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Legislation and determinations

This section of the TIB covers items such as recent tax legislation, accrual and depreciation
determinations, livestock values and changes in FBT and GST interest rates.

Rifles, shotguns, pistols, firearms, fastening guns
(explosive) - Depreciation Determination DEP20

InTIB Volume Eight, No.2 (August 1996) at pages 7 - 9, the Commissioner published adraft general depreciation
determination for rifles, shotguns, pistols, firearms, and fastening guns (explosive).

Two submissionswerereceived on thisdraft. Thefirst asked if air riflesand air pistolswereto beincluded in the asset
classof “Firearms’ inthe“Leisure”’ industry category. The second submission recommended that anew asset classfor
“paintball firearms” beinserted into the“Leisure” industry category. Theseissues have been considered, and the
Commissioner has now issued the determination, as amended to take account of the above submissions.

The determination is reproduced below, and may be cited as* Determination DEP20: Tax Depreciation Rates General
Determination Number 20”. The new depreciation rates are based on the EUL s set out in the determination below and
residual values of 13.5% of cost.

General Depreciation Determination DEP20
Thisdetermination may be cited as* Determination DEP20: Tax Depreciation Rates General Determination Number 20”.
1. Application
This determination appliesto taxpayers who own the asset classes|listed below.

Thisdetermination appliesto “ depreciable property” other than “ excluded depreciable property” for the 1996/97
and subsequent incomeyears.

2. Determination

Pursuant to section EG 4 of the Income Tax Act 1994 | hereby amend Determination DEP1: Tax Depreciation
Rates General Determination Number 1 (as previously amended) by:

* Inserting into the “ Agriculture, Horticulture and Aquaculture” industry category the general asset classes,
estimated useful lives, and diminishing value and straight-line depreciation rates listed below:

Estimated DV banded SL equivalent
useful life dep’n rate banded dep’n rate
Agriculture, Horticulture and Aquaculture (years) (%) (%)
Rifles (Iessthan 10,000 rounds per year) 6.66 26 18
Rifles (greater than 10,000 rounds per year) 2 63.5 63.5
Shotguns (Iess than 50,000 rounds per year) 6.66 26 18
Shotguns (greater than 50,000 rounds per year) 2 63.5 63.5

» Deleting fromthe“Leisure” industry category the general asset classes, estimated useful lives, and diminishing
value and straight-line depreciation rates listed below:

Estimated DV banded SL equivalent
useful life dep’'nrate  banded dep’n rate
Leisure (years) (%) (%)
Pistols 10 18 125
Rifles 10 18 125

continued on page 2
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from page 1
» Insertingintothe“Leisure” industry category the general asset class, estimated useful lives, and diminishing
value and straight-line depreciation rates listed below:

Estimated DV banded SL equivalent
useful life dep’n rate banded dep’n rate
Leisure (years) (%) (%)
Firearms 10 18 125
Rifles, Air 10 18 125
Pistals, Air 10 18 125
Paintball firearms 2 63.5 63.5

» Inserting into the“ Contractors, Builders and Quarrying” industry category the general asset class, estimated
useful life, and diminishing value and straight-line depreciation rateslisted below:

Estimated DV banded SL equivalent

useful life dep’'nrate  banded dep’n rate
Contractors, Building and Quarrying (years) (%) (%)
Fastening gun (explosive) 3 50 40

» Inserting into the“ Timber and Joinery Industries’ industry category the general asset class, estimated useful
life, and diminishing value and straight-line depreciation rates listed below:

Estimated DV banded SL equivalent

useful life dep’n rate banded dep’n rate
Timber and Joinery Industries (years) (%) (%)
Fastening gun (explosive) 3 50 40

3. Interpretation

In this determination, unless the context otherwise requires, expressions have the same meaning asin the Income
Tax Act 1994,

Thisdetermination is signed by me on the 5th day of December 1996

Jeff Tyler
Assistant General Manager (Adjudication & Rulings)

Aqguariums - draft depreciation determination

The Commissioner has been made aware that thereis currently no depreciation rate for fish aguariums used for
display in offices and other business establishments.

The Commissioner proposes to issue ageneral depreciation determination which will set the asset classfor aquariums.
The draft determination is reproduced below. The determination will set anew depreciation rate of 40% DV for the
asset class“ Aquariums’. The proposed new depreciation rate of 40% DV isbased on an estimated useful life (“EUL™)
of 4 yearsand aresidual value of 13.5% of cost.

Exposure draft - General Depreciation Determination DEPX
This determination may be cited as* Determination DEPX: Tax Depreciation Rates General Determination Number X”.
1. Application
This determination appliesto taxpayers who own the asset classes|listed below.

Thisdetermination appliesto “ depreciable property” other than “excluded depreciable property” for the 1996-97
and subsequent incomeyears.
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2. Determination
Pursuant to section EG 10 (1)(a) of the Income Tax Act 1994 | hereby:
» Issuethe special asset class, estimated useful life, and diminishing value and straight-line rate listed bel ow:

Estimated DV banded SL equivalent

useful life dep’n rate banded dep’n rate
Office Equipment and Furniture (years) (%) (%)
Aquariums 4 40 30

3. Interpretation

In this determination, unless the context otherwise requires, expressions have the same meaning asin the Income
Tax Act 1994,

If you wish to make a submission on these proposed new depreciation rates, please writeto:

Assistant General Manager
Adjudication & Rulings
National Office

Inland Revenue Department
PO Box 2198
WELLINGTON

We need to receive your submission by 31 January 1997 if we areto takeit into account in finalising this determination.

Special banking option for
overseas pensions begins 1 April 1997

1 April 1997 has been set as the application date of in return the pensioner receivesthe full New Zealand
recent amendments relating to aspecial banking option Superannuation or V eteran’ s pension.

for New Zedland residents who receive United Kingdom The Taxation (Remedial Provisions) Act 1996 amended

fgg;?nie?;;' %ﬂ?ﬁ;&;nﬁat;ﬁfg: g/terrlgeas sections CB 5 and OB 1 of the Income Tax Act 1994 so
9 that pensions paid in thisway would be treated as

Pensions) Commencement Order 1996 on 25 November source deduction payments and exempted from tax. The

1996. date of application wasto be fixed by the Governor
The special banking option allows overseas pensionsto General by Order in Council.

be paid into aspecial bank account. Themoney is . .
. See TIB Volume Eight, No.11 for further detailson
drawn down by the Department of Social Welfare, and these amendments.

Fringe benefit tax - prescribed interest rate decreased to 11.1%

The prescribed rate of interest used to cal culate the fringe benefit value of low interest employment-related
loans has been decreased to 11.1% for the quarter beginning 1 October 1996. Thisrate will continueto apply to
subsequent quarters until any further adjustment is made.

The prescribed rate, down from 11.5%, is areflection of the recent fall in market rates.
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recently.

Binding rulings

This section of the TIB contains binding rulings that the Commissioner of Inland Revenue has issued

The Commissioner can issue binding rulings in certain situations. Inland Revenue is bound to
follow such a ruling if a taxpayer to whom the ruling applies calculates tax liability based on it.

For full details of how binding rulings work, see our information booklet “Binding Rulings”
(IR 115G) or the article on page 1 of TIB Volume Six, No.12 (May 1995) or Volume Seven, No.2
(August 1995). You can order these publications free of charge from any Inland Revenue office.

GST: input tax deductions for finance lease financiers

and the appropriate method for section 21 adjustments
Public Ruling - BR Pub 96/11

This is a public ruling made under section 91D of the Tax Administration Act 1994.

Taxation Laws

All legislative references are to the Goods and Services Tax Act 1985 unless
otherwise stated.

This Ruling applies in respect of sections 2(1) (definition of “input tax™), 3, 6, 8, 9,
14, 20, and 21 of the Goods and Services Tax Act 1985.

The Arrangement to which this Ruling applies

The Arrangement is the incurring of GST on goods and services acquired for the
business of financing, by finance lease financiers who enter into finance leases
with customers to finance the purchase or lease of goods. This includes:

= GST incurred on goods the finance lease financier buys and which are the
subject of the finance lease between financier and customer (for example, a car
purchased from a car dealer and sold by way of hire purchase agreement to
the customer). These goods are referred to as “finance lease goods” in the
Ruling.

= GST incurred on all other goods and services acquired by the finance lease
financier (for example, head office, accounting, and administration goods and
services). These goods and services are referred to as “general business goods
and services” in the Ruling.

For the purposes of the Ruling, a “finance lease financier” is a person whose
business includes a substantial activity (which activity need not be the principal
activity of the person) of financing the purchase or lease of goods by customers
by way of finance leases. The term “finance lease” is not a legal term. It is a
commercial term describing a lease or sale of finance lease goods for a fixed term
when the lease rentals or purchase price instalments, and any other payments by
the customer to the financier under the finance lease (such as a deposit or re-
sidual value payment), relate to the value of the goods and not the value of their
use. Under a finance lease, the total amount payable ensures that the financier
recovers the capital cost of the goods and makes a commercial return on that
capital. In ordinary commercial parlance, and for the purposes of this Ruling, a
finance lease includes a hire purchase agreement. However, the Act does not
define “finance lease” nor make any mention of whether a hire purchase agree-
ment is included within the term.
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A finance lease financier is most likely to be a finance company. It is not in-
tended that the term cover persons who, as an adjunct of their business of selling
goods, undertake the provision of finance to customers to encourage sales.
However, the term is intended to cover a company whose business consists
largely of financing the purchase or lease of goods when that company is in a
group of companies for GST purposes. This is notwithstanding the deeming
provisions of section 55(7).

How the Taxation Laws apply to the Arrangement
The Taxation Laws apply to the Arrangement as follows:

= GST incurred on finance lease goods acquired by a finance lease financier will
be deductible as “input tax”, as the goods are acquired for the principal
purpose of making taxable supplies.

= GST incurred on general business goods and services acquired by a finance
lease financier will not be deductible as “input tax”, because the principal
purpose of acquiring such goods and services will be for making exempt
supplies.

= In respect of general business goods and services, if there is a partial taxable
use of goods and services for which no input tax claim has been available,
section 21(5) will apply. The appropriate method for the finance lease finan-
cier to apply in determining the percentage of taxable use of general business
goods and services is one of the following:

— The Time Apportionment Method; or
— The Profit Derivation Method; or
— The 10% Fixed Percentage Method.

The Time Apportionment Method calculates the percentage of taxable and
exempt use of the general business goods and services by calculating the
percentage of staff time spent on taxable and exempt supplies respectively.
Financiers must have records to support the figure they calculate.

The Profit Derivation Method calculates the percentage of taxable and exempt
use of the general business goods and services by calculating the percentage
of the financier’s gross profit that comes from taxable and exempt supplies
respectively. Financiers must have records to support the figure they calcu-
late.

The 10% Fixed Percentage Method does not involve calculating the percent-
age of taxable and exempt application of general business goods and services.
Instead, it assumes that the general business goods and services are applied
10% in making taxable supplies. This method may be used by financiers for
administrative convenience. This method allows financiers to make section
21(5) adjustments without records to support the calculation. It is a method of
last resort when financiers do not have records to calculate either of the meth-
ods described above.

A financier may not use the 10% Fixed Percentage Method when records are
held that support either of the other two methods, and those records disclose
taxable use of below 10%.

= If a section 21 method more accurate than those discussed above exists, it may
be used in place of the methods above. Where taxpayers are unclear if the
section 21 adjustment method they propose to use is more accurate than those
discussed above, they may wish to confirm its appropriateness with their local

Inland Revenue office.
continued on page 6
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The period for which this Ruling applies

This Ruling will apply for the period from 1 February 1997 to 31 March 2000.

This Ruling is signed by me on the 25th day of November 1996.

Martin Smith

General Manager (Adjudication & Rulings)

Commentary on Public Ruling BR Pub 96/11

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusionsreached in Public Ruling

BR Pub 96/11 (“the Ruling”).

Background

For more discussion on the GST treatment of finance
leases generally refer to the policy statement entitled

“ GST and finance leases - classification, method of
accounting and treatment of residual value clause’in
TIB Volume Eight, No. 1 (July 1996) at page 1. This
ruling and that policy statement are consistent and
should be considered together.

Legislation

Section 2 defines“input tax”. Generally, “input tax” is
the tax charged on supplies of goods and services made
to aregistered person when the supplies are acquired for
the principal purpose of making taxable supplies.

Section 6(1) defines“taxable activity”. A taxable
activity isany activity carried on continuously or
regularly, whether for pecuniary profit or not, and
involvesthe supply of goods and servicesto other
personsfor consideration.

Section 8(1) imposes GST on the supply (other than an
exempt supply) of goods and services, in New Zealand,
by aregistered person in the course or furtherance of a
taxable activity carried on by that person.

Section 3(1) states:

For the purposes of this Act, the term “financial services’
means any one or more of the following activities:..

(c) Theissue, allotment, drawing, acceptance, endorsement,
or transfer of ownership of adebt security:...

(f) Theprovision of credit under acredit contract:..
Section 14 states:

The following supplies of goods and services shall be exempt
from tax:

(a) Thesupply of any financial services (together with the
supply of any other goods and services, supplied by the
supplier of those financial services, which are reasonably
incidental and necessary to that supply of financial
services), not being-

(ii) A supply of goods and services which (although being
part of asupply of goodsand services which, but for
this subparagraph, would be an exempt supply under
this paragraph) is not in itself, as between the
supplier of that first-mentioned supply and the
recipient, asupply of financial servicesin respect of
which this paragraph applies....

Section 9 determinesthe time at which any supply takes
place. Section 9(1) statesthe general rule- it deemsa
supply to take place at the earlier of thetimethe
supplier issuesan invoice or receives apayment for that
supply. The remaining subsections of section 9 provide
exceptionsto thisgeneral rule. Section 9(3) states:

Notwithstanding anything in subsection (1) or subsection (2)
of this section,-

(@) Where goods are supplied under an agreement to
hire...they shall be deemed to be successively supplied for
successive parts of the period of the agreement ... , and
each of the successive supplies shall be deemed to take
place when a payment becomes due or is received,
whichever isthe earlier:

(b) Where goods and services are supplied under a hire
purchase agreement (as defined in the Hire Purchase Act
1971), that supply shall be deemed to take place at the
time the agreement is entered into:

(c) For the purposes of this subsection, the term “agreement
to hire” means an agreement for the bailment of goods for
hire and includes a lease of goods and arental agreement;
but does not include-

(i) Anagreement under which the property in the goods
passes to the bailee or which expressly contemplates
that the property in the goods will passto the bailee;
or

(ii) A hire purchase agreement (as defined in the Hire
Purchase Act 1971).

Section 20(3) allowsfor the deduction of input tax from
amounts of output tax.

Section 21 states:

(1) Subject to section 5(3) of thisAct, to the extent that
goods and services applied by aregistered person for
the principal purpose of making taxable suppliesare
subsequently applied by that registered person for a
purpose other than that of making taxable supplies,
they shall be deemed to be supplied by that regis-
tered person in the course of that taxable activity to
the extent that they are so applied:..



(5) For the purposes of this Act, where no deduction has been
made pursuant to section 20(3) of this Act in respect of or
in relation to goods and services acquired or produced ...
by a person other than for the principal purpose of making
taxable supplies, and any such goods and services are
subsequently applied in any taxable period by that
person...those goods and services shall be deemed to be
supplied in that taxable period to that person...and the
Commissioner shall, to the extent to which those goods
and services are so applied, allow that person...to make a
deduction under section 20(3) of thisAct...

Application of the Legislation

Output tax on supplies made by finance
lease financiers

Finance lease financiers make both taxable and exempt
supplies pursuant to finance leases (unlessthey are only
receiving assignments of hire purchase or other finance
leases from retailersin which case the whole transaction
isexempt, section 3(1)(c)).

Thetaxable supply isthe supply of goods pursuant to
the finance lease. The supply of goodsisataxable
supply because the financier’ sactivity of selling or
leasing goods iswithin the definition of “taxable
activity” in section 6(1)(a) and is subject to GST under
section 8(1).

A financier’ staxable supply of goodsisnot “reasonably
incidental and necessary” to the exempt supply of
financial servicesintermsof section 14(a). A financier
does not make a supply of goods “ reasonably incidental
and necessary” to the supply of credit. The significant
value and volume of the goods supplied and the effort
incurred in dealing in the goods suggest that the goods
are not reasonably incidental and necessary to the
supply of credit in the senseintended by section 14(a).
Furthermore, the words of section 14(a) that make some
supplies exempt suppliesif they are“ reasonably inci-
dental and necessary” to asupply of financial services
came about as aresult of the Court of Appeal decision
in the Databank itigation. The amendment wasin-
tended to cover suppliesthat weretruly incidental and
minor to asupply of financial services, rather than the
situation with finance lease financierswho sell or lease
goodsto such adegree that they are sufficient to be
significant suppliesin their own right.

Therefore, finance lease financiers must account for
GST output tax on their supplies of goods. For hire
purchase agreements afinancier must return output tax
in the same taxabl e period asthe input tax deduction,
because of the time of supply rulein section 9(3)(b) and
the section 20(3) rules on input tax deductions. How-
ever, for agreementsto hirethetime of supply rulesin
section 9(3)(a) apply, and for other finance leasesthe
general time of supply rulein section 9(1) may apply.
Seethe discussion of time of supply rulesin“ GST and
finance leases - classification, method of accounting
and treatment of residual value clause’ TIB Volume
Eight, No. 1 (July 1996) for further discussion of these
points.
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The supply of creditisan exempt supply under section
3(1)(f). Therefore, finance lease financiers do not need
to account for GST on their supplies of credit.

Input tax on goods and services acquired
by finance lease financiers

For GST to be deductible asinput tax, it must be on
goods and services acquired for the principal purpose of
making taxable supplies. The definition of “input tax”
meansthat whether GST isdeductible asinput tax isan
all-or-nothing test: either GST isfully deductible as
input tax or it is not deductible at all. There can be no
partial deduction asinput tax.

Principal purpose of acquiring finance
lease goods is for making taxable supplies

GST on financelease goods acquired by afinance lease
financier will be deductible as“input tax” asthe goods
are acquired for the principal purpose of making taxable
supplies. The goods are acquired with the purpose of
selling or leasing them to the customer, ataxable
supply. For example, when ahire purchase financier
buysacar from adealer for saleto a customer, that sale
to the customer, pursuant to afinance lease, isataxable

supply.

Principal purpose of acquiring general
business goods and services is for
making exempt supplies

A finance lease financier’ s principal purpose of acquir-
ing general business goods and servicesisfor making
exempt supplies. Itisthe supply of credit that generates
income, more so than the supply of goods. This means
the principal purpose of acquiring general business
goods and servicesisto make exempt supplies, CIRv
BNZ Investment Advisory Serviceg(1994) 16 NZTC
11,111. Therefore, the tax charged on the general
business goods and servicesisnot “input tax” and no
deductionisavailable under section 20(3).

In the BNZ Investment Advisory Servicescasethe
taxpayer offered investment advice to customersfor
which asmall charge was made (taxable supplies). The
taxpayer also collected acommission on any investment
subsequently madethrough it by those customers
(exempt supplies). For the periodsin question, income
from advice was minor compared to commission
income. In carrying on itstaxable activity, the taxpayer
acquired goods and services and sought to deduct the
GST onthem, claiming its principal purposein so
acquiring wasto make taxabl e supplies of investment
advice. The Commissioner considered the principal
purpose of acquiring such goods and serviceswasto
make aprofit from its business. The taxpayer’ s business
income was almost totally earned from commissions,
that is, earned from making exempt supplies. The High
Court found for the Commissioner. Doogue J considered
the principal purpose of the taxpayer in acquiring the
goods and serviceswas not for asingle goal of offering
investment advice to customers, but for the purpose of
continued on page 8
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achieving income from GST-exempt services (page
11,117 of thejudgment). Accordingly, the GST was not
deductible asinput tax.

The conclusion that GST on general business goods and
servicesacquired by afinancier isnot “input tax”
derives further support from the United Kingdom’s
VAT position. In an agreement between the UK Cus-
toms & Exciseand the UK Finance Houses Association
Ltd, for the purposes of agreeing alevel of partial
exemption, the parties agreed that only 15% of the input
tax on goods and services used in providing hire
purchase credit related to taxable supplies. Thusin the
UK, where apartial input tax deduction is possible, the
authorities and trade body were both of the view that the
principal purpose of hire purchase financiers acquiring
general business goods and serviceswas for making
exempt supplies.

The financier can not make input tax deductionson

general business goods and services, because general
business goods and services are not acquired for the

principal purpose of making taxable supplies.

Section 21 adjustments

If aregistered person who applies goods and servicesfor
the principal purpose of making taxable supplies
subsequently appliesthose goods and servicesfor
making other than taxable supplies, a section 21(1)
adjustment isrequired. Therewill be adeemed taxable
supply to the extent of the application to non-taxable
supplies.

When the principal purpose of acquiring or producing
goods and servicesisto make non-taxable supplies, and
the goods and services are subsequently applied to
making taxable supplies, section 21(5) allows adeduc-
tion from output tax to the extent to which those goods
and services are so applied. The section 21(5) adjust-
ment is based on the lesser of the cost of the goods and
services or the open market value of the supply of those
goods and services.

Section 21(5) adjustment methods are intended to
measure the taxabl e use of goods and services acquired
for making non-taxable supplies.

Application of section 21 to
finance lease financiers

Finance | ease financiers do not need to make sec-

tion 21(1) adjustmentsfor finance lease goods asthe
goods are used solely in making taxable supplies. For
example, if afinancier acquiresacar from adealer and
then sellsit to a customer pursuant to a hire purchase
agreement, the supply of the car isataxable supply
without any exempt application.

However, afinancelease financier may need to make
section 21(5) adjustmentsfor general business goods
and servicesif the general business goods and services
are applied to making exempt supplies of credit and also
taxable supplies of goods (there are no taxable supplies
of goodswhen thefinancier simply receives an assign-

ment of ahire purchase agreement from aretailer). For
example, afinancier should make a section 21(5)
adjustment when applying acomputer system for
recording details of the taxable supply of goods, and
also for the ongoing monitoring of the credit contract.

Theissue then arises asto how the percentage of
exempt and taxable use, which will form the basis of the
section 21(5) adjustment, should be measured.

Section 21 adjustment methods:
standard methods

Whatever method is adopted to make section 21(5)
adjustments, that method should, as accurately as
possible, reflect the extent to which general business
goods and services are applied in making taxable and
non-taxable supplies. The registered person should
adopt amethod that correctly reflects the application of
the general business goods and services.

The Commissioner hasidentified the following adjust-
ment methods for general use (seethe GST Guide -
GST 600, or Technical Rulings110.4). They are:

 Direct Attribution M ethod; or
e Turnover Method; or
* A special method.

If the Direct Attribution or Turnover M ethods are not
well suited to a specific case, aspecial method should be
used.

The Commissioner considers that neither the Direct
Attribution nor the Turnover Method isasuitable
method for afinance lease financier to use.

The Direct Attribution Method allocates individual
goods and servicesto taxable or non-taxable supplieson
the basis of actual use. Direct Attribution requiresthe
individual goods and servicesto be applied exclusively
in making ataxable or non-taxable supply. When
particular general business goods and services are
applied to make both taxable and non-taxabl e supplies
(as may often be the case with afinance lease financier),
itisnot appropriate to use the Direct Attribution
Method.

If itisnot appropriate to use the Direct Attribution
Method, aregistered person may use the Turnover
Method. This calculates taxabl e and hon-taxabl e use of
general business goods and services by dividing the total
value of exempt supplies by thetotal value of all
supplies. Thefigurethat resultsfrom thiscalculationis
the percentage of suppliesthat are exempt. (Thisfigure
isthen used to determine the appropriate section 21
adjustment.)

In the finance lease situation, the Turnover M ethod does
not accurately reflect the application of the general
business goods and servicesin making taxable and
exempt supplies. The high value of goods supplied
under finance leases, and the consequent high gross
value of taxable supplies, meansthe Turnover M ethod
givesahigh percentage of taxable suppliesrelative to



exempt supplies. Inredlity, the general business goods
and services are applied for making taxable suppliesfor
only asmall percentage of their use. Any taxable use
generally requireslittle time or effort. The general
business goods and servicesare applied mainly in
making exempt supplies of credit.

Asthe Direct Attribution and Turnover M ethods are
unsuitable methodsfor finance lease financiersto use,
such financiers should use a special method. (There are
many possibl e special methods, the three most appropri-
ate methods for finance lease financiers are discussed
below.)

Appropriate special methods

There are at least three appropriate section 21(5)
adjustment methods finance lease financiers may usein
calculating the adjustment for general business goods
and services. They are:

» The Time Apportionment M ethod; or
» The Profit Derivation Method; or
» The 10% Fixed Percentage M ethod.

