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250IA2140
Inland Revenue

Te Tari Taake

9 May 2025

Dear

Thank you for your request made under the Official Information Act 1982 (OIA),
received on 13 April 2025. You requested the following:

"I am requesting access to the legislative files relating to section 108 of the Land
and Income Tax Act 1954 substituted by section 9(1) of the Land and Income Tax
Amendment Act (No. 2) 1974.”

Information being released

The legislative files relating to section 108 of the Land and Income Tax Act 1954 that I
have located are released to you, attached as Appendix A.

Some information is withheld in the Appendix as it is considered sensitive revenue
information under section 18(1) of the Tax Administration Act 1994 (TAA) because it is
reasonably capable of being used to identify entities. Sensitive revenue information can
only be released in certain circumstances, as set out in section 18D to 18] and schedule
7 of the TAA.

In this case, there are no grounds that permit me to release this information to you. I
have therefore decided to withhold this information under section 18(c)(i) of the OIA,
as making the information available would be contrary to Inland Revenue’s
confidentiality obligations in section 18(1) of the TAA.

Where information is not considered in scope of your request, it is withheld as “not in
scope” in the Appendix.

Right of review

If you disagree with my decision on your OIA request, you have the right to ask the
Ombudsman to investigate and review my decision under section 28(3) of the OIA. You
can contact the office of the Ombudsman by email at: info@ombudsman.parliament.nz.
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Publishing of OIA response

We intend to publish our response to your request on Inland Revenue’s website
(ird.govt.nz) as this information may be of interest to other members of the public. This
letter, with your personal details removed, may be published in its entirety. Publishing
responses increases the availability of information to the public and is consistent with
the OIA's purpose of enabling more effective participation in the making and
administration of laws and policies and promoting the accountability of officials.

Thank you again for your request.

Yours sincerely

Peter Frawley
Policy Lead - Legislative Drafting and Business

Inland Revenue
Te Tar Taake Page 2 of 2
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3,

dogs not add any greater certainty as to which
typas of cases or circumetances the saction is

to apply. If anything, it uwould tend to confuse
the position.

On the other hand, uhile the version in the
Supplementary Ortar Paper neithsr lists the types
of cases to be considersd nor ths criteria to be
followed in relation to ths saction, it naovertheless
preserves whersver possibla ths language of ths old
sgction. In this way, it also preserves ths dicts
and deciaions from previous cases.

It also uses languaga very similar to vhat
Justice tigodhouse used in the Elmiger case. for
instanca, sub-clause (1) of Clause B in the
Supplementary Order Paper states, in effect, that
the ssction is to apply if one of the purpasss or
effects is tax avoidance, so long as it is something
more than marely an incidental fsature of the
arrangsment, notwithstanding that there is some
other purpowe which may have beaen induced through
ordinary business or femily considerations, As
stated, this ls very much in line with the quote
from Justice Woodhouse's judgment, viz.
/////i:ccardingly it is my opinion that

family or business dealings will be

caught by 8.108 despite their

characterization as such, if thers

ig aspociated with them the sdditicnal

purpose or affect of tax roelief (in

tho sanse contemplated by the section)

pursued as 8 goal in iteslf and not

arising as a natural incident of
soma other purpose®, /////’/f

As regards.{c) above, it is considered that
some specific provision is necessary to cover
dividend stifipping. This is for the reason
thet a pevson may ssll his shares in, say, a
moribund ¢ompany for the exprees purpose of
avoiding the dividend tax which would have
been payable if he woudd up tha company but,
in the absencs of a specific provision, the
Revenue may need to wait until the cowmpany

in which tho shgres were previously held had
iteslf declarsd/dividéndnctwithstanding that
tho person has already bensfitted by en amount
equivalent to the dividend in the consideration
he has roceived for the sale of hia shares.

As regarda (d) above, as atatsd, the fact that
the Opposition's veresion does not exclude old
arrangesmants from the now provisions could wsll
be an ovarsight, In the version in the
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23 September 1974

The Minister of Financa,
Parliament Buildings,
WELL INGTON,

SUBMISSIONS FROM FEDERATED FARMERS ON
CLAUSE B8 NO.2 TAX BILL - ANTI TAX AVDIDANCE PROVISION

You sre to see repressntatives from Federated Farmers on
Tuesday morning.

To gssist you in considering their likely representations I
enclose copies of the following!

(L) & letter of 12 September I received from
Faederated Farmers on Clause 8

(ii) My reply to them

(1ii) The guidelines which are referred to in
that reply and which were issued to
seminars by this Depertment in 1871,

Theses guidelines were considered to give

a reasonable balance bstwsen the Rsvenue

and the taxpayer at the timse and the wmain
purpose of the new section is to restors

the position given thersein. You may be
intorested in the types of situations which
wore regarded a® accapisble and unacceptable
respoactively.

: (D. A. Stglens)
_Cnmmiasioner of Inland Rgvenus

Encls,





















of allowing the Commissioner to strike down those
ordinary business and family arrangements. Under

the proposed Section 108 the test of principal

purpose which the Courts have construed from the
existing Section lOSﬂl) has been explicitly removed.
Under the existing legislation tax avoidance had to

be a principal purpose of any agreement or arrangement
before it could be upset by the Commissioner of

Inland Revenue,

The Federation strongly urges that the principal
purpose test should be continued as an integral part
of the legislation on agreements purporting to alter
the incidence of taxation. If family trusts can be
upset, even when tax avoidance are not their principal
purpose, then the way is clear to upset many bona fide
family trusts.

As so often happens in these cases a subsidiary effect
is that a taxpayer's affairs are so ordered that there
is a lessening of the burden of taxation. The
Federation does not support those artificial schemes
whereby taxation avoidance is a principal purpose.

We do, however, support the right of the taxpaver to
enter into family arrangements and set up trusts in
order to dispose of property to the best advantage
among members of his family. The Federation
accordingly asks that the proposed Section 108 be
deleted to be replaced with the present Section 108
with the specific inclusion of the principal purpose
test by adding the word 'principal' before the word
'purpose' in the fifth line of the existing Section 108
so that it will now read:

"Agreements purporting to alter incidence of
taxation to be void - Every contract, agreement,
or arrangement made or entered into, whether
before or after the commencement of this Act,
shall be Labsolutely void as against the
Commissioner for income tax purposes) in so far
as, directly or indirectly, it has or purports
to have the principal purpose or effect of in
any way altering the incidence of income tax, or
relieving any person from is liability to pay
income tax."



6.

The proposed Section 108(1l) also contains
"reconstruction” machinery whereby the Commissioner
after striking down an agreement is enabled to
reconstruct the arrangement in order to allow full
assessment of the tax avoider. The Federation is

of the opinion that reconstruction machinery should

be incorporated into the New Zealand legislation.

This is in line with suggestions by both the Privy
Council and the Court of Appeal. In other words if a
transaction is annihilated under the Section there
should be machinery which would permit the Commissioner
to assess taxation. However, the machinery proposed in
the Bill would have the effect of assessing tax against
persons who have already disposed of the income. We
consider that the person in receipt of the income
arising from the arrangement should be the person to

pay the tax under any reconstruction.

The proposed Section 108 in Subsection (2) removes a
defence which has been long recognised by the Courts
and that is the defence of "ordinary family dealing".
On the basis of "ordinary family dealing" many farmers
throughout New Zealand have established trusts and
entered into arrangements for the protection of their
properties. These arrangements are often an integral
part in the settling of farmers' sons upon the land.
Indeed because a farmer has been able to resort in
confidence to these measures younger persons have been
able, in an orderly way, to take over family properties,
often with beneficial results in productivity. The
removal of this defence, together with the removal of
the principal purpose test referred to earlier will
create a grave situation in the farming industry with
regard to "ordinary family dealings". Transactions

and arrangements, which up until now could be undertaken
in confidence,will no longer be able to be undertaken
with any degree of certainty-as to their outcome. There
will no longer be the encouragement for the older
farmer to transfer his farming assets to sons, with
consequent influx of new ideas, new methods and renewed
drive. Productivity will undoubtedly suffer. The
Federation strongly urges, therefore, that the proposed
Section 108(2) be deleted from the Bill.
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The proposed Section 108(3} is described by the Inland
Revenue Department as a subsection to cover a form of
tax avoidance called dividend stripping. In our

opinion the subclause as worded goes far beyond dividend
stripping in its scope, and indeed would bring within
its scope many ordinary business transactions. In the
Federation's opinion the clause should be redrafted in
order to catch those techniques which can clearly be
described as dividend stripping. The Federation has no
redraft of the clause to submit. However, we are

concerned at the wide scope of the proposed subclause.

The retrospective effect of the proposed legislation is
also a matter of great concern to the Federation. The
proposed Section 108 states that the Section shall
apply with respect to the tax on income derived in the
income year commencing on the first day of April 1975
(whether the contract, agreement or arrangement was made
or entered into on, before or after that date) and in

every subsequent year.

If our submissions with respect to the proposed Section
108(1l), together with ocur request that the proposed

Section 108(2) is deleted, are heeded, then the
retrospective clause will not necessarily be of concern.
However, if the Bill is proceded with in substantially

its present form, then the retrospective clause could

cause a great deal of harm, as the Section would then apply
to any contract, agreement or arrangement made before the
lst April 1975.

As we have indicated above the proposed legislation is

so wide that many transactions which at present would be
considered valid transactions entered into as "normal
family dealings” could be upset. We ask, therefore, that
the Section apply only to income which is subiect to an
arrangement entered into after the Bill has become law.

As you are aware the Federation has long supported the
establishment of adverse event bonds, and welcomes the
introduction of legislation to cover the taxation

aspects of these bonds. We are, however, concerned at

the treatment under the proposed legiglatiOn in clause 24
of adverse event bonds on the retirement of a taxpayer

from farming or on the death of the taxpayer. As subclause

6 and 7 of clause 24 are presently drafted, any bond held



by a taxpayer on his death or retirement is redeemed
and the amount received will be treated as assessable
income derived from the taxpayer immediately before
his death or retirement.

The Federation considers these subclauses, unless they
have appropriate provisos, will hamper the optimum
utilisation of the bonds by farmers and will discourage

investment in them, particularly by older farmers.

The Bill, as at present drafted, also causes inequities
between those farmers operating on an individual,
completely self-employed basis and those farmers operating
in a company structure or trust.

11. The Federation urges that provision should be included
in clause 24 to allow spreading of income received by
the redemption of adverse event bonds on the death or
retirement of the taxpaver. Spreading provisions are
available for amounts held in the income equalisation
reserve account for the taxpayer at the time of his
death or retirement. While recognising that the five-year
limits on deposits somewhat simplify the spreading of
equalising reserves, we believe similar provisions,
properly qualified, should be included in clause 24.
We, therefore, suggest that following subclause 6 of

clause 24 the following be inserted:

"Provided that to the extend that the amount

so refunded consists of a bond or bonds
purchased in any accounting year earlier than
the year of retirement, the taxpayer shall,

if he so elects, be entitled to allocate to
that earlier year, or any year up to ten years
prior to the retirement of the taxpayer which-
ever is the later, an amount not exceeding the
amount of those bonds, or as the case may be
of that bond. Any amount so allocated to any
such earlier year shall be deemed to be
assessable income derived by the taxpayer in
that year".

12, The Federation respectfully suggests that following

subclause 7 of clause 24 the following be inserted:




"Provided that to the extent that the amount so
refunded consists of a bond or bonds made in
respect of any accounting year earlier than the
year of death, the trustee shall be entitled to
allocate to that earlier year, or any year up

to ten years prior to the death of the taxpayer,
whichever is the later, an amount not exceeding
the amount of those bonds, or as the case may be
of that bond. Any amount so allocated to any

such earlier year shall be deemed to be aSSesséble

income derived by the taxpayer in that year."

"Provided also that, if the trustee does not make
an election in accordance with the first proviso
to this subsection, he shall, if he so elects be
entitled to allocate, in such amounts as he
specifies, the whole or part of anvy bonds or any
bond 'included in the amount 'remaining ‘held .by the
taxpayer at the date of his death to any time or
times subsequent to the death of the taxpayer,
being a time or times not later than -

(a) The expiration of 5 years after the end
of the accounting year in respect of
which the bonds or, as the case may be,
the bond, was purchased; or

(b) The end of 3 years immediately after the
death of the taxpayer, -

whichever is the earlier. Any amount allocated by
the trustee under this proviso shall continue to be
held as bonds until the time allocated as aforesaid
in respect of that amount, and shall be redeemed and
the amount so received be deemed to be assessable:

income derived by the trustee at the time so allocated."

SUMMARY

Federated Farmers of New Zealand considers that clause 8

of the Bill dealing with agreements purporting to altexr the
incidence of taxation is so wide that it gives power to the

Commissioner of Inland Revenue to strike down most normal

family trust arrangements.,




2. The Federation urges that an amendment to the
existing Section 108 be confined to the addition of
the words 'principal' before the word 'purpose' in
the fifth line of the existing section, and that a
reconstruction clause be added which would give
power to the Commissioner to assess income resulting
from the transaction as income in the hands of the

recipient of that income.

3. The Federation urges that the proposed Section
108(2) be deleted and that the proposed retrospective
application of Section 108 be amended, so that if the
clause goes forward in substantially its present form,
then it only applies to arrangements made or entered

into after the Bill becomes law.

4. The Federation submits that clause 24 be amended
to enable spreading provisions at the time of the

death or retirement of the taxpayer.
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I could say that all these approaches hgve their oun
inherent difficulties bearing in mind the great veristy of
circumstances in which taxpeayers transfer their assets or
their rights to income to members of their families.

In the final analysis I have decided that ths bast
approach in relation to section 108 is:

. firstly, of course to get ever the
difficulty which the Courts have often
referred to about the "unfinishead®
nature of the sectiong

. secondly in respact of other amendmsnts
which were considered necessary to follow
very closely the dicts of Justice lLipodhouse
in the Elmiger Case which at the time was
considered ta have drawn the correct
dividing line bgtwsen thes acceptable and
the unacceptahls}

. and finally to othsrwise follow the
lanquage of the old section 108 rather
than attempting a host of new terms and
definitions which could have caused their
own difficulties.

I am confident that the new Clause 8 will place the
tax avoidance provisions in thsir proper perspactive and I
would again thank your Socisefy for its real help in tha
mattser.,

Yours faithfully,

Minister of Finance



























IT. With respect we cammot see that the Australian attitude
regarding "incidental" tax avoidance, being based on
legislation which differs significantly from the proposed
section 108, can be held out as a precedent for New
Zealand taxpayers,

I1I, 1If it is not intended to upset arrangements where any
tax avoidance 1s purely incidental to a legitimate and
desirable principal purpose, then we suggest it would be
reasonable to specifically exclude such arrangements from
the section. We cannot support the view that suggests that
the correct interpretation of the proposed legislation
means that where tax avoidance is an incidental feature
of a contract, agreement, or arrangement, the contract
agreement, or arrangement will not come within the new
subsection (1).

IV, We suggest that if the relevant part of subsection (1)

were reworded along the following lines then the legislation

would be more specific in 1its application but still

sufficiently strong to achieve its objectives:

".eo 1t has or purports to have the purpase or effect
or purposes or effects which include the purpose or
effect, {not being incidental purposes aor effects),
of in any way altering the {ncidence of income
tax oas."

v. We would further suggest that permanent and outright
dispositionsof property and ather common transactions
which are not intended to be upset by section 108,
should be specifically excluded.

It is regarded as fundamental that on an issue as important and
controversial as the incidence of taxation, the rules should, as far
as reasonably passible, be clearly laid down by Government through its
legislation., The proposed enactment will deny the taxpayer this
fundamental right to know what the law is.

(c) Reconstruction Provision

With reference to the Commisgioner's power to deem that income was
derived by certain persons, we consider that the meaning of the words
"would have, or might be expected to have, or would in all likelihood
have ...." are obscure and we submit that the more normal test of
reasonableness would better serve the purposes of the section. The
wording could be aleng the following lines:

", .. would have or might reasonably have been expected to
have ..--"

While we appreciate the Court's concern at the present defect
in section 108 in that the Commissioner does not have specific
power to make assessments to counter tax avoildance and that
sven under the proposed legislation the Commissioner’s powers
are subject to review by the Taxation Board of Review or the
Courts on objection by the taxpayer, we feel the wording we
have suggested 1is more definitive,

Ag the proposed change could still have the effect of assessing tax
against 2 taxpayer who has disposed or surrendered the right to income
from which the tax would in the usual course be paid, we suggest that
the uncertainty would be removed 1f the taxpayer receiving the income
as a result of the arrangement etc. is assessed with the tax at the
rate the other taxpayer would have paid. The party being taxed would
then be entitled to claim lepitimate deductions and exemptioms instead
of the notional deductions necessary under the proposed subsectiomn.
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The submissions from the Society do point up
the difficulty which must necessarily arise
in any provision, whether in New Zealand oar
any ather country, which attempts to draw a-
dividing line between arrangements which are,
and those which are not, acceptable for tax
purposes. ‘It would be true to say that in
whatever way the section was framed, it would
have its oun difficulties.

It is noted at the foot of the submissions
that one of the representatives for the

7{80019ty will be Dr I.L.M. Richardson who is

(iv)

widely regarded as one of the leading
taxation experts in New Zealand, particularly

" in relation to the old ssction 108. Dr

Richardson.at one time worked in the Solicitor-
Genegral's office and after a period in the law
faculty at Victoria University has now gone
into private practice. It is of some intersst
to note that in a number of tax cases involving
section 108 he has represented the Solicitor-
General and in other section 108 cases he

has represented the taxpayer against the
Solicitor-General. He has been retained by

- at least two overseas developing countries

to write tax legislation and has written his
own version of an anti-tax aveidance provision.
The Department considered this provision but
felt that the particular approach used should
not be adopted in New Zealand for the following
reasons :-

(a) The provision is also in general terms in

the sense that it does not spell out the
classes of arrangements that are to be
caught. It does, however, spell out
certain criteria {although these are

not exhaustive) to be taken into account

in deciding whether any particular arrange-
ment is to be treated as void for tax
purposes. This, howsver, would still

leave the whole matter to the judgment

of whoever is deciding the case, namely

the Department in the first instance

and, in the event of appeal the Board

of Review or the Court which may substitute
its oun judgment for that of the Department.

Bill itself and in the new version that .
is proposed for a Supplementary Order Paper
has adopted the language of the old section
as far as possible. It was thought that
this was the best approach as the benefit
of that dicta of the Courts could be taken
into account and thus aveid a whole new
\ series of cases to decide what particular
wording meant.

{b)] The. new section 108 as appearing in the

The representations must,of course be given due
weight. However, I assume that you will still
prefer to push ahead and get the clause passed
now that it has been introduced rather than

.l3--



(v)
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take the clause from the Bill and make it

the subject of further study both u1th1n
and outside the Dspartment.

There is some criticism in the submissions
that the new section 108 as was.the position
with the old section, does not state whether
or not it takes precedence over cther
provisions of the Tax Act which may authorise -
a deduction or an exemption. In other words,
the submissions pose the gquestion whsther
there is still tax avoidance if a taxpayer
avails himself .of these other provisions.

