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COMMENTARY

BACKGROUND

1.

The main purpose of this Commentary isto explain briefly the presentation and form of
the Commonwealth of Symmetrica Sample Income Tax Law (the“ Sample’). The
Background to this Commentary is as much about explaining what the Sampleisnot as
it isabout explaining what itis. The Sampleisan example of arelatively
comprehensive income tax law and one particular drafting style. Itisnot an example of
an ideal incometax, if it were possible to draft onein any case.

For example, there are many areas of income tax theory where experts do not agree.
Thetaxation of income on arealisations basisis one as is whether the exemption or
credit method should be used to provide foreign tax relief and the treatment of savings.
Even in areas where experts do agree that a particular approach is correct in theory,
many will further agree that the theoretically correct approach is not a practical one from
an implementation perspective. Theidentification of where anin-kind benefit
congtitutes income (and is therefore included in calculating taxable income) or an
expense congtitutes human consumption (and is therefore not deductible) are two
exampleswhere apractical approach must be taken. Another isthelevel of control
required to justify allocation of income of entitiesto their owners.

Anincome tax must be adapted to the circumstancesin which it isto be applied.
Different countries have different social values, different socia structures, different
levels of resources, and different government funding arrangements, including level of
reliance on other forms of taxation. An ideal income tax for one country isunlikely to
beideal for another country. Anincome tax should be adapted to local conditions and
can only beideal inthis sense.

The Sample is not adapted to any particular country’s circumstances. One of its primary
objectivesisthat it can readily be adapted for use by particular countries. The particular
countriestowards which it is targeted are devel oping countries with an Anglo-Saxon
based legal system. However, it may aso be of interest to other countriesincluding
devel oped countries engaged in tax ssimplification projects. The Anglo-Saxon influence
is apparent on the face of the Sample and, particularly, the terminology used.
Nevertheless, the Sample departs in many respects from the traditional United Kingdom
approach to incometax. For example, the Sample does not adopt the traditional United
Kingdom distinction between income and capital.

The Sample purportsto be relatively complete and comprehensive. These two aspects
require further explanation. It iscompletein the sensethat its provisions cover most all
topicsthat should be treated in anincometax. Further, these provisions are fully cross-



referenced and heavily integrated. It has been decided not to adopt amodular approach
under which aternate provisions are provided demonstrating different approachesto a
particular policy issue. Different approachesto particular policy issuesinvariably
involve adjustment of more than one provision, which makes the modular approach very
difficult, if not impossible, to present in acomplete form. The Sample adopts only one
policy approach to particular issues. This does not suggest that the approaches adopted
areideal or the best. Another of the purposes of this Commentary isto identify the
policy options adopted and point out some different approaches.

. The Sample also purports to be comprehensive. Thetax baseis broad and the
exemptions limited. However, except inisolated cases, arealisations rather than accrua
tax base isadopted. The Sample addresses many difficult tax base issues. Many of
these issues are not even appropriately addressed by many developed countries, at least
in legidative form. Examples of these types of issues are:

tax base erosion by non-resident controlled entities by repatriation of profits through
payments subject to low-final withholding taxes (usually only directly addressed in
the context of interest by thin capitalisation rules);

the treatment of long-term contracts (which involve the potential for tax deferral);
the treatment of annuities, instalment sales, and finance leases (consistently with
interest paid on aloan);

acomprehensive set of source rules covering income, losses, gains, and amounts
included or deducted in calculating income (usualy dealt with in part if at all);

the coverage of liabilities under transactiona basis (capital gains) treatment (which
are oftenignored in legidation); and

value shifting between interests and liabilities held in entities (an issue either ignored
or only dealt with in isolated cases).

. Itisnot suggested that all countries need these rules or that they should adopt them asin

the Sample. Rather, the purpose of the Sample isto demonstrate the issuesthat a
country should consider when drafting or redrafting an incometax. Inthisway, the
Sample serves as auseful checklist of things to be considered and provides but one
example of how to address particular issues. Keen attention has been paid to structura
issues. Too many countries' income tax laws are littered with provisions that appear
under headings to which they do not relate and only cover part of the generic issue
because that was the part that was initially causing a problem. They find later on that
variations of the problem continue to arise because they did not address theissuefrom a
structural perspectivein thefirst place.

. Some further general explanation is required with respect to the approach to drafting.
Some will find the approach too complex and otherswill find that it is not sufficiently
specific in particular places. In particular, those favouring a principles approach to
drafting, such asthat adopted by Continental Europe, may find the use of definitions
overwhelming. However, such an approach typically assumes aparticular legal system
underpinning the income tax law and relies on that lega system to fill the gapsthat the
incometax law does not cover. Many countries, particularly developing countries, do
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not have a sufficiently sophisticated legal system such that it may be assumed that a
particular issue will be appropriately covered by some other law, e.g. accounting law.
The approach of the Sampleisto assumethe lack of a sophisticated legal system. It
seeksto cover virtualy all matters pertaining to theincometax law. That is, the Sample
seeks to be salf-standing.

Nevertheless, the Sample does not seek the level of sophistication adopted in many
developed countries incometax laws. Often this sophistication is superficial and only
hides apoorly structured or drafted income tax, using anumber of provisionsto dedl
with issuesthat are dealt with by substantialy fewer provisonsin the Sample. Inany
case, as mentioned above at paragraph 4, the Sampleis primarily targeted at developing
countries where the sophistication often sought by developed countriesis not justified.

Not only does the Sample seek to be comprehensive but it also seeksto be uniform. If it
ispossibleto deal with anumber of issues using only one concept, then the Sample does
s0. Again, this approach islacking in many incometax laws. It isperhapsthisgoal of
uniformity rather than that of comprehensiveness that has caused alengthy genera
definitions section. The general definitions section isin many ways the map to the
Sample. Itisthissection that ensuresthat singular concepts are used consistently
throughout the Sample.

In most cases, the general definitions section does not define aterm but directsthe
reader to the section where a particular term or phraseisdefined. Where the meaning of
aparticular word or phraseis central to aparticular Division or Subdivision, thetermis
often defined in acentral concepts section at the beginning of the Division or
Subdivision. This approach isfelt superior to onein which all definitions are collected
in one definitions section. Placing related definitions within close proximity of one
another provides agreater insight into the approach adopted by the Sample. If these
related definitions were scattered throughout a very large definitions section, this
advantage would be lost.

A further tool is provided in order to assist with navigation through the Sample and
identification of defined terms and phrases. All terms and phrases appearing in the
Samplethat are intended to be used in the sense defined in the general definitions
section are underlined. Thisisintended to alert the reader that aparticular term or
phraseisused in the defined sense. Findly, inthe usual way, if adefined termisonly
used in one section, the term is defined at the end of that section and not in the general
definitions section.

The section numbering used in the Sample is aso worthy of short comment. It accepts
the inevitability that income tax lawswill be amended. In order to make provision for
amendment, section numbers are reserved at various points throughout the Sample. The
genera approach isto begin each Part, Division, or Subdivision with a section number
based on amultiple of five. Thisresultsin reserve section numbers at the end of each
Part, Division, or Subdivision.



PART I: IMPOSITION OF INCOME TAX
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The Sample begins with the charging provision, section 1. The charging provision isthe
central provision of the Sample from which the rest of the Sample branches. Itisthe
only section that imposesincometax. The Sample distinguishes the imposition of
income tax and other "tax" imposed by the Sample. "Tax" isdefined in section 205 and
includes not only amounts charged under section 1 but amounts charged under other
provisions such asinterest and penalties.

Income tax isimposed under section 1 for each "tax year". Amounts used in calculating
income tax must, therefore, be allocated to specific tax years. Thisallocation processis
primarily detailed by Subdivision B of Division |1 of Part II. The charging provision
specifies that income tax payable isto be paid in accordance with the procedure in Part
V.

Income tax is charged under four headsin section 1(1). The amount of income tax
payable by aperson for atax year isthetotal of the amount payable under these heads
for theyear. The calculation processisdifferent for each of these headsand is set out in
the rest of the charging provision. Thetax rates applicable follow in Divison 1.
Income tax isimposed on a"person”. "Person” isanother central concept that is defined
in section 105 to mean an individual or an entity (partnership, trust, company, or foreign
branch). Income tax treatment varies dramatically under the four heads depending on
whether the person deriving theincomeisan individual, an entity, or anon-resident
person. The following discussion considers taxation under these income tax heads by
reference to these different types of persons.

Individuals

17.

Thefirst head of chargeto incometax isthetraditiona profits base. The concept of
"taxable income" isused to represent profits. Taxableincomeis caculated in
accordance with Division | of Part 11, see the discussion below at paragraphs 33 to 96.
Income tax payable under this head is primarily calculated under section 1(3) by
applying the tax rates set out in section 5 to the relevant individua's taxable income.
The resulting amount is reduced by "offsets’ to arrive at tax payable. Thistermis
defined in section 345 by reference to personal, medical costs, and foreign tax offsets.
The policy underlying these offsets is discussed in the Commentary relevant to the
sections under which these offsets are cal cul ated, see the discussion below at paragraphs
218 to 222 and 311 to 316. Often an amount that reduces tax otherwise payable in this
manner isreferred to asa"tax credit”. The Sample only usesthe term "tax credit” for
what are effectively pre-payments of income tax made during the year on account of the
end of year tax liability under the first head of chargeto incometax. For example, tax
credits are available for non-fina withholding tax and tax paid by instalment. Excess
tax credits are refundable under the Sample, see section 301 and the discussion below at
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paragraph 365. By contrast, there isno provision for the refund of excess offsets but
often they may be carried forward under the relevant calculation provision.

Section 1(4) is an exception to the calculation under section 1(3). Thisprovision
effectively turns wage withholding tax into afinal withholding tax in certain
circumstances. This has the administrative advantage of reducing, potentially
dramatically, the number of returns of income that have to be filed with the tax
administration. Assoon as an employee has more than one source of income or claims
deductions for payments made by the employee it becomes difficult for the employer to
accurately determine the tax payable by the employee. Thisis one reason why
employees are essentialy denied deductions in cal culating taxable income, see the
discussion below at paragraph 69. Similarly, the find nature of the wage withholding
tax iswithdrawn where an employee claimstax rate averaging or, for payments not
made through an employer, amedical costs offset or reduction in taxable income for
retirement savings contributions. These are matters that are difficult for employersto
substantiate, see section 236 and the discussion below at paragraph 337.

Section 5(1) deals with rates of tax generally applicable to resident individuals. The
currency for Symmetricaisthe SY the value of which is assumed to be somewherein
the vicinity of the Euro, the US Dallar, and 100 Yen. The thresholds and rates provided
for in section 5(1) are only an example of atypica rate schedule and must be adjusted to
local considerations. One point worthy of note isthe absence of any exemption
threshold. Rather than an exemption threshold, the Sample adopts a personal offset that
directly reduces tax payable under this head of income tax, see the discussion below at
paragraphs 218 and 219.

Section 5(2) and (3) provide an example of ageneral provision for averaging fluctuating
incomes. Lossrelief, such asthe carry forward under section 33, does not fully address
problems with income fluctuating from year to year within bands of taxation. Where
two persons have the same amount of income over afive year period, the one whose
income fluctuates the most year by year over that period may find they pay more tax
than the person with the more stable stream of income. Two industries particularly
proneto this problem are the agriculture industry and that of artists and entertainers.
However, theissue is not specific to these or any other industries, e.g. it arises with
respect to gains recognised on atransactional basis (such as capital gains) and some
lump sum retirement payments. Thisisagenera issue under an income tax calcul ated
on aperiodic basis.

Most countries deal with only part of the income fluctuation problem, e.g. by applying
special rates or an averaging mechanism to capital gains. The problem with a piecemedl
approach isthat it rai ses characterisation issues, e.g. where persons seek to structure
thelr arrangements so as to take advantage of any relief on offer. Rather than take such
an approach, or make no provision a all, the Sample seeks a structural approach to the
issue. Section 5(2) and (3) provide alimited averaging of income over a5-year period
subject to certain exclusions from averaging for non-residents and full-time students.
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Many countries may feel that this approach istoo complicated. Againthisisan area
where the approach taken should be adjusted to local considerations.

Asmentioned below at paragraphs40 and 41, the Sample adopts the individual asthe
tax subject. This can cause particular problems with income splitting between parents
and children. Under section 5(4) the investment income of aresident minor istaxed at
the highest individua rate. The relevant income is defined in section 117 and discussed
below at paragraph 223. Another approach would be to tax children under the standard
rate schedule and place greater reliance on an anti-income splitting rule such as that
provided in section 63, discussed below at paragraph 134. Another approach is to adopt
the family asthe tax subject. Each of these aternate approaches has problems, in terms
of perceived equity and administrability.

Finally, the treatment of individuals who areresident for only part of atax year requires
comment. Some countries do not recognise parts of tax years with respect to residence
and aperson is either resident for the whole year or non-resident. Thisis the approach
adopted under the Sample with respect to entities. However, residence for part of atax
year isrecognised under the Sample for individuals, see section 109(3) and (4) discussed
below at paragraph 211. Where this occursit is appropriate to reduce the tax rate
thresholds that apply to such part-time residents to ensure that they do not benefit from
thresholds designed for afull year. Thisreduction isachieved under section 5(7). The
same issuearisesin the context of personal offsets and is dealt with in section 115,
discussed below at paragraph 219.

Entities

24,

25.

Entities are divided into partnerships, trusts, companies, and foreign branches. A
different tax regimeis provided under the Sample for each of these types of entities.
While the treatment of each type of entity isdealt with in detail in the discussion of Part
I11, see below at paragraphs 201 to 297, an overview is necessary at this stage.
Partnerships and foreign branches are taxed on alook through basis. Their income or
lossis calculated on a separate entity basis but theincome or lossfor atax year is
generally alocated to the partners or branch owner for the year and tax ispaid at this
level. The exception isdomestic branches of non-residents, which are taxed directly asa
proxy for the non-resident owner.

The treatment of foreign branches as an entity separate from their ownersis somewhat
unconventional and has anumber of important consequences. In particular, it resultsin
recognition of dealings between aforeign branch and, e.g. its head office. These
dealingswill be subject to the arm's length principle as are dealings between other
associated parties. It also meansthat aforeign branch may be resident in a country
different from that in which itsowner isresident. Thisis particularly important for
domestic branches of non-residents. Asaresident, such abranch will be required to
withhold tax from certain payments made by it, including payments made to the branch's
owner (subject to double tax treaty requirements). Further, such brancheswill be
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taxable on their world-wide income but entitled to foreign tax relief in the usual manner
(including under double tax treaty where thisis consistent with the treaty). This
treatment will aso be relevant where the source of a payment is determined by reference
to the residence of the payer.

The reason for this treatment of foreign branchesisto assimilate them, to the extent
possible, with the treatment of subsidiaries. It isalso viewed as an appropriate method
of securing the tax base (e.g. by applying all anti-abuse rules directly to foreign
branches). Thistreatment also meansthat only one set of provisionsisrequired for
calculating the income of entities Situated in one country that are controlled by aresident
of another country. That is, no special provisions are incorporated in the Sample for
allocating income between aforeign branch and its owner.

Trusts are taxed on asemi-look through basis. Their income or lossis calculated ona
separate entity basis. However, losses are not allocated to beneficiaries. Income may be
allocated to beneficiaries but only in limited circumstances and, in the case of resident
trusts, not in any tax year after the year in which theincome isderived. Incomethat is
not allocated to abeneficiary istaxed at the trust rate mentioned in section 6(1), whichis
equal to the highest rate for individuals. Thisrestrictsthe use of trusts as atax shelter
device. Incometax imposed on atrust under thefirst head of section 1(1) iscalculated
in the same manner asfor individuals, see the discussion above at paragraph 17.
However, personal and medical costs offsets may only be claimed by individuals.
Incomethat is allocated to abeneficiary istaxed at the beneficiary'stax rate.

By contrast, companies are taxed on a separate entity basis. Losses and income of
companies are not generally alocated to shareholders. Income tax under thefirst head
of section 1(1) isimposed on companies at arate that is 5 percentage points below the
highest rate for individuals. The calculation of tax payable isthe same asthat for trusts.
Dividends distributed by resident companies are subject to a 10 percent final
withholding tax under the third head of charge to incometax in section 1(1). The effect
isthat there may be some benefit in the form of tax deferral for income retained in a
company, taxation at 30 percent instead of a potential 35 percent. However, where
profits are distributed the overall tax levied with respect to corporate profitsis dightly
higher than the highest rate for individuals, 37 percent instead of 35 percent. This
system represents only acompromise and one form of the many corporate tax systems
that may be implemented. It hasthe advantages of relative ssimplicity and asmall
incentive towards saving through companies. The fina withholding tax isaso likely to
be creditable for non-resident shareholders under foreign tax credit systems of foreign
countries.

The downside of the system isthe potentia taxation of individuals at rates exceeding
their persona marginal rates with repect to income derived through companies, i.e. for
individuals otherwise subject to the lower individual margina rates. Thismay be true
where individuals do not control the distributing company, although in this case thereis
aquestion asto who bearsthe burden of the corporate tax. However, where the
company isclosaly held, the individual controllerswill typically be able to engagein



self-help integration by removing what might otherwise be profitsin aformthat is
deductible to the company, such asinterest or remuneration. Itisunlikely that these
sorts of payments would be viewed as excessive where they do not exceed the threshold
applicable to the highest individual tax rate.

Non-residents

30.

3L

32.

The Sample suggests the taxation of non-resident individuals under the first head of
section 1(1) at aflat rate of 20 percent of their taxable income. Thetype of incomein
guestion islikely to be predominantly income from employment. Thisis because
domestic businesses of non-residents will normally create a domestic branch and such
branches are treated as separate persons for the purposes of the Sample, see section 105
and the discussion above at paragraphs 24 to 26 and below at paragraph 212. Further,
many domestic source payments to non-residents (other than for employment) are
subject to fina withholding tax under the third head of section 1(1). Like income from
employment exercised domestically, these typesof payments typically represent
domestic wealth created (value added). Asmentioned below at paragraphs 141 and 142,
domestic wesalth created isthe primary tax base of the Sample. In order to suppressthe
incentive for non-residents to characterise payments as of a particular typein order to
reduce domestic tax otherwise payable, the Sample seeksto impose a consistent level of
tax on paymentsto non-residents for domestic wealth created. Deductions are
essentially denied in calculating income from employment. Therefore, thereisalevel of
equivalence between the taxation of domestic employment income of non-residents at a
flat rate under thefirst head of section 1(1) and the subjection of other domestic source
payments to non-residentsto final withholding tax at the same rate under the third head.

The tax rate selected for non-resident individuals under the Sampleis at the low end of
the rate schedule applicable to resident individuals. There are anumber of reasons for
thisselection. Non-residents are not granted personal offsets, medical costs offset, or
foreign tax offsets and are typically denied many socia benefits available only to
residents. Further, progressionisusually felt inappropriate for non-resident individuals
asitisdifficult to collect sufficient information to tax them according to their ability to
pay, if that were considered appropriate in any case. Further, non-residents may be
subject to taxation in their own country of residence. In many cases the thresholdsto
higher tax rates in the country of residence may be higher than in the country of source.
In this case, higher taxation in the source country than in the residence country may have
the disadvantage of discouraging highly skilled labour from working in the source
country.

The second head under which income tax isimposed by section 1(1) is on the repatriated
income of domestic branches of non-residents, i.e. abranch profitstax. Thistax is
imposed in order to provide atreatment similar to the treatment of dividends distributed
by resident subsidiaries to non-resident parents. It is possibleto produceasimilar
treatment by treating such branches as resident companies. The present treatment is
viewed as more transparent and consistent with common international practice. Branch



profits taxes are, however, inconsistent with Article 10(5) of the OECD Model Tax
Convention on Income and on Capital (the"OECD Model") and are often suppressed in
double tax treaties.

PART II: INCOME TAX BASE

33. ThisPart containsrules for calculating taxable income, the tax base that is used in the
calculation of income tax payable under thefirst head of section 1(1). Division| of this
Part contains mechanical rulesfor the calculation of taxable income. Essentialy it
involves identifying amounts that are included, excluded, or deducted in that calculation.
By contrast, Divisons |1 and |11 elaborate on amounts identified under Division 1.
Division Il deals with timing the recognition of amounts, quantifying and characterising
amounts and allocating them to particular persons. While these issues must be dealt
with under any income tax, often they are not well identified or grouped by income
taxesin practice.

34. Some amounts included or deducted in calculating income are recognised on adeferred
basis. Inthe case of costsincurred for depreciable assets, the recognition is deferred
over the useful life of the asset. I1n other cases, the recognition may be deferred until an
asset or liability is“realised”. Thistype of deferral setsup what isreferred to herein as
the “transactional basisincometax”. Thisphraseisused in contradistinction to the usual
“payments basisincometax” set out in Division|. Thedistinction isfurther discussed
below at paragraphs 106 to 108 and 157 and 158. The transactional basisincometax is
essentially set out in Division |11 together with the deferred recognition rules for
depreciable assets. The latter may have been incorporated within the timing rulesin
DivisonIl. However, the rulesfor depreciable assets are heavily integrated with the
transactional basisincome tax and are incorporated in Division |11 for convenience.
Otherwise, Division 111 coversthetraditiona ground of what isreferred to in Anglo-
Saxon terms as the “ capital gainstax”. That phraseisnot used in the Sample or this
Commentary asthereis an effort to minimise the distinction between capital and
revenue payments.

Division I: Calculating the Income Tax Base
Subdivision A: Taxable Income

35. This short Subdivision contains the general formulafor calculating the base to which
income tax rates are applied in calculating income tax charged under the first head of
section 1(1). Section 10 makesit clear that a"dice by dlice" (sometimesreferredto asa
"schedular") approach to the calculation of income is adopted by the Sample. Under this
approach a person calculates their income from each employment, business, or
investment for a particular tax year. Deductions, if available, are taken separately in
each of these calculations of income. Thisincome, after any deductions, isfiltered
through the jurisdictional rulesin section 15 to arrive at the person's assessable income
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from each employment, business, or investment for atax year. Thesefiltered incomes,
i.e. the person's assessabl e income from each employment, business, or investment, are
aggregated for ayear under section 10. The aggregateis reduced by certain
contributionsto approved retirement funds under section 191, discussed below at
paragraph 310, to arrive at the person's taxable income for the year.

There are other ways to calculate taxable income. In particular, aglobal approachis
often used. Under this approach incomeis not calculated separately for particular
activities such as separate employments, businesses, or investments. Rather, inclusions
inincome from all activities are totalled and amounts deductible are totalled with taxable
income equalling any excess of the former over the latter. The primary differenceinthe
approachesiswhat deductions may be taken against or reduce. Under the global
approach, losses from one activity (excess deductions) automatically reduce income
(excessinclusions) from other activities. While this may be appropriate in theory and
may increase simplicity, it does have some disadvantages.

The primary disadvantage of the global approachisalack of flexibility in targeting
potential for abuse. Almost invariably, countries that adopt a global approach end up
"schedularising” the cal culation of taxable income by quarantining certain deductions,
e.g. thoseincurred on passive investment (sometimes referred to as "negative gearing').
The difficult theoretical issues that justify quarantining include the blurred distinction
between whether acost isincurred in producing income or whether it represents
consumption by a person and is, therefore, not deductible. A simple exampleis costs
incurred in conducting a hobby farm. Another isthe difficult issue of determining the
timing of deduction for costsincurred in securing lasting assets or benefits. Here thereis
the potentia to "front load" deductions where the real return with respect to which they
areincurred will not be derived until an asset isrealised in the future.

. By contrast, countries that adopt the dice by dlice approach almost invariably permit

lossesincurred on one particular slice of activity to offset income on other dlices.
Therefore, the differing effects of adopting adice by dice or globa approach are often
an issue of form and not substance. One disadvantage of the dlice by dice approach is
that it is necessary to alocate deductionsto particular activities. To the extent that a
global approach is schedularised, such an approach faces the sameissue. The dice by
dice approach will vary depending on the types of activity identified for which income
must be calculated separately. It isa so possible to aggregate the calculation of income
from similar activities, e.g. calculate income from all businesses conducted.

The dice by dice approach is adopted in the Sample because it is viewed as more
transparent and providing greater flexibility for quarantining, particularly deductions. It
isalso viewed as moreintuitive in that persons are more likely to consider whether they
have derived income or incurred losses on particular activities before considering
whether they have an overal incomeor loss. Thisisalso likely to be the manner in
which accounting records are kept.

10



40. Taxableincomeis determined separately for each person. Thereisno grouping of
income between associated persons under the Sample. For example, in the case of
natural persons, the individual is adopted as the tax subject. Many countries adopt a
broader economic unit as the tax subject, such asacouple or family. A main argument
in favour of the broader approach isthat it does not discriminate between, e.g. dual
income couples and single income couples. However, countriesimplementing this
broader approach often have problemswith their tax systems either encouraging or
discouraging marriage or other union within an economic unit.

41. By contrast, using the individual as the tax subject discriminatesin favour of each
member of an economic unit contributing to the unit'sincome and sharing in its
domestic tasks. Where men are the dominant income earners, this may encourage
women to enter the workforce and is often viewed as consistent with economic
independence of women. Using the individua as the tax subject causes problems with
income splitting between members of the same family unit. However, thisisaso
typically true of countries adopting some broader economic unit as the tax subject as
thereis no obvious line as to when a person is within or outside an economic group. On
top of these considerations, many countries may haveto factor in the effect of socia
security or child payments from the government. The tax unit aso has important
implications for tax administration; generaly, the individua unitissimpler. Inthe
result, the Sample opts for using the individual as the tax subject. Thisapproachis
another matter that must be adjusted to local considerations and social values.

42. Asinthe case of individuals, there is no grouping of entities under the Samplein
determining the tax subject, e.g. no consolidation is allowed. Thisapproach appears
consi stent with the dice by dlice approach (consolidation appears more consistent with a
global approach). Under the dice by dlice approach it is possible to provide for the
transfer of tax attributes between entities and their associates so as to provide asimilar
treatment to that available under, e.g. consolidation. Thisisthe approach taken under
the Sample. There are three mannersin which tax attributes may be transferred between
entities and their associates under the Sample. Thefirst isthe transfer of losses under
section 33, the second isthe transfer of assets and liabilities on a non-recognition basis
under section 94, and the third isthe transfer of excess foreign income tax for purposes
of calculating foreign tax offsets under section 200. These transfers recognise that many
entities and their associates form but one economic unit and are consistent with agenera
approach of basing recognition on the substance of activities rather than their form.

Each of these provisions and thisrationale is discussed further below at paragraphs 93 to
95, 189 to 193, and 316.

Subdivision B: Assessable Income
43. As mentioned above at paragraph 35, section 15 isthe primary jurisdictiona filter in the
Sample. Inthe usual manner, world-wide income of residentsis assessable whereas

only domestic source income of non-residentsis assessable. The source of incomeisa
characteristic of income and is determined under section 68, discussed below at

11



paragraphs 140 to 146. Residenceis acharacteristic of a person, isdealt with in Part 111,
and is particularly discussed below at paragraphs 210 to 212.

General Formula for Calculating Income

44,

46.

47

Sections 16, 17, and 18 provide for the calculation of income of a person from an
employment, business, or investment for atax year, respectively. Each section begins
with aprovision stating that such income is remuneration (employment) or gains and
profits (business and investment) from the activity in question. The referenceto gains
and profitsisintended to confirm that the term "income" where used in the Sampleisa
net concept, i.e. after deductions. Thisis supported by the definition of "income” in
section 345, which is generally in terms of income from employment, business, or
investment, and these types of income are defined by reference to sections 16, 17, and
18. While the Sample adopts the general concepts of remuneration and gains and profits
to represent income, it then proceeds to be rather specific asto the amounts that must be
included and those that may be deducted in calculating income. Specific inclusonsare
generdly provided for by sections 16(2), 17(2), and 18(2) and specific deductions are
generaly provided for by Subdivision D.

. Thedlice by dice approach adopted in the Sample means that income is calculated

separately for each activity of aperson that constitutes an employment, business, or
investment. It is, therefore, necessary to determine the character of aperson'sactivities
in order to determine whether they are of these types. The definitions of "employment”,
"business’, and "investment" in section 345 provide the relevant characterisation.

"Employment” is the dominant definition and whether an employment existsis primarily
determined according to general law (paragraph (a) of the definition). Employment is
typically an earning activity consisting predominantly of the provision of labour by an
individual. The definition of "employment" is extended, in particular, to include most
"managers’ of entities, e.g. directors of acompany and trustees of atrust, seethe
definition of the latter term in section 106. The primary reason for this extension isto
ensure that these managers are subject to wage withholding. An aternative approach is
to treat the activities of these managers as a business and subject paymentsto them by
their entity to withholding as service fees. Under this approach, tax withheld would be
adjusted under the tax instalment system. "Employer" and "employee” are defined in
terms of "employment" and al of these terms make it clear that only an individual may
be the subject of employment.

"Business' isdefined broadly in section 345 to include trades, professions, vocations,
and arrangements with a business character. Inthisway, the termis used throughout the
Sample as a shorthand reference to these types of activities. If abusiness activity may
also be characterised as employment, primacy is given to the characterisation as
employment. However, unlike employment, businessis an earning activity typically
consisting not only of the provision of labour but of the combined provision of labour
and capital.
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48. It ispossible that a particular person conducts more than one business and, therefore,
must cal culate income separately for each business. There are no rulesin the Samplefor
determining whether a particular person's business activities constitute one or more than
one business. Thiswill depend on the facts of each case and local jurisprudence. This
matter is not further elaborated in the Sample. Aslossesfrom one business of aperson
may be set against income from another business of the person, the issue will most often
not be critical and may be dealt with in practice notesissued by the tax administration.
However, theissue will become more acute if a particular country quarantines some or
all business losses.

49. "Investment” is aso defined broadly in section 345 in terms of holding "depreciable
assets' or "investment assets’. These types of assets are, in turn, broadly defined in
section 76. Essentially, these definitions cover any assets unlessthey are held primarily
for personal use and are not used in the production of gains and profits. The definition
of "investment" excludes employment or business. Inthisway, "investment" isused as
the residua manner in which income may be derived and "income from an investment”
istheresidual category of income. In contrast to employment and business, investment
istypicaly an earning activity consisting predominantly of the provision of capital.

50. Aswith the definition of "business’, the issue arises as to whether certain activities of a
person constitute one or more investments. There are two tests adopted for this purpose
in the definition of "investment”. Thefirst iswhether the assets held are of asimilar
nature. So, for example, ablock of shares may constitute asingle investment. The
second test is whether the assets are used in an integrated fashion, on similar terms, and
subject to smilar conditions, including asto location. So, for example, ahousethat is
held passively and rented out with associated furniture, will constitute asingle
investment. Any liabilitiesincurred with respect to the asset or assets held are also part
of theinvestment.

51. Each of the definitions of "employment”, "business’, and "investment” is extended to
include past, present, or prospective employment, business, or investment, respectively.
Thisextension isintended to ensure that amounts derived and costs incurred with
respect to a particular activity either before the activity is started or after it ceasesare
treated appropriately. For example, where start-up costs are incurred before abusiness
commences, they may be deductible during thetax year in which they areincurred,
unlessthey giveriseto alasting asset in which case Division 11 will deal with them.
Thismay cause alossin early years of abusiness that may be set against income from
other businesses or be carried forward under section 33. Another example iswhere an
employee receives remuneration either before or after employment. The remuneration
will beincluded in calculating income from the employment even for tax years before
the employment activity commences or after it ceases.

Specific Inclusions in Calculating Income

13



52.

56.

Sections 16(2), 17(2), and 18(2) each provide for specific amountsto be included in
calculating income from an employment, business, or investment, respectively. That is,
these are amounts that mug be included in the calculation of remuneration or gainsand
profits under section 16(1), 17(1), or 18(1), asthe case requires. Therelevant lists of
inclusions are quite comprehensive but are not intended to be exhaustive. That is, even
amounts that are not mentioned must be included if they are required to be included by
the ordinary meaning of "remuneration” or "gains and profits'.

. Theinclusionsin calculating income from an employment for atax year are couched in

terms of payments made to the employee during the year. "Payment" isa central
concept of the Sample and is broadly defined in section 41, discussed below at
paragraphs 103 and 104. 1n essence, the definition will cover any financia gain
including through in-kind payments. The payments must be made by the employer to
the employee. The “making” of a payment is determined by reference to sections 45
and 60, discussed below at paragraphs 111 and 131, respectively. Inthe case of
payments of the type referred to in section 16(2)(a) to (f), no particular nexusisrequired
with the employment. If apayment may be characterised as of one of those particular
types then the fact that the payment is made by the employer to the employeeis
sufficient to require the amount to be included in calculating the employee'sincome
from the employment.

. By contrast, section 16(2)(g) isof aresidua character requiring amore specific nexus,

i.e. any other payment made "in respect of" the employment must be included in
calculating the employee'sincome from the employment. This phrase, "in respect of", is
atypical nexustest used throughout the Sample. It isnot defined and so will take its
ordinary meaning. Any further elaboration of thisterm isonly likely to result in further
generaities. Thetax administration may issue practice notes setting out its view asto
when payments, not covered by the prior paragraphs of section 16(2), will meet the
nexus in section 16(2)(g).

. Specific inclusionsin calculating income from a business or investment for atax year

are couched in different termsto that used for income from employment. Herethe
phrase used is "amounts derived". The reason for the difference in terminology is
primarily one of timing. Employees are required to account for tax purposes on a cash
basis and so payments made to an employee as employee are recognised for tax
purposes at the time of payment, see section 46. By contrast, income from business or
investment may be accounted for on acash or accrual basis depending on the type of
person involved and the activities of that person. Inthis case, apayment may be
recognised for tax purposes at atime that is different from when the payment is made.
"Amount derived" isdefined in section 41 in terms of a payment received by a person or
which aperson isentitled to receive. Which timing is appropriate will depend on the
method of tax accounting used by the person.

Section 17(2) and 18(2) have some common inclusions in the calculation of income.

