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Tax Policy 
Adam Smith 
Humans have a tendency to “better their condition” and therefore have a natural tendency to 
trade = humans are motivated by money. 
The invisible hand of the market.  
Division of labour = everyone could theoretically supply themselves with everything that 
they need. However, this is inefficient, and therefore we have division of labour and 
specialisation. In order for this to work, we also need to trade so that everyone can still access 
all the things that they need.  
Taxes should therefore be as light as possible to allow to market to function.  
The government should only intervene where there is market failure, e.g. street lighting, 
maintenance of public goods.  
 
Four Canons of Taxation 
These are four characteristics desirable in a tax system. 

1. Equality (tax equity) 
Horizontal equity = equity between people whose incomes and circumstances are similar. 
Usually uncontroversial that people with similar incomes and circumstances should pay 
similar taxes.  
Vertical equity = equity between rich and poor. More difficult. 
Three ways to achieve vertical equity: 

a) Regressive taxation = rate of tax decreases with increasing income.  
a. Some taxes are arguably already regressive in NZ, e.g. cigarette or petrol 

taxes. The poor smoker pays a larger proportion of his income in cigarette 
taxes than the rich smoker. 

b) Proportional taxation = flat rate. Rich person will pay more tax in total than the poor 
but same proportion of their income.  

a. Big issue is that it is hard to tax poor people so the flat rate would need to be 
low, leading to less revenue for the government. Alternatively we could have a 
flat tax rate and exempt small incomes entirely, but this is not really 
proportionate anymore it is progressive. 

c) Progressive taxation = rate of tax increases with increasing income.  
a. This is what we already have in NZ.  

 
2. Certainty 

The extent of each taxpayer’s liability should be determined on a principled basis, not 
arbitrarily.  
 

3. Convenience 
“Every tax ought to be levied at the time, or in the manner, in which it is most likely to be 
convenient for the contributor to pay it.” 
e.g. sales tax is paid at the same time you buy the goods in respect of which it is charged. 
 
Visibility of tax is an important counterweight to convenience – GST and PAYE are very 
convenient but it is to the point that people are often unaware of how much they pay. This 
means that democracy might be undermined because how can people vote rationally on tax 
policy around these taxes when they don’t know how much they pay.  
 

4. Efficiency 
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*Note: CC 1B and CC 1C have since been enacted and now this type of transaction would be 
taxable.  
 
Trading stock 
Under Subpart CH, trading stock is counted as income for the year. The business is then 
given a deduction at the start of the next year for the value of the trading stock. The net effect 
is then zero.  
 
Exempt and excluded income 
CA 2: Exempt and Excluded Income 
Neither form of income is subject to income tax.  
Exempt income = income which would be assessable income except for policy reasons. 
Excluded income = income which would be assessable income except for the operation of the 
tax system (ie it is taxed elsewhere).  
 
Expenditure incurred in deriving excluded income is deductible, expenditure incurred in 
deriving exempt income is not.  
 
Examples of exempt income include: 

1. dividends within wholly-owned groups [CW 10]; 
a. group of companies, A owns B. B makes a profit and pays dividend to A. No 

tax on this. This is because at some point A will pay a dividend to A’s 
shareholders where it will be taxed.  

b. Why exempt? Policy reason – compliance costs and it will get taxed 
eventually.  

2. income of crew of visiting pleasure craft [CW 21]; 
a. the place where services are provided is the source of the income 
b. so the crew (non-resident) still get paid while the boat is docked in NZ. This 

income is not taxed.  
c. Why exempt? Policy reason – the boat owner will be hopefully spending lots 

of money in NZ economy. Big compliance burden. Small amount of tax.  
3. scholarships [CW 36]; 
4. some income derived by non-residents (other than entertainers and sportspersons) 

during visits of 92 days or less [CW 19] 
 
Examples of excluded income include: 

1. GST [CX 1] 
a. Buy a coffee for $4 + GST – total $4.60 
b. Company must pay tax on their profit ($4-expenses); the 60c is excluded 

because the company pays that as GST (it is not really income).  
c. If company buys coffee beans form wholesaler they get a deduction for the 

cost of the beans excluding the cost of the GST (100 + GST = 115, deduction 
is 100) 

2. fringe benefits [CX 2 – CX 38]  
a. Company supplies employee with use of company car – this gives rise to 

fringe benefit tax liability. Tax burden is meant to be equivalent to if they 
were paid extra salary. Some fringe benefits would be caught by the ordinary 
meaning of the word income. Since they are already subject to FBT, they are 
excluded from income.  
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Less useful and important now. Some doubt has been expressed towards this test.  
Test = expenditure from fixed capital is generally of a capital nature and expenditure from 
circulating capital is generally of a revenue nature.  
 
