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Introduction

The Investment Savings and Insurance Association of NZ Inc. (“ISI”) appreciates the
opportunity to comment on the Inland Revenue and Treasury officials’ issues paper
“Allowing a zero percent tax rate for non residents investing in a PIE”.

ISl is the industry association representing the companies which issue or manage life
insurance, superannuation and managed funds.

ISI has 23 members and 18 associate members who collectively manage over S60
billion in collective investments on behalf of 1.3 million New Zealanders. ISI
members include all of the 6 default providers of KiwiSaver.

A list of members appears at the end of this submission.

ISI supports the broad policy behind encouraging international investors to invest
into NZ PIEs and we welcome the opportunity to submit on the officials’ paper.

Executive Summary

We recommend:

e introduction of Option 2 with a de minimis threshold test;

e allowing a PIE look through provision;

e allowing funds to be able to elect the higher rate (if they wish to minimise
compliance costs);

e As an alternative, the general PIR rate for non-resident investors could be
lowered to the mid PIR rate of 17.5% to reduce the over-taxation of non-resident
investors

e All dividends from New Zealand companies should be able to be taxed at a 0%
PIR.

Background
ISI agrees with the Capital Market Development Task Force that Capital Markets
matter and note the following

“In addition, there has been recent growth in pools of savings in financial markets as
a result of the establishment of KiwiSaver and changes to the tax settings for those
investing in portfolio investment entities (PIEs). These changes are adding depth and
liquidity to parts of our capital markets, and we should take advantage of them.”

ISI considers that providing a tax exemption for non residents investing in a NZ PIE is
critical (in combination with other regulatory measures) for establishing New
Zealand as a global hub providing market back-room and administrative services in
the longer term.
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With the development of any new policy we need to be careful that the compliance
costs do not outweigh the benefits being provided. However, we are confident that
the correct balance can be found.

We recommend that when evaluating these proposals they should be considered on
a wider basis, with the objective of attracting foreign investment into NZ. We
believe that this required tax framework can be achieved with minimal loss of
revenue and compliance costs (refer below).

ISI has a preference for the introduction of Option 2 but with the addition of
appropriate de minimis thresholds.

An alternative could be considered where non-residents are taxed at a flat PIR on all
income sources (foreign or New Zealand sourced), but recommend that the non-
resident PIR be reduced to 17.5%.

Discussion

Compliance Costs

It is essential that unnecessary compliance costs are not imposed on fund managers
and administrators. Fund managers must have the option of not allowing
international investors to elect the lower PIR rate.

Option 1 allows existing systems to be used to provide the zero rated benefits to non
resident investors. The major disadvantage of this option is that it limits the extent
that these funds can invest in New Zealand and this would not provide flexibility for
New Zealand residents who become non residents. This disadvantage is not likely to
be significant for non resident investors investing in an international portfolio which
would include minimal if any New Zealand investments.

Option 1 would require careful management of the relevant thresholds. Some
flexibility would be required on the amount of cash required to fund manage
significant redemptions and allow for correction of breaches in eligibility in a similar
manner as the current PIE rules.

For single sector funds investing directly Option 2 may not be too difficult to
implement as they will only have one type of taxable income and can manage any
threshold test. However, in some instances system development may still be
required to hold multiple PIE rates for a single investor depending on which type of
investment they hold

On the other hand, for diversified funds significant compliance costs would need to
be incurred to develop systems to track on a daily basis up to four different types of
income to the final investor and tax the different categories at their respective rate.
With the growth of KiwiSaver fund balances this development may need to be
considered by the industry in the future. In its absence, there is a risk that informed
KiwiSaver investors may well transfer money when they move offshore.



4.2

4.3

Investment Savings and Insurance Association of NZ Inc. Submission on Zero Percent Tax Rate for Non-Residents Investing in PIEs

To minimise compliance costs careful consideration also needs to be given to the
flow of additional information required by the Inland Revenue and to be provided to
investors.

ISI would appreciate the opportunity to work with officials on the best options to
minimise compliance costs. The provision of a default rate could be an alternative.

Default Ratefor non-residents

The current non-resident PIE tax rate of 30% (28% from 1 October 2010) will apply
for PIE funds that chose to continue with the status quo or apply option 1. As noted
in the Issues Paper at paragraph 1.3, the current treatment of non-resident investors
in a PIE is inconsistent with New Zealand’s sourced based taxation system. This leads
to the over-taxation of non-residents when compared to direct investment by non
residents. In particular, New Zealand sourced interest and dividends are in a majority
of situations subject to tax at a maximum rate of no more than 15%.

