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INTRODUCTL Ol

This paper will attempt a description of the taxation

of Companies in hew Zealand with some attempts to display

the rationale behind the particular method of taxation. The
taxation relationship betweern the shareholder and the
Company will also be discussed in the light of overseas
developmerits in recent years.

The Company will be examined as an individual entity
and in its relationship to the group. The position of a
"loss compauny" in the taxation structure of the group also

bears examinatiori,.




PRE=INCORPORATION

A Company does not derive, for the purposes of taxatiorn,
any income before incorporation., In the case of a rnew
Company taking over an existing business the income will
remain that of the vendors or become that of the trustee to
the Company to be formed. Generally a Vendor would seek to
avolid any taxation liability being imposed on him once he has
sold the busiiess.

The position of persons acting for a Company to be

formed is generally unsatisfactory, the position could arise

that while they may have to account for profit before the

Company isffhéy méykl;‘fact be liable for taxation.

The rate of taxation may be affected as while in
relation to the unformed Company the sums earnt would be the
commerncement of its income, in relation to the trustee the
sums would increase his income for the year and be taxed at
possibly an higher rate. 1t is therefore desirable to have
the income derived by the Company as soom as possible.

In practice the Commissioner adopts a sensible and
convenient solutiorn, Where the period between the times when
the trustee begins trading on behalf of the Company and the
Company is incorporated is short the Commissiorer assessed the
whole of the income as being that of the Companys. It is only
wher the period is extended that a trustee or agent for a

company to be formed will find himself liable for tax.




Defirition of "Company"

For taxation purposes Company is defined in the Land
and Income Tax Act 1;;41 5.2, as:-

"... any body corporate, whether incorporated

in New Zealand or elsewhere, but does not

include a local or public authority.

O 8.153B 2(9) Unit Trusts were included in the definit-
ion of "Company". Building Societies, Friendly Societies and
Trade Unions are incorporated bodies exgluded from taxation as
"Comparnies". The definition is extepemely wide and would
catch ewery incorporated society unless excluded from the act.

This paper will however, be coufined to taxation of Companies

incorporated under the Comparies Act with reference also to

the taxation of the shareholders in those Comparies.

¢ 1

words 1n the
r" and "person". On S.2. "“"Person"

commornly

ute are "taxpaye

/sta
includes a company and the definition of "taxpayer" is "a
person chargeable with land tax or income tax". There can be
no doubt that Companies are intended to be caught by most of
the sections in the Act. "Compauy" figures in other
definitions in S.2; a hew Zealand Company means a company which
is incorporated in New Zealdand and not surprisingly an overseas
Company means a Comparny other than one incorporated in lew
Zealand. The non resident investment company has a section
deveted entirely to LtL which section was included in the Act
in 1768, The meaning of such a Company is a company which
derives no income from hew Zealand except interest and has no
other investments or :assets: except that principal from which

the interest id derived, or a company which total assets

Hereafter unless specifically mentiored all sections
referred to will be of The Land and Income Tax Act 1954.

o ~
D e &5
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consists of more than half of development investments.

Development investments are investments of a nature which by

order in Cowncil are %“de pment investments" for the purposes
of the section, Other definitions such as the definition of

proprietory company will be considered later.
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The Distinction Between the Taxation of Companies and

the Taxation of Individuals

While the Company is caught by the definition of

~

"person" in section 2 there are many important differences
between the taxation of companies and of individuals. ©Not
always 1s the taxation of the Company clearly devorced from

the individuals taxation as in the case of bonus issue tax the

Company in effect pays the tax on what is really income

gained by an individual”. The relationship between the

Company and the individual shareholder ir the Company 1s
established r taxation purposes by & but recently in Great
Britain and in Australia the relationship has been
reconsidered., Since New Zealand included "“dividends"™ in the
definition of income only as late as 19586 it is unlikely that
any real change will become apparent in this field for some
time, However, fiscal statutes are suseptable to rapid

and the fact that a policy was implemented ounly
sixteen years ago dees not necessarily indicate that the
policy is permarnent., Some suggdestions for the reform of the
relationship between the shareholder and the Company will be
found later.

The most obvious difference between the Company and the
individual is the rate of taxation. The Compaily rate varies
depending on which type of Company is sought to be taxed. For
the 1973/74 income year the basic rates of taxation for
resident companies was 20 cents in the dollar for the first
$6,250 of assessable income together with a further .00z cents

in the dollar for each dollar of that assessable income, as

Borius issue tax will be considered later.