On this point, the Department has had no
difficulty. in the past and it is not

~expected that the situation will change

under the new provision. By way of example,
there is a provision in the Tax Act giving
exemptlon up to %500 in respect of intersst
derived in any year-an Post 0ffice Natianal
Development Bonds., By itself the fact that
a-person invests in such bonds instead of
other securitiss, and thereby gains the
exemption, would not render him open to
attack under section 108.

Specific Points:

It ‘is somewhat diFFibuit to pinpoint the specific points
in the Law Society's representations but the Follou1ng comments
are offered.

(1)

Under the heading "3. Sub-section 1" as it

. appears an page 3 the submissions stated that

there should be a fair balance preserved in
the section between the State and the citizen.

Comment: The Department feels that this has

been achieved in the new version. What has

; been done is to try and write into the neu
" section %Q_mnxg_than what was considered to

be, the pbsition in New Zealand following th
Tger decision in 1966, 6] is it was
necessary to remove alleged weaknesses which

. have been disclosed by dicta from the Courts,

particularly in New Zealand since the Elmiger
decision.

The Department considers that the new version '
gives the approximate effect that the
Australian Courts have been giving right up

to the present time to section 260 of the
Australian Act which is the counterpart of
section 108 of the New Zealand Tax Act.

On this point the constructions placed on

.the section by the ‘Australian Courts are

considered to be better lsw and mors in
keeping with the intentions of the legislature
than some of the recent decisions handed douwn
in relation to sodme of our own cases. ‘

In, a case in Austfalia in 1971 of Hollyock v
C.1.R., the following were relevant points
made :- :
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’ ' For the anti-tax avoidance provisions to
apply the element of tax avoidance need

not be the "sole or principal purpose" but
had to be something more tham an "incidental
purpoese" - this is the effect given in sub-
clause 1 of the new version of section 108,

Notwithstanding what has just been said, it
was implied in the Hollyock decision that an
arrangsment would not be struck doun if the
"income producing substance™ was made over
permanently to the member of the taxpayer's
family etc. The Department considers that
this is the effect given in the new section
108 and if permanent assets such as an
interest in land or blocks of shares etc
are made over permanently to members of
"a taxpayer's family, the-arrangement would:
not be voided by the new section 108.

In this same context the rules in relation to
an anti-tax avoidance provision should be

drawn in a way that gives the effect intended
by Parliament and it should not be left to a
contest giving the taxpayer a change of u1nn1ng
no matter how blatant his avoidance device is.
Nevertheless, it is considered the new sectiaon
does give the proper balance between the
acceptable and the unacceptable,

(ii) There is mention that if an arrangement can be
explained by ordinary "family or business
dealing" it should be acceptable for tax
purposes.

Comment: In the new version of section 108
there is mention to the effect that ordinary
family or business dealing will not by itself
. be regarded as a reason for the section not
' applying. The danger &f this is not done is
if a types of-tax avoidance became prsvalent
such as paddock trusts the Courts may accept
this as ordinary family dealing no matter
what element -of tax avoidance was present.
However, it 1s important to .nots that this
provision must be read subject-to the general
provision that if tax avoidance i$ merely an
incidental feature of the arrangement it
will not be .caught under the section.

Submissions on Sub-section &4 -~ Dividend Stripping:

The point here is that sub- sectlon 4 is inserted.- to

>< cover a device .which was growing in New Zealand and which is
known as "dividend stripping." What was happening is that a
company which may have ceased business and had large accumulated
profits was ouwned by individuals. If the profits were distributed
by way of dividends the individuals weuld pay dividend tax on
them. However, 'under the -device as practised, the individuals
would arrange to sell their shares to a finance company which
_was prepared .to 'pay them an amount equal to the capital plus

. - .
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12 August 1974

The Minister of finance,
Parliament Buildings,

LWELLINGTON,

NEW SECTION 108 OF TAX ACY
ANTI-TAX AVOIDANCE PROVISIONS

You are to discuas this matter with our Office
Solicitor and me on Tugsday, 13 August at 9 a.m.
The neu section 108 is contained in Clauas 8 of ths
Amendment Bill at present before the Housne.

We have prepared the attached memorandum deeling
with ths background and effect of the changes made in
the neu section. You may care to reed it before we
have the discussions, 1f you agres, the memorandum
could be used in dealing with any representations you
may receive from legal end other professional sources.

. (D, A. Stevens)
£ncl. Commiasioner.
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PROPOSED LEGISLATION CHANGES IN SECTION 108 OF THE TAX
ACT WHICH CONTAINS ANTI-TAX AVOIDANCE PROVISIONS

There have heen some comments from legal and other
circles about the effect of the new secticn 108 which
is to be substituted for the present section. The neuw
section has three subsections and an explanation is now
given of the changes which have been brought about by each
of these subsections whether by themselves or in relation
to other provisions of the new section, Firstly, a brief
indication is qiven of the nature of the changes and later
some exglanatory comments thereon are given.
| .
(1) In the new subsection (1) there are three changes
of some consequence, viz,
i) Whereas the present section uses the words
“"the purpose or effect", the new subsection (1)
uses the words "the purpose or effect, or
purposas or effects which include the purpose

or effect (uhether or not the principal purpose

or effect)"®.
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ii) Simge attempts have been made in the past to escape
the section on the qround that the person against
whom the assessment was made was not himself a
party to the contract, agreement, or arrangement,
the new subsection (1) specifically provides that
the section will apply vhether or not that person

is a party to the contract, agrsement, or arrangement.
iii) The present section in its terms merely voids

certain contracts, agreements, or arrangements

without giving the Commissioner specific pouers

to make assessments to counteract the tax avoidancs.

This matter has been referred to by the Qourts



(2)

(3)

(including the Privy Council) as a defect

vhich requires the attention of the legislature.
new subssction (1) cures this defect and at the sam
time precludes double taxation, The exercisa of t
Commissioner's powsrs (including the exercise of hi
discretions) under the new provision is, of course,
subject to review by the Board of Review or the

Courts on objectian by the laxpayerl.

Subsection (2) of the new sectiocn states in effect that
the fact that a particular contract, agreement or
arrangement may have been induced by the desire of a
taxpayer to benefit the members of his family or, as

the section says, "was influenced by considerations

of ordinary family dealing™ will not of itself be

taken as grounds for accepting the tax avoidance

scheme. However, as is mentioned in more detail below,
this subsection must be read in conjunction with
subsection (1) and if in fact there is no tax avcidance
in the contract, agreement, or arrangsment it will not
be caught under the operations of the whole section even

if made with relatives.

Subsection (3) of the new section deals with a
particular device called "dividend stripping" and is
limited in its application to this type of transaction.
Again, as is explained in more detail below, it will
not cover normal sales of shares or indsed cutright
permanent transfers of shares in a continuing company

to a member of a taxpayer's family.

The above points are now dealt with in detail.

The
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asset such as land or shares in a ccmpany outright
to members of his family or family trust, this
transaction will not of itself be caught under the
new section.,

So far as paragraph (1)(ii) above is concerned,
this is merely to get over a difficulty that a
taxpayer could avoid having what was ocbviously a
tex avoidance scheme nullified by not being a direct
party to the particular contract, asgreement, or
;rrangement notwithstanding that he may have been
the prime instigator in it. By itself, it does not

1
call for any detailed comment.

Turning now to paragraph (1){(iii), this particular

passage is to meet the widespread criticism that was

made of the old section that, while it may have voided

a particular cantract, agreement, or arrangement for

. income tax purposes, it was silent as to uvhat was to

happen or how the inceome involved was to be assessed

when the particular contract, agreement, or arrangemant
had been set aside. This particular part of subsection

(1) now states that it will be left to the Commissioner

to determine heow much income has been diverted away

from the person concefned and to this extent it wvill be

assessed to him.

It is, of course, important to remember that
any determination made by ths CLommissioner will be
subject to the usual rights of objectian, Leaving
the detsrmination to the Commissioner in these
circumstances can alsc get over the difficulty against
the taxpayer which is inherent in the present section.

Dicta from the Courts ssem to suggest that, if, for
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(b)

instance, a taxpayer artifically created a deduction
for tax purposes and the whole contract, agreement,
or arrangement was voided, all that was to be done
was to disallow that deduction without necessarily
substituting another deduction in its place. For
instance, if a taxpayer had diverted plant and
machinery to a trust and was paying higher rentals

on a lease back arrangement, the pressent section in

a strict sense would merely have disallnued the rental

as a deduction but may not have allowsed him deprsciation

in lieu thereof. This part of the provision will
enable the Commissioner to make an appropriate

adjustment in his favour.

So far as subsection (2) of the new section is
concerned, as indicated above, the point here is
that, if there is a purpose or effect of tax
avoidance present in a contract, agrsement, or
arrangement, the fact that it was induced by
considerations of ordinary family dealing will not
be able to be advanced as a reason for having ths
contract, agreement, or arrangement accepted for
tax purposes. However, it is stressed that it
would still be necessary in a situation of "family
dealing" for there to be a purpose of tax avoidance
for the section to apply. Perhaps the fcllowing
illustration will amplify this point.

If a farmer transfers permanently his frasehocld
land or part thereof to a member of his family or to
his family trust, this would in broad terwms be

acceptable for tax purposes as not being labelled as

tax avoidance.
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However, if a farmer merely leased a paddock to a
family trust to enable the trust to take the
procesds, this would be regarded under thes new
section as a tax avoidance scheme and the fact
that it was induced by ordinary family dealing

could not be invoked to take it out of subsection (1).

Turning now to subsection (3) of the new section which,
as indicated above, is a subsection to cover a form
of tax avnidance called “dividand stripning®. A
number of instances have arisen in New Zealand where
what were formerly operating companies have ceased to
trade but have large accumulated profits and the shares
are owned by individuals. In the orainary case, if
the company is wound up, any amounts paid to the
individual shareholders in excess of their paid up
capital would be treated as dividends and liable for
dividend tax accordingly. However, what has been
done in a number of cases is for a financial company
to acquire the shares and then declare a dividend
in its favour which would be merely treated as
non-assessable income under a general provision of
the Tax Act wvhich states that inter-company dividends
shall not be treated as taxable income for tax purposes.
It is probable that this type of dividend
stripping is caught under the present sectien 108 and
the Department has in fact applied the section in a
number of cases. One part of the new subsection (3)
deems the consideration te be a dividend derived in
the year in which the sharas are sold and theréfore
assessable in that year rather than at some future

date when the company in which the accumulated profits

were held declares a dividend.
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One final point is that there has been some comment as
to the amended section applying as from the 1 April 1975 to
all contracts, agresments, or arrangements mads on or before
that date. It is considered that this is the best approach
and it will enable taxpayers and their advisers betwean nouw
and that date to look at their existing arrangements.

As the types of conéracts, agreements, or arrangements
which will be set aside by the new section will be largely those
of a temporary nature, it is considered that this particular
aspect of %he new provisions will give a proper measurs of

justice. |
|
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. * for the anti-tax avoidance provisions to
. apply ths slament of tax avelidance need
not be ths %sale rincipal purpese® but
had to be somatﬁ!ng more EEan an gr""idental
yrpose® - this is the effect given in sube
clause 1 of the new version of ssction 108.

* Motulthstending what has just hbeen said, it
was implied in the Hollyock decision that an
arrangement would not be struck doun if the
"income producing substance® was made over
permanantly to ths member of the taxpayer's ’
family etce The Department considers that
this is the effect given in the new ssctiocn
108 and if permansnt agsets such as an
interest in land or blocks aof shares stc
are made over permansntly to members of
a taxpayer's family, the arrangement would
not be volded by the new section 108,

In thie same context the rules in rslation to

an anti-tax avoidance provision should be

drawn in a way that gives the effect intended

by Parliement and it should not be left to a
contest giving the taxpayer a change of uinning

no matter how blatant his aveldance device is. .
Noverthesless, it is considered ths new ssction
does give the proper balance betuesen the
acceptable and the unacceptable.

(ii) There is mention that if an arrangement can be
explainsd by ordinary ®"family or business
dealing™ it shauld be accsptable for tax
purposes,

Comment: In the new version of gection 108
eTe is mentlon to the offect that ardinary
family or business dealing will not by itself
be regarded as a reason for the section not
applying. The danger ¥ this is not done is
if e typs of tax svoidance became prevalent
suych as paddock trusts the CLourts may accept

this as ordinary family desling no matter
what elemant of tax avoldence waz present,
Houever, it is important to nete that this
provision must bo read subject to the general
provision that if tax avoidance is merely an
incidental featurs of the arrangement it
will not be csught undsr the section.

submissions on Sub-section 4 - Dividend Siripping: ‘ Lo

The point here is that sub.section 4 is inserted to
cover a 'device wvhich uas g:ouing in New Zealand and which is
knoun as "dividend.stripping.® Uhat was happening 1s that a ;
company which may have ceased business and hed large accumulated J
profits was ouned by individuals. If the profits were diatribute?’ LA
by way of dividends the individuals uould pay dividend tax on P
them. However, under the device as practised, the individuals 7 e
would arrange to asll their shares to a finaence company which R
was prepared. to pay them an amount squal to the capital plus

‘0.500
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to family dealing. Howvever, as stated the
provision stating that a contraci, agreement
oy arrangement which has only an incidental
purpose of tax avoidance would still not be
caught gives the appropriate effect in this
regard.

(¢) Another change of substance is a more detalled
reference as to what is to happen when the
section applies. The main criticism of the
Courts in relation to the existing section 108
is that it does not say what is to happen when
a contract, agreement or arrangement is voided
for tax purposes. The version in the Bill
states that the Commissioner is to determine
how much income would have been assessed to
the main taxpayer involved if the contract,
-agreement or arrangement had not been entered
into. However, it is possible that because of
the contract, agreement or arrangement actually
entered into the overall income in a particular
situation may be increased. This situation is
now covered in paragraph (b) of sub-clause (2)
in the new version.

(d) The only other significant change is the
regrouping of the sub-clauses in a way which
is considered to be easier to follow than the
version in the Bill,

You already have, I understand, a copy of some notes
sent to you by the Commission’’on the Bill version of the
new section 108. X want now to add a few comments on the
particular point raised by you in paragraph 3 of your
letter about the judicially derived rule as to "principal®
purpose.

As I understand the position the dicta from New
Zealand Courts until quite recently did not atate that
the old section referred only to cases in which tax
avoidance was the sole or principal purpose, However,
the dicta did make it clear that tax avoldance had to
be something more than an inridental feature. It seems
that the Australian Courts still adopt the former view
under the comparable section 260 and the new section 108
is merely intended to restore that position in New
Zealand. The Australian approach is amplified in the
High Courﬁ of Australia decision in Hollyock v Federal
Commissioner of. Taxation in 1971. The Judge in referring
to some comments:of Turmer J, in the Marngin case in New
Zealand sé;d 3 -

"...t0o say that the section applies only to
arrangements whose sole purpose is tax avoidance
would be contrary to the decisions in Newton's and
Hancock's cases,®

3/ « - -



/
!. Other quotations from the same Jjudgment are @

"..+t0o hold that tax avoidance should be the principal
purpose of the arrangement would seem to me to be
opposed to  the reasoning on wvhich those decisions
rest, and would introduce into section 260 a refinement
which is not suggested by the words of the section
idvself..."

".eeon the other hand, if tax avoldance is an
inessential or incidental feature of the arrangement,
that may well serve to show that the arrangement
cannot necessarily be labelled as a means to avoid
tax.?

I expect that the Committee stages of the Land and Income
Tax Amendment Bill (No. 2) will commence some time next week.
It is at that stage that the proposed new version of section
108 will be substituted for that in the Bill, I would ask
you therefore to bear these time constraints in mind in any
consideration you give teo the new version.

Yours sincerely,

(Sed) R, ;. TIZARp

(R.J. Tizard)
Minister of Finance
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‘I' (ii) The submissions from the Soclety do point up -
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(1v)

the difficulty uhich must necessarily arise
in any provision, whother in New Zealand or
any other countr{ which astteampts to draw a
dividing line betwsen arrangements which ars,
and thase which are not, acceptable for tax
purpuses, It would bs Erue to say that in
vhatever vay tha section was framad. it would
hava its oun difficultiesn,

It is noted at the fout of the submisaions

that cns of the representatives for the
Society will be Dr ¥.L.M, Richardson who ia
uidelx rogarded as ane of the leading

taxation experts in New Zealand, particularly
in relation to the old section 108, Dr
Richardson at one times worked in the Soclicitors
General's office and aftar & psriad in the lau
faculty at Victoria University has nou gons
into private practice. It is of some intereast
ta note that in a number of tax cases involving
section 108 he has repressnted the Soiicitore
General and in othar section 108 cases hs

has represented the tax:ayar againat the
Solicitor-Genaral, as hegn retained by

at loast tup overessas dsveloping countries

to write tax legislation snd has uritten his
own version of an anti-tax avoldance provision,
The Department considsred this provision but
felt that the particuler approach ussd should
rot be sdopted in New Zealend for tha follouing
r9as0Nse e

" {(a) The provision is also in eneral terma in

the sanse that it doos not apell out the
classes of arvangemsnts that are to bs
caught, It does, howaver, apell out
cortain criteria (although thess are
not exhauative) to be taken into account
in deciding whather any particular srrangse-
ment ie to be treated as void Por tax
purposes. This, howsver, would still
lsave ths whole matter to thae judgment
of whoever is declding the cass, namely

. the Department in ths firsh instance
and, in the gvant of appeal the Board
of Revisw or the Lourt which may substitute

its oun Judgment for that of the Department,

(b) The new section 108 as appearing in ths
Bill itsnlf aend in the new version that
is propossed for a Suppleomentery Order Paper
hes adopted the language of tho old section
as far a» possible, It was thought thst
this was the bost approach as the benefit
of that dicta of the Caurts could be taken
into account and thus avoid s whole new
agries of cases to decide vhat particular
wording meant,

The rapresentations must,of course bs given due
watght, However, I assume that you will still
prefer to push ahead and gat the clause passsd
noy that it has bean introduced rether than )

. iﬂ:..
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" SUPREME COURT OF NEW ZEALAND

INLAND REVENUE COMMISSIONER (NZ) v GERARD

McCarTHY P
RicemMono and SpeIGHT J]

20 May 1974

Avoidance of tax — Assessable income — Trust created for benefit of taxpayer's issue —
Taxpayer leased parts of his farm to trustees — Taxpayer employed by trustees to cultivate
land leased — Net annual income of trust paid to taxpayer’s wife — Whether transactions void
-~ Land and Income Tax Act 1954 (NZ), s 108.

