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PREFACE BY THE COMMITTEE

This Discussion Paper contains the Committee's preliminary recommendations
in respect of operational aspects of the accrual regime, together with
draft legislation.
This Discussion Paper is being released in conjunction with a discussion
paper on other key reforms of the scheme of tax legislation. Together,
these two Papers are the third in a series of discussions papers,
(excluding the Committee's publications in respect of distributions from
companies), that the Government has agreed to release in order to provide
an opportunity for further public input prior to finalising our
recommendations. Our previous two discussions documents, namely "The Core
Provisions of the Income Tax Act 1976" and "Tax Accounting Issues" provide
a significant foundation for a number of the matters developed in this
Paper.
It is our intention, after the receipt and consideration of submissions, to
provide a final report to Government on all matters covered in our four
discussion documents. This will conclude the Committee's task in
accordance with our letter of 29 May 1990 and subsequent Government
decisions on terms of reference.
This paper suggests a revised and more narrowly focused definition of
"financial arrangement". We suggest that income should not arise on the
remission of debt, but that deductions funded by remitted debt should be
clawed back.
Other areas considered include the treatment of foreign exchange gains and
losses, issues relating to trusts and estates and the relationship of the
accruals regime until the rest of the Act. We also recommend the
integration and reform of the specified lease and hire purchase rules.
Officials from The Treasury and the Inland Revenue Department have been
available to assist the Committee in its deliberations. We are grateful
for their assistance. They have, however, expressed reservations on a
number of the above conclusions. In particular, some reservations have
been expressed regarding our interim recommendations on the treatment of
debt remission.
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Finally, we encourage interested parties to make comments on the material
in this final discussion paper. Submissions should be made by 31 January
1992 and addressed to:
The Secretary
The Valabh Committee
PO Box 701
AUCKLAND

Arthur Valabh
Chairman
Robin Congreve
Lindsay McKay
Rob McLeod
Tim Robinson

29 October 1991
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CHAPTER 1 - INTRODUCTION
1.1

Introduction
The term "accrual rules" is used to describe the body of rules
governing the taxation of financial instruments and transactions. In
the main, these rules find their statutory form in sections 64B to
64M of the Act. However, numerous other provisions in the Act (such
as sections 65, 104 and 106) also apply to financial instruments and
transactions and interface with sections 64B to section 64M. The
term accrual rules is used because a principal focus of these
statutory provisions is to ensure that income and expenditure from
financial arrangements and transactions are recognised on an accrual
rather than a more traditional received or receivable basis.
However, the statutory provisions also govern what is in fact
recognised as income and expenditure rather than simply timing
issues. An example of this is debt remission. An objective of
current rules is to ensure that where a person's debt is remitted,
the remitted amount is brought into account as taxable income. The
accrual rules thus have a very wide impact across the tax system.
The accrual rules in their current form are the result of a reform
process which began with a statement in the July 1986 Budget that new
timing rules would be introduced for the recognition of interest
income and expenditure and certain other categories of expenditure.
This was followed by a consultative document on accrual tax treatment
of income and expenditure in October 1986. A consultative committee
was established to hear submissions and prepare draft legislation.
Final legislation was enacted in March 19B7.
That legislation has not been trouble free. It has been subject to
fairly regular amendment, frequently with the intention of narrowing
the scope of the legislation or removing ambiguities. Despite those
amendments, it can fairly be said that the accrual rules are the
subject of continuous complaint by taxpayers and practitioners on the
grounds that aspects of the rules are perceived to be unfair or
unworkable.
It was for this reason that the Committee, in its letter of 29 May
1990, to the then Minister of Finance, included the accrual rules as
an area of taxation law requiring review. Submissions were sought to
identify aspects of the accrual rules that require amendment to make
them clearer or more consistent in their application. The Committee
specifically referred to the relationship between section 64G of the
Act and section 106(l)(b) (the provisions affecting bad debts) as an
area warranting particular attention. In addition, submissions were
sought on desirable reforms to the tax rules affecting hire purchase
agreements and specified leases. Both of these areas properly belong
in a review of the accrual rules since they also cover the taxation
treatment of financial transactions.
In this discussion document, the Committee sets out its preliminary
views on the issues involved and how they could be dealt with. We
are particularly concerned to achieve an appropriate integration
between the core provisions of the Act and the accrual rules. As
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noted in our September 1990 Discussion Paper on the Core Provisions,
those provisions determine assessability and deductibility in a
general sense. A specific regime, such as the accrual rules should
build upon and not be in conflict with those provisions.
As indicated in our letter of 29 May 1990, the objective is to make
the accrual rules clearer and more consistent in their application
whilst still ensuring that their primary policy objectives are met.
In other words, the aim is to make the accrual rules more workable
for taxpayers with lower compliance costs, while retaining the
essential policy features of those rules. This is not an easy task.
In numerous ways workability and compliance considerations conflict
with the policy objective of comprehensively taxing income arising
from financial transactions. This conflict clearly bedevilled the
original Consultative Committee on the accrual rules. The present
Committee does have the advantage of being able to rely upon changes
to taxation law, and reform proposals, since the accrual rules were
introduced. For example, our proposed reforms to the core provisions
of the Act, including the incorporation within those provisions of a
general matching concept, should meet some of the timing mischiefs
which initially led to the accrual reforms {albeit on the
expenditure, but not the income, side). Nevertheless, the basic
conflict between workability and compliance concerns versus policy
objectives remains. A judgment is required as to the appropriate
balance between these conflicting concerns.
Primarily for this reason, the accruals part of this document offers
preliminary views and suggestions for reform. In many critical areas
options for reform are set forth and discussed and we consider it
important to receive comments before reaching final decisions on the
desirability of reforms along the lines advanced in this part of the
paper. Further submissions on proposals and options for the reform
of the accrual rules are therefore invited.
1.2

Submissions Received
The Committee has received a significant number of submissions on the
accrual rules as a result of our invitation for such comments set out
in our letter of 29 May 1990. The Committee also received a number
of submissions that referred to recommendations made in a report
{"the Consultants' Report") on "Trusts and Estates and the Accruals
Regime". That report was prepared by a group of consultants for the
Commissioner of Inland Revenue. The Commissioner has made a copy of
the Consultants' Report available to the Committee to assist in its
deliberations so that our preliminary conclusions on that Report and
consequential submissions are incorporated within this part of this
document.
The submissions received by the Committee can be categorised into one
of three types:
{a)

A rejection of the fundamental policy objectives underlying the
rules. These fundamental policy objectives include:
{i)

the removal of a capital/revenue distinction; and

- 7-

(ii)

the removal (other than with reference to cash basis
holders) of a "realisation" requirement.

Thus, some submissions argued for the outright repeal of the
accrual rules. Others took issue with the absence of a
capital/revenue distinction within those rules. Others again
argued for the restoration of the "realisation" principle upon
which pre-accrual rules law was generally based;
(b)

A view that the accrual rules are too vague, uncertain, complex
and divorced from ordinary accounting treatment. Submissions
along these lines, while not rejecting the underlying policy of
the rules, evidenced taxpayer frustration with the rules. The
rules are seen as being excessively abstract and too
significant a departure from "ordinary" tax principles and
accounting practice;

(c)

Technical and drafting issues that have arisen with practical
application of the rules. Submissions along these lines called·
for clearer legislative drafting, removal of inconsistent use
of terminology, and so forth.

The consequence has been a level of unpopularity and a degree of noncompliance with the rules. That is particularly the case in areas
where the methodology required by the rules, or the timing of income
or expenditure to which they give rise, does not accord with
conventional accounting practice.
1.3

The Committee's Approach
In these circumstances, the Committee sought direction from the
Minister of Revenue as to the breadth of its terms of reference in
relation to the accrual rules. Following discussion, the direction
to the Committee was to confine its consideration to "operational"
aspects of the rules. A review of this character is interpreted by
the Committee as excluding consideration of the fundamental policy
issues on which the accrual rules are based. The Committee has
therefore, in the main, directed its attention to proposals to make
the current rules clearer and more workable. Thus, the Committee's
proposals relating to the accrual rules focussed on submissions
directed at reducing vagueness, uncertainty and complexity and
submissions highlighting technical and drafting issues. In some
areas, such as debt remission, our proposals extend to a more
significant amendment to the regime. However, this is an exception
rather than the rule.
While this approach may disappoint those who have called for more
radical change, it is, in our view, more realistic. It still offers
opportunities for significant improvements in tax law. Although we
are not proposing the replacement of the accrual rules by a totally
different regime, we regard it as critical that the accrual rules be
made clearer in their application, with more precise policy
objectives and that the rules be made more workable. The level of
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non-compliance and taxpayer frustration with the accrual rules is a
matter of concern.
Hore precise policy objectives for the accrual rules would assist in
drafting clearer legislation.

Although it would be wrong in our view to de-emphasise the
.
difficulties with application of the accrual rules in their current
form, we are also of the view that those rules are applied with
relatively little difficulty in what may be termed their core area ordinary debt instruments, particularly instruments such as
Government stock. In this area, operation of the rules is relatively
clear and tax and accounting treatment substantially converge. It is
in other, peripheral, areas that practical areas and uncertainties
most frequently arise. This highlights the fundamental problem with
the application of the accrual rules. These rules were primarily
designed to deal with these core areas. This is evidenced by the
original Consultative Document which proposed that the accrual rules
be limited in application to debt instruments. However, the
legislation as it finally emerged applied across a wide body of
financial transactions to address anti-avoidance concerns. The
result is that rules designed primarily to deal with debt instruments
are required to be applied in a variety of very different
circumstances.
The Committee believes the experience gained with the accruals regime
will enable an attempt to narrow the focus of the accrual rules so
that they more closely target the core area. An option considered is
to narrow the financial arrangement definition. We are conscious
that this could not be done if it were to lead to financial
instruments being designed to circumvent the rules. However, we
consider that it may be possible to reach a reasonable compromise
whereby the policy objectives of the rules can be met within a more
focused, workable financial arrangement definition. A possible
revised financial arrangement definition is advanced on the
assumption that most of our previous proposals regarding closer
alignment of taxation and accountancy timing rules through a revision
of the core provisions of the Act are implemented.
This balance between meeting policy objectives and providing a more
focused financial arrangement definition is not easily met.
Moreover, a substantially revised financial arrangement definition
would require a relearning exercise on the part of taxpayers and tax
practitioners and could create additional uncertainty. There must
therefore be a question mark as to whether the benefits from such a
proposal outweigh the costs. An alternative or supplementary
approach would be to narrow the focus of the accrual rule regime by
specific measures such as expanding the list of excepted financial
arrangements. This approach is also explored below.
Outside of this central issue of the scope of the regime,
improvements to the accrual rules can be made by clarifying income
and expenditure recognition rules and by removing drafting and
technical problems. Reforms along these lines are also outlined.
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1.4

Outline of This Document
A suggested revised and narrowed financial arrangement definition is
set out in chapter 2. Chapter 3 deals with debt remission and bad
debts, while Chapter 4 considers foreign exchange gains and losses.
Chapter 5 covers issues relating to trusts and estates. Chapter 6
reviews remaining significant income and expenditure recognition
issues, while Chapter 7 covers disclosure and the relationship
between the accrual rules and the rest of the Act. Chapters 8 and 9
concern finance or specified leases and hire purchase. Chapter 10
covers other drafting and minor issues raised in submissions or on
which we consider amendments are necessary. Annex A provides draft
legislation.
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CHAPTER 2 THE FINANCIAL ARRANGEMENT AND THE EXCEPTED FINANCIAL
ARRANGEMENT DEFINITIONS
2.1

Introduction
The definition of a financial arrangement is critical to the
application of the accrual rules. The financial arrangement
definition largely determines the ambit of:
(a)

the removal of the capital/revenue distinction;

(b)

accrual income and expenditure recognition rules;

(c)

specific anti-avoidance provisions, such as section 64J(l)
relating to the issue for transfer of financial arrangements
between related parties for less than market value; and

(d)

disclosure requirements under section 64H.

The definition of financial arrangement is therefore critical to the
threshold issue of what arrangements are included within the scope of
the accrual rules. After reviewing current legislation and
submissions, the Committee has reached a preliminary view that the
existing financial arrangement definition needs revision. The
current definition can be criticised on two grounds:
(a)

its breadth of scope is such that the definition appears to
apply literally to a wide variety of contractual arrangements
beyond that which could reasonably have been contemplated by
the original drafters of the definition;

(b)

the drafting weaknesses contained in the legislation including
circular definitions and inconsistent use of terminology.

The importance of the threshold definitional issue is highlighted by
the fact that much taxpayer confusion and opposition to the accrual
rules is related, directly or indirectly to this point. A more
tightly targeted financial arrangement definition would therefore
considerably relieve pressure on the main body of the accrual rules
making them more acceptable to taxpayers and providing a better
foundation for more comprehensible legislation.
A revised financial arrangement definition would be more clearly
focused on debt instruments or their substitutes where the policy
features of removal of the capital/revenue distinction and accrual
income/expenditure recognition have a clearer application and
rationale than is the case with respect to more peripheral areas
encompassed by the current definition. Annex A contains draft
legislation to achieve this. The remaining sections of this chapter
set out the main features of a suggested revised financial
arrangement definition and the rationale underlying this option.
Submissions are invited as to whether this approach would
significantly assist in making the accrual rules easier to work with
and whether the benefits from implementing such a revision would
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outweigh the inevitable period of uncertainty and the requirement for
relearning that would flow from legislative change.
2.2

The Current Financial Arrangement Definition
The 1986 Budget, which first announced the intention to introduce a
regime along the lines of the accrual rules, stated that the regime
would be limited in scope to debt securities. There was a concern
that if the financial arrangement definition and the scope of the
accrual rules were narrowed in any form, financial transactions would
be structured so as to avoid the application of the rules.
Therefore, the financial arrangement definition and the scope of the
accrual rules were deliberately drafted very wide so as to include
almost all financial transactions. The only effective constraint on
the scope of the regime has been the list of specifically excepted
financial arrangements.

2.3

Problems with the Current Definition
The current financial arrangement definition does meet avoidance
concerns. But it does so at the considerable cost of potentially
including all commercial and financial transactions within those
rules unless they fall within a specifically exempted category as an
excepted financial arrangement. As a result, taxpayers and tax
practitioners must grapple with difficulties ranging from the minor
to the ridiculous (such as whether drycleaning contracts and bus
tickets are included within the accrual rules) to those that create
real uncertainty ·as to what the applicable tax law is. Important
examples of the latter include whether forms of joint venture and
partnership, defeasances and assignments, and indemnities and
guarantees are included within the rules, and if so, how they should
be treated.
Whether a transaction falls in or out of the accrual rules is often
of critical importance. Even if accrual of income or expenditure is
not at issue (for example, because the taxpayer is a cash basis
holder), whether or not a transaction falls within the accrual rules
can determine whether that transaction can give rise to tax free
capital gains. It is therefore important to have as clear a boundary
as possible as to when the accrual rules apply and when they do not.
It is appreciated this boundary line will necessarily be somewhat
arbitrary. For example, the outright and immediate sale of
commercial property is clearly outside the accrual rules. That is
the case even though the vendor of the building is effectively
selling an income stream to the purchaser (being the future rental
income from that building). As a result, any gain over the initial
purchase price derived by the vendor may, subject to specific
provisions of the Income Tax Act, constitute a non-taxable capital
gain for the vendor. This result can be contrasted to that of a
holder of Government stock who sells that Government stock.
Government stock is a financial arrangement and any gain on sale made
by the holder constitutes taxable income under the accrual rules. In
both cases, the vendors are selling the future income stream and
making a gain in the process. There is no fundamental difference in
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the economic activity undertaken. Nevertheless the former is outside
the accrual rules and the latter is within the accrual rules
resulting in a difference in tax treatment. The rationale given for
this difference in treatment is that it is easier to structure debt
instruments so as to defer recognition of income or to avoid income
recognition altogether by way of capital gain than it is for other
transactions such as the sale of co11111ercial property.
While in the extreme cases it is intuitively clear which side of the
boundary transactions lie, at the margin the distinction between what
should and what should not be within the accrual rules is far from
clear. An example is where the owner of co11111ercial property assigns
the income (being the rental income) from that property to another
person. Economically, the result is the same as if the building
itself had been sold. Nevertheless the assignment of income may be
included within the statutory definition of a financial arrangement.
The rationale given for this in the October 1986 Consultative
Document was that income assignments could be used, and indeed had
been used, as direct substitutes for debt instruments.
It can therefore be seen that there is no clear dividing line between
what should and should not be within the financial arrangement
definition. There is a spectrum of transactions. At one end lie
transactions that should clearly be outside the rules; at the other
end transactions that should be within the rules. In the middle
there are a number of transactions that on policy grounds cannot be
said to lie clearly within or outside the accrual regime. Given the
importance of the tax consequences that flow from being within or
outside the regime, this is always going to create difficult
problems.
Even where it is clear that a transaction does fall within the
financial arrangement definition so that it is covered by the accrual
rules, it can be difficult to apply those rules. This is
particularly the case with any contract or transaction where money or
consideration is subject to significant contingencies.
The accrual rules were principally designed to deal with debt
instruments and other instruments with relatively certain returns.
Indeed, a principal method used by the regime, yield to maturity, can
only be applied where returns under the arrangements are reasonably
certain. Application of accrual methodology where this condition is
not met creates inevitable problems. For example, a guarantee
provided for consideration currently constitutes a financial
arrangement. In such cases the guarantor will normally face a loss
if the contingency subject to the guarantee crystalises. However,
the legislation provides no guidance as to whether that potential
loss should be recognised on an accrual basis.
In the Committee's view, it is not an adequate answer to these and
related criticisms to note that in these marginal or peripheral areas
where arrangements technically fall within the financial arrangement
definition contrary to apparent policy intent, that accrual income or
expenditure under section 64C or section 64F seldom arises. Taxpayer
annoyance with or confusion at being brought within the rules by the
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financial arrangement definition incur a compliance cost that is
present even if, having ultimately worked through the rules, no tax
effect arises from the initial inclusion. Further, inclusion within
the rules may have other consequences, such as a disclosure
obligation.
Though variously expressed, this view underlay a significant
proportion of the submissions received by the Committee.
The Committee therefore regards it as desirable that, as far as
possible, the financial arrangement definition should operate to
specify clearly those arrangements that are within, and those which
are explicitly or by necessary implication, outside, the financial
arrangement definition. In its present form, the definition is
simply too abbreviated to perform that task. Further, its very
brevity disguises the reality that the policy basis for subjecting
particular classes of transactions or arrangements to an accruals
methodology vary from case to case. This important consideration is
disguised by the implicitly single or unified policy underpining of
the present definition.
It is for this reason that the Committee has explored a fuller and
more narrowly focused financial arrangement definition which is
explained more fully below.
2.4

Expanding the Excepted Financial Arrangement Categories
As an alternative to, or in addition to, revising the financial
arrangement definition, the accrual rules could be given a sharper
focus by expanding the categories of excepted financial arrangements.
This has tended to be the approach adopted in the past when it has
been considered desirable to restrict the scope of the accrual rules.
For example, since the accrual regime was first introduced short term
agreements for the sale and purchase of property, short term options,
private or domestic agreements for the sale and purchase of property,
and farm out arrangements with respect to petroleum have all been
added as excepted financial arrangement categories. This approach of
expanding excepted financial arrangement categories was also urged on
us by a number of submissions.
An expanded list of excepted financial arrangements does have the
advantage of clarifying beyond doubt that certain specific isolated
transactions are not financial arrangements and are not subject to
the accrual rules. For example, if bus tickets were added to the
excepted financial arrangement category, it would be clear that
purchasing such a ticket could have no accrual rule implications.
Against this advantage, there is a concern that the end result would
eventually be a long list of excepted financial arrangements that
would often be difficult to integrate with the accrual rules
generally. That is particularly the case given that a financial
arrangement can include an excepted financial arrangement. In
addition, the inclusion of an arrangement within the excepted
financial arrangement category can give rise to the implication that
arrangements of a similar nature that do not fit within the precise
excepted financial arrangement definition are financial arrangements
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even though this may not previously have been clear. For example, if
bus tickets were to be included as an excepted financial arrangement,
then this would strongly suggest that airline tickets are a financial
arrangement.
Our conclusion is that an expansion of the list of excepted financial
arrangements is not a wholly satisfactory method of overcoming the
scoping problem of the accrual regime. Our preference at this stage
would be to rely more heavily on a revision of the financial
arrangement definition itself. Nevertheless, where specific
contractions in the basic financial arrangement definition are
desired, we have suggested that this be achieved through an expansion
of the excepted financial arrangement definition.
2.5

Features of the Suggested Financial Arrangement Definition
A suggested revised, more narrowly focused, financial arrangement
definition is set out and discussed in Annex A. The Committee agrees
that the financial arrangement definition cannot simply be limited to
debt instruments. That is because of the opportunities that would
then exist to structure substitute arrangements outside the accrual
rules. For obvious reasons, this would not be acceptable to the
Government. Nevertheless, we consider that substantial advantages
would arise from restricting the scope of the accrual rules to the
core area of debt instruments and debt substitutes where those rules
are now operating in a reasonably satisfactory manner. In our view
this core area constitutes financial instruments where a yield to
maturity or similar treatment can reasonably easily be applied.
With that in mind we have attempted to identify the key features
associated with debt instruments and their substitutes. We see these
key features as being:
(a)

A present cashflow linked to a future cashflow. In other
words, there is an exchange of cashflows, or substitutable
consideration, with a timing difference between the provision
of those cashflows. The simple example is of a loan where A
lends to B $100 (a present cashflow) linked to B repaying A in
a year's time $110 (the future cashflow);

(b)

A time value of money or interest return. The person providing
the present cashflow receives a monetary compensation for lack
of their ability to use currently the present cashflow. Thus,
in the previous example of a simple loan, A received time value
of money compensation or an interest return in the form of an
additional $10 in future cashflow over the amount originally
lent;

(c)

A return that is relatively systematic or certain. A bet on
the horses is not a debt instrument nor is it a substitute for
a debt instrument. That is because the return on the bet
outlay is too lacking in certainty to meet the requirements of
being a future cashflow and of providing a time value of money
or interest return.
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The suggested approach is to narrow the scope of the financial
arrangement definition by defining a financial arrangement by reference
to these key characteristics of a debt instrument or debt substitute.
The need for a present cashflow linked to a future cashflow is in the
current paragraph (b) of the financial arrangement definition, being any
arrangement whereby any person obtains money for a promise for any
person to provide money to any person at some future time or times. We
have therefore incorporated this in our primary financial arrangement
definition. We considered a specific reference to a time value of money
or interest return but concluded that this gave rise to too many
ambiguities. For example, it might be unclear whether a return for risk
should be included within that concept. We have therefore adopted the
approach of requiring the future cashflow to exceed the present cashflow
if a financial arrangement is to exist. This requirement for an excess
of future cashflows over present cashflows is not incorporated within
the current financial arrangement definition. Inclusion of this
requirement would therefore mark a significant narrowing of the
financial arrangement definition.
The requirement that the time value of money or interest return be
relatively certain or systematic is included in our suggested draft
legislation by requiring that the excess previously referred to "will or
is likely" to arise. It would not be reasonable to restrict a financial
arrangement to circumstances where an excess of future cashflows over
present cashflows will definitely arise. That is because such certainty
is unlikely ever to be present. For example, even with a straight loan,
there can be no certainty that the loan will be repaid; the loan may in
fact turn out to be a bad debt, The key criterion therefore is that
such an excess is likely to arise.
The above is an outline of the primary definition of a financial
arrangement and our suggested draft legislation. This definition
would be subject to specific expansions and contractions as noted in
2.6 and 2.7 below.
The key difference between the suggested primary financial
arrangement definition and the current definition is the requirement
for a likely excess of future cashflows over present cashflows. That
requirement is seen as having two advantages:
(a)

It should exclude a number of peripheral transactions that
would now appear to be technically financial arrangements. For
example, it should exclude an ordinary employment contract
under which A provides $1 of labour to Bin return for $1 of
salary or wages. That would not constitute a financial
arrangement under the suggested primary financial arrangement
definition even if the wages or salaries were spread over a
period of time by, for instance, being BOc of present payment
and 20c of future accrued holiday leave.
This key criterion would also exclude from the financial
arrangement definition interest free loans. Such loans clearly
fall within the current financial arrangement definition being
debt instruments that are deemed to be financial arrangements
by paragraph (a) of the current definition. We had considered
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whether interest free loans in New Zealand currency should
specifically be included within the financial arrangement
definition but can see no reason for doing so. Such a loan
cannot give rise to accrual income or expenditure unless there
is a debt remission or debt forgiveness. The treatment of debt
forgiveness or debt remission is considered separately in
Chapter 3.
The other potential implications of an interest free loan
falling within the financial arrangement definition are to
invoke disclosure requirements and possibly anti-avoidance
provisions such as section 64J(l). Unless an interest free
loan forms part of a wider financial arrangement, there is no
apparent reason for invoking either of these provisions.
Taxpayers should not have to comply with the complexities of
the accrual rules in circumstances where it is clear from the
core features of the arrangement that income or expenditure
wi 11 not arise.
Concerns were expressed that the exclusion of interest free
loans from the financial arrangement definition could give rise
to avoidance possibilities. However, the suggested financial
arrangement definition retains the use of a widely defined term
"arrangement". The suggested primary financial arrangement
definition therefore still has the widest possible potential
reach by reference to the definition of "arrangement". Any
arrangement, regardless of how many transactions are required
to implement it, which exhibits the characteristics of a debt
arrangement summarised above, should fall within the primary
financial arrangement definition. That would include an
overall arrangement consisting of, in part, an interest free
loan.
(b)

2.6

Including the key features of debt instruments and their
substitutes in the primary financial arrangement definition
should give the Courts a better reference point for
interpreting the accrual legislation according to some
schematic structure. One of the difficulties with the current
legislation is that it fails to give any such reference points
to the policy underlying the legislation. It is difficult to
interpret legislation otherwise than by determining whether a
transaction falls within the financial arrangement definition
according to a literal interpretation of the wording of that
definition. Under the suggested redrafted definition, it
should be easier for the Courts to draw conclusions as to
whether Parliament intended transactions to be within or
outside the accrual rules.