With however, some notable exceptiorns. The delay in

effecting an amendment to S.108 was inexplicably long in
the face of clear judicial opposition.




does not exceed $6,250. A flat rate of 45 cents in the dollar
such amount of assessable income as exceeds

The non resident company tax rate is basically 5%

S
the resident company tax rate” There are

several companies in a specially rated class of taxation.
Group comparnies are assessed on the basis of an aggregated
income while Life Assurance Companies pay only 40% oun the
amount of tax which is usually payable with Life Companies.
The rate for resident companies always applies not tha rate
for non resident companies although the company in fact may
be rnon residernt.

The treatment of Life Assurance Companies was discussed

by Quilliawx J. in National Mutual Life Association of

Aust ia CIR |1972 .Z,L.R. 10217 at page 1029 where his

Honour stated,

"1t seems inescapable that the treatment of 1life
Liusurance companies with regard to the assessment

of taxation has been not only special and different
but also favourable... It may well be that the reaso
for this favourable basis of assessment has beer

the mutual nature of life iunsurance companies but

it is idle to pretend their treatment is not a
favourable one",.

Couwnisel For the life insurance company had argued that

special positior enjoyed by the company was a recognitio:

question of mutuality and not a favourable position.

With respect Quilliawn J was quite correct in holding that the

Life Company was in a generally favourable position. It is

This factor has raised certain problems in the
interpretation of double tax agreements, the argument
being that non resident companies are discrimirated
against,




7.

submitted that the favourable position is less a regognition
of mutuality than an attempt to £ind a satisfactory method

a class of Companies in a difficult
position. The type of business is wiique in that in the
early years of formation the income, and in fact the majority
of transactions are largely a collection of premiums., If
the Companies were assessed at full rates on the collection

of premiums then disaster may strike in later years whern the

. : g : ®)
time comes to pay out s e of the morieys gained by premium .

Basically the special treatment appears to be a recognition of
the special type of business rather than of mutuality.

Mining Companies also enjoy a tax savirng ard a non
resident mining operator has different treatme: attracting

the flat rate of 45 Ln 1€ - Non resident
investment companies attragt reduced rate of tax while in
the proprietary compauny situation the profit car be imputed
to the shareholders. From t; to time Governmerit declares
by Orderrin Councel that ertain development is a special
developmeri ard the Company thereby engaged is entitled to
some form of tax saving

other hand

a graduating scale.
rate was 7.85 cents in the dollar
maximum of 50 cents ir he dol: over $12,000. The rate of
tax iancreased only 9 cents in the dollar from $4,501 to 512,000
which places the greater burden of tax on a "middle income"
group. Coupled with the law maximum rate of taxation provides
Justification for the expression that New Zealand is “a tax

haven for the rich".

The most important section as regards
Compariy is S.149




The non resident company can be contrasted to the
individual who is absent in that the company is taxed on a
special formula. The non resident investment company is
defined by S.2A7 and such Company may in effect be given

tax rate by order in Council. The attractive
situation is not made available to the individual who happens
to
company can derive non assessable income From
shares. Part of the definition of "non assessable
2 includes "Dividends derived from comparies

exempt from income tax urder S.86¢c. Section 86c (1)

>rovides that derived from any company that is a

New Zealand resident compary (other than from companiyes whic

are exempt from tax) shall be exempt from income tax. The
is that the dividerds are now taxable in the hands of
dividerd paid to a company is

-

which that company pays to
of bonus issue tax or
y attracts. To tax the
would therefore be a form of double
taxation. Obviously the example has
individuals.
Company does not have available to i
exemption enjoyed by the individuals. The Company along with
the individual and all other varities of taxpayer can claim a
deduction under 5.111, The difference between the deductio:
the special exemption is firstly that the deduction is
universally available whereas the ppecial exemption has to be

specifically created by statute. S.111 offers a general and

mentioned above




which is available wiless
statute. The special exemption is unavailable unless

"

statute. A deduction maj

expires if
scial exemptions available

taxpayer are, the personal exemptliol, the marrie
exemption, the housekeeper/child care exemption, the dependant
relative exemption, donations/school;fees exemption, (a
company does attract a tax advantage 1

not as a special exemption), life

- ;@ are more

contribution exemptior, absentee ex Lons (thaes
limited than the resideit emptions ) and the
are available
taxpayer. The most widely known rebates are
rebate and the overtime or shif work rebate. Ou
the ycaer | L ly a Compaily €ilj rg tae L.‘-.\l'\/'u“t&,ljﬁs Qit.?:;i‘l"':}‘\.l
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wbthholding income. The rion resident company does attract
some taxation advantages in that it is not liable
retention tax unless it is under the control of New Zealand
residents, admittedly a very slight advantage indeéed.

