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ThisTIB outlinesthe changesresulting from the passage of the Taxation (Remedial
Provisions) Bill, the Taxation (Superannuitant Surcharge Reduction) Bill, and the Customs
and Excise Bill 1995.

The Taxation (Remedial Provisions) Bill wasintroduced on21 May 1996. It resulted in
the enactment of the Taxation (Remedial Provisions) Act 1996 [N0.159] on 2 September
1996. Thelatter amendsthefollowing:

* IncomeTax Act 1994

* IncomeTax Act 1976

e Tax Administration Act 1994

e Student Loan SchemeAct 1992

» Goodsand Services Tax Act 1985

» Goodsand Services Tax Amendment Act [No.2] 1995

o Taxation (CoreProvisions) Act 1996 (consequential amendments).

Theprovisionsin the bill pertaining to the confirmation of income tax ratesfor 1996-97
were enacted separately through the Taxation (Annual Rates of Income Tax 1996-97) Act
1996 [N0.68] on 26 July 1996.

The Taxation (Superannuitant Sur char ge Reduction) Bill wasintroduced on 31 July
1996. It was enacted asthe Taxation (Superannuitant Surcharge Reduction) Act [N0.161]
on 2 September 1996. This Act amendsthefollowing:

¢ |ncomeTax Act 1994
e Tax Administration Act 1994.

The Customsand Excise Bill 1995 wasintroduced on 27 July 1995. It was enacted asthe
Customs and Excise Act 1996 [N0.27] on 4 June 1996, alater Order in Council making it
effectivefrom 1 October 1996. It consequentially amendsthe Goodsand Services Tax Act
1985.

Seetheinsidefront cover for afull list of thisTIB’ s contents.
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Income tax rates for 1996-97

Section BB 2, Income Tax Act 1994

Theincometax ratesfor the 1996-97 year have been confirmed asfollows:

Policyholder income
Maori authorities

Undistributed rents, royalties and interest of the
Maori trustee

Companies, public authorities and local authorities
Trusteeincome

Trustees of superannuation funds

Trustees of group investment funds

Taxable distributionsfrom non-qualifying trusts
Other taxpayers (including individual s)

Specified superannuation contribution withhol ding tax

33 centsfor every $1 of policyholder income
25 centsfor every $1 of taxableincome undistributed
25 centsfor every $1 of income assessable

33 centsfor every $1 of taxableincome

33 centsfor every $1 of taxableincome

33 centsfor every $1 of fund’ staxableincome
33 centsfor every $1 of fund’ staxableincome
45 centsfor every $1 of the taxabl e distribution

Income not exceeding $30,875:
22.125 centsfor every $1 of taxableincome

Income exceeding $30,875 but not exceeding $34,200:
24.375 centsfor every $1 of taxableincome

Income exceeding $34,200:
33 centsfor every $1 of taxableincome

33 centsfor every $1 of the contribution

Special banking option

Sections CB 5 and OB 1, Income Tax Act 1994

Introduction

Foreign social security pensionsreceived by New
Zealand residents paid under the special banking option
(ascontained in the Social Security Act 1964) will be
treated as a source deduction payment, and the receipt
of an overseas social security pensioninapensioner’s
bank account will not taxable.

Background

From 1 April 1996, United Kingdom social security
pensions (UK pensions) were paid directly to UK
pensionersin New Zealand. From 1 April 1997 there
will beaspecial banking option which allows New
Zealand recipients of overseas pensionsto elect to have
their overseas pension paid into a special New Zealand
bank account. The overseas pension will be drawn down
by the New Zealand Income Support Service, whichin
turn will pay these pensioners an amount equivalent to
thefull rate of New Zealand superannuation (NZS) or
veteran’'s pension to which they are entitled.

The subsequent tax-rel ated amendments were added to
the bill through Supplementary Order Paper no. 199,
released on 15 July 1996.

Key features

* A new paragraph has been added to section CB 5 to
exempt overseas pensionsfrom tax. Thisensuresthat
doubl e taxation does not occur when apensionis
derived and when the equivalent amount of NZSis
paid. The exemption does not extend to the equivalent
NZS paid out under the special banking option.

» Thedefinitions of “New Zealand superannuation” and
“veteran’s pension” have been amended to add a
referenceto the equivalent NZS paid under the special
banking option. Thisenables PAY E to be deducted.

Application date

Theamendmentswill apply from adate to be appointed
by the Governor General by Order in Council.
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Distributions from group investment funds
Sections CF 2 (3) and OB 1, Income Tax Act 1994

Introduction

Distributions from group investment funds (GI Fs) areto
be taxed in the same way as distributions from compa-
niesand unit trusts. An amendment has been madeto
the anti-avoidance provision in the definition of “avail-
able subscribed capital”, to reduceits ambit.

The amendments were added to the bill through Supple-
mentary Order Paper no. 199, released on 18 June 1996.

Background

Section CF 2 (3)

Since 1983 it had been government policy that (except
for the trust treatment referred to below) distributions by
GlFstoinvestorsweretreated in the ssmeway as
distributions from companies and unit trusts, so that the
tax system did not favour investorsin GIFsover inves-
torsin other types of managed funds.

This company treatment applied except in respect of
distributions from certain amountsinvested into GIFs by
super funds, estates and some trusts (the “ protected
amount”). An amendment to section CF 2 (3) in 1992
had the unintended effect of narrowing the scope of that
section too far.

Available subscribed capital

In general, if shares areissued by a company or unit
trust (including aGIF), available subscribed capital
(ASC) will be equal to the amount of consideration
received for those shares or units. However, the ASC
definition included an anti-avoidance provision that
meant that if consideration for theissue of sharesor
unitswasin theform of shares, the ASC wasincreased

only by an amount equal to the underlying ASC of the
shares contributed, not their market value.

Only ASC can bereturned tax-free to shareholderson a
redemption of units (other than on awinding-up).
Thereforeif aGIF issues units and receives sharesin
consideration, the pool of ASC availablefor
redemptions could be significantly lessthan it would
have been if the ASC had increased by the market value
of the shares contributed. If unitsare being redeemed on
aregular basisthat pool might, therefore, run out more
quickly, which meansthat redemption proceedswould
betaxable dividends.

Key features

Section CF 2 (3) has been amended to provide that, to
the extent that an investor’ sinterest is not a protected
amount (as defined in the Act), any payment to or
transaction with an investor is taxable under the divi-
dend rules. Thefund istreated asif it were acompany
and theinvestor asif it were a shareholder. Other
provisions of the Act relating to dividends, such asthe
imputation provisions, also apply, so that any such
dividend could have imputation credits attached.

The anti-avoidance provision has been amended so that
itsapplicationislimited to transactions where, immedi-
ately after the transaction, thereisacommonality of
shareholding of 10% or more between the issuing
company and the company whose shares are contributed.

Application date

These amendments apply from 3.00 pm, 10 June 1996,
when the changes were announced by the Acting
Minister of Finance and the Minister of Revenue.

Unit trusts and group investment funds
Section CF 3 (1) (b) (i) (D), Income Tax Act 1994

Introduction

An amendment removes from the pro rata brightline
testsall redemptions of unitsin unlisted trusts (unit
trusts and group investment funds) made in accordance
withthe“dlicerule”. This corrects an anomaly that
occursif slicerule redemptions are treated as pro rata
redemptions.

Background

The amendment wasrequired as aresult of amendments
contained in the Income Tax Act 1994 Amendment
(No.4) 1995, which introduced the new tax regime for
unlisted trusts (as defined in section CF 3 (14)) .

From 1 April 1996 unit trusts and group investment
funds have the option of issuing units subject to either
the ordering or the slice rules. Ordering rule units are
redeemed first from available subscribed capital, with
no tax consequences until available subscribed capital
runsout. On the other hand, slicerule unitsinvolve a
distribution of reservesaswell as available subscribed
capital. Any amount returned in excess of the capital
attributabl e to the redeemed unitsis assessable asa
dividend.

Because unit trusts and group investment funds (in
relation to category A income) are treated as companies,
it was appropriate to subject redemptions of unitsto the
pro ratabrightline tests. These tests provide that if there



isapro rataredemption of sharesthat constitute less
than 10 percent, or in some cases 15 percent, of the total
value of the company, the entire proceeds are deemed to
bedividends.

However, unitsissued subject to the slicerule arelikely
to bein aclass of their own. This meansthat whenever
they are redeemed they will be pro rataredemptions,
subject to the brightline tests, and subject to tax even on
the amount which would otherwise be available sub-
scribed capital returned.

Itisunlikely that investorsin unit trusts and group
investment fundswill systematically redeem unitsin
lieu of dividends. Therefore, to solve this problem,
redemptions of dlicerule units have been removed from
the pro rata brightline tests.
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Key features

Section CF 3 (1)(b)(i)(D) of the Income Tax Act 1994
has been replaced with anew section that excludes all
amounts distributed upon the redemption of unitsin an
unlisted trust from the brightline testsif the redemption
issubject to section CF 3 (1)(b)(iv)(A), known asthe
dlicerule.

Unitsthat are redeemed subject to the “ ordering rule”,
section CF 3 (1)(b)(iv)(b), will still be subject to the
brightlinetests. A new section CF 3 (1)(b)(i)(E) has
been added for those ordering rule redemptionsthat are
not pro-rataredemptions.

Application date
The amendment will apply from 1 April 1996.

FBT - Healthcare and life insurance

Section CI 1, Income Tax Act 1994

Introduction

TheIncome Tax Act 1994 includes asfringe benefits
employer contributionsto a sickness, accident or death
benefit fund for the benefit of employees, employer-paid
specified insurance premiums and employer contribu-
tionsto an insurance fund of afriendly society for the
benefit of employees. An amendment has corrected an
anomaly whereby these contributions and payments also
came under the definition of “monetary remuneration”
in certain circumstances, and so were subject to double
taxation.

Background

When the sickness, accident or death benefit fund
contribution and lifeinsurance premium payment
provisionswere added to the definition of “fringe
benefit” in 1990 and 1991, by theinsertion of sections
Cl 1 (e) and Cl 1 (f), these contributions and payments
wereinadvertently exposed to doubl e taxation.

Fringe benefits are precluded from being caught in both
the definition of “fringe benefit” and of “monetary
remuneration” by the provisions of section Cl 1 (0).
However, at thetime sections Cl 1 (e) and (f) were
added, section CI 1 (0) was not extended to the benefits
to which these sectionsrelate. The amendment has

corrected this by ensuring that these benefitswill not be
classed asfringe benefits, to the extent to which they are
monetary remuneration.

During passage of the bill the issuewasraised asto
when a superannuation contribution is subject to FBT
and when isit subject to specified superannuation
contribution withholding tax (SSCWT). Thisissueis
addressedin TIB Volume Six, No.1 (July 1994), at page 1.

Key features

Section CI 1 of the Act has been amended to ensure that
employer contributionsto a sickness, accident or death
benefit fund for the benefit of employees, employer-paid
specified insurance premiums, and employer contribu-
tionsto an insurance fund of afriendly society for the
benefit of employees, are either subject to fringe benefit
tax (FBT) or monetary remuneration, depending on the
nature of the provision of the benefit.

Application date

Asthe Inland Revenue Department’ spolicy has been to
apply thelegislation asthough there were no overlap
between monetary remuneration and FBT, the amend-
ment applies from the date of enactment, 2 September
1996, without disadvantaging taxpayers.
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Exclusions from FBT

Section CI 1 (ia), (Ia), OB 1, Income Tax Act 1994

Introduction

Two further specific exclusions from fringe benefit tax
(FBT) have been included in the Income Tax Act 1994.

The exclusionsrelate to employee share purchase plan
(ESP) loan benefits and tax assistance given to employ-
ees. Theexclusions allow certain fringe benefitsto be
provided to employeeswithout incurring FBT because
employees would have been ableto get adeduction had
they actually incurred the expense.

Background

Some situations have been identified where the payment
of FBT on the benefitswhich are the subject of the FBT
exclusions provided for in thisamendment would result
in overtaxation. The problem arisesif an employee
would have been entitled to atax deduction for the
expenditure incurred on the provision of the fringe
benefit. In most casesthis can be avoided by structuring
the provision of the fringe benefit in adifferent way.
The exclusions remove the need to restructure the
provision of these benefits.