The Time Apportionment Method calculatesthe
percentage of taxable and exempt use of the general
business goods and services by calculating the percent-
age of staff time spent on taxable and exempt supplies
respectively. Thisgives abetter reflection of the mixed
use of general business goods and servicesthan the
Turnover M ethod because it focuses on the reality of the
business earning income from exempt supplies. Finan-
ciersmust have records to support the figure they
caculate.

Use of such amethod does not conflict with the BNZ
Investment Advisory Servicesdecision. In that casethe
High Court rejected use of a“time and effort” approach
to determine the principal purpose of acquiring goods
and services, because such an approach was completely
different to the way the company earned income
through the making of exempt supplies. It confused the
means by which the taxpayer achieved its purpose (time
largely spent on making taxable supplies) with its
purpose (earning income from exempt supplies). Here
the purpose of earning income from exempt supplies
and use of atime and effort method will be consistent,
as both the majority of income and the majority of time
and effort relate to exempt supplies.

The Profit Derivation Method cal culates the percentage
of taxable and exempt use of the general business goods
and services by cal culating the percentage of the
financier’ sgross profit that comes from taxable and
exempt suppliesrespectively. Thisgives abetter reflec-
tion of the mixed use of general business goods and
servicesthan the Turnover Method becauseit reflects
the importance of the particular suppliesin earning the
incomethat isthe purpose of undertaking finance lease
financing. Financiers must have records to support the
figurethey calculate. The Profit Derivation Method
reguires aprofit to be made from the on-sale of the car
to the customer, rather than from normal credit charges.

IRD Tax Information Bulletin: Volume Eight, No0.10 (December 1996)

The 10% Fixed Percentage M ethod does not involve
calculating the percentage of taxable and exempt
application of general business goods and services.
Instead, it assumesthat the general business goods and
services are applied 10% in making taxable supplies.
The Commissioner will allow use of this method by
financiersfor administrative convenience. This method
allows financiersto make section 21(5) adjustments
without recordsto support the calculation. As suggested
by empirical evidence and the UK VAT agreement
discussed above, this gives an appropriate reflection of
the mixed use of general business goods and services
becauseit isareasonable estimate of taxable use. If
financiershave good evidence of higher taxable use of
general business goods and services, the Commissioner
may accept ahigher figurefor section 21(5) purposes.

A financier may not use the 10% Fixed Percentage
Method when records are held that support either of the
other two methods, and those records disclose taxable
use of below 10%.

When a section 21 method more accurate than those
discussed above exists, it may be used in place of the
methods above. If taxpayers are unclear asto whether
the section 21 adjustment method they proposeto useis
more accurate than those discussed above, they may
wish to confirm its appropriateness with their local
Inland Revenue office.

Examples

Example 1

Company A finances the acquisition of motor
vehicles. Over thelast twelve monthsit has bought
and on-sold $10,500,000 worth of motor vehicles
under hire purchase agreements. Over the same
period it earned $1,700,000 in net interest income
fromitsfinancing activity. It earns no profit from
the sale of motor vehicles. Company A has astaff of
25. The magjority of the staff areinvolved in the
credit side of the business. However, one staff
member isemployed solely in theinspection and
sale of motor vehicles. Another staff member,
spends about 50% of her time assisting in the
inspection and sale of motor vehicles. Company A
takesafull input tax deduction for carsit buysand
then sellsto customers (finance lease goods), but
wantsto know the appropriate way to account for
GST on general business goods and servicesit
acquires.

Company A can not deduct the GST on general
business goods and services as“input tax”. How-
ever, it may make a section 21(5) adjustment
because of partial taxable application of the general
business goods and services.

If Company A adoptsthe Time A pportionment

M ethod, taxable use will amount to 6% of the
general business goods and services (1.5 employees
out of 25 employees). Therefore, exempt use will
amount to 94% of the general business goods and

Services. .
continued on page 10
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Applying the Profit Derivation Method would give
afigure of 0% taxable use and 100% exempt use.
This method does not best reflect the actual applica-
tion of the general business goods and services.

Company A cannot make a section 21(5) adjust-
ment for 10% taxabl e use using the 10% Fixed
Percentage M ethod as it has records supporting one
of the other methods. Therefore, it makes a section
21(5) adjustment for the 6% taxable use of the

Example 2

Company B isafinance company that receives
assignments of hire purchase agreementsfrom
retailers. Company B may not make any input tax
deduction. The assignment of the hire purchase
agreement isan exempt supply of afinancial
service, on which thereisno GST. Company B
makes no taxable supplies, so it may not make any
input tax deduction for GST charged on goods and

general business goods and services on the basis of services supplied to itsbusiness.

the Time Apportionment M ethod.

GST: time of supply when payment is made by cheque,

credit card, charge card or irrevocable letter of credit
Public Ruling - BR Pub 96/12

This is a public ruling made under section 91D of the Tax Administration Act 1994.
Taxation Law

All legislative references are to the Goods and Services Tax Act 1985 unless
otherwise stated.

This Ruling applies in respect of section 9(1) of the Goods and Services Tax Act 1985.
The Arrangement to which this Ruling applies

The Arrangement is the supply of goods and services by a supplier to a recipient
when the recipient pays by cheque, credit card, or charge card and no invoice
has been issued by the supplier or recipient before payment.

How the Taxation Law applies to the Arrangement
The Taxation Law applies to the Arrangement as follows:

= When payment for a supply is received by the supplier in the form of a
cheque, “payment” occurs for the purposes of section 9(1) when the cheque is
handed over or received, unless the cheque is subsequently dishonoured. If
the cheque is dishonoured, “payment” has never occurred. This rule applies
equally to post-dated cheques.

= If the supplier and recipient are associated persons, the Commissioner will
need from the supplier as evidence of payment, details of the cheque’s pres-
entation and honouring by the bank on which it is drawn,

= When the supplier receives payment for a supply by means of a credit or
charge card, “payment” occurs for the purposes of section 9(1) on the date the
credit or charge card transaction takes place.

= When the supplier accepts payment for a supply by way of an irrevocable
letter of credit, “payment” occurs for the purposes of section 9(1) on the date
the provision of the letter of credit is accepted as performance or payment.

The period for which this Ruling applies

This Ruling will apply for the period 1 January 1997 to 31 December 1999 to
payments that are received by GST registered persons during that period for the
supply of goods and services.

This Ruling is signed by me on the 29th day of November 1996.

Martin Smith
General Manager (Adjudication & Rulings)
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Commentary on Public Ruling BR Pub 96/12

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusionsreached in Public Ruling

BR Pub 96/12 (“the Ruling”).

Legislation
Section 9(1) states:

Subject to this Act, for the purposes of this Act asupply of
goods and services shall be deemed to take place at the earlier
of thetime an invoice isissued by the supplier or the recipient
or the time any payment is received by the supplier, in respect
of that supply.

“Payment” isnot defined in the Goods and Services Tax
Act 1985.

Section 9(2)(a) providesaspecial time of supply rulefor
associated personsin certain circumstances. Section
9(2) states:

Notwithstanding anything in subsection (1) of this section, a
supply of goods and services shall be deemed to take place-

(@) Where the supplier and the recipient are associated
persons,-

(i) Inthe case of asupply of goods which areto be
removed, at the time of the removal; and

(ii) In the case of a supply of goods which are not to be
removed, at the time when they are made available to
the recipient; and

(iii)In the case of a supply of services, at the time the
servicesare performed:

Provided that this paragraph shall not apply in any case where
an invoice isissued, or any payment is made, in respect of that
supply, on or before the last day for furnishing thereturnin
relation to the taxable period during which, but for this
proviso, that supply would have been made:

Section 2 defines* Associated persons’:

“Associated persons’ has the meaning assigned to that term
by section OD 8 (4) of the Income Tax Act 1994; and in-
cludes-

(a) Any 2 persons, one of whom istrustee of atrust under
which the other has benefited or is eligible to benefit,
except where, in relation to a supply of goods and
services, -

(i) Thetrusteeisacharitable or non-profit body with
wholly or principally charitable, benevolent, philan-
thropic, or cultural purposes; and

(ii) The supply ismadein carrying out those purposes:

(b) Any 2 personswho are relatives as defined in paragraph
(a) of the definition of that term in section OB 1 of the
Income Tax Act 1994.

(c) Any company and any person where the person is associ-
ated with another person who is associated with the
company:

Provided that, for the purposes of this Act, any referenceto
the words “25 percent” in section OD 8 (4) of the Income Tax
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Act 1994 shall be deemed to be areference to the words
“10 percent”:

Application of legislation
Cheques

Theissue of payment by chegue has not been considered
by the New Zealand courtsin the context of GST.
However, the courts have considered theissuein the
incometax context. They have held that payment is
made at the time acheque is handed over or received,
rather than when it is presented at the bank and hon-
oured. A chequethat is subsequently dishonouredis
treated asif payment were never made.

Theauthorities on when achequeis payment were
reviewed in Nicks Ltd v Taylor Ltd[1962] NZLR 286.
Hardie Boys Jaccepted the proposition that the giving
of achequefor adebt is payment conditional on the
cheque being met, and if the chequeismetitisan
actual payment ab initio, that is, from the moment it is
delivered.

Payment by cheque was al so considered by the High
CourtinUllrich v C of IR[1964] NZLR 386. At page
388 Perry Jsaid:

When a cheque is handed over in payment can that be
regarded as a payment to the person receiving the cheque? My
view isthat if the course of dealing between the parties
contemplates a payment which may be by cheque then the
handing over of a cheque would be payment on the date of
handing over.

Thereisaline of English VAT Tribunal decisionsthat
supportsthe contrary view that apayment by chequeis
received only whenit is presented and met by the
recipient’sbank. The VAT cases are considered to over-
emphasise the need for physical cash fundsto be
available, and they ignore the fact that the scheme of the
Act creates atime of supply well before achequeiseven
written out or handed over, i.e. when aninvoiceis
issued. The Commissioner does not consider that the
VAT decisions should befollowed in New Zealand.

The New Zealand case law on payment by chequeis
based on general legal principles. Nothing in sec-

tion 9(1) indicates that payment by cheque should occur
at alater timein the context of GST.

CasessuchasL 67 (1989) 11 NZTC 1,391 and N24
(1991) 13 NZTC 3,199 have indicated that normal
commercial contingencies do not delay the time of
supply for GST purposes, and provide further support
for the view that payment occurs when achequeis
handed over. In addition to holding that adeposit is
“any payment” and sufficient to trigger the time of
supply for the whole of the value of the supply, Case
L67 determined that payment occurred on the day of the
auction when the contract was signed and the deposit
handed over.

continued on page 12
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Post-dated cheques

A post-dated chequeis an instrument that bears adate
later than the date of itsissue. Under section 13(2) of
the Bills of Exchange Act 1908, achequeisnot invalid
by reason only that it is post-dated.

The Court of Appeal in Pollock v BNZ[1901] 20NZLR
174 considered the effect of a post-dated cheque. At
page 182 the Court held that:

By section 13 of “The Bills of Exchange Act, 1883", the post-

dating of abill of exchange does not invalidate the instrument.

Itisin effect abill of exchange payable on demand with a
post-date upon which demand is to be made.

Because post-dated cheques are cheques under the Bills
of Exchange Act 1908, the Commissioner’ sview isthat
they should be subject to the same rules as cheques that
arenot post-dated. Thismeansthat if apost-dated
chequeisaccepted by asupplier, “ payment” occursfor
the purposes of section 9(1) at the time the post-dated
chegueishanded over or received. (The supplier must
account for output tax on thisdate.) A post-dated
cheguethat is subsequently dishonoured istreated asif
payment were never made.

Irrevocable letters of credit

The principles applied above are further supported by
therecent decisionin Case S99(1996) 17 NZTC 7,622
which dealt with the timing of apayment for abuild-
ing’ s sale and purchase made by irrevocable | etter of
credit. In that case Willy DJ held that the time of
payment was when the |etter of credit was provided and
the offer became unconditional, rather than six months
later when the letter of credit washonoured. The letter
was unconditional, irrevocable, and extinguished the
vendor’ srightsto recover payment from the purchaser.
Theserightswere replaced with rights“ only against the
bank”.

Thiscaseishot being appealed by the Commissioner.

“Payment” will occur when asupplier acceptsan
irrevocableletter of credit as performance or payment.
Thisisconsistent with the treatment of payments made
by other instruments, asthat isthe point in time when
the supplier’ srights against the purchaser are extin-
guished or suspended.

Associated persons

Section 9(2)(a) provides aspecial time of supply rulefor
associated personsin certain circumstances. When the
associated persons’ deemed time of supply rulein
section 9(2)(a) does not apply, the above ruleson
chegues and post-dated cheques apply. For the purposes
of section 9(1) and 9(2)(a), “payment” occurswhen the
chequeishanded over or received. If the chequeis
subsequently dishonoured, “ payment” has never oc-
curred.

However, if the supplier and recipient are associated
persons, the Commissioner will need from the supplier
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as evidence of payment, details of the cheque' s presenta-
tion and honouring by the bank onwhich it isdrawn.
Thisismerely to provide evidence of the transaction
occurring in an arm’ s length fashion, consistent with
theintent of section 9(2)(a). It does not alter thetiming
of the " payment” from rules applying to third parties.

Credit and charge cards

When acredit or charge card is used to purchase goods
and services, the customer tendersthe card asameans
of payment. Theretailer takes details of the customer’s
card and the purchase. The customer, theretailer, and
the credit or charge card issuer receive acopy of aform
containing these details. Theretailer’ saccount is
credited by the issuer with the amount of the purchase,
lessany discount agreed upon. A statement is sent by
the card issuer to the customer, who pays the amount of
theinvoices.

The Commissioner’ sview isthat when goods and
services are supplied by a supplier and the recipient
pays by credit or charge card, “ payment” occursfor the
purposes of section 9(1) on the date the credit or charge
card transaction takes place. Thisisthe only time at
which payment can occur. Once the supplier has
accepted the credit or charge card and completed the
salesvoucher, therecipient is absolutely discharged
from any liability to pay the supplier for those goods or
services.

This position is supported by the English Court of
Appeal decisionsin Re Charge Card ServicesLtd
[1988] 3 All ER 702 and Customs and Excise Commis-
sionersv Diners Club Ltd and another[1989] 2 All ER
385. At page 393 of the Diners Clubdecision Woolf LJ
said:

As counsel for the taxpayer companies accepts, that decision
(Woolf LJisreferring to the earlier decision inRe Charge
Card Services Ltd) is binding authority that whereacard is
produced by a cardholder and accepted by aretailer and the
cardholder signs the sales voucher the cardholder is uncondi-
tionally discharged from liability to pay to the retailer the
amount of the cost of the goods and services.

Other referencesto “ payment”

The principles discussed above, in relation to when
“payment” occursfor time of supply purposes, apply
equally to theissue of when “payment” occursfor the
purpose of input tax deductions made under sections
20(3)(a)(ia) and 20(3)(b)(i), dealing respectively with
secondhand goodsinput tax deductions and payments or
hybrid basis deductionsfor input tax to the extent that
payment has been made.

Examples

In the following examplesthe GST registered persons
account for GST on a payments basis. Regardless of the
accounting basis, an input tax deduction cannot be
claimed unless the requirements of section 20(2) are
met.



Example 1

A GST registered retailer ownsadress shop. On
28 July 1996:

* A customer purchases adressfor $600 and pays
by cheque.

» Theretailer buys 50 new clothes hangersfrom
A Ltd. She payshby chegue. The chequeisfor
$200 and is post-dated for 3 August 1996.

Theretailer’ staxable period ends on 31 July 1996.
At 31 July 1996, she has not banked the cheque for
$600 received for the dresson 28 July 1996. A

Ltd’ staxable period also endson 31 July 1996. At
31 July, A Ltd has not banked the cheque post-dated
for 3 August 1996.

For the purposes of section 9(1), “ payment” occurs
when achequeishanded over or received, provided
the chequeis subsequently honoured. The GST
implicationsare asfollows:

» Theretailer must account for output tax on the
$600 shereceived for the dress, even though she
has not banked the cheque.

» Theretailer can deduct input tax in respect of the
$200 paid to A Ltd, even though the chequeis
post-dated for 3 August 1996 and has not been
honoured.

* A Ltd must account for output tax on the $200
received for the clothes hangers, even though the
chequeis post-dated for 3 August 1996.
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If at 7 August 1996 theretailer has not submitted
her GST return for the taxable period ended 31 July
1996, she should ignore the cheque. Theretailer
does not need to account for output tax on the $600
received for the dress.

If at 7 August 1996 the retailer has submitted her
GST return for the taxable period ended 31 July
1996, she should amend the output tax accounted
for by notifying the Commissioner in writing, or
issue the Commissioner with aNotice of Proposed
Adjustment (see page 17 of TIB Volume Eight,
No.3 (August 1996)).

Example 2

The facts are the same asin Example 1, except that
theretailer’ sbank informs her on 7 August 1996
that the cheque written by the customer for $600 on
28 July 1996 has been dishonoured.

Because the chegue has been dishonoured, payment
has never occurred.

Example 3

A GST registered retailer ownsalawn mower shop.
On 8 August 1996:

* A customer buysalawn mower for $800 and pays
by credit card.

* Theretailer buys 10 metres of astro turf from
C Ltd for awindow display. The astro turf costs
$170, and theretailer payswith the business's
credit card.

Theretailer'sand C Ltd' staxable periodsend on
31 August 1996.

For the purposes of section 9(1), payment occurson
the date of the relevant transaction, i.e. 8 August
1996. The GST implications are asfollows:

» Theretailer must account for output tax on the
$800 received for the lawn mower in the taxable
period ending 31 August 1996.

 C Ltd must account for output tax on the $170
received for the astro turf in the taxable period
ending 31 August 1996.

 Theretailer can deduct input tax onthe $170in
the taxable period ending 31 August 1996.

Associated non-profit bodies - $1,000 income tax exemption
Public Ruling - BR Pub 95/1A

Note (not part of ruling): Public ruling BR Pub 95/1 (see TIB Volume Seven, No.2 [ August 1995] at page 4) con-
cerned section CB 4 (1)(k) of the Income Tax Act 1994. Section 10(3) of the Taxation (Core Provisions) Act 1996
repeals section CB 4 (1)(k), with effect from the 1997-98 income year. Section 91G(1) of the Tax Administration Act
1994 states that when a taxation law that is the subject of a binding ruling is repealed, the ruling ceasesto apply to
the extent of, and from the effective date of, that repeal. This meansthat public ruling BR Pub 95/1 will not apply to
the 1997-98 income year and subsequent income years, but will apply to the 1995-96 and 1996-97 income years.

Public ruling BR Pub 95/1A replaces public ruling BR Pub 95/1 with effect from the 1997-98 income year. It is
intended that the cessation of public ruling BR Pub 95/1 and its replacement by public ruling BR Pub 95/1A should
have no practical effect on the application of the taxation law contained in the rulings to the relevant taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.

Taxation Law

All legislative references are to the Income Tax Act 1994 as amended by the

Taxation (Core Provisions) Act 1996 unless otherwise stated.
continued on page 14
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This Ruling applies in respect of section DJ 17 of the Income Tax Act 1994.

The Arrangement to which this Ruling applies

The Arrangement is the claiming by a non-profit body associated with a national
or principal organisation (*“associated non-profit body”) of a deduction under
section DJ 17 of the lesser of $1,000 or the body’s net income.

How the Taxation Law applies to the Arrangement

The Taxation Law applies to the Arrangement as follows:

The tax deduction under section DJ 17 for the lesser of $1,000 or a body’s net
income is available to associated non-profit bodies which are separately identifi-
able taxable entities and which satisfy the other requirements of section DJ 17.

The period for which this Ruling applies

This Ruling will apply to income derived by an associated non-profit body
during the period of the 1998 income year, and applies regardless of the taxpay-

er’s balance date.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler

Assistant General Manager (Adjudication & Rulings)

Commentary on Public Ruling BR Pub 95/1A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusion reached in Public Ruling

BR Pub 95/1A (“theRuling”).

The subject matter covered in the Ruling was previously
dealt within Public Ruling BR Pub 95/1 (TIB Volume
Seven, No.2 (August 1995) at page 4 under the heading
“ Associated non-profit bodies - $1,000 income tax
exemption”). The Ruling replaces and supersedes that
earlier ruling with effect from the 1997-98 income year.

Background

The former section CB 4 (1)(k) of the Income Tax Act
1994 provided that non-profit bodieswere eligiblefor a
$1,000 incometax exemption. This section wasre-
pealed by the Taxation (Core Provisions) Act 1996, and
section DJ 17 was enacted inits place. Therepeal of
section CB 4 (1)(k) and the enactment of section DJ 17
are achangein mechanism only and involve no change
to the actual tax position of non-profit bodies.

Generally, theincome of anon-profit body is subject to
income tax. Non-profit bodies can claim a deduction
under section DJ 17 for the lesser of $1,000 or the
amount that would be the net income of the body, in the
absence of that section.

Types of organisationswhich may be€eligibleto claim
the tax deduction under section DJ 17 are:
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» Trade associations.

* Progressive associations.

Political parties.

Social clubs (including those amateur sports bodies
that do not qualify for anincome tax exemption under
section CB 4 (1)(h)).

Legislation

Cross-reference table

IncomeTax IncomeTax IncomeTax
Act 19941 Act 19942 Act 1976
CB 4 (1)(h) CB 4 (1)(h) 61(30)
DJ17 CB 4 (1)(k) 61(34)

1. asamended by the Taxation (Core Provisions) Act 1996
2. prior to amendment by the Taxation (Core Provisions) Act 1996

Section DJ 17 states:

Any society, association, or organisation, whether incorpo-
rated or not, which is not carried on for the purposes of profit
or gain to any proprietor, member, or shareholder and which
is, by the terms of its constitution, rules, or other document
constituting that society, association, or organisation or
governing its activities, prohibited from making any distribu-
tion, whether by way of money, property, or otherwise, to any
such proprietor, member, or shareholder, is allowed a
deduction for an amount equal to the lesser of -

(a) $1,000; or

(b) The amount that would be the net income of the society,
association or organisation but for this section.



Application of the Legislation

Under section DJ 17, atax deduction of upto $1,000is
availablein any income year to those non-profit bodies
that meet the criteria set out in that section.

For an organisation to qualify for the section DJ 17
deduction, the organisation must not be carried on for
the profit or gain of any member, and its constituting
document must prohibit the organisation from making
any distribution whether by way of money, property, or
otherwiseto its members or persons associated with the
members.

Associated non-profit bodies are also
eligible for the section DJ 17 deduction

Section DJ 17 may also apply to bodiesthat are associ-
ated with anational or principal non-profit organisation
(referred to in the Ruling as “ associated non-profit
body/ies’). It isnot possibleto define exactly what an
associated non-profit body isfor the purposes of the
Ruling, but examples areregional or district branches of
anational office. The fact that an associated non-profit
body sharesits constituting document with other
“aligned” or “group” organisations does not prevent the
section DJ 17 deduction from applying to it, provided its
constituting documents meet the relevant criteria set out
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inDJ17 and it isableto demonstrate that it is a sepa-
rately identifiable taxable entity.

Whether an associated non-profit body can beidentified
asaseparately identifiable taxable entity isaquestion of
fact, and each case must be considered on its own facts.
The Commissioner considers that an associated non-
profit body will be aseparately identifiable taxable
entity if, for example:

* It keeps separate financial statements; and

* It keeps separate records of receipts and payments; and

* Itsactivitiesare not just incidental to the national or
principal body’sactivities; and

* Itissituated in ageographical setting that is distinct
from the national or principal body.

In addition to these characteristics, section DJ 17
requiresthat:

» Theassociated non-profit body isnot carried on for
the purposes of profit or gain to any proprietor,
member, or shareholder; and

 The constituting documents of the associated non-
profit body prohibit the organisation from making any
distribution, whether by way of money, property, or
otherwise, to any proprietor, member, or shareholder
of the organisation.

Relationship between the “unit trust”
and “qualifying trust” definitions

Public Ruling - BR Pub 95/5A

Note (not part of ruling): Public ruling BR Pub 95/5 (see TIB Volume Seven, No.5 [ November 1995] at page 5)
concerned, in part, the definition of “ qualifying trust” in section OB 1 of the Income Tax Act 1994. Section
412(2) of the Taxation (Core Provisions) Act 1996 amends section OB 1 and replaces the definition of “ qualify-
ing trust” with effect from the 1997-98 income year. Section 91G(2) of the Tax Administration Act 1994 states
that where a taxation law that is the subject of a binding ruling is amended, or repealed in part only, in a manner
that altersthe way in which the taxation law applies, the ruling ceases to apply to the extent of, and from the
effective date of, the amendment or partial repeal. This meansthat public ruling BR Pub 95/5 will not apply to
unit trusts which are created in the 1997-98 income year and subsequent income years. It will apply to such trusts

that are created in the 1996-97 income year.