The taxpayer carned on business as a farmer By deed dated 29 June 1964, a Mr Murchison
created a trust with an imtial settlement of £5 for the benefit of the taxpayer's issue The
trustees were the taxpayer’s wife and Pyne Gould Guinness Ltd, stock and station agents By
successive agreements to lease dated respectively 15 July 1966, 26 June 1967, 28 November
1968 and 18 July 1969, the taxpayer leased part of us farm to the trustees at a nommnated rent or
such rents as might be deterimined by the Stamp Office In any case, norents different to those
stated m the leases were determined The trustees employed the taxpayer to cultivate the
lands the subject of the lease at the usual rates charged by agncultural contractors and
engaged a contractor to harvest the crops The trustees arranged for the sale of the crops,
recewved the proceeds from the sales and met all expenditure m connexion with the crops
Each year, the net income of the trust was paid to the taxpayer’s wife for the benefit of the
infant children

For the years of mcome ended 31 May 1967 to 1970 nclusive the Commussioner assessed the
taxpaver on not only the mcome returned by himself but also on the ncome returned by the
trust and the commussion paid to the trustees The taxpayer appealed to the Supreme Court of
New Zealand

For the Comimsstoner, 1t was submitted that the transactions creating and relating to the
trust were absolutely void or void as against the Commussioner for income tax purposes

On behalf of the taxpayer, 1t was submutted that the transactions creating the trust had
nerther the purpose nor effect of altening the incidence of income tax, that the taxpayer was
not 1n any case a party to the transaction and that even if the transactions creating and relating
to the trust were void as against the Comnussioner, which was not admitted, this would not
result in a habihty to income tax on the part of the taxpayer

The Supreme Court held, allowng the appeal (1) that the meome neither reached nor
passed through the taxpayer’s hands, (n} that no trust could be mmplied m favour of the
taxpayer which was binding on either the trustees or the taxpayer's wafe, and (11) that it was
for Parhament, and not the Court, to f1ll the legislative vacuum and make expressed provision
for an imphed trust in the statute

The Commissioner appealed to the Court of Appeal of New Zealand

It was agreed for the respondent that certam agreements, but not the deed of trust, fell
within s 108, but counsel for the taxpayer argued that the purely anmihilating effect of s 108
would not result mn a situation m which the mecome was dernived by the taxpayer For the
Commussioner 1t was argued that money received by the taxpayer’s wife as trustee for the
mfant beneficiaries was held by her on behalf of the taxpayer under a constructive trust.

Held, dismissing the appeal that (1) the Commussioner was not entitied to mclude the
mcome ansing from the sale of the crop by the trustee, (n) it could not be said that the taxpay er
denived income m the notional state of affairs revealed after the anmhilation of certain steps,
(1) 1t 1 not possible to 1imply a trust m favour of the taxpayer mn respect of income recerved by
his wife as trustee for his children, and (1v) it was not necessary to consider whether the famly
trust should properly be regarded as an essential part of the tax avoiding arrangement and
therefore itself avorded

Appeal
This was an appeal to the Court of Appeal of New Zealand from a

judgment of Wilson J in the Supreme Court of New Zealand on 11 October
1972 (3 ATR 271).

The facts appear sufficiently from the judgment.
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H E Blank and H R Sorenson, for the appellant. ‘
E ] Somers QC and A ] Forbes, for the respondent.

McCarthy P: This appeal is from a judgment of Wilson J in the Supreme
Court in which he raises his voice against the failure of the Legislature to
take heed of the many criticisms of s 108, not only by judges of this Court
and the Supreme Court in New Zealand, but also by members of the Privy
Council, Lords Donovan and Wilberforce in particular, and against the
Commissioner’s extension of the operation of this extraordinarily difficult
section into what he, Wilson J, called a world of fiscal phantasy. Ithink it
proper that I should say that I think that strong words by the judge were
justified. The section is notoriously difficult. It cannot be given a literal
application, for that would, the Commissioner has always agreed, result in
the avoidance of transactions which were obviously not aimed at by the
section. So the Courtshave had to place glosses on the statutory language in
order that the bounds might be held reasonably fairly between the Inland
Revenue authorities and taxpayers. But no one suggests that this is
satisfactory especially as one result has been that the Privy Council has
been forced in a number of cases to assume the task, rightly one for the
Legslature, of providing the tests according to which our people are to be
taxed As Wilson J points out, arguments on the application of s 108 are now
rarely, if ever, based on the text of the section itself; they are mainly, if not
wholly, centred on the glosses placed by the courts on the text.

There is moreover another consequence to which it is proper to draw
attention. Since the Commissioner has over more recent years invoked this
section with increasing regularity, the time of this Court is correspondingly
occupied m endeavouring to tread its way through the uncertain
swampland, which has been thus created by the courts in their attempts to
do justice in the face of an unworkable section. T'oo much of the time of this
heavily pressed Court is occupied by this section. One can only hope that
the Legislature will now listen to what has been said by the Judiciary and by
legal commentators, and will state in precise language not only what classes
of transactions are to be struck down, but what are to be the results of that
action,

This present case is another of what have come to be called in this
country “paddock trusts” The respondent is a farmer of Mayfield in
Canterbury, and the case before us concerns his tax liability for the years
ended 31 May 1987, 1968, 1969 and 1970. In each of these years the
Commissioner assessed the respondent to income tax on income which
included not only that returned by him but also that returned by his farmily
trust plus the commission paid to the trustees thereof. The respondent
objected to these assessments. The Commissioner stated a case, and that
came before Wilson J.

It is agreed that Wilson J assembled the facts accurately from the Case
Stated. No oral evidence was given. I take up Wilson J's statement at this
point, By deed dated 29 June 1964 a Mr Murchison created a trust, known as
the Thornycroft Family Trust, for the benefit of the objector’s issue, with
an initial capital of £5 contributed by the Settlor. The trustees were the
objector’s wife and Pyne Gould Guinness Ltd, a company carrying on
business as stock and station agents and as trustee. By successive
agreements to lease dated respectively 15 July 1966, 26 June 1967, 28

e
—_
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As to the first. It is accepted by the respondent taxpayer that t ur
agreements to lease and the contracts between the trustees of the tr d
the taxpayer for the cultivation, sowing, and management of the land and
the crops, are to be considered void The Commissioner would include the
deed of trust. This is resisted by the respondent. The Commissioner does
not now contend, though he did in the Supreme Court, that the harvesting
contracts and the contracts for sale of the crops, both arranged by the
trustees, are to be avoided.

So far as the deed of trust is concerned, it is not difficult to suspect that
the trust was set up as an important and necessary step in the whole scheme,
and that it should fall along with the lease and the contract of employment.
However, there is no satisfactory evidence to support a conclusion to that
effect and 1t could be that the deed was, in truth, prepared entirely
separately and has been used, as well, for matters unconnected with those
we are considering. So Mr Somers maintains that there is no factual basis
for the annihilation of the trust deed. It may be that s 20 of the Inland
Revenue Department Amendment Act 1960 answers this submission, but
this section was not seriously invoked by Mr Blank.

In any event, says Mr Somers in his second-line defence of the deed of
trust, the objector was not a party to the document. In Wisheart, Macnab
and Kidd v Commissioner of Inland Revenue [1972] NZLR 319, Turner J
said in thus Court that the only arrangements which can be set aside under
s 108 are arrangements to which the objecting taxpayer is a party. Because
of that view, he refused to declare void one of the series of dealings which
the Commissioner attacked in that case The Chief Justice in Udy v
Commissioner of Inland Revenue [1972] NZLR 714 later refused to follow
this particular observation of Turner ], saying that it was unsupported by
authority and had been arrived at without the precise point being argued
He felt free to hold that where the taxpayer procures the making of the
transaction, s 108 can be applied even though the taxpayer was not a party
to the particular document attacked. Wilson J in the lower court in this
present case took the same view Mr Blank, however, contends that both
the Chief Justice and Wilson J misinterpreted what Turner J said, and
overlooked that his remarks were applied to a particular arrangement
about which it could not be said affirmatively that the taxpayer had
procured the document. 'This may be correct. However, if Turner | meant
that a transaction even though procured by a taxpayer, cannot be attacked
unless the taxpayer is a party to the formal documents effecting it, [ would
hike to reserve my opinion on that for another case.

In any event, I think it unnecessary to take up a definite posture
concerning the elimination of the trust deed, because I am quite firmly of
the view that here it does not matter whether the deed itself is eliminated.
From the pomt of view of the Commissioner what must beremoved are the
transactions between the taxpayer and the trustees. Once they are out of the
way, then the continued existence of the trust deed itself seermns to me to be
unimportant. If the factual situation exposed by annihilation reveals a gift
on trusts detailed in a particular deed, the continued existence of the terms
of that deed may be of importance in ascertaining whether the gift on trust
failed. But as I shall later say, I do not believe that we would be justified in
notionally constructing a gift here.

I now come to the complicated question of the results of annihilation,
about which the statute says nothing. Section 108 certainly avoids, but it
does not say that income which has not come into the hands of the taxpayer,
or which he has not derived in some other way, can be attributed to him for
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th poses of taxation. That s 108 is purely an annililating section and
no more had long been held by the Australian Courts before it was
confirmed by the Privy Council in Newton’s Case, which, as is well known,
is the foundation of all our case law in New Zealand in relation to s 108. The
like Australian section to s 108 is s 240. Lord Denning said in Newton's
Case:— “This question then arises;: What is the effect of s 260 on that
arrangement® It is quite clear that nothing is avoided as between the
parties but only as agamst the commissioner. As against him the
arrangement is ‘absolutely void’ so far as it has the purpose or effect of
avoiding tax. This is not a very precise use of the words “absolutely void”.
Ordinarily, if a transaction 1s absolutely void, it is void as against all the
world. In this case what is meant is that the commissioner is entitled
completely ta disregard the arrangement — and the ensuing transactions —
so far as they have the purpose or effect of avoiding tax. In the words of the
courts of Australia, it is an ‘annihilating’ provision — the commissioner can
use the section so as to ignore the transactions which are caught by it. But
the ignoring of the transactions — or the annihilation of them — does not
itself create a liability to tax. In order to make the taxpayers liable, the
comrmissioner must show that moneys have come into the hands of the
taxpayers which the commissioner is entitled to treat as income derived by
them. Their Lordships agree with the way in which Fullagar J put it in his
judgment: ‘Section 260 alters nothing that was done as between the parties.
But, for the purposes of income tax, it entitles the commissioner to look at
the end result and to 1gnore all the steps which were taken in pursuance of
the avoided arrangement.” (The italics in this and other quotations in this
judgment are mine.) Lord Denning repeated more than once in the course
of this opinion that the Commissioner must be able to trace the income into
the hands of the taxpayer and he applied that requirement to all the income
under examination, including sums which an agent of the taxpayer
received for expenses.

The importance of seeing correctly the annihilating effect of s 240 (and
hence our s 108) was raised before the Privy Council again in Peate v
Federal Commissioner of Taxation [1967) 1 AC 308; 10 AITR 65. The
majority of the Board there justified their inclusion in the taxable income of
the appellants certain moneys which in fact had not passed through the
appellants’ hands, because they had earned those moneys and once the
offending transactions were annihilated then the exposed situation would
make the appellants entitled to receive them. At p 331 {AC) and p 69
{AITR) their Lordships said: “Section 260 has to be construed with ss 17
and 19. It can only have practical effect in preventing tax avoidance if the
commissioner is entitled to make an assessment on the basis that the
contracts, agreements and arrangements rendered void by it had never
been made This necessarily involves treating the taxpayer as having
derived income in excess of that derived by him pursuant to the
arrangements. In their Lordships’ opinion, reading these three sections
together, the commissioner was entitled to assess the appellant on the
income he would have received in each of the three years if the
arrangements coming within s 260 had not been made in 1956.” It is plain
that their Lordships relied on s 19 which is the equivalent of our s 92(1). It
may be asked then whether our s 92(1) could be invoked in this case.
Section 92{1) reads:

“92 Income credited in account or otherwise dealt with (1) For the
purposes of this Act every person shall be deemed to have derived
income although it has not been actually paid to or received by him, or
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already become due or receivable, but has been credited in accoj r
reinvested, or accumulated, or capitalised, or carried fo any rdiiive,
sinking, or insurance fund, or otherwise dealt with m his mterest or on
his behalf ”
But this question is answered by Mr Blank’s express disclaimer of any
reliance upon that section. He says that it was not designed for use in the
present class of case, and at first sight I would agree. What he says, instead,
is that when the leases, the employment of the taxpayer and the trust itself
are annihilated, then the wife of the taxpayer and the stock company are
seen to have received money from the harvesting and selling of grain sown
and cultivated by the taxpayer on his own land, and that being the situation
they must be held to to have received that money pursuant to a constructive
trust which required them to account to the respondent. By this route the
Commissioner claims that the respondent, as the beneficiary of that trust, is
to be treated for taxation purposes as having derived the money
But Mr Semers says that this notional attribution to the taxpayer of
income which he did not receive and of which he was unable to compel
payment is not permissible, for two principal reasons which I will dis¢uss
The first reason is that if we were to erect a constructive trust we would
be doing exactly what the Privy Council has said should not be done — that
is legislating to fill a Jacuna existing in what Lord Donovan called a
“half-fimished” section. Lord Donovan first drew attention to Peate’s Case
to this gap. especially at p 347 (AC) and p 79 (AITR). when he pointed out
that it was not enough to destroy: “The old order is not revived by thus
annihilating the new. What is needed is authority for the commissioner to
make such assessments to tax as in his view are required to prevent the
avoidance of tax which would otherwise occur. Section 260 contains no
such authonty; and without it, the attempt to impose liability in accordance
with ‘the facts that remain’ leads to dif iculty and frustration. The section is
obeyed at one hine and disobeyed at another.” Lard Doenovan’s judgment
was a dissenting one because he could not see that on any basis the taxpayer
could be said to have derived the disputed income. The majority, as [ have
said earlier, seem to have called in aid the equivalent of our s 92 In
Mangin’s Case, supra on appeal from this Court, Lord Donovan delivered
the opinion of the majority (Lord Donovan, Viscount Dilhorne, Lord
Pearson and Sir Frank Kitto) and he returned to the same point. It is
necessary to quote a somewhat lengthy passage from his opinion {p 596}:
“The third contention of the appellant is that s 108 can have no application
to any income which the taxpayer did not derive. The 1954 Act provides —
see s 77(2) — that mcome tax is to be payable on all income derrved by the
taxpayer; and in this case the appellant did not derive that portion of the
income of the farm which went, under the ‘paddock trusts’ to the trustees
“This contention throws into relief the difficulties caused by leaving a
section such as s 108 completely silent as to what is to happen once the
contract, agreement or arrangement has been declared absolutely void so
far as its tax relieving purpose or effect is concerned Is a vacuum left or 1s
the taxpayer to be deemed to go on deriving the income? What is to happen
if, simply in order to avaid tax, he has parted with the source of the income?
Or receives money which is capital and not income? Section 108 gives no
guidance at all on these pomnts whether regarded alone or in conjunction
with s 77 of the 1954 Act or s 78. In consequence, and in consequence also
of some of the absurdities to which a strictly literal interpretation of s 108
would lead, Judges have been compelled to search for an interpretation
which would make the section both workable and just. In doing so they
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b — a line which they may not cross It is not that the problem
confronting the legislator s insoluble, What is needed is simply a provision
to the effect that where s 108 applies the taxpayer shall be deemed to have
derived the income which he would have derived but for the contract,
agreement or arrangement avoided by the sectiom: and that the

in‘?bly approaéh the line where interpretation ceases and legislation

. Commissioner might make assessments upon him accordingly.

“But if future cases may reveal la cunae in s 108 which (if that section be
left in its present half-finished state) fudges must refuse to fill, the present
case does not.” Now it is true that some of this could be said to be obiter, for
Lord Deonovan’s opmion finds that the income had actually passed through
the hands of the taxpayer and so the taxpayer had derived it. Lord
Wilberforce differed on this point, taking the view that the Commissioner
could not avail himself of that circumnstance for it had only so passed on its
way to trustees who were entitled to it.

In another judgment delivered in the Pnivy Council on the same day,
Commissioner of Inland Revenuev Europa Qi (NZ) Ltd [1971] NZLR 641,
Lord Donovan delivered a dissenting opmion on behalf of himself and
Viscount Dilhorne and reinforced his statement in Mangin in these words:
“These absurdities convince us that if the Board acceded to the invitation to
apply it to a case like the present, it would certainly not be correctly
interpreting the will of the New Zealand Legislature. We think the true
interpretation of s 108 to be adopted is that set out by the majority of the
Board in the current case of Mangin v Commissioner of Inland Revenue ™
The majority in the Europa Case did not find it necessary to consider s 108,

In Wisheart, Macnab and Kidd v Commissioner of Inland Revenue,
supra, North P said. “I think it must now be accepted that in the view of all
their Lordships who sat in Mangin’s Case what was said in Peate’s Case
really amounted to legislating rather than interpreting the section. I draw
this inference because the suggested amendment to s 108 proposed by
Lord Donovan in Mangin's Case closely follows the way the majority of
their Lordships expressed themselves in Peate’s Case.” Haslam J at p 337,
after citing from the observabions of Lord Donovan said: “Unless and until
such a change appears in the text of the section, judges cannot cross ‘the line
where interpretation ceases and legislation begins’, but must attribute a
meaning to the section that is ‘both workable and just’.

“In effect therefore, s 108 annihilates but cannot create; it nullifies but
does not revest. Unless the income can be left in the taxpayer's hands by the
avoiding process and his accounting to another in pursuance of the
‘arrangement’ be rendered void ab initio at that point, so as to strip away
retrospectively his fiduciary functions, s 108 cannot bring the income back
into his hands to be eligible for tax purposes.”

So even though some of what was said in Mangin may be obiter, this
Court plainly has accepted that it cannot disregard even if it wanted to,
such repeated warnings from the Privy Councilin relation to this particular
section against moving into the field of the Legislature by filling the
vacancy which it Jeft deliberately

It is in the light of these statements that Mr Somers claims that to imply a
trust here would be doing just what the Privy Council warned against, fora
constructive trust would be nothing more than an equitable remedy to
enable something to be done for which the statute has not provided. That
the real function of such a trust is the provision of an equitable remedy was
stated by Lord Denning in Hussey v Palmer [1972] 3 Al ER 744 at 747. That
was a case where the plaintiff built, at her own cost, an extra room on a
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house belonging to her son-in-law. She was to live in it. Later she so-giiato
recover the cost from the son-in-law as money lent to him. Lord De e,
after holding that there was no loan, said: “If there was no loan, was therea
resulting trust? and, if so, what were the terms of the trust? Although the
plaintiff alleged that there was a resulting trust, I should have thought that
the trust in this case, if there was one, was more in the nature of a
constructive trust; but this is more a matter of words than anything else.
The two run together. By whatever name it is described, it is a trust
imposed by law whenever justice and good conscience require it. It is a
liberal process, founded on farge principles of equity, to be applied in cases
where the defendant cannot conscientiously keep the property for himself
alene, but ought to allow another to have the property or a share in it. The
trust may arise at the outset when the property is acquired, or later on, as
the circumstances may require. It is an equitable remedy by which the
court can enable an aggrieved party to obtain restitution. It is comparable
to the legal remedy of money had and received which, as Lord Mansfield
said, is very beneficial and, therefore, much encouraged.”