They include gains on the redlisation of assets and liabilities of abusiness or investment
aswell as recapture of excess depreciation on the realisation of depreciable assets.
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57.

59.

These gains and recapture are calculated under Division |11 and, as mentioned above at
paragraph 34, are essentially net amounts that form the core of the transactional basis
incometax.

Another common inclusion worthy of specific mention is giftsreceived in respect of a
business or investment. Thisinclusion in many ways reflectsthe residual inclusionin
calculating income from employment mentioned above at paragraph 54. However, asa
payment received in conducting abusiness or investment may be received asa
contribution of capital (generally made out of pre-taxed funds), it is necessary to limit
thisresidual category to "gifts'. "Gift" is defined broadly in section 345 as essentially
excess consderation received. Giftsfrom associates are not included in section 17(2) or
18(2) asit will often be difficult to determineif such gifts are made in respect of a
business or investment or as aresult of the relationship giving rise to the assodation.
Gifts made to entities by associates are generally treated as a contribution to the capital
of the entity, see section 165 and the discussion below at paragraph 269. This approach
is aso consistent with the approachto “income” under the Sample, which does not
include mere transfers of wealth, see further below at paragraphs 106 to 108.

. There are some amounts that are exclusively included in calculating incomefrom a

business or investment under sections 17(2) and 18(2). "Servicefees' areincluded in
calculating income from a business under section 17(2) asare "incomings' for "trading
stock”. Thefirst of these termsis defined in section 345 in terms of apayment
attributable to the rendering of servicesby abusiness. Asan investment activity will not
involve the provision of labour, this head of inclusionis not reflected in section 18(2).
Similarly, "trading stock” is defined in section 76 in terms of assets sold in the ordinary
course of conducting abusiness. "Incomings' isacentra concept in the transactional
basisincome tax and will include all amounts received in respect of assets such as
trading stock, see section 81 and the discussion below at paragraphs 165 and 166. This
means that sale proceeds from trading stock are directly included in calculating income.
Thisisin contrast to amounts derived from the realisation of other assets of a business
where only the net gain on the realisation is so included. 1n order to balancethis
situation, aperson may deduct an allowance for trading stock under section 28, which
essentially represents the cost of trading stock sold. The result onthe realisation of
trading stock is essentially consistent with that on the realisation of other business assets
under the transactional basisincome tax.

Another important inclusion in calculating income from a businessis provided by
section 17(2)(g). An amount of the type referred to in section 18(2), i.e. included in the
calculation of income from an investment, that is effectively connected with a business
isincluded in calculating income from the business and not income from an investment.
The phrase "effectively connected" is not defined and again isan issue of nexus. This
phraseis often used in double tax treaties and isintended to have the same meaning asin
such treaties. The primary operation of section 17(2)(g) iswith respect to amounts
referred to in section 18(2)(a). This head of inclusion in calculating income from an
investment is not otherwise reflected in section 17(2) in calculating income from a
business.
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60.

61.

Section 18(2)(a) makes reference to the classic forms of return on capital being
"dividend”, "interest", "natural resource payment”, "rent”, and "royaty". Gainsfrom
“investment insurance” and “an unapproved retirement interest” aswell as "retirement
payments’ are also referred to and are further discussed bel ow, see paragrgphs 305, 309,
and 310. Each of thesetermsisdefined in or via section 345. "Dividend" is defined
broadly and is essentially any return of a shareholder from an interest in a company.
"Interest” isdefined in terms of apayment for the use of money. Thisdefinition
includes certain payments under debt obligations and other financial instruments aswell
as amounts payable under an annuity, instalment sale, or finance lease that are
characterised asinterest by section 67.

"Natural resource payment" is defined as payment for aright to take natural resources.
Natural resource payments are treated in the same manner as rents and royalties under
the Sample. The definitions of "rent" and "royalties’ exclude natura resource payments.
"Rent" isdefined in terms of a payment under alease of atangible asset and "royalty” in
terms of a payment under alease of an intangible asset with alist of specificinclusions.
"Lease" isalso defined in section 345 in terms of atemporary right in respect of an asset
of another person, other than money. Accordingly, the broad approach under the
Sampleisthat paymentsfor the use of money areinterest, paymentsfor the use of
tangible assets are rents, and payments for the use of intangible assets are royalties. The
reason for the separate identification of natural resource paymentsisthat in most cases
these payments are not for the use of an asset but, rather, the removal of assets forming
part of theland. Further, these payments often give rise to greater source country rights
to taxation under double tax tregties.

Specific Exclusions in Calculating Income

62.

Sections 16(3), 17(3), and 18(3) provide for the exclusion of certain amountsin
calculating income from an employment, business, or investment, respectively.
Commonly excluded by these provisions are "exempt amounts' and "final withholding
payments'. Both of these phrases are defined in or viasection 345. Exempt amounts
are excluded because they either represent taxed funds or are exempt on other policy
grounds. Final withholding payments are excluded because withholding of tax from
these payments represents afinal income tax liability under the third head of chargein
section 1(1).

. Certain other amounts excluded in calculating income by section 16(3), 17(3), or 18(3)

are not reflected by exclusionsin the other sections. The exclusive exclusions under
section 16(3) are relatively sdlf-explanatory. The exclusive exclusion under section
17(3) isintended to give primacy to inclusion in calculating income from an
employment and that in section 18(3) to give primacy to inclusion in calculating income
from an employment or business.
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Subdivision C: Exempt Amounts

64.

65.

66.

67.

Section 20 isthe primary exemption provision in the Sample. Exemptions are kept to a
minimum and there are no particular industry concessions. Conventional wisdom
suggests that these types of concessions often cause more harm than good. Most of the
exemptionsin section 20 are sdlf-explanatory but a couple require some further
elaboration.

Section 20(1)(f) and (g) are related and can be dealt with together. The Sample
incorporates arelatively comprehensive income tax. While some academically
supported comprehensive definitions of income suggest that gifts should be included, in
practice countries predominantly do not tax gifts asincome, except in limited
circumstances. Gifts are often taxed in practice under a gift, wealth, or inheritance tax.
The reasoning isthat the income tax istargeted at wealth creation (value added) and not
the simple holding or transfer of assets, see further paragraphs 106 to 108. Consistent
with thistheme, it is possible to include giftsin calculating income of the donee if atax
deduction is granted to the donor. This approach seems to add unnecessary complexity
to an income tax and open up opportunities for income splitting.

Accordingly, the Sample exempts gifts (including on death) unlessthey are derived in
the course of an earning activity, see section 20(1)(f). Giftsfrom non-associated persons
areincluded in calculating income where derived in the course of an earning activity
because it is difficult to distinguish such gifts from the return from the activity in
question. Further, while gifts are generally not included in calculating income of the
donee, where the gift is of an asset, the donor will realise the asset. Typically, the donor
will be treated as deriving an amount from the realisation equal to the market value of
the asset, see section 94. This means that the donor may be treated as deriving again
from realisation or, in limited circumstances, aloss. Such again or loss may be included
or deducted in calculating the donor'sincome, i.e. as aresult of the transactional basis
income tax, where the relevant asset isheld as part of abusiness or investment.

Also exempted are amounts derived in respect of assets and liabilities held for persond
purposes that are not used in the production of gainsand profits. Such amountswould
not beincluded in calculating income under Subdivision B in any case and so section
20(1)(g) ismainly by way of confirmation. Thisexemption is necessary for
administrative purposes, e.g. people are unlikely to retain records of the assetsin
guestion.

. Section 20(1)(h) exempts amounts derived by exempt organisations. The exemption

does not extend to amounts derived in conducting a business that is unrelated to the
organisation's exempt status. Thislimitation is needed in order to ensure that exempt
organisations do not compete in markets where they have atax advantage over other
market participants. Thiswould distort competition in the market. "Exempt
organisation™ is defined in section 20(2). Thetypes of organisations exempted must be
adjusted to local social values and the inclusionsin the Sample are only by way of
example. The Sample grants the exempt status only where the organisation has obtained
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a private ruling confirming its status and meets the requirements against providing
collateral benefits outlined in section 20(2)(c).

Subdivision D: Deductions

69. This Subdivision contains rules regarding the deductibility of amountsin calculating a
person's income. It beginswith agenera deduction provision and the rest of the
Subdivision proceedsto deal with some particular issues that might not be appropriately
dealt with by the general provision. Asagenerd rule, no deductions are availablein
caculating income from employment. Thisis because section 25(1) prohibits
deductions unless expressly alowed and none of the primary deduction provisions allow
deductionsin calculating income from employment. This approach is adopted for two
reasons. Firstly, paymentsfor work performed in the course of employment usually
represent pure payments for the provision of labour and thisis aform of wealth created
(value added). By contrast, many paymentsin the course of conducting a business or
investment represent payments for the transfer of wealth and not wealth created through
the provision of capital. Therefore, deductions are primarily available in calculating
income from a business or investment to ensure that transfers of wealth are not taxed.
This reasoning does not apply in the case of income from employment. Secondly, as
mentioned above at paragraph 18, alack of deductionsin calculating income from
employment means that in many cases the wage withholding tax may serve asafinal
tax.

General Deduction Provision

70. Section 25 isdivided into two main parts, the first is a provision denying deductions and
the second isaprovision alowing deductions. Section 25(1) overrides all other
provisions of the Samplein providing that certain anounts are not deductible. The
broad residual category isthat no deduction is allowed unless expressly provided for by
the Sample. The effect of thisisto override any deduction that might otherwise be
available by reason of the general formula of income from an employment, business, or
investment being based on remuneration or gains and profits, as the case requires.
"Consumption costs' and "excluded costs' are not deductiblein any case, even if the
costs would otherwise be treated as deductible by another provision. Thesetermsare
defined in section 25(4).

71. Asthe name suggests, "consumption costs' are essentially costs that are considered to
represent consumption by an individual and, therefore, that should not reduce income.
The classic examples of these costs are set out in paragraph (@) of the definition, i.e.
costs with respect to shelter, food, leisure, commuting, clothing, and education. A clear
distinction between costs that represent personal consumption and those that are
incurred in deriving incomeis difficult, if not impossible, to make or apportion. Again
the Sampl e takes the approach of outlining some general principlesthat must be adapted
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72.

73.

74,

75.

to particular circumstances and may appropriately be the subject of practice notes issued
by the tax administration.

Paragraph (a) of the definition of "consumption costs' deals with costs incurred by
individualsin respect of themselves whereas paragraph (b) deals with costs incurred by
another person in respect of anindividual. 1nthe case of paragraph (b) the provision of
shelter, food, leisure, commuting, clothing, or education by a person to an individua

will constitute a payment by the person to theindividual, see the definition of "payment"
in section 41(1). The issue becomes whether the person may claim adeduction for costs
incurred in making the payment to the individual. No deduction will be allowed for
such costs unless one of the conditions of paragraph (b)(i), (ii), or (iii) of the definition
are met.

Thefirst of these conditionsis that the payment isincluded in calculating the
individual'sincome. Whether or not the payment isincluded in calculating the
individua'sincome will depend on whether the payment is sufficiently connected with
an earning activity of theindividual for the purposes of sections 16, 17, and 18. For
example, assume that an employer provides an employee with a payment in the form of
afringe benefit. If the fringe benefit is not included in calculating the employee's
income, e.g. the provision of in-house meals and refreshments referred to in section
16(3)(b), generally no deduction will be alowed to the employer for costsincurred in
making the payment, e.g. the costs of the food and any help in serving the meals. In
other words, the costsincurred by the employer in making the provision to the employee
represent consumption by the employee. If the payment isincluded in calculating the
employee'sincome then whether or not a deduction isavailable for costsincurred by the
employer in making the payment depends on whether the costs are deductible under
another provision such as section 25(2).

The second condition that excludes costs incurred in making a payment to an individual
from the definition of "consumption costs' iswheretheindividua provides market
value consideration for the payment. So, for example, costsincurred in providing a
meal at arestaurant will be deductible by the restaurant owner if individuals to whom
meals are provided pay for them. Costsincurredin providing free mealsto relatives
would not be deductible. Thisrule should not deny adeduction for costsincurredin
providing samples or prizesto individuals. Inthiscase, by providing their servicesin
sampling or entering a competition, individuals may be considered to have provided
market value consideration through the provision of their services. Such costs may also
not be consumption costs by reason of paragraph (b)(iii) of the definition of
"consumption costs', which isrelatively self-explanatory.

Deduction of "excluded costs' isaso prohibited. Thisterm includes costsincurred in
paying certain bribes, fines, and penaties. The policy hereisto ensure that the effective
cost of bribes, fines, and penaltiesto the payer is not reduced by reason of deductibility.
"Excluded costs' aso include those incurred in deriving exempt amounts and those
incurred by non-residents in deriving fina withholding payments. In the latter case, this
IS consistent with these payments being subject to afina withholding tax on the gross
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76.

77.

78.

amount of the payment. Costsincurred by residentsin deriving final withholding
payments are not "excluded costs' and so deductions may be available for such costs.
The only types of final withholding payments that may be made to residents are
dividends, gains from investment insurance, and gains from unapproved retirement
interests paid by resident entities. In al these cases the final withholding tax represents
asecond layer of tax on top of any tax levied on the distributing entity's income, see the
discussion above at paragraphs 28 and 29. If a deduction were denied for costs paid in
deriving thisincome, the inclusion of the costsin calculating the income of the recipient
of the costs and the taxation of thisincome might produce athird layer of tax with
respect to the same wealth created. Thiswould be inconsistent with the theme of the
Sample.

Section 25(2) isthe general provision alowing deductionsin calculating income from a
business or investment for costs incurred in the production of the income. "Costs
incurred” is defined in section 41 in terms of making a payment or being obliged to
make apayment. Inasimilar fashion to the deriving of an amount, when a person
incursacost will depend on the method of tax accounting being used by the person, see
section 46. The words "to the extent” in section 25(2) provide for apportionment of
coststhat are only partly incurred in the production of income. Thisphrase, or asimilar
phrase, is used throughout the Sample where apportionment is available. Section 25(3)
proceeds to deny adeduction for certain costs. However, section 25(2) and (3) are
subject to the other express deduction provisionsin the Sample. Further, section 25(2) is
expressly subject to section 25(3). Therefore, adeduction that may be allowed by
section 25(2) may be denied by another provision, including section 25(3). A deduction
that may be denied by section 25(3) may be allowed by another provision, but not
including section 25(2).

Under section 25(3) a deduction isdenied for costs of acapital nature. Thisreflectsan
Anglo-Saxon approach to income taxation. However, the definition of "costs of a
capital nature" in section 25(4) does not bear out the traditional capital/revenue
distinction. In particular, costsincurred in acquiring an asset are of acapital nature
where the useful life of the asset exceeds 12 months. The resultant non-deductibility of
such costsis amdliorated in two ways. With respect to costsincurred by abusiness or
investment in purchasing awasting asset, the costs are effectively deductible over the
useful life of the asset by reason of the allowance for depreciation under section 31.
Secondly, if the asset is non-wasting, the costs are effectively deductible when the asset
isrealised under the transactional basisincometax, i.e. in calculating any gain or loss
from the realisation of the asset under Division 1.

Under section 25(3)(d) adeduction isdenied for costsincurred on the redlisation of a
liability. Again however, these costs will be effectively deductible in calculating any
gain or loss on the redlisation, assuming the liability is owed by abusiness or
investment. Under section 25(3)(e) foreign income tax is not deductible. Thisis
because foreign tax offsets are provided under section 200. Under section 200(5), a
person may relinquish aforeign tax offset in favour of adeduction. Inthiscase, a
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deduction is not denied by section 25(3) because that section is expressy subject to Part
IV, which contains section 200(5).

Specific Deduction Provisions

79.

81.

82.

Sections 26 to 33 in asense override section 25(2) and (3) by elther granting a deduction
that would be denied by the general deduction provision or denying a deduction
otherwise deductible under that provision. Section 26 is different from sections 27 to 33
inthat it plugsinto section 25(2). Itsintention isto treat interest paid on funds borrowed
asincurred in the production of income where the funds are used in that production or
used to acquire an asset used in that production. Section 26 looks to the use to which the
borrowed funds are put and not the purpose for which the funds were borrowed. This
means that where the use of the funds changes so may the deductibility of interest
incurred with respect to the funds.

. Section 27 requires some explanation. It isintended to address the tax base erosion

problem towards which thin capitalisation and similar provisons are directed. This
erosion results from controllers of an entity being able to remove funds from the entity
in adeductible form that is subject to less taxation than if the funds were removed from
the entity in the form of adistribution of profits. Whilethisisagenera tax design issue
and relates to the inherent fungibility of different types of payments, it istypically of
greatest concern with respect to non-resident controllers of resident entities. The typical
provisions adopted in thisarea, such as thin capitalisation rules, are either very
complicated, very arbitrary, or both. There appears no justification for repeating this
style of provision in a Sampleincome tax.

Thetax baseinissueistypicaly the source tax base and raises a classic issue for source
countries, particularly developing countries. Theissueisthe amount of tax that may be
levied on the basis of source without deterring foreign investment. There are at least
two source tax bases that may not result in such deterrence. The first istax for which
foreign tax relief isavailable in the capital exporting country. As capital exporting
countries adopt many different methods of foreign tax relief thistax baseis problematic,
particularly the complexity it involves for developing countries. The most likely tax that
will be granted foreign tax relief by capital exporting countriesis arelatively low rate
direct tax. The Sample seeksto access thistax base by imposing a consistent 20 percent
final withholding tax on potentially deductible payments by resident entitiesto non-
residents that essentially represent domestic wealth created. Thistax may not always hit
the mark in securing foreign tax relief in a capita exporting country, e.g. where the
foreign investor istax exempt in that country. 1t may also be sacrificed to some extent
in negotiating double tax treaties. Again, thelevel of thiswithholding tax must be
adjusted to local considerations.

In principle, the second relatively secure tax base available to source countriesis

economic rents derived by non-residents from the source country. The taxation of
economic rents may not deter foreign investment as the source country is only taxing the
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86.

amount above what can generally be secured elsewhere. Indeed, there seems strong
justification for taxing abnormal returns derived by non-residents, which at some level
represent exploitation of the source country's markets and resources. The primary
benefits from these markets and resources should go to the local society.

. Section 27 isarelatively smple rule directed towards securing this second tax base. As

with other provisions of the Sample, it isjust one example of an approach to addressa
particular problem and must be adjusted to local considerations. It placesacap on the
total amount of deductionsthat a person can claim for certain paymentsthat are subject
to fina withholding tax, referred to as "investment final withholding payments®. This
phraseis defined in section 222 to cover payments of interest, natural resource
payments, rents, and royaltiesto non-residents. It may also include payments of wages
or service feesto anon-resident that is associated with the payer. A deduction may be
claimed for these types of payments cumulatively during the year until the relevant
threshold is reached, at which stage adeduction is denied for any further payments of
these types.

. The threshold is calculated by reference to the formulain section 27(1). In order to

identify economic rentsit is necessary to deduct a standard rate of return. The standard
rate identified in the Sampleisthe statutory interest rate, i.e. the general rate applied
throughout the Sample to calculate things like interest on outstanding tax. It isviewed
asinthelow range and particular countries may use ahigher rate. Therateisapplied to
the "gross domestic value" of the business or investment at the start of the year or an
average value over the year may be used on notice by the tax administration, e.g. in
cases of suspected abuse. Thisvaueisdefined in section 27(2) by reference to the book
value of assets, determined gross of liabilities and according to generally accepted
accounting principles.

. Asin the case of other thin capitalisation type rules, the rule in section 27 raises issues as

to whether it is permitted by international norms. Oneissue iswhether it is contrary to
Article 24(4) of the OECD Model. This provision requires "interest, royalties and other
disbursements' by aresident of one country to aresident of the treaty partner to be
deductible "under the same conditions’ asif paid to aresident of the one country. Itis
arguable that, in the context of section 27, a payment to aresident that is not subject to
final withholding tax and oneto anon-resident that is subject to fina withholding tax are
not paid "under the same conditions'. In order to enable non-residents to put themselves
under the same conditions as residents, section 222(3) enables non-residents to elect that
a payment that would otherwise be afina withholding payment is not afinal
withholding payment. In this case, the non-resident would be taxed by assessment.
Therefore, it appears section 27 does not breach Article 24(4). In any case, Article 24(4)
issubject to Article 17(1), which may secure the operation of Section 27 in the context
of paymentsto foreign associated persons, the predominant situation in which it islikely
to apply. Further, Article 24(4) is often suppressed in double tax tregties.

Another issueis whether income tax levied as aresult of the denial of adeduction under
section 27 isavailable for foreign tax relief in capital exporting countries. While this
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87.

89.

issue must be investigated on a country-by-country basis, it does seem that the denial of
thisdeduction, just like that under more conventional thin capitalisation rules, would not
change the nature of thetax. Inany case, evenif aparticular capital exporting country
denied foreign tax relief for thistax, it may be that the foreign investor could engage in
sf-help. Thethresholdisonly likely to be breached with respect to payments madeto
aforeign associate of the resident entity. In thiscase, it would appear appropriate for the
resident entity to change the nature of the relevant paymentsto distributions of profitsto
theforeign associate. Asadistribution of profits, the paymentswill not be deductible
and will be subject to afinal withholding tax or branch profitstax. Inessence, the
excessive payments will be subject to the same tax treatment by the source country
irrespective of whether they take the form of a non-deductible payment under section 27
or adistribution of profits. Where characterised as a distribution of profits, the tax
underlying the distribution (representing adenial of a deduction for the payment) should
be granted foreign tax relief by capital exporting countries.

Section 28, dealing with trading stock, is more straightforward. The terminology used in
this section is heavily integrated with Division 111 dealing with assets and liabilities.
Essentially, section 28 grants a deductible allowance for the cost of trading stock
disposed of during atax year but otherwise denies a deduction for the cost of trading
stock. The combined effect of this section and section 17(2)(b), which includes amounts
derived in respect of trading stock directly in calculating income, is consistent with that
under the transactional basisincome tax with respect to other assets under Division I11.
Theissue of identifying the cogt of trading stock at the end of atax year and, thereby, the
cost of trading stock disposed of during the year is determined under section 80 and
discussed further below, see paragraphs 163 and 164.

. The approach to repair and improvement costs in section 29 requires some explanation.

Many income taxes grant an immediate deduction for costsincurred in repairing
depreciable assets but require depreciation of costsincurred in improving depreciable
assets. However, the distinction between arepair and an improvement is notoriously
difficult to determine. Section 29 ignores this distinction by granting alimited
deduction for costs incurred in the repair or improvement of depreciable assets. The
deduction available with respect to all assetsin aparticular pool of depreciable assetsis
limited to 5 percent of the written down value of the pool at the end of the tax year in
guestion. Any cost that isnot deductible is added to the depreciation basis of the pool
and will be depreciated. Pools of depreciable assets are discussed below at paragraphs
17510 183.

Section 30 provides a deduction for certain research and development costs. Inthe
absence of section 30, these costs might not be deductible under section 25(2), e.g.
because they are of acapita nature or not incurred in producing income. This provision
does not grant an immediate deduction for costs that are incurred in the acquisition or
improvement of an asset. Such costs are dealt with under the general provisions
applicable to costs of that type. Section 30 only grants adeduction for research and
development coststhat are not directly connected with an asset.
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90.

91

92.

93.

Depreciation alowances are deductible under Section 31 and are discussed below in the
context of Subdivision B of Division |11 at paragraphs 175 to 183.

Section 32 deals with the deductibility of losses on the realisation of business and
investment assets and liabilities. It isthe counterpart of sections 17(2)(c) and 18(2)(b),
which include gains on such arealisation in calculating income from a business or
investment. Under section 32(1), losses on the realisation of business assets and
liabilities are essentially fully deductible. Thistreatment is more in keeping with a
Continental European approach to income tax than an Anglo-Saxon approach under
which capital losses are generally quarantined and only permitted to be deducted against
capital gains. Losses on the redlisation of investment assets and liabilities are treated in
the same manner.

Section 33(1) isthe primary provision that controls the use of |osses from one earning
activity to reduce incomefrom another earning activity. The genera approach is that
any lossfrom abusinessfor atax year may reduce any other income from a different
business or investment for the same year but not income from an employment. Any
excess business loss may be carried forward to reduce income from any business or
investment of afuturetax year, i.e. unlimited carry-forward. Section 33(2) essentidly
provides for the quarantining of certain losses. Lossesfrom an investment aretreated in
the same manner as losses from a business except that they may only reduce income
from an investment. Further, foreign losses sourced in aparticular country may only
reduce foreign income sourced in the same country. The source of income or alossis
determined in accordance with section 68, discussed below at paragraphs 140 to 146.
These two quarantining rules are cumulative. The reason for this approach to
guarantining was discussed above at paragraphs 35 to 39 and its content should be
adjusted to local considerations.

Section 33(1)(c) specifically allows aperson to use, by way of transfer, an unrelieved
loss of an associate where the requirementsin section 33(3) are met. A transferred loss
does not become aloss of the transferee and once transferred is no longer an “unrelieved
loss’ of the associate transferor, see the definition of that phrase in section 33(8). The
requirements in section 33(3) need further explanation. Firstly, one of the partiesto the
transfer must be an entity and neither apartnership. Thetransfer of lossesto or from an
entity enables the transfer of tax attributes. The reasonsfor permitting this were
discussed above at paragraph 42. Secondly, the transferor and the transferee must be
residents from the time the lossis incurred until it istransferred. This requirement seeks
to protect the tax administration against bogus claims where the administration may
have difficulty in substantiating atransfer claim. Where substantiation is not an issue,
e.g. where there is good exchange of information under adouble tax treaty, this
requirement may be relaxed.

. Section 33(3) a so requires common underlying ownership of at least 50 percent

between the transferor and the transferee of aloss. Thejustification for transfer where
there is 100 percent common underlying ownership is strong, i.e. the difference of
identity between the transferor and the transferee is only a matter of form and not
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9%6.

economic substance. Where the required level of common underlying ownership isless,
thereis potential for tax arbitrage. Thislevel isa so discussed below in the context of
the non-recognition treatment of transfers of assets and liabilities under section 94, see
paragraph 192. Section 94 may permit the transfer of unrealised losses on assets and
liabilities between associates. It is, therefore, important that the requirements for
transfer of realised losses under section 33(1)(c) are similar to those for the transfer of
unrealised losses under section 94. Thelevel of common underlying ownership required
by section 33(3)(b)(ii) isreatively low. Thislevel and the general availability of
transfer of tax attributes under rules such as those in sections 33(1)(c) and 94 should be
adjusted to local considerations. However, where one or both of these rules are adopted,
broad value shifting rules such asthose in sections 173 and 174 are of added importance.
These are the primary rules that seek to prevent tax arbitrage through the use of sections
33(1)(c) and 94.

Under section 33(3)(c), aloss may only be transferred to the extent that it can be used
immediately by the transferee. Therefore, aloss cannot be transferred such that it is
availablefor carry-forward by the transferee under section 33. |If thiswere otherwise,
the common underlying ownership rule would have to be extended to the time at which
thetransferee usestheloss. Finally, section 33(3)(d) requires awritten transfer. Further,
for reasons of administrative certainty, the transfer must occur by the timefor filing the
relevant return of income.

Section 33(4) and (5) specificaly pertain to losses incurred under long-term contracts
and are further discussed below at paragraph 125. Section 33(6) is a specific anti-
avoidancerule. Generaly, non-residents are not required to withhold tax from
payments with adomestic source under Subdivision A of Division Il of Part V.
However, under section 213 non-residents may elect to bring themselves within the
withholding obligations for atax year. Where those withholding obligations are
complied with then, as mentioned above at paragraph 85, the non-resident may further
elect that what would otherwise be final withholding payments derived by the non-
resident during the year are not final withholding payments. This election would entitle
the non-resident to claim deductions and be taxed by assessment instead of find
withholding tax. Section 33(6) is designed to prevent non-residents abusing these
elections by, e.g. incurring domestic source deductions in election years and not making
electionsin yearsin which domestic source amounts are derived.

Division II: Rules Governing Amounts Used in Calculating the Income Tax Base

97.

Asmentioned at paragraph 33, this Division deals with issues of timing the recognition
of amounts used in calculating the income tax base, quantifying and characterising these
amounts, and allocating them to particular persons. It begins with asubdivision devoted
to some concepts that are important for the entire Sample but that are particularly central
to the rules contained in the following subdivisions.
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Subdivision A: Central Concepts

98.

9.

Thefirst central concept dealt with in this Subdivision isthe period by reference to
which incometax iscalculated. Thisperiod isreferred to asthe "tax year". The
simplest approach to identifying this period isto require all persons to use the same tax
year. However, this approach isinflexible and some persons have legitimate reasons for
requesting the use of anon-standard tax year. Thetypical reason of most substance
involves an entity that is part of an international group where the tax accounting of the
group may be performed more accurately and efficiently if it is performed according to a
common period. Nevertheless, permitting personsto adopt anon-standard tax year adds
to the complexity of an income tax and has the potential to open opportunities for tax
reduction or deferral. Again, whether thistype of permission should be available must
be determined according to local considerations.

Section 40 provides arelatively ssimple example of permitting certain personsto adopt a
non-standard tax year. The genera ruleisthat all persons must use the calendar year as
thelr tax year. Thetax administration is empowered to approve an application to
substitute thistax year in particular cases. This power isbroad and may be subject to
conditions. Further, the permission may be revoked by the tax administration and there
are no express prerequisite conditions as to when the power of revocation may be used.
Thereason for limiting the use of non-standard tax years in this manner is, as mentioned
above in the last paragraph, the potentia for tax reduction or deferral. Tax reduction
may be an issue where tax rates change, particularly if the change takes effect from the
start of atax year, e.g. tax years beginning after the change. One manner to addressthe
problem of tax rate changes and non-standard tax yearsisto ensure that the change takes
effect from aparticular date. Where this date falls within the middle of atax year of a
particular person, the person could be required to calculate their income separately for
the part of the year faling before the change and the part after the change. Alternately,
income for the entire year may be apportioned according to the part of the year falling
before and after the change. Neither option isided asthe first increases compliance
costs and the second may prove somewhat arbitrary.

100. Tax deferral through the use of non-standard tax years may be direct or indirect.

Deferral will be direct if the tax payment procedureisfixed by reference to the standard
tax year. For example, the tax instalment system and return and assessment procedures
will not apply appropriately to persons using anon-standard tax year if they aretimed
for the standard tax year. For thisreason it is essentid that, if non-standard tax yearsare
permitted, the tax payment procedure istimed differently for each person depending on
their particular tax year. Thismeansthat different personswill have different dates for
making instalment payments, filing returns, and making final tax payments. Thisisthe
approach taken in the Sample. However, this approach does raise tax administration
issues. On the one hand, this approach may create difficulties for the tax administration
in auditing compliance. On the other hand, it also has the potential to enable the tax
administration to spread its workload over the standard tax year. Again, thisisan issue
for local consideration. However, if the view istaken that the tax payment procedure
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must run according to auniform timetable, it is better if non-standard tax years are not
permitted.

101. Tax deferral may beindirect where an entity istaxed on a pass through basis and the
entity and its owners have different tax years. Thisisthe treatment of partnerships,
resident's foreign branches, and potentially trusts under the Sample. All entitiesare
required to calculate their income separately from their owners. If the entity'sincome
(or loss) isonly alocated at the end of the entity'stax year, the usua approach, and its
owners have atax year ending after that of the entity, there isthe potential for tax
deferral. This potential deferral may be largely addressed by requiring the entity to pay
instalments of tax during itstax year. Thisisthe approach adopted under the Sample
with trusts.

102. By contrast, in the case of partnerships and resident's foreign branches, the Sample
requires the partners or the owner to pay tax rather than the entity. The potential for
deferral is addressed in the case of resident's foreign branches by requiring the branch to
have the sametax year asitsowner. Thisoptionisnot possiblein the case of
partnerships because the partners themselves may havedifferent tax years. It would be
possible to require partnerships to pay instalments of tax in the same manner astrusts.
However, given the potentially small size of partnerships and that the income of
individua partners may be taxed at the lower end of the individual tax rate scale, this
optionisnotidea. It would also be possible to only require certain partnershipsto pay
instalments, e.g. partnerships other than those where the partnership and all partners
have the sametax year. Thiswould create greater complexity. The Sample does not
directly addressthisissue of potential tax deferral in the case of partnerships other than
through general powers given to the tax administration including the power to revoke
the use of anon-standard tax year.

103.  Section 41 includes definitions of three terms that in many ways form the backbone
of the Sample. Theseterms have been discussed in part above at paragraphs 53, 55, and
76. The key building blocksto the income tax base are payments, whether they are
made, obliged to be made, received, or entitled to be received. "Payment" isdefined in
section 41(1) and isintended to reflect al mannersin which afinancial benefit or
satisfaction may be directly conferred on a person and should cover al forms of fringe
benefits. Itis, therefore, broader than the conventional meaning of the term " payment”
and, perhaps, closer to conferring wealth on another person.

104. Thedefinition of "payment" has a number of heads thefirst of which requiresa
direct reduction of the payer's assets or increase of the payer's liabilities by way of
transfer. The second head of payment involvesthe creation of assetsin the payee, e.g.
the granting of alease or option. It also coversthe decrease of liabilities of the payee,
e.g. theforgiveness of adebt or release of aguarantee, lease, or option. Thethird head
of payment involves the provision of services and the fourth the use or availability for
use of an asset owned by another. This means, e.g. that the provision by an employer of
adriver, gardener, or the use of a car to an employee will constitute a payment to the
employee. Astheseformsof payment may be continuous over aperiod of time, section
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41(2) contains rulesto divide these payments so that the payer and payee may
appropriately account for them with respect to particular tax years.

105. Asmentioned above at paragraphs 55 and 76, the phrases "amount derived" and
"cost incurred" are variations of the concept of payment that focus on tax accounting
under the Sample. That is, the timing of when an amount is derived or acost isincurred
depends on whether the person in question accounts on a cash or accrua basis. In
particular, aperson may derive an amount on an accrual basis where the personis
entitled to the amount or incur a cost where the person is obliged to make a payment
provided the other requirements of section 48(2) and (3) are met. Thisiswhy the
definitions of “amount derived” and “ cost incurred” incorporate referencesto
entitlement to a payment and an obligation to make a payment, respectively.