Key features

Two specific exclusions have been included in the
fringe benefit definition in section CI 1 of the Income
Tax Act 1994:

 anexclusion for loan benefitsif the sole purpose of
theloan isto enable the employeeto acquire sharesin
the employer under an ESP;

 an exclusion for assistance with the tax affairs of the
employeeto the extent that the assistance relates to
the preparation of the tax return.

A new definitionisintroduced in section OB 1 for the
purposes of the loan benefit exclusion. Under that

definition an “ employee share loan benefit” isaloan
which meetsthe following requirements:

» The sole purpose of the loan for the period theloan is
outstanding and the exclusion is used isto enable the
employee to acquire shares or rights, or optionsto
shares, in the employer (or an associate of the em-
ployer) under an ESP.

» Theloanisused for that purpose only.

» The shares, rights or options must be beneficially
owned by the employee at all times during the cur-
rency of theloan.

* A condition of theloan isthat it must berepaid in full
if the employee ceasesto be the beneficial owner of
any of the shares, rights or options.

» The company issuing the shares, rights or optionsis
not aqualifying company.

* Theemployer and employee are not associated
persons.

» The company issuing the shares, rights or options
maintains adividend paying policy during the
currency of theloan.

» The ESPisnot an employee share scheme under
sectionDF 7.

An exclusion for assistance with the tax affairs of the
employee will beavailable only if the assistance relates
to the preparation of the tax return and that expenditure
would have been deductible to the employee.

Application date

The exclusion for ESP loan benefitswill apply to the
FBT return period which includes 2 September 1996,
the date of enactment. The exclusion for tax assistance
given to employeeswill apply from 2 September 1996.

Non-cash benefits to shareholder employees

and associated persons

Sections CI 2A, GC 15 (3), Income Tax Act 1994

Introduction

Amendments have been made to the fringe benefit
regime asit was unclear whether certain non-cash
benefits derived by employeeswho are also shareholders
should be taxed as dividends or fringe benefits. The
amendments remove thisuncertainty.

They also clarify the treatment of non-cash benefits
received by aperson associated with two or more other
persons. They provide that when fringe benefit tax
(FBT) would apply for one associated person, and the

dividend ruleswould apply for another associated
person, the FBT rules apply.

Background

Theintention of the fringe benefit regimeisto tax non-
cash benefitswhich are derived through an employee’s
employment for the employee’ s private use. When the
employer isacompany and the employeeisashare-
holder, non-cash benefits may also betreated asdivi-
dends. The interaction between the fringe benefit and



dividend regimesis somewhat confusing as each regime
issubject to the other. This causes difficulty determin-
ing which regime certain benefits should be subject to,
or whether they are subject to tax at all.

Section CI 2A clarifiesthissituation by providing that
company employers can elect whether these benefitsare
subject to the fringe benefit or deemed dividend rules.
When acompany does not so elect, the benefitswill
only be subjectto FBT.

Also, an intention of both the fringe benefit and divi-
dend regimesisto tax non-cash benefits when received
by associated persons. Conflicts arise when aperson
who receives anon-cash benefit from acompany is
associated with two or more other persons, one of whom
isan employee and another is ashareholder but not an
employee of that company. Under current legislation,
again, itisnot clear to which regime, if any, the non-
cash benefit issubject.

Section GC 15 (3) providesthat non-cash benefitsare
deemed to be fringe benefits subject to FBT when
received by a person associated with two or more other
persons, and the benefits would be subject to FBT in the
hands of one of those persons.

Key features

Shareholder employee
Section ClI 2A isinserted to provide that:

» When non-cash benefits are granted to shareholders
who are also empl oyees, employers have an option to
elect whether the benefitswill betreated asfringe
benefits or dividends.

* When an employer does not make an election then the
non-cash benefits are deemed to be fringe benefits.

The election option isalso availableto the trustee of an
investment trust when the employeeisashareholder of
that trust.
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The election option isonly applicable to non-cash
benefits which come within the “any other benefit”
provision in paragraph (h) of the definition of “fringe
benefit” (such as discounted goods).

Theflowchart below illustrates the decision process of
section Cl 2A

Associated persons

Section GC 15 (3) dealswith the situation when a
person who receives anon-cash benefit is associated
with two or more other persons:

« if the benefit in the hands of one of those persons
would be subject to FBT; and

« the benefit in the hands of any other one of those
personswould be subject to the deemed dividend
rules; then

the non-cash benefit is deemed to be derived by the
person in the capacity asan employee, and isdeemed to
be afringe benefit subject to FBT.

Late election

Section Cl 2A (4) requires employerswho wish make
an election to notify the Commissioner of thiselection
inwriting within the time allowed for filing an FBT
return following the end of the respective FBT period.
Given that these provisions were not assented to until
2 September 1996 section Cl 2A (5) wasprovided to
allow quarterly FBT payersto make an election by

23 September 1996 in respect of the quarter ending
30 June 1996.

Application dates

The amendmentswill apply from 21 May 1996, the date
of introduction of thelegislation.

Non-cash benefits - determining tax treatment

Situation is outside
scope of section Cl 2A

Is employer acompany | NO >

or a trustee of a trust?

+YES

Is recipient a shareholder or ¢ NO | Isrecipientan employeeor | YES > Is recipient also a shareholder | NO
associated with a shareholder? associated with an employee? in hisfher own right?

+YES
NO

Is benefit a non-cash benefit >
subject to section Cl 1 (h)?

+YES
NO

Is benefit a dividend >
under section CF 2?

+YES

YES | Has company elected under

| deemed dividend regime?
Y v

Benefit is outside Benefit comes within Benefit comes within "
both regimes deemed dividend regime fringe benefit tax regime

NO YES
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Expenditure incurred by superannuation funds
Sections DI 3 (3)-(8) and 228 (2D)-(2l1), Income Tax Act 1994

Introduction

Amendments expand the ruleswhich allow superannua-
tion funds (“member funds”) which invest in another
superannuation fund (“master trust”) to elect that the
master trust deduct the expenditure that the member
funds haveincurred. Member funds may carry forward
expenditure for deduction by the master trust in alater
income year if the latter cannot deduct the expenditure
in aparticular income year because it hasinsufficient
balance of assessableincome.

Background

The previous|egislation allowed member fundsto elect
that the master trust deduct certain expenditureincurred
by the member fundsin the year the expenditure was
incurred. However, the master trust had to have suffi-
cient balance of assessableincometo absorb that
expenditure. Not provided for were situationswhere the
master trust wasin atax loss or simply did not have
sufficient balance of assessable incometo enableall of
the expenditure to be deducted. The amendmentsare
intended to rectify that anomaly.

Key features

Amendmentsto section DI 3 of the 1994 Act and
section 228 of the 1976 Act provide for member funds
to carry forward undeducted expenditureto alater
incomeyear. They then provide for the member fundsto
elect for that undeducted expenditure to be deducted by
the master fund in that later income year if the balance
of the assessableincome of the master fund extendsto
someor al of the expenditure. If not all that undeducted
expenditure can be deducted in the later income year, a
member fund will be ableto carry forward the remain-
ing undeducted expenditure until it is deducted. The
member fund wishing to elect to have the master trust
deduct the undeducted expenditurein later incomeyears
must have invested in the master trust in the year the
expenditure wasincurred and continueto invest in the
master trust when the expenditureis deducted.

Application date

The amendment to the Income Tax Act 1994 is applica-
blefrom 1 April 1995. The equivalent amendment to
the Income Tax Act 1976 isapplicablefrom 1 April
1990.

Depreciation of leasehold improvements

Section EG 1A, Income Tax Act 1994

Introduction

The depreciation rules have been amended to addressa
deficiency that prevented alessee claiming depreciation
on land improvements erected by the lessee but owned
by the lessor. The amendment providesthat when a
lessee of land incurs expenditurein erecting fixtures, or
making improvementsto theland, and they are owned
by the lessor under land law principles, the lessee will
be entitled to depreciate them.

The amendment applies also to structures erected by
holders of alicenceto occupy land. Thelessor (inthe
case of alease) and grantor of the licence (in the case of
alicenceto occupy) will not be ableto depreciate the
structures.

Background

The new depreciation regime provides that ataxpayer
must own an asset in order to depreciateit. If alessee of
land erectsimprovements on the land, and these are
owned by thelessor, the lessee will be unable to depreci-
ate theimprovements.

Thisamendment deemsthelessee to own theimprove-
ments, enabling the lessee to depreciate them. At the
expiry of the lease, the lessee will either demolish or

remove the fixtures or improvements, or will abandon
them with or without payment. For depreciation pur-
poses, the lessee will cease to own the property upon
expiry of thelease and, therefore, the depreciation
recovered/loss on sale provisionswill operate.

Key features
Section EG 1A of thelncome Tax Act 1994 providesthat:

» When alessee of land incurs expenditurein erecting a
structure on the land, and thisis owned by the lessor
under land law principles, thelesseeis deemed to own
the structure. For the purposes of thisamendment,
“lessee” includesthe holder of alicenceto occupy
land.

» When alessee of land who has depreciated a structure
transfersitsinterest in the lease to anew lessee who
“purchases’ the structure, the new lesseeis deemed to
own the structure.

» Thelessor will be unableto depreciate the structure
during the term of the lease. After thelease has
expired, thelessor will be ableto depreciateit only if,
on the expiry of the lease, the lessor paysthe lessee
forit. “Lease” includesalicenceto occupy and
“lessor” includesthe grantor of alicenceto occupy.



* Onexpiry of thelease, thelesseeis deemed to have
disposed of the fixture or improvement.

Sections 108 and 117 of the Income Tax Act 1976 have
also been amended to include these provisions.

Application date

Theamendments apply from the 1993/94 income year.
Itisunderstood that lessees have in practice been
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claiming depreciation since that time, so the amend-
ment will legitimise these deductions.

In certain circumstances, alessor may have been
eligibleto claim adepreciation deduction in relation to
astructure erected by alessee. The amendment will not
affect depreciation deductions claimed by lessorsfor the
1993-94 and 1994-95 income yearsin tax returnsfiled
by 21 May 1996 - the date of introduction of the bill.

Depreciation of goods purchased
subject to a reservation of title clause

Section EG 1B, Income Tax Act 1994

Introduction

The depreciation legislation has been amended to
correct aproblem that arisesif depreciable property is
purchased subject to areservation of title clause. The
amendment will enable a purchaser who has possession
of the property to depreciateit beforetitle passesto the
purchaser.

Background

The amendment applies to the purchase of depreciable
goods under a contract which reservestitleto the goods
to the vendor until the purchase priceis paid, but which
provides for the purchaser to obtain possession of the
goods before payment.

The depreciation legislation providesthat only a
taxpayer who owns property may depreciateit. There-
fore apurchaser cannot claim depreciation on property
sold subject to areservation of title clause until titleto
the property passesto the purchaser. The purchaser may
nevertheless be using the property inits business and
should be able to depreciateit.

Key features

» Section EG 1B of the Income Tax Act 1994 provides
that ataxpayer who has purchased goods subject to a
reservation of title clauseis deemed to own the goods
until title actually passesto the taxpayer or the goods
are repossessed.

» Thevendor of the property will not be ableto depreci-
ate the property while the purchaser is deemed to own
it. (Itis, in any event, morelikely that the property is
trading stock to the vendor.)

» Anamendment to section EG 19 providesthat if the
vendor repossesses the goods, they will be deemed to
have been disposed of by the purchaser for cost less
the net amount paid to the vendor under the contract.
The“net” amount paid to the vendor refersto
amounts paid by the purchaser to the vendor less
amounts refunded to the purchaser. Assume, for
example, the purchase price of an asset is $10,000 and
the purchaser has paid $5,000 towards the property.
The vendor repossesses the asset and refunds $3,000
to the purchaser. The purchaser is deemed to dispose
of the asset for $8,000.

Sections 108 and 117 of the Income Tax Act 1976 have
also been amended to incorporate these changes. The
new section EG 1B does not apply to hire purchase
assets asthere are already specific provisions governing
the depreciation of such assets.

Application date

The amendments apply from the 1993-94 income year -
the date of introduction of the new depreciation legisla-
tion. It isunderstood that, in practice, purchasershave
depreciated assets prior to title passing. The amend-
ments | egitimise such deductions taken since 1993.

