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Chartered Accountants Australia and New
Zealand
Chartered Accountants Australia and New Zealand is a professional body comprised of over
117,000 diverse, talented and financially astute members who utilise their skills every day to
make a difference for businesses the world over.
Members are known for their professional integrity, principled judgment, financial discipline and
a forward-looking approach to business which contributes to the prosperity of our nations.
We focus on the education and lifelong learning of our members, and engage in advocacy and
thought leadership in areas of public interest that impact the economy and domestic and
international markets.
We are a member of the International Federation of Accountants, and are connected globally
through the 800,000-strong Global Accounting Alliance and Chartered Accountants Worldwide
which brings together leading Institutes in Australia, England and Wales, Ireland, New Zealand,
Scotland and South Africa to support and promote over 320,000 Chartered Accountants in more
than 180 countries.
We also have a strategic alliance with the Association of Chartered Certified Accountants. The
alliance represents 788,000 current and next generation professional accountants across 181
countries and is one of the largest accounting alliances in the world providing the full range of
accounting qualifications to students and business.
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General Position
In formulating its submissions, Chartered Accountants Australia and New Zealand takes a best
practice, public policy perspective. That is, we endeavour to provide comment on a “what is best
for New Zealand” basis.
We recognise Government’s legitimate right to set tax policy direction. We comment on those
policies, and also make comment on their practical implementation. Our public policy
perspective means we endeavour to provide comment free from self-interest or sectorial bias.
Research confirms that in practice the best tax system is one with a broad tax base and low tax
rates. Such an approach restricts the conditions that make tax avoidance attractive.
Our guiding principles in formulating this submission are that New Zealand’s tax system must
not impede New Zealand’s international competitiveness; growth of the New Zealand economy;
and innovation and entrepreneurship.
Recognising there are judgments and trade-offs, taxes should, as far as possible:









be simple in their application;
provide certainty in their application;
be perceived as broadly fair;
minimise the costs of compliance and administration;
minimise distortions to the economic behavior of individuals and businesses;
utilise businesses’ own accounting systems as the data source for calculation;
align the obligations with the businesses’ own cash flows; and
be imposed at an overall rate which allows adequate retention of investment funds within
businesses.

We believe one of the pillars of an effective and efficient tax system is taxpayer certainty. This
will increase voluntary compliance, decrease administration costs, and deliver positive economic
benefits. Tax legislation must be as clear in its policy intent and application. Further, any
identified errors post-enactment should be corrected without delay.
In Chartered Accountants Australia and New Zealand’s view tax legislation should not be
retrospective unless it corrects an anomaly to ensure taxpayers pay no more tax than Parliament
intended. Retrospective application dates undermine the principle of taxpayer certainty and the
Generic Tax Policy Process.
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08 February 2018

The Chair
Finance and Expenditure Committee
Parliament
Wellington

Taxation (Neutralising Base Erosion and Profit Shifting) Bill

Thank you for the opportunity to submit on this Bill.

As you are aware we take a public interest perspective in the creation and revision of tax policy
settings.

General comments
We understand the Government is concerned about BEPS activity in New Zealand and we agree
that BEPS is undesirable, in particular, because it affects the public perception, and thus the
integrity, of the tax system. As an active member of the OECD, New Zealand is committed to a
BEPS response. We support the introduction of BEPS legislation.

We would like to thank officials who have listened through the consultation process.
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However, we remain concerned that the current package of reforms:



leaves New Zealand as an outlier in terms of its global response;



does not consider the wider effects on New Zealand’s economy;



includes many examples of overreach;



lacks coherence; and



is out of proportion relative to the problem being addressed.

We recommend that measures are prioritised and that only the most critical measures (those
which address current base erosion issues for New Zealand) are enacted immediately.

New Zealand response to OECD recommendations
If New Zealand were to adopt this package of reforms it would be going further than most other
OECD countries. Other countries have not adopted the measures in full because they have
determined that it is not in their national interest to do so.
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It is not in New Zealand’s best interests to be an outlier from international norms in any
international tax regime. We have past experience of this and if we continue down this path it is
likely to manifest in problems in the future.

Effect on New Zealand economy
New Zealand is a net capital importer – we rely on foreign investment to grow our economy. The
Inland Revenue report New Zealand’s taxation framework for inbound investment states:

“Overall there are strong arguments for considering initiatives in [the BEPS] area.
However, when considering initiatives we obviously should not lose sight of the
importance of keeping New Zealand an attractive place to base a business and invest.
Cost of capital issues will be an important consideration, especially in the case of interest
limitation changes, where (depending on options chosen) changes are likely to have the
biggest effects on the cost of capital.”

Despite this statement from 2016, there is limited analysis in the current package on the
implications for the cost of capital for New Zealand businesses and, more importantly, on any
overall effect on the New Zealand economy as a whole.

The Regulatory Impact Statements say that “New Zealand relies heavily on foreign direct
investment to fund domestic investment and, as such, the Government is committed to ensuring
New Zealand remains an attractive place for non-residents to invest.”
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There is no real analysis of the impact these proposals will have on the access to investment
capital for New Zealand business.

Focus of hybrid rules
The reforms include many examples of overreach. Most OECD countries need additional rules
to address hybrids because they tax income on a territorial basis. New Zealand taxes income
on a worldwide basis so does not need to undertake the same level of reform in order to achieve
the same result. Overreach in the hybrids area will impact SMEs.

Coherence of reforms
As a result of the truncated timeframe, the reforms lack coherence. Each appears to have been
developed in isolation rather than as part of an overall package. For example, we agree that
excessive interest deductions should not be allowed but the proposals as drafted ignore
fundamental tax policy principles such as respect for an arm’s length rate.

Prioritisation
We recommend that the implementation of the BEPS reforms be prioritised. There are core
issues which should be the initial focus. The core issues are those which address potential
current base erosion and include:



double dips;



thin capitalisation and asset values;
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the hybrid rules preventing double deductions; and



deduction / non-inclusion outcomes.

There are a number of secondary issues that are complex, do not involve real fiscal revenue and
may create uncertainty for taxpayers. These include:



applications of the hybrid rules to branch structures and trusts;



imported hybrids; and



proposed restrictions on the active income exemption for CFCs.

Enactment of the secondary issues, together with interest limitation, should be delayed until
further work can be undertaken on the detail and workability of the proposals.

The interest limitation proposals are of particular concern to us. The proposals to link debt pricing
to the ultimate parent company’s credit rating are unprincipled, have significant overreach and
should not proceed. It is critical that this regime is designed appropriately and the gateway well
crafted. In our specific submissions we have recommended a solution which addresses these
issues while still providing additional base protection.

Our principal comments in respect of the key proposals are set out in the table attached. Our
specific submissions follow.
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We wish to appear before the Committee to discuss our submission and to answer any questions
the Committee may have.

Yours faithfully

John Cuthbertson, CA

Paul Dunne, FCA

CA ANZ NZ Tax Team Leader

Tax Advisory Group Chair
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Summary of Key Submissions
Interest limitation

We support the need to introduce rules to prevent taxpayers using
excessive interest rates to shift profits out of New Zealand.
The proposals to link debt pricing to the ultimate parent company’s
credit rating are unprincipled, have significant overreach and should not
proceed. In our submission we suggest an alternative approach.

Permanent
establishments

The rule should be made more targeted through the introduction of
specific exemptions and savings provisions. We remain concerned by
the Government proposing domestic law overrides to negotiated treaty
agreements.

Transfer pricing

Introducing “economic substance” criteria is sensible and in line with
international developments.

The proposals to extend the time bar and to shift the burden of proof
together represent a greatly increased risk for taxpayers, are out of step
with other areas of Inland Revenue and should not proceed.
Hybrids and branch
mismatches

We understand and appreciate Government’s desire to address the
problem of base erosion and profit shifting (BEPS) that occurs via the
use of hybrid entities and instruments.

The overarching policy needs to be considered in much more detail prior
to implementation. The current proposals are an overreach. If the
legislation were to be enacted in its current form, it would result in
increased complexity, uncertainty and cost of capital.

Implementation should be phased or delayed in line with our major
trading partners/providers of foreign capital.

3

Interest Limitation Rules
Overview
To prevent related parties using high priced debt to shift profits out of New Zealand Government
proposes to limit the deductible interest on a loan from a related party non-resident to a New
Zealand borrower and to change how the allowable debt levels are calculated under the thin
capitalisation rules.

From our public policy perspective, CA ANZ in-principle supports the proposals to prevent
taxpayers using excessive interest rates and debt volumes to shift profits out of New Zealand.

CA ANZ fully supports adjustments to the price of interest via the transfer pricing provisions.
However we have significant concerns about the restricted transfer pricing rule that seeks to
limit New Zealand interest deductions by reference to the parent company’s actual or implied
credit rating. This approach conflicts with recognised tax policy principles, is at odds with the
approach in other jurisdictions, causes double taxation and is commercially difficult to apply.

CA ANZ recognises the issues Government is seeking to address. We have suggested an
alternative approach which we believe will avoid the problems inherent in a credit-rating cap
and addresses Government’s concerns.
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General comments
Ordinarily, taxpayers and Revenue Authorities rely on the arm’s length principle to determine
the tax outcomes for related party transactions. We recognise Inland Revenue’s inherent
concern that the arm’s length principle can be difficult to apply in financing situations. This is
because:



An arm’s length volume of debt is difficult to measure, dependent upon the Balance
Sheet which is often influenced or controlled by the lender, and comparatives will
normally be a range, not a point.



Interest rates can be manipulated by altering the security for the debt, ranking and
subordination, term of the loan and creditworthiness of debtor.

The pervasiveness of debt across the economy, the need for certainty and to protect the tax
base all argue for an approach which overrides the arm’s length principle. That is the nature of
thin capitalisation rules. It is not feasible to expect Inland Revenue to be resourced to audit
every taxpayer to determine the exact arm’s length interest deduction. In that sense CA ANZ
acknowledges that some degree of arbitrariness in the rule is necessary.

However, the arm’s length principle goes to the core of related party transactions, and is a
fundamental plank of modern tax policy. Indeed the Bill elsewhere seeks to enshrine “arm’s
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length conditions” into the cross-border transfer pricing rules related-party dealings for virtually
all tax purposes. Where possible, it should be retained for related-party dealings.

The issue, therefore, is to strike the appropriate balance between adopting an arm’s length
approach, and providing some clear boundaries in relation to tax-deductible debt. Government
would not want the arm’s length principle being manipulated for example by artificially reducing
the creditworthiness of the debtor so as to increase the interest rate changed and deductions
claimed.

CA ANZ approach
Adopting a public interest perspective, CA ANZ believes the following approach strikes the
correct balance between protecting the tax base, providing certainty and maintaining
mainstream tax policy principles such as arm’s length conditions. CA ANZ supports transfer
pricing and thin capitalisation regimes which include all of the following:



Limits the volume of deductible debt to 60% of a company’s assets minus non-debt
liabilities as discussed below;



In pricing debt, generally disregards terms and conditions of loans which provide for:
o

A loan term of more than 5 years;

o

Subordination;

o

Exotic features that are not seen with third-party lending;
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In pricing debt, allows the Commissioner to recognise otherwise disregarded terms and
conditions of loans to the extent she believes that recognition is consistent with the
purpose and intent of the rules which is to allow deductions for interest on loans with
arm’s length terms and conditions. CA ANZ views this as an essential rule to ensure
that disregarding terms and conditions does not yield inappropriate outcomes;



In pricing debt, allow interest deductions on loans which retain materially equivalent
terms and conditions as significant third party debt.

CA ANZ believes that the additional proposal to link debt pricing to the ultimate parent
company’s credit rating is unprincipled, has significant overreach, and should not proceed.

Restricted transfer pricing rule – linkage with parent’s credit rating
CA ANZ does not support a restricted transfer pricing rule deeming a subsidiary to have a credit
rating one notch below its parent. To that extent, the proposed restricted transfer pricing rule:



is unique, and an inappropriate departure from the internationally accepted norm of an
arm’s length transfer pricing principle. It is inconsistent with all other countries;



arbitrarily and inappropriately disregards the facts and circumstances of the New
Zealand taxpayer, and will yield unfair and inconsistent results;
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will almost certainly give rise to double taxation in circumstances where the credit ratings
are more than one notch different;



is inconsistent with New Zealand’s Double Tax Agreements (DTAs);



will create significant complexity and increase compliance and administration costs; and



could limit flexibility in raising capital.