Thas view of Lord Denning of a constructive trust is much closer to that
prevailmg m the United States than had generally been accepted in
England. In the United States the device of a constructive trust is seen as
part of the law of restitution required by unjust eprichment, and is
therefore dealt with in the Restatement of Restitution rather than in the
Restatement of Trusts I would have thought that there was much to be said
for this view of its essential character, but until Hussey v Palmer, supra that
received little support in England. In Reading v Attorney-General [1951]
AC 507 at 513, Lord Porter rejected it rather decisively and, indeed, it has
generally been accepted that constructive trusts, in which rather general
term I include resulting trusts, are substantive in nature and not purely
remedial; as the authors of Goff and Jones’s Law of Restitution point out
(p 37}

Be this as it may, it is not possible to imply a trust here. The least
objectionable form of trust would be a resulting trust, one supported by the
argument that the taxpayer must be seen, once the lease and employment
contract are annihilated, as having made a gift to the trustees of the crop,
that to be held on the terms of the Deed of Trust. If that were the position,
then it would be possible to take the argument further and say that the gift,
having been made in breach of the statute, a resulting trust in favour of the
donor arpse because of failure of the trust on which the gift was made. That
is a well recognized foundation for a resulting trust. But all this demands a
gift, and there is no factual basis for one here, even a gift of the crop. The
annillation of the transactions of lease and employment does not eliminate
the facts disclesed by the case stated that possession of the crop was given
by the taxpayer to the trustees pursuant to a contractual arrangement,
which the parties thought binding, and which required the taxpayer to give
a lease of the land and to sow the crop, in exchange for certain payments to
him. Even if those facts are shut out from our vision, there is no gift. All that
is left then is that the trustees took the crop, presumably without any legal
authonty, and sold it If that be the true approach then, possibly, the
taxpayer should be regarded as having a right of action for restitution in one
of its different forms, or for conversion, or for trespass. But whatever form
that right of action were to take it must be something very different froma
trust Clearly, to my mind, it would be wrong on a claim by the
Commissioner for tax by invoking s 108 to convert a right of action in tort
into a trust. To do that and thereby fill in the gap in the legislation would be
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paid actually came into the hands of the shareholders with the excep"f
a comparatively small amount which remained in the pocket of a comPany
called Pactolus Ltd. As to that particular sum of maoney, Lord Denning said
(atp 468): “But when the transfer is ignored, that profit is seen to be nothing
more or less than remuneration which the original shareholders allowed
Pactolus to retain for services rendered. The position is the same as if the
shareholders had received it as part of the special dividend and then
returned it to Pactolus as remuneration. The Commissioner can therefore
treat this £102,414 also as income derived by the shareholders.” Although
his Lordship did not expand further on this particular point I assume that
the money in question was regarded as money to which the shareholders
were entitled but which was retained by Pactolus and thereby dealt thh on
behalf of the shareholders.

The next important case was Peate v Federal Commissioner of Taxation
[1967] 1 AC 308, 10 AITR 65. As I understand the decision m that case, the
majority of their Lordships found that after avoidance of a number of
complicated transactions the notional situation which remained was one of
a number of doctors actually carrying on their profession and earning fees
as a partnership either within the ordinary meaning of the word
“partnership” or within a special definition contained in the Australian Act.
The bulk of the income earned found its way in the first instance into the
hands of the doctors concerned The remaining fees earned by the doctors
were received by a company called Westbank, the formation and existence
of which was avoided by s 260 of the Australian Act. At p 333 therr
Lordships said: “In so far as patients did in fact contract to pay Westbank
for the treatment they received, treating the income of Westbank as that of
the doctors does not in their Lordships” opinion require any substitution of
any contract for that made by the patient. The sums received by Westbank
from such patients were, as were the fees earned by the doctors employed
by Westbank at a salary, part of the income of the doctors who were, if the
existence of Westbank is disregarded, in receipt of income jointly.” Earlier
in the judgment express reference had been made to s 19 of the Australian
Act which is the equivalent of our s 92(1). 1 confess to having some
difficulty in understanding with confidence the steps in their Lordships’
reasoning but it may be that the passage which I have just cited means that
as the doctors had eamed the fees they and they alone became entitled to
them and that ance the existence of Westbank was disregarded, the fact
remained that those fees had been received and dealt with in a way
directed by the doctors. If I am wrong in that interpretation of the
judgment, then I agree with what was said m this Court by North P in
Wisheart, Macnab and Kidd v Commissioner of Inland Revenue [1972]
NZLR 319 at 328, when he said- “I think it must now be accepted that in the
view of all their Lordships who sat in Mangin’s Case, what was said in
Peate’s Case really amounted to legislating rather than interpreting the
section.”

Finally in Mangin’s Case itself the basis of the decision was clearly an
actual receipt by the taxpayer of the proceeds of sale of the crop.

In the present case the proceeds of sale of the crop were not in fact at any
time received by the taxpayer. Mr Blank did not rely on s 92(1) but
submitted that the trustees of the Murchison Trust, in the notional state of
-affairs revealed by avoidance of the lease and the cultivation contract, are
found to be acting as constructive trustees for the taxpayer inrelation to the
crop and its proceeds with the result, as [ understand it, that the net
proceeds of the sale after allowing for the actual expenses incurred by the
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t 's in relation to the crop amount to income derived by them as
trustees for a beneficiary (the taxpayer) absolutely entitled in possession
He placed particular reliance on the old case of Brown v Litton (1711} 1
Peere Williams 140; 24 ER 329. That, however, was a case in which the
defendant had constituted himself a trustee de son tort by using money
belonging to a deceased estate for the purposes of trade. As such he was
accountable to the executrix for the profits of trading. It seems to me that
the decision in that case and in other cases referred to by Mr Blank arose
from the fundamental circumstance that the property used for the
purposes of trade was trust property. In the present case I find it immpossible
to apply the same principle to the facts revealed after avoidance. The crop
and the land on which it was grown were the absolute legal and beneficial
property of the taxpayer and were not affected by any trust atall. I can see
no basis on which it can be said that the crop was grown or harvested or
sold by the trustees of the Murchison Trust as trustees for the taxpayer. In
this context I have given thought to the possibility of a resulting trust of the
kind which arises when a settlor transters property to a trustee on trusts
which fail, as would the Murchison Trust in the present case if it too is
caught by s 108 But it would be necessary at least to show that in the
notional state of affairs revealed after avoidance the trustees of that trust
acquired the legal ownership of the crop. I see no justification for so
holding, for their title to the crop disappears with the avoidance of the
arrangement. In any event I did not understand Mr Blank to argue the case
on this basis.

I would add that in my opinion the effect of s 108 is merely to deprive the
transactions which it avoids of all legal effect and operation as between the
taxpayer and the Commissioner. It does not go to the extent of requiring the
Court to disregard for all purposes the acts of the parties in entering into
those transactions In particular, the Court can take cognizance of the
transactions for the purpose of arriving at the actual intentions of the parties
when they acted in the manner in which they did. In the present case the
trustees intended to sell the crop in their own right. [t is therefore
impossible for the Court to impute to them some notional relationship with
the taxpayer into which they never entered as, for example, a notional
appointment of the trustees as agents of the taxpayer to sell the crop, ora
notional gift of the crop by the taxpayer to the trustees The true position
revealed after avoidance is that the taxpayer and the trustees were acting
under a common mistake as to the ownership of the crop. In such a situation
there may well be a remedy mm equity whereby restitution could be
achieved by ordering payment to the taxpayer of a sum equivalent to the
price obtained on the sale of the crop less the costs of harvesting and
cultivation and rental payments paid by the trustees. That, however, is a
very different thing from saying that the trustees of the Murchison Trust
derived income as trustees for the taxpayer. In my opinion, the present case
is of a kind envisaged by the majority of their Lordships in Mangin’s Case.
The Court is unable to say that in the notional state of affairs revealed after
avoidance the taxpayer did derive income as contended for by the
Commissioner. .

I would add that on the view which I have taken of this case it makes no
difference whether or not the Murchison Family Trust be regarded as an
essential part of the tax avoiding arrangement and therefore itself avoided
by the provisions of s 108, I have accordingly not found it necessary to
express any opinion on that point.

1 would dismiss the appeal.






























S0 far as (ii) above is concerned, as already stated the
Department considers the new version will merely restore what
was considered to be the effect of the old section following
the Llmiger case in 1566.

Based on dicta from Elmiger and other cases, the Inland
Revenue Department published in its Public Information Bulletin
in Sesptember 1967 the quidelines and interpretations it would
follow in considering transactions between taxpayers and
members of their families and family trusts.

Later on in 1971, the Department combined with the New

"Zealand Society of Accountants to conduct seminars throughout

New Zealand again explaining the guidelines and interpretations
of the section it was following.

Basically, the Department's attitude based on dicta from
the Courts was that, where the "income producinc substance"
was permanently transferred to members of a taxpayer's family
or family trust, it was acceptable for tax purposes. In
other words, if permansnt assets such as freehold land or
shares in a company were transferred - no matter how favourable
were the terms of transfer - the transfer would be accepted.
However, if the use of such assets yas merely transferred for
a short period or, alternatively, if "short term" assets such
as plant and machinery were sold to a family trust and hired
back (this was the situation in the Elmiger case), these types
of cases would run the risk of being declared void for tax
purposes.

Incidentally, the Department was commended in professional
circles for coming out with its guidelines so taxpayers and
their advisers could at least know of the Department's approcach.
The guidelines given by the Department im 1967 and 1971 are still
cansidered valid in relation tc the mainspring of the new sectieon
108 i.e. subsection (1).

However, since the Elmiger case and the issue of the
Public Information Bulletin in 1857 and the seminars of 1871,
the Courts in New Zealand with apparent support from the Privy
Council, have tended, as stated, to take a narrower view of the
circumstances in which the section could be applied with
illogical results as betwsen taxpayers. In the Mangin case
which was a "paddock trust" situation, the farmer received the
proceeds from the paddock he had leased to the trust and then
paid the receipts to the trustees. This case was decided by
the Privy Council in favour of the Department. In the Gerard
case, the receipts were paid direct to the trustees and the
Court of Appeal found against the Revenus.
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It would be relevant to point out here that the Australian
Eourts have refused to follow the later dicta from the New
Zealand Courts and saome apparent dicta from the Privy Council
on New Zealand cases and they have maintained that the Australian
section 260, which is the counterpart of the old ssction 1038,
has the following effect:

. It is not necessary for the taxing auvthority to
show that tax avcidance is the "sole or principal
purpose”" of the particular arrangement

. Nevertheless, tax avoidance has to be something
mOoTe thanm mersly an incicsntal feasture

. It is contemplated that an outright transfer of
the "income producing substance" would be acceptable
for tax purposes. This was confirmed, in particular,

by the case aof Hollyock (not Holyoake)},

To summarize, it is considered that the new version of
section 10B does no more than restore the position to what was
considered to be the position in New Zealand following the
Elmiger case in 1966 and what in gensral terms 1s still
considered to be the position adopted by the Australian Courts
under the counterpart of the old section 108 in Australia.

No doubt the Leader of the Opposition, when Minister of Finance,
would have had occasion to look at the quidelines and dicta

the Department was following and would have satisfied himself
that the dividing line betueen the acceptabls and unacceptable
was correctly drawn,

Some Philosophical Arguments oﬁ Tax Avoidance Generally

Over the years, there has been comment on just how far a
person should be able to avoid or reduce his tax and what
action the legislature should take to combat the various types
of tax avoidance. In its papers for the 1971 seminars, these
opposing points of view were dealt with and I attach as Appendix A
the relevant comments,.

I also attach Appendix B, the guidelines issued by the
Deoartment in 1971 at the seminars referred to above.



























My G.H, Gould,

Mesers Lane, Neave & (o.,
B.0., Box 201,
CHRISTCHURCH,

Dear Mr Gould,

I enclose for your information a copy of a proposed
naw version of section 108 which the Minister of Finance
proposeg to substitute for that in clause B of the Land
and Income Tex Amendment Bill {Noc. 2) nouw before Parliament.
I alsn enclose a copy .of a letter, the original of which
was dddressed to another body. This letter explains the
significant changes in the propesed new draft,

The amendment will be made at the Committes stages,

Yours faithfully,

. ' fL " Stevens)
Encl. : Commissioner

30 Auqust 1974
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Anather change of some substance is a mors
detailed reference as to what is to happen
when the section applieas. The main criticism
of the Courts in relation to the existing
section 108 is that it does not say what is
to happen wvhen a contract, agreement or
arrangement is voided for tax purposes. The
version in clause 8 of the Bill states that
thae Commissioner is to determine how much
income would have been assesssed to the main
taxpayer involved if the contract, agreement
or arrangement had not besn entered into.
However, it is possible that because of the
contract, agreement or arrangement actually
entered intc the overall income in & particular
situation has been increased. This situation
is now coversed in paragraph (b) of sub-clause

*

The anly other significant change is the ragrouping
of the sub-clauses in a way which is considered to
be sasier to follow than in the version in clause 8,

Kind regards,

Yours sincersly,

b
(D.A. _Stevens)
Commissioner

@ 25 August 1974





















g0. Agreemsnis purporting to gltier incidonce of taxation ftc be void -
clouse 8 of the Land and Incomo VTax Amendmeni (Mo, 2) is hereby
amended by repsaling subclause (1) and substituting the following

subclause:

(1) The principal Act is hereby amended hy repealing section
108 (as amended by ssction 16(1) of the Land and Income Tax
Amendment Act (No. 2) 1968), and substituting the fellowing

section:

"108 (1) Every arrangement shall be absolutely void as against
the Commissioner for incoms tax purposes if and to the
extent that, directly or indirectly, it has or purports to
havs the purpose or effect of in any way altering the
incsdencc of income tax of ralieving any persoﬁ from his
liability to pay income tax, whether or not that person ox

any other perscn affected by that arrangement is a party to

that errangement.

“"(2) Where any arrangsment is veid in accordanes with the
provisions of subssction (1) of this section, any person
{being a person who, in.the opinion of the Commissioner,
would have, or might be expected to have, or would in all
likelihood have, derived any income but for that arrangament)
shall be deemed to have derived such income ./ =/4.// %¢
wriin ble andd Lol Fur intome Fag dccaroting -

"(3) Uhere any income is deemed to have been derived by any
person pursuant to subsection (2) of this section, that
income shall be dsemed not to have been derived by any

. other person.

“(4) Wiithout limiting the generality of the foreqoing subsections
of this section, it is hersby declared that no arrangement,
being an «r~a- yese.f made or entered into ameng, or affecting,
any members of any family shall be excluded from the
operation of tho< subssctiomns by reason of the fact that the
making or entering into of that arrangement was in any way

influenced by considerations of ordinary family dealing.
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The refarence in this subsection to any members of any

family ghall be deemsd to inciude a reference to -

“(a) Any relative of any such member;  and

"(b) The trustee of any trust in uhich any such member or
relative has an interest (including a contingent

interest)’ and

®*(c) Any partnarship or other association of persons in

ieh mamher  relative, orx truste

fhich anv
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interest; and

“(d) Any company of which any such member, relative,

trustes, partnership or association is a sharsholder.

Without limiting the genserality of subsectisn (1) or sub-
section (2) of this section, it is hereby declared that
where, in any income ysar, any person sells or otherwiss
disposes of any sharss in any company under an arrangement
(being an arrangement that, directly or indirectly, has or
purpcrts to have the purpose or effect of in any way altering
the incidence of income tax cr relieving any perscnh from his
liability to pay incoms tax)

under which that perscon receives, or is credited
with, or there is dealt with on his behalf ary considseratiaon
(uhether in money or monsy's worth) for that sale or other
disposal, being consideration, the whole or, as the case may
be, a part of which, in the opinion of the Commissioner,
represents or is gquivalent to, or is in substitution for,
any amount which, if that arrangement had noct been made or
sntered into, that person would have derived or uwould derive,
or might be expected to have derived or to derive, or in all
likelihood would have derived or would derive as income by

way of dividends in that income year, or in any subssqueant



u(ﬁ)

year or years, whether in one sum in any af those years
or otherwise howscever, an amount equal to the value cof
that consideration, or, as the cass may be, of that part
of that consideration shall be deemed to be a dividend

derived by that person in that first-mentioned incoms year.

For the purposes of this section -

"TArrangement' msesans any contract, agreement, or arrangenent
made or entered into., whether before or after the

commencement of this Act:

“YPurpose or effect’® includes purposes or effocts which
include the purpose or gffect, uhether or not the

principal purpaose or affect.”
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GO. Agresemants purporting to alter incidence of toxation to be void ~
clause 8 of tho Land and Incams Tax Amendment (No., 2) is hereby
.amenciad Ly repealing subeclause (1) and substituting the following

subclause:

(1) The principal Act is hereby amendsd by repealing secition
108 (as amended by section 16(1) of the Land and lncome Tax
Amendment Act (Na. 2) 1968), and substituting the fellowing

secticen:

108 (1) Every arrangement shall bs absolutely vaid as against
the Commissioner for income tax purposes if and to the
extent that, dirsctly or indirectly, il has or purports teo
have the purpose or sffect of in apy way altsring the
incidence of income tax or relieving any person from hiz
liability teo pay income tax, whether or not that person or
any other person affected b} that arrangement is é party Lo

that arrangement.

"(2) Where any arrangement is veid in accordance with the
provisions of subsection (1) of this section, any person
(being a person who, in‘tha opinion of the Commissionevy,
vould have, or might be expected to have, or would in all
likelihood have, derived any income but for that arrancement)
shall be deemed to have derived such incoms ./ =zi.4" Ao
wasena ble enid Lodte For income fax Aceording iy s

"(3) Where any income is deemed to have heen derived by any
person pursuant to subsection (2) of this section, that
income shall be deemed not to have been derived by any

other person,

%(4) Without limiting the generality of the foregoing suhbsections
of this section, it is hersby declared that no arrangsment,
being an :.-~a.yome made or entered into among, or affecting,
any members of any family shall be excluded from the
operation of ther gubsectioms by reason of the fact that tihs

making or entering into of that arrangement was in any way

influenced by considerations of ordinary family dealing.
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The refercncee in this subsection to any members of any

family shall be deemsd to include a reference fto -

“(a) Any relative of any zuch memper; and

"(h) The trustee of any trust in which any such member or
relative has an interest (including a contingent

interest); and

“{c) Aany partnership or other asscciation of persons ir

uhich any such membar
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, interest;  and

"(d) Any company of which any such member, relative,

trustee, partnership or associaticin is a sharehclder.

Without limiting the generality of subsection (1) or sub-
section (2) of this section, it is hereby declared that
where, in any income year, any person sells or otherwise
disposes of any shares in any company under an arrangement
(being an arrangement that, directly or indirectly, has eor
purports to have the purpose or offect of in any uwsay altaring
the incidencoe of income tax or relieving any person from his

liability to pay income tax)

under which that persaon receives, or is credited

with, or there is dealt with on his behalf any consideration
(vhether in money or maney's worth) for that sale or other
disposal, being consideration, the whole ar, as the case may
be, a part of which, in the opinion of ths Commissioner,
reprssents or is squivalent to, or is in substitiution for,
any amount which, if that arrangemsnt had not been made or
entered into, that person uvould have derived or would derive,
or might be expected to have derived or to derive, or in all
Jikelihood would have derived or would derive as incoms by

way of dividends in that incoms year, or in any subsaquent
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ysur or years, whether in onhe sum in any of those years
or otherwise howsoever, an amount egual to thes value oV
that consideration, or; as the case may be, cof that part
of that consideration shall be deemed {o be a dividend

derived by that person in thet first-mentioned income yesar.