Short-term trade credits and the accrual rules
Sections EH 10, OB 1 and OZ 1, Income Tax Act 1994

Introduction

For purposes of the accrual rules, taxpayerswill be
allowed to treat certain short-term trade credits as
financial arrangements, provided noticein writing is
given to the Commissioner of Inland Revenue. Notice
must be given within the time required to furnish atax

return for theincome year to which the electionisto
apply. The election, which isrevocablein writing, may
be made in respect of all short-term trade credits or any
class of short-term trade credit which ataxpayer
defines, either by reference to the term of the credit or
the currency in which it isdenominated, or acombina-

tion of thetwo. ,
continued on page 8
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The definition of short-term trade credit has also been
amended to include certain short-term trade credits
arising from invoicesfor periodic supplies.

Background

Previously, short-term trade credits were excepted
financial arrangementsfor the purposes of the accrual
rules.

Other trade credits are financial arrangements, and any
income or expenditure arising in relation to them must,
therefore, be brought to tax on an accrualsbasis. If a
taxpayer treats al trade creditsin the same way for
accounting purposes, there are compliance costsin-
volved in reversing out short-term trade credits for tax
purposes. To enabletaxpayersto elect to treat short-
term trade credits asfinancial arrangementsisacompli
ance cost initiative which reflects arecommendation of
the VValabh Committee on Operational Aspects of the
AccrualsRegime.

The previous definition of short-term trade credit
referred to payment being required within 63 daysfrom
the date of supply. However, certain utilities, such as
electricity and telephone rental, are supplied on a
continuous basis but invoiced periodically, with pay-
ment required within a certain number of daysfrom the
date of invoice, rather than the date of supply. If

payment isrequired within 63 days from the date of
invoice, evenif that is more than 63 days from the date
of supply, these credits are now included in the defini-
tion of short-term trade credits.

Key features

A new section, EH 10, has been added to the Income
Tax Act 1994. Taxpayers can elect to treat certain short-
term trade credits asfinancial arrangementsfor pur-
poses of the accrual rules. Thiselection can be revoked
inwriting during an income year, but the revocation
will have effect only on short-term trade credits created
from the start of the subsequent incomeyear.

Taxpayers can elect by class of short-term trade credit,
by referenceto either the term of credit, or the currency
of the arrangement, or a combination of the two.

The definition of short-term trade credit in section OB 1
has been amended to include any continuous supply of
goods or servicesinvoiced periodically, for which
payment is due less than 63 days after the date of
invoice.

Application date

These amendments apply from the date of enactment,
2 September 1996.

Thin capitalisation: rules for determining New Zealand group
Section FG 4 (10)-(14D), FG 10 (3), Income Tax Act 1994

Introduction

A number of amendments have been madeto address
deficienciesin the originally enacted rulesfor determin-
ing ataxpayer’s New Zealand group under the thin
capitalisation rules. The amendments do not involve any
significant policy change, and apply retrospectively to
the beginning of the 1996-97 incomeyear, the original
application date for the thin capitalisation rules.

Background

Thethin capitalisation regime applies where anon-
resident uses excessive debt to fund its New Zealand-
based operations. A company issaid to bethinly
capitalised if itsNew Zealand group debt percentage
exceeds both 75%, and 110% of the group debt percent-
age of itsworldwide group.

The New Zealand group debt percentageis calculated
on aconsolidated basis for the members of ataxpayer’s
New Zealand group. |dentifying the New Zealand group
isatwo-step process which requires:

« theidentification of ataxpayer’sNew Zealand parent;
and

* an election by that parent to determine whether the
members of the group are to be determined using 50%

or 66% asthe threshold for determining control (and
thereby the members of the group) on atier-by-tier
basis.

A number of deficiencieswereidentified in the original
rulesfor determining ataxpayer’s New Zealand group.
The amendments address these deficiencies, and
improve the precision of therulesfor identifying a
taxpayer’sNew Zealand parent, and the members of a
taxpayer’sNew Zealand group.

Key features

» Toprevent the thin capitalisation regime being
circumvented, the New Zealand group determined in
relation to one taxpayer will bethe New Zealand
group for all members of that group.

» TheNew Zeaand group includesall companiesfor
which control can be traced on atier-by-tier basis
from agiven top tier company (the New Zealand
parent) using, at the New Zealand parent’ soption, a
greater than 50% or 66% or greater control threshold.

« If anon-resident controlstwo separate chains of New
Zealand companies, the non-resident has the option to
include both of those chainsin asingle New Zealand

group.



The definition of aNew Zealand group is built around
three fundamental concepts:

» Thegroup will contain those companiesfor which
control can betraced on atier-by-tier basisfrom the
taxpayer's New Zealand parent company.

» Attheelection of the New Zealand parent company,
the threshold for tier-by-tier control will be based on
either greater than 50% control or an alternative 66%
threshold.

» TheNew Zealand group will be consistent for all
companiesin that group (if, in relation to any tax-
payer, Co ‘A’ isinthe same New Zealand group as
Co'B’, theNew Zealand group for Co ‘A’ will bethe
same New Zealand group that appliesfor Co‘B’).

Itisthislast requirement for consistency between
members of the New Zealand group that hasresulted in
the detailed rulesin section FG 4 (10) to determine the
taxpayer’sNew Zealand parent. The New Zealand
parent isidentified in relation to anumber of taxpayers,
and isrequired to make consistent grouping elections
for all companiesfor whichitisthe New Zealand parent
(section FG 4 (14B)).

Outline of process for determining a
taxpayer’s New Zealand group

Therulesfor determining ataxpayer company’s New
Zealand group are contained in section FG 4(12) to
(14D). The processto befollowed in determining the
New Zealand group is broadly asfollows:

1. Identify thetaxpayer’sNew Zeaand parent (section
FG 4(10)).

2. TheNew Zealand parent electswhether to use
“greater than 50%" or “66% or greater” asthe
threshold for determining control on atier-by-tier
basis (section FG 4 (12) - (14)). The election applies
consistently for all companiesfor which the New
Zealand parent of the taxpayer isthe New Zealand
parent (section FG 4 (14B)).

3. The members of the taxpayer’sNew Zealand
parent’sNew Zealand group (which may or may not
include the taxpayer) are then identified (section
FG 4 (12)-(14)).

4. If thetaxpayer isnot included in the New Zealand
group of itsNew Zealand parent, the taxpayer’'s New
Zealand group will include all companiesto which
control can betraced on atier-by-tier basisfrom
either the taxpayer or any other company from
which control of the taxpayer can be traced on atier-
by-tier basis (section FG 4 (14C)).

5. If the same non-resident person has a50% or greater
ownership interest in two or more New Zealand
groups determined under the process outlined above,
an election can be made to join someor all of those
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groupsasasingle New Zealand group (section
FG 4 (14D)).

Identifying the taxpayer’s New
Zealand parent (section FG 4 (10))

Therulesfor identifying ataxpayer’sNew Zealand
parent are designed to identify the top-tier company ina
chain of companies controlled by anon-resident person.
The New Zealand parent can be the taxpayer, or some
other New Zealand resident company from which
ownership can betraced on atier-by-tier basis.

Themainrulesfor identifying ataxpayer’'sNew Zea-
land parent are contained in section FG 4 (10)(b). These
rulesaim to identify the top-tier New Zealand resident
company in the chain of companies containing the
taxpayer asthe New Zealand parent.

However, the taxpayer will beitsown New Zealand
parent if:

* jtisanon-resident; or

* persons not resident in New Zealand hold aggregate
direct ownership interestsin the taxpayer of 50% or
greater (section FG 4 (10)(a)).

Thetaxpayer will also beitsown New Zealand parent if
therulesin section FG 4 (10)(b) fail to identify any New
Zealand parent (section FG 4 (10)(c)).

Intheunlikely event that section FG 4 (10)(b) identifies
morethan one New Zealand parent, section FG 4 (10)(d)
and (e) contain tie-breaker tests. In the first instance,
the New Zealand parent will be the one for which the
aggregate direct ownership interests held by non-
residentsin that company multiplied by the New
Zealand parent’ s ownership interest in the taxpayer
(disregarding interests held only by virtue of the associ-
ated personsrulesin section FG 2(2)) producesthe
highest value (section FG 4 (10)(d)). Asalast resort,
the company incorporated first will be the New Zealand
parent (section FG 4 (10)(e)).

Inthefollowing diagram, Taxpayer Coisnot the
New Zealand parent under paragraph (a), asitis
resident in New Zealand and non-resident persons
do not have aggregate direct ownership interests of
50% or greater in the company. Who is Taxpayer
Co’'sNew Zealand parent?

WG|

100% 100%

| NzCol | | NZCo2 |
100% 100%

‘ Taxpayer Co ‘ ‘ NZCo 3 ‘

Under paragraph (b)(i), the New Zealand parent
couldbeany of NZCo1,NZ Co2,orNZCo3,as
all three companiesareresidentin New Zealand.

continued on page 10
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Paragraph (b)(ii) identifiesonly NZ Co 1 asthe
New Zealand parent. NZ Co 2 and NZ Co 3 also
have ownership interestsin Taxpayer Co under
section FG 2 (2), because the interests of associated
persons (NZ Co 1) are ordinarily aggregated in
calculating ownership interests. However, para-
graph (b)(ii) statesthat interests held by associated
persons are not aggregated when determining a
taxpayer’ sNew Zealand parent.

The conditions of paragraph (b)(iii),(iv) and (v) are
also met for NZ Co 1, so NZ Co 1 will bethe New
Zealand parent of Taxpayer Co.

Inthefollowing diagram, Taxpayer Coisnot the
New Zealand parent under paragraph (a), asitis
resident in New Zealand and non-resident persons
do not have aggregate direct ownership interests of
50% or greater in the company. Who is Taxpayer
Co’'sNew Zealand parent?

NR Co
100%

NzZCo1l
100%

Nz Co 2
100%

Taxpayer Co

Under paragraph (b)(i), the New Zealand parent
could be either NZ Co 1 or NZ Co 2, asboth
companiesareresident in New Zealand.

Paragraph (b)(ii) also does not identify asingle New
Zealand parent, asbothNZ Co 1 and NZ Co 2 hold
an ownership interest in Taxpayer Co.

However, paragraph (b)(iii) identifiesonly NZ Co 1
asthe New Zealand parent, as no non-resident
person holds adirect ownershipinterestin NZ Co 2.

The conditions of paragraph (b)(iv) and (v) are also
met for NZ Co 1, so NZ Co 1 will bethe New
Zealand parent of Taxpayer Co.

Inthefollowing diagram, Taxpayer Coisnot the
New Zealand parent under paragraph (a), asitis
resident in New Zealand and non-resident persons
do not have aggregate direct ownership interests of
50% or greater in the company. Who is Taxpayer
Co’'sNew Zealand parent?

\ NR Co1 \ \ NR Co 2 \
100% 100%
\ NZ Co 1 \ \ NZ Co 2 \
80% 20%
NZ Co 3
100%

Taxpayer Co
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Under paragraph (b)(i), the New Zealand parent
couldbeany of NZCo1,NZ Co2,orNZCo3,as
all three companiesareresidentin New Zealand.
Paragraph (b)(ii) also does not identify asingle New
Zedland parent, asall three companies hold an
ownership interestin Taxpayer Co.

Paragraph (b)(iii) narrows the choice of companies
asNew Zealand parenttoNZ Co1and NZ Co 2, as
they are the only companiesin which anon-resident
person holds adirect ownership interest.

Paragraph (b)(iv) then appliesto identify the New
Zealand parent of Taxpayer CoasNZ Co 1, asthere
isno non-resident person who holds a 50% or
greater ownership interest in both NZ Co 2 and
Taxpayer Co.

The condition of paragraph (b)(v) isalso met for
NZ Co 1, so NZ Co 1 will bethe New Zealand
parent of Taxpayer Co.

Inthefollowing diagram, Taxpayer Coisnot the
New Zealand parent under paragraph (a), asitis
resident in New Zealand and non-resident persons
do not have aggregate direct ownership interests of
50% or greater in the company. Who is Taxpayer
Co’'sNew Zealand parent?

