  i t  i s  a p p a re n t  t h a t  th e  i n v e s t o r  i s  o b ta in in g  a t a x  
a d v a n ta g e . T h is  w i l l  be th e  c a s e  w here  th e  f o r e ig n  t a x  l e v i e d  
i s  lo w e r th a n  th e  co m p arab le  t a x  in  New Z ea la n d .

3 .2  I t  i s  c o n s id e re d  t h a t  th e  reg im e  sh o u ld  a p p ly  t o  any 
i n t e r e s t  h e ld  by a New Z ea lan d  r e s i d e n t  in  a f o r e ig n  in v e s tm e n t  
fund  (a s  d e f in e d  in  s e c t i o n  4 below ) w here th e  e f f e c t  o f  m aking 
th e  in v e s tm e n t i s  t o  re d u c e  th e  t a x  t h a t  i s  l e v i e d  on t h e  incom e 
e a rn e d  th ro u g h  th e  fund  t o  a  l e v e l  below  t h a t  w hich  w ould b e  p a id  
had  th e  incom e been  ta x e d  in  New Z ea la n d  a s  i t  a c c ru e d .  H ow ever,
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a s  th o s e  s u b j e c t  t o  th e  reg im e  w i l l  g e n e r a l l y  have  n o n - c o n t r o l l i n g  
i n t e r e s t s ,  and  t h e r e f o r e  l im i t e d  a c c e s s  t o  in f o r m a t io n ,  t h e  e f f e c t  
t e s t  w i l l  o f t e n  in v o lv e  an  e le m e n t o f  s u b j e c t i v i t y .  C om prehensive  
d i s c l o s u r e  i s  t h e r e f o r e  e s s e n t i a l  t o  e n s u re  i t s  e f f e c t i v e n e s s .  
M oreover, o t h e r  f a c t o r s  su c h  a s  th e  d o m ic i le  o r  r e s id e n c e  o f  th e  
fu n d  and i t s  d i s t r i b u t i o n  p o l ic y  s h o u ld  be  ta k e n  i n t o  a c c o u n t .

4 D e f in i t io n  o f  F ore ign  In vestm en t Fund

4 .1  A f o r e ig n  in v e s tm e n t fund  w i l l  be  d e f in e d  by r e f e r e n c e  t o  
i t s  in v e s tm e n ts .  A fund  i s  any l e g a l  e n t i t y  w hich  d e r i v e s  i t s  
incom e o r  v a lu e  p r im a r i l y  o r  s u b s t a n t i a l l y  from  p o r t f o l i o  (o r  
n o n - c o n t r o l l i n g )  in v e s tm e n ts  in  s h a r e s ,  o r  from  in v e s tm e n ts  o f  a 
p a s s iv e  n a tu r e .

4 .2  T hus, in v e s tm e n ts  c h a r a c t e r i s i n g  an e n t i t y  a s  a f o r e ig n  
in v e s tm e n t  fu n d  in c lu d e  n o n - c o n t r o l l i n g  in v e s tm e n ts  i n  c o m p a n ie s , 
t r u s t s ,  p a r t n e r s h i p s  and o th e r  b u s in e s s  and in v e s tm e n t  e n t i t i e s ,  
and in v e s tm e n ts  in  la n d  h e ld  f o r  r e n t  o r  o th e r  in v e s tm e n t  r e t u r n ,  
f i n a n c i a l  a r ra n g e m e n ts ,  a n n u i t i e s ,  b u l l i o n ,  c o m m o d itie s , f o r e ig n  
c u r r e n c y ,  r i g h t s  t o  r o y a l t i e s ,  and r i g h t s  o r  o p t io n s  t o  a c q u i r e  
any o f  t h e s e .  Fund in v e s tm e n ts  w ould g e n e r a l l y  n o t  in c lu d e  
c o n t r o l l i n g  i n t e r e s t s  in  a c t i v e  b u s in e s s e s  o r  in  com pan ies t h a t  
c a r r y  on a c t i v e  b u s in e s s e s .