In many multi-national groups, the business carried on by a New Zealand subsidiary may
significantly differ from that of its ultimate parent. The one-notch differential presumption
disregards the nature of the New Zealand activities and is, in-principle, more likely than not to
be wrong in most cases.

Presumably, the desired policy outcome is for New Zealand subsidiaries to be funded by third
party loans. Those loans are unlikely to be priced at the one-notch differential because thirdparty lenders do not simply presume implicit parental support. That adds compliance costs,
and the interest rate deduction will not be at an arm’s length amount. CA ANZ’s proposed
approach is designed to ensure that the interest deduction is arm’s length – and rules out
manipulation of loan terms or creditworthiness. As a result, it should achieve the same tax
policy outcome, for lower compliance and administrative costs.
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The restricted transfer pricing rule could lead to double taxation for a number of taxpayers as
deductions will be disallowed by New Zealand while another country taxes the interest income
received. For example, if the New Zealand restricted transfer pricing rule limits the interest rate
to 6% and the Australian transfer pricing rules require an arm’s length interest rate of 8% this
will result in Australia taxing 2% for which no deduction is available in New Zealand. In an
environment where there is a significant amount of work being undertaken to address hybrid
mismatches that involve double deductions, non-inclusion or double non-inclusion of income,
we do not believe it is appropriate for the Government to put out a proposal that makes double
tax more likely than not.

An increase in the pre-tax cost of capital is likely to occur as a result of the proposals. This will
act as a disincentive to future investments by non-residents. New Zealand should be making
policy decisions to encourage foreign investment. It is worth noting, as acknowledged in the
RIS,1 “New Zealand relies heavily on foreign direct investment to fund domestic investment
and, as such, the Government is committed to ensuring New Zealand remains an attractive
place for non-residents to invest.”

The proposals do not adequately take into account significant differences among businesses in
terms of their scale, their credit ratings, the industries and countries in which they operate,
different levels of external leverage, where the entity is at in terms of its business life cycle, its
1

Regulatory Impact Assessment: BEPS – strengthening our interest limitation rules pg 7
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risk weighting and different policy considerations that countries may have in determining how
related party debt should be priced. All of those factors are reflected in the business’ operating
results and it seems illogical to totally disregard them when pricing the cost of debt.

We comment on the provisions of the draft legislation and note there are a number of additional
drafting errors and inconsistencies which we address below.

As a final point we note New Zealand’s Legislation Design and Advisory Committee guidelines
provide that: “Legislation must be easy to use, understandable and accessible to those who are
required to use it”2. In our view, the proposed legislation needs further work to ensure these
objectives are met.

For example, proposed section GC 18(6)(c) uses the term “total debt”.

From a financial perspective this generally means for an entity “the sum of current liabilities and
long term liabilities”. However, while it is not entirely clear, as a consequence of the interaction
of GC 18(4)(a) it seems “total debt” in proposed section GC 18(6)(c) means total debt that has
a term of more than 5 years.

2

http://www.ldac.org.nz/guidelines/lac-revised-guidelines/
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Restricted Transfer Pricing
(Clauses 35, 37 and 43(20))

Submission: control group
Paragraph (a)(ii) of the definition of “control group” in proposed section FH 15 should be deleted.

Comment
We do not agree “members of a group of companies for which an applicable financial reporting
standard requires the preparation of group financial statements for an accounting period”. The
foreign accounting rules are not always clear as to when foreign entities have to prepare
consolidated financial statements. In our view the existing control test together with “acting
together” is sufficient.

Proposal: clause 35 - extending the application of section GC 6(1)
Extends the application of the transfer pricing rules to transactions where non-resident investors
are “acting in concert” to effectively control a New Zealand entity: section GC 6(1).

Submission: group of persons acting in concert
We support the proposal to extend the transfer pricing rules to a group of persons acting in
concert provided it is limited to where there is a group of non-residents.
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Comment
It is important that the proposal only applies where there is a group of non-resident persons as
opposed to a group of persons. The purpose of the proposed interest limitation rules is to limit
the use of “excessive interest rates” by related parties to shift profits out of New Zealand.
Shifting profits out of New Zealand is not a concern when the group is controlled by a New
Zealand resident. Based on the proposed legislation the rules will apply to a group of persons
where a non-resident holds a 10% interest. Clearly, this is inappropriate. A 10% investor has
no control. Accordingly, there is no ability to charge excessive interest rates above market
value.

Proposal: clause 37 - introduction of proposed sections GC 15 – GC 18
Introduces proposed sections GC 15 to GC 18.

Proposed section GC 15 sets out how the rules operate and defines “insuring or lending person”.

Proposed section GC 16 prescribes how cross-border related party debt will be priced
(excluding an insuring or lending person) by using the:



group rating. The highest credit rating minus one notch of a member of the borrower’s
worldwide group or the borrower’s own rating for long term senior unsecured debt.

It

will apply where the borrower is controlled by a coordinated group or a group of persons
that act in concert and either represents a high BEPS risk or chooses to use it to reduce
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compliance costs: proposed section GC 16(9). This is referred to as the “safe harbour
option”: proposed section GC 16(1)(c) or (f);



borrower’s credit rating. It will apply where the borrower represents a lower BEPS
risk: proposed section GC 16(7); section GC 16(1)(a), (b), (e);



restricted credit rating. the borrower’s standalone rating but adjusted to reduce their
debt level to 40% if it is above this and a minimum credit rating of BBB-, or equivalent
given by a rating agency approved by the Reserve Bank. It will apply where the borrower
is not controlled by a coordinated group and represents a high BEPS risk: proposed
section GC 16(8); section GC 16(1)(d).

Submission: group rating
Proposed section GC 16(9) should not proceed.

Comment
In our view it is not appropriate to price cross border related party transactions using the highest
credit rating of a member of the borrower’s worldwide group minus one notch.
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The proposal may result in:



double taxation;



an increase in the effective cost of capital through reduced tax deductions for debt
financing;



an increase in compliance costs for businesses which have to apply the new rules;



breaching the arm’s length principle and is inconsistent with OECD Transfer Pricing
Guidelines; and



a radical shift in our taxation framework leaving New Zealand as an international outlier
when it comes to attracting inbound investment.

The proposal essentially disregards the separate legal entity status of the New Zealand entity
and ignores the fact that transactions between group members are real both legally and
contractually. These contractual arrangements will still be taken into account when pricing the
loan in the lender’s home jurisdiction. Consequentially, it is likely there will be a mismatch
between the New Zealand treatment and the treatment in the lender’s jurisdiction.
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Furthermore, while it is generally accepted in New Zealand that the concept of implicit support
is required to be considered as part of a transfer pricing analysis we do not agree that a New
Zealand subsidiary’s standalone credit rating would often be notched up to a rating similar to its
parent (or the highest rated member of the group) once implicit support has been taken into
account. To do so would mean that the New Zealand subsidiary is core or highly strategic to
the group, which is not typically the case.

In commercial reality, banks place little reliance on implied group support. There are many
examples, where when implied support is taken into account, the difference in credit ratings is
greater than one notch. The subsidiary may be in a different industry or at a different stage in
the business life cycle, leading to an entirely different lending profile.

We consider that many of the problems with the presumed credit rating rules could be more
simply addressed by legislating the highest credit rating of a member of the borrower’s
worldwide group as a rebuttable factor in determining a credit rating for the New Zealand
borrower.

Rules that force a presumed credit rating will have neither commerciality nor

international acceptance.

The proposals will result in some taxpayers being within the “safe harbour”3 against their
wishes. This is not a function of a safe harbour. Taxpayers should have the option to rebut the

3

Commentary on the Bill: Taxation (Neutralising Base Erosion and Profit Shifting) Bill pg. 11
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credit rating and exit the safe harbour using accepted international principles in an appropriate
manner to support their position.

The rebuttable presumption could be improved by giving taxpayers the option to prove that
another rate is an arm’s length interest rate. We consider that this would be consistent with the
former Government’s decisions made on the scope of the interest limitation rules.

For example, in cases where the New Zealand operations are not wholly owned, and in some
cases where the New Zealand operations are in an unrelated business, the assumption of
implied support does not hold true. A non-proportional loan to a non-wholly owned subsidiary
will be at market. The restricted transfer pricing rule does not work in this situation.

Submission: Group rating
If the above submissions are not accepted, the rules should allow for the Commissioner to
recognise otherwise disregarded terms and conditions of loans to the extent she believes that
recognition is consistent with the purpose and intent of the rules which is to allow deductions
for interest on loans with arm’s length terms and conditions.

Comment
CA ANZ believes the proposals are aimed at ensuring interest deductions claimed in New
Zealand are not excessive. As such, if the Commissioner believes the terms and conditions of
related party lending is arm’s length, then by definition the interest deduction ought to be
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acceptable in tax policy terms. The submission acts as a means of alleviating the over reach
of the proposals.
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High BEPS risk
Summary
The group rating will apply where the borrower has a high BEPS risk. A borrower will be
classified as having a high BEPS risk if they have one or more of the following three factors:

1. a high leverage ratio;
2. borrow from a low tax rate jurisdiction different from the ultimate parent; and
3. there is a low income-interest ratio.

Submission: a high leverage ratio
We do not support a 40% threshold, proposed section GC 16(1)(b)(ii).

Comment
CA ANZ welcomes the fact that the high BEPS risk criteria endeavor to target the impact of the
group ratio proposals. We believe that pricing of interest rates should take into account what
independent parties would do, including the amount of borrowing.

However, the thin capitalisation threshold at which a New Zealand borrower is considered to
have an excessive level of debt (taking into account all three factors) is too low. As we
understand it, the 40% threshold is based on a median thin capitalisation ratio for New Zealand
borrowers that were significant foreign owned enterprises. On this basis, the rule is designed
to ensure that half of significant foreign enterprises are within its scope.
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This appears arbitrary, and given the anti-avoidance nature of the rule the threshold should
reflect the 60% thin capitalisation debt threshold rather than seeking to further constrain. It
would be preferable if the rule were moved to the debt pricing section of the analysis rather than
in the credit rating section, so that taxpayers are simply required to price the debt assuming an
arm’s length amount of debt is in place. This would allow them to use their own debt credit rating
adjusted for implicit parent support rather than being forced to the highest group member less
one notch.

Proposal: de minimis
The group credit rating will not apply to a cross border related party loan where the borrower
has less than $10 million in cross border related party loans. The borrower will apply the
borrower’s credit rating.

Submission: de minimis
We support the inclusion of a de minimis but submit that it should be increased to $20 million.

Comment
The introduction of a de minimis is a positive step and should reduce compliance costs for small
businesses.
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In our view a de minimis should be set at a level where interest deductions are material and the
associated compliance costs are warranted. For example the difference between a 6% and an
8% interest rate for a loan of $10 million is $200,000 interest. This has a tax impact of $56,000.
We believe the de minimis should apply where the level of tax is material. Given the complexity
of these rules the level of tax should be more than $100,000 which would suggest the $10
million threshold should be increased to $20 million.

Ignoring surrounding circumstances, terms and conditions

Submission: exotic features
Proposed section GC 18(2) should be excluded.

Comment
In our opinion it is not correct to say that the features listed in proposed section GC 18(2) always
exist for tax reasons. There may be genuine commercial reasons for these terms.

If Government wishes to include these elements in legislation, they should be part of a
rebuttable presumption only and should not be determinative of an outcome.

However, it is our strong preference that these factors are present in official guidance only and
not part of the legislation.
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Submission: terms greater than five years
Proposed section GC 18(3) should be amended so that the term of the loan forms part of a
rebuttable presumption only.

Comment
The requirement that the loan term be less than five years (or it is assumed to be) is unduly
restrictive. There are examples of commercial loans in the current market with terms of up to
ten years. It should be open to a taxpayer to demonstrate that independent persons in similar
circumstances would have had a loan term longer than five years. That is, the loan term should
form part of a rebuttable presumption only.

The following bond issues all have terms longer than five years:


Z Energy



Genesis Energy



KiwiBank



Auckland Airport



Vector Ltd



Meridian Energy



Air New Zealand.