For the purposes af this section -

"tArrangement' means any contract, agrsement, or arrangement
made or entered into, whether before or after the

commencament of this Act:

"'Purpose or effect! includes purposes or effects which
include the purpose or effect, whether or net the

principal purpose or effect."
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Hollyock v F.L. of Y. 2 A.T.R. 1971 at page 606.

//// Tha Judge in referring to some comments of Turnar J.
in thes Mangin casas in Nouw Zealand said :-

7...to say that the ssction appliss only to
arrangements whoss sole purpose is tax avoidance
would be contrary to the decisions in Neuton's

and Hancock's cages,.”.
Other guotations from the aame judgment are :-

*",..tn hnold that tax avonidancs should he the
principal purpose of tha arcangsment would
saem to me to be opposed to ths reasvning on
which those decisions rest, and would intro-
duce inta szction 260 a refinemsnt which ia
not suggestsd by the words of the section

itanelf...”

"Peee0n tha ather hand, if tax svoidance ia an
inesssntial or incidental featurs of the
srvangemsent, that may well servics to shouw that
the arrengsment cannot nacesparily bs labslled
as a means to avold tax.® /,z”

These axtracts highlight what is considered to be the
true intention of ssotisn 108 as it relates to 'purposs or
@ffect' and the werding in the nev provision has bean
adopted to give & clear indication of this intention,

{ trust you will find oy comments reasauring.

Kind regarde,

Yaurs sincerely,

£nc). Amsociats Minister of Finance
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/. Hollyock v F.C. of T. 2 A.T.R. 1971 at page 606.
Ths Judge in referring to some comments of Turner J.
in the Mangin case in New Zealand said :-

",..to say that the section applies only to
arrangements whosse sole purpose is tax avoidance
would be contrary to the decisions in Newton's

and Hancock's cases.".
Other quotations from the same judgment are :-

‘", ..to hold that tax avoidance should be the
principal purpose of the arrangement would
sgem to me to be opposed to the ressoning on
which those decisiong rest, and would intro-
duce into section 260 a refinemsnt which is
not suggested by the words of the section

itaself..."

‘", ..on the other hand, if tax aveidance is an
inessential or incidental feature of ths
arrangemsent; that may well service to show that
the arrangement cannot necessarily be labellsd

g8 a means to avoid tax."

) Thesse extracts highlight what is considered to be the
trus intention of section 108 as it relates to ‘purposs or
effect! and thse wording in the new provision has been ‘
adopted to give a clear indication of this intention.

I trust you will find my comments reassuring.

Kind regards,

Yours sincerely,

Encl. Associate Minister of Finance






2.

(a) The words "such income" in line 45 of the
Bill (p.5) are apparently intended to relate
back to income which the taxpayver would have
or might be expected to have or would in all
likelihood have derived (i.e. the wording
within the preceding brackets). I think

that it would be clearer and leave less room
for argument if the same wording were repeated
again outside the brackets, thus "as in the
opinion of the Commissioner he would have or
might be expected to have or would in all
likelihcod have derived but for the contract,
agreement or arrangement and shall be
assessable and liable for income tax accordingly”.

{b) Such amendment, and indeed the subsection
as it stands in the Bill, would "catch" only
income which by reason of the taxpayer's
previous activities he might have or be

expected to receive had the contract, agreement
or arrangement not been made. It would not, in
my view, "catch" any new source of income which
was created for the first time by the contract,
agreement or arrangement itself. For example,
suppose a taxpayer had the sum of $10,000
invested in Government stock at an interest

rate of 5% p.a. His income from this would be
$500. Suppose he then transferred this capital
sum to a trust for his children or sold the
stock and lent the $10,000 cash to the trust,
interest free, and that the trustees invested
the $10,000 in a finance company which paid an
interest rate of 10% p.a. An income of 51000 p.a.
would be produced. Under subs.{l)} of the Bill
and under the wording I have set out above, I do
not think it could be said, that the arrangement
under which the $1000 was earned, produced a
quantum of income equivalent to that which the
taxpayer would have been likely to have earned
but for the arrangement. It is more logical to
say that he would have only received $500 had
the arrangement not been entered into. I think,
therefore, that under the section as it stands it
would be proper to bring $500 only into the
taxpayer's income. To get over this difficulty
I have, in my draft, given the Commissioner the
option of assessing the taxpayer either on the
basis of what he would have derved had the
arrangement not been entered into or what he
would have derived if he had been entitled to
all the benefit from the arrangement. This
would allow the Commissioner in the example I
have given to say that if the taxpayer had begn
entitled to any benefit from the arrangement 1t
would have been to the extent of $1000 not $500.
Whether you wish to "catch" the full $1000 %n my
example or only the $500 is a matter of policy
for decision by you in consultation with the
Minister.







Section 108

(1)

Every contract agreement or arrangement made or entered
into whether before or after the commencement of this
Act shall be absolutely void as against the Commissioner
for income tax purposes if and to the extent that

directly or indirectly it has or purports to have

(a) the purpose or effect of in any way altering
the incidence of income tax or relieving any

person from his liability to pay income tax, or

(b) as one of its purposes or effects the altering
in any way of the incidence of income tax or
the relieving of any person from his liability

' to pay income tax.

e ad (rhether or not that person or any other person affected
ot

(2)

aﬁ?”/ n“M/ /. by that contract, agreement or arrangement is a party to

that contract, agreement or arrangement).

Where any contract, agreement or arrangement is void

in accordance with the foregoing provisions of subs. (1)
any person (being a person who in the opinion of the
Commissioner would have or might be expected to have or
would in all likelihood have derived any income but for
that contract, agreement or arrangement) shall be deemed

to have derived such income as in the opinion of the

Commissioner e%fﬁg;
(a) ﬁg/;;;I;’;:ve or might be expected to have or

would in all likelihood have derived but for the

contract, agreement or arrangement, or,

e ¥

(b) would have derived if he had been entitled to

arr gement/ . //uf
7 T
‘ !




(3)

(4)

(5)

2-
and shall be assessable and liablé for income tax

accordingly.

Where income is deemed to have been derived by any
person pursuant to the foregoing provisions of
subsection {2) hereof that income shall be deemed not

to have been derived by any other person.

It is declared that because a contract, agreement or
arrangement is an ordinary business or family dealing
it shall not for that reason be excluded from the
application of subsection (1) hereof which shall
nevertheless apply to such contract, agreement or
arrangement if it has or purports to have the purpose
or effect or one of the purposes or effects referred

to in subsection (1) hereof.

Same as (3) of Bill,







2.

(a) The words "such income" in line 45 of the
Bill (p.5) are apparently intended to relate
back to income which the taxpayer would have
or might be expected to have or would in all
likelihood have derived {i.e. the wording
within the preceding brackets). I think

that it would be clearer and leave less room
for argument 1if the same wording were repecated
again outside the brackets, thus "as in the
opinion of the Commissioner he would have or
might be expected to have or would in all
likelihood have derived but for the contract,
agreement or arrangement and shall be
assessable and liable for income tax accordingly”.

(b) Such amendment, and indeed the subsection
as it stands in the Bill, would "catch" only
income which by reason of the taxpayer'’s
previous activities he might have or be

expected to receive had the contract, agreement
or arrangement not been made. It would not, in
my view, "catch" any new source of income which
was created for the first time by the contract,
agreement or arrangement itself. For example,
suppose a taxpayer had the sum of $10,000
invested in Government stock at an interest

rate of 5% p.a. His income from this would be
$500. Suppose he then transferred this capital
sum to a trust for his children or sold the
stock and lent the $10,000 cash to the trust,
interest free, and that the trustees invested
the 510,000 in a finance company which paid an
interest rate of 10% p.a. An income of $1000 p.a.
would be produced. Under subs.{l) of the Bill
and under the wording I have set out above, I do
not think it could be said, that the arrangement
under which the $1000 was earned, produced a
guantum of income equivalent to that which the
taxpayer would have been likely to have earned
but for the arrangement. It is more logical to
say that he would have only received $500 had
the arrangement not been entered into. I think,
therefore, that under the section as it stands it
would be proper to bring $500 only into the
taxpayer's income. To get over this difficulty
I have, in my draft, given the Commissioner the
option of assessing the taxpayer either on the
basis of what he would have derived had the
arrangement not been entered into or what he
would have derived if he had been entitled to
all the benefit from the arrangement. This
would allow the Commissioner in the example 'l
have given to say that if the taxpayer had been
entitled to any benefit from the arrangement 1t
would have been to the extent of $1000 not $500.
whether you wish to "catech" the full 31000 in my
example or only the $500 is a matter of policy
for decision by you in consultation with the

Minister.






Section 108

(1)

(2)

Every contract agreement or arrangement made or entered
into whether before or after the commencement of this
Act shall be absolutely void as against the Commissioner
for income tax purposes if and to the extent that

directly or indirectly it has or purports to have

(2) the purpose or effect of in any way altering
the incidence of income tax or relieving any

person from his liability to pay income tax, or

{b) as one of its purnnses or effects the altering
in any way of the incidence of income tax or
the relieving of any person from his liability

to pay income tax

(whether or not that person or any other person affected
by that contract, agreement or arrangement is a party to

that contract, agreement or arrangement).

Where any contract, agreement or arrangement is void

in accordance with the foregoing provisions of subs. (1)
any person (being a person who in the opinion of the
Commissioner would have or might be expected to have ox
would in all likelihood have derived any income but for
that contract, agreement or afrangement) shall be deemed
to have derived such income as in the opinion of the

Commissioner either

(a) he would have or might be expected to have or
would in all likelihood have derived but for the

contract, agreement or arrangement, or,

{b) he would have derived if he had been entitled to
all the benefit of the contract, agreement ox

arrangement
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(3)

(4}

(5)

2.
and shall be assessable and liable for income tax

accordingly.

Where income is deemed to have been derived by any
person pursuant to the foregoing provisions of
subsection (2) hereof that income shall be deemed not

to have been derived by any other person.

It is declared that because a contract, agreement or
arrangement is an ordinary business or family dealing
it shall not for that reason be excluded from the
application of subsection (1) hereof which shall
ﬂévertheless apply to such contract, agreement or
arrangement if it has or purports to have the purpose
or effect or one of the purposes or effects referred

to in subsection (1) hereof.

Same as (3) of Bill.
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The Commissioner.

DIVIDEND STRIPPING - SECTION 108

(1) i) Assume a company with $500 in capital and $500
accumulated profits, with its sole asset $1000
in cash.

Assume the sole shareholder, "AY", sells
his shares to "B Ltd'for $90.

Assume "B Ltd" winds up the company and
collects $100 caomprising $50 return of capital
and $50 dividend.

ii) In Tech. Ruling Supplement No. 13, on the strength
of a number of recent Australian cases, we have
indicated that ssction 108 should be applied to
assess the original shareholder, "A", on the
dividend he avoided receiving as such by selling
his shares at an apparent capital profit.

iii) The guestion is what is the amount of the dividend
to 'be assessed to "A"? Is it -

(a) $40 - being the excess of the $90 received
over the paid up capital of the shares, or

(b) $50 - being the amount of the dividend
actually received by the newv shareholders?

(2) i) In earlier discussions I have contended for - and
you provisionally supported my view - that the
"realities" of the deal are that the original
shareholder received $90 instead of the $100 he
would have received if he had wound up himself,
made a capital profit of $40 in lieu of a dividend
of $50, and that we should treat the "capital profit"
as the quantum of the taxable dividend.

ii) In contrast, Mr Manning suggested that if section 108
applies the annihilation principle, in the absence
of a substitution provision, necessarily means we
must have regard to the dividend actually declared
viz. $50 in rhe example quoted, and relate this back
to the original shareholder, "A".

(3) i) You will recall that in commenting on my discussions
with the Australian tax officers on this point, I
said that they felt, in the 1light of the Newton and
Hancock cases, that the assessable dividend to the
vendors would have to be regarded as the actual
dividend subsequently paid to the strippers, as
against the New Zealand view that it would be the
excess of the sale price of the shares over the
paid up capital, but that the Australians conceded
they could be in some difficulty if the declaring of
the dividend by the new shareholders was delayed for
some reason.






ii)

iii)

iv)

vi)

based must bs considered in the light of their

own facts. This is of special significance

when, as 1 believe, applying such an interpretation
to cases with rather different facts could result
in an illogical result.

In the first case quoted - Bell v. F.C. of T. -
some $77,000 was paid to the old sharehalders in
the guise of the sale of shares. The Commissioner
applied s.260 and assessed the whole of this amount
as a dividend but it is important to note that
there were existing undistributed profits in excess
of this sum. This point was mentioned by the Full
Court and their Judgment includes the words - "On
3.2.48 $77,000, consisting entirely of profits; was
withdrawun from the company's bhank account, and
$11,000 of it passed, indirectly but by steps that
are clearly traceable on the face of the bank's
ledgers, into Bell's bank account".

In Newton's case once again it was undistributed
profits that were paid out and which found their
way, through an intervening company, to the original
shareholders who in this case were the continuing
shareholders. As quoted by Mr Sorensen "the special
dividends were derived in their entirety by the
original shareholders”, In essence, there is no
true sale of the ordinary shares to an arm's length
party at all, as the shares apparently retained by
the purchasing company retained only limited future
dividend rights.

In Hancock's case, the essential facts seem much the
same in that no true third party was involved and

what occurred was a distribution of accrued profits

to an existing sharehalder. In the portion of

the Judgment quoted by Mr Sorensen, the following
comments occur - "The effect was exactly that which,
in the absence of an arrangement, could have been
produced only by the Hancocks retaining their shares,
receiving the dividend moneys in respect of them free
of income tax, and applying all but $2500 in purchasing
the tefroy shares after the dividends thereon had been
pald."

In Myfield No. 1 the Australian Judge decided that

a subsequent dividend received by a third party
(presumed) was asssssable in full to the griginal
shareholders even though they had in fact sold out for
$5000 less than the value of the shareholders' funds.
This decision would seem to be against my contention
and in favour of Mr Sorensen's conclusions. It is
not, however, clear just how much paid up capital was
included in the shareholders' funds.

In Ellers Motor Sales, the shares were apparently sold
to a third party but in this case the dividend assessed
to the original shareholders was the amgunt they
actually received which was somewhat less than.thg
dividend subsequently declared. Once again, it is

not clear what amount of paid up capital was involved
although it may not be without significance that the
dividend subsequently declared was in itself somewhat
greater than the amount received by the original
shareholders.




(6)

4‘

vii)In Bailes case, there was a series of subsequent

viii)

ix)

dividends which were all assessed back to the
original shareholders but it is not clear uwhether
or not there was any connexion between the neu
holding company and the original shareholders.

In addition the subsequent dividends were all

in respect of accumulated profits at the date of
the transfer, and it would seem that the sale price
of the shares was related to such undistributed
prafits, It may be of some significance that in
the course of this Judgment it was remarked that
"In the cases to which we were referred, the fact
that the money paid to the taxpayer coculd be
identified as undistributed profits appears to

have been relevant in determining the purpose

or effect of the arrangement and I do not wish to
expraess any view on how that determination might

be affected if, for instance, only a small part of
the "real money" was undistributed profits. It is
sufficient to say that these appeals are not
concerned with cases of that sort".

in 18 C.T.B.R.(NS)No. 71 the amount assessed to

the original shareholders was what they received

for the sale of the shares to a stranger which had been
calculated as the asset backing less 1%. Once

again, the amount of paid up capital is not stated

but would appear to have been Nil as the total
subsequent distribution was regarded as a dividend.

In the course of the decision in 18 C.T.B.R. a
Board Member in explaining the decision to assess
the original shareholders with what they actually
received rather than the amount of the subsequent
distribution stated in relation to Bell's case "The
Court seems to have been concerned with the amount
Bell received under the guise of capital®. Mr
Sorensen is not impressed with the Company's
reasoning but to me it expresses the nub of the
matter, and is precisely the pesition with which
we are concerned,

I have commented in some detail on the cases
referred to by Mr Sorensen. My purpose in so
doing has been to suggest that when they are
considered in the light of -

. 1in some cases the lack of a true third party

. the subsequent distribution being in many
cases confined to accumulated profits

. the doubts as to the amounts of prior paid
up capital -

the dicta quoted in 18 C.T.B.R. that what we should

be concerned with is®™he amount (of undistributed
profits) received in the guise of capital®™ remains

a valid quide. I believe the individual circumstances
of individual cases vary so much in vital respects of
the kind already referred to that it is dangerous to
take what was regarded as the proper amount of the
dividend related back in one case as being the
yardstick to apply in all dividend stripping cases.




o

ii) I prefer to stick to what seems to me the sssential
feature of a dividend stripping case. What is
the amount of the "dividend" avoided by the former
shareholders by selling their shares in the
particular circumstances being queried. I
remain of the opinion that the only reascnable
figure to assess is the amount received for the
shares reduced by the amount of paid up capital in
respect thereof.

//4? ~
(Cc. p. B
Director (Policy and Research)



DIRECTOR (POLICY & RESEARCH)

DIVIDEND STRIPPING

ASSESSMENT FOLLOWING AN ANNIHILATION
UNDER SECTION 108 LAND AND INCOME TAX
ACT 1854

1. Mr Manning, Regional Controller {(Northern), has asked for

my opinion as to the determination of the assessable income of

a taxpayer on the invoking of s.108 in a dividend stripping
case. (Refer my Opinion dated 19 December 1973 (L.O. 1973/142)
on the application of s.108 in dividend stripping cases}.

In order to answer the question posed, 1 propose to revieu
several of the more recent dividend stripping cases in which
8.260, the Australian equivalent to s.108, was invoked and
examine the method of assessment adopted in those cases.

2, Bell v. F.C. of T. (1953) 87 CLR 548; & AITR 462. The
seven taxpayers, shareholders in a Papuan company, each proposed
to sell his single share in that company. We.a soliciteor, was
appointed a director of the company. W.drew his own chegues
for £11,000 each to six clients as a loan; W. and each of the
six then drew their own cheques for £11,000 which were exchanged
for a share transfer executed by one of the seven shareholders.
The next day the company registered the share transfers and
authorised a loan of £77,000 to W. The company's chegue for
£77,000 to W, and the cheques drawn the day before were then
cleared simultaneously; thereafter each of the seven old share-
holders obtained a bank draft for his £11,000. On the third
day the Papuan company paid a dividend of £11,000 on each share
and cheques were paid into the bank accounts of the new share-
holders, who thereupon repaid the loans made them by W., and

he in turn repaid his loan from the company. The result of
these transactions was that the Papuan company had, at the end
of three succeeding days, disposed of £77,000, being nearly the

whole of its distributable profits, and the seven old shareholders

betueen them had received £77,000, each having received £11,000
as the price of his one share in the campany, and those shares
were legally and beneficially owned by the new shareholders.