Specific Expansions to the Primary Financial Arrangement Definition
The suggested primary financial arrangement definition would not
encompass all transactions required to be within the accrual rules
for policy reasons. There are two areas where that primary financial
arrangement definition needs to be specifically expanded to meet
these policy concerns. These are foreign exchange contracts, and
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interest rate swaps and options. The rationale for specifically
including these within the financial arrangement definition is that
such contracts can be used to construct debt substitutes, and they
can also be used to hedge or indemnify against expenditure under a
financial arrangement. In addition, if such contracts were not
specifically included within the financial arrangement definition,
this could create ambiguity as to whether they met the primary
financial arrangement criteria. For example, it could be unclear
whether a contract for foreign exchange could give rise to a future
cashflow that would be likely to exceed the present cashflow.
Ambiguity on such a point should be avoided where possible by
explicitly including the transactions within, the financial
arrangement definition.
Given the policy considerations previously expressed, it is necessary
to specifically include these contracts within the definition. For
similar reasons, we also consider it desirable that loans on which
there are contingent interest payments (for example, re Marshall
loans) should be specifically included within the financial
arrangement definition.
To achieve this result the suggested financial arrangement definition
encompasses any arrangement where money is expressed in whole or in
part in foreign currency. In other words, even when there is no
likelihood of an excess of future cashflow over present cashflow, if
the cashflows are, in whole or in part, denominated in a foreign
currency, that arrangement will still constitute a financial
arrangement.
The following arrangements are therefore specifically included:
(a)

A forward contract for foreign exchange. Since any arrangement
denominated in a foreign currency is deemed to be a financial
arrangement it is necessary also to include forward contracts
for foreign exchange. That is because such contracts can be
used to construct what is in effect an arrangement denominated
in a foreign currency, or they can be used to hedge an exposure
under such an arrangement.

{b)

Interest rate swaps. Interest rate swaps need to be included
within the definition because they can be used to create what
is in effect a debt instrument, alter an existing debt
instrument, or hedge an exposure under such an instrument. We
considered whether or not it is desirable to include a
definition of interest rate swap for the purposes of the
proposed financial arrangement definition decided not to do so.
The interest swap market is highly innovative and any attempt
at a definition is likely to prove either confusing or self
defeating. Hence, the expression "interest rate swap" has been
left in the draft legislation undefined so that its meaning can
be gleaned from, and based on, the meaning attached to that
term by market participants.

(c)

Mutual promise contracts and similar contracts involving the
exchange of promises and the discharge of obligations by the
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parties in the future. This would cover an example where two
persons enter into an agreement for the sale and purchase of
property which provides the transfer of the property in 3
months' time and for deferment of payment of the purchase price
for a further 12 months. It would be inappropriate for such a
transaction to escape the financial arrangement definition
merely because the property was not transferred at the time the
agreement was entered into.
(d)

An option over a financial arrangement. Such options would not
necessarily fall within the·primary financial arrangement
definition because they may fail to meet the criteria of being
likely to give rise to an excess of future cashflow over
present cashflow. Nevertheless, it is necessary to include
such options within the financial arrangement definition. If
taxpayers were to have a choice between investing directly in a
financial arrangement, taxable on an accrual basis, or of
entering into an option to acquire such an arrangement, where
that option was outside the accrual rules, the regime would be
undermined.

(e)

Loan payments in relation to which payments are subject to
contingencies. This includes re Marshall loans where interest
is payable on demand, as well as limited and non-recourse
loans. Our concern here is that if there were not a specific
provision bringing such loans within the financial arrangement
definition, there could be considerable doubt and ambiguity
whether they met the financial arrangement definition
requirements. It would be necessary to determine whether there
was likely to be an excess of future consideration over present
consideration. That could only be determined according to
whether the relevant contingencies crystalised or not. To
avoid such uncertainty, it is desirable to specifically include
all such loans within the financial arrangement definition.
Issues relating to foreign exchange denominated arrangements
are considered more fully in Chapter 4 below.

2.7

Specific Narrowing of the Primary Financial Arrangement Definition
As well as expanding the primary financial arrangement definition in
specific areas to meet policy concerns and reduce ambiguities, it is
also necessary to contract that primary definition in specific areas
for the same reasons. This is of course the approach adopted by the
current legislation where the financial arrangement definition is
effectively contracted by way of the list of excepted financial
arrangement. It is suggested that this approach be extended in
conjunction with a revised financial arrangement definition to
achieve the desired, more narrowly focused accrual regime. If a
revised primary financial arrangement definition proved to be
undesirable, it would, be necessary to be even more expansive in this
list of specific contractions. On the basis that a revised primary
financial arrangement definition will prove to be practical, we
propose that specific narrowing of that definition be in two areas:
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(a)

A modified and expanded list of excepted financial arrangements
which, if not part of an overall financial arrangement, are
excluded from the accrual rules; and

(b)

Discharges and releases of financial arrangements to deal with
an area of specific difficulty with the current regime.

2.7.1 Excepted Financial Arrangements
If the definition of a financial arrangement limits the primary area
of application of the accrual rules to arrangements in the nature of
debt instruments, it should not be necessary to add significantly to
the present excepted financial arrangement definition. The Committee
recognises, however, that the excepted financial arrangement
definition will continue to serve a pivotal role in establishing the
outer limits of the accrual rules. This is particularly so in
relation to arrangements expressed in a foreign currency. Under the
proposed financial arrangement definition, such arrangements are
included irrespective of whether or not a time value of money element
is present. Hence, it is necessary to preserve most of the existing
excepted financial arrangements so as to exclude shares, other equity
arrangements or wages denominated in a foreign currency.
We have reviewed the list of excepted financial arrangements and
proposed certain revisions. Some deletions and modifications are
required to reflect our proposals on other features of the accrual
regime. In addition, a number of additions to the existing excepted
financial arrangement list are desirable for the sake of clarity.
Some of these additions were recommended by the Taxation
Simplification Consultative Committee.
The suggested more minor modifications and deletions from the
existing excepted financial arrangement definition are:
(a)

Deletion of the hire purchase exception and modification of the
lease exception for the reasons outlined in Chapters 8 and 9;

(b)

A modification to the exception for short-term trade credits to
make this option elective along the lines of recommendation 85
of the Taxation Simplification Consultative Committee;

(c)

A minor amendment to the exception for bets to bring that
exception into line with other statutory changes.

More significant additions or alternations to the excepted financial
arrangement definition suggested are:
(a)

An exclusion for cash basis holders of financial arrangements
issued at par or at a premium, with no interest entitlement,
and repayable on-demand. This would exclude from the accrual
rules non-interest bearing, on-demand, cheque accounts in a
foreign currency. The only income or expenditure resulting
from such arrangements would be foreign currency fluctuations,
but where relatively insignificant amounts of money are
involved (which, by definition, is the case with cash basis
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holders) the compliance advantages from excluding these from
the accrual rules seem to outweigh the policy considerations
favouring comprehensibility of coverage. Furthermore, if the
funds were held not in a current account but in the form of
cash, that would generally not constitute a financial
arrangement. This is a boundary issue where it is difficult to
justify including one form of arrangement within the accrual
rules but not another;
(b)

Foreign currency and travellers' cheques. Given the previous
recommendation relating to cash basis holders, these exclusions
would apply only to non-cash basis holders. The exclusion of
foreign currency would generally not be necessary since such
currency would normally not constitute a financial arrangement.
Nevertheless the specific inclusion of this as an excepted
financial arrangement would remove any uncertainty. The
exception for travellers' cheques adopts recommendation 86 of
the Taxation Simplification Consultants' Committee;

(c)

It is also proposed to clarify and make consistent the general
exception for equity interests. The proposed excepted
financial arrangement category in this regard includes all
shares and options to acquire or dispose of shares, interest in
group investment funds, shares in any partnership or joint
venture, and any interest in a trust. The major addition here
is the inclusion of interests in partnerships and joint
ventures. It is not considered that these were ever intended
to be financial arrangements and their exclusion is proposed to
avoid any doubt. The exclusion for interest in trusts has not
previously been required since it is likely that any trust
interest that could give rise to a potential financial
arrangement exposure constituted a unit trust under section 211
of the Act. As such, they would be deemed to be shares and
thus covered by the general exclusion for shares. However, we
have previously proposed that the unit trust definition be
narrowed so that it would be more likely for trusts to fall
within the ambit of the accrual rules unless a specific
exemption were provided;

(d)

Security arrangements such as guarantees and indemnities would
not generally fall under the suggested primary financial
arrangement definition. That is because there would not
generally be a time value of money element associated with such
an arrangement. In general, therefore, security arrangements
would fall outside the accrual rules on this threshold issue
unless expressed in a foreign currency. We consider that the
exclusion of security arrangements from the accrual rules in
this way is entirely appropriate. By itself, an indemnity or a
guarantee is not a debt instrument nor is it a substitute for a
debt instrument. It is instead more closely analogous to an
insurance contract, an instrument specifically excluded from
the accrual rules as an excepted financial arrangement.
Security arrangements are therefore one of the peripheral
areas, outside the core focus of the accrual rules. Inclusion
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of such arrangements within the f1nancial arrangement
definition has created a number of difficulties in the
operation of the regime. These problems include:
(i)

A distinction must be drawn between security arrangements
(within the accrual regime) and insurance contracts
(outside the accrual regime). This distinction is often
one of a technical, legal character and is lacking in any
economic substance;

(ii)

There is a lack of clarity as to when expenditure or
income under a security arrangement should be recognised
on an accrual basis prior to base price adjustment. The
general view is that such income or expenditure is not
recognised unless, and until, crystallisation of the
security agreement seems highly probable. However, there
is no statutory guidance on this point and it is an area
of considerable uncertainty. This emphasises the
inappropriateness of applying the accrual treatment to
contracts of a very contingent nature;

(iii) There are a number of mechanical difficulties resulting
from the incorporation of security arrangements within
the accrual rules. First, the rules now seem to require
the lender of funds, where the loan is subject to a
guarantee that has crystalised, to perform a number of
base price adjustment calculations. A separate
calculation is required for the loan that is not repaid
by the borrower (this results in a loss to the lender),
and a separate calculation is required for the payment
received by the borrower under the guarantee (this
results in offsetting income). These separate
calculations are, it seems, required despite the fact
that the lender is simply receiving a repayment of the
loan, albeit from a different entity than the borrower.
Secondly, it is common practice for a guarantee to be
provided as part of the one overall financial
arrangement. For example, a lender will often not
provide funds unless a guarantee by another party is also
provided. Under current rules, it is unclear whether the
loan and the guarantee should be regarded as one overall
financial arrangement or whether they should be regarded
and treated as separate financial arrangements. Thirdly,
frequently a guarantee is provided by an associated
person of the borrower for no fee. The consideration for
the guarantee is the provision of the loan to the
borrower. In those circumstances, the nature of the
guarantee and the quantum of the acquisition price (if
any) is ambiguous;
(iv)

Guarantees for loans are frequently provided by
associated persons of a borrower in the course of normal
commercial practice. However, section 64F(8) can operate
to deny a deduction for payments under the guarantee in
those cases.
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We therefore see exclusion of security arrangements from the
accrual rules as being appropriate. However, exclusion under
the primary financial arrangement definition may in some case
be ambiguous. That is because where a guarantee is given for
consideration, future cashflows will generally always exceed
present cashflows if the guarantee crystalises. The exclusion
will therefore rest on an assessment of whether crystallisation
of the guarantee is likely.· This could cause unnecessary
uncertainty in some instances and we therefore propose that
security arrangements be included in the excepted financial
arrangement definition. This would also have the effect of
excluding security arrangements denominated in a foreign
currency from the accrual rules. We see no reason why the mere
fact that a security arrangement is denominated in a foreign
currency should bring that arrangement within the ambit of the
rules, just as the mere fact that an insurance contract is
denominated in a foreign currency does not bring that contract
within the accrual rules. In both cases, the contract or
arrangement is not a debt instrument nor is it a substitute for
a debt instrument. It should therefore not be within the ambit
of the regime. However, a security arrangement that
indemnifies or secures a person against foreign exchange
fluctuations should be specifically brought within the accrual
rules. That is because such arrangements can be, or can have
the same effect as, a forward rate agreement. For the reasons
given in 2.6 and expanded upon in Chapter 4, policy
considerations require these to be subject to accrual
treatment.
If security arrangements are outside the accrual regime, this
raises the question of how they should be treated for taxation
purposes. In our view, a borrower should disregard an
indemnity and normal consequences from the forgiveness or
remittance of a debt would apply. A lender would either not
receive a bad debt deduction in the first place under
provisions denying a deduction for expenditure or loss
recoverable under any insurance or right of indemnity (section
106(l)(c)) or, if it received such a deduction, that deduction
would be clawed back under provisions bringing bad debts
recovered into assessable income. For the guarantor, any fee
received would generally be assessable income under ordinary
concepts. Any payment under the guarantee would be deductible
only if paid on revenue account.
(e)

Contracts exclusively or virtually exclusively for the
provision of services (excluding financial services) should be
excepted financial arrangements. This is to make it clear that
bus tickets and the like cannot be interpreted as falling
within the financial arrangement definition.

2.7.2 Discharges. Releases. Assignments and Defeasances
In addition to restricting the financial arrangement definition, and
thus the scope of the accrual rules, by way of expansion and
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modification of the excepted financial arrangement categories, the
suggested draft legislation provides for specific exclusions from the
financial arrangement definition within the body of that definition.
These exclusions are aimed at those transactions involving property
representing income streams that, on policy grounds, cannot be said
clearly to be either in or outside the accrual rules. These are, in
other words, the borderline cases discussed in 2.3 above.
The areas involved are contracts for'the future simultaneous transfer
of consideration and contracts for the absolute disposal or release
of obligations. The latter includes assignments and defeasances of
income. As noted in 2.3 above, the boundary between what is in and
what is outside the accrual rules must necessarily be arbitrary.
However, that border should be drawn as clearly as is possible.
Consistent with our approach throughout the review of the financial
arrangement definition, we aim to include within that definition only
arrangements that are debt instruments or that can be relatively
easily substituted for debt instruments. We have thus sought in our
suggested draft legislation to draw the financial arrangement border
according to whether there is a true time value of money element
involved and according to whether the transaction is more in the
nature of a loan or the outright transfer of an asset. If in the
latter category, the arrangement should not, in our view, be within
the ambit of the accrual rules.
The first specific exclusive narrowing in the financial arrangement
definition covers contracts where the parties contract to perform
their respective obligations more or less contemporaneously. That
would include the case where the parties promise to perform their
respective obligations at some future point in time. An example
would be a contract for the future sale and purchase of property.
Such contracts should be outside the accrual rules because there is
highly unlikely to be a time value of money element in the
consideration provided by either party to such an arrangement. There
are, however, three reasons why it is considered desirable to provide
an explicit exclusion for such arrangements:
(a)

To explicitly confirm that contracts along the lines described
are not financial arrangements;

(b)

The strict requirement for simultaneous performance of all
contractual obligations would, in our view, be too restrictive.
The exclusion therefore allows for some minor time difference
between when those obligations are performed;

(c)

This exclusion from the financial arrangement definition also
excludes arrangements where there is no time value of money
element but the arrangement is denominated in a foreign
currency. Without this exclusion, such an arrangement would
still be incorporated within the financial arrangement
definition.

This exclusion from the financial arrangement definition is
specifically made not to apply to forward contracts for foreign
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exchange, interest rate swaps, or options in respect of financial
arrangements. That is because policy considerations require such
arrangements to be within the accrual rules irrespective of the
presence or absence of a time value of money element.
The second specific exclusion from the financial arrangement definition
applies where a party to a financial arrangement immediately and
absolutely disposes of, or obtains release from, rights or obligations
under that financial arrangement for payment in full at the time of
such disposal or release. A result of this exclusion would be to
ensure that absolute assignments of a right to income and legal
defeasances are outside the financial arrangement definition and thus
outside the ambit of the accrual rules. The rationale for this
suggested exclusion is that the outright disposal of rights under a
financial arrangement or the outright release from obligations under a
financial arrangement is tantamount to the sale of property and should
not give rise to a new financial arrangement.
For example, where a person absolutely assigns the right to income
for immediate payment, that person has effectively ceased to have any
further involvement with the arrangement in the same was as a person
who sells a financial arrangement such as government stock ceases to
have any further involvement in that arrangement. It is appropriate
to treat both of these transactions in the same way and apply a base
price adjustment calculation with respect to any underlying financial
arrangement, the income from which is assigned. In neither case is
it appropriate to regard the person who has disposed of an interest
as still being a party to a financial arrangement arising from the
disposal of that interest. The apparent requirement to do so under
current law with respect to absolute assignments of a right to income
has caused considerable confusion and uncertainty. In those cases it
can be very difficult to apply the accrual rules and reach a sensible
result.
The legal defeasance (novation) of obligations under a financial
arrangement is merely the mirror image of an absolute assignment of a
right to income from such an arrangement. Thus, the treatment of legal
defeasances should be the same as the treatment of the absolute
assignment of a right to income. In such a case, the original debtor
has simply transferred to the defeasance counterparty the debtor's
liability in consideration for which the debtor pays the counterparty an
amount equal to the net present value of that liability. This is no
different to the debtor repaying the outstanding principal and
terminating the debt. The appropriate treatment is to apply a base
price adjustment mechanism, removing the original debtor from any
further involvement in the financial arrangement or in any other
financial arrangement.
The Committee's suggested draft legislation, therefore, specifically
excludes from the accrual rules arrangements such as novations of
debt and absolute assignments of the right to income. This exception
would apply both to partial and complete disposals of benefits and
releases of obligations under financial arrangements. For example,
the novation of a principal repayment obligation without a novation
of the interest payment obligations would still fall within the
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exception. Whether the disposal of benefits or release of
obligations is partial or complete, the person making the disposal or
obtaining the release would be required to perform a Base Prime
Adjustment calculation in respect of the underlying financial
arrangement to the extent of such disposal or release.
This exception would not apply where there is not an absolute
disposal of the right to income or where the defeasance is not by way
of novation. In other words, economic assignments and defeasances
where the assigning or defeasing party retains rights or obligations
under the underlying financial arrangement would continue to be
treated as a financial arrangement. In such cases the analogy with a
loan is stronger and, moreover, a base price adjustment on the
underlying financial arrangement is less appropriate.
2.8

Assessment and Summary
The revised financial arrangement definition and the revised list of
excepted financial arrangements in the suggested draft legislation
contained in Annex A attempts to curtail the ambit of the accrual
rules and focus those rules more clearly on debt instruments and
their substitutes. This is achieved by identifying the principal
features of a debt instrument and including those features within the
primary definition of a financial arrangement. The main change from
the existing financial arrangement definition is a requirement that a
financial arrangement consist of a future cashflow that is likely to
exceed the present cashflow under the arrangement. This primary
financial arrangement definition is specifically expanded by
including arrangements not otherwise within the definition that are
denominated in foreign currency, foreign exchange contracts, interest
rate swaps, options, and loans on which there are contingent interest
payments. That primary financial arrangement definition is then
specifically contracted through both the existing excepted financial
arrangement mechanism (with modifications, additions and deletions,
the main addition being security arrangements) and through the
exclusion from the financial arrangement definition of certain
contracts for the discharge, release, assignment or defeasance of
rights or obligations under a financial arrangement. It is
emphasised again that the specific expansions and contractions of the
primary definition are frequently there for the purpose of removing
all doubt that those arrangements are within or outside the primary
financial arrangement definition.
This approach to the financial arrangement definition considerably
adds to the length of that definition in statutory form. However,
that should be regarded as a positive, rather than a negative,
consideration. The brevity of the existing definition serves
taxpayers and their tax advisors poorly in terms of
comprehensibility. As previously noted, the boundary between what is
and what is outside the accrual rules can, at the margin, be somewhat
arbitrary. It is anticipated that clarification of this boundary
would considerably enhance the workability of the accrual regime. In
addition, the drafting approach taken highlights what is the core
focus of the accrual regime, being debt instruments. The specific
additions to that regime are then clearly identified as those items
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that are included because of their ability to be used as substitutes
for such instruments.
It is nevertheless appreciated that enactment of the suggested
revised financial arrangement definition could involve a considerable
relearning exercise on the part of tax practitioners and taxpayers.
A judgement therefore needs to be made that the advantages flowing
from this revision outweigh the disadvantages from having to
undertake such a process. The aspect of the suggested revised
definition that may be most open to question is the inclusion in the
primary financial arrangement definition of the requirement for there
to be a likelihood of an excess of future cashflows over present
cashflows. As previously noted, the inclusion of this requirement is
critical to a refocusing of the financial arrangement definition.
However, it is appreciated that the definition does require an
assessment to be made as to whether that excess is likely or is not
likely. A key question with the definition therefore is whether such
an assessment is viable or whether it will merely add to current
confusion with the accrual rules. We invite submissions in
particular on this point.

\
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CHAPTER 3 DEBT REMISSION
3.1

Introduction
This chapter reviews the application of the accrual rules to debt
remission and bad debts. Two primary issues are addressed:
(a)

whether a borrower should be required to return as income a
loan that is remitted or forgiven, and if so, in what
circumstances;

(b)

in what circumstances a lender should be allowed a deduction
for a loan that is remitted or forgiven.

Of these two primary issues, the first is clearly the more critical
since the accrual rules marked a considerable change from previous
law by including the amounts of debt remitted or forgiven within
assessable income except where specified exemptions apply. This
treatment of remission of principal as assessable income represents
what is probably the most controversial feature of the accrual rules.
Submissions raised the issue of the treatment of losses of principal
by business and non-business holders of financial arrangements, both
on the occasion of a debt becoming bad and also at the time of the
sale, maturity or remission of a financial arrangement. In many cases
these submissions also addressed the related issue of income arising
from debt remission. Submissions raised concerns querying the
compatibility of the absence of a deduction for such losses in a
regime which, in the assessability context, has removed the
capital/revenue distinction.
The treatment of losses of principal suffered by both business and
non-business holders has an inevitable and substantial linkage to the
treatment of debt remission. Not surprisingly, submissions argued
that the asymmetry presently arising from the absence of a deduction
for principal losses to non-business holders should be remedied by
abolishing the rules giving rise to remission income. Other
submissions argued directly against the remission rules on policy,
commercial or related grounds.
In this context, our reference to debt "remission" is intended to
encompass circumstances where a creditor writes off or forgives a
debt in ordinary commercial circumstances (e.g. where the debtor is
insolvent). We would not extend this meaning to encompass
forgiveness by reason of "natural love and affection" which are, in
substance, gifts.
In relation to business holders of financial arrangements, it appears
from submissions that at the technical, operational level of the
accrual rules, there are some anomalies in the treatment of bad debts
and losses incurred on the sale or termination of financial
arrangements. As a result of our consideration of these submissions,
we are concerned with the multiplicity of, and lack of integration
between, various provisions concerning bad debts and the unfairness
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of certain aspects of the more specific provisions in the accrual
rules concerning bad debts.
3.2

Bad Debt Deductions
The Committee considers that there is presently duplication of the
bad debt deduction provisions in the Act which gives rise to
uncertainty. There should be one single provision in the Act
allowing a deduction for bad debts that applies to financial
arrangements and all other transactions.
The principal uncertainty appears to be the lack of clear delineation
between section 106{l){b) and section 64G, and this has given rise to
the argument that section 106{l)(b) continues to apply to bad debts
in relation to financial arrangements which do not meet the test for
deductibility under section 64G{l) or (2). That argument appears to
have been accepted by the Inland Revenue Department {see Technical
Information Bulletin No. 3, September 1989). The introduction of a
single bad debt provision as one of the core provisions of the Act
reflects our overall concern that deduction authorising provisions
should be located within the core provisions of the Act, rather than
being sprinkled through specific regimes.
Other issues of concern regarding the treatment of bad debts under
the accrual rules are:
{a)

the absolute bar in section 64G{2) on a person in the business
of holding or dealing in financial arrangements obtaining a
deduction for the principal component of bad debts, if the debt
is owed by an associated person; and

{b)

the absolute bar in section 64F{6) on a person in the business
of holding or dealing in financial arrangements obtaining a
deduction for a loss on disposal of a financial arrangement if
the issuer is an associated person of the holder.

There is justification for reviewing the prohibition on deductions
for genuine losses of principal by virtue of an associated person's
default. The common law position illustrated by decisions such as
Leven & Co Limited v. CIR [1956] NZLR 801 which applied prior to the
accruals regime, would have allowed deductible losses in certain
circumstances. Moreover, section 64J{l) anticipated the possibility
of dispositions at non-armslength prices where associated persons are
involved and gives the Commissioner ample authority to overturn the
pricing adopted by the parties in these circumstances. We therefore
propose that:
{a)

A general bad debt provision should be enacted in accordance
with the proposed section 136A;

{b)

the existing section 64G should be repealed and the associated
persons test in section 64F(6) should be removed.
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In order to provide certainty it may be preferable to legislate the
circumstances under which a deduction would be available to such
associated lenders, such as:
(a)

the financial arrangement is part of a business of holding and
dealing in financial arrangements;

(b)

the terms and conditions are substantially the same as or
similar to those entered into between unassociated persons; and

(c)

a significant part of the lender's business is with

unassociated persons.

It may also be necessary to provide that where a deduction is taken
by an associated party, the debt principal would be deemed to be
remitted with a recoupment of "linked" deductions taken by a
borrower.
3.3

Accrued Income and Debts
Several submissions noted the lack of symmetry in the accrual rules
regarding the treatment of accrued income bad debts. The difficulty
which arises when the debtor is in default is that the holder is
required to continue to recognise accrued income, but cannot obtain a
bad debt deduction because the accrued income is not technically a
debt until it becomes due and payable and is written-off in a
subsequent income year.
The Committee agrees with these submissions and recommends that
lenders who recognise accrued income ought to be entitled to claim a
matching deduction, provided the usual criteria for obtaining a bad
debt deduction that would otherwise apply to such accrued income are
satisfied. The suggested approach in the draft legislation is that
taxpayers will be allowed to claim a bad debt deduction for interest
that is not due as at the end of the income year in which that income
is recognised for tax purposes if the amount is written off as a bad
debt and can reasonably be considered to be uncollectable.