Public ruling BR Pub 95/5A replaces public ruling BR Pub 95/5 with effect fromthe 1997-98 income year. It is
intended that the cessation of public ruling BR Pub 95/5 and its replacement by public ruling BR Pub 95/5A
should have no practical effect on the application of the taxation law contained in the rulings to the relevant

taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.

Taxation Law

All legislative references are to the Income Tax Act 1994 as amended by the
Taxation (Core Provisions) Act 1996 unless otherwise stated.

This Ruling applies in respect of the definitions of “qualifying trust” and “unit
trust” in section OB 1 and the definition of “trust rules” in section OZ 1, of the

Income Tax Act 1994,

continued on page 16
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The Arrangement to which this Ruling applies

The Arrangement is the creation of trusts that are “unit trusts” for the purposes

of the Income Tax Act.

How the Taxation Law applies to the Arrangement

The Taxation Law applies to the Arrangement as follows:

Trusts that fall within both the definition of “qualifying trust” and the definition
of “unit trust” in the Income Tax Act 1994 are excluded from the “trust rules”.

The period for which this Ruling applies

This Ruling will apply for the period from the 1997-98 income year to the

1999-2000 income year.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler

Assistant General Manager (Adjudication & Rulings)

Commentary on Public Ruling BR Pub 95/5A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusion reached in Public Ruling

BR Pub 95/5A (“the Ruling”).

The subject matter covered in the Ruling was previously
dealt within Public Ruling BR 95/5 (in TIB Volume
Seven, No.5 (November 1995) at page 5 under the
heading Relationship between the* unit trust” and

“ qualifying trust” definitiong. The Ruling supersedes
and replacesthat earlier ruling with effect from the
1997-98 income year.

Background

Some taxpayers are unsure of the relationship between
the unit trust and qualifying trust definitions. This
ruling provides clarification.

Legislation

Cross-reference table

IncomeTax Act 1994 IncomeTax Act 1976
CF3 4A

DF7 166

HE 1 211

HH 1(8) 226(10)

HH 3(5) 227(6)

OB1 211

OB1 226(1)

OZ 1“trust rules’ 227-233

Section OB 1 definestheterms* qualifying trust” and
“unit trust”.
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Section OB 1 also defines* employee share purchase
scheme” as meaning:

a scheme approved for the time being by the Commissioner
for the purposes of section DF 7.

Section OZ 1 definesthe“trust rules’. Broadly, these
rules apply to qualifying trusts, non-qualifying trusts,
and foreign trusts, but not to unit trusts.

The definitions of “ qualifying trust” and “ unit trust”
and abrief summary of their respective tax treatments
are discussed below.

Qualifying trust
Section OB 1 definesa* qualifying trust” as:

» With the exception of a superannuation fund, atrust
in respect of whichin al incomeyears, commencing
with theincome year during which a settlement was
first made on the terms of that trust until the income
year in which the distribution is made:

— Noamount of trusteeincome was only non-
resident withholding income; or
— Neither section BD 1 (2)(c) nor section HH 4
(3B) have applied to the trustee of thetrust to
exclude from grossincome any amount derived
outside New Zealand,
and all of thetrustee’' s obligationsin respect of the
trustee’ sincometax liability have been satisfied:

* Including a superannuation fund.

Section BD 1 (2)(c) excludes an amount from ataxpay-
er'sgrossincomeif it isaforeign-sourced amount and
the taxpayer isanon-resident when it is derived.
Section HH 4 (3B) excludes an amount from aNew
Zealand resident trustee’ sgrossincomeif:



» That amount isforeign-sourced income; and

» No settlor of thetrust isresident in New Zealand at
any time during the income year; and

» Thetrust is neither:

asuperannuation fund; nor

atestamentary trust or an inter vivostrust where
any settlor of thetrust died resident in New
Zedland, whether in that income year or other-
wise.

The effect of atrust being aqualifying trustis, broadly,
that, under section HH 3 (5), distributions from qualify-
ing trusts other than beneficiary income are not gross
income of the beneficiaries.

Unit trust
Section OB 1 definesa“ unit trust” as:

any scheme or arrangement, whether made before or after the
commencement of this Act, that is made for the purpose or has
the effect of providing facilities for the participation, as
beneficiaries under atrust, by subscribers, purchasers, or
contributors, in income and gains (whether in the nature of
capital or income) arising from the money, investments, and
other property that are for the time being subject to the trust;
but does not include -

(a) A trust for the benefit of debenture holders; or

(b) The Common Fund of the Public Trustee or any Group
Investment Fund established by the Public Trustee; or

(c) The Common Fund of the Maori Trustee; or

(d) Any Group Investment Fund established under the
Trustees Companies Act 1967; or

(e) Any friendly society registered under the Friendly
Societies and Credit Unions Act 1982; or

(f) Any superannuation fund; or

(9) Any employee share purchase scheme; or

(h) Any other trust of any specified kind that is declared by

the Governor-General by Order in Council, not to be a unit
trust for the purposes of section HE 1:

Section HE 1 treats a unit trust as acompany for tax
purposes. Theinterests of the unit holders are deemed to
be shares. The unit holders are deemed to be sharehol d-
ers, and theincome derived by the trustee is deemed to
beincome derived by the unit trust.

Distributions derived by unit holders are treated as
dividends, subject to section CF 3 which excludes
certain itemsfrom the definition of dividends. The
dividends can have imputation credits attached.

Application of the Legislation

Relationship of unit trusts and
qualifying trusts
A unit trust could fall within the definition of qualifying

trust. However, if an entity meets all the requirements of
the definition of unit trust, it falls outside the trust rules
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and istreated asaunit trust for tax purposes. HH 1 (8)
expressly excludes unit trusts from the application of the
trust rules.

To constitute aunit trust for tax purposes, an entity
must meet the following requirementsin the definition
of unit trust:

» Theentity must be atrust. It cannot bein the form of
apartnership or ajoint venture (presuming it does not
involveatrust), asin those entities management and
control arein the hands of the member. In contrast, in
atrust situation the management and control of the
property settled are with the trustees.

» Thetrust must have subscribers, purchasers, or
contributorswho are beneficiaries under thetrust. In
contrast, afamily trust isnot aunit trust because
beneficiaries of afamily trust do not subscribe,
purchase, or contribute for their entitlement to
distributionsfrom thetrust.

* Thetrust must have more than one unit holder. The
use of the plural when referring to “ subscribers,
purchasers, or contributors” in the definition supports
thisinterpretation. The definition does not allow
nomineesfor subscribers, purchasers, or contributors
to be counted separately. A nomineeistreated asthe
principal when ascertaining the number of unit
holdersin aunit trust. The use of nomineescould in
some circumstances circumvent the requirement for
participation by more than one unit holder. If, for
example, asubscriber and his or her nominees
acquired al the unitsin aunit trust, there would be no
real participation as, in substance, thereisjust one
subscriber.

* Unit holders must have afacility to participatein any
income or gains arising from the investmentsthat are
the subject of thetrust. For example, a subscriber for
unitsthat carry anil return would not count for the
purposes of the definition.

Example

Fiveindividualsform atrust to pool their fundsand
make investments. An independent trustee holdsthe
funds. Thetrust deed providesthat each individual
isabeneficiary whoisentitled to participate in the
income or gains arising from the investment of

those funds.

The entity isaunit trust as:

 |tisformed asatrust.

» Thereismorethan one contributor.

» Eachindividual has contributed in hisor her own
right.

Each individual will participate in theincome and
gains arising from the funds that are subject to the
trust.
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Financial planning fees: income tax deductibility
Public Ruling - BR Pub 95/10A

Note (not part of ruling): Public ruling BR Pub 95/10 (see TIB Volume Seven, No.7 [ January 1996] at page 1)
concerned sections BB 7 and BB 8 of the Income Tax Act 1994. Section 6 of the Taxation (Core Provisions) Act
1996 repeals and replaces part B of the Income Tax Act 1994, including sections BB 7 and BB 8, with effect from
the 1997-1998 income year. Public ruling BR Pub 95/10 also concerned sectionsCB 1 - CB 15, EE 1, EF 1, and
EH 1 - 9. These sections have all been amended by the Taxation (Core Provisions) Act 1996.

Section 91G(1) of the Tax Administration Act 1994 states that when a taxation law that is the subject of a binding
ruling isrepealed, the ruling ceases to apply to the extent of, and from the effective date of, that repeal . Further,
section 91G(2) statesthat where a taxation law that is the subject of a binding ruling isamended, or repealed in
part only, in a manner that altersthe way in which the taxation law applies, the ruling ceasesto apply to the
extent of, and from the effective date of, the amendment or partial repeal. Thismeansthat public ruling

BR Pub 95/10 will not apply to feesfor financial planning serviceswhich areincurred in the 1997-1998 income
year and subsequent income years. It will apply to such feesincurred in the 1996-1997 income year.

Public ruling BR Pub 95/10A replaces public ruling BR Pub 95/10 with effect from the 1997-1998 income year. It
isintended that the cessation of public ruling BR Pub 95/10 and itsreplacement by public ruling BR Pub 95/10A
should have no practical effect on the application of the taxation law contained in the rulings to the relevant
taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.

Taxation Law

All legislative references are to the Income Tax Act 1994 as amended by the
Taxation (Core Provisions) Act 1996 unless otherwise stated.

This Ruling applies in respect of sections BD 2, CB 1 - CB 15, EE 1, EF 1, and
EH 1 - EH 10 of the Income Tax Act 1994.

The Arrangement to which this Ruling applies

The Arrangement is the incurring by taxpayers of fees for financial planning
services. “Fees” for financial planning services means planning fees, implemen-
tation fees, and monitoring fees for the purposes of this Ruling.

“Planning”, “implementation”, and “monitoring” services have the following
meanings for the purpose of this Ruling.

Planning services are the services provided by an adviser when the adviser
plans an investor’s portfolio of investments. Planning services are often provided
at the outset of the portfolio’s establishment, but can also be provided as part of
the adviser’s ongoing service.

Implementation services are the services provided by an adviser when the
adviser implements an investor’s financial plan. Implementation services also
include the services provided when a custodian implements the plan and an
adviser charges the investor a fee. However, if an adviser’s fee in such a situation
relates to monitoring services, the services are not implementation services.

Monitoring services are the services provided by an adviser when the adviser
monitors and evaluates the performance of an investor’s portfolio. Monitoring
services include the collection of income from investments and the exchanging of
foreign currency.

How the Taxation Law applies to the Arrangement
The Taxation Law applies to the Arrangement as follows:
Passive investors

Passive investors are investors who are not speculative investors, nor in the
business of investing.
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Planning services

Taxpayers who are passive investors cannot deduct fees paid to financial advis-
ers for planning services. Fees paid for planning are capital expenses and not
deductible because of the operation of section BD 2 (2)(e). Fees paid for planning
may also be not deductible for the further reason that they do not satisfy section
BD 2 (1)(b).

Implementation services

Taxpayers who are passive investors cannot deduct fees paid to financial advis-
ers for implementation services. Fees paid for implementation are capital ex-
penses and not deductible because of the operation of section BD 2 (2)(e).

For passive investors the deductibility of implementation fees is subject to the
gualified accrual rules in sections EH 1 to EH 10.

Monitoring services

Passive investors can deduct fees paid for monitoring investments under section
BD 2 (1)(b)(i), when those fees are incurred.

However, to the extent that monitoring fees are “accrual expenditure”, the
deduction of those fees will be affected by section EF 1. Thus the unexpired
portion of any such expenditure must be included in the gross income of the
passive investor for the income year.

Business investors and speculative investors

Speculative investors are investors who acquire an investment with the intention
of selling it, or carry on or carry out an undertaking entered into or devised for
the purpose of making a profit.

Persons are in the business of investing when the nature of their activity, and
their intention in respect of the activity, is sufficient to amount to a business.
Taxpayers in the business of investing and taxpayers who are speculative inves-
tors can deduct all planning, implementation, and monitoring fees, when in-
curred, under section BD 2 (1)(b).

For speculative investors, the deductibility of implementation fees is subject to
the qualified accrual rules in sections EH 1 to EH 10.

For business investors, the deductibility of implementation fees is subject to the
qualified accrual rules in sections EH 1 to EH 10, and if the qualified accrual
rules do not apply, the trading stock provisions of section EE 1.

To the extent that fees are “accrual expenditure”, the deduction of those fees will
be affected by section EF 1. Thus the unexpired portion of any such expenditure
must be included in the gross income of the investor for the income year.

Financial arrangement implementation fees

For passive, speculative, and business investors, there is a special treatment for
the deductibility of financial arrangement implementation fees. These fees must
be dealt with under the qualified accruals rules. The distinction between passive,
speculative, and business investors for such fees is often no longer important as
the deductibility of the fees is provided for by statute. There are, however, some
exceptions to the statutory deductibility of the fees when the distinction between
passive, speculative, and business investors is still important.

Implementation fees that are part of the “acquisition price” of the financial
arrangement will be allowed as a deduction against income earned from the
financial arrangement either:

continued on page 20
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holders; or

= On the maturity, remission, or sale of the financial arrangement for cash basis

= Over the life of the financial arrangement for non-cash basis holders.

Implementation fees that are part of the acquisition price of the financial arrange-

ment include:

= Contingent fees to the extent that they are provided in relation to the financial

arrangement; and

= Non-contingent fees to the extent that they exceed 2% of the core acquisition
price, and to the extent they are provided in relation to the financial arrange-

ment.

Non-contingent fees that are no more than 2% of the core acquisition price are
deductible under the normal rules for deducting financial planning fees. In this
case, the distinction between passive, speculative, and business investors is

important.

Fees incurred in deriving non-taxable or exempt income

No deduction is available to any type of investor for fees to the extent that the
fees are incurred in the production of non-taxable or exempt income.

The period for which this Ruling applies

This Ruling will apply to fees for financial planning services incurred within the

1997-98 and 1998-99 income years.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler

Assistant General Manager (Adjudication & Rulings)

Commentary on Public Ruling BR Pub 95/10A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusion(s) reached in Public Ruling

BR Pub 95/10A (“theRuling”).

The subject matter covered in the Ruling was previously
dealt within BR Pub 95/10 (in TIB Volume Seven, No.
7 (January 1996) at page 1 under the heading Financial
planning fees: income tax deductibility. The Ruling
supersedes and replacesthat earlier ruling with effect
from the 1997-98 incomeyear.

Background
What are financial planning fees?

Financial advisers chargefor services provided to their
clients. In the Ruling these services are broken down
into three components. Financial advisers may use
different namesfor these component services. Thetax
treatment of the fees depends not on the name of the
service, but on the nature of the service. To determine
the correct tax treatment of aservice, it isimportant to
identify the exact service afinancial adviser provides.

In the Ruling the following termsrefer to the range of
services discussed below:
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* Planning
* Implementation
* Monitoring.

1. Planning

Planning occurs when the investor seeks detailed advice
from an adviser. This service may be provided when the
investor contactsthe adviser for thefirst time. The
investor and adviser meet to establish theinvestor’'s
investment regquirements and ability to meet those
requirements.

The adviser assesses the investor’ s current financial
position, which may include assessment of investments,
savings objectives, cash requirements, and lifeand
general insurance requirements. For corporate or trustee
investors, factors assessed may differ.

The adviser then prepares a plan including a range of
investment proposals for the investor, and recommends
how theinvestor’ sgoals can best be met.

Planning services may also be provided as part of the
financial adviser’'son-going service. Using information
received from monitoring an investor’ s portfolio, the
financial adviser may recommend changesto the
investor’ sinvestments. The changes may be madeto



bring the investor’ s portfolio into line with theinves-
tor’ sgoalsand risk profile, to take advantage of better
or new opportunities, or to takeinto account achangein
theinvestor’ s requirements. Some financial advisers
may call afeefor thisserviceamonitoring fee. In this
situation this service isbetter described as aplanning
fee.

Calculation of the fee charged for planning services
varies between advisers. Many adviserscharge aflat fee,
irrespective of the complexity of the plan. Others charge
fees based on the complexity of the plan. Thefee may be
based on the amount of time spent by the adviser, or it
may be a percentage of the fundsinvested. Some
advisers only charge planning feeswhen the investor
adoptsthe plan.

2. Implementation

Implementation is the service provided when an adviser
placesinvestments. Implementation may occur when a
financial planisfirstimplemented, and when invest-
ments are later bought and sold.

Often financial advisers use another organisation (a
“custodian™) to placeinvestments. Advisers passon the
custodian’ simplementation charge to the investor,
either within their fee, or separately as a disbursement.

Sometimes financial advisers chargeinvestorsfor initial
investments, but not for any later changesto theinvest-
ments. Other financial advisers do not charge separately
for later implementation fees, and instead include
chargesfor changesto investmentsin aglobal monitor-
ing fee. If so, the fee paid for implementation will need
to be separately identified for tax purposes. Without
separately identifying theimplementation feeincluded
inthe global feeit will not be possibleto calculate the
deductible and non-deductible portions of the global fee.

Implementation feesinclude fees payable to investment
fund managersfor entry into the investment.

Somefinancial advisers charge alarge feewhen an
investment isfirst made, which equatesto the value of a
commission otherwise payableto the financial adviser
by the fund manager of theinvestment. Thefinancial
adviser may prefer to recover feesfrom investorsrather
than through commission from fund managersto
remain impartial. The tax treatment of such acharge
depends on what servicesthe financial adviser provides.
A financial adviser may provide monitoring servicesfor
the fee, or simply charge the amount that would other-
wise have been received by way of commission asan
initial cost. If no servicesare provided, and thefeeisan
initial cost, the feeisfor implementation services.

3. Monitoring

M onitoring involvesthe adviser monitoring and evalu-
ating the performance of theinvestor’s portfolio.

M onitoring servicesinclude collecting dataon the
investor’ sinvestments, and events and research material
that have implicationsfor the investor; and reporting to
the investor on this data.
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Thefinancial adviser may also evaluate performance of
theinvestment portfolio (which includes performance of
fund managers and the adviser) in terms of theinves-
tor’ sgoals, and relay thisinformation to the investor.

M onitoring may include arranging the collection of
income from investments and exchanging currency.

Monitoring fees are usually charged as a percentage of
the investment funds under the adviser’ s management.

For passive investors, monitoring istypically on an
annual or semi-annual basis. For businessinvestors,
monitoring may be moreregular.

Types of investor

Theincometax treatment of planning, implementation,
and monitoring services differs, depending on whether
theinvestor is:

* A passiveinvestor
* A speculativeinvestor
* Inthebusiness of investing.

These types of investor are defined for the purposes of
the Ruling, and are discussed in more detail below.

When isan investor a passive investor?

Investors are passive investors when they are not
speculative investors or in the business of investing.
Generally, investors are passive investors, as most
investors are not in the business of investing and are not
speculativeinvestors.

When isan investor a speculative investor?
A speculativeinvestor is someone who either:

* Acquiresaninvestment with theintention of selling
it; or

 Carrieson or carries out an undertaking or scheme
entered into or devised for the purpose of making a
profit.

Amounts derived in those circumstances areincluded in
theinvestor’ sgrossincome under sectionsBD 1 (1) and
CD 4 andlossesincurred are deductible under section
BD 2 (1)(b)(i).

Investors are not speculative investors simply because
they would liketo see their investment capital increase,
or that they may sell their investment if the capital
increases. Most passive investorsfall within that
description.

Aninvestor may be aspeculativeinvestor in relation to
one investment and not in relation to another. An
example might be an investor who has anumber of
financial arrangements and investmentsin unit trusts,
and decides asasingletransaction to buy somelisted
shares with the intention of selling them in the next
month or so. Planning and implementation feesrelated
to the unit trusts would not be deductible, but any feesto
the extent that they related to the shareswould be
deductible. (For the deductibility of thefeesrelating to
thefinancial arrangements, see the discussion under the
continued on page 22
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heading Qualified accrualsrules and implementation
fees)

When isan investor in business?
Section OB 1 defines*“business’ toinclude:

any profession, trade, manufacture, or undertaking carried on
for pecuniary profit.

Whether ataxpayer isin the business of investing is
dependent on that taxpayer’ sfact situation. The tests
and criteria established by cases such as Grievev CIR
(1989) 6 NZTC 61,682 and CIR v Stockwell (1992)
14 NZTC 9,191 arerelevant to this question.

Theleading “business’ casein New Zealand is Grieve.
In that case the Court of Appeal concluded that there
are two aspectsto the concept of abusiness:

» The nature of the activity; and
» Theintention with which the taxpayer undertakesthe
activity.

Thisapproach was followed in Stockwell. The decision
in Stockwell isuseful in determining whether an
individual isin the business of investing.

In Stockwell the Court of Appeal discussed, as obiter
dicta, the question of when ataxpayer isin business.
The Court observed that the question of whether a
taxpayer wasin businessfor tax purposes depended on
whether the activities undertaken by the taxpayer were
sufficiently continuous and extensive to constitute being
abusiness. That isaquestion of fact and degreeand is
dependent upon the taxpayer’ s particular fact situation.

In Grieve, Richardson J set out some factorsrelevant to
theinquiry asto whether ataxpayer isin business. They
were;

» Thenature of the taxpayer’ s activities; and

» The period over which the taxpayer engagesin the
activity; and

» The scope of thetaxpayer’ s operations; and

» Thevolume of transactions undertaken; and

» The commitment of time, money, and effort by the
taxpayer; and

 The pattern of activity; and

» Thefinancial results achieved by the activity.

Thesefactorswerereiterated by the Court of Appeal in
Sockwell. The Court commented that the test is objec-
tiverather than subjective. Taxpayers' intentionsare,
therefore, evidenced by their activities (the extent and
continuity), not by their own personal view of their
activities. In Stockwell the Court of Appeal also pro-
vided some observations or guidelinesregarding the
extent and continuity of activity required to constitute a
business:

» Thefact that ataxpayer’ sactivity issufficient to
render hisor her returns taxable under section
65(2)(e) (now section CD 4) does not mean that that
activity isabusiness.
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« If thetaxpayer’ sactivity ismerely ameans of supple-
menting an already adequate income, the taxpayer is
unlikely to bein the business from which that supple-
mentary incomeisderived.

* If thetaxpayer isin full-time employment and
engages in a spare-time activity, the presumption will
be against that spare-time activity being abusiness.

* If thetaxpayer is either unemployed or retired and is
only engaged in moderate (investment) activity, the
presumption is against that activity being abusiness.

Ultimately, whether a person isin the business of
investing will be aquestion of fact. In seeking to
determine whether ataxpayer isin the business of
investing, the Commissioner usesthe criteriaidentified
above from the Grieve and Stockwell decisions.

Legislation

Cross-reference table

IncomeTax IncomeTax IncomeTax
Act 19941 Act 19942 Act 1976
BD 2 (1)(b) BB 7 104

BD 2 (2)(b) BB 8(c) 106(1)(k)
BD 2 (2)(e) BB 8(a) 106(1)(a)
CB1-CB15 CB1-CB15 61

CD3 BB 4(a) 65(2)(a)
CDh4 BB 4 (c) 65(2)(e)
CE1(a)-(c) CE1(a)-(c) 65(2)(j)-(jb)
EE1 EE 1 85

EF1 EF1 104A
EH1-EH10 EH1-EH10 64C-64M

1. asamended by the Taxation (Core Provisions) Act 1996
2. prior to amendment by the Taxation (Core Provisions) Act 1996

Deductibility

Section BD 2 (1), which isthe general deductibility
section, states:

An amount is an allowable deduction of ataxpayer

@) ...

(b) to the extent that it is an expenditure or loss

(i) incurred by the taxpayer in deriving the taxpayer’s
grossincome; or

(ii) necessarily incurred by the taxpayer in the course of
carrying on a business for the purpose of deriving the
taxpayer’s grossincome....

Prohibitions on deductibility

Section BD 2 (2) qualifiesthe general deductibility test
insectionBD 2 (1).

Section BD 2 (2)(b) prohibits adeduction when the
expense relatesto exempt income. It denies a deduction
for expenditure or lossto the extent that it is:



incurred in deriving exempt income under Part C (Income
Further Defined), D (Deductions Further Defined) or F
(Apportionment and Recharacterised Transactions),

Section BD 2 (2)(e) prohibits the deduction of capital. It
denies adeduction for expenditure or lossto the extent
that itis:

of acapital nature, unless allowed as a deduction under Part D
(Deductions Further Defined) or E (Timing of Income and
Deductions),

Gross income

Under section BD 1, an amount isgrossincome of a
taxpayer if itisincluded in the taxpayer’ sgrossincome
under Parts C - | of the Act. Thefollowing income types
arerelevant to thisitem:

» Business profits- section CD 3.

* Personal property sales- section CD 4.