The rnon resident also receives a 5% special rebate or
1ts taxable proprietary iricome and ‘on 8.78F enjoy a rebate

respect of ircome from special development projects. Non

resident investment companies may also enjoy concessions which
are not available to resident investment compa iesTl

It is difficult to conceive of problems arising with
5.166 (2)(a) as whether a Company is incorporated in nNew
7ealand will be one of the simplestiquestions of
fact. Qu lons may be rai however, under $.166(2)(b)
wvhere, in following the definition provided by S.

company resides in New Zealand if it has its head office,

the centre of its administrative management, in New

definition provided in the section resembles the

test FPor residence for income tax purposes laid down i1

De Beers Consolidated Wirfeés Limited v Hole 5 Tax Cas 213 in

which Lord Loreburrn LC said that a company residss for income
tax purposes where its real business is carried on and its
"real business is carried on" where the central management
and control actually abides. "Real business" must be take:
something other than the day to day trading of the
hich may be called its coutact with the outside
The words should be taken to mean the making of
lecisions which affects the company in its dealings with
ttself and with outsiders. The normal place for such decisims

made i1s the head office. The only other possible
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nore than one

wedish ntral v o, T.td v Thombpeon;

priri e was called "trite law" by Viscount
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The Commissioner
the company as being resident
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shareholder and the company are distinct entitlies.

Alternatives to the Present System

while liew Zealand has been experiencing taxation of

dividends for a comparatively short time events in the United

Kingdom and other countries have prompted a consideration of

whether w Zealand enjoys the best system of taxation vis a

company and saar

eholder. The New Zealand system 1s a
classical one rate system with no distinction drawn between
distributed ard undistributed profits, although the actual

T'he system is inequitable as it

shareholder bearing a Jreater burden

might otherwise. The most simple of

cammples illustrates the inequity;
1 J

=2}

Taxpayer A = a low luacome taxpay

Company rate (say)
laxpayer A (say)

Aggregate rate of tax

15% hi _jfi‘if
her. Similarl
stributions the

regated tax

the corporat
ance payment
holders incon
Where it is

Me Freuch tax
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e
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the British American Tobacco Co Ltd v Inland Revenue

the facts were that the Appellant company held

commniLssioners

e e e s

shares in eleven companies operating outside
In four companies the Appellal
the other seven it held 50%

Bibb;
o vote and
ht Directors

e = gt
these of the

7,500 ordina
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Group Assessment

Closely associated companies were previously assessed
under a joint assessment which vested considerable powers in
the Commissioner by way of exercise of discretion. The
situation was regarded as unsatisfactory and this concern
resulted in the present S.141 which removes virtually all
discretion from the hands of the Commissioner. Once the
srovisions of the statute are found to apply then the
commissioner is bound to apply a group type assessment. The
aim of the old section was to regularise what would have been
an obvious loop hole and the philosophy of the section remains
unchanged. The ouly obvious differe.ce in the mechanics of the
section is that the new section provides for a loss compauny
wvithin the group, a facility which was unavailable under the

oint assessment provisions.
of group assessment is to impose a liability
incomes of the companies in the Jgroup,
the effect of raising the rate of tax to
pary, Double taxation avoided in that
qroup are not included in the assessment.

snjoy the facility of being immediately able

Relationship with Proprietary Assessment

Group assessment applies to both the parent/subsiduary

type of group armangement as well as the "sister" company type
of arrangement. Propreitary tax 1is limited only to the
nyertical" parent/subsiduary and is confined to the case where
the shareholders are themselves compa:ies. The group assessment
provisions are very much wider but the proprietary situation
will apply where § common control between two companies cannot
becgstablished and there is a 25% shareholding in one company

by the other. It should not be forgotten that proprietary




assessment is tax assessed to the company as a shareholder
whereas a group assessment is the assessment of the compary
itself.

Where a company in a group derives proprietary income
from another compary within the same group the income is
disregarded for the purposes of a group assessment
taxation could thereby result. There is no similar considerat-
ion where the proprietgry d¢ancome is derived from a company
outside of the group. Where under $.140 the Mirister of
Finance declares a company not to be a pProprietary company the

same temporary reliief to allow the establishmernt of a new

. . , 41
industry applies to the group situation
Pl 3 I s

Definitions

Section 141 clearly saves the other provisions in the act
and the scheme of group assessment cannot be taken to be an
exhaustive code., The saving words are,

"ses every company included in a group of companies

shall be assessable and liable for income tax in

the same manner as if it were a company not included

in a group of companys".

