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9 June 2006 
 
 
Minister of Finance 
Minister of Revenue 
 

Proposed changes in tax rates – transitional and consequential 
issues 

Executive summary 

This report discusses key transitional and consequential issues arising from the proposed 
changes to tax rates for companies, [information deleted in order to maintain the current 
constitutional conventions protecting the confidentiality of advice tendered by ministers and 
officials]. Given that the aims of the business tax review include enhanced productivity and 
competitiveness, it is desirable to have an efficient, simple and low compliance cost approach 
to the transitional and consequential issues.  Even under this approach, there remain a number 
of issues that need to be addressed.   
 
This report looks at the issues in terms of four broad areas – the application date of the rate 
cut and related transitional issues, roll-over relief for assets transferred to a company 
following a rate reduction, the impact of possible rate changes on the various memoranda 
accounts and consequential amendments in relation to various tax rules.   
 
This report recommends that the business tax review discussion document propose that any 
change in tax rates apply from an income year rather than a fixed date.  This has significantly 
lower administration and compliance costs. 
 
Lowering the company tax rate will provide an incentive for groups of companies to enter into 
arrangements to claim tax deductions at the old higher rate while recording income at the new 
lower rate.  Officials recommend that the discussion document propose dealing with this issue 
through appropriate audit activity. The discussion document could also cover possible 
legislative options for dealing with this type of tax planning, including requiring companies to 
have the same balance date or introducing a specific anti-avoidance rule.  We also note that it 
is likely that the tax collected in the transitional year will reflect some acceleration of 
individual taxpayer deductions (despite existing timing rules) and be lower than would 
otherwise be expected. 
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A reduction in the company tax rate is also likely to mean that taxpayers currently trading 
through a non-corporate form (in particular trusts) will consider transferring their business to 
a company.  However, an impediment to such restructuring is the tax consequences that will 
arise on the transfer of property, such as depreciable property, livestock and forests, to the 
company.   A question arises as to whether it would therefore be appropriate to propose roll-
over relief (that is, the ability to transfer without a tax consequence) where there is no change 
in ultimate ownership of the business.   
 
Providing roll-over relief for trusts which restructure their businesses into a company is likely 
to reduce opposition to any increase in the trustee rate. However, this does have the 
disadvantage of excluding other forms of business entity that may wish to restructure into a 
company.   
 
The alternative would be general roll-over relief. This would be in line with the aims of the 
business tax review of enhancing productivity and competitiveness. However, in the past, 
roll-over relief has only been provided in very limited situations related to government-
enforced restructuring. It may also set a precedent for any future rate cuts. Officials therefore 
recommend that the discussion document propose only limited roll-over relief for trusts, if the 
trustee rate is increased.  
 
Any decrease in the company tax rate will automatically alter the imputation and dividend 
withholding payment (DWP) ratio. This ratio limits the number of imputation and DWP 
credits that can be attached to dividends.  This could mean there are “trapped” or excess 
credits at the company level. Officials recommend that the discussion document covers 
possible options to deal with trapped or excess imputation and other memoranda account 
credits as a result of a decrease in the rate at which credits can be used or attached to 
dividends, including retaining the status quo, allowing dual memorandum accounts and 
reducing excess branch equivalent tax account (BETA) and conduit balances. 
 
Finally, we also recommend that the discussion document cover a number of possible 
consequential amendments to various tax rules, including: 
 

• Changes to the provisional tax rules to prevent incorrect payment of provisional 
tax following changes to tax rates.  

• Changes to the resident withholding tax (RWT) rate on dividends to best match 
the marginal tax rate applying to the majority of investors, with the possibility of 
multi-rates to be considered.   

• Changes to the foreign investor tax credit (FITC) rules so that they continue to 
limit the total tax burden for non-residents to the company tax rate. 

• Changes so that companies will not be eligible to make further deposits into the 
main income equalisation scheme and forestry thinning operations income 
equalisation scheme.  These schemes allow taxpayers to smooth income flows and 
were introduced at a time when company rates were progressive.   There appears 
to be no strong policy rationale to allow companies to use them and they may be 
abused in the transition.   
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If you agree, we will incorporate these transitional issues into the draft business tax review 
discussion document. 