3.4

Non-Business Holders: Capital/Revenue Distinction: Remissions

3.4.1 Background
The Consultative Document on Accrual Tax Treatment of Income and
Expenditure ("the Accruals CD") proposed that the base price
adjustment would be the method used to calculate the gain or loss on
the sale or redemption of financial arrangements and that if an
instrument were sold at a loss, the loss could be deductible (section
12.2.1 of the Accruals CD, page 169). This treatment was to apply
alike to business and non-business holders. It appears that the
Accruals CD contemplated that non-business holders would only be
entitled to a deduction for a loss of principal at the point of sale
or redemption.
The Consultative Committee on Accrual Tax Treatment of Income and
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Expenditure ("the Accruals Committee") noted in its first report
issued in April 1987, that the Accruals CD proposed that non-business
holders would be entitled to a deduction for losses of principal. The
Accruals Committee recommended that this approach should not be
adopted, as it would allow deductions for losses of capital which was
regarded as unjustifiable in the absence of a comprehensive economic
definition of income. In its second report, issued in July 1987, the
Accruals Committee dealt with the effect of the base price adjustment
in the case of debt remission, observing that assessable income would
arise as a consequence of the removal of the capital/revenue
distinction.
The present Committee understands that there were a number of reasons
for treating a remission of debt as income of the issuer at the same
time as denying a deduction for a loss of principal to a non-business
holder. Occupying a significant place among the reasons for denying
deduction was an apparent anti-avoidance concern, illustrated not
only by the denial of a deduction for a principal loss for nonbusiness holders, but also by the removal of a deduction for business
taxpayers for losses arising out of debt transactions with
associates.
Related to anti-avoidance concerns was the Accruals Committee's
apparent reluctance to permit a deduction entitlement to non-business
holders in circumstances where investor behaviour could be reasonably
expected to be modified, if an automatic deduction entitlement was
conferred, but in ways and with consequences then unforeseeable.
Viewed another way, the Accruals Committee was apparently reluctant,
in the context of the novelty and far-reaching impact of the rules in
other respects, to recommend a significant amendment to the then
existing deduction position which might possibly promote a
substitution of debt for equity in financing transactions and
potentially place pressure upon the debt/equity boundary.
With reference to debt remission, however, the Accruals Committee
regarded a remission as effecting an economic benefit to the issuer
to the extent of the amount remitted. That benefit was regarded as
properly treated as income.
3.4.2 The Committee's View
It may well be that, at the time of the formulation and
implementation of the accrual rules, the combination of arguments for
denying principal deductions to non-business holders, at the same
time as introducing assessable income through remission to issuers,
was the correcti or at least a defensible, approach.
The current Committee is, however, satisfied that the experience of
taxpayers and their advisers over the years since the introduction of
rules embodying those concepts is such that asymmetry must now be
regarded as questionable in the light of original avoidance concerns,
the conceptual inconsistencies in the rules which it creates and ongoing pressure points upon the rules at the operational level
requiring on-going legislative relief.
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The question therefore arises as to the most appropriate means by
which these difficulties may be resolved.
There are two alternative solutions. The first would involve the
granting of a deduction to a non-business holder in respect of a
principal loss.
From the standpoint of policy, it is arguable that there should be no
distinction drawn in the rules between what under the earlier law
would be capital or revenue losses, other than for compelling
reasons. No distinction is made within the rules, whether the
particular taxpayer is in business or otherwise, with reference to
gains on or cash flows to holders from financial arrangements. Nor is
there any distinction between the circumstances where remission
income is generated. Particularly if the existing remission rules
remain, symmetry requires that the all-embracing scope of the rules
to receipts or gains apply to losses.
With reference to the original Accruals Committee concern as to
changes in taxpayer behaviour, the Committee accepts that a
generally-available deduction for principal losses will provide an
incentive, for example, for parent companies to categorise their
investments in subsidiaries or related companies as debt rather than
equity, in the expectation that if the operations of the borrowing
subsidiary are not profitable, the parent may obtain a deduction for
loss of principal in circumstances where no deduction for an equity
loss would be available. Individual investors would also have an
incentive to structure their investments as debt rather than as
equity. We regard these results however, as an inevitable product of
the debt/equity distinction upon which the rules are based.
The Committee accordingly believes that arguments are available in
the context of the present rules (and particularly having regard to
the consequences of debt remission) to support the adoption of the
approach suggested in the Accruals CD and allow a deduction to a
holder for principal losses even if the holder is a non-business
lender.
The second approach would involve the amendment of the accrual rules
so as to prevent income arising from debt remission. This approach
would result in no deductions being available to non-business holders
for principal losses, no debt remission income arising (other than in
those very limited respects where remission of principal could
constitute assessable income under the general law) and the preaccruals rules "common law" being treated as applying to regulate bad
debt deductibility in the business holder context.
The Committee has considered at length the selection between these
two alternatives. Its preference is for the second of them to be
adopted. That preference is based upon a number of considerations.
Consistently with its focus on operational issues, the Committee
considers that the current debt remission rule does not to any
substantive extent serve the economics-derived policy purpose which
underlies the rule. The experience of Committee members is that,
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albeit often with significant compliance costs, it is frequently
possible to avoid, or at least defer substantially, the recognition
of debt remission income. Hence, it is often only through
inadvertence that debtors are liable to be subject to tax on debt
remission income. As a matter of firm impression, the rules are
avoided or circumvented to a significant extent.
The Committee is also aware that the debt remission rule has proved
to be a constraint in commercially beneficial debt restructuring. If
debts are forgiven by creditors, the amount of the debt forgiven is
included in the income of the debtor. Accordingly, being released
from a liability to repay debts to creditors can itself give rise to
a liability for another debt, being tax owed to the Commissioner on
debt remission income. While (again often with substantial compliance
costs) this result can often be avoided, it is in the Committee's
view one which is unsupportable in policy terms.
The retention of the debt remission rule would invite a continuation
of the process already evident of numerous amendments to mitigate the
operation of the rule. These amendments provide exceptions for
(a)

forgiveness of debt in testamentary dispositions (section
64F(7A));

(b)

forgiveness of debt in consideration of natural love and
affection (section 64F(7B)); and

(c)

forgiveness of debt in the case of certain rural debtors
(section 64FA and section 64FB).

In addition, it was considered necessary to provide the Commissioner
with a special discretion to remit income tax attributable to debt
remission income if a taxpayer is in financial difficulties (section
414A). The debt remission rule has therefore given rise to a number
of special provisions, with consequent compliance difficulties
created for taxpayers. Further special exceptions, a number
possessing substantial merit, were forwarded in submissions to the
Committee. Rather than perpetuate this progressive erosion of the
rule, the Committee believes it is timely to accept the underlying
inconsistency of the rule itself with ordinary tax precepts.
The Committee's preference for this approach is influenced by the
consideration that its first alternative - the restoration of
symmetry by allowing non-business holders a deduction for loss of
principal - would, be very much more expensive in terms of revenue
forgone than the removal of the remission rule.
The Committee appreciates that there was sufficient concern and
insufficient confidence in the new regime that the treatment of debt
remissions as income seemed appropriate at that time. Experience
with the accrual regime and confidence is such that it should be
possible to revert to the pre-accrual treatment of debt remission
with a capital/revenue distinction. We recognise this may warrant
changes to section 78 to ensure that where the debt originally
resulted in a deduction, the deduction should be withdrawn.

- 33 -

We invite comments upon this proposal. We also invite views as to
the comparative benefits of the two alternatives considered in this
section.
3.5

Extension or Modification of Section 78

3.5.1 Background
Section 78 of the Act currently provides for the recapture of
deductions earlier taken, in circumstances where the taxpayer's
liability in respect of the sum for which the deduction was taken, is
remitted or cancelled. The provision has application, for example, to
interest deducted on an accruals basis, the liability to which is
subsequently remitted.
The section has two principal weaknesses. They are:
(a)

the difficulty in establishing the nexus between debt and
deduction;

(b)

the point at which remission occurs. With reference to this
question, the Committee notes that the adequacy of section
78(2) has been doubted.

3.5.2 Clawback of Deductions Funded by Remitted Principal
The issue arises as to whether any taxation effect should follow from
the remission of principal. It seems reasonable that assessable
income should arise from remissions of interest in circumstances
where a deduction had earlier been taken for the (now remitted)
interest.
Remission of interest in respect of which deductions have been taken
by the borrower, were already assessable prior to the accrual rules.
No, or little, apparent difficulty, whether in an insolvency
situation or otherwise, appears to have attended that rule.
The Committee believes that a broadly similar approach is justified
with reference to remissions of principal. If principal has been
applied in a manner which gives rise to deductions or depreciation
allowances, then following the remission of the principal, those
deductions or allowances should be clawed back.
The difficulty in implementing this approach is that of tracing the
use of borrowed funds by an issuer to specific expenditure items. In
some cases, that tracing may be possible. In most, it will be
impossible due to the fungibility of money.
It is this consideration which, other than with reference to limited
classes of expenditure such as interest, already places limitations
upon the practical effectiveness of section 78 of the Act.
Having reviewed these issues and approaches in other jurisdictions,
the Committee believes that as a proxy for tracing the application of
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borrowed funds and the clawback of deductions or depreciation
allowances arising out of the expenditure of those funds,
consideration should be given to a regime possessing the following
general features:
{a)

Where there is a clear nexus linking the application of the
borrowed funds, a clawback will occur to the extent that of·any
deductible expenditure or depreciation deduction. If no
deduction was obtained then there would be no clawback;

{b)

When no clear nexus existed, current year losses, or losses
carried forward to the year in which the remission of principal
occurs would be forfeited to the extent of the principal
remitted. No clawback would generally occur in the event that
no losses were available {except for related party losses).

The forfeiture of losses to the extent of principal remission upon
which this approach rests proceeds on the assumption that, in at
least a reasonable proportion of cases, borrowed funds have been
applied in a way which leads to a deduction. Forfeiture of losses
is, therefore, no more than a surrogate response forced by the
inability in many circumstances to demonstrate whether that
assumption is correct. We considered other approaches but believe
that this is the most pratical. Unlike section 78, the reopening of
prior years' assessments will not be required and this approach
enables adjustments to be made where the application of funds cannot
be traced.
It is open for either the taxpayer or the Commissioner to be able to
demonstrate in a particular case that there is a nexus between the
money borrowed and expenditure incurred. At the practical level,
this is most likely to be relevant in circumstances where the
taxpayer has applied the borrowed funds to the acquisition of capital
assets of a non-deductible character. If depreciable capital assets
can be demonstrated to have been acquired with the borrowed funds,
clawback to the extent of depreciation allowances previously taken
would be appropriate together with the reduction of the tax book
value of the asset acquired to prevent future deductions being taken.
In effect, the amount of clawback may be reduced by the amount of
capital losses incurred.
In circumstances where insufficient losses were available to fully
match the amount of debt remission, the Commissioner would have the
ability to demonstrate that additional clawback was justified where a
clear nexus between the borrowed funds and deductible expenditure
could be established.
The decision to limit the clawback in cases where no clear nexus with
deductible expenditure to current or carried forward losses
acknowledges that some deductible expenditure incurred in prior years
may not be clawed back {for example where a profit earned is offset
by losses carried forward). In our view, this is an appropriate
compromise position. In most cases of debt remission, the debtor
will be insolvent and this option therefore will not result in any
tax liability, while at the same time clawing back a proportion of
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the deductions previously taken without the need for specific
tracing.
One aspect of the rules which would be required to be developed were
the concept to be adopted relates to the potential for forfeiture of
losses of associated taxpayers. In particular circumstances, it may
be the case that the funds have been applied to make an investment in
another company in the same group of companies, in circumstance which
give rise to no deduction, and as a consequence, no losses. Applying
the rules described above, no clawback or clawback surrogate would
occur. The group company in which the investment was made, however,
may itself have applied the funds in a manner in which gave rise to
deductions or allowances for depreciation. In the event of the
investment failing (almost certainly due to a failure of the group
company's operations) there is, in the Committee's view, a strong
case for forfeiture of losses in the group company, or a writing-down
of the group company's depreciation basis.
Loss forfeiture of associated persons should occur only in
circumstances where the evidence reveals that the principal has been
applied to fund deductible expenditure, or the acquisition of
depreciable assets, of the associated person. The range of
associated persons at risk of clawback through remission in favour of
another party, should be limited to circumstances where a substantial
mutuality of economic interest exists. In a corporate context, for
example, the Committee would be reluctant to see recapture of a third
party's losses occur outside a "group of companies".
Any extension of the clawback proposal to associated persons must,
however, be developed in a manner which has full regard to the
underlying principle on which the clawback concept is based. That
concept is not that remission of principal gives rise to assessable
income. It is, rather, that remission of principal justifies the
clawing back of deductions, or the writing down of tax book values.
The Committee believes that clawback proposals of the above general
character are worthy of serious consideration. It would welcome
comments and submissions on them.
3.6

Other Issues Relating To Debt Remission

3.6.1 Section 414A - Discretion to Grant
Hardship

Relief in Cases of Financial

Section 414A of the Act was introduced to allow the Commissioner to
agree to compromises on the payment of tax. The section is of
particular relevance when income arises from debt remission, but it
has general application to all income tax liabilities. Thus our
comments are relevant irrespective to whether debt principal
remission remains taxable or not.
While the Committee considers that the section can serve a useful
function it may be misdrafted and may be open to misinterpretation.
As drafted, the section allows the Commissioner to remit all or a
proportion of tax owing in order to maximise the net present value of
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the recovery or likely recovery of tax from a taxpayer. It has been
suggested that it is logically inconsistent to say that by remitting
all of the tax owing the net present value of the recovery has been
maximised. It would appear that the policy behind allowing the
remission of all the tax was to allow taxpayers who are completely
unable to pay the amount outstanding to obtain a clean start. By
remitting all the tax the Commissioner is placing the taxpayer in a
position where he or she may recover and go on to earn income and pay
tax on that income in the future. While perhaps not maximising the
net present value of the tax immediately recoverable, it may well be
maximising the tax to be paid by the taxpayer in the future.
The Committee considers that the wording of the section should be
amended to make it clear in what circumstances all of the tax
outstanding may be remitted.
The Committee understands from Officials that there have been very
few applications for relief under section 414A. Given the number of
schemes of arrangement that are being entered into at the current
time, the Committee can only assume that taxpayers and their advisors
are either unaware of the section or, perhaps more likely, uncertain
of its scope. The Committee recommends that the Commissioner publish
guidelines setting out the criteria that will be considered in
deciding whether or not to apply the section and giving a number of
examples of how the section would be applied.
3.6.2 Suspensory Loans
The Committee received a submission that the accrual rules should be
amended to ensure that the remission of debts owed by socially
deprived persons does not generate a tax liability to such persons.
The submission referred to the situation where a loan made by a
Government Department, for social policy purposes (for example, a
loan under the Disabled Persons Community Welfare Act 1975), was
subsequently forgiven. The forgiveness of debt would result in
income, under the existing accrual rules, to the debtor.
This result undermines the social policy objective in providing and
forgiving such loans. If debt principal remission remains taxable
the Committee recommends that the accrual rules be amended to ensure
that no income arises if such debts are forgiven.
In the Committee's view, the amendment should not apply to all debts
forgiven by the Government but rather only those forgiven on social
policy grounds. In order to avoid uncertainty, the Committee's
preference would be for the exemption to apply to debts under
specific named schemes or designated legislation rather than to loans
forgiven on social policy grounds or other such general wording.

We consider that an amendment along these lines should be enacted and

apply retrospectively from the introduction of the accrual rules even
if debt principal remission were exempt from a future date. The
amendment should exempt income to the extent that it arises from the
forgiveness of debt by named entities in relation to named schemes or
legislation. The amendment should provide for the Governor General
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to declare, by Order of Council, the entities, schemes and
legislation in respect of which the provision applies.
Officials have suggested that an initial list of approved entities,
for the purposes of this proposed provision, would include:
Accident Compensation Commission
Housing Corporation
Iwi Transition Authority
Department of Social Welfare
The Committee invites convnents on further possible inclusions to this
list.
3.6.3 Section 64F(7Bl Natural Love and Affection Exception
Section 64F(7B) provides that no income arises under the accrual
rules if a debt is forgiven in consideration of natural love and
affection. If debt remission remains taxable, the Committee shares
the views of the Consultants' Report on Trusts and Estates and the
Accrual Regime that this provision should be extended and clarified.
The Committee recommends that the provision should then apply if:
(a)

a debt owed by a trustee is remitted in consideration of the
natural love and affection the creditor has for the
beneficiaries of the trust;

(b)

a trustee forgives a debt owing to the trust in circumstances
where income would not arise if the debt had been owed to the
settler and the settler had forgiven it; and

(c)

an executor of a deceased estate forgives a debt owed to the
estate by a beneficiary and the beneficiaries of the trust are
persons whom the deceased would have had natural love and
affection.

In addition, section 64F(7B) should be amended to:
(a)

make it clear that it applies to forgiveness of debt by will;
and

(b)

replace the words "where an amount owing under a debt" with the
words "an obligation to give consideration in relation to a
financial arrangement" to make the wording consistent with that
used in section 64F(7).

The Committee is not persuaded that the natural love and affection
exemption should be extended to loans made to companies. Where a
loan is forgiven, the relationship between lender and shareholders
seems too remote to justify such an extension.
From the lender's point of view, if an amount is remitted in
consideration of natural love and affection after 1 October 1987,
section 64F(7B) provides that the amount shall, for the purposes of
the accrual rules, be deemed to be paid. Because the amount remitted
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is deemed to be paid, the lender will not receive any deduction for
any part of that amount which has been treated as income but has not
actually been paid to them.
Consider the situation where a parent lends a child $100 to be
repaid in 1 year together with $10 interest. If the loan and
interest are remitted, section 64F(7B) deems the parent to have
received the $110 and, as a consequence to derive income (under the
base price adjustment) of $10. The Consultants' Report on Trusts and
Estates and the Accrual Regime recommended that section 64F(7B)
should be amended so that the parent (in this example) would not be
deemed to derive income on amounts that are never actually paid.
In the example given above, the parent could have waited for
repayment of the $100 plus the $10 interest and then made a gift of
$110 to the child. In that situation the parent would clearly have
income of $10, notwithstanding the gift of the money to the child.
The Committee considers that the policy behind the provision is that
the remission of a debt in consideration of natural love and
affection is not different to a gift of the amount of the loan and
should attract the same tax consequences. If the recommendation made
in the Consultants' Report were to be adopted, a remission in the
circumstances outlined above would be treated more favourably than a
gift. The Committee does not accept that there is any justification
for this difference in treatment.
3.6.4 Exemptions to be in Section 61
Currently the provisions that exempt certain items of debt remission
income from tax are located exclusively in the accrual rules. These
include sections 64F(7), 64F(7A), 64F(7B), 64F(7C) and 64FB. For
conceptual clarity, these exemptions would be better placed together
with the other income exempting provisions in section 61 of the Act
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CHAPTER 4 - FOREIGN EXCHANGE GAINS AND LOSSES
4.1

Introduction
An issue that has been the focus of considerable debate ever since
the accrual rules were first enacted has been the treatment under
those rules of foreign exchange gains and losses. There is
widespread perception in the community that the application of the
rules is unfair and that they impose excessive compliance costs on
taxpayers. Those views were reflected in the submissions received by
the Committee. The Committee has attempted to address those concerns
within the restraints required by Government policy objectives.
Many of the requests for change in the treatment of foreign exchange
gains and losses amount, in effect, to a request that accrual
concepts be abandoned in favour of a realisation approach. There is
an incompatibility between such requests and an accrual approach to
tax accounting. Given the ease with which it is possible to
substitute domestic for overseas lending or borrowing, and the lack
of constraints on funds flowing to or from New Zealand, fundamental
moves away from an accrual approach in the area of foreign exchange
gains and losses would inevitably impact on the accrual treatment of
purely domestic debt instruments. This has been a considerable
constraint on the Committee's ability to accommodate concerns raised
in submissions. Nevertheless, the Committee considers that, overall,
the proposals outlined in this part of the Discussion Paper should
assist in a move towards a more workable accrual treatment of foreign
exchange gains and losses.
This chapter reviews the tax treatment of foreign exchange gains and
losses under the accrual rules. Many of the more significant
revisions to the accrual rules suggested by the Committee that impact
on the treatment of foreign exchange gains and losses relate to the
financial arrangement definition and to the list of excepted
financial arrangements. As such, these issues have already been
referred to in Chapter 2 which covered the financial arrangement and
excepted financial arrangement definitions. Where appropriate, this
chapter provides a fuller explanation of and rationalisation for
those suggestions.

4.2.

Pre Accrual Rules
Under pre-accrual rules, foreign exchange gains and losses were
subject to section 71 of the Act and a supporting body of case law.
Very broadly, this required that for foreign exchange gains and
losses to be recognised, the loan had to be for business purposes of
the taxpayer (as either lender or borrower) and the foreign exchange
gain or loss had to be realised.

4.3

Foreign Exchange Gains and Losses Under the Accrual Rules
Under the accrual legislation, foreign exchange instruments are not
specifically dealt with. However, any foreign exchange instrument
that is a financial arrangement falls within the ambit of the rules.
For foreign exchange instruments, the definition of a financial
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arrangement is particularly wide. Of course, any loan or similar
instrument denominated in a foreign currency is a financial
arrangement. Beyond this, the financial arrangement definition
includes forward rate agreements because of the wide definition of
"money", which includes "the right to money". Thus, if 'A' agrees to
purchase SUSI from 'B' in one year's time for SNZ2, 'A' obtains the
right to SUSI in consideration for a promise by 'A' to provide 'B'
with SNZ2 in a year's time. Futures contracts are specifically
excluded from the term "agreement for sale and purchase of property"
and "property" is defined to exclude foreign exchange assets. Thus,
for many foreign exchange instruments the "agreement for sale and
purchase of property" exception does not apply.
As a result, all foreign exchange gains and losses on financial
transactions other than excepted financial arrangements are brought
to account either on sale or maturity under the base price adjustment
calculation or on an accrual basis under yield to maturity or its
equivalent. All gains are assessable and all losses of the holder
are deductible. Foreign exchange losses of an issuer are deductible
if offsettable against accrual income under the arrangement or if the
normal deductibility test is met and the deduction is not
specifically denied.
This contrasts with the pre-accrual position in two ways. First,
foreign exchange gains or losses are brought to account as income or
expenditure without having to meet a business test. This reflects
the removal of a capital/revenue distinction in the accrual area.
Secondly, the foreign exchange gain or loss is generally recognised
on an accrual basis. Under the relevant determinations, the yield to
maturity approach that is required to be used takes into account any
variation in spot exchange rates between the beginning and end of
the income year. This means that not only are unrealised gains and
losses recognised (which is inherent in the accrual concept) but
unpredicted gains and losses are brought to account prior to
realisation. Foreign exchange transactions are the only area in the
accrual rules where this is done on a mandatory basis.
4.4

Submissions Received
Submissions received on foreign exchange aspects of the accrual rules
can be characterised according to content as falling into one of
three categories:
(a)

Restriction of the Application of the Rules
Some submissions urged that the Act should revert back to a
section 71 type approach with foreign exchange gains and losses
being recognised only if a business purpose is present and only
on a realisation basis;

(b)

Restriction of the Ambit of the Rules
Other submissions argued that the definition of a financial
arrangement should not include transactions that have no clear
lending element simply because they have a foreign exchange
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element. For example, it was argued that forward rate
agreement's should not be within the ambit of the accrual
rules;
(c)

Detailed Reforms to Reduce Compliance Costs
This was seen as involving exclusions for non-business
taxpayers and closer alignment of the rules with accountancy
treatment allowing, in particular, the offsetting of hedging
transactions.