4 .3  Funds s u b j e c t  t o  th e  reg im e  in c lu d e  e n t i t i e s  whose p r im a ry  
in v e s tm e n ts  a r e  in  o th e r  f o r e ig n  fu n d s , even  w here th o s e  
in v e s tm e n ts  r e p r e s e n t  c o n t r o l l i n g  i n t e r e s t s .  H ence, a non-  
r e s i d e n t  h o ld in g  company t h a t  c o n t r o l l e d  a num ber o f  t r a d i n g  
s u b s i d i a r i e s  w ould n o t  be  a fund  f o r  p u rp o se s  o f  th e  re g im e , b u t  
i t  w ould be  i f  i t  c o n t r o l l e d  s e v e r a l  in v e s tm e n t fu n d s .



102

4 .4  The c h a r a c t e r i s a t i o n  o f  in v e s tm e n ts  i s  c r i t i c a l  b e c a u s e  an 
e n t i t y  e a r n in g  m a in ly  a c t i v e  r a t h e r  th a n  p a s s iv e  incom e w ould  n o t  
be  a  fu n d  and w ould f a l l  o u t s id e  t h e  re g im e . The d i s t i n c t i o n  
b e tw een  a c t i v e  and p a s s iv e  incom e i s  h o t  p r e c i s e ,  so  a t  t h e  
m arg in  t h e r e  w i l l  be  p r e s s u r e  on t h e  d e f i n i t i o n  o f  a  fu n d . In  
o r d e r  t o  p r e v e n t  p a s s iv e  incom e b e in g  d i s g u i s e d  a s  a c t i v e  incom e, 
th e  n eed  f o r  a s p e c i a l  a n t i - a v o id a n c e  r u l e  i s  b e in g  c o n s id e r e d .

5 M easurement o f  A s s e s s a b le  Income

5 .1  A New Z ea la n d  r e s i d e n t  s u b j e c t  t o  t a x  on an i n t e r e s t  i n  a 
f o r e ig n  in v e s tm e n t  fu n d  w i l l  be  ta x e d  on d i s t r i b u t i o n s  r e c e iv e d  
p lu s  o r  m inus t h e  change  in  v a lu e  o f  th e  i n t e r e s t  from  th e  
b e g in n in g  t o  t h e  end o f  th e  t a x p a y e r 's  incom e y e a r .  I f  t h e r e  i s  a 
m a rk e t f o r  i n t e r e s t s  in  t h e  fu n d , eg  by way o f  s to c k  e x ch an g e  
l i s t i n g ,  m a rk e t p r i c e s  w i l l  be  em ployed . O th e rw ise  q u o te d  
re d e m p tio n  p r i c e s  o f f e r e d  by fund  o r g a n i s e r s  w i l l  be  u s e d .

5 .2  In  th e  a b se n c e  o f  su ch  d a ta ,  ta x p a y e r s  w i l l  be  r e q u i r e d  t o  
v a lu e  t h e i r  i n t e r e s t s  in  o f f s h o r e  fu n d s  by some c o m m e rc ia lly  
a c c e p ta b le  m eans. F o r exam p le , a fu n d  may p ro v id e  mem bers w i th  
m a rk e t v a lu a t i o n s  o f  in v e s tm e n ts  from  tim e  t o  t im e .

5 .3  Where r e l i a b l e  v a lu a t i o n  i s  u n a v a i l a b l e ,  i t  w i l l  b e  
n e c e s s a ry  t o  im pu te  a r a t e  o f  r e t u r n  on th e  t a x p a y e r 's  o r i g i n a l  
in v e s tm e n t  in  t h e  fu n d  and t a x  t h e  n o t io n a l  incom e d e r iv e d .
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6 O verlap w ith  C o n tr o lle d  F ore ign  Company Regime

6 .1  The d e f i n i t i o n s  o f  'c o n t r o l l e d  f o r e ig n  com pany' and  
' f o r e i g n  in v e s tm e n t  fu n d ' may o v e r la p .  C o n s id e r  a h o ld in g  
company c o n t r o l l e d  by f i v e  o r  few er New Z ea lan d  r e s i d e n t s  t h a t  
i n v e s t s  p r i m a r i l y  in  p o r t f o l i o  s h a r e s .  I t  w ould be a  c o n t r o l l e d  
f o r e ig n  company a s  w e l l  a s  an  o f f s h o r e  fu n d . R e s id e n ts  h o ld in g  
more th a n  a 10 p e r c e n t  i n t e r e s t  c o u ld  be  s u b j e c t  t o  t a x  tw ic e .  
H ence, a r e s i d e n t  in  t h i s  p o s i t i o n  w i l l  be  r e q u i r e d  t o  r e p o r t  on 
a b r a n c h - e q u iv a le n t  b a s i s .
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ANNEX 4