100%

NZCo1l

20%

NZ Co 2

100%

Under paragraph (b)(i), the New Zealand parent
could be either NZ Co 1 or NZ Co 2, asboth
companiesareresident in New Zealand. Paragraph
(b)(ii) also does not identify asingle New Zealand
parent, as both companies hold an ownership
interest in Taxpayer Co. Both companies al so meet
the criteriain paragraph (b)(iii), as a non-resident
person holds adirect ownership interest in each of
them. Paragraph (b)(iv) also does not identify a
single New Zealand parent, asNR Co holds a50%
or greater ownership interest in all three of

NZ Co 1, NZ Co 2 and Taxpayer Co.

Paragraph (b)(v) identifiesNZ Co 1 as Taxpayer

Co’'sNew Zealand parent, asNZ Co 1 satisfiesall
the conditionsin paragraph (b)(i) to (iv) and holds a
direct ownership interestinNZ Co 2.

80%

Election by New Zealand parent

A New Zealand parent can elect to determine members

of aNew Zealand group using either a*“ greater than
50%" or a“66% or greater” control threshold. If an

election isnot made, the New Zealand parent is deemed

to have elected to apply the 66% or greater threshold
(section FG 4 (14A)).



The " greater than 50%” control threshold replacesthe
“GAAP group” approach intheoriginally enacted
regime. The original GAAP test required ajudgment to
be exercised in someinstances over whether one
company was actually controlled by another company.
By applying the explicit “ greater than 50%" test in-
stead, the need to apply judgment over whether a
company can or should beincluded in aNew Zealand
group has been eliminated. Thisremovesthe possibility
of adispute arising between taxpayersand Inland
Revenue over the appropriate exercise of judgment
under GAAP.

The New Zealand parent makes el ections under the thin
capitalisation rulesfor al companiesfor whichitis
identified to bethe New Zealand parent under section
FG 4 (10). Elections made by the New Zealand parent
for the purposes of determining ataxpayer’sNew
Zealand group must be made consistently for all compa-
niesfor whichitisthe New Zealand parent (section

FG 4 (14B)). Thusif the New Zealand parent electsto
adopt the 66% or greater control test, that 66% thresh-
old must be used for all companiesfor which the
company isthe New Zealand parent.

The purpose of requiring consistent electionsisto
ensure the effect of the thin capitalisation rules cannot
be circumvented by making inconsistent elections
between companiesin aNew Zealand group. The effect
isthat members of aNew Zealand group defined in
relation to one taxpayer will also be the members of the
New Zealand group defined in relation to any other
member of that group.

Application of greater than 50% control
test in relation to New Zealand parent
(section FG 4(13))

Using the greater than 50% threshold, acompany will
beincluded in the New Zealand parent’s New Zealand
group if greater than 50% direct control can be traced

on atier-by-tier basisfrom the New Zealand parent to

the company.

Example 5

In the following diagram, which companieswill be
included in NZ Parent’sNew Zealand group?

NZ Parent
100%

NZCo1l

NZ Co 2
100%
NZCo3

NZ Co1lisincludedin NZ Parent’s New Zealand
group because NZ Parent holds a“ greater than
50%" direct ownership interestinNZ Co 1.

NZ Co 2isincludedin NZ Parent’sNew Zealand
group because “ greater than 50%” direct ownership

20%

N
Q
>
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interests can be traced on atier-by-tier basisfrom
NZ Parent and NZ Co 1, both of which areincluded
in NZ Parent’s New Zealand group.

NZ Co 3isalsoincludedin NZ Parent’s New
Zealand group because adirect ownership interest
of greater than 50% can betraced from NZ Co 2,
whichisamember of NZ Parent’s New Zealand
group.

Thusthe New Zealand group of NZ Parent will
includeNZ Parent, NZ Co1,NZ Co2and NZ Co 3.

Application of 66% or greater control
test in relation to New Zealand parent
(section FG 4 (14))

Using the 66% or greater threshold, acompany will be
included inthe New Zealand parent’s New Zealand
group if 66% or greater direct control can betraced ona
tier-by-tier basisfrom the New Zealand parent to the
company.

Example 6

In the following diagram, which companieswill be
included in the New Zealand group of NZ parent?

NZ Parent

100%

NZCo1l

40%

NZ Co 1 will beincluded inthe New Zealand group
of NZ Parent, as NZ Parent holds a 66% or greater
direct ownershipinterestin NZ Co 1.

20%

However, NZ Co 2 will not beincluded in the New
Zealand group, asonly a60% direct ownership
interest can be traced from companiesincludedin
NZ Parent’s New Zealand group (ie, NZ Parent and
NZ Co1l).

Tracing from non-resident when
applying 66% or greater control test
(section FG 4 (14)(b))

Aswell astracing control from the New Zealand parent
when applying the 66% or greater control test, reference
may be madeto direct interestsheld by anon-resident
personif:

* that non-resident person holds a50% or greater
ownership interest in both the taxpayer and the New
Zealand parent; and

» acompany that would have been included in the New
Zealand group of the New Zealand parent if the
greater than 50% threshold was applied is not in-
cluded when applying the 66% or greater threshold.

continued on page 12
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Example 7

Thefollowing diagram isthe same as example 6,
except that NR Co holds a 100% ownership interest
in both NZ Parent and Taxpayer Co. Which compa-
nieswill now beincluded in the New Zealand group
of NZ Parent?

100%

NZ Parent

100%

20% NZCo1l

40%

Taxpayer Co

Because Taxpayer Co would beincluded inthe New
Zealand group of NZ Parent if the greater than 50%
threshold was applied, and NR Co holds a50% or
greater ownership interest in both NZ Parent and
Taxpayer Co (“the taxpayer”), direct ownership
interests held by NR Co are also considered in
determining the New Zealand group under the 66%
or greater threshold. Taxpayer Co would therefore
beincluded in the New Zealand group of NZ
Parent, as 66% or greater direct ownership interests
in Taxpayer Co are held in aggregate by NZ Parent,
NZ Co 1 and NR Co.

40%

Taxpayer not included in NZ group of
New Zealand parent (section FG 4 (14C))

Itispossiblethat the taxpayer will not be amember of
the New Zealand group of itsNew Zealand parent. In

this case, section FG 4 (14C) appliesto determinethe
taxpayer’ sNew Zealand group.

The effect of therulein section FG 4(14C) isto:

* exclude any member of the New Zealand group of the
New Zealand parent from the taxpayer’s New Zealand
group; and

* traceto higher-tier and lower-tier companiesfor
which the greater than 50% or 66% or greater control
test ismet on atier-by-tier basis.

Consider, for example, two arbitrary companies -
Company A and Company B. For them to be included
inaNew Zealand group under section FG 4 (14C),
there must be some company (company A, company B,
or some third company) from which control can be
traced on atier-by-tier basis (applying the appropriate
threshold) to include both company A and company B
in the same group. (If such acompany exists, that
company will also beincluded in the New Zealand
group with company A and company B.)

Itisimportant to note that section FG 4 (14C) does not
redefine the New Zealand parent of the taxpayer. This
means that the election made by the New Zealand
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parent for which of the control thresholds applies
continuesto apply to the determination of ataxpayer’s
New Zealand group under section FG 4 (14C).

Example 8

Inthefollowing diagram, NZ Parent has elected to
apply the 66% or greater control threshold. Which
companieswill be members of Taxpayer Co’s New
Zealand group?

NZ Parent
100%
NzZCo1l
60%
Taxpayer Co
100%
Nz Co 2

Using the 66% or greater threshold, Taxpayer Co
will not beincluded in the New Zealand group of
NZ Parent. Section FG 4 (14C) therefore appliesto
trace 66% or greater direct interests up and down
the chain from Taxpayer Co.

NZ Co lisnotincluded inthe New Zealand group
of Taxpayer Co because thereisno company from
which 66% or greater control can betraced on atier
by tier basisto include both NZ Co 1 and Taxpayer
Cointhe samegroup.

However, NZ Co 2 will beincluded in the New
Zealand group of Taxpayer Co. Thisisbecausea
company exists (in this case, Taxpayer Co) from
which 66% or greater control can betraced on a
tier-by-tier basisto include both Taxpayer Co and
NZ Co 2 in the same group.

Example 9

Inthefollowing diagram, NZ Parent has elected to
apply the 66% or greater control threshold. Which
companieswill be members of Taxpayer Co’s New
Zealand group?

NZ Parent
60%
NZCol

B

80% 100%

\ NZ Co 2 \

‘ Taxpayer Co ‘

Using the 66% or greater threshold, Taxpayer Co
will not beincluded in the New Zealand group of
NZ Parent. Section FG 4(14C) therefore appliesto
trace 66% or greater direct interests up and down
the chain from Taxpayer Co.

Taxpayer Co, NZ ColandNZ Co 2 will bein-
cluded in the New Zealand group of Taxpayer Co.
Thisisbecause acompany exists (NZ Co 1) from
which control can be traced on atier-by-tier basisto
include all three companiesin the same group.




Elections to group multiple chains
of companies (section FG 4 (14D))

If the same non-resident person holds a 50% or greater
ownership interest in companies of more than one New
Zealand group determined under the preceding rules, an
election can be madeto include any or all of those
groupsin asingle New Zealand group. One effect of
thisisto allow groupsto be traced down achain
through a50% ownership link.

For such an election to be made, it is necessary for the
New Zealand parents of al of the groupslooking to
become asingle New Zealand group to each make the
same election to group. Thisensuresthat consistency is
maintained, and therefore that all members of the larger
group have the same New Zealand group as each other.

Example 10

Inthefollowing diagram, can NZ Co 2 beincluded
inthe New Zealand group of NZ Parentand NZ Co 1?

NR Co
100%
NZ Parent
100%
NZCol
50%
NZ Co 2

NZ Co 1 and NZ Parent will beincluded in the
same New Zealand group regardless of whether the
greater than 50% or the 66% or greater test is
applied. Primafacie, NZ Co 2 will not beinthe
same New Zealand group asNZ Co 1 and

NZ Parent since neither the greater than 50% nor
the 66% or greater control threshold is met.

However, because the same non-resident person
(NR Co) holds a50% or greater ownership interest
inNZ Co 2 and each of the members of NZ Parent’s
New Zealand group (NZ Parent and NZ Co 1), NZ
Parent can electtoinclude NZ Co 2 initsNew
Zealand group.

Example 11

In the following diagram, which companies can
become members of the same New Zealand group
under section FG 4 (14D)?

NR Co

100%
\ NZ Parent

100%
\ NZ Co 2 \

100%
\ NZ Co 1 \

Each of NZ Co 1, NZ Co 2 and Taxpayer Co will be
itsown New Zealand parent. Under therulesin
section FG 4 (12)-(14C), the New Zealand group for
each of the companieswill include only itself. Thus
before the application of section FG 4 (14D),
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NZ Co 1, NZ Co 2 and Taxpayer Co will form three
separate New Zealand groups.

Section FG 4 (14D) allowsaNew Zealand parent to
elect to include other companiesin ataxpayer’s
New Zealand group if the same non-resident person
holds a50% or greater ownership interest in both
those other companies and the taxpayer. Appliedin
relation to Taxpayer Co, Taxpayer Co (asitsNew
Zealand parent) could elect that either or both of
NZ Coland NZ Co 2 alsobeincludedinitsNew
Zealand group.

However, such an election would only be effectiveif
reciprocal electionswere madeby NZ Co 1 and

NZ Co 2. Thusif Taxpayer Co elected toinclude
NZ Co linitsNew Zealand group, NZ Co 1 would
haveto elect toinclude Taxpayer CoinitsNew
Zealand group. Similarly, if Taxpayer Co elected to
includeNZ Co 2initsNew Zealand group,

NZ Co 2 would haveto elect to include Taxpayer
CoinitsNew Zealand group. If Taxpayer Co
electedtoincludeboth NZ Co1and NZ Co 2inits
New Zealand group, NZ Co 1 and NZ Co 2 would
haveto elect to include each other in their respec-
tive New Zealand groups, aswell making the
reciprocal electionsin relation to Taxpayer Co
referred to above.