Certain Government bonds are issued for 10 years or more.
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In addition, a five year term ignores specific industries. For example, forestry and mining
industries typically require long term loans of more than five years.

Submission: terms greater than five years
If submission 2 is not accepted proposed sections GC 18(3)-(5) should be rewritten.

Comment
Taxpayers and advisors will have difficulty calculating the “threshold term”. Based on the
interaction of proposed section GC 18(4)(a) and proposed section GC 18(6)(c) it appears “total
debt” excludes debt with a term of less than five years. However, this is not entirely clear. The
commentary regarding this particular aspect is also unclear.

The example on page 18

calculates the threshold term. To obtain the threshold term of nine years “total debt” should be
$30 million whereas table 2 records total debt as $100 million. We recommend the term “total
debt” is replaced with a more appropriate term.

Submission: replace third party test
We support the proposal.
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Submission: related party exception - terms greater than 5 years
The third party exception in proposed section GC 18 should be extended to include a single
related party loan with a term of more than five years that has an interest rate reflecting the
proportionate global funding mix.

Comment.
In our view the third party exception in proposed section GC 18 should also apply to a single
related party loan with a term of more than five years that has an interest rate reflecting the
proportionate global funding mix. This is instead of the current proposal that requires related
party debt to be structured in separate ‘less than five year’, ‘greater than five year’ tranches
matching the external group debt to avoid all of the debt being forced to five years as per Loan
3 on page 19 of the Commentary. Any adjustment to force to five years should only be on the
balance that is disproportionate.

23

Thin Capitalisation
(Clauses 10, 11, 18, 19, 22 to 29, 31, 33 and 43(25))

Proposal: to strengthen thin capitalisation rules
The Bill proposes to strengthen the thin capitalisation rules by:



changing the way debts and assets are measured by deducting non debt liabilities from
the value of assets;



introducing a de minimis rule;



amending the rules for taxpayers caught under the “acting together” tests



introducing new rules for when a company can use an alternative asset valuation from
that used for financial reporting purposes;



introducing an anti-avoidance rule to prevent manipulation of debt and asset values at
balance date; and



clarifying how the owner-linked debt rules apply when the borrower is a trust.
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Submission: non-debt liabilities adjustment
In broad terms we support the proposal. However, we believe the measurement rules are not
clearly defined.

Comment
In our view the measurement rules are not clearly defined. We refer you to our comments below
relating to Submission 2: deferred tax liabilities.

Submission: interest free loans from shareholders
We support proposed section FE 16B(1)(b) to exclude interest free loans from shareholders
from the definition of a non-debt liability.

Submission: preference shares
We support proposed section FE 16B(1)(c) to exclude shares from the definition of a non-debt
liability.

Submission: preference shares
The requirement the funding is advanced pro-rata with shareholding should be excluded:
proposed section FE 16B(1)(c)(i).
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Comment
In our view the requirement the funding is advanced pro-rata with shareholding is unnecessary.
Shareholder are already required to at least 5%. Preference shares are a mechanism for
shareholders to agree that certain shareholders will receive a preferential return before ordinary
shareholders. It is a means of divvying up the returns effectively.

Submission: provisions for dividends
We support proposed section FE 16B(1)(d) to exclude a provision for dividends from the
definition of a non-debt liability.

Submission 1: deferred tax liabilities
Proposed section FE 16B(1)(e), should be amended to fully exclude deferred tax liabilities from
the proposed non-debt liability adjustment.

Comment
Deferred tax is a combination of international accounting principles and domestic tax laws and
thus is subject to differences in domestic tax legislation. Because New Zealand does not have
a comprehensive capital gains tax, deferred tax amounts in New Zealand are often the taxeffected expectation of future profits (for example deferred tax on building revaluations) and will
not only crystallise into a future tax liability through the ordinary operations of the business. In
addition, deferred tax values are often volatile in New Zealand where the asset is valued at fair
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value (for example – buildings, financial arrangements) and the movements do not necessarily
reflect future tax to pay.

Lenders look to the after-tax cash flows of the business to determine a client’s ability to service
its debts and that is reflected in balance sheet debt levels. Usually, they do not look to adjust
for deferred tax, because doing so would be double counting the tax liability.

Moreover, it is not normally easy nor feasible to break up the deferred tax liability in the manner
contemplated by the draft legislation. That will leave many taxpayers having to include the
entire deferred tax liability as a non-debt liability. It seems inconsistent that having adopted the
non-debt liability proposals from the Australian equivalents, New Zealand has not also adopted
the parallel exclusion for deferred tax that arises under the Australian rules. Indeed, the
Australian deferred tax liability may be more “real” in the sense it will include capital gains tax
considerations.

Submission 2: deferred tax liabilities
If our ‘submission 1: deferred tax liabilities’ is not accepted, proposed section FE 16B(1)(e)
should be clarified.

Comment
Proposed section FE 16B(1)(e)(iii) is not clear. It states “the value shown in the financial
statements for the asset is calculated by reference to the amount that the person is allowed as
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a deduction or depreciation loss for the asset”.

We asked a number of people, with the

appropriate experience, what this term meant and received multiple answers which were equally
confusing.

At best, it would appear to require the financial statement value to be equal to the asset’s tax
book value. By definition, there would be no deferred tax for an asset valued in this way. That
cannot be the intended interpretation.

Submission: derivatives
Derivatives should not be included in the calculation of total assets and liabilities.

Comment
Practical difficulties arise with regard to the inclusion of derivative instruments which are
intended to hedge an entity’s borrowings. Multinational groups will often have a variety of
derivative instruments hedging various exposures and it will not necessarily always be clear
which derivative instrument is hedging an entity’s borrowings, as opposed to other exposures
of an entity such as currency exposures in relation to purchases.

Submission: de minimis for inbound thin capitalisation
We support the proposal to extend the existing de minimis in the outbound rules to apply to
inbound entities, but proposed section FE 6(3)(ac)(i) should be amended.
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Consideration should be given to simplifying the inbound and outbound de minimis rule to $2
million of interest deductions.

Comment
The wording of proposed section FE 6(3)(ac)(i) will exclude most taxpayers from the de minimis
as they will have owner-linked debt.

Submission: worldwide debt test for non-residents acting together
We support the proposed amendment, sections FE 5(1)(ab) and FE 6(3)(e)(iii), to amend the
rules for entitles controlled by a group of non-residents acting together.

Submission: non-residents acting together - grandparenting
We support the proposed transitional provisions for entities affected by the changes.

Comment
The amendment will provide certainty to investors.

Submission: asset valuation
We support the proposal to allow taxpayers to use the net current valuation method when a
valuation from an independent valuer has been received or the valuation methodology,
assumptions and data have been approved by an independent valuer.
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Comment
It is commendable that the proposal in the discussion document, BEPS – strengthening our
interest limitation rules, to remove the net current valuation method has been modified. The
ability to use net current asset values allows an entity to use a better proxy for the market value
of assets if such market values are not reflected in financial statements.

Submission: anti-avoidance rule around measurement dates
We support the proposal to introduce section GB 51B, an anti-avoidance rule where a taxpayer
enters into a transaction near a measurement date with the purpose or effect of manipulating
the thin capitalisation rules.

Comment
The proposal to introduce an anti-avoidance rule is a sensible solution.

Submission: owner-linked debt when the borrower is a trust
We support the proposal to amend section FE 18(3B) to ensure the rules operate clearly in
relation to trusts.
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Infrastructure Project Finance
(Clauses 5, 17, 20 and 43(18))

Proposal: limited exemption from thin capitalisation rules
Entities carrying out eligible infrastructure projects will be given a limited exemption from the
thin capitalisation rules.

Submission: infrastructure projects
CA ANZ agrees with the proposal to provide eligible infrastructure projects an exemption from
the thin capitalisation rules.

Comment
The exemption is appropriate for infrastructure projects. Investment in infrastructure is essential
for New Zealand’s growth and is a key policy of this coalition Government.
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Other
Submission: application date
The application date should be amended to income years beginning on or after 1 April 2019.

Comment
The legislative timetable for reform is ambitious and the intended date of application is too early.

Submission: grand-parenting
A grand-parenting provision should apply to existing related party loans.

Comment
The amendments are proposed to apply to income years starting on or after 1 July 2018. A
limited grand-parenting provision is proposed. It will apply to the worldwide debt threshold for
non-residents acting together. Barring this exclusion, once the restricted transfer pricing rule
takes effect it will apply to existing related party cross border financial arrangements.

In our view, the exclusion of a grand-parenting provision is contrary to stated policy on
prospective and retrospective tax law changes and grand-parenting.
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Permanent Establishment Rules
Permanent Establishment Rules
(Clauses 4, 34, 43 (Definitions), and 44 to 48)

General comments
The proposed changes to the PE rules will operate as intended but should include exemptions
as discussed in our specific submission points.

The principal rule will override some of our international treaties. The rule, as drafted, deems a
PE to exist where a non-resident business makes sales into New Zealand, a related or
commercially dependent entity carries out sales activities and not all sales income is attributed
to the non-resident under a DTA. That is, the rule applies where a DTA does not. The
Government has used an anti-avoidance provision to provide a mechanism to extend or
override the PE definition within existing treaties. We remain concerned that our treaty partners
may hold firm on their treaty positions leaving the potential for double tax. There is also a risk
that our treaty partners could respond in kind which would likely affect the tax imposed by
overseas countries on New Zealand businesses. This could decrease New Zealand’s overall
tax revenue, rather than increase it.
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The OECD uses the concept of a PE to tax business profits.

This model is becoming

increasingly less relevant in the information age and to the sharing economy. We recommend
that officials work with their OECD counterparts to design a model that is more appropriate for
2020.

Our specific submissions are below.

Proposal: anti-avoidance rule be introduced to deem non-residents to have a PE in NZ
That a new anti-avoidance rule be introduced to deem certain non-residents to have a PE in
New Zealand where they make sales into New Zealand and particular criteria are met.

Submission
That we support the rationale for the proposed amendments but believe this would be best
achieved by bilateral negotiation.

Comment
We accept that the Government is committed to introducing appropriate measures to combat
BEPS. We believe that clear, specific rules around BEPS are appropriate. The proposed PE
avoidance rule and PE source rule are sufficiently targeted and should operate effectively
(subject to our comments below). However, we do not agree with Government’s decision to
override our specific treaty obligations without discussion with our treaty partners. We also
discuss this further below.
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Proposal: that the new rule be an anti-avoidance rule
That the new rule be an anti-avoidance rule.

Submission
That the proposed rule is intended to override some of New Zealand’s specific treaty obligations
and that any such change would best be achieved by bilateral agreement.

Comment
It would seem that the proposal is framed as an anti-avoidance rule to allow it to override New
Zealand’s specific treaty obligations.

In effect, the rule attributes New Zealand sales income to a non-resident when the relevant
terms of an existing DTA would not, thus overriding specific agreements that the New Zealand
Government has made with its trading partners. As an active and involved member of the
OECD, New Zealand should be upfront about whether it wishes other countries to adopt Article
12 and to agree a way forward if not. We have not seen any reason in the Discussion Document
as to why the same result could not be achieved in an agreed way with treaty partners.

We are concerned that by implementing unilateral measures outside the OECD BEPS Action
Plan there is a real risk of double taxation. New Zealand is a relatively small trading nation and
it is notable that a number of our key trading partners have not adopted the OECD
recommendations.
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A unilateral action also creates a risk that our treaty partners may respond in a similar way. A
similar response from other countries have the reverse impact for New Zealand businesses
acting overseas and would limit New Zealand’s tax take, rather than increase it.

In addition, committing New Zealand to adopting the article leaves other countries to choose
whether or not to reciprocate. They will do so only when it is in their best interests. Adoption
of this article is best achieved through bilateral agreement where New Zealand is able to benefit
from negotiation.

Proposal: non-resident part of multi-national group exceeding OECD revenue threshold
The non-resident must be part of a large multinational group that exceeds the revenue threshold
in paragraph 5.53 of the OECD guidelines.

Submission
That the threshold of consolidated global turnover is appropriate.

Comment
We agree with the proposal to limit the application of the rule to multinational groups with
consolidated global turnover of greater than EUR 750m. The proposed threshold is sensible
because the rule is complex and could be difficult for smaller entities to monitor.
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We note, however, that the rule will still apply to smaller New Zealand resident entities that have
overseas ownership where the turnover for the total group exceeds the threshold.

