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Online TIB (HTML format)

Thisisthe better format if you want to read the TIB
on-screen (single column layout).

Any referencesto related TIB articles or other
material on our website are hyperlinked, allowing
you to jump straight to the related article. Thisis
particularly useful when there are subsegquent
updatesto an article you' re reading, because we'll
retrospectively add linksto the earlier article.
Individual TIB articleswill print satisfactorily,
but thisis not the better format if you want to
print out awhole TIB.

All TIBsfrom January 1997 onwards (VVolume
Nine, No.1) are available in thisformat.

Online TIB articles appear on our website as soon as
they’re finalised — even before the whole TIB for
the month isfinalised at mid-month. This meansyou
can read the first of any month’s TIB articles on our
website in the last two weeks of the previous month.

Where to find us
Our websiteisat http://www.ird.govt.nz

Get your TIB sooner by internet

This Tax Information Bulletin is also available on the Internet, in two different formats:

Printable TIB (PDF format)

Thisisthe better format if you want to print out
the whole TIB to use as a paper copy —the
printout |ooks the same as this paper version.
You'll need Adobe’s Acrobat Reader to use this
format — available free from their website at
http://www.adobe.com

Double-column layout means this version is
better as a printed copy — not as easy to read
on-screen.

All TIBsfrom July 1989 (the start of the TIB) are
availablein thisformat.

The printable TIB appears on our website at
mid-month, at the same time as we send the paper
copy to the printers. This means you can get a
printable TIB from our website about two weeks
before we can post you a paper copy.

It also includes other Inland Revenue information which you may find useful, including any draft binding
rulings and interpretation statements that are available, and many of our information booklets.

If you find that you prefer the TIB from our website and no longer need a paper copy, please let usknow
so we can take you off our mailing list. You can e-mail usfrom our website.
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Legislation and determinations

This section of the TIB coversitems such as recent tax legislation, accrual and depreciation determinations,
livestock values and changesin FBT and GST interest rates.

Livestock values - 1999 national standard costs for

specified livestock

The Commissioner of Inland Revenue hasreleased a
determination, reproduced below, setting the national
standard costs for specified livestock for the 1998-99

income year.

These costs are used by livestock owners to value

livestock on hand at the end of the income year where

they have adopted the national standard cost (NSC)
scheme to value any class of livestock.

The NSC scheme reflects the national average costs of
production of various types and classes of livestock.
Farmers using the scheme apply national standard costs
to stock bred on the farm during the year and to imma-
ture animals on hand at the beginning of the year.
Livestock they buy are valued at their purchase price.
The average of these costs is used to find the closing
value of livestock on hand.

Livestock — 1999 national standard costs
This determination may be cited as“ The National Standard Costs for Specified Livestock Determination, 1999” .

This determination is made in terms of section EL 3A of the Income Tax Act 1994. It shall apply to any specified
livestock on hand at the end of the 1998-99 income year, where the taxpayer has elected to value that livestock under

the national standard cost scheme for that income year.

For the purposes of section EL 3A of the Income Tax Act 1994, the national standard costs for specified livestock for

the 1998-99 income year are as set out in the following table.

National
Type of standard
livestock Category of livestock cost$
Sheep Rising 1 year 15.80
Rising 2 year 9.90
Dairy cattle Purchased bobby calves 115.00
Rising 1 year 407.00
Rising 2 year 63.90
Beef cattle Rising 1 year 139.00
Rising 2 year 82.10
Rising 3 year male non-breeding cattle (all breeds) 82.10
Deer Rising 1 year 53.60
Rising 2 year 26.30
Goats (meat Rising 1 year 11.80
and fibre) Rising 2 year 7.90
Goats(dairy)  Rising 1 year 76.10
Rising 2 year 13.60
Pigs Weaners to 10 weeks of age 68.90
Growing pigs 10 to 17 weeks of age 54.00

This determination is signed by me on the 26th day of January 1999.

Martin Smith
General Manager (Adjudication & Rulings)
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Laser cutting machines
General Depreciation Determination DEP43

In Tax Information Bulletin Volume Ten, No.11 (November 1998) at page 25, we published a draft general deprecia
tion determination for laser cutting machines used in the engineering industry.

No submissions were received on the draft determination, and the Commissioner has now issued the determination. Itis
reproduced below and may be cited as “ Determination DEP43: Tax Depreciation Rates General Determination

Number 43". The determination is based on the estimated useful life set out in the determination and aresidual value of
13.5%.

General Depreciation Determination DEP43
This determination may be cited as“ Determination DEPA3: Tax Depreciation Rates General Determination Number 43",
1. Application
This determination applies to taxpayers who own the asset classes listed below.

This determination applies to “ depreciable property” other than “ excluded depreciable property” for the 1998/99
and subsequent income years.

2. Determination

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

* Inserting into the “ Engineering (including automotive)” industry category the general asset class, estimated
useful life, and diminishing value and straight-line depreciation rate listed below:

Estimated DV banded SL equivalent
useful life dep’n rate banded dep’n rate
Engineering (including automotive) (years) (%) (%)
Cutting machines, laser 10 18 125

3. Interpretation

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

This determination is signed by me on the Sth day of February 1999

John Mora
Assistant General Manager (Adjudication & Rulings)

Use of money interest rates from 8 March 1999

From 8 March 1999 the use of money interest rates on revenues and duties will decrease from 12.48% to
10.59% for underpayments and from 4.79% to 3.38% for overpayments.

Use of money interest rate compensate taxpayers or the Government when tax is over or underpaid. The rates
arereviewed regularly to ensure they are consistent with market interest rates.
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Interpretation guidelines

Theitemsin this section of the TIB discuss the Commissioner’ s approach to the interpretation of ageneral area
of law.

Interpretation guidelines are intended to clarify general points of interpretation that are causing, or may cause,
difficulty for practitioners, taxpayers, and Inland Revenue. An interpretation guideline is Inland Revenue's
opinion asto the better view of the law. That view is devel oped from an appreciation and assessment of the law
on aparticular topic, as gathered from leading cases.

Employee or independent contractor?

Background » must meet al the requirements of the Goods and
Services Tax Act 1985 if the services they supply
Thisinterpretation guideline will help taxpayersto arein the course of ataxable activity, and they
determine correctly their employment status for tax areregistered (or liable to register) for GST.
purposes. It describes the common law tests devel oped . . .
by the courts for determining whether a personisan Itisnot possible for taxpayers to alter their employment
employee or an independent contragtor. statgs (or the resultl_ ng tax implications) merely by
calling themselves independent contractors when they
Thisinterpretation guideline replacesthe policy state- are essentially still employees.

ment entitled “ Employee or independent contractor?’ in
Tax Information Bulletin Volume Four, No.7 (March

1993) at pages 2-4 which outlined the tests for determin- Types of employment arrangement

ing whether a person isan employee or an independent A person’s employment status depends on whether his
contractor. That policy statement was published before or her employment contract is a“contract of service” or
the Court of Appeal overruling the Employment Court a“contract for services’. In New Zealand Educational
decision in Cunningham v TNT Worldwide Express (NZ) Institute v Director-General of Education [1981]

Ltd [1992] 3 ERNZ 1030. On the whole the previous 1 NZLR 538, SomersJin g|v|ng theJ udgment of the
statement contained the correct factors to consider, but it Court of Appeal said at page 539:

did not fully reflect the approach to this question

currently taken by the courts. On many occasions over the years the Courts have had to

decide whether the relationship between two persons was that

Thisinterpretation guidelineis consistent with, and of employer and employee or, asit used to be called, master
should be read in conjunction with, the policy statement and servant. The inquiry normally involved the distinction
in TIB Volume Five, No.1 (July 1993) at page 5 which between a contract of service in which the relation was that of

employer and employee and a contract for services in which
the relation was that between employer and independent
contractor. A decision in any particular case required an
examination of the contract between the two — it might be

discusses the implications of the Court of Appesl
decisionin TNT Worldwide Express (NZ) Ltd v
Cunningham (1993) 15 NZTC 10,234 in relation to the

employment status of courier drivers. expressed in words or it might be implicit from the circum-
stances.
Relevance of employment status Employees have a“ contract of service” with their

employer. Contracts of service evolved from the earlier
concept of amaster-servant relationship. Such arelation-
ship required an employee to be continuoudly available
for service and to accept a high degree of control by the
employer.

A taxpayer’stax obligations differ according to his or
her employment status, so it isimportant to know if he
or sheisan employee or not. The employment status of a
person has the following consequences for tax purposes:

» Payments to employees from their employer are slary

or wages, which must have PAY E deducted at source. A “contract for services’ appliesto the relationship

between an independent contractor and a principal. It

+ Employees cannot register for or charge GST for emphasises the nature of the services to be provided by a
services they supply as employees. person rather than his or her availability to work as
directed.

* Independent contractors:

« may deduct certain expensesincurred in deriving Either form of contract may include an unwritten

assessable income: agreem_ent. A writt_en contract is not necessary in
determining the existence of any particular type of
* must account to Inland Revenue for tax and ACC employment relationship. However, if thereis a detailed
earner and employee premiums for themselves written contract, it will form the basis for analysing the
and any employees; and nature of the relationship the partiesintended to have.

Employment contracts often change as the relationship
continued on page 6
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evolves (e.g. aperson takes on more duties). Changesin
regulations and work practices may also cause the
employment status of some workersto change. The
courtswill consider how the parties actually work
together when they determine the type of employment
relationship the parties have.

Employment status and revenue law

Tax law relies on the terms “ contract of service” and
“contract for services’, but does not define them.
Therefore, their meanings depend on the contract law
developed by the courts and any statutes that apply to a
particular kind of work.

A person will have the same employment status for tax
purposes as he or she has under the general law. Some-
timesit is not easy to tell if ataxpayer isan employee or
an independent contractor. Inland Revenue will use the
current common law teststo determine aworker’s status.

TNT Worldwide Express v Cunningham

A leading New Zealand case on the question of whether
the relationship between two partiesis one of employee
and employer, or independent contractor and principal is
the Court of Appeal decisionin TNT Worldwide Express.
In that case the Court gives guidance as to the appropri-
ate focus of inquiry in deciding this question.

In TNT Worldwide Express the respondent was engaged
by the appellant company, TNT, as an owner-driver to
conduct a courier service for the company. The owner-
driver:

* provided his own vehicle and was responsible for its
mai ntenance and upkeep,

» wasresponsiblefor al hisown tax and ACC payments,

claimed deductions as if he were self-employed, and

* had acontract with TNT that said he was an independ-
ent contractor.

The company terminated the respondent’ s contract, and
the respondent sought to invoke the personal grievance
procedure under the Employment Contracts Act 1991.

The Employment Court held that an owner-driver
courier for TNT was an employee and not self-em-
ployed. In reaching that conclusion, considerable
emphasis was placed on the rigorous control which the
company exercised over its owner-drivers. The Employ-
ment Court found that the company’ s actions showed
that it treated the owner-driver asitsemployee. In
particular, the Court found it significant that the com-
pany:

* imposed an obligation on the owner-driver to provide
alicence, wear auniform, and have the company’s
logo painted on the vehicle,

* exercised strong control over the volume, type,
quality, and location of hiswork,

* supervised him closely,
* restricted him from carrying freight for anyone else,

* had all ownership rights over the business and good-
will, and

» could regulate hisincome (by controlling where and
how much he worked).