106. Thedefinition of "cost incurred” requires some further comment. It islimited to
"payments’ under thefirst head of that term, i.e. those involving atransfer causing a
direct reduction of the payer's assets or increase of the payer'sliabilities. Asmentioned
above at paragraph 65, in principle an income tax istargeted at creation of wealth or
value added and not transfers of assets. Arguably, wealth is constituted by anything that
apersoniswilling to pay for, i.e. hasthe potential to provide human satisfactions. An
asset islike astore of future human satisfactions. On this view, the primary forms of
wealth creation (the creation of human satisfactions or value added) are through human
labour and the use of assets. Transfer of an asset isnot a creation of wealth. Wealth of a
person may aso be created through an increase in the value of the person’ s assets but
equally it may belost through a decrease in value of those assets. Any net increasein
the value of al assets of a country (capita gains) will typically form asmall part of an
income tax base by comparison to creations of wealth through human labour and the use
of assets. Most increases in the value of assets that are recognised under an income tax
only represent arelative changein pricesthat are offset by decreasesin the value of
other assets.

107. Thedistinction between earning activities and leisure (or consumption) means that
wealth creation istypically only recognised under an income tax where it occursin the
course of an earning activity. Further, the realisations criterion meansthat creations of
wealth (value added) are only recognised where they are paid for by a person other than
the person creating the wealth or holding the asset creating the wealth. Assume a market
scenario in which al payments to and by a person are balanced by areturn payment by
or to the person of an equa value. Inthiscase, the value of a payment to aperson for
wealth created will equal the value of the wealth. Further, al wealth obtained (payments
received) by aperson less divestitures of assets by the person should approximate wealth
created by the person. Therefore, asimple definition of the "payments’ income tax base,
which istypically the primary income tax base, of a person for a particular time period
involves-

(i) all wedlth obtained (payments derived) by the person during the period in
conducting an earning activity, less
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(i) all assetsdivested of the person during the period in conducting an earning activity.

108. Thefirst limb of the definition conformsto the basic approach under the Sampl e of
including in calculating income all payments derived in the course of an earning activity.
In order to approximate just wealth created by the person assets divested of the person
are deducted under the second limb. It istowardsthisend that costsincurred in
conducting a business or investment are deductible. 1t also meansthat the definition of
"costsincurred" islimited to "payments' under the first head of that term, i.e. those
involving transfer causing adirect reduction of the payer's assets or increase of the
payer'sliabilities. Head three and four payments made by the person represent the
creation of wedlth, i.e. the primary base towards which the income tax istargeted, and a
deductionisnot appropriate. Head two payments made by a person do not represent a
divestiture by the person and so do not meet the realisations criterion, even if they result
in areduction in vaue of the person’s net assets. Of course, these basic rulesin the
Sample are supplemented by many complex rulesto account for liabilities, capital gains,
timing issues, and the market value and arm's length principles.

109.  Section 41(5) contains what is commonly referred to as the claim of right doctrine.
Itisessentially an elaboration of when aperson is considered entitled to or obliged to
make apayment. Asmentioned above at paragraph 105, thisisimportant for
determining when an amount is derived or a cost isincurred where the person in
guestion is accounting on an accrual basis. A person istreated as entitled to receive or
obliged to make a payment if the person clamsto be legally so entitled or obliged, even
if the person is under a misconception.

110.  Section 42 causestherulesin Division Il to goply to amounts recognised on a
transactiona basis under Division [11. Asmentioned previoudly at paragraph 34, under
an Anglo-Saxon approach “ capital” payments are not directly recognised under the
incometax but, rather, are used in calculating gains and losses on the realisation of
assets and liabilities, i.e. they are recognised under the transactional basisincometax. In
essence theissueis one of event giving rise to recognition, i.e. a payment or the
completion of atransaction (realisation of an asset or liability). Therefore, it seems
appropriate that the same timing, quantification, alocation, and characterisation rules
apply to all amounts used in calculating income irrespective of whether their recognition
isdirectly on apayments basis or indirectly on atransactiona basis.

Subdivision B: Timing of Amounts

111.  This Subdivision contains the central timing provisionsin the Sample. It beginsin
section 45 by outlining the time at which the central concept of apayment is made and
received. Thistiming isdetermined by reference to the activity giving riseto the
payment. Importantly, the timing of apayment is not affected by tax accounting rules,
i.e. whether a person is accounting on a cash or accrual basis. By contrast, section 46
deals with when an amount is derived or acost isincurred and, as mentioned above at
paragraph 105, thisis affected by the method of tax accounting used. The Sampleis

29



particular throughout in the use of these concepts of payments made and received,
amounts derived, and costsincurred. For example, inclusions and deductionsin
calculating income from a business or investment use the concepts amounts derived and
costsincurred and so tax accounting isimportant. By contrast, the obligations to
withhold tax from certain payments under Division |1 of Part V' use the concept of
payment made and so the tax accounting method of the payer isirrelevant.

112.  Section 46 recognises the cash and accrua methods of tax accounting. It specifies
use of these methods along conventional lines, e.g. the cash method is to be used by
employees and the accrual method by companies. Otherwise and subject to adjustment
by the tax administration, a person may choose their method of tax accounting. A
person should use the method that best reflects the person’ s gains and profits. Which
method is most appropriate for aparticular person will depend on the person’s
circumstances and thisis another areain which it may be appropriate for the tax
administration to issue practice notes.

113.  Sections 47 and 48 outline the content of the cash and accrual methods. The timing
of amounts derived and costs incurred under the cash method is primarily aligned with
the timing of the underlying payment. By contrast, under the accrual method the timing
of amounts derived and costsincurred istypically an issue of entitlement to the
underlying payment or an obligation to make the underlying payment. However, the
entitlement or obligation is not of itself sufficient for recognition that an amount is
derived or acost incurred under the accrual method. The amount of the underlying
payment must be able to be determined with reasonabl e accuracy and there must be
what is sometimes referred to as economic performance for the underlying payment.
This meansthat where the underlying payment isto be made or received in return for
another payment, the underlying payment isonly incurred or derived to the extent the
other payment has been made. Thisisan example where the tax accounting method of
the person making or receiving the other payment isirrelevant, there must be actua
payment. For example, assume that a person sells trading stock to another personin
return for cash. On the signing of the contract the purchaser will be entitled to the
trading stock and obliged to make the cash payment and the vendor will have the
opposite entitlement and obligation. However, the vendor will not derive the cash and
the purchaser will not incur the cost of the cash payment under the accrual method until
either the trading stock istransferred or the cash payment is made.

114. Inthe case where aparticular payment is made between two persons accounting for
tax on different bases, the intended recipient may derive the payment at a different time
than the payer incursthe payment. Where the deriving is recognised for tax purposes
after theincurring, there isthe potential for tax deferral. Section 48(4) isdirected
towards tax arbitrage in thisarea of timing. Tax arbitrage of thistypeisonly possible
where different persons are able to use different methods of tax accounting.

115.  Under section 48(2) and (3) an amount derived or cost incurred may only be
recognised before the actual underlying payment is made where the amount of the
payment can be determined with reasonable accuracy. If thisrequirement is met, the



amount derived or cost incurred will be quantified by the rules under Subdivision C.
Despite this cautious approach, it is possible that the actual underlying payment, when
made, will be quantified by those rulesin adifferent amount. A classic example of this
problem iswhere an amount of foreign currency is considered derived or incurred before
payment and by the time the actual payment is made the exchange rate of the foreign
currency with the domestic currency has changed. In this case, therulesin Subdivision
C will ascribe adifferent quantity to the payment at the timeit is derived or incurred
compared with the quantity at the time the payment ismade. If the inaccurate earlier
amount is recognised for tax purposes, it is appropriate to make an adjustment at the
time of payment to ensure that the person’ sincome is accurately calculated. Section
48(5) requires these adjustments.

116.  Section 48(6) to (8) detail the adjustments required under section 48(5). These
adjustments vary depending on the type of payment in question, the manner in which it
isrecognised for tax purposes, and whether the activities that gave rise to the early
recognition on an accrual basis continue at the time the adjustment isrequired. The
adjustments in section 48(6) to (8) are rather complex and in particular casesit may be
appropriate to move them to the regulations or use amore general formula

117.  Section 49 deals with an issue that isin some ways similar to that dealt with in
section 48(5). Section 48(5) provides for adjustments for quantification inaccuracies
that directly result from use of the accrual method of tax accounting. By contrast,
section 49 provides for adjustments for inaccuracies that result from recognition of
amounts that, in hindsight, should not have been recognised or that have been reversed.
In particular, it covers payments that have been refunded or recovered. 1t doesnot
directly cover compensation payments, which are dealt with in section 66 and typically
do not involve an intention to reverse or refund a previous payment but, rather, to
mitigate the economic effects of aloss.

118.  Section 49 also covers anumber of inaccuracies that occur under accrual basis
accounting but that are not directly caused by it. Theseinvolve recognitions that require
reversal rather than adjustment in the quantity recognised, the latter being covered by
section 48(5). Asaresult of the claim of right doctrine contained in section 41(5), a
person may recognise an amount as derived or incurred because the person claimsto be
legally entitled to receive the amount or obliged to pay the amount. Section 49 provides
adjustments where the person subsequently, but prior to receipt or payment, disclaims
the entitlement or obligation. In many cases, a person may not want to disclaim an
entitlement to receive a payment even though it isunlikely that the payment will ever be
received, e.g. where the payment right has gone bad. The right to a payment isincluded
in the definition of “debt claim” in section 76. Accordingly, disclaiming theright to a
payment will amount to aforgiveness of debt. Instead of requiring a person to forgivea
debt in order to make an adjustment, section 49 permits a person to make an adjustment
where the person writes off a debt as bad.

119.  Section 49(2) placesrestrictions on a person’ sright to disclaim entitlement to an
amount or write off adebt asbad. Thisisbecause the adjustments on disclaimer or
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writing off will often provide areduction in income of the person in question. The
manner in which financia institutions write off bad debts is often governed by
prudential regulation. Section 49(2)(a) adopts this procedure in order to provide
consistency. However, countries should consider whether their local prudential
regulations are too libera in thisregard and expose the tax base to erosion. Other cases
are covered by section 49(2)(b), which substantially limits the circumstances in which a
person may make adisclaimer or write off.

120.  Section 49(3) details the adjustments required under section 49(1). These
adjustments are similar to those required under section 48(5) but are somewhat ssimpler
becausein this case there isafull opposite adjustment rather than apartial adjustment up
or down. If therulesin section 48(6) to (8) are relegated to regulations or otherwise
thought unnecessary, the rulesin section 49(3) should be dealt with in asimilar manner.
Section 49 and the accounting rulesin sections 47 and 48 may be applied a number of
times with respect to a particular payment. For example, an expected payment (debt)
may be included in calculating income on an accrual basis and subsequently deducted
under section 49 if the debt iswritten off asbad. If the written off debt is subsequently
recovered, section 48 will apply a second time to require the amount to be included
again in caculating income.

121.  Section 50 istargeted at a broader timing issue, the requirement that income be
calculated for fixed periods. A contract that spans more than one time period may be
structured such that deductible amounts disproportionately fall within early periods and
amounts to be included in calculating income disproportionately fall within later periods.
Whilein particular circumstances this situation may be viewed as appropriate, it also
givesriseto the potential that personswill collude in structuring contracts so asto
maximisetax deferral. Thisissueissimilar to but not the same as the issue dealt with in
section 48(4). That provision istargeted at potential tax deferral through the use of
accrua basis accounting when compared with cash basis accounting. Section 50
addresses tax deferral under long-term contracts that may be available irrespective of the
method of tax accounting used. Section 48(4) may apply in many cases where section
50 does not, e.g. to short-term contracts and payments under long term-contracts that do
not breach the 80 percent rule in section 50 discussed in the next paragraph. Section 50
may apply in many cases where section 48(4) does not, e.g. to persons accounting on a
cash basis and those accounting on an accrual basis where that accounting, of itself, does
not present tax deferral over that available under the cash basis.

122. Where section 50 applies, the percentage of contract completed method is used to
determine when amounts are derived or costs incurred under the contract. The section
only appliesto “long-term contracts’ as defined in section 50(2). The definition has two
requirements. Firstly, the contract must have aduration of at least six months and span
more than one tax year. The six month period may be adjusted to suit local
considerations. Secondly, the contract must be either a construction or similar contract
or a"contract with adeferred return”. Contractsthat constitute an interest in an entity,
or that are treated in asimilar manner by the Sample, are excluded. “Contract with a
deferred return” is defined in negative termsin section 50(8). Essentially, it isa contract
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under which the returnis consistently 80 percent or less of that suggested by the
completed-contract method. If aparty to a contract can show at least once every six
monthsthat thistest is not breached, the contract is not a contract with a deferred return
and section 50 does not apply to it. The section also appliesto potential deferral under
contracts where an overall lossrather than a profit is expected.

123.  “Percentage of contract completed” isdefined in complex termsin section 50(8).
The method used to determine this percentage varies depending on the type of contract
in question. For example, deferred interest to be paid at the end of theterm of a
debenture will be treated as derived by the holder proportionately over the term of the
debenture. Under a construction contract, amounts are treated as derived or incurred
proportionately to the percentage of total costsincurred. These and the other tests
provided to determine percentage completed should be adjusted to local considerations.
Further, these rules may be moved to the regulations.

124. A long-term contract will aso congtitute an asset or liability of the partiesto the
contract and consideration must be given to the effect of section 50 where the contract is
transferred prior to its completion, i.e. under the transactional basisincometax. If
section 50 accelerates profits to be derived under the contract, the transferor may pay tax
with respect to profitsthat will be received by thetransferee. The transferee will pay for
these potential profitsin acquiring the contract with the result that the transferor may be
taxed a second time, i.e. with respect to any gain on the realisation of the contract. Any
double taxation may be temporary and removed once the contract expires and the
transferee effectively claims a deduction for the price paid for the contract. However, it
isarelatively smple matter to ensure that the doubl e taxation does not arise in the first
place and thisis achieved by the adjustmentsin section 50(6) and (7). These are similar
to adjustments made el sewhere in the Sample such asto the basis of a partner’ sinterest
in apartnership with respect to allocations of profits and distributions of the partnership,
see below at paragraphs 230 and 231.

125. Finaly, as mentioned above at paragraph 96, where alossisincurred or carried
forward at the end of along-term contract, section 33(4) may permit thelossto be
carried back and set against any income from the contract of prior years (that has not
been reduced by other losses). This carry-back is provided to ensure that any
accelerated recognition of income as aresult of section 50 does not work against the
person in question. That would happen if the operation of section 50 caused alossin the
final years of the contract that, absent section 33(4), would only be available for carry
forward when overall the contract did not produce such aloss or produced aloss of a
lesser amount.

Subdivision C: Quantification of Amounts
126. This Subdivision contains the primary rulesin the Sample for quantifying amounts

used in calculating income. The central provision is section 55, which incorporates rules
for quantifying a payment and through those rules quantifying an amount derived or cost



incurred. The genera approach isto quantify payments by reference to market value.
Thisgenera approach may be inappropriatein anumber of circumstances, e.g. where it
isdifficult to determine the extent of a payment, thereisno ready market value for the
payment, or the costsin determining amarket value do not warrant itsuse. Thismay be
the case with the provision of amotor vehicle partly for private purposes. In thesetypes
of circumstances more objective or arbitrary rules may be viewed as appropriate.
Another circumstance in which amarket value rule may be inappropriate is with respect
to “unwanted” payments. A person may receive apay ment that the person would not
acquire in the market place. This can be the case with many types of fringe benefits
provided to employees. In thistype of case amore subjective valuation rule than the
market value rule may be considered appropriate.

127.  Like many other areas of an income tax, vauation rules should be adjusted to local
considerations. The Sample adopts the basic market value rule but also applies
examples of some different types of rulesto sometypically difficult areas of vauation.
For example, section 55(1)(b) makes provision for more arbitrary rulesin the case of the
provision of amotor vehiclefor private purposes. The Sample does not outline any
rulesin thisregard but |eaves them to be dealt with in the regulations, acommon
practice. The content of these rules often varies from country to country. In the context
of employee fringe benefits, some countries use a percentage of wages, some use aflat
amount per car, and in others the amount of private useisthe main factor. Section
55(1)(c) provides an example of quantifying a payment according to the costs incurred
by the payer in making the payment. Thisruleis more arbitrary than the market value
rule but may be appropriate in cases where the payer is unlikely to add any substantial
value to the payment over the costsincurred in making it.

128. Inthecaseof loansat low interest rates, it may be difficult to determine what isthe
appropriate market interest rate in order to determine the amount of payment madein
thisform. Asmentioned above at paragraph 84, the Sample identifies a statutory
interest rate that islikely to be on the conservative side. Section 55(1)(d) uses the
statutory rate to quantify the amount of a payment in the form of alow interest loan.
Many unwanted types of payments will take the form of the provision of servicesor the
use of an asset. With respect to residual payments of this kind, the Sample adopts a
more subjective approach in section 55(1)(e), valuing such payments by referenceto a
“reasonable person in the position of the payee”’. Often thiswill not be the market value
of the payment. A common exampleisfringe benefits provided to government
employeesin developing countries. These can exceed the actual cash remuneration of
such employees and are of questionable value to many of these employees. Inthese
cases, areasonable government employee may place a substantial discount on the
market value of a particular fringe benefit.

129.  Section 56 is somewhat of asupplement to section 55. It may be argued that a
payment that cannot be transferred to another person or readily converted into cash has
no, or avery low, market value. Section 56 overrides this argument and ensures that
fringe benefits cannot easily be excluded from income of the recipient by placing
restrictions on transfer or conversion.



130.  Section 57 requires all amounts used in calculating a person’ sincome to be
quantified inlocal currency. Where an amount is not quantified in local currency, it
must be converted at the time the amount is recognised for tax purposes. This approach
ensures that foreign currency gains and losses are included in calculating income. This
generd rule can become onerous where a person is required to make numerous
calculations during atax year, such as where a person holds aforeign currency bank
account and has many debits and credits during the year. In principle, each time an
amount is paid from or into the account there should be a conversion. Many countries
consider this approach too onerous and adopt some ameliorating rules. The Sample only
adoptslimited relief in thisregard. The tax administration may permit a person to use an
average exchange rate for conversions under section 57(3). Further, some relief may be
provided in the form of the order in which foreign currency is considered realised under
section 80(3), e.g. through the first-in-first-out or average-cost methods.

Subdivision D: Allocation of Income and Amounts

131. This Subdivision is concerned with the alocation of amountsto particular persons,
i.e. who is considered to derive or incur an amount. Again, the Subdivision beginsin
section 60(1) with the central rule that a payment is made by the “payer” and made to or
received by the “payee”. “Payer” and “payee” are essentialy identified by reference to
the definition of "payment” in section 41. Section 60(2) contains arule targeted at
diverting the receipt of apayment. It givesthe tax administration power to treat aperson
diverting apayment as the payee or payer of the payment. For example, this power may
be used to collapse back-to-back arrangements. Under section 60(2), the tax
administration may also treat a payment as two separate payments, first to the intended
beneficiary of the payment and a separate payment by the beneficiary to the actual
payee. Section 60(2) may be used by the tax administration to prevent abuse or to relax
unintended effects of the Sample. For example, it may be used in cases of direct and
indirect value shifting involving independent parties, see discussion below at paragraphs
28510 287. It might also be used to treat a person as making a payment to ensure that
the person receives the benefit of the payment. For example, retirement contributions
made by an employer directly to aretirement fund on behalf of an employee may be
treated as made by the employee to ensure that the employee can claim areduction of
taxableincome under section 191. A similar exampleis contributions by third partiesto
the purchase price of an asset, which asaresult of section 60(2) may be included in the
outgoings of the purchaser.

132.  Section 61 providesfor allocation of anountsincluded or deducted in calculating
income between persons holding an investment jointly. It only appliesto investments
because two persons conducting businessjointly will constitute a partnership, seethe
definition of “partnership” in section 105. In this case, the inclusions and deductions
will be used to calculate partnership income and that income is alocated to the partners
under Subdivision B of Divison 11 of Part I11.



133.  Transfer pricing also involves the alocation of amounts, but this time between
associated persons. Transfer pricing is dealt with under the Sample by section 62, which
appliesto “arrangements’ between associated persons. “Arrangement” isdefined in
broad termsin section 345. Inthe case of such arrangements, the tax administration is
given power to allocate amounts to be included or deducted in calculating income
between the associated persons on an arm’ slength basis. The provision does not go
further in suggesting how the arm’ s length principle may be met in specific cases. This
is notoriously complex and may be appropriately dealt with in regulations or practice
notes.

134.  Section 63 dedswith an issue that is caused by progressive taxation. It istargeted at
arrangements that are commonly referred to as“income splitting”. Because different
persons are taxed at different rates, aperson being taxed at a high rate may seek to have
some of their income allocated to a person taxed at alow rate. In many casesit will be
possible to tax the high rate person on any “kick-back” received from the low rate
person for the allocation of income. However, the *kick-back” may not aways be
readily identifiable, especially in dealings between associated persons, or may take an
unrealised form, such asan increasein value of an asset held by the high rate person.
Where persons attempt to reduce income tax in this manner and the requisite intention is
present, the tax administration may adjust amounts to be included or deducted in
calculating income so as to negate the reduction. Unlike the transfer pricing provisionin
section 62, this section is not limited to arrangements between associates and may apply
even where the arm’ s length principle is respected.

Subdivision E: Characterisation of Amounts

135. Thetiming and quantity of an amount aswell asits alocation to a particular person
may be considered characteristics of the amount. However, in the context of income
tax, areferenceto, e.g. a payment being of aparticular character isusualy areference to
it being of aparticular form or type. Itisnot possibleto list all the forms or typesthat a
payment may take. Some of the more important used in the Sample are annuities,
capital contributions, consumption costs, capital costs, distribution of profits, natural
resource payments, retirement contributions, retirement payments, repayments of
capital, royalties, service fees, and wages. Another manner in which an amount may be
characterised is according to its geographical source, i.e. whether the amount has a
domestic or foreign source. This Subdivision deals with characterisation in the sense of
the type or form and source of amounts used in calculating income.

136.  Section 65 provides ageneral rulefor characterising the type of apayment. Therule
isto generally respect the legal nature of the arrangement giving rise to the payment. It
is possible to adopt a substance or economic equivalence approach but this sort of
approach istypically difficult to implement and creates uncertainty and inconsistency
with characterisation under other areas of thelaw. A formal approach, such asthe one
adopted in the Sample, is often viewed as open to abuse. Thisis not the case where
payments of differing characters are provided the same treatment under an income tax.
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It istowardsthis end that, to take but one example, most forms of domestic returns on
capital to non-residents are subject to the samerate of final withholding tax. Wherethis
isnot possible, e.g. with respect to the distinction between repayments of capital and
returns on capital, it is necessary to supplement the formal approach. Thisis necessary
to ensure consistency and that the income tax base is not open to substantial erosion
through the re-characterisation of payments.

137.  Section 66 isthefirst supplementary rule of thistype. It concerns compensation and
recovery payments. Thisprovision is subject to section 49, which dealswith the reverse
of certain amounts included or deducted in calculating income. Section 49 and its
relationship with section 66 were discussed above at paragraph 117. As mentioned,
unlike section 49, section 66 covers payments from third parties that compensate for or
represent the recovery of certain lossesincurred by aperson. It aso covers paymentsfor
the loss of expected income and the lossin value of an asset. Section 66 does not re-
characterise compensation payments according to the amount compensated for. Rather,
it treats compensation payments in the manner they would have been treated if they
were so re-characterised. For example, compensation for a deductible cost or lost
income will beincluded in calculating income. Thistreatment is provided for in section
66(2), which issmilar to the inclusive limbs of section 49(3), i.e. section 49(3)(b), (d),
and (f). If therulesin section 48(6) to (8) and 49(3) are relegated to regulations or
otherwise thought unnecessary, the rules in section 66(2) should be dealt within a
similar manner.

138. Incontrast to section 66, section 67 actually re-characterises payments under
annuities, instalment sales, and finance leases as interest and arepayment of capital paid
on ablended loan. Thisisto ensure similar treatment between these substitutable forms
of financing. Without this re-characterisation rule, payments under annuities may be
considered to have purely an income character, i.e. involve no repayment of capital. By
contrast, payments under instalment sales may be viewed as having purely acapital
character. Payments under finance leaseswould be treated as the payment of rent or
roydties with no part being treated as a capital payment despite substantial equivalence
between afinance lease and an instalment sale. “Annuity”, “blended loan”, “finance
lease”, and “instalment sal€” are al defined in section 67(5). Countries with currencies
particularly susceptible to devaluation may aso consider re-characterising foreign
currency losses on the repayment of aforeign currency loan asinterest. These losses
represent an interest equivalent to borrowing in local currency. Without re-
characterisation, there may be adisincentive to borrowing inlocal currency. Thiswill
particularly bethe case if foreign currency losses are deductible. Inthiscase,
withholding tax on interest paid to anon-resident lender will be lessif the borrowing is
in astrong foreign currency thanif itisinlocal currency.

139. Thedefinition of “finance lease" requires some further comment. Finance leases are
treated as sales under the Sample, see section 77(3) and (4). Therefore, the definition of
“finance lease” isintended to provide alist of tests where alease may be considered
essentially equivalent to a sale and, therefore, judtify the treatment asasde. Asthis
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equivaenceisagrey areaand one that is often utilised by tax planners, the definition is
necessarily somewhat arbitrary and therefore could be adjusted to local considerations.

140.  Section 68 isthe central sourcing provision. It providesrulesfor determining not
only the source of income but a so losses, anountsincluded or deducted in calculating
income, and payments. The source of income and |osses are determined separately for
each earning activity of aperson by reference to the source of amounts included and
deducted in calculating income from the activity. So, for example, income from a
business with a domestic source is determined as the excess of amountsincluded in
calculating the income with a domestic source over amounts deducted in that calculation
with adomestic source. By contrast, many countries adopt a matching approach under
which the source of income is primarily determined as amounts included in calculating
income with a domestic source less deductible amounts that are attributable to the
inclusions, irrespective of the source of the deductible amounts. This approach is
rejected as it exposes the tax base to potential erosion. This requires some further
explanation.

141.  Asmentioned above at paragraphs 106 to 108, the income tax is primarily targeted
at wealth creation or value added. In the context of domestic persons, the income tax
seeksto track payments from person to person in order to identify any person by whom
or in whose hands value is added and tax that person with respect to the addition. Thisis
achieved though the netting of an intricate set of inclusions and deductions. For
example, through adeduction for interest paid on aloan used in conducting a business,
part of the apparent value added by abusinesswill be alocated to the lender. Part of
this value added allocated to the lender may be further allocated to other persons where
the lender clams deductions. The overal system isto tax in full the net value added
within a particular economy. However, if adeduction is granted against domestic value
added for payments that are made outside the domestic jurisdiction, the whole of the
domestic value added may not be taxed. So to allow amounts with aforeign source to
be deducted in cal cul ating domestic source income exposes the source incometax base
to substantia erosion. Many developing countries experience this sort of tax base
erosion by domestic activities claiming deductions for amounts paid outside the country
that are not subject to withholding tax by the developing country.

142. The approach under section 68 seeks to remedy this situation by only allowing a
deduction in calculating domestic source income for amounts that have adomestic
source. In particular, payments that have a domestic source (for which adeduction is
claimed) will typically be included in calculating the domestic source income of the
payee or may otherwise be taxable, at least by way of final withholding tax. The
resulting security of the tax base should ensure that the source tax base includes most all
value added domestically. It should also assist in minimising "double dipping” whereby
aperson clamsadeduction for a cost against the source tax bases of more than one
country. Inany casg, if the allowance of deductionsisviewed in terms of a negative
inclusion in calculating income, it appears anomalous that positive inclusonswith a
foreign source are not included in cal culating domestic source income whereas negative



inclusions with aforeign source may be so included. The approach in the Sample
removes thisanomaly.

143.  Gains, losses, and allowances accounted for in calculating income are generally
considered to have a domestic source where a"domestic asset” or "domestic liability" is
involved. Thesetermsare defined in sections 76 and 78, respectively, by reference to
assetsor liabilities held by resident persons. A branch that is situated in acountry that is
not the country of residence of its owner istreated as a separate person under the
Sample, see section 105, and if situated domestically will be aresident person, seethe
discussion below at paragraph 212. Therefore, domestic assets and liabilities are
essentialy those held by domestic branches as well as assets and liabilities held by
residents other than through aforeign branch. The exception to this general ruleiswith
respect to land and buildings, which are considered domestic or foreign depending on
their location. If the holding of land or buildings were considered, of itself, a permanent
establishment, this particular exception would not be required.

144.  Other amountsincluded or deducted in cal culating income should involve an
underlying payment and the source of the amount included or deducted is determined
according to the source of the underlying payment. The source of paymentsis
determined in accordance with section 68(5). The source of a payment that isareturn
on capital typically follows the residence of the payer. In this context, the inclusion of
foreign branches within the definition of "person” in section 105 is again important. For
example, in form the source of rent and royalties follows the location of the asset giving
riseto therent or royaties. However, an asset attributable to a branch will typicaly be
located at the same place asthe branch. Asaforeign branch is a separate person under
the Sample, the location of such abranch will typically determine the source of rent and
royaltiespaid by it. Again, land and buildings are treated consistently with a branch and
the source of rent from land or buildings follows the location of the land or buildings.
By contrast, the source of apayment for services, including remuneration of an
employee, typically follows the place of performance of the services.

145.  Special sourcerulesare provided for amounts used in calculating the income of a
person engaged in international transportation of individuals or tangible assets.
Paymentsfor transportation commencing domestically are generally considered to have
adomestic source. Repair and improvement costs and depreciation are allowed as
deductions with a domestic source with respect to tangible assets used in such
transportation to the extent to which the assets are used for transportation commencing
domestically. The source of other amounts used in calculating income from such
transportation is determined according to the general rulesin section 68. These and the
other source rulesin section 68 may be adjusted by double tax tredties.

146.  Section 68(6) essentialy provides that any amount that is not treated as having a
domestic source has aforeign source. However, in some cases thisis not sufficient and
it isimportant to determine the particular foreign country in which an amount is sourced.
In particular, this determination is necessary in applying the country-by-country rule for
guarantining the deduction of foreign losses in section 33(2), discussed above at
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paragraph 92, and foreign tax offset limitations on a country by country basis under
section 200(3), discussed below at paragraphs 315 and 316. Under section 68(7), the
particular foreign country in which an amount is sourced is determined by applying the
rulesin section 68 to the country in question. In some cases, in order to determine the
source of an amount it will be necessary to determine the residence of apersonina
particular foreign country. Thisresidence is determined in accordance with section
108(4), discussed below at paragraph 210.

147.  Finaly, the characterisation or re-characterisation of amountsis afertile areafor tax
planning. Section 69 provides the tax administration with some broad powersto re-
characterise income, losses, and amounts used in cal culating income including
payments. This re-characterisation power extends to both the source and type of the
amount in question. For this purpose, the type of an amount takes an extended meaning
under section 69(2). The power in section 69 is available with respect to arrangements
between associates to which section 62 applies and income splitting to which section 63
applies. It aso appliesto "tax avoidance arrangements' and arrangements that do not
have substantial economic effect. "Tax avoidance arrangement” is determined under
section 69 by reference to amain purpose to avoid or reduce tax.

Division III: Assets and Liabilities

148.  ThisDivision contains some genera rulesthat apply to amounts the recognition of
which is deferred under the incometax, i.e. that are not immediately included or
deducted in calculating income when derived or incurred. 1n Anglo-Saxon terminology,
these are often referred to as "capital amounts'. Subdivision A contains rules that apply
to such amountsthat are dealt with on atransactional basis. Thisisthe classic province
of acapital gainstax. However, the relevance of the Subdivision isbroader. It includes
some important general definitions and coversissues such asthe cost of trading stock
and ordering rulesfor disposal of fungible assets. 1n essence, the transactional basisisa
cautious approach (used instead of the payments basis under Division I) that seeksto
ensure that transfers of assets are not taxed under an incometax. Subdivision B contains
rules that apply to costs incurred with respect to depreciable assets. These costs are
recognised according to the wasting nature of depreciable assetswith residual
transactional basis recognition. Subdivision C contains anumber of special rulesthat
detail and amend some of the genera rulesin Subdivisons A and B including anti-abuse
rules and rules to relieve hardship in particular cases.

Subdivision A: Central Concepts

149.  This Subdivision begins with the general formulafor the calculation of gains and
losses from assets and liabilities. Such gains may be included in calculating income
under section 17(2)(c) or 18(2)(b). Such losses may be deducted in calculating income
under section 32. Theformulain section 75 uses a number of concepts that are centra
to the Sample and particularly to Division Il. Gain or lossis calculated with respect to



an "asset” or "liability". Thesetermsare defined in sections 76 and 78, respectively.
Gain or lossfrom an asset or liability is determined by comparing "incomings' for the
asset or liability with "outgoings' for the asset or liability. Thesetermsare definedin
sections 81 and 80, respectively. Therulesin Subdivision A provide for recognition of
certain amounts on atransactional basis. Thisisachieved through the concept of
"redlisation”, i.e. the redisation of an asset or liability determines the time at which
amounts derived or incurred with respect to the asset or liability will be recognised on a
transactional basis. "Realisation” is defined in section 82.