We

understand that the EU has estimated that there may be up to 6,000 such multinationals
globally. A large number of these will have a presence in New Zealand, but this presence will
often be small. Thus there is an additional compliance cost for overseas owned businesses
that may have relatively small New Zealand operations.

We have not seen any analysis from officials on the resulting impact on foreign investment into
New Zealand.

Proposal: non-resident must make supply of goods and services to a person in NZ
That the non-resident must make a supply of goods and services to a person in New Zealand
either directly or under an arrangement that includes the intermediary on-supplying the goods
to another person in New Zealand.

Submission
That this criterion is appropriate.

Comment
We understand from the Commentary to the Bill that the proposed amendment is intended to
include (but is not limited to) situations where the non-resident’s sale to the third party is wholly
dependent on the customer agreeing to purchase the goods. This is appropriate.
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Proposal: facilitator must carry out activity for the purpose of bringing about supply
That the facilitator in New Zealand must carry out an activity for the purposes of bringing about
the supply.

Submission: rule to cover sales activities only
That the rule should cover sales activities only and not extend to activities that do not relate to
a specific sale.

Comment
We understand from the Commentary to the Bill that the proposed amendment is intended to
capture sales activities but not to extend further to include wider activities such as warehousing,
marketing and advertising. This is appropriate.

We note that the legislation specifically excludes preparatory or auxiliary activities and that the
distinction is clearly articulated in the Commentary on the Bill. (The Commentary states on
page 41 that “only activities designed to bring about a particular sale to an identifiable person
should potentially result in a deemed PE”) Thus we believe the rule is sufficiently targeted to
the activities it intends to catch.

Proposal: facilitator must be associated with non-resident
That the facilitator must be associated with the non-resident or derive 80% or more of its
assessable income from the non-resident or its associates.
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Submission
That we support the inclusion of this criterion because it is clear and will generally be easy to
apply.

Comment
The proposed rule is aimed at circumstances where the facilitator is “commercially dependent”
on the non-resident. However, as officials have noted, the concept of “commercially dependent”
is subjective. Officials have instead proposed using the 80% test. We believe that the proposed
test will be easier to apply than a test of “commercial dependence” and that this will reduce
compliance costs for business.

Proposal: PE avoidance rule override any applicable DTAs
That the proposed PE avoidance rule override any applicable DTA.

Submission: changes with override existing treaties
That this change to the legislation will have the effect of overriding existing treaties and that this
could have a detrimental effect on New Zealand’s economy.

Comment
Section BH 1 of the Income Tax Act 2007 gives legislative effect to DTAs. An amendment is
proposed to section BH 1 of the Act to provide that new section GB 54 cannot be overridden by
a DTA. The Commentary on the Bill states at page 45 that “The effect… is that section GB 54
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will deem a PE to exist for all the purposes of the Act and any applicable DTA, notwithstanding
anything in that DTA”. Thus, the new section will override existing agreements with treaty
partners. Putting New Zealand out of step with our treaty partners creates a risk of double tax
for businesses operating in New Zealand. This could in turn affect foreign investment into New
Zealand. Moreover, making this an anti-avoidance rule potentially means that the DTA dispute
rules will not apply.

Proposal: arrangement must have a more than merely incidental purpose
The arrangement must have a more than merely incidental purpose of tax avoidance.

Submission 1
Given this is an anti-avoidance rule, we believe this criterion is appropriate.

Comment
The section has been drafted as a specific anti-avoidance provision, in addition to the general
anti-avoidance rule in section BG 1.

Submission 2: inclusion of a purpose of tax avoidance
That the section should also include a savings provision where specific indicia of avoidance are
not present.
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Comment
In the original Government discussion document it was proposed that the rule would include
some specific indicia of tax avoidance. We raised issues regarding the definitions of the criteria.
In the current Bill, officials have made a decision to simply require a purpose of tax avoidance.
We can see the logic for this decision in that the concept of “tax avoidance” is (reasonably) well
understood. However, officials have made clear that they do not wish the existing body of case
law on tax avoidance to apply.

In other jurisdictions where similar rules have been enacted, they have introduced specific
exceptions to the rule. In such cases, the rule does not apply where specific indicia of tax
avoidance are not present (such as where the counterparty is in a high tax jurisdiction, or the
related entity is properly remunerated). We recommend that Government consider a similar
approach. Without specific exceptions there is a risk that the rule could, prima facie, be wider
than intended and this would result in costly disputes on the meaning of “tax avoidance”.
Such specific indicia would need to be carefully defined which, given they are exceptions to the
rule, would be appropriate.

Submission 3: risk of Parliamentary contemplation test
That there remains a risk that the Parliamentary contemplation test could still apply when
arrangements are considered under this provision.
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Comment
The section has been drafted without use of the term “tax avoidance arrangement” to prevent
judicial tests for tax avoidance being used in interpretation. However, the wording of proposed
subsections (h) and (i) are identical to the wording in section BG 1 (once definitions are inserted)
with the addition of the purpose of avoiding foreign tax. If section GB 54 were to come before
a court, there remains a risk that a judge would consider the intention of Parliament in enacting
the rule. (This could include consideration of the Commentary on the Bill, which of course states
that it is intended that the test of Parliamentary contemplation not apply).

We have noted previously that arrangements intended to be caught under this section could
continue to be challenged under the general anti-avoidance rule in section BG 1. This avenue
would still remain open to the Commissioner and, in particular, could be used in situations where
the arrangement constitutes tax avoidance but falls outside this specific provision. If this were
to occur then under the law as it currently stands a court would consider the intention of
Parliament.

In addition there is a risk that the current wording of the section could lead to further disputes in
future if the existing body of case law on tax avoidance does not apply.

Submission 4: consider introduction of savings provision
Government should consider introducing a savings provision to allow the non-resident to prove
that there is no tax avoidance in the other country.
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Comment
One of the criteria in the proposed rule is that the arrangement has a purpose of avoiding foreign
tax. We do not believe the existence of foreign tax avoidance should be the subject of dispute
in New Zealand courts. An exception should be introduced that allows the non-resident to
provide assurance that no tax has been avoided in the foreign country. The exception should
specify what the non-resident would need to provide to confirm that no tax has been avoided.
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PE Source Rule
(Clause 44)

Proposal: income to have NZ source if attributable to a PE in NZ
That income will have a New Zealand source if it is “attributable to” a PE in New Zealand.

Submission
That this rule is clear and workable.

Comment
The rule applied to income “attributable to” a PE in New Zealand. We believe the phrase
“attributable to” is sufficient to specify which income should be included. We would like to thank
officials for listening to earlier submissions.

Submission: anti-fragmentation
That the rule is not an anti-fragmentation rule.

Comment
We had a concern with the original drafting that it was not clear whether the rule was intended
to be an anti-fragmentation rule – i.e. to aggregate income from different sources. However,
the current drafting makes clear that the rule is not an anti-fragmentation rule and is intended
only to attribute and apportion income where required.
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Transfer Pricing Payments Rules
Transfer pricing rules
(Clauses 35 to 36)

General comments
Many of the proposed changes to the transfer pricing rules will bring New Zealand law into line
with OECD guidelines and international best practice. However, some of the proposals, if
enacted, could create additional compliance costs and increased risk for taxpayers.

The proposals are part of an ongoing shift to economic substance (and away from legal form)
in transfer pricing matters. Overall, the proposals give Inland Revenue additional power but they
will also require significantly more resources to administer. In depth commercial knowledge is
required to assess the economic substance of a transaction or agreement. Inland Revenue will
need to invest in additional transfer pricing resources in order to utilise the powers as proposed.

The combination of the two administrative proposals – the increase in the time bar and the
reversal of the burden of proof – have the potential to create significant additional risk for
taxpayers and those looking to invest into New Zealand. These proposals should not proceed
in their current form.

Our specific submissions are below.
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Applying the OECD Transfer Pricing Guidelines
Proposal: legislation to specifically refer to OECD guidelines
That New Zealand’s transfer pricing legislation explicitly refer to the OECD transfer pricing
guidelines.

Submission
That the proposal is sensible and appropriate.

Comment
In practice, most taxpayers and officials would refer to the OECD Guidelines to inform transfer
pricing decisions so it is logical that the guidelines are codified into New Zealand law.

Submission: availability of OECD transfer pricing guidelines
That the OECD transfer pricing guidelines should be annexed to the New Zealand Income Tax
Act 2007 or otherwise made available free of charge to all taxpayers.

Comment
New Zealand has a principle of free access to legislation. Section 6 of the Legislation Act 2012
requires that every act and legislative instrument be published in hard copy and electronic form.
All legislation may be accessed free of charge at the New Zealand Legislation website. This
proposed rule will have the effect of codifying the Guidelines, however, they are not on the New
Zealand legislation website. They are available to read online through the OECD but may not
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be downloaded or printed. The Guidelines are over 600 pages long and much of the content is
technical. It is difficult to review on screen. To access the Guidelines in downloadable or print
format incurs a charge of $185.

If the Guidelines are going to become part of New Zealand law then they should be available
for taxpayers to study in detail (not simply browse on screen) free of charge. The Guidelines
are the property of the OECD so appropriate licensing arrangements would need to be agreed.

Submission: confirmation of when documentation should be prepared
That Government should confirm expectations for when TP documentation should be prepared.

Comment
The OECD guidelines discuss the time frame for documentation in Chapter V (D.1. and D.2.).
The Guidelines state that a taxpayer should give consideration to transfer pricing for a
transaction before the pricing is established and should confirm the arm’s length nature at the
time of filing the tax return (5.27). However, the Guidelines also note that practices regarding
the timing of the preparation of documentation differ among countries (5.29).

In addition the Guidelines state that countries may encourage taxpayers to fulfil transfer pricing
documentation requirements by designing compliance incentives “such as penalty protection or
a shift in the burden of proof”. Australia has adopted such a strategy whereby a taxpayer is

47

deemed to have taken reasonable care if they can demonstrate that they have transfer pricing
documentation.

New Zealand law is currently silent on this matter. We believe it would be useful for taxpayers
if Government were to give guidance as to the timeframe required for preparation of transfer
pricing documentation. If the timeframe is to be legislated we believe this should be done in
conjunction with appropriate reduction in penalties or a shift of the burden of proof where
taxpayers have complied.

Providing incentives for compliant taxpayers would assist Inland Revenue’s soverall risk profile
because it would encourage taxpayers to undertake a proper transfer pricing analysis. Inland
Revenue would then be able to focus its resources on higher risk taxpayers rather than the
compliant majority.

Proposal: updates to guidelines be adopted in future taxation Bills
That updates to the Guidelines be adopted in future taxation Bills, following a review by officials
of the changes made.

Submission
That this process is sensible and appropriate.
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Comment
We agree that updates to the Guidelines should not automatically apply. This would effectively
allow OECD decisions to automatically become part of New Zealand law, undermining the
principle of Parliamentary sovereignty. We believe officials have developed a sensible process
for ensuring that updates are reviewed before being adopted to ensure that it is appropriate to
adopt any amendment into the New Zealand legislative framework.

Proposal: applying transfer pricing to suppliers and acquirers in same control group
To apply transfer pricing rules to suppliers and acquirers in the same “control group”.

Submission
That this proposal is appropriate.

Comment
We support the proposal to extend the transfer pricing rules to non-resident investors who “act
together”.

Proposal: allowing adjustments for non-numerical conditions
That adjustments may be made for non-numerical conditions of the transfer pricing
arrangement.
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Submission: additional resources to Inland Revenue
That this will require extensive commercial knowledge and that Inland Revenue should be given
additional resource to apply the new law.

Comment
Proposed amendments to section GC 13 will require revenue officials and tax practitioners to
take into account the conditions for a transaction in determining whether the price paid is
appropriate.

Non-numerical conditions for a particular arrangement will vary between industries, sectors,
countries and taxpayers. An understanding of appropriate conditions in a particular situation
will require a deep level of commercial knowledge. Inland Revenue TP resources are finite and
it is critical that they have access to specialised industry expertise. Inland Revenue officials
should be required to consult industry experts with commercial knowledge to confirm whether
the conditions are appropriate; and whether it would be necessary to make adjustments to the
conditions agreed.