The Court of Appea’ s decision reversed that finding,
holding that the written contract entered into by the
parties created a genuine independent contractor rela-
tionship. The Court accepted that an owner-driver
courier was an independent contractor rather than an
employee where his or her contract with TNT:

* required him to provide his own vehicle, uniform,
approved radio telephone, goods service licence under
the Transport Act 1962, and insurance,

* paid him mainly on aper trip basis,

» made him responsible for employing any relief driver,
* referred to the courier as an independent contractor, and
» gave TNT very extensive control over his operations.

The Court acknowledged the extensive control exercised
by TNT over the owner-driver, but concluded that the
owner-driver accepted only that degree of control and
supervision necessary for the efficient and profitable
conduct of the business he was running on his own
account as an independent contractor. Casey Jcited (at
page 697) the following statement of MacKenna Jin
Ready Mixed Concrete (South East) Ltd v Minister of
Pensions and National Insurance [1968] 1 All ER 433 at
page 447:

A man does not cease to run a business on his own account
because he agrees to run it efficiently or to accept another’s
superintendence.

The Court of Appeal said that when the contract is
wholly inwriting and it is not a sham, then the nature of
the relationship intended by the partiesis determined
from the terms of that contract in the light of al the
surrounding circumstances at the time it was made.
Cooke P (as he then was) noted at page 10,235 that “itis
necessary to consider all the terms of the agreement”,
and made the following observations at page 10,238:

When the terms of a contract are fully set out in writing which
is not a sham (and there is no suggestion of a sham in this case)
the answer to the question of the nature of the contract must
depend on an analysis of the rights and obligations so defined.

In the end, when the contract is wholly in writing, it is the true
interpretation and effect of the written terms on which the case
must turn.

Tests of the employment relationship

In cases where the nature of the relationship is unclear
the courts have developed various tests to determine the
type of contract that exists. Cases may not be clear-cut



and the tests may overlap. Therefore, the results of the
various tests must be carefully weighed to find the
predominant factors that will determine the relationship.
In TNT Worldwide Express, the Court of Appeal cited (at
page 10,248) a statement from page 382 of the judgment
of the Privy Council in Lee Ting Sang v Chung Chi-
Keung [1990] 2 AC 374:

What then is the standard to apply? This has proved to be a
most elusive question and despite a plethora of authorities the
courts have not been able to devise a single test that will
conclusively point to the distinction in all cases.

The Privy Council in Lee Ting Sang quoted with ap-
prova from the judgment of the English Cooke Jin
Market Investigations Ltd v Minister of Social Security
[1968] 3 All ER 732, at page 185:

No exhaustive list has been compiled and perhaps no exhaus-
tive list can be compiled of considerations which are relevant
in determining the question, nor can strict rules be laid down as
to the relative weight which the various considerations should
carry in particular cases.

Although there are no single tests or exhaustive lists that
are appropriate, there are five broad factors or tests
which are useful in determining this question. These are
not alternative tests but are simply relevant factors to be
considered. A discussion of the tests follows.

1. The control test

The control test looks at the degree of control the
employer or principa exerts over the work an employee
or contractor isto do and the manner in which it isto be
done. The greater the extent to which the principal or
employer specifieswork content, hours and methods,
and can supervise, regulate and/or dismiss a person, the
more likely it is that the person will be an employee.

Thistest used to be considered as the deciding factor,

but thisisno longer the case. The Court of Appeal in
TNT Worldwide Express emphasised that control is only
one of several factorsrelevant to the interpretation of the
contract. The Court endorsed the statement of Cooke Jin
Market Investigations (at page 185) that while control
will always have to be considered, it can no longer be
regarded as the sole factor in determining the relation-
ship between the parties. The Court of Appeal in TNT
Worldwide Express considered that thisfactor had been
given too much weight by the Employment Court.

2. The independence test

Thisistheinverse of the control test. A high level of
independence on the part of an employee or contractor is
inconsistent with a high level of control by an employer
or principal.

Thefollowing factors may indicate that a person hasa
high level of independence:

» work for other people or clients
» work from hisor her own premises

* supply hisor her own (specialised) tools or equipment

IRD Tax Information Bulletin: Volume Eleven, No.2 (February 1999)

* havedirect responsibility for the profits and risks of
the business

* hire or fire whoever he or she wishes to help do the job
» advertise and invoice for the work
* supply the equipment, premises, and materials used

* pay or account for taxes and government and profes-
sional levies.

On the other hand, when some independent contractors
perform work for a principal, they may agree not to
work for a competitor or give away trade secrets. This
alone will not make the worker an employee (it actually
emphasises that the worker is usually entitled to work for
others).

Also, the fact that a person is contracted to one party
only does not, of itself, necessarily dictate a conclusion
that their legal relationship is one of employment.

3. The organisation or integration test

In Enterprise CarsLtd v CIR (1988) 10 NZTC 5,126,
Sinclair Jsaid that thistest isreally whether the personis
part and parcel of the organisation and not whether the
work itself is necessary for the running of the business.

According to thistest, ajob islikely to be done by an
employeeif itis:

* integral to the business organisation

« the type of work commonly done by “employees’

« continuous (not a “one-off” or accessory operation)
» for the benefit of the business rather than the worker.

4. Intention of the parties

Thistest looks at the intentions of each party to the
agreement regarding the nature of the relationship. The
description given to arelationship by the partiesto the
contract isastrong, but not conclusive indication of the
type of relationship that exists. The fact that awritten
contract states that a person is an employee or an
independent contractor may indicate the intention of the
parties, but is not determinative. Holland Jin the High
Court in Challenge Realty Limited and Orsv CIR[1990]
3 NZLR 42 stated at pages 55-56:

Obviously the Court’s function in interpreting a contract is to
determine the intentions of the parties. When, however, the
question for determination is the legal relationship between the
parties created by the contract, the expressed intention of the
parties will not be determinative of the question. It is
nevertheless an important factor, and if after considering
all factorsthe exact state of the relationship is a matter of
some ambiguity, may be decisive In the present cases before
me Harcourts is the only one with a written agreement.
Nevertheless | would conclude that in all cases it was the
intention of the parties to create an agency relationship rather
than an employer/employee relationship. The question remains
as to whether that result has been achieved. (emphasis added)

Thus, if the actual circumstances point to an employ-
ment relationship, then simply labelling it an independ-
ent contract will not alter the actuality.

continued on page 8
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In TNT Worldwide Express, aclause in thewritten
contract which purported to override all other aspects of
the agreement stated that the courier was an independent
contractor. The Employment Court found that the actual
conduct of the relationship showed that TNT imposed a
high level of control and supervision of its staff that was
inconsistent with any independence or initiative on their
part. However, the Court of Appeal in reversing this
decision concluded, after weighing all the circumstances,
that the TNT standard form contract created agenuine
independent contractor relationship.

If an employment contract treats a person as an em-
ployee, for example by paying him or her at regular
intervals, at aset rate, and deducting PAY E, thismay
indicate that there is an employment relationship.

5. The fundamental test

In Market Investigations, the English Cooke J said that
the fundamental test for distinguishing an employee and
an independent contractor was as follows:

Is the person who has engaged himself to perform these
services performing them as a person in business on his own
account? If the answer to that question is “yes’, then the
contract is a contract for services. If the answer is “no”, then
the contract is a contract of service. ... factors which may be of
importance are such matters as whether the man performing the
services provides his own equipment, whether he hires his own
helpers, what degree of financia risk he takes, what degree of
responsibility for investment and management he has, and
whether and how far he has an opportunity of profiting from
sound management in the performance of his task.

Thistest was approved by the Privy Council in Lee Ting
Sang and subsequently cited by four of the five judgesin
the Court of Appeal in TNT Worldwide Express.

The fundamental test is also sometimes described as the
“businesstest” or the “economic redity test”. In Chal-
lenge, the Court of Appeal stated at page 65:

If it is helpful to look for atest or application in this case, apart
from that of control, which is a key feature of the Act, we

favour that suggested by Adrian Merritt, Lecturer in Industrial
Law, University of New South Wales in his article “* Control’
v ‘Economic Reality’: Defining the Contract of Employment”
in (1982) 10 Australian Business Law Review 105 at p.118:

The issue that must be settled in today’s cases is whether
the worker is genuinely in business on his own account or
whether he is “part and parcel of” - or “integrated into”-
the enterprise of the person or organisation for whom work
is performed. The test is, therefore, one of “economic
reality”.

Thistest looks at factors such as:

 whether the type of business or the nature of the job
justifies or requires using an independent contractor

* the behaviour of the parties before and after entering
into the contract

« if thereisatime limit for completing a specific project
» whether the worker can be dismissed

» who isresponsible for correcting sub-standard work

» whoislegaly liableif the job goes wrong.

Usually, an independent contractor agrees to be respon-
siblefor hisor her work. He or she cannot usually be
“dismissed”, although the contract can be terminated if it
is broken.

Summary

It must be emphasised that the “tests’ outlined above are
merely factors to be considered, rather than distinct tests,
and it isimportant in each case to consider this question
by balancing al the circumstances of the relationship
between the parties. Often there will be competing
factorsthat indicate differing conclusions asto whether
someone is an employee or an independent contractor. In
these circumstances, each of the tests described above
should be applied to the facts of the case, and the
resulting factors carefully and objectively weighed to
determine the true nature of the relationship.
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Standard practice statements

These statements describe how the Commissioner will, in practice, exercise a statutory discretion or deal with
practical issues arising out of the administration of the Inland Revenue Acts.

Shortfall penalties - application where returns are

amended before due date
Standard practice statement INV-570

Introduction

This Standard Practice Statement (SPS) outlinesthe
Commissioner’ s practice when ataxpayer filesareturn
taking an incorrect tax position and then seeksto amend
the return before the due date for filing the return.

Application

This SPS appliesfor the period from 1 March 1999 to
31 March 2001. It appliesto all anendments madeto a
return before due date, including amendments requested
by phone call, Ietter, NOPA or by filing an amended
return. It does not apply to incometax returns.

Background

The Tax Administration Act 1994 imposes shortfall
pendtiesin all cases when ataxpayer breachesthe
standards defined in sections 141A to E and takes an
incorrect tax position creating atax shortfall. This
applies even if the return is amended before the due date
for filing the return.

If the incorrect tax position was not caused by a breach
of thetaxpayers’ statutory obligations, shortfall penalties
cannot be imposed.

Except for income tax, taxpayers take their tax position
at the date when they file the return. Thisisthe assess-
ment date regardless of whether it is before the due date
for filing the return. Therefore when taxpayersfile an
incorrect return they have taken an incorrect tax position
at that date.

The definition of taxpayer’stax position is different for
incometax. If ataxpayer altersthe tax position takenin
an income tax return before the earlier of the due date or
when the assessment isissued, the amended return will
be accepted as the taxpayer’ s tax position.

To date, in accordance with the legislation, Inland
Revenue has been proposing shortfall penaltiesin some
cases when the taxpayer has amended areturn before the
due date, with a 75% reduction for voluntary disclosure
before notification of a pending tax audit or investiga-
tion. However, we are concerned that imposing shortfall
penaltiesin these situations may discourage taxpayers
from voluntarily disclosing an incorrect tax position.
Thiswould not be in keeping with the purpose of the

penalty regime, which isto encourage taxpayersto
voluntarily co-operate with Inland Revenue.