Special rule where 66% threshold
applied (section FG 4 (14D)(d))

Wherethe New Zealand parent electsto apply the 66%
or greater control threshold, aspecial rule appliesto
ensurethe New Zealand parent cannot ‘ pick and
choose’ the members of its New Zealand group. The
rule states that the New Zealand parent cannot elect to
include acompany inaNew Zealand group under
section FG 4 (14D) if:

» another company hasadirect ownership interestin
the company to beincluded in the New Zealand group
under section FG 4 (14D); and

* that other company isnot included in the New
Zealand group after the application of section
FG 4 (14D), but would have been included if the
greater than 50% threshold had applied instead.

Thisruleisintended to ensure that two companiesin a
chain of companies cannot be included in the same New
Zealand group by virtue of the election available under
section FG 4 (14D) if some company interposed in the
chain between the two is not also included in that New
Zealand group.

Example 12

Inthefollowing diagram, New Zealand Parent has
elected to apply the 66% threshold for determining
members of its New Zealand group. Can it take
advantage of section FG 4(14D) toincludeNZ Co 2
initsNew Zealand group?

continued on page 14



IRD Tax Information Bulletin: VVolume Eight, No.11 (December 1996)

from page 13
NR Co

60%
NZ Parent
60%
NZCo1l
50%
NZ Co 2

The same non-resident person (NR Co) holds a50%
or greater ownership interest in both NZ Parent and
NZ Co 2, thereby meeting the conditions of section
FG 4 (14D)(b) for an election to be made. If such an
election was made, the New Zealand group of

NZ Parent would include NZ Parent and NZ Co 2.

However, thereisacompany interposed between
NZ Parent and NZ Co 2 which hasadirect owner-
shipinterest in NZ Co 2. If the greater than 50%
threshold applied, NZ Co 1 would beincludedin
NZ Parent’sNew Zealand group. The direct
ownership interest heldby NZ Co1inNZ Co 2
would therefore preclude NZ Parent electing to
includeNZ Co 2initsNew Zealand group under
section FG 4 (14D).

If NZ Parent wereto elect to apply the 50% control
threshold instead, NZ Co 1 would beincluded inits
New Zealand group under the normal application of
section FG 4 (13). Section FG 4 (14D) could then
be appliedto asoincludeNZ Co 2in NZ Parent’s
New Zealand group. The members of NZ Parent’s
New Zealand group would then be NZ Parent,

NZ ColandNZ Co?2.

Example 13

Inthefollowing diagram, New Zealand parent has
elected to apply the 66% threshold for determining
members of its New Zealand group. Can it take
advantage of section FG 4 (14D) toinclude

NZ Co 2initsNew Zealand group?

NR Co

60%

NZ Parent
10%
NZCo1l
10%

NZ Co 2

50%

Themain difference between this example and the
previousoneisthat NZ Co 1 would still not be
included in the New Zealand group of NZ Parent,
even if the greater than 50% threshold was applied
instead of the 66% or greater threshold. Therulein
section FG 4 (14D)(d), therefore, does not apply to
preclude NZ Parent electing toincludeNZ Co 2in
its New Zealand group.

Miscellaneous amendments

A cross-referencing error in section FG 4(17) has been
corrected. Section FG 4(18) has been repealed, asit
replicated the effect of section FG 4(16)(b).

A minor consequential amendment has al so been made
to section FG 10(3).

Application date

The amendments apply from the start of the 1996/97
incomeyear.

Transfer pricing

Section GD 13 (4), (12), Income Tax Act 1994

Introduction

Thetransfer pricing rules have been amended to ensure
that, if an arm’slength amount is substituted under
section GD 13(4):

« theliability of aNew Zealand company to deduct non-
resident withholding tax (NRWT) from anon-cash
dividend paid to its non-resident parent is not af-
fected; and

« theliability of aNew Zealand company to make a
dividend withholding payment (DWP) deductionin
respect of fixed rate sharesheld in aforeign subsidi-
ary isconfirmed.

Background

Previoudly, if the arm’ slength amount was substituted
for the actual amount of consideration under section

GD 13 (4), the obligation of the taxpayer to make a
withholding or adeduction was also based on that arm’s
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length amount. Thiswasintended to ensure that DWP
would be deducted if an arm’slength dividend is
substituted in respect of fixed rate shares held by the
New Zealand company in aforeign subsidiary.

However, section GD 13 (4), asoriginally enacted,
created an anomalous result if anon-cash dividend
arose from asupply made by aNew Zealand subsidiary
company toitsforeign parent for alessthan arm’s
length amount. Thiswas because the substitution of the
arm'’ slength amount applied for the purposes of the
subsidiary’ sobligation to deduct NRWT. Theobligation
of the subsidiary to deduct NRWT from that dividend
was, therefore, removed, even though the dividend was
still derived by the parent under section CF 2 (1)(c). It
was not intended that section GD 13 (4) would havethis
effect.

A further difficulty wasthat, while section GD 13 (4)
required DWP to be deducted by the taxpayer based on a
substituted arm’ slength amount, section GD 13 (12), as
previously drafted, stated that the substitution of an



arm’ slength amount had no effect on the obligation of
the taxpayer to make such a deduction. It was not
intended that section GD 13 (12) apply to the obligation
of the taxpayer to deduct DWP.

Section GD 13 (4) and (12) have, therefore, been
amended to reflect that the obligation of the taxpayer to
make awithholding or adeduction based onthearm’s
length amount substituted under section GD 13 (4)
appliesonly for DWP purposes. Any liability of the
taxpayer to deduct NRWT will continueto be based on
the actual consideration, rather than the amount substi-
tuted under section GD 13 (4).
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Key features

Theliability of aNew Zealand company to deduct
NRWT from anon-cash dividend paid to its non-
resident parent is preserved if an arm’ slength amount is
substituted under section GD 13 (4) of the Income Tax
Act 1994.

Theliability of aNew Zealand company to make a
DWP deduction if an arm’slength dividend is substi-
tuted in respect of fixed rate shares held by the New
Zealand company in aforeign subsidiary is confirmed.

Application date

The amendments apply from the start of the 1996-97
incomeyear, to coincide with the application date of the
new transfer pricing regime.

New Zealand superannuation surcharge specified exemption

Section JB 4 (1), Income Tax Act 1994

Introduction

An amendment ensures that recipients of the previously
frozen rate of New Zealand superannuation who now
receive the married person rate because their spouse
does not qualify for superannuation may continueto
claim the single surcharge exemption level. Thesingle
surcharge exemption level will be frozen at $4,160 for
the 1996-97 income year.

This change ensures that superannuitantswho received
the frozen rate of New Zealand superannuation are not
disadvantaged as aresult of the expiry of the frozen rate
and itsremoval from the First Schedul e of the Social
Welfare (Transitional Provisions) Act 1990.

Another amendment corrects alegislative oversight
which occurred in 1991, whereby recipients of the
previously frozen rate of New Zealand superannuation
were not entitled to claim the single surcharge exemp-
tion level. Thiswas not the intended policy.

These changeswill not affect returns already filed by
superannuitants.

Background

In 1988 the policy changed in relation to the eligibility
criteriafor New Zeal and superannuation, whereby
married superannuitants could claim only the married
person rate. Married superannuitants who had previ-
ously claimed the single rate because their spouse did
not qualify for New Zealand superannuation had their
entitlement frozen at the single rate of $183.93 aweek.

Theideawasthat recipients of the frozen ratewould
move to the married person rate when the latter ex-
ceeded theformer. By April 1996 the married person
rate ($184.33 aweek) exceeded the frozen rate ($183.93
aweek)

The Tax Reduction and Social Policy Bill (recently
enacted in five separate Acts) removed the frozen rate
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from the First Schedul e of the Social Welfare (Transi-
tional Provisions) Act 1990 because the rate became
redundant from 1 April 1996. Superannuitants who
previously received the frozen rate now receive the
higher married person rate of New Zealand superannua-
tion.

Moving recipients of the frozen rate to the married
person rate of new Zealand superannuation impliesthat
they will also move from the single person surcharge
exemption level to the married person surcharge
exemption level. This can, in some circumstances,
restrict an individual recipient to alower surcharge
exemption than he or shewas ableto claim whilein
receipt of thefrozen rate.

The standard married couplejoint surcharge exemption
level ($6,240 asat 1 April 1996) is higher than the
single person exemption ($4,160 asat 1 April 1996)
and advantages a superannuitant who has a spouse with
little or no income. However, if the younger spouse has
significant income, that incomeis offset against the
coupl e sjoint exemption until the older superannui-
tant’ s exemption isreduced to aminimum. The mini-
mum married person exemption ( $3,120 asat 1 April
1996) was lower than the minimum exemption of
$4,160 that was granted to recipients of the frozen rate.

Thisamendment ensures that superannuitants previ-
ously receiving the frozen rate may continueto claim
the single surcharge exemption level asaminimum.
However, that amount will be frozen at $4,160 for the
1996-97 income year. With the enactment of the
Taxation (Superannuitant Surcharge Reduction) Act
1996 the surcharge specified exemption levels have
been substantially increased with effect from 1 April
1997. Thisresultsin the minimum married person
surcharge exemption level exceeding the frozen sur-
charge exemption level.

From 1 April 1997, al married superannuitants will
receive the minimum married surcharge exemption

level. continued on page 16
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Key features

Section JB 4 (1) of thelncome Tax Act 1994 is
amended to ensure that recipients of the previously
frozen rate who have now transferred to the married
person rate can still claim the single surcharge exemp-
tion level. Thisensuresthat recipients of the frozen rate
are not subject to an increased surcharge liability asa
result of their moving to the married person rate.

The surcharge exemption level for these recipientswill
be frozen at $4,160 ($80 per week) for the 1996-97
incomeyear. The surcharge exemption level for the
1997-98 income year and subsequent income yearswill
transfer from the frozen exemption level to the mini-
mum married person exemption level asthis exemption
level will exceed the frozen exemption level.

Section 336E (1)(d) of theIncome Tax Act 1976 and
section JB 4 (1) of the Income Tax Act 1994 are
amended to correct alegislative oversight dating back to
1991, when the surcharge legisl ation was re-introduced,
whereby the previous provisionsrelating to the single
surcharge exemption level for recipients of the frozen
rate were omitted.

The Inland Revenue Department has previously allowed
recipients of the frozen rate to claim the single sur-
charge exemption level in accordance with the policy
intent of the legislation, although it lacked the necessary
legislative authority. Therefore recipients of thefrozen
rate have not been disadvantaged.

» Frozen rate of New Zealand superannuation -
Appliesto superannuitants whose spouse did not
qualify for New Zealand superannuation before
10 October 1988, and still doesnot qualify. Therate
of superannuation was frozen at $183.93 aweek until

such time asthe married person rate exceeded this
rate.

* Married person rate of New Zealand superannua-
tion - Thisistherate which appliesto individual
married superannuitants when they both qualify in
their ownright. Therate was $184.33 aweek (before
tax) asat 1 April 1996.

* Minimum married person surcharge exemption
level - Asat 1 April 1996 the married couple joint
exemption level was $6,240 ayear. Each spouse
receives aminimum exemption level of $3,120 ayear.
However, if one spouse does not use up her or his
exemption level the excess can betransferred to the
other spouse.

This meansthat a spouse can have a minimum
exemption level of $3,120 or ahigher amount upto a
maximum of $6,240 depending on whether the other
spouse earns additional income (other than New
Zealand superannuation).

* Single person surchargeexemption level - The
exemption level which appliesto recipients of the
singlerate of New Zealand superannuation. Thisis
the level below which no surchargeis payable by
theserecipients. Asat 1 April 1996 the exemption
level was $4,160 ayear.

Application date

The amendment to freeze the surcharge exemption level
appliesfrom the beginning of the 1996/97 income year.
However, in effect the frozen surcharge exemption level
will apply only to the 1996/97 income year.

The amendment to correct thelegislative oversight will
apply retrospectively from 1 April 1991.

Low income rebate and the veteran’s pension

Section KC 1, Income Tax Act 1994

Introduction

Thelow income rebate has been amended to enable
recipients of aveteran’s pension to claim thelow
income rebate on income from interest, dividends,
royalties, rents and atrust. Thiswill put them on a par
with recipients of New Zealand superannuation with
respect to thelow income rebate.

Background

Veteranswho qualify for aveteran’ s pension can choose
between receiving the veteran’ s pension or New Zealand
superannuation. Therates paid for both benefits are the
same.