Submission: section GC 13(4)(b)(ii) be amended
That proposed section GC 13(4)(b)(ii) be amended to read “that are about as likely as not to be
agreed upon by independent parties…”.
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Comment
The phrase used in the proposed legislation is “that might be expected to be agreed upon by
independent parties”.

It is not clear how this standard is to be interpreted. We assume it is something less than “would
be expected to be agreed”. Therefore it is a condition that one would not expect third parties to
agree to but, nevertheless, the parties might do so.

The lack of clarity in interpreting the standard is problematic. We believe that the phrase “about
as likely as not” would be a more appropriate phrase.

We have previously discussed with officials our commercial concerns regarding transfer pricing
legislation. It is axiomatic that arrangements the subject of transfer pricing scrutiny are between
related parties. Businesses do not always negotiate the best deal every time. Sometimes they
simply need to move forward. Transfer pricing legislation must recognise that and we believe
the standard of “about as likely as not” is appropriate.

The phrase “about as likely as not” is found in other parts of the New Zealand tax legislation
and there is a body of case law concerning the phrase, so it will be familiar to officials and
practitioners when looking to interpret the new rules.
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Proposal: existing terminology retained and updated
That the existing transfer pricing terminology be retained, but updated for changes to the OECD
guidelines.

Submission
We agree with this proposal.

Comment
We believe it is logical to retain existing terminology to the extent possible. However it is
sensible to update outdated names of pricing methods to conform to the OECD guidelines,
particularly given that the Guidelines will effectively become part of New Zealand law. We would
like to commend officials for adopting internationally consistent terminology.

Proposal: legislation to account for economic substance of the transaction
That the transfer pricing legislation be updated to take into account the economic substance of
the transaction.

Submission
That the proposed change is appropriate.
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Comment
Most practitioners and revenue officials will take into account the economic substance of the
transaction so it is sensible to include this change into legislation.

Submission: additional resources to Inland Revenue
The “economic substance” criterion can be difficult to apply in practice and Inland Revenue
should be given additional resources to administer the proposed rule.

Comment
As we have discussed with officials, the “economic substance” criteria can be difficult to apply
in practice and will often require a high level of commercial knowledge. Therefore we believe it
will be appropriate to give additional resources to Inland Revenue to devote to making the
appropriate commercial judgements.

Proposal: to disregard or replace commercially irrational transactions
To disregard or replace commercially irrational transactions.

Submission 1: concept is subjective
That the concept is subjective and Inland Revenue should provide guidance as to when it will
consider a transaction to be “commercially irrational”.
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Comment
The concept of “commercially irrational” is a subjective one. It is not always possible to do the
perfect deal, or even the best deal. Often businesses just need to move forward. It is imperative
that foreign businesses investing into New Zealand be made aware of when Inland Revenue
might look to disregard their business arrangements as “commercially irrational”.

Inland

Revenue should issue guidance as to when that might occur.

Submission 2: threshold for disregarding or replacing a transaction
That there should be a high threshold for disregarding or replacing a transaction.

Comment
Disregarding or replacing a commercially irrational transaction would be a significant decision
and should not be undertaken lightly. Previous Discussion Documents have suggested that
reconstruction be limited to exceptional circumstances. We believe that would be appropriate
and would suggest that Inland Revenue include this as part of its guidelines. Any such decision
should have appropriate signoff.

Submission 3: administration of rule
That the administration of this rule will require significant commercial knowledge and Inland
Revenue should invest in ensuring its staff have this knowledge.
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Comment
As with imposing alternative conditions (above), administration of an “economic substance” rule
requires a level of commercial knowledge. Inland Revenue staff have extensive knowledge of
transfer pricing rules but should be required to consult industry experts with commercial
knowledge before making a decision to disregard any particular transaction.
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Burden of proof

Proposal: onus of proof be shifted to taxpayer
That the onus of proof be shifted to the taxpayer in transfer pricing disputes.

Submission: onus of proof should not be shifted to taxpayer
That the onus of proof should not be shifted to the taxpayer.

Comment
We understand that the reason for the burden of proof being on the Commissioner in transfer
pricing cases is due to the nature of the issues involved. Transfer pricing issues are often
matters of judgement. The Commissioner and taxpayers use benchmarks and comparables to
show that the arrangement is “arm’s length”. The Commissioner has access to the tax records
of every taxpayer in New Zealand, and has access to information from overseas tax authorities,
so can be in the best position to determine whether the arrangement is similar to one that has
been entered into elsewhere.

We do not believe consistency with Australia is sufficient justification for such a fundamental
change. The OECD states in its transfer pricing Guidelines at paragraph 4.11:
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“in most jurisdictions, the tax administration bears the burden of proof… In some of these
countries, the burden of proof can be reversed, allowing the tax administration to
estimate taxable income, if the taxpayer is found not to have acted in good faith…”

We believe the approach set out in the OECD Guidelines is sensible and logical.

The Commentary on the Bill states (page 57) that the change would make New Zealand
consistent with most OECD and G20 countries. It does not provide any data on the number of
countries that have adopted a reversal of the burden of proof. We have not attempted to
reconcile these comments with the contrary view expressed in the OECD Guidelines.

Submission 2: Commissioner’s right to access
Placing the burden on the taxpayer should not, of itself, give the Commissioner the right to
assess where no information is provided.

Comment
We understand from the Commentary on the Bill and from discussions with officials that Inland
Revenue is concerned about the lack of information provided by overseas entities and that the
lack of information is hampering the Revenue’s ability to audit and assess the overseas
taxpayer.
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However, the OECD Guidelines state that there should be constraints on the ability of a revenue
administration to make an assessment in cases where the burden of proof is on the taxpayer.
At paragraph 4.13 of the Guidelines it states:

“A tax administration in an OECD member country that applies the arm’s length principle,
for example, could not raise an assessment based on a taxable income calculated as a
fixed percentage of turnover.”

Thus, if the Guidelines are to have the force of law, it would not be appropriate for the
Commissioner to raise an assessment in situations where there is little or no information, unless
she were to use the default assessment process (which is available to her under current law).

Submission 3: burden on Commissioner if data is not available to the taxpayer
That if the burden were placed on the taxpayer then it should shift to the Commissioner in
situations where she is using data that is not available to the taxpayer.

Comment
As above, the Commissioner has access to the tax records of every taxpayer in New Zealand,
and has access to offshore information from overseas tax authorities. Often she is in the best
position to access benchmarks and comparables. If the onus of proof is shifted to the taxpayer,
the Commissioner should be required to provide the taxpayer with information she uses to
assert that the price should be different from that calculated by the taxpayer. We appreciate
that there may be commercial constraints on what she is able to provide and note that a
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summarised version may be sufficient in some circumstances.

However, the information

provided should be sufficient to allow the taxpayer to assess the reasonableness of the
Commissioner’s assertions.

Submission 4: adequate documentation
That if the burden were to be shifted to the taxpayer, that it be satisfied in the first instance
where the taxpayer has adequate documentation.

Comment
The OECD Guidelines state that revenue authorities may wish to encourage compliance by
designing incentives such as a reversal of the burden of proof.

We have noted earlier in our submission that Government should give guidance on the
appropriate timeframes for providing documentation. If the burden were to be shifted to the
taxpayer, we believe Government should legislate for the transfer of the burden back to the
Commissioner where the taxpayer has adequate documentation to support the price paid.

The proposals focus heavily on taxpayers who are uncooperative or have a poor compliance
record. As well as enacting punitive rules, Government should enact rules to incentivise
taxpayers to achieve a good compliance record.
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Time Bar
Proposal: increase the time bar from four to seven years
To increase the time bar for transfer pricing disputes from four to seven years.

Submission
That the time bar should not be extended.

Comment
The rationale for the increase from four years to seven years is, in part, that the increase would
be consistent with other jurisdictions. We have looked at information provided by officials on the
time bars for other countries. Only Australia and Canada have a four year / seven year time
bar split; most other OECD nations have the same or a similar time bar for transfer pricing
matters as for other tax matters. Given this, we do not believe that consistency with other
jurisdictions is, of itself, a reason to make the change.

The second reason given for the increase is that modern commercial arrangements are
becoming increasingly complex. In our view this concern should be addressed by increasing
resource to investigate and deal with arrangements at the time they occur.

Increasing the time bar is inconsistent with the direction Inland Revenue is heading in its
customer-centric approach. We understand one of the goals of the Business Transformation
project is to provide more “real time” advice, information and assurance. A key aim is to
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encourage taxpayers to “get it right from the start”. To then allow IR a seven year window to
investigate transfer pricing disputes is incongruous.

Inland Revenue’s compliance management approach for multinational enterprises has been to
move to resolving any issues with commercial transactions in real time. It is doing this by
providing more pre-filing reviews and risk reviews. In our view this is working well. The time
bar has remained at four years but many taxpayers are now able to achieve practical certainty
within one year.

This is critical for business leaders such as board members and local

management committees.

In practical terms, it is often more difficult to investigate transactions once several years have
passed. There will likely have been changes in taxpayer personnel and institutional knowledge
will no longer be there. Inland Revenue is more likely to be able to carry out its work if it does
so on a timely basis.

The proposal to move the time bar for transfer pricing to seven years is out of step with other
Inland Revenue initiatives and is a retrograde step.
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Country-by-Country Reports
(Clause 52)

Proposal: codify the requirements for large multinationals
To codify the requirements for large multinationals to file a country-by-country report.

Submission: codifying existing requirements
That the new provision codifies an existing requirement.

Comment
We understand that currently Inland Revenue requests this information from the affected New
Zealand-based taxpayers using the mechanism of section 17 of the Tax Administration Act
1994. It is sensible and logical to codify the specific requirement.

Submission: protocols for sharing of reported information
That Government should have protocols for when and how the reported information is shared.

Comment
Some of the information provided through this process will be commercially sensitive.
Government should share with affected companies its rules about when the information may be
provided to other government departments or New Zealand organisations and when it may be
provided to overseas agencies.

62

Hybrids and Branch Mismatch Rules
Overview

The Bill contains proposed rules as recommended by the OECD in its BEPS Action Plan (with
some modifications suitable for the New Zealand context) to address the following hybrid and
branch mismatches:



hybrid financial instruments;



disregarded hybrid payments;



structures producing double deductions;



reverse hybrids;



dual resident entities;



imported mismatches; and



deemed branch payment and payee mismatches.
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General comments
We understand and appreciate Government’s desire to address the problem of base erosion
and profit shifting (BEPS) that occurs via the use of hybrid entities and instruments. However,
in our view the overarching policy needs to be considered in much more detail prior to
implementation. The OECD framework is consensual in design and optional as to extent of
adoption, accordingly full adoption will not provide the optimal design solution for New Zealand.

Presently New Zealand taxes its residents on worldwide income, whereas a number of OECD
countries tax on a territoriality basis. The current hybrids design reflects the taxing basis of the
majority of OECD members. This has implications for the proposed anti-hybrids measures for
branch payments, designed to counter double deductions, which New Zealand intents to adopt.

When entering a new market businesses will typically adopt a branch structure and generate
losses as they become established and get goods to market. These losses are not tax driven
and as a country we should not be inhibiting export growth via hybrids rules denying double
deductions when viewed through a tax lens.

A proposal that we have put forward in our detailed submissions to counter this overreach is
the provision of an active income exemption for branch profits. This would fundamentally impact
our current tax system as the taxing basis for entities (but not individuals) would change from
worldwide income to territoriality sourced income.

64

It is imperative that implementation is phased or delayed in line with our major trading
partners/providers of foreign capital. It is not in New Zealand’s interest to lead BEPS (and in
particular hybrids) implementation.

If the proposed legislation is enacted in its current form, it will result in increased complexity,
uncertainty and cost of capital; and provide overreach. Ordinary business structures and
mainstream business including SMEs which are not the target of these rules will be caught.

Complexity
The hybrid rules are extremely complex and the legislation has been developed in relative
haste. Inevitably there will be errors and unintended consequences which will require further
resources to remedy. The terminology specific to the hybrid rules introduces another suite of
technical terms to the taxpayer lexicon. The rules have implications for many of New Zealand’s
tax regimes including controlled foreign companies, foreign investment funds, thin capitalisation,
withholding taxes, source and residence and tax avoidance.