Each of these separate bases for reform is considered in turn below.
4.5

Restriction of the Application of the Accrual Rules
A reversion back to a business purpose test would be inconsistent
with the policy underlying the accrual rules. That is because a
business purpose test reflects a ·notion of the capital/revenue
distinction. As previously noted, retention of such a distinction
would be inconsistent with the policy basis of the regime. This is
subject to an exception, discussed below, that we consider is
justified with respect to private or domestic expenditure.
Similarly, deferring taxation until a gain or loss is realised would
be inconsistent with the accrual concept. It is arguable that a
foreign exchange gain or loss is unpredicted and that such gains or
losses outside the foreign exchange area are only taxable on
realisation. Thus, it is argued that foreign exchange gains or
losses should be recognised only a realisation basis. However,
foreign exchange gains and losses are not entirely unexpected. There
is an expected element based on interest rate differentials that is
built into the forward rate. Thus, a strong currency that is not
expected to depreciate generally bears a low interest rate while a
weak currency that is expected to depreciate generally has a high
rate. Not accruing expected foreign exchange gains and losses would
therefore favour strong over weak currencies. The expected exchange
rate gain or loss can be measured by forward exchange rates. The
Committee accordingly recognises that there is a case for accruing
only the difference between spot and forward rates at the time the
transaction is entered into.
While this seems an attractive compromise, it suffers from three
flaws. First, in practice forward exchange rates are usually
available only for a few months, and at most, a few years. It would
be impractical to accrue the diff~rence between spot and forward
rates at the time the contract is entered into for any long term
financial arrangements. Secondly, it seems doubtful whether the
advantages of such a system would be outweighed by the compliance
demands of calculating income or expenditure on a forward rate basis.
Thirdly, even if such a system (or compromise, such as the use of end
of year forward rates) were practical, given the volatility of
exchange rates, officials considered that this approach would provide
an excessive opportunity for taxpayers to realise losses and defer
gains thereby reducing income tax liabilities.
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It appears that any change in calculation methods would need to be so
heavily circumscribed as to make it too complicated for practical
application. The Committee, therefore, has come to the view, that
the use of spot rates may be the best overall option available.
4.6

Restriction of the Ambit of the Accrual Rules
Concerns about the ambit of the accrual rules centre on the
comprehensive financial arrangement definition whenever a transaction
includes a foreign exchange element. In particular, the current
definition includes within its ambit transactions that have no
lending element. A clear example is a forward rate agreement.
However, as discussed briefly in Chapter 2, forward rate agreements,
swaps and similar arrangements can be used to construct or alter
transactions that are clearly financial arrangements. Moreover, they
can be entered into in order to hedge exchange rate exposures on
instruments that fall within any reasonable financial arrangement
definition. Since the exchange rate exposure on these instruments
must be brought to account to produce an equitable result, a fair and
reasonable calculation of income and expenditure requires hedging
transactions to be brought to account. The simplest example of the
need to bring hedging transactions within the same rules as the
underlying arrangement is a loan in a strong currency with a low
interest rate but an expected exchange rate appreciation relative to
the New Zealand dollar. That exchange rate appreciation would
translate to an exchange rate loss for any New Zealand borrower in
that currency. To produce a reasonably equivalent tax result between
this loan and a loan in a New Zealand currency at a higher interest
rate, the exchange rate loss must be included in expenditure
calculations of the borrower. If the exchange rate loss is covered
by a hedging transaction, such as a forward rate agreement, failure
to bring the forward rate agreement gain into account would produce
an unreal result. In effect, an indemnified loss would be allowed as
a deduction, contrary to normal income tax rules.
To deal with this situation, the Committee explored the possibility
of including within accrual calculations only those transactions that
are hedging or otherwise related to another financial arrangement
producing income or expenditure of the taxpayer. However, the
Committee's view is that such a rule would be unenforceable,
impractical, and contrary to established commercial and taxation
practice.
In practice, hedging arrangements are frequently unrelated to
particular financial arrangements that a taxpayer has entered into.
For example, a business will know that its normal exposure to a
particular currency is, on average, Sx and will, as a matter of
policy, hedge this with a similar level of foreign currency cover.
There is, in such cases, no specific liability or asset that is being
hedged, but rather a flow of such liabilities or assets. Contrary to
this commercial practice, a hedging rule was seen to require the
taxpayer to demonstrate a direct link between an asset or liability
and the hedged transaction. However, for similar reasons, a hedging
rule would require an enquiry to be undertaken as to the purpose and
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motive of a taxpayer in entering into a forward rate agreement or
similar agreement. This approach.would appear to provide taxpayers
with an excessive degree of latitude as·to when this was and when
this was not the case.
Finally, the Committee has strong reservations on tax policy grounds as
to whether a hedging approach is necessarily desirable. This would
amount to the adoption of a rule bring1ng into income gains to the
extent to which related transactions give rise to expenditure and vice
versa. That leads to an argument that expenditure under a loan to
cover capital assets should be denied a deduction to the extent to
which that asset produces non-taxable capital gains. This a concept
foreign to our tax system and one the Committee rejected in the Tax
Accounting Issues Discussion Paper.
While the Committee therefore concludes that transactions in a
foreign currency should be included within the accrual rules, the
rationale for this should be that they are frequently used as
building blocks to construct or alter underlying financial
arrangements or that they are used as hedges indemnifying taxpayers
against losses that the accrual rules recognise. This means that
such transactions should be brought within the rules specifically and·
not, as is now the case, under broad, all-encompassing definitions.
The suggested draft financial arrangement definition achieves this.
Although the Committee considers that forward rate agreements and
swap transactions should be brought specifically within the accrual
rules for these reasons, a boundary line must be drawn beyond which
hedging assets should not be brought within the regime. For example,
an overseas real asset can hedge a foreign exchange exposure on a
financial arrangement. However, that does not justify bringing to
account for tax purposes, on an accrual basis, the appreciation in
value of overseas real assets. With this in mind, the Committee has
carefully reviewed the existing boundary line determining what
foreign currency transactions are within and what transactions are
outside the accrual regime. Where it is possible to narrow the focus
of that regime by excluding certain foreign currency transactions
from the accrual rules without undermining the policy of those rules,
such a narrowing in focus is recommended.
The following specific proposals are advanced:
(a)

Foreign currency and travellers' cheques (travellers' cheques
being equivalent to foreign currency) should be explicitly
excluded from the financial arrangement definition through the
excepted financial arrangement definition. Foreign currency is
more equivalent to an overseas real asset than it is to a
financial transaction such as a forward rate agreement.
Although one can hedge a foreign exchange exposure by holding
foreign currency, this would not be a convenient way of
altering the economic substance of a financial arrangement.
Thus, excluding foreign currency and travellers' cheques from
the accrual rules should not undermine policy intent of those
rules;
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(b)

Financial arrangements issued at par or a premium, with no
interest entitlement and that are payable on demand, should be
excepted financial arrangements if held by cash basis holders.
As noted in Chapter 2, this would exclude from the accrual
rules foreign currency, non-interest bearing current accounts
and the like. Such instruments have most of the
characteristics of cash and should be excluded from the accrual
rules on the same basis. The requirement that the instrument
be repayable on demand means that there can be no secondary
market in that instrument under which the arrangement is later
purchased for a discount. Consideration was given to extending
an exemption for these instruments to all taxpayers. However,
concerns were expressed that this could provide opportunities
for taxpayers to avoid the effects of the accrual rules with
respect to other foreign currency denominated transactions.
This concern does not seem valid where relatively small amounts
of money are involved which, by definition, will always be the
case with respect to cash basis holders;

(c)

Foreign currency denominated debt used by an issuer or borrower
for private or domestic purposes should be excluded from the
accrual rules. This is to avoid the need for such issuers to
include foreign exchange gains or losses in their income or
expenditure. This should remove the compliance costs
associated with relatively small transactions as well as remove
an inequity where a person borrows in an overseas currency for
private or domestic purposes, is taxed on foreign exchange
gains, but a deduction with respect to foreign exchange losses
may not be available.

While this refocusing of the accrual rules in the foreign exchange
area may seem relatively modest, for the reasons given above, the
Committee feels unable to propose a more radical targeting of the
regime in this area. Nevertheless, measures suggested should provide
some relief in areas where the costs (in terms of undermining the
policy of the accrual rules) of ameliorative measures is relatively
low.
4.7

Detailed Reforms
In addition to the above, more substantive issues, submissions
received by the Committee raised a number of more detailed concerns
relating mainly to compliance issues. These, and our comments on
them, are as follows:
(a)

The application of the accrual rules to swap transactions
should be clarified. The Committee considers that its
redrafted financial arrangement definition should clarify that
swap transactions are within the regime. The appropriate
method for clarifying how swap transactions are to be treated
under the accrual rules is by issuing a determination. The
Inland Revenue Department has indicated that such a
determination will be issued shortly;
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(b)

It was submitted that the method for calculating accrued income
on foreign exchange instruments should be made more consistent
with New Zealand accounting treatment as set out in SSAP 21.
The Committee notes that there is a broad consistency between
SSAP 21 and accrual tax treatment. Both recognise the need to
bring foreign exchange gains and losses to account on an
accrual basis and SSAP 21 is the same as the market value
method under the accrual rules and foreign exchange translation
requirements of determination G9A.
However, in two areas the accrual and accounting treatments do
differ. First, under the accrual rules, any gain or loss on an
forward rate agreement taken out to cover the future purchase
of goods or services must be taken into account as at balance
date. SSAP 21, on the other hand, capitalises the eventual
gain or loss into the cost of goods or services. The result of
the accountancy treatment can be to defer permanently the
recognition of foreign exchange gains and losses. While this
may be the correct result for accountancy purposes, it would be
inconsistent with the comprehensive approach to foreign
exchange transactions seen as being necessary for taxation
purposes.
Secondly, SSAP 21 allows hedged transactions to be offset
against each other so as to produce no overall impact. Again,
the desirability of this approach from an accounting point of
view is not questioned. However, for the reasons given above,
a hedging approach cannot be easily applied in an income tax
context. Moreover, it is impossible to apply a hedging
approach without undermining the capital revenue distinction
applying outside the accrual rules. For example, we do not
support a proposition that financial arrangement exchange
losses should be denied a deduction because there is an
offsetting gain on an overseas capital asset producing accrued
tax-free capital gains.
However, a particular compliance issue relating to hedged
transactions has been highlighted in submissions. This is
where a forward rate agreement is hedged by a short term trade
credit that is, under current law, an excepted financial
arrangement. The gain or loss under the trade credit is not
brought to account on an accrual basis, but the accrued gain or
loss on the forward rate agreement is brought to account. We
suggest that this concern can be met within the policy of the
accrual rules by permitting taxpayers to elect to treat short
term trade credits as financial arrangements. In other words,
taxpayers should have the option of not having such credits
treated as excepted financial arrangements;

(c)

It was submitted that because non-residents are currently not
subject to the accrual rules, this creates a mismatch. The
Committee agrees that a notable policy feature of the accrual
rules is that they do not apply to non-residents. This is
presumably, at least in part, because non-residents are subject
to a withholding tax regime and a withholding tax regime
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cannot, by definition, apply on an accrual basis. The mismatch
referred to could only be relieved by extending the accrual
rules to non-residents or by removing the accrual rules
altogether with respect to residents. Neither of these
alternatives is within the Committee's terms of reference.
4.8

Summary
A re 1at i ve ly comprehensive approach to foreign exchange gains and
losses is a necessary element of the current policy settings with
respect of the accrual regime. Any significant narrowing of the
focus of the regime in this area would seem to result in a
significant undermining of the policy of taxing interest or its
equivalent on an accrual basis. Cross-border financial transactions
explicitly or implicitly capitalise foreign currency fluctuations
into interest rates and prices of financial instruments. The tax
system must recognise this if it is to be consistent in its
application to real world situations: There is, therefore, only
limited opportunity to narrow the focus of the accrual rules in this
area. The Committee does, however, consider that the accrual rules
can be made more workable and acceptable in their application to
foreign currency gains and losses by the following reforms:
(a)

Foreign currency notes and coins and travellers' cheques should
be included in the list of excepted financial arrangements;

(b)

Non-interest bearing debt instruments issued at par or premium
and repayable on demand should be excluded from the accrual
rules in the hands of cash basis holders;

(c)

Foreign currency denominated debt used for private or domestic
purposes should be excluded from the accrual rules in the hands
of issuers;

(d)

Taxpayers should be permitted to elect to treat short-term
trade credits as financial arrangements or as excepted
financial arrangements.
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CHAPTER 5
5.1

TRUSTS AND ESTATES

Introduction
This chapter covers accrual issues involving the tax treatment of
trusts, estates and related areas. In doing so it draws on the
report prepared by a group of consultants for the Commissioner of
Inland Revenue entitled "On Trusts and Estates and the Accruals
Regime" ("the Consultants' Report") as well as on submissions
directly made to the Committee. These sources, and our own
experience, indicate that there are two main issues with the
application of the accrual rules to trusts and estates:
(a)

Uncertainty over how tax rules apply on a taxpayer's death
through to final distribution by a testamentary trust. The
main issue here is when, if at all, a financial arrangement is
deemed to be disposed of so as to crystalise a base price
adjustment;

(b)

The difficulties trustees have in applying accrual rule tax
treatment while at the same time meeting their trustee
obligations. These difficulties are largely a product of a
tendency for trust obligations to be related to cashflows
rather than accrued income and expenditure calculations.

These issues, and other accrual rule matters affecting trusts and
estates, are considered below.
5.2

Trusts. Estates. and the Accrual Consequences of Death
It was noted in the Consultants' Report, and in submissions received
by this Committee, that existing legislation is unclear as to when,
if at all, a base price adjustment is required to be performed when a
person holding or issuing a financial arrangement dies. There is a
similar confusion as to the consequences of an in-specie distribution
of a financial arrangement by the liquidator of a company. The
Committee agrees that the legal position here is unclear and should
be clarified in the legislation.
With respect to the accrual rule treatment of financial arrangements
held or issued by a taxpayer on his or her death, in essence, the
first issue is whether the tax system should deem a taxpayer's
property to be disposed of on death. If it is appropriate to have
such~ deemed disposition, the second ·issue is when that deemed
disposition should take place. This could be at one, or all of, the
following:
(a)

The date of death, at which date the executor of the deceased's
estate assumes the deceased's assets and liabilities;

(b)

At the earlier of the date at which the executor distributes
the property of the estate to beneficiaries or the date of the
end of the executorship when the executor becomes a trustee
under the will;
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(c)

The date at which the trustee of the testamentary trust
distributes estate property to beneficiaries under the will.

The initial proposition adopted by the Committee is that any tax rule
deeming a disposal of property to take place as a consequence of the
death of a taxpayer should have general application and should not be
limited to the accrual rules. In essence, the effect of the accrual
rules is to deem all financial arrangements of a taxpayer to be on
revenue account and to require income or expenditure, where
appropriate, to be recognised on an accrual, and not a realisation,
basis. Policy considerations in this area suggest that on death of a
taxpayer, financial arrangements should be treated in the same way as
any other form of revenue asset.
Current practice on the death of a taxpayer is for tax returns to be
filed by the executor:
(a)

For income derived to the date of death;

(b}

Annually during the executorship;

(c}

At the end of the executorship.

If the executor becomes a trustee under the will (at the end of
executorship) then the executor files returns thereafter as a trustee
in the normal way. In general, there is a lack of statutory detail
in current legislation as to whether accrued gains or losses on
revenue a~sets are to be included in the income calculation up to the
date of a taxpayer's death. An exception is section 65(1)(c) which
deems a holder of a commercial bill to have sold that bill for market
value to the deceased's trustee on the date of death. In other
areas, the income tax consequences of death tend to be determined by
common law and accepted practice. The Inland Revenue Department
requires the income calculation up to date of death to include such
items as the value of shares held for the purposes of sale and
trading stock.
The Committee has already reviewed the appropriate taxation
consequences of death in its earlier Tax Accounting Issues discussion
paper. At section 3.4.8 of that paper the following comment was
made:
"Where an asset is disposed of by way of gift, bequest or
distribution from a company or trust, it should be
treated in the same way as an asset moving into or out of
the tax base. That is, there should be a deemed disposal
and acquisition for market value. This aims to ensure
that where a capital account asset is transferred in this
manner to a person who then holds that asset on revenue
account, any gain is calculated from the market price at
the time of transfer and not the original cost of the
asset to the transferor."
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Draft legislation annexed to the discussion paper proposed that a
deceased person be deemed to dispose of all his or her assets for
market value as at the date of death and that the beneficiary under
the will, or person acquiring the assets upon intestacy, be deemed to
acquire the assets as at the date of the taxpayer's death for market
value. (The proposed section 640 refers). A consequence of this
approach, when applied to financial arrangements, would be a
requirement to perform a base price adjustment once at the date of a
taxpayer's death and secondly at the date of any distribution from a
testamentary trust to a beneficiary. However, this would still leave
the position of transfer to and from an executor unclear.
The Committee has therefore reviewed its proposals in this area. In
doing so it has considered the recommendations made in the
Consultants' Report. That report recommended that, in most
circumstances, death should not give rise to a deemed disposal of a
financial arrangement and thus should not give rise to a requirement
to perform a base price adjustment. In effect, the consultants
recommended in favour of a form of roll-over relief under which the
ultimate beneficiary of a deceased's estate would assume the
financial arrangements of the deceased without a tax consequence and
assume the deceased's original acquisition price for that financial
arrangement.
Having reviewed this matter, the Committee does not consider that
there should be such roll-over relief on a general basis for all
assets of a deceased taxpayer. That would mark a departure from
existing specific statutory rules and general practice as described
above whereby the death of a taxpayer does crystalise accrued gains
and losses. Crystallisation of tax on death recognises that there
has been a real transfer of ownership from a deceased taxpayer to the
beneficiary of the estate. Thus, where tax law brings gains or
losses to account on the transfer of ownership, it is appropriate to
recognise gains or losses where the transfer is consequential upon
death in the same manner as any other form of transfer. Finally, as
noted in the Tax Accounting Issues discussion paper, this approach
does act to protect a beneficiary of an estate from tax on capital
gains where an asset was held on revenue account by a deceased but is
held on capital account by the beneficiary. Although this last issue
does not arise with respect to financial arrangements (since they are
all on revenue account), no convincing reason has been advanced to
the Committee as to why financial arrangements should not be subject
to this general rule regarding the assets of a deceased taxpayer.
The Committee does, however, consider that a rule deeming assets to be
transferred for market value at each of the date of a taxpayer's death,
the date of transfer from executorship to trusteeship, and the date of
distribution from a trust to a beneficiary, to be excessive to meet any
reasonable policy concerns. A requirement for three deemed disposals in
such circumstances would, in our view, impose unnecessary complexity on
income tax law particularly where such deemed disposals take place over
a short period of time. Moreover, such an approach would not accurately
reflect what is happening in these cases. In reality, the executor is
acting as the agent of the deceased taxpayer and for tax purposes should
be treated as such. We therefore propose to alter our earlier proposal
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that assets be deemed to be disposed of as at the date of a taxpayer's
death and instead propose that such a disposal should be deemed to take
place at the earlier of the date on which:
(a)

Assets are distributed to a beneficiary under the will or as a
result of intestacy;

(b)

The executorship comes to an end.

The Committee is conscious that deferring the deemed disposal of
assets until the end of the executorship could provide an incentive
for prolongation of the executorship process. This would be contrary
to the best interests of both beneficiaries and the revenue. We
therefore also propose that a deemed disposal of a deceased
taxpayer's assets take place two years after death if the
executorship is still continuing at that date. The two year limit is
suggested on the basis that, on the advice provided to us, two years
should generally be sufficient time for an executorship to be
completed. If there is a deemed disposal after the expiry of two
years of executorship, a further aeemed disposal would take place at
the end of the executorship.
As a consequence of these proposals, on the death of a holder or an
issuer of a financial arrangement, a base price adjustment would be
required at the earlier of:
(a)

The date on which the financial arrangement is distributed to a
beneficiary;

(b)

The date on which executorship comes to an end;

(c)

The date on which the financial arrangement matures or is
remitted or sold or transferred;

(d)

The end of the second full income year after the date of death
of the taxpayer.

Where, because of the above rules, a base price adjustment is
required to be performed in the absence of an actual sale or
transfer, the financial arrangement should be deemed to be disposed
of for market value. This would also be the new acquisition price of
that financial arrangement for. the new holder or issuer.
The Committee has not altered its views, expressed in the Tax
Accounting Issues discussion paper, that a trustee distribution,
including the distribution from a testamentary trust, should give
rise to a deemed disposal of assets at market value. The view has
been expressed that where a trustee distributes an asset to a
beneficiary there is no change in beneficial ownership of that asset
and therefore there should be nB deemed disposal. The Committee
accepts the logic of this argument only with respect to bare trusts.
The income tax system treats a trustee and a beneficiary as separate
taxable entities so that a distribution from one to the other should
crystalise any tax liability in the same manner as a distribution
from a company to its shareholders crystalises liabilities.
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Moreover, where the trust is discretionary, a distribution results in
beneficial ownership of an asset moving from a group of beneficiaries
to one specific beneficiary. In other words, the interest of the
beneficiary receiving the distribution has gone from being a shared
beneficial interest (which could be defeated at any time by the
trustee distributing the asset to another beneficiary} to a full
beneficial ownership of the asset.
Therefore a distribution of an asset by a trustee (other than a bare
trustee} should give rise to a deemed disposal of the asset for
market value. Where that asset is a financial arrangement, the
result will be a requirement for a base price adjustment at the time
of distribution. The financial arrangement would be deemed to be
disposed of by the trustee for market and value and acquired by the
beneficiary for market value.
The Consultants' Report noted that there is a similarity between the
position of a company liquidator following the commencement of the
winding up of a company and the executor of an estate. Both the
executor and the liquidator can assume ownership rights and
obligations, but do so as, in effect, the agent of other persons.
The liquidator is appropriately seen as the agent of those who have
interests in the company. In our Tax Accounting Issues discussion
paper, it was recommended that all property of a company be deemed to
be disposed of for market value as at the date of the company's
winding up. This would still leave the position of a liquidator
somewhat unclear. Given the similarity· between the positions of an
executor and a liquidator, it would seem appropriate to apply similar
treatment. We therefore propose that no deemed disposal of assets
take place where they are transferred from a company in the course of
winding up to a liquidator but that a deemed disposal for market
value take place at the earlier of:
(a}

The date on which the asset is distributed to a shareholder;

(b)

The end of the second full income year after the commencement
of the winding up.

Where the asset is a financial arrangement this would mean that a
base price adjustment (calculated at market value} would be required
at the earlier of the above dates or the date on which the financial
arrangement matures or is remitted or sold or transferred.
A further matter raised by the Consultants' Report was a
recommendation that trusts qualify for cash basis holder status where
assets and income of the trusts fall within normal cash basis holder
thresholds. These concerns have already largely been met by either:
(a}

the insertion of a new section 64D(7A} allowing the trustee of
the estate of a cash basis holder to continue to qualify for
cash basis holder status for four income years after the death
of a taxpayer; or

(b}

the insertion of a new section 64C(2A} allowing holders or
issuers with less than $1 million of financial arrangements to
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calculate accrual income or expenditure on a straightline
basis.
The Consultants' Report also recommended that cash basis holder
status be available to inter vivos trusts. However, as noted in the
Consultants' Report, this would require rules to prevent the use of
multiple trusts so as to avoid the statutory limitations on cash
basis holder status. Since these rules would be relatively
complicated, and would thus impose a compliance burden on taxpayers,
in the light of the statutory relaxations on the cash basis holder
status and the ability to use straight line calculations noted above,
the Committee does not consider that this recommendation of the
consultants need proceed.
A final point raised in the Consultants' Report is that the exemption
from the requirement to pay interest on underpayments of provisional
tax at the third instalment does not apply to trustees but is limited
to other natural persons. The Consultants' Report recommended that
this exemption should be extended to trustees if all the
·
beneficiaries and potential beneficiaries are natural persons.
However, the Committee does not accept that there is sufficient
justification for treating trusts, with beneficiaries who are natural
persons, any more favourably in this respect than companies all of
whose shareholders are natural persons. Moreover, it would be
difficult to determine whether beneficiaries of many discretionary
trusts are in fact limited to natural persons.
5.3

Trustee and Accrual Obligations
The Consultants' Report, and submissions received by the Committee,
noted a number of other areas where the accrual rules create
difficulties for trustees. These mainly relate to the difficulties
trustees can have in carrying out their trustee obligations within
the framework required by the accrual rules.
A fundamental feature of the accrual rules are that they
substantially remove the capital/revenue distinction within their
sphere of operation. Nevertheless, the capital/revenue distinction
can remain critical for the operation of a trust since it is common
for a trust to provide that income from a financial arrangement is to
be distributed to one set of beneficiaries with the capital being
distributable to a different set of beneficiaries. Income and
capital characteristics of the financial arrangement are then
determined on the traditional common law basis. This can place a
trustee in a difficult position since tax obligations will generally
be met out of the sums attributable to income beneficiaries. The
result can be that income beneficiaries are overly taxed and capital
beneficiaries receive a distribution from a tax free source. This
position creates considerable inequity between the different classes
of beneficiaries and the Consultants' Report recommended a change to
the Trustee Act 1956 to allow trustees to meet income tax obligations
out of both income and capital of the trust so as to achieve equity
between different classes of beneficiaries. Although the Committee
records its general support for such an amendment, it is not within
its brief to consider changes to the Trustee Act.
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Another problem noted by the Consultants' Report is that it is
unclear from the existing wording of section 226(1) whether accrued
financial arrangement income can constitute beneficiary income in
terms of the Act so as to be taxable in the hands of the beneficiary
rather than the trustee. It is arguable that a trustee cannot pay or
apply income for the benefit of a beneficiary where the trustee is
merely accounting for the financial arrangement gain on an accrual
basis.
The Committee recommends a drafting change to section 226(1) to deem
accrual income to be beneficiary income where it would, if received
during the income year, vest absolutely in interest in the
beneficiary. A consequential amendment to section 269 of the Act is
also necessary so as to limit to an amount equal to the trust's
estate the sum that the trustee. (as agent) can recover from a
beneficiary.
A further problem noted by the Consultants' Report is that where a

taxpayer dies with unexpired accrual expenditure that expenditure may
not be effectively deductible because the expenditure relates to
·
goods not used in production of assessable income after the date of
death or because the expenditure relates to services performed after
the date of death. Our proposal to treat an executor as agent of the
deceased should partly alleviate any such problem since it would be
likely that prepaid expenditure would be exhausted by the end of the
executorship (or within the two year period proposed).
To further clarify the position we propose that it be set out in the
legislation that:

5.4

(a)

Where the expenditure is on goods, prepaid expenditure not be
included within income at the end of the executorship, thereby
effectively allowing the deduction for that expenditure. This
is justified on the basis that the executor will be required to
recognise all goods held on revenue account as income at this
stage and the accrual expenditure should be matched with that
income;

(b)

Where the expenditure relates to.unperformed services, the
beneficiary should be deemed to purchase the right to those
services at their market value. The executor would then
recognise this notional sale as income and deduct the balance
of the accrual expenditure relating to the services as an
expense. The beneficiary would then, if in business, treat the
notional purchase price as accrual expenditure.

Relationship with International Tax Rules
A number of minor points were raised in the Consultants' Report, and
in submissions to the Committee relating to the interaction of trust
and international tax rules. We comment on these briefly below.
The Consultants' Report recommended a minor technical amendment to
section 310(2)(ca) of the Act to change the word "included" to the
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words "included in calculating". This is because it is more correct
to say that accrual expenditure is included in calculating a person's
assessable income rather than simply included. The Committee agrees
with this technical clarification of the Act.
The Consultants' Report also noted that the rules for determining
when non-resident withholding tax is liable are determined on the
basis of residency of the deriver of the income. The trust
provisions are drafted so that trustees have no clear residency
status thereby making operation of these rules, and other rules where
residency is critical, difficult. While this issue often arises with
respect to interest income and the accrual rules, it is not limited
to this aspect of the Act. However, the current position is clearly
fraught with difficulties for taxpayers. To clarify the position, it
is suggested that trustees of a trust settled by a New Zealand
resident which is subject to New Zealand tax on its world~ide income,
should be deemed to be resident for all income tax purposes. This
would mean that there would be no resident withholding tax liability
in such cases. This seems appropriate since the trust is, in effect,
being treated as a New Zealand resident.
Under trust taxation provisions, a foreign or non-qualifying trust
may elect to have qualifying trust status and be taxable on its
income on a worldwide basis. The Consultants' Report considered that
this could create compliance difficulties where income was being
calculated in various currencies and had to be converted to New
Zealand dollars. The Consultants' Report therefore recommended that
such trusts be able to calculate their income in the currency in
which the trust prepares its financial accounts (or in the currency
of the country in which that trust is resident).
The Committee is unable to agree with that recommendation since
trusts that elect to adopt qualifying status elect to be treated as
New Zealand residents for tax purposes. A resident's income is
calculated in New Zealand dollars wherever derived and logically the
same should apply to trusts electing qualifying status.
5.5

Summary of Proposals
The main proposals outlined in this chapter are:
(a)

For all income tax purposes, and not just the accrual rules,
accrued gains and losses of taxpayers should crystalise on
their death by deeming all assets and liabilities to be
disposed of at market value. However, crystallisation of
accrued gains or losses should be deferred from date of death
to the earlier of the end of executorship or the end of the
second full income year after the date of death of the
taxpayer. This is an alteration of our proposal in the Tax
Accounting Issues discussion paper. For financial arrangements
it would mean that a base price adjustment would be required to
be performed at the earlier of:
(i)

The date on which the financial arrangement is
distributed to a beneficiary under the will;
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(ii)

The date on which the executorship comes to an end;

(iii) The date on which the financial arrangement matures or is
remitted on sold or transferred;
(iv)
(b)

The end of the second full income year after the date of
death of the taxpayer;

The liquidator of a company should be treated in the same way
as an executor of a deceased estate so that all assets and
liabilities should be deemed to be disposed of (and, with
respect to financial arrangements, a base price adjustment
performed) at the earlier of:
(i)

The date on which income derived from the asset is
distributed to a shareholder;

(ii)

The date on which the asset would be recognised under
ordinary income tax rules (in the case of financial
arrangement, the date on which it matures is remitted, is
sold or transferred);

(iii) The end of a second full income year after the
commencement of the winding up;
(c)

Any financial arrangement distributed by a trustee of a
testamentary trust should give rise to a requirement to perform
a base price adjustment;

(d)

Section 226(1) be amended so that accrual income can constitute
beneficiary income where it would, if received during income
year, vest absolutely in interest in the beneficiary;

(e)

Section 104A be clarified so that with respect to unexpired
expenditure on:
( i)

Goods, an effective deduction for expenditure on those
goods should be allowed in the final return of the
executor;

(i i )

Services, the beneficiary should be deemed to have
purchased the right to performance of those future
services at market value;

(f)

Section 310(2)(ca) should be amended by replacing the words
"included" with the words "included in calculating";

(g)

For all purposes
accrual rules, a
resident, and is
should be deemed

of the Income Tax Act, and not just the
trust that is settled by a New Zealand
therefore taxable on its worldwide income,
to be a resident for taxation purposes.
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CHAPTER 6 - OTHER SIGNIFICANT ISSUES RELATING TO INCOME AND EXPENDITURE
RECOGNITION
6.1

Introduction
This chapter canvasses a number of significant issues relating to·
income and expenditure recognition under the accrual rules that have
not been previously dealt with. These are areas where our own
experience and/or submissions indicate that the accrual rules cause
uncertainty, are unnecessarily difficult to operate, or give rise to
apparent inequities. We consider that the proposals put forward in
the following sections would make the accrual rules clearer and more
effective.