The Commissioner assessed the taxpayers on the basis that in
consequence of the application of s.260 each received £11,000 as
part of a distribution by the company to its shareholders out
of profits, so that each amount was assessable as a dividend.

In confirming the assessment on appeal the Full Court said,
at p.477,

"Then if this arrangement be treated as void, what remains?
Simply this, that on 3 February 1948 £77,000, consisting
entirely of profits, was withdrawn from the company's bank
account, and £11,000 of it passed, indirectly but by steps
which are clearly traceable on the face of the bank's
ledgers, into Bell's bank account; and Bell is to be
considered as remaining at that time a shareholder in the
company, his transfer to Corlett being ex hypothesi void
as against the Commissioner as an integral part of the
arrangement. This means that the application of s.260
in this case is to eliminate those features of the case
upon which the exclusion of the £11,000 from assessable
income depends, and by that means to establish the correct-
ness of the assessment appealed against.™"




2.

3. Newton v. F.C. of T. (1958) AC 450; (1958) 2 All ER 759;
7 AITR 289 (PC). The facts of the dividend stripping trans-
actrons which involved three private motor companies is set
out in the judgment, at p.302,

"For simplicity, their Lordships will consider what

happened in the case of one of the private motor companies
only; but all three carried out similar transactions.

The company amended its articles of association so as to
give special dividend rights to eighty thousand ordinary

£1 shares, which entitled the holders of the shares to a
dividend of £5.15.10 on every £1 share. That comes to

a total of nearly £460,000 as special dividend. After

the payment of that dividend, those shares, were to carry
only a five per cent fixed dividend. The original share-
holders then sold these shares to a company called Pactolus,
Ltd (which was a private company controlled by a consulting
accountant) at a price of nearly £460,000 - roughly equal
to the anticipated dividend. The Pactolus company paid to
the original shareholders the price by cheque and, at about
the same time, received from the motor company a cheque for
the special dividend. The two chegues were for about the
same amount - £460,000. The Pactolus company was only
able to pay for the shares because of the special dividend
it received on them.

So much for the one company. Taking the transactions of
all three companies together, the result at the end of it
all was that the motor companies distributed £1,764,136 as
special dividends. Most of this found its way back to

the origainal shareholders, who received £1,661,722 in cash.
++seseehe Pactolus company had received 161,213 shares......
The Pactolus company had also retained £102,414 in cash."

The judgment, at p.306, gives the Court's view on what is
to be assessed following the invoking of s.260.

"In this case, the Commissioner must accept the arrangement
in so far as it had the effect of creating special dividend
rights in the original shareholders - for that did nothing
to avoid tax; but he can ignore the arrangements in so far
as the origainal shareholders transferred those dividend
rights (with the shares) to the Pactolus company for money
- for it was that transacticn which gave the character of
capital to the money received by the shareholders. When that
transaction is ignored, it becomes apparent that special
dividends were declared on shares which are to be deemed
for this purpose to be still held by the original share-
holdsrs. Those dividends amount to £1,764,136 paid out by
the company. If and so far as the Commissioner can show
that those special dividends reached the hands of the
original shareholders, he is entitled to treat it as income
derived by them from the shares. Now the Commissioner can
trace the sum of £1,661,722 in cash actually into the hands
of the original shareholders. He is entitled, therefore,
to treat it as income derived by them. He cannot trace
the balance of £102,414 actually into their hands. It
remained in the pocket of Pactolus Ltd. It was ostensibly
the profit of the Pactolus company on buying the shares.
But when the transfer is ignored, that profit is seen to
be nothing morenmor less than remuneration which the original






4.

assessment wholly by means of a process of tracing, it also

puts beyond all question that the transfers which enabled
Rowdell to receive so much of the £50,000 as was distributed

by Mulga Downs 1n respect of the 7728 Hancock shares formed

part of an arrangement which was a means for producing to the
Hancocks, first, a portion (£2500) of the distributions, in

cash but as capital instead of as income, and, secondly, the
Lefroy shares. As regards the £2500 the case is indistinguish-
able from Bell's Case %1953), 87 C.L.R. 548, 5 A.I.T.R. 462:

the money followed a course of the first kind mentioned in
proposition (5)% above. As regards the rest of the distribu-
tions on the 7728 shares, the money followed a course of the
second kind: the Hancocks have never received the moneys,

but they have received the Lefroy shares instead. I say instead,
because the practical result which the carrying out of the
arrangement achieved was an exchange by the Hancocks of the
right to participate in the planned distributions of Mulga

Downs for the Lefroy shares in the "milked" company. The
effect was exactly that which, in the absence of an arrangement,
could have been produced only by the Hancocks retaining their
shares, receiving the dividend moneys in respect of them free

of income tax, and applying all but £2500 in purchasing the
Lefroy shares after the dividends thereon had been paid. The
arrangement was, therefore, a means for avoiding the income tax
which the Hancocks would have been liable to pay if they had
achieved the same results without an arrangement. One may
accept without hesitation their stoutly-maintained assertion
that in their minds the arrangement was predominantly a means
for getting in the Lefroy shares. That was, no doubt, their
long-standing ambition. It was that which drew them into

the arrangement when it was proposed to them, But the stubborn
fact remains that, for whatever else the arrangement was a means,
it was a means for the avoidance of tax. The consequence

which s.260 produces is that the transfers of the 7728 shares

to Rowdell are to be treated as void, and Rowdell's receipt of
the dividend moneys in respect of those shares is to be con-
sidered a receipt of the Hancocks' moneys by arrangement with
them, and therefore as a derivatiocn of those moneys by the
Hancocks, with the character of company distributions still

upon them.

In my opinion, the amended assessment was correct, and
the appeal from the order of fullagar, J., should be dismissed.":
per Kitto, J. at pp.340-1.

*¥Praoposition (5) stated by Kittae, J. at p.335 was that the
acts done will enable an arrangement to be characterized as a
means for the avoidance of tax "if they have included a transfer
of property from the taxpayer in consequence of which income from
the property, instead of bheing received as such by the taxpayer,
has followed either of two courses: (i) a course which has
carried it through the hands of other persens to the taxpayer
but so as to reach him with the character of capital; or (iis
a course which has amounted in effect to an application of the
moneys by the taxpayer, and so has been a practical eguivalent
of a receipt by him followed by an expenditure by him".

5. Mayfield v. F.C. of T. {Nao.1) (1961) 108 CLR 303; 8 AITR
354. In this case the Mayfield family sold their shares in
Mayfield Investments Ltd. The sale price of £40,975 was
approximately £2250 less than the value of the net assets of
Mayfield Investments Ltd. This amount of £2250 had been
agreed upon as the purchasers' profit under the plan. After
the registration of the transfers of its shares, Mayfield
Investments Ltd declared a dividend of £11,600 on 30 November
1950 and in January 1951 the company went into voluntary
liquidation. The distribution by the liquidator of £32,196
comprised, return of capital, £14,500; capital profit on sale
of shares, £17,3%98; wundistributed income, £298.
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It was held that s.260 applied with the effect that
the transfers of shares in Mayfield Investments Ltd were
void, sa that the Mayfield family must be treated as
remaining the shareholders of that company at all relevant
times. Menzies, J. held that uwhatever the family received
out of any distribution of profits by the company was taxabls.
OF the £17,600 distributed to the purchasers as the new share-
holders, £1475 and then £7500 was paid by them ta the family
(as deposit and an instalment on the purchase of the family's
sharesg; the family was therefore liable to tax on £8925 in
proportions according to shareholdings. of the £11,600
dividend, the family did not actually receive £2625 (being
£1600 used to pay up unpaid shares and £1025 retained by the
purchasers from the dividends paid to them); but as the
family, being entitled to dividends, disposed of them by an
arrangement to avoid taxatien uwhich the Commissioner was bound
to disregard, and because the dividends were paid by reason
of what the family did, the £2625 also was to be regarded as
income derived by them. Likewise, the £298 paid by the
liquidator out of ordinary profits, although not actually
received by the family, was also treated as income derived
by the family and therefore taxable.

The Commissioner also assessed the family in respect of
the £17,398 capital profit distributed on liquidation.
Menzies, J. allowed the objection against this assessment
saying, at p.320: p.364, "Had the members of the Mayfield
family, as shareholders, received the payments from the Capital
Profit Reserve, they would have not been taxable under s.47 of
the Act and I do not think that s.260 turns them into taxable
dividends."

6. In Mayfield v. F.C. of T. (No.2) (1961) 108 CLR 323;

8 AITR 366 the Mayfield family sold their shares in Mayfield
Holdings Ltd for £56,900, which amount was approximately £5000
less than the shareholders' funds of that company. Subsequently,
on 27 April 1954, the company declared a dividend of £48,000

and a further dividend of £1200 was declared on 10 June 1954.

In October 1954, the company went into voluntary liguidation.

"I decide, therefare, that the dividends of £48,000 and £1200
distributed by Mayfield Holdings Ltd on 28 April and 8 June
1854.respectively are, so far as the Commissioner is concerned,
the income of the taxpayers proportionally to their sharsholding
immediately before the transfers of 21 April 1954.": per
Menzies, J. at p.334: p.372.

T fF.C. of T. v. Ellers Motor Sales Pty Ltd (1972) 3 ATR 45.
The four taxpayers Ellers Motor Sales Ltd, Junelle Ltd, and

Mr and Mrs Ellers, sold their shares in Harcourt Ltd to Holdings
Ltd for £356,900.6.8d., that is, £1766.16.8d. per share.
Harcourt then declared a dividend of £358,923 which was paid to
Holdings.

"As regards the two sums of £1766.16.8 each received by
Jdohn and June Ellers, s.260 in my opinion avoids, as against
the Commissioner, the transfer of their two shares in Harcourt
to Holdings. Those sums must therefore be considered a distri-
buticn of funds by Harcourt to them as shareholders and as
such assessable income in their hands.....As regards the sum
of £176,683.6.8 each received by Motor Sales and Junells,
s.260 has a similar operation and avoids the transfer of
Motor Sales' 100 shares and Junelle's 100 shzares in Harcourt
to Holdings. These sums also therefore fall within the
category of a distribution to shareholders and so assessable
incame....": per McTiernan, J. at p.48.
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"1 have stated the conclusion that the appellant was
entitled to assess the respondents aon the footing that the
sums which they received from the sale of the shares in Harcourt
were received by them as dividends, by means of which the
profits of Harcourt were distributed to them.": per Walsh, J.
at p.b7.

Each taxpayer was assessed on the sum actually received
by them (in aggregate, £356,900.6.8), however, in the individual
assessments the Commissioner described the sum assessed as the
the taxpayer's proportion of the distribution of £358,923 by
Harcourt! (refer p.46). "The difference in the two sums
is basically accounted for by the cost of the operation.’:
McTiernan, J. at p.47.

8. Chief Collector of Taxes v. Bailes (1973) 3 ATR 717.
This was an appeal from the Income Tax Tribunal decision in
17 C.T.B.R., (NS) P.N.G. Case 10 to the Supreme Court of Papua
New Guinea.

On 10 April 1967 Mr Bailes sold shares in G. G. Bailes Ltd
to R.M.I. Holdings Ltd for $335,299.80. On the same date
Mrs Bailes sold her shares in G. G. Bailes Ltd to the same
purchaser for $248,934.70. On 25 April 1967 Bailes declared
a dividend of $39,995 to Holdings; wup to 30 June 1971 Holdings
had received by way of dividends from Bailes $325,995, and
in addition, the taxpayers together received approximately
$319,000 in reduction of their loans to Holdings (used to
purchase the taxpayers' shares in Bailes): refer p.719.
Applying s.36% {the equivalent to s.260) the Chief Collector
assessed the taxpayers on the basis that the dividends derived
by Holdings from Bailes during the years of income ended
30 June 1967, 1968 and 1969 constituted assessable income
during those years in their hands. The Court confirmed the
assessments.

"Counsel for the respondents arqued that the present
cases were distinguishable from such cases as Bell (1953)
87 C.L.R. 548; 5 A.I.T.R. 462; Newton (1958), 98 C.L.R. 1;
7 A.I.T.R. 298; Hancock '19635, 108 C.L.R. 258; B8 A.I.T.R. 328;
Mayfield (1961), 108 C.L.R. 323: B8 A.I.T.R. 366, and Ellers
Motor Sales Pty Ltd (1972), 46 A.L.J.R. 181; 3 A.T.R. 45, in
all of which the distribution attacked was made from undistributed
profits already accumulated at the time of distribution. In the
present cases, it was argued, the payments were to be made from
future profits but this is true of only about one-sixth of the
total payable. The purchase price or loan - whichever it be -
was something in excess of $580,000. The sale occurred in
April 1967 when the accumulated profits of the group at the
end of that financial year could no doubt have been estimated
with some degree of accuracy and the total of the accumulated
undistributed profits of the group at 30 June 1967 had in fact
grown to approximately $480,000 compared with approximatsly
$356,000 at the end of the previous year. We were not told
of the precise terms of payment to the respondents on this
subject the minutes of the holding are silent, but as at
30 June 1971 $319,000 had been paid and as at 30 3dune 1972
$478,000, It is only payments after 30 June 1972, on account
of the balance of approximately $102,000, which will bring the
total paid to the respondents to a figure in excess of the group's
accumulated profits at 30 Juns 1967.

In the cases to which we were referred, the fact that the
money paid to the taxpayer could be identified as undistributed
profits appears to have been relevant in determining the purpose
or effect of the arrangement and I do not wish to express any
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view on how that determination might be affected if, for
instance, only a small part of the "real money" - to adapt an
expression of Fullagar, J., in Newton (1958) 98 C.L.R. 13

7 A.I.T.R. 298 - was undistributed profits. It is sufficient
to say that these appeals are not concerned with cases of that
sort.": per Clarkson, J. at pp.724-5.

9. 18 C.T.B.R. (N.5.) Case 71 (1973). The taxpayer, his
wife and daughter sold their shares in their family company

to a stranger for $360,156.30 on 26 November 1969. After

the transfer of the shares the company on 28 November 1969
declared a dividend of $363,336 to the new shareholders. The
Commissioner avoided the transfer of the shares under s.Z60 and
assessed the taxpayers on the $363,336 in appropriate propor-
tions. The individual assessments described the sum assessed
as "your proportion of the distribution made by W. Pty Ltd

on 28 November 1969" (refer p.553). By majority the Board
held that the total amount included in the taxpayers' assess-
able income should be reduced to $360,156 being the amount
received by them. (The Chairman (Mr Dubout) dissenting,
considered that the merely annihilating effect of s.260 did
not expose the taxpayers to liability).

The purchase price for the shares was agreed to be an
amount equal to the worth of the asset backing less one percent.
In terms of the final balance sheet, and as incorporated into
the purchase agreement, this meant that the purchaser had to
pay $360,156.30, calculated as follous:

Assets of W. (in fact cash) $363,794.24
One percent thereof $ 3,637.94

$360,156.30

‘It was said that the purchaser sought this amount of one percent
to cover outgoings for stamp duty and other matters incidental
to the acquisition of the shares: refer p.556.

10. 1 think the raison d'Btre of any dividend stripping
operation is to effect the release of distributable profits,
which would in the normal course be income, in the guise of
capital payments. In all the cases considered a dividend uas
declared to the new sharsholders;:; these dividends formed an
integral part of the whole sale and purchase arrangement.

When the transfer af shares 1s aveided the taxpayer is left

in the position of remaining the shareholder and is to be
assessed accordingly. This approach is explained by

Walsh, J. in the Ellers Motor Sales Case (supra) at p.54:

"Sub ject to certain arguments to the contrary which

have yet to be considered, this appears toc me to be an
arrangement of the kind to which s.260 should be applied,
so as to enable the Commissioner to assess tax on the
former shareholders in Harcourt as if they had remained

its shareholders, in accordance with the principles as to
the operation of s.280 established in such cases as Bell v.
Federal Commissioner of Taxation (1953), 87 C.L.R. 548;

S A.I.T.R. 462, Federal Commissioner of Taxaticn v. Newton
(1957), 96 C.L.R., 5773 7 A.l.T.R. 1, and on appeal to

the Privy Council 98 C.L.R. 1; 7 A.I.T.R. 298, and Hancock
v. Federal Commigsioner of Taxation (1961), 108 C.L.R. 258;
7 A.I.T.R. 328, According to those authorities it is
appropriate to look at the end result of the transaction
from the peint of view of Harcourt and from the point of
view of those who were its shareholders before the transfer
of the shares to Holdings. The end result was that the

9
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profits had gone out from Harcourt and that an equivalent
amount had come into the hands of its sharsholders. To
adopt the phrase used by Fullagar, J., in Newton's Case
(1957), 96 C.L.R., at p.656; 7 A.I.T.R., at p.57, it may
be said in my opinion that "the onlyreal money" which
figured in the transactions was Harcourt's money. The
loan from the bank to Ellers, the loan from Ellers to
Holdings, the use by Holdings of the credit so obtained
to pay for the shares, the use of the dividend received
by Holdings to pay back the loan obtained from Ellers and
the use by him of that money to repay the bank were all
steps in the transaction which, although they were "genuine"
and although on the face of them they effected transfers
of assets %the Harcourt shares) in exchange for a price,
did not prevent the end result from being, as it was
-intended to be, that the Harcourt profits found their way
into the hands of those who had been its shareholders.
It does not matter that the payment for the shares was
made- (by means of borrowed money) before the dividend
was actually received by Holdings. As was said by Menzies,
J., in Mayfield v. Federal Commissioner of Taxation (No.2)
(1961), 108 C.L.R. 323, at p.334; B8 A.I.T.R. 366, at
p.373: Ma substantial identity between what the company
distributed and what the assumed members received is
sufficient”.”

11. In any given case where s.108 is invoked, it is my vieu
that the assessment should be made on the basis, not of the
amount actually received for the shares but of the proportion
of the distribution to which the taxpayer gqua shareholder would
have been entitled to receive as dividends. This beccmes
apparent, I think, having regard to cases such as Hancock,
Mayfield (No.1) and Bailes where the taxpayers received sums

in excess of what their share in the distribution would have
been, and the converse situation in Newton and Mayfield (No.2)
where the share of the distribution exceeded the sum actually
received by the taxpayer; 1in all these cases the assessment was
based on the portion of the distribution attributable to the
taxpayer's shares. Although the sum in fact assessed in

Ellers Motor Sales was the amount actually received by the

taxpayer, the Commissioner nevertheless described this sum in
his assessment as the taxpayer's proportion of the distribution
by Harcourt. The small difference (amounting to 1% of the
distribution) between these two figures was explained as being
the cost of the operation. The Court upheld the Commissioner's
basis of assessment.

