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NEWSLETTER

GST Increase

GST is set to increase from 12.5% to 15% on 1 October
2010. As the transition date has drawn closer, businesses
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The time of supply for a
transaction is important in a
GST context as it determines the rate that will apply, i.e. if a
supply takes place prior to 1 October 2010 the 12.5% rate
will apply. By default, the time of supply is the earlier of an
invoice being issued or any payment being received by the
supplier. One potential ‘grey area’ involves the sale of land.
For example, a sale and purchase agreement is executed
on 15 September 2010, the agreement becomes
unconditional on 15 October 2010 at which time a 10%
deposit is paid. Assuming no invoice has been issued prior
to 15 October the payment of the deposit is likely to trigger
the default time of supply rule (assuming there is no
specific provision for the deposit to be held in a stakeholder
capacity) and the rate of 15% will apply to the sale. This
scenario could be interpreted incorrectly if people assume
the execution of the contract will allow the lower rate of
12.5% to apply.

All information in this newsletter is to

the best of the authors' knowledge true
and accurate. No liability is assumed
by the authors, or publishers, for any
losses suffered by any person relying
directly or indirectly upon this
newsletter. It is recommended that
clients should consult a senior

representative of the firm before acting
upon this information.

In specific scenarios the default time of supply rule is
altered. This is the case where, for example, goods or
services are supplied or paid for over a period of time. The
time of supply for construction contracts, for example, is
spread over the term of a contract based on the earlier of
an invoice being issued, or a payment being due or
received. In some cases it can be unclear if a particular
contract falls under this timing rule or the default timing rule.
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Another area of uncertainty relates to the supply of
services by periodic payment, such as telephone
contracts, internet, sports memberships etc. In this type
of situation, the time of supply is the earlier of when a
payment is due or paid. Consider a supply of a service
provided in August, which is invoiced in September, but
payment is not due until October. The rate of 15% would
apply to a service made to a customer two months prior
to the rate changing, an outcome the customer is unlikely
to expect. To avoid customer complaints a service
provider could pay the additional GST from their own
margin.

The Government and IRD have acknowledged
uncertainty exists and formed the GST advisory panel to

IRD v Penny and Hooper - Round 3
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consider the issues and recommend solutions, whether
by policy initiatives or legislative change. A website has
been launched at www.gstadvisory.govt.nz and members
of the public are encouraged to send submissions
outlining issues they are encountering.

Realistically speaking, some businesses are likely to take
a pragmatic approach and get their systems and GST
returns as close as possible to being correct and move
on. The cost to achieve perfection could be considerable,
when compared to the cost of getting it wrong. A
reasonable approach should be expected by the IRD,
given the one-off nature of the change and the cost being
imposed on business to employ a change in the law
imposed by the Government.

The Court of Appeal recently considered whether the re-

structuring of a medical practice and the payment of a

commercially unrealistic salary amounted to tax

avoidance, as claimed by the IRD. The Court found in
favour of the IRD.

Mr Penny and Mr Hooper, both

orthopaedic surgeons, initially

operated their medical practices

in their personal capacity. They

re-structured their businesses to

operate through companies that

i were substantially owned by their

family trusts. The companies

employed them for a salary that

was less than what they earned

prior to the re-structure. The salary was also less than

what they could have earned if they were employed on
an arms-length basis by a third party.

The Court of Appeal decision overturns the previous
ruling of the High Court where it was held the
arrangement was not tax avoidance. The High Court had
found:

e The use of a commercially orthodox business
structure, such as a company, meant there was no
need to justify the choice of one structure over
another, and

e There was nothing in the Income Tax Act that
supports the notion that the payment of a
commercially realistic salary is an over-riding
requirement.

The Court of Appeal Judges (two in support, one
dissenting) found that the level of salary paid was so far
removed from commercial reality as to be contrived and
artificial. The adoption of the company/trust structure
allowed the taxpayers to continue to enjoy the full benefit
of their income but with substantially lower tax burdens,
an outcome that would not have been within the
contemplation of Parliament when drafting the law.

The Court of Appeal decision has significant implications
for many New Zealanders, particularly those employed
by a company that they or their family have ownership or
control over.

The Judge acknowledged that this decision would create
uncertainty, and explicitly noted that the decision should
not be construed as saying that a less than market salary
is to be automatically regarded as meaning tax
avoidance.

More recently it has been announced Penny and Hooper
are appealing the decision to the Supreme Court.
Meanwhile, the decision reflects current law and will be
applied by the IRD.