TRUST REGIME

1 In tr o d u c t io n

1 .1  A t r u s t  i s  c r e a t e d  w henever a s e t t l o r  t r a n s f e r s  p r o p e r ty  
t o  t r u s t e e s  t o  be  h e ld  f o r  t h e  b e n e f i t  o f  b e n e f i c i a r i e s .  
S t r i c t l y  s p e a k in g , a f u r t h e r  s e t t l e m e n t  on th e  same t r u s t e e s  f o r  
th e  same b e n e f i c i a r i e s  upon th e  same t r u s t  p r o v i s io n s  c r e a t e s  a 
new t r u s t .  F o r th e  sa k e  o f  c l a r i t y ,  how ever, t h e  i n d iv i d u a l  
t r a n s f e r s  w i l l  be  r e f e r r e d  t o  in  t h i s  annex  a s  " s e t t l e m e n t s "  and 
th e  c o l l e c t i o n  o f  s e t t l e m e n t s  made on th e  same te rm s  a s  a  " t r u s t " .

1 .2  T r u s t  incom e w hich  v e s t s  in  o r  i s  d i s t r i b u t e d  t o  
b e n e f i c i a r i e s  i s  te rm ed  " b e n e f i c i a r i e s '  in co m e". By " t r u s t  
incom e" we mean incom e w hich  i s  n o t  v e s te d  o r  d i s t r i b u t e d  and 
t h e r e f o r e  b e lo n g s  t o  b e n e f i c i a r i e s ,  d e f in e d  o r  u n d e f in e d ,  w hose 
i n t e r e s t s  w i l l  c r y s t a l l i s e  o n ly  in  th e  f u t u r e .

1 .3  Though t h e r e  i s  no p r e s e n t  b e n e f i c i a r y  in  whose h a n d s  
t r u s t  incom e can  f e a s i b l y  be  ta x e d ,  th e  o b j e c t i v e  o f  t h e  
i n t e r n a t i o n a l  t a x  re fo rm s  r e q u i r e  t h a t  th e  incom e be ta x e d  on an 
a n n u a l b a s i s .  The i s s u e s  a r e  t h e r e f o r e :

a when sh o u ld  t r u s t  incom e be s u b j e c t  t o  New Z e a la n d  t a x ;  and

b who sh o u ld  b e a r  th e  l i a b i l i t y  f o r  th e  ta x ?
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2 R esid en ce  and Taxpayer

2 .1  F o r i n d i v i d u a l s  and co m p an ie s , t h e  f i r s t  q u e s t io n  i s  
an sw ered  in  te rm s  o f  r e s id e n c e  and s o u r c e .  The i n t e r n a t i o n a l  
reg im e  e x te n d s  t h i s  b a s i c  s t r u c t u r e  by a t t r i b u t i n g  t o  New Z ea la n d  
r e s i d e n t  s h a r e h o ld e r s  a s h a r e  o f  t h e  t a x a b le  incom e ( in c lu d in g  
non-New Z ea la n d  s o u rc e  incom e) d e r iv e d  by n o n - r e s id e n t  c o m p a n ie s .

2 .2  In  th e  C o m m itte e 's  v iew , th e  t a x a t i o n  o f  t r u s t s  s h o u ld  
fo l lo w  t h a t  o f  i n d iv i d u a l s  and com pan ies by d e v e lo p in g  r u l e s  f o r  
th e  r e s id e n c e  o f  t r u s t s .

2 .3  D e te rm in a t io n  o f  r e s id e n c e  d e f in e s  th e  incom e t o  be  ta x e d  
(w orldw ide  incom e o r  s o u rc e  in c o m e ) . A c lo s e l y  r e l a t e d  b u t  
s e p a r a t e  i s s u e  i s  th e  i d e n t i f i c a t i o n  o f  th e  t a x p a y e r .  I t  i s  
d e s i r a b l e  f o r  p r a c t i c a l  and p h i lo s o p h ic a l  r e a s o n s  t h a t ,  w h e re v e r  
p o s s i b l e ,  t h e  r e c i p i e n t  o f  th e  incom e s h o u ld  be t h e  t a x p a y e r .  I f  
t h i s  i s  n o t  p o s s i b l e ,  th e  r e s id e n c e  o f  th e  ta x p a y e r  and th e  
incom e r e c i p i e n t  s h o u ld  be  th e  sam e, s in c e  r e s id e n c e  i s  a key  
c r i t e r i o n  f o r  d e te rm in in g  th e  am ount o f  incom e w hich  i s  t a x a b le .  
F a i l i n g  t h a t ,  f o r  e n fo rc e m e n t r e a s o n s ,  th e  ta x p a y e r  m ust 
be  a p e rs o n  who i s  r e s i d e n t .