Over time the investment balances of KiwiSaver members will be significant. Some
of these New Zealanders may be on their OE (but see New Zealand as their longer
term home) or may have relocated to Australia (and eligible to transfer their
superannuation funds under the new trans-Tasman portability rules). The continued
taxation of the PIE income at 28% is likely to be a significant disincentive to many
New Zealanders to retain their retirement funds in a New Zealand KiwiSaver
account. In our view, this would contradict the intention of trying to make New
Zealand an attractive investment location and to grow and deepen our capital
markets.

We therefore recommend that consideration be given to lowering the general PIR
rate for non-residents to the mid PIR rate of 17.5% to reduce the over-taxation of
non-resident investors.

While this is not a perfect solution and will still result in foreign sourced income
being subject to tax in New Zealand, it does result in New Zealand sourced income
attributable to non-resident investors being taxed at a more appropriate rate.

We acknowledge however that a PIR rate of 17.5% will not be appropriate where a
PIE fund derives income from direct land interests (above a de minimis threshold)
and therefore, non-residents in such funds should be taxed at the highest PIR rate of
28% (from 1 October 2010).

For diversified funds which do not have direct interests in land above the de minimis
threshold (which should be easy to ascertain from their investment statements), a
reduction in the non-resident PIR rate should impose only minor additional
compliance costs on them.

Foreign Currency Hedging
Under both options but in particular Option 1 thought needs to be given to the
treatment of FX arrangements entered into as hedges on some or all of the exposure
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on international equities (e.g. hedging the portfolio to the base currency to be used
by the fund such as USD or possibly NZD). If these hedges were conducted offshore
directly by the international investor NZ would not have any taxing rights and the
New Zealand domestic banks could not provide this business.

Therefore, we agree with the principle outlined in the paper that these hedges
should be taxed in a manner similar to the underlying instrument. To the extent that
the international equities are held by an international investor no NZ tax should be
applied.

Hedging Mismatch

A tax mismatch exists for PIE resident investors as they are taxed under the FDR
regime while the FX derivative is fully taxed. This mismatch requires the fund
manager to gross up the hedge (to ensure the correct after-tax return). However, as
investors can apply differing PIR rates, a perfect hedge can never be obtained for all
investors. Therefore it was previously recommended to officials that for PIEs where
the hedge was over an international equity any underlying hedge of that exposure
should be taxed in a similar manner.

Given the comments above it is appropriate that this issue should be considered at
the same time as the legislative changes for non residents.

As submissions have previously been made on this point, we have kept comments to
a minimum. However additional analysis can be provided if required.

Derivative substitutes

Whilst outside the scope of the current discussion paper, further thought should be
given as to why a direct investment in an international equity investment should be
taxed in a different manner than a derivative offering exactly the same risk exposure.
Regardless of the final treatment of such instruments it needs to be very clear how
such derivatives will be treated and attributed if a threshold test is applied.

If the derivative is taxed in a similar manner as the underlying risk exposure, for NZ
investors no revenue is lost. For foreign investors, whilst it could be considered that
a concessionary rate is being applied, the reality is they would normally ensure that
these transactions are conducted offshore and no NZ tax would apply.

NZ Equities
From a compliance perspective, the fewer types of income that need to be traced for
a non-resident the better.

The proposal is to tax non-fully imputed dividends from New Zealand companies at a
15% or 30% PIR (depending on country of residence), and fully imputed dividends at
a 0% PIR. We consider all dividends from New Zealand companies can be taxed at a

0% PIR.
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A fully imputed dividend is clearly fully taxed and there should be no concerns about
their status.

A non-imputed dividend will arise if there are non-taxed NZ gains (from deliberate
policy settings) or from foreign sourced income which does not bear NZ tax. The
latter is clearly within the policy framework for the 0% PIR — foreign income of a non-
resident should not be taxed.

The former can be accessed on a liquidation. Further, we expect there would be
limited incentive to create such gains because a PIE is limited in its investment
holding in an NZ company and the NZ company is unable to stream imputed and
non-imputed dividends between its NZ shareholders and its PIE non-resident
shareholders. To the extent the 0% PIR is in a PIE with NZ investors, such streaming
would in any case create a liability for NZ PIE investors.

We therefore see limited risk and good policy reasons to support the compliance
driver for taxing all New Zealand dividends at a PIR of 0%.

We acknowledge that a non-resident would have a different result investing direct
(as NRWT would apply to non-fully imputed dividends). There is however a trade
off. Adirect investor will receive foreign tax credits on fully imputed dividends
through the use of the FITC regime. An investor via a PIE will not receive that
benefit. A foreign investor will be trading off a 0% rate via a PIE with the loss of
foreign tax credits on fully imputed dividends. As NZ dividends are fully imputed, or
at least imputed to the full extent possible, for the benefit of NZ investors, the
balance is likely to favour direct investment. Indirect investment is more likely to be
driven by the wider investment mandate of the PIE rather than its tax consequences.