In light of the far reaching significance of this decision
there has been considerable media and IRD comment
and the IRD has released a Revenue Alert (RA 10/01)
detailing the IRD’s approach for its application.

The Alert indicates that there is a wide range of factors
the IRD would consider when analysing a structure to
determine if it amounts to tax avoidance, and a salary
that does not reflect a person’s contribution to profits is
an “important indicator (though not conclusive on its
own)”. The Alert further provides that the IRD would not
expect remuneration to be paid where there is little or no
profit being generated by the operating structure, such as
during start-up or difficult trading conditions.

Although the IRD Alert provides a basis on which to
review a structure and a person’s salary, it does not
provide prescriptive thresholds on how the IRD will
approach the issue. This is understandable given that
every situation is different and has to be determined
based on its own facts. Consequently this leads to
uncertainty around how the IRD will consider the issue in
practice and whether the IRD’s stance will vary across
the country.
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Building Depreciation
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Depreciation provides a mechanism to recognise the
economic decline in value of an asset as it is used to derive
income. Depreciation does not represent a deduction for the
cash cost of an asset, but is an allowance for loss in value.
The Government’s analysis of New Zealand building price
data from 1993 to 2009 showed that, on average, buildings
have been increasing in value. On this basis, the ability to
depreciate a building has been removed, starting from the
2011-12 income year. However, the depreciation recovery
provisions remain intact, such that if a building has been
depreciated in the past and that building is sold for more
than its book value, any depreciation recovered will
comprise taxable income.

The ability to apply to the IRD for a special depreciation rate
based on the intended use of a building has also been
removed. Taxpayers will only have the option of applying for
a depreciation rate for a class of building if one has not
already been set by the IRD.

As businesses approach their next financial year, attention
is turning to how assets have been classified in the past for
depreciation purposes. The distinction between what is part
of a building versus what is internal fit-out is the focus of
that attention. The IRD has provided some assistance in the
form of Interpretation Statements 1S10/01 and 1S10/02,
which were finalised earlier this year. 1S10/01 sets out the
IRD’s view on what parts of a residential rental property are
not part of the building and therefore able to be separately
depreciated. 1S10/02 sets out the IRD’s view on what is a
“building”.

In 1S10/02 the IRD has referred to the reasonable person
test (i.e. would a reasonable person consider a particular
structure to be a building) and has advised the following
characteristics are generally indicative of a building, i.e. the
structure is:

of considerable size

permanent

fixed to the land on which it stands

enclosed by walls and a roof

able to function independently of any other structure,
though it is not necessarily a separate physical structure

Charities Commission gets Tough

To determine whether an item is part of a building or fit-out,
the IRD has set out the following approach in 1S10/01.
Firstly, is the item connected or attached to the building. If it
is unattached it will not form part of the building (e.g. carpet,
curtains, hot water cylinders, freestanding storage units). An
item is not considered attached if it is plugged or wired in
(e.g. an oven). If an item is attached to the building, is it
either an integral part of the building or is it built in or
attached in such a way that it is part of the fabric of the
building (e.g. electrical wiring, tiles, plumbing).

Although this Interpretation Statement (IS10/01) applies
only to residential properties, it can be reasonably assumed
that the IRD will take a similar approach to commercial
buildings. However, given the various purposes for which
commercial buildings are used, and the alterations/additions
applied by a tenant, different conclusions by comparison to
the residential context are likely. Taxpayers are in some
cases considering re-classifying assets and claiming
depreciation based on altered rates. The IRD is expected to
provide further guidance on this and other issues.

A further impact of the removal of depreciation is likely to be
an increase in the use of deductions for repairs and
maintenance to a building. In the past, whether an expense
could be claimed as repairs and maintenance or required to
be capitalised and depreciated represented a timing
difference. Going forward, some landlords may take an
aggressive approach to repairs and maintenance as it
represents the only means of deducting costs associated
with a building. IRD scrutiny of repairs and maintenance
claims is also likely to increase as a result.

Irrespective of whether a property is rented in a commercial
or residential context, the inability to claim depreciation is
likely to cause the taxable incomes of landlords to rise, and
depending on how successful landlords are with their fit-out
analysis and repairs and maintenance policy, it remains to
be seen what the flow on effects to property prices and
rents will be.