150.  Section 76 contains definitions of the major types of assets recognised under the
Sample and section 78 contains the complementary definitions of the major types of
liabilities. Many of these definitions have been previously discussed. The definitions of
"business asset”, "depreciable asset”, "investment asset”, and "trading stock” are related
and require further short comment. The dominant definition in this group is "trading
stock", referred to in some countries as "inventory"”. "Trading stock” takesits usual
meaning but specifically includeswork in progress on assets that will become trading
stock and inventory to be incorporated into trading stock. Unlike trading stock, which
may only be held by a person in conducting a business, "depreciable assets’ may be held
by a person in conducting a business or investment. These are wasting assets that are
the primary subject of Subdivison B. "Business asset” is essentialy the residual
category of assets held in conducting abusiness. "Investment asset” isaso resdua in
this sense but, as discussed above at paragraph 49, is centra to the identification of an
activity asan investment.

151. Thegeneral definitions of "asset" and "liability" also require further comment. In
order to provide abroad base under an incometax, "asset” is often defined in terms of
legal rights. Income taxes often do not deal with liabilitiesin a comprehensive manner.
In order to do so, "liability" may be defined in terms of legal obligations. In this context,
it is necessary to determine whether rights and obligations are to be recognised on an
individual basis, e.g. on aright-by-right or obligation-by-obligation basis, or under some
other grouping approach. In practice, some form of grouping approach isinvariably
adopted, either expresdy or implicitly. This appears necessary as the individual
approach to rights and obligationsis likely to be administratively unworkable. Under a
grouping approach, it is necessary to group rights and obligations so asto properly
identify assets and liabilities for income tax purposes.

152. The conventional meanings of "asset" and "liability" are often sufficient for
identification purposes. However, there will be cases producing some uncertainty. For
example, while at the extremes the difference between an asset and aliability is obvious,
there will be cases where it is not clear whether a particular group of rightsand
obligationsis an asset or aliability. Appropriate identification isimportant as different
consequences may result depending on whether an asset or liability isinvolved. In
particular, where amounts derived from an asset exceed costs incurred for the asst,
there isatransactional reconciliation, i.e. arealisation giving rise to acapital gain. This
isnot the case with aliability as amounts derived in respect of incurring aliability are
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often expected to exceed costs incurred for the liability at some stage while the liability
is outstanding.

153. Thedefinitions of "asset" and "liability" do not adopt specific grouping rules for
identifying assets and liabilities. Rather, agenerd principles approach is adopted. The
definitions make it clear that a particular asset may incorporate not only rights but also
obligations and aliability may incorporate not only obligations but also rights. For
example, the rights and obligations of alessee under alease are not separated into a
group of rights and another group of liabilities. Rather, rightsand obligations are
grouped along traditional property lines. That is, rights and obligations typically
associated with a particular form of property are grouped for the purposes of identifying
assets and liabilities under the Sample. Not all rights may be viewed as falling within
traditiona notions of "property”, e.g. there is often a question as to whether certain rights
to information or know-how are property. Accordingly, the residual grouping rule
groups rights and obligations that are integrated or amalgamated. If aright or obligation
cannot be grouped under the residual rule, it isdealt with in isolation.

154.  After grouping rights and obligations, an assessment must be made asto whether a
particular group isan asset or liability. Thisisessentialy an issue of whether the group
has a positive market value or anegative market value. If the group has a positive or nil
market value at the time the rights and obligations are acquired, the group is considered
an asset. If the group has a negative market value at thistimeit is considered aliability.
In practice, it is possible that during the holding of an asset it will turninto aliability or a
liability will turninto an asset. However, under the Sample a group of rightsand
obligationsisonly identified as an asset or liability once, i.e. at the time of acquisition.
This approach provides certainty and does not appear open to any substantia abuse.

155. Boththe definition of "asset" and that of "liability" have ashort inclusions head.
These are essentialy self-explanatory. "Part” of an asset or liability isincluded in order
to ensure that the calculation of gain or loss provisions work appropriately where only
part of an asset isrealised. The definitions also have an exclusonshead. The exclusion
of entitlements and obligations referred to in section 48(2)(a)(i) and (3)(a)(i) isto avoid
the need for reconciliation that might otherwise be required as aresult of recognising
amounts under the income tax on an accrual basis before they are paid. Insurance and
compensation rights are also excluded from the definition of "asset” where they are
associated with aprimary asset or liability. Payments under these rights will be taken
into account in the calculation of any gain or loss with respect to the primary asset or
liability.

156. Sections 77 and 79 provide essentia rulesthat allocate assets and liabilities to
particular persons. Gains and losses on the realisation of an asset or liability may only
beincluded in calculating a person’'sincome where the asset or liability realised isthe
person's asset or liability, see sections 17(2)(c), 18(2)(b), and 32. Thisalocation isto
the person who "owns' an asset or "incurs' aliability and is generally made at thetime
that ownership beginsor theliability isincurred. Section 77(2) provides a specia rule
applicable to arrangements under which athird party provides a business with trading
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150.

stock available for salein the ordinary course of the business where ownership in the
stock does not pass by the time the stock isfirst available for sale. Showroom leasesto
car saleretailers are an example. Section 77(2) and (4) treat such arrangementsasasale
and transfer of ownership at the time the stock isfirst available for sale. Thisis
essentially a substance over form rule and ensures that the provisions applicable to
trading stock operate consistently. Similarly, section 77(3) and (4) treat the lease of an
asset under afinance lease as a sale and transfer of the asset. Finance leases were
discussed above at paragraph 139.

Sections 80 and 81 identify amounts that are subject to treatment under the
transactional basisincometax. Thisidentification is most important in securing a
comprehensive tax base. In order to explain thisimportance, it is necessary to return to
the conceptual base of theincometax. Asdiscussed above at paragraphs 65 and 106 to
108, an incometax is primarily targeted at wedlth creation or value added. This
typically has two aspects, the largest of whichislikely to be through the provision of
labour and capital with the smaller aspect being any net increasein the value of an
economy's existing assets. The primary calculation provisonsin Division|, i.e. the
payments basis income tax, are intended to reflect the larger aspect. The transactional
basisrulesin Division Il have two primary purposes. Perhaps the dominant purposeis
to cover any holesin Division |. Inthis sense, the transactiona basisrulesarealarge
anti-avoidance rule for the dominant tax base, i.e. the payments basisincometax. The
second primary purpose of the transactional basisrulesisto cover the smaller aspect of
wedth creation, i.e. any net increase in the value of an economy's existing assets.
Where there is a net decrease in the value of an economy's assets, the transactional basis
rulesmay giveriseto an overall loss of tax revenue. Another purpose of the
transactional basisincome tax isto make appropriate adjustments between persons for
relative changesin the value of assets and liabilities.

. Thetransactiona basisrules, therefore, are very broad and, absent reconciliation
rules, cover any amount recognised under Division|. Under the transactional basis,
amounts to be recognised are allocated to particular assets or liabilities. So, for example,
if wageswere not included in calculating income on the payments basi's, they would be
recognised under the transactional basisby alocation to the employee's employment
contract. Costsincurred that are alocated to an asset are conventionally referred to as
the asset's "cost base". However, as mentioned at paragraph 151, income tax laws often
do not comprehensively deal with liabilities and, indeed, liabilities are sometimes treated
asfalling within the definition of "asset”. 1n these typesof circumstances, countries
often struggle with the concept of a"negative" cost base. The "cost base” of an asset
typically represents costs incurred with respect to an asset less any amounts derived with
respect to the asset, disregarding any costs or amounts recognised on a payments basis.
"Cost base" istherefore, typically anet concept.

In order to avoid the problems associated with the potential for negative cost bases,
the Sample focuses on amounts that are to be recognised only on atransactional basis.
Costs of thistype incurred with respect to assets and liabilities are referred to as
"outgoings', aterm defined in section 80. Amounts of this type derived with respect to



assets and liabilities are referred to as "incomings', aterm defined in section 81. These
amounts may be netted at any particular time, including on realisation of an asset or
liability, in order to calculate "net outgoings' or "net incomings' for aparticular asset or
liability. Thesetermsare defined in section 345. "Net outgoings' for an asset are
essentially equivalent to a conventional reference to the asset's "cost base". "Net
incomings' for aliability is, therefore, equivalent to the "negative cost base” of a
liability. Thisterminology may be adjusted to suit local considerations.

160. Further specific comment is required with respect to sections 80 and 81. Under
section 80, the outgoings for an asset or liability fall under three main heads, ignoring
theincidental costs head. Thefirst only applies to assets and includes costs in acquiring
an asset. Theseinclude, where relevant, costs of constructing an asset. Section
80(1)(a)(ii) may aso include amounts by way of reconciliation. It may be that the
acquisition of the asset isapayment by athird party for wealth created by the acquiring
person. An exampleiswhere an employer pays an employee with an asset rather than
cash. The payment, being the transfer of the asset, will be included in calculating the
employee'sincome and be taxed to the employee. It isinappropriate to tax the wealth
created a second time on atransactional basis when the asset isrealised by the
employee. It ispossible to address this reconciliation by including as an outgoing any
"payment” made by the person in acquiring the asset. However, this would mean that
any wealth creation that escaped Division | would not be covered by the transactional
basisin Division l1l.

161. The second head of outgoings applies to both assets and liabilities, covering any
costsincurred in owning the asset or owing the liability in question. Again there are
specific inclusions, the most notable being costs of repair and improvement. Thereisa
similar reconciliation rule to that provided under thefirst head. Thethird head also
appliesto both assets and liabilities and covers costs of realisation.

162. Theresuming wordsin section 80(1) provide for some specific exclusions from the
outgoings for an asset or liability. Outgoings under the transactional basisincome tax
are analogous to deductions under the payments basisincometax. Itis, therefore,
necessary to exclude "consumption costs' and "excluded cogs’ for similar reasons to
those discussed above at paragraphs 71 to 75 in the context of section 25. The specific
exclusions also provide areconciliation rule. Amounts that may be deducted under the
payments basis income tax are excluded from the outgoings for an asset or liability to
prevent "double dipping”, i.e. double relief for the same cost.

163.  Section 80(2) isaspecial rule that overrides section 80(1) in determining the
outgoings for trading stock. This provision isdirectly related to the deductible
allowance granted for the cost of trading stock under section 28. Again the approachis
to adopt generally accepted accounting principlesin the form of the "prime-cost”" and
"absorption-cost” methods of costing trading stock. These and related terms are defined
in section 80(4) in conventional terms.



164. Section 80(3) isaso aspecia rule that applies generally accepted accounting
principles, thistime in allocating outgoings to assets that are difficult to identify. For
example, the quantity and nature of particular units of trading stock held by abusiness
may makeit difficult to identify which unitsare sold in a particular transaction and,
therefore, which outgoings should be taken into account with respect to the sale
transaction. Theissue may be addressed either through flexible rules for identifying the
trading stock considered sold or through flexible rulesin allocating outgoingsto the
trading stock actually sold. Section 80(3) adopts the latter approach. Where trading
stock isfungible and not readily identifiable, the owner may elect to use the "first-in-
first-out” or the "average-cost” method for determining the outgoings for trading stock.
Theseterms are defined in section 80(4) in conventional terms. This identification
problem isnot limited to trading stock. Therefore, the application of section 80(3) may
be extended to other types of assets by the regulations. The types of assets that may be
considered for this treatment include securitiesheld in entities.

165. The structure of section 81 in identifying incomings for assets and liabilities reflects
the structure of section 80(1). Just asthefirst head of section 80(1) only appliesto
assets, thefirst head of section 81 only appliesto liabilities. The second and third heads
also follow similar linesto those in section 80(1). However, the reconciliation rulesin
section 80(1)(a)(ii) and (b)(iii) are not reflected in the first and section heads of section
81. Thisis because of the nature of amounts that may be included asincomingsfor an
asset or liability. Outgoings for an asset or liability may only include "costs incurred”.
As discussed above at paragraphs 106 to 108, thisterm is defined by reference to only
the first head of the definition of "payment” in section 41. By contrast, incomings for an
asset or liability include "amounts derived" in respect of the asset or liability. Thisterm
isdefined by reference to al heads of "payment” and so the reconciliation ruleis not
required.

166. Thethird head of incomingsincludes not just amounts derived but amounts "to be"
derived in respect of aredlisation of an asset or liability. The effect isto accelerate the
recognition of such amounts under the transactional basisincome tax, perhapsto an
even greater extent than under the payments basisincome tax. This aspect isagain one
of protecting the tax base and isintended to ensure that, e.g. saleswith delayed
payments of the purchase price do not giverise to aformal loss (with no economic
substance) at the time of sale. In the case of saes, this provision will only apply to
short-term delays (Iess than one year from the redlisation). Delays of agreater length
will result in characterisation of the sale as an instalment sale. Payments under
instalment sales are subject re-characterisation as interest and a repayment of capital on
aloan under section 67, discussed above at paragraph 138. In conjunction with section
67, instament sales are also subject to a special market value rule under section 91,
discussed below at paragraph 186. The reconciliation rulesin the resuming words of
section 81 exclude amounts "to be" included in calculating a person'sincome. The net
result isthat the third head of incomingsin section 81 only accel erates the recognition of
amounts that will not be directly included in calculating income. Amounts that will be
so included are recognised on the payments basis.



167. Theredlisation of an asset or liability determines the time at which amounts derived
or costs incurred with respect to the asset or liability will be recognised on the
transactional basis. "Realisation” is defined under anumber of heads in section 82(1)
for assets and 82(2) for liabilities. There are anumber of common heads of realisation
in section 82(1) and (2) and these heads fall into two broad categories. Thefirst two
heads cover situations inwhich the person owning the asset or owing the liability parts
with that ownership or the obligations constituting the liability. The remaining heads
under both section 82(1) and (2) cover situationsin which the person owning the asset or
owing the liability does not formally part with the ownership or obligations.
Nevertheless, the situations outlined under these heads are felt to justify recognition of
amounts derived and costs incurred on atransactional basis.

168. Thefirst head of "realisation” coverssituationsin which the person parts with
ownership of an asset or the obligations of aliability. Importantly, a person need not
part with the asset or liability in favour of another person. This head also coversthe
destruction of an asset or liability and any other manner in which an asset or liability
may ceaseto exist. The related second head covers the situation where the personin
guestion ceasesto exist, e.g. wherean individual dies. This head also appliesto entities,
e.g. where an entity is dissolved. The Sample adopts the approach that all gains or
losses with respect to an asset or liability should in principle be allocated to the person
holding the asset or owing the liability at the time the gain or loss accrues. This means
that the death of an individua isviewed as the fina time of reconciliation for gains or
losses accruing during the life of the deceased.

169. Thisapproach does not turn the income tax into an inheritance tax. An inheritance
tax isatax on the transfer of assets and, as mentioned above at paragraphs 65 and 106,
theincometax is primarily targeted at creations of wealth. With respect to assets and
liabilities passing on an individua's death, the Sample only reaches gains or losses that
accrue to the deceased, the recognition of which were delayed during the deceased's life.
Many countries provide some relief from the recognition of gains at death. However,
this approach amost invariably causes distortions. It will either encourage or discourage
the transfer of assets before death or at the time of death. The approach in the Sampleis
to treat either form of transfer in the same manner. Nevertheless, the approach in section
82 may not be acceptable to particular countries and the approach should be adjusted to
account for local considerations.

170. Thethird head of realisation for assets occurs where the incomings for an asset
exceed the outgoings for the asset. The reason for thishead is again related to the
income tax being primarily targeted at creations of wealth. The transactional approach
is a cautious approach that measures wealth creation with respect to atransaction, e.g. in
the case of acquisition of an asset, only when the transaction is completed, typically
when ownership of the asset is parted with. To recognise incomings for an asset prior to
the end of the transaction may result in the effective taxation of money or assets that
were transferred by a person in acquiring the asset, i.e. money or assets reflected in
outgoingsfor the asset. Again, theincometax isnot atax on the transfer of assets.
However, where the incomings for an asset exceed the outgoings for the asset it is clear

46



that the excess does not represent the transfer of money or assetsin acquiring the asset in
guestion, i.e. it most likely represents wealth created in the person owning the asset. It
is, therefore, appropriate to tax the excess on a payments basis and thisis the effect of
thethird head.

171. Thefourth head of realisation for assets deals with bad debts. Section 49 aso deals
with bad debts and some explanation of the interaction between the two provisionsis
required. Essentialy, section 49 deals with debt claimsthat were recognised on a
payments basis asan inclusion in income of the holder of the debt claim. By contrast,
section 82(1)(d) deals with debt claimsthat are only to be recognised to the holder of the
clam on atransactional basis. The classic type of debt claim to which this provision
appliesisaloan. The purpose of the provision isto permit a person to recognise, in
particular, losses on debt claims where the debt claim has become a bad debt. Thetests
for determining whether or not a debt claim isabad debt claim are essentially the same
as discussed in the context of section 49 at paragraphs 118 and 119.

172. Asmentioned at paragraph 107, the income tax does not typically cover wealth
created through the holding of all types of assets and liabilities, it only covers assets used
inan earning activity. The treatment of amounts recognised under the transactional
basisincome tax may vary depending on the type of earning activity in which an asset or
ligbility isused, e.g. the varying treatment of losses under section 33. Therefore, tax
arbitrage is possible, e.g. by removing an asset with an unrealised gain from an earning
activity and using it in anon-earning activity such asleisure or consumption. Inorder to
protect the tax base, the fifth head of realisation for assets deals with changesin use of
certain types of assets. Where an asset of a particular type within thetax netisused in
such amanner that it ceasesto be an asset of that type, it istreated as realised.

173. Thelast three heads of realisation are the same for assets and liabilities. Foreign
currency assets and liabilities, defined in sections 76 and 78, are treated as realised at the
end of each year. In the absence of this provision, apersonismorelikely to realise
foreign currency losses and seek to prevent the realisation of foreign currency gains.
While thisis a generic problem with transactional basisincometax, it is particularly
acute in the context of foreign currency assets and liabilities, where redlisationisa
relatively simple matter. An aternative approach isto quarantine foreign currency
losses so that they may only be set off against foreign currency gains. Again, thisisan
issue that should be adjusted to local considerationsincluding any exchange restrictions.
Thereisaso aredlisation of all the assets and liabilities held by an entity where thereis
achangein control of the entity in the terms of section 171(1), discussed below at
paragraph 281. Thefina head of realisation occurs where a person becomes a non-
resident. Thishead treats asrealised an asset or liability that will fall outside the tax net
after the change in residence. The tax administration is granted power to overridethis
realisation.

174. Thedefinition of "realisation” does not cover aquasi-parting of ownership of an

asset through borrowing with respect to the asset. It is often viewed as abusive that a
person may borrow money on the security of an unrealised gain on an asset and thereby
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obtain the use of the gain without having to recognise the gain for tax purposes. There
aredifficultiesin seeking to address thisissue. One problemisallocating funds
borrowed to unrealised gains and another isthe requirement for market valuations. One
possible approach is to adopt a presumptive rule. For example, funds borrowed by a
person, unless specifically secured by an asset outside the tax net, may be considered
incomings for assets of the person used in earning activities up to the market value of
those assets. The person would be permitted to allocate the incomings among the assets
at their selection. Such arule may go along way to addressing any perceived abuse of
the transactional basisincometax. However, this does not reflect common international
practice and is not adopted in the Sample.

Subdivision B: Depreciable Assets, Allowances, and Inclusions

175.  The primary treatment of outgoings for depreciable assets under the Sampleisto
recognise the wasting character of such assets and provide adeductible alowance under
section 31 for each tax year at the end of which adepreciable assetisheld. This
recognition of outgoingsis provided without the requirement of arealisation. Wherea
depreciable asset is realised, the transactional basisincometax is applied in aresidual
manner by way of reconciliation with the allowance system.

176. Subdivision B pools, for each earning activity, the treatment of assets that waste at
broadly smilar rates. The exception iswith respect to buildings and similar assets that
typically have adow wasting rate as well asintangible assets. The pooling approachis
viewed as having compliance cost benefits over depreciation on an asset by asset basis
withaminimal loss of accuracy, if any. Each depreciable asset is categorised as being
of aparticular Class by section 85(1). Theinclusonsin Classes 1 to 6 areintended to
represent assetsthat will waste at similar rates. This classification isonly an example,
and thisis another issue that should be adjusted to local considerations. Section 85(2)
providesfor the pooling of assets of aparticular business or investment. Class1to5
assets are generally pooled with all assets of the business or investment of the same
class. Class6 and 7 depreciable assets are pooled individually.

177. Thereare special pools required by section 85(2)(c) for assets used to transport
individuals and goods. Thisisin order to facilitate apportionment in determining the
source of a depreciation allowance under section 68(4)(b)(i), discussed above at
paragraph 145. There are also specia rulesfor costsincurred in respect of natural
resource prospecting, exploration, and development. Often these cogswill not be
incurred with respect to a particular asset such asamining right. This might happen
where the prospecting or exploration isunsuccessful. These costs might be deductible
immediately. However, the costsincurred in uncovering aviable natural resource
deposit aretypically low compared with the value of the deposit or right to the deposit.
In many ways, the costs incurred on unsuccessful prospecting and exploration are
incurred with respect to the finding of the odd viable deposit and may be alocated to it.
The Sample does not adopt this alocation process directly but does provide for the



depreciation of these types of costs as though they were incurred in acquiring an asset,
see section 85(3).

178. Standard depreciation allowances are calculated under section 86. The general
formulain section 86(2) involves the application of the relevant depreciation rate to the
depreciation basis of each pool of depreciable assets at the end of atax year. Therates
are provided in section 86(6) and are mere guides that should be adjusted to suit local
consderations. Only in the case of intangible depreciable assetsis the rate directly
determined according to the useful life of the asset. The depreciation basis of pools at
the end of atax year are determined under section 86(3) and (4) for Class1to5and
Class 6 and 7 pools, respectively. Under each provision, outgoings for adepreciable
asset in apool are added to the depreciation basis of the pool. Class1to 5 poolsare aso
reduced by twotypes of amounts. Thefirst type of reduction isfor depreciation granted.
This meansthat depreciation allowed for Class 1 to 5 poolsis calculated on a
diminishing value basis. Further, the depreciation basis of aClass 1to 5 pool is
decreased by inoomings for assetsin the pool during the year. The main type of
incoming for treatment in this manner is amounts derived in respect of the realisation of
assetsin the pool.

179. By contrast, the depreciation basis of Class 6 and 7 pools (buildings and intangibles)
are not written down, meaning that the application of the depreciation rate produces
straight line depreciation. Section 86(8) contains the necessary rule for limiting the
amount of depreciation allowances under this method to the depreciation basis of the
relevant pool. Whether and where the diminishing value or straight line depreciation
methods are used is another issue that should be adjusted to local considerations.
However, only the diminishing value method is consistent with pooling the treatment of
multiple assets.

180.  Section 86(5) contains arulethat may delay theinclusion of part of outgoingsfor a
depreciable asset in the depreciation basis of the pool in which the asset is placed.
Without adelay rule, thereisan incentive for aperson to incur costs with respect to
depreciable assetsjust before the end of atax year. Such aperson would otherwise be
granted the same depreciation allowance for the year as a person who incurs similar
costs at the start of the year. The most accurate rule isto apportion theinclusion on a
daily basis. For the sake of simplicity, the Sample adopts amore arbitrary approach
based on quarters of ayear. Only a portion of outgoings for depreciable assetsis
included in the depreciation basis of the relevant pool in the tax year they are incurred,
depending on the quarter in which they areincurred. The balanceis added to the
depreciation basis of the pool during the following tax year.

181.  Section 86(7) contains a special rule permitting the writing off of small residual
balancesin the depreciation basis of apool of depreciable assets. The relevant threshold
must be adjusted to local considerations. Section 86(9) contains ancther specia rule
limiting the depreciation of luxury road vehicles. Thisisan arbitrary rule seeking to
prevent a person from claiming depreciation with respect to road vehiclesto the extent
that they may be considered attributable to consumption or leisure activities. Road
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vehiclesare aparticular problemin this areajustifying their specia treatment under the
Sample. Again however, thisisonly an example of a generic issue and such an arbitrary
rule may be applied to other types of depreciable assets. Thisrule and the threshold it
incorporates should be adjusted for local considerations.

182.  Section 87 contains the residual transactional basis treatment of depreciable assets of
abusiness or investment. Thisresidual treatment will either result in the inclusion of an
amount in calculating income from the business or investment under section 17(2)(d) or
18(2)(c) or afurther depreciation alowance that is deductible in the cal culation under
section 31. Section 87(1) contains a special rule applicable to depreciable assetsin Class
1to5pools. Theassetsin such poolsare essentialy treated on asingle asset basis. In
this context, section 87(1) contains arule that reflects the application of section 82(1)(c)
to other types of assets. In essence, whereincomings for aperson'sassetsin aClass 1 to
5 pool derived during atax year exceed the depreciation basis of the pool, the excessis
included in calculating the person'sincome.

183. By contrast, section 87(2) applies where apool of depreciable assetsis emptied by
theend of atax year, i.e. where dl the assetsin the pool arerealised. Inthiscase, no
depreciation is alowed under section 86 in respect of the pool for the year. Rather, the
transactional basisincome tax is used to make appropriate adjustments by essentially
comparing the written down value of the pool with incomings for the assets that were
disposed of during the year. Any excess of incomingsisincluded in calculating the
income of the relevant business or investment for the year. Any excess of written down
valueis granted as an allowance that is deductible in calculating that income. "Written
down value" for this purposeis defined in section 87(4). Inthecaseof Class1to5
poolsit isessentialy the depreciation basis of the pool. Inthe case of Class 6 or 7 pools,
it is essentially the depreciation basis of the pool |ess depreciation allowed in respect of
the pooal.

Subdivision C: Special Rules

184. This Subdivision contains anumber of specia rulesthat apply to the transactional
basisincometax. Many of these rules are complex, some are essentially policy issues,
and so are optional, and others may or may not be appropriately dealt with by
accounting rules. In all casesthese rules must be adjusted to suit local considerations.
The approach in the Sample isto provide an example of arelatively comprehensive set
of rulesthat do not rely on accounting rules.

185. Thefirst specia rule deals with situations in which apersonis considered to realise
an asset or liability but has not formally parted with the asset or liability. These
Situations were discussed above at paragraphs 167 and 171 to 173. The genera
approach in section 90(1) and (4) isto treat realisation as at market value and to
effectively reset the net outgoings or net incomings for the asset or liability to that value.
In the case of the realisation of an asset by way of change of use of the asset, section
90(2) essentialy permits non-recognition provided the asset stays within the tax net.



Section 90(3) isavariation of thisruleto cater for thistype of realisation of depreciable
assets, which are subject to the pooling provisions discussed above at paragraphs 176 to
177.

186. The second specia rule applies amarket value rule to assets realised by way of
instalment sale or finance lease. Thisintegrates with the re-characterisation rule in
section 67, discussed above at paragraphs 138 and 139. Section 67 treats paymentsto be
made under instalment sales and finance leases in excess of the market value outgoings
allocated to the asset by section 91 asinterest, to be included directly in calculating
income.

187.  Section 92 applies alimited non-recognition rule to the transfer of assets and
liabilities between spouses. It only applies where the transfer is part of adivorce or
separation agreement. This situation is analogous to involuntary realisations covered by
section 96 but in this case the transferor need not acquire areplacement asset and an
election by the transferee is required (since the transferee may be accepting an
underlying tax liability). Some countries alow non-recognition of transfers between
spouseson abroader basis. However, where, as under the Sample, the individua isthe
tax subject, abroader rule may give rise to income-splitting opportunities. A market
valueruleis otherwise applied in the case of transfers between spouses, see section 94.

188.  Section 93 contains amarket value rule for transfers resulting on the death of an
individual. Typicaly, thistransfer will be, in the first instance, to the deceased's estate,
which will be administered by an executor or administrator. The estate will be atrust
and, therefore, treated as a separate person under the Sample, see section 105. Asa
result of section 93, the deceased may realise gains or losses from the realisation of
assets and liabilities that must be included in calculating the deceased's income, see the
discussion above at paragraphs 168 and 169. The executor or administrator will be
required to pay any outstanding tax of the deceased by reason of section 281. The estate
will have market value outgoings with respect to assets transferred from the deceased
and market valueincomingsfor transferred liabilities. Any further transfer to a
beneficiary of the deceased will also be treated as made at market value, see section 94.
Theresult islikely to be no gain or loss to the estate and market value outgoings for
assets or market value incomings for liabilities for the beneficiary. Some gain or lossto
the estate may occur in isolated circumstances, e.g. where there is substantial delay
between the date of death and the date of transfer to the beneficiary.

189. Special rules aso apply to transfers between associates or for no consideration.
These are of the typical form in section 94(1) and (4), which apply market value to the
transfer except where thiswould result in the recognition of aloss. This exception seeks
to deter "wash sales" between associates whereby persons seek to realise assets and
liabilitieswith underlying losses by transferring them to associates while preventing
realisation of any assets or liabilities with underlying gains. By contrast, section 94(2),
(3), and (5) contain special rulesthat may allow a person transferring an asset or liability
to an associate to not recognise again. Section 94(2) applies generally to assets within
the tax net with section 94(3) catering specifically for depreciable assets, which are

51



subject to the pooling provisions discussed above at paragraphs 176 to 177. Section
94(5) appliesto liabilities within the tax net. Non-recognition under each of these rules
is subject to the requirements in section 94(7).

190. Thefirst requirement in section 94(7) isthat either the transferor or the transfereeis
an entity. The second isthat the asset or liability remainsin the tax net in the hands of
thetransferee. For thisreason, both the transferor and the transferee must be residents.
Because foreign branches are treated by the Sample as persons, this means that the
transfer may be between adomestic subsidiary and a domestic branch of a non-resident
person. Thethird requirement isthat there is 50 percent continuity of underlying
ownership or underlying obligation in the asset or liability, respectively. Because the
operation of section 94(2), (3), and (5) are likely to result in the transfer of atax liability,
the last requirement is that both the transferor and the transferee elect for the non-
recognition.

191. Thefirst and third requirementsin section 94(7) are worthy of further consideration.
The main justification for non-recognition treatment in transfers between associatesis
where there isin substance no redisation, only a changein the form of holding the asset
or owing theliability. Thisisclear where thereis 100 percent continuity of "underlying
ownership” or "underlying obligation™" in the asset or liability, respectively. Theseterms
are defined in section 345. The underlying ownership of an asset owned by an entity or
underlying obligation of aliability owed by an entity is determined by reference to the
holding of interestsin the entity. That holding is determined by |ooking through entities
that hold interestsin other entities until an individua or an entity in which no person has
aninterest isidentified. "Interest” in an entity is defined in section 106 and discussed
below at paragraph 205. Underlying ownership and underlying obligation are only
relevant in the context of assets or liabilities where they are owned or owed by entities.
This means that non-recognition treatment is available under section 94(2), (3), or (5)
only where either the transferor, the transferee, or both are entities, i.e. non-recognition
isnot available for transfers between associated individuds.

192. Thejustification for non-recognition of gains under section 94(2), (3), and (5) is not
as clear where continuity of underlying ownership or underlying obligation islessthan
100 percent. Inthiscase, in the absence of sophisticated rules, non-recognition will give
riseto the transfer of tax attributes between persons, something that is generally resisted
under an income tax for tax arbitrage reasons. However, to deny non-recognition will
result ina"lock-in" effect whereby personswill resist restructuring the manner in which
their assets are held or thelr liabilities are owed for fear of realising ataxable gain, even
where restructuring may be the commercially efficient alternative. There appears no
easy way to deal with thisissue and the Sample adopts somewhat of acompromise. It
allows non-recognition where there is continuity of underlying ownership or underlying
obligation of at least 50 percent. Thisis consistent with the approach adopted with
respect to the transfer of losses under section 33(1)(c), discussed above at paragraphs 93
and 94, and the transfer of foreign income tax under section 200(3)(b), discussed below
at paragraph 316. These discussions are also relevant to the requirement that the
transferor and transferee both be residents. The potential for tax arbitrage isleft to the
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value shifting rulesin sections 173 and 174. Further, the transfer pricing rulein section
62 may be applied if one of the main purposes of the transfer isthe reduction of tax, i.e.
to secure non-recognition the transfer must be for other main purposes, see section
94(6).

193. Thenon-recognition rulesin section 94(2), (3), and (5) are important and have
potentially broad application. They can apply to contributions to an entity in which the
contributor holds a 50 percent interest, e.g. on the incorporation of abusiness. They can
apply on the reconstruction of an entity including mergers and demergers aswell asthe
addition and departure of partners of apartnership. They can aso apply to transferson
thewinding up of an entity. Whether more sophisticated rules are desired for particular
cases and whether the threshold of 50 percent underlying ownership or underlying
obligationistoo low or even too high are issues that must be adjusted to suit local
considerations.

194.  Section 94 only appliesto transfers between associates. It isalso possible to effect
the economic equivalence of atransfer between associates by the creation of aliability
in one person that constitutes an asset of an associate, e.g. by granting an option to
purchase an asset. Section 95 istargeted at this Situation and provides amarket vaue
rule that applies to both the creation of the asset and liability and their simultaneous
realisation.

195.  Section 96 provides non-recognition treatment for involuntary realisations by way of
parting with ownership of assets or obligations of liabilities. Non-recognition is
available where a replacement asset or liability isacquired or incurred within one year of
therealisation. Theruleis complicated somewhat by covering situations in which the
replacement asset or liability isof agreater or lesser value than the asset or liability
realised. These situations may result in part recognition of any gain. Non-recognition
only applies where the person makes an election. The section does not define
"involuntary”, which will take its ordinary meaning. The application of the term to
particular circumstances may be an appropriate subject for practice notes. However,
"involuntary" would not cover, e.g. the exchange of securitiesinamerger. Thisisa
situation in which relief is often provided in order to prevent lock-in. Thislock-inis
similar to that which may occur through the taxation of transfers between associates and
which is addressed by section 94, see discussion above at paragraph 192. Section 96(7)
provides that the regulations may treat an exchange of securitiesas an involuntary
realisation.

