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that tax advisors in both jurisdictions are only too pleased to play-off 

the differences between the rules of one jurisdiction and those of the 

other to the benefit of their clients. This all notwithstanding the 

Double Tax Convention between the two countries. 

Whether the investment is from Australia into New Zealand or from New 

Zealand into Australia, many of the basic tax questions are similar. In 

the specifics of course, the questions become more difficult and harder 

to answer but dealing with the relatively ordinary type of proposal with 

which one is faced, the questions may be summarised as: 

1. The Structure - Representative Office, Branch or Subsidiary, 

2. Regulatory authority requirements so far as they impinge upon either 

tax considerations or disclosure problems, 

3. Executive remuneration and the taxation regime surrounding that, 

4. Funding of the particular operation. 

In view of my limited time-frame in this commentary I will make broad 

comments illustrated by a few specific examples of difficulties. With 

regard to difficulties which will become apparent with Australian 

legislation, I can only emphasise that it is not possible in tax to make 

any assumptions whatsoever about the Australian legislative or judicial 

reaction to a particular proposal. Local advice is essential and in this 

regard the Australian tax advisory scene differs somewhat from that of 

New Zealand. 

It is worthwhile mentioning this difference because a number of you will 

no doubt be seeking Australian advice. In Australia, far more than in 

New Zealand, and this is particularly true in Sydney and Melbourne, the 

legal and accounting professions are in direct competition in the area of 

what I will describe as structural tax planning advice. Without wishing 

to give an unseemly puff to the Australian accounting profession in this 

regard, it is fair to say that a number of them are better at tax law 

than some members of the legal profession. Listen closely to your 

52 



Australian client as to where he takes his primary tax advice, establish 

your own relationships, no doubt mostly within the legal profession in 

the major cities and make rational use of what you judge at the time to 

be the best Australian tax advice. It is important also to understand 

that there are specialists in certain fields as indeed there are in New 

Zealand but the trend is more exaggerated in Australia. 

In his paper Dr Congreve has mentioned the differing effect of Australian 

tax on a branch or subsidiary; the double tax treaty and the concept of 

industrial and commericial profits and the equally important concept 

of permanent establishment. I have here a slide which demonstrates no 

more than what Dr Congreve has said is the tax effect. The one point 

that I would note here, that Dr Congreve has not covered, is the 

somewhat grey area concerning the method in which export incentives are 

presently calculated based upon the consideration receivable less certain 

costs. Expressed simply in a sale to an Australian entity the F.O.B. 

price is taken as the base calculation point for export incentives. In a 

sale through a branch, of course, the New Zealand exporter is making his 

sale in Australia to his customer. There are however, all the direct 

costs related to the transportation and insurance of the goods to deduct 

from the selling price and the grey area exists over what other costs 

related to those goods once they have left the shore of New Zealand are 

in fact to be deducted. The argument is not simple, nor is it one which 

the New Zealand Revenue have yet come to grips with. Suffice it to say 

that care must be taken before making any assumptions concerning 

increasing export incentives by direct sale through a branch. The second 

slide covers the case of an Australian coming into New Zealand presuming 

that he will ever be able to do so again, with no account taken of the 

Australian export market development expenditure grants or allowances. 

It is with some sadness that I know turn to Section 23q of the Australian 

Income Tax Assessment Act. Section 23q is like a troublesome mistress in 

that it has caused joy and heartache: moments of intense wonder that 
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something so marvellous could exist and days of deep despondency when the 

difficulties and problems it creates appear to be insuperable. The 

despondency is caused only because, it appears from statements of the new 

government in Australia that Section 23q will die and be replaced by that 

great leveller: a foreign tax credit system. For those who are not 

familiar with Section 23q of the Australian Income Tax Assessment Act, it 

is a magnificent little animal and provides, broadly, that income sourced 

in a foreign country which is subject to an income tax in that foreign 

country shall be exempt from income tax in Australia. Let me give you 

some examples of the vagaries of 23q. 

In the good old days before Australia outlawed cross-border 

leverage leasing, it was possible for Australian equity partners to 

achieve capital related deductions on assets utilised in New Zealand 

amongst other countries. However, problems clearly arise if the income 

from such lease transactions could be seen to be sourced in New Zealand 

and taxed in New Zealand. Section 243(2) (p.a.) of the New Zealand 

Income Tax Act deems, a New Zealand source to income arising from a 

number of such transactions. There would always be a question about the 

"real" source as compared to the deemed source particularly if New 

Zealand chose to tax the transaction. The effect, of course, would be 

that the income being sheltered from the effects of Australian taxation 

by virtue of the exemption granted by Section 23q, would cause the 

capital related deductions to be not available to the Australian partners 

as the income was not assessable income. I leave it to you to ponder on 

how and in what circumstances these problems were solved. 