2 .4  The o n ly  c a n d id a te s  f o r  p a y e rs  o f  t a x  on t r u s t  incom e a r e  
th e  t r u s t e e s  and th e  s e t t l o r .  T here  i s  a good c a s e  f o r  le v y in g  
t a x  on th e  t r u s t e e s :  th e y  a r e  th e  l e g a l  ow ners o f  th e  incom e, 
th e y  have  th e  pow er o f  d i s p o s i t i o n  o v e r  i t  and t h e r e f o r e  th e  
a b i l i t y  t o  pay  t a x  from  t r u s t  fu n d s . The s e t t l o r  h a s  none o f  
t h e s e  and o r d i n a r i l y  c o u ld  n o t  o b l ig e  th e  t r u s t e e s  t o  m eet w hat 
w ould be  h i s  o r  h e r  own t a x  l i a b i l i t y .  In  f a c t ,  t h e  t r u s t e e s  
w ould be in  b re a c h  o f  t r u s t  i f  th e y  d id  s o . The b e s t  s o u rc e  o f  
t a x  on t r u s t  incom e i s  t h e r e f o r e  t h e  t r u s t e e s .
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2 .5  T h ere  a r e  o b v io u s  d i f f i c u l t i e s  in  d e te rm in in g  th e  
r e s id e n c e  o f  t r u s t s  by r e f e r e n c e  t o  t h e  r e s id e n c e  o f  t h e  
t r u s t e e s .  I n d iv id u a l  t r u s t e e s  may be r e s i d e n t  in  a num ber o f  
c o u n t r i e s  and i t  i s  e a s y  t o  change  th e  t r u s t e e s  o f  a t r u s t .  T h is  
w ould make r e s id e n c e  e p h e m e ra l.

2 .6  I t  w ould be p o s s i b l e ,  by a n a lo g y  w ith  co m p a n ie s , t o  
d e te rm in e  r e s id e n c e  by a c o n c e p t su ch  a s  " c e n t r e  o f  
a d m i n i s t r a t i o n  and c o n t r o l " .  Where m ore th a n  one su c h  c e n t r e  
e x i s t e d ,  a t i e - b r e a k e r  t e s t  o r  d u a l / m u l t i p l e  r e s id e n c e  r u l e s  
w ould be  r e q u i r e d .  Such p r o v i s io n s  w ould , how ever, be  d i f f i c u l t  
f o r  New Z ea la n d  t o  im plem ent u n i l a t e r a l l y  i n  r e s p e c t  o f  t r u s t s  
w ith  c e n t r e s  o f  a d m in i s t r a t io n  and c o n t r o l  o u t s id e  New Z e a la n d . 
In  a d d i t i o n ,  t h i s  a p p ro a c h  w ould n o t  s a t i s f y  th e  r e q u ir e m e n t  o f  
th e  i n t e r n a t i o n a l  reg im e  t o  t a x  f o r e ig n - s o u r c e  t r u s t  incom e w here  
th e  o r i g i n  o f  th e  t r u s t  a n d /o r  i t s  c o rp u s  g o e s  b ack  t o  New 
Z ea la n d .

2 .7  An a l t e r n a t i v e  a p p ro a c h  w ould be t o  lo o k  f o r  an 
o w n e rsh ip  a n a lo g y  w ith  co m p an ie s . C o rp o ra te  s t r u c t u r e s  p r o v id e  a 
nexus o f  o w n e rsh ip  b e tw een  th e  o f f s h o r e  c o r p o r a te  incom e and New 
Z ea lan d  r e s i d e n t  s h a r e h o ld e r s  s u f f i c i e n t  t o  j u s t i f y  t a x i n g  th o s e  
s h a r e h o ld e r s  on su ch  incom e, p ro v id e d  t h a t  th e y  hav e  a pow er o f  
d i s p o s i t i o n  o v e r  th e  incom e o r  o v e r  s y s te m a t ic  g a in s  w h ich  a r e  a 
r e a s o n a b le  s u r r o g a te  f o r  i t .