196. Section 97 and 98 deal with two particularly difficult issues. The separate existence
of an asset or liability (the "merging asset or liability") may be extinguished whereitis
combined with another asset or liability (the"combined asset or liability"). Asthe
holder of the merging asset or liability will no longer own or owe the asset or liability,
the holder will realise the asset or liability. Itispossiblefor an asset to be combined
with an asset or aliability and for aliability to be combined with an asset or aliability.
Section 97(2) provides a non-exhaugtive list of some circumstances in which section 97
applies. Whereit applies, section 97 provides a non-recognition of any gain or lossfrom



the realisation of the merging asset or liability with an appropriate adjustment to the
outgoings and incomings for the combined asset or liability. Thisruleiscomplicated by
the possibility, e.g. via section 97(1)(b), that the addition of net incomings for amerging
liability may turn the net outgoings for a combined asset pre-combination into net
incomings for the asset post-combination. In this case, the non-recognition rule only
partly applies and apart gain may be recognised for the realisation of the merging
ligbility. Thisis consistent with the approach to realisation in section 82(1)(c), i.e.
where the incomings for an asset exceed the outgoings for the asset, and is appropriate
for the reasons discussed above at paragraph 170. Section 97(1)(a) coversthe opposite
variation on thistheme and may result in partia recognition of alosson realisation of a
merging asset.

197.  Section 98 deals with the related issue of separation of assetsand liabilities. The
issue iswhether the creation of rights or obligations with respect to an asset or liability is
apart realisation of the asset or liability or the creation of anew asset or liability. The
classic example iswhere a person creates alease over an asset owned by the personin
favour of another person but would a so extend to cover other arrangements such asa
usufruct or option. Section 98 takes the approach that where the rights are permanent
thereisapart realisation of the asset or liability. Wherethey are temporary there is no
part realisation but, rather, the creation of anew asset or liability. So the granting of a
lease or option with respect to an asset or liability is not typically treated as a part
realisation. Thisisthe preferred approach because it avoids problems with, e.g. persons
claming partial losses where assets are leased (due to apportionment of any net
outgoingsto the part realised) or the need to recognise apart re-acquisition when
temporary rights expire. "Permanent” isnot defined and so will take its ordinary
meaning. Section 98 is subject to section 77(4), discussed above at paragraph 156, a
provision that treats finance leases as sales. So even though rights and obligations under
finance leases may only be temporary, they are treated as aredlisation. On expiry of a
finance lease, there may be are-acquisition by the lessor of the asset, see section 77(5).

198. While section 99 isthe longest non-interpretative section in the Sample, it dealswith
arelatively smpleissue. Itspurposeis stated in section 99(1) asto provide an
apportionment of outgoings and incomings over more than one asset or liability inthe
situations described in section 99(2) to (4). Section 99(2) coversthe situation in which,
€.g. aperson makes one payment in acquiring anumber of assets with or without a
number of associated liabilities such asin the acquisition of abusiness. Section 99
apportions the price paid as outgoings and incomings for individual assets and liabilities
by comparing the market value of assets acquired and the market cost of liabilities
incurred. Thisisthe genera approach adopted with respect to al the situations covered
by section 99.

199.  Section 99(3) covers the opposite situation to section 99(2), i.e. where aperson
transfers more than one asset or liability at the same time or under the same
arrangement. For example, it covers the vendor in the sale of business example
provided in the last paragraph. The third situation, covered by section 99(4), iswherea
person realises only part of an asset or liability and retains the remainder. Section 98,



discussed above at paragraph 197, isrelevant in determining if thereisapart realisation.
The purpose of section 99 in this situation isto apportion any net outgoings or net
incomings for the asset or liability in question between the part of the asset or liability
realised and the part retained.

200. Thegeneral apportionment formulais contained in section 99(5) and (6). This
formula, and the related definitions and formulas in section 99(8), are complex for a
number of reasons. Firstly, thereisthe potentia that the netting of the market value of
the assets and liabilities subject to apportionment does not equal the payment for the
assets and liabilities under section 99(2) or (3), or may not equal the net incomings or
net outgoings for the asset or liability under section 99(4). Thisiswhy section 99(5) and
(6) ded with excess value and inadequate value, respectively. Complexity also results
from catering for positives and negatives, i.e. the positive market value of assets aswell
asthe negative market value of liabilities. Again, the approach under section 99isto
provide an example of acomprehensiverule. Thisrule may betoo complex for local
conditions. It may be moved to the regulations or amore general rule adopted and the
difficult issues covered by section 99 dealt with in practice notes.

PART III: RULES GOVERNING TYPES OF PERSONS

201. ThisPart movesto provide specia rulesthat apply to particular types of personsor
by reason of the involvement of a particular type of person in an arrangement. Itis
divided into three divisons. Thefirst isagain agenera concepts division and contains
some central definitions that are of particular relevance to particular types of personsand
in considering the treatment provided by the rest of the Part. Division Il isdivided into a
number of subdivisionsthat each provides special rules devoted to a particular type of
person. By contrast, the rulesin Division I11 apply generally to entities.

Division I: Central Concepts

202. ThisDivision contains anumber of definitionsthat are not only central to this Part
but to the Sample asawhole. They are the definitions that make distinctions between
different types of persons. Section 105 begins with the primary distinctions. Section
105(1) initially distinguishes between natural persons and artificial persons, i.e.
individuals and entities. Non-exhaustive subcategories of individuals are "minors" and
"Incapacitated individuals'. Exhaustive subcategories of "entities' are "partnerships’,
"trusts’, "companies’, and "foreign branches'. Subcategories of "trusts’ and
"companies' are "controlled foreign trusts' and "controlled foreign companies'. All of
these terms are defined in section 105(2).

203. Thereason for these distinctionsisthat different types of persons receive different
tax treatment under the Sample. An overview of thistreatment was provided above at
paragraphs 17 to 32. The Sample only provides some typical examples of how different
types of persons may be distinguished and the type of tax treatment that may be applied



tothem. Inall casesthese distinctions and the treatment must be adjusted to local
circumstances. However, in distinguishing between different types of entities, itis
important to have one category of entity asaresidual typeto ensure that all types of
entities are covered by theincometax. Thisis particularly important with respect to
foreign entities, which may not be easy to classify according to local distinctions.

204. Theresidua type of entity under the Sampleis"company", which at its broadest
covers unincorporated associations and bodies of persons. By contrast, "partnership” is
defined in terms of persons carrying on businessjointly and "trust” in terms of atrustee
holding assets. Partnerships and trusts are generally excluded from the definition of
"company". However, to the extent possible, tax treatment should follow the substance
of an activity and not the form in which it is conducted. It istowards this end that some
trusts and partnerships are treated as companies. Under the Sample, "limited
partnerships’ and "unit trusts’, as defined in section 105(2), are treated as companies.

205.  Section 106 movesto particular types of personsinvolved in entities. These are of
two basic types divided aong the traditional distinction between ownership and
management, i.e. "beneficiaries’ and "managers’. These terms are defined in section
106 including by way of sub-categorisation. "Beneficiary” isdefined in termsof a
person with an "interest" in an entity. Thisterm isfurther defined by referenceto aright
to participate inincome or capital of an entity. The form of theright is not relevant.
Subcategories of "beneficiary” include "partners’, beneficiaries of partnerships, and
"shareholders’, beneficiaries of companies. Thereisno separate term for the beneficiary
of atrust.

206. "Manager" inrelation to an entity is defined in section 106 in terms of participation
in senior management decisions of the entity. Therefore, directors of acompany will be
considered managers of the company. The definition also includes sometypes of
personsirrespective of such participation. Theseinclude partners, trustees, and owners
of foreign branches. "Trustee" is defined in section 106 in broad termsto include any
person with afiduciary position that involves holding assets for the benefit of other
persons or an object permitted by law. Theinclusive part of the definition of "trustee”
provides examples of arrangements that are considered trusts such as deceased estates,
estates of incapacitated persons and insolvents, receiverships, and mortgageesin
possession. As mentioned above at paragraph 204, the concept of "trustee” is centra to
the definition of "trust".

207.  Section 107 ded s with the important category of associated persons. Special rules
apply to associated persons throughout the Sample, typically to apply arm's length
treatment. By reason of their relationship, associated persons are often able to engage in
tax reduction arrangements that independent personswould not. The definition of
"associated persons’ isvery broad. Section 107(1) provides ageneral definition in terms
of it being reasonable to expect that one person will act in accordance with the wishes of
another. Thisisan objectivetest and it isnot necessary that one person actualy act in
this manner, although that would be relevant under the test. Section 107(2) providesfor
specific inclusionsin the concept of "associated persons’, which broaden the genera
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definition. Individuals and relatives are presumed to be associated as are partners. This
presumption can be rebutted by satisfying the tax administration that in the particular
case the general test in section 107(1) would not be met. "Relatives' isdefined in
section 107(3) by reference to three generations of individuals from a common
descendant, including by way of marriage or adoption.

208. Theother inclusive heads of "associated persons’ in section 107(2)(c) and (d) are not
subject to rebuttal and the personsreferred to are associated irrespective of whether the
test in section 107(1) ismet. The main head in thisregard is section 107(2)(d), which
has particularly broad application in determining who an entity is associated with. An
entity is associated with each member of agroup of associated personsthat, e.g. together
hold 50 percent of the entity in question. An entity can be amember of the group of
associated persons and section 107(2)(d) may be triggered by the inclusion of an entity
in the group under a previous application of that provision.

209. For example, entity A isowned 40 percent by Y and 60 percent by Z. Therefore,
entity A and Z are associated. Entity B isowned 40 percent by entity A, 40 percent by
X, and 20 percent by Z. Entity A and Z are agroup of persons holding more than 50
percent of entity B. Therefore, by reason of multiple applications of section
107(2)(d)(i), entity A, entity B, and Z are all associated. Further, by reason of section
107(2)(d)(ii), all other associates of entity A or entity B (e.g. their subsidiaries) or of Z
(e.g. subject to rebuttal Z'srelatives or partners) al fall within the group of association
and are considered associates of each other.

210. Personsare aso distinguished on the basis of residence. Sections 109 and 110
provide tests for determining whether different types of persons are resdent. Under
section 108, if a person is not resident then the person is considered anon-resident. In
some cases it is necessary to determine in which foreign country anon-resident person is
considered resident. Asmentioned above at paragraph 146, this might be the casein
applying the country -by-country limitationsto the use of foreign source losses and the
calculation of foreign tax offsets. Section 108(4) adaptsthe testsin sections 109 and
110 for this purpose.

211.  Section 109 determines when an individual is considered resident. Thethreetestsin
section 109(1) follow standard lines and require little discussion other than to emphasise
again that they should be adjusted to suit local considerations. If one of thesetestsis
met for atax year, the individual will generally be considered resident for the whole
year. Exceptionsto thisrule are found in section 109(3) and (4). If an individua who
becomes aresident for the current tax year was not aresident in the previoustax year,
theindividual isonly considered resident from the date the individual isfirst present
domestically during the current year. If anindividua is not aresident in the current tax
year, theindividua isonly aresident for the previoustax year up to the date the
individua islast present domestically during the previousyear. Being resident during
part only of atax year has certain consequences regarding tax rates and the calculation
of assessable income, discussed above at paragraph 23 with respect to section 5 and aso
see section 15. Section 109(6) also contains a definition of "temporarily resident” for
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individuals. Thisisrelevant to section 115(4), which effectively applies exemption with
progression to the foreign source income of atemporarily resident individual .

212.  Section 110 determines when different types of entities are considered resident. The
testsfor partnerships and companies follow standard lines, the latter incorporating both
the place of establishment and centre of management and control tests. Thetestsfor
trusts also incorporate the place of establishment as well asresidence of atrustee. Given
the ease with which these tests for trusts can be avoided, athird test isadded. If a
resident person, with or without other persons, directs or may direct senior managerial
decisons of atrust, thetrust is considered resident. For example, a person who has
power to remove or appoint trustees may be considered to bein such aposition. Finaly,
adomestic branch of anon-resident person is considered aresident person. The
treatment of foreign branches as persons and the inclusion of domestic branches of non-
residents as resident persons ensure that domestic subsidiaries and domestic branches of
non-residents are treated in asimilar fashion, see further the discussion above at
paragraphs 24 to 26. To further this similar treatment, domestic branches are dso
subject to abranch profitstax, see discussion above at paragraphs 30 to 32 and the
discussion below at paragraphs 248 and 249.

Division II: Rules Applicable to Particular Types of Persons

213. ThisDivisonisdivided into six subdivisions each dealing with specid rules that
apply to particular types of personsidentified in section 105. Subdivision A is devoted
to individuals. The remaining subdivisions are devoted to different types of entity.
Subdivisions B to E are devoted to the main types of entity, i.e. partnerships, trusts,
companies, and foreign branches. These four subdivisions follow asimilar format.
Each begins with a section setting out the general principles applicable under the Sample
to income derived and distributed by the entity in question. These general principles
were discussed above at paragraphs 24 to 29. Each of these four types of entity is
treated separately from their beneficiaries and managersin calculating income. In order
to ensure this treatment, each of theinitial sections of these subdivisions containsa
number of common provisions that require some further comment.

214.  Thefirst of these common provisions, sections 120(3), 130(4), 140(3), and 145(4),
seek to emphasis this separation by stating that amounts derived and costs incurred by an
entity are treated as only derived or only incurred by the entity and no other person.
Thisisintended to avoid the argument that, while an entity that has no separate lega
existence at general law can be given such an existence for tax purposes, it will have no
income. For example, it may be argued that the income of apartnership isonly the
income of the partners. The same argument may arise in the context of assets owned
and liabilities owed by entities and asimilar approach is adopted to overcome this
argument in sections 120(4), 130(5), 140(4), and 145(5). Similar problems arise with
respect to foreign income tax paid with respect to the income of an entity. Other
countries may tax the entity, the managers, or the beneficiaries with respect to such



income. All foreign income tax paid with respect to an entity'sincome is treated as paid
by the entity, see sections 120(5), 130(6), 140(5), and 145(6).

215. Thefina common provision in these introductory sections deals with the recognition
of arrangements between entities and their managers and beneficiaries, see sections
120(6), 130(7), 140(6), and 145(7). Asagenera rule, these arrangements are
recognised. So, for example, apartner may be an "employee’ of apartnership if the
partner falls within the definition of that term in section 345. Further, sales between a
head office and aforeign branch and loans by a shareholder to acompany will be
recognised. However, al such arrangementswill be subject to adjustment under the
transfer pricing, income splitting, or genera anti-avoidance rulesin sections 62, 63, and
69. Many countries do not adopt this approach and will often ignore arrangements
between an entity and its managers and beneficiaries. Whilethisisagain an issue that
must be adjusted to local considerations, care should be taken to ensure consistent
treatment of entities that can be used to derive incomein asimilar manner.

216. Because entities are treated as separate persons and their income istreated astheir
own, distributions or other allocation of entities income potentially give rise to a second
source of income, i.e. asource of income derived by the beneficiaries of the entity. As
mentioned above at paragraphs 24 to 29, economic double taxation is generally avoided
in the cases of partnerships, trusts, and resident's foreign branches but thereisthe
potential for partial double taxation in the case of companies and domestic branches of
non-residents. Nevertheless, in al casesthereisaneed to define this secondary tax
base, i.e. the tax base of the beneficiaries with respect to their interest in an entity. This
istypicaly the second issue addressed by Subdivisions B to E. These subdivisionsthen
proceed to the taxation treatment of the beneficiarieswhen this secondary tax baseis
allocated to them. Finally, these subdivisions, other than Subdivision D dealing with
companies, make certain adjustments to beneficiaries interestsin entitiesto ensure
appropriate treatment under the transactional basis income tax.

217.  Subdivision F deals with controlled foreign trusts and companies. It isonly partly
structured like the other subdivisions dealing with entities. Thisis because Subdivision
F isessentialy based on but varies the treatment that would otherwise result under
Subdivisions C and D, which generally deal with trusts and companies, respectively. In
essence, Subdivision F adjuststhe rulesin Subdivisions C and D so that they more
closely resemblethe rulesin Subdivisions B and E, which generally deal with
partnerships and foreign branches, respectively.

Subdivision A: Individuals

218. This Subdivisionisrelatively short, containing three sections that are particularly
applicableto individuals. Section 115 alows resident individualsto claim certain
personal offsets. These offsetsdirectly reduce incometax payable by an individual
under thefirst head of chargein section 1(1). Any excess offset isnot refundable and is
lostif it cannot be used in the tax year in which itisclaimed. Thisapproachisused
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rather than providing an exemption threshold in the tax rates applicable to resident
individualsin section 5(1) and was discussed above at paragraph 19. Its purposeisthe
same as an exemption threshold, i.e. to remove taxation from a basic living amount.
Ideally, thisamount should be sufficient to meet the bare necessities of life.

219.  Section 115 provides a basic personal offset to al resident individuals. 1t also
provides certain additional personal offsetsto resident individuals for their resident
"dependants’. "Dependant” is defined in section 345 and is also relevant to some of the
terms used with respect to retirement savings under Division |1 of Part 1V, discussed
below at paragraphs 306 to 310. The additional personal offset for temporarily resident
individual s with respect to their foreign source income under section 115(4) was
discussed above at paragraph 211. Finaly, under section 115(5) apportionment rules
apply to individuals who are only resident for part of the tax year in question. Theseare
consistent with those in sections 5(7), and 15(2), the former was discussed above at
paragraph 23.

220.  Section 116 providesindividuals with an offset for medical costsincurred by the
individual. A deduction would typically be denied for medical costs under section
25(1)(a) because they are personal in nature. However, aswith the persona offset, the
medical costs offset recognises that basic medical costs are anecessity of life. Thisisa
highly political areawhere the approach to the issue will invariably depend on local
considerations. For governmentsthat provide comprehensive hedlth servicesto their
residents, this provision may be unnecessary. Again, section 116 provides just one
possible approach to theissue. In particular, the approach offered assumes the lack of a
comprehensive government run health service.

221.  Section 116(1) permits an individua to claim an offset for "approved medical costs'.
Thisphrase isdefined in section 116(5) by reference to the regulations. Which medical
costs are considered to justify areduction in income taxation islikely to be highly
subjectiveto particular countries. "Medica costs' isdefined in section 345 in
conventional terms but includes the payment of premiums for medical insurance. An
individual may claim the offset with respect to medical costs paid by theindividual or a
dependant of theindividual. The extension to dependantsis consistent with the
additional personal offset available with respect to dependants under section 115. Under
section 116(2), the medical costs offset is calculated by applying arate to the medical
costs. Thisrate should represent the extent to which the government wishes to subsidise
health care under the income tax system and is likely to vary substantially from country
to country. Where the government provides some sort of government funded health
care, thelevel of thisrate will determine the extent to which the government wishesto
encourage the use of private hedlth care.

222.  Theamount of the medical costs offset that an individual may claim for any tax year
is capped under section 116(3). Itislimited to a"reasonable medical insurance
premium" the level of which must be set locally. Theideaisthat the government
identifiesabasic level of medica insurance and uses the premiums for that as the base
to calculate the limit. Thislimit may work harshly against individuals who opt to not



have health insurance, i.e. who opt to self-insure. Thisis because medical costsfor an
individual tend to vary greatly from year to year. Where an individual incurs medical
costs for which an offset isnot available for atax year, e.g. where they exceed the
reasonable medical insurance premium selected, the excess may be carried forward and
used in calculating the medical costs offset of the next tax year. This method of
averaging is consistent with the approach applying to losses under section 33, discussed
above at paragraph 92.

223.  Section 117 identifies "taxable investment income" of aminor and, therefore, the
income of aminor that is subject to tax at the highest marginal rate under section 5(4).
Thereasonsfor this treatment were discussed above at paragraph 22. Thereisacarve
out under section 117(2) to prevent this treatment in the context of an incapacitated
minor.

Subdivision B: Partnerships

224, Section 120(1) states the general principle that partnerships are not taxpaying
subjects for the purposes of the first head of charge under section 1(1). They are,
however, required to calculate their taxable income and, if served with anotice by the
tax administration, required to file areturn of income, see section 236. Any income or
loss of a partnership is allocated to the partners, see section 120(2). Similar to resident’s
foreign branches but in contrast to companies, this allocation occursirrespective of
distribution. Thetax base that is used for thisallocation, i.e. the secondary tax base, is
defined in section 121 and is sSimilar but not the same as the tax base used to calculate a
partnership's taxable income, i.e. the primary tax base. Therest of section 120 was
discussed above at paragraphs 214 to 216.

225. Thesecondary tax base of partnershipsisdefined in section 121 in terms of
"partnership income" or "partnership loss'. As"partnership” isdefined in section 105 in
terms of abusiness, section 121 assumes that all income and losses of a partnership will
be from abusiness, i.e. any other joint income or loss of personswill be alocated under
section 61. Partnership income is assessable income of the partnership from abusiness
calculated as though the partnership were aresident partnership. Thisisin order to
ensure that partnership income includes world-wide income but does not include final
withholding payments and exempt amounts. In particular, fina withholding payments
are taxed to partnerships under the third head of charge in section 1(1). Partnership
income s calculated without reference to section 33. Because partnership losses are
allocated to the partners, it isinappropriate to take them into account in calculating
partnership income.

226.  Partnership income or partnership lossis alocated to partners under section 122(1)
according to each "partner's share”. Thisterm isdefined in section 122(6)(a) in terms of
the partner's percentage interest in income of the partnership under the partnership
arrangement. Section 122(6)(b) provides an alternative test where the primary test is
inappropriate. Section 122(1) makes separate reference to the tax year of the partnership
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and the tax year of apartner. Issuesarising where a partnership and a partner have
different tax years were discussed above at paragraph 102. Importantly, the allocation to
apartner only provides an inclusion or deduction in calculating the partner'sincome, i.e.
itisnot directly included or deducted in calculating the partner's assessable or taxable
income. For example, this means that any allocated income may be further reduced by
deductions claimed at the partner level such as with respect to interest on money
borrowed to acquire an interest in a partnership.

227.  Section 122(2) provides that amounts allocated to a partner retain their character in
the hands of the partner, i.e. the character under the secondary tax base is determined
according to the primary tax base. Thisallocation of individual amountsincluded or
deducted in calculating the primary tax base, i.e. the partnership'sincome, is made
proportionately to each partner's share. The proportionate approach goes some way to
preventing abuse through the streaming of particular types of income, such asforeign
income, to persons who can most efficiently use that income from atax perspective, e.g.
through use of foreign tax offsets claimed under section 200. Section 122(2) aso
provides atiming rule that the partner is treated as deriving or incurring amounts
allocated at the end of the relevant tax year of the partnership. Thisisto ensure that the
allocation under section 122 and the consequent adjustments to the incomings and
outgoings for the partner'sinterest in the partnership under section 123 occur at the same
time. Further, for administrative simplicity reasonsit isfelt more appropriate that the
allocation and adjustment only be made once per year.

228.  Section 122(3) proceedsto alocate tax considered paid by the partnership with
respect to itsincome. Thisallocation is at the sametime and on asimilar basisasthe
allocation of partnership income and losses, i.e. proportionately according to each
partner's share. Section 122(4) treats a partner as having paid partnership tax allocated
to the partner and thisin turn triggers an entitlement to, e.g. aforeign tax offset for
partnership foreign income tax or atax credit for domestic income tax withheld from
payments to the partnership. In particular, atax credit may be available under section
223 for tax paid by the partnership "as though tax were withheld from a payment to the
partner." Asdiscussed below at paragraphs 313 and 331, sections 200 and 223 ensure
that any such offset or tax credit isincluded in caculating the partner'sincome, i.e. they
ensure gross-up.

229.  Section 122(5) provides a specid rule applying to non-resident partnersin resident
partnerships. It first treats such a partner as having a domestic branch and then, e.g.
allocates domestic source partnership income under section 122(1) to the branch and not
the partner. The branch will be directly liable to pay tax with respect to thisincome,
including by way of instalment. The branch'sincome will be further allocated to the
non-resident partner under section 148. It may aso be subject to branch profits tax
under the second head of section 1(1).

230.  Section 123(1) includesin the outgoings for a partner's interest in a partnership

amounts allocated and included in calculating the income of the partner under section
122. Thisisin order to remove the potential for double taxation. This may occur where
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partnership incomeistaxed to apartner but isretained by the partnership causing an
increase in the value of the partner'sinterest in the partnership that isthen sold giving
riseto ataxable gain. For reasons mentioned above at paragraph 124 in the context of
long-term contracts, this double taxation will only be temporary but the adjustment is
incorporated because it isrelatively smplein the case of partnerships. Note that
adjustments to outgoings are a so made under section 123 for amounts that are not
allocated to partners under section 122, i.e. exempt amounts and final withholding
payments. Thisensuresthat, in the former case, preferences granted under the payments
basisincometax are not washed out by the transactional basisincome tax and, in the
latter case, that double taxation is avoided by reason of doubling up of these two income
taxes.

231.  Section 123(2) makes adjustments to the incomings for apartner'sinterest ina
partnership that reflect those in section 123(1). "Distributions’ by partnerships to
partners are treated asincomings for a partner, offsetting the outgoings granted under
section 123(1) for allocated partnership income. "Distribution™ by an entity isdefined in
section 165, discussed below at paragraphs 265 to 271. Further, a partner's share of non-
deductible costsincurred by apartnership isincluded asincomingsfor the partner, e.g.
consumption costs and excluded costs that are not deductible under section 25(1),
discussed above at paragraphs 70 to 75. In this case, theinclusion isto ensurethat a
deductionis not effectively available for these costs under the transactiona basisincome
tax (their non-deductibility will have increased partnership income allocated to partners
and, therefore, the outgoings for the partners under section 123(1)). Thisrule does not
apply where the deduction isonly deferred and will otherwise be recognised for the
partnership under the transactional basisincometax, i.e. it does not apply to outgoings
for partnership assets and liabilities.

Subdivision C: Trusts

232. Trustsaretreated differently from partnerships under the Sample. The generd
treatment of trustsisoutlined in section 130. They aredirectly liable for tax under the
first head of charge under section 1(1) with respect to their taxableincome. Further, the
income of atrust may be allocated and taxed to the beneficiaries of the trust in certain
circumstances, see discussion of section 133 below at paragraphs 235 to 238. This
allocationisahybrid between the trestment of partnerships and resident'sforeign
branches and that of companies. 1t may occur without distribution but may be triggered
by distribution. For the purposes of thisallocation, it is necessary to define the
secondary tax base for trusts and thisis done through the concept of "attributable
income" in section 131. In order to avoid double taxation of trust income, beneficiaries
are also allocated any tax paid by atrust with respect to income allocated to the
beneficiaries, see discussion of section 133 below at paragraph 239. The remainder of
section 130 is either self-explanatory or was discussed above at paragraphs 214 to 216.

233. "Attributableincome" of atrust isdefined in section 131 in similar terms as
"partnership income" in section 121. The discussion of "partnership income” at



paragraph 225 is also relevant to the concept of "attributable income". The major
difference between these two conceptsisthat losses of atrust may not be allocated to
beneficiaries of the trust. Thistreatment issimilar to the treatment of shareholdersin
companies. Losses may, however, be used at the trust level in accordance with section
33.

234,  Section 132 contains a special rule only applicableto trusts. In limited
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circumstances, it enables atrust to be treated in asimilar manner as a partnership, i.e. not
subject to income tax with respect to what would otherwise be its taxable income. This
isachieved by granting atrust a deduction with respect to certain entitlements of a
resident beneficiary. The entitlement must be a"vested right" to income or an amount
included in calculating the income of the trust and exist during the tax year in which the
trust derives theincome or amount. "Vested right" is not defined and so will take its
ordinary meaning. It generally meansaright that is not subject to contingency. Where
section 132 applies, the beneficiary rather than the trust will be liable to pay tax with
respect to theincome or amount by reason of allocation under section 133(2), discussed
in the next paragraph. This payment of tax includes by way of instalment under section
230. Inorder that the payment of instalments may not be deferred, section 132 only
applieswhere the trust and the beneficiary have the sametax year. The main benefit of
section 132 isthat tax islevied at the beneficiary's margina rate instead of at the trust
rate. Thelatter isequal to the highest margina rate and its application may resultin a
claim by abeneficiary (to whom attributable income of atrust is allocated) for arefund
of excesstax credits under section 301.

. Section 133 deals with the taxation of beneficiaries of trusts and contains a number
of provisionsthat are analogous to those in section 122, discussed above at paragraphs
226 to 228. However, unlike section 122, section 133 has two provisions that may
allocate attributable income of atrust to abeneficiary. The dominant allocaion
provisionissection 133(2). It providesfor the alocation of parts of the attributable
income of atrust to the trust's beneficiariesin certain conditions. Aswith partners, the
inclusion isin calculating the beneficiary'sincome and not directly in assessable or
taxableincome. There are three heads in section 133(2) under which allocation may
occur. Thefirstiswhere section 132 applies, i.e. wherethetrust isentitled to a
deduction with respect to avested right of a beneficiary.

The second head of allocation under section 133(2) isless stringent. It applies where
abeneficiary is"entitled" to part of or an amount included in calculating the attributable
income of atrust. "Entitled" isnot defined. It will take itstechnical meaning under the
law of trusts or otherwise its general meaning. Thethird head of allocation under
section 133(2) applies where the attributable income or amount is actually distributed to
abeneficiary. "Didgtribution” of an entity is defined in section 165 and is discussed
below at paragraphs 265 to 271. With respect to both these heads of section 133(2), the
entitlement must exist or the distribution must be made either during the trust's tax year
to which the attributable income relates or within 30 days of itsend. An entitlement or
distribution occurring after thistime does not result in allocation under section 133(2).



Unlessthetrust in question isanon-resident trust and allocation occurs under section
133(3), thismeansthat any tax levied at thetrust level isafinal tax.

237.  Allocation under section 133(3) is not subject to the time limitation in section
133(2). However, section 133(3) only appliesto atrust's attributable income of ayear
during which the trust was anon-resident trust. The reason for the differencein
treatment isthat non-resident trusts are not taxed on their world-wide income and when
their income accrues to the benefit of aresident beneficiary, the country of resdence
will not be sure that an appropriate level of taxation has been suffered by the income.
Shareholders of non-resident companies are treated in a similar manner with respect to
dividends received from such companies. The heads of allocation under section 133(3)
correspond to the second and third heads under section 133(2).

238.  Section 133(4) applies a pass through of characterisation on allocation under section
133(2) similar to that in section 122(2)(a) discussed above at paragraph 227. By
contrast, allocation of attributable income of anon-resident trust under section 133(3),
i.e. after the year in which the attributable income is derived by the trust, does not result
in the pass through of characterisation trestment. Rather, the income or amounts
allocated are treated as derived by the beneficiary from an investment. Section 133(5)
deals with the timing of allocation. Thistiming is different from that applying in the
context of partnerships under section 122(2)(b), discussed above at paragraph 227. This
is because the adjustments to incomings and outgoings with respect to an interest in a
partnership to alleviate the potential for temporary double taxation as a result of
allocation, discussed above at paragraph 230, are not made in the context of trusts. In
the case of trusts, asin the case of companies, this adjustment is problematic because it
ismore likely that income allocated to one beneficiary may actually be distributed to
another.

239.  Sections 133(6) and (7) are similar to sections 122(3) and (4) and so the discussion
above at paragraph 228 in the context of partnershipsisrelevant. In the case of trusts,
however, there is greater scope for the type of tax that may be allocated to beneficiaries.
Unlike partnerships, trusts are taxpaying entities and so income tax levied directly on
trusts by way of withholding, instalment, or assessment as well asforeign income tax
may be allocated to beneficiaries.

240.  Sections 134 and 135 are designed to maximise the benefit that trusts of
incapacitated individuals, estates of deceased individuals, and beneficiaries of both may
derive from section 132. Theintention isthat, more often than not, the income of these
trustswill be allocated and taxed to the beneficiaries and not the trust. 1n the case of
trusts of incapacitated individuas, the trustee will till be liable for tax payable by the
incapacitated individua by reason of section 281. However, that tax will be payable at
the individual'srate and not that applicableto the trust.

241. Asmentioned above at paragraph 238, the adjustments made to the interests of

partnersin partnerships by section 123 are not made in the context of trusts. However,
like section 123, section 136 seeksto prevent the wash out under the transactiona basis
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income tax of exemptions granted under the payments basisincometax. Further, it
seeks to prevent the double taxation that may occur were both of these income taxesto
apply to fina withholding payments and the attributable income of trusts. Thiswash out
or double taxation may occur if the distribution of exempt amounts, final withholding
payments, or attributable income of trusts were considered incomings for abeneficiary's
interest in atrust. By contrast, this wash out and double taxation may occur in the
context of companies, discussed below at paragraphs 244 to 246.

Subdivision D: Companies

242.  Liketrusts, companies are taxpaying subjects, see section 140(1). However, unlike
partnerships, trusts, and resident's foreign branches, the income of a company will
generdly only be alocated to shareholders where a company distributes a dividend.
Further, dividends of resident companies are taxed by means of afina withholding tax,
discussed above at paragraphs 28 and 29. By contrast, dividends of non-resident
companies are fully taxable in the hands of residents for the reasons discussed above at
paragraph 237 in the context of trusts. In neither case, however, istax paid by the
company with respect to income that is used to distribute dividends allocated to
shareholders. An exception appliesin the context of controlled foreign companies,
discussed below at paragraphs 260 to 262. The remaining provisionsin section 140
were discussed above at paragraphs 214 to 216.

243. The secondary tax base for corporate incomeis"dividends'. Thistermisdefinedin
section 141 in terms of a"distribution” by a company that is not a"repayment of
capital”. Both of these terms are defined in section 165 and discussed below at
paragraphs 265 to 271. Unlike the secondary tax base for partnerships, trusts, and
resident's foreign branches, the definition of dividend will include distributions from
amountsthat are either exempt or fina withholding paymentsin the hands of the
distributing company.