There is no doubt that taxpayers and advisors will have difficultly interpreting, understanding
and applying the legislation. The degree of complexity will significantly increase compliance
costs for both taxpayers and Inland Revenue.
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The breadth of the rules will result in a large number of taxpayers being affected. There is a
high risk of overreach in the SME sector, particularly in respect of branch transactions (e.g.
impact on trading stock). The overall complexity and administrative burden should achieve the
desired result of dissuading the majority of taxpayers from using hybrid structures or
instruments. However, not all arrangements are tax driven and for some taxpayers there will
be commercial expedients for continuing to use existing structures and/or instruments that may
fall within the proposed definition of a hybrid. Although opaque and dividend elections are
available there is a potential upfront tax cost on entry.

Uncertainty
The complexity of the proposals is such that they risk creating substantial uncertainty for a
number of taxpayers who we consider should be excluded from the scope of the rules. The
rules are based on an incorrect premise that a multi-national group is a single entity with a
centralised finance/tax function. To determine whether a character mismatch arises New
Zealand taxpayers will be required to have knowledge of wider group arrangements and the tax
treatment of transactions in the foreign jurisdiction. This is not practical or realistic and will lead
to unintended non-compliance and adverse consequences for the taxpayer. Tax certainty for
taxpayers will be eroded. This is not ideal for a tax system based on self-assessment.

Branches
The rules are not limited to large multi-national businesses or financial instruments. They will
apply to common business transactions such as trading stock as illustrated in Example 2 on
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page 73 of the Commentary on the Bill. They will also impact on loss utilisation where another
entity set up in the foreign jurisdiction is capable of using the branch losses.

In our view the

hybrid rules should only apply where losses are actually utilised.

Cost of capital
The proposed rules will result in the denial of deductions for inbound hybrid instruments which
will inevitably result in an increase in the effective tax rate on inbound investment. As a capital
importer with a high reliance on foreign direct investment an increase in the cost of capital may
be detrimental to the New Zealand economy and adversely affect New Zealand’s
competitiveness and productivity.

Implementation and alignment
The hybrid rules with some exceptions will apply for income years commencing on or after 1
July 2018. Australia released its draft legislation in December 2017 and its current intention is
to enact it with application six months after the Bill receives Royal Assent (which could be part
way through an income year). In our view where it is known that another jurisdiction is bringing
in similar hybrid rules any potential mismatch in application dates should be ignored.

Given the complexity of the proposals it is essential the rules are clear. The use of flowcharts,
diagrams and examples are a useful tool for understanding difficult legislation. We therefore
recommend flowcharts, diagrams and examples are incorporated into the legislation where
appropriate. We also recommend practical examples and detailed commentary be published
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to assist taxpayers to understand the rules. These should be clear and simple and cover
common commercial transactions.
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Hybrid Financial Instrument Rule
(Clause 30, Section FH 3 and FH 4)

Proposal: section FH 3 denying deductions
Proposed section FH 3 denies a deduction to a person (payer) who incurs interest under a
financial instrument when the payment is not treated as ordinary income in the payee’s country
because of how the payment is classified in that country.

Submission: Foreign exchange
Proposed section FH 3 should explicitly state that different foreign exchange outcomes in
themselves do not result in an instrument being considered hybrid.

Comment
Under New Zealand’s financial arrangement rules taxable foreign exchange gains or losses
may arise when a financial instrument is denominated in a foreign currency. Clearly, when the
financial instrument is denominated in the currency of the payee, there is no foreign exchange
gain or loss for the payee. To avoid any confusion the legislation should explicitly state section
FH 3 does not apply to a financial instrument solely as a result of different foreign exchange
outcomes.
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Submission 1: payment tax status
We do not support proposed section FH 3(2). It should be amended so the payer only has to
determine the expected tax treatment of the payment under the laws of the payee jurisdiction,
rather than the actual tax treatment in the hands of the payee.

Comment
Proposed section FH 3(2) requires the tax status of the payment in the payee jurisdiction to be
determined. As acknowledged in the Commentary on page 65, this approach is different from
that proposed in the Final Report4 which asks how the payment would be taxed to a payee of
ordinary status. The proposed legislation will create more uncertainty as payers will have to
ascertain how the payment has been, or will be, treated by the payee. Requiring taxpayers to
establish the actual tax treatment of a payment by the recipient is unreasonable and potentially
impracticable.

Submission 2: delete “received under a financial arrangement”
Proposed section FH 3(2)(b) should be amended. The words “received under a financial
instrument” should be deleted.

4

OECD Neutralising the Effects of Hybrid Mismatch Arrangements Action 2: 2015 Final Report, paragraph 33
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Comment
Proposed section FH 3(2)(b) is too wide. The variation needs to be appropriate to the contextual
position. The only constraint on the Commissioner is that a financial instrument with some terms
must be contemplated. In most cases the payment instrument (financial instrument) will be an
“ordinary, plain vanilla loan.” However, as a financial instrument also includes a farm-out
arrangement (which could be used when a plain vanilla loan is not a commercial alternative)
then we consider some constraint/target for the variation under the proposed section is required.
Deleting the words “received under a financial instrument” should assist.

Submission 3: application date
We do not support an application date of 1 July 2018.

Comment
We do not believe it is appropriate that the proposals apply to payments made for a taxpayer’s
income year beginning on or after 1 July 2018. In our view New Zealand should defer the
introduction of anti-hybrid rules until the approach to be adopted in the majority of other OECD
and G20 countries is much clearer. Australia and the United Kingdom have progressed further
than other OECD/G20 countries but it is important to see how the United States, Canada,
Singapore, Japan and other sources of inbound investment also respond.

At a minimum New Zealand should not contemplate an effective date until after the Australian
legislation has become effective.
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Submission 4: application
If submission 3 is not supported, to avoid any mismatch New Zealand should include a
transitional rule, that the hybrid financial instrument rules apply as if Australia had hybrid
mismatch rules in place.

Comment
If the Government considers an application date of 1 July 2018 is appropriate, it is important
that New Zealand avoids any unnecessary complexity.

The impact of the proposals is

dependent on the way in which the hybrid mismatch rules are adopted in other countries.

To illustrate, whether New Zealand is required to deny a deduction under proposed section
FH 3 for a payment that is treated as interest in New Zealand but a dividend in Australia will
depend on whether Australian hybrid rules are in force at that time.

To avoid the unnecessary complexity arising as a result of our rules applying ahead of Australia
we should include a transitional rule that says the hybrid rules are to be applied as if Australia
had hybrid mismatch rules for the full year.

Submission 5: full grand-parenting
Existing arrangements should be fully grand-parented from the proposals.
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Comment
Existing arrangements have been put in place on the basis of the current rules. Applying very
complex new rules to existing arrangements is unfair and will impose additional compliance
costs. On that basis we suggest arrangements existing at the date of the introduction of the Bill
should be grand-parented. If existing arrangements are not grand-parented New Zealand
taxpayers will have to bear the costs of unwinding or restructuring existing arrangements (break
costs, advisor fees, foreign exchange adjustments) and the additional funding costs of replacing
the arrangements.
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Disregarded Hybrid Payments and Deemed Branch Payments
(Clause 30, sections FH 5 and FH 6)

A disregarded hybrid payment arises when:



a payment is deductible to a New Zealand payer but it is not included as income in the
payee country because of the tax status of the New Zealand payer in that country. For
example a New Zealand payer that is an unlimited liability company wholly owned by a
US parent. The entity is fiscally opaque in New Zealand but is treated as a foreign branch
by the US parent as tax transparent. When a payment is made to the US parent there
is a deduction in New Zealand but no income inclusion in the US. In this case it is
proposed that New Zealand will deny the deduction (‘primary’ rule – proposed section
FH 5);



a New Zealand branch is treated as making a notional payment (deemed branch
payment) to the head office that results in a deduction in New Zealand but is not taxable
in the head office jurisdiction. In this case it is proposed that New Zealand will deny the
deduction (‘primary’ rule – proposed section FH 5);



a payment is deductible in another country but it is not taxable income in New Zealand
because of the tax status of the payee in New Zealand. In this case, it is proposed that
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the payer country will deny the deduction (‘primary’ rule) or, if not, then the amount is
included as income in New Zealand (‘defensive’ rule – proposed section FH 6);



a foreign branch of a New Zealand resident makes a payment to the New Zealand
resident parent (deemed branch payment). The payment is not assessable in New
Zealand but the foreign jurisdiction allows the foreign branch a deduction (‘defensive’
rule – proposed section FH 6).

Submission: active income exemption for foreign branches
Government should introduce an optional exemption for active income earned through foreign
branches.

Comment
Whilst we acknowledge that an active income exemption for foreign branches may result in a
fiscal cost for New Zealand we believe the hybrid rules will affect numerous SMEs with a simple
branch structure. The fiscal cost associated with introducing an active income exemption needs
to be balanced against the complexity and significant compliance costs that will arise for SMEs
as a result of the hybrid rules.

To illustrate, New Zealand Co has a foreign branch in a country that does not have hybrid
mismatch rules.

New Zealand Co transfers trading stock to its foreign branch for $250

(comprising $150 cost and $100 mark-up). The $250 charge is deductible in the foreign country.
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The $100 mark-up is within the scope of proposed section FH 6 because it exceeds the
expenditure incurred by New Zealand Co. Therefore, the $100 is assessable income. This
assessable income can be reversed by proposed section FH 12.

We consider the overreach that this simple example demonstrates should be eliminated. An
active income branch exemption would achieve this.
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Reverse Hybrid Rule and Branch Payee Mismatch Rule
(Clause 30, section FH 7)

A reverse hybrid is any entity that is treated as a separate entity (opaque) by an investor and
as transparent in another country, generally where it is established.

Proposed section FH 7 denies a deduction to a reverse hybrid where the owner country does
not tax the payment. It also denies a deduction for a payment which is not taxed due to a branch
mismatch in certain cases.

If the payment relates to a foreign currency loan, the payer is also denied a deduction for any
other expenditure relating from foreign currency movements.

Submission: exclude foreign trust
Proposed section FH 7 should be amended to specifically exclude a foreign trust established in
New Zealand.

Comment
Paragraph 7.21 of the Discussion Document5 suggests that a foreign trust or a non-qualifying
trust which has foreign trustees will be a reverse hybrid to the extent a payment is:

5

Addressing Hybrid Mismatches – A Government Discussion Document
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attributed to a New Zealand beneficiary under the laws of that foreign country and
therefore not taxed in that country; and



not taxed by New Zealand, for example, because it is treated by New Zealand as trustee
income that is not subject to New Zealand tax.

For the avoidance of doubt we believe the legislation should explicitly state that a foreign trust
established in New Zealand is not a reverse hybrid entity. A foreign trust established in New
Zealand is an opaque entity. It is not transparent. Foreign income derived by a foreign trust is
exempt income. New Zealand taxes foreign trusts on New Zealand sourced income only. The
OECD report is clear that the fact that a country provides tax exemptions does not create hybrid
mismatches that should be subject to these rules.
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Deductible Hybrid and Branch Payments Rule
(Clause 30, sections FH 8 and FH 9)

Proposal: section FH 8
Proposed section FH 8 applies to New Zealand residents that are related to a foreign hybrid
entity or have a foreign branch. The foreign hybrid entity or foreign branch is capable of
offsetting its losses against the income of a person (foreign non-hybrid entity) whose income is
not taxed in New Zealand (other than New Zealand sourced income). A hybrid entity is an entity
which is recognised as a person subject to tax (e.g. taxed like a company) in a country that
treats it as a tax resident, and not recognised as a person that is subject to tax (e.g. is taxed
like a partnership) in another country.

This rule will not apply to simple offshore structures, such as a New Zealand company with
(only) a foreign branch.

A transitional rule prevents a person from benefiting from previous year foreign losses when
they fall within the scope of proposed section FH 8.

Submission: active income foreign branch exemption
Government should introduce an exemption for active income earned through foreign branches.
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Comment
The Government should be commended for limiting the rules so that simple offshore structures,
such as a New Zealand company with only a foreign branch in a country are excluded.
However, if foreign branch losses are not able to be deducted against New Zealand income, we
consider there should be a matching active income exemption.