2 .8  The p o in t  o f  t r u s t s ,  how ever, i s  t h a t  t h e  o w n e rsh ip  n ex u s  
i s  s e v e r e d ,  e x c e p t  t o  th e  e x t e n t  t h a t  th e  s e t t l o r  r e t a i n s  a  c la im  
o v e r  t h e  s e t t l e d  p r o p e r ty  i n  th e  form  o f  o u t s ta n d in g  d e b t .  A 
nexus d o e s , how ever, e x i s t  i n  th e  form  o f  t h e  i n f lu e n c e  o r  
c o n t r o l  w hich  th e  s e t t l o r  e x e r c i s e s  th ro u g h  th e  e s t a b l i s h m e n t  o f  
th e  t r u s t  te rm s  and , in  some c a s e s ,  th ro u g h  th e  pow er o f  t h e  
s e t t l o r  t o  a p p o in t  o r  r e p la c e  t r u s t e e s .  In  t h e  c o n te x t  o f  a n t i -
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a v o id a n c e  l e g i s l a t i o n ,  t h i s  more te n u o u s  nexus c o u ld  b e  r e g a rd e d  
a s  s u f f i c i e n t  t o  j u s t i f y  d e te rm in in g  th e  r e s id e n c e  o f  a  t r u s t  by 
th e  r e s id e n c e  o f  th e  s e t t l o r .

2 .9  S in c e  no o t h e r  d e f i n i t i o n  o f  r e s id e n c e  i s  f e a s i b l e  a s  a 
b a s i s  f o r  t a x in g  t r u s t  incom e, in c lu d in g  f o r e ig n - s o u r c e  incom e, 
we p ro p o se  t h a t  t r u s t e e s  s h o u ld  be  l i a b l e  f o r  t a x  on t r u s t  incom e 
on th e  b a s i s  o f  r e s id e n c e  a s  d e te rm in e d  by th e  r e s id e n c e  o f  th e  
s e t t l o r .

3 F uture S e t t le m e n ts

3 .1  T h e re  a r e  c o n s id e r a b le  l e g a l  d i f f i c u l t i e s  in  a p p ly in g  new 
r u l e s  t o  e x i s t i n g  s e t t l e m e n t s .  T hese  a r e  d e a l t  w ith  i n  s e c t i o n  
4 b e lo w . New r u l e s  c a n , how ever, be  a p p l i e d  im m e d ia te ly  t o  
s e t t l e m e n t s  made on o r  a f t e r  17 Decem ber 1987, th e  d a te  o f  
r e l e a s e  o f  t h e  CD.

3 .2  T r u s te e s  in  a f o r e ig n  j u r i s d i c t i o n  may o r  may n o t  a c c e p t  
t h a t  t h e i r  t r u s t  i s  a New Z ea lan d  r e s i d e n t .  I t  i s  e x p e c te d  t h a t  
th e  m a jo r i ty  w i l l  do s o , and w i l l  t h e r e f o r e  pay  t a x  on t r u s t  
incom e a t  th e  g r e a t e r  o f  th e  f o r e ig n  o r  t h e  New Z ea la n d  r a t e .  
S hou ld  any d e f a u l t  o c c u r ,  i t  i s  n e c e s s a ry  t o  p ro v id e  t h a t  any  New 
Z ea lan d  s e t t l o r  w i l l  be  deemed t o  be  t h e  a g e n t  o f  th e  t r u s t e e s  
and be  a s s e s s a b l e  and l i a b l e  f o r  t a x  a c c o rd in g ly .  T h is  i s  n o t  
u n d u ly  h a r s h  g iv e n  th e  f a c t  t h a t  t h e  s e t t l o r  w i l l  know t h e  r u l e s  
a t  t h e  t im e  o f  m aking th e  s e t t l e m e n t  and c o u ld  r e q u i r e  an  
in d e m n ity  from  th e  t r u s t e e s  f o r  t a x  l i a b i l i t i e s .