Structure vs process test  
Test = where the expenditure relates to the structure of the business it is likely of a capital 
nature. Where it relates to the process of the business it is likely of a revenue nature.  
Important and useful test.  
 
 
Hallstroms Pty Ltd v Federal Commissioner of Taxation  
Dixon J: “…the contrast between the two forms of expenditure corresponds to the distinction 
between the acquisition of the means of production and the use of them; between establishing 
or extending a business organisation and carrying on the business; between the implements 
employed in work and the regular performance of the work in which they are employed; 
between an enterprise itself and the sustained effort of those engaged in it.” 
Looks at the purpose for the expenditure to assess its nature.  
 
Sun Newspapers v FCT 
Facts: Sun was the publisher of a newspaper sold at 1.5p/copy. Paid a competitor 86.5k to 
prevent them publishing a rival paper that was to be sold at 1p/copy. They bought the 
publication and also acquired the ability to use their plant + secured a promise that they 
would not publish any other papers in Sydney for 3 years. Sun claimed the cost as a 
deduction. Paid in two large instalments and then weekly small amounts.  
Court: not entitled to claim a deduction. This was a capital expense.  
Principles: character of the advantage sought and whether that is enduring (enduring benefit 
test). Manner it was to be used or enjoyed (recurrence). Means employed to obtain the 
advantage (periodic payment).  
Reasoning: this was a payment which strengthened the business entity, profit yielding 
subject, or capital structure. The chief object was to preserve the existing business 
organisation from immediate impairment and dislocation. Involved the acquisition of a going 
concern for a fixed period – a thing recognised as a capital asset.  
 
BP Australia 
Facts: pre-WW2/1940s petrol stations were independent and stocked multiple brands of 
petrol. Shell then started paying stations to only stock their petrol. BP started to do the same 
and set up trade tie payments – payments made to secure an exclusive arrangement to 
purchase and supply petrol. Paid 270k to service station operations to improve their premises 
and in return received a trade tie so that the stations would only buy BP products (average 
time length was 5 years).  
Court: the amounts paid were allowable deductions.  
Observed that this is not a rigid test or description. The whole set of circumstances must be 
evaluated; some things will point one way and some the other.  
Applied the principles from Sun Newspapers. Considered the nature or character of the 
benefit sought, the manner in which it was to be enjoyed, and the method of payment.  
Application: the nature or need of the benefit here was driven by changes in the petrol 
market. This type of payment had become a regular part of the business.  
Fixed or circulating test – held it would be circulating as it would be used to compute the 
current profit or loss.  
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- caused by the shareholding in the company 
 
Non cash dividends can include: 

- remission of debt 
- property distributed or sold undervalue 
- property acquired overvalue 
- use of property  
- interest free loans 

 
Dividend is deemed paid and derived 6 months after the end of the tax year or the day when 
the company advises.  
Prescribed rates are set by regulation.  
 
There are specific rules to calculate the amount of a dividend for property being made 
available [CD 38, CD 39].  
Where property is not a loan (e.g. use of asset) the amount is the value under FBT rules.  
Where the property is a loan, the dividend amount can be calculated for each quarter by 
looking at the difference between the benchmark rate (prescribed rate of 4.5% OR market 
rate (if between associated companies)) and actual interest accruing on each loan 
e.g. difference between 4.5% and the actual interest accruing (might be zero, or might be a 
lower than normal amount) 
 
Loans 
A loan may be a deemed dividend if it has non-market properties – e.g. no or low interest 
rates.  
A deemed dividend can be imputed. 
A deemed dividend is subject to RWT.  
The value of the deemed dividend is the difference between the benchmark rate of 4.5% (or 
the market rate if it is a loan between associates, e.g. between a company and its shareholder 
or associated company) and the actual interest rate paid.  
 
To work out the total for the quarter: 
outstanding loan x interest rate x (days in quarter/365) 
 
Example: 
$1000 interest free loan 
1k x 4.5% x 92/365 
= $11.34 deemed dividend 
As the actual interest rate is zero, the difference is the full 4.5% amount.  
 
Calculating loan balance  
In calculating the balance of the loan, an amount repaid during the tax year is treated as 
having been applied in repayment of the loan on the later of the start of the tax year or the 
day on which the loan was made.  
Amount can be repaid by applying salary, wages, extra pay, dividends, or interest payable by 
the company to the borrower. Essentially, the shareholder can use this would-be taxable 
income from the company to the shareholder to repay their loan to the company.  
 