Interest, dividends, and annuities - section CE 1 (1)(a).
* Benefitsfrom money advanced - section CE 1 (1)(b).

» Accrualsincome - section CE 1 (1)(c).

Qualified accruals rules

Thequalified accrualsrulesin part EH provide rulesfor
the timing and recognition of income derived and
expenditure incurred in respect of financial arrange-
ments. The“core acquisition price” needsto be deter-
mined at the end of thelife of afinancial arrangement
to determine the amount of income or expenditure
arising from the financial arrangement that has not
aready been returned. The“acquisition price” is
defined in section OB 1 to include any consideration
provided “in relation to afinancial arrangement”.

Trading stock

Under section EE 1 (8), the value of trading stock at the
end of theincomeyear isincluded in ataxpayer’ s gross
income, and under section EE 1 (9), the value of trading
stock at the beginning of theyear isallowed asa
deduction to the taxpayer for that income year.

Under section EE 1 (3), thevalue of trading stock is, at
the taxpayer’ soption, cost, market value, or replace-
ment value.

Application of the Legislation
Passive investors - deductibility of fees

Planning fees

Planning fees are not deductible to passive investors
because they are capital expenditure. In some situations,
planning fees are not deductible for the further reasons
that they are not deductible under the general deduct-
ibility section, or because they relate to non-taxable or
exempt income.

The general deductibility sectionissection BD 2.
Section BD 2 (b)(i) appliesto passive investors, specula-
tiveinvestors, and businessinvestorsif the planning
expenditureisincurred in deriving the taxpayer’ s gross
income.
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Section BD 2 (1)(b)(ii) doesnot apply to passive
investors or speculativeinvestors becauseit only applies
to expenditure incurred in carrying on abusiness.

Section BD 2 (2) containsthe prohibitions on deduct-
ibility. Section BD 2 (2)(e) prohibitsthe deduction of
expenditure of acapital nature. “ Capital” is not defined.
The Courts have had to decide whether expenditureis
capital in numerous cases. Often they examine various
tests to decide whether expenditure has the features of
capital, although they emphasise that testsare merely a
guide and the particular facts of each situation will
determine the matter. Also, anumber of the tests have
been developed to analyse the capital/revenue distinc-
tion in the context of abusiness. Theteststhat examine
business expenditure are not necessarily applicableto
passive and speculative investors. Nonethel ess, the tests
serveto distinguish between expenditure connected with
the profit-making structure and regular out-goings
incurred as part of the normal operation of that struc-
ture, so are of somerelevance.

A passiveinvestor’ sfinancial assetsare capital assets of
theinvestor. Any gain or loss of theinvestor, being the
difference between the price the investor paid and the
amount received on disposal, is not taxable or deduct-
ible becauseit is capital, not income. The assetsare
capital in nature because they aretheinvestor’ s struc-
ture from which incomeisderived.

In deciding whether planning fees are capital or income,
the question iswhether the feesare incurred in relation
to the capital assets, or in relation to the income that an
investor derives from those assets.

The Privy Council in BP Australia Ltd v FCT[1965]

3 All ER 209, cited with approval in various judgments
of the New Zealand Court of Appeal, followed the
approach of Dixon Jin Sun NewspapersLtdv FCT
(1938) 61 CLR 337, who said that there were three
mattersto consider when determining whether expendi-
tureiscapital or income:

» The character of the advantage sought.

» Themanner in whichitisto be used, relied upon or
enjoyed, (and in this and the preceding factor recur-
rence may berelevant).

» The means adopted to enjoy it.

In BP Australia Ltdthe Privy Council analysed the
character of the advantage sought by the expenditure
using anumber of tests. The Privy Council considered:

» Theneed or occasion which callsfor the expenditure.

» Whether the paymentswere paid out of fixed or
circulating capital.

* Whether the payments were of aonce and for all
nature producing assets or advantages which are of an
enduring benefit.

* How the sum in question would be treated on ordinary
accounting principles.

» Whether the sumswere expended on the structure
within which the profits were to be earned or as part
of theincome-earning process.

continued on page 24
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The approach adopted by the Privy Council wasto
consider what the expenditure was cal culated to effect.

Thefirst test mentioned in Sun Newspapers and
examined in BP Australia Ltd, wasthe character of the
advantage sought. In the context of financial planning
fees, the effect the investor wishesto achieveisaplan
or strategy for investing hisor her financial assetsto
achieveinvestment goals. The need or occasion for the
expenditureistheinvestor’ s decision to examine hisor
her financial assets, and to receive advice on whether
these assets should be retained or disposed of for new
assets. Theinvestor incursaplanning feefor advice on
whether assets should be sold, and which new assets or
type of assets should be obtained. The advicereceived
relatesto theinvestor’ s capital assets.

Aninvestor does not receive planning advice directly to
increase income. The direct purpose of planning advice
isto obtain advice on the best mix of investmentsto
achievetheinvestor’ sinvestment goals. Theresult the
investor wishesto achieve may beto derive more
income from his or her investments, or it may be
another result. Theinvestor may wish to reduce or
increase the risk of aportfolio, or may wish to change
investmentsto produce tax-paid returns on retirement.
He or she may wish to change from intangible assetsto
property investments. Planning advicerelatesto the
investor’s capital assets, which are the investor’ s profit-
earning structure, rather than to the profit-making
process.

Analysis of whether planning adviceis capital or
income may be similar to analysing whether feesfor
legal and other professional advice are capital or
income. It may not always be possible to point to an
enduring asset. Aswith professional advice, thetestis
to determine whether the expenditureisincurred in
relation to the profit-earning structure, or the profit-
making process. In Foley Bros Pty Ltd v FC of T(1965)
13 ATD 562, thefull High Court of Australiaheld that
in examining the matter to which legal feesrelated, “the
true contrast is between altering the framework within
which income producing activitiesare for the futureto
be carried on and taking a step as part of those activities
within theframework”.

The expenditureisincurred to achieve an enduring
advantage. Thistest of capital isnot whether expendi-
tureresultsin a permanent, tangible asset (Kemball v
C of T[1932] NZLR 1305, John Fairfax and Sons Pty
Ltd v FC of T(1959) 101 CLR 30). Thetest iswhether
the expenditureisincurred to obtain an advantage or
something of lasting value. Thefinancial adviser
providesaplan that becomesthe investment framework
for theinvestor. The plan is of continuing benefit to the
investor because it formstheinvestor’ s strategy. Using
theinvestor’ s goals, the adviser provides an approach to
investment that takes into account those goals, and may
identify particular investmentsthat will enable those
goalsto be achieved. Over time, particular investments
may no longer serve the purpose of achieving the
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investor’s goals, and the adviser may recommend new
investments. When that happens, the adviser’ s new
advice also relatesto bringing into effect the investment
strategy.

Thetimethat aplanisof valueto an investor will vary.
It will be unusual for aplan to be developed each year.
Although aspects of the plan may change as the per-
formance of a particular investment changes, or if the
investor’ s goals change, the plan is nonethel ess some-
thing of lasting value, rather than something that isa
regular, recurring expense incurred in deriving invest-
ment income.

Thetest that examines whether expenditurerelatesto
fixed or circulating capital isnot usually relevant to a
passiveinvestor. “ Fixed capital” and “ circulating
capital” arerelevant termsto abusinessthat hasfixed
plant and circulating capital that isturned over while
making profits. They may also betermsrelevant to a
speculative investor who buys and sells assetsthat are
circulated to derive aprofit. A passiveinvestor will
usually retain investments for areasonabl e period, and
not turn them over to realise the gain in the investment.

Usually, it will not be of much assistance to determine
how the expenditure istreated on ordinary accounting
principles. A passiveinvestor will often not keep
accountsin the way abusinesswill.

The other two considerations mentioned in Sun Newspa-
persare the manner in which the benefit obtained by the
expenseis used, relied upon, or enjoyed, and the method
of payment. The benefit will be used astheinvestor’s
on-going investment strategy. The adviceformsthe
basisfor investment of theinvestor’ s capital assets. The
method of payment is usually aone-off payment when a
planisfirst prepared. Further payments may also be
made for planning adviceif the adviser suggests
modificationsto theinvestor’ s portfolio, or if the
investor’ s goals change. The method of payment
suggeststhat planning fees are not regular paymentsfor
expenses related to the investor’ sincome.

Thediscussion so far hasfocused on the prohibition for
deduction of capital expenditurein section BD 2 (2)(e).
For passiveinvestors, feesfor financial plans may also
not be deductible because they fail the general deduct-
ibility test under section BD 2 (1)(b)(i). The fees may
not have the requisite connection with theinvestor’s
grossincometo satisfy thetest for deductibility under
section BD 2 (1)(b)(i). When the plan is devel oped, the
investor may not have decided whether to implement
the plan. Theinvestor may have received other advice
and seethe plan as a possible method of capital asset
reorganisation. There may not be adirect link between
the plan and deriving grossincome from investments
taken out on the advice contained in the plan. If the
investor hasalready put aplanin place, and receives
further advice from an adviser to achieve new goals,
then the necessary connection with theinvestor’ s gross
income may be present. However, asdiscussed above,
the feeswill not be deductible because they are capital
in nature.



Thelink between grossincome and planning fees also
will not be present when investments taken out on the
advicein aplan aretax-paid investments, e.g. insurance
bonds. Fees paid for investmentsthat do not lead to
grossincome are not deductible for any investor, even if
theinvestor isin the business of investment orisa
speculativeinvestor. Thispoint is discussed below

under Feesincurred in gaining non-taxable or exempt
income.

I mplementation fees

Implementation fees are capital expenditure and not
deductible by passiveinvestors.

Implementation fees are directly related to changing the
structure of the investor’ sincome earning structure, and
arenot related to theincome earning process. The effect
achieved isthat theinvestor obtains anew capital asset.
Theinvestment asset obtained asaresult of the investor
incurring an implementation fee will endure, because a
passiveinvestor does not buy and sell financial assets
freguently and will hold the asset for atime. Implemen-
tation fees are not regular or recurring expenses.

In Case U5387 ATC 351 thetaxpayer paid afeecalled
aservicefeethat was calculated as a percentage of the
value of unitstheinvestor bought in aunit trust. (The
same unit trust wasinvolved in Case U16087 ATC
935.) Theinvestment document stated that the service
feewasfor payment in advancefor servicesto be
rendered throughout the life of the fund. There wasno
description of the nature of the servicesoutlined in the
prospectus of the unit trust. The Tribunal in both cases
held that the charges on the basis of a percentage of
fundsinvested indicatesthat if any serviceswereto be
rendered, they would not bein the nature of manage-
ment services, which were provided for elsewherein the
investment documents. The Tribunal in both cases held
that the servicefee wasin reality part of the cost of the
unitsand was a capital cost.

On the basis of Case U53and Case U160, feesthat are
an entry cost are non-deductibleimplementation fees. It
will be aquestion of fact in each case whether feesare
paid for monitoring services, or whether thefeesare an
implementation cost.

An exception to the general position that implementa-
tion fees are not deductible to passive investorsrelates
to implementation feesthat are part of the cost of
“financial arrangements’. Thisexception isdiscussed
under Qualified accrualsrules

Monitoring fees

Monitoring fees are deductible by passiveinvestors
under section BD 2 (1)(b)(i).

Thesefeesare paid for the adviser to monitor the
performance of theinvestor’ sinvestments, and to
provide administrative services such as collection of
income. These are management servicesthat are part of
the process of the investor earning grossincome from
investments. The servicesrelate moreto the returns
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from theinvestments than the investments themselves.
Monitoring fees are often regular, on-going expenses.
Theinvestor does not receive an enduring advantage as
aresult of monitoring.

To the extent that monitoring fees are “ accrual expendi-
ture”, the deduction of those feeswill be affected by
section EF 1. Thusthe unexpired portion of any such
expenditure will beincluded in the grossincome of the
passiveinvestor for theincomeyear.

Example 1

Investor A isan investment adviser employed by
Bank. He spends most of hisday advising investors
of their investment opportunities and implementing
investmentsfor them.

Investor A and hiswife have ayoung family and
have recently bought alarger house. The extent of
their personal investmentsisminimal. Besides
Investor A’s membership of asuperannuation
scheme operated by Bank, Investor A and hiswife
have afew thousand dollarsinvested asalump sum
in amanaged fund. They approached afinancial
adviser for advice on which fund toinvestin.

The continuity and extent of Investor A’sinvest-
ment activities makeit unlikely that heisin the
business of investing. His employment activities of
investment advice do not have any bearing on his
personal activities. They must be viewed separately.

Investor A isapassiveinvestor; only the monitor-
ing fees are deductible.

Example 2

Investor B isaretired bank manager. Throughout
her professional career she has acquired anumber
of investments from which she has continued to
derive both income and capital growth. Investor B
uses the services of afinancial adviser in managing
her investments. While Investor B takes an interest
in the performance of her investments, sheleaves
the majority of the work to her financial adviser.
Investor B only undertakes a minimal amount of
buying and selling. Except for some superannuation
entitlements, Investor B derivesall her income from
theseinvestments.

Investor B isnot in the business of investing.
Although the investments represent the mgjority of
her income, her activitieslack sufficient extent and
continuity to constitute abusiness of investing.
Cooke Pin Stockwell considered therewould be a
presumption against ataxpayer being in the busi-
ness of investing when aretired person undertook
merely modest investment activity. Thefact that the
investments represent ataxpayer’ s primary source
of income does not automatically make the activity
the taxpayer’ sbusiness.

Investor B isapassiveinvestor; only the monitoring
feesaredeductible.

continued on page 26
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Speculative investors

Planning fees, implementation fees, and monitoring fees

Speculative investors can deduct planning fees, imple-
mentation fees, and monitoring fees under section

BD 2H(1)(b)(i). Likeinvestorsin the business of
investing, any difference between the cost of theinvest-
ment and the amount received on disposal of the
investment isgrossincome or adeductible lossto
speculativeinvestors. Their investmentsaretrading
assets not capital assets. Therefore, feesincurredin
relation to speculators’ investments are not incurredin
relation to their capital structure.

Thetiming of deductionsfor implementation feesfor
speculativeinvestorsis subject to the qualified accruals
rules (discussed below).

To the extent that fees are “ accrual expenditure”, the
deduction of those feeswill be affected by section EF 1.
Thusthe unexpired portion of any such expenditure will
beincluded in the grossincome of the speculative
investor for theincome year.

Investors in the business of investing -
deductibility of fees

Planning fees, implementation fees, and monitoring fees

Investorsin the business of investing can deduct
planning fees, implementation fees, and monitoring fees
under section BD 2 (1)(b)(i) or (ii).

If an investor isin the business of investing, any
difference between the cost of theinvestment and the
amount received on disposal of theinvestment is gross
income or adeductibleloss. Theinvestments are trading
assets and not capital assets of theinvestor. Therefore,
feesdo not fail the test of deductibility for the reason
that they relateto the investor’ s capital profit-making
structure.

To the extent that fees are “ accrual expenditure”, the
deduction of those feeswill be affected by section EF 1.
Thusthe unexpired portion of any such expenditure will
beincluded in the grossincome of the businessinvestor
for theincomeyear.

Planning fees

For businessinvestors, planning fees are deductible
under section BD 2 (1)(b)(i) or (ii) asthey havethe
necessary connection with the businessinvestor’ sgross
income.

I mplementation fees

Thetiming of deductionsfor implementation feesfor
businessinvestorsis subject to either the qualified
accrualsrules (discussed below), or the trading stock
provisions. If the accrualsrulesapply, they take prec-
edence over the rules applying to trading stock.

Implementation fees that are part of the cost of an
investment, such asthe servicesin Case U53 discussed
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under Passiveinvestors- implementation fees, form part
of the cost of the investment for trading stock purposes.
Unlessthe accrualsrulestake precedence, theseimple-
mentation fees are deductible when incurred pursuant to
section BD 2 (1)(b)(ii). If therelevant investment is still
on hand at year end and the taxpayer, when complying
with section EE 1 (3), electsto value at cost price, the
implementation feesform part of that cost. Effectively,
then, the implementation fees areincluded in the
investor’ sgrossincome at the end of the year.

Example 3

Investor Cisan accountant, employed part-time by
amajor corporate. Threeyears ago Investor C
inherited a substantial sum of money which she has
put into awide range of investments. She actively
participates in managing her investments. She uses
her tax knowledge and accounting expertise to
analyse her investments’ performances on aregular
basis. She engagesthe service of afinancial adviser
so that she can obtain independent, objective, third
party advice (and to implement her investment
strategies).

Although Investor C derivesasignificant income
from her employment as an accountant, the extent
and continuity of her investment activities (and her
active participation) should be sufficient for Inves-
tor C to be considered to bein the business of
investing.

Investor C isabusinessinvestor and all feesare
deductible.

Qualified accruals rules
and implementation fees

Some investments are subject to the qualified accruals
rules. The qualified accrualsrulestake precedence over
any other rulesin the Income Tax Act. The qualified
accruals rules have specific provisionsfor the treatment
of implementation fees. These provisionsapply to all
investors: passive, speculative, and businessinvestors.

Theaccrualsrules apply to financial arrangements.
“Financial arrangement” isadefined term in the
Income Tax Act. Broadly, it includes debt instruments,
and does not include shares or interestsin unit trusts.

Contingent implementation fees

If implementation fees are contingent on the financial
arrangement being implemented, the fees are part of the
“acquisition price” of the financial arrangement and as
such are subject to the accrualsrules. The “acquisition
price” isdefined to include “the value of all considera-
tion provided by [the investor] in relation to the finan-
cial arrangement” . Implementation fees paid to finan-
cial advisersor other organisationsfor their servicesin
implementing financial arrangements are provided “in
relation to thefinancial arrangement”. See TIB Volume
Three, No. 4 (December 1991) at pages5 and 6.



Category 1: cash basisholders

A cash basis holder isanatural person for whom either
thetotal value of al financial arrangements held by that
person will not exceed $600,000, or the income derived
inthe year by the person from financial arrangements
will not exceed $70,000. A further requirement isthat
the difference between the income that would be
returned under the accrualsrules, and the income
returned as a cash basis holder, does not exceed
$20,000.

Aninvestor who isacash basis holder returnsincome
and expenditure relating to financial arrangements as
and when theincomeis derived and expenditureis
incurred. Implementation feesthat are part of the
acquisition price, however, cannot be taken as adeduc-
tionin theyear they areincurred. Instead, when the
investment matures, isremitted, or is sold theinvestor
will get credit for the feeswhen he or she performsa
“cash base price adjustment”.

The cash base price adjustment compares all amounts
received by theinvestor in respect of the investment
with all amounts provided by theinvestor in relation to
theinvestment. The amounts provided by theinvestor
arethe“acquisition price”. Thiscalculation will usually
mean a comparison of the amount returned at the end of
theinvestment and interest received with the amounts
provided and any direct costs of theinvestment. If the
cash base price adjustment resultsin apositive amount,
the amount isincometo theinvestor. If the cash base
price adjustment resultsin a negative amount, the
amount isan allowable deduction.

Because implementation fees are part of the acquisition
price, they can be offset against income received from
thefinancial arrangement. This hasthe effect of allow-
ing adeduction for the fees on the maturity, remission,
or sale of afinancial arrangement.

Accordingly, if aninvestor isa* cash basisholder”, he
or she may deduct implementation fees, irrespective of
whether theinvestor isapassiveinvestor, in the busi-
ness of investing, or aspeculative investor.

Category 2: non-cash basis holders

If aninvestor is not acash basis holder, he or she must
return income and expenditure according to the rules set
out in section EH 1. Section EH 1 (1) requiresthat for
the purposes of calculating income and expenditure
under sectionsEH 1 (2) to (6), regard must be had to the
amount of consideration provided by the person. The
accrualsrules spread the difference between amounts
received by the person and amounts provided by the
person over thelife of the financial arrangement. When
implementation fees are part of the acquisition price of
the arrangement, they will be one of the amounts
provided by the person to be spread over thelife of the
arrangement.

Itisnot technically accurate to say that the investor gets
adeduction for implementation fees, spread over thelife
of thefinancial arrangement. Instead, allowing for
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implementation fees meansthe investor returnsless
income over thelife of the financial arrangement. This
has the same effect as a deduction spread over thelife of
thefinancial arrangement.

Non-contingent implementation fees

Itismost likely that implementation feeswill be
contingent on the implementation of afinancial plan.
However, if implementation fees are not contingent on
the implementation of the plan they are covered by
specificrules:

* If the non-contingent fees are no more than two
percent (2%) of the “ core acquisition price”, they are
excluded from the accrualsrules cal cul ations, and
their deductibility istested under normal income tax
rules.

« |If the non-contingent fees are greater than two percent
(2%) of the “ core acquisition price”, they areincluded
within the accrualsrules cal culationsto the extent
that they exceed 2% of the core acquisition price. The
remaining amount of fees (that is equal to 2% of the
core acquisition price) isdeductible or otherwise
under normal incometax rules.

Thusfor non-contingent fees amounting to 2% or less of
the core acquisition price of thefinancial arrangement,
the distinction between passive, business, and specula-
tiveinvestorsisimportant as the normal income tax
rules of deductibility are againimportant.

For non-contingent fees, to the extent that they exceed
2% of the core acquisition price of thefinancial ar-
rangement, the discussion above relating to contingent
feesisrelevant.

Example 4

Investor D isacash basis holder who hasinvested

in anumber of financial arrangements on the advice
of her financial adviser. Investor D isapassive
investor. She paid afee of 2% of the cost of the
financial arrangements asacommission to her
adviser. The fee was contingent on the financial
arrangements being purchased.

Investor D may not initially deduct thefee. Thefee
isacontingent fee, and included in the “ acquisition
price” of thefinancial arrangement asadirect cost
of theinvestment. Asacontingent fee, itisnot
deductible until a cash base price adjustment is
made on the maturity, remission, or sale of the
financial arrangement. At that timeit will be
allowed as an amount provided by the investor, to
be offset against amountsreceived.

If the fee charged was a non-contingent fee, then, to
the extent that it was no more than 2% of the core
acquisition price of thefinancial arrangement, it
would be excluded from the accrualsrulesand
tested according to normal principles. Assuch it
would be non-deductible asInvestor D isapassive
investor.

continued on page 28
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Fees incurred in deriving
non-taxable or exempt income

Example 5

Aspart of her retirement savings, Investor E makes
monthly contributionsto afund manager. The

Returnsfrom investments are not taxabl e to the investor contributions areinvested in two funds. Oneisatax
if theinvestment istaxed before theinvestor receives paid growth fund, that is, no profits or gainsare
payment from the investment. An exampleisinsurance paid to investors. Instead, gains are retained and
bonds. Tax is paid on income earned on an insurance accumulated until the investor reaches a given age.
bond by theinsurance bond fund. The other fund returnstax paid receiptsto the
investor. That is, the fund paystax on the accumu-

The other situation when returns from investments are

not taxable to the investor iswhere the return is exempt |ated income.

income. Exempt incomeis provided for in sections Investor E receives no grossincome from her

CB 1 - CB 15. It will beunusual for investorsto derive investment. Section BD 2 (2)(b) prohibitsthe
exempt income from investments. deduction of expenditure or lossincurred in deriv-

ing exempt income. Therefore, none of the fees

N ioni ilabl h hich f . :
o deduction isavailable to the extent to which feesare incurred are deductible.

incurred in the production of non-taxable or exempt
income. Section BD 2 (1)(b) only allows adeduction for
expenditureincurred in deriving the investor’ s gross
income, or for expenditure necessarily incurred by the
investor in the course of carrying on abusinessfor the
purpose of deriving the investor’ sgrossincome. Also,

Thefollowing tableisasummary of theincome tax
treatment of financial planning fees, excluding the
impact of the qualified accrual rules on the deductibility
of implementation fees.

section BD 2 (2)(b) deniesadeduction for expenditure ~ ooo... Types of Investors - - - - - - - - - -
incurred in deriving exempt income. Therefore, where Fee Type Passive Speculative Business
expenditure on financial planning fees produces non- lanni
able or exempt income, the fees cannot be deducted Planning : . .
tax P ’ ) Fees Non-deductible  Deductible Deductible
Implement-
ation Fees Non-deductible  Deductible Deductible
Monitoring
Fees Deductible Deductible Deductible
Fees incurred
in earning

exempt income  Non-deductible  Non-deductible  Non-deductible

Dispositions where the transferor reserves a benefit or

advantage in real property - income tax implications
Public Ruling - BR Pub 96/2A

Note (not part of ruling): Public ruling BR Pub 96/2 (see TIB Volume Seven, No.8 [ February 1996] at page 10)
concerned sections CE 1 (1)(e), EB 1 (1), EB 2, and OB 1 of the Income Tax Act 1994. Section 27 of the Taxation
(Core Provisions) Act 1996 amends section CE 1 (1), and sections 144 and 145 of that Act repeal and replace
sections EB 1 (1) and EB 2, with effect from the 1997-1998 income year.