Recipients of aveteran’ s pension are exempt from the
New Zealand superannuitant surcharge.

Previously, recipients of aveteran’s pension were
unableto claim the low income rebate on their passive
income. Thisdisadvantaged them relativeto recipients

of New Zealand superannuation, who are able to claim
the rebate on their passiveincome.

Thelow income rebate for the 1996-97, 1997-98 and
1998-99 income years has been amended. The amend-
ments were necessary to reflect the changesto the rebate
resulting from the Government’ s tax reduction package
contained in the Income Tax Act 1994 Amendment Act
1996.

Key Features

Thisamendment to section KC 1 of the Income Tax Act
1994 will enable recipients of aveteran’s pension to
claim thelow incomerebate on their incomefrom
interest, dividends, royalties, rentsand atrust, aswell
astheir pensionincome.

Application date

The amendment will apply from theincome year
beginning 1 April 1996.
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Section LE 3 holding companies
Section LE 3 (6), (10), Income Tax Act 1994

Introduction

An amendment corrects an error in the credit ordering
rulesfor calculating the minimum incometax liability
of asection LE 3 holding company.

Background

Section LE 3 (10) establishesthat asection LE 3
holding company will have aminimum income tax
liability for anincome year at least equal to the amount
of supplementary dividendsit receives. The minimum
incometax liability for section L E 3 holding companies
was established as arevenue-protection measure to
eliminate the potential for incometax deferral if a
supplementary dividend isderived by asection LE 3
holding company with tax losses.

It wasintended that the minimum income tax liability
be determined before allowing for any refundable credits
(such asresident withholding tax and foreign investor
tax credits), but after allowing for non-refundable
credits (such asforeign tax credits and imputation).
However, the original drafting of section LE 3 (10)
incorrectly reversed the ordering of the credits. The
amendment has now rectified this problem.

Following the amendment, section LE 3(10) worksin
practice asfollows:

Step 1: A section LE 3 holding company will calculate
itsactual tax liability after claiming imputation
and foreign tax creditsto which it isentitled.

If thisliability islessthan the amount of
supplementary dividends received by the
company for the year, section LE 3 (10) oper-
atesto establish the company’ stax liability to
be the amount of those supplementary divi-
dends.

Theliability determined in step 2 isreduced by
the amount of any refundable credits (eg,
resident withholding tax, dividend withholding
payment credits, foreign investor tax credits
arising from dividends paid by the company).

Step 2:

Step 3:

A typographical error in section LE 3 (6) has also been
corrected.

Key features

A section LE 3 holding company’ s minimum income
tax liability is established after allowing for non-
refundable credits, but before allowing for refundable
credits.

Application date

The amendment appliesto dividends paid on or after
12 December 1995.

Non-refundable tax

Sections MD 2 (5), MD 3 (4), NH 4 (2), and NH 5 (5), Income Tax Act 1994

Introduction

Theimputation and dividend withholding payment
(DWP) rules have been amended to remove an anomaly
that prevents the Commissioner of Inland Revenue from
applying non-refundable overpaid tax towards tax
liabilitiesfor previousincomeyears. Anidentical
amendment has al so been made to the policyholder
credit account regime (PCA) for personswho arelife
insurers.

Background

Under the imputation and DWP rules, the Commis-
sioner may refund overpaid tax only to the extent of the
credit balancein acompany’ s memorandum account.
The PCA regime contains similar rulesfor personswho
arelifeinsurersthat operate memorandum accounts. At
present, the Commissioner isrequired to credit any non-
refundable overpayment towards tax liabilitiesthat arise
intheyear of the refund entitlement, or subsequent
income years.
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This creates potential difficultieswhen the Commis-
sioner reassesses ataxpayer for an earlier income year
and isnot ableto set off any non-refundable overpaid
tax against any reassessed liability. Thetaxpayer is
required to make an additional payment to satisfy the
reassessed liability.

Key features

Theimputation, PCA, and DWP rules have been
amended to allow non-refundable overpaid income tax
or dividend withholding paymentsto be credited
towardsliabilitiesthat arisefor both earlier income
yearsand futureincomeyears.

Each of the regimesthat have been amended has
different commencement dates. For thisreason, the
liabilities against which non-refundable overpaid tax
may be applied are asfollows:

* inthe case of theimputation and the DWP rules,
against reassessments for income years after 1 April

1988; .
continued on page 18
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* inthe case of consolidated group companieswhich
operate under the DWP rules, against reassessments
for income years beginning from the 1993-94 income
year; and

* inthe case of the PCA rules, against reassessmentsfor
incomeyears after 1 April 1990.

Application date

The amendments comeinto force on 1 April 1997 and
apply from that date to any non-refundable
overpayments of incometax or dividend withholding
payments made before that date, and not already
credited by the Commissioner against other tax liabili-
ties. They will also apply to overpayments made after
that date.

Example

Assume acompany with anil imputation credit
account (ICA) balance paid afully imputed divi-
dend on 28 February 1996. This placed the compa-
ny’sICA in debit balance. Before 31 March 1996,
the company made avoluntary tax payment to clear
the debit balance.

Shortly after 31 March 1996, the company entered
into atax loss situation and was not eligible for a
refund of that voluntary payment becauseit did not
have acredit balanceinitsICA.

In June 1997, the company is reassessed for the
1995 income year and hasto pay additional income
tax for that year. The Commissioner will apply the
voluntary tax payment madein 1996 towardsthe
tax liability for the 1995 income year.

Imputation effect of FITC-related refunds
Section ME 5 (1)(e), Income Tax Act 1994

Introduction

An amendment ensures that adouble debit will not arise
to acompany’ simputation credit account (ICA) if a
breach of shareholder continuity occurs between the
payment of adividend and the receipt of the related
refund of theforeign investor tax credit (FITC).

Background

When the new FITC regime was enacted in December
1995, section ME 5 (1)(e) was amended to ensure that a
refund of tax resulting from aforeign investor tax credit
(FITC) will alwaysgiveriseto adebitin the company’s
imputation credit account, notwithstanding that a debit
may already have arisen by virtue of abreach in share-
holder continuity. Thisamendment was necessary to
ensurethat if acompany used the FITC mechanism to
obtain arefund of tax paid before the continuity breach,
it would not place the company in a better position than
it would have beenin had it attached normal imputation
creditsto the dividend, instead of paying a supplemen-
tary dividend.

However, the amendment did not give the correct result
if the shareholder continuity breach occurred between
the payment of the dividend and the receipt of the
FITC-related refund. Thisisbecausethe FITC-related
refund is correctly attributable to tax paid before the
continuity breach. The amendment ensuresthat in such
circumstances, afurther debit to the ICA will not arise.

Key feature

A double debit to acompany’ simputation credit
account will not occur if abreach of shareholder
continuity occurs between the payment of adividend
and the receipt of the FITC-related refund.

Application date

The amendment appliesfrom 12 December 1995 (the
same application date as the previous amendment to
section ME 5 (1)(e)).

Correction of cross-reference error
Section MG 15 (1)(d), Income Tax Act 1994

An amendment updates a cross-referencein section MG
15 (1)(d).

Section MG 15 (1)(d) of the Income Tax Act contained
across-reference to paragraph (h) of that subsection.
The reference to paragraph (h) was atechnical error,

and should have been areference to paragraph (i),
which containsalink to the shareholder continuity rules
for consolidated groups.

The amendment appliesfrom the date of enactment,
2 September 1996.
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NRWT rate on DWP-credited dividends
Section NG 2 (1)(a), (4), Income Tax Act 1994

Introduction

Therate of non-resident withholding tax (NRWT) on
dividend withholding payment (DWP) credited divi-
dends has been reduced from 30% to 15%. The amend-
ment has been made to reduce compliance and adminis-
tration costs.

Background

Theinternational tax reforms enacted in December
1995 removed the boundary between investors resident
in treaty and non-treaty countries on fully imputed
dividendsfor NRWT purposes. Thisamendment now
also removesthe boundary for DWP-credited dividends,
to reduce compliance and administration costs.

Thelower 15% rate of NRWT appliesto adividend to
theextent it isfully DWP-credited. The amount of the
dividend fully DWP-credited isequal to the amount of
DWP credit attached to the dividend divided by the
company tax rate (section NG 2(4)). The amendment
contemplatesthat the lower 15% rate of NRWT can
apply to partially DWP-credited dividendsto the extent
they arefully credited.

Example

A company paysacash dividend of $67.00, and
attaches DWP credits of $20.00. How isthe amount
of NRWT onthedividend calculated?

Cashdividend $67.00
DWP credit $20.00
Amount of dividend liablefor NRWT $87.00
Fully DWP-credited portion

($20.00 + 0.33) $60.61

NRWT @ 15% (section NG 2(1)(c)) $ 9.09
Uncredited portion of dividend

($87.00 - $60.61) $26.39

NRWT @ 30% (section NG 2(1)(a)) $ 7.92
NRWT liability $17.01

(Note: If New Zealand has adouble taxation
agreement with the country of residence of the
recipient of the dividend, the NRWT rate on the
uncredited portion of the dividend will generally be
reduced to 15% (section BB 11).)

Key feature
The NRWT rate on dividends has been reduced from

30% to 15% to the extent full DWP credits are attached.
Application date

The amendment appliesto dividends paid on or after
2 September 1996.

NRWT on non-cash dividends
Section NG 2 (2), NG 9 (1), Income Tax Act 1994

Introduction
The amendments ensure that:

* nodeduction of NRWT isrequired under section
NG 9 from non-cash dividendsto the extent they are
fully imputed; and

* to the extent the non-cash dividends carry sufficient
dividend withholding payment credits, NRWT need
not be accounted for.

Background

Theinternational tax reforms enacted in December
1995 introduced anew section NG 2 (1)(b)(ii), which
provided that fully imputed non-cash dividends derived
by non-resident investors on or after 12 December 1995
are subject to azero percent NRWT rate. However, there
was aconflict between this provision and section

NG 9(1), which required NRWT on those same divi-
dendsto be deducted at a 30% rate (reduced to 15%in
most casesif theinvestor isresident in atreaty country).

The Commissioner of Inland Revenue made a determi-
nation under section NG 10 that all personswere
relieved from the obligation to comply with section NG
9 (1) in respect of non-cash dividends which werefully
imputed and accordingly subject to azero percent
NRWT rate under section NG 2(1)(b)(ii). Thisamend-
ment achievesthis effect legislatively in section NG 9.

When theimputation and dividend withholding pay-
ment regimes were enacted in 1988, it was not possible
to attach imputation or dividend withholding payment
creditsto anon-cash dividend. This ceased to be the
case from 1 April 1992 following an amendment to the
definition of “dividend” in former section 394A of the
Income Tax Act 1976. However, when the amendment
was made to section 394A, aconsequential amendment
was not made to the then section 313 (now section

NG 9) to reflect the ability of companiesto pay credited
non-cash dividends.

Section NG 9 (1) has now been redrafted to ensure the
correct treatment of credited non-cash dividends.

continued on page 20
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Section NG 9 (1) containstwo formulae for determining
the NRWT on anon-cash dividend. Which of the
formulae apply depends on whether the non-cash
dividend is ataxable bonusissue or not. The section
expressly does not apply to the extent the non-cash
dividend isfully imputed (meaning a zero percent rate
of NRWT will apply to that portion of the dividend).

If the non-cash dividend is not ataxable bonusissue,
the NRWT liability iscalculated using the formulain
section NG 9 (1)(a):

[a/(1-a) xb] +(cxd)
where-

a istheNRWT ratein section NG 2(1)(a), being 30%
(reducible under an applicable double taxation
agreement);

b istheamount of thedividend to the extentitis
neither fully imputed nor fully DWP credited;

¢ istheNRWT ratein section NG 2(1)(c), being 15%;

d istheextent towhichthedividendisfully DWP
credited.

If the dividend isataxable bonusissue, the NRWT
liability iscalculated using the formulain section
NG 9(1)(b):

(axe) +(cxf)
where-

a istheNRWT ratein section NG 2(1)(a), being 30%
(reducible under an applicable double taxation
agreement);

e istheamount of thedividend to the extentitis
neither fully imputed nor fully DWP credited;

c istheNRWT ratein section NG 2(1)(c), being 15%;

f istheextent to whichthedividendisfully DWP
credited.