Example: 
Michelle borrows $1000k interest free.  
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SC: all judges agreed: 
- This was tax avoidance 
- The general anti-avoidance rule applied 
- The taxpayer was not entitled to the deductions claimed 

Majority: 
- But for the general anti-avoidance rule, this transaction would have been allowed 
- Not all transactions that mitigate tax liability are avoidance transactions but the 

distinction is difficult 
Minority: 

- Tax law is created to operate in the real world, and therefore when analysing whether 
the black letter provisions are met, the economic substance of the transaction should 
be taken into account at this stage 

 
Glenharrow 
Facts: 10 year mining license acquired by unregistered/non-associated parties for $10k. 
Glenharrow purchased the license for $45M. Paid 80k in cash and the balance as vendor 
finance. Glenharrow claimed second hand goods input tax credit for the full $45M.  
Court: $45M price is “grossly inflated”. The test is objective. Objectively evaluated, the tax 
advantage was outside Parliament’s contemplation.  
GST: when you sell something you sell for cost + GST. Purchaser if carrying on a taxable 
activity can then claim 1/9th of purchase price as GST refund.  
Taxpayer was therefore claiming $5M refund.  
The commercial reality is that Glenharrow does not have the ability to pay back the $45M. 
They would have needed to mine and sell more greenstone than probably existed at the time. 
Reality was that the vendor finance from a largely worthless company was not a payment at 
all. Objective behind the GST Act is to give a refund of the tax component where you pay for 
purchase of goods and services. Not in circumstances where you did not in fact pay for it. 
Therefore this was a use of the provisions which was outside Parliament’s contemplation.  
 
Penny and Hooper v CIR  
Facts: orthopaedic surgeons. They created family trusts which owned the company which 
owned the centre and employed the taxpayers and paid a salary that was far below market 
rates. The salaries paid were ~20% of the profits.  
SC: the low salaries meant that the profits of the practice were able to be transferred from the 
company to the family trusts by way of dividends, and the profits were then enjoyed by the 
families as beneficiaries with lower tax liabilities. A key factor in finding that this was tax 
avoidance was the untenably low salaries combined with the recent law changes around tax 
brackets.  
 
White v CIR  
Facts: anaesthetist who was employed by a company that carried on an avocado farming 
venture. Was paid a low salary. Defence was that the avocado farming venture was not doing 
well at the moment and once business picked up the anaesthetist would be paid a market 
salary.  
Court: tax advantage was permissible. Unlike Penny and Hooper the company lacked the 
funds to be able to pay a salary.  
 
Alesco NZ v CIR 
Facts: Alesco AUS had a NZ subsidiary. Alesco NZ financed two sub-companies using a 
loan from Alesco AUS. This was done by way of an optional convertible note – the AUS 
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Adjustments 
If you are using an asset partially for taxable supplies and partially for personal supplies. You 
can only make an input tax credit claim for the proportion that is used for taxable supplies.  
 
Imported goods 
Items below $1000 are not taxed for GST on import (unless the supplier is making more than 
60k from NZ consumers, in which case they must be registered and they will account for 
GST – you may be charged GST in the price). Items above $1000 still get taxed at import 
(customs will notify you, the consumer, of how much you owe.  
 
Imported services 
Section 8(4B) provides for the imposition of GST on imported services. This charge arises 
however only in narrowly defined circumstances. 
Section 8(4B) provides that a supply of services made outside New Zealand is “treated as 
being made in New Zealand” if: 

1. the services are supplied by a non-resident to a resident; and 
2. the supply would have been taxable if made in New Zealand. 

But, section 8(4B) is subject to a very large exception: it does not apply if supplies made by 
the importer are at least 95% taxable: ss 8(4B)(b)(i) and (ii) and 21G (definitions of 
“percentage actual use” and “percentage intended use”). In other words, section 8(4B) does 
not apply if the importer of the services is a typical New Zealand business.  
 
Example 1: 
 A New Zealand life insurance company pays $1 million to an offshore computer company 
for computer programming services. It is carrying on financial services and is thus GST 
exempt. It is not carrying on any taxable supplies. The life insurance company must pay GST 
of $150,000. 
 