© 2010

The enactment of the Charities Act 2005 led to the
formation of the Charities Commission on 1 July 2005.
The purpose of the Commission is broadly to monitor,
promote and educate charitable entities to ensure that
charities are exercising good governance and
compliance.

The Commission, amongst other things, is responsible
for receiving applications from organisations wishing to
register as charities and monitoring the Register to
ensure that registered organisations continue to fit the
criteria for registration.

In order for an organisation to qualify for registration with
the Commission it must have a charitable purpose. The
definition of “charitable purpose” as prescribed by the
Charities Act 2005 includes every charitable purpose,
whether it relates to:

the relief of poverty,

advancement of education,

advancement of religion, or

any other matter that is beneficial to the community.
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Registration with the Commission allows an organisation
to qualify for income tax exempt status (subject to
restrictions if its purpose is partly carried
on outside New Zealand). Prior to the
Act coming into force, there was no
requirement under the Income Tax Act
for an organisation to apply for income
tax exempt status.

Currently, if an organisation is approved
as charitable and its charitable purpose
is carried on in New Zealand, the IRD is adwsed and the
organisation will generally be granted donee status.
Obtaining donee status is beneficial to charities as it
enables people who make donations to qualify for a tax
rebate, and donations are a major source of funding for
most charitable organisations. A common misconception
is that charitable status is required for donee status. An
organisation, depending on its purpose, can obtain
donee status even though it is not a registered charity.
Practically speaking however, charitable status is
preferred as it simplifies tax obligations and provides a
stronger incentive to the public to make donations.

Recently the Commission has ruled that some well
known organisations are not charitable. The yachting
syndicate Team New Zealand and the Freemasons
movement have been denied registration on the grounds
that they exist mainly for their own benefit, and therefore
do not qualify. Other groups such as the National Council
of Women, Greenpeace and the Sensible Sentencing
Trust have been pronounced ‘advocacy’ groups rather
than charities, and therefore do not qualify.

Snippets
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These recent actions by the Commission may seem like
the rules have been tightened, when in fact the
Commission is enforcing common law
principles developed over the past 400
years.

The Courts have previously determined
that a political purpose is not charitable.
This is based on the principle that the law
is right as it stands and has been enacted
for the benefit of the public. Therefore,
those seeking to change the law are, strictly speaking,
not acting for the benefit of the public. The Commission’s
chief executive, Trevor Garett, said that organisations
that dabbled in political advocacy but which were
primarily community-focused, such as the Plunket
Society, were safe from being removed from the
Register. This type of entity essentially has a primary
purpose that is charitable, with some auxiliary activities
that are not.

What can be considered charitable evolves over time as
the views of society and the needs of the community
change. The current actions of the Charities Commission
may lead to a further evolution by New Zealand’s Courts.

By its actions, the Commission has made it clear they
are going to enforce the charitable purpose test, and
weed out the organisations that are not, strictly speaking,
charitable. Whether or not this will always be beneficial to
the community remains to be seen.

R&D Vouchers

The research, science and technology sector received an
allocation of $321 million in the 2010 Budget to help
establish high-performing public
science systems, designed to
encourage increased investment
into research and development.

Of the funding, $20 million has
been allocated to a Government
trial of “technology transfer
vouchers”. The vouchers are to be made available to
businesses that do not have a strong research and
development capability. The vouchers, worth between
$100,000 and $1 million, would be redeemable at public
research institutions and enable a business to fund up to
50% of a research and development project. The
research project would have to have a wider benefit than
to the business itself. The intention is for businesses to
benefit from partnering with a public research
organisation to benefit from the specialist skills the
research organisation could provide.

Similar schemes have been used throughout the UK,
Europe and Canada, with great success.

The Future of Gift Duty
In a statement issued by Hon. Peter Dunne, the possible
repeal of gift duty has been signalled. Gift duty was
originally introduced to prevent people from avoiding
estate duty. When estate duty was removed in 1992, gift
duty was left in place to stop people from re- dlstnbutmg
their assets to avoid creditors, reduce .

their tax liability and/or acquire social
assistance. Currently, individuals can
gift up to $27,000 per year without
incurring gift duty.

It is common practice to make gifts
that do not exceed the $27,000
threshold; therefore very little gift duty
is ever collected, but significant administration costs are
incurred. Concerns still exist over the use of gifting to
undermine the interests of creditors or to access social
assistance, but the Government is in the process of
considering if other measures could be used to
overcome these concerns if gift duty were to be
repealed.

If you have any questions about the newsletter items,
please contact us, we are here to help
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