6.2

Automatic Deductibility for Holders
Under the accrual rules a holder of a financial arrangement (usually
the lender) receives, under the base price adjustment mechanism, a
deduction for accrual expenditure (any excess of outlays over
incomings) when a financial arrangement matures or is remitted.
Unlike the position for an issuer in similar circumstances, there is
no requirement for any nexus to be established with assessable
income. This has given rise to concerns that the holder's automatic
deduction can operate unfairly as between different taxpayers. In
response the Committee considered the implications of the holder's
automatic deduction in two fact situations, forward contracts and
current accounts that alternate between debit and credit. Our
conclusion is that the automatic deduction is appropriate and that
most concerns would be met by the revision of the core provisions of
the Act proposed in our first discussion document.
In relation to forward contracts, there might be a difference in
treatment as between the holder and the issuer if a loss results from
movements in the price of the commodity which is the subject of the
contract. For example, a taxpayer wishing to speculate on the price
of gold might enter into a contract to buy gold at a fixed price. If
the taxpayer believes that the price of gold will go up the taxpayer
will enter into a contract to buy gold. If, on the other hand, the
taxpayer believes that the price of gold will go down, the taxpayer
will enter into a contract to sell gold. In the first instance, the
taxpayer is the buyer and, therefore, the issuer in relation to the
forward contract. If the price of gold goes down after entry into
the fixed price contract, the taxpayer, as issuer, would be deemed to
incur expenditure by virtue of having a positive base price
adjustment calculation. In order for such expenditure to be
deductible, the expenditure would have to satisfy the ordinary tests
of deductibility.
In the second instance, the taxpayer is the holder, being the vendor
of the property the subject of the contract. If the price goes up
between entry into the contract and performance by the holder of its
obligation under the contract, the holder will have a negative base
price adjustment and such negative base price adjustment will be
deductible automatically under section 64F(l)(ii). In these

- 57 -

circumstances the holder, although in precisely the same economic
position as the issuer, is nonetheless entitled to an automatic
deduction.
In the Committee's view this situation is not however a sufficient
justification for abridging the automatic deduction available to a
holder. First, forward contracts for property are subject to the
rules regarding agreements for the sale and purchase of property.
For such contracts, which generally involve the performance of
obligations in the future, the acquisition price would be equal to
the lowest price for the property. As the lowest price, if payable
upon delivery, would be equal to the fixed price agreed under the
contract, the forward contract would not give rise to either income
or expenditure to the holder or the issuer under the base price
adjustment calculation. Secondly, if the issuer in relation to the
forward contract has entered into the arrangement to speculate on the
price of gold, the expenditure deemed to be incurred by the issuer
will almost certainly satisfy the tests for deductibility. In the
absence of a capital/revenue distinction applicable to this class of
transaction any profits of the issuer would have been assessable.
Accordingly, any loss incurred should be deductible.
The second situation considered by the Committee concerns the
application of the accrual rules to bank accounts and other similar
financial arrangements that fluctuate between debit and credit. An
example put to the Committee is that of a credit card account which
is in debit for 9 months of the year. During this period the
taxpayer pays $3,000 in interest in respect of money borrowed for
private and domestic purposes. In the tenth month the taxpayer pays
off all the amounts owing under the account and pays in an extra $10
to put the account in credit. One month later the taxpayer closes
the account, and performs a base price adjustment calculation in
respect of the account. At the time that the account is closed the
taxpayer, being owed money under the account, is a holder. The form
of the base price adjustment calculation suggested to the Committee
in these circumstances is as follows:
(a)

Item 'a', being all amounts provided to the holder, would be
the aggregate of the amounts borrowed to fund the private and
domestic expenditure and the $10 repaid to the holder upon
closing the account; and

{b)

Item 'b', the acquisition price of the account (being all
amounts provided by the holder), would be the aggregate of the
amount borrowed to fund the private and domestic expenditure,
the amount of interest paid and the $10; and

{c)

Item 'c', being all amounts of income deemed to be derived for
the purposes of section 64C, reduced by all amounts of
expenditure deemed to be incurred under section 64C, would be
zero, as the account was operated only during the income year
in question.

The result of the base price adjustment calculation for the taxpayer
in this financial arrangement situation is negative $3,000, which is
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deemed to be an automatic deduction of the taxpayer, if the taxpayer
is indeed a holder, thereby apparently affording the taxpayer a
deduction for interest expense incurred in connection with private or
domestic purchases. Such a deductioD would not be permitted under
the general provisions of the Act.
Any problem in this area should be dealt with under the proposed
revised core provisions. Under that revision the core assessability
and deductibility provisions would control and regulate the Act as a
whole. The proposed section 3BA(l}(d} provides that in calculating
the net income of any taxpayer, there shall be no deduction for any
amount referred to in section 106A(l}(a} of the Act, which refers to
any expenditure or loss to the extent to which it is of a private or
domestic nature. As the holder's automatic deduction in the factual
situation referred to above would amount to a deduction of private or
domestic expenditure, section 38A(l}(d} should operate to deny such a
deduction.
6.3

Partial Remissions and Changes in the Terms of a Financial
Arrangement
Two issues were raised with the Committee concerning the base price
adjustment. The first issue is whether a base price adjustment is
required if a financial arrangement is partially remitted or disposed
of, to the extent of such remission or disposal. A second, and
related issue, is whether, if there is a significant change in the
terms of a financial arrangement, such as a permanent change to a
fixed interest rate, the holder and the issuer are required to
recalculate income and expenditure in respect of the financial
arrangement. These issues are related because, for example, a
partial remission of a financial arrangement involves a change in the
terms of a financial arrangement, with implications for the
calculation of future income and expenditure for the financial
arrangement.
In the Committee's view it is not practical to legislate for such
changes, given the virtually limitless range of possible variations
to financial arrangements. The commercial reality is that any
financial arrangement is subject to variation and it would be too
ambitious to attempt to devise a comprehensive set of rules to
provide a prescribed result for each permutation of possible
variations to financial arrangements.
For the purposes of classification, the range of variations to
financial arrangements may be grouped into two broad categories. The
first category consists of those variations which are of such
significance in the context of the particular financial arrangement
that it is appropriate to treat the parties as virtually agreeing to
terminate the existing financial arrangement and to substitute a new
financial arrangement on substantially altered terms. Determining
whether a variation to a financial arrangement amounts to a virtual
termination of the financial arrangement would depend on a complex of
considerations, including the terms of the financial arrangement, the
factual circumstances giving rise to the variation and the precise
effect of the variation. In the Committee's view this is an exercise
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which is best conducted on a case-by-case basis applying the existing
language in sections 64F(2) and 64F(3).
The second general category of variations are those variations which,
while not amounting to a virtual termination of the particular
financial arrangement, have implications for the calculation of
income and expenditure for the financial arrangement. For example,
if the parties agree to a permanent reduction or increase in a fixed
interest rate, this will affect the yield to maturity of the
financial arrangement. The issue is whether the parties are then
required to recalculate income and expenditure pursuant to section
64C(2) having regard to the altered future payments.
In order to determine the yield to maturity of a financial
arrangement it is necessary to know both the timing and the amount of
all future cash flows. Section 64C(2) requires taxpayers to
calculate income or expenditure in respect of a financial arrangement
using the yield to maturity method. The subsection is silent as to
whether the yield to maturity of a financial arrangement is required
to be recalculated if there is a change in the cash flows on which
the initial calculation was based. There are two possible approaches
in the event of such a change. First, the subsection could be
interpreted to require one calculation of the yield to maturity of
the financial arrangement to be calculated at the beginning of the
arrangement. If there are any changes in the cash flows these will
be brought to account ultimately in the base price adjustment
calculation at the termination of the financial arrangement. The
second possible construction of section 64C(2) is that the subsection
requires, in the event of a change in the cashflows, that the yield
to maturity of the financial arrangement be recalculated, with effect
for future periods only.
The Department has prepared a draft determination (Determination P27)
which essentially adopts an approach based on the second of the two
interpretations referred to above. The draft determination appears
to establish reasonable requirements to be followed if there is a
variation to a financial arrangement, although the Committee would
welcome comments on the draft determination before reaching a
conclusion.
6.4

Fees Under Financial Arrangements
The existing treatment of fees incurred in connection with financial
arrangements is:
(a)

Fees that are contingent on the implementation of the financial
arrangement are not deductible immediately and are required to
be spread over the term of the financial arrangement; and

(b)

Non-contingent fees, to the extent to which such fees do not
exceed 2% of the acquisition price of a financial arrangement,
are deductible immediately.

The policy of the legislation is that all fees should be taken into
account as a cash flow in calculating the income or expenditure
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relating to financial arrangement, as the fees payable in relation to
a financial arrangement affects the cost of funds. However, in order
to ease compliance with the accrual rules, fees that are less than 2%
of the core acquisition price of the financial arrangement may be
deductible when incurred, provided such fees are not contingent on
the financial arrangement being implemented. It appears that the
rationale for limiting the de minimis exception to non-contingent
fees is that such fees are less likely to be inflated to the 2%
threshold with a consequent reduction in the purported coupon rate.
The Committee agrees with these policy objectives, except for the
distinction between contingent and non-contingent fees. If all fees
increase the cost of funds and the purpose of the threshold is to
ease compliance burdens for taxpayers, there is no substantive
justification for distinguishing between different classes of fees.
Furthermore, the particular distinction which the legislation
presently is based on has proved, in practice, to be an arbitrary and
unsound distinction. For example, brokerage payable in connection
with the issue of debt securities may or may not be a contingent fee,
arguably depending on whether brokerage is payable on applications
received or applications accepted. It is difficult to defend a
distinction which gives different results in substantively similar
circumstances.
The Committee therefore recommends that the distinction between
contingent and non-contingent fees be dispensed with, and that all
fees be excluded from the cash flows required to be taken into
account in calculating income or expenditure for a financial
arrangement, except to the extent to which the aggregate of all such
fees exceeds 2% of the acquisition price of the financial
arrangement.
However, the Committee recognises that this may give rise to
opportunities for taxpayers to advance the deduction of the financing
cost in relation to financial arrangements. For example, a taxpayer
may enter into a loan of short duration of say, 30 days, on the last
day of the income tax year and pay all of the financing cost of the
financial arrangement by way of a fee. If the total financing cost
of such a short term financial arrangement is less than 2% of the
core acquisition price for the financial arrangement, the fee would
be deductible in full when incurred. To prevent short term loans
being structured in this way the Committee recommends the adoption of
an anti-avoidance rule in relation to fees. The rule would provide
that for any financial arrangement that spans no more than one
balance date, any fee paid by the issuer of the financial arrangement
would be required to be allocated to the two income years according
to how the term of the financial arrangement is divided between the 2
income years.
The Committee recognises that this allocation rule appears to involve
substituting a blunt avoidance rule for an unworkable distinction.
However, in the Committee's view, these proposals will yield
compliance gains in relation to the treatment of fees.
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6.5

Oefeasances and Assignments
Defeasances and their mirror image, assignments of income, have been
a long-standing problem in the operation of the accrual rules. To a
large extent we consider that these problems should be addressed if
the suggested revised financial arrangement definition outlined in
Chapter 2 were enacted. That would exclude from the ambit of the
regime legal defeasances and assignments. In substance or economic
defeasances and assignments would, however, remain financial
arrangements subject to accrual rules. We have considered whether
further legislative amendment is required to clarify how income and
expenditure under such arrangements should be treated. However, with
the exception of an amendment to section l06(l)(c) of the Act, our
view at this stage is that such legislation may not be necessary.
Considering first the need to amend section 106(l)(c) of the Act, the
Committee received a submission in relation to economic defeasances
to the effect that the section might apply to prevent a person who
has entered into an economic defeasance in respect of, say, a loan,
from obtaining a deduction for interest paid on the person's behalf
to the counterparty to the economic defeasance. That provision
prohibits a deduction for any expenditure or loss recoverable under
any insurance or right of indemnity. It might be, depending on
precisely how an economic defeasance document is drafted, that the
counterparty's promise to pay the defeasor's obligations is a right
of indemnity exercisable by the defeasor.
In policy terms, the loss of the interest deduction by the defeasor
would not be correct. The interest deduction is necessary to offset
the defeasance gain arising to the defeasor and is necessary to put
the defeasor in the correct tax position. The Committee therefore
agrees with the submission and recommends an appropriate amendment to
section l06(l)(c).
A related issue arises in the context of an economic defeasance where
a borrower procures the assumption of its liabilities to its lender
under an agreement pursuant to which the counterparty agrees as
between itself and the borrower to discharge the borrower's interest
and/or principal obligations. If that liability assumption is
documented in the form of an irrevocable deposit by the borrower with
the counterparty, with a direction by the borrower to the
counterparty to apply interest earned on that deposit (together with
the deposited sum itself, if the agreement relates to principal) to
the original lenders, then a correct and symmetrical tax position is
reached for both counterparty and borrower. The borrower is assessed
on interest earned on the deposit, and obtains a deduction for
amounts paid by it (through the counterparty as agent) to the
lenders. The counterparty obtains a deduction for interest paid to
the borrower, and is assessable on income arising from the investment
of the defeasance fund.
If the agreement is, however, documented as a liability assumption
agreement, under which the counterparty agrees with the borrower that
as between those parties the counterparty assumes liability to make
payments to lenders, it is arguable that an asymmetrical result
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arises. While assessable income is clearly generated to the borrower
through the payments made by the counterparty, it is not clear that a
deduction is available to the borrower for the counterparty's
payments. It is only by counting the same cashflow '(i.e. the
counterparty's payment) twice (once as a payment by the counterparty
in discharge of its obligation, and once as a payment by the borrower
in discharge of its obligation) that the correct (in policy terms)
result arises.
The Committee has considered whether legislative amendment is
required to remove these doubts and ambiguities. It has been
informed by the Department, however, that the Department would accept
that in the circumstances referr~d to a deduction is available to
both the counterparty and the borrower. On the basis of this
assurance, which is clearly correct in policy terms, the Committee
believes that no legislative amendment is required.
6.6

Retirement Villages
The Committee received a submission that lessees' or licensees'
interests in retirement villages should be excluded from the accrual
rules. The brief description of how at least some retirement village
schemes operate was that prospective residents made interest-free
loans in order to obtain a right to occupy units in the village.
Each resident's interest in the unit would be valued at the beginning
and end of the term of residence and, in the event of an increase in
value, the resident would be given part of such increase. The
submission was to the effect that, by analogy with the regime
applicable to agreements for the sale and purchase of property, the
amount paid to residents upon ceasing to occupy a unit in the
retirement village should not be subject to tax under the accrual
rules.
The Committee had some general sympathy with this submission. The
Committee was however hampered in providing an appropriate exception
by the lack of detailed information on the types and varieties of
retirement village schemes. Furthermore, the Committee considered
that some schemes probably do provide for payments by residents that
involve a time value of money element, such as a payment in advance
for the right to occupy. Any such time value of money element ought
to be captured by the accrual rules and brought to account as income,
notwithstanding a connection with retirement villages.
Nonetheless, the Committee recognises that at least some interests in
retirement villages might well merit an analogous treatment to that
which applies to agreements for the sale and purchase of property.
Before formulating recommendations for the Government, the Committee
would be interested in receiving further submissions on this subject.
Such submissions should describe in detail how the particular
retirement village scheme operates and identify any gains that might
arise to the residents which do not reflect a time value of money
component.
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CHAPTER 7 RELATIONSHIP WITH THE REST OF THE ACT AND DISCLOSURE

7.1

Introduction
In many respects the accrual rules operate as a separate code
governing the taxation of financial arrangements. However, they are
also required to interface with other aspects of the Act such as the
core provisions. This relationship is supposedly governed by section
64L which appears to have the effect of giving primacy to the accrual
rules over other provisions of the Act. However, the relationship is
not a happy one. Greater clarity in this area would enhance the
comprehensibility of the regime. This Chapter advances proposals to
achieve this. It also covers the related administrative issue of the
extent to which there should be a legislative requirement for
disclosure of financial arrangements.

7.2

Section 64L
Section 64L{l} provides that, notwithstanding any other prov1s1on in
the Act, income or expenditure in respect of a financial arrangement
shall be calculated pursuant to sections 64B-64M of the Act. It was
supplemented in 1988 by section 64L(2) concerning property
transactions. This establishes the primacy of the accrual rules, in
the context of the Act as a whole, for the purposes of calculating
income or expenditure for financial arrangements. Because of this
provision, the accrual rules plainly override any other provision
that might otherwise apply to financial arrangements for income
calculation purposed. The accrual rules accordingly provide a
universal and uniform regime for the calculation of income or
expenditure from financial arrangements. Consequently, the accrual
rules have an apparently far reaching effect, particularly with
reference to provisions enacted prior to the accrual rules which also
have application to the calculation of income or expenditure from
financial arrangements. However, it is not clear to what extent the
accrual rules were intended to override other provisions in the Act.
The extraordinary breadth and generality of subsection (1) of section
64L produces of considerable uncertainty. It seems unlikely, for
example, that it was intended that the accrual rules should supplant
in their entirety section 99 and section 22. The accrual rules, by
their nature, exhibit an anti-avoidance orientation, by virtue of
treating two or more related arrangements as a single, integrated
financial arrangement. However, the explicit aggregation function of
the definition of financial arrangement serves the relatively narrow
purpose of identifying the true financing income or expenditure in
relation to two or more related arrangements that, deliberately or
otherwise, is not immediately observable in a single transaction.
The accrual rules say nothing about the nature of the payments made
or receipts derived by any party to an arrangement and section 99
would appear to have some role to play, for example, in relation to
an arrangement that purportedly gives rise to exempt income or a
capital gain. Equally, it seems unlikely that businesses or
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companies falling within the ambit of section 22 were intended to be
entitled to avoid the exercise of the Co11111issioner's very wide
general discretion under section 22(3), by asserting the exclusive
operation of the accrual rules in relation to income from financial
arrangements.
The relationship between the accrual rules and other charging
provisions of the Act is particularly awkward in the case of section
65(2)(ka). This paragraph in the general assessable income prov1s1on
provides that if a commercial bill which has been held at any time by
a non-resident is redeemed by a resident, the resident is subject to
tax on the full amount of any redemption payment (being the
difference between the issue price of the bill and its redemption
value). However, following the enactment of the accrual rules, a
resident redeeming a commercial bill is required to apply the accrual
rules to the calculation of income derived from holding the
commercial bill. If the bill is redeemed in the same income year
that it is acquired by the resident, the calculation of income is
determined by the base price adjustment calculation in section 64F.
Under the base price adjustment calculation, the resident would be
subject to tax on the difference between the redemption value of the
bill and its acquisition price. This amount will clearly be less
than the amount that would have been subject to tax under section
65(2)(ka). Applying section 64L(l), a resident who redeems a
commercial bill is clearly required to calculate income according to
the accrual rules. In light of the completely unqualified
requirement to apply the accrual rules, section 65(2){ka) appears to
be redundant as a charging provision. However, the Department takes
the view that section 65(2)(ka), by virtue of its functions as a
specific anti-avoidance provision, continues to apply,
notwithstanding section 64L(l).
Although section 64L establishes the primacy of the accrual rules for
income and expenditure calculation purposes, it is not clear how
income or expenditure from financial arrangements is affected by
income spreading or expenditure spreading provisions in the Act.
There is clearly a difference between the calculation fo income or
expenditure and the allocation of that income or expenditure to
particular income years. On its face, section 64L(l) appears to be
confined to the "calculation" of income or expenditure. This
suggests that income and expenditure spreading provisions in the Act
continue to apply to determine the income year in which income is
derived or expenditure is incurred.
In this classs of case, if the income is derived or the expenditure
is incurred pursuant to a financial arrangement, the accrual rules
should apply to determine the income year in which income is derived
or expenditure is incurred to the extent only of any income or
expenditure that is calculated pursuant to the accrual rules. For
example, if the expenditure incurred by a person pursuant to a
financial arrangement includes an interest component (by virtue of,
for example, making payment after the transfer of rights in property)
the expenditure, to the extent of the interest component, would be
calculated, and would be deemed to be ·incurred, according to the
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accrual rules. The balance of the expenditure would then be subject
to the particular allocation provision.
The Committee has also considered the integration between the accrual
rules and provisions which deem income to be exempt income (eg
section 61) and the provision which denies a deduction for
expenditure of a private or domestic nature (section 106(l)(j)) .. In
our view there is a lack of integration between the accrual rules and
these provisions. The problem arises because the calculation of
income under section 64C gives rise to a net figure for the income
year, but such net figure is not accorded any particular character.
The calculation of this net figure necessarily requires taking into
account all cashflows in relation to a financial arrangement, whether
or not such cashflows are either exempt income or expenditure that is
private or domestic in nature.
In the Committee's view it seems unlikely that the accrual rules were
intended to apply comprehensively to the calculation of income or
expenditure from financial arrangements to the exclusion of all other
provisions in the Act. The range of transactions to which the
accrual rules apply is so substantial and the range of other
provisions in the Act that might apply to financial arrangements so
correspondingly wide, that Parliament could not have intended that
the accrual rules would necessarily pre-empt reference to the
explicit or implicit policy considerations underlying other
provisions in the Act which might apply to financial arrangements. A
much more natural view of the accrual rules is that they have
application as the primary rules for determining income and
expenditure from financial arrangements, but that other provisions in
the Act may have application in a particular case if, applying a
scheme and purpose interpretation to the Act, the particular
provision is found to produce a more compelling result in the
particular factual situation. In the Committee's view the
recognition and maintenance of this tension between the accrual rules
and other provisions in the Act is appropriate. The balancing
exercise which this tension implies is necessary to ensure that
competing policy considerations reflected in the accrual rules and
other provisions in the Act can be taken into account in particular
cases where necessary.
If section 64L(l) is merely declaratory of the role of the accrual
rules as the primary rules for calculating income or expenditure then
it is strictly unnecessary. Moreover, in its present form it is
capable of being misconstrued and accordingly produces uncertainty.
If section 64L(l) is intended to go further, then in the Committee's
view, it is misconceived. Furthermore, it is likely to be read down
if future cases arise in which it is manifestly incongruous for the
accrual rules to apply regardless of any other provision in the Act.
Finally, the Committee notes that the core assessability and
deductibility provisions should operate to resolve the integration
problems stemming from the apparently exclusive operation of the
accrual rules. For example, the proposed section 38A(l) is intended
to deny a deduction for private and domestic expenditure for which
the accrual rules might otherwise suggest an entitlement to a
deduction. The operation of the core assessability and deductibility
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prov1s1ons would be compromised, in the Co111nittee's view, by a
provision such as section 64L(l).

With respect to section 64L(2), the Co111nittee does not doubt the
necessity for rules along these lines. However it is unwise to rely
on a general provision of this kind to affect the operation of ot.her
provisions throughout the Act. It is preferable to adopt the
discipline of identifying each and every provision in the Act that is
relevant in terms of the objective of section 64L(2}, and making a
specific amendment to each such provision. Section 64L(2) would then
be redundant.
Our principal reco111nendations are therefore that:

7.3

(a)

Section 64L(l) be repealed, and

(b)

Section 64L(2) be repealed, and

(c}

The adjustments provided for in section 64L(2) be legislated
for by specific amendment to the relevant sections in the Act.