Essentially, the two formulae achieve thefollowing
effect:

* A 15% rate appliesto the extent full DWP creditsare
attached.

» Tothe extent that neither DWP nor imputation credits
are attached, a 30% rate of NRWT applies (which
may be reduced to generally 15% under an applicable
double taxation agreement). This portion of the
dividend isalso required to be grossed up by the
amount of NRWT imposed on that portion of the
dividend if the dividend is not ataxable bonusissue.

A further modification has been made to ensure that
where DWP credits are attached to a non-cash dividend,
those credits can be taken into account by the payer of
the dividend in determining the amount of NRWT to be
deducted. Before the amendment, section NG 9 (2)
required the payer to deduct an amount of NRWT from
anon-cash dividend calculated under section NG 9 (1).
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However, theliability calculated under section NG 9 (1)
was determined without reference to the amount of
DWP credits attached to the dividend, and which would
have reduced theliability to deduct under section

NG 2 (2) if the dividend were acash dividend instead.

An amendment has been madeto section NG 2 (2) so
that the amount of DWP credits attached to adividend
aretaken into consideration in determining both the
liability of therecipient of the dividend to pay NRWT
and the obligation of the payer to deduct NRWT from
thedividend. By making section NG 2 (2) apply for all
of the NRWT rules, rather than merely for section

NG 2 (1) asprevioudly, the offsetting of DWP credits
now flowsthrough to the obligation to deduct NRWT
from aDWP-credited non-cash dividend under section
NG 9.

Example

A company pays anon-cash dividend (not ataxable
bonusissue) of $134.00 to aninvestor residentin a
country withwhich New Zealand has adouble
taxation agreement which prescribes a maximum
NRWT rate on dividends of 15%. The dividend has
imputation credits of $16.50 and DWP credits of
$33.00 attached. What isthe NRWT liability on the
dividend?

The extent to which the dividend isfully imputed is
calculated using the formulain section NG 2(3):

$16.50x (1-0.33)/0.33=$33.50

The extent to which the dividend isfully DWP-
credited is calculated using the formulain section
NG 2(4):

$33.00/0.33 = $100.00

The extent to which the dividend is neither fully
imputed nor fully DWP-credited istherefore:

$134.00 + $33.00 - $33.50 - $100.00 = $33.50

(The DWP credit isincluded in the amount of
dividend liablefor NRWT but not the imputation
credit (definition of “dividend” for NRWT rulesin
section OB 1).)

The NRWT liability isdetermined under the
formulain section NG 9(1)(a) asfollows:

[a/(1-a) x b] + (cx d)
[0.15/0.85 x $33.50] + 0.15x 100.00
$20.91

Section NG 2 (2) then reducesthe liability to pay
and the obligation to deduct NRWT from the
dividend by the amount of the DWP credits at-
tached. Asthe DWP credits of $33.00 exceed the
NRWT liability on the dividend, thereisno obliga-
tion on the payer to deduct NRWT from the divi-
dend. Therecipient of the dividend can seek a
refund of the excess DWP credits of $12.09 from
Inland Revenue under section LD 9.




Key features

Section NG 9 (1) does not apply to non-cash dividends
to the extent they are fully imputed.

Section NG 2 (2) providesthat to the extent the non-
cash dividends carry sufficient dividend withholding
payment credits, NRWT need not be accounted for.

Section NG 9 (1) has been specifically amended to
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provide that itemsin the formulae only deal with the
portion of the dividend which isnot fully imputed.

Application date

The amendment applies retrospectively to dividends
paid on or after 12 December 1995, the date from which
the zero percent NRWT rate for fully imputed non-cash
dividends applies.

FDWP and formerly non-resident companies
Section NH 1 (2)(b), Income Tax Act 1994

Introduction

The amendment clarifiesthat if a non-resident company
becomesresident in New Zealand, theforeign dividend
withholding payment (FDWP) ruleswill apply to
subsequent dividends paid by that company to the extent
that it has retained earnings on becoming New Zealand
resident.

Background

Section NH 1 (2)(b) (formerly section 394ZL (2)(b)) was
enacted to ensure that the FDWP regime could not be
avoided if aforeign company became aNew Zealand
resident before paying adividend to itsNew Zealand
resident shareholders.

A literal interpretation of the previous provision sug-
gested that the FDWP regime would not apply if a

formerly foreign company pays adividend that exceeded
the amount of itsretained earnings at the time of
becoming resident. Thiswas not the policy intention,
whichisthat dividends should be subject to FDWP to
the extent of acompany’ s pre-resident retained earn-
ings. The section has, therefore, been amended to reflect
correctly itspolicy intention.

Key features

If anon-resident company becomesresident in New
Zealand, the FDWP regime will apply to subsequent
dividends paid by that company to the extent of its
retained earnings at the time of becoming resident in
New Zealand.

Application date
The amendment appliesfrom 21 May 1996.

Removal of redundant administrative positions

Section OB 1, Income Tax Act 1994

Sections 2(1) and 30, Goods and Services Tax Act 1985
Sections 6, 81 (1)(b), 110, 118, 228 and 229 (4) - (6), Tax Administration Act 1994

Introduction

A series of amendments has been made to the provisions
of the Income Tax Act 1994, the Tax Administration
Act 1994, and the Goods and Services Tax Act 1985to
remove redundant references to the positions of “Dis-
trict Commissioner”, Deputy Commissioner” and
“Regional Controller” , and to update a section refer-
enceto take account of the April 1995 legislative
changes.

Background

The Inland Revenue Acts previously contained refer-
encesto the positions of “ District Commissioner”,
Deputy Commissioner” and “ Regional Controller”.
These references were generally repealed with effect
from 1 April 1995. Sincethen, however, further refer-
ences have been located and have now been removed.

Following the April 1995 legisl ative changes, section 6
of the Tax Administration Act 1994, which established
the office of the Commissioner of Inland Revenue, was

repealed and in its place three new provisionswere
enacted. A new section 6A now establishesthe office of
the Commissioner. Asaconsequence, section 228(1) of
the Tax Administration Act 1994, which deemsthe
Commissioner to be appointed under the old section 6,
has been updated to refer to section 6A.

Key features

« All redundant references have been removed and,
where appropriate, replaced with areferencetoan” ...
officer of the Department”.

« A further minor amendment ensures a correct refer-
enceto the Commissioner’ s appointment.

» A new definition of “ Officer of the Department” has
been inserted into the Goods and Services Tax Act
1985.

Application date

The amendmentswill apply from 1 April 1995, the date
of the changesto the affected administrative positions.
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Portable New Zealand superannuation and the veteran’s pension

Section OB 1, Income Tax Act 1994
Section 2, Income Tax Act 1976

Introduction

Thetax exemption for portable New Zealand superan-
nuation and the veteran’ s pension has been extended to
those paid under bilateral social security agreements
made under section 19 of the Social Welfare (Transi-
tional Provisions) Act 1990. Previously, the tax exemp-
tion applied only to portable benefits paid to pensioners
in countrieswith whom no bilateral social security
agreement exists.

Background

Portable New Zealand superannuation and veteran’s
pensions paid to pensionersliving in countries with
whom New Zealand has no bilateral social security
agreement are tax-exempt. However, such benefits paid
under bilateral social security agreementswere not. This
differencein legal statuswas an oversight, and the
Department of Social Welfare (DSW) have not been
withholding tax. L egislative anendments have now
aligned the law with DSW’ s practice by extending the
exemption to all portable New Zealand superannuation
and veteran’' s pensions.

The amendmentstreat all portable pensionsequally and
are consistent with New Zealand' s doubl e tax agreement
negotiation policy of securing soletaxation rights of
pension incomefor therecipients country of residence.

Key features

The definitions of “ portable New Zealand superannua-
tion” and “ portable veteran’ s pension” in section OB 1
of the Income Tax Act 1994 are amended to add a
referenceto section 19 of the Social Welfare (Transi-
tional Provisions) Act 1990.

The definitions of “ portable guaranteed retirement
income”, “ portable national superannuation”, “portable
New Zealand superannuation” and “ portable veteran’s
pension” in section 2 of the Income Tax Act 1976 have
been amended to add areference to section 19 of the
Social Welfare (Transitional Provisions) Act 1990to

completetheretrospective effect to 1 April 1990.

Application date

The amendment applies retrospectively to 1 April 1990,
the date that section 19 of the Social Welfare (Transi-
tional Provisions) Act cameinto force.

Non-deduction salaries

Section OB 2(4), Income Tax Act 1994

Introduction

Section OB 2 (4) of the Income Tax Act 1994 has been
amended so that a close company for the purposes of
section OB 2 continuesto include all companieswith
25 or fewer shareholders, until 1 April 1998.

Background

Section OB 2 allows aclose company, under certain
circumstances, to pay remuneration to shareholder
employeeswithout deduction of PAY E. Such remunera-
tion isgenerally known as non-deduction salary.

Subsection (4) of section OB 2 definestheterm “ close
company”, for the purposes of the section, asincluding
acompany with 25 or fewer shareholders. Beforethe
amendment, this extended definition had application
until 1 April 1997.

The extended definition was aresult of consultation on
the Taxation Reform (Binding Rulings and Other
Matters) Bill in 1995. During the consultation several
issues were raised concerning the differences between
the practical application of section OB 2 compared to
thelegislation. Thereforeit was agreed that Inland
Revenuewould carry out areview of the section, to be
completed by 1 April 1997. Consideration of the
definition of “close company” for the purposes of the
sectionis part of thereview.

However, the review may not be compl eted, nor the
legislation enacted, by this date. Thereforethe current
extended definition of “close company” for the purposes
of section OB 2 will continuetoinclude all companies
with 25 or fewer shareholders, until 1 April 1998. By
thistime the review should have been completed and
any necessary legislation enacted.
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References to non-standard income years

Section OF 2, Income Tax Act 1994

Introduction

A reference to non-standard income yearsin section
OF 2 of the Income Tax Act 1994 has been updated to
include referenceto the definition of “ supplementary
dividend” in section OB 1.

Background

Referencesto income yearsin Part LE (which contains
theforeign investor tax credit (FITC) regime) already
include non-standard accounting years. Thiswas
achieved by inserting areferenceto Part LE in section
OF 2, which liststhose provisions for which income
year referencesinclude non-standard accounting years,
at thetime Part LE was enacted on 12 December 1995.

The definition of “supplementary dividend” in section
OB 1, whichisused only for FITC purposes, aso
contains anincome year reference. Section OF 2 has
now been amended to also include areferenceto the
supplementary dividend definition.

Key features

Theincomeyear reference in the definition of “supple-
mentary dividend” in section OB 1 includes non-
standard accounting years.

Application date

The amendment appliesto dividends paid on or after
12 December 1995, the application date of new Part LE.

Record-keeping provisions of gift-exempt bodies
Section 32 , Tax Administration Act 1994

Introduction

A discretionary provision to allow records of gift-
exempt bodiesto be kept in alanguage other than
English has been inserted in section 32 of the Tax
Administration Act 1994 (TAA). Thiswill ensure
consistency within the provisions of the TAA and with
those in the Goods and Services Tax Act 1985 (GST
Act) which govern the keeping of business and tax
records.

Key feature

The amendment will give the Commissioner of Inland
Revenue the discretion to authorise gift-exempt bodies
to keep recordsin alanguage other than English.

Background

The TAA and the GST Act contain various record-
keeping provisions which require that records bekept in
the English language. Three of these provisionsinclude
adiscretion which allows the Commissioner, on appli-
cationinwriting, to permit recordsto bekeptina
language other than English.

However, section 32 of the TAA, which dealswith the
records of gift-exempt bodies, requiresthat their records
be kept in English and has no discretionary provision.
(Theterm “gift-exempt bodies” is defined in section
3(1) of the TAA, but in general termsisacollective
definition encompassing certain specifically named
donee organi sations and funds, and other income tax
exempt charitable and non-profit bodies and community
groups.)

Thereisno sound policy reason why any gift-exempt
body should not be able to apply for an exception to the
reguirement to keep recordsin English. Itisalso
inconsistent that an organisation can apply to keep
records in alanguage other than English for the pur-
poses of section 75 of the GST Act, but if that organisa-
tionisagift-exempt body it must keep income tax
recordsin English.