The Court in Rowdell Pty Ltd v. F.C. of T. (1963) 111
CLR 106, a case concerning the purchaser-shareholder in dividend
stripping arrangements, appears to have accepted, having regard
to the decided cases, that the vendor-shareholder in such
arrangements as were avoided by s.260 was assessed on the basis
of an appropriate proportion of the distribution.

12. The only case that will require further explanation in the
light of my conclusion is the Board of Review decision in Case 71.
(para. 9 supra). There the taxpayer received a sum equal to

the amount of the distribution less 1%, the 1% going towards
caosts. The Commissiaoner assessed using the amoaunt aof
distribution; the Board reduced this to the sum actually
received.

At pp.578-579, Mr Dempsey, Member, says:

"46., As I consider that the case of this taxpayer and his
co-shareholders cannot in any material aspect be distinguished
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from the case of Bell, supra, I uphold the decision
gf the Commissioner that s.260 applies to the trans-
action. This then leads me to decide what is the
correct amount to be included in the assessment when
this section is applied.

47. The Commissioner has assessed each taxpayer on

their respective share of the dividend of $363,336 which

was declared by thes new directors on 28 November 1969 and
after these taxpayers had ceased to be shareholders in

the company. In point of fact the amount they collectively
received and uhich was paid to them on 26 November 1968

was $360,156.

48. My understanding of the decision in the case of Bell,
supra, is that the decision of the court was that Bell

was assessable aon the sum paid tc him on 3 february 1948
in consideration for the transfer of his share in the
Papuan company, viz., £11,000, I do not consider that

in arriving at this decision the court was influenced

by the fact that on the next day a dividend was declared
and the amount of such dividend attributable to the share
previously held by Bell was also £11,000. The caurt
seems to have been concerned with the amount Bell received
under the guise of capital,.

49, If I be correct in this view then the amount this
taxpayer and his co-shareholders received as a distribution
of the company's funds was the amount of $360,156 paid

to them on 26 November 1569.

50. I would accordingly hold that the assessments
should in principle be confirmed but that they should
be reduced in each case to assess each shareholder on
their share of this sum of $360,156 in lieu of their
share of $363,336."

I am not cenvinced that Mr Dempsey's interpretation gf
Bell is correct. In that case the Commissioner's assessment
described the £11,000 as "Amount received in respect of your
share in Simmonds, Harper & Larkin Ltd" (5 AITR at p.463).
McTiernan, J. at first instance opined (5 AITR at p.471) that
the £11,000 "was correctly described as an amount which the
taxpayer received in respect of his share."

In all the cases subsequent to Bell the Commissiocner
described the sum assessed as being the taxpayer's proportion
of the distributions: for example, Neuwton (refer 7 AITR at p.5).
With regard toc the Bell Case, Lord Denning in Newton said,
"In the opinion of their Lordships, it (Bell's Case) was rightly
decided". It would seem then that the Privy Council did not
consider their decision in Newton to be at variance with that
of the High Court in Bell.

I think Bell can be reconciled with Newton and the other
subsequent cases if the description of the assessed sum, namely,
"rgceived in respect of your share" is interpreted as being
synonymous with "attributable to your share" rather than
"consideration for your share". In the context of Bell the
word "received'" is apt to the facts of that case; there it was
found possible to trace dividend moneys from a company to Bell,
and show that although they had in fact reached Bell as capital
they were the produce of shares formerly held by him and transferred
under an arrangement which ensured that he would receive them,
but receive them transformed into capital and so made free of
income tax: see Hancock's Case 8 AITR at p.335 per Kitto, J.
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13. The weight of judicial opinion commencing with Newton

at least, if not Bell, in my view supports assessment in

terms of the distribution actually made. In Mayfield {(No.2)},
Hancock, and Bailes, which involved more than one distribution
following sale of the shares (in Mayfield (No.?1) there was a
second distribution as part of a winding up), the taxpayers were
assessed an what would have been their entitlement under all the
distributions had they remained shareholders; this was the
result of annihilating the share transactions.

14, A guestion that might arise is houw to assess where there
is no distribution. I do not consider that such a situation
would ever arise in cases to which s.108 would apply; it is

of the essence of these schemes that there be a release of
distributable profits. Although it would be more likely that
a distribution be made almost immediately after the transfer of
shares as in Bell, distribution can occur months later, as in
Hancock, or even over a period of years as in Bailes. What is
essential to the application of s.108 is to be able to identify
the transactions as a release of profits to the taxpayser. Cn
this particular point (identifying the transaction as a release
of profits) the following passage from the judgment of Menzies, J.
in Mayfield (No.?2) is noteworthy. (108 CLR at p.334):

"veseo I consider that notwithstanding the overdraft

arranged by Argo as an interim financial measure for the
provision of funds to pay for the shares, the payments
made by Argo and Kentish on 21 April 1954 for the purchase
of the taxpayers’' shares in Mayfield Haldings Ltd, which
totalled £56,900, came to the extent of £49,200 from the
profits af the company which were distributed shortly
afterwards. This conclusion, I consider, follows from
what was said by all the members of the Court in Hancock
ve. F.C. of T. negativing the need for the tracing of

what the taxpayers received back to the bank account of
the distributing company. A substantial identity betueen
what the company distributed and what the assumed members

received i1s sufficient. As an affirmative statement of
the position, I cite the following words from the judgment
of the Chief Justice in Hancock's Case: "It does not

seem to me to matter at all what interim fipancial expe-
dients uwere resorted to or which moneys or whose credit
was used in the course of carrying out the transaction.
It is the result that exposes the taxpayer to liability:
a result necessarily involving the employment by the
taxpayer of a distribution of the profit fund". (108 CLR
at p.282)"

15. When assessing a taxpayer by reference to dividend
distributed in respect of his shares no adjustment should be
made for "return of capital"; such an adjustment is not
supported by the cases, furthermore, it is, in my opinion,
wrong in principle. A return of capital occurs on the
winding up of a company. To the_extent that the dividend
comprises a capital distribution, it should not be assessed to
the taxpayer.

In Mayfield (No.1),(para. 5 supra), the company went into
voluntary liquidation two months after the share transfers had
been registered and a dividend distributed. The sums distributed
by the liquidator comprised, return of capital, undistributed
capital profit, and undistributed incaome. With reference to
the liquidator's distribution, the Court held that the taxpayer
was assessable only in respect of the appropriate proportion
of the income portion of that distribution.
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16. "It is necessary now to refer to some submissions on
behalf of the respondents. One was that s.260 is not
applicable, for the reason that the profit did not get out to
the pockets of the shareholders, but remained in the company
gqroup; and will be liable when distributed by Holdings to
taxation as dividends received by the shareholders therein.

In relation to that submission, there has been a contest

upon the gquestion whether or not it is inevitable that a tax
liability of that kind will be incurred in the future. In

my opinion, this is not inevitable, but I do not think that
the result of these appeals depends in any way upon deciding
what tax, if any, will be imposed in the future in consequence
of an assumed distribution of profits by Holdings, whether by
way of dividends or by way of a distribution in a winding-up.
There is no doubt that "the real money" came to the hands of
the respondents. It came in such a form that it is not
taxable unless s.260 opeTates. The question whether s.260
operates or doss not operate toc enable the appellant for the
purposes of the assessment of tax upon the recipients to treat
the maney as if it had been recseived by them as income cannot
depend, in my opinion, upon what will ultimately happen to

the profits shoun in the balance sheet of Holdings as at

30 June 1965 as "unappropriated profits".” (Ellers Motor Sales
Case 3 ATR at p.56 per Walsh, J.).

It has been suggested to me that the final sentence
(commencing, "The question whether s.260 operates or not....")
of the above passage might be read as being in conflict with
my conclusion that assessments in dividend stripping cases are
to be made by reference to distributions {para. 11 supra).
However, in my view, this is far from the true tenor of that
sentence.

The taxpayers submitted in Ellers Motor Sales that the
profit did not escape tax; the profit had remained within the
company group and would be liable and assessable as dividends
at a future date when distributed to the shareholders. For
this reason 1t was contended that s.260 was not applicable.

His Honour considered that the consequence of eventual liability
was not inevitable as contended. In the last sentence Walsh, J.
is saying that the invoking of s.260 to snable the Commissioner
to make the assessment could not, in his opinion, be dictated

by whether or not the profit would eventually be assessed when
distributed to the persons who happened to be the shareholders

at the time.

17. As well as the taxpayer being assessable under s.108, it
would seem that the new shareholder is also assessable:

"Of course, Rowdell may be liable to be assessed to income tax
on the footing that the dividend moneys it received from
Mulga Downs formed part of its assessable income. If 5.260
applies in relation toc the Hancocks so as to include in
their assessable incomes a part of the same dividends, the
result may seem odd since it would mean that dividend moneys
from Mulga Downs are to be treated as if they had been
derived as income twice, and by different taxpayers. But
that would be because, by the terms of the section, the
avoidance which it produces is only as against the Commis-
sioner, soc that the Commissioner may treat transactions as
void, but no-one else is enabled to do so." {Hancock's Case
8 AITR at p.338 per Kitto, J.).

Note, in Rowdell Pty Ltd v, F.C. of T. (1963) 111 CLR 106;
9 AITR 177 the Full Court accepted that even though a distribu-
tion is assessed to the vendor-shareholder under s.260, the

|
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For All Government Members

LAND AND INCOME TAX AMENDMENT (NO. 2) BILL
BACKGROUND TO CLAUSE 8 - ANTI-TAX AVOIDANCE PROVISION

This clause replaces section 108 of the Tax Act. The
previous section was an important one and was the subject of
many tax cases. Nevertheless, it was a short section as
follows -

"108. Agreements purporting to alter incidence of

taxation to be void - Every contract, agreement,

or arrangement made or entered into, whether before

or after the commencement of this Act, shall be

absolutely void as against the Commissioner for

income tax purposes in so far as, directly or

indirectly, it has or purports to have the purpose

or effect of in any way altering the incidence of

income tax, or relieving any person from his
liability to pay income tax."

As stated, the Courts have had to consider this section
many times and a section with very similar wording in the
Australian Tax Act. In recent times, the Courts have tended
to criticise it

i) Firstly, that it was in too general terms, and

i1) Secondly, while the section could apply to void
arrangements, it was silent on just what was to
happen after the arrangements had been voided for

income tax purposes.

Tax Avoidance

Tax avoidance has aluays occupied the attention of some
taxpayers and their advisers and the increases in monetary
incomes in recent years coupled with the structure of the
income tax rate scale which reaches relatively high marginal
rates at a fairly early point in the scale have tended to increase
the numbers of taxpayers giving attention to uays and means of

defeating the tax legislation.
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A favoured device was the use of a family trust, say,
for the wife and/or children {usually infant children) of
the taxpayer. It will be readily apparent that if a person
had an income from a business of, say, $20,000, there would
be considerable tax savings if he could so arrange his affairs
that the income was split, say, five ways as to $4,000 each
between himself, his wife and, say, three children, without
effectively losing control of the income.

A real problem is to arrive at a formula which, while
countering the more blatant type of tax avoidance cases,
nevertheless recognises that a parent should be able to transfer
income producing assets permanently either to his wife or to
his children without the transfer being set aside for tax
purposes.

Following dicta from the Courts over a considerable
period, the Department was prepared to accept the proposition that,
if the "income producing substancs" was made over outright to the

members of the taxpayer's family or to his family trust, it would
be acceptable for tax purposes. On the other hand, if the
taxpayer kept full control of the assets and only diverted the

income from them on a temporary basis, it would be unacceptable.
Cases which the Department has accepted as genuine are -~

(a) Shares in a company made over outright to_
members of a taxpayer's family or a family
trust for them.

(b) A share in freehold land or livestock or
in a business being transferred permanently to
the taxpaysr's family so that they could then
enter intoc partnership with him on a proper
basis.

Dn the other hand, examples of cases which the Department
sought to set aside were
(c) Paddock trust situations in uwhich a farmer merely
leased a paddock to a family trust and, after doing
all the work thereon, allowed the family trust to
take the procseds.
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(d) A taxpayer who, having previcusly ocwned "wasting assets"
such as plant and motor vehicles, sold them to a family
trust and then hired them back, say, at a high rental.

(e) Professional firms, in particular doctors, where the
professional fees were made over to a family company
rather than being treated as the personal income of
the taxpayer.

However, the Department has not always been successful in
applying the existing section 108 to the circumstances referred
to in (c) to (e) inclusive and the following uncertainties have

arisen -

(1) As indicated, the Courts have criticised that
the section in its present form is silent as to
who is to be assessed with the income when an
arrangement is voided. For instance, the
Department lost a case in the Court of Appeal
where, in a paddock trust, the proceeds from the
paddock were paid to the trustees, the Court
holding that, notwithstanding that the arrangement
made ran foul of section 108, there was nothing in
it to say that the income involved was to be assessed
to the parent.

(2) Wwhen the section refers to the purpose or effect,
does this imply that the Department must prove that
1t was the sole or principal purpose? A number of
cases have been lost where the Lourt has held that,
while tax avoidance was in the mind of the taxpayer,
the arrangement could be explained by "ordinary
family dealing”™ (namely, the desire to benefit the
taxpayer's family).

Amending Provisions

The new section 108 differs from the old to get over the
difficulties referred to above i1n the follouing ways -

. Sub-clause (1) extends the test of tax avoidance
from being simply "the purpose or effect" to any

arrangement which has the "purposes aor affects

which include the purpose or effect {(whether or

not the principal purpose or effect)".
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Sub-clause (1) also makes it clear that the
taxpayer himself need not be a direct party to

the arrangement - the Daepartment laost a case

where the taxpayer, while being the instigator

of the arrangement, was not a direct party to

the arrangement betueen the trustees of his family

trust and the third party.

Sub-clause (1) now gives the Commissioner power to
assess to the taxpayer the income which could be
gxpected to have been derived by that taxpayer if
the arrangement now voided had not, in fact, been
entered into. This meets the principal criticism
of the Courts.

Sub-clause 3. This deals with a particular device
called "dividend stripping™ which has become prevalent
in New Zealand and Australia in recent years. It
cancerns a situation in which a company which may
have ceased to trade has large accumulated profits
which, if distributsed, wouwld bear dividend tax in

the hands of any shareholders who are individuals.
What happens is that a company engaged in financial
transactions offers to buy the shares from the
individual shareholders at a price which may be
equivalent to the full capital of the first mentioned
company plus 90% of the accumulated profits, The
purchasing company then has a dividend declared in
its favour but it does not pay tax thereon under sa
general provision in the tax Act that inter company
dividends are not directly assessed for tax. It is
hoped that in this way the previous individual share=-
holders would escape dividend tax. This sub-clause
is designed to meet these particular circumstances by
deeming the relevant part of the consideration for
the sale of the shares in these particular circumstances
to be a dividend.




General Comment

It may be claimed that the nsw provisions are still
in general terms and that they do not spell out the specific
circumstances which are to be struck doun. However, the
circumstances in which financial arrangements between a
taxpayer and members of his family are made vary considerably
and it is considered that for this reason the provisions
must remain in general terms.

It may also be claimed that the new provisions will go
too far. However, the Department considers that before
an arrangement is Pg%ded under sub-clause (1) of the new
clause, it must have/at least ane of its purpases ar effects
the avoidance of tax. Accordingly, the Department would
consider that any arrangement which made over outright
financiral assets such as shares in a company or a share in
freehold land preparatory to a partnership as in (a) and (b)
above would not be caught by the new provisions.

The new clause is not to take effect until 1.4.75.
This will give taxpayers and their advisers an opportunity
to look at existing arrangements.

(W. €. Rowling)
Minister of Finance.







gives rise, by requiring the courts to weigh one purpose
against another and to decide which was predominant. An
arrangement ..... does not in my opinion escape from
s.260 simply because it cannot be held that the avoidance
of tax is the principal purpose of the scheme. 0On the

other hand, if tax avoidance is an inessential or

incidental feature of the arrangement, that may well serve

to show that the arrangement cannot necessarily be labelled

as a means tao avoid tax." (Underlining {3 mine).

Udy v C.I.R. (1872) N.Z.L.R. 714 & 717, per Wild C.J.

"The purpose and effect is ascertained by examining the
&vert acts by which the arrangemen£ was implemented.

If on that examination it can be predicated that the
scheme was devised for the sole purpose, or at least
the principal purpose, (of tax avoidance) ..... it is
within the section. If it cannot be so predicated then

the scheme is not caught".

0'Kane Construction Co. Ltd v C,I.R, (1974), N.Z.L.R. 707

“Principal purpose® test applied.

Martin v C.I.R. (1973) N.Z.L.R. (C.A.)

Richmond J. left open for future consideration
“whether s.108 may noi apply in circumstances where tax
avoidance is an essential purpose of the scheme, albiet

neither the sole nor the principal purpose", ({(Underlining is

mine) White J. also left that question open for future

consideration.

Ashton and Wheelans v C,.I1.R. - C. of A. 1974. ~ "Principal

purpose" test applied.
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McKay v C.I.R. 3 A.T.R.63 - "Principal purpose" test

applied.

Grierson v C.I,R., 3 A.T.R.3 -~ Tax avoidance not the

"principal purpose" of the scheme.

Lloader v C.I.R. 4 A.T.R.34) - Cooke J, said and 345-6

"I see nothing in the documents or the arrangement as
a whole or the magner in which it has operated to warrant
an inference that tax sauiqg was either the principal
purpose or one of a number of equally important principal

purposes, 0On the cpvert acts test, the more obvious

conclusion is that it was an incidental or subsidiary

purpose.”" (Underlining is mine).









(a)

3

So far as paragraph (1)(i) is concerned, this is
considered to merely restore the interpretation

vhich was placed on the present section 108 until
comparatively recent times and which, it is understiood,
is still the interpretation placed by the Australian
Courts on the corresponding Australian provision which,
on the particuiar point under consideratinon under
paragraph {1)(ii)}, does not differ from our present
éection 108. In recent times, however, certain

dicta in the judagmente of our Mew Zealand Couéts

would suggest a more restrictive interpretation of

éhe present section 108, namely, that, in ordsr to
bring a contract, agreement, or arrangemcnt within

the section, it must be shoun that its sole purposs

or effect or at least its principal purpose or effect
is tax avoidancs.

The new subsection (1) proﬁides that where a
contract, agreement, or arrangement has a plurality of
of purposes or effects one of uhich is tax avoidance,
the latter purpose or effect need not be the principal
purpose or effect. That, as indicated akove, is the
interpretation which, it is understood, is placad by
the Australian Courts on thé corresponding Australian

provision. That does not mean, howsver, that, uhsre

‘tax avoidance is a purely incidental feature of a

contract, agreement or arrangement, the contract,
agreement, or arrangement will come within the new
subsection (1). This again is considered to be in
line with the attitude taken by the Austiralian Cogrts
on the corresponding Australian provision. éerhapﬂ it
should alsc be made clear at this point that, if a

person wishes to make over permanently a permanent






(b)

5.

instance, a taxpayer artifically created a deduction
for tax purposes and the whole contract, agresment,
or arrangement was voided, all that was to be dohne
was to disallow that deduction without nocessarily
substituting another deduction in its place. for
instance, if a taxpayer had diverted plant and
machinery to a trust and was paying higher rentals
on a lease back arrangement, the present section in

a strict sense would merely have dizallovsd tho raatal

as a deduction but may not have allowed him depreciation

in lieu thereof. This part of the provision will
enzble the Commissioner to make an appropriate

adjustment in his favour.