Section 91G(1) of the Tax Administration Act 1994 states that when a taxation law that is the subject of a binding
ruling isrepealed, the ruling ceases to apply to the extent of, and from the effective date of, that repeal . Further,
section 91G(2) states that wher e a taxation law that isthe subject of a binding ruling isamended, or repealed in
part only, in a manner that altersthe way in which the taxation law applies, the ruling ceasesto apply to the
extent of, and from the effective date of, the amendment or partial repeal. This meansthat public ruling

BR Pub 96/2 will not apply to dispositions of real property which are madein the 1997-98 income year and
subsequent income years. It will apply to such dispositions made in the 1996-97 income year.

Public ruling BR Pub 96/2A replaces public ruling BR Pub 96/2 with effect fromthe 1997-98 income year. It is
intended that the cessation of public ruling BR Pub 96/2 and its replacement by public ruling BR Pub 96/2A
should have no practical effect on the application of the taxation law contained in the rulings to the relevant
taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.
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Taxation Law

All legislative references are to the Income Tax Act 1994 as amended by the
Taxation (Core Provisions) Act 1996 unless otherwise stated.

This Ruling applies in respect of sections CE 1 (1)(e), EB 1 (1), EB 2,and OB 1
(definition of “lease” and “leasehold estate™) of the Income Tax Act 1994.

The Arrangement to which this Ruling applies

The Arrangement is the disposal by a taxpayer (transferor) of real property and
the receipt of the property by another taxpayer (transferee), either subject to an

interest still held by the transferor or subject to an obligation to grant an interest
back to the transferor.

How the Taxation Law applies to the Arrangement
The Taxation Law applies to the Arrangement as follows:

Section CE 1 (1)(e) includes within a person’s gross income all rents, fines, premi-
ums, or other revenues derived by a land owner from:

= Any lease, licence, or easement affecting the land; or
= The grant of a right to take profits from the land.

If a transferor grants an interest in property to himself or herself, and later grants
the remainder or reversion to another person (including the trustees of a trust),
the interest kept by the transferor does not constitute gross income of the
transferor under section CE 1 (1)(e).

If a transferor grants a property interest to another person, subject to the trans-
feree granting an interest back to the transferor, the transferee may derive gross
income under section CE 1 (1)(e). The transferee will derive gross income if:

= The transferee is indebted to the transferor and the value of the interest
granted by the transferee is deducted from that indebtedness; or

= The price the transferee pays for the property is reduced by netting off from
the market value of the property the value of the obligation to grant an inter-
est to the transferor; or

= The transferor otherwise pays the transferee for the grant.

The income of the transferor from this transaction will be equal to the reduction
in indebtedness, the reduction in price, or the amount otherwise paid.

If the value of interest granted by the transferee is not paid for, or is not used to
reduce the price the transferee pays or the transferee’s indebtedness, the trans-
feree does not derive gross income from the grant.

If a transferor grants a property interest to another person, and the transferee
grants a freehold interest to the transferor, such as a life estate or lease for life,
section CE 1 (1)(e) does not apply. A freehold interest does not come within the
requirement of section CE 1 (1)(e) that there be a lease, licence, easement, or
profit.

The period for which this Ruling applies

This Ruling will apply to dispositions of real property made during the 1997-98
and 1998-99 income years.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler
Assistant General Manager (Adjudication & Rulings)

commentary on page 30
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Commentary on Public Ruling BR Pub 96/2A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusionsreached in Public Ruling

BR Pub 96/2A (“the Ruling”).

The subject matter covered in the Ruling was previously
dealt within Public Ruling BR Pub 96/2 (in TIB
Volume Seven, No.8 (February 1996) at page 10, under
the heading Dispositions where the transferor reserves
a benefit or advantagein real property - income tax
implications). The Ruling supersedes that earlier ruling
with effect from the 1997-98 incomeyear.

Background

Thiscommentary sets out the application of section
CE 1 (1)(e) when ataxpayer disposes of real property
and keeps or reservesinterestsin that property.

The gift duty implications of such transactionsarethe
subject of public binding ruling BR Pub 96/1.

Legislation

Cross-reference table

IncomeTax Act 1994 IncomeTax Act 1976
CE1l 65

EB 1 75

EB 2 80

OB1 2

Under section CE 1 (1)(e), aperson’ sgrossincome
includes:

All rents, fines, premiums, or other revenues (including
payment for or in respect of the goodwill of any business, or
the benefit of any statutory licence or privilege) derived by the
owner of land from any lease, licence, or easement affecting
the land, or from the grant of any right of taking the profits of
the land.

Application of the Legislation

Section CE 1 (1)(e) deemsaperson’ sgrossincometo
include all rents, fines, premiums, or other revenues
derived by aland owner from:

* Any lease, licence, or easement affecting the land; or
» Thegrant of aright to take profits from the land.

No income tax implications if an interest
is kept

If thetransferor effectively keepsaninterest in land
prior to adisposition of the remainder to another
person, section CE 1 (1)(e) does not apply. The owner
of land (the transferor) has not derived arent, fine,
premium, or other revenue from alease, licence,
easement, or profit. Instead, the owner has simply kept
aninterest in the land. The transferee has also derived
no income as he or she never owned theinterest that the
transferor kept.
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A transferor can grant himself or herself alife interest
or lease over land, before disposing of the remainder or
reversion to another person. However, itisnot legally
possible for atransferor to grant alicence to occupy to
himself or herself. A licenceis not an estate or interest
inland. A licenceisapersonal permission to enter land
and useit for aparticular purpose. A licence must be
granted from alicensor to alicensee.

Example 1

Taxpayer A createsalife estatein aproperty, and
then transfers the remainder interest to the trustees
of hisfamily trust. A’ shouseisworth $175,000.
Thevalue of thelife estateis $60,000. The sale
pricefor theremainder is$175,000 lessthe
$60,000. The sale priceisoutstanding as an unse-
cured debt owed by thetrust to A.

The Commissioner will not assess A for income tax
under section CE 1 (1)(e) on the $60,000 val ue of
thelife estate. Section CE 1 (1)(e) has no applica-
tion when a property owner keeps some part of his
or her own property.

Income tax implications when an interest
Is reserved

If thetransferor reserves an interest by receiving agrant
of aninterest from the transferee, section CE 1 (1)(e)
generally applies. There arethree partsto section

CE 1 (1)(e):

» There must be either arent, fine, premium, or other
revenue.

» Theincome must be derived by aland owner.

» Theincome must be derived from alease, licence,
easement, or profit.

When the transfereeis granting an interest to a
transferor, the transfereeisthe land owner. Accord-
ingly, itisthetransfereewho isat risk of being subject
toincometax.

Income that is “premiums or other revenues”

For section CE 1 (1)(e) to apply there must beincome
from granting an interest back to the transferor. If a
grant back to the transferor isfor no consideration,
section CE 1 (1)(e) will not apply (there may, however,
beagift duty effect).

If:

» Thetransfereeisindebted to thetransferor and the
value of theinterest granted by thetransfereeis
deducted from that indebtedness; or

» Thepricethetransferee paysfor the property is
reduced by netting off from the market value of the
property the value of the obligation to grant an
interest to the transferor; or



» Thetransferor otherwise paysthe transferee for the
grant,

the transferee may derive grossincomeif the other
reguirements (discussed below) of section CE 1 (1)(e)
are met.

The grossincome derived from thistransaction will be
equal to the reduction in indebtedness, thereductionin
price, or the amount otherwise paid.

Under section CE 1 (1)(e), the value attributed to the
interest granted by the transferee to the transferor is
either arent, fine, premium, or other revenue. A
payment for the grant of alicence to occupy, or alease,
isincluded within the term “ premiums, or other rev-
enues’. The Court of Appeal in Romanos Motels
Limited v CIR[1973] 1 NZLR 435 found that an
amount paid for goodwill and alease of amotel was
included within the term “ premiums, or other rev-
enues’, notwithstanding that such a sum would nor-
mally be considered a capital sum. In Capel v CIR
(1987) 9 NZTC 6,195 the High Court found that a
goodwill payment was a capital sum, yet the payment
was still taxable under the then equivalent to section
CE 1 (2)(e). A payment for buying alicenceto occupy,
or alease, would also normally be considered acapital
sum. However, Romanosand Capel are authority for the
proposition that such apayment isincluded within the
term “ premiums, or other revenues”.

Derivation of premiums or other revenues

The premium or other revenueis*” derived” by the
transferee (the land owner). When thereisagrant to the
transferor of thelicenceto occupy or lease, thisresults
in areduction of the debt owing by the transfereeto the
transferor. The reduction comes about because the
licence to occupy or lease has value to the transferor and
the transferee, and the amount the transferor should pay
for thelicence or leaseis credited against the debt
owing to thetransferor. The reduction isan amount
equal to the value of the interest granted to the owner.
Although the transferee does not actually receive an
amount of cash from the transferor, he or she does
derivetheincome. Under section EB 1 (1), aperson
derivesincome, even whereit has not been received,
when an amount has been, for example, creditedin
account or otherwise dealt with in the person’ sinterest
or behalf. A reduction of indebtednessisan example of
this, and so the transferee “ derives’ theincome. An-
other example, isanetting off of obligations.

Income derived from lease,
licence, easement, or profit

If the transferee grants the transferor alease or alicence
to occupy, and there is a sum attributable to that grant,
the grant satisfies the requirement that theincomeis
derived from any lease, licence, easement, or profit.
Accordingly, the transfereeis subject to incometax on
an amount equal to the value of the sum attributable to
the grant.
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Example 2

Taxpayer B has decided to transfer her family home
to afamily trust. She wishesto ensure that she hasa
right to occupy the housefor therest of her life. She
transfersthe houseto the trustees of thetrust. A
condition of the saleisthat the trusteesgrant B a
licenceto occupy. Thetrustees comply with this
condition.

The house has a market value of $200,000. A valuer
and actuary value thelicence to occupy at $50,000.
The sale price of the houseis $200,000, whichis
reduced by $50,000 to $150,000 to take into account
the value of thelicenceto occupy. The $150,000is
left owing by the trustees as adebt repayable on
demand.

Thetrust has derived grossincome under section
CE 1 (1)(e) for the value of thelicenceto occupy.

However, if theleaseisaleasefor life, thetrans-
fereeisnot subject toincometax. Section OB 1
defines“lease” asany disposition by which a
leasehold estate is created. “Leasehold estate” is
also defined in section OB 1: it doesnot include a
freehold estate. Asaleasefor lifeisafreehold
estate, itisnot a“lease” for the purposes of section
CE 1 (2)(e).

If the transferee grants a life estate to the transferor,
the grant isnot alease, licence, easement, or profit.
Instead, it isagrant of afreehold estate in land.
Accordingly, thetransfereeis not subject toincome
tax.

Example 3

C and D decideto transfer their hometo afamily
trust. They wish to ensure that they have aright to
occupy the housefor therest of their lives. They
transfer the house to the trustees of the trust. A
condition of the saleisthat the trustees grant C and
D life estatesin the property. The trustees comply
with this condition.

The house has a market value of $250,000. Thelife
estates are worth $75,000. The sale price of the
house is $250,000, which C and D leave owing asa
debt, repayable on demand. The debt isreduced by
$75,000 upon the grant of the life estates.

Thetrust will not have derived grossincome under
section CE 1 (1)(e), because the grant of alife estate
isnot income derived from alease, licence,
easement, or profit.

If theleaseisnot aleasefor life, section CE 1 (1)(e)
will apply in the same way aswould occur with the
grant of alicence, see Example 2 above.

Spreading of income

When ataxpayer derivesincome under section

CE 1 (1)(e), section EB 2 (1) allowsthe person to
apportion that income between theincomeyear in
which it isderived and up to five subsequent income
years.




IRD Tax Information Bulletin: VVolume Eight, No.10 (December 1996)

Bad debts - writing of debts as bad

for GST and income tax purposes
Public Ruling - BR Pub 96/3A

Note (not part of ruling): Public ruling BR Pub 96/3 (see TIB Volume Seven, No. 8 [ February 1996] at page 13)
concerned section DJ 1 (a)(iii) of the Income Tax Act 1994. Section 100 of the Taxation (Core Provisions) Act
1996 repeals and replaces section DJ 1 (a)(iii), with effect from the 1997-98 income year. Section 91G(1) of the
Tax Administration Act 1994 states that when a taxation law that isthe subject of a binding ruling isrepealed,
the ruling ceasesto apply to the extent of, and from the effective date of, that repeal. This means that public
ruling BR Pub 96/3 will not apply to income tax deductions and deductions from GST output tax which are
claimed in the 1997-98 income year and subsequent income yearsin respect of debts written off as bad debts. It
will apply to such deductions claimed in the 1996-97 income year .

Public ruling BR Pub 96/3A replaces public ruling BR Pub 96/3 with effect fromthe 1997-98 income year. It is
intended that the cessation of public ruling BR Pub 96/3 and its replacement by public ruling BR Pub 96/3A
should have no practical effect on the application of the taxation law contained in the rulings to the relevant
taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.

Taxation Law

All legislative references to the Income Tax Act are to the Income Tax Act 1994 as
amended by the Taxation (Core Provisions) Act 1996 and all references to the
GST Act are to the Goods and Services Tax Act 1985.

This Ruling applies in respect of section DJ 1 (a)(iii) of the Income Tax Act and
section 26(1)(c) of the GST Act.

The Arrangement to which this Ruling applies

The Arrangement is the writing off of a debt (or part of a debt) as a bad debt,
and the claiming of an income tax deduction or a deduction from GST output tax
for that debt (or part thereof).

How the Taxation Law applies to the Arrangement
The Taxation Law applies to the Arrangement as follows:

A debt (or part of a debt) must be both bad and written off before any person can
claim an income tax deduction or a deduction from GST output tax (assuming
that other legislative requirements in the GST Act 1985 and the Income Tax Act
are also satisfied).

Debt must be “bad”

Whether or not a debt (or part of a debt) is bad is a question to be determined
objectively, rather than a question to be determined by the subjective opinion of
any particular individual. The objective test that any person should ask himself
or herself in deciding whether or not a debt is bad, is whether the facts would
indicate to a reasonable and prudent business person that, on the balance of
probabilities, it is unlikely that the debt will be paid.

If the facts indicate to a reasonable and prudent business person that, on the
balance of probabilities, it is unlikely that the debt will be paid, then the debt is
bad at that point in time and may then be written off. Events following the
writing-off may result in additional information which could indicate that a debt
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(or part of a debt) previously written off as bad is no longer bad. However, this
does not mean that the debt was not bad at the time of the writing-off, and does
not require any change to the income tax return or GST return in which the bad
debt deduction was claimed. Of course, any recovery of any part of the debt
previously claimed as a bad debt deduction must be returned in the period
recovered.

At the time of deciding whether a debt is bad, a person will need to have suffi-
cient information to enable a reasonable and prudent business person to form
the view that it is unlikely that the debt will be paid. The facts that need to be
gathered depend on the circumstances surrounding any particular case. While
no factor is decisive in itself, factors that are likely to be relevant in most cases
are:

= The length of time a debt is outstanding - the longer a debt is outstanding, the
more likely it is that a reasonable and prudent business person would con-
sider the debt to be bad.

= The efforts that a taxpayer has taken to collect a debt - the greater the extent
to which a person has tried (unsuccessfully) to collect a debt, the more likely it
is that a reasonable and prudent person would consider the debt to be bad.

= Other information obtained by a creditor - a creditor may have obtained
particular information about a debtor, e.g. through business or personal
networks, that would be a factor in leading a reasonable and prudent business
person to conclude that a debt is bad. For example, a creditor may know that
the debtor is in financial difficulties and has defaulted on debts owed to other
creditors.

A debtor does not need to be insolvent for a debt to be bad (although this will
often be the case).

A debt may still be bad even though a person is taking action to recover the
debt. Recovery action may be taken for a number of reasons, even though a
reasonable and prudent business person would think it unlikely that the debt
will be recovered.

A person cannot make a deduction by way of a provision for doubtful debts
(being an estimate of the amount of debts that will become bad in the future).
Bad debts are individually identifiable debts rather than a general provision.

Debt must be “written off”

A bad debt must be written off by authorised persons in accordance with the

accounting and record keeping systems maintained by a taxpayer. In all cases
the records kept by a taxpayer must comply with the record keeping require-
ments contained in the Tax Administration Act 1994 and the GST Act.

If a taxpayer maintains a debtors ledger, the balance in the debtors ledger for the
individual debtor must be reduced by the amount of the bad debt. An entry in a
general ledger recognising the debt as bad does not also have to be made for the
debt to be written off for income tax and GST purposes.

If a debtors ledger is not maintained, action must be taken that shows that the
business accounting system treats the debt as bad. Particular examples of debts
accepted by the Commissioner as having been written off are:

= If ataxpayer’s only records of debts are copies of invoices issued, placing the
invoice in a “bad debts” file, indicating on the invoice whether all or part of
the invoiced amount is bad is sufficient.

continued on page 34
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= If ataxpayer’s only records of debts are copies of invoices and copies of state-

ments of account issued from a duplicate account book, marking the copy of
the final statement sent out “bad debt” (indicating the amount of the debt that
is bad) is sufficient. Alternatively, it would also be sufficient for the taxpayer
to place the relevant invoice in a “bad debts” file indicating on the invoice
whether all or part of the invoiced amount is bad.

Merely claiming a deduction from output tax in a GST return does not amount

to the writing-off of a bad debt.

In all cases, the taxpayer must cease to recognise the debt as an asset for account-

ing purposes.

There is no requirement that a debt must be written off and claimed as a bad
debt deduction in the income year or GST taxable period in which the debt
becomes bad. However, when a bad debt deduction is claimed, the necessary
accounting entries must physically have been made, or necessary action taken as
the case may be, before the end of the income year or GST taxable period in
which the bad debt is claimed. Writing-off cannot be backdated.

The period for which this Ruling applies

This Ruling will apply to income tax deductions and deductions from GST
output tax claimed in the 1997-98 and 1998-99 income years.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler

Assistant General Manager (Adjudication & Rulings)

Commentary on Public Ruling BR Pub 96/3A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusionsreached in Public Ruling

BR Pub 96/3A (“theRuling”).

The subject matter covered in the Ruling was previously
dealt within Public Ruling BR 96/3 (in TIB Volume
Seven, No.8 (February 1996) at page 13 under the
heading Bad debts - writing off debts as bad for GST
and income tax purposeg. The Ruling supersedes and
replacesthat earlier item with effect from the 1997-98
incomeyear.

Background

The Income Tax Act and the GST Act allow deductions
for bad debtsfor taxpayers and/or registered personsif
certain criteriaare met. Criteriacommon to both Acts
are the requirements that adebt must be both bad and
written off before any deduction can be made.

The Ruling sets out the test to apply when deciding
whether or not adebt is“bad” and what isasufficient
“writing-off” of abad debt.
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Legislation - Income Tax Act 1994

Cross-reference table

IncomeTax IncomeTax IncomeTax
Act 19941 Act 19942 Act 1976
BD 2 (b) BB 7 104

BD 2 (2)(e) BB 8(a) 106 (1)(a)
CE1(1)(d) CE1(1)(d) 65(2)(jc)
DJ1(a) DJ1(a) 106(2)(b)
EH1 EH 1 64C

EH 3(3) EH 3(3) 64D(3)
EH 4 EH 4 64F

EH5 EH5 64G

EH 6 EH 6 64l

OB1 OB1 2

OoDb7 OoDb7 8

1. asamended by the Taxation (Core Provisions) Act 1996
2. prior to amendment by the Taxation (Core Provisions) Act 1996

Section BD 2 (1)(b) allowsadeduction for any expendi-
ture or lossto the extent to which itisincurred by a
taxpayer in deriving the taxpayer’ sgrossincomeor is
necessarily incurred in carrying on abusinessfor the
purpose of deriving the taxpayer’ sgrossincome.

However, notwithstanding section BD 2 (1)(b), section
DJ 1 (a) prohibitsthe deduction of bad debts, except



when and to the extent that a number of criteriaare
satisfied. Section DJ 1 (a)(iii) sets out one of these
criteria, namely that the debt must be proved, to the
satisfaction of the Commissioner, to have been actually
written off asabad debt by the taxpayer in theincome
year.

Other section DJ 1 (a) criteria (in summary form) that
must also be satisfied are:

« |f the debt isan amount owing in respect of afinan-
cial arrangement and the accrualsrules apply to the
taxpayer for the financial arrangement, the deduction
must be allowed under section EH 5 (see below); and

« |f the debt is not an amount owing in respect of a
financial arrangement to which the accrualsrules
apply, the bad debt must not be aloss of capital
subject to section BD 2 (2)(e); and

e If:
— Thetaxpayer isacompany; and
The debt isowed by acompany (“the debtor”);
and
The amount giving riseto the debt istaken into
account in calculating aloss (“the resultant
loss”) incurred by the debtor or any other com-
pany funded (directly or indirectly) by the debtor;
and
Any one or more amounts have been allowed
under section |G 2 or section 191A of the Income
Tax Act 1976 as adeduction to the taxpayer (or
to any other company whichisat any timeinthe
income year in which theresultant lossis
incurred in the same group of companiesasthe
taxpayer), in any income year commencing on or
after 1 April 1993 and preceding the income year
in which the bad debt iswritten off, in respect of
theresultant loss, -
the loss must exceed the aggregate of the amounts so
allowed asadeduction.

Section EH 5

Section EH 5 deal swith amounts written off as bad
debtsin respect of financial arrangements. Themain
type of arrangement, in relation to bad debts, that is
excluded from the definition of “financial arrangement”
in section OB 1, isashort term trade credit. Thisis not
afinancial arrangement becauseit isan “ excepted
financial arrangement” (see paragraph (d) of the
definition of “excepted financial arrangement” in
section OB 1). “ Short term trade credit” isdefinedin
section OB 1 as:

...any debt for goods or services where payment is required by
the vendor within 63 days after the supply of the goods or
services:

Arrangements entered into before the introduction of
the accrualsrules are also excluded from the definition
of “financial arrangement”.
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Revenue bad debts

Section EH 5 (1) permits aperson to deduct an amount
written off asabad debt in respect of afinancial
arrangement. Section EH 5 (1) will only apply in
limited circumstancesto a cash basisholder. Thisis
because section EH 5 (1) only applieswhen and to the
extent that:

* A person derives grossincomein respect of the
financial arrangement under:

Section EH 1 - one of the methods of calculating

accrual income; or

Section EH 3 (3) - the adjustment required in any

year when aperson ceasesto be acash basis

holder; or

Section EH 4 - the base price adjustment cal cu-

lated in the year afinancial arrangement matures

or istransferred; or

Section EH 6 - the post facto adjustment for

financial arrangementswhich have the effect of

defeating the intent and application of the

accrual regime; and

» The amount written off isattributable to that gross
income.

Capital bad debts

Section EH 5 (2) providesfor the deduction of the
capital or principal element of afinancial arrangement
in certain circumstances. Section EH 5 (2) allowsa
person adeduction for an amount written off asabad
debt in respect of afinancial arrangement (not being an
amount deductible under section EH 5 (1)) when:

» The person carries on a business which comprises
holding or dealing in such financial arrangements and
the person is not associated with the person owing the
amount written off (see section OD 7 for test of
association); or

» Thefinancial arrangement is atrade credit and the
person carries on the business of dealing in the goods
or servicesfor which thetrade credit isa debt. “ Trade
credit” isdefined in section OB 1 to mean any debt
for goods and services, other than a short term trade
credit.

Security payments

Under section EH 5 (3), when aperson receivesa
security payment for aloss and adeductionisnot
otherwise allowable for theloss, the personisallowed a
deduction for the loss up to the amount of the security
payment.

Bad debts recovered

Under section CE 1 (1)(d), amountsreceived by a
person on account of abad debt for which adeduction
has previously been allowed to the person areincluded
asgrossincome of the person.

continued on page 36
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Legislation - Goods and
Services Tax Act 1985

Section 26 of the GST Act isthe main provision
applying to bad debtsfor GST purposes. Section 26
appliesto registered personswho account for GST on an
invoice or hybrid basis. It also appliesto registered
personswho account for GST on a payments basiswhen
the relevant supply isby way of ahire purchase sale or a
door to door sale.

Section 26 allows aregistered person to make a deduc-
tion from output tax for that portion of the amount of
tax charged in relation to asupply asthe amount
written off as abad debt bearsto the total consideration
for the supply. To claim the deduction, theregistered
person must satisfy anumber of criteria. Section
26(1)(c) setsout one of these criteria, namely that the
registered person must have written off asabad debt the
whole or part of the consideration not paid to that
person.