Application date

The amendment will apply from theincomeyear
beginning 1 April 1996.
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Student Loan Scheme - special repayment

deduction rate certificates
Section 21, Student Loan Scheme Act 1992

Introduction

An amendment allows the Commissioner of Inland

Revenueto issue aspecial repayment deduction rate
certificate for an amount in excess of the borrower’s
estimated repayment obligation for theincomeyear.

Background

Before the amendment the Commissioner could only
issue aspecial repayment deduction rate certificate for
the estimated amount of the borrower’ s repayment
obligation for theincomeyear. The changeis designed
to encourage borrowers to make voluntary repayments
of their Student L oan debtsby making it easier for them
to do so.

Key features

At therequest of aborrower, the Commissioner will
issue aspecial repayment deduction rate certificate for
any amount in excess of the borrower’ s estimated
repayment obligation for that income year. An applica-
tion may be made before or during theincome year.

Application date

The amendment appliesfrom the date of enactment,
2 September 1996.

GST - double dipping, input tax deductions for dwellings

Introduction

Amendments correct drafting errorsto the application
dates of two changes made to the Goods and Services
Tax Act 1985 (GST Act) by the Goods and Services Tax
Amendment Act (No. 2) 1995 (GST Amendment Act).

The changes wereto close aloophol e that enabled
“double dipping” and to stop input tax deductions being
claimed for dwellings that are used principally as
private residences. When these changes were made, it
wasintended that late claimswould not be allowed but
that registered personswho had committed themselves
to acontract but had been unableto claim because the
return for the period in which the claim arose had not
been furnished, would not be disadvantaged by the
retrospective nature of the original amendments.

Explanations of the original amendments are on pages
31 and 32 of TIB Volume Seven, No. 9.

Background

Two changes made to the GST Act by the GST Amend-
ment Act were effective from the date of the announce-
ment of the change by the previous Minister of Revenue.
On 21 June 1995 Hon Wyatt Creech announced that an
amendment would be enacted to close aloophole that
allowed double dipping. On 11 August 1995 he an-
nounced a change to ensure that an input tax deduction
could not be claimed for adwelling unlessthe dwelling
itself was used for the principal purpose of making
taxable supplies.

When the bill effecting these changes was introduced,
the amendments applied not only to supplies made on or
after the date of the announcements, but also to supplies
made before the announcements, if areturnin which

the claim was made had not been furnished at the date
of the relevant announcement.

The application date for each amendment was modified
by the Finance and Expenditure Committee. It was
intended that registered persons who had acquired
goods under acontract that was unconditional, but who
had been unable to make a claim because the return for
the period in which the claim arose had not been
furnished at the time of the announcement, would not be
disadvantaged by the retrospective nature of the amend-
ment. Thewording of the original amendment did not
achievethis.

Key features

The amendments correct two drafting errors contained
inthe GST Amendment Act. The errorsrelate to the
application dates for the amendmentsthat were madein
that Act to close aloopholethat enabled “ double
dipping” [section 2(5)] and to stop input tax deductions
being claimed for dwellingsthat are used principaly as
private residences[section 3(3)].

The amendments give effect to theintention that the
previous changes would apply from the date on which
each amendment was announced by the previous
Minister of Revenue, other than for registered persons
who would be making future claims (not late claims) for
goods acquired under a contract that became uncondi-
tional before the relevant announcement date.

Application date

The amendments apply from the application dates of the
original changes: 21 June 1995 for double dipping and
11 August 1995 for input tax creditsfor dwellings.
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GST treatment of insurance subrogation payments
Section 5(13B), Goods and Services Tax Act 1985

Introduction

An amendment has been made to the Goods and
Services Tax Act 1985 (the GST Act) to ensure that
insurance subrogation payments are subject to GST.
(These are payments made by athird party to an insurer
in respect of aliability owed by thethird party to an
insured party who has been indemnified by the insurer.)

Background

Thefollowing diagram illustrates the relationships
involved when athird party makes a subrogation
payment to an insurance company.

Third Party Liability for
J insured’s
Exercise of right Subrogation loss
of subrogation payment
Y
Insurance Indemnity Insured
company payment

Accounts for GST output
tax under section 5(13)
(if registered and loss
incurred in course of
taxable activity)
Theinsured hasincurred aloss, in relation to which it
has then received an indemnity payment from the
insurance company. Assuming theinsured is GST
registered and the loss has been incurred in the course
of carrying on ataxable activity, theinsured will have
accounted for GST, under section 5(13) of the GST Act,
on receipt of theindemnity payment. Theinsurance
company will have claimed a GST deduction under
section 20(3)(d) on making the indemnity payment.

Claims GST deduction
under section 20(3)(d)

Subsequently, theinsurance company has exercised its
right of subrogation and claimed against the third party
because of thethird party’ sliability for theinsured’s
loss. (Theright of subrogation istheright that an
insurer hasto receive the benefit of any rightsand
remedies which an insured party may have against a
third party, in respect of any lossfor which theinsurer
hasindemnified theinsured party.) In response, the
third party has made a subrogation payment to the
insurance company.

The underlying rationalefor levying GST on the
insurance subrogation receipt isthat:

(a) theinsurer has claimed a GST deduction under
section 20(3)(d) for theindemnity payment madeto
theinsured; and

(b) the subrogation receipt has decreased the net cost of
the claim to theinsurer; therefore

(c) theamendment preventstheinsurer from making a
doublerecovery of the GST element from both the
section 20(3)(d) deduction and the third party who
has made the subrogation payment.

Key features
The amendment providesthat if:

* aninsurer receives an insurance subrogation payment;
and

* theinsurer has previously claimed adeduction when
making an associated indemnity payment;

the amount received (excluding any aggravated and
exemplary damages) is subject to GST output tax.

Asstated, the underlying policy rationale for levying
GST on asubrogation receipt isto prevent an insurer
from making a double recovery of the GST element of
amounts paid to indemnify an insured. The amendment
is, therefore, restricted inits application to insurerswho
have previously been allowed adeduction under section
20(3)(d) of the GST Act.

Any amount attached to an insurance subrogation
payment as a consequence of delayed payment is subject
to GST output tax. Such an amount may be commonly
referred to asinterest (thisincludes court awarded
interest).

A third party making an insurance subrogation payment
isable, where they meet the necessary conditions set out
inthe GST Act, to claim an input tax credit.

Application date

The amendment appliesfrom theintroduction of GST,
1 October 1986, except if:

* aregistered person has not accounted for output tax
on receipt of an insurance subrogation payment, if the
last day for furnishing the return for the taxable
period to which the output tax was attributable was
beforethe date of introduction of thelegislation,

21 May 1996; or

* aregistered person had alive objection before the date
of introduction of the legislation, 21 May 1996, in
respect of the payment of output tax on the receipt of
an insurance subrogation payment.

Insurance subrogation paymentsthat fall within these
two categories are not subject to GST.
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Correction of cross-references to
the Customs and Excise Act 1996

Section 12, GST Act 1985

Introduction

L egislative amendmentsto the Goods and Services Tax
Act 1986 (GST Act) have been madeto correct cross-
references made in the fifth schedul e of the Customs
and Excise Act 1996 (CE Act).

(Also seetheitem Customs and Excise Act 1996inthis
TIB for consequential anendmentsto the GST Actasa
result of the enactment of the CE Act.)

Background

Section 12 of the GST Act providesthat GST is payable
on imports made under or in breach of the Customs Act
1966. The Customs Act 1966 has since been reformed
by the CE Act.

Thefifth schedule of the CE Act consequentially
redrafted section 12 of the GST Act to reflect the new
provisions of the CE Act. However, the redraft con-
tained incorrect cross-referencesto the GST Act. In

particular, the fifth schedul e provided that sections 112,
113,114, 116 and 117 of the CE Act wereto apply to
section 12(4)(c) of the GST Act. However, it was
sections 111, 112, 113, 115 and 118 of the CE Act that
should have applied.

Further, in the redrafted section 12(4)(d) of the GST
Act, section 119 instead of section 117 was specified.

Key features

Sections 111, 112, 113, 115 and 118 of the CE Act
apply to section 12(4)(c) of the GST Act. Thiscorrects
the previouslist of sections112, 113, 114, 116 and 117.

In redrafted section 12(4)(d) of the GST Act, section
119 instead of section 117 will apply.
Application date

The amendmentswill apply from the date the CE Act
cameinto force, 1 October 1996.

Taxation (Superannuitant Surcharge Reduction) Act 1996

Sections JB 4 and NI 5, Income Tax Act 1994
Section 33A, Tax Administration Act 1994

The New Zealand superannuitant surcharge thresholds
have been raised significantly. Theincreasesallow a
couple sgrossincome (New Zealand superannuation
[NZS] plus other income) to be about 10 percent above
the gross average ordinary-time wage before the sur-
charge applies.

Background

The New Zealand superannuitant surcharge, aform of
targeting, imposes a surcharge of 25 centsin the dollar
oh asuperannuitant’s“ other income” above acertain
threshold. This hasthe effect of clawing back part or al
of the NZSreceived. The amount clawed back cannot
exceed thenet NZS (gross NZSlesstax payable asif
NZSwasthelast income taxed) received by the super-

annuitant.

Thetargeting of NZS has been adjusted so that the cut-
in point for the surcharge occurs when a coupl€e’ stotal
income (NZS plus other income) isabout 10 percent
above average ordinary-time earnings. The threshold for
asingle superannuitant retains the same relationship to
the threshold for acouple as at present.

26

These amendments supersede the second stage of the
increasein the New Zealand superannuitant surcharge
exemption thresholds that wasto comeinto effect from
1 July 1997 as part of the Tax Reduction and Social
Policy programme.

Key features

Theincreased New Zealand superannuitant surcharge
thresholds are shown in the table bel ow.

Increased Surcharge Thresholds

Surcharge Estimated
thresholds of threshold of total
other income income (incl NZS)
Couple $15,444 p.a. $34,934 p.a
($297/week) ($671.80/week)
Single $10,296 p.a. $23,307 p.a
(living alone) ($198/week) ($448.21/week)




The amendments:

» Reducethe estimated percentage of New Zealand
superannuitants who are subject to the surcharge from
about 25% to about 14%.

» Reduce or eliminate the surcharge paid by well over
100,000 superannuitants.

» Amend the circumstances under which a superannui-
tant is not required to file an annual tax return (by the
increase in the threshol ds) accordingly.
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» Amend the surcharge codes used by superannuitants
to have the surcharge deducted from source deduction
payments (other than NZS).

Application date

The amendmentstake effect from 1 April 1997 for the
1997-98 and subsequent income years.

Customs and Excise Act 1996

Introduction

The Customs and Excise Act 1996 came into effect on
1 October 1996. The Act replaced the Customs Act
1966 and consequentially amended the Customs Act
referencesin the Goods and Services Tax Act 1985
(GST Act).

Background

Under the previouslegislation, sections 12, 13 and,
where applicable, 42 of the GST Act were deemed to be
one of the Customs Acts. These sectionsrelateto the
imposition of GST onimports, theimposition of GST
on goods liableto excise duty and supplied at “in bond”
prices, and the recovery of tax respectively.

Other sections of the GST Act refer to the Customs Act,
in particular the zero-rating provisionsin section 11.

The Customs Act 1996 has been replaced with the
Customs and Excise Act 1996. Therefore the references
inthe GST Act to the Customs Act have been amended
accordingly.

Key features

The Customs and Excise Act 1996 has amended the
following provisions of the GST Act to substitute
referencesto the Customs and Excise Act 1996 for
referencesto the Customs Act 1996, and to reflect
changesin terminology in the Customs and Excise Act
1996:

* section 1(3);

* section 2, definition of “input tax”;

 paragraphs(a), (aa), (ac), (ad), (ae) and (b) of subsec-
tion 11(1);

* section 11(1A);

* section 11(1D);

* section 11(2)(ca);

* section 12; (see also page X X)

* section 79(1)(b).

Section 13 of the GST Act has been repealed and

sections 1(3), 20(3) and 22 amended to reflect this.

Section HK 18 (2) and the definition of the “input tax”
in section OB 1inthelncome Tax Act 1994 have also
been amended accordingly.

Application date

Theamendmentsto the GST Act apply from 1 October
1996, the application date of the Customs and Excise
Act 1996.
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