Specific Issues

7.3.1 Section 77
Section 77 of the Act, which applies to capitalised interest, is a
concessional provision which vests a discretion in the Commissioner
to determine the income year in which such capitalised interest is
derived by a taxpayer. The provision would appear to continue to
have application to cash basis holders, at least in the income years
preceding the income year in which a cash base price adjustment is
required. However, it is inconsistent that accruals basis taxpayers
appear not to be able to have the benefit of the section and the
Committee recommends that section 77 ought to be amended so that it
is clear that the Commissioner is able to exercise the discretion
provided for in section 77 in favour of any taxpayer that is a holder
in relation to a financial arrangement.
7.3.2 Section 245J{2)
There is an apparent conflict between this prov1s1on and section
64L(l). The latter subsection applies notwithstanding anything in
the Act. However, section 245J(2) provides that, for the purposes of
section 245J, but not for any other purpose, the provisions of the
Act shall apply subject to the succeeding subsections of section
245J. In relation to financial arrangements, section 245J(5)
provides that the acquisition price for the purposes of the Act of
any financial arrangement shall be the amount as determined pursuant
to subsection (5). For the purposes of the CFC regime, section
245J(5) is clearly intended to prevail over anything provided in the
accrual rules regarding the acquisition price of a financial
arrangement. If, as the Committee recommends, section 64L(l) is
repealed this apparent conflict is resolved. However, if section
64L(l) remains in its present form or a similar form, it will be
necessary to qualify the subsection, to ensure that section 245J(5)
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is paramount to the extent to which it is necessary to calculate an
acquisition price for a financial arrangement for the purposes of the
CFC regime.
7.3.3 Section 96
There is no integration problem between the accrual rule treatment of
assignments of income and section 96 of the Act. In the case of an
assignment of income the income is necessarily derived by the
assignor before payment to the assignee. Hence, it is not necessary
to invoke section 96 to treat the assignor as constructively deriving
the assigned income.
As regards assignments of the right to income, it is difficult to see
why the accrual rules should apply to such assignments. A right to
income is an asset of the assignor and may be disposed of for value
or by way of gift. If the right to income is disposed of for full
value and the assignee makes payment in full of the consideration for
that asset when it is transferred to the assignee, there is no time
value of money element in the transaction. However, a time value of
money element might arise if the assignee either pays in advance of
pays in arrears for the asset. In these circumstances the regime
applicable to agreements for the sale and purchase of property ought
to apply to isolate the interest component in the purchase price. If
the assignee has paid in advance for the asset then any discount
allowed to the assignee will be income of the assignee and
expenditure of the assignor. If, on the other hand, the assignee
pays in arrears for the right to income, the assignee would be deemed
to incur expenditure and the assignor would be deemed to derive
income. Section 96 ought not to apply to alter the derivation of any
income arising under the accrual rules, and an amendment may be
required to section 96 for this purpose.
The foregoing is subject to our more general recommendation regarding
section 96. The Committee considers that section 96 should not apply
to assignments to the right to income for full value. In these cases
the assignee should be treated as deriving the income that flows from
the right to income.
For assignments of the right to income for less than full value,
there are unlikely to be any accrual rule consequences. Such
assignments generally will involve the immediate transfer by the
assignor of the right to income for a nominal consideration. In
these circumstances there is no forward or deferred purchase element
in the arrangement and, therefore, no time value of money component.
It follows that section 96 is the only applicable provisions and, if
that provision applies, the assignor would be treated as
constructively deriving the income arising from the right to income.
7.4

Disclosure
Section 64H of the Act establishes disclosure obligations for what
are described in the section, as related financial arrangements. The
section also requires disclosure of particulars in relation to
agreements for the sale and purchase of property and specified
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options. The Committee received a number of submissions concerning
the disclosure obligations imposed by section 64H. The burden of
these submissions was roughly divided between a critique of the
drafting of the section and the poorly-targeted nature of the
disclosure obligation. These criticisms were made with reference to
the disclosure obligation that applies in the case of related
financial arrangements. It appears that the disclosure obligation
for agreements for the sale and purchase of property and specified
options, being much more specifically targeted, has not attracted
these criticisms.
The Committee agrees with the submissions that section 64H(l) which
imposes the disclosure obligation in relation to related financial
arrangements, is poorly drafted. The subsection provides that if a
financial arrangement consists of two or more arrangements, whether
or not these arrangements are financial arrangements, all the persons
who are party to that financial arrangement shall disclose the
required particulars. In the Committee's view, which is a view
shared by many tax practitioners, the provision suffers from a
fundamental drafting defect. The defect arises because the
subsection has been drafted on the basis that an "arrangement", as
defined in section 64B(l), can include two or more other
arrangements. However, the expression "arrangement" is defined to
mean all steps and transactions by which any particular contract,
agreement, plan or understanding is implemented. Accordingly, if two
or more transactions are related, those transactions comprise a
single arrangement. If, on the other hand, it is possible to
identify two separate "arrangements", those arrangements, by
definition, cannot be related. It seems that in order to achieve
consistency with the definition of "arrangement", the subsection
should refer to two or more related transactions which comprise a
single arrangement.
The Committee also agrees with the second criticism of the disclosure
obligation. As originally conceived, this provision was intended to
provide "teeth" to the accrual rules by requiring an unprecedented
level of disclosure for financial arrangements. It was anticipated
that this disclosure obligation would operate as a significant
disincentive to taxpayers entering into elaborate financing
structures with a view to defeating the application of the income and
expenditure calculation provisions of the accrual rules. The
provision, therefore, does not attempt to be selective in its
operation. Instead, the Commissioner is given a discretion, under
section 64H(2), to exempt persons or classes of persons from the
disclosure obligation in respect of particular financial arrangements
or classes of financial arrangements, if the making of such financial
arrangements is a generally accepted commercial practice. The
Committee understands from the Department that the disclosure
obligation has not proved effective in policing the accrual rules.
There was a considerable delay before an exemption was issued and, in
the meantime, the level of disclosure of financial arrangements was
minimal. This has affected the credibility of the accrual rules, as
it is apparent that the disclosure obligation if honoured ore in its
breach than its observance. The Department itself has doubts as to
the merits of a self-operating disclosure obligation. The Department
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is mindful that if all taxpayers did comply with the disclosure
obligation in accordance with the spirit of the legislation, the
Department would be inundated with disclosure forms and might well
not be able to identify transactions calling for closer scrutiny.

We have been advised that the Department's preferred approach to
obtaining information regarding financial arrangements would be to
make a specific requisition of a taxpayer or group of taxpayers and
financial intermediaries, whether or not such financial
intermediaries have been or are parties to any financial
arrangements, seeking details of particular financial arrangements
that the taxpayers or financial intermediaries may have been involved
in. For example, the Department might send a notice to a bank
requiring it to disclose the existence of any perpetual notes issued
or acquired by the bank or of which the bank is otherwise aware. The
Committee agrees that this more selective approach to obtaining
information is preferable to the present disclosure obligation in
section 64H(l). If section 17 of the Inland Revenue Department Act
is insufficient to obtain information in relation to financial
arrangements in this way, specific provision in that Act should be
made giving the Department general power to require taxpayers or
classes of taxpayers to provide information regarding specific terms
of arrangements.
If this is done, the Committee considers that section 64H(l) ought to
be repealed. The Committee does, however, consider that the
disclosure obligation in section 64H(lA), concerning agreements for
the sale and purchase of property and specified options, should be
retained. This disclosure obligation applies very selectively to a
particular kind of transaction and it does not impose any unnecessary
compliance obligations indiscriminately on a group of taxpayers.
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CHAPTER 8 FINANCE OR SPECIFIED LEASES
8.1

Introduction
The Consultative Document on the Taxation of Income from Capital, in
section 15.3.6 as page 256 argued that existing specified lease rules
should be reviewed to ensure that:
(a)

income and expenditure derived and incurred by the lessor and
the lessee respectively of a leased asset are accrued
correctly; and

(b)

assessable gains or deductible losses on the termination of a
specified lease are recognised when they are realised.

In the Committee's letter of 29 May 1990 to the Government we posed
the question of whether the current specified lease regime should be
amended to achieve these objectives.
8.2

Outline of the Current Specified Lease Regime
Sections 222A-222E of the Act deal exhaustively with the treatment of
leases of personal property, except livestock and bloodstock. A
specified lease is any lease which effectively has one or more of the
following attributes:
(a) A guaranteed residual value /GRV}: the lessee guarantees that
the lessor will receive at the expiry of the lease payment an amount
that the parties agree will be the value of the leased asset at the
expiration of the lease; or
(b)

Lessee is economic/constructive owner: the term of the lease is
more than 36 months and:
(i)

the lessee has an option to acquire the leased property
at a lower than market price at the expiration of the
lease; or

(ii)

the sum of the lease payments and any GRV is greater than
the cost price of the leased asset; or

(iii) the lessee is liable for repairs and maintenance of the
leased asset; or
(c)

Lessee becomes owner: ownership of the lease asset is acquired
by the lessee (or any associated person) after the lease
expires.

The tax treatment of an asset leased where the lease is subject to
the specified lease regime can be summarised as follows:
(a)

the lease is deemed to be a sale to the lessee at the
commencement of the lease period of the lease asset (section
222B(2)). Accordingly, the lessee obtains the benefit of
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depreciation allowances which are specifically denied the
lessor under section 222B(4);
(b)

the lease is also deemed to be a resale of the asset back to
the lessor at the expiry of the lease for a consideration equal
to the GRV or zero if there is no GRV (section 222B(S)). The
deemed sale price applies also for the purposes of the
depreciation recovery or loss on sale rules);

(c)

the lessor is deemed to have made a loan to the lessee equal to
the cost price of the lease asset (section 222B(3)); and

(d)

the lessee is, in turn, deemed to have applied that notional
loan to the purchase of the lease asset (section 222B{3)).

The deemed interest component of lease payments under a specified
lease is computed under section 222C. The interest component of
lease payments is assessable to the lessor and deductible to the
lessee. The interest component of lease payments is equal to the
aggregate of the lease payments and the GRV (if any) less the cost of
the leased asset.
The total interest income or expenditure in respect of a specified
lease must be allocated to each income year throughout the term of a
lease by dividing the lease period into instalment periods
corresponding to the period between the payment dates under the
lease. Interest in respect of each instalment period is then
calculated based on the principal outstanding at the beginning of the
period. That is, interest must be imputed actuarially on a
diminishing principal basis in respect of each instalment period.
8.3

Objectives of the Specified Lease Regime
The Committee's understanding is that the specified lease regime was
introduced in 1982 to combat:
(a)

circumvention of the cost price restriction imposed on cars
under which depreciation allowances were limited by a maximum
deemed cost price of $11,000;

{b)

tax deferral opportunities for finance companies. Prior to 1982,
finance companies could return income in respect of finance leases
as if they were operating leases. This enabled finance companies
to deduct the costs of depreciation and it was considered that
this lead to unacceptable tax deferral; and

(c)

trading depreciation deductions due to tax rate differences
between taxpayers. For example, at the time, first year
depreciation allowances were "sold" by taxpayers who were not
in a position to utilise them immediately. In addition,
trading in depreciation can occur between taxable and tax
exempt entities under which tax exempt entities enter into
lease-back arrangements with taxable entities. This appears to
be a significant rationale for the equivalent "financial lease"
provisions in several foreign jurisdictions.
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The first of these original objectives for the specified lease regime
is no longer relevant with the repeal of the cost price restriction
in relation to cars. Nor can the specified lease regime be justified
on the second objective outlined above. Provided that depreciation
rates are set correctly and that either the lessor or the lessee.
claims depreciation in relation to a leased asset, the tax base is
not eroded if depreciation deductions are claimed by the lessor.
The third original objective of the specified lease regime is of less
relevance since the demise of accelerated depreciation rates and the
removal of tax exempt status for many entities. This objective is
still relevant only to the extent that it reflects a more general
concern in relation to loss trading between taxpayers.
The changing (and, in general, declining) relevances of the various
avoidance concerns that were the original focus of the specified
lease regime illustrates that the objectives of the regime cannot now
be defended in narrow "anti-avoidance" terms. Instead, the objective
of the specified lease regime should be seen as ensuring that the tax
treatment of leases reflects their underlying economic substance.
Where a lessor effectively finances a lessee into an asset and the
benefits and burdens incidental to ownership transfer to the lessee,
the lease transaction is effectively the same as a sale and purchase
agreement where the vendor provides finance to the purchaser. These
alternative transactions should be treated in the same way for tax
purposes.
Accordingly, the Committee considers that any assets leased under a
finance lease should be treated as a sale and purchase agreement and
a loan from the lessor to the lessee with the appropriate tax
consequences that flow from such treatment.
Two important consequences flow from treating finance leases
according to their economic substance:
(a)

the risk is reduced that the New Zealand tax base will be
eroded by the expedient of resident lessors assuming normal
ownership of assets so as to deduct depreciation and interest
expenses against the tax base. Other countries have adopted
rules that prevent lessors of assets subject to finance leases
deducting depreciation. If New Zealand had no equivalent
rules, it may leave New Zealand open to becoming a tax haven
for lessors who nominally, but·not beneficially, own leased
assets;

(b)

a resident lessee of an asset subject to a finance lease is
treated as the owner of the asset for tax purposes and would
therefore be entitled to depreciation deductions even though a
non-resident lessor may be treated as the owner of the asset
for tax purposes in the lessor's country of residence.
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8.4

Problems with the Current Specified Lease Regime
The Col1lllittee concludes above that a finance lease regime is
necessary that targets leases where the benefits and burdens of
ownership substantially pass from the lessor to the lessee. A
weakness of the current definition of a specified lease is that it
encompasses operating leases where the benefits and burdens of
ownership remain with the lessor. For·example, leases for terms of
longer than 36 months where the lessee is responsibile for repairs and
maintenance but where title in the leased asset reverts to the lessor
at the end of the lease are typical of shipping and fishing bare-boat
leases. These leases are, in substance, operating leases but are
nonetheless caught by the specified lease rules.
The inclusion of what are in substance operating leases in the
specified lease definition leads either to the regime being penal to
taxpayers or to the regime providing opportunities to avoid tax.
With operating leases that are caught by the specified lease rules,
the aggregate of lease payments plus any GRV may well fall below the
cost price of the leased asset. If lease payments over the term of
an operating lease are less than the cost price of the lease asset,
the lessee would not be entitled to a deduction for any deemed
interest component of lease payments. Deductions for the lessee
would be confined to depreciation plus any loss on the deemed sale of
the leased asset to the lessor at the termination of the operating
lease. Since no GRV will typically be specified under an operating
lease, the deemed loss on disposal would equal the depreciated book
value of the leased asset. It is likely that the lessee will incur a
timing disadvantage since depreciation deductions are likely to be
significantly less than annual lease payments. A deduction for any
deemed loss on sale by the lessee will only be available when the
operating lease expires. On the other hand, the total deductions
available to the lessee may technically exceed the lease payments
made.

The reverse of the penal treatment of lessees is the potential for
lessors to be treated in a concessional manner. A lessor is
currently permitted a deduction for the amount by which total lease
payments during the term of a lease (plus any GRV specified in the
lease) fall short of the cost price of the leased asset. As noted in
the previous paragraph, it is not difficult to envisage such a
shortfall arising in relation to operating leases subject to the
specified lease rules. A lessor is entitled to a deduction for the
shortfall even though the asset may have a lengthy remaining economic
life and be leased subsequently to a new lessee. This treatment is
clearly concessional in relation to operating leases.
Other weaknesses of the current specified lease regime that were
identified in the submissions received were:·
(a)

problems with the application of the definition of
in section 222A(l). Under the current definition,
necessary for the lessor to disclose to the lessee
acquisition cost of the asset. There are a number

"cost price"
it is
the
of problems
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created by this requirement. First, it implies the need for a
lessor to disclose commercially sensitive information to a
lessee. Second, compliance problems are created when an
existing asset held by a lessor is committed to a lease
transaction and that asset was acquired by a lessor many years
beforehand. It is often difficult to compute the original cost
of the asset in such circumstances, particularly when the
lessor is a non-resident and the historical acquisition cost of
a lease asset is denominated in a foreign currency;
(b)

a lack of clarity as to how the specified lease provisions
relate to the rest of the Act. In particular, there is some
uncertainty as to whether the specified lease provisions are a
code in relation to specified leases. For example, there is
uncertainty surrounding the relationship between losses on the
deemed sale of a leased asset computed under section 2228(5)
and the entitlement of the lessee to claim a loss on a deemed
disposal of the lease asset at the termination of the lease;
and

(c)

no clear statutory guidance is given as to the method to be
used by lessees in spreading interest deductions over the term
of a lease. Section 222C(2) is confined to providing an
outline of the method of calculating income derived by a lessor
under a specified lease. Even in relation to lessors, however,
it is not clear how section 222C(2) applies.

In addition, some submissions argued that the definition of "lease
term" in section 222A captures as consecutive leases, operating
leases that are on a month by month basis, such as leased telephones.
The Committee has considered this issue but does not consider that
leases with an indefinite lease term but which may be terminated
without penalty with a minimum notice of (say) a month would be
consecutive leases. In such cases, the lease term is less than 3
years. Such leases are therefore not subject currently to the
specified lease regime. However, an amendment to the definition of
lease term is proposed to clarify that the term of a finance lease
may be longer than the term specified in the lease if the leasing of
an asset for consecutive terms is part of an arrangement.
Other submissions suggested that a de minimis limit should apply so
that assets leased under specified leases with a value below a
certain threshold should be treated as operating leases. However,
the Committee considers that where the terms of any lease of smaller
items, such as business telephones and faxes, indicate that the
transaction is in substance a sale and purchase agreement where the
vendor finances the acquisition of the item, the lease should be
treated under the finance lease rules. As outlined below, the
Committee proposes integrating new finance lease provisions with the
accrual rules. The de minimis limits under the accrual rules and
other measures to simplify compliance (such as the accrual of
interest on a straight-line basis in certain circumstances) would
therefore apply to finance leases.
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Most of the weaknesses of the specified lease regimes stem from two
sources:

8.5

(a)

the broad scope of the specified lease regime. The finance
lease regime that the Col!l11ittee proposes to replace the
specified lease rules will accordingly be more narrowly
focused; and

(b)

the poor integration of the specified lease provisions
other provisions of the Act. To rectify this problem,
Committee proposes to integrate the new finance lease
provisions with the accrual rules and the depreciation
(in accordance with the modifications to those regimes
by the Col!l11ittee in its various discussion papers.

witn
the
regime
proposed

New Finance Lease Provisions
The objectives of the finance lease regime outlined above relate
primarily to personal property and not land. Accordingly, in line
with the current specified lease regime, the Committee proposes to
restrict the scope of the finance lease regime to leases of personal
property.
The criteria to identify leases of personal property as finance
leases should be as clear and certain as possible and should be
capable of being determinative prior to the commencement of a lease.
Accordingly, we propose a set of positive tests that, if satisfied,
would result in a lease being characterised as a finance lease.
Broadly, a lease of personal property will be a finance lease if:
(a)

ownership of the lease asset transfers to the lessee (or a
person associated with the lessee) for nil or concessional
consideration at the termination of the lease. For example, a
finance lease would include any lease where the lessee has the
option to purchase the leased asset at a concessional price at
the termination of the lease. A finance lease would also
include any lease under which the lease can be renewed at an
unrealistically low rental; or

(b}

the asset is leased for a substantial portion of its economic
life and the lease can be terminated early only if the lessee
repays a pre-determined amount equal to the outstanding balance
of any loan from the lessor to the lessee that is implicit in
the lease. For the sake of certainty, the lease of an asset
for more than 75 percent of its economic life would cause it to
be a finance lease. The economic lives of assets would be
determined by reference to the economic lives used to determine
depreciation rates under the Committee's proposals to reform
the depreciation regime.

A financial arrangement is defined by reference to an arrangement

between taxpayers. Likewise, a definition of a lease would
any arrangement entered into involving the grant of the use
right to use any lease asset. Hence, a finance lease would
any arrangement between a lessor and a lessee in respect of

refer to
or the
include
a leased
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asset where the terms of the arrangement triggered the tests outlined
above. For example, a lease where there is an arrangement to
transfer title in the lease asset to the lessee at the termination of
the lease would be a finance lease even if the transfer of title is
not explicit in the lease contract.
Other significant features of the Co11111ittee's proposed definition of
a finance lease are:
(a)

the definition of a lease term. The term of a finance lease is
the period of time from the co11111encement of the lease to the
expiry date of the lease. The expiry date is the earlier of
the expiry date stipulated in the finance lease or the date
from which the lessee is entitled to terminate the finance
lease without being required to repay the outstanding balance
of the deemed loan element of a finance lease. This definition
is broadly consistent with the definition of lease term in the
current specified lease regime; and

(b)

the definition of "outstanding balance" in respect of the
deemed loan element of a finance lease. The outstanding
balance of the deemed loan element of a finance lease is
relevant when computing the term of a finance lease and whether
a lease is a finance lease by virtue of being leased for more
than 75 percent of its economic life. The outstanding balance
in respect of a finance lease at any particular time is the
amount that the lessee is required to pay to the lessor if the
lease is terminated at that time where the payment is
determined by reference to either:
(i)

the amount to be repaid of any deemed loan (being the
acquisition cost of the lease asset); or

(ii)

the difference between what the lessor expected to
receive under the lease and the acquisition cost of the
lease asset.

The Committee recognises that payments by a lessee upon the
termination of a lease may be determined by factors other than
those outlined above. However, it would not be feasible to
incorporate into the provision the variety of factors that may
determine a schedule of payments. Instead, outstanding balance
is defined by reference to those factors that are the essential
elements of any deemed loan component of a finance lease.
8.6

Integration With The Accrual Rules
Since the payment obligations of the lessee will, in general, be
explicit in any finance lease, such leases can readily be
accommodated within the accrual rules. In summary, integration of
finance leases with the accrual rules would be achieved by:
(a)

providing that finance leases would be subject to the accrual
rules. To conform with the general scheme of the accrual
rules, this would be achieved by defining only operating leases
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(being all leases other than finance leases) to be excepted
financial arrangements;
(b)

defining a lessor in respect of a finance lease to be the
holder of a financial arrangement and the lessee to be the
issuer of a financial arrangement; and

(c)

defining "acquisition price" in relation to a finance lease.

Income and expenditure in respect of finance leases would be computed
in accordance with the accrual rules. This is, income or expenditure
would be computed on a yield to maturity or equivalent basis subject
to the appropriate de minimis rules permitting either a simplified
basis for accrual (such as straight line) or the return of income or
expenditure on a cash basis. A base price adjustment would be
applied at the termination of a finance lease.
The major element in integrating such leases within the accrual rules
is to define the "acquisition price" of any asset subject to a
finance lease. Under section 64BA, the acquisition price of a
financial arrangement is determined by primary reference to the "core
acquisition price" of the arrangement.
If a finance lease is, in substance, a sale of the lease asset to the
lessee where the lessor fully finances the lessee into the property,
the amount of the deemed loan from the lessor to the lessee should be
the cash price at which the lease property could otherwise have been
purchased from the lessor. Thus, primary reference should be made to
the cash price of the leased property as determined by section 2(1)
of the Credit Contracts Act in determining the core acquisition price
of a finance lease.
Where the core acquisition price of a lease asset cannot be
determined on this basis, resort should be had to the lowest price at
which the leased property could be purchased under the short-term
trade credit. For example, the core acquisition price might be
determined on this basis by reference to the list price of the
property under normal commercial payment terms. If neither of these
approaches yields a core acquisition price, resort should be had to
the discounted value of amounts payable under the lease. The
Commissioner would be given the power to issue determinations
prescribing appropriate methods for determining the core acquisition
price of a lease asset on the basis of the discounted value of lease
payments.
The approach outlined above is similar to that adopted to determine
the core acquisition price of trade credits and sale and purchase of
property agreements and should provide the basis for determining the
core acquisition price of finance leases in most instances. However,
it is possible that the payment terms under a finance lease may be
more favourable to the lessee than the outright acquisition of the
lease asset by the lessee funded by a loan from the lessor. In such
circumstances, the cash price at which the lease asset could
otherwise have been purchased will overstate the real value of the
deemed loan by the lessor to the lessee. A penal treatment of the
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lessee may result. Accordingly, we propose that, at the request of a
taxpayer, the Commissioner be able to issue a determination as to the
core acquisition price of a finance lease. The core acquisition
price would be computed by reference to the discounted present value
of payments under the lease based on information provided by the
applicant (such as the implicit interest rate used by the lessee), as
well as other factors the Commissioner considers to be relevant.· The
option to request a determination would be available to taxpayers
even if the core acquisition price could be determined by some other
method, such as the cash price of the leased asset.
In addition to the value of the lease asset itself, the core
acquisition price would include
(a)

in relation to a lessor (holder), the value of any
consideration provided under the finance lease other than the
lease property; and

(b)

in relation to the lessee (issuer), the value of any
consideration provided to the issuer in relation to the finance
lease other than the lease property.

Additional consideration that could be included in the core
acquisition price might be the costs of installing or preparing the
lease asset for use that are borne by the lessor.
The acquisition price of a finance lease would be determined by
adjusting the core acquisition price for any non-contingent fees paid
by the lessor or the lessee in relation to the finance lease. Any
non-contingent fees up to 2% of the core acquisition price would be
added to the core acquisition price to compute the acquisition price
of a finance lease in relation to a lessor (holder). In relation to
a lessee (issuer), the acquisition price would be computed by
deducting any non-contingent fees up to 2% of the core acquisition
price. This treatment for determining the acquisition price of a
finance lease is identical to other financial arrangements, and is
subject to the Committee's recommendations concerning the treatment
of fees generally.
8.7

Integration With The Depreciation Regime And The Core Provisions
At the time a finance lease commences, the lessor would be deemed to
dispose of the lease asset for its "acquisition price". The
acquisition price would also be the price at which the lessee would
be deemed to have acquired the lease asset. The acquisition price of
a lease asset in relation to a lessor would be as determined under
the accrual rules. In relation to a lessee, the acquisition price
would, in addition, include any expenditure incurred by the lessee in
installing or preparing the lease asset for use, provided that such
expenditure is not otherwise deductible under the Act. For example,
if in relation to a lessee, the acquisition price of a finance lease
for the purposes of the accrual rules included non-contingent fees
that were deductible under section 136, it would be inappropriate for
such fees to be taken into account when computing the acquisition
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cost of the asset for depreciation purposes, since this would allow
such fees, in effect, to be deducted twice.
The usual tax consequences would flow from the deemed sale and
acquisltion of the lease asset. For example, if the lessor held the
lease asset on revenue account, the deemed sale of the lease asset
would give rise to assessable revenue. The acquisition price of the
lease asset would be the lessee's opening book value of the asset for
depreciation purposes. From the commencement of the lease, the
lessee would be treated for tax purposes as the owner of the lease
asset. Consequently, if a lessee removes the lease property from the
tax base a deemed realisation of the property for market value would
be deemed to occur (in accordance with the proposals outlined in the
Tax Accounting Issues Discussion Paper).
The tax treatment that would apply at the termination of a lease
would depend on whether title transfers to the lessee at that time.
The proposed tax treatment of lease terminations is outlined below
and would apply when leases terminate at full maturity or terminate
early because of default by the lessee or the lessee buying out of
the contract.
(a)

8.8

If title in a lease asset reverts to the lessor, the asset
would be deemed to be sold for:
(i )

the amount of the outstanding balance. If the lease has
matured and the outstanding balance at that time is zero,
the asset would be deemed to be sold for zero
consideration; or

(ii)

if the lessor acts, in effect, as the agent for the

lessee in the sale of the asset, the consideration paid
to the lessee upon the sale of the asset by the lessor

(b)

If title reverts to the lessor, the deemed cost of the asset to
the lessor would be the amount of the outstanding balance. As
above, if the lease has matured and the outstanding balance at
that time is zero, the deemed cost of the asset to the lessor
would be zero. If the lessor subsequently disposes of the
asset as owner, ordinary rules would apply as to whether the
proceeds of disposition represent assessable revenue

(c)

If title transfers to the lessee at the termination of a lease,
the mere nominal transfer of title would not have any tax
consequences. Likewise, the transfer of title to the lessee at
the termination of the lease pursuant to the payment of any
consideration by the lessee (such as the payment of any
outstanding principal or the exercising of any option) would
not be treated as a disposition by the lessor for tax purposes.