Another difficulty relating to Section 23q and New Zealand operations 

involves a loss-making Australian parent and a profit making New Zealand 

branch. Due to the operation of Australian loss provisions it is 

possible for Australian sourced losses to be eaten away and not be 

available for future use because of New Zealand profits of the same 

entity. This despite the taJCing in New Zealand of those profits. 

Structural solutions to this particular problem abound. But I have 
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obse~ved poor pre-planning resulting in such Australian losses being lost 

fo~eve~. 

On a lighter note the way to make friends and influence people as a tax 

advisor, is to ease the Company Directors' own personal tax problems: 

23q has been, up to now, a device whereby this can be achieved easily. 

Any income such as Directors fees paid in New Zealand by a New Zealand 

entity for services rendered in New Zealand will not achieve treaty 

protection. The effect, of course, is that they are taxed in New Zealand 

and achieve Section 23q exemption in Australia for the Australian 

resident director. As part of an overall employment package it brings 

smiles to their faces. 

If we move back now to a New Zealand enterprise wishing to trade in 

Australia and consider some of the funding difficulties, I bring to your 

attention the new Division 13 of the Income Tax Assessment Act. I have 

included as part of my written paper a New Zealand view of the new 

Division 13. I have done this because I consider that, at this stage, it 

is a part of the Australian Act to take very seriously. In brief the new 

Division 13 was brought into Australian law to counteract and correct the 

weaknesses exposed in the old Section 136. The old Australian Section 

136 sought to give the Commissioner in Australia, in certain 

circumstances, the power to look toward the profits of an enterprise 

doing business in Australia and using certain specific criteria to 

determine a profit which he thought it should have made. ·Its weaknesses 

were glaring for years and were finally exposed in the Comalco case. The 

new Divison 13, rather than looking towards an enterprise's profit, looks 

towards the arm's length nature of individual transactions or series of 

transactions, where an International transaction, as defined, takes 

place. Entire seminars have been devoted to Division 13 in Australia; 

perhaps they should be here, but this is not the place to go into great 

detail. I will however, give an example of how Division 13 might affect 

a particular common transaction. The primary purpose of Divison 13 is to 

protect the Australian revenue and certain transactions are affected, 
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which are not in the purview of the Double Tax Treaty. One of these 

concerns the loan from New Zealand to Australia of a sum of money from a 

parent to a subsidiary company. 

If that loan is at nil interest or less than market interest, the Second 

Commissioner of Taxation has suggested that in certain circumstances 

Divison 13 might be invoked. Let us imagine that that loan is made from 

a New Zealand parent to an Australian subsidiary which acts as a holding 

company for a number of Australian operational companies. That 

Australian holding company receives dividend income only from those 

operational companies. Such income is, under Australian law, fully 

rebatable. In this circumstance the Second Commissioner has suggested 

that if he deems interest to be payable to the New Zealand parent he will 

achieve a 10% tax on that (the limitation being due to the double 

taxation treaty) and the corresponding deduction which Division 13 makes 

him give to the deemed payer, will be set-off against the rebatable 

dividend income. In other words, no effective Australian deduction is 

available. The Australian revenue will be better off, the New Zealand 

taxpayer would have suffered 10% tax on.interest income which he has not 

derived and, in my view, will not be eligible for a foreign tax credit in 

New Zealand as no income is assessable here. 

Once again structural solutions are perfectly possible but have to be 

decided upon in advance. Of course, when contemplating such questions in 

New Zealand we are still governed in our domestic law by Section 22 which 

is remarkably similar to Section 136 of the Australian Act as it used to 

be whether a New Zealand court will be quite as strict in its 

interpretation of our Section 22 as the Australian court was of its 136 

is another matter. 

At this stage I think some mention should be made of source and source 

rules. A number of problems have arisen both in Australia and New 

Zealand, but particularly in Australia, concerning "source" and foreign 

tax credits. The essential element of both jurisdictions giving a credit 
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for foreign taxes paid and indeed that contained in the Double Tax Treaty 

is that the income concerned should have a source in the country whose 

taxpayer seeks to have the foreign tax credited against his domestic tax 

liability •. Care must be taken in both jurisdictions in looking at 

statutorily imposed "source", that is deemed source; where such a source 

may not exist in general law for the particular income. The problem is 

self evident. The New Zealand Commissioner, may by virtue of statutory 

provisions, deem income of a particular character to have a source in New 

Zealand and to be taxable accordingly in the hands of a non-resident. 

But the Australian Commissioner could deem that same income by virtue of 

different statutory rules or by virtue of the operation of general law 

only to have a source in Australia. The Australian Commissioner may 

decide in such circumstances not to give the relevant tax credit. And 

while we are talking about foreign tax credits it is also worthwhile 

noting that both jurisdictions will give a foreign tax credit only so far 

as the domestic tax would have run against the particular income 

concerned. Problems have in the past occurred and may do so again where 

a question arises to the priority of incentive tax credits as compared to 

foreign tax credits. 