The other criteria (in summary form) that must also be
satisfied are that the registered person must have:

» Madeataxable supply for consideration in money
(from which the bad debt arose); and

» Furnished areturnin relation to the taxabl e period
during which the output tax on the supply was
attributable, and properly accounted for the output tax
on the supply.

A proviso is effectiveif goods are supplied under ahire
purchase agreement to which the Hire Purchase Act
1971 applies. Inthis case the registered person makes a
deduction from output tax of the tax fraction (being the
tax fraction applicable at the time the hire purchase
agreement was entered into) of that portion of the
amount written off as abad debt asthe cash price bears
to the total amount payable under the hire purchase
agreement.

Thereisalso aspecial provision for registered persons
who supply contracts of insurance relating to earth-
quakes, wars, and fires (see section 26(1A)).

Bad debts recovered

Under section 26(2), when any amount for which a
deduction from output tax has properly been madeis
wholly or partly recovered, output tax must be returned
on that amount (to the extent of the recovery) inthe
taxable period inwhich itiswholly or partly recovered.

Application of the Legislation

Debt must be “bad”

A debt must be“bad” beforeit can be written off and
before any deduction can be claimed for that debt. The
question of whether adebt isbad isaquestion of fact. In
evaluating the facts, the Commissioner will apply an
objectivetest. The objective test that will be appliedis
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whether the facts would indicate to a reasonable and
prudent business person that, on the balance of prob-
abilities, itisunlikely that the debt will be paid.

This objectivetest was outlined by Barber DJin Case
N69 (1991) 13 NZTC 3,541 on page 3,548:

Naturally, the debts in question must be “bad” to be written
off asbad in terms of s. 106(1)(b). Thisis a question of fact.
Generally, an application of that criterion will not be difficult
as the debtor will be insolvent. However, the debtor does not
need to beinsolvent for the debt to be bad. It is only necessary
that there be a bona fide assessment that the debtor is unlikely
to make payment of the debt. If there is a clear understanding
or arrangement that there be long term credit, and if the
taxpayer believes that the terms of the credit will be met, then
the debt cannot be treated as bad because it is merely a
situation of deferred payment. In my view, aswell as the need
for the writing off to be made bona fide, the circumstances
must indicate to areasonable and prudent business person
that, on the balance of probability, the debt is unlikely to be
recovered. Thisis an objective test.

The creditor taxpayer may, of course still hope for recovery
and is quite entitled to institute recovery procedures. It is not
necessary to have taken recovery or legal steps. ... It does not
follow from the taxpayer hoping for or seeking recovery that a
debt is not bad. However, usually, when a debt is assessed as
bad, in terms of the type of criterial have outlined, hopes or
efforts of recovery will befutile.

Thetest was cited with approval by Justice Dooguein
the High Court decision of Grahamv CIR, Edwards
Graham Ltd & Edwardsv CIR(1995) 17 NZTC 12,107,
12,111.

A similar test to that outlined by Barber DJwas outlined
by Justice Tompkinsin the High Court decision of
Budget Rent A Car Ltd v CIR(1995) 17 NZTC 12,263,
12,269:

The term “bad debt” is not defined in the Act. It, therefore,
should be given its normal commercial meaning. Itisa
question of fact to be determined objectively. A debt becomes
abad debt when areasonably prudent commercial person
would conclude that there is no reasonable likelihood that the
debt will be paid in whole or in part by the debtor or by
someone el se either on behalf of the debtor or otherwise.

Taxpayer’s opinion

A debt isabad debt if areasonable and prudent busi-
ness person would think that the debt isbad. A taxpayer
inbusinessis, in all likelihood, areasonable and
prudent business person. In most instances, the taxpay-
er'sopinion will suffice.

However, the Commissioner al so recognises that
taxpayers have afinancial interest in claiming that a
debt isbad. Writing off adebt as bad entitles ataxpayer
to:

* A deductionin calculating income for income tax
purposes, worth up to 33 percent of the debit:

» A GST deduction from output tax of the tax fraction
of the debt.

Because of this, the Commissioner may inquireinto the
decision to treat adebt as bad in the course of tax audits.



Taxpayers may, therefore, wish to document and retain
evidencein relation to their decisionsto treat debts as
bad to show that they made reasonable decisions.
Documentation may include noting down theinforma-
tion from which the decision was made that the debt
was bad, and keeping copies of any correspondence
relating to the debt.

Information required

The amount of information required to decide whether a
debt is bad depends on the particular circumstances of
each case. If theamount involved issmall, areasonable
and prudent business person islikely to makelimited
enquiries and take limited recovery action. Particular
knowledge or information obtained by ataxpayer may
also reducethe need for enquiry.

Recovery action

A creditor islikely to have taken recovery actionin
most cases before adeduction for abad debt is made. It
isthrough taking recovery action that most creditors
will form an opinion asto whether adebt isbad. While
recovery action is being taken, adebt can only be
considered bad to the extent that areasonable and
prudent business person would consider, on the balance
of probabilities, it unlikely that the debt will be paid.

In some instances, taking recovery action may carry
with it the reasonabl e expectation of recovery of some
part of the amount involved. However, thiswill not
always be the case. The decision to take recovery action
and the extent of that action will depend on the circum-
stances surrounding any particular case. In some cases,
the creditor may take only limited recovery action
because enough information isheld to form areasonable
view that the debt isbad. The amount of information
needed depends on the circumstances.

Conversely, the creditor may take recovery action even
when areasonable view has been formed that the debt is
bad. There are anumber of reasonswhy the creditor
might take recovery action, even when it is believed that
itisunlikely that the debt will be recovered. This may
bethe case, for example, when the creditor hasapolicy
of pursuing debtorsto acertain extent to discourage
customersdefaulting on debt.

Provision for doubtful debts

Personsin businesswho provide credit often find it
prudent to make some provision for the likelihood that
some of their debtorswill not pay. Thisallowanceis
generally calculated by estimating a percentage on the
basis of past history, and applying that percentageto the
total amount of debts owed to the business at balance
date.

Bad debtsareindividually identifiable debtsthat are
unlikely to be recovered (in practical terms). The
provision for doubtful debtsis an estimate of the amount
that will become bad debtsin the future. The Income
Tax Act and the GST Act do not allow any deduction
for provisionsfor doubtful debts.
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Debts which are partially bad

In some cases there may be no reasonabl e expectation
that the debt will be fully recovered, but there may bea
reasonable expectation of partial recovery. Inthiscase
the part that the creditor has no reasonabl e expectation
of recovering isabad debt.

Examples of when a debt is/is not bad

Example 1

A supplier has supplied goods on credit to Mr B.

Mr B owesthe supplier $2,000 for the goods. The
supplier knowsthat Mr B has|eft town, and that
mail addressed to him isreturned marked “Gone No
Address’.

In this caseit isreasonable to assume that the debt
will not be recovered. The money owed by Mr B isa
bad debt.

Example 2

C owes $100,000 to acompany. The credit control-
ler for the company has considered thelikelihood of
default on every loan currently owing to the com-
pany. The credit controller has estimated the
likelihood of default for C to befive percent and
wantsto know if the company can consider $5,000
of that loan (5% of the $100,000 owing) to be abad
debt.

Making an estimate of the likelihood of default on
debtsis not sufficient for adebt (or a percentage
thereof) to be bad. It is not reasonable to assume
that the debt isbad.

Example 3

A local dairy has supplied $10 worth of bread and
cigarettesto Mrs D on credit. Mrs D used to call
into the shop every other day, but has not called into
the shop for eight weeks and the $10 is still owing.

Given the small amount owing, it isreasonable for
the dairy to make no further enquiries. On the basis
of theinformation that the dairy has, it can be
assumed that the money isunlikely to berecovered.
Itisabad debt. However, if the suminvolved was
larger, it may be reasonable to expect the dairy to
make some further enquiry.

Example 4

A solicitor has donework for Mr O and billed him
for $1,700. The solicitor ison the Board of Trustees
of the school attended by Mr O’ s children. Further-
more, several of the solicitor’ s other clientsand
business associates deal with Mr O on aregular
basis. The solicitor has sent out a number of
reminder bills because the bill isfour months
overdue, but has had no response. Several of the
solicitor’ sfriends and associates have mentioned
that Mr Oisinfinancia difficulty and has had one
continued on page 38
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of hisvehiclesrepossessed. The solicitor’ s office
clerk has noted that Mr O’ s name has been cited in
the Gazette several times over recent monthsin
respect of Court action for unpaid debts.

It isreasonable for the solicitor to characterise
Mr O’ sdebt asabad debt.

Example 5

A debtor of Mr Fisacompany in liquidation. Mr F
has given the liquidator notice of a debt of $10,000
owed for goods and services supplied. Mr Fisan
unsecured creditor. Theliquidator hasheld a
meeting of creditors. Mr F attended the meeting and
received formal notice of the outcome of the meet-
ing. Theliquidator has stated that unsecured
creditorswill probably receive something between
45 and 50 centsin the dollar.

Itisreasonable for Mr F to assume that $5,500 of
thetotal debtisbad. Mr Fisentitled to write off
that part of the debt that is bad and claim a deduc-
tion for incometax and GST purposes.

At alater date, Mr F receives aletter from the
liquidator, who advises that the estimate of the
likely recovery has been revised. It isnow expected
that unsecured creditorswill be paid between 70
and 75 centsin the dollar.

Thisdoes not affect the answer given above. Also, it
has no effect on Mr F's GST return or income tax
returnif Mr F has claimed a deduction for the bad
debt. If at any stage Mr F receives payment of any
part of the 55 centsin the dollar written off, Mr F
must:

* Includeit asgrossincomein theincometax
return for the year in which it isreceived (this
will giveriseto anincometax liability unless
there arelossesto offset against it, and may give
riseto aprovisional tax liability, depending on
thetaxpayer’ s circumstances); and

» Account for GST on the amount recovered in the
same proportion asMr F was allowed adeduction
from output tax when the bad debt waswritten
off.

Debt must be “written off”

Thelncome Tax Act and the GST Act allow taxpayers
and/or registered persons deductionsfor bad debts
written off. It isnot enough that a debt isbad: the bad
debt must also be written off. Writing off the bad debt is
important because thiswill fix the time at which the
deduction can be made. Notethat thereisno require-
ment that adebt be written off in the year it becomes
bad. AsJustice Tompkinsin the High Court decision of
Budget Rent A Car Ltd v CIR(supra) on page 12,271
stated:
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A debt is not normally deductible. It does not become a
deductible debt if and when it becomes a bad debt. It becomes
adeductible debt, if it has been incurred in the production of
assessable income, when it is written off. It is the writing off
that converts the debt into a deductible debt. It follows that
the crucial timeis the time of the writing off, not the time the
debt becomes abad debt. It also follows that the income year
referred to in s 106(1)(b) is not the year the debt became bad.
In my view, theincome year referred to is the year during
which the bad debt was “actually written off”.

Thereis no provision in the Act that requires the bad debt to
be written off in the year the debt became bad. Had that been
the intention of the legislature, it would have said so ...

Barber DJin the Taxation Review Authority discussed
the requirement to write off bad debtsin Case N69
(1991) 13NZTC 3,541. Barber DJsaid on page 3,547:

| consider it elementary that the writing off of a debt as bad
requires something more than the mere recognition by the
taxpayer, or one or more of its executives, that adebt is
unlikely to be paid. It could be reasoned that only adecision
of the taxpayer to write off adebt is needed, subject to the
debt being bad. However, | consider that, in terms of sec
106(1)(b), book-keeping steps must also be taken to record
that the debt has been written off. Desirably, the steps would
comprise adirectors' resolution, if the taxpayer is a corporate,
and appropriate book-keeping entries. However, it would be
adequate for aresponsible officer or executive of acorporate
or business to merely make the appropriate book-keeping
entriesif he or she has that authority. An unincorporated sole
trader or small unincorporated business would not, of course,
have a directorate so that book entries by the trader or his or
her manager will suffice. In my view, it is not possible to
write off a debt as bad without the making of authorised
journal entries in the books of account of the business.

In all cases, taxpayers must be ableto clearly show that
abad debt has been written off. If debtorsledgersare
maintained, the writing-off will be ableto be clearly
shown by the appropriate book-keeping entries having
been made in the debtorsledger by authorised persons.
If debtorsledgers are not maintained (generally where
the business operations are small and the accounting
systems unsophisticated), other action must be taken
that showsthat the business systemstreat the debt as
bad.

In all casesthe businessrecords kept by the taxpayer
must comply with the requirements of section 22 of the
Tax Administration Act 1994 and section 75 of the GST
Act.

The necessary writing-off must take place before the end
of theincomeyear or GST taxable period in which the
bad debt deduction is claimed. Sometimesit may be
difficult from apractical point of view to make all the
necessary accounting entries before the end of the
incomeyear or GST taxable period. It is, therefore,
important to review all debtsbeforethe end of an
incomeyear or GST taxable period to ensure that any
bad debts can be deducted in that year or GST taxable
period. Writing-off cannot be back dated. The writing-
off must bein theincomeyear or GST taxable period
for which the bad debt is claimed.



Accounts kept by taxpayers

M ost taxpayersin business keep double-entry accounts.
If aperson keeps double-entry accounting records, the
bad debt must be struck out of the records on which the
double-entry accounts are based. Generally, this means
that the balance in the debtorsledger for the individual
debtor must be reduced by the amount of the bad debt.

In cases where ataxpayer does not keep double-entry
accounting records and/or does not keep a debtors
ledger, the person must write the debt off according to
the form of records used. This meansthat however the
person records the debt owing, the record showing the
amount owed by the bad debtor must illustrate that the
creditor has no reasonabl e expectation of getting
payment for the amount of the bad debt.

For example, if the only record of debtorsisacopy
invoice book, it isacceptabl e to write across the copy
invoice“*BAD DEBT”, with the date and a brief note of
thereason (e.g. “ Bankruptcy noticein newspaper”).

Keeping records for credit control or
other purposes

For avariety of reasons, acreditor may keep aseparate
record of bad debtswritten off. For example, the records
may be necessary if the creditor should ever havethe
opportunity of collecting the debt in the future, or the
creditor may want to keep arecord of problem custom-
ersto avoid future difficulties.

Aslong asthese records are quite separate from the
accounting base records they will not affect the write-
off. If the creditor ceasesto recognise the debt asan
asset for accounting purposes by removing it from the
accounting base records, it iswritten off.

More than one set of accounts

Some businesses have more than one set of accounts.
For example, acompany may prepare:

 Financial accountsfor financial reporting purposesto
satisfy the requirements of the Companies Act 1955
or 1993; and

» Management accounts as abasis for management
decision-making and control.

The sets of accounts may be prepared in quite different
ways. For example, there are statutory requirements set
out in the Financial Reporting Act 1993 for preparing
financial reportsthat are not required when preparing
management accounts; and management accounts may
be prepared on the basis of estimatesfor some elements
in order to provide very quick reports.

When the different sets of accountsrely on the same
underlying debtor records, thereisno problem. Aslong
asthe creditor ceases to recognise the debt as an asset
for accounting purposes by removing it from the
accounting base records, it iswritten off. However, if
the debt is still recognised as an asset in the underlying
records, it isnot written off.
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If the different sets of accountsrely on different underly-
ing debtor records (whichisvery rare), the creditor
should refer to the accountsthat arerelied on to repre-
sent thefirm’ sfinancial position. For acompany, these
will bethe accountsthat are used to satisfy the compa-
ny’sfinancial reporting obligations under the relevant
CompaniesAct.

Examples of when a bad debt is/is
not written off

General facts
Thefollowing facts apply to all the following examples:

» Thetaxpayer’ sincometax balance dateis 31 March.

* Theonly question iswhether adebt has been written
off. All other criteriaare satisfied.

» Thedebt isfor goods and services supplied for money.
» Thesupply hasbeen included in the taxpayer’ s gross
incomefor income tax purposes.

In the exampleswherethe taxpayer isaGST registered
person, thefollowing additional factsapply:

* GST returnsarefiled on atwo-monthly invoice basis.
» The supply hasbeenincluded in aGST return.

Example 1

The taxpayer maintains adebtorsledger and isnot
registered for GST. The debtorsledger iswritten up
on 31 March 1996. The entrieswritten up include
thejournal entry writing off the bad debt.

The bad debt isdeductiblein the year ending
31 March 1996.

Example 2

The taxpayer maintains adebtorsledger and isnot
registered for GST. The debtorsledger iswritten up
on 1 April 1996. The entrieswritten up include the
journal entry writing off the bad debt.

The bad debt isdeductiblein the year ending
31 March 1997.

Example 3

Thetaxpayer does not maintain adebtors ledger
andisregistered for GST. Thereisno indication on
her underlying debtor recordsto show the status of
the debt. She has claimed a deduction from output
tax for the bad debt in her GST return for the
taxable period ending 31 January 1996. That return
was prepared in February 1996.

Thetaxpayer isnot entitled to the deduction from
GST output tax. Sheisnot allowed a deduction for
the bad debt in theincome year ending 31 March
1996. Claiming the deduction from output tax for
GST purposesis hot asufficient writing-off of the
bad debt.

continued on page 40
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Example 4

Thetaxpayer does not maintain adebtors ledger
and isnot registered for GST. The taxpayer’sonly
records of debtsowing to her are copies of invoices
she hasissued. She has placed theinvoice for the
debtinquestioninafilemarked “BAD DEBTS” in
February 1996.

Thetaxpayer isallowed adeduction for the bad debt
intheyear ending 31 March 1996.

Example 5

The taxpayer maintains adebtorsledger and is not
registered for GST. She wrote up the debtorsledger
on 31 March 1995. The entrieswritten up include a
journal entry writing off abad debt. The taxpayer’s
accountant prepares her accountsin June 1995. In
the course of preparing the accounts, the accountant
makes a general ledger entry recognising the bad
debt asaresult of the debtors ledger entry made by
thetaxpayer on 31 March 1995.

The bad debt isdeductiblein the year ending

31 March 1995. That is because the underlying
accounting record of the debt was altered to recog-
nise the bad debt on 31 March 1995.

Thetaxpayer’ sincometax return for the year
ending 31 March 1996 includesthe profit and loss
statement and a*“tax reconciliation statement”
showing the difference between the accounting
income and the amount she believesto beincome
for income tax purposes. Thetax reconciliation
statement includes adeduction for the bad debt.

Thetaxpayer isnot allowed adeduction for the bad
debt. Although the debt has been written off in the
underlying accounting records, she has not ceased
to recognise the debt as an asset for accounting
puUrposes.

Example 6

Thetaxpayer does not maintain adebtorsledger
and isnot registered for GST. Her only records of
debts owing are copies of invoicesissued. On

15 March 1995 she placed the invoice for the debt
inquestion in afilemarked “BAD DEBTS’. The
amount of trade creditorsin the taxpayer’ s balance
sheet asat 31 March 1996 includes the bad debit.
Thetaxpayer’ s profit and loss statement for the year
ending 31 March 1996 includes asincomethe sale
that has become abad debt. The profit and loss
statement does not recogni se any expense for bad or
doubtful debts.

Example 7

Thetaxpayer does not maintain adebtorsledger
and isnot registered for GST. His only records of
debts owing are copies of invoices and statements
issued. In February 1996 the taxpayer became aware
that a debt was bad. He stopped sending out state-
mentsfor the debt and took no other action onit. In
particular, he sent out no statements on the account
in February and March 1996. The taxpayer contin-
ued to send out statements on all the other debts
owing, including overdue accounts. Thetaxpayer
keeps carbon copies of the statements of account in
the duplicate account book from which the state-
mentsfor issue are prepared. The taxpayer has
tagged the final statement sent out in respect of the
debt, marking it “bad debt”.

Thetaxpayer isallowed adeduction for the bad debt
inthe year ending 31 March 1996. The cessation of
statements of account, recorded by their absencein
the duplicate account book, and the tagging of the
final statement, amount to writing off the debt in
hisaccounting system.

Debt forgiveness in consideration of natural love and affection

Public Ruling - BR Pub 96/4A

Note (not part of ruling): Public ruling BR Pub 96/4 (see TIB Volume Seven, No.10 [ March 1996] at page 14)
concerned sections BB 9, EH 4 (6), and GD 11 of the Income Tax Act 1994. Section 6 of the Taxation (Core
Provisions) Act 1996 repealsand replaces section BB 9, and section 257 of that Act repeals and replaces section
GD 11, with effect from the 1997-98 income year. Section 91G(1) of the Tax Administration Act 1994 states that
when a taxation law that is the subject of a binding ruling isrepealed, the ruling ceasesto apply to the extent of,
and from the effective date of, that repeal. This meansthat public ruling BR Pub 96/4 will not apply to the 1997-
98 income year and subsequent income years, but will apply to the 1996-97 income year.

Public ruling BR Pub 96/4A replaces public ruling BR Pub 96/4 with effect fromthe 1997-98 income year. It is
intended that the cessation of public ruling BR Pub 96/4 and its replacement by public ruling BR Pub 96/4A
should have no practical effect on the application of the taxation law contained in the rulings to the relevant

taxpayers.

This is a public ruling made under section 91D of the Tax Administration Act 1994.
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Taxation Law

All legislative references are to the Income Tax Act 1994 as amended by the
Taxation (Core Provisions) Act 1996 unless otherwise stated.

This Ruling applies in respect of sections EH 4 (6), GD 11, and BG 1.

The Arrangement to which this Ruling applies

The Arrangement is the forgiveness of an amount owing under a debt by a
natural person in consideration of natural love and affection.

How the Taxation Law applies to the Arrangement
The Taxation Law applies to the Arrangement as follows:

Section EH 4 (6) allows relief for debtors (issuers) from income tax under the
accruals rules. Section EH 4 (6) allows relief when an amount under a debt is
forgiven by a natural person in consideration of natural love and affection. It
does not apply when an amount is forgiven by a company.

Section EH 4 (6) can apply to:

= A debt forgiveness between near relatives, such as father and child, brother
and sister, husband and wife, and de facto parents; and

= A debt forgiveness by testamentary disposition; and

= A debt forgiveness by a trust settlor or creditor to a family trust, being a fixed
trust where the creditor has or would have had a relationship of natural love
and affection with all of the trust beneficiaries, other than residual or default
beneficiaries; and

= A debt forgiveness by a trust settlor or creditor to a family trust, being a
discretionary trust where the creditor has or would have had a relationship of
natural love and affection with all, or all the primary, trust objects or potential
beneficiaries; and

= A partial debt forgiveness; and

= A conditional debt forgiveness (where the debt is not forgiven until the condi-
tions are fulfilled),

provided that, in each case, the requirements of the section are satisfied.
The Commissioner considers that the section does not apply to:

= A debt forgiveness to a company (including a family company); or

= A debt forgiveness by a trustee to the trust beneficiaries; or

= A debt forgiveness that forms part of a tax avoidance arrangement in terms of
a provision such as section GD 11 or section BG 1.

The period for which this Ruling applies

This Ruling will apply to amounts of debts forgiven in the 1997-98 and 1998-99
income years, and applies to taxpayers with standard, early, or late balance dates
for these years.

This Ruling is signed by me on the 8th day of December 1996.

Jeffrey Tyler
Assistant General Manager (Adjudication & Rulings)

commentary on page 42
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Commentary on Public Ruling BR Pub 96/4A

Thiscommentary isnot alegally binding statement, but
isintended to provide assistance in understanding and
applying the conclusionsreached in Public Ruling

BR Pub 96/4A (“theRuling”).

The subject matter covered in the Ruling was previously
dealt within Public Ruling BR Pub 96/4 (in TIB
Volume Seven, No.10 (March 1996) at page 14 under
the heading Debt forgivenessin consideration of
natural love and affection). The Ruling replaces and
supersedes that earlier ruling with effect from the
1997-98 income year.

Background

Therelevant provisions of the accrualsrules are sections
EH 1to EH 10.

Base price adjustment calculationsfor financial ar-
rangements are contained in section EH 4. The base
price adjustment is effectively a“wash up” calculation
of all income or expenditure under afinancial arrange-
ment upon the maturity, transfer, or remission of that
arrangement.

Generally, under section EH 4, any principal, interest,
or other amount payable on afinancial arrangement that
is“remitted” isgrossincometo theissuer. If thedebt is
remitted, the issuer isthe debtor.

Thisisillustrated by the examples below.

Example 1

Creditor lends Debtor $50,000 repayablein two
yearswith $10,000 interest. I n the second year of
theloan, however, Debtor isin financial difficulties.
Creditor agreesto accept $50,000 with no interest
infull and final settlement of Debtor’ s obligations.
The $10,000 interest isaccordingly remitted in the
second year. Debtor, however, claimed anincome
tax deduction for $5,000 of the interest in thefirst
year (on an accrualsbasis).

Assume Creditor isnot a cash basis holder.

Debtor’ s base price adjustment in the second year
effectively resultsin the recapture of her income tax
deduction of $5,000. She has derived grossincome
of $5,000. Her grossincomeis calculated asfol-
lows:

a+(b-¢
$50,000 - ($50,000 + $5,000)
- $5,000 (income).