244,  Section 142 deals with the taxation of shareholders. Asmentioned at paragraph 242,
shareholders are generally taxed with respect to dividends either by fina withholding tax
(resident companies) or by assessment (non-resident companies). Subdivision D, unlike
Subdivisions B, C, and E, does not provide for specific adjustments to the incomings for
sharesin companies. Thisisfor two reasons. Firstly, asdiscussed at paragraph 238, in
the case of trusts and companiesthereis no effort to seek to remove the temporary
double taxation that is addressed in the context of long-term contracts, partnerships, and
resident's foreign branches. Secondly, double taxation of corporate income under the
payments basis income tax isintended. Asmentioned at paragraph 241, this also means
the wash out of exemptions granted to a company and the double taxation of final
withholding payments received by acompany, i.e. on distribution. At worgt, thiswash
out or double taxation islimited to final withholding tax applied to dividends.

245.  However, where the shareholder is also a company, the distribution of corporate
income, exempt amounts, and final withholding payments to the corporate sharehol der

66



will giveriseto yet another level of fina withholding tax when the corporate
shareholder redistributes these amounts. Where thereisachain of corporate
shareholdings there isthe potentia for the final withholding tax on dividends to cascade
down the chain. To ameliorate this unintended effect, section 142(2) provides that
certain dividends distributed between resident companies are exempt from tax, i.e.
exempt from final withholding tax. Essentialy, the recipient company must hold 25
percent or more of the distributing company.

246.  Section 142(3) limits the exemption in section 142(2). It isnot available where the
shareholder isan "exempt organisation”. Thisterm isdefined in section 20 and was
discussed above at paragraph 68. In this case, adividend will be exempt only if it falls
within the organisation's exemption in section 20. Section 142(2) also does not apply to
dividends distributed on redeemabl e shares. Thisis because these types of sharesare
highly fungible with debt. Companiesin aloss position may essentially borrow funds
through the issue of redeemable shares. The deduction usually associated with interest
payments on debt is of little use to acompany with existing losses. By contrast, if the
exemption in section 142(2) applied to redeemable shares the effective lender may be
exempt on the effective interest received in the form of dividends, when the lender
would be taxable if interest were received. Thiswould, in essence, provide aloss
company with amechanism for passing the benefit of itslossesto alender.

Subdivision E: Foreigner's Symmetrican Branches and Other Foreign Branches

247.  Whether foreign branches, i.e. branches situated outside their owner's country of
residence, are treated under the Sampl e as taxpaying subjects depends on where they are
located. Section 145(1)(a) says that foreign branches that are situated domestically are
taxed with respect to their income but the owner isnot, i.e. the owner is exempt with
respect to such income. These branches are also subject to branch profitstax inorder to
provide asimilar treatment to subsidiaries owned by non-residents, see section 145(2)
and the discussion above at paragraph 32. By contrast, section 145(1)(b) saysthat other
foreign branches, i.e. those situated in foreign countries, are not taxpaying subjects,
rather the owner is taxed with respect to any taxable income of the branch. In this case,
the income or loss of the foreign branch is alocated to the owner, see section 145(3).

By contrast, only the income of adomestic branch of anon-resident is allocated to the
non-resident and not exceeding the branch's repatriated income. In either case, the
allocation is made in much the same manner as under Subdivision B applying to
partnerships. The remaining provisions of section 145 were discussed above at
paragraphs 214 to 216.

248. The second head of income tax in section 1(1) isthe branch profits tax, discussed
above at paragraphs 32 and 212. Section 146 calculates the tax base for this head of
income tax in terms of "repatriated income". Unlike branch profits taxes implemented
by some countries that subject all profits of abranch to the tax, the gpproach in the
Sampleisto tax only those profits that have left the country. "Repatriated income” of a
foreign branch for atax year is defined in section 146 by reference to "distributions’
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made during the year that are not "repayments of capital”. Both of thesetermsare
defined in section 165 and discussed below at paragraphs 265 to 271.

249. Thedefinition of "repatriated income" is similar to the definition of "dividends' in
the context of companies and the discussion above at paragraph 243 of section 141 is
relevant. Onedifferenceisthat in the case of foreign branches the secondary tax base
for branch income differs depending on the location of theforeign branch. That is, in
the case of domestic branches of non-residents the secondary tax baseis repatriated
income and in the case of branches situated in aforeign country it isthe income or loss
of the branch calculated under section 147. As mentioned above at paragraph 32, this
treatment of domestic foreign branchesis similar to resident subsidiaries of non-
residents. One differenceisthat in the case of subsidiariesincome tax on the secondary
tax base, i.e. dividends, is collected by way of final withholding tax under Division Il of
Part V. By contrast, income tax on the secondary tax base of domestic branchesis
collected from the branch through the instalment system under Division |11 of Part V.

250.  Section 147 calculates the foreign branch income or loss of aforeign branchina
similar manner as partnership income or lossis calculated under section 121. The
discussion above at paragraph 225 of section 121 is also relevant to section 147. One
differenceisthat, as mentioned above at paragraph 247, losses of a domestic branch of a
non-resident are not allocated to the non-resident. Therefore, in calculating the foreign
branch income of such abranch losses may be deducted under section 33.

251. Theapplication of section 148 to foreign branches and their owners substantially
reflects the application of section 122 to partnerships and their partners. The discussion
above at paragraphs 226 to 228 of section 122 isaso relevant to section 148. Section
148 issimpler than section 122 in that thereis no issue of allocating the income or loss
between partners. Theincome or loss of aforeign branch isall alocated to its owner.
As mentioned above at paragraph 247, adifference from the partnership provisionsis
that in the case of adomestic branch of anon-resident, foreign branch incomeis
allocated to the non-resident only to the extent of repatriated income of the branch.
Further, losses of the branch are not allocated. Section 148(4) ensuresthat branch
profitstax paid under the second head of income tax in section 1(1) by such abranchis
allocated to the non-resident owner together with other income tax paid by the branch.
The reason for alocating income and tax to such an owner when the owner has no direct
tax liability with respect to the branch income is that this tax may be further alocated to
other persons. For example, where the non-resident owner is a controlled foreign trust
or company the further allocation may be to abeneficiary or associated shareholder.

252.  Section 149 makes adjustments to the outgoings and incomings for an owner's
interest in aforeign branch. They are the same adjustments that are made in the context
of interests in partnerships under section 123. Therefore, the discussion above at
paragraphs 230 and 231 of section 123 is a so relevant to section 149.

Subdivision F: Controlled Foreign Trusts and Companies



253. ThisSubdivision differsfrom Subdivisions B to E in that it amends the treatment
relating to certain trusts and companies under Subdivisons C and D. The approach isto
treat these trusts and companies as distributing their unallocated income at the end of
each tax year. This causes atreatment similar to, but not the same as, that applying to
the income of partnerships and resident's foreign branches. The reason for the
Subdivision isto prevent deferral of taxation by residents with respect to their foreign
source income by holding fundsin non-resident trusts and companies. Theserulesare
typically complex and whether they should be adopted or not will depend on local
consderations. These rules may aso be adopted in asimplified but less precise form.
For example, Subdivisions C and D may be entirely overridden, al income of the trust
or company may be allocated to beneficiaries and shareholders at the end of atax year,
and all distributions made during the year exempted.

254,  The Subdivision appliesto "controlled foreign trusts' and "controlled foreign
companies’, phrasesthat are defined in section 105. These are non-resident trusts and
companiesin which an "associated" resident person holds an interest. "Associated
persons’ is defined in section 107 and was discussed above at paragraphs 207 to 209.
Thisinterest can be held directly or indirectly through other non-resident entities. For
example, Company A and Trust B are non-residents and Z isaresident. Company A
holds 51 percent of Trust B and Z holds 51 percent of Company A. By reason of section
107(2)(d)(i), Company A and Z are associates. Further, Z holdsadirect interest in
Company A and so Company A isacontrolled foreign company. Further, by reason of
section 107(2)(d)(i), Company A and Trust B are associates and, by reason of section
107(2)(d)(ii), because Company A isaso associated with Z, Trust B and Z are also
associates. AsZ holdsan indirect interest in Trust B, i.e. through Company A, Trust B
isacontrolled foreign trust.

255.  Thedefinitionin section 105 is further extended where this association with the non-
resident company or trust would bemet if not more than five residents were associated.
For example, V, W, X, Y, and Z are non-associated residents that each hold 12 percent
of Company C, anon-resident company. If V, W, X, Y, and Z were associated, they
would each be associated with Company C by reason of their aggregated holding in the
company exceeding 50 percent, see section 107(2)(d)(i). Therefore, asthey hold an
interest in Company C, Company C isacontrolled foreign company.

256.  Section 156(1) defines "unallocated income” of a controlled foreign trust or
company. Inthecase of atrust, thisisthe trust's "attributable income" under section 131
for atax year less the amount of that income that is allocated under section 133(2) for
theyear. The discussion above at paragraphs 233, 235, and 236 isrelevant in this
respect. The "unallocated income" of acontrolled foreign company isaso its
"attributable income" but thistime less dividends distributed during the year.
"Attributable income" of a controlled foreign company is defined in section 156(2). Itis
similar to the definition of that term in the case of trustsin section 131 and the
discussion above at paragraph 233 isrelevant.
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257.  Section 157(1) providesfor the distribution of unallocated income of a controlled
foreign trust or company. The provision only appliesto atrust or company that isa
controlled foreign trust or company at the end of the tax year inquestion. Any attempt
by aresident person to divest themselves of an interest in anon-resident trust or
company just before the end of the year in order to avoid the alocation under this
provision may be thwarted by section 69, the general anti-avoidancerule. This may
particularly be the case if the interest is re-acquired shortly after the end of the year.
Unallocated income is generally treated by section 157(1) as distributed in accordance
with beneficiariesrights to theincome. In some casesthis allocation may be difficult,
e.g. inthe case of adiscretionary trust or acompany with different classes of shares. In
this case, the tax administration is given power to provide an allocation.

258. Theamount treated as distributed to the beneficiarieswill be included in calculating
the income of the beneficiaries. 1nthe case of resdent beneficiaries, thiswill be
assessable income, e.g. under section 18 including by way of section 133(2)(c) or (3)(b),
and, therefore, may be taxed under the first head of income tax in section 1(1).
Importantly, where the beneficiary isapartnership, trust, or foreign branch, the
distribution will be included in calculating the entity's partnership income, attributable
income, or foreign branch income, respectively. Similarly, if the beneficiary isalso a
controlled foreign trust or company, the distribution will be included in calculating the
unallocated income of the trust or company. Returning to the example above at
paragraph 254, assume that Company A and Trust B do not have any distributions or
allocationsfor the tax year in question. In this case, section 157(1) will alocate 51
percent of the unallocated income of Trust B to Company A, which will beincluded in
calculating the unallocated income of Company A. 51 percent of the unallocated
income of Company A will beallocated to Z. The effect isto alocate 26% of the
unallocated income of Trust B to Z.

259. Incomethat istreated as distributed ("alocated") in one year may actualy be
distributed in afuture year. 1f both the alocation and the distribution are taxed, thereis
double taxation. Section 157(2) seeksto relieve this double taxation by granting a
beneficiary a deduction for amounts allocated under section 157(1). The deductionis
only permitted in atax year after the tax year of allocation and only to the extent of
allocations under the general provisions applicable to trusts and companies for the future
year, e.g. dlocation under section 133(3) and distributionsof dividends. The exception
isthat in the case of acontrolled foreign trust, the deduction can be used in the year of
allocation under section 157(1) to the extent of allocations made under section 133(3)
for that year. Thisallocation issimilar to dividends distributed by companies out of
prior years attributable income. However, under section 156(1), these distributions
reduce acompany's unallocated income but allocations under section 133(3) do not
reduce the unall ocated income of atrust.

260.  Section 157(3) appliesto controlled foreign companiesin asimilar manner as
sections 122(2), 133(4), and 148(2) apply to partnerships, trusts, and foreign branches,
respectively. The above discussion of those provisions at paragraphs 227, 238, and 251
isrelevant to section 157(3). Section 157(3) only appliesto controlled foreign
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companies whereas section 133(4)(a) will apply to amounts treated as distributed by
controlled foreign trusts by section 157(1). Unlike, SubdivisionsB, C, and E,
Subdivision D does not provide for the pass through of characterisation on the
distribution of dividends by companies. That is, dividendstypicaly have the character
of dividends and do not take their character from the income of the company from which
they may be considered distributed. Section 157(3) provides an exception to thisrule.
The main reason for thisis to facilitate underlying foreign tax relief, relief that is often
automatically available in the case of partnerships, trusts, and foreign branches, see
further the discussion below at paragraphs 311 to 316.

261. Section 157(3) appliesto al dividends distributed by a controlled foreign company
and not just those treated as distributed by section 157(1). However, in order to receive
the pass through of characterisation treatment, the recipient of the dividend must be an
associate of the company. This provision does not contain the additional requirement
that the recipient aso be acompany, asis often found in underlying foreign tax relief
systemsin practice. In the context of what is closeto full dividend relief for shareholder
and corporate income taxes under the Sample, see the discussion above at paragraphs 28
and 29, thisrestriction does not seem appropriate. Further, there does not seem to be
any situation in which this approach can be abused to reduce taxation. If countrieswish
to restrict underlying foreign tax relief only to resident companies, itisarelatively
simple matter to add this requirement to section 157(3).

262.  Sections 157(4) and (5) correspond to sections 122(3) and (4), 133(6) and (7), and
148(3) and (5) applying in the cases of partnerships, trusts, and foreign branches,
respectively. The above discussion of those provisions at paragraphs 228, 239, and 251
isrelevant to section 157(4) and (5). Section 157(4) and (5) also only apply to
controlled foreign companies. Section 133(6) and (7) will apply in the context of
controlled foreign trusts. Section 157(4) and (5) allocate tax paid or treated as paid by a
controlled foreign company to distributions to which section 157(3) applies. The effect
isthat shareholders associated with a controlled foreign company will be proportionately
allocated tax of the company with distributions of the company. Assuch tax istreated
as paid by an associated shareholder, the shareholder will be entitled to foreign tax
offsets under section 200 with respect to thetax. Section 157(3), (4), and (5) may have
an extended operation by reason of section 175(3). The effect isthat domestic income
tax paid by aresident company is allocated to non-resident associated shareholders with
dividends received from the company. If such ashareholder isaso an entity, the
domestic tax may be further alocated (asforeign incometax) and, if allocated to a
resident beneficiary, the beneficiary may claim foreign tax offsets for the underlying
domestic tax.

263. Finally, section 158 supplements the treatment of outgoings and incomings for
interestsin trusts and companies discussed above at paragraphs 241 and 244. 1tis
targeted at removing the potential temporary double taxation towards which section 123
and 149 are targeted in the context of partnerships and foreign branches, respectively.
To that extent, the above discussion of those provisions at paragraphs 230, 231, and 252
isrelevant.
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Division III: General Provisions Applicable to Entities

264. ThisDivision contains a number of provisionsthat apply commonly to partnerships,
trusts, companies, and foreign branches. The Division is predominantly directed
towardsissues arising as aresult of the potential overlap of the payments basisincome
tax and the transactiona basisincometax. Thisisacomplex area because entities
effectively create two levels of transactional basisincome tax, adirect one at the entity
level and an indirect one with respect to interestsin entities held at the beneficiary level.

265.  Section 165(1) begins by defining the central concept of "distribution” by an entity.
Thisdefinition is particularly important with respect to the taxation of entities and their
beneficiaries. Distributions are often included in calculating income of beneficiaries
under the payments basisincome tax, e.g. by section 18(2)(a) and 133(2) and (3) with
respect to companies and trusts, respectively. They are aso taken into account under the
transactiona basisincometax, e.g. by sections 123 and 149 with respect to partnerships
and foreign branches, respectively.

266. "Didtribution" isdefined in terms of a"payment” by an entity to abeneficiary.
"Payment” is defined in section 41, see above discussion at paragraphs 103 and 104.
"Distribution™ potentially includes any payment by an entity to a beneficiary irrespective
of the capacity in which the beneficiary receives the payment, e.g. whether received as
beneficiary, employee, purchaser, or debt holder. Given the broad definition of
"payment”, the definition of "distribution™ is very broad but is subject to exclusions. A
payment by an entity to abeneficiary isnot adistribution to the extent that the
beneficiary makes areturn payment of an equal amount. For example, to the extent that
abeneficiary pays market value for goods sold by the entity, the transfer of the goods by
the entity isnot adistribution. Further, to the extent that the payment is, otherwise than
asadistribution, included in calculating the income of abeneficiary itisnot a
distribution by the entity. The sameistrue where the payment isafina withholding
payment of the beneficiary.

267.  Section 165(2) sub-categorises distributions by entities. These sub-categories often
result in differing tax consequences. Under section 165(3), adistribution can only be a
distribution of profits or arepayment of capital if it effectively reducesthe distributing
entity'sresources. This meansthat these types of distributionswill typicaly involve
payments under the first limb of the definition of "payment” in section 41 but may
involve a payment under the second limb of that definition. Section 165(4) then
containsaprofits-first rule. To the extent that the market value of an entity's assets
exceeds the market value of itsliabilities and capital contributions, a distribution of this
typeisadistribution of profits. To the extent thereis no such excess, adistribution of
thistypeisarepayment of capital. Thisgenera profitsfirst ruleis used to minimisethe
potential for tax arbitrage, e.g. by entities streaming repayments of capital to taxable
persons and distributions of profitsto exempt persons. Often commercial law adopts a
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profits-first rule, athough usually only for companies. Whether thistax law profits-first
rule is necessary should be assessed according to local considerations such as these.

268.  Section 165(5) contains an exception to the profits-first rulein certain cases of
termination of interests in entities including buy-backs. The exception only applies
where distributions made in these circumstances are not referable to a share of profits of
the entity. Further, the entity must terminate sufficient of the beneficiary'sinterest in the
entity that after the termination the beneficiary isno longer an "associate”" of the entity.
"Associate” is defined in section 107 and discussed above at paragraphs 207 to 209.
Thismeansthat it is not necessarily sufficient for the beneficiary to part with all their
interestsin the entity. The beneficiary must also sever al substantial connections with
the entity including, e.g. any indirect holdings and holdings of relatives. Where these
conditions are met, the profits-first rule is replaced with arule considering the
distribution as proportionately adistribution of profits and arepayment of capital. For
example, this provision will apply when entities are liquidated.

269.  Inorder to balance the broad definition of distribution of profits, section 165(6)
contains a broad definition of "capital contribution”. Under section 165(4), capital
contributions effectively reduce the amount of distributions considered distributions of
profits and increases those considered arepayment of capital. Reflecting section 165(1),
a"capita contribution” is potentially any payment under thefirst or second limb of the
definition of "payment" in section 41, discussed above at paragraphs 103 and 104, made
by abeneficiary or potentia beneficiary to an entity. The exceptions are to the extent
that the entity makes areturn payment to the beneficiary or the payment is an exempt
amount, final withholding payment, or included in calculating the entity'sincome.
Despite the broad definition, someinformal value transfersto an entity will not be a
capital contribution. An exampleisagift to an entity that is made "in respect of" a
business or investment of the entity, which must be included in calculating the entity's
income under section 17(2)(f) or 18(2)(e). These provisions do not apply in the case of
gifts by associates of an entity, the most likely type of beneficiary to make agift to an
entity. Such gifts by such abeneficiary will be treated as a capital contribution. Further,
if the"in respect of" nexusisnot met, agift to an entity by abeneficiary will be a capital
contributionin any case. Capitalisations of profits are also not acapital contribution and
the distribution of capitalised profits by an entity will be adistribution of profits.

270.  Section 166 isashort provision setting out the treatment of an entity with respect to
capital contributions to and distributions by the entity. The approach under the Sample
is, from the perspective of an entity, to ignoreinterestsin the entity. It would be
possible to set up a consistent treatment, particularly under the transactional basis
incometax, by treating interestsin entities asliabilities of the entity. This treatment
would, perhaps, be closer to economic reality. However, it isnot an approach used in
practice and is not used in the Sample. Accordingly, the definition of "ligbility" in
section 78 specifically excludes an entity's rights and obligations with respect to an
interest of abeneficiary inthe entity.
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271.  Any distribution of an entity that is not adistribution of profits or arepayment of
capital isa"distribution of acollateral benefit", see section 165(7). These distributions
will typically consist of payments under the third and fourth limbs of the definition of
"payment” in section 41, discussed above at paragraphs 103 and 104. The effect of
distributions of thistypeisto cause an entity to not derive income but, rather, provide a
benefit directly to the beneficiary, i.e. the distribution to the beneficiary represents
notiona income of the entity. For example, acompany may have a property available
for rent but permits a shareholder to stay init for free. There are two approachesto the
taxation of thistype of benefit. Oneisthe same asisused in the context of employee
fringe benefits. The notional income of the company may be ignored and the benefit
fully included in calculating the income of the beneficiary.

272.  Thisapproach appears incons stent with taxing corporate income twice under the
Sample, i.e. once to the company and a second time by way of final withholding tax on
distribution. The alternate approach isto include the notional income in calculating the
income of the entity and otherwise treat the distribution of acollateral benefit in the
same manner as any other distribution of profits. Thisisthe approach takeninthe
Sample under section 167(1). Thisissue could aso be addressed through an
equalisation tax by requiring entities to match distributions with taxed profits and to the
extent they cannot impose a make-up tax. However, an equalisation tax will have other
effects. It may aso tax distributions of unrealised gains and wash out other preferences
such as direct exemptions and foreign tax relief. Thistreatment isinconsistent with the
treatment of income derived directly by individuals and has been avoided in the Sample
on that basis. A more principled approach to the quasi-realisation of unrealised gains,
e.g. through borrowing, was discussed above at paragraph 174.

273. Nevertheless, section 167(1) does create someinconsi stency with the treatment of
individuals. Individuals are not taxed with respect to notional income, e.g. notional rent
isnot allocated under the Sample to individualswho live in their own homes. Inthe
context of an individual, thisis consistent with the basic approach under the Sampl e of
not taxing wealth created unlessit is paid for by athird party, see discussion above at
paragraph 107. In the context of an entity, it may be argued that the entity isbeing paid
for wealth created that is represented by distributions of collateral benefits, i.e. the
beneficiaries pay in the form of alowing to entity to usetheir capital. Even if the entity
islooked through, often it will be agroup of persons managing and owning the entity
that will be receiving the payment in the form of the use of capital. Inthese
circumstances, the taxation of the notional income to the entity may bejustified.

274.  Whilethisjustification for taxation appears convincing in the case of widely held
entities, it isless so in the case of closely held entities, particular those actingin a
passive manner. In this case, asthe beneficiary may have conducted the passive activity
directly, to tax the entity's notional income but not to tax if the beneficiary conducts the
activity isto prefer form over substance. To thisend, section 167(2) adopts alimited
exception to section 167(1). The exception only appliesto entitiesthat are closely held
by individuals and where the collateral benefit is provided outside the course of a
business of the entity. Similar to the case of an individual in the same situation,
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deductions are denied for amounts to the extent that they relate to the provision of the
collateral benefit. For example, this exception may apply where adeceased individual
places the family home in trust and the surviving spouse is permitted to live in the home
rent free. By reason of section 167(2), the notional rent will not be taxable to the trust
but the trust cannot claim deductions with respect to the home, e.g. rates and utilities.

275.  Section 168 essentialy applies the market value rulesin sections 94(1) and (4) and
95 to dealings between entities and their beneficiaries. In this context, the above
discussion of those sections at paragraphs 189 and 194 isrelevant. The main difference
between section 94(1) and (4) and section 168(1) and (2) isthat under the latter
provisionsthe transferor may incur aloss on the transfer. Where the entity and the
beneficiary are associates, section 94(1) and (4) will override section 168(1) and (2) to
deny any such loss. Section 168 only applies with respect to the transactional basis
incometax. A transfer of an asset or liability between an entity and a beneficiary may
giveriseto again or loss from the realisation but may aso result in adistribution by the
entity or acapital contribution to the entity, e.g. where excessive or inadequate
consderation is provided for the transfer.

276.  Section 168(4) expressy excludes section 168 from applying to dealingsin interests
in entities between the entity and a beneficiary. Theissuing of interestsin entitiesis
governed by section 169. It also appliesto the transfer by an entity of an interest in
itsdlf, e.g. treasury stock. The general approach in section 169(1) is consistent with
section 168 in applying a market value rule to the new beneficiary. The only
circumstancesin which aperson islikely to acquire an interest in an entity from the
entity for other than market value is where the person either already holds an interest in
the entity or where the person is an associate of the entity. Where market valueis not
paid, there is an effective value shift either to or from the existing interests in the entity,
except in some circumstances outlined in section 169(2). Such avalue shift may be
abusive whereit isto or from a person associated with the entity. Value shiftsof this
type are dealt with in sections 173 and 174 and are discussed below at paragraphs 289 to
295. The market value rulein section 169(1) is consistent with these rules.

277.  Section 169(2) and (3) apply an exception to the market value rulein section 169(1).
They apply where the beneficiary already holds an interest in the entity, the new interest
isissued or transferred in respect of the existing interest, and there is avalue shift
between the two interests. They do not apply wherethereis an effective vaue shift
between interestsof different beneficiaries of the entity. In particular, section 169(2)
appliesto a proportionate bonusissue to all beneficiariesin an entity. 1t also applies
where the difference between the amount paid by abeneficiary for the new interest and
the market value of the interest is balanced by an opposite changein value of the
beneficiary’ sexisting interest. Where section 169(2) applies, section 169(3) substitutes
the market value rule with arule that spreads the net outgoings for the old and new
interests over both interests according to their market value.

278. Thecancellation of an interest in an entity or the transfer of such an interest to the
entity, e.g. in the case of abuy back, typically givesrise to both payments basis and
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transactional basisincome tax consequences. Any payment by the entity to the
beneficiary for the cancellation or transfer will be adistribution by the entity. Any part
of thisdistribution that is not arepayment of capital may be subject to payments basis
income tax treatment, depending on the type of entity involved. Any part thatisa
repayment of capital is subject to transactional basisincometax treatment. The extent to
which such adistribution is arepayment of capital is determined under section 165,
discussed above at paragraphs 265 to 269. The quantity of such adistributionis
typically determined in accordance with section 55. Section 170(1) provides an
exception to this approach where the entity and the beneficiary whose interest is
cancelled or transferred are associates. In this case the beneficiary istreated asreceiving
amarket value distribution for parting with the interest in the entity. Thisis consistent
with the approach in sections 94 and 95. Section 95 would not apply in this case
because section 78 specifically excludes an entity's obligations with respect to an interest
in the entity from the definition of "liability".

279.  Where an entity purchases an interest in itself on arecognised stock exchange,
section 170(2) provides an exception to the combination payments basis and
transactional basisincome tax treatment discussed in the last paragraph. The reason for
this exception isthat beneficiaries selling on the stock exchange will typically be subject
to transactiona basisincome tax treatment only with respect to amounts derived for the
sale. Further, dueto the anonymity of salesin the ordinary course of business on a stock
exchange, a beneficiary will not know that it isthe entity that is buying the interest.
Section 170(2) seeksto ensure that a beneficiary has the same tax consequences in these
circumstances irrespective of who isthe buyer. Thisrule may not be necessary for
countriesthat do not permit entities to buy interestsin themselves.

280. Section 170(2) effectively provides the selling beneficiary with transactional basis
incometax treatment only. The entity isthen treated asthe holder of theinterest in itself
and cancelling that interest for a payment equal to the one made to the beneficiary for
theinterest. Thisdeemed payment would be divided into a profits portion and a
repayment of capital portion calculated in accordance with section 165(5). The profits
portion may be subject to, e.g. dividend withholding tax. The capital portion will be
treated as received in respect of the cancellation of the interest. Thismay resultin aloss
for the entity from the realisation of the interest. The overall effect of section 170(2) is
similar to that which would have applied to the beneficiary if both the payments basis
and transactional basisincome taxeswere applied asusua. Thedifferenceisthat the
entity may realise aloss that is offset by the beneficiary realisng asmaller loss or
realising again fromthesale.

281.  Sections 33(2)(c), 94, and 200(3)(b) permit, in limited circumstances, the direct
transfer of tax attributes to and from entities, see discussion above at paragraphs 93 to 95
and 189 to 193 and below at paragraph 316. As mentioned at paragraph 42, thisis
essentially an issue of looking through the form in which abusiness or investment is
held and looking to economic substance. Section 171 is of an opposite nature in seeking
to prevent an indirect transfer of tax attributes of an entity to persons who do not own or
are not commonly owned with the entity. A provision of this natureis recommended in
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order to prevent tax arbitrage irrespective of whether the corresponding provisions are
implemented to permit the direct transfer of entity tax attributes. Section 171(1)
prevents the carry forward of tax attributes under the transactional basisincome tax. It
treats an entity asrealising all its assets and liabilities where there is a change of 50
percent or morein the underlying ownership of the entity within athree year period.
Thislevel of underlying ownership is consistent with that required for the direct transfer
of tax attributes to associates. Section 90, discussed above at paragraph 185, will apply
amarket valueruleto theredlisation. Theresult isthat the entity will realise any
previoudly unrealised gains and losses just before the change. This, combined with
section 171(2), prevents the purchaser of an entity indirectly obtaining access to these
tax attributes.

282.  Section 171(2) deniesthe carry forward of certain tax attributes of an entity under
the payments basisincome tax where a change in ownership of the entity occurs. The
provision aso appliesto the carry back of tax attributes, where that is possible. The tax
attributes described in section 171(2) are self-explanatory. Section 171(1) and (2) may
apply in tandem, e.g. where section 171(1) causesthe realisation of alossthat is not
available to be carried forward by reason of section 171(2)(a). Section 171(3) applies
therulesin section 171(2) to parts of tax years.

283. Section 172 isalso of an anti-abuse nature. It isprimarily targeted at the indirect
removal of profits from an entity in amanner that avoids taxation that would occur if the
profits were distributed, e.g. the final withholding tax on dividends. Thismight occur,
e.g. where aforeign parent sells sharesin adomestic subsidiary (with retained profits) to
another resident company (the "acquirer"). The acquirer may try to remove the profits
exempt from tax by reason of section 142(2), discussed above at paragraphs 245 and
246. Further, the foreign parent will not be subject to tax on atransactional basis with
respect to any gain on the sharesrealised. The shareswill not be “domestic assets’ as
defined in section 76, so the gain will not have a domestic source by reason of section
68(3)(a), and, therefore, the gain will not be included in the parent’ s assessable income
under section 15(1)(b). Such a scheme would only result in deferral of the dividend tax
since the dividend tax would be levied whenever the subsidiary’ s profits were ultimately
redistributed to a shareholder not entitled to the benefit of section 142(2). However, as
the distribution islikely to cause the value of the sharesinthe subsidiary to drop, thereis
also the potential for the acquirer to throw up aloss by disposing of the shares post
distribution.

284.  Section 172 addresses this Situation by treating the payment by the acquirer to the
foreign parent for the sharesin the subsidiary as a distribution of dividends by the
subsidiary to the parent. Such a payment would, therefore, giveriseto afina
withholding tax liability. Thistreatment will aso reduce the outgoings of the acquirer
for the sharesin the subsidiary, removing the potentia for any loss where those shares
arefurther realised by the acquirer.

285. Sections 173 and 174 provide rulesthat seek to restrict arbitrage that might
otherwise occur dueto the dual application of the transactional basisincometax and its
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interaction with the payments basisincome tax where entities are involved. In
particular, it istargeted at the shifting of value between assets and liabilitiesheld in an
entity by persons who are associates of the entity. Vaue shifting may occur in other
cases, e.g. the cancelling of one direct interest in an asset that causes another direct
interest in the asset held by an associated person to increase in value. Thisform of value
shifting does not involve an entity and is not specifically dealt with by the Sample.
Rather, it isviewed as an issue of identifying atransfer and, therefore, apayment. The
cancellation will effect atransfer of the person'sinterest in the asset to the associate.
Section 94(1) will typically provide market valuetreatment for such atransfer. Where
the transferred interest merges into the associate's existing interest, it will be a cost
incurred inimproving the existing interest and so included in the outgoings for the
existing interest.

286. By contrast, value shifting between independent partiesis viewed as an issue of
allocation of payment under the Sample. For example, aperson downgrades aright
against athird party in return for an associate of the third party granting rightsto an
associate of the person. The granting of rights by the third party's associate is a payment
under section 41(1)(b). Under section 60(2) the tax administration may treat the
payment as made to the person in respect of the downgrade of that person'sright. It
would, therefore, be treated as an incoming with respect to the downgraded right. The
same approach applieswhere the rights or liabilities are held in an entity that is not an
associate of the person holding therights. For example, the same approach would apply
where an interest of abeneficiary in an entity is cancelled by the entity but asubsidiary
of the entity issues an interest to an associate of the beneficiary.

287.  Importantly, thistreatment of value shifting cannot be avoided through the use of
back-to-back arrangements with independent parties. For example, assume with respect
to the last exampl e that the subsidiary does not issue an interest to an associate of the
beneficiary. Rather, abank that isindependent from the entity and its subsidiary makes
an agreement with the associate of the beneficiary that in the event that the beneficiary's
interest in the entity is cancelled, the bank will make a payment to the associate. The
subsidiary of the entity makes a separate agreement with the bank to indemnify the bank
with respect to any payment under this agreement. Under section 60(2)(c), the tax
administration may look through the agreement with the bank and the indemnification of
the bank and treat the payment by the bank as received by the beneficiary in respect of
the cancellation of theinterest in the entity. The broad anti-abuse powersin sections 62,
63, and 69 may aso apply in these types of circumstances.

288. Oneremaining areaof difficulty with respect to value shifting isthe use of entitiesto
shift value between associates. This may occur directly, i.e. where the shift in valueis
between various interestsin aparticular entity. In this case, thereisno relative change
in the value of the entity, only the assets and liabilitiesheld init. VVaue shifting between
interestsin entities of personswho are associates of the entities may also beindirect, i.e.
where valueis shifted out of aparticular entity and into an associate of the entity or vice
versa. There aretwo typesof indirect value shift. Firstly, an indirect value shift may be
aconsequence of adirect value shift such as where an entity holds the interest that value
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ismoved to or from. Alternately, an indirect value shift may, in certain circumstances,
result from an entity directly making a payment to or receiving a payment from an
associate for inadequate consideration, i.e. agift. The discussion proceeds to consider
these types of direct and indirect value shifting in the context of sections 173 and 174.