3 .3  F o r t h e s e  p u rp o s e s ,  " s e t t l o r "  w i l l  need  t o  be  w id e ly  
d e f in e d  a s  any p e rs o n  who h a s ,  d i r e c t l y  o r  i n d i r e c t l y ,  c a u s e d  an 
in c re m e n t in  w e a lth  o f  th e  t r u s t  by th e  t r a n s f e r  t o  i t  o f  money,
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g o o d s , s e r v i c e s  o f  o th e r  b e n e f i t s  a t  l e s s  th a n  a rm s - le n g th  
p r i c e s .  Where t h e r e  i s  more th a n  one r e s i d e n t  s e t t l o r ,  t h e  
s e t t l o r s  s h o u ld  be  j o i n t l y  and s e v e r a l l y  l i a b l e .  W here r e s i d e n t s  
and n o n - r e s id e n t s  make s e t t l e m e n t s  on th e  same t r u s t ,  r e s i d e n t s  
w i l l  be  t r e a t e d  a s  h a v in g  made a l l  s e t t l e m e n t s  on t h e  t r u s t .  
T h is  r u l e  i s  n e c e s s a ry  t o  a v o id  th e  need  f o r  c o m p lic a te d  
a p p o r tio n m e n t r u l e s .  I t  i s  n o t  d is a d v a n ta g e o u s  b e c a u s e  r e s i d e n t s  
and n o n - r e s id e n t s  can  make s e t t l e m e n t s  on s e p a r a t e  t r u s t s .

3 .4  In  summary, we p ro p o se  t h a t  th e  r u l e s  f o r  f u t u r e  
s e t t l e m e n t s  be  a s  fo l lo w s :

a " s e t t l o r "  be  d e f in e d  a s  any p e rs o n  who p r o v id e s  money, 
g o o d s , s e r v i c e s  o r  o th e r  b e n e f i t  t o  a t r u s t  f o r  
in a d e q u a te  c o n s i d e r a t i o n ,  and " s e t t l e m e n t"  b e  d e f in e d  
a c c o r d in g ly ;

b a t r u s t ,  b e in g  a l l  s e t t l e m e n t s  made on o r  a f t e r  17 
Decem ber 1987 by a r e s i d e n t  s e t t l o r  s u b j e c t  t o  t h e  same 
t r u s t  p r o v i s io n s ,  be  r e s i d e n t  in  New Z e a la n d  i f  and  a s  
lo n g  a s  any s e t t l o r  o f  th e  t r u s t  i s  r e s i d e n t  in  New 
Z e a la n d ;

c s e t t l o r s  be  r e q u i r e d  to  make d i s c l o s u r e ,  w i th in  a s e t  
p e r io d ,  o f  any  s e t t l e m e n t s  a s  d e f in e d ;

d New Z ea lan d  r e s i d e n t  t r u s t s  be t a x a b le  in  New Z e a la n d  on 
w o rld w id e  t r u s t  incom e;

e t h e  t r u s t e e s  o f  a r e s i d e n t  t r u s t  be l i a b l e  f o r  t a x  a t  
t h e  d o m e s tic  t r u s t e e  r a t e  a s  i f  t h e  t r u s t e e s  w ere  one 
i n d iv id u a l  b e n e f i c i a l l y  e n t i t l e d  t o  t h e  incom e and  be  
e n t i t l e d  t o  a c r e d i t  f o r  any f o r e ig n  t a x  p a id ,  b u t  n o t
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e n t i t l e d  t o  t a x  r e b a t e s  o r  incom e s u p p o r t  m e a s u re s ;

f  t o  t h e  e x t e n t  t h a t  any  r e s i d e n t  t r u s t  f a i l s  t o  m ee t i t s  
t a x  l i a b i l i t i e s ,  t h e  New Z ea la n d  s e t t l o r  be  l i a b l e  
f o r  t h e  t a x  a s  a g e n t  o f  th e  t r u s t e e  o r ,  w here  t h e r e  i s  
m ore th a n  one r e s i d e n t  s e t t l o r ,  th e y  be  j o i n t l y  and  
s e v e r a l l y  l i a b l e .

4 E x is t in g  S e t t le m e n ts

4 .1  I f  t h e  above r u l e s  w ere  a p p l ie d  t o  e x i s t i n g  s e t t l e m e n t s ,  
th e y  c o u ld  be  u n d u ly  h a r s h  b e c a u se  in  many j u r i s d i c t i o n s  a 
s e t t l o r  h a s  no way o f  c h a n g in g  h i s  o r  h e r  s t a t u s  a s  a s e t t l o r  
and h a s  no l e g a l  a c c e s s  t o  t r u s t  fu n d s  from  w hich  t o  p ay  t h e  t a x .  
R e s id e n t  s h a r e h o ld e r s  d is a d v a n ta g e d  by th e  new i n t e r n a t i o n a l  
reg im e  f o r  com pan ies a t  l e a s t  have  th e  o p t io n  o f  s e l l i n g  t h e i r  
s h a r e s .  The o n ly  way o u t  f o r  a d is a d v a n ta g e d  s e t t l o r  w ould  be 
t o  e m ig ra te  from  New Z e a la n d . The C om m ittee h a s  t h e r e f o r e  
p ro p o se d  a t r a n s i t i o n  f o r  t r u s t s  w hich r e c o g n is e s  t h e s e  
l e g a l  c o n s t r a i n t s .