company is one of a group where it is one of any two or
more companies where the ajgregate of the "prescribed proportio-
thirds or more of:-
the paid up capital; or
nominal value of allotted shares; or
the voting power; or
the entitlement to yrofits.*?

ine prescribed proportions mentioned means the lowest proportior

probiso to $.141(2)

S.141(2)
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of paid up capital or the lowest proportion of nominal value,
voting power or entitlement to profits43. There will be no
group if the prescribed proportion does not achieve the
necessary two thirds. The tests of a group are separate
independent criteria but the same test must be satisfied across
all the companies before the group situation arises. While the
Commissioner can select any test to apply he cannot satisfy one
test with one company and another test on another company. If
however, a test should fail there is nothing to prevent him
from trying alternative tests.

The Land and Income Tax Act may be compared to the
Companies Act 1955 8.158 where 50% control is required. The
tax act is more concerned with who controls the distribution
rather than who controls the company and in a taxing statute the
control of the dividend is the more important aspect.

Shares held by a nominee are deemed to be held by the

44 and shares in one company held

person entitled to the shares
by another company are deemed to be held by the shareholders of
the last mentioned company.

rate of tax is established in subsection four which

provides that a company in a group will be assessed to tax at

the rate which would be assessable if that company had derived

an fnoome egyal to the amount of the total income derived by

the group. 1In effect it is the group that is assessed but the
subsection recognises that assessment is made on each individual

company within the group.

Losses Within the Group

specified group concept was introduced with the

L

S.141(3)(e)

see 5.141(3)(d) for defimition of nominee. Quaere whether

under a discretionary trust with the perent as a trustee to
pay to one of two children in his discretion the trustee is
a nominee as either child could be excluded.




37

eing that the same persons hold either the paid

up capital or the allocated shares at the end of the income

year. Where under section 137 there is a loss, the loss shall
be deducted from the assessable income of each of the companies
within the specified group in proportion to that companys
contribution to the total income of the specified group.
The deduction is of right and results is an automatic
cross—crediting of current and past losses incurred by one of
companies in the gpecified group. The case of a company
1s covered by subsection 7 as is the
a company with no share capital (an incorporated
would be for the purposes of the section, a company
share capital).
requirements
holding not less than 40% of the allocated
same p on of the paid up capital in the
relevant i 'he provision is designed to prevent
"4 v,q_;urﬂf

Ld

Pty Limited v

1e Australian
twosections are almost identical,
in the Australian S.26A,

"any property acquired by him for the purpose of ppofit
making by sale, or from the carrying on or carrying out
of any profit making undertaking or scheme"

Section 88(¢) reads in part,

"or if the property was acquired for the purposes

of selling or otherwise disposing of it... and all
pProfits or gains derived from the carrying on or
carrying out of any undertaking or scheme entered into

or devised for the purpose of making a profit".




The New Zealand section is 8lightly wider than the
Australian section in that the taxpayers intention is
introduced. Despite this the sections deésplay such a degree
of similarity that for the present purposes authority in
Australia has weight in New Zealand.

The facts were that a holding Company purchased 60% of

the shares of Kenneth wright Pty Ltd which had incurred losses

of $290, and owed debts of $260,000. The 60% shareholders

protected themselves against the 40% shareholders demands for

a@ share in the future profits by taking an assignment of the

debts and paying or threatening to pay the debts to the assignee
XCO (the holding company) received an assignment of the

debts in consideration of $4,000 which it borrowed from its

two shareholders.

In the year in question the loss company

The Commissioner maintained this Ancome (The Court held in
the difference was 1 income) Gibb J. held that
it knew would shortly yield $5,000 was

scheme. The judgment may be criticised in that

- 7

Honour so held irregardless that this was part of a wider

“he definition of scheme, the scheme of XCO was a

very small scheme in the light of McCle@land v F.C.T. (1970) 120 ’

C.L.R, 487. Barwich CJ's wview was that to be caught in a scheme
the taxpayer has to be engaged in something wiick might almost
be characterised as a business.

While the case is of a limited persuasive value only it is
to be hoped that it remains as an #solated case otherwise
problems may be experienced in the carrying forward of losses

after tke purchase of a loss compar.y.




Subvention Payme:nts

A subvention payment is a payment in the nature of a
subsidy between one company and another to offset or reduce
a loss incurred by the payee company. The payment is relatively
uncommon "as the provisions of carrying forward a loss und
section 137 seem to be preferred. However, under the section
137 situation the loss company has to be injected with an
income earning capability which may not be easy.