Although New Zealand has fairly recently amended it's statutory 

provisions relating to priority of tax credits (Section 293(2A» to allow 

for a foreign tax credit to be granted against New Zealand tax payable 

prior to the application of certain export incentive oriented provisions, 

it is nonetheless a limited correction of a problem. The reason being 

that section ·156F in relation to export market development expenditure, 

apparently takes priority over the foreign tax credits resulting in 

certain circumstances in a loss of the foreign tax credit against New 

Zealand income tax, for all time. 

No commentary on Australasian taxation within C.E.R. would be complete 

without a mention of sales tax. Sales tax is a much more important 

animal in Australia than it is in New Zealand. This applies both to 

professional advisors and to sales tax payers or more accurately sales 
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!. DIVISION 13 OF THE INCOME TAX ASSESSMENT ACT 1936 

1. History 

The originating enactment of Division 13 ("Div.13") was section 

31 of the Income (No.2) Act 1915 (U.K.) which became in turn, 

section 23 of the Income tax Assessmen"i: Act 1915 - 1921, section 

28 of the Income Tax Assessment Act 1922, and then the former 

section 136 of the Income Tax Assessment Act 1936 ("the 

ITAA") . The new Div.13 (section 136AA to section 136AG of the 

ITAA) was substituted for the former section 136 by the 1982 

Amendment Act. The provisions of the new Div.13 apply to 

income derived and expenditure j.ncurred after 27 May 1981. The 

former section 136 applies to income and deductions incurred 

prior to that date provided that the Commissioner is of the 

opinion that they are appropriately related to that period. 

Div.13 aims to eliminate the removal of profits from the 

Australian tax regime, whether by transfer pricing or other 

means of international tax avoidance, where there are either 

separate entities involved or one entity who conducts business 

in another country through a branch or permanent establishment. 

2. The Former Section 136 
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out to deal with Australian residents engaging in such 

activities; 

(b) the limitation to business income may preclude application 

of the section to rents, interest, or other transactions 

not clearly linked to a business; 

(c) the section may only apply to companies ana not to other 

entities such as individuals and trusts; 

(d) the section is inadequate to impute the derivation of 

income in a transaction which would produce income if it 

were one between independent parties, such as an 

interest-free loan to an off-shore associate; 

(e) the section's link with total receipts could be unduly 

restrictive - it could mean that even where total receipts 

have been reduced by a tax avoidance arrangement, the 

Commissioner would be unable to look beyond the reduced 

amount in determining taxable income." 

The operation of the section could also be avoided by either 

interposing another resident company between the company 

carrying on the Australian business and the non-resident, or 

arranging for residents to hold preference shares which 

constituted a majority of the shares, while the controlling 
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transactions concerning a business carried on by non-residents 

in Australia at or through a permanent establishment unless 

either non-resident without a permanent establishment, or a 

resi6ent with a foreign permanent establishment, is also 

involved. Transactions between residents would only be caught 

where at least one resident carries on business outside 

Australia and the transaction concerns the non-resident 

business. Thus the threshold test of non-resident control of a 

business has been removed so that specific 'control' situations 

are not required. 

The question asked by the Commissioner prior to invoking Div.13 

is no longer whether the taxable income of the business is 

insufficient, but whether there are arm's length dealings in 

relation to a particular supply or acquisition of goods or 

services and then whether the consideration paid or received is 

less than an arm's length consideration. 

In summary, the transactions which are aimed at reducing the 

liability to Australian income tax must have the following 

before the Commissioner may exercise his discretion to invoke 

Div.13: 

(a) an international agreement; 

(b) non-arm's length dealing; 

(cl non-arm's length consideration. 
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establishment are excluded, unless the transaction involves 

either another non-resident with no permanent establishment or a 

resioent with a foreign permanent establishment. 

"Agreement" is defined to include all types of formal and 

informal arrangements and understandings. "Property", 

"services", "supply" and "acquire" are also widely defined. 

"Permanent establishment" includes a place·· where any property of 

the taxpayer is manufactured or processed, either by the 

taxpayer or by another person. 

5. Arm's Length Transaction 

Before the Commissioner can reallocate the taxpayer's assessable 

income, he must be satisfied that two or more parties to the 

international agreement were not dealing at arm's length with 

each other. 

To reach his conclusion, he must have regard to "any connection 

between any two or more of the parties to the relevant agreement 

or any other relevant circumstance". 

This gives him an extremely wide discretion but generally 

parties will not be arm's length if either one party controls 

the other, or both are under common control. However, it would 
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comparable uncontrolled price, resale price, cost price, any 

other method) could each give a different value, anyone of 

which could be represented to be an arm's length price. 