We note the proposed rules will capture New Zealand SMEs that have a foreign branch and
also a subsidiary in that foreign country (say for name protection purposes). These types of
structures are relatively commonplace. The proposals will prevent the branch losses of NZ Co
from being offset against NZ Co’s assessable income from other activities. Therefore, in our
view, the proposed rules excluding a New Zealand company with only a foreign branch do not
go far enough. They may actively discourage New Zealand SME’s from expanding overseas
which will be detrimental for the New Zealand economy.

Submission: proposed section FH 8(1) be amended
Proposed section FH 8(1) should be amended so that the primary rule only applies when a
foreign branch or hybrid entity actually offsets their losses against the income of a foreign (nonhybrid) entity.

Comment
The primary rule applies where a foreign branch or hybrid entity is capable of offsetting their
losses against income of a foreign (non-hybrid) entity.

This rule results in unnecessary
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complexity. The primary rule should be limited to situations where losses have actually been
offset against income of a foreign (non-hybrid) entity.
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Dual Resident Payer Rule
(Clause 30, section FH 10)

Proposal: section FH 10
Proposed section FH 10 applies to a New Zealand tax resident company that is also tax resident
in another jurisdiction due to its domicile, residence or place of incorporation. Expenditure
incurred by the dual resident company can potentially be used in New Zealand and the other
jurisdiction to offset non-dual inclusion income, which is income taxed only in that country.
Proposed section FH 10 denies the company a deduction for all of its expenditure except to the
extent it can be offset against the income of the company, less any income that is not treated
as income under the laws of the other jurisdiction (i.e. is not dual inclusion income).

The rule will remove the ability of a dual resident company to offset its expenditure against
income earned through a reverse hybrid, such as a New Zealand limited liability partnership.

Submission 1: omit dual resident payer rule
Proposed section FH 10 should be omitted.

Submission 2: amend dual resident payer rule
If our primary submission is not accepted, proposed section FH 10 should be amended to deny
dual resident taxpayers a deduction in one jurisdiction only.
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Comment
The proposal will result in overreach. As acknowledged in paragraph 9.3 of the Discussion
Document6 denying a deduction may give rise to double taxation if both countries have hybrid
rules. For example, if the expenditure is offset against non-dual inclusion income in both
jurisdictions, a deduction will not be available in either country. The Discussion Document then
suggests dual residence status is in most cases deliberate rather than accidental and that it
should be possible to avoid double taxation by adopting simpler structures.

We strongly disagree that dual residence status is deliberate and can be avoided. In our
experience “dual residence status” is most often the inevitable result of companies operating
cross border where New Zealand legislation makes a company resident if incorporated,
managed or controlled from New Zealand. In a trans-Tasman context this inevitably gives rise
to dual residence. If New Zealand wants to avoid dual residence of companies it should limit
the breadth of our corporate residence test – not punish those who are dual resident as a result
of it. As the law now stands a New Zealand incorporated company can unintentionally become
a dual resident when New Zealand directors, who manage and control the company, emigrate.

We also note, practical difficulties will arise in identifying dual inclusion income where income
is recognised at a later point in time.

6

Addressing hybrid mismatch arrangements

83

Imported Mismatch Rule
(Clause 30(1), section FH 11, and clause 30(4))

Proposal: section FH 11
The imported mismatch rule is designed to prevent taxpayers from entering into arrangements
where deductions and taxable income initially match but structured arrangements or
arrangements with group members in jurisdictions that have not introduced hybrid mismatch
rules, indirectly shift the tax advantage to a jurisdiction that has not applied the rules. For
example, using a back to back financing arrangement an ordinary (vanilla) loan to a New
Zealand entity, is ultimately funded through a mismatch arrangement elsewhere in the group
which is not counteracted by foreign hybrid provisions. The objective of the rule is to protect
the integrity of the other hybrid mismatch rules by removing the incentive for multinational
groups to enter into hybrid mismatch arrangements.

Proposed section FH 11 denies a deduction for a payment (imported mismatch payment) in the
circumstances described.

Submission 1: delay imported mismatch rule
The implementation of the imported mismatch rule for both structured arrangements and other
imported mismatch payments should be delayed until a majority of the OECD countries have
implemented their own hybrid mismatch rules.
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Submission 2: delay imported mismatch rule for structured arrangements
If submission 1 is not accepted the implementation of the imported mismatch rule for structured
arrangements should be delayed until income years beginning on or after 1 January 2020.

Comment
The imported mismatch rule is the most complex of the hybrid rules to apply. If New Zealand
implements the hybrid mismatch rule ahead of its trading partners, an onerous and unfair
compliance burden will fall on New Zealand taxpayers. This is because New Zealand taxpayers
will have to trace funding flows through potentially multiple and unlimited chains of related
entities and jurisdictions. The source and application of funds is not always clear.

Taxpayers will need to understand the foreign tax treatment of payments that may have no
direct connection with their particular operations, and will need to keep abreast of any legislative
developments in those foreign jurisdictions that may change the position taken in New Zealand.
This assumes there is an appropriate level of transparency within the group.

Given that most of our major trading partners have not implemented these rules it is unlikely
that groups will be monitoring the existence of hybrid mismatches on all intra group transactions
and will not be prepared to go to that extreme for New Zealand taxpayers.
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To administer these rules Inland Revenue will need a complete understanding of the respective
tax treatment for each entity in a wider chain of entities involved, including aspects that
otherwise have no direct effects or consequences from a New Zealand revenue perspective.

Importantly, the imported mismatch rule will breach a fundamental tax policy design principle,
namely that the policy is workable for taxpayers and compliance costs are kept to a minimum.
It also has the potential to significantly reduce taxpayer certainty with New Zealand resident
taxpayers exposed to interest and penalties due to inadvertent non-compliance.

Submission 3: identifying resulting payment
Proposed section FH 11(5) should be amended. It refers to subsection (4)(a) which does not
exist.

Submission 4: incorporation of the hybrid mismatch report into NZ law
We do not support proposed section FH 11(5) which requires the amount to be determined
consistently with the approach described in chapter 8 of the hybrid mismatch report. This
effectively incorporates chapter 8 of the OECD (2015) - Neutralising the Effects of Hybrid
Mismatch Arrangements, Action 2 – 2015 Final Report into New Zealand law. The legislation
should clearly prescribe how the amount should be determined.
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Comment
The proposed incorporation into the Income Tax Act 2007 of the OECD (2015) - Neutralising
the Effects of Hybrid Mismatch Arrangements, Action 2 – 2015 Final Report by reference raises
a number of concerns:

•

The Income Tax Act 2007 does not expressly include a power to incorporate
material by reference, which would be best practice.

•

Chapter 8 is not expressed in terms that impose clear obligations and is not
expressed in plain language that will be understood easily by taxpayers. For
example, chapter 8 contemplates “that each member of the group will calculate
the amount of imported mismatch payments and hybrid deductions on the same
basis…” However, in reality this may not be the case.

Group companies that are resident in jurisdictions that have not introduced hybrid mismatch
rules are unlikely to perform calculations. Only one country, the United Kingdom, has actually
introduced hybrid mismatch rules. Australia has released draft legislation and explanatory
materials for consultation and the European Union member states have committed to
implementing the OECD hybrid recommendations in respect of intra EU arrangements, effective
1 January 2020.
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In addition, countries may take different approaches in calculating the hybrid mismatch.
Chapter 8 does not provide any guidance on how to account for foreign exchange, whether it
should be included or not.

•

The fundamental principle that the law should be accessible to all may be
infringed. The guidelines are the property of the OECD so appropriate licensing
arrangements would need to be agreed.
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Surplus Assessable Income
(Clause 30, section FH 12)

Proposal: section FH 12
Proposed section FH 12 allows a deduction for hybrid mismatch amounts to the extent that the
person paying or deriving the amounts has income which is taxable in New Zealand and is also
taxed in the other country giving rise to the hybrid mismatch (dual inclusion income). This
income can arise in a different income year from the year the hybrid mismatch amount is
disallowed. The purpose of proposed section FH 12 is to reverse the denial of deductions (or
inclusion of income) where there is dual inclusion income.

Submission: section FH 12 should apply separately to each mismatch situation/transaction
Proposed section FH 12 should explicitly state that it applies separately to each mismatch
situation/transaction.

Comment
Proposed section FH 12 is difficult to understand and apply. The rules are complex and the
need to track each mismatch situation will impose a significant compliance burden on New
Zealand taxpayers. Examples included in the legislation would assist in helping to understand
and apply the proposed section.
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Submission: continuity requirements
We do not support proposed section FH 12(8).

Comment
In our view it is not appropriate to restrict the carry forward of a mismatch amount or surplus
assessable income based on the 49% continuity of ownership which applies to tax losses. If
deductions are denied but surplus assessable income is returned in a subsequent year, an
offset is appropriate to prevent double taxation irrespective of a loss of continuity.
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Dividend Election
(Clause 30, section FH 13)

Proposal: section FH 13
Proposed section FH 13 allows a person who pays interest that is non-deductible as a result of
the hybrid rules to treat the hybrid instrument as a share for New Zealand tax purposes and the
interest payment as a non-deductible dividend.

Submission
We support the inclusion of a dividend election.

Comment
The Government should be commended for including an election in the proposed legislation
that allows taxpayers the choice to treat a hybrid financial instrument, for all tax purposes, as a
share and the payment of interest as a dividend. The election could eliminate any potential
double taxation arising as the payment may be able to be made without non-resident
withholding tax (NRWT) if imputation credits are attached or a zero percent NRWT rate is
available under an applicable treaty.
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Opaque Election
(Clause 30, section FH 14)

Proposal: section FH 14
Proposed section FH 14 allows a New Zealand resident to elect to treat a wholly owned foreign
hybrid entity (for example, a foreign partnership) as a company for New Zealand tax purposes
so that there is no hybrid mismatch, and the hybrid rules do not apply.

Submission
Whilst we strongly support the inclusion of an opaque election, the election should not be limited
to an owner, who has all the ownership interests in a hybrid entity, or who is a member of a
wholly owned group that has all the ownership interests in a hybrid entity or to hybrid entity
interests held on introduction of the Bill.

Comment
The Government should be commended for its decision to simplify compliance for taxpayers
who set up foreign hybrid vehicles before the hybrid rules were introduced. However, the
elective regime should be available where the hybrid entity has more than one owner or to those
entitites held on introduction of the Bill.

The concern that the hybrid rules address is certain non-taxation results for New Zealand
investors and investees. Those effects can be counter-acted by the hybrid rules or removing
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the hybrid effects. There are acknowledged commercial and tax effects for hybrid entities.
These effects are not limited to cross-border effects. They are useful for domestic investors as
well. If the hybrid concern does not arise for such investors, an election which counters the
cross-border hybrid result for New Zealand should be acceptable and allowed. This means there
should be no restriction as to ownership or time of acquisition.
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Hybrid Rule Definitions
(Clause 30, section FH 15)

Submission: structured arrangement
The definition should be amended. “Structured arrangement” should be defined to include the
facts and circumstances test as set out in Recommendation 10.2 and 10.3 of the Final Report7.

Comment
The definition does not duplicate the facts and circumstances test set out in Recommendation
10.2:

“Facts and circumstances that indicate that an arrangement has been designed to produce a
hybrid mismatch include any of the following:

(a) an arrangement that is designed, or is part of a plan, to create a hybrid mismatch;
(b) an arrangement that incorporates a term, step or transaction used in order to create a
hybrid mismatch;
(c) an arrangement that is marketed, in whole or in part, as a tax-advantaged product where
some or all of the tax advantage derives from the hybrid mismatch;

7

Ibid 3
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(d) an arrangement that is primarily marketed to taxpayers in a jurisdiction where the hybrid
mismatch arises;
(e) an arrangement that contains features that alter the terms under the arrangement,
including the return, in the event that the hybrid mismatch is no longer available; or
(f) an arrangement that would produce a negative return absent the hybrid mismatch”.

Furthermore, it does not include Recommendation 10.3

“A taxpayer will not be treated as a party to a structured arrangement if neither the taxpayer nor
any member of the same control group could reasonably have been expected to be aware of
the hybrid mismatch and did not share in the value of the tax benefit resulting from the hybrid
mismatch”.

