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Earlier this year, the Government passed legislation providing tax exemptions for individuals who qualified as transitional residents. The legislation surrounding the application of the transitional residency regime has been refined in the recently passed Taxation (Annual Rates, Savings Investment, and Miscellaneous Provisions) Act to align it with the policy intent of the exemption.

BACKGROUND
New Zealand tax residents are generally taxed on their worldwide income. This will include equity compensation received while a tax resident1 in New

Zealand, even if the compensation was earned during a period when the recipient was not a tax resident in New Zealand. For example, stock option income at exercise is generally taxable in New Zealand if the employee were granted the stock options in New Zealand, but has since left New Zealand and exercised such stock options while outside New Zealand.

Effective April 1, 2006, persons satisfying the “transitional resident” requirements will not be taxable on most of their foreign sourced income.

TRANSITIONAL RESIDENT RULES
A person will be a transitional resident if they:

1. Take up New Zealand tax residency on or after April 1, 2006, having previously not been a tax resident in New Zealand for at least 10 years, and 

2. Do not elect to defer, or opt out of, the transitional resident regime. 

The effect of the transitional resident rules is that foreign sourced income (including equity compensation) will not be taxable in New Zealand for a period of 48 months from the date that the person acquires domestic residency.

New Zealand has two tests of residency for a new arrival to New Zealand.

1. Based on the total days of presence in New Zealand in any 12 month period; and 

2. Based on the permanent place of abode (i.e., the place of residence and other facts and circumstances of the individual). 

If either of these tests is satisfied, the individual is treated as a domestic resident.

In relation to equity compensation, this means that to the extent that the compensation was earned during a period of employment outside New Zealand, and prior to becoming a transitional resident, the income will not be subject to tax in New Zealand. In determining whether an amount of equity compensation relates to employment inside or outside New Zealand, there are a number of relevant factors, including vesting criteria, that need to be considered. The OECD Model Commentary, which New Zealand follows, sources stock option income based on the employee's days in the country between the dates of grant and vest.

Even if the equity compensation is considered to be earned while in New Zealand, and therefore is not foreign sourced income, not all of it may be taxable in New Zealand provided the employee is a transitional resident at the time of receipt. There is an apportionment rule which reduces the value of the benefit by the ratio of:

	Days outside New Zealand between the dates of grant and vest 

	


	Total days between the dates of grant and vest


"Days between the dates of grant and vest" refers to total physical presence days as opposed to total workdays.

There is also an ability to opt out of the application of the transitional resident rules. This could be a valuable planning tool (e.g., an individual has foreign tax losses that they wish to offset against local taxes).

The legislation provides that the opt-out election be made in a manner acceptable to the Commissioner. Although no guidance is available, it is common practice for employees to make this election through the tax position taken in the first tax returned filed. Once an opt-out election is made, it is irrevocable and lasts until the individual ceases to be eligible to be a transitional resident.

WITHHOLDING REQUIREMENTS
Companies are not required to withhold income tax and ACC levies on the pro-rated amount or the full spread of stock options at exercise. Whether a recharge agreement is in place or not will not impact the withholding obligations of the company.

ACTION
Companies should:

· Review their employee communications to mobile employees to highlight this new rule and ensure that employees who pay their own taxes understand the implications of the opt-out election as it my affect their personal tax planning. 

· Ensure that the company tax equalization policy addresses the taxation of stock options and other employee equity programs such that mobile employees are not disadvantaged upon going on assignment. 



1 If the individual is a tax resident applying the transitional residents exemption or is a non resident for tax purposes, any benefit sourced outside New Zealand prior to the commencement of New Zealand tax residency will not be taxed in New Zealand.

If the individual is a tax resident where the transitional residents exemption is not taken or is not available to the individual, the full benefit will be taxable in New Zealand, but to the extent some or all of it is foreign sourced, a foreign tax credit will be allowed subject to the usual conditions.

Any benefit sourced through services performed in New Zealand will be taxed in New Zealand. The source of income in either case is determined on a pro rata basis from grant date to vesting date as per OECD commentary.
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