5 D is t r ib u t io n s

5 .1  U nder th e  p ro p o se d  r u l e s  f o r  f u t u r e  s e t t l e m e n t s ,  t r u s t e e s  
and s e t t l o r s  w i l l  ta x e d  on incom e w hich  w i l l  e v e n tu a l ly  a c c ru e  t o  
b e n e f i c i a r i e s .  A t p r e s e n t ,  i n d iv i d u a l s  who d e r iv e  f o r e ig n  
incom e a r e  e n t i t l e d  t o  c r e d i t s  f o r  f o r e ig n  t a x  p a id  on th e  
incom e a n d , in  t h e  a b se n c e  o f  th e  g e n e r a l  t a x a t i o n  o f  c a p i t a l  
g a in s  in  New Z e a la n d , th e y  a r e  n o t  ta x e d  on c a p i t a l  g a in s .  I t  i s  
p ro p o se d  t o  c a r r y  t h e s e  p r i n c i p l e s  th ro u g h  t o  th e  t a x  t r e a tm e n t  
o f  d i s t r i b u t i o n s  from  t r u s t s  s e t t l e d  a f t e r  17 December 1987.
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5 .2  D i s t r i b u t i o n s  t o  New Z ea la n d  r e s i d e n t  b e n e f i c i a r i e s ,  
e x c lu d in g  c a p i t a l ,  c a p i t a l  g a in s ,  and  d i s t r i b u t i o n s  from  
a s s e s s a b l e  incom e w hich  h a s  a l r e a d y  b o rn e  New Z e a la n d  incom e t a x  
w ould be  ta x e d  in  t h e  h an d s  o f  th o s e  b e n e f i c i a r i e s ,  w i th  a  c r e d i t  
f o r  f o r e ig n  t a x  p a id  on th e  incom e. F o r t a x  p u rp o s e s ,  su ch  
d i s t r i b u t i o n s  s h o u ld  be deemed t o  be made p r o - r a t a  from  a l l  
s o u rc e s  w i th in  e ac h  incom e y e a r ,  and on a l a s t  in  f i r s t  o u t  
("LIFO") b a s i s  from  y e a r  t o  y e a r .

6 E xtin gu ish m en t o f  a S e t t lo r

6 .1  As th e  t r u s t  reg im e  p ro p o se d  by th e  C om m ittee h a s  a s  i t s  
b a s i s  th e  r e s id e n c e  o f  th e  s e t t l o r ,  i t  i s  n e c e s s a ry  t o  h a v e  r u l e s  
t o  d e te rm in e  th e  r e s id e n c e  o f  t h e  t r u s t  on th e  e x t in g u is h m e n t  o f  
th e  s e t t l o r .  The C om m ittee p ro p o s e s  t h a t ,  on th e  d e a th  o f  an 
i n d iv id u a l  s e t t l o r  o f  a t r u s t ,  w h e th e r  i n t e r  v iv o s  o r  
t e s ta m e n ta r y ,  th e  f u t u r e  r e s id e n c e  o f  th e  t r u s t  s h o u ld  be 
d e te rm in e d  by th e  r e s id e n c e  o f  t h e  s e t t l o r  a t  d e a th .