To encourage voluntary disclosure Inland Revenue will
take aliberal approach. We will not impose shortfall
pendtiesif ataxpayer independently and voluntarily
files an amended return before due date. However, we
reserve theright to impose shortfall penaltiesin all
situationsif we believe that the taxpayer’ s original tax
position was not a genuine mistake or if the taxpayer
repeatedly makes the same or similar mistake and files
amendments to the returns before due date.

Practice
Inland Revenue will adopt the following approach:

If taxpayer amendsreturn before due date and before
I RD advisestaxpayer of acceptance or non-acceptance
of original tax position

In this situation the taxpayer has realised the mistake and
has voluntarily notified IRD of the incorrect tax position.
To impose shortfall penalties would discourage taxpay-
ers from making such voluntarily disclosuresin the
future. The taxpayer has independently found and
corrected the mistake before due date so Inland Revenue
will not impose shortfall penalties.

Notification that the tax position has or has not been
processed or accepted for processing will be the date the
taxpayer or agent receives written advice or a statement
of account, or the time of atelephone call advising of a
pending tax audit or investigation.

If the exact time of the written advice/statement of
account becomes crucial, it will be ascertained from the
expected time for the mail to reach its destination as
prescribed by section 14(2) of the Tax Administration
Act 1994, Thisisin accordance with the Standard
Practice Statement INV-250 on Voluntary Disclosure.

| f taxpayer amendsreturn before due date but after IRD
advisestaxpayer of acceptance of original tax position

In this situation the taxpayer has independently realised
the mistake and choosesto file an amended return before
the due date. Again to impose shortfall penaltiesin this
situation would discourage this type of voluntary
disclosure. Generally Inland Revenue would not impose
shortfall penalties because the taxpayer has independ-
ently found and corrected the mistake before due date.
continued on page 10
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the shortfall was the result of a breach of sections 141A
to E we will need to request details of how the shortfall
occurred. If apenalty iswarranted it will be reduced by
40% as a post-notification voluntary disclosure or 75%
asatemporary shortfall.

from page 9

If arefund isissued or the tax becomes due before the
taxpayer files an amended return interest will be charged
in accordance with Section 120.

Inland Revenue reserves the right to impose penaltiesiif
the amended return filed before due date is not correct-
ing agenuine mistake. That is, the shortfall may be
considered for penaltiesif we believe that the taxpayer
intentionally attempted to overstate a benefit or under-
state tax by filing an incorrect first return. If we believe
this may be the case we will need to request details asto
why the shortfall occurred.

If penalties were not imposed in these situations taxpay-
erswould have an incentive to file early returns, over-
stating their benefit or understating their tax. If IRD does
not accept the tax position taken the taxpayer could send
in an amendment before the due date to avoid penalties.
This does not encourage voluntary compliance first time.
Consideration of apenalty in thisinstance prevents
taxpayers abusing the opportunity to take atax position

An example of the above would be if a vendor who has
beneficial to themselves before the due date.

entered into a property transaction (for which an early
return has been filed) omitsto return the sale and then
finds out that Inland Revenue is auditing the purchaser
of the property. In this situation the vendor might
quickly put in an amended return because they consider
that IRD would check up on whether the vendor has
returned the sale.

If taxpayer amendsreturn before due date but after
| RD advisestaxpayer of pending audit/investigation

If taxpayer repeatedly makes same/similar mistake then
amendsreturn before due date

Inland Revenue wants to continue to encourage taxpay-
ersto take the correct tax position when filing their
returns. Therefore in situations like thiswe may consider
imposing ashortfall penalty.

This Standard Practice Statement was signed by me on

In this case the taxpayer did not amend the return until 2 February 1999.

after Inland Revenue gave notice that the tax position
was to be examined. Inland Revenue will consider
shortfall penaltiesin this situation. To establish whether

Tony Bouzaid
National Manager, Operations policy

GST returns — correcting minor errors
Clarification to Standard Practice Statement INV-490

In TIB Volume Ten, No.6 (June 1998) we published
Standard Practice Statement INV-490 about correcting
minor errorsin GST returns. Briefly this statement set a
maximum error amount (either $200 or $500 depending
on whether the registered person’ sannual turnover is
over $250,000) which could be corrected by the regis-
tered personin alater GST return without entering into
the formal disputes resolution process.

Since then readers have asked whether this $200/$500
limit appliesto the original return in which the error was
made, or to thelater return in which the error is cor-
rected. This question becomes significant if errorsare

the oversight when preparing the end of year
accounts.

Mrs Jones' staff take approximately $1,800 of goods
per return period, so the GST adjustment for fringe
benefits is approximately $200 per return period.

This qualifiesasaminor error because Mrs Jones
annual turnover exceeds $250,000 and the return
errors are less than $500 per period. She can make a
$1,200 catch-up adjustment in the next GST return.
She must keep details of the error with the current
GST return work papers.

found in several earlier returns, and the registered person
wantsto correct them al in onelater return.

The $200/$500 limit appliesto theinitial error(s) made
in onereturn; it does not limit the value of error(s) that
can be corrected in alater return. The following exam-
ples demonstrate how the limit applies and situations
which are acceptable and not acceptable.

Example 2: One error exceeds threshold

ABC Limited operates a hotel/reception centre. ABC
overlooked including $4,920 goods and services
supplied and invoiced to alocal club for arecent
convention held at the centre. The company didn’t
identify the error until it received payment the
following month, and asked if it could make an
adjustment to the current return.

Example 1: One common error in several

past returns - within threshold

Mrs Jones operates alarge clothing warehouse. She
permits staff to take suppliesfor private usein lieu
of wages payable. She omitted to make adjustments
for GST on fringe benefits when filing her two-
monthly GST returns, but her accountant identified
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Although ABC Limited' s annual turnover exceeds
$250,000, theinitial error is greater than $500

(1/9 of $4,920 = $546). The correction must be
made to the original return as the value of the GST
ABC Limited’ s error falls outside the concession in
the Standard Practice Statement.



The company should notify the Commissioner,
explaining the background leading to the error. The
guestion of shortfall penalty will be considered as
with any other voluntary disclosure. Interest will
apply from return period the original liability arose.

Example 3: Various errors, test against
return threshold

A registered person’ s accountant completing the
income tax return identifies various return errors
which result in GST short-paid in three return
periods. The turnover is $200,000 per annum. They
ask if an adjustment can be made in the current GST
return period to correct these errors:

Dec 1997 $125
Feb 1998 $305
Jun 1998 $ 80

$510

The December 1997 and June 1998 GST returns can
be corrected by an adjustment in the current return
period. The February 1998 error exceeds $200 so
the registered person should notify the Commis-
sioner, explaining the background leading to the
error. The question of shortfall penalty will be
considered as with any other voluntary disclosure.
Interest will apply from the return period the
original liability arose.

Averaging not permissible

Errorsin different return periods cannot be averaged to
fit within the policy concession. If the error in asingle
return period exceeds the $200 or $500 threshold (as
applicable to $250,000 turnover) the registered person
should notify the Commissioner, explaining the back-
ground leading to the error. The question of shortfall
penalty will be considered as with any other voluntary
disclosure. Interest will apply from return period the
original liability arose.

IRD Tax Information Bulletin: Volume Eleven, No.2 (February 1999)

Different limit from voluntary disclosures

Some readers have asked why Standard Practice State-
ment INV-490 does not allow registered persons to make
adjustments to the value of $4,000, equivalent to the
effective treatment of voluntary disclosures under the
compliance and penaltiesrules.

Example of voluntary disclosure

Shortfal of tax $3,999
Shortfall penalty at rate of 20% $799
Less 75% reduction for disclosure $199

Inland Revenue will generally not impose a shortfall
penalty of less than $200. Reduction of a shortfall
penalty for disclosure is considered on case by case
basis. The shortfall penalty can be greater than 20%

e.g. evasion 150%. However, thisis a separate issue
from the threshold for adjustment and consequential use
of money interest.

Standard practice statement INV-490 allows registered
personsto correct GST return errors without the need to
notify the Commissioner or incur compliance costs
(including use of money interest). It provides an admin-
istratively expedient way of solving minor errors without
the encumbrances that follow the making of voluntary
disclosuresi.e. paperwork, consultation, examination of
records and interest. For these reasons we do not plan to
align the standard practice statement with the voluntary
disclosure process, because the current concession is
already reasonable.

In effect, standard practice statement INV-490 allows an
adjustment up to $1,800 in taxable supplies per return
period for small businesses and $4,500 for larger
businesses.

Standard practice statement INV-490 will continueto
apply until it isrevoked or legislation change terminates
itsapplication.
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General interest items

Interest, withholding taxes and approved issuer levy

In 1998 Inland Revenue' s Banking and Finance Portfo-
lio, Corporates, issued a questionnaire to selected
financial ingtitutions that pay interest to asignificant
number of depositors. We also reviewed the interest
payment records of a number of corporates. The purpose
of the questionnaire and reviews was to identify and
correct common errorsin applying resident withholding
tax (RWT), non-resident withholding tax (NRWT) and
approved issuer levy (AIL).

Thisarticle summarisestheissues arising from the
questionnaire responses and the review of records.

WEe' ve published it to help interest payers correctly
apply RWT, NRWT or AIL. It will also help recipients
of interest to understand issues dealt with by interest
payers which have ataxation impact on those recipients.

In this article payer means a person paying interest from
which RWT or NRWT is deducted or AlL applied;
depositor or recipient isthe person who hasinvested
with the payer and who is entitled to the interest being
paid.

General

Resident and non-resident status

Part N of the Income Tax Act 1994 (the Act) sets out
two separate sets of rulesfor NRWT and RWT. A
payer’s systems and procedures must be able to distin-
guish between New Zealand resident depositors and
non-resident depositors, and then deduct the appropriate
withholding taxes.

Obtaining customers’ IRD numbers

Under section 27(1) of the Tax Administration Act 1994
(TAA), arecipient of resident withholding income which
must have RWT deducted is required to supply hig’her
tax file number (IRD number) to the payer within

10 working days of receiving awritten request from the
payer. If the payer does not obtain the IRD number then
the payer must deduct tax at the no-declaration rate.
(Thisrateis 33 centsin thedollar until 31 March 2000;
from 1 April 2000 it will be 45 centsinthedollar.)

Sections 52-54 of the TAA require the payer to provide
therecipient’ sdetails, including IRD number, to the
Commissioner. For the purposes of those sections only,
the payer doesn’t have to provide the IRD number if
“having made reasonabl e efforts to obtain the tax file
number, isunableto do so” (section 55, TAA).

The payer’s procedures for obtaining the depositor’s
IRD number should amount to a“ reasonable effort” to
obtain the IRD number. The request on, say, aterm
deposit application form for the depositor’s IRD number,
may not amount to areasonable effort if thereis no
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follow up action with those depositors who did not
providetheir IRD numbers.

IRD number verification by modulus 11
check

A modulus 11 check isamathematical calculation that
any payer can run against the eight-digit IRD number
supplied by a depositor to ensure the number is valid.
Running this check will prevent invalid IRD numbers
being loaded into the payer’s systems and not being
detected. Invalid IRD numbers may result in inappropri-
ate RWT rates being applied and incorrect withholding
taxes being deducted and accounted for to the Commis-
sioner.

