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he world economy is recovering from

the worst recession since the 1929 crash.
The lessons learnt from that era incentivised
governments and central banks to intervene
promptly this time on a massive scale. As a re-
sult credit constraints have eased, confidence
is returning and commodity prices are recover-
ing. But this intervention comes at a cost and it
is important to understand what this will mean
for the tax policies of national governments as
the Global Financial Crisis (GFC) has left few
nations unaffected.

Although New Zealand started its recession
in early 2008 ahead of the GFC, this, together
with the strength of the Australasian banks,
helped soften the harsher impacts of the GFC.
Along with Australia, New Zealand has been
less affected by the GFC than most members
of the OECD. As stated by the New Zealand
Treasury in its Half Year Economic and Fis-
cal Update 2009: “A gradual recovery in the
economy is now expected to be led initially by
domestic demand rather than be export vol-
ume-led. After a 0.4% contraction in the March
2010 year, real GDP is forecast to rise 2.4% in
the March 2011 year owing to higher consumer
spending and a recovery in residential invest-
ment ... but the rise in tax revenue will initially
be muted ... by a lower starting position and
by lags between economic activity and tax rev-
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enue, both of which are associated with busi-
ness income tax. The recent recession led to
declining profits and larger losses among firms
than were expected at Budget. This accumu-
lation of tax losses will likely hinder growth
in income tax paid by firms in the recovery ...
while core Crown expenses are higher and sur-
pluses do not return until 2016/17...”

As a result New Zealand needs to find ways
to fill its deficit hole. If expenditure cuts are to
be shied away from (and what politician wants
to be seen to be keen to promote these, how-
ever necessary) then tax reform becomes the
order of the day. But, and herein lies the catch,
how do you raise taxes without hurting the re-
covery which is still fragile?

Two things are needed here. Firstly to set
up committees to investigate all possibilities
— this allows a government to be seen to dis-
card the most unpopular options, enabling it to
be seen to be reluctantly only doing what has
to be done and so blunt the electorate reaction.
Secondly to let loose the New Zealand Inland
Revenue on recalcitrant taxpayers — especially
if a little judicial help is available.

The committees

The Capital Markets Development Taskforce
reported back in December 2009. It recom-
mended reducing tax biases. In particular, the
government should: “Reduce any tax biases
between different investments, including PIEs.
Potential solutions identified are: a risk-free
return method tax (in the case of housing or
buildings); denial of depreciation deductions
for buildings; a specific capital gains taxes (on
any under-taxed asset); and a general capital
gains tax. ... Review the tax treatment of profit
distribution plans (PDPs) as part of a broader
review of tax settings, taking into account any
adverse impacts on capital-raising costs. ...
Review the thin capitalisation safe harbour
for non-resident-controlled companies, with
a view to reducing the safe-harbour threshold
from 75 percent to 60 percent, to reduce the
incentive for whole takeovers of New Zealand
companies by foreigners so that they can strip
out profits with interest... Adopt officials’ pro-
posal that the approved issuer levy of 2 percent
be reduced to nil for some public issues of debt
by New Zealand residents. This should encour-
age the development of a domestic corporate
debt market and improve the efficiency of at-
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tracting debt investment from non-residents.”

The Tax Working Group has yet to finalise
its recommendations, but has stated that the
tax system is “not sustainable” and there are
“major growth, fairness, and integrity issues”
and the tax base must be broadened. It is likely
to recommend dropping the top personal tax
rate from 38 percent to 30 percent to align it to
corporate rates, balanced by the introduction
of a capital gains tax (CGT) or a land tax.

The government has already indicated it will
not impose CGT on the family home but is oth-
erwise keeping its options open. The economic
effects of a land tax will daunt the electorate
given a 1 percent rate is expected to deflate
land prices by at least 15 percent, which would
certainly dampen recovery from the GFC.

Approach to tax avoidance

Fortuitously for the government, the courts
have recently adopted a far more conservative
approach to the application of New Zealand’s
general anti-tax avoidance rules.