Lease Payments to Non-Resident Lessors
Currently the interest component of lease payments to non-resident
lessors is computed on a declining principal basis under section
222C. Under the accrual rules, the interest component of lease
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payments would be accrued on either a yield to maturity or
straightline basis. However, it will still be necessary for a
resident lessee to compute the component of each lease payment to the
non-resident lessor for the purposes of non-resident withholding tax
{"NRWT"). Computing the interest component of each lease payment
would also be necessary if a lessee is required to deduct resident
withholding tax from lease payments or compute any amount of approved
issuer levy ("AIL").
Although lessees in respect of finance leases will be required to
calculate interest expenditure using yield to maturity or a similar
actuarial method, it will not be possible for lessees to calculate
and withhold NRWT, RWT or AIL from lease payments, except in relation
to actual lease payments. In relation to each lease payment, a
lessee would be required to calculate the interest content and
withhold the applicable NRWT or other payment calculated by reference
to that interest content.
A specific provision is required in the Act to achieve an integration
between the finance lease provisions and Part IX of the Act. In the
present specified lease regime, that objective is achieved, in part,
by section 2228(2), which provides that the lessor in any specified
lease shall be deemed to have advanced to the lessee a loan of an
amount equal to the cost price of the lease asset. This deemed loan
is money lent for the purposes of the money lent source rules in
section 243(2) of the Act (that is, paragraphs (1) and (m}) and the
lease payments therefore fall to be treated as payments in respect of
such money lent. The interest content of any particular lease
payment is then determined under section 222C and the applicable NRWT
or other liability is calculated by reference to such deemed interest
content.
The draft legislation for finance leases includes a deeming
provision, being section lOBC, which has been included to ensure that
Part IX of the Act will apply in respect of lease payments made to a
non-resident lessor pursuant to a finance lease. Section lOBC
provides that, in relation to any finance lease, the finance lease
shall be deemed to involve an advance by the lessor to the lessee of
an amount of money equal to the lessor's disposition value for the
lease asset and that such money advanced by the lessor shall be
deemed to be money lent by the lessor to the lessee. Therefore, an
amount equal to the lessor's disposition value for the lease asset is
deemed to be money lent by the lessor to the lessee. Such money lent
is deemed to arise from an advance made by the lessor to the lessee.
It will be a question fo fact in any particular case whether the
money lent is advanced in circumstances which give any lease payments
a source in New Zealand for the purposes of paragraph (1) or
paragraph (m) of section 243(2) of the Act. If the lease payments
made pursuant to a finance lease have a source in New Zealand, the
interest content will be subject to NRWT or will be exempt to the
extent that the appropriate amount of approved issuer levy has been
paid.
The provisions applicable to finance leases recommended by the
Committee do not contain a provision for calculating the deemed
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interest content of any particular lease payment. However, the
Committee considers that, having deemed the lessor to have made a
loan to the lessee, the Act does not need to specifically provide for
a calculation method to determine the interest content of any
particular lease payment.
The lease payments, being payment in respect of money lent, will be
included in the definition of "interest• as defined in section 2 of
the Act, except to the extent to which such payments are a repayment
of money lent. Therefore, the lessee will be required to divide each
lease payment between principal and interest by applying, for
example, actuarial tables to determine the interest content. The
Committee understands that this is presently the method adopted to
determine the interest content of lease payments in the case of
specified leases.
8.9

Resident Withholding Tax
The proposed section 108C will also apply for the purposes of Part
IXA of the Act, which concerns Resident Withholding Tax ("RWT").
Lessees in relation to finance leases will therefore be required to
comply with the obligation to make a deduction on account of RWT from
lease payments as the definition of interest in section 2 of the Act
applies for the purposes of RWT. The method for calculating the
interest content of each lease payment will be the same method that
will apply in the case of NRWT, as discussed in section 8.7 above.
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CHAPTER 9 HIRE PURCHASE AGREEMENTS
9.1

Introduction
In its letter of 29 May 1990, to the then Minister of Finance, the
Committee identified the following questions in respect of hire
purchase agreements:

9.2

(a)

What difficult1es would be posed by the conclus1on in the
Consultative Document on the Taxation of Income from Capital
that hire purchase agreements should be treated for tax
purposes as effectively comprising asset sale and money lending
transactions?

(b)

Whether there should be a specific regime governing hire purchase
transactions, or whether they should be integrated with other
provisions of the Act (such as the specified.lease provisions)?

(c}

Whether the rules governing hire purchase agreements should
distinguish between types of hire purchase contracts?

Subm1ssions
Submissions were received by the Committee that addressed the
question of how hire purchase agreements should be treated for tax
purposes. The overall weight of submissions was in favour of
retaining the current treatment of hire purchase agreements. In
relation to more specific considerations, the main concerns raised in
submissions were as follows:
(a}

The current system of accounting for hire purchases is simple
and widely understood. Currently, the Department's technical
rulings provide that traders need apply only one calculation to
all the transactions on the outstanding balance of hire
purchase debtors at the end of each income year. A change that
would require traders to calculate the interest component in
respect of each hire purchase contract and to spread such
interest component would increase compliance costs;

(b)

A hire purchase is not the equivalent of a sale and loan
transaction. Under the Hire Purchase Act 1971, the legal
status of a hire purchase agreement is one of an agreement to
hire until the amount due under the contract has been paid.
Until that time the vendor retains the right to possession of
the goods and to dispose of them to clear any balance owing
under the agreement. Examples were given in the motor vehicle
industry where vendors are exposed to a risk of significant
loss in respect of repossessed cars given recent trends in
second hand car prices;

(c)

If property sold subject to hire purchase agreement is treated
as a sale financed by a loan by the holder of the hire purchase
agreement the vendor of the property would lose any entitlement
to depreciation deductions;
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(d)

9.3

A change to the treatment of hire purchase agreements would
accelerate the recognition of assessable income from the sale
of goods sold subject to such agreements. This would cause
undue hardship in the current economic climate. Submissions
either called for any changes to be from a date no earlier than
the income year commencing on 1 April 1992 and/or that changes
should only apply to hire purchase agreements entered into
after a specified introduction date.

Current Treatment of Hire Purchase Agreements
The policy of the Department in relation to hire purchase agreements
is to allow a reserve to be made against income derived from hire
purchase agreements. The reserve is allowed by the Department on the
basis that it represents an allowance in respect of all unpaid
instalments at balance date of the retail profit content and interest
content of such instalments. The retail profit content is the profit
that would have arisen had the goods subject to the hire purchase
agreement been sold for cash.
In 1982, specified lease provisions were introduced. If existing law
were to be applied, most hire purchase agreements would be specified
leases. The Department is aware that there is an uncertain
relationship between the existing specified lease provisions and the
current practice in relation to hire purchase agreements. This
uncertainty is untenable. The Committee considers that hire purchase
agreements that fall within the definition of a finance lease (a term
that should replace the current definition of a specified lease)
should be subject to that regime. However, there should be
transitional provisions to protect taxpayers who have relied on past
practice in relation to hire purchase agreements.
It is proposed that hire purchase agreements issued on or after a
prospective date be brought within the finance lease provisions. At
this stage, the Committee has in mind a 1 April 1992 implementation
date. Until that time, hire purchase agreements issued would be
treated under existing practice. The Committee has been assured by
the Department that it intends to continue to apply existing practice
until the law relating to hire purchase agreements is clarified.
As already noted, most common hire purchase agreements would fall
under the,definition of a finance lease outlined in the previous
chapter because title in the property subject to a hire purchase
agreement typically passes to the lessee when the loan component of a
hire purchase agreement is repaid. While legal ownership of assets
subject to hire purchase agreements may be held by lenders in
relation to such arrangements, the benefits and burdens of ownership
typically rest with the borrowers. In effect, a sale subject to a
hire purchase agreement is the equivalent of the sale of an asset and
a loan by the vendor to the purchaser equal to all or a substantial
portion of its purchase price. The lender retains legal title in the
property subject to the agreement as security against non payment.
In the event of default by the borrower, the lender may then dispose
of the property and use the proceeds of disposition to offset any
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balance due. The lender also has access to the usual creditors'
remedies to recover amounts due from the borrower that are not
satisfied by the application of those proceeds in repayment of the
loan.

We are mindful of the following concerns raised in submissions if

hire purchase agreements are to be brought under the finance lease
provisions:

9.4

(a)

Compliance cost implications of the change; and

(b)

Cashflow implications for taxpayers of advancing the
recognition of the profit element of sales subject to hire
purchase agreements.

Treatment of Hire Purchase Agreements Under The Proposed Finance
Lease Provisions
Hire purchase agreements that fall within the definition of a finance
lease would be subject to the following general treatment for tax
purposes:
(a)

The vendor would be deemed to be the holder of a financial
arrangement (being a finance lease);

(b)

The purchaser would be deemed to be the issuer of the financial
arrangement;

(c)

The acquisition price of the arrangement would be that outlined
in section 8.6 in relation to finance leases;

(d)

The vendor would be deemed to have disposed of the asset sold
pursuant to a hire purchase agreement for its acquisition
price. If the property is held on revenue account by the
vendor, the deemed proceeds of the disposition would be
assessable income of the vendor; and

(e)

The difference between the aggregate of the amounts paid
pursuant to a hire purchase agreement and the acquisition price
for such agreement will be deemed to be income of the holder
and expenditure of the issuer, to be accrued over the term of
the hire purchase agreement applying yield to maturity or a
similar actuarial method.

Some submissions noted the high compliance costs of treating hire
purchase agreements under the accrual rules. Such treatment should
not be unduly complex, since the acquisition price of goods sold
subject to hire purchase agreements should be readily ascertainable
in most instances as the cash price at which the goods would
otherwise have been sold to the purchaser. In those instances where
the acquisition price cannot be determined on this basis, the
acquisition price could be determined as the lowest price at which
the property could be purchased under a short term trade credit. For
example, as noted in the previous chapter, the acquisition price
might be determined on this basis by reference to the list price of
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the property under normal commercial payment terms. In most cases it
should not be necessary to resort to more complex methods for
computing an acquisition price.
It is recognised that the accrual rules will require income (or
deductible expenditure) in respect of each hire purchase agreement to
be computed. This is an unfavourable contrast, in compliance terms,
with the existing practice whereby taxpayers are able to compute
income in respect of hire purchase agreements by applying a single
calculation to all transactions on the outstanding balance of hire
purchase agreements. However, as noted previously, it is not
possible to retain current tax accounting practice in relation to
hire purchase agreements since it is at variance with a proper
application of existing law and with the treatment of economically
equivalent finance lease transactions.
Additional compliance costs would be minimised by providing a
reasonable period before the new rules become effective to allow
taxpayers sufficient time to adjust their accounting systems to
accommodate the change in practice in relation to hire purchase
agreements.
The examples in this chapter illustrate how income or expenditure in
respect to hire purchase agreements would be computed under the
proposed modifications to the accrual rules to encompass finance
leases.
9.5

Transitional Provisions
Implementing changes to the treatment of hire purchase agreements is
likely to have a significant effect for the holders of such
arrangements because:
(a)

In most cases, the changes will result in an earlier
recognition of income than is the case under present rules.
Unplanned extra tax liabilities may therefore result; and

(b)

Taxpayers would need to adjust their systems of tax accounting
to return interest income in respect of hire purchase
agreements on either a yield to maturity basis (or equivalent)
or a straightline basis.

In the light of these transitional difficulties, we consider that the
changes outlined above, if they are adopted by the Government, should
apply to hire purchase agreements issued after a specified date in
the future. We have in mind a date no earlier than 1 April 1992.
However, the application date should be deferred further if delays in
finalising legislation give insufficient time for the significant
number of taxpayers likely to be affected to adjust to the changes.
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Example 1
Facts:
Assume the following facts in relation to a hire purchase
transaction:
Vendor's balance date:

31 March

Maximum face value of financial arrangements held by the vendor
during the year: $800,000 (hence, interest income may be accrued on
a straightline basis).
Date of transaction:

5 September 1992

Cash price of the property subject to the agreement:
Deposit by purchaser:

$1,000

$100

Amount loaned by way of hire purchase agreement:

$900

Term of hire purchase contract:

24 months

Interest rate in respect of loan:
monthly in arrears.

compound rate of 20% payable

Computation of Income:
The hire purchase contract spans three accounting years of the
vendor. It is assumed that the vendor adopts a 365 day basis for
allocating income in respect of the hire purchase agreement. The
relevant details in relation to each income year are:

Year

Period of HP contract

Days

Year ending 31/3/93

5/9/92-31/3/93

207

Year ending 31/3/94

1/4/93-31/3/94

365

Year ending 31/3/95

1/4/94-4/9/94

157

The acquisition price of the property subject to the agreement in
relation to the vendor is $1,000.
Spread on a straight line basis:

Initial Deposit
24 payments of interest and principal
computed on a declining balance basis
of $43.90 per month.
Total consideration received
Less acquisition price

$

100.00
I,051.45
1,151.45
1,000.00
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Net income in respect of the contract

151.45

Interest to the holder (lender) under the agreement are:
# Days

Interest Recognised

Year ending 31/3/92
Year ending 31/3/93
Year ending 31/3/94

207
365
157

43.02
75.82
32.61

Total

729

151.45

Base Price Adjustment
The base price adjustment at the termination of the hire purchase
contract is computed as:
a - b - c

where:
a

is the amount of consideration received by the holder in
respect of the contract (ie. $1,151.45)

b

is the acquisition price of the contract or finance lease (ie.
$1,000); and

c

is the net amount on which the holder has previously been
subject to tax (ie. $151.45)

On this basis, no additional tax or expenditure arises under the base
price adjustment since a - b - c is equal to zero.
Example 2
The facts in this example are same to those in example 1 except that
income in respect of the hire purchase agreement is computed on a
yield-to-maturity basis. (The vendor has financial arrangement in
excess of $1 million).
Cash price of the property subject to the agreement
Amount "loaned" by way of hire purchase agreement
Term of hire purchase agreement
Interest payable in respect of the loan
payable monthly in arrears

$1,000
$900

24 months

compound rate of 20%

Based on this information, it is possible to construct the following
schedule spreading income in respect of each period computed on a
yield-to-maturity basis.
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Period Ending

Income in Period ($)

31/3/93
31/3/94
31/3/95

71.98
71.28

Total

~

151.45

As in example 1, a base price adjustment would be computed at the
termination of the contract. As before, the base price adjustment
would give rise to no additional income or expenditure.
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CHAPTER 10 DRAFTING RECOMMENDATIONS AND MINOR ISSUES
IO.I

Introduction
This chapter outlines drafting changes and other improvements that
the Committee considers would improve the workability of the accrual
rules. It also deals with issues raised in submissions not otherwise
dealt with in this paper.

10.2 Gifts
A financial arrangement disposed of by way of, for example, a gift
will give rise to a negative base price adjustment, and therefore a
deduction, to the holder of the financial arrangement. A disposal of
a financial arrangement by way of gift falls within the Committee's
more. general recommendations regarding the reclassification of
assets. The non-market disposition of assets by way of gift, bequest
or distribution is referred to in paragraph 3.4.8 of the Committee's
Tax Accounting Issues Discussion Paper, at page 46. The
recommendation of the Committee is that if an asset is disposed of by
way of gift, it should be treated in the same way as an asset moving
into or out of the tax base. That is, there should be a deemed
disposal and acquisition for market value. The disposition of
financial arrangements by way of gift or other non-market
transactions will be subject to the general provision recommended by
the Committee.
10.3 Short-Term Trade Credits : Continuous Supply

The present definition of short-trade term credit applies to any debt
for goods or services if payment is required by the vendor within 63
days after the supply of such goods or services. This definition
does not take adequate account of goods or services supplied
continuously, such as electricity. For such goods or services the
time for payment will be as per the supplier's invoice and such
invoice might be rendered more than 63 days after the first day of
the period of supply, depending on the supplier's billing period.
However, the time for payment permitted by the invoice might be less
than 63 days.
The Committee recommends that the existing definition of "short-term
trade credit" be amended so that it applies to debts for the supply
of goods or services that are supplied continuously if:
(a)

The vendor charges for such goods or services by rendering
periodic invoices; and

(b)

Payment of such invoices is required within 63 days of the date
of the invoice.

A revised draft definition of "short-term trade credit" is included
in the draft legislation attached to this report.
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10.4 Options That Lapse
The Committee received a submission that the definition of "maturity"
in section 64F(l) should be amended to provide that an option or an
agreement that lapses is deemed to mature at the time at which the
option or agreement expires. As this affects the income year in
which a base price adjustment calculation is required for options or
agreements, the Committee considers that, in the interests of
certainty, this amendment is warranted.
10.5 Agreements for the Sale and Purchase of Property: Services
The regime for agreements for the sale and purchase of property was
introduced to isolate the interest content of any consideration
payable in relation to forward and deferred purchases of property.
The same general problem of identifying an interest content in
relation to consideration payable under a forward contract applies to
forward contracts for services. If, for example, the user of
services enters into a contract for the provision of services over a
future period and receives a reduction on the cost of such services
by paying in advance, the accrual rules should apply to isolate the
time value of money element in the arrangement. The Committee
considers that the existing rules for agreements for the sale and
purchase of property should apply equally to agreements for the
provision of services. Accordingly, the Committee recommends that
services be included in the definition of "property" in the
definitions of "agreement for the sale and purchase of property" and
"specified option" in section 648(1) of the Act. The draft
legislation annexed to this report incorporates modified definitions
in accordance with this recommendation.
10.6 Agreements for the Sale and Purchase of Property:
Interest Accumulation
Section 648A of the Act defines the expression "core acquisition
price" for the purposes of the accrual rules. In the case of
agreements for the sale and purchase of property the core acquisition
price is the aggregate of the two items 'w' and 'x', where 'w' is:
(a)

The lowest price that the parties would have agreed upon for
the property that is the subject of the agreement for the sale
and purchase of property at the time at which the agreement for
the sale and purchase of property was entered into on the basis
of payment in full at the ·time at which the first right in the
property is to be transferred; or

(b)

If the lowest price formula is not applicable, the discounted
valued of the amounts payable for the property as determined
pursuant to a determination made by the Commissioner under
section 64E(l)(f) of the Act.

The Commissioner has issued a determination (Determination Gl7)
specifying a discounting method for agreements for the sa 1e and
purchase of property. The discounting method applies if the
purchaser of the property makes payment for the property after
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transfer of the first right in the property. The determination
provides that the amounts payable for the property are discounted
back to when the first right in the property is transferred. The
determination expressly provides that it does not apply if the total
deposi~ and other amounts payable more than 31 days prior to the
transfer date exceed 20% of the total purchase price for the
property. The reason given for this exception is that the Act does
not allow payments made before the transfer date to be accumulated
with interest and that it is therefore necessary to limit the
misstatement of the core acquisition price that would otherwise occur
if such payments were to be taken into account.
If it is not possible to determine a lowest price and the discounting
provision has no application, it is not possible to determine a core
acquisition price for an agreement for the sale and purchase of
property (or a specified option) under paragraph (c) of section
64BA(l). The core acquisition price, in these circumstances,
presumably would be calculated under paragraph (d) of section
64BA(l).
Paragraph (c) of section 64BA(l) clearly needs to incorporate a
provision to permit a calculation of a core acquisition price if a
purchaser of property pays in advance for such property and obtains a
reduction of the purchase price by doing so. As with the present
discounting provision, the Commissioner would be authorised to
determine an appropriate method for accumulating interest.
In those cases where a lowest price is not available as the core
acquisition price of property, the accumulating and discounting
provisions would operate in the following way:
(a)

If payment in full is made after the first right in the
property is transferred, the discounting provision would apply
to determine the core acquisition price; and

(b)

If payment in full is made before the first right in the
property is transferred the accumulating provision would apply
to determine the core acquisition price; and

(c)

If payment in full for the property is made by a combination of
payments before and after the transfer of the first right in
the property, accumulating and discounting would apply to
determine the core acquisition price.

Determination Gl7 recognises as a practical matter that discounting
is appropriate, even if the purchaser pays part of the purchase price
within 31 days of the transfer date. The Committee considers that
the Commissioner should be given specific authority in any
determination specifying an accumulating or a discounting method, to
exclude, for example, small deposits as relevant cashflows if such
deposits are paid in accordance with normal practice.
Included in the draft legislation in Annex A is a proposed draft of
paragraph (c) of section 64BA(l), incorporating an interest
accumulating provision.
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10.7 Short Term Agreements for Sale and Purchase of Property
A "short-term agreement for the sale and purchase of property" is an
financial arrangement. The expression is defined to mean an
agreement for the sale and purchase of property where:
(a)

The property is real property and settlement is required to
take place within 93 days of the day on which the agreement was
entered into; or

(b)

The property is not real property and settlement is required to
take place within 63 days of the day on which the agreement is
entered into.

A submission was received that the measurement periods of 93 days and
63 days should, in fact, run from when the first right in the
property subject to the agreement is transferred, and not from the
date when an agreement is executed.
The Committee agrees with this submission, for the following reasons.
First, the regime applicable to property agreements and specified
options is concerned with identifying interest income/expenditure
arising from prepayments and deferred payments. The point of time at
which an agreement or specified option is entered into is irrelevant
to determining if there is a prepayment or deferral. Whether or not
there is a prepayment or deferral depends upon when the first right
in the specified property is transferred. The 63/93 day measurement
periods represent a concession to taxpayers in relation to agreements
and options which involve prepayment or deferral. Accordingly,
whether or not the concession applies should be determined by
reference to.the actual period of prepayment or deferral.
Secondly, the measurement period for a short-term trade credit runs
from the date that goods or services are actually supplied, not when
the contract for the supply of goods or services is entered into. As
there is some overlap between the categories of short-term trade
credits and property agreements, the measurement periods for these
categories should be applied on a consistent basis.
10.8 Short-Term Residents
The Committee received a submission that persons seconded to New
Zeal and for a period of, say, two to five years or on a "working
holiday" should not be subject to the accrual rules. It is
recognised that such persons may well have foreign currency
denominated assets or investments in their home country which, as a
result of the persons being resident in New Zealand, would be subject
to the accrual rules. Proposals to restrict the financial
arrangement definition and expand the excepted financial arrangement
definition would relieve many of the need for foreign exchange
fluctuations on cheque accounts to be brought in as income. It is
difficult to justify dispensing with the application of such an
important part of the domestic tax law as the accrual rules to those
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who, as a matter of both domestic law and international treaty
convention, are within the New Zealand tax regime.
10.9 Section 106/1}/a}
Section 106(l)(a) at present prohibits a deduction for the
acquisition price of any financial arrangement. It is arguable that
this provision would apply to prohibit a deduction to holders of
financial arrangements in the following circumstances:
(a)

Writing-off the principal amount of a loan as a bad debt; or

(b)

Marking to market in respect of a financial arrangement
pursuant to section 64C(4) and, if the financial arrangement
has declined in value, being deemed to incur expenditure
pursuant to that subsection;

(c)

If the holder, upon disposing of a financial arrangement, has a
negative base price adjustment calculation as a result of a
decline in value of the financial arrangement;

(d)

As fees are included in the acquisition price of a financial
arrangement, such amounts would not be deductible expenditure
of the issuer or the holder, as the case may be, unless such
fees are deductible under section 136 of the Act. That section
operates as an explicit exception to section 106(l)(a}.

The reason for the prohibition on deducting the acquisition price of
a financial arrangement is to prevent holders from taking a deduction
for principal amounts when calculating income or expenditure for a
financial arrangement during the term of the financial arrangement.
This explicit prohibition seems unnecessary, given that the accrual
methods required to be applied to calculate income or expenditure do
not treat principal cashflows as expenditure incurred by the issuer
or the holder. The Committee recommends that this express
prohibition on the deduction of the acquisition price of a financial
arrangement should be deleted and notes that the draft of section
106(l)(a) recommended by the Committee in its Core Provisions
Discussion Paper does omit this prohibition.
10.10 Section 219(4)
Under section 219(4) of the Act, a holding company that holds shares
in a mining company is allowed a deduction for the amount written off
any loans made by the holding company to the mining company. A
submission was received that if the amount written off were to be
included in the income of the mining company, this would negate the
effect of the deduction allowed to the holding company under section
219(4). In the Committee's view that would only be the case if the
holding company's allowable deductions are determined exclusively
under the accrual rules. The notable features of section 219(4) are
that the deduction permitted is an allowance (as distinct from
expenditure or loss) and such deduction is allowed in the year in
which an amount is written off.
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Section 64L would not apply to prohibit the deduction allowed under
section 219(4). Section 64L applies to require that income or
expenditure be calculated according to the accrual rules and an
allowance is not expenditure. Furthermore, by writing off all or
part of a loan to a mining company a holding company would not be
required to perform the base price adjustment calculation and take
whatever deduction would be available under section 64F. The writing
off of a loan is a unilateral action in the context of section 219(4)
and does not trigger a base price adjustment under section 64F.
Hence, in the year of writin~ off, section 64F would not apply, to
the exclusion of section 219(4), to determine the deductions allowed
to the holding company. In the Committee's view, therefore, section
219(4) operates independently of the accrual rules to allow a
deduction to a mining holding company for amounts written off any
loan made to a mining company.
If the loan by the holding company is eventually remitted, the
resulting debt remission income of the mining company will reduce the
tax losses attributable to expenditure funded from any holding
company loan. Mining companies are not permitted to elect to
transfer losses to other companies in the same group of companies
(section 216(19) and any such losses are therefore available only to
be carried forward by the mining company to be set off against future
income of the mining company.
The effect of the accrual rules, therefore, may be to eliminate the
tax losses of the mining company, by including in the assessable
income of the mining company any debt remission income from holding
company loans. If the regime applicable to mining companies has been
impliedly altered in this respect, there might be a case for treating
mining companies as not being assessable on debt remission income
from holding company loans. The Committee doubts, however, whether
any change has actually occurred. It would be surprising tax policy
if the mining company, following the transfer of its loss to its
holding company by the section 219(4) procedure, was intended to have
an ongoing entitlement to that same loss.
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ANNEXA

DRAFr LFGISLATION

I.

