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This Alert is based on the Income Tax Act 2025 (ITA2025) which was
approved in Parliament on 20 March 2025 and is due to come into
effect on 1 January 2026. In this article we summarise the following
International Tax implications -

* Foreign Tax Credit

Indirect Foreign Tax Credit

* Foreign losses

» Concept of Permanent Establishment
* Transfer Pricing

* Use of Tax Havens

* Thin Capitalisations

* Capital Gains Tax

e Foreign currency exchange gain or loss.

Itis evident from the proposed sections that the PNG government
is implementing some of the BEPS action points such as controlled
foreign company rules etc. A broad implementation of Pillar

2 measures, including a qualified domestic top-up tax and
qualified income inclusion rule, have not been drafted into the
[TA2025 as yet.

The changes for Foreign Contractor Tax, Withholding Taxes,
Trusts etc. are the subject of separate alerts and therefore not
repeated here.

Aresident taxpayer that derived assessable foreign income and
paid tax on the foreign income is allowed a foreign tax credit equal
to the lesser of:

* The foreign income tax paid; and

* The PNG income tax payable in respect of the assessable foreign
income.

The foreign tax credit is calculated separately for assessable
foreign business income (broadly defined but effectively includes
income derived from business activities such as income derived
from the investment of the capital of the business e.g. dividends
and interest; net foreign currency exchange gains etc.) and foreign
property income (dividend, interest etc. but does not include
amounts that are included in business income). This creates two
classes of foreign income with the tax credit limited to the PNG tax
on that class.

The foreign tax credit is only allowed where the resident taxpayer
has paid the foreign income tax within 2 years (or such further
period as the Commissioner General allows) from the end of the
tax year in which the foreign income was derived, and the resident
taxpayer can produce documents from the foreign tax authority
evidencing the payment of the foreign income tax.

The foreign tax credit is non-refundable and is applied before any
other tax credits. Any unapplied foreign tax credit in a respective
tax year will be forfeited, i.e. a resident taxpayer is unable to carry
back or carry forward the foreign tax credit.

Resident taxpayers can deduct allowable deductions incurred

to determine taxable foreign income. Separate calculations and
apportionment of deductions are required for foreign business
income and foreign property income. As in the case of foreign tax
credits discussed above, this creates two classes of foreign income,
with the losses of each class quarantined for use against future
income only from that same class of income. If a foreign loss arises,
the resident taxpayer is allowed to carry forward the foreign loss to
be deducted against future assessable foreign income but only for
7 years after the year in which the loss was incurred.

The ITA2025's proposed definition of a PE appears to broaden its
application, and influences whether non-residents pay tax based
on net income (lodgement of a return) or are subject to withholding
tax. See our alert on foreign contractors for more details.

The ITA2025 also includes force of attraction rules for income of
a similar kind to that of the PE. For example, any other business
activity a non-resident conducts in PNG that is similar to the
activities of their PE will be deemed to be income sourced in
PNG (and thereby assessable). We strongly suggest that any
non-resident doing business in PNG review the PE definition

to ascertain if they have a PE in PNG, and what income may be
attributed to it.

The transfer pricing regime will be modernised to reflect current
OECD recommendations, including requirements around the need
for “Local files”, “Master Files” and country by country reporting.
Further details on the requirements are still not available.

Reference to “foreign controlled company” in the new legislation
includes a PNG permanent establishment of a non-resident
company.

For the purposes of the new rules a head office and its permanent
establishment will be treated as separate and distinct (associated)
persons. This applies unless the country of residence of the
taxpayer does not apply the same rules and the Commissioner
General chooses not to treat the head office and permanent
establishment as separate persons. It is not clear what happens
should the Commissioner General seek to deny the deemed
separate person rule.

While tax treaties have the force of law and prevail over the
ITA2025 where they conflict, the exceptions is for anti-avoidance
measures contained in the ITA 2025.
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Use of Tax Havens (Low Tax Entities)

Where a resident taxpayer holds 50% or more interest (directly
or indirectly) in a “low tax entity”, the assessable income of the
resident taxpayer will include a portion of the property income
(dividend, interest etc. but does not include an amount that is
included in business income or otherwise taxed in PNG) equal
to the percentage interest it holds in the “low tax entity”. The
attributed income is reduced by foreign tax paid by the low tax
entity. The term “low tax entity” is defined in the new Act and is
based on an effective tax rate below 15%.

Thin Capitalisation

A deduction for interest is disallowed to the extent the average
debt to average equity ratio of a foreign controlled resident
company is in excess of 2 to 1. A foreign controlled company is a
company owned (50% or more) by a non-resident (alone or with
associate/s).

The rules will apply to all interest incurred by a foreign controlled
resident company. It is irrelevant if the interest is in respect of
local or foreign debt or to whom it is paid (an associated person
or otherwise). Debt (excluding accounts payable outstanding for
less than 120 days) is measured by reference to financial reporting
standards.

The new definition of “interest” is also wide. Amounts not
commonly contemplated as interest may be non-deductible if the
thin capitalisation rules apply. For example, interest includes an
amount deemed as interest under a finance lease. The definition
may also have an impact on hybrid instruments where amounts
are treated as interest for accounting purposes.

The new thin capitalisation rules contain a carve-out that applies
if the non-resident lender is entitled to the benefit of the non-
discrimination article in the relevant tax treaty. Foreign controlled
financial institutions (as defined) are also excluded from the thin
capitalisation rules.

The thin capitalisation rules also apply to the PEs of non-resident
companies and is calculated with reference to the average debt
and equity (as determined for financial reporting purposes)
attributable to the operations conducted through the PE.

The abovementioned changes to international tax are significant
and taxpayers should take time to ensure they understand the
implications. There are situations were non-resident persons doing
business in PNG may now be regarded as having a PE due to the
expanded definition. Furthermore, the thin capitalisation rules

will potentially have a significant effect on non-residents PEs and
foreign controlled businesses. Planning in advance of any changes
is therefore recommended.

If you would like to discuss the impact of the changes on your
business please contact us.
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