So far as subsection (2) of the new section is
concerned, as indicated above, the pcint here is
that, if there is a purpose or effect of tax
avoidance present in a contraci, agreement, or
arrangement, the fact that it was induced by
considerations of ordinary family dealing will not
be able to be advanced as a reason for having the
contract, agreement, or arrangement accepted for
£ax purposes. However, it is stressed that it

would still be necessary in a situation of "family

'dealing“ for there to be a purpose of tax avoidance

for the section to apply. Perhaps the following
illustration will amplify this point.

If a farmer transfers permancently his freehold
land or part thereof to a member of his family or to
his family trust, this would in broad terms be
acceptable for tax purposos as not being labelled as

tax avoidance.

]
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(c)

However, if a farmer maroly leased z paddock to a
family trust to enable the trust to take the
proceeds, this would be regarded under the new
section as a tax avoidance scheme and the fact
that it was induced by ordinary family dealing

could not be invoked to take it out of subsection (1).

Turning now to subsection (3) of the new section which,
as indicated above, 1is a subsection to cover a form
of a2y avnidance eallad Ydiuvidend ntripping“-- A |

|

number of instances have arisen in New Zealand where
what were formerly operating companies have ceased tc
trade but have large accumulated profits and the shares
are owned by individuals. In the ordinary case, if
the company is wound up, any amounts paid to the
individual shareholders in excess of their paid up
capital would be treated as dividends and liable for
dividend tax accordingly. However, what has heen
done in a number of cases is for a financial company
to acquire the shares and then declare a dividend

in its favour which would be)merely treated as
non-assessable income under a general provision of

the Tax Act which states that inter-company dividends

shall not be treated as taxable income for tax purposes.

It is probable that this type of dividend
stripping is caught under the present section 108 and
the Department has in fact applied the section in a
number of cases. One part of the neu subsection {3)
tieems the consideration to be a dividend derived in
the year in which the shares are sold and theréfore
assessable in that year rather than at some future
dats wvhen the company in uvhich the accumulatéd profits

were held daclares a dividend.

- mams s v mmen 4 e g i ,.‘..___...rn,.,
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‘f(b‘) So_long as the said subsections (1) to (4) of this

- section are not applied with respect to that arrange-

ment or. as the case may, be, with respect to
that part in accordance with paragraph (a) of
this subsection, the section for which this
"section was substituted by section 8 of the Land
and Income Tax Amendment Act (No. 2) 1974
shall, notwithstanding the repcal thereof by the
said section 8,'be deemed to remain in full force
and cffect in relation to that arrangement or, as
the case may be, in relation to that part.

“(6) For the purposes of this section—

“‘Arrangement’ means any agreement, plan, or under-
standing (whether enforceable of unenforceable)
including all steps and transactions by which 1t i§
carried into effect:

“ ‘Liability’ includes a potential or prospective hablhty
in respect of future mcome:

“ “T'ax avoidance’ includes—

“(a) Directly or indirectly altering the incidence
of any income tax:
“(b) Directly or indirecily relieving any person
fr om liability to pay income tax:
**(c) Directly or indirectly avoiding, reducmg, or
postponing any liability to income tax.’

(2) The Land and Income Tax Amendment Act (No. 2)
1968 is hereby consequentially amended by repealing section
16.

(3) This section—

(a) In the case of an aniangement (as defined in subsection
(6) of section 108 of the principal Act as substituted
by subsection (1) of this section) made or entered
into on or after the st day of October 1974, shall be
deemed to come into force on the 1st day of October
1974, and shall apply with respect to the tax on
income derived during the income ycar that com-
menced on the Ist day of April 1974 and in every
subsequent year: )

(b) In the case of an arrangement (as so defined) made or
' entered into before the 1st day of October 1974,

shall, subject to subscction 5 of section 108 of 'the
principal Act {as substituted by subsection (1) of
this scction) apply with respect to the tax on income
desived in the income year commencing on the
Ist day of April 1975 and I every subsequent year.

.Clause 15: To inseit in subparagraph (i1) of paragraph (b) of the
definition of the term “specified area™ in subsection (1) of the proposed
new section 114r, as wserted by subclause (1), after the word “East-
bourne”, m line 17 on page 12, the word “Kapiti,”

To add to subsection (4) of the proposed new section 114F of the
principal Act, as inserted by subclause (1) on page 15, the following
proviso: :

“Provided that where that asset is an asset of a kind in
respect of which the deduction allowed by the Commissioner
under section {13 of this Act is customarily calculated at a



) and substitute the following lines:

4 .

rate which’ is not less than 20 percent ‘of the dxmmlshmg
value of that asset the deductlon allowed under this SECthI’l
shall* be increased by an’ amount not exceeding an ‘amount
equal to "10; percent of that capital expenditure so mcurred
n respect of ‘that asset.

Al Ty, r Fr e

C!ause 16:"To omit from subclause (1) lines 30 to 33 on page 18,

.

reduced by that allowance, an amount (hercinafter referred
“to as the specified amount) cqual to the smaller of—

“:{a) The amount of that excess:

*(b). The amount equal to the sum of all such deductions

so allowed in respect of that asset,—

shall,’subject -to. this section, be included in the assessable
income derived by the taxpayer in the income year in which
the assct was sold or disposcd of :

To omit from subclause (1) the words “the total of any such excess
amounts’'in the proposed proviso to subscction (1) of the said section
117 in lines 34 and 35 on page 18, and stibstitute the words “any
specified amount or, if in any income year there is more than one
specified amount “to be included in the assessable income of the tax-
payer, the total of all such specified amounts™.

To omit fromsubclause (1) the words “total amount™ in the proposed
proviso to subsection (1) of the said section 117 in line 41 on page 18,
and substitute the words © spec1ﬁed amount or, as the case may be, that
total of all such specified amounts™.

To insert in subclause (1), after the words “made in wrltmg by” i
the proposed proviso to subsection {1) of the said section 117 in lme
36 on page 18, the word “him™,

To add to subclause (4} the following prowsa to the proposed new
subsection”(58) of the said section 117 on page 21 :

“‘Provided that thc taxpayer may. upon application made
in, writing -hy him or-on his behalf within the time within
which he is rcquired to furnish a return of his income for
the income year in which that payment was received, or
within such further time as the Commissioner in his discretion
may allow in any case or class of cases, elect that the amount
of that excess shall be included in his assessable income in the
income vear in which, that damage occurred.”

Clause '18: To insert in subclause (1), after the words “The tax-
paver” in 'the proposed subparagraph (ii) of paragraph (b} of sub-
section ( -’-1-,\) of section 1174 of the principal Act in hne 24 on page 22,

“the words “, on or before the terminating date,”

Clause 19: To omit from paragraph (b) of subclause (1) the words
“not acquired or installed until” in lines 16 and 17 on page 23, and
substitute the words “first used in the production of assessable income”.

Clause 22: Tq omit from subclause (3) the proposed paragraph (a)

“of subsection (3) of section 1264 of the principal Act in line 21 on
« page 26:

To omit from subciause (3) the words “or an cmployee of " 1 the
proposed paragraph (c) to subséction (3) of the said scction 1264 in

* line 23 on page 26.

“r

‘
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‘ Clause 24: To omit subsection (4) of the proposed new section 129¢
" of the principal Act, as inserted by subclause (1) on page 31, and
substitute 'the followmg subsection:

“(4) Wherc in any accounting year the aggregate purchase
price: of all bonds” purchased in that year and within the
specified period in relation to that year exceeds the amount
) of the deduction allowed under subsection (2) of this'section,
the-amount of that excess shall for the purposes of this'section
be apportioned among those bords, rateably in’ accordance

with their purchasé price, and subsections {5}, (6}, {7}, (8),
and {9) of this scction shall apply to the amount recetved, or
the amount that would have becn received, on’the' redemption
of any of those bonds, reduced by the amount of that excess

S0 app()l‘th]’lLd toit. ‘

To omit subsections {6) and (7) of the proposed new 3ection 129c1
of the principal Act, as inserted by subclause (1) on pages 31 and 32,
and substitute the following subsections: ’

“{6) Wherc any taxpayer (not being a company of a
trustce) has during any accounting year retired from carry-
ing on his farming business, the amount that would have been
received on redcmptlon of any bond held by him if it had
been. redecmed immediately after his retirement shall be
assessable income derived by him in that accounting year:

“Provided that where any bond has been purchased or
deemed to have been purchased in any accounting year earlier

- than the year of retirement, the taxpayer shall, if he so elects

by notice in accordance with subsection (6a) of this section
be entitled to allocate to that carlier year the amount_that
would have heen received on the redemption of the bond, and
any amount so allocated to any such carlier year shall be
deemed to be assessable income derived by the-taxpayer in
that year.

“(6a) Every notice under subsection (6) of this section
shall be in writing, and shall be given to the Commissioner
within' the time within which the taxpayer is reduired to
furnish'a return of his income for the year of retirement, or
within'such further time as'the Commissioner; in his discretion,
may allow in any case or class of cases. “

"““(7) Where any taxpayer (not being a taxpayer to whom
suhsection (6) of this section applies) dies during any account-
ing ycar, the amount that would have been received on the
redemption of any bond held by him if it had been redeémed
1mmed1atelv after his death shall be assessable 1 income derived
by the taxpayer 1mmcd1ately hefore his déath:

s " 2 Provided that Whére: any bond has been pumhased or
deémed to have hcen purchased” in any -accountingt year
e . earlier than the year of death, the trustee of the:taxpayer’s
. estate shall, if he so elects.by notice in accordance with sub-
o section {7a) of this scction, be entitled to allocatc to that
earlier yvear an amount not exceeding the amountfthat ,would
N have been received on the redemption of the bond. and any
. amount.so allocated to anv such carlier year shall be deemed
to be assessable income derived by the taxpayer m that y‘ear
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“Provided also that, if the trustee does not make an election
in accordance with the first proviso to this subsection, and
he carries on the farming business of the taxpayer and so
elects by notice in accordance with subsection {7a) of this
section, the amount that would have been received on the
redemption of the bond shall not be assessable income derived
by the taxpaycr but the amcunt actually received on, the
redemption of the bond shall be assessable income derived by
the trustee in the accounting year in which the bond is
redecmed. no

“(7a) Every notice under subsection (7) of this section
shall be in writing, and shall be given to the Commissioner
within the time within which the trustee of the taxpayer’s

- estate is required to-furnisha rctum of the taxpayer’s income
for the period to the date of his death, or within such further
time as the Commissioner, in.his discretion, may allow in any
case or class of cases.

“(78) For thc purposes of subsections (6) and (7) of this
scction, where anv bond is purchased by any taxpayer earlier .
than the commencement of the accounting year which com-
menced 5 years before the commencement of the accounting
year in which the taxpayer rctired or, as the case may be.
died, the bond shall be deemed to have been purchased in
that first-mentioned accounting year. .

To add to the proposed new section 129c1 of the principal Act as
inserted by subclause (1) on page 32, the following subsection:

“(10) Notwithstanding anything in section 24 of this Act,
the Comumissioner may, for the purpose of giving effect to
this section, amend any assessment or assessments of the tax-
payer at any time.”

Clayse 27: To omit this clause and substitute the following clause:

27. Special provisions for income equalisation reserve de-
posits for the accounting years 197374 and 1974-75—Section
25 of the Land and Income Tax Amendment Act 1973 shall
apply to deposits made in respect of the accounting year (as
dcfined in section 1368 of the principal Act) corresponding
to the income year that commenced on the 1st day of April
1973, and to deposits made in respect of the accounting
year {as so defined) corresponding to the income year that
commenced on the 1st day of April 1974 in the same manner,
with any necessary modifications, as it applies to deposits
made in respect-of the accounting year (as so defined)
corresponding to the income vear that commenced on the
Ist day-of April 1972. :

Clause 30a: To insert, after clause 30 on page 36, the following
clause: .
3CA Payment of land tax and income tax—(1).Section 204
of the principal Act (as substituted by section 36 (1) of the
Land and Income Tax Amendment Act 1972 and amended
by section 42 (2) of the Land and Income Tax Amendment
Act 1973) is herchy fuither amended by adding the following
subsection:
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< ** < - EXPLANATORY NOTE . i
Clause 8: This amendment substitutes 2 new clause 8, .
YT et Pt o sibp Y Taurr SRrEg vy o e fiiamean 90 - PR
- STRge 1) LG progosss Sehch 08 0 ThE plingipal sty .
Subsection (1) of the sectiony providessthat. every.arzangement, (as, defined. .,
-t [ L .
in subscttion (6])" made or enteted anto, whethar, before or after the comy
mencement of this Aét, shill'be absolutely void as against the: Commissipner . .
for income_ tax purposes if‘and to the extént that, drectly_or indiréctly,—
(a) Tts plirpdse or efféét is'tax Avdidanice, 5% defined 1hEubsection”(6Y) ; or
(b) One of 1ts purposes or effects’ (not being a merély 1icidéfitat 'p’fffpi)'éé'bf"n
v -seffect), istax-avoidance, and notwithstanding thatany other:purpose’
<+ or effect relates to ordinary business or family dealings. T
Subsechon’ (2) {provides that where such an arrangement is-void, the
assessable and non-assessable income of any person affected by the arrange-
ment 15 to beiadjusted by’ the Commussioner in such manner as he thinks
appropriate so as to counter any tax advantage obtained by that person inder
the arrangement. ., , .- e
Subsection (3 h.provides.that where any income 1s included in the assessable
or the non=assessable 1ncome of any person under subsection (2}, it shall be
deemed not to have been derived by any other person
_Subsectiont’(4) & basiCally the same as subsection (3) of section 108 in the
EBill, e ] )
’ Subs.,ecﬁ.igpl‘,‘{.i)‘ provides that where any arrangement has been made or
entered into before 1 October 1974 and the Commussioner is satisfied that
the terms and conditions of the arrangement legally prevent the discon-
tinuance *of "thé"arrangement, the provistons of the present section 108 shall
be deemed to remain mn full force and effect in respect of that arrangement
. to the extent that the arrangement 1s strictly continued in accordance with
those terms and ‘conditions, ' ' '

Subsectitn (6). providds the defimtions, .
The new subglause (2) 1s the same as subclause (2) 1n the Bill.
The new subglayse (3} provides a new application date for the proposed

.- section 108 as follows— . )
(a) In the case of an arrangement made or entered into on-or after
. 1 October 1974, the section 1s to apply to the tax on widome derived
i the«1974-75 income year and in subsequént years.
{b} In the case of.an arrangement made or entered into before that date,
(and subject .to the new subsection (5) of section 108) the Section
, 18 to apply to the tax on income derived in the 1975-76 income ‘year
~.and in subsequent years )
“Clause 15~ The.first. amendment includes the new Borough of Kapiti in the
definition of the term “specified area” as part of the Wellington regional area.
The second amendment provides that where an asset 15 of the kind that
1s entitled 'tg an ordinary depieciation allowance on a duninishing value basts
- of 20 percent or ‘miore, the first vear depreciation allowance otherwise allow-
able may bé'increased by up to 10 percent of the capital-expenditure on that
asset. - - : ’
" opprmr b b gl T ST PPIFEIE S L VIR IR SIS T RIS B FER AL S SN
Clause 167 The 'figst "thyee’ amendments_make,.it, cﬁear; that the, amount . |
to bé"inctudéd " the asiessable Jhcome 'of any, taxpayer {gllowing, she sale or ; .

other“disposal of 'anj A%t in respect of which depreciation has.been,allowed - -
15 ot to exceed the’atiolint of the depreciation fo allowed

The fourth amendment corrects a drafting omussion.

The fifth amendment provides that, where the taxpayer clects, the amount
of any payment made to him mn respect of any damage, not being irreparable
damage, to any asset in excess of the amount expended on repairs may be
treated as assessable income in the year in which the payment 1s recelved, and
not as a reduction in the value of that asset for depreciation phrposes.

.

- Clause 19. This amendment Provides thai subdlaure (1) is to apply where
the plant or machinery was first used in the production of assessable income
after 31 March 1975, TR

Clause 22: These 2 amendments provide that a donation made as & scholar-
ship or fellowship by any company (not being a public company) to an em-
ployee (not being a shareholder)-of-that company or any associated company
is not excluded from the deduction under section 126 of the principal Act.
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Clause 24. These amendments rewrite part of the proposed new section
129¢1 of the principal Act which deals with the treatment for tax purposes
of the purchase and redemption of Adverse Event Bonds.

The first amendment redrafts subsection (4) of the new section conse-
quentially on the changes set out in the next amendment.

The second amendment replaces subsections {6} and '(7) of the new
section by subsections (6), (6a), (7), (7a), and (78).

The. new subsection (6) provides that, where the taxpayer so elects by
notice, the amount to be received on the redemption of any bond may be
treated as assessable income in the year of purchase mstead of the year that
the taxpayer retired from his farmuing business.

The new subsection (64} provides for the procedure for giving notice of
election under subsection (6).

The new subsection (7) provides that instead of bemng assessable income
unmediately before the death of the taxpayer, the amount to be received on
the redemption of any bond may, if the trustee of the taxpayer’s estatc w0
elects by notice, be treated—

fa) As assessable income in the year of purchase of the bond, to the extent

that it 1s so allocated; or

" (b) If the trustee continues the farming business of the taxpayer and so
elects by notice, as assessable income of the trustee in the year the
trustee actually redeems the bond.

The new subsection (7a) provides for the procedure for giving notice of
election under subsection (7}.

The new subsection (7B) prosides that for the purposes of subsections (6)
and (7). any bonds purchased more than 5 years before the commencement
of the year in which the taxpaver retired or, as the case may be, died are
to be deemed t» have been purchased in the year commencing 5 years before
the vear of retirement or, as the case mav be, death of the taxpayer.

The thitd aeadment adds a new subsection (10) to the section to enable
the Commussioner to reopen and amend assessments for earlier vears to carry
out the provisions of subsections {6) and (7).

Clause 27: The present clause 27 has been redrafted to extend 1ts pro-
visions to tnclude deposits made in the income equalisation reserve for the
1974-75 accounting vear as well as the 1973-74 accounting year.

Clause 304, The new clause provides tor the date of payment of income
tax by taxpayers who are compames which do not have a fixed establishment
m New Zealand and which are not deemed to he resident 1in New Zealand

Clause 32 Thi new clause amends section 41 of the Income Tax Assess-
ment Act 1957 to provide that provisional taxpayers do not include a non-
resident company which does not have a fixed establishment 1n New Zealand
as well as a person who derives income solely from source deduction pay-
ments.

Clause 33 redrafts the present clause 33 to exclude all non-resident com-
panies which do not have a fixed establishment 1n New Zealand from the .
transitional arrangements for the payment by 14 instalments of the income
tax on income derived in the income year that commenced on 1 April 1972,
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