Because recommendations 10.2 and 10.3 are not binding on the Commissioner, the exclusion
of the tests mean every arrangement which gives rise to a hybrid mismatch will be characterised
as a ‘structured arrangement’. Consequently there is a real risk of overreach.
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FIF Rule Changes Relating to Hybrid Rules
(Clauses 12-16)

Proposed amendments to the FIF regime will mean that a person with a FIF interest will have
to use the comparative value method (CV) if the FIF is entitled to a deduction or equivalent tax
relief in relation to a distribution or the person holds shares as a share user under a returning
share transfer which is within the scope of the hybrid rules.

Submission 1: do not change the FIF rules
We do not support the proposed amendment, relating to the hybrid rules, requiring the use of
the CV method. Taxpayers should have the choice of using the FDR method.

Comment
The extremely broad definition of structured arrangement will mean small investors (including
‘Mum and Dad’ investors) that have FIF interests may unwittingly be subject to the hybrid rules.
The proposed changes will create an unreasonable and significant compliance burden for these
small investors who will need to work through proposed section EX 46(10)(d) to establish which
method they should use to account for their FIF interest. Furthermore, the FIF may not be
prepared to disclose the information required and investors will not be in a position to exert any
pressure to obtain the required information.
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In our view FIF taxation does not present a problem making an amendment necessary. The
FDR method was designed to tax a deemed rate of return as a proxy for income from a share,
that in the classic sense is a dividend. Government should make it clear that non-inclusion
income does not arise when an investor uses the FDR method to account for their FIF interest.

97

NRWT Changes Consequent on Hybrid Rules
(Clause 41)

Proposal: determination of non-resident financial arrangement income
Proposed section RF 2C amends the formula for determining whether a financial arrangement
gives rise to non-resident financial arrangement income. The commentary suggests this will
ensure that expenditure for which a deduction is denied or deferred under the hybrid rules is
not taken into account in determining whether a loan gives rise to non-resident financial
arrangement income.

Submission 1: deduction deferred as a result of timing mismatch
We agree where a deduction is deferred as a result of a timing mismatch the formula for
determining whether a financial arrangement gives rise to non-resident financial arrangement
income should be amended.

Comment
We note the commentary is particularly confusing. For example, the final sentence states:
“Once the deductions are denied, they are intended to be included in the denominator”.
Whereas the penultimate sentence says: “The denominator is intended to be reduced by the
amount of deductions which have been denied or deferred under the hybrid rules”. Our question
is, should deductions that have been denied be included in the denominator or not?
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Submission 2: no NRWT where deduction permanently denied
Non-resident withholding tax (NRWT) should not be imposed if a deduction is permanently
denied under the hybrid mismatch rules.

Comment
As a result of the proposed change, NRWT will be payable on a cash basis when a deduction
has been denied or deferred.

We understand the rationale for imposing NRWT when a

deduction has been permanently denied.

However, in our viewing imposing withholding tax

while denying a deduction for a payment is inequitable. Such an approach would increase the
cost of capital if there is a gross up clause, which will generally be the case.
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Thin Capitalisation Changes Consequent upon Hybrid Rules
(Clauses 19(1)-(3) and 26)

Proposal: treatment of interest deduction denied under hybrid rules in thin capitalisation rules
A proposed amendment to section FE 6(3) and section FE 15 ensures that interest for which
deductions are permanently denied under the hybrid rules does not give rise to additional
income under the thin capitalisation rules and that the debt associated with such interest is not
treated as debt under those rules.

Submission: consequential thin capitalisation changes
We support the proposed changes that ensures income does not arise under the thin
capitalisation rules when an interest deduction has been denied under the hybrid rules and the
debt associated with that interest is not treated as debt under the thin capitalisation rules.
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NRWT on Hybrid Arrangements: Treaty Issue
(Clauses 4 and 42)

Proposal: application of NRWT where interest deduction allowed in NZ
To ensure NRWT or AIL applies in all instances where a deduction is allowed in New Zealand
for an interest expense notwithstanding our double tax agreements. In other words, this rule
would override our double tax agreements.

Currently, when a New Zealand branch or permanent establishment (PE) of a non-resident
company borrows money from another non-resident in the same jurisdiction as the PE’s
corporate residence and the borrowing takes place under a hybrid instrument which means it is
treated as debt by New Zealand but equity by the overseas jurisdiction there is some doubt as
to whether NRWT can be withheld. This is based on the premise that the payments are
dividends for the purposes of our double tax agreements.

The proposed amendment is intended to clarify this issue.

Submission: NRWT/Hybrids
We do not support the proposed amendment.
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Comment
The proposed amendment unilaterally changes the effect of our double tax agreements. An
indirect amendment to override the double tax agreements is unacceptable. If the proposed
change is a clarification then this should be clearly stated in our treaty negotiation papers and
supported by our double tax agreement partners.

Any change should be a negotiated

amendment with our treaty partners.
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Other Policy Matters
Increasing Inland Revenue’s Ability to Obtain Information from Offshore
Group Members
(Clauses 50, 51, and 53 to 55)

Overview
It is proposed to expand the scope of the existing section 17 powers to allow the section to also
be used to request information or documents that are held by any member of a large
multinational group. This includes members that are non-residents, such as a parent or a sister
company.

A new civil penalty is proposed of a fine of up to $100,000 for a member of a large multinational
group who has failed to comply with a request for information. It is proposed the changes will
apply from the date that the Bill is enacted.

Submission: powers to apply to future tax years only
That the new powers should apply only to future tax years.
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Comment
These powers can be used to pursue current or new investigations, even if those investigations
cover income years prior to the date of enactment. We do not believe this is appropriate and
that any changes to penalties legislation should be prospective only.

Submission: Legislative process for use of extension of Commissioner’s powers
That there be a legislative process that the Commissioner must follow before she uses this
extension to her powers.

Comment
Whilst we acknowledge there may well be situations where it may be opportune or expedient to
utilise this extension to the Commissioner’s power, we believe this power should be used as a
last resort. The Commissioner should be required to use other avenues to obtain the information
or documents she requires first. This section cannot be a default for a lack of enquiry or
investigation.

The process for the use of the power should be set out in legislation.

Submission: requirement to have regard to other sources of information
That the Commissioner should be required have regard to other sources of information before
using the proposed new power.
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Comment
If the information is publically available the Commissioner should gather it from those public
sources. Secondly she should be required to utilise her treaty networks or mutual co-operation
agreements to gather the information before resorting to utilising this power.

Submission: assessment to be soundly based
That any assessment based on the operation of this expanded power must be soundly based
at law.

Comment
Proposed new section 21BA would allow the Commissioner to make an assessment based on
the information she has available to her if the taxpayer does not provide the information
requested. In our view, the Commissioner should not be at liberty to raise an assessment which
is not soundly based at law. The Commissioner cannot rely on assumptions that are not
reasonably backed by valid information. A lack of information cannot be seen as an opportunity
to raise any assessment (including a default assessment) based on conjecture or best guess.

Submission: limited operational delegation power
That operational delegation of this power must be limited.
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Comment
The use of this power needs to be controlled and should only be used as a last resort. The
threat of this power must not be used as a threat in the course of an audit. Operationally this
power should only be delegated to appropriate Deputy Commissioners or New Zealand’s
Competent Authority.

Submission: IR to advise when information sought from another group member
That Inland Revenue should be required to advise the taxpayer when information is sought from
another group member.

Comment
Where information is sought from another group member it is important that the New Zealand
taxpayer is advised. We would be particularly concerned if a New Zealand company was
penalised where information had been sought from an overseas entity and not provided. The
Commentary on the Bill states (page 109):

“In practice, it is anticipated that the Commissioner would request the information from
the group member who is resident or potentially subject to tax in New Zealand. This
group member would then source the required information from non-resident members
of their group. The information would be passed on to the relevant New Zealand
taxpayer who would then supply this information to the Commissioner.”

106

However, the legislation does not appear to explicitly reflect this process. The legislation should
be amended so as to provide for the imposition of a penalty on a taxpayer only when it was the
entity issued with the information request, or is aware of the request.

Submission: no penalty if information does not exist
That the Commissioner should not have the power to levy a penalty if a taxpayer fails to provide
information that does not exist.

Comment
At page 109 of the Commentary on the Bill it states that the consequences in section 21 are
intended to apply whether or not the information exists because it is intended that the
Commissioner can still impose a sanction where the multinational group has not prepared
transfer pricing documentation or has not attempted to calculate the profits attributable to a PE.

We understand the wish to ensure that taxpayers are not better off as a result of having done
nothing at all. However, it is not appropriate to penalise a taxpayer for not providing something
that does not exist – in particular if they do not have the information to prepare it.

Submission: guidance on when information will be misleading, incomplete or inadequate
That the Commissioner should issue guidance as to when information will be misleading,
incomplete or otherwise inadequate.
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Comment
The use of the proposed powers should be limited to situations where the taxpayer has not
acted in good faith (such as by not cooperating with reasonable documentation requests or by
filing false or misleading returns). The proposal, as presently worded, has the ability to apply
to all taxpayers, even those who are doing their best to comply. If the wording of the section is
not amended, we believe the Commissioner should issue guidance as to when she will invoke
these powers (i.e. when she will consider information to be misleading, incomplete or otherwise
inadequate).

Overall, the proposals focus heavily on enacting rules to deal with taxpayers who are
uncooperative or have a poor compliance record. We believe that the rules (or, at the least, IR
guidance) should make clear that they are intended to apply only where the taxpayer has not
acted in good faith.

As well as enacting punitive rules, Government should enact rules to incentivise taxpayers to
achieve a good compliance record.
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Collection of Tax from Local Subsidiary of Multinational Group Member
(Clause 38)

Overview
Inland Revenue considers it is currently difficult to collect tax from large multinationals that have
no direct presence in New Zealand. It is proposed to allow Inland Revenue to collect tax owed
by a member of a large multinational group from any wholly-owned (local) member of the
multinational group, by treating the New Zealand member as agent of another member of the
large multinational group. The new rule will apply from income years starting on or after 1 July
2018.

Submission: rule should not be used when it would create financial jeopardy
That the rule should not be used in situations where it would put the locally owned group
member into financial jeopardy.

Comment
Although the local member of the multinational group is treated as an agent of another member
of the large multinational group for outstanding tax, this power must not be used as a blunt
instrument to collect the non-resident’s outstanding tax without following due process. The local
member of the large multinational group should not be placed into financial jeopardy to meet
the outstanding tax of another group member.
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Submission: normal Inland Revenue debt collection processes be followed
That normal Inland Revenue debt collection processes should be followed in application of this
proposed rule.

Comment
That normal Inland Revenue debt collection processes should be followed in the collection of
any tax under this proposed rule. The local entity should be given the opportunity to negotiate
payment terms. This may mean that the tax is paid by instalment over time.
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Deemed Source Rule
(Clause 44)

Proposal: item to have NZ source when NZ has the right to tax under a DTA
To deem an item of income to have a source in New Zealand under our domestic legislation if
New Zealand has the right to tax the item of income under a DTA.

Submission
That we understand the rationale for the proposed amendment.

Comment
A non-resident’s sales income will generally have a New Zealand source only if their domestic
subsidiary is acting as agent for the non-resident. Thus, as the law stands at present, there
may be situations where the DTA would allow New Zealand to tax a non-resident on its sales
income but our domestic law would say that there is no New Zealand source (and thus no New
Zealand tax). The amendment will specify that the income has a source in New Zealand and
thus is subject to tax. This appears reasonable.
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Life Reinsurance
(Clause 9)

Proposal: deny deduction for life reinsurance premium if premium not taxable in NZ
To amend the Income Tax Act 2007 to deny a deduction for a life reinsurance premium paid to
a non-resident life reinsurer if the premium is not taxable in New Zealand, including under a
DTA.

Submission
That this outcome should be achieved by renegotiating the relevant DTAs.

Comment
As with the proposals to amend the PE rules, these rules would be a domestic law override of
a negotiated agreement. We agree that the combination of section DR 3 and the wording of
Article 7 in the DTAs with Canada, Russia and Singapore results in a more favourable tax
treatment for a life insurance business operating out of those countries. However, this would
best be rectified by agreeing a protocol to each of the DTAs involved rather than imposing a
domestic law override.

We remain concerned that a unilateral action by New Zealand to claim some of another
country’s tax base could result in other countries retaliating by imposing additional overseas tax
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on New Zealand based businesses. This would decrease New Zealand’s tax take rather than
increase it.
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