All payers should run the modulus 11 check regularly
and ensure they have adequate controls to confirm that
al IRD numbers supplied by depositors are valid. For
details of this check see our booklet E-File IR Electronic
filing Payroll Specification Document April 11999 to
March 31 2000 (also available from our website at
http://www.ird.govt.nz/softwarefindex.htm).

If an IRD number is not valid, payers must deduct RWT
at the no-declaration rate.

An additional safeguard to ensure the correct IRD
number is recorded in a payer’s recordsis for the payer
to confirm the IRD number by sighting, say, the deposi-
tor’sInland Revenue information card or other IRD
documentation bearing the depositor’ s name and
number.

Joint accounts

Section 25(9) of the TAA deal s with tax deduction
certificates when two or more people jointly derive
resident withholding income. Basically, the joint account
holders who receive resident withholding income can
elect which account holder’ s name and IRD number will
appear on the certificate. However, there are two points
to note:

* If aperson with avalid certificate of exemption holds
ajoint account with someone who does not have a
valid certificate of exemption the payer must deduct
RWT from all the interest paid. The person with the
valid exemption certificate may then claim atax
refund when filing the annual tax return.

* If anon-resident and aresident have ajoint account
and the payer knows the proportions that relate to each
person, NRWT and RWT can be deducted accord-
ingly. If the proportions are not known, the payer
should deduct RWT from all interest paid on that
account. The non-resident may then claim arefund
from Inland Revenue by filing an IR 3NR tax return
(if they have an IRD number), or by filing an IR 15F
(for RWT refund) if they do not have an IRD number.



All payers should ensure that their systems and proce-
duresfor joint accounts correctly record the
RWT/NRWT deducted.

Payment of RWT or NRWT to Inland
Revenue each month

Generally, the payment date for RWT or NRWT ison a
monthly basis by the 20th of the month following the
month the interest was paid. The respective payments
must include all amounts due from all the payer’s
systems, sub-systems etc.

Because of the possible late payment penaltiesit is
important that payers have adequate systems and
proceduresin place for paying RWT and NRWT to
Inland Revenue by the due date.

Information provided to Inland Revenue
each year

Payers must provide to Inland Revenue, both through the
year and annually, the correct withhol ding tax details on
the appropriate forms or in aformat agreed by the
Commissioner.

All payers procedures and systems should reconcile the
monthly information sent to Inland Revenue with the
end of year reconciliation. If the monthly and annual
figures cannot be reconciled the payer will need to
provide an explanation to Inland Revenue. We view
serioudly failure to reconcile these records—it could lead
to areview or audit of the payer’ s withholding tax
records.

Payer instructions for RWT/NRWT/AIL

Inland Revenue expects all payersto maintain adequate
records and (if appropriate) instruction manualsin
respect of RWT/NRWT/AIL. Thisis good business
practice asit will help payers to comply with the appro-
priate legidative requirements (e.g. section 26 of the
TAA) and would be afactor in any consideration of a
shortfall penalty e.g. for lack of reasonable care.

Resident withholding tax (RWT)

Expiry of certificate of exemption

Section NF 9(1) and (12) of the Act are very specific as
to the various classes of persons that may apply for a
certificate of exemption (COE). A COE appliesonly to
the person named on the COE, not to, say, subsidiaries
of or unit trusts related to that person.

To apply for aCOE complete form IR 15E. It isimpor-
tant to compl ete the application under the correct
category so it is processed as quickly as possible.

The COE isissued with a start date and an expiry date (if
any) aswell astheindividual’s IRD number. For
example, an application under section NF 9(12) is
usualy limited to one year. If the criteriaon which the
COE wasissued are adhered to, the COE isvalid up to
the expiry date specified unlessit is cancelled earlier by
the Commissioner.
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All payers must deduct RWT at the appropriate rate once
the expiry date of a COE has passed unless the depositor
presentsanew valid COE.

Cancellation of COE

A cancellation of a COE does not include the expiry of a
COE merely because itsterm has expired. Section NF 11
of the Act provides for the cancellation of a COE either
when a person ceases to meet the criteriafor exemption
as specified or when the Commissioner cancelsit in the
circumstances listed in section NF 11(2) of the Act.

The Commissioner is required by section NF 11(5) of
the Act to publish quarterly in the NZ Gazette alist of all
COEsthat have been cancelled in the preceding three-
month period. (This does not include expired certifi-
cates.) A COE ceases to be valid on the fifth working
day after notice of its cancellation is published in the

NZ Gazette (section NF 11(7) of the Act).

COE compliance

Before paying interest it isimportant that the payer
checks that the COE has not expired. The payer must
also check the NZ Gazette and update their database for
COEsthat have been cancelled.

If apayer doesn't record expiry dates or check the

NZ Gazette for cancelled COEs, RWT would not be
deducted when due. Thiswould result in a deficiency of
RWT payable to Inland Revenue, and the depositor
would receive full interest income without deduction of
RWT when that depositor no longer holds avalid COE.

Failure to deduct the correct RWT means the payer must
make up the RWT shortfall, any late payment penalties,
and possibly a shortfall penalty under the compliance
and penaltiesrules (e.g. for lack of reasonable care). For
details of the compliance and penalties rules see our
guide, Taxpayer obligations, interest and penalties

(IR 240) — available from the Inland Revenue website at
http://www.ird.govt.nz/resource/publicat/index.htm or
from IRD offices.

All payers should ensure that their systems and proce-
dures properly record the expiry dates/cancellation of
COEsagainst depositors' accounts and, that on expiry/
cancellation of a COE, the correct RWT is deducted.

Netting off debit and credit interest

Some payers offer revolving credit type accounts that
are basically current accounts with an approved over-
draft limit. The general conditions of the account are:

* interest is paid by the payer on credit balances
* interest is paid by the depositor on debit balances

* therespective credit and debit interest amounts are
calculated on adaily basis

* at theend of an agreed period (e.g. monthly, quarterly)
the net amount of the two accrualsis credited or
debited to the depositor’ s account.

continued on page 14
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RWT appliesto the total credit interest before any
offsetting of debit interest. The same applies when debit
and credit balances from different accounts are offset.
All payers should ensure that their system is applying
RWT inthismanner.

Negative interest on broken term
deposits

Under section NF 2(1) of the Act when a payer pays
resident withholding income“...that person shall, at the
time of making the payment, make a deduction of
tax...” (i.e. RWT) from the resident withholding income.
In practice the RWT deduction is made at the same time
astheinterest is credited to the depositor’ s account.

Generally, when adepositor breaks aterm deposit the
payer recalculates interest on the deposit at alower rate
than would have applied if the deposit had run itsfull
term. Thischangein interest rate can giveriseto nega-
tive interest. Negative interest arises when, at the time of
the break of aterm deposit, thereisinsufficient interest
payable to the depositor to offset any interest repayable
by the depositor to the payer as aresult of the depositor
now earning alower interest rate.

For RWT purposes the payer should not offset any
negative interest paid by the depositor against gross
interest previously paid/credited to the depositor’s
account.

Section NF 6(2) allows for the refund of any excess
RWT deducted dueto an error on the part of the
payer. In those circumstances the payer “...may pay the
excess to the recipient of the payment at any time on or
before 31 March in the year the deduction was made...”.
However, the recalculation of interest on the breaking of
aterm deposit by a depositor is not an error on the part
of the payer and so this provision does not apply.

Thisisan areathat has caused confusion for some
payers of interest. The following examples show the
correct amounts subject to RWT and to be recorded on
the RWT certificate given to the depositor and the
Commissioner.

Example 1

A $10,000 term deposit is made with abank on
1/1/X1 for threeyears at interest of 8% p.a., which
will reduceto 6% p.a. if the term is broken. Interest
is payable six-monthly on 30/6 and 31/12 of each
year. RWT isdeducted at 33%. Income year refers
to year ending 31 March with 365 days per year.

The term deposit is fully broken after some interest
ispaid; but sufficient interest is payable at time of
break to absorb interest to be recovered.

Interest payable on 30/6/X 1 from start date 1/1/X 1.

Interest payable $400
RWT @ 33% $132
Net deposit in the bank statement $268

14

Break on 30/12/X1
Interest due (1/1/X1-30/12/X 1)

%4/ x.06% x 10,000 $598.35
Lessinterest paid to date $400.00
Net interest payable to 30/12/X1 $198.35
LessRWT @33% $ 65.45
Net deposit in the bank statement $132.90

RWT certificate for year ended 31/3/X2 shows:

$598.35
$197.45

In this situation there is no negative interest paid by
the depositor.

Grossinterest
RWT

Example 2

Facts the same asin example 1, except that when the
deposit is broken there isinsufficient interest
payable to absorb the interest to be recovered. This
resultsin negative interest to be recovered by the
bank from the depositor.

On 30/06/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
On3V/12/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
Break on 30/1/X2

Interest due (/1/X1-30/1/X2)

5/ x .06% x 10,000 $649.32

Lessgrossinterest paid $800.00

Negative interest to be recovered ($150.68)
RWT Certificate for year ended 31/3/X2 shows:
Grossinterest $800
RWT $264

The payer will need to advise the depositor sepa-
rately of negative interest of $150.68. The depositor
should consider this negative interest under the
financial arrangement base price adjustment provi-
sionsin the accrual rules.

In this example there is an interest deductibility
issue. The RWT certificate shows $800 gross
interest for the year, and the depositor must show
that grossincomein hig/her tax return for the year.
In addition, the depositor must claim adeduction in
his/her tax return for the interest recovered of
$150.68. See Public Ruling BR Pub 97/9in TIB
Volume Nine, No.9, for details.

Section NF 6 of the Income Tax Act 1994 does not
apply asthe correct RWT was deducted from
interest payments when made.




Example 3

A term deposit of $10,000 is made with abank on
1/1/X1 for three years at 8% p.a. Interest is payable
six-monthly on 30/6 and 31/12 of each year. On a
partial break, interest reduces to 6% on the amount
withdrawn from the start date to the date of break.
The balance of the deposit continues at 8%.

RWT isdeducted at 33%. Income year refersto year
ending 31 March with 365 days per year.

The deposit is partialy broken after someinterestis
paid, but there is sufficient interest payable at the
time of the break to absorb interest to be recovered.

On 30/06/X1

Interest payable $400
LessRWT @33% $132
Net deposit in bank statement $268

Partial break on 1/12/X1 — $6,000 is withdrawn. On
1/12/X 1 interest on the amount withdrawnis;

Interest payable (L/1/X1-1/12/X1)

%%/ 45 X 0.06% x 6,000 $330.41

LessInterest paid (1/1/X1-30/6/X 1)

181/ - % 0.08% x 6,000 ($238.03)
$ 92.38

LessRWT $ 30.49

Net deposit in bank statement $ 61.89

Asat 31/12/X1

Interest payable (1/7/X1-31/12/X 1)

184 s X 0.08% x 4,000 $161.32

RWT @33% $ 53.23

Net deposit in bank statement $108.09

RWT certificate for the year ended 31/3/X2 shows:

Gross Interest (400+92.38+161.32)  $653.71
RWT $215.72

In this situation there is no negative interest paid by
the depositor.

Example 4

Factsthe same asin example 3, except that at the
time of the partial break thereisinsufficient interest
payable to absorb interest to be recovered, and no
further interest will be payable in the income year.