Oiapter2- Section 64B(l) Definition ofFinmcial Ammgemeut and of&oepred
Fmancial Ammgemcot

I. I

Definition of financial ammgcmcnt
"Finmcial arrangement" means -

(a)

[Primary debt category] Any arrangement whereby -

(i)

Any person (hereafter in this paragraph (a) referred to as "the first
person") obtains money for a promise by any person to provide money to
any person (hereafter in this paragraph (a) referred to as "the second
person") at some future time or times, or upon the occurrence or
non-occurrence of some future event or events (including the giving of, or
failure to give, notice); and

(ii)

Either (A)

It could reasonably be anticipated, at the time the arrangement is
entered into, that the amount of money to be provided under the
arrangement to the second person will or is likely to exceed the
amount of money obtained by the first person under the
arrangement; or

(B)

All or any part of the money obtained or to be provided under the
arrangement is expressed in a currency other than New Zealand
currency:

(b)

[Other ammgements] Without limiting or extending the meaning of paragraph (a)

of this definition, (i)

Any forward contract for foreign exchange:
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Any interest rate swap:

(iii)

Any arrangement whereby (A)

A person (hereafter in this sub-paragraph (iii) referred to as "the
first person") obtains at some time during the term of the
arrangement money for the provision at some time during the term
of the arrangement by any person of money to any person
(hereafter in this sub-paragraph (iii) referred to as the "second
person"); and

(B)

Two or more parties to the arrangement are to discharge some or
all of their respective obligations under the arrangement at some
time or times after entry into the arrangement; and

(C)

It could reasonably be anticipated, at the time the arrangement is
entered into, that the amount of money to be provided under the
arrangement to the second person will or is likely to exceed the
amount of money obtained by the first person under the
arrangement:

(iv)

Any arrangement involving money lent which would be within paragraph
(a) of this definition but for the fact that some part or all of the money to
be provided under the arrangement is payable only upon the occurrence or
non-occurrence of some future event or events (including the giving of, or
failure to give, notice):

(c)

[Options] Without limiting or extending paragraphs (a) or (b) of this definition,

any arrangement whereby (i)

Any person has an option to acquire or dispose of an arrangement to
which any of paragraphs (a) or (b) or this paragraph of this definition
applies; or

(ii)

A payment is to be made to a person the amount of which is calculated by
reference to the gain that would be made if an option to acquire or dispose
of an arrangement to which any of paragraphs (a) or (b) or this paragraph
of this definition applies were to be exercised, -

but does not include -
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(e)

[Excepted financial ammgement] Any excepted financial arrangement that is not
part of an arrangement to which any of the preceding paragraphs of this definition
applies:

(f)

[Contracts fo1 contemporaneous perfnnnance] Any arrangement (other than a

f?rward contract for foreign exchange, an interest rate swap or an arrangement to
which paragraph (c) of this definition applies) under which all the parties to the
arrangement discharge their material respective obligations at the same time or
with a difference in time which is not material:
(g)

[Absolute disposals and mlcases] Any arrangement which involves only a

person (i)

Disposing absolutely of any or all of the rights of that person in relation to
any other arrangement to which any of paragraphs (a) to (d) of this
definition applies; or

(ii)

Obtaining an absolute release from any or all of the obligations of that
person in relation to any such other arrangement, -

for the provision in full of consideration at the time of such disposal or release or
with a difference in time which is not material:

1.2

Related definition
"Obligations", in relation to a party to any arrangement for the acquisition or disposition
of goods or for the supply of services, means the obligation to provide (a)

To the extent to which the arrangement requires the party to dispose of goods,
each of:
(i)

The right to possession of the goods;

(ii)

The right to any income or the right to control or influence the disposition
of any income derived from the goods;

(iii)

The right, directly or indirectly, to exercise, or to influence any other
person in the exercise of, any decision-ma.king in respect of the goods; and
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Any other right of a substantially similar nature in relation to the goods;
and

(b)

To the extent to which the arrangement requires the party to supply services, the
performance of the services; and

(c)

To the extent to which the arrangement requires the party to pay money for goods
or services, payment in full for the goods or the services:

Sectioo 64B (IA) For the pwposes of determining, in relation to any arrangement for the
acquisition and disposition of property (being property as defined in the definition of the
term "agreement for the sale and purchase of property" in subsection ( 1) of this section),
whether the definition of the term "financial arrangement" in subsection (1) of this
section applies, the amount of any money obtained or provided which is the property is
deemed to be equal to the core acquisition price for the arrangement, as determined in
accordance with section 64BA( 1) of this Act as if such arrangement were an arrangement
to which that section applies.
1.4

Definition of excepted financial arrangement
[Existing definition of "excepted financial arrangement" to cease to apply in its entirety
in relation to arrangements entered into or acquired after the commencement date for
the accrual rules amendments (say, 1 April 1992) and the following definition to apply in
its place for arrangements entered into or acquired on or after that date]

"Excepted financial ammgcment" means (a)

An annuity for a term contingent upon human life or an annuity to which
section 204(2) of this Act applies:

(b)

A contract of insurance or membership of a superannuation scheme:

(c)

A debenture to which section 192 or section 195 of this Act applies:
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(d)

A short term trade credit, unless the vendor has elected in accordance with
subsection (3A) of this section in respect of the income year in which the short
term trade credit was created to treat all short term trade credits of the vendor as
financial arrangements to which sections 64B to 64M of this Act apply:

(e)

A specified preference share to which section 194 of this Act applies:

(f)

A lease which is not a finance lease (as that term is defined in section 108A of
this Act):

(g)

A bet on any race, game of chance, lottery or prize competition:

(h)

In relation to a person, an option to acquire or dispose of property (other than an
interest in a financial arrangement) if the option was granted or acquired by the
person for private or domestic purposes only:

(i)

A short term agreement for the sale and purchase of property:

(j)

A short term option:

(k)

A private or domestic agreement for the sale and purchase of property:

(I)

A farm-out arrangement, as defined in section 214D(l) of this Act:

(m)

Any bank notes, coins or other currency of a country other than New Zealand:

(n)

Travellers' cheques:

(o)

Shares, other than withdrawable shares (as defined in section 194A of this Act),
or an option to acquire or to dispose of shares (other than withdrawable shares, as
so defined):

(p)

An interest as an investor in any group investment fund:

(q)

An interest which would be deemed to be a share under section 211 of this Act if
the words "as members of the public" were omitted:

(r)

An interest as a partner in any partnership or as a joint venturer in any joint
venture where -
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The partnership or joint venture is carried on with a view to profit; and

(ii)

The participants in the partnership or joint venture share such profit, or
anything produced by the partnership or joint venture, in accordance with
the respective interests of the participants in the partnership or joint
venture, -

but without limiting the application of this Act with respect to financial
arrangements held or issued by the partnership or joint venture:
(s)

An arrangement that secures the holder against failure of any person to perform
their obligations under a secured arrangement:

(t)

In relation to any person, any arrangement where (i)

The only rights acquired by the person are to obtain money lent; and

(ii)

The money lent is expressed in a currency other than New Zealand
currency; and

(iii)

The money is applied, and continues to be applied, by the person wholly
for private or domestic purposes:

(u)

In relation to any cash basis holder, any arrangement entered into involving
money lent by that person under which the only rights acquired by that person are
to the repayment on demand, without interest, of the money lent:

(v)

[Waugh Committee recommendation re exchange variations for small holders]

1.5 Section 64B election procedure for short teDn trade credits

64B(3A) A vendor of goods or services may elect by notice given in accordance with subsection
(3B) of this section (which election shall be irrevocable, subject to subsection (3C) of this
section) to treat all short term trade credits of the vendor as financial arrangements subject to
sections 64B to 64M of this Act.

- 101 64B(3B) Every notice given under subsection (3A) of this section shall be in writing and shall
be given to the Commissioner, in relation to an income year, within the time within which the

vendor is required to furnish a return of income for that income year.

64B(3C) An election made under subsection (3A) of this section may be revoked by the vendor
if and only if the vendor (a)

Prior to revoking the election, applies in writing for and obtains the Commissioner's
written approval (which may be given by the Commissioner subject to such conditions as
the Commissioner thinks fit to impose) to revoke the election; and

(b)

Complies, in full, with any conditions imposed by the Commissioner, -

and, where the vendor has so complied, (c)

Such revocation shall apply only with respect to short term trade credits created in the
income year immediately succeeding the income year in which notice applying for
revocation was given to the Commissioner and in subsequent income years; and

(d) .

Notwithstanding any such approved revocation, all short term trade credits of the vendor
created in income years in which the election was effective shall continue to be treated as
financial arrangements subject to sections 64B to 64M of this Act.

Section36
"(ed)

Any decision of the Commissioner whether or not to approve, pursuant to section
64B (3C) of this Act, an application by a vendor of goods or services to revoke any
election of the vendor to treat short term credits (as defined in section 64B(l) of this Act)
of the vendor as financial arrangements (as so defined), and any conditions imposed by
the Commissioner in approving such application."
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2.1

Section 136A - Bad dcbls deduction

- Bad Debls Dcductioos

[No deduction allowed] In calculating the net income of any taxpayer for any
income year, no deduction under section 104(1) shall be allowed from the gross revenue
derived in that income year by the taxpayer for the amount of any bad debt of the
taxpayer, unless either ( 1)

(a)

The debt has been actually written off as a bad debt by the taxpayer in the income
year; or

(b)

Without limiting the criteria for determining if a debt is a bad debt, the taxpayer
has before the end of that income year taken all reasonable steps to recover the
debt.

(2)

[Accmed income not yet payable] Notwithstanding subsection (1) of this section,

where and to the extent to which in respect of any income year (hereafter in this
subsection referred to as "the specified income year") of a taxpayer, (a)

The taxpayer is treated as having derived, in the specified income year or in any
preceding income year, an amount of income in respect of any financial
arrangement (as defined in section 64B(l) of this Act) by virtue of sections 64B
to 64M of this Act; and

(b)

The amount payable to the taxpayer under the financial arrangement representing
that income (hereafter in this section referred to as "the amount accrued") has, as
at the end of the specified income year, yet to become due and payable to the
taxpayer; and

( c)

The taxpayer has either (i)

Actually written off the amount accrued as irrecoverable in the specified
income year; or

(ii)

Before the end of the specified income year taken all reasonable steps to
recover the amount accrued, -

the taxpayer shall be allowed a deduction for the amount accrued in calculating
the taxpayer's net income for the specified income year.
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(3)

[Bad debt IeC<JYCICd] Any amount at any time received by a taxpayer (including

any amount received pursuant to any arrangement that secures the taxpayer against
failure of any person to perform their obligations in respect of the bad debt or amount
accrued) on account of •
(a)

Any bad debt of the taxpayer; or

(b)

Any amount accrued to which subsection (2) of this section applies, •

for which the taxpayer is allowed a deduction under this Act shall be deemed to be
derived as income in the income year in which received by the taxpayer, to the extent of
the deduction allowed to the taxpayer.
(4)

[Income year] Every reference in this section to an income year shall, where the

taxpayer has a non-standard balance date, be deemed to be a reference to the
non-standard accounting year corresponding with that income year and in every case this
section shall, with any necessary modifications, apply accordingly.
2.2

Other related amendments:

2.2.I

Delete section 106(1)(b)

2.2.2

Delete section 64G

2.2.3

Delete section 64F(6) and (8).
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3.1

Sections 108A. 108B and 108C- Flllall('1' 1 eases
Section 108A - Ymaocc Leases - lntt:tp,:etati.on

108A(l) [Preamble] This section and sections 108B and 108C of this Act are intended to
result in leases of personal property which effectively pass to the lessee all or
substantially all of the risks and rewards incidental to ownership of the property being
treated for the purposes of this Act in similar manner to a sale of the lease asset to the
lessee with a loan being made to the lessee by the lessor for the purchase price.
108A(2) ['nlt,1p,:etati.oo] For the purposes of this section and sections 108B and
section 108C of this Act "Arrangement" means any contract, agreement, plan or understanding (whether

enforceable or unenforceable) including all steps and transactions by which it is carried
into effect:

"Expiry dale", in relation to a finance lease, means the earlier of (a)

The date stipulated in the finance lease as the date on which the finance lease
expires; or

(b)

The date on or from which, under the finance lease, the lessee is entitled to
terminate the finance lease without the lessee or any other person incurring a
liability for an amount equal to, or to a small extent greater or less than, (i)

The outstanding balance in relation to the finance lease; or

(ii)

The difference between the outstanding balance in relation to the finance

lease and the proceeds (if any) from the disposal of the lease asset
following the termination of the finance lease:

"Finance lease" means any lease of personal property where, under the terms of the
lease, (a)

On or after the termination or expiration of the lease, the lessee or any other

person if that person and the lessee are associated persons will acquire the lease
asset (whether or not for any consideration); or
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The lessee or any other person if that person and the lessee are associated persons
will be entitled to acquire or to direct the disposition of the lease asset, on or after
the termination of the lease, for a consideration that is likely to be substantially
lower than the market value of the lease asset at the time of such acquisition or
disposition; or

(c)

On or after the termination or expiration of the lease, the lessee or any other
person if that person and the lessee are associated persons will be entitled to
renew the lease or enter into a further lease of the lease asset, and (i)

The lessee under such renewed lease or further lease would not be
required to make any payments pursuant to such renewed lease or further
lease; or

(ii)

If the Jessee would be required to make such payments, the payments are
likely to be substantially lower than payments at a market rate; or

(d)

(i)

The lease term of the lease is longer than a period that is equal to
75 percent of the remaining useful life of the lease asset; and

(ii)

If the lease were to be terminated before the expiry date of the lease, the
lessee or any other person would be required to pay to the lessor or any
other person an amount equal to, or to a small extent greater than or less
than, (A)

The outstanding balance in relation to the lease; or

(B)

The difference between the outstanding balance in relation to the
lease and the proceeds (if any) from the disposal of the lease asset
following the termination of the lease:

"Lease" means any arrangement entered into on or after the first day of April 1992
involving the grant of the use of or the right to use any lease asset; and includes any hire
arrangement, licence, bailment or sublease; and "to lease" and "leased" have a
corresponding meaning:

"Lease asset", in relation to a finance lease, means any personal property which is subject
to the finance lease:

-106"Lease payment", in relation to a finance lease, means any payment made pursuant to the
finance lease:

"Lease tenn", in relation to a finance lease, means the period of time from the
commencement of the finance lease to the expiry date of the finance lease:

"I essee", in relation to a finance lease, means any person who obtains the use of or the
right to use a lease asset under the finance lease:

"Lessee's acquisition cost", in relation to a lease asset, means the aggregate of the
acquisition price for the finance lease as determined in accordance with section 64BA(3)
of this Act and the amount of any expenditure or loss incurred by the lessee in preparing
and installing the lease asset for use (unless such expenditure or loss is deductible by the
lessee under any provision, other than section 108, of this Act):

"Lessor", in relation to a finance lease, means any person who grants to a lessee the use
of or the right to use a lease asset under the fmance lease:

"Lessor's disposition value", in relation to a lease asset, means the acquisition price for
the fmance lease as determined in accordance with section 64BA(2) of this Act;

"Outstanding balance", in relation to any finance lease at any time, means an amount
which, under the terms of the fmance lease, ( a)

The lessee or any other person would be liable to pay if the finance lease were to
be terminated at that time; and

(b)

Is calculated having regard to the difference between (i)

The lessor's disposition value for the lease asset and the lease payments
made prior to that time, to the extent to which such lease payments are
treated under the terms of the finance lease as payments on account of the
lessor's disposition value; and

(ii)

The aggregate of all lease payments required to be made under the finance
lease and the lessor's disposition value for the lease asset.

"PCISODlll property" means any property other than land, livestock and bloodstock.

-107 108A(3) [Ioccme y,ear] Every reference in this section and section 108B of this Act to
an income year shall, where the taxpayer has a non-standard balance date, be deemed to
be a reference to the non-standard accounting year corresponding with that income year
and, in every such case, those sections shall, with any necessary modifications, apply
accordingly.

Section 108B - Taxation of finance leases
108B(l)

~ provisions]

For the purposes of this Act, except section 108A of this

Act and subsections (2), (3) and (4) of this section, where a lease asset is leased pursuant
to a finance lease (a)

The lessor shall be deemed to have sold the lease asset at the commencement of
the lease for an amount equal to the lessor's disposition value for the lease asset;
and

(b)

The lessee shall be deemed to have purchased the lease asset at the
commencement of the lease for an amount equal to the lessee's acquisition cost
for the lease asset; and

(c)

Subject to section 108 of this Act, the lessee, but no other person, shall be entitled
to any allowances for depreciation of the lease asset attributable to the period
until the finance lease is terminated.

108B(Z) rrenninationoflease] For the purposes of this Act, but subject to subsection
(3) of this section, if on or after the termination or expiration of a finance lease the lessee
or any other person if that person and the lessee are associated persons does not acquire
ownership of the lease asset, the lessor shall be deemed to have purchased the lease asset
on the date of the termination or expiration of the finance lease for the greater of nil and
an amount calculated in accordance with the following formula:
a-(b-c)

where
a

is the lessor's disposition value for the lease asset; and

b

is the aggregate of all the lease payments in relation to the finance lease made
before the termination or expiration of the finance lease; and
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c

is the aggregate of all the amounts which, in relation to the finance lease and such
lease payments, are deemed to be expenditure incurred under section 64C and
section 64F of this Act.

108B(3) fJ'"'DDirudion payment] If the lessee under any finance lease or any other
person if that person and the lessee are associated persons does not otherwise acquire
ownership of the lease asset on or after the termination or expiration of the finance lease
and the lessor of the lease asset (a)

Disposes of the lease asset; or

(b)

Leases the lease asset under a finance lease to a person other than such lessee or
associated person: or

(c)

If the lease asset is subject to any other lease, surrenders the lease asset at the
termination or expiration of such other lease, -

the amount of the consideration determined pursuant to subsection (2) of this section
shall be (d)

Reduced to the extent of any payment required to be made by the lessee or the
associated person to the lessor as a consequence of such disposal, lease or
surrender; or

(e)

Increased to the extent of any payment required to be made by the lessor or any
other person if that person and the lessor are associated persons to the lessee or
the person associated with the lessee as a consequence of such disposal, lease or
surrender.

108B(4) [Acquisition of owncrship] For the purposes of this Act, if a lessee acquires
ownership of a lease asset on the termination or expiration of a finance lease and the
lessor has been deemed already to have disposed of such ownership and the lessee has
been deemed already to have acquired such ownership under subsection (1) of this
section, such acquisition shall not constitute a further disposition of the lease asset by the
lessor or further acquisition of the lease asset by the lessee.
108B(S) [Non-application] Section 107 of this Act shall not apply to a lessee in relation
to a finance lease and section 139 of this Act shall not apply to any amount paid under a
finance lease.

- 109Section 108C - Fmance leases and wilhholding taxes
108C [Resident withholding income and DOD-:resideot wilhholding income] For the

purposes of Parts IX and IXA of this Act, where a lessor and lessee have entered into a
finance lease, the finance lease shall be deemed to comprise an advance by the lessor to
the lessee, at the time the finance lease is entered into, of an amount of money equal to
the lessor's disposition value for the lease asset, with payments under the finance lease
being treated accordingly.

3.2

Other Jda1M amendoiems

3.2.1 In section 64B (1 ), define "finance lease", "lease", "lease asset", "lease payment", "lessor"
and "Jessee" as having the same meaning as in section l OBA, omit existing defmiti on of "lease"
and insert in the definition of "holder" a new paragraph (ca) referring to a person who is a lessor
in relation to a finance lease.
3.2.2 In section 64BA(l) insert the following paragraph (ca):
"(ca)

Where the financial arrangement is a finance lease either:
(i)

An amount calculated in accordance with the following formula:

o+p+q
where o is (A)

The cash price of the lease asset as determined by section 2(1) of the
Credit Contracts Act 1981; or

(B)

If subparagraph (A) is not applicable, the lowest price at which the lease

asset could be purchased under a short term trade credit at the time of
commencement of the lease; and

p is the amount of all expenditure or loss incurred by the holder in preparing and
installing the lease asset for use to the extent to which any such expenditure or
loss is not taken into account in determining the amount of item o of this
subparagraph; and

- llOq is -

(A)

In relation to the holder, the amount of all consideration provided by the
holder in relation to the finance lease, other than the lease asset and the
expenditure or loss referred to in item p of this subparagraph; and

(B)

In relation to the issuer, the amount of all consideration provided to the
issuer in relation to the finance lease, other than the lease asset and the
expenditure or loss referred to in item p of this subparagraph; or

(ii)

If subparagraph (i) of this paragraph is not applicable or if either the holder or the
issuer in relation to the finance lease applies to the Commissioner for a specific
determination, an amount calculated in accordance with the following formula:

t+s
where -

tis:
(A)

The discounted value of all lease payments payable under the finance
lease, as determined under a determination made by the Commissioner
under section 64E(l)(g) of this Act; or

(B)

Where either the holder or the issuer in relation to the finance lease
applies to the Commissioner for a specific determination, an amount
determined by the Commissioner pursuant to such application (and the
amount so determined shall apply for both the holder and the issuer to the
exclusion of any determination made in respect of such finance lease
under subparagraph (A) of this item t); and

sis:
(A)

In relation to the holder, the amount of all consideration provided by the
holder in relation to the finance lease, other than the lease asset and any
expenditure or loss incurred by the holder in preparing and installing the
lease asset for use ; and

- Ill (B)

In relation to the issuer, the amount of all consideration provided to the
issuer in relation to the finance lease, other than the lease asset and any
expenditure or Ioss incurred by the holder in preparing and installing the
lease asset for use.

3.2.3 Add the following paragraph to section 64E(l):
"(g)

The method for determining the discounted value of the lease payments payable under
any finance lease;"

3.2.4. Omit all references to "specified lease" in other sections (for example, section 245(J),
112(3B), 112(3D), 113(1A), I 18(1)) and, where appropriate, substitute a reference to "finance
lease''.
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Oiapter 10 - Minor Issues

4.1

Section 64-B(l) definition of short term ttade <ndit to take account of goods or
services supplied continuoosly
"Short term ttade <ndit" means any debt for goods or services if payment is required

by the vendor:

4.2

(a)

Within 63 days after the supply of the goods or services; or

(b)

Where the supply of the goods or services is continuous and the vendor
renders periodic invoices for the goods or services, within 63 days after the
date of an invoice rendered for the goods or services.

Section 64-F(l) maturity

"(e)

The term "maturity", in relation to:
(i)

Any option which is not exercised, means the end of the period in
which the option is exercisable:

(ii)

Any agreement which lapses without any party performing any
obligations under the agreement, means the date on which the
agreement lapses:

(iii)

An issuer of a financial arrangement, if the issuer has entered into a
novation of all of the issuer's remaining payment obligations under the
financial arrangement, the date of the novation:

(iv)

Any financial arrangement, other than a financial arrangement referred
to in subparagraph (i) or subparagraph (ii) of this paragraph, means the
date on which the last payment contingent upon the financial
arrangement is made, and the terms "matures" and "matured" have
corresponding meanings, except that:
(A)

If a financial arrangement has not matured and the amount

which remains to be paid pursuant to the financial
arrangement is not material and the financial arrangement has
been structured to avoid the application of this section, the
financial arrangement shall be deemed to have matured:

-113 (B)

This subparagraph shall not apply in relation to an issuer of a
financial arrangement if subparagraph (iii) of this paragraph
applies to the issuer in respect of the financial arrangement."

4.3

Section 64B(l) definition of agreement for sale and pm:chase of propeuy to include
J:Cfcrcoce to services
"Agroemcnr f'orlhe sale and pun:hasc ofpoperty", in relation to a person, means a
financial arrangement that is an agreement (whether conditional or unconditional)
entered into by the person to obtain or acquire or provide or dispose of property; but
does not include an option, specified option, or a futures contract; and for the purposes
of this definition the tern, "popeuy" means (a)

Any capital asset that is not foreign exchange or a financial arrangement:

(b)

Trading stock (as defined in this section):

(c)

Consumable aids:

(d)

Property to be purchased or otherwise acquired or sold or otherwise disposed
of for private or domestic purposes only:

(e)

Services:

)

'

4.4

Section 64BA(l) calculation of core acquisition price fur property agreements and
specified options

4.4.1 Insert the following subparagraphs (ii) and (iii) in section 64BA(l)(c), item w (ii)

If subparagraph (i) of this item is not applicable and the first right in the

specified property is transferred before any payment is made for the specified
property, the discounted value of the amount or amounts payable for the
specified property as determined pursuant to a determination made by the
Commissioner under section 64E(l )(f) of this Act; or
(iii)

If subparagraph (i) of this item is not applicable and payment in full for the

specified property is made by a combination of payments before and after the
first right in the specified property is transferred, the aggregate of -
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The discounted value of the amount or amounts payable for the
specified property after the first right in the specified property is
transferred, as determined pursuant to a determination made by the
Commissioner under section 64E(l )(f) of this Act; and

(B)

The future value of the residue (if any) of the amount or amounts
payable for the specified property before the first right in the specified
property is transferred after deducting the amount of any payment (or
the aggregate of the amounts of any payments) paid by way of a
deposit or a fee before the first right in the specified property is
transferred (to the extent to which such deposit or fee does not exceed
such amount as is determined to be reasonable under a determination
made by the Commissioner under section 64E(l )(i) of this Act), as
determined pursuant to a determination made by the Commissioner
under section 64E(l )(h) of this Act; or

(iv)

If subparagraph (i) of this item is not applicable and the first right in the
specified property is transferred after payment in full for the specified
property, the future value of the amount or amounts payable for the specified
property, as determined pursuant to a determination made by the
Commissioner under section 64E(l)(g) of this Act; and ... "

4.4.2 In section 64E(l), add the following paragraphs after new paragraph (g) "(h)

The method for determining the future value of amounts payable for property
that is acquired or sold pursuant to agreements for the sale and purchase of
property or specified options:

"(i)

In relation to any determination made under paragraph (h) of this subsection,
the method for determining a reasonable amount payable by way of a deposit
or fee pursuant to agreements for the sale and purchase of property or
specified options:

4.5

Section 64B(l) definition of short term agreement for sale and purchase ofpwperty
"''Short 1eun agn:emem for lhe sale and pure.base of ptope,ty" means an agreement for

the sale and purchase of property (referred to in this definition as "specified property")
where:

- 115 (a)

The specified property is real property and settlement is required to take place
within 93 days of the day on which the first right in the specified property is
transferred:

(b)

The specified property is not real property and settlement is required to take
place within 63 days of the day on which the first right in the specified
property is transferred:"