(A negativeresult isincomefor anissuer).

For Creditor, the holder of the financial arrange-
ment, abad debt deduction for the $5,000 forgiven
would be availableif the requirements of section
EH 5 (1) were satisfied prior to the remission.

42

Example 2

Assumethat Creditor made the loan under Example
1 and that Debtor had claimed an income tax
deduction of $5,000 in thefirst year (on an accruals
basis). Assume, however, that after thefirst year,
Debtor’ sfinancia difficultieslead the partiesto
agreethat only $40,000 of principal and $10,000 of
interest would berepaid in the second year’ sfull
and final settlement. If the balance of theinterest
(%$5,000) were deductible by Debtor in the second
year, shewould have grossincome of $5,000 under
the base price adjustment. Thisis becausethe
deductibleinterest in that year would partly offset
her taxable remission income of $10,000. Debtor’s
base price adjustment would be:

a-(b+c
$40,000 + $10,000 - ($50,000 + $5,000)
- $5,000 (income).

Creditor could only claim adeduction for the
remission under section EH 5 (2) if she satisfied the
requirements of that subsection prior to theremis-
sion. Creditor would only be entitled to abad debt
deduction if she carried on abusiness of holding or
dealing in such financial arrangements and was not
associated with Debtor.

Legislation

Cross-reference table

IncomeTax IncomeTax IncomeTax
Act 19941 Act 19942 Act 1976
BG1 BB9 99

EH 4 (6) EH 4 (6) 64F(7B)

EH 4 EH 4 64F

EH5 EH5 64G

GD 11 GD 11 64J

1. asamended by the Taxation (Core Provisions) Act 1996
2. prior to amendment by the Taxation (Core Provisions) Act 1996

Section EH 4 (6) allowsissuersrelief from the taxation
of remissionsfor certain intra-family and private debts.
It replaces, without material amendment, the former
section 64F(7B) of the Income Tax Act 1976. Section
64F(7B) applied to debt forgivenessfrom 1 October
1987.

Before 1 October 1987, section 64F(7A) applied to
forgiveness by testamentary disposition, and section
64F(7) applied to other forgiveness. Thetermsand
effect of those two subsections differ from sections
64F(7B) and EH 4 (6). Section EH 4 (6) appliesto both
testamentary and other debt forgiveness.



Section EH 4 (6)
Section EH 4 (6) states:

Where an amount owing under a debt (including any amount
accrued and unpaid at the time of the forgiveness) isforgiven
by anatural person in consideration of natural love and
affection, the amount forgiven shall, for the purposes of the
qualified accruals rules, be deemed to have been paid when
the amount is forgiven.

Application of the Legislation

Requirements of section EH 4 (6)
In summary, for section EH 4 (6) to apply:

» There must be an amount owing.

* |t must be owing under adebt.

* |t may include any amount accrued and unpaid.

* It must beforgiven.

* |t must beforgiven by anatural person.

* It must beforgivenin consideration of natural love
and affection.

Thefollowing discusses some of the requirements of the
subsection.

Debt

Section EH 4 (6) only applieswhen thereis*an amount
owing under adebt”. Itisnot available for forgiveness
of all typesof “financial arrangement” that may be
subject to the accrualsrules. “ Financial arrangement” as
defined in section OB 1isavery broad term. For
example, it includes sell-back and buy-back arrange-
ments, debt defeasances, and assignments of income.
None of theseis, initself, adebt.

“Debt” isnot defined in the Act. Accordingly, the
expressionisgivenitsordinary or common meaning. In
legal termsa“debt” isunderstood to be aliquidated
money demand or something recoverablein court by
action for debt. A debt isacertain sum due from one
person to another, either by record (e.g. court judgment)
or inwriting.

Forgiven

Anamount under adebt must be “forgiven” for section
EH 4 (6) to apply. The expression “forgiven” does not
necessarily mean the samething as*“remitted” (as
defined for accrual s rules purposesin section

EH 4 (9)(c)). “Remitted” includes awider range of
eventsthat are not necessarily forgiveness. These events
could include when the issuer has been released from
making payments by operation of statute (e.g. the
Insolvency Act 1967) or lapse of time (e.g. become
statute barred).

“Forgiven” isnot defined in the Act. The expression
must be given its ordinary or common meaning. That is
the giving up of any claim to restitution or remedy for
an obligation. That forgiveness must be a positive act by
the creditor (holder) as opposed to a consequence of the
operation of statute or the lapse of time.
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Such forgivenessisnormally evidenced by adeed or
other document.

Partial forgiveness

The Commissioner considersthat section EH 4 (6) can
apply to apartial debt forgiveness. The subsection
appliesin broadly the same way asto afull debt forgive-
ness. It deems the amount forgiven to be paid for the
purposes of the base price adjustment calculation. A
difference, however, isthat a partial debt remission does
not trigger a base price adjustment, unlessit accompa-
nies maturity or transfer of the financial arrangement.

Conditional forgiveness

If aforgivenessis conditional, it does not occur until the
conditionsare fulfilled. Accordingly, the Commissioner
considersthat the amount conditionally forgivenis not
deemed paid under section EH 4 (6) until the conditions
arefulfilled.

Natural person

The person forgiving the debt (the creditor or holder)
must bea*“ natural person”. The expression “natural
person” isalegal term. [tsmeaning isnot altered by the
Act. Itisahuman being as opposed to an artificial
person (such as acompany): Pharmaceutical Society v
London & Provincial Supply Assn (1880) 5A.C. 857,
869-870.

Thisitem sets out the Commissioner’ sinterpretation of
“natural person” for deceased persons and for trusts
settled by natural persons.

I n consideration of natural love and affection

Thisrequirement of the subsection confinesit to family
and other private transactions. It does not apply to
business or commercial arrangements.

The phrase“in consideration of natural love and
affection” isanother legal concept. Itisnot further
defined inthe Act.

Natural love and affection is generally considered to
subsist between near relatives, such asfather and child,
brother and sister, and husband and wife. The Commis-
sioner considersthat natural love and affection can
equally subsist within familieswith married or de facto
married parents.

Except asdiscussed below in relation to trusts, the
Commissioner considersthat section EH 4 (6) requires
that the natural love and affection exist between the
creditor and the debtor.

The Commissioner considersthat in some casesit
would be possible for natural love and affection to be
present outside the strict married or de facto married
family. For exampleit could be present between life-
long friends (although not ordinary friends or col-
leagues).

Inland Revenue does not proposeto publish detailed
rules or guidelines on the degree of relationship neces-
sary to establish natural love and affection. Thisques-
tion can only be considered on acase by case basis.
continued on page 44
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A forgivenessto acompany or other non-natural person
isnot in consideration of natural love and affection.

Debt is deemed paid

If the requirements of section EH 4 (6) are satisfied, the
amount of the debt forgiven isdeemed paid. This
includes any amount accrued and unpaid on the debt.
Thisconsequenceis deemed for all purposeswithin the
qualified accrualsrules.

The main provisions when this deemed payment is
relevant are sections EH 4 (base price adjustment) and
EH 5 (bad debts). Broadly, the effect for the issuer or
debtor isthat no taxable remission arises on abase price
adjustment. For the holder or creditor, no bad debt
deductionisavailable under section EH 5 because the
amount forgiven is deemed paid. Also, any interest or
accrualsincome forgiven istaxableto the holder, for the
same reason.

Example 3

Assumethat theforgivenessisasin Example 1.
Assume, however, that Creditor and Debtor are
closely related (sisters) and that the requirements of
section EH 4 (6) are satisfied.

Debtor has claimed a$5,000 interest deductionin
thefirst year. In the second year, rather than $5,000
of grossincome asin Example 1, Debtor’ shase
price adjustment would result in expenditure of
$5,000. Thisisthe balance of the interest remitted
that is deemed paid. Her calculation would be:

a-(b+c)
($50,000 + $10,000) - ($50,000 + $5,000)
$5,000 (expenditure).

(The amount deemed paid, $10,000, is added into
item*a).

Creditor isrequired over thetwo yearsto return the
$10,000 of interest remitted as grossincome under
the accrualsrules. No bad debt deduction isavail-
ablefor theremission asit isdeemed paid.

Example 4

Assumethat the forgivenessisasin Example 2.
Assume, however, that Creditor and Debtor are
closely related (sisters) and that the requirements of
section EH 4 (6) are satisfied.

Rather than $5,000 of grossincome asin Example
2, Debtor’ s base price adjustment would result in
expenditure of $5,000. Thisisthe balance of the
interest paid. The $10,000 of debt remitted is not
taxable to Debtor, as Debtor is deemed to have paid
it. Debtor’ s calculation would be:

a-(b+c
($50,000 + $10,000) - ($50,000 + $5,000)
$5,000 (expenditure).

Creditor isassessed on the $10,000 interest re-
ceived. Sheisnot entitled to abad debt deduction
for theremission asit isdeemed paid.
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Testamentary dispositions and trusts

Taxpayers and advisers have asked Inland Revenueto
set out the Commissioner’ sinterpretation of section
EH 4 (6) for testamentary dispositions and trusts.

Testamentary dispositions

The question has arisen asto whether a deceased
taxpayer can bea“ natural person” for section EH 4 (6)
purposes. For example, can section EH 4 (6) apply to a
debt forgiveness by will when the other requirements of
that provision are present?

The Commissioner considersthat the deceased can be a
“natural person” and that section EH 4 (6) can apply.
Thisisbecause, under section 24 of the Wills Act 1837
(UK), inrelation to the property of the deceased, awill
speaks and takes effect from the timeimmediately prior
to the deceased’ sdeath. (The Wills Act 1837 (UK) has
been incorporated into New Zealand law).

Accordingly, the Commissioner considersthat section
EH 4 (6) will apply to atestamentary debt when its
requirementswould have been satisfied immediately
prior to the deceased’ s death.

Family fixed trusts

Theissue has also arisen of whether the forgiveness of
debt to atrust may satisfy section EH 4 (6). The situa-
tion envisaged iswhen atrust settlor or creditor isa
natural person. He or she has natural love and affection
for the trust beneficiaries. Thetrustisafixed trust

(i.e. thetrust deed sets out the share or interest that each
beneficiary isto take) for beneficiaries. Thetrust owes
the settlor or creditor adebt. The creditor forgivesthe
debt to the trust.

The Commissioner considersthat the subsection can
apply, provided that all the requirements are satisfied.
The Commissioner considersthat it is necessary to
“look through” the trust from the creditor to the benefi-
ciariesin determining whether thereis natural love and
affection. The presence or absence of that state between
the creditor and the trustee, in hisor her private capac-
ity, isirrelevant. Similarly, the presence or absence of
that state between the trustee and the beneficiariesis
irrelevant.

The state must exist, or have existed, between the
natural person creditor and all of thetrust’s beneficiar-
ies (subject to the comments below about certain
residual or default beneficiaries).

Family discretionary trusts

The position islessclear for discretionary trustswhen
the class of beneficiariesincludes personsfor whom the
settlor or other creditor has natural love or affection.

For the reasons outlined above, the Commissioner
considersthat the subsection can apply when either all,
or al of the primary, trust objects or potential benefici-
aries are persons for whom the creditor has or would
have had natural love and affection.



Family trustswith certain residual
or default beneficiaries

A related question iswhether the subsection appliesif a
fixed trust has certain residual or default beneficiaries
for which the settlor does not have natural love and
affection. For example, it iscommon for family truststo
have charitiesand similar bodies asresidual beneficiar-
ies.

The Commissioner considersthat thiswould not
preclude the subsection from applying. The Commis-
sioner considersthat it will usually be sufficient if the
creditor has, or would have had, natural love and
affection for the primary beneficiaries of the trust.

Section EH 4 (6) will not apply when acharity or other
person unrelated to the person forgiving isaprimary
beneficiary. Similarly, the subsection will not apply
when family members are not the obviousfocus of a
discretionary trust deed. Inland Revenue does not
propose to publish guidelines on the distinction between
primary and minor beneficiaries. If necessary, thisissue
can be considered on acase by case basis.

Example 5

Son owes Father a debt of $10,000. Father dies, and
hiswill providesfor the debt to be forgiven. Section
EH 4 (6) applies and Son is deemed to have paid the
debt to Father for accruals purposes.

Example 6

Mother has established atrust, with her children as
beneficiaries asto one-third each. The residual
beneficiary, if the other beneficiaries pre-decease, is
acharity for the promotion of musical education.
Mother has sold her business assetsto the trust for a
debt back owed by thetrust of $100,000. M other
forgivesthe $100,000 debt in consideration of
natural love and affection of the beneficiaries.
Section EH 4 (6) applies and the trustee is deemed
to have paid the debt for accruals purposes. The
existence of theresidual beneficiary does not
prevent the subsection applying.

Example 7

Prior to his death, the deceased established afamily
discretionary trust for his children. Helent the trust
money to pay for an overseastrip by hischildren.
Hiswill provided for the loansto beforgiven.
Section EH 4 (6) applies and the trustee is deemed
to have paid the debt for accrual s purposes.
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Situations where section EH 4 (6)
does not apply

The Commissioner considersthat section EH 4 (6) is
not applicable when:

» The party that owesthe debt whichisforgivenisa
company. Thisincludesafamily company or close
company. Inthe Commissioner’ sview, aperson can
never have natural love and affection for acompany
or other artificial person. The Commissioner has
considered submissionsthat focus upon the similari-
ties between family companies and family trust
arrangements. However, thereisaclear legal distinc-
tion between these chosen vehicles, in that acompany
has separate legal personality from its shareholders.
Accordingly, any relationship between the creditor
and the shareholdersisirrelevant.

* A trusteeforgivesadebt owed by thetrust beneficiar-
ies. Thisisirrespective of atrustee’ s natural love and
affection for the beneficiaries. Thetrustee’ snatural
love and affection arisesin hisor her personal
capacity. It would beimproper for the trustee to
forgive adebt in consideration of hisor her natural
love and affection for the beneficiaries. Thetrustee
could only forgivein accordance with hisor her
duties astrustee (as set out in the trust deed). At least
in the statutory context of section EH 4 (6), the
Commissioner considersthat atrustee acting in hisor
her capacity astrusteeisnot anatural person. The
settlor’ snatural love and affection for the beneficiar-
ieswould also beirrelevant astheforgivenesswould
be by thetrustee.

» Thedebt forgivenessforms part of atax avoidance
arrangement in terms of aprovision such as section
GD 11 or BG 1. For example, anindividual taxpayer
owes abank an amount under adebt which she
cannot pay infull. Theindividual payswhat she can,
and the bank, in turn, transfers the balance of the debt
to the taxpayer’ s spouse for nominal consideration.
The spouse forgives the balance supposedly within
section EH 4 (6). In these circumstances the Commis-
sioner might invoke an anti-avoidance provision such
assection BG 1.
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Bay of Plenty Co-operative Fertiliser Company Ltd’s

offer to Southfert Co-operative Ltd shareholders
Product Ruling - BR Prd 96/40

This is a product ruling made under section 91F of the Tax Administration Act 1994.

Taxation Laws
All legislative references are to the Income Tax Act 1994 unless otherwise stated.

This Ruling applies in respect of section HH 3 (5), the definition of “beneficiary
income” in section OB 1, section EH 1 and section EH 4.

The Arrangement to which this Ruling applies

The Arrangement is that pursuant to the offer document dated 29 August 1996
(“Offer Document”) to Southfert Co-operative Limited (“Southfert”) sharehold-
ers, Bay of Plenty Co-operative Fertiliser Company Limited (“BOP”) offers to
purchase all the ordinary shares of $1.00 each of Southfert.

Each Southfert shareholder who accepts the above offer will receive as considera-
tion for the Southfert shares sold to BOP:

= |Initially, one fully paid BOP share for every two Southfert shares sold to BOP;
and

= Additional fully paid BOP shares in the 1996/97, 1997/98 and 1998/99 sea-
sons for each tonne of fertiliser purchased by the particular Southfert share-
holder (“deferred consideration”). Instead of issuing the BOP shares in pro-
gressive stages, BOP will issue BOP shares in respect of the deferred consid-
eration immediately to the Southfert/BOP Fertiliser Trust Company Limited
(“Trustee”) which will hold the BOP shares on trust (“the Trust”) pending
release to the Southfert shareholders in successive seasons. At the end of each
of the three seasons following settlement, BOP will notify the Trustee of the
amount of BOP shares which should be provided as deferred consideration,
and the Trustee will transfer the relevant BOP shares to those persons.

If the Trustee has insufficient shares to satisfy the payment of the deferred con-
sideration, BOP may issue further shares to the Trustee. Alternatively, BOP may
issue shares directly to the Southfert shareholders or pay an amount of cash to
the Southfert shareholders equal to the value of the BOP shares constituting
deferred consideration which BOP or the Trustee is obliged to provide in terms
of the offer.

Terms and conditions of BOP shares issued

The BOP shares initially issued to the Southfert shareholders will be non-voting
and not be entitled to receive any distributions (as defined in section 2 of the
Companies Act 1993), bonus issues, cash issues or any other benefit provided to
BOP shareholders prior to 31 May 1999. However, the Southfert shareholders
will be entitled to receive all rebates or other distributions based on the volume
of trading between the holder of the share and BOP.

The BOP shares transferred to the Trust will be non-voting and will not carry
any rights to receive dividends, rebates or distributions of any nature whatso-
ever.

After 31 May 1999, all the BOP shares issued in respect of the Southfert shares
(the BOP shares initially issued to the Southfert shareholders and the deferred
consideration) will become pari passu with all other ordinary BOP shares be-
cause they will carry the same rights as all other ordinary BOP shares.
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Terms and conditions of the Trust

Pursuant to the trust deed dated 29 August 1996 between BOP and the Trustee,
BOP will pay the expenses of the Trustee, although the Trustee will not be remu-
nerated.

The Trust will not provide any consideration for the transfer of shares from BOP.
It will also not receive any consideration when it distributes the BOP shares to
the Southfert shareholders.

The Trust will not derive any income for the time it holds the BOP shares.

The Southfert shareholders will not have any rights or interests in the BOP
shares held by the Trust except as expressly set out in clause 3 of the trust deed
(which relates to the tonnage of fertiliser purchased).

BOP will not have any rights to, or interests in the BOP shares held by the Trust
or any other asset of any nature held by the Trust.

If there are surplus BOP shares remaining in the Trust after the deferred consid-
eration obligations have been discharged, those shares will be cancelled or extin-
guished for nil consideration to the Trustee.

Other facts of the Arrangement and relevant information are as set out in the:

= Offer Document dated 29 August 1996; and
= Trust deed dated 29 August 1996 between BOP and the Trustee; and
= Application for this product ruling dated 12 August 1996.

Assumptions made by the Commissioner
This Ruling is made on the assumptions that:

= The transactions between BOP and the Southfert shareholders are at arm’s
length; and

= BOP will provide a service for the benefit of the Trust at less than market
value being the payment of the administration fees of the Trust; and

< BOP is a resident for New Zealand tax purposes; and

= The lowest price that BOP and the Southfert shareholders who accept BOP’s
offer would have agreed upon for the Southfert shares being sold, at the time
that the agreement for sale and purchase of the Southfert shares is entered
into on the basis of full payment to the Southfert shareholders at the time at
which the Southfert shares are transferred to BOP, is equal to the value of all
BOP shares which are required to be provided to those Southfert shareholders
pursuant to the terms of the offer (the BOP shares initially issued to the
Southfert shareholders and the deferred consideration).

How the Taxation Laws apply to the Arrangement

Subject in all respects to the assumptions above, the Taxation Laws apply to the
Arrangement as follows:

= The distributions of BOP shares from the Trust to the Southfert shareholders
(in their capacity as beneficiaries) will not be assessable for income tax pursu-
ant to section HH 3 (5) and the definition of “beneficiary income” in section
OB 1; and

= The price of the Southfert shares is the value of the BOP shares which are
required to be provided by BOP under the terms of the offer (the BOP shares
initially issued to the Southfert shareholders and the deferred consideration);
and

= No accrual expenditure or income under section EH 1 or EH 4 will arise to the
Southfert shareholders from the “financial arrangement” (as defined in sec-
tion OB 1) that is created by the Arrangement. .

continued on page 48
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The period for which this Ruling applies

This Ruling will apply for the period from 5 December 1996 to 31 March 2001.

This Ruling is signed by me on the 4th day of December 1996.

Martin Smith
General Manager (Adjudication and Rulings)

Public rulings issued as at 8 December 1996

To date, under section 91D of the Tax Administration Act 1994 the Commissioner hasissued the public rulingslisted
below. Therulings appeared in the TIBs as shown.

BR Pub No. Title TIB reference
95/1 Associated non-profit bodies - $1,000 income tax exemption P4, TIB7.2
95/1A Associated non-profit bodies - $1,000 incometax exemption* P.13, TIB 8.10
95/2 GST: saleof long-term residential properties P5,TIB7.2
95/3 GST: secondhand goodsinput tax deduction for forestry rights P.1,TIB7.3
95/4 Companies claiming an income tax deduction for gifts of money P3,TIB7.3
95/5 Rel ationship between the “ unit trust” and “ qualifying trust” definitions P5,TIB7.5
95/5A Relationship between the “ unit trust” and “ qualifying trust” definitions* P.15,TIB 8.10
95/6 Tax treatment of credit card companies’ frequent flyer schemes P.7, TIB7.5
95/7 Bonus payments - tax deductions and assessability P.1,TIB7.6
95/8 Tertiary student association fees P5,TIB7.6
95/9 GST: importersand input tax deductions P.15,TIB 7.7
95/10 Financial planning fees: incometax deductibility P.1,TIB7.7
95/10A Financial planning fees. incometax deductibility* P.18, TIB 8.10
95/11 GST treatment of financial planning fees P.11,TIB7.7
95/12 GST and suppliespaid for in foreign currency P.17, TIB7.7
96/1 Dispositionswhere the transferor reserves abenefit or advantagein

real property - gift duty implications P.1,TIB7.8
96/2 Dispositionswhere the transferor reserves abenefit or advantagein

real property - incometax implications P.10,TIB7.8
96/2A Dispositionswhere the transferor reserves abenefit or advantagein

real property - income tax implications* P.28, TIB 8.10
96/3 Bad debts - writing off debtsasbad for GST and income tax purposes P.13,TIB7.8
96/3A Bad debts - writing off debtsasbad for GST and incometax purposes* P.32, TIB 8.10
96/4 Debt forgivenessin consideration of natural love and affection P.14,TIB 7.10
96/4A Debt forgivenessin consideration of natural love and affection* P.40, TIB 8.10
96/5 Licensed premises operators and entertainment P.1,TIB7.12
96/6 Definition of “transitional capital amount” P.4,TIB7.12
96/7 GST: when the supply of leasehold land is an exempt supply P.6, TIB 7.12
96/8 Whether section CD 1 (4)(a)(i) and section CD 1 (7)(@) income tax exemptions

apply to non-natural persons P.1, TIB7.13
96/9 Taxation of commissionsreceived by life agentson own policiesand family policies  P.5, TIB 8.8
96/9A Taxation of commissionsreceived by life agentson own policiesand family policies* P.6, TIB 8.8
96/10 GST: advertising space and advertising time sold to non-residents P.13,TIB 8.8
96/11 GST: input tax deductionsfor finance | ease financiers and the appropriate method

for section 21 adjustments P.4,TIB 8.10
96/12 GST: time of supply when payment is made by cheque, credit card, charge card

or irrevocableletter of credit P.10, TIB 8.10

* |n terms of the Income Tax Act 1994 as amended by the Taxation (Core Provisions) Act 1996.
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Questions we’ve been asked

This section of the TIB sets out the answers to some day-to-day questions that people have asked.
We have published these as they may be of general interest to readers.

These items are based on letters we’ve received. A general similarity to items in this package will
not necessarily lead to the same tax result. Each case will depend on its own facts.

Income Tax Act 1994

Tax treatment of United Nations Joint Staff Pension Fund pensions

Section CB 9 (e): Income exempted from income tax by another Act: A taxpayer
is an ex-employee of the United Nations and the recipient of a United Nations
Joint Staff Pension Fund (UNJSPF) pension. She has asked whether the pension
is exempt from New Zealand income tax under section CB 9 (e).

Section CB 9 (e) exempts from tax:

Income expressly exempted from income tax by any other Act, to the extent of the exemption so
provided.

The Act that the taxpayer believes exempts her from tax is the Diplomatic Privi-
leges and Immunities Act 1968. Section 9 of that Act allows the Governor Gen-
eral to make regulations exempting staff of international organisations, such as
the United Nations, from New Zealand tax. Regulations made under the pred-
ecessor to the 1968 Act, and still in force because of section 20(d) of the Acts
Interpretation Act 1924, provide for certain exemptions for staff of the United
Nations (there are also regulations covering staff of other United Nations agen-
cies such as the World Health Organisation).