On 30/06/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
On31/12/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
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Break on 30/1/X2

Interest payable (1/1/X1-30/1/X2)

%/ ,,s% 0.06% x 6,000 $389.59
Lessinterest paid (1/1/X1-31/12/X 1)

%/ .- % 0.08% x 6,000 ($480.00)
Negative interest to be recovered ($90.41)
RWT certificate for the year ended 31/3/X2 shows:
Grossinterest $800
RWT $264

The payer will need to advise the depositor sepa-
rately of $90.41 negative interest for the year ended
31/3/X 2. Although thereis no requirement for the
depositor to perform afinancial arrangement base
price adjustment until full maturity of theterm
deposit, deductibility of this $90.41 may need to be
considered separately under section BD 2(1)(b).

Thereisan interest deductibility issue. The RWT
certificate shows $800 grossinterest, and the
depositor must show that $800 interest in his/her tax
return for the year ended 31/3/X2. The depositor
may claim a deduction for the interest recovered of
$90.41. However, the year the deduction can be
claimed will depend on the particular circumstances
—see Public Ruling BR Pub 97/9in TIB Volume
Nine, No.9.

Section NF 6 of the Income Tax Act 1994 does not
apply asthe correct RWT was deducted from
interest payments when made.

Example 5

Facts the same asin example 4, except that the
partial break occursin alater income year. Insuffi-
cient interest is payable at the time of the break to
absorb interest to be recovered, but further interest is
payablein that income year.

On 30/06/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
On3V/12/X1

Interest payable $400
LessRWT $132
Net deposit in bank statement $268
RWT Certificate for year ended 31/3/X2 shows:
Grossinterest $800
RWT $264
Break on 4/4/X2

Interest payable (1/1/X1- 4/04/X2)

9] x 0.06% x 6,000 $452.71

Lessinterest paid (1/1/X1-31/12/X 1)

s/ x 0.08% x 6,000 ($480.00)
Negative interest to recover ($ 27.29)

continued on page 16
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On 30/06/X2

Interest payable **/_ x 0.08% x 4,000 $158.68
LessRWT $ 52.36
Net deposit in bank statement $106.32

On 31/12/X2
Interest payable '/, x 0.08% x 4,000 $161.32

LessRWT $ 53.24
Net deposit in bank statement $108.08
RWT certificate for year ended 31/3/X 3 shows:
Grossinterest $320.00
RWT $105.60

The payer will need to advise the depositor sepa-
rately of negative interest of $27.29 arising in the
year ended 31/3/X3. Although there is no require-
ment for the depositor to perform afinancia
arrangement base price adjustment until full matu-
rity of the term deposit, deductibility of this $27.29
may need to be considered separately under section
BD 2(1)(b).

The depositor must show the $800 grossinterest in
his/her tax return for the year ended 31/3/X 2.

Thereisan interest deductibility issuein the year
ended 31/3/X3. The RWT certificate must show
$320 gross interest, and the depositor must show
that $320 grossinterest in his’her tax return for the
year. The depositor may claim adeduction for the
$27.29 interest repaid, but the year in which that
deduction is to be claimed will depend on the
circumstances — see Public Ruling BR Pub 97/9in
TIB Volume Nine, No.9 for details.

Section NF 6 of the ITA 1994 does not apply asthe
correct RWT was deducted from interest payable
when made.

All payers should ensure that they are recording the
correct term deposit interest information on all tax
deduction certificates. Non-compliance could result in a
deficiency in RWT being paid to Inland Revenue, which
could incur ashortfall penalty under the compliance and
pendtiesrules.

Prize draws in lieu of interest

Some payers have deposit accounts that not only pay
interest on the deposit but also give the depositor a
chanceto win aprize draw (i.e. cash, goods or services).

RWT cannot be deducted from the prize won by a
depositor or from any interest foregone by depositors
who invest in such accounts. However, depending on the
contract/conditions under which the deposit is made the
depositor may be liable to return for tax purposes the
value of any benefit from money advanced — section

CE (1)(b). Thiswould be in addition to the tax liability
on any interest received. See Tax Information Bulletin
Volume Two. No.3 for details.

Purchases of securities from residents

Resident withholding incomeincludesinterest paid on
money lent, including redemption payments. I nterest
includes any return on money lent, excluding the
repayment of the original capital. RWT should be
deducted from the interest element of all redemption
payments made by payersto New Zealand residents on
the purchase or maturity of securities issued by the payer
e.g., certificates of deposits and commercial bills.

Conversion of RWT deducted in foreign
currencies

When converting any RWT deducted in foreign currency
section NF 2(3)(b) of the Act states that,

...the amount of resident withholding tax deduction made by
the first person [i.e. the payer] shall be converted into New
Zealand currency at the close of trading spot exchange rate
on the first working day of the month succeeding the
month in which the resident withholding tax deduction is
made. (emphasis added)

Payers should ensure that they are correctly converting
RWT deductions madein aforeign currency. Tax
deduction certificates should show the resident withhold-
ing income and the RWT in New Zealand dollars.

RWT tax deduction certificates

Section 25 of the TAA requires al payers who deduct
RWT to issuetax deduction certificatesin the prescribed
form. These certificates must be issued to the recipients
by 20 May following the end of the relevant year.
Section 25(3) allows arecipient to request atax deduc-
tion certificate from the payer at any timeduring the
relevant year. All certificatesissued must contain all the
necessary information as specified in section 25(6). Note
that for interest paid on or after 1 April 1999 additional
information must be shown on the certificate.

Section 54 of the TAA requires all payersto provide to
Inland Revenue details of al recipients of resident
withholding income. Thisis generally done by filing the
appropriate IR 15 forms or by an approved electronic
format, by 31 May in the year after the RWT was
deducted — section 51 TAA.

Itisin the payer’sinterest to have adequate procedures
and systemsthat ensure that:

» tax deduction certificates issued to recipientsinclude
al interest paid from all the payer’ s products, e.g. term
deposits, saver accounts, etc

» total resident withholding income and RWT on the
individual IR 15 certificates reconcile with the
amounts shown on the annual reconciliation statement
(IR 159).

Further RWT information

For further RWT information please see our guide RWT
on Interest — Payer’s Guide (IR 283) — available from
Inland Revenue offices or our website at
http://www.ird.govt.nz/resource/publicat/index.htm.



Non-resident withholding tax

Calculation

Section NG 2 detailsthe non-resident withhol ding tax
(NRWT) rates to apply when a person derives non-
resident withholding incomethat isliable for NRWT.
However, those rates can be varied by double tax
agreements that New Zealand has with various countries.

Payers systems and procedures must be able to calculate
and deduct NRWT at the correct rates set out in section
NG 2 or the appropriate double tax agreement.

Purchases of securities from
non-residents

Non-resident withholding incomeincludesinterest
derived by a non-resident on money lent. NRWT at the
appropriate rate should be deducted from the interest
element of al redemption payments paid to non-resi-
dents on the purchase or maturity of securities issued by
the payer.

Conversion of NRWT deducted in
foreign currency

When NRWT is deducted in aforeign currency, the
deduction should be converted into New Zealand dollars
before payment to Inland Revenue. The legidation is
silent on how/when the conversion should be made to
New Zealand currency, but Inland Revenue' s policy on
this matter isthat the conversion should be at the
exchange rate which applied on the day the NRWT was
deducted. The NRWT legidation callsfor the NRWT
deduction to be made at the time the non-resident
withholding incomeis paid, and to be paid to Inland
Revenue by the 20th of the following month.

Any payers who are not already complying with this
method should seek advice from the Non-Resident
Centre, Dunedin, phone 03 467 7020.

Interest payments to related parties
overseas

If apayer conducts its business in New Zealand through
aNZ resident company and pays interest to an overseas
parent company (or to an overseas related party com-
pany), NRWT should be deducted from the interest
payment. Approved issuer levy isnot an option if the
interest is paid to an associated person — section

NG 2(1)(b)(i).

Further NRWT information

For further NRWT information see our guide Non-
Resident Withholding Tax — Payer’s Guide (IR 291) —
available from IRD offices or our website at
http://www.ird.govt.nz/resource/publicat/index.htm.
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Approved issuer levy
Application

Two steps must take place before a payer pays approved
issuer levy (AIL):

* Inland Revenue must have approved the payer as an
approved issuer (Section NG 6 of the Act)

* The payer must have registered with Inland Revenue
all the securities on which the zero rate of NRWT isto
be applied (Section 86H, Stamp and Cheque Duties
Act 1971).

To apply for registration contact the Inland Revenue
Non-Residents Centre in Dunedin. Payers should ensure
that the appropriate registration has been made for each
security or class(es) of security.

Payment of AIL

Before the payment of interest, the payer and the non-
resident deriving theinterest must agree whether AIL
applies. The agreement should be in writing to prevent
later disputes, and cannot be made after the event.

AIlL isacharge on the payer and so should not be
deducted from the interest paid to the recipient. If the
cost of the AIL isto be recovered from the recipient, it
should be shown as afee or acharge. If thereisno
agreement before payment that AIL will apply then
NRWT should be deducted.

AIL cannot apply to the interest that is derived by a
person who is an associated person of the payer. In such
casesthe NRWT rules apply.

Section 86K of the Stamp and Cheque Duties Act (SCD
Act) 1971 requires the AIL to be paid monthly to Inland
Revenue by the 20th of the month following the month
interest was paid. If a payer fails to account for AIL by
the due date to Inland Revenue, NRWT must be de-
ducted by the payer in al cases (section 86l of the SCD
Act and section NG 2(1) of the Income Tax Act).
However, section 86M of the SCD Act provides for
relief in cases when the payment was not made by due
date due to circumstances beyond the payer’s control.

Itisimportant that all payers correctly calculate AlL and
pay it to Inland Revenue by the due date. If NRWT has
to be applied to interest payments on which AIL has not
been accounted for by the due date, it may involve a
significant increase in the payments required by the
payer to Inland Revenue, including late payment penal-
ties, shortfall penalties and use of money interest.

Further AIL information

For further information on AIL see our guide, Approved
Issuer Levy (IR 291A) —available from IRD offices or
our http://www.ird.govt.nz/resource/publicat/index.htm.
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Interpretation statements

This section of the TIB contains interpretation statementsissued by the Commissioner of Inland Revenue. These
statements set out the Commissioner’s view on how the law appliesto a particular set of circumstanceswhen it
is either not possible or not appropriate to issue abinding public ruling.

In most cases Inland Revenue will assess taxpayersin line with the following interpretation statements. How-
ever, our statutory duty isto make correct assessments, so we may not necessarily assess taxpayers on the basis
of earlier adviceif at the time of the assessment we consider that the earlier adviceis not consistent with the law.

Available subscribed capital — energy companies
Calculation for successors to electric power boards and municipal electricity departments

Summary

Under the Energy Companies Act 1992 (“the ECA™) and
establishment plans approved under that Act, the energy
undertakings of:

* Electric power boards (“EPBS’) were vested in
SUCCEeSSor energy companies, the successor energy
companies issued shares, and the EPBs were dis-
solved.

» Municipal eectricity departments (“MEDS") were
transferred to successor energy companies and those
successor energy companies issued shares.

For the purposes of determining the amount of available
subscribed capital (“ASC") of the successor energy
companies, this statement concludesthat ASC arises
from the issue of shares on the corporatisation of the
successor energy companies to the EPBs or MEDSs.

All legidative references are to the Income Tax Act
1994 unless otherwise stated.