In 2008 in Ben Nevis, New Zealand’s highest
court, the Supreme Court, took the opportunity
to restate New Zealand’s tax avoidance laws.
The Supreme Court decided against investors
in a particularly aggressive forestry investment
scheme that could have resulted in significant
up-front deductible expenditure that was not
economically borne for 50 years.

The Supreme Court commented that, despite
the widely drafted nature of the anti-avoid-
ance provision, Parliament cannot have been
intended to strike down “arrangements which
involve no more than appropriate use of spe-
cific provisions”. However, the Supreme Court
noted that “strict compliance with the require-
ments of specific provisions cannot have been
intended to immunise all arrangements involv-
ing their use against being categorised as tax
avoidance arrangements”.

The approached favoured by the Supreme
Court was that the use of a specific provision
would result in tax avoidance if use of the pro-
vision, viewed in light of the arrangement as
a whole, altered the incidence of tax in a way
which cannot have been within the “contem-
plation and purpose of Parliament”.

This decision has now been interpreted at
first instance by the High Court in two recent
high profile cases involving the Bank of New
Zealand and Westpac Banking Corporation.
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In broad terms, the transactions involved a
New Zealand subsidiary of the banks purchas-
ing redeemable preference shares in a foreign
special purpose subsidiary of the transaction
counterparty (usually a highly rated foreign
entity). Dividends were exempt pursuant to
a concessionary ‘conduit’ regime aimed at
preventing non-resident investors from being
taxed on income derived by their New Zealand
vehicles from offshore sources.

The transaction was to be unwound by means
of a forward sale arrangement of the prefer-
ence shares back to the counterparty. This
repurchase obligation was guaranteed by an
entity of substance in the counterparty group.
Importantly, a guarantee procurement arrange-
ment was entered into whereby the bank sub-
sidiary paid a ‘guarantee procurement fee’ of
approximately 2.8 percent per annum to the
foreign counterparty in consideration for that
entity procuring the group guarantee. The to-
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tal amount of tax at stake is in the region of
NZ$2bn (including use of money interest
charged on underpaid tax).

The High Court decided against the banks.
Much attention was given to the commerciali-
ty of the guarantee procurement fee which was
regarded as highly unusual in the context of
normal banking transactions. It was found to
be artificial and lacking in sound commercial
rationale. It introduced what was described
as an ‘economic distortion’ and resulted in
the counterparty’s cost of funds being signifi-
cantly lower than market. Significant weight
was given to the fact that the transactions were
never intended to be profitable before tax. The
transaction was found not to make commercial
sense absent the tax benefits.

Importantly, given the focus in the Supreme
Court judgment on determining “the contem-
plation and purpose of Parliament” in enacting
the relevant specific provisions relied upon by
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the banks, the High Court stated that it would
not have been within Parliament’s intention to
allow a taxpayer to structure a transaction in
such a way.

Exactly how Parliament’s intent is to be de-
termined remains unclear. In the BNZ case,
the question appeared to be framed as follows:
would Parliament, if provided with details of
the specific arrangement and its purported tax
effect, vote to extend the tax benefits sought
by the taxpayer? Undoubtedly in times of fis-
cal deficit, Parliament would always answer
this question in the negative.

Inland Revenue is naturally encouraged by
these decisions and is seeking to attack trans-
actions that in the recent past would be re-
garded by advisers as commonplace and low
risk. For the time being at least, New Zealand
has entered a more conservative phase during
which taxpayers would do well to proceed
with some caution. H
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the International Tax Review Asia Tax Awards — the
fourth consecutive year we have been recognised at
these awards. The team delivers general corporate
tax advice, including corporate restructuring, secu-
ritisation and tax-efficient financing. In addition to
corporate advisory work and advising on tax policy
issues, we also advise on the resolution of disputes
with the Inland Revenue Department and appear as
counsel during tax litigation hearings.

www.financierworldwide.com | February 2010 FW | REPRINT