However, once account is taken of the particular circumstances 

of the industry in question and the company's circumstances, the 

variety of methods and range of prices would narrow down to one 

appropriate method giving the most appropriate price. The 

fourth method would be implemented where ft was not practicable 

or possible because of any reason (including insufficient 

information) for the Commissioner to determine what might be 

termed an "objective arm's length consideration". 

7. Commissioner's Determination to Apply Provision 

Once the Commissioner is satisfied that: 

(a) there is an international agreement; 

(b) the dealings are not at arm's length; and, 

(c) the consideration passing is not an arm's length amount, 

he must determine whether or not to invoke the provisions of 

Div.13. Once he decides to invoke Div.13, the arm's length 

consideration is substituted for the consideration which was 

decided on by the parties and is treated as the actual 

consideration for all purposes of the ITAA. 
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Where the transactions involve the one legal entity, before the 

Commissioner can invoke Div.13, it must be shown that: 

(1) a resident taxpayer carries on business through a P.E. in 

another country or a non-resident carries on business 

through a P.E. in Australia; 

(2) the ordinary reallocation provisions cannot apply because 

two or more parties are not involved; 

(3) a question has arisen as to the source of income or 

deductions; 

(4) the question if determined according to the contents of the 

tax return would produce a "tax result" more favourable 

than if the Commissioner exercised his power of 

reallocation; and, 

(5) finally, the Commissioner must hold the opinion that the 

derivation of income or incurring of deductions is wholly 

or partly attributable to the activities of the taxpayer at 

the P.E. 

Before the taxable income of the permanent establishment or 

branch is reduced by the operation of Div.13, consideration must 
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be given to what might have reasonably been expected to occur if 

the permanent establishment was a distinct and separate entity 

dealing at arm's length. 

9. Compensating Adjustments 

Once the Commissioner has exercised his power to reallocate 

income to one party, there may be a need to consequentially 

adjust the assessable income of the other party. For example, 

if a non-resident lends to a resident at an excessive interest 

rate, there would be a reduction in the resident borrower's 

interest deduction so that only the arm's length interest rate 

would be deductible for the purposes. The interest income of 

the non-resident should be reduced by a similar amount, and 

consequently the Australian interest withholding tax which would 

have been imposed on the original amount. 

Before the Commissioner can make a compensating adjustment, he 

must be of the opinion that: 

(1) (a) income is included in assessable income of a taxpayer 

which could not have been included if the parties were 

independent and dealing at arm's length; and 

(b) that a deduction would be allowable if the parties 
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were dealing independently at arms length; and 

(2) it is fair and reasonable that the income should not be 

included or the deduction should be allowed. 

Once he is satisfied of the above, he would be obligated to make 

the adjustment only if, in his opinion, it was fair and 

reasonable to do so. 

10. Double Tax Treaties 

Where Australia has a Double Tax Treaty with the non-resident 

party's country, the provisions of the relevant Treaty will take 

precedence over the operation of Div.13. As there are 

provisions in the Treaties which provide for the reconstruction 

of accounts where necessary, on an arm's length basis, both 

Division 13 and the Double Tax Treaties would have a similar 

effect in relation to the area of international tax avoidance. 

In some instances, where the treaties them, selves give 

precedence to the domestic law, Division 13 will always operate 

if the taxpayer is an Australian resident (see Arts 1(3) and 

9(3) of the U.S./Australian Treaty). 

11. Penalties 
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makes the greater profit from the transaction. The technique can 

also be used for transactions involving royalty payments, loans with 

or without .interest, provision of services and the leasing of 

equipment or other property. The overall effect is that taxable 

profits are diverted into a lower tax country thus lessening tax 

·revenue received in the resident's country. The former section 136 

would have asked, "Is the taxable income of the resident company 

insufficient?" The new section 136 looks to the presence or absence 

of an international agreement, non-arm's length dealing in relation 

to a particular supply or acquisition of goods or services and 

non-arm's length consideration leading to a detrimental effect on the 

Australian Revenue. 

Once the Commissioner invokes Div.13, the price paid or received by 

the Australian resident would be amended to become an arm's length 

consideration and tax on the resulting profits would be levied 

accordingly. The Australian resident would also have to pay the 10% 

penalty on that additional tax. 

The reallocation of income could thus, in effect, produce a form of 

double taxation where the tax authorities in one country will tax the 

amount they have reallocated, but the compensating adjustment by the 

tax authority in the other country (resulting in a lesser tax burden) 

may not be made. 

There could also be uncertainty in business transactions where the 
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transfer pricing is carried out for non-tax considerations, as to 

whether or not the transaction will be subject to examination by the 

tax authorities and assessments altered accordingly. 
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