Background

ASC isgeneraly the amount of capital contributed by
shareholdersto acompany. In certain circumstances a
distribution of ASC on the acquisition, redemption, or
other cancellation of shares, or on theliquidation of a
company, is excluded from the definition of “dividends’
and may therefore be distributed tax-free to the share-
holders.

The energy companies were generally corporatised
because of the requirements of the ECA. There were a
number of ways that new energy companies were
formed. Thisinterpretation statement appliesto energy
companies formed in any of the following ways:

» the corporatisation of an MED or MEDs
» the corporatisation of an EPB or EPBs

* the combined corporatisation of an EPB or EPBs and
an MED or MEDs.

Because the effect of corporatisation on the level of ASC
for sharesissued on corporatisation was not clearly
identified or specified, doubt has arisen as to whether
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such shares have given riseto any ASC. Thisinterpreta-
tion statement concludes that in respect of the shares
issued on corporatisation, ASC arises from their issue.

There are three different fact situations discussed in this
item regarding the issue of shares by the new energy
companies. These are:

 Therecipient of the shares was the transferor of the
energy undertaking. That is, alocal authority trans-
ferred an MED to a new energy company in return for
anissue of sharesto the local authority.

» Therecipient of the shareswas not the transferor in
circumstances where alocal authority transferred an
MED to anew energy company in return for an issue
of sharesto third party recipients.

» Therecipient of the shareswas not the transferor in
circumstances where an EPB’ s undertaking was vested
in anew energy company and an issue of shareswas
madeto third party recipients.

Legislation

Section OB 1 defines ASC. The relevant portion of the
definition states:

“Available subscribed capital”, in relation to a sharein a
company at any relevant time, means the amount calculated in
accordance with the following formula in respect of all shares
of the same class (referred to in this definition as the “ specified
class’) as the share:

a+b-c
where —
a is—

(i) In the case of any company which existed before 1 July
1994, the transitional capital amount; and

b isthe aggregate amount of consideration received by the
company on or after 1 July 1994 and before the relevant
time in respect of the issue of al shares in the company of
the specified class, including as consideration —

(i) In the case of any bonus issue in lieu made on or after
1 July 1994, the amount of money or money’s worth
offered as an aternative to such bonus issue; and



(it) In the case of any taxable bonus issue (other than a
bonus issue in lieu) made on or after 1 July 1994, the
amount of the dividend arising in respect of the taxable
bonus issue; and

but not including —

(v) Any amount in respect of a bonus issue other than a
bonus issue to which paragraph (i) or paragraph (ii) of
thisitem b applies; or

¢ isthe aggregate of amounts distributed — ...

The“transitional capital amount” (“TCA") isdefinedin
section OB 1 as.

“Transitional capital amount”, in relation to asharein a
company at any relevant time, means the amount calculated in
accordance with the following formula:
Itk o
|

where —

j  isthe aggregate amount of capital paid up before 1 July
1994 in respect of shares of the same class as the share
(whenever issued and including the share), not being —

(i) An amount paid up by a bonus issue made after 31
March 1982 and before 1 October
1988, except where —

(A) The date of the acquisition, redemption, other
cancellation, or liquidation falls more than 10 years
after the date of the bonus issue; or

(B) The amount was paid up by way of application of
any amount of qualifying share premium; or

(C) The relevant time is the time of liquidation of the
company; or

(it) An amount paid up by a bonus issue (other than a
taxable bonus issue) made on or after 1 October 1988,
except where the amount was paid up by way of
application of any amount of qualifying share pre-
mium; and

k isthe aggregate of qualifying share premium paid to the
company before 1 July 1994 in respect of shares of that
class (whenever issued and including the share), not being
an amount subsequently (but before 1 July 1994) applied
to pay up capital on shares in the company; and

| isthe number of shares of that class (including the share)
ever issued before the close of 30 June 1994; and

m is the number of shares of that class (including the share)
on issue at the close of 30 June 1994:

“Bonusissue’ isdefined in section OB 1 as.
“Bonus issue”, in relation to a company, means —
(8 Theissue of shares in the company; or

(b) The giving of credit in respect of or forgiveness of the
whole or part of the amount unpaid on any shares in the
company —

where the company receives no consideration (other than an
election by the shareholder not to receive money or money’s
worth as an alternative to the issue) for the issue, crediting, or

19

IRD Tax Information Bulletin: Volume Eleven, No.2 (February 1999)

forgiveness, except to the extent to which, in respect of any
issue or crediting on or before 20 August 1985, such issue or
crediting was excluded from the meaning of the term “bonus
issue” in accordance with subsection (3) or subsection (4) of
section 3 of the Income Tax Act 1976 as those subsections
applied from time to time before their repeal by section 31(1)
of the Income Tax Amendment Act (No.5) 1988:

The former definition of “bonusissue’ in section 3(1) of
the Income Tax Act 1976 read:

“Bonus issue” means a capitalisation of any amount available

for capitalisation, being a capitalisation by way of —

(@) The alotment of fully paid-up or partly paid-up sharesin
the company; or

(b) The giving of credit in respect of the whole or part of the
amount unpaid on any shares in the company, —

except to the extent to which, in respect of any such
capitalisation completed on or before the 20th day of August
1985, such capitalisation was excluded from the meaning of
the term “bonus issue” in accordance with subsection (3) or
subsection (4) of this section as those subsections applied from
time to time before their repeal by section 31(1) of the Income
Tax Amendment Act (No.5) 1988:

“Qualifying share premium” (“QSP") isdefinedin
section OB 1 as:

“Qualifying share premium” in relation to any company,
means any premium paid (whether in money or money’s
worth) by any shareholder or former shareholder to the
company in respect of the issue of share capital by the
company at a premium, being a premium that —

(a) Was credited to a share premium account in the books of
the company or, where the company has been taken over
by another company or merged with another company, in
the books of that other company; and

(b) Did not arise with respect to the issue of sharesin one
company as consideration for the acquisition of sharesin
any other company, whether by one transaction or a series
of transactions:

Application of the legislation

ASCiscalculated “in relation to asharein acompany ...
in respect of all shares ... of the same class asthe share”,
and is generally a summation of consideration received
and paid out in respect of those shares. The calculation
thereforerequires:

1. theshareand class of sharesto be determined.

2. the consideration received or paid out in respect of
those shares to be ascertained.

Determining the “share” and the “class of
shares” at issue

“Share” isdefined in section OB 1 asincluding “any
interest in the capital of acompany”. In relation to the
calculation of ASC for the energy companies the
concern iswith the sharesin the new energy companies.

Because ASC iscalculated “in relation to” ashare, itis
important to determine the point at which the sharesin
the energy companies are created. Before this point there
can be no transactions “in relation to” the share.

continued on page 20
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The sharesin the energy companies were issued on
corporatisation under sections 32 and 33 of the ECA and
under terms contained in an approved establishment
plan. These shareswere new shares. They were not a
modified re-issue of sharesin the energy trading opera-
tors (“ETOs"). (“ETOs’ is a convenient way of describ-
ing both EPBs and MEDSs.) Therefore, any transactions
inrelation to sharesin the ETOs are not transactionsin
relation to shares issued on the corporatisation of the
energy companies. The calculation of ASC inrelation to
ashareissued on the corporatisation of the energy
companiesis, therefore, confined to transactions arising
on or after ashare’ sissue under the ECA and the
approved establishment plan.

Furthermore, a“ share” must be asharein “acompany”.
The energy companies are clearly companies and their
predecessor ETOs were also companies: in terms of the
broad definition of that term contained in section OB 1
and/or because they were deemed to be companies by
operation of section OC 2(5) (section OC 2 was the tax
regime for ETOs). However, for the purposes of the
definition of ASC the referenceisto “acompany”. “A
company” is clearly areferenceto asingle company,
and thisisreinforced by the referencesto “the company”
in relation to each of parts“a’, “b” and “c” of the
calculation of ASC.

Since “acompany” means asingle company, the ETOs
and their successor energy companies are clearly not “a
company”. They are separate companies. Accordingly,
in the absence of legisative intervention the calcula-
tion of ASC for the energy companies ordinarily would
take no account of any mattersrelating to the ETOs.

However, there are two possible sources of legidative
intervention that may be argued to cause the ETOs and
their successor energy companiesto be treated as a
single company when calculating ASC:

1. Theamalgamation provisionsin the Act. However,
these do not apply because there is no “amalgama
tion” asthat term is defined in section OB 1. Conse-
guently, the amalgamation provisions do not affect
the analysis outlined above.

2. Sections 54 and 62 of the ECA deem the EPBs and
the MEDs respectively to be “the same person” as
their successor companies for the purposes of the
Inland Revenue Acts. Sincethe ETOs and their
successor energy companies are deemed to bethe
same person, the ETOs and their successor energy
companies congtitute “a company” for purposes of
the ASC definition. It followsthat transactions
involving sharesin an ETO may be relevant to the
calculation of ASC in respect of asharein an energy
company, if the sharesin the ETO and the sharesin
the energy company are “ shares of the same class ...
astheshare’.

“Sharesof thesameclass... asthe share”

The section OB 1 definition of “ Shares of the same
class’ commences:
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“Shares of the same class’, in sections CF 3 to CF 5, section
FC 4, and this section, in relation to shares of a company,
means any 2 or more shares of the company where —

(@) The shares carry the same right to exercise voting power...

The definition is concerned with any “2 or more shares
[interestsin the capital] of the company”. Its purposeis
to designate which shares can be considered together for
the purpose of calculating the relevant ASC.

Shares “of” the company means that the sharesto be
compared must be currently existing sharesin the
company. We are concerned with comparing any shares
in the ETOswith the sharesin their successor energy
companies. Even assuming that the ETOs had shares, the
EPBs were deemed to be dissolved by operation of
section 47(2)(a) of the ECA. Therefore, sharesin the
EPBs do not coexist with sharesin their successor
energy companies, and thus cannot be shares of the same
class as shares in the successor energy company for
these purposes.

The MEDs were entities created by statute and with
perpetua existence. They were not owned by anyone
and no one had any interest in their capital in the
ordinary sense. However, section OC 2(5)(a) did deem
the “ elected members of the energy trading operator, in
their collective capacity as such, ... to hold sharesin the
energy trading operator”.

Therefore, while there may still be deemed sharesin the
MEDSs, those shares cannot be shares of the same class
asthe sharesin their successor energy companies
because they do not carry the “same rights’. The deemed
sharesinthe MEDs carry no particular rights, while the
shares in the successor energy companies carry very
specific rights. None of therights, if they exist, attached
to deemed shares in the MEDs can therefore be called
the“samerights’ asthose attaching to the sharesin the
energy companies (it is noted that this conclusion applies
equally to al ETOs).

It follows that the class of sharesrelevant to the calcula-
tion of ASC in relation to a share issued by an energy
company on its corporatisation, under the ECA and an
approved establishment plan, is confined to shares of the
same classissued on or after incorporation.

The class of shares having been determined to this
extent, it ispossible to turn to ascertaining the relevant
amounts of “consideration” received or paid outfor
them.

Ascertaining therelevant amounts of TCA and
“consideration” received in respect of the sharesissued
by the energy companies on their corporatisation

To ascertain the relevant amounts received or paid out in
respect of the sharesissued by the energy companies
during the corporatisation process, being the “ specified
class’ for purposes of the definition of ASC, itis
necessary to apply the definition’ s calculation formula
“a+b-—c". Asthisinterpretation statement is concerned
solely with any amounts arising on the issue of the



shares, variable “c” (amounts distributed by the com-
pany) may beignored for present purposes and this
leaves variables“a’ and “b” to be considered and
determined.