To the extent that Officials have residual concerns that extending the 0% PIR was
open to manipulation, a threshold, of say 10% NZ equities, in the PIE’s portfolio
could be considered.

Threshold

A threshold test should apply under both Options 1 and 2. All funds have a mandate
of what they are able to invest in and the amount of cash they retain. As a general
rule this is always kept to minimum as it can cause tracking error when the fund’s
returns are compared to a benchmark index. However, a cash reserve is required to
fund applications and redemptions. Generally this is greater for international equity
funds where trades can take 2-3 days to complete before cleared funds are available
to be provided to investors.

It is the ISI view that there should be no restriction on the level of cash balances
when determining whether a PIE’s income meets the definition of foreign-sourced
income as appropriate limits will be provided by investment mandates. As noted in
the discussion document the proposed widely held exemption for AIL and NRWT
could also be applied to these cash holdings.
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Alternatively the threshold should be set at 10% and should be based on total assets
Flexibility will be required for temporary changes to allow for closing or set up of
large changes in holdings

This test should be conducted quarterly in line with the PIE eligibility criteria.

KiwiSaver

Given the Kiwi experience of working overseas it seems obvious that overtime these
balances will become material for both the investor and the Funds management
industry.

Without these changes why would people leave their balances in a NZ KiwiSaver
fund and be taxed at 30% when they can transfer their balance to an Australian fund
and be taxed at 15%? Please also refer to our comments in section 4.2.

PIE look through

Not all funds hold the assets directly and often invest through another PIE. The
benefits of these options should be also available to those funds which invest
through another PIE where it can be shown that the PIE that is invested in would
qualify. Without the ability to look through a PIE, funds that invest through a PIE
would need to invest directly, which could impact on the current wholesale fund
market and reduce some of the proposed benefits of these options, such as
economies of scale.

Specific Questions in Discussion Document
Specific responses to questions raised in your discussions paper are outlined below:

The funds management industry preferred option

For the reasons outlined above ISI has a preference for Option 2 with a de minimis
threshold test and with a facility to opt for a default rate. This would allow for initial
implementation and compliance costs to be minimised which will be important if the
long term objectives of this proposal are to be obtained.

If Option 2 was undertaken:
¢ No additional tax revenue would be lost. Option 1 may result in some loss of tax

revenue but this is not expected to be significant, being AIL or NRWT on the
interest on the cash holdings;

e For direct single sector funds the compliance costs are expected to be lower;

e Significant costs would be incurred by more diversified funds unless a default
rate was available for non-resident investors.

Whether and why a minimum level of NZ sourced income is useful under an option
that is generally restricted to vehicles investing in foreign sourced income
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Yes, a minimum threshold is necessary.

The appropriate level for the minimum threshold exemption

See section 4.7

Whether the minimum threshold level should be an income or asset test

An asset test is preferable for any calculation of the threshold level. Income tests
could be more volatile due to market movements

Whether the risks outlined in pages 4-7 to exempt foreign sourced income derived by
non-residents through a PIE are real risks, and the perceived likelihood of them
occurring.

We consider that these risks are overstated. Investors have the responsibility to
elect their correct PIR rate. Inland Revenue would then have responsibility to ensure
that NZ residents are electing the correct rate. Risks around these election already
exist today (i.e. withholding tax) so are not new.

The likelihood of the proposed benefits outlined in pages 3-4 occurring.

With the introduction of Option 2, increasing the scope to include inbound
investment into NZ will increase the potential benefits of these proposals.
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List of ISI Members

ISI| MEMBERS

AlA New Zealand

AMP Financial Services

Asteron Life Ltd

AXA New Zealand

BNZ Investments and Insurance
CIGNA Life Insurance NZ Ltd
Dorchester Life

Equitable Group

Fidelity Life Assurance Co Ltd

Gen Re LifeHealth

Hannover Life Re of Australasia Ltd
ING New Zealand Ltd

Kiwibank Ltd

Medical Assurance Society NZ Ltd
Mercer

Munich Reinsurance Co of Australasia Ltd
Public Trust

RGA Reinsurance Co. of Australia Ltd
Sovereign Ltd

Southsure Assurance

Swiss Re Life & Health Australia Ltd
TOWER New Zealand

Westpac/ BT Funds Management Ltd

Associate Members

Bell Gully Buddle Weir

BNP Paribas

Bravura Solutions

Burrowes & Co

Chapman Tripp

Davies Financial & Actuarial Ltd
Deloitte Touche Tohmatsu

DLA Phillips Fox

Ernst & Young

InvestmentLink (New Zealand) Ltd
KPMG

Kensington Swan

Melville Jessup Weaver

Minter Ellison Rudd Watts
Morningstar Research Ltd
PricewaterhouseCoopers
Russell McVeagh

Simpson Grierson