6 .2  Where a t r u s t  i s  a s u b - t r u s t  t h a t  h a s  i t s e l f  b e en  s e t t l e d  
by a t r u s t ,  o r  w here a t r u s t  h a s  b een  s e t t l e d  by a com pany, th e  
s e t t l o r  o f  t h e  t r u s t  w hich  s e t t l e d  t h e  s u b - t r u s t ,  o r  th e  
s h a r e h o ld e r s  o f  th e  company, a s  th e  c a s e  may b e , w i l l  b e  deem ed 
t o  be s e t t l o r s  o f  t h e  f i r s t - m e n t io n e d  t r u s t .  T hus, i n  t h e  
C o m m itte e 's  v iew : :

a on th e  w in d in g  up o r  e x tin g u is h m e n t  o f  a t r u s t  w h ich  h a s  
s e t t l e d  a s u b - t r u s t ,  t h e  r e s id e n c e  o f  th e  s e t t l o r  o f  t h e  
t r u s t  s h o u ld  d e te rm in e  th e  f u t u r e  r e s id e n c e  o f  t h e  s u b -  
t r u s t ;
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b on th e  w in d in g  up , l i q u i d a t i o n ,  o r  e x t in g u is h m e n t  o f  a 
company s e t t l o r ,  t h e  r e s id e n c e  o f  th e  s h a r e h o ld e r s  
o f  t h e  company a t  t h e  d a te  o f  s e t t l e m e n t  s h o u ld  
d e te rm in e  th e  f u t u r e  r e s id e n c e  o f  t h e  t r u s t .

6 .3  T hese  r u l e s  fo l lo w  th e  p r i n c i p l e  t h a t  t h e  r e s id e n c e  o f  a 
t r u s t  s h o u ld  be  t r a c e d  b ack  t o  th e  r e s id e n c e  o f  th e  o r i g i n a l  
s e t t l o r .  W ith r e s p e c t  t o  r u l e s  (a) and (b) ab o v e , t h e  s e t t l i n g  
o f  a  t r u s t  th ro u g h  a n o th e r  t r u s t  o r  th ro u g h  a company s h o u ld  be  
t r e a t e d  a s  b e in g  e q u iv a le n t  t o  an i n d i r e c t  s e t t l e m e n t  by t h e  
s e t t l o r  o f  th e  f i r s t  t r u s t  o r  by th e  s h a r e h o ld e r s  o f  t h e  com pany.

6 .4  The C om m ittee a r e  c o n s id e r in g  w h e th e r , f o r  t h e s e  p u r p o s e s ,  
t h e  b e s t  t e s t  o f  th e  r e s id e n c e  o f  a t r u s t  i s  t h e  d o m ic i le  r a t h e r  
th a n  th e  r e s id e n c e  o f  th e  e x t in g u is h e d  s e t t l o r .

7 . R e la t io n s h ip  Between Proposed Regime and E x is t in g  Law

7 .1  The C om m ittee in te n d s  t o  re v ie w  th e  r e l a t i o n s h i p  b e tw een  
t h i s  p ro p o se d  t r u s t  reg im e  and th e  p r e s e n t  law  g o v e rn in g  e x i s t i n g  
t r u s t s  and  w i l l  comment f u r t h e r  in  i t s  n e x t  r e p o r t .
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ANNEX 5 : AN ILLUSTRATIVE TRANSITIONAL LIST OF LOW TAX JURISDICTIONS

ANDORRA MACAU
ANGUILLA MALAYSIA
ANTIGUA AND BARBUDA MARSHALL ISLANDS
BAHAMAS MONACO
BAHRAIN MONTSERRAT
BARBADOS NAURU
BERMUDA NETHERLANDS ANTILLES
BRITISH CHANNEL ISLANDS NETHERLANDS
BRITISH VIRGIN ISLANDS NEVIS
BRUNEI NEW CALEDONIA
CAMPIONE NORFOLK ISLAND
CAYMAN ISLANDS OMAN
COOK ISLANDS PANAMA
COSTA RICA PHILIPPINES
CYPRUS SAINT HELENA
DJIBOUTI SAINT KITTS
DOMINICA SAINT LUCIA
FRENCH POLYNESIA SAINT VINCENT
GIBRALTAR SEYCHELLES
GRENADA SINGAPORE
HONG KONG SRI LANKA
ISLE OF MAN SWITZERLAND
JAMAICA TONGA
JORDAN TURKS AND CAICOS ISLANDS
KUWAIT UNITED ARAB EMIRATES
LIBERIA URUGUAY
LIECHTENSTEIN VANUATU
LUXEMBOURG VENEZUELA

(Some o f  t h e  above j u r i s d i c t i o n s  a r e  l i s t e d  a s  th e y  t a x  on 
a t e r r i t o r i a l  b a s i s . )

V. R. WARD, GOVERNMENT PRINTER, WELLINGTON, NEW ZEALAND—1988 83136D-88PTK
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