Recommended action 

We recommend that you: 
 
a) Agree that the discussion document on business tax reform propose: 
 

• that any tax rate change apply on an income year basis;  
 
Agreed/Not agreed Agreed/Not agreed 
 
• that group tax planning arrangements during the transition period are dealt with 

through appropriate audit activity; and   
 
Agreed/Not agreed Agreed/Not agreed 
 
• that limited roll-over relief be available for transfers of a business currently 

operating through a trust where there is no change in ultimate ownership of the 
business. 

 
Agreed/Not agreed Agreed/Not agreed 
 
 

b) Agree that the discussion document on business tax reform discuss options to deal with 
trapped or excess imputation and other memoranda account credits, including retaining 
the status quo, allowing dual memorandum accounts and reducing excess BETA and 
conduit balances. 

 
Agreed/Not agreed Agreed/Not agreed 
 
 
c)  Agree that the discussion document on business tax reform cover a number of possible 

consequential amendments in relation to the tax rules, including: 
 

• amending the provisional tax rules to ensure payment of provisional tax at the 
correct rate following any changes to tax rates; 

 
Agreed/Not agreed Agreed/Not agreed 
 
•  amending the RWT rate on dividends from 33% to reflect the main shareholder 

marginal tax rate, with the possibility of multi-rates to be considered;   
 
Agreed/Not agreed Agreed/Not agreed 
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• amending the FITC rules to ensure the total tax burden for non-resident investors 
does not exceed the company tax rate; and 

 
Agreed/Not agreed Agreed/Not agreed 
 
• that companies cease to be eligible to make deposits under the main income 

equalisation scheme and forestry thinning operations income equalisation scheme 
from 1 April 2007. 

 
Agreed/Not agreed Agreed/Not agreed 
 

 
 
     
 
 
[information deleted in order to protect the privacy of natural persons, including deceased people] 
for Secretary to the Treasury  Senior Policy Advisor  
  Policy Advice Division 
  Inland Revenue  
 
 
 
 
 
 
Hon Dr Michael Cullen  Hon Peter Dunne 
Minister of Finance  Minister of Revenue 
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Background 

1. Ministers have instructed that the business tax review discussion document should 
discuss a possible company tax rate reduction to 30%. [information deleted in order to 
maintain the current constitutional conventions protecting the confidentiality of advice 
tendered by ministers and officials] This report discusses transitional and consequential issues  
arising from these proposals, focussing on four broad areas: 
 

• whether any tax rate change should apply from an income year or a fixed date and 
related transitional issues;  

• the provision of roll-over relief for assets transferred to a company following any 
company tax rate reduction; 

• the impact of any company rate change on the various imputation and memoranda 
account rules; and 

• consequential amendments arising in relation to a number of tax rules, including 
RWT, provisional tax and income equalisation.     

Application date and transitional issues 

2. There are two application date options to consider if tax rates are changed.   Any change 
could be effective from an income year – presumably, as Ministers have publicly referred to a 
1 April 2008 implementation date, the 2008/09 year.  This is the simpler approach, with 
significantly lower administrative and compliance costs.  It fits better with the tax loss offset 
rules, and has generally been adopted when tax rates have changed.   
 
3. The alternative is to implement the change from a fixed date – say 1 April 2008.   Under 
this approach, taxpayers with non-standard balance dates would be taxed for part of the year 
at the old rate and part of the year at the new rate. This option is more complex, with 
significantly higher administration and compliance costs – for example, Inland Revenue 
systems would need to be redesigned to cater for numerous tax rates.   
 
4. We recommend proposing in the discussion document that any change in tax rates apply 
from an income year.  
 
5. Any decrease in the company tax rate will incentivise groups of companies to enter into 
arrangements between themselves to claim deductions at the higher rate and return income at 
the lower rate.  There are a range of options to deal with this.  Officials recommend that the 
discussion document propose dealing with this issue through appropriate audit activity, with 
Inland Revenue challenging taxpayer transactions, where necessary. 
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6. The discussion document could also cover legislative options for dealing with this type 
of tax planning. This could be by requiring group companies to have the same balance date, 
except where a different balance date is required to avoid a material distortion in the income 
of one of the companies.  Alternatively, a specific anti-avoidance rule could be introduced. 
  
7. [Information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials .  
 