However, the regulations (such as regulations 11 to 14 of the Diplomatic Privi-
leges (United Nations) Order 1959) only exempt current employees of the United
Nations from tax. They do not exempt ex-staff members from tax on pensions in
respect of past service, particularly if those pensions are paid not by the United
Nations but by the UNJSPF. Accordingly, the Diplomatic Privileges and
Immunities Act 1968 and the Orders made under that Act (or its predecessors)
do not apply to make the pensions exempt from tax.

This means it is necessary to determine if the pension is taxable in New Zealand.
The pension is taxable in New Zealand and it is taxable for the following reasons.
A non-resident contributory superannuation scheme, like the UNJSPF, is a unit
trust as defined in the Income Tax Act 1994. As such it is deemed to be a com-
pany for tax purposes. Distributions from a unit trust are treated as dividends
for tax purposes. Therefore, the pension payments are assessable distributions
from a unit trust. Generally, distributions from superannuation funds are ex-
empt from income tax to the beneficiaries. However, the UNJSPF is not a “super-
annuation fund” as defined in section OB 1, so the exemption cannot apply to
them. The UNJSPF is not a “superannuation fund” because the fund is not
registered under the Superannuation Schemes Act 1989.

Furthermore, the foreign investment fund (FIF) income tax rules apply to the
UNJSPF, unless an exemption to the FIF regime applies. Exemptions that could
possibly apply, depending on the precise terms of the UNJSPF’s constituent
documents and the circumstances of the recipient, include the employment-
related foreign superannuation scheme exemption, the qualifying foreign private
annuity (QFPA) exemption, or the exemption for interests of no more than
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$20,000. For more detail on the FIF regime, and the exemptions, see our booklet
Foreign Investment Funds(IR 275B). For more details on the QFPA exemption see
the appendix to TIB Volume Eight, No.5 (September 1996). If an FIF regime
exemption applies, it merely means that the FIF regime (including its reporting
requirements) does not apply. It does not mean there is a general income tax
exemption. Pensions from the UNJSPF will still be taxed as an assessable distri-
bution from a unit trust.
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Legal decisions - case notes

This section of the TIB sets out brief notes of recent tax decisions made by the Taxation Review
Authority, the High Court, the Court of Appeal and the Privy Council.

We've given full references to each case, including the citation details where it has already been
reported. Details of the relevant Act and section will help you to quickly identify the legislation at
issue. Short case summaries and keywords deliver the bare essentials for busy readers. The notes
also outline the principal facts and grounds for the decision. Where possible, we have indicated if
an appeal will be forthcoming.

These case reviews do not set out Inland Revenue policy, nor do they represent our attitude to the
decision. These are purely brief factual reviews of decisions for the general interest of our readers.

Challenging the validity of an assessment by judicial review proceedings

Case:
Keywords:

Summary:

Facts:

Decision:

New Zealand Wool Board v CIR
Validity of assessment, objection proceedings, judicial review

The Objector was unable to challenge the validity of the Commissioner’s assess-
ment by judicial review, as an assessment had been issued, and an objection
filed, which was clearly destined for the High Court. The Objector first had to
exhaust the objection process in order to challenge the correctness and validity of
the assessment.

The Objector invested $100 million in redeemable preference shares, and treated
all dividends received as exempt income under section 63 of the Income Tax Act
1976. The Commissioner issued an amended assessment and the Objector ob-
jected challenging both the correctness of the assessment and its validity. The
Obijector challenged the validity of the assessment and applied for judicial re-
view in the High Court. The Commissioner informed the court that the objection
would be disallowed.

The Court held when an assessment has been made, a taxpayer challenging the
validity of that assessment should use the statutory objection procedure; follow-
ing Golden Bay Cement Co Ltdv CIR.

The Court held when no assessment has been made, the statutory objection
procedure will not be available, and therefore, the taxpayer may seek judicial
review; following BNZ Finance Ltdv Holland & Nash

The Court found in the present case that an assessment had been made, and an
objection lodged, and the objection proceedings were clearly destined for the
High Court where, as a matter of common sense, they would be consolidated
with the judicial review proceedings. Therefore, the Court held that the Objector
first had to exhaust the objection process in order to challenge the correctness
and validity of the assessment.

Ability to lead evidence on the Commissioner’s actions and procedures

Case:
Act:
Keywords:

Summary:

High Court Auckland M 245/96
Taxation Review Authorities Act 1994 - section 24
Taxation Review Authorities powers, challenge to validity

The High Court found that the Objector was entitled to lead evidence necessary
to enable the TRA to deal with the matter in the manner for which the Objector
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Facts:

Decision:

contends. The TRA does not attack the method by which the Commissioner
reaches his decision, rather it reaches its own decision as to an appropriate
assessment.

This case concerned an appeal to the High Court regarding the Objector’s ability
to cross examine and lead evidence on the Commissioner’s actions and proce-
dures.

The High Court held that the TRA has all the powers of the Commissioner (at

s 32 of ITA 1976) and may receive any evidence, whether normally admissible or
not. Therefore, it can make any assessment which the Commissioner is empow-
ered to make, and can hear the taxpayer’s case without examining the process
which led to the Commissioner’s assessment. In reaching its own decision as to
the appropriate assessment to be made the TRA can cure any defects that may
have existed in the Commissioner’s assessment. Therefore, the High Court held
that a challenge to process is effected, not by attacking the method by which the
Commissioner reached his decision, but by calling the evidence necessary to
enable the TRA to make a correct decision.

Amended assessments of group companies disallowing deductions for loss setoffs

Case:
Act:

Keywords:

Summary:

Facts:

Decision:

Hotdip Galvanisers (Christchurch Limited) v CIR
Income Tax Act 1976 - sections 191(5), (7A), (7B), and 188(4)
Group companies, loss setoffs

The Commissioner determined that interest deductions in respect of a loss com-
pany were remitted under section 188(4) of the Income Tax Act 1976. The Court
found that the Commissioner was entitled to issue amended assessments to
group companies disallowing the deduction for loss setoffs.

Three companies formed a specified group for the purposes of section 191(5). For
two income years losses incurred by one of the companies were offset against
profits of the other two companies. A receiver was appointed to the loss com-
pany. The receiver paid a substantial sum of money to the debenture holders,
but they made no appropriation between principal and interest. The Commis-
sioner determined that some of the loss company’s interest deductions were to
be treated as being either remitted or cancelled under section 188(4). The Com-
missioner issued an amended assessment disallowing the deduction for the loss
setoffs.

The Court held that section 191(7B) provides that any deduction of a loss in-
curred by another company in a group in calculating income shall be deemed a
deduction to which sections 188(4), (5) and (6) apply. Therefore, the Commis-
sioner was authorised to apply s 188(4) and issue amended assessments in re-
spect of the group companies.

The Court held that the presumption in Clayton’s case applied so that where a
debt is paid and no appropriation is made it is presumed that the sum paid is in
relation to the first debit item applied. The presumption did not require there to
be competing claimants of equal priority to which the money could be appropri-
ated.

The Court held that the Commissioner had authority to alter the companies’
assessments as the first debt incurred was principal, so the interest was not paid
off when the company was struck off. As liability for that interest was later
cancelled the deduction in respect of the loss setoffs could not be allowed.
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Profits from the sale of shares

Case:
Act:

Keywords:

Summary:

Facts:

Decision:

Rangatira Limited v CIR
Income Tax Act 1976 - section 65(2)(a)
Profits from the sale of shares, assessable income

The Privy Council found that the Objector’s profits from the sale of shares were
not assessable under section 65(2)(a). The Court of Appeal should not have
disturbed the High Court’s finding of fact unless it was shown to be wrong, and
in this case the decision at first instance could have gone either way.

The Obijector is an unlisted public company. From early on its majority share-
holders were charitable trusts. Over a period of years the Objector consistently
invested on a long-term basis in shares. Shares were disposed of from time to
time and profits made but the Commissioner accepted that these were of a
capital nature at least until 1983. Following this date there was evidence of a new
and more speculative policy with respect to the sale of shares. Over the follow-
ing seven years either 41 or 51 sale transactions had occurred, depending on the
calculation method used.

The Commissioner assessed the Objector on profits from the sale of shares and
securities which had been acquired on or after 1 April 1983. The High Court
found largely in favour of the Objector. The Commissioner appealed and the
Court of Appeal found the transactions to be assessable under section 65(2)(a)
with the exception of the 1986 year which was out of time for assessment.

The Privy Council held that whether a particular business consists of or includes
the buying and selling of shares from profit depends entirely upon the evidence
produced as to the nature of the business activity.

However, the Privy Council held that an appellant Court should not disturb a
finding of fact unless it is shown to be wrong. Therefore, the Court of Appeal
should not have disturbed the finding of the trial judge in this case as the deci-
sion at first instance could have gone either way.
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Booklets available from Inland Revenue

This list shows all of Inland Revenue’s information booklets as at the date of this Tax Information
Bulletin. There is also a brief explanation of what each booklet is about.

Some booklets could fall into more than one category, so you may wish to skim through the entire
list and pick out the booklets that you need. You can get these booklets from any IRD office.

The TIB is always printed in a multiple of four pages. We will include an update of this list at the
back of the TIB whenever we have enough free pages.

General information

Binding rulings (IR 115G) - May 1995: Explains binding rul-
ings, which commit Inland Revenue to a particular interpreta-
tion of the tax law once given.

Disputing a notice of proposed adjustment (IR 210K) - Oct
1996: If we send you a notice to tell you we're going to adjust
your tax liability, you can dispute the notice. This booklet ex-
plains the process you need to follow.

Disputing an assessment (IR 210J) - Oct 1996: Explains the
process to follow if you want to dispute our assessment of your
tax liability, or some other deter mination.

How totell if you need a special tax code (IR 23G): Informa-
tion about getting a special “ flat rate” of tax deducted from your
income, if the regular deduction rates don’t suit your particu-
lar circumstances.

If you disagreewith us (IR 210Z) - Sep 1996: Thisleaflet sum-
marises the stepsinvolved in disputing an assessment.

Income from a Maori Authority (IR 286A) - Feb 1996: For
people who receive income from a Maori authority. Explains
which tax return theindividual ownersor beneficiariesfill inand
how to show theincome.

Independent Family Tax Credit (FS 3) - Sep 1996: Introduc-
ing extra help for families, applying from 1 July 1996.

Inland Revenueaudits (IR 297) - May 1995: For business peo-
pleand investors. It explainswhat isinvolved if you are audited
by Inland Revenue; who islikely to be audited; your rights dur-
ing and after the audit, and what happens once an audit is com-
pleted.

Koha (IR 278) - Aug 1991: A guide to payments in the Maori
community - income tax and GST consequences.

Maori Community Officer Service (IR 286) - Apr 1996: In-
troduces our tax help service for the Maori community.

Maori Community Officer Service (IR 286) - Apr 1996: An
introduction to Inland Revenue' s Maori Community Officersand
the services they provide.

New Zealand tax residence (IR 292) - Apr 1994: An explana-
tion of who is a New Zealand resident for tax purposes.

Objection procedures (IR 266) - Mar 1994: Explains how to
make a formal objection to a tax assessment, and what further
options are available if you disagree with Inland Revenue.

Overseas social security pensions (IR 258) - Jul 1996: Ex-
plains how to account for income tax in New Zealand if you re-
ceive a social security pension from overseas.

Problem Resolution Service (IR 287) - Nov 1993:
An introduction to Inland Revenue’ s Problem Resol ution Serv-
ice. You can use this serviceif you' ve already used Inland Rev-
enue’ s usual servicesto sort out a problem, without success.
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Provisional tax (IR 289) - Jun 1996: Peopl e whose end-of-year
tax bill is$2,500 or more must generally pay provisional tax for
the following year. This booklet explains what provisional tax
is, and how and when it must be paid.

Putting your tax affairsright (IR 282) - May 1994: Explains
the advantages of telling Inland Revenue if your tax affairsare
not in order, before we find out in some other way. This book
also sets out what will happen if someone knowingly evades tax,
and gets caught.

Rental income (IR 264) - Apr 1995: An explanation of taxable
income and deductible expenses for people who own rental prop-
erty. Thisbooklet isfor people who own one or two rental prop-
erties, rather than larger property investors.

Reordered tax acts (IR 299) - Apr 1995: In 1994 the Income
Tax Act 1976 and the Inland Revenue Department Act 1974 were
restructured, and became the Income Tax Act 1994, the Tax Ad-
ministration Act 1994 and the Taxation Review Authorities Act
1994. This leaflet explains the structure of the three new Acts.

Self-employed or an employee? (IR 186) - Apr 1993: Sets out
Inland Revenue' stests for determining whether a personisa self-
employed contractor or an employee. This determines what ex-
penses the person can claim, and whether s’/he must pay ACC
premiums.

Stamp duty and gift duty (IR 665) - Mar 1995: Explains what
duty is payable on transfers of real estate and some other trans-
actions, and on gifts. Written for individual people rather than
solicitors and legal firms.

Student Loans - how to get one and how to pay one back
(SL 5) - 1996: We' ve published this booklet jointly with the Min-
istry of Education, to tell students everything they need to know
about getting a loan and paying it back.

Superannuitantsand surcharge (IR 259) - Jul 1996: A guide
to the surcharge for national superannuitants who also have
other income.

Tax factsfor income-tested beneficiaries (IR 40C) - Jun 1996:
Vital information for anyone who receives an income-tested ben-
efit and also has some other income.

Taxes and duties (IR 295) - May 1995: A brief introduction
to the various taxes and duties payable in New Zealand.

Taxpayer audit - (IR 298): An outline of Inland Revenue's Tax-
payer Audit programme. It explains the units that make up this
programme, and what type of work each of these units does.

Trusts and estates - (IR 288) - May 1995: An explanation of
how estates and different types of trusts are taxed in New Zea-
land.

Visitor'stax guide- (IR 294) - Nov 1995: A summary of New
Zealand' stax laws and an explanation of how they apply to vari-
ous types of visitors to this country.



Business and employers

ACC premium rates- Mar 1996: There are two separate book-
lets, one for employer premium rates and one for self-employed
premium rates. Each booklet covers the year ended 31 March
1996.

Depreciation (IR 260) - Apr 1994: Explains how to calculate
tax deductions for depreciation on assets used to earn assess-
ableincome.

Direct selling (IR 261) - Aug 1996: Tax information for peo-
ple who distribute for direct selling organisations.

Electronic paymentsto Inland Revenue (IR 87A) - May 1995:
Explains how employers and other people who make freguent
paymentsto Inland Revenue can have these payments automati-
cally deducted from their bank accounts.

Employer’sguide (IR 184) - 1996: Explainsthe tax obligations
of anyone who is employing staff, and explains how to meet these
obligations. Anyone who registers as an employer with Inland
Revenue will receive a copy of this booklet.

Entertainment expenses (IR 268) - May 1995: When busi-
nesses spend money on entertaining clients, they can generally
only claim part of this expenditure as a tax deduction. This book-
let fully explains the entertainment deduction rules.

First-time employer’sguide (IR 185) - April 1996: Explains
the tax obligations of being an employer. Written for peoplewho
are thinking of taking on staff for the first time.

Fringebenefit tax guide (IR 409) - Nov 1994: Explainsfringe
benefit tax obligations of anyone who is employing staff, or com-
panies which have sharehol der-employees. Anyone who regis-
tersas an employer with Inland Revenue will receive a copy of
this booklet.

GST - do you need to register? (GST 605) - March 1996: A
basic introduction to goods and servicestax, which will also tell
you if you have to register for GST.

GST guide (GST 600) - 1994 Edition: An in-depth guide which
covers almost every aspect of GST. Everyone who registers for
GST gets a copy of this booklet. It is quite expensive for usto
print, so we ask that if you are only considering GST registra-
tion, you get the booklet “ GST - do you need to register?” in-
stead.

IR 56 taxpayer handbook (IR 56B) - Apr 1996: A booklet for
part-time private domestic workers, embassy staff, nannies, over-
seas company repsand Deep Freeze base workerswho make their
own PAYE payments.

M aking payments (IR 87C) - Nov 1996: How to fill in the vari-
ous payment formsto make sure payments are processed quickly
and accurately.

PAYE deduction tables - 1997

- Weekly and fortnightly (IR 184X)

- Four-weekly and monthly (IR 184Y)

Tablesthat tell employersthe correct amount of PAYE to deduct
fromtheir employees’ wages from 1 July 1996.

Record keeping (IR 263) - Mar 1995: A guide to record-keep-
ing methods and requirements for anyone who has just started
a business.

Retiring allowances and redundancy payments (IR 277) -
Jun 1996: An explanation of the tax treatment of these types
of payments.

Running a small business? (IR 257) Jan 1994: An introduc-
tion to the tax obligations involved in running your own busi-
ness.
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Smart Business (IR 120) - Jul 1996: An introductory guide to
tax obligations and record keeping, for businesses and non-profit
organisations.

Surchargededuction tables (IR 184NS) - 1997: PAYE deduc-
tion tables for employers whose employees are having NZ Su-
per surcharge deducted fromtheir wages.

Taxes and the taxi industry (IR 272) - Feb 1996: An expla-
nation of how income tax and GST apply to taxi owners, driv-
ers, and owner-operators.

Resident withholding tax and NRWT

Approved issuer levy (IR 291A) - May 1995: For taxpayers
who pay interest to overseas|enders. Explains how you can pay
interest to overseas lenders without having to deduct NRWT.

Non-resident withholding tax guide (IR 291) - Mar 1995: A
guide for people or institutions who pay interest, dividends or
royalties to people who are not resident in New Zealand.

Resident withholding tax on dividends (IR 284) - Oct 1993:
A guide for companies, telling them how to deduct RWT fromthe
dividends that they pay to their shareholders.

Resident withholding tax on interest (IR 283) - Jul 1996: A
guide to RWT for people and institutions which pay interest.

Resident withholding tax on investments (IR 279) - Jun 1996:
An explanation of RWT for people who receiveinterest or divi-
dends.

Non-profit bodies

Charitableorganisations (IR 255) - M ay 1993: Explainswhat
tax exemptions are available to approved charities and donee
organisations, and the criteria which an organisation must meet
to get an exemption.

Clubsand societies (IR 254) - Jun 1993: Explains the tax ob-
ligations which a club, society or other non-profit group must
meet.

Education centres (IR 253) - Jun 1994: Explains the tax obli-
gations of schools and other education centres. Covers every-
thing from kindergartens and kohanga reo to universities and
polytechnics.

Gaming machineduty (IR 680A) - Feb 1992: An explanation
of the duty which must be paid by groups which operate gaming
machines.

Grantsand subsidies (IR 249) - Jun 1994: An guide to the tax
obligations of groups which receive a subsidy, either to help pay
staff wages, or for some other purpose.

Company and international issues

Company amalgamations (IR 4AP) - Feb 1995: Brief guide-
lines for companies considering amalgamation. Contains an
IR 4AM amalgamation declaration form.

Consolidation (IR 4E) - Mar 1993: An explanation of the con-
solidation regime, which allows a group of companies to be
treated as a single entity for tax purposes.

Controlled foreign companies (IR 275) - Nov 1994: | nforma-
tion for NZ residentswith interestsin overseas companies. (More
for larger investors, rather than those with minimal overseas
investments)

Foreign dividend withholding payments (IR 274A) -
Mar 1995: Information for NZ companiesthat receive dividends
from overseas companies. This booklet also deals with the at-
tributed repatriation and underlying foreign tax credit rules.
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Foreign investment funds (IR 275B) - Oct 1994: Information
for taxpayer s who have over seasinvestments, but who don’t have
a controlling interest in the overseas entity.

Imputation (IR 274) - Feb 1990: A guide to dividend imputa-
tion for New Zealand companies.

Qualifying companies (IR 4PB) Oct 1992: An explanation of
the qualifying company regime, under which a small company
with few shareholders can have special tax treatment of divi-
dends, losses and capital gains.

Child Support booklets

Child Support - a custodian’s guide (CS 71B) - Nov 1995:
Information for parents who take care of children for whom
Child Support is payable.

Child Support - a guide for bankers (CS 66) - Aug 1992:
An explanation of the obligations that banks may have to deal
with for Child Support.

Child Support - aliableparent’sguide (CS71A) - Nov 1995:
Information for parents who live apart from their children.

Child Support administrative reviews (CS 69A) - Jul 1994:
How to apply for a review of the amount of Child Support you
receive or pay, if you think it should be changed.

Child Support - doesit affect you? (CS50): A brief introduc-
tion to Child Support in Maori, Cook Island Maori, Samoan,
Tongan and Chinese.

Child Support - estimating your income (CS 107G) - July
1996: Explains how to estimate your income so your Child Sup-
port liability reflects your current circumstances.

Child Support - how to approach the Family Court (CS51)
- July 1994: Explainswhat steps people need to takeif they want
to go to the Family Court about their Child Support.

Child Support - how the formula works (CS 68) - 1996: Ex-
plainsthe components of the formula and gives up-to-daterates.

What to doif you have a problem when you’re dealing with
us(CS287) - May 1995: Explains how our Problem Resolution
Service can help if our normal services haven't resolved your
Child Support problems.

Due dates reminder

January 1997

5 Largeemployers. PAY E deductionsand deduction
schedules for period ended 31 December 1996 due.

(Wewill accept paymentsreceived on Monday 6 Janu-
ary 1997 asontimefor 5 January 1997.)

7 Provisional tax and/or Student L oan interim repay-
ments: first 1997 instalment due for taxpayerswith
September balance dates.

Second 1997 instalment due for taxpayerswith May
balance dates.

Third 1997 instalment due for taxpayerswith
January balance dates.

Annual incometax returns dueto befiled for all
non-IR 5 taxpayers with September balance dates.

1996 end of year payments due (incometax, Student
Loans, ACC premiums) for taxpayers with February
balance dates.
QCET payment duefor companieswith February
balance dates, if election isto be effective from the
1997 year.

15 GST return and payment for period ended 30 No-
vember 1996 due.

20 Largeemployers: PAY E deductions and deduction
schedulesfor period ended 15 January 1997 due.

Small employers: PAY E deductions and deduction
schedulesfor period ended 31 December 1996 due.
FBT return and payment for quarter ended 31 De-
cember 1996 due.

Gaming machine duty return and payment for month
ended 31 December 1996 due.

RWT oninterest deducted during December 1996
duefor monthly payers.

RWT on dividends deducted during December 1996
due.

20 Non-resident withholding tax (or approved issuer
levy) deducted during December 1996 due.

31 GST return and payment for period ended 31 De-
cember 1996 due.

February 1997

5 Largeemployers. PAY E deductionsand deduction
schedulesfor period ended 31 January 1997 due.

7 Provisional tax and/or Student L oan interim repay-
ments: first 1998 instalment due for taxpayerswith
October balance dates.

Second 1997 instalment due for taxpayers with June
balance dates.

Third 1997 instalment due for taxpayers with
February balance dates.

1996 end of year payments due (incometax, Student
Loans, ACC premiums) for taxpayers with balance
datesin period M arch-September.

QCET payment due for companieswith balance
datesin period March-September, if electionisto be
effectivefrom the 1997 year.

20 Largeemployers: PAY E deductions and deduction
schedulesfor period ended 15 February 1997 due.
Small employers: PAY E deductions and deduction
schedulesfor period ended 31 January 1997 due.
Gaming machine duty return and payment for month
ended 31 January 1997 due.

RWT on interest deducted during January 1997 due
for monthly payers.

RWT on dividends deducted during January 1997
due.

Non-resident withholding tax (or approved issuer
levy) deducted during January 1997 due.

28 GST return and payment for period ended 31 Janu-
ary 1997 due.




IRD Tax Information Bulletin: Volume Eight, No0.10 (December 1996)

Public binding rulings and interpretation statements:
your chance to comment before we finalise them

This page shows the draft public binding rulings and interpretation statements (formerly policy
statements) that we now have available for your review. To give us your comments on any of
these drafts, please tick the appropriate boxes, fill in your name and address, and return this page
to us at the address below. We will send you a copy of the draft.

We must receive your comments by the “Comment deadline” shown if we are to take them into
account in the finalised item. Please send them in writing, to the address below; as we don’t have
the facilities to deal with your comments over the phone or at our local offices.

Name
Address
Comment
v |Issuespapers Deadline
[ ] 3533: Implications of the Mitsubishi decision 28/02/97
Comment
v Publicbinding rulings Deadline
l:l 2577: GST - subdividers payments of financial and reserve contributionsto local authorities 31/01/97

No envelope needed - simply fold, tape shut, stamp and post.
Inland Revenue

Te Tari Taake

Team Leader (Systems)
Adjudication and Rulings
National Office

Inland Revenue Department
P O Box 2198
WELLINGTON
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