289. Thedirect value shifting provisionsin section 173 apply where an "event" occurs
with respect to an asset or liability held in an entity that causes an increase or decreasein
value of another asset or liability in the entity. "Event" is defined broadly in section
173(8) and essentialy involves an acquisition, realisation, or part acquisition or
realisation ("variation") of an asset or liability. Section 173 only applies where both
assets or liahilities are held by personswho are "associates' of the entity in question, see
definition of "associate" in section 107 discussed above at paragraphs 207 to 209. This
ensures that the arrangements in question are not made at arm'slength. Because of this,
invariably the event will give rise to market value consequences for the party holding the
asset or liability with respect to which the event occurs, e.g. under section 94 or 95 or,
where the asset is an interest in an entity, section 169 or 170. So, for example, the
issuing of a sharein acompany will be treated as acquired for market value or the
cancelling of ashare in acompany will be treated as realised for market value. This
treatment is appropriate and so section 173 does not apply to the asset or liability with
respect to which the event occurs.

290. Section 173 only appliesto the asset or liability held in the entity the value of which
isincreased or reduced by reason of the event. The problemisthat no event has
occurred with respect to this asset or liability that directly permits adjustment to its
incomings or outgoings such as to ensure that the Sample applies appropriately. 1t may
be that in many cases the genera provisions of the Sample may be applied to indirectly
provide an appropriate adjustment to this asset or liability, e.g. through the use of
sections 60(2), 62, 63, and 69. However, there may be certain circumstancesin which
such an adjustment is problematic. For example, in the case of acancellation of an
interest in an entity, there isno transfer of the interest to the entity and, further, such an
interest isnot a"liability" of the entity, see the definition of that termin section 78. In
this case there may be no payment made by the person whose interest is cancelled that
can be allocated under section 60(2) to the holding of say an increased value interest in
the entity. Further, the use of sections 60(2), 62, 63, and 69 require the exercise of
power by the tax administration. Section 173 applies automatically. Thisis appropriate
as section 173 encompasses some of the most likely scenarios in which value shifting
will occur.

291. Theadjustmentsrequired to the asset or liability into or from which value is moved
are provided by section 173(2) to (7). Effectively, those provisions adjust theincomings
or outgoings for the asset or liability in question. Wherethere isadecrease in value of
an asset, the person istreated asrealising part of the asset and deriving in respect of the
realisation an amount equal to the reduction in value. Any net outgoings for the asset
are apportioned to the part of the asset retained and the part treated as realised and so
this process may result in recognition of again. Any lossthat may result is not
recognised. Thisisconsistent with the approach in section 94. Wherethereisa
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decrease in the market value of aliability, the person'sincomings for the liability are
increased by asimilar amount. This process may also result in the recognition of again
but not aloss. Wherethereisan increasein the market value of an asset or liability, the
increase istreated as outgoings for the asset or liability.

292.  Section 174 deals with indirect value shifting. 1t applies where an entity holds the
asset or liability the incomings or outgoings for which are adjusted under section 173. It
also appliesto entities making giftsto or receiving gifts from associates. In either case,
thereisamovement of value between the entity and the associate. The difference
between these two cases of indirect value shifting isthat in thefirst case thereisno
actual payment to or from the entity but thereisin the second case. Vaueisalso shifted
between an entity and an associate where losses are transferred under section 33(1)(c) or
foreign income tax istransferred under section 200(3)(b). In order to ensure consistent
treatment, "gift" is defined in section 345 to include such transfers for inadequate
consideration.

293. Inthesecond case of indirect value shifting (see above at paragraph 288), if the gift
isby an entity to abeneficiary, it will typically be adistribution by the donor entity. If
the gift isto an associate of abeneficiary, it may still be adistribution if the tax
administration makes use of section 60(2). Section 174(1) alleviates the need for use of
section 60(2) and covers decreasesin vaue under section 173. It treats such movements
in vaue from an entity as a distribution to associates of the entity in proportion to their
interestsin the entity. The reverse Situation is where an entity receives avalue shift, e.g.
isthe donee of agift. Asmentioned in the discussion of section 165 above at paragraph
269, the receipt of agift will not beincluded in calculating the income of the donee
under section 17(2)(f) or 18(2)(e) where the donor and the donee are associates. Rather,
where the donee is an entity and the donor an associated beneficiary the gift istreated as
acontribution to the capital of the entity. Section 174(3) reflects section 174(1) by
treating value shifted into an entity by associates, whether under section 173 or asa
result of agift, asacontribution to capital made by associates of the entity in proportion
to their interestsin the entity. Effectively, thisresultsin an upward adjustment to the
outgoings for these interests.

294,  Section 174(1) and (3) deal with value shiftsto and from an entity by associates of
the entity, irrespective of whether they are aso beneficiaries of the entity. However,
those provisions adjust the treatment of the beneficiaries of the entity who are also
associates of the entity. Where the associated beneficiary in an entity (the "primary
entity") isitself an entity (the "secondary entity"), the value shift to or from the primary
entity should have asimilar proportionate effect on the value of interestsin the
secondary entity. Adjustments similar but proportionate to those made by section
174(1) and (3) are, therefore, appropriate. These adjustments are made by section
174(2) and (4). The provisions are recurrent and so further apply where an associated
beneficiary in the secondary entity isitself an entity, and so on.

295. Therulesin sections 173 and 174 are complex, difficult to apply, and represent but
one approach to value shifting. Many countries may not wish to adopt them but, rather,



rely totally on general anti-abuse rules. However, if entities are permitted to transfer tax
attributes such as under sections 33(1)(c), 94, and 200(3)(b), value-shifting rules are of
added importance. Another manner in which the issue may be addressed, if arbitrarily,
isby only permitting losses under the transactional basisincome tax to offset gains
under that income tax. This does not prevent potential abuse through value shifting, it
only focusesit in the transactional basisincome tax where most, but not all, value
shifting problems occur. Thisin turn will cause friction between the payments basis and
the transactiona basisincometaxes. This might occur where aperson has transactional
basislosses. The person may attempt to turn payments basis gainsinto transactional
basisgainsin order to use thelosses. Whatever approach istaken to value shifting, atax
administration should be aware of theissue and how to appropriately deal with it under
the income tax law.

296.  Section 175 provides special rules designed to provide the tax administration with
relief where domestic source income and losses are alocated to or through non-residents
under the entity provisions. As mentioned above at paragraphs 227, 238, 251, and 260,
amounts allocated under sections 122 (partnerships), 133 (trusts), 148 (foreign
branches), and 157 (controlled foreign companies) may retain their character in the
hands of abeneficiary. Wherethisalocation is of, e.g. domestic sourceincometo a
non-resident, the non-resident may be required to include the amount allocated in
calculating their assessable income and, therefore, required to file areturn of income.
This may be administratively inconvenient, particularly where such income is allocated
through anumber of non-resident entities. Further, where the non-resident beneficiary's
tax rate is lower than the tax rate imposed on the entity from which theincomeis
allocated, the non-resident may seek arefund of excesstax paid. Thisisalso true of
resident beneficiariesthat are allocated domestic source income through non-resident
entities. This scenario may also expose the tax administration to bogus claims for
refunds.

297. Inorder to addressthis situation, section 175(1) overridesthe sourcing rulesin
section 68 to treat certain domestic source income and losses that are derived or incurred
through entities as having aforeign source. Section 175(1) appliesin two cases. Firgtly,
it applies where the domestic source income or lossis derived or incurred by anon-
resident person through aresident entity. The second case is where domestic source
incomeis derived through anon-resident entity. The treatment of domestic source
income as foreign source income means that it will not be included in calculating
assessable income of non-resident beneficiaries. Thisrule does not apply to the
alocation of income of partnerships, which ispartly covered by section 122(5),
discussed above at paragraph 229, and where the administrative inconvenience appears
minimal. Section 175(2) overridesthe definition of "foreignincome tax" in section 345
to provide that domestic income tax paid with respect to income re-sourced under
section 175(1) istreated as foreign incometax. This rule means that such domestic
income tax may not be claimed as atax credit and, therefore, may not be the subject of a
refund claim. However, where aresident beneficiary isinvolved, foreign tax offsets
may be claimed with respect to such tax under section 200, see the discussion below at
paragraphs 312 to 314. Section 175(3) was discussed above at paragraph 262.
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PART IV: SPECIAL INDUSTRIES AND OFFSETS

298. Incontrastto Part 111 (which provides specia rulesthat apply to particular types of
persons), Part 1V provides specia rulesthat are particular to certain types of activity,
without particular reference to the type of person conducting the activity. Division |
coversinsurance, Division Il coversretirement savings, and Division 111 provides
specia offsetsfor persons deriving foreign source income.

Division I: Insurance Business

299. ThisDivision contains specid rules applicable to the insurance industry. 1t begins
with section 180, which contains definitions of some central concepts for the Division.
In particular, it distinguishes between "general insurance”" and "investment insurance'”.
"Investment insurance” isinsurance that contains an investment aspect, i.e. wherea
return on the premium paid is expected. Thistype of insurance is broader than but
includesthe classic province of lifeinsurance. "Genera insurance” is defined to cover
other types of insurance. Thefollowing sectionsin Division | proceed to consider the
treatment of premiums paid for insurance, the calculation of income from an insurance
business, and the treatment of proceeds from insurance. Thefirst and third of these
involve the treatment of personsinteracting with insurance businesses whereas the
second involves the tax treatment of such businesses. The second will be considered
before the first and third.

300. Section 182 providesfor calculating income from ageneral insurance business.
Premiums received in respect of insurance conducted by the business areincluded in
calculating income from the business. Thisis offset by adeduction for proceeds paidin
respect of such insurance. Otherwise, income from ageneral insurance businessis
calculated in the usual manner under Part 11. One particular issue with respect to
insurance businessis the fluctuating profitability of the business. Insurance businessis,
arguably, subject to greater fluctuationsin income and losses than many other forms of
business. Thisissueisgenerally addressed through the provision for loss carry forward.
However, in the case of insurance, thisis often viewed asinsufficient. One approach
often adopted is to permit insurance businesses to accrue a tax-free reserve, e.g. through
adeduction for aclamsreserve. Thisapproach is often aligned with the requirements
of prudential supervision of the insurance industry.

301. A disadvantage of this approach isthat it enablesthe insurance industry to create a
pool of tax-free funds that may be invested to derive areturn. No other industry is
permitted to save in this manner unless the receiptsin question consist of contributions
of capital to business. Typically such contributions are made out of taxed funds and
often thisis not the case with respect to premiums paid for general insurance. In
particular, the tax-free reserve approach discriminates against persons providing self-
insurance because they are not permitted to create tax-free reserves. Therefore, section
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182(3) addresses the volatility of insurance businessin adifferent manner. Instead of
permitting the creation of tax free reserves, genera insurance businesses may not only
carry forward losses but may carry them back for up to five years. The effect issimilar
to the reserve approach without permitting the investment of tax-free funds. Which
approach istaken, if any, to thevolatility of insurance business should be determined
according to local considerations. The same appliesto the length of the carry back
period if the carry back approach is adopted.

302. By contrast, the general approach under the Sampleisto treat investment insurance
inasimilar manner as an investment in shares of acompany. Thisisclear from the
manner in which income from an investment insurance businessis cal culated under
section 183. Asinthe case of capital contributions to companies, premiums received in
the course of conducting an investment insurance business are not included in
calculating income from the business. Similarly, proceeds paid on insurance by such a
business are not deductible. Given thistreatment, there is no apparent need to make
adjustments for any volatility of investment insurance business such as those made with
respect to general insurance.

303. Sections 181 and 184 deal with the treatment of an insured with respect to the
payment of insurance premiums and the recel pt of proceeds from insurance,
respectively. Section 181 states that the deductibility of premiums paid for insuranceis
generaly determined under the genera deduction provision in section 25, discussed
above at paragraphs 70 to 78. A deduction would not be available for premiums paid by
an individual for investment insurance of the individual because such premiumswould
be of acapita nature. Similarly, the general rule under section 184(1) isthat the
treatment of proceeds received from insurance is determined under section 66, discussed
above at paragraph 137, i.e. the treatment depends on the type of event insured against.
Thisisthe treatment under the payments basis income tax.

304. Thetreatment under the transactional basisincometax is split. If the insurance
covers alosswith respect to an asset or liability, the insuranceis not viewed as an asset
separate from the asset or liability, see the definition of "asset” in section 76 and the
discussion above at paragraph 155. Rather, premiums paid may be treated asan
outgoing for the asset or liability and the proceeds of insurance as an incoming. This
will typically be the case with general insurance and is consistent with the approach
taken to proceeds from insurance under the payments basisincometax. Where
insurance does not cover loss with respect to an asset or liability, theinsuranceisan
asset of itself and the premiums and proceeds may be outgoings and incomings with
respect to that asset. Thiswill often be the case with respect to investment insurance.

305.  Section 184(2) also requires specific mention. It requiresthe calculation of any gain
from investment insurance, i.e. the difference between premiums paid and proceeds
received. Thisamount istreated in the same manner asadividend. Therefore, where
such gains are received from aresident person, they are subject to afinal withholding
tax at the same rate as dividends. Where received from anon-resident person, the gain
isfully taxable but aforeign tax offset may be available under section 200 for any



foreign income tax paid with respect to the gain. The gain istreated in thisway because
the domestic country may not be sureif the funds from which the proceeds are paid have
been appropriately taxed.

Division II: Retirement Savings

306. ThisDivision followsthe general approach in Divison|. Retirement savingsis
singled our for specia treatment because of itsimportance, particularly with an
increasing proportion of the population consisting of retirees and the diminishing ability
or commitment of governments to appropriately provide for retirees. Thisisahighly
political areaand onethat isparticularly sensitiveto local considerations. In the usual
manner, the Sample simply provides one example of apossible approach. In many
cases this approach will not be appropriate, particularly where there is heavy
government involvement in the provision of benefitsto retirees. The approach under
this Division is standard in providing an incentive to save for retirement. Thisincentive
takes the form of alimited exclusion from income for contributions to an approved
retirement fund and exemption for income derived by such afund but taxation of all
funds removed from the fund. Therefore, the incentive is one of deferral only.

307.  Section 190 distinguishes between "approved retirement funds' and "unapproved
retirement funds'. These phrases are defined in section 190(2) asis "retirement fund",
which isdefined in terms of entities exclusively engaged in accepting and investing
retirement contributionsin order to provide retirement paymentsto individuals. All
retirement funds are unapproved unless they are approved by the tax administration in
accordance with requirements to be prescribed by the regulations. The Sample does not
provide an example of these requirements, which are likely to be highly subjective to
local considerations. These requirements may include some restrictions requiring
protection of funds invested with an approved fund and that retirement benefits are
withheld until beneficiaries reach some uniform retirement age.

308.  Section 192 providesfor the tax treatment of retirement funds. Unapproved
retirement funds are essentialy treated in the same manner as companies and investment
insurance businesses. This meansthat contributions to an unapproved retirement fund
are not taxed to the fund and retirement payments are not deductible. Income of an
unapproved retirement fund, calculated under Part |1 but subject to these rules, isfully
taxed to the fund. By contrast, an approved retirement fund is exempt from tax. Section
192(4) removes the benefits of approved retirement fund status where such afund ceases
to be approved. Theremoval isin the form of income tax calculated under that
provision and charged under the fourth head of section 1(1).

309. Sections 191 and 193 deal with contributions to retirement funds and retirement
payments, respectively. Under sections 191(1) and 193(1) the general deductibility of
these types of paymentsis determined under section 25. The exception iswith respect to
retirement payments made by aretirement fund, which are not deductible as mentioned
inthe last paragraph. Section 193(2) dealing with gains from an unapproved retirement



interest isin similar termsto section 184(2) and the above discussion of the latter
provision at paragraph 305 is relevant.

310. Thetreatment of retirement contributions to and retirement payments by an
approved retirement fund require further comment. Under section 191(2) an individua
may claim areduction in taxable income for retirement contributions made by the
individual to such afund. Thetota reduction claimed for atax year islimited by section
191(3) to a specific amount to be prescribed by the regulations. An absolute amount
limitation is viewed as more appropriate than a percentage of income limitation as high
tax rate individuals disproportionately benefit from the latter approach. Theleve of this
limitation must be adjusted to local considerations. Notably, an individual may claim
the reduction in respect of retirement contributions made on behalf of aspouse. The
limit provided in section 191(3) should be aggregated for spousesin order to facilitate
thisprovision. Theintention isthat couples are encouraged to save for the retirement of
both spouses irrespective of who in the couple derivesincome. The effective exemption
of funds used to contribute to an approved retirement fund and the exemption of the
fund is balanced by section 193(3), which provides for the taxation of retirement
payments received from an approved retirement fund. Where apay-out from an
approved retirement fund takes the form of alump sum, some bunching relief may be
provided by section 5(2), discussed above at paragraphs 20 and 21.

Division III: Foreign Tax Offsets

311.  Section 200 provides aresident person deriving foreign source income with foreign
tax offsetsfor foreign income tax paid by the person with respect to theincome. Section
200(5) provides a person with the alternative of smply claiming a deduction for foreign
incometax paid. Like personal offsets under section 115 and the medical costs offset
under section 116, discussed above at paragraphs 218 to 222, foreign tax offsets directly
reduce income tax payable by a person under thefirst head of section 1(1), see above at
paragraph 17. The granting of foreign tax offsetsis cons stent with the principle of
source country entitlement. This principleistypically recognised by countries either
exempting foreign source income of residents or providing aforeign tax credit for
foreign income tax paid with respect to such income. Which approach is adopted will
depend on anumber of factors including the contentious issue as to which approach is
more efficient and local considerations. In particular, the foreign tax credit method is
generaly viewed as more complex and so the level of sophistication of the tax
administration may be an issuein selection. In the usual manner, the Sample provides
but one example of arelatively smple foreign tax credit system. The reasonswhy the
Sample usesthe word "offset” instead of "credit" were discussed above at paragraph 17.

312.  Section 200(1) entitles "resident persons’ to claim foreign tax offsetsfor "foreign
incometax" paid with respect to their "taxable foreign income”. "Resident person” is
defined in sections 108 to 110 and was discussed above at paragraphs 210 to 212.
Importantly, it includes a domestic branch of anon-resident. This meansthat such
branches may claim foreign tax offsets in the same manner as domestic subsidiaries of



foreign parents and is consistent with their smilar treatment under the Sample. "Foreign
incometax" is defined in section 345 and "taxable foreign income" in section 200(7).
"Taxable foreign income" is defined by reference to "foreign source income”, whichis
essentially defined in section 68. However, "foreign source income" may have an
extended meaning by reason of section 175, discussed above at paragraphs 296 and 297.
Similarly, "foreign incometax" may have an extended meaning by reason of section
175.

313. Asaresult of these definitions, resident beneficiaries will often be ableto claim
foreign tax offsets with respect to income tax paid by an entity, or treated as paid by an
entity. For example, thiswill be the case with resident’s foreign branches by reason of
the allocation of foreign income tax paid by such branchesto their owners under section
148(4), discussed above at paragraph 251. Thisis because the beneficiary istreated as
having paid the tax, thereby triggering the right to aforeign tax offset under section 200.
Thisisalsotruein the case of atrust, provided the resident beneficiary is allocated the
foreignincomein the year in which it is derived under section 133(2) rather than section
133(3), see section 133(4) and (7) and the discussion above at paragraphs 238 and 239.
These provisions can work in tandem to provide aforeign tax offset. For example,
foreign income tax paid by aforeign branch of aresident trust will betreated as paid by
the trust under section 148(4) and may further be treated as paid by a beneficiary under
section 133(7). Section 200(6) ensures that the amount of any offset isincluded in
calculating the person's taxable foreign income, i.e. it ensures gross-up. This provision
isrequired, e.g. where abeneficiary of atrust isentitled to attributable income of the
trust net of tax.

314. Theeffect of the treatment discussed in the last paragraph isto provide underlying
foreign tax relief. Foreign income tax is not typically alocated from companiesto their
shareholders under the Sample. The exception isin the case of controlled foreign
companies. Theincome of a controlled foreign company may be allocated to certain
resident shareholders of the company under section 157(1). Further, foreign income tax
paid by the company with respect to itsincome may be treated as paid by shareholders
who are associates of the company under section 157(5), see discussion above at
paragraph 262. The effect isagain to provide underlying foreign tax relief but only with
respect to shareholders who are associates of the company and only where the company
in question isa controlled foreign company. All non-resident companies that have an
associated resident shareholder fall within this category. Asdiscussed above at
paragraph 262, this treatment may be extended to distributions of resident companiesin
limited circumstances as aresult of section 175(3).

315.  Section 200(2) provides for the manner in which foreign tax offsets are calcul ated.
Thisisdone on a country-by-country basis. Asdiscussed above at paragraph 146, this
makes it necessary to specifically identify the foreign country in which incomeis
sourced. The foreign tax offset for income sourced in a particular country islimited to
the average rate of domestic income tax payable by the person for the tax year in
guestion. Thisrateis calculated under section 200(7). The country-by-country
limitation is designed to minimise any incentive to invest in low-tax countriesin order to
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use up excess foreign income tax paid to high-tax countries. Aswith many other issues,
thislimitation should be adjusted to local considerations.

316.  Section 200(3) provides somerelief from the restrictive manner in which foreign
income tax may be used as aresult of section 200(2). Firstly, it permits excessforeign
income tax (i.e. excess resulting from the limitation in section 200(2)) to be carried
forward for usein future tax yearsin asimilar manner to excess losses under section 33,
i.e. subject to acountry-by-country limitation. Further, a person may transfer excess
foreign income tax to an associate of the person subject to the country-by-country
limitation and the requirements of section 200(4). These requirements are essentialy
the same asthose required for the transfer of losses under section 33(3) and the
discussion above at paragraphs 93 to 95 isrelevant. As mentioned above at paragraph
42, thisisthelast of the three mannersin which tax attributes may be transferred
between an entity and an associate under the Sample. The overall treatment of excess
foreign income tax is consistent with the treatment of excess |osses subject to one
exception. The restriction on the set off of investment losses against business income,
discussed above at paragraph 92, is not reflected in the treatment of excessforeign
incometax. Thereasonsfor thisrestriction, discussed at paragraphs 35 to 39, do not
appear as pertinent in the case of excessforeign income tax.

PART V: TAX PAYMENT PROCEDURE

317. ThisPart and Part VI are what are conventionally considered the tax administration
provisions. These provisions may be structured along a number of logical lines and the
one adopted by the Sampleisjust one example. Part V containswhat isreferred to as
the "Tax Payment Procedure”. It isan effort to bring together most al administrative
provisionsinvolving the payment of tax. "Tax" in this sense must be understood in the
broad context defined in section 205, which includes not just income tax but also
interest, penalties, and certain other payments in the context of recovering tax. By
contrast, Part VI is concerned with administration of the Sample by the tax
administration authority.

318. PartV isstructured under six divisions. The Part follows the common approach in
the Sample of beginning with a central concepts division, in this case entitled " General
Obligations'. Division | setsout general obligations regarding the payment of tax,
including the method and timing of payment. The following divisionslargely follow the
process of paying tax. Division Il beginswith the earliest point at which income tax
may be payable during atax year, i.e. by withholding from payments. Division il
continues with the next point of payment, whichis by instalment. Division IV deals
with the traditional income tax payment procedure, i.e. on assessment. DivisionV
continues by considering the consequences of non-compliance with the income tax
payment procedure. In particular, it deals with interest and penalties, offences, and
various methods of recovery of tax. Importantly, many of the provisionsin this Division
giveriseto atax, though not income tax, liability. Finaly, Divison VI deaswith
remission and refund of tax.
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Division I: General Obligations

319.  Section 205 isthe central provision in the Sample regarding payment of tax. It
begins by defining "tax". As mentioned above at paragraph 317, thisincludes not only
incometax but other amounts considered tax under the Sample such asinterest,
penalties, and certain other amounts. This approach isimportant because it ensures that
the interest, penalty, and recovery provisionsall apply to these amounts. Section 205(2)
proceeds to identify the methods by which tax is payable, including by withholding, by
instalment, on assessment, and on notification. Section 205(3) requirestax to be paid in
the form and at the place prescribed by the tax administration.

320.  Section 206 deals with timing the payment of tax. The Sample makesadistinction
between tax that is due and tax that is due and payable. Tax isgenerally due when all
the events needed to giveriseto aliability to pay the tax have occurred. Whentaxis
dueit isadebt owed to the government. Tax may be payable some time after it isdue.
The amount of time given for payment should be adjusted to local conventions. When
tax is payable, the tax administration may use the recovery procedure in DivisionV to
recover thetax. The distinction between tax due and tax due and payableisused in
some of the recovery provisionswhere, e.g. the tax administration may secureits
position with respect to tax that is due but not yet payable. Of course, this position may
be secured through the granting of a more general power to the tax administration. This
approach is avoided because in certain situationsit may be open to abuse by the tax
administration. Whether adistinction between tax due and tax due and payableis
adopted is yet another issue that must be decided after accounting for local
considerations. Another useful consequence of clearly identifying all payments
considered tax isthat one provision can be used permitting the tax administration to
extend the time for payment. This permission is provided by section 206(4).

321. A genera obligation imposed on persons that is aconsequence of the requirement to
pay tax isthe requirement to maintain documentation. Documentationisrequiredin
order that the tax base may be calculated and in order that information provided to the
tax administration may be audited. The documentsthat a person must maintain under
section 207 are consistent with these purposes. The length of time for which documents
must be maintained and the language in which they must be kept areissuesfor loca
consderation. Often the length of time coincides with that provided by a general statute
of limitations.

Division II: Income Tax Payable by Withholding

322. ThisDivision requires withholding of tax from certain payments that have a
domestic source. The "source" of a payment is determined in accordance with section
68, discussed above at paragraphs 140 to 146. The obligation to withhold is generally
only imposed on resident payers. However, under section 213 a non-resident person



may elect to withhold under thisDivision. A non-resident person may make this
election in order to make the further election under section 222(3) that certain payments
received by the person are not fina withholding payments. Thisfurther election will
mean that non-resident persons can claim deductions in order to reduce their tax liability
with respect to what would otherwise be final withholding payments. Thiswas
discussed above at paragraph 85. The distinction between "resident” and "non-resident”
persons was discussed above at paragraphs 210 to 212. The treatment of domestic
branches of non-residents as resident personsis again important in this regard as such
branches will be required to withhold under this Division.

323. Theobligation to withhold does not apply to all types of payments. It applies
comprehensively to paymentsfor services. Payments by an employer to beincluded in
calculating the income of an employee are subject to withholding under section 210.
Importantly, al forms of payments of thistype are covered, including in-kind payments.
The Sampl e takes the approach that if an employer, or any other person liable to
withhold tax under the Division, makes an in-kind payment, it is up to the payer to
arrange with the payee how the tax isto be paid and to make that payment. Therate of
tax to be withheld under section 210 isto be prescribed by the regulations. These rates
are often outlined in tables and, in the context of resident employees, are adjusted for
marginal tax rates and personal offsets. Theseratestypically permit anindividua's main
employer to apply the standard tax rate schedule and offsets to the individual's income
from the employment.

324.  Other employers and payersfor serviceswill not easily be able to identify an
appropriate rate for withholding. Therefore, an arbitrary rate must be used in these
cases. Inthe case of secondary employers, thisis often equal to the highest margina
rate. Thereason for thisisthat employees are not subject to the instalment system and
thereisapotential for tax deferra if tax isnot withheld at arelatively high rate. By
contrast, other payeesfor services, e.g. independent contractors, are subject to the
instalment system. They will be able to credit any tax withheld during a quarter against
their quarterly tax instalment. In this casethe potential for deferral is substantialy less
and alower rate may be viewed as appropriate. Thisisthe approach adopted in the
Sample where the rate applied to payments of service feesto residentsisthe same asthe
final withholding rate for non-resident payees, see section 212(1). As mentioned above
at paragraphs 30 and 31, thisis aso the rate for non-resident employees with respect to
thelr taxable income and so isthe rate at which resident employersare required to
withhold tax from payments to such employees.

325.  Withholding is aso required from investment returns as outlined in section 211. In
the case of these types of payments, it is expected that a substantial amount of the
payment will often remain subject to taxation on assessment even after deductions are
claimed, although thiswill not always bethe case. Further, where such payments have a
domestic source and are paid to non-residents they are likely to represent wealth created
or value added domestically and, on that basis, justify source based taxation, see the
discussion above at paragraphs 141 and 142. For these reasons, investment returns are
subject to withholding tax under the Sample. The rate selected isuniform and the
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reasons for this were discussed above at paragraphs 30 and 81. Persons for whom the
tax withheld is not afinal withholding tax, will credit tax withheld during a quarter
against their quarterly tax instalment.

326. Other payments are not subject to withholding tax. In this case, the percentage of
the payment that represents value added, if any, will be unclear. Many countries do
impose a general withholding tax at alow rate on all contract payments. However,
inevitably thereis adispute asto the rate of thiswithholding tax and how it appliesin
the context of non-resident payees. The approach taken in the Sample isto give the tax
administration power to require withholding from contract payments to non-residents in
specific cases, see section 212(2). For example, this power may be used with respect to
insurance premiums paid by residentsto non-resident insurers. Otherwise, the Sample
relies on the tax instalment system with respect to contract payments. Particularly ina
domestic context, it isfelt that tax administration resources are better alocated to robust
enforcement of atax instalment system, that can be seen to be fair, rather than an
arbitrary withholding tax that is difficult to enforce and justify. Further, greater reliance
on the tax instalment system, which must be enforced in any case, smplifies
withholding requirements for payers.

327.  Another manner in which the withholding system is ssmplified is by providing
uniform rates of withholding. The more rates applied to different types of paymentsand
payees the more difficult it isfor the payer who must make the distinctionsin order to
correctly withhold. The obvious example is where a payer must determine the residence
of apayeein order to determine the appropriate rate of withholding. Another method of
simplifying the withholding tax system isto exclude from its ambit persons acting in a
private capacity. Therefore, individuals making payments outside the conduct of a
business are not required to withhold tax. Thisis another areain which resources may
be better allocated to enforcing the instalment system than to enforcing the withholding
system on persons who may have difficulty understanding and complying with that
system.

328.  Section 220 moves to the administration side of withholding. Again, itis
emphasised that the Sample provides but one approach to withholding. The withholding
procedure is another issue that should be adjusted to local considerations, particularly
with respect to issues such as the timing of reporting requirements. Section 220 requires
awithholding agent, i.e. aperson under an obligation to withhold under Division 11, to
file monthly statements with the tax administration specifying details of withholding by
the agent. Importantly, tax withheld is required to be paid with the filing of the
statement. If awithholding agent failsto withhold tax, they are required to pay to the
tax administration the amount that they should have withheld. The withholding agent is
entitled to recover any such payment from the withholdee, i.e. the person receiving the
payment subject to withholding. The only circumstance in which the withholdee is
liable for payment of an amount that should have been withheld iswhere the
withholding agent both fails to withhold and does not make the payment to the tax
administration as required.
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329. A withholding agent is required to give the withholdee a certificate regarding
amounts withheld from payments to the withholdee, see section 221. The withholdeeis
required to attach any such certificates received to the withholde€'s return of income for
the relevant tax year, see section 235(2)(c)(i). Inthe case of employees, these
certificates are to be provided yearly, and in other cases monthly.

330. Section 222 isan important provision that identifies final withholding payments.
The gross amount of these payments constitutes the tax base for income tax charged
under the third head of section 1(1). Asmentioned above at paragraphs 28 and 29, al
dividends distributed by resident companies are fina withholding payments. Further as
mentioned above at paragraphs 305 and 309, gains from investment insurance and
unapproved retirement interests are treated similarly. Further, al payments to non-
residents that are subject to withholding are primafacie final withholding payments.
Again, as domestic branches of non-residents are treated as resident persons, many
payments to such a branch that are subject to withholding will not be final withholding
payments. Further as mentioned above at paragraph 322, non-residents that make an
election under section 213 to act as awithholding agent and do so may further elect that
payments subject to withholding, other than dividends and similar payments, are not
final withholding payments. Section 222 also defines"investment final withholding
payments'. Thisdefinition is particularly relevant to the limitation on deduction of
certain fina withholding payments under section 27, discussed above at paragraphs 80
to 86.

331. Incontrast to section 222, section 223 deal s with withholding tax that is not afinal
tax. Section 222 provides atax credit to the withholdee for tax withheld. Thistax will
reduce any liability to pay tax by instalments aswell as be taken into account in
determining the withholde€'s overall income tax liability for atax year on assessment,
see discussion below at paragraphs 332 and 333. Section 223 proceeds to ensure that
any tax withheld isincluded in calculating the withholdee's income, i.e. gross-up.
Finally, as mentioned above at paragraphs 228 and 239, the allocation rules under the
partnership and trust regimes may treat tax paid by apartnership or trust "asthough the
tax were withheld from a payment" to a partner or beneficiary, i.e. under sections 122(4)
and 133(7). Inthis casethe partner or beneficiary will be entitled to atax credit under
section 223.

Division III: Income Tax Payable by Instalment

332. ThisDivision providesfor the payment of incometax by a person by quarterly
instalments during atax year based on an estimate of the person's taxable income for the
year. It co-ordinates with the payment of income tax by withholding under Division 1,
see above at paragraphs 324 to 327 for the interaction with the withholding tax system.
Payment of tax by instalmentsisfundamentally different from payment of tax by
withholding. Withholding requires a person'stax to be paid by athird party, whereas
under an instalment system the person paystheir owntax. A similarity between these
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two systemsisthat the tax paid under them is generally adjusted at the end of the tax
period, i.e. they are preliminary and typically do not involve afinal payment of tax.