 
            ] 

Roll-over relief 

8. With any reduction in the company tax rate, it is likely that taxpayers currently trading 
through a non-corporate form will consider incorporating their business.  In particular, if the 
trustee rate were to increase, those who currently conduct business through a trust might 
consider a transfer to a corporate entity.  In the primary sector, it is common to operate 
through a trust. 
 
9. An impediment to such restructuring is the tax consequences that will arise on the 
transfer of property to the new company.  For example, in relation to depreciable property 
transferred, there could be a clawback of depreciation deductions taken by the old entity and 
the new company would be ineligible for depreciation loading on the transferred asset because 
the asset would be second-hand.  In the primary sector income may arise on the sale to the 
new corporate of livestock and revenue account property such as forests. 
 
10. This raises a question about whether it would be appropriate to propose roll-over relief 
(that is, the ability to transfer without a tax consequence) where there is no change in ultimate 
ownership of the business.    
 
11. Providing roll-over relief for trusts which restructure their businesses into a company is 
likely to reduce opposition to any increase in the trustee rate. However, this does have the 
disadvantage of excluding other forms of business entity that may wish to restructure into a 
company.   
 
12. The alternative would be general roll-over relief. This would be in line with the aims of 
the business tax review of enhancing productivity and competitiveness. However, in the past, 
roll-over relief has only been provided in very limited situations related to government-
enforced restructuring. It may also set a precedent for any future rate cuts.  
 
13. On balance, officials recommend that the discussion document propose only limited 
roll-over relief for trusts, if the trustee rate is increased.  
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Imputation and other memoranda accounts 

14. A change in the company tax rate has implications for the various memorandum 
accounts, such as imputation accounts, which can be operated by taxpayers.  This is because 
these are linked to the amount of tax paid by corporate taxpayers. 
 
15. A decrease in the company tax rate will automatically alter the imputation and dividend 
withholding payment (DWP) ratio. This ratio limits the number of imputation and DWP 
credits that can be attached to dividends.  This could mean existing credits are “trapped” at the 
company level (as illustrated in the attached appendix).  While officials consider that it is 
generally not appropriate to restrict the use of credits, from a technical perspective, this issue 
could be resolved by allowing companies to elect to maintain two separate imputation or 
DWP accounts, one for old credits and one for new credits arising post any decrease in the 
company tax rate.  However, this would result in added complexity, compliance and 
administration costs, particularly if there are future tax rate changes.  In addition, companies 
may have other reserves to which they can attach these additional credits.  This combined 
with a lead-in period could allow companies to use any excess credits.   
 
 16. A further consideration in relation to excess credits is whether these should be kept 
where the recipient shareholder has a reduced tax liability following any decrease in the 
company tax rate. For example, non-residents investors are subject to non-resident 
withholding tax (NRWT) to the extent that a dividend is not fully imputed. Therefore, a non-
resident should be subject to NRWT when non-taxed reserves are distributed. However, 
excess credits as a result of a rate change could be used to impute non-taxed income, reducing 
the amount of NRWT that would otherwise be paid.  
 
17. Inland Revenue estimates the potential reduction in future NRWT involved in allowing 
non-residents access to excess imputation credits could be a maximum of approximately $100 
million over time (likely to be outside the current forecast period). This assumes that there are 
available non-taxed reserves to distribute these credits, which may not be the case.  It also 
does not take into account time-value-of-money which may significantly erode this figure. 
Cancellation of credits for non-residents would also raise a number of practical problems 
(such as how to calculate the foreign ownership percentage and dealing with tax refunds after 
credits have been cancelled). There could also be a perceived inconsistency with the review of 
NRWT rates and a perception of penalising non-resident investors. Therefore, officials do not 
support cancelling excess imputation or DWP credits for non-resident investors. 
 
18. The decision is less clear cut with excess BETA and conduit balances. BETAs exist to 
prevent double taxation.  Balances sitting in a BETA will have been recorded at the existing 
company tax rate. However, following any decrease in the company tax rate, the tax liability 
which these credits are intended to cover will decrease. Similarly for conduit tax relief 
accounts, the ratio of conduit tax credits that will be paid out to non-resident shareholders will 
decrease. This will result in excess conduit tax credits which will no longer be needed and 
could constitute a potential liability where the company exits conduit.  
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19. We consider that the issue of trapped credits should be raised in the discussion 
document, along with possible solutions, including our preference for retaining the status quo, 
and the possibility of allowing dual memorandum accounts. Due in part to the significant 
implementation problems we do not recommend cancelling excess imputation or DWP 
credits, but consider that the discussion document should raise the possibility of a reduction in 
the pool of excess BETA and conduit balances.  