Furthermore, it is an advantage to set :off the loss

immediately as a subvention payment. Wwhere the group is not

wholly owned problems may arise as to whether a subvention

payment i1is ultra vires 1€ payee compar Whe there are
shareholders these persons should be satisfied and a
greement should be drawn under S.747(08)(: When
apparent that where
yersons the set off of
right
AL -
the companies must be included in the same Jgroup;
to make a subvention
>ayment ;
the loss must be a normal deductable loss;
the payment must be made not later than twelve montk
after the accounting period of the payee company,and

full disclosure is made in the accounts of both

companies.,

once the: LEeria ar net the payment is deductable by
the paying company and assessable income by the payee company.
The facility is also available to a wholly owned group but

woudld not need to be used.
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group assessments it should be
wishes apply to

mderstood that the Commi
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acceeds 1To an €as OXlc¢ ) eqgues




Excess Reterition Tax

Excess retention tax is not aimed at producing revenue
but rather to prevent large scale withholding of dividends.
The tax is attracted at a flat rate of 35 ceunts in the dollar,

but a relief is granted to new companies for up tc 6 years

and excess distribution may be set off against subsequent

assessments.,
to 1721l provide the code for assessment of the
Lginally applied to both public and private
companies. In 1961 it was confined to prdvate companies., It
difficult to see the need for the tax in the pwblic company
as the shareholders would probably exert more pressu for

=1

distribution than the possibility of the tax. In the

LiCiN

narrowved to proprietory companies which had previously

'
(&

ax and is now limited to proprietory campanies
the business of investment. The last mentioned

of company has a greater incentive to withhold income and
vestment then other

distribution of
calculated by

income and:~-

>f the amount
y exceeds income
payable; and
issue tax; and
dividends received by the company on the winding

up of another compary in which it was a shareholder.




Borius issues are ti ' ce retention tax
purposes as divideﬁds4‘ whi PI¢ ides the company from
distributing the fund as a bonus issue and as a dividend to
avoid excess retention tax. The company does not have to
pass on bonus issues which it derives as S.1728 provides that
a dividend being received by a company means dividend as defined

in S$.4. Bonus issues are excluded from S.4.

Bonus Issue Tax

A bonus lssue was previously regarded as a dividend in

4.6

X ' S ol v (o) - ) R .
the hands of the shareholder ' The effect of a bonus issue is

- 3

illustrated in IRC v Blott (1921) 8 T.C. 101 where it was held

that a company can decide on whatever it wants to do with its
accumulated pr« 3 and can if it wishes convert them as against
the whoie world ne bonus issue was held not to give an
immediate right to a larger amount of the existing assets but
simply to confer title to a larger proportion of the surplus
assets if and when a general distribution is made.

Macomber 1920 252 U.S. 169 it was held that a

stock dividerd evincing merely a transfer of accumulated surplus
to the capital account of the corporation takes nothing from the
property of the corporation and adds nothing to the shareholder.
T'o derive a gain from capital something of exchangable value
servered from the capital. he Court noted that without
the shares the shaeeholder did not have the means to
pay the tax which clearly indica .0 1 court that it was

a tax on capital.

Although excluded from S.4

46 Since 1965 bonus issue have been excluded from the
definition of dividend.




the Court is correct in its opini
desirable to plug on otherwise attractive

by reducing capital

is levied by section 172(p) and

17.5 cents in

the distributing company




gcoriclusion

This paper has not sought to exhaustively describe company

taxation in New Zealand but has indicated the salient features

thereof. Broadly speaking a company is assessed in the same

manner as an individual excepting that the rate i¢ different.
A reform is indicated in the relation of the company to the
shareholder in that on the present system of assessing company
and dividend rates the 1 antaged shareholder bears a

s proportionate burden of tax, accordingly an imputation

Proprietary income tax enjoys a narrow scope and is
limited to companies. The tax was narrowed several years ago
difficulties in administration and with the
the number of companies in recent years the
lems of administrat-—
eration may be to abolish
limits on group taxation to
revenue 1s inevitable this
in the
compli tax Not only the
strative load would be lightened but also
accountants and advisors who are
the tax each year. nfortunately the
Reverue,is, at the time of the writing of
to indic&te the proportion of Company

assessed on a etary DasSlsS.

Bonus issu oxcess retention and group assessments are
desirable in that avoidances are prevented. 1t is interesting

to note that apart from the simple aasessment of the individual




45.

company and isolated exemptions the majority of the compa y

tax law is formulated to counter avoidance through ever
increasingly sophisticated company structureg. It is
expected that the sophistication of the assessment provisions
will develop alongside company law and the taxing statutes

will become even more incomprehensible.
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