333. Theobligation to pay income tax by instalments under section 230 does not apply to
an individual who only has employment income for atax year. Section 230(2) sets out
the timing of instalment payments. Thistiming is based on three monthly intervals.
Importantly and for the reasons mentioned above at paragraph 100, thistiming varies
from person to person depending on their tax year. Section 230(3) providesabasic
formulafor calculating the amount of an instalment. It isaprogressive formulathat
adjustsinstalments during the year, e.g. for changes in circumstances, in an attempt to
ensure that the amount of tax paid by instalment by the end of atax year is reasonably
sufficient to meet the person'sfull tax liability for the year. Therefore, the amount of a
particular instalment is adjusted for tax paid by prior instalment, tax withheld from
payments that are not final withholding payments, and, in the case of individuas, any
potential claim for amedical costs offset under section 116. Section 230(4) provides
that instalments of an amount below a small threshold may be disregarded. This
threshold must be adjusted to suit local considerations. Aswith withholding tax that is
not final, incometax paid by instalment is credited against the instalment payer's find
tax liability.

334.  Section 231 providesfor the estimation of tax payable by aperson that isused in
section 230 in calculating the person'sliability to pay tax by instalments. The Sample
requires aperson to estimate by the time of the first instalment for atax year the amount
of tax to be payable by the person for the whole year. Many countriespermit persons to
usetheir tax liability for the previous tax year for this purpose. This approach often
proves substantially inaccurate. The Sample primarily requires an actua estimate, with
the potential to change an estimate during the year with consequent adjustmentsto the
calculation of future instalments under the formulain section 230(3). The potential for
tax deferral through low estimatesis addressed through an interest charge under section
251. Thetax administration is provided with a power to exempt a person or class of
persons from providing an estimate, e.g. small taxpayers. In this case the tax
administration will make the estimate for the person, which may be based on taxable
income of the previoustax year. The tax administrationisalso given power to override
an actual estimate of a person.

Division IV: Income Tax Payable on Assessment

335.  Asmentioned above at paragraph 332, income tax payable by withholding and
instalment is only a preliminary tax liability (other than where withholding isfinal).
This Division provides for an overall assessment of a person'sincome tax liability under
thefirst head of section 1(1) for atax year with an appropriate accounting for any tax
paid by withholding or ingalment. In the usual manner, it providesfor thefiling of a
return of income with the tax administration and an assessment of that return. However,
in most casesthisisadeemed assessment that isonly relevant for purposes of triggering
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the availability of administrative review. That is, the Sample generally adopts self-
assessment, with appropriate safeguards.

336.  Section 235 providesfor thefiling of returns of income. Thisisarelatively
straightforward provision. Thetimefor filing, i.e. 3 months after the end of atax year, is
only an example. Asdiscussed above at paragraph 100, thistime runs from the end of
the person’'s own tax year and not from the end of any standard tax year. Thismeans
that the tax administration will not receive dl returns of income a the sametime. There
isno formal requirement that areturn of income be prepared with any professional
assistance. However, where there is such assistance, the professional must sign the
return and if in disagreement with the return must provide a statement of reasons, to be
attached to thereturn. Professionalswho assist in preparing areturn that isinaccurate
may be liable for penatiesand guilty of an offence, e.g. see sections 254 and 265.
Section 235(5) gives the tax administration power to require a person to file an early
return in particular circumstances. This provision must beread in light of sections 281
and 321. In particular, under section 321 the tax administration may require any person
to create adocument. Thiswould enable the tax administration to require a person to
prepare areturn of income on behalf of another person, e.g. require an executor to
prepare areturn on behalf of adeceased individual.

337.  Section 235 potentially requires al personsto file areturn of income for atax year,
e.g. it does not include any jurisdictional limitations. Section 236 sets out the
circumstances in which areturn of incomeis not required. A person with no tax payable
for atax year under the first two heads of income tax in section 1(1) is not required to
fileareturn of income. Thiswill exclude from the obligation to file most non-residents
aswell as persons who only derive exempt income or income subject to final
withholding tax and those whose tax payable is reduced to nil, e.g. through claiming
personal offsets, medical costs offset, or foreign tax offsets. Section 236 also excludes
an individual who only hasincome from one employment. As mentioned above at
paragraph 18, the effect of section 1(4) isto turn wage withholding tax into afinal
withholding tax, athough it is not formally treated as such by the Sample. Section
236(b) reflects this by not requiring individual s subject to thistreatment to file areturn
of income.

338.  Section 237 isa standard provision enabling the tax administration to extend the
timefor filing areturn of income. The length of extension isan issue for local
consideration. An example of 60 daysis provided by section 237.

339.  Section 240 providesfor self-assessment. Thefiling of areturn of income and even
the non-filing of areturn of income are treated as an assessment on the due date for the
filing of thereturn. Thisdeeming provision is offset by the power of the tax
administration to raise assessments under sections 241 and 242. Where the tax
administration makes use of these powers to raise an assessment, the person in question
must be served with a notice of assessment under section 243.
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340.  Section 241 concerns jeopardy assessments, i.e. assessments raised in circumstances
where there is concern for securing that payment of tax will be made. This provision
works in tandem with section 235(5) under which the tax administration may require a
person to file an early return of income. Importantly, under section 206(3)(c) the time at
which tax must be paid by reason of section 241 isbasically at the discretion of the tax
administration. Thisis provided the relevant notice of assessment or notice requiring a
return of incomeis served on the personin question. In principle but subject to general
restrictions on abuse of administrative powers, it is possible for the tax administration to
make ajeopardy assessment and require immediate payment of the tax assessed. |If
immediate payment is not forthcoming the tax administration could immediately
proceed to collect the amount of tax assessed under Divison V. A jeopardy assessment
may befinal, in that it replaces the assessment that would otherwise take place at the end
of atax year, or preliminary, in which caseit will be adjusted when an end of year return
of incomeisfiled.

341.  Section 242 provides the tax administration with a broad power to amend
assessments. Thisisanecessary balance to self-assessment but iscommon evenin
cases where full tax administration assessment isused. This power extendsto self-
assessments, jeopardy assessments, aswell as assessments amended under aprevious
use of section 242. The tax administration may amend an assessment in a manner
"consistent with the intention” of the Sample and using its "best judgement”. These are
the only substantive restrictions on exercise of the power. Thereisalso atimelimit
restriction, which is primarily an encouragement for the tax administration to perform its
dutiesin atimely fashion. Section 242(2) adopts ageneral time limit of three years but
this should be adjusted to local considerations. Section 242(3) provides an exception in
the case of fraud, in which case thereis no timelimit. Often this exception is not
adopted on grounds of administrative certainty and in order to focus administrative
resources on current tax liabilities. Thereisthe usual exclusion of amendment with
respect to issues that have been decided by acourt.

Division V: Non-Compliance

342. Thisrelatively lengthy Division deals with the consequences of non-compliance
with the tax payment procedure and the Samplein general. It isstructured under five
subdivisions. Thefirst two deal with the imposition of sanctions designed to discourage
non-compliance. These subdivisions are separated in order to emphasis the distinction
between the civil consequences of non-compliance and the criminal consequences.
Because non-compliance may give rise to both types of consegquence, Subdivisons A
and B follow the same format. Subdivision A provides the civil consequences. In
principle, it isnot concerned with punishment of anon-compliant person but, rather,
seeksto remove any financial incentive for non-compliance. 1n casesthat lack intent,
this often means a penalty in the nature of interest. However, wherethereisintent, itis
clear that the chance of not being discovered is an added financial benefit. Thisjustifies
asubstantially increased penalty in cases of intentional non-compliance.
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. Theinterest and penaltiesimposed by Subdivision A are imposed by the tax
administration. Thisis appropriate and in some waysis sSimilar to penalties imposed
under other civil relationships, e.g. penalties under acontract. By contrast, Subdivision
B dealswith the crimina consequences of non-compliance. It deals with punishing
persons who do not comply with the tax law. This punishment should be meted out in a
similar fashion to non-compliance with other laws and is clearly not an appropriate
matter to be dealt with by the tax administration. It is more appropriately administered
by a government agency such as the Public Prosecutor or the Ministry of Law and
Justice, with the penalty being imposed by a court having jurisdiction over criminal
cases.

. Subdivisions C and D provide the tax administration with broad powersfor the
collection of tax, and thisincludes both income tax as well asinterest and penalties but
not fines for offences under Subdivision B. Subdivisions C and D provide for recovery
from the person liable for tax aswell as, in certain circumstances, third parties,
respectively. Subdivision E deals with anumber of provisionsthat have common
application with respect to the other Subdivisions.

Subdivision A: Interest and Penalties

345

346.

. Theapproach in this Subdivision isto adopt aminimal number of provisions under
which interest and penalties may be imposed. It begins by focusing on the main
obligations of aperson liable to income tax and proceeds to cover aggravated non-
compliance where intent isan element. As mentioned at paragraph 342, the intention of
the interest and penalty provisionsisto remove any financia incentive for non-
compliance. Inthe case of the non-payment of tax, thisgoal is achieved by imposing
interest at amarket rate. In other cases of non-compliance, an issue isthe manner in
which the penalty iscalculated. In order to remove the financial incentive for non-
compliance, it seemsthat the amount of a penalty should vary depending on the amount
of tax potentially at risk. In the case of afailureto file astatement or maintain records,
the total amount of inclusionsin calculating income multiplied by the highest marginal
tax rateisused. In cases smacking with intention to reduce tax, it seems appropriate to
calculate penalties by reference to the amount of tax that might have been reduced. In
some cases it may be difficult to calculate thisamount. Often amore arbitrary approach
isadopted. However, any such approach should attempt to raise the level of penalties by
reference to the amount of tax at risk.

Section 250 coversthefailure of personsto maintain proper documentation under
section 207 or to file a statement with respect to withholding, an estimate of tax payable
for instalment purposes, or areturn of income. A failure with respect to any of these
matters may result in delay in the payment of tax. The penalty is calculated asthe
statutory interest rate applied to the tax at risk. Asmentioned above at paragraph 84,
thisisthe genera interest rate applied throughout the Sample.
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347.  Section 251 providesfor the imposition of interest where a person files an inaccurate
estimate of tax payable for instalment purposes. The need to prevent tax deferral
through underestimation of tax payable by instalments was discussed above at paragraph
334. Aninstalment payer is given aten percent margin for error before interest is
imposed. Theinterest isimposed at the statutory rate and only until suchtimeasa
return of incomeisto befiled. After thetimefor filing areturn of income, section 252
takesover. It isthe genera provision that imposesinterest for afallureto pay tax.
Again therate isthe statutory rate. Section 252 appliesto all "tax" as broadly defined in
section 205, see the discussion above at paragraph 319. Further, interest isimposed
wheretax isnot paid by thetimeit is"due and payable". Thistimeis determined under
section 206, discussed above at paragraph 320.

348.  Section 253 imposes heavier penalties where a person without reasonable excuse,
knowingly, or recklessly makes a misleading statement to the tax administration. This
provision aso appliesto omissions of asimilar nature. Section 254 appliesto persons
who knowingly or recklessly aid or abet another person to commit an offense. As
mentioned above at paragraph 336, this section may have particular relevance to tax
professional s providing other persons with assistance in preparing returns of income and
other documentation.

349.  Section 255 deals with the assessment of interest and penalties. This assessment is
conducted by the tax administration. Interest and penaties under Subdivision A are not
due and payable until the tax administration serves the offender with anotice of
assessment, see section 206(3)(e).

Subdivision B: Offences

350. Asmentioned at paragraph 342, this Subdivision broadly follows the format of
Subdivision A. However, in this case the fines and imprisonment that may be imposed
are not as directly influenced by the amount of tax at risk. Nevertheless, the examples of
fines and imprisonment under this Subdivision do generally represent atwo tiered
structure that varies depending on the amount of tax at risk. The appropriate level of
fine and imprisonment is subjective to local considerations and must be adjusted from
the examples provided. It isimportant to emphasisthat a court of competent jurisdiction
and not the tax administration imposes the fines and imprisonment under this
Subdivision. Indeed, the tax administration does not even have power to commence
criminal proceedings for an offence. The Public Prosecutor or other relevant
government agency must commence such proceedings but the tax administration is
given specific power in section 291 to lay information regarding an offence before the
Public Prosecutor. Finesare not within the definition of "tax" in section 205 and so the
tax administration has no rights with respect to the collection and recovery of fines. The
relevant court will have its own recovery mechanisms.

351.  Section 260 isthe genera offence provision. It appliesto al breaches of the
Sample. Thefollowing provisions apply to more specific breaches. The offencesin
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sections 261, 262, and 265 directly reflect the application of interest and penalties under
sections 252, 253, and 254, respectively. Thereis an additiona offence in section 263 of
impeding the tax administration, which may be particularly relevant where the tax
administration is exercising audit powers under sections 320 and 321. Finally, section
264 provides particularly heavy fines and imprisonment for certain offences by tax
officers and persons impersonating tax officers. This provision seeksto provide aclear
message to tax officersthat corruption at any level is not acceptable.

Subdivision C: Recovery of Tax from Tax Debtor

352. This Subdivision deals with the manner in which the tax administration may seek to
recover outstanding tax directly from the person who owes the tax (the "tax debtor"). In
the usual manner, it beginswith agenera approach and then proceeds to consider some
specific options. The genera approach isto suethe tax debtor. Thisisprovided for in
section 270. Therewill often be no need to resort to use of section 270. Thisisbecause
the recovery powers granted to the tax administration under the remainder of the
Subdivision and Subdivision D broadly correspond to those that courts exercise and the
tax administration does not need a court order to exercisethem. That is, if the tax
administration cannot recover the tax under the other provisions, it isunlikely that a
court would be able to recover the tax through its enforcement mechanisms.
Nevertheless, in some circumstances the tax administration may wish to obtain a court
order for payment of tax. For example, such an order may berequired in order to
bankrupt a person. This might be an appropriate action for the tax administration to take
in order to assist in protecting persons that deal with insolvents.

353.  Sections 271, 272, and 273 arerelated. The intention of these provisionsisto
provide the tax administration with a quick but appropriate mechanism for creating a
security interest in assets of atax debtor and the ability to realise that security through a
power of sale. Sections 271 and 272 deal with Situations giving rise to a security interest
in favour of the tax administration and section 273 with the power of sale. Section 271
essentially provides that when awithholding agent withholds tax from a payment under
Division Il thetax isheld in trust for the government. This ensures that the tax withheld
isnot generally available to the creditors of the withholding agent. 1f the withholding
agent should not have made the payment to the withholdee, e.g. dueto insolvency, the
creditors must seek claw-back of the payment, e.g. under the insolvency law. Where
claw-back is granted, the tax administration's claim to withheld tax will fail.

354.  Section 272 enables the tax administration to create a charge over the assets of atax
debtor. Many countries seek to provide the tax administration with automatic priority
over the assets of atax debtor. Thisappears unfair to other creditors of atax debtor. All
creditors of atax debtor, including the tax administration, should be treated in an even-
handed manner. Typically creditors may obtain a security interest in adebtor's property
through execution of acourt order. Asmentioned at paragraph 352, the approach under
the Sampleisto essentidly treat atax assessment under the Samplein the same manner
asacourt order for enforcement purposes. Therefore, it is consistent that the tax
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administration be able to create a security interest without obtaining a court order.
However, that interest in assets should be subject to prior interests obtained by third
parties and the tax administration should make it clear that they have a security interest
in order that other persons dealing with atax debtor become aware of the situation.

355. Tothisend, in order to create acharge over atax debtor's assets, the tax
administration must serve anotice on the tax debtor. As noted above at paragraph 320,
such anotice may be served where tax is due and payable by a person but also whereit
isonly dueif recovery of the tax when it becomes due and payableis at risk.
Importantly, in order to protect other persons dealing with the tax debtor, section 272(4)
delaysthe effect of acharge created by notice of the tax administration until the
happening of specific events, which vary depending on the type of asset in question. In
the case of land or buildings, the tax administration must apply to register the charge on
thetitle of the property. The precise mechanics of this provision will vary from country
to country. With respect to other tangible assets, the tax administration must take
possession of the assets in accordance with section 273, which deals with the tax
administration's power of sale. With respect to intangible assets, it ismore difficult to
provide the public with notice of the interest and in this case the Sample permits the
chargeto arise on the giving of theinitial notice. Where a particular country has public
registersin addition to those applying to land and buildings, e.g. with respect to
company charges, it may be appropriate to require the tax administration to apply for
registration before a charge becomes effective.

356.  Section 273 requires the tax administration to notify the tax debtor before selling
assets of the tax debtor that are charged in favour of the tax administration under section
271 or 272. Thisnoticeisin addition to but may be incorporated with a notice under
section 272. Once such anotice is served with respect to tangible assets, the tax
administration can take possession of the assets and may request the assistance of the
policefor this purpose. After taking possession the tax administration may sell or
otherwise deal with the assets after waiting a set period of time, which varies depending
on the type of tangible asset in question. The same applies to intangible assets without
the requirement that the tax administration take possession of the assets. Section 273
also deals with the manner in which proceeds from the sale of charged assets areto be

applied.

357.  Section 274 providesthe tax administration with power to prevent atax debtor from
leaving the country for a short period of time. Thismay give the tax administration time
to ascertain any assets that the tax debtor has and take action with respect to them.
Further, the tax administration may use thistime to report the tax debtor to the Public
Prosecutor in order that action can be taken with respect to any offences that may have
been committed by the tax debtor.

Subdivision D: Third Party Liability
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358.  This Subdivision sets out the circumstancesin which one person may effectively be
liable to pay tax on behalf of another person. It beginsin section 280 by imposing a
broad responsibility on persons involved in the management of entitiesfor offences
committed by their entities. These persons arereferred to as "officers', aterm defined in
section 280(5). All personswho are officers of an entity when the entity commits an
offence are treated as having committed the same offence. Further, where an entity fails
to pay tax, every current officer of the entity or person who was such an officer within
the previous six monthsisliable to pay the outstanding tax. The potential harshness of
these rulesis ameliorated by section 280(3), which provides officers with a defence.
The defence is consistent with generally accepted levels of care, diligence, and skill that
are expected of officersof entities. The formulation of this defence may need to be
varied to reflect thelocal formulation of duties of officers of entities.

359.  Section 281 potentialy makes receivers liable for tax of the person whose assets
they hold (the "tax debtor"). "Receivers' isdefined broadly in section 281(5) and covers
many persons who would fall within the definition of "trustee" in section 106, discussed
above at paragraph 206. Section 281 istriggered by notification by the tax
administration served on thereceiver. Inthiscase, the receiver must put aside the
amount of tax to be paid by the tax debtor, as set out in thenotice, from assetsin or
coming into the receiver's possession. A failureresultsin persond liability for the
receiver.

360. Section 282 essentially grants the tax administration a power of garnishee. The tax
administration may serve anotice on certain persons that are to pay amounts to atax
debtor requiring the amount to be paid to the tax administration instead. A classic use of
this power involves requiring an employer to make tax payments on behalf of an
employee or abank to make tax payments on behalf of a depositor.

361. Section 283 adopts asimilar approach with respect to agents of non-resident tax
debtors. Inthiscasethereisno requirement that a payment to the non-resident be
imminent or that the person constitute aformal agent of the non-resident. It isenough if
the person isin possession of an asset of the non-resident. This power will most often
be used with respect to resident agents but may have broader application. Section
283(3) contains an even stricter rule where the non-resident tax debtor is apartner of a
resident partnership. Inthiscase, the partnership and any resident partner may be made
liable for tax payable by the non-resident partner irrespective of whether the partnership
or resident partner holds assets of or owes money to the non-resident partner. However,
the rule only applies with respect to atax liability of the non-resident partner arising
with respect to income of the partnership. This approach is consistent with treating tax
liabilities with respect to partnership income as, in substance (though not in form), a
partnership liability. Partnersaretypically jointly and severally liable for partnership
liabilities.

Subdivision E: Proceedings Under Subdivisions B, C, and D
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362. This Subdivision contains anumber of provisions of genera application to offences
and the recovery procedure. Thefirst provisionisparticularly targeted at relieving
courts from potentially being swamped with prosecutions for tax offences. It provides
the tax administration with power to compound an offence under the Sample. As
mentioned above at paragraph 343, the general approach is that the tax administration
should not beinvolved in meting out punishment for criminal offences. Section 290 is
an exoeption to that approach that is based on administrative convenience. Under this
provision the tax administration can prevent the prosecution of a person for an offence
under the Sample. In order to use the power, the offender must sign aconfessionin
writing and pay afine. Thetax administration has no power to impose a prison
sentence. Further, because the tax administration isacting in ajudicia role, it must use
the powers of acourt to enforce any fine and not its own enforcement powers under the
Sample. Dueto the obvious conflict, the power to compound offences does not extend
to offences under section 264, which will typically be committed by tax officers.

363. Theimportance of the tax administration laying information before the Public
Prosecutor under section 291 was discussed above at paragraph 350. Section 292 isa
standard venue provision. By contrast, section 293 requires some further explanation.
Section 293(2) enables the tax administration to issue a certificate specifying the amount
of tax due or due and payable by aperson. It requiresjudicia notice of such acertificate
and so saves the tax administration from having to prove tax payable by regular judicial
methods.

Division VI: Remission and Refund

364. Thefina division of Part V dealswith forgiveness of atax liability and refunds
where a person has paid tax in excess of their liability. Section 300 grants the relevant
minister of the government the power to remit tax. Thispower may only be exercised
on certification by the tax administration that tax cannot be effectively collected. This
secondary requirement is a standard anti-abuse mechanism. By contrast, the tax
administration is given abroader power to remit penalties. Thisrecognisesthat in some
circumstances full adherenceto the penalty regime may work unfairly.

365.  Section 301 sets out the refund of tax mechanism. A refund isonly available where
the tax administration is satisfied that tax has been overpaid. The tax administration
may exercise this power irrespective of an application by the person concerned. An
application procedure is nevertheless provided in section 301(3), primarily in order to
enable the administrative review provisionsto operate with respect to decisions made by
the tax administration on such an application. Section 301(5) requires the tax
administration to pay interest on any tax refunded. This provision balances interest
payable by personswho do not pay their tax on time, see discussion above at paragraph
347. Therateisthe samein both instances. In practice, theinterest rate payable by the
tax administration is often less than that payable by taxpayers. Thisisanissuefor local
consideration.
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PART VI: ADMINISTRATION

366. ThisPart is concerned with the tax administration authority, its general powers, and
administrative review of itsdecisions. It isstructured under four divisions. Division |
concerns the basic structure of the tax administration. Division I concernsofficia
documentation under the Sample, which is generally issued or prescribed by the tax
administration. Division |11 contains the tax administration's information collection
powers. Finaly, Division IV dealswith review of decisions of the tax administration.

Division I: Officers of the Income Tax Service

367. The Sample adopts the approach of conferring powers on the head officer of the tax
administration. It isthen necessary to deal with delegation of these powers to other tax
officers. An alternate approach, often adopted, isto confer powers generally on the tax
administration. Inthiscasg, it isnecessary to limit the use of some powersto only tax
officersof acertain rank. Sometimestheissue of delegation isleft to theinterna
procedure of the tax administration. For reasons of certainty, particularly for persons
dealing with tax officers using powers under theincome tax law, it is preferable that at
least some broad demarcation of powersis madein theincometax law. Section 305
provides but one example of such ademarcation and thisissue must be adjusted to local
considerations. Some countries set up the tax administration under a separate law with
relative independence from the relevant ministry of the government, e.g. through a
revenue board law. While this approach may have advantages, it is not adopted in the
Sample.

Division II: Official Documentation

368.  Section 310 makes provision for amendment of the Sample by double tax treaty. In
jurisdictions where treaty law overrides domestic law, this provision may not be
necessary. The section makesit clear that the tax administration may assist aforeign tax
administration in collecting their income tax where thisisin accordance with adouble
tax treaty. The tax administration may use its recovery powersto collect foreign income
tax in the same manner asit collects domestic income tax, see the definition of "tax" in
section 205(1)(c). Section 310 providesthat a double tax treaty does not override certain
anti-abuse rulesin the Sample. Thisincludes the anti-treaty shopping or limitation of
benefits provision in section 310(4) and (5). Depending on the status of double tax
treaties under domestic law, for some countries such alimitation on the application of
treaties may have no effect. Thisisanother areawhere the provision must be adjusted to
local considerations.

369.  Section 311 provides a power to make regulations with respect to the application of

the Sample. The power isbroad and may be exercised with respect to virtually any issue
under the Sample. Typically however, regulations may only seek to implement an
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370.

371.

372.

incometax law. They cannot, of themselves, make law or change the income tax law.
Thisiswhy the Sample makes specific provision for making regulations with respect to
particular matters that might otherwise breach this boundary.

Section 312 enables the tax administration to issue practice notes. These noteswill
set out the manner in which the tax administration intends to administer the Sample,
particularly with respect to interpretation matters. In order to provide certainty to
persons subject to the Sample, the tax administration is estopped from applyingitina
manner contrary to that set out in acurrent practice note, i.e. practice notes are binding
on the tax administration.

Section 313 enables the tax administration to issue a private ruling to a particular
person with respect to tax issues arising for the person under the Sample. In the context
of saf-assessment, it isimportant that persons are able to obtain the tax administration's
position on contentiousissues in order to avoid the potential imposition of interest and
penalties. Where aperson makesfull disclosure and matters proceed as disclosed, the
tax administration is bound by aprivate ruling.

The remaining provisions of the Division contain somerelatively self-explanatory
provisions regarding documentation. Section 314 grants the tax administration a genera
power to specify the form of documentation under the Sample. Section 315 deals with
theissuing of taxpayer identification numbers. The use of common numbers and the
sharing of information across government departments and even tax offices, particularly
by way of computer, is an important aspect of tax administrationand collection. Section
316 deal swith service of documents under the Sample. It makes provision for service
of documents electronically, where the person to be served has previously agreed to this
method, and in the traditional manner. Section 317 is used to determine whether a
document issued under the Sampleis defective and provides amethod of rectification in
certain circumstances.

Division III: Audit and Information Collection

373.

This Division grants the tax administration two broad powersfor the collection of
information and then seeks to impose restrictions on the use of information collected.
Section 320 is very broad in granting the tax administration full and free accessto
premises, places, documents, and assets. Thisisthe primary power to be used in atax
audit. Thetax administration is also granted some residual powers that supplement this
general access power. Tax officers must be specifically authorised to use this power of
access and the occupier or other relevant person may request proof of this authorisation.
Such an occupier or person may be required to provide reasonabl e assistance to atax
officer exercising powers under section 320. Notably, this provision does not contain
any jurisdictional limitation. Thisissueisleft to the tax administration, which should be
consciousin exercising this power of potentially breaching laws of other countries. The
power does not permit the tax administration to forcibly enter premises. If accessis
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denied to particular premises, the person denying accessis guilty of an offence, e.g.
under section 263, and the tax administration should seek the assistance of the police.

374. By contrast, section 321 istargeted at persons providing information rather than tax
officersfinding physical or electronic information. The tax administration may require a
person to produce or create a specific document. Thereisalso adirect interrogatory
power whereby aperson may be required to attend a particular place and be examined
on oath by tax officers. Aswith section 320, the tax administration cannot use the
power in section 321 forcibly. A non-compliant person will be guilty of an offence and
remedy should be had in the criminal law. Both sections 320 and 321 purport to
overridethelaw of privilege. This means, e.g. that the tax administration may obtain
access to documents in the possession of lawyers regarding their clients. Thesameis
true of documentsthat are in the possession of a person and that tend to incriminate the
person. Whether such an overrideis possible or desirable must be determined according
to local considerations.

375.  Section 322 isintended to balance the broad powers granted to the tax
administration under sections 320 and 321. Subject to limited exceptions, tax officers
may not divulge information collected in performing their duties under the Sampleto
any person, including acourt. The main exceptions are where the divulgence is required
by the officer in order to perform the officer's functions under the Sample, e.g.
divulgenceto other tax officers, or asaresult of administrative review or other
proceedings with respect to amatter under the Sample. The same secrecy requirements
are imposed on a person receiving information from atax officer under an exception to
the tax officer's secrecy requirement. Breach of asecrecy requirement isviewed asa
serious offence and is subject to a stiff penalty and possible imprisonment under section
264(2).

Division IV: Administrative Review

376. ThisDivision sets up aprocedure for an aggrieved person to have decisions of the
tax administration under the Samplereviewed. Not al decisions of the tax
administration may be reviewed under this procedure but the Division does cover most
all decisons having adirect effect on the tax liability of a person. With respect to the
decisions covered by the Division, this procedure replaces standard avenues of judicial
review, see section 325(5). Again, such arestriction may not be possiblein certain
countries and the approach must be adjusted to suit local considerations. Decisions of
the tax administration that are not subject to review under this procedure may be
reviewed in the usual manner for judicia review of administrative action.

377. TheDivisionisstructured under three subdivisions. Thefirst dealswith aninternal
review by the tax administration. Thiswill often be the most efficient manner in which
to resolve disputes between the tax administration and persons subject to the income tax
law. It hasthe potential to be relatively quick and simple and not involve the expense of
court or tribunal proceedings. Subdivision B applies where the internal review by the
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tax administration does not resolve the dispute. 1n this case the matter may initialy be
appealed to a specialised incometax tribunal. It iscommon practiceto set up such a
tribunal, which may be presided over by tax experts who are not necessarily lawyers and
where the formalities and other restrictions of a court may be relaxed in the interests of
producing efficient resolutions to income tax matters. Appeal from the tribuna to the
mainstream courtsis provided in the usual manner. Subdivision C provides an example
of some provisions setting up an income tax tribunal (the "Income Tax Tribuna").

Subdivision A: Objections

378.  Section 325 isthe central provision for thisDivision. It sets out the decisions under
the Sample that may be the subject of administrative review under the Division. The
heads of reviewable decision are relatively self-explanatory and should be adjusted to
suit local considerations. Access to and the timing of review depends on the "making"
of areviewable decision. Thetiming of such adecision is determined under section
325(2). There are some circumstances in which a person might be effectively denied
review by the tax administration failing to make adecision. Therefore, section 325(3)
and (4) set out certain circumstances in which a person may treat afailure by the tax
administration to make a decision as adecision.

379.  Section 326 incorporates the interna review procedure, i.e. an objection procedure.
In order to set the procedure in motion, a person aggrieved by areviewable decision
must file with the tax administration an objection setting out the grounds on which the
person objectsto the decision. Importantly, the filing of an objection does not of itself
effect astay or otherwise limit the enforceability of areviewable decison. This means
that, in principle, the tax administration can proceed to collect tax in atax assessment
that is objected to. Many countries take a percentage of tax in dispute approach under
which only apart of any tax in dispute must be paid. However, such an approach is
potentially open to abusive delay in the payment of tax and may put recovery at risk, e.g.
where the person in question isin the process of becoming insolvent. Therefore, the
Sample requiresfull payment of tax but subject to discretion in the tax administration to
stay inwhole or in part the operation of areviewable decision. The person may also
seek such astay from the Income Tax Tribunal. The objection process gives the tax
administration an opportunity to reconsider the decision in question and amend the
decision in any respect or disallow the objection.

Subdivision B: Appeal

380. Section 330 allows a person aggrieved by an objection decision to apped to the
Income Tax Tribunal. Similar to the effect of an objection mentioned above at
paragraph 379, the filing of anotice of appeal does not stay an objection decision but the
person may apply to the tax administration or the Income Tax Tribunal for such astay.
In hearing an appeal, the Income Tax Tribunal must determine the facts and make a
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decision. In making adecision, the Tribunal can exercise any power available to the tax
administration under the Sample, i.e. thisisareview on the merits.

381. Section 331 provides an example of afurther appeal from adecision of the Income
Tax Tribunal to aregular court. This procedure must be adjusted to local considerations,
including court rules. The provision contains apower to stay the decision appeaed
against, which isin asimilar form to the one mentioned in the last paragraph. The court
may review adecision of the Tribuna only on questions of law, e.g. the court will
typicaly not adjust findings of fact.

Subdivision C: Income Tax Tribunal

382. Asmentioned above at paragraph 377, this Subdivision provides an exampl e of
some relatively simple provisions for setting up an income tax tribunal to review
decisions of the tax administration. The provisionsin this Subdivision are relatively
self-explanatory and the following discussion just highlights some particular features.
Section 337 seeksto provide substantial flexibility asto the procedures of the Income
Tax Tribunal, e.g. it isnot bound by rules of evidence. The sameistrue of hearings of
the Tribunal under section 338, e.g. an accountant is permitted to represent parties
before the Tribuna. The Tribunal isrequired to record its proceedings and publicise
them, subject to non-disclosure of confidential information, see section 339.

PART VII: INTERPRETATION AND CITATION

383. ThisPart incorporates the general definitions section and provides for citation of the
Sample. Often the genera definitions section is positioned at the front of an income tax
law. The Sample adopts the more direct approach of beginning with the central
charging provision. Further, as explained above at paragraph 11, most of the centra
definitions in the Sample are incorporated into the part of the Sample to which they are
most relevant. In thisregard, the main purpose of section 345 isto act as a cross-
referencing tool. To assist initsusability as an essential guide for navigation through
the Sample, the general definitions sectionis placed at the end of the Sample. Many of
the important definitions in section 345 have been discussed in the course of this
Commentary and so further discussion of particular definitionsis not pursued at this
point.

PART VIII: TRANSITIONAL

384. Thefina Part of the Sample provides an example of some basic transitional rules.
These rules assume that the law to be implemented will replace an existing income tax
law. Often it will not be sufficient to ssimply repeal the existing law and consideration
should be given to the operation of particular provisions, such as the application of the
interest and penalty, offence, recovery, and administrative review regimes. Further,
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some of the provisionsin the new law may be radically different from those in the
existing law and require particular trangitional rules. One example iswhere a country
does not presently have a comprehensive transactiona basisincome tax, e.g. acapital
gainstax. Inthiscase, theintention istypically to tax only gains accruing after
implementation of the new law. Market value outgoings are often ascribed to existing
assets and market value incomings to existing liabilitiesin thistype of case. This
requires personsto value all assets and liabilities subject to the transactional basis
incometax at or around the time the new law isto take effect. Another areathat may
require specific attention is the phasing out of concessions. The types of transitional
rules required will be highly subjective to local considerations and any existing income
tax law.
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