Variable“a’ of the ASC amount

Variable“a’ of theformulaisthe TCA or nil, depending
on whether the company existed before 1 July 1994.
Mogt of the energy companies were established before

1 July 1994. It istherefore necessary to calculate the
TCA for those energy companies that were so estab-
lished. For those energy companies not established
before 1 July 1994, “a’ hasanil vaue.

The TCA iscalculated according to the formula
“I+k xm’
I

Variable“j” isthe aggregate of capital paid up before
1 July 1994. Therefore, it is necessary to determine
whether the shares in the energy companies were “paid
up” when they were issued.

“Paid up” and “capital paid up” are not defined in the
Act. However, the courts have considered the meaning
of “fully paid up” in the context of shares. In
Bloomenthal v Ford [1897] AC 156; [1895-9] All ER
Rep 1845 (HL) Lord Halsbury LC stated (at page 1849
of the All ER Rep report):

People who know anything about limited liability companies
know that there is a certain liability upon their shares, and that
from time to time the company calls up such and such a
proportion of the money due upon those shares, and | should
have thought that without being a lawyer, or discussing
questions which have been raised in the courts, a person would
ordinarily understand that fully paid-up shares mean shares
upon which the whole amount that could be called had been
caled up. That is the meaning of “fully paid-up shares’, and in
strictness it is the only meaning.

The question is whether consideration was given, in
money or money’sworth, for the sharesissued by the
energy companies on their corporatisation such that they
are“paid up”.

Sharerecipient was the transferor of the ETO: Local
authority transfer of an MED in return for sharesissued
to thelocal authority

In some cases the recipients of the sharesissued by the
energy companies on their corporatisation gave “money
or money’ sworth” for those shares. In particular, for
some local authority transferors of MEDs to new energy
companies, the transfer was carried out pursuant to an
agreement for sale and purchase, by which the transferor
agreed to sell the ETO to the new energy company in
consideration for an issue of sharesto that transferor. In
such cases the consideration given (the ETO) led to the
issue of shares, and meant that the new company had an
amount of paid up capital for the purposes of the defini-
tion of TCA.
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Share recipients were not the transferors of the ETO:
EPB’ s undertaking being vested in the new energy
company, and shares being issued to third parties

In other circumstances the recipients of the shares did
not themselves give money or money’ s worth for the
issue of sharesto them, but consideration was still given
for the shares by the transferor of the ETO. Thereisno
requirement in the definitions of ASC or TCA that
consideration for the shares be given by the recipient. If
alocal authority transferred an ETO to an energy
company and the shares issued by the energy company
were received by third parties, and when an EPB
transferred an ETO to an energy company and the shares
issued by the energy company were received by third
parties, thereis still consideration provided to the new
energy company sufficient to cause capital to be “paid
up” for the purposes of the ASC and TCA definitions.
Thisisdiscussed in more detail in the following para-
graphs.

Sections 18, 22, 47, 48 and 56 of the ECA establish that
the ETO transferred to the new energy company was
consideration for the shares consequently issued by that
particular company.

Section 18 dealt with establishment plans. Section 18(2)
set out the required details to be included in an establish-
ment plan. Amongst other things, such an establishment
plan had to:

* identify with reasonable precision the energy under-
taking that wasto be vested

* valuethat energy undertaking

* contain ashareallocation plan

indicate whether or not any equity securities should be

issued by the relevant energy company to any person

consequent upon the vesting in the company of the

relevant energy undertaking.

Section 22 of the ECA provided for the formation of a
share alocation plan. Under section 22(1), the establish-
ment plan should set out the recommendations as to the
persons to whom the voting equity securitiesin the
relevant energy company should be alocated conse-
guent upon the vesting in that company of the relevant
energy undertaking.

In both these sections of the ECA the use of the words
consequent upon demonstrates that the issue of shares
results from the receipt of the energy undertaking. The
ordinary meaning of “consegquent” supports this conclu-
sion. The Shorter Oxford English Dictionary defines
“consequent” as

* consequence

« following as an effect or result

« following as alogica conclusion; and

« the second part of a conditional proposition.

The word “consequence” is defined by the same diction-
ary to mean:

« athing or circumstance which follows as an effect or result
from something preceding;
« the action, or condition of so following; the relation of a

result to its antecedent.
continued on page 22
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Therefore, the use of the word “ consequent” supports the
conclusion that the issue of shares followed from, and as
aresult of, the vesting of the EPB’ s undertaking in the
new energy company. That is, the statute provided that
the vesting was the consideration for the issue of shares.

Sections 47 and 48 of the ECA provided certain rules for
the transfer of EPBS to successor energy companies.
Section 47(1) provided that on a date appointed by the
Governor General by Order in Council, the undertaking
of the EPB named in the Order wasto vest inthe EPB’s
successor company and al of the shares held by that
EPB in the EPB’ s successor should vest in such persons
as were specified in the Order, which should give effect
to the provisions of the establishment plan.

Under section 48(1), every Order in Council made under
section 47(1) would specify the kind, number, nominal
value, and terms of any equity securities that were to be
issued by the successor company consequent upon the
vesting in it of the undertaking of the Board and the
names of the persons to whom those equity securities
were to be issued.

Again, both sections link the undertaking being vested in
the new energy company and the shares being issued to
those persons specified in the establishment plan and
share alocation plan.

Share recipients were not the transferors of the ETO:
Local authority transfer of a MED to a new energy
company in return for shares being issued to third parties

Even for the transfer of MEDs to new energy compa-
nies, which do not have the same detailed rules as for
EPBs, section 56 of the ECA till provided alink
between the transfer of the undertaking and the issue of
shares when those shares were issued to athird party.

Under section 56(1), the local authority would transfer
its energy undertaking no later than 1 April 1993 to one
or more energy companies. Under section 56(2), this
transfer must be pursuant to an approved establishment
plan. An approved establishment plan had to include a
share alocation plan. The share allocation plan wasto
explain who was going to receive shares after the energy
undertaking was transferred to the new energy company.

In this context section 18(2)(b), that required avaluation
of the energy undertaking prior to transfer, isrelevant. If
there was no connection between the transfer of the
undertaking and the issue of shares, it is difficult to see
why any valuation would be necessary. However, if one
considers that the transfer of the undertaking led to the
issue of shares pursuant to a share allocation plan, then
the use of a valuation becomes very relevant. The value
of the undertaking would set the value of the share
capital, and the amount of consideration provided for
sharesissued to subscribers, and would determine how
many shares of a particular nominal value areto be
issued, or whether shares areissued at a premium.
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Summary of situations where the share recipients were
not the transferors of the ETO

The sections discussed above mean that the transfer of
an energy undertaking to a new energy company leadsto
the issue of the shares pursuant to the share allocation
plan. That is, the transfer of the undertaking is consid-
eration for the shares, sufficient to mean that paid up
capital arises on the transfer. Those energy undertakings
that were transferred were transferred as consideration
for the issue of the sharesto the subscribers.

In respect of EPBsthisisalso brought out under section
48(3)(a) which providesthat the company shall, on the
date specified in the Order in Council that vests the
undertaking in the new company, issue to the person
specified in the Order in that behalf, and asfully paid
up, the shares specified.

Although the use of theword “as’ could suggest that the
shares are not really paid up, in this context thisis not
the appropriateinterpretation. That is, in theinterpreta-
tion of the ECA, theword “as’ does not mean “asiif
something was that which it was not”, which is the way
theword “as’ wasinterpreted in the statutein issuein
Sylesv Treasurer of Middle Temple (1899) 4 TC 123;
68 LJOQB 1046 (CA). If this had been the intention of
Parliament, it could have used the words “ asif they
were”. Examples of recent legislation using such a
formulation include section 42(3) of the Matrimonial
Property Act 1976 (“asif it were a caveat”) and section
176(4) of the Employment Contracts Act 1991 (“asif it
were a collective employment contract”). Although the
word “as’ has anumber of meanings (see The Shorter
Oxford English Dictionary for examples), in thissitua-
tion it most probably means“in the manner that” or “in
the way that”. It may be that the word is even superflu-
ous and should be interpreted as having no meaning
other than to make the legislation read better.

Section 48(3)(a) envisages that the shares issued to the
subscribers are fully paid up, the consideration for
paying up the shares being the provision of the energy
undertaking. Section 48(1)’ s use of the word “conse-
guent” underlinesthe point. In the context of shares
issued under the Companies Act 1955 (which had a par
value) and taken together with the requirement in an
establishment plan to value the undertaking, the require-
ment that shares be issued asfully paid up meansthat at
the very least the par value of the sharesissued must
equal the value of the undertaking. The valuation sets
the consideration given by the EPB to the new energy
company for the paying up and issue of the shares.

It would be possible for the value of the undertaking to
exceed the par vaue of the sharesissued. In such a case
the shares would be being issued at a premium. How-
ever, itisclearly envisaged in the Act that the amount of
share capital issued will not be greater than the value of
the undertaking. In those circumstances the shareswould
only be partly paid up, and shareholders would poten-
tially be liable to further calls by the company.



Turning to variable “k” of the TCA, the exclusion
cannot apply because any capital raised on the incorpo-
ration of the energy companies would be the only capital
available at the time the original sharesin the energy
companies were issued. That capital could not have been
“subsequently applied” at that time, and thisinterpreta-
tion statement is only concerned with ASC arising from
theinitial issue of shares by the energy companies on
their corporatisation. The question is, therefore, whether
any QSP was paid to the energy companies before 1 July
1994 in respect of their issues of shareson
corporatisation.

The definition of QSP refersto any “premium paid ... in
respect of theissue of share capitd ... at apremium”.
Some energy company share issues were, according to
the terms of issue, made at a premium. Accordingly,
where such an issue was made at a premium there will
be an amount for item “k” of TCA.

Conclusionsinrelation to the TCA

The better view isthat ETOs were provided as consid-
eration for the issue of the shares on the basis of the
scheme of the ECA, the Vesting Orders, and for local
authorities and MEDs the terms of the relevant Agree-
ments for Sale and Purchase. This meansthat the shares
issued by energy companies established before 1 July
1994 on their corporatisation wereissued “paid up”, and
in some circumstances a premium was “paid” in respect
of them. Asaresult, aTCA arisesfrom theinitial issues
of shares by energy companies established before 1 July
1994,

Variable“b” of the ASC amount for those energy
companies established on or after 1 July 1994

Thisinterpretation statement isonly concerned with
ASC arising in relation to theinitial issues of shares by
the energy companies. Therefore, this part of the discus-
sionisonly relevant to initial issues of energy company
shares made on corporatisation on or after 1 July 1994.

Variable“b” is concerned with the aggregate “ considera-
tion” received for shares of the specified class. “Consid-
eration” isnot defined for this purpose and thusitis
necessary to consider the common law meaning. Lord
Dunedin said of consideration in Dunlop Pneumatic
Tyre Co Ltd v Selfridge & Co Ltd [1915] AC 847 at 855:

| am content to adopt from a work of Sir Frederick Pollock ...
the following words as to consideration: “An act or forbear-
ance of one party, or the promise thereof, is the price for which
the promise of the other is bought, and the promise thus given
for value is enforceable.”