Example 2: 
A New Zealand retailer likewise pays $1 million to an offshore computer company for 
computer programming services. The retailer makes supplies that are 98% taxable (sales of 
goods and services) and 2% exempt (financial services, such as hire purchase). More than 
95% of the supplies made by the retailer are taxable; the retailer is therefore not required to 
pay GST on the imported services. 
 
Cross-border supplies of remote services (“Netflix” rules) 
Section 8(3)(c) provides: 
“Goods and services are treated as being supplied in New Zealand if the supplier is a non-
resident and…the services are remote services supplied to a person resident in New 
Zealand….” 
Such supplies are therefore subject to GST under s 8(1). 
 
Section 2 defines “remote services”: 
“remote services means a service that, at the time of the performance of the service, has no 
necessary connection between— 

- the place where the service is physically performed; and 
- the location of the recipient of the services.” 

 
Where the customer is a business: 
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Legislation – Income Tax Act 2007 Commentary Cases 

BA 1 Purpose 
The purposes of this Part are— 
(a) to impose income tax, provisional tax, withholding liabilities, and other tax 
obligations concerning taxes: 
(b) to set out procedures to be followed for calculating tax and satisfying the obligations 
imposed under this Act: 
(c) to provide a basis for applying the other Parts: 
(d) generally to set up the scheme of the Act and the main links between its Parts. 
 

  

BB 1 Imposition of income tax 
Income tax is imposed on taxable income, at the rate or rates of tax fixed by an annual 
taxing Act, and is payable to the Crown under this Act and the Tax Administration Act 
1994. 
 

The rates of tax are set out in Schedule 1. 
 
The rates for ordinary individuals are as 
follows: 

1. $0 – $14,000 
 10.5% 

2. $14,001 – $48,000
 17.5% 

3. $48,001 – $70,000
 30.0% 

4. $70,001 – $180,000
 33.0% 

5. $180,000 upwards
 39.0% 

 
Other rates of income tax include the 
following: 

1. companies:  28%; 
2. trusts:   33%; 
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(17D) Income of a non-resident that may be taxed in New Zealand under a double tax 
agreement and does not have a source under subsections (15) to (17) has a source in 
New Zealand, except if the income is a dividend from a share in a foreign company that 
is not revenue account property. 
Any other source in New Zealand 
(18) Income derived directly or indirectly from any other source in New Zealand has a 
source in New Zealand. 
CA 1 Amounts that are income 
Amounts specifically identified 
(1) An amount is income of a person if it is their income under a provision in this Part. 
Ordinary meaning 
(2) An amount is also income of a person if it is their income under ordinary concepts. 
 

 G v CIR 
Tennant v Smith 
Wilkins v Rogerson 
Heaton v Bell 
Californian Copper 
Syndicate (Limited and 
Reduced) v Harris 
Dawson v CIR 
Grove v YMCA 
Eisner v Macomber  
Ryall v Hoare  
Glenboig Union Fireclay 
Co Ltd v CIR  
Van den Berghs Ltd v 
Clark  
CIR v British Salmson 
Aero Engines Ltd  
Higgs v Olivier  
London and Thames Haven 
Oil Wharves v Attwooll  
CIR v Wattie  
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(b) the Commissioner has set a benchmark rate for that currency and the quarter; and 
(c) either the borrower is not a company or, if the borrower is another company, the 
company making the loan notifies the Commissioner that this subsection is to apply to 
the loan and the quarter. 
Default benchmark rate 
(8) For the purposes of subsection (5), if neither subsection (6) nor (7) applies, the 
benchmark rate of interest is a market rate determined at the end of the quarter for a loan 
made on the same terms between persons at arm’s length. 
Daily loan balance: certain repayments backdated 
(9) For the purposes of subsection (5), in determining the daily balance of a loan during 
a tax year, an amount repaid during the tax year is treated as having been applied in 
repayment of the loan at the start of the company’s tax year or, if later, the day the loan 
was made, if— 
(a) the amount is repaid by applying any salary, wages, extra pay, dividends, or interest 
payable by the company to the borrower; and 
(b) the amount payable by the company is income of the borrower in the tax year or an 
earlier tax year; and 
(c) the amount payable by the company is— 
(i) payable without any amount of tax being withheld and paid under the PAYE rules, 
the RWT rules, or the NRWT rules: 
(ii) a fully imputed dividend. 
 
CD 43 Available subscribed capital (ASC) amount 
Formula for calculating amount of available subscribed capital 
(1) For a share (the share) in a company at any relevant time (the calculation time), the 
amount of available subscribed capital is calculated using the formula— 
 
1 July 1994 balance + subscriptions − returns − look-through company returns. 
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