Consequential tax amendments  

20. A number of tax rules are tied to the level of specific tax rates. Officials have reviewed 
the various tax rules and recommend that the discussion document cover a number of 
consequential amendments likely to be needed to the RWT, provisional tax and income 
equalisation rules should there be a change in tax rates.   

Provisional tax 

21. Changes to the provisional tax rules will be required for the first two years following 
any change in tax rates for taxpayers that pay provisional tax under the standard method or the 
GST ratio method.   This is to ensure that taxpayers are not required to pay provisional tax 
based on the pre-business tax review tax rate. 

RWT on dividends 

22. The RWT rate for dividends is currently 33%. An amendment to this rate may be 
necessary should there be a decrease in the company tax rate. 
 
23. RWT was introduced to reduce the scope for evasion of tax on interest and dividend 
income.  The introduction of RWT was intended to ensure that taxpayers who derived interest 
and dividend income could not evade tax by failing to declare that income.   Therefore, it is 
appropriate to set the RWT rate at a level consistent with the majority of dividend recipients 
(particularly individuals on the highest marginal tax rate and companies). 
 
24. Possible options other than the current 33% rate, include setting an RWT rate at the top 
personal tax rate and having a separate RWT rate for company shareholders. Another option 
would be to introduce a system similar to RWT on interest (although this would have 
associated compliance and administration costs).  We recommend that these options should be 
raised in the discussion document. 



 
 

T2006/669, PAD2006/94: Proposed changes in tax rates – transitional and consequential issues   Page 9 

FITC 
 
25. Any decrease in the company tax rate will mean a reduction in the tax burden on foreign 
equity investments into New Zealand. The FITC rules ensure that the total tax burden for 
foreign investors does not exceed the company tax rate.  We recommend that the discussion 
document should propose amending the FITC ratio to ensure that this continues to be the case.  
  
Income equalisation accounts    
 
26. The income equalisation schemes in the Income Tax Act 2004 allow a person to reduce 
income for a tax year by making a deductible deposit with the Commissioner which is then 
held in a Crown Bank Account.  The main income equalisation scheme allows farmers, 
fishers and non-corporate foresters to smooth income flows by providing a deduction for 
amounts up to their annual net income. Deposits are refundable upon application after one 
year (or less in certain circumstances) and are income to the taxpayer in the year the 
Commissioner receives the application.   
 
27. There will be an incentive for primary sector companies to use these schemes in the 
transitional period, making tax deductible deposits under the old higher rate and withdrawals 
when the new lower rate is in effect.  The main scheme was introduced when corporate tax 
rates were progressive and there seems no strong policy rationale for continuing to allow 
farming and fishing companies to use it.  We therefore recommend that, as with corporate 
foresters, they be ineligible to use the main equalisation scheme.   
 
28. The second scheme – the thinning operations income equalisation scheme – allows 
forestry companies deriving income from thinning to deposit and deduct amounts up to their 
annual income from thinning.  It also was introduced when corporate tax rates were 
progressive and we recommend that companies no longer be able to make deposits under the 
scheme.  In order to prevent companies taking advantage of these schemes during the 
transition, companies should be ineligible to make further deposits from 1 April 2007.   

Next steps 

29. If you agree, we will incorporate these transitional issues into the draft business tax 
review discussion document. 
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Appendix - Trapped or excess tax credits 

 
Example 
 
A company earns $100 of income, pays tax of $33 and generates imputation credits of $33. It 
has a net $67 left to distribute. Currently, the maximum credit it can attach is 33/67*$67 = 
$33. This means that the full $33 of imputation credits can be distributed to the shareholder.  
 
If the company tax rate was to drop to 30%, the new imputation ratio would drop to 30/70 and 
a company would be able to attach $29 of credits to a $67 dividend. This means that $4 of 
imputation credits would be held at the company level. This could be used to impute other 
non-tax paid reserves. 
 
The shareholder, perhaps taxed at a marginal rate of 33%, would have to find $3 more tax, 
even though the underlying income had been taxed at 33%. 
 
 
 



 

 

 