The common law meaning of “consideration” may be
seen as having a contract law focus and be referring only
to the consideration passing between contracting parties.
Thiswould not cover all the circumstances surrounding
the creation of the energy companies, where some
shareholderswere not contracting partieswith the
energy companies but were gratuitous recipients of
shares. However, there is case law that suggests that
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consideration can have awider meaning wherethe
context so requires, such that the focusis on the receipt
of consideration by the energy company, rather than on
the provision of consideration by shareholders; Central
and District PropertiesLtd v IRC [1966] 2 All ER 433
(HL) and Shop and Store Developments Ltd v IRC
[1967] 1 All ER 42; [1966] TR 357 (HL). Thisis
consistent with variable “b” which refersto “ considera-
tion received” by the company, the focus being on the
company’ s receipt of consideration not the shareholders
provision of consideration. The context surrounding the
creation of the energy companies (discussed above in
respect of variable “a") also supports awider interpreta-
tion of “consideration” in variable “b” consistent with
this case law.

Itisthen afactual question whether considerationis
received asthe price for shares and, aswith ascertaining
whether shares are paid up, thisis generally to be
determined from the terms on which the shareswere
issued.

Apart from reflecting differences of terminology arising
from the enactment of the Companies Act 1993, the
terms of issue of the initial share issues made by energy
companies established on or after 1 July 1994 were no
different from those for energy companies established
before that date. Accordingly, for the same reasons as
discussed above for pre-1 July 1994 energy companies,
consideration was provided either by the share recipients
or by third parties, and hence the energy companies did
receive consideration for the issue of shares.

It follows that the initial share issues made by energy
companies established on or after 1 July 1994 were
issued for consideration, giving rise to an amount for
item“b” of ASC.

Bonusissues

Amountsin respect of bonus issues are generally
excluded from variables“a’ (TCA) and “b” of ASC.

“Bonusissue” isdefined in section OB 1, and before that
it was defined in section 3(1) of the Income Tax Act
1976. Whichever definition is applied to energy compa-
nies established before 1 July 1994, the issue of shares
on corporatisation of those companies did not amount to
bonus issues. In terms of the Income Tax Act 1976
definition, there is no bonus issue because there were no
capitalisations of amounts available for capitalisation. As
anew company, there were no such amounts available
(for example, there were no retained earnings or capital
revaluation reservesto capitalise). In terms of the section
OB 1 definition, there is no bonus issue because the
energy companies received consideration for the issue of
shares, as discussed earlier in this statement.

For post-1 July 1994 energy companies, the section

OB 1 definition does not apply because, as discussed
above, the energy companies received consideration for
theissue of shares.

continued on page 24
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Conclusions

Consideration was provided to energy companies for the
issue of shares in those companies, sufficient to mean
there was “ capital paid up” or “consideration received”
for the purposes of the ASC definition. Accordingly,
items“a’ or “b” of the ASC definition are positive
amounts reflecting the value of the energy undertaking
transferred to, or vested in, the new energy companies.

For alocal authority transferor of an MED to anew
energy company, where that local authority was also the
recipient of the sharesin the new energy company, the
MED was clearly given as consideration for the issue of
the shares.

For alocal authority transferor of an MED to anew
energy company, where third parties were the recipients
of the sharesin the new energy company, the MED was
given asthe consideration for the issue of the shares.
Although the point is not so clear asin the case where
the MED was the recipient of the shares, the terms of the
relevant provisions of the ECA support this conclusion.

If an EPB’ s undertaking was vested in anew energy
company, where third parties were the recipients of the
sharesin the new energy company, the vesting of the
undertaking was consideration for the issue of the
shares. Although the point isnot as clear astransfers
involving MEDs, the terms of the relevant provisions of
the ECA support this conclusion.

In no case did the share issues amount to bonus issues.
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Legal decisions - case notes

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

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

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

PAYE refund to payer or insurance agent

TRA 98/10

Decision date: 29 January 1999
Act: Income Tax Act 1976
Keywords: PAY E refund, right to funds

Summary

Judge Barber held that the Department had acted
correctly in refunding the $24,626.86 to a company
rather than crediting it to the taxpayer’ s 1997 income tax
account, or paying or crediting it to the taxpayer in any

way.

Facts

Thetaxpayer entered into an agreement with alife
insurance company (“the company”) in July 1996, by
which he became alife agent of the company. By means
of a Special Agreement the company agreed to advance
to the taxpayer the sum of $74,626.86 as compensation
for loss of income and client base associated with the
taxpayer joining the company. In the Special Agreement
the company was described asthe “Lender” and the
taxpayer was described as the “Borrower”.

Consistent with the terms of the Special Agreement
referring to the advance as “taxable earnings’, the
company deducted a sum of $24,626.86 which it paid to
Inland Revenue as PAY E. As such, the taxpayer re-
ceived anet amount of $50,000 from the company.

L ater the relationship between the taxpayer and the
company began to sour. The company attempted to
terminate the Special Agreement and seek repayment of
the advance of $74,626.86.

In the end the advance between the company and the
taxpayer was restructured by virtue of alLoan Agree-
ment dated 17 January 1997; the effect being that the
company agreed to |oan the taxpayer the amount of

$74,626.86. The company purported to terminate the
L oan Agreement about two weeks later and sought to

recover the full amount of $74,626.86 from the taxpayer.
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The PAYE of $24,626.86 was received by Inland
Revenue before the end of the 1997 income year asit
was paid by the company as part of itsroutine PAYE
and withholding payments. There was some confusion
within the company asto whether or not the amount had
been paid to Inland Revenue. In spite of this uncertainty
the company issued a PAY E deduction certificate to the
taxpayer on 26 March 1997, which included the
$24,626.86 in the total PAY E deductions and the
$74,626.86 in the total gross earnings.

When his contract with the company was terminated the
taxpayer wasin early and constant communication with
Inland Revenue seeking to have the $24,626.86 forth-
with repaid to him. The company also wanted the money
back because on further consideration it felt that its
payment to the taxpayer was capita in character or, if
not, the $24,626.86 had been paid before it became due
as tax because, as at July 1996, the $50,000 paid by the
company to the taxpayer was aloan.

After considering the options Inland Revenue refunded
the $24,626.86 to the company. Subsequently the
taxpayer went through the disputes resolution process
and issued anotice of claim in the TRA seeking to
recover the $24,626.86 from Inland Revenue. He
claimed that the money belonged to him and so should
have been credited to him and not refunded to the
company.

Decision

His Honour found that the payment in issue should never
have been made to Inland Revenue and, when that was
understood, Inland Revenue was obliged to return it to
the payer (the company); and that Inland Revenue never
had any authority to credit the disputed payment to the
taxpayer’s account or anything of that kind and it never
did so.

His Honour stated at page 5 of the decision:

“There can be no doubt from the documentation that, at all
materia times, there was nothing more than a loan of $50,000

continued on page 26
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between [the company] and the taxpayer. In due course that
loan was to change its character to net income and the conse-
quential tax liability was, by agreement between the claimant
and the life company, to be payable by the life company. In
fact the life company had anticipated that liability and made
the potential tax payment of $24,626.86 in July 1996. This was
well ahead of any need to do so and, in fact, due to subsequent
facts whereby the loan never converted to income, it was
unnecessary to have ever done so. It is self-evident that aloan
cannot be income of any kind, so that the advance by the life
company of aloan to the claimant could not be or require a
source deduction payment.”

Judge Barber also found that the company did not link
the payment to the taxpayer but simply added itinto a
global payment to Inland Revenue representing source
deductionsfor all its employees. As the payment was
madein thisway it did not create any obligation on
Inland Revenue to pay the money to the taxpayer. There
was no transferring by Inland Revenue of funds from
one taxpayer’ s account to another. Inland Revenue
received an excessive payment from the company and,
when it had ascertained the amount of the excess, it
repaid that excessto the payer. There wasasimple
overpayment by the company so that Inland Revenue
was required to return it to the payer. The money was

never in the taxpayer’s “account” with Inland Revenue.
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Due dates reminder

March 1999

Large employers. PAY E deductions and deduction
schedules for period ended 28 February 1999 due.

Provisional tax and/or Student L oan interim repay-
ments: first 2000 instalment due for taxpayers with
November balance dates.

Second 1999 instalment due for taxpayers with July
balance dates.

Third 1999 instalment due for taxpayers with March
balance dates.

(Wewill accept payments received or posted on
Monday 8 March 1999 asin time for 7 March.)

20 Large employers. PAY E deductions and deduction

schedules for period ended 15 March 1999 due.

Small employers: PAY E deductions and deduction
schedules for period ended 28 February 1999 due.

Gaming machine duty return and payment for month
ended 28 February 1999 due.

RWT oninterest deducted during February 1999 due
for monthly payers.

RWT on dividends deducted during February 1999
due.

Non-resident withholding tax (or approved issuer
levy) deducted during February 1999 due.

(Wewill accept payments received or posted on
Monday 22 March 1999 asin time for 20 March.)

31 GST return and payment for period ended 28 Febru-

ary 1999 due.

Non-resident Student L oan repayments - fourth
instalment of 1999 non-resident assessment due.

April 1999

5 Large employers: PAY E deductions and deduction
schedules for period ended 31 March 1999 due.

7 Provisiona tax and/or Student L oan interim repay-
ments: first 2000 instalment due for taxpayers with
December balance dates.

Second 1999 instalment due for taxpayers with
August balance dates.

Third 1999 instalment due for taxpayers with April
balance dates.

20 Large employers. PAY E deductions and deduction
schedules for period ended 15 April 1999 due.

Small employers: PAY E deductions and deduction
schedules for period ended 31 March 1999 due.

All employers: All IR 12 and IR 13 certificates for
year ended 31 March 1999 must be completed, and
yellow copies given to workers.

FBT return and payment for quarter ended 31 March
1999 due.

Gaming machine duty return and payment for month
ended 31 March 1999 due.

RWT oninterest deducted during March 1999 due
for monthly payers.

RWT oninterest deducted 1 October 1998 to 31
March 1999 due for six-monthly payers.

RWT on dividends deducted during March 1999 due.

Non-resident withholding tax (or approved issuer
levy) deducted during March 1999 due.

30 GST return and payment for period ended 31 March
1999 due.
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Binding rulings, interpretation statements, standard practice

statements: your chance to comment before we finalise them

This page showsthe draft public binding rulings, interpretation statements and standard practice statements that we now
have available for your review. Y ou can get a copy and give us your comments in these ways.

By post: Tick the drafts you want below, fill in your By Internet: Visit http://www.ird.govt.nz/rulings/
name and address, and return this page to the address Under the “ Adjudication & Rulings’ heading, click on
below. We'll send you the drafts by return post. Please “Draft items”, then under the “ Consultation Process’
send any comments in writing, to the address below. heading, click on the draftsthat interest you. Y ou can
We don't have facilities to deal with your comments return your comments viathe Internet.

by phone or at our other offices.

Name
Address

v~ Standard practice statements Comment Deadline
l:l EDO0001: Remission of penalties and interest 31 March 1999

We must receive your comments by the deadline shown if we are to take them into account in the finalised item
No envelope needed - simply fold, tape shut, stamp and post.
Inland Revenue Affix
Te Tari Taake Stamp
Here

The Manager (Field Liaison)
Adjudication & Rulings
National Office

Inland Revenue Department
P O Box 2198
WELLINGTON
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