Francis Caetano
Group Financial Controller
Auckland Council
135 Albert Street
Auckland

15 November 2018

Ownership of strategic land holdings – tax considerations
Dear Francis
As requested, we have considered the tax implications of the proposal to transfer the ownership of
strategic land assets currently owned by Panuku Development Auckland Limited (“Panuku”) and Ports
of Auckland Limited (“POAL”) to Auckland Council prior to 1 July 2019.
Based on the analysis set out in the appendices to this letter, it is our view that no tax should arise on
the contemplated transfer of land, irrespective of the transfer mechanism employed. But, due to the
impending tax law change and the amounts involved, we strongly recommend seeking a binding ruling
from Inland Revenue to confirm this expected tax outcome prior to proceeding with any land transfer.
Further work is needed to determine the tax treatment of income derived by Auckland Council from
transferred land. However, we are satisfied that there is no tax disadvantage with Auckland Council
owning the land on a go-forward basis.
This letter and associated appendices should be read in conjunction with other relevant briefing
documents addressing the key non-tax considerations and drivers of the proposed pre 1 July 2019 land
transfers. Tax comments are based on the existing abridged group structure and relevant tax
groupings as set out at Appendix 2, and on current tax legislation and information available at the time
of drafting.
Yours sincerely

Leigh Tomei
Partner

Brendan Catchpole
Partner
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Appendix 1: Detailed analysis
Executive Summary
•

Recent amendments to the Income Tax Act 2007, effective from 1 July 2019, will
change the way that Auckland Council is taxed.

•

From 1 July 2019, all dividends received by Auckland Council from all council
controlled organisations and port companies 1 (for ease of reference, both referred to
as “CCOs” in this document) will once again be taxable. This has not been the case
since 1 July 2014 with the formation of the Auckland Council consolidated income tax
group (“ACCG”).

•

This means that from 1 July 2019;

•

-

Unlike other corporate groups, income derived from land held by CCOs will be
subject to tax at the CCO level, and then again at the Auckland Council level when
it is distributed. This requires Watercare Services Limited (“Watercare”) to be
effectively paid twice for tax losses covering the same income stream.

-

Income derived from land held by Auckland Council may not be subject to tax.
Where it is subject to tax, as is currently the case, Watercare will only need to be
paid once for tax losses.

-

The ways in which land can be transferred from a CCO to Auckland Council tax
neutrally will be severely restricted. Any options which involve an actual or
deemed dividend will have a substantial, and likely prohibitive, tax cost estimated
to be c. $339m-391m 2.

No tax should arise on the transfer of land from a CCO to Auckland Council prior to 1
July 2019, irrespective of the transfer mechanism. But, due to the impending tax law
change and the quantums involved, we strongly recommend seeking a binding ruling
from Inland Revenue to confirm this expected tax outcome prior to proceeding with
any land transfer.

1 New section FM 8(3)(d) Income Tax Act 2007 brings into tax dividends derived by a local authority from an entity referred to in section CW
10(3)Income Tax Act 2007, being both a CCO, and a port company (including a subsidiary of a port company) that would be a CCO in the
absence of section 6(4) of the Local Government Act 2002.
2 Note that a lower tax cost on a transfer of land is driven by use of POAL imputation credits to impute an actual or deemed dividend. Where the
imputation credits are used in this way, they will not be available for future “normal” distributions of profit to Auckland Council - essentially
creating a deferral of the cost rather than an elimination i.e. $1.398bn (total dividend) - $185m (imputed dividend) = $1.213bn (unimputed
dividend) x 28% (company tax rate) = $339m vs. $1.398bn (total dividend) x 28% (company tax rate) = $3912m
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Further Detail

1. What is the current tax position?

•

As a local authority, Auckland Council is generally exempt from income tax. 3 The
exception to this is where Auckland Council derives income from CCOs, port
companies or PRCUs. 4 Unless otherwise directed, income from these sources will be
treated as taxable. 5

•

POAL and Panuku are both liable to income tax on the same basis as any other
corporate taxpayer (i.e. taxed on all taxable income).

•

Auckland Council is a member of the ACCG along with a number of other Auckland
Council group entities, including POAL and Panuku. A list of all current members of
the ACCG has been included in Appendix 3. Watercare is not a member of the ACCG.

•

The tax consolidation rules broadly provide that transactions between consolidated
group members should be disregarded for income tax purposes. This is on the basis
that members of a consolidated tax group are essentially treated as the same entity.
As such CCO income derived by Auckland Council from a CCO within the ACCG (such
as rents, dividends etc. from POAL and Panuku) is currently ignored for income tax
purposes. This is despite the basic tax policy setting for local authorities which
requires CCO income to be taxed (as noted above).

•

Since its formation on 1 July 2014, the ACCG has generated net taxable income. This
is mostly attributable to profits arising in POAL. This taxable income is offset by tax
losses which are purchased by the ACCG from Watercare at a cost of 12.6 6 cents in the
dollar. Watercare has a significant tax losses balance (both historic and new) due to
the nature of its activities. Whilst the tax losses of one group entity can be made
available to another group entity at no cost, 7 the tax loss sharing arrangement with
Watercare is the result of extensive negotiation as to the value of those losses for both
parties and the legal prohibition 8 Watercare paying any dividend to Auckland
Council.

•

No tax is paid directly to Inland Revenue by the ACCG, and so no imputation credits
(“ICs”) are generated. 9

3 Section CW 39(2), Income Tax Act 2007.
4 The terms “port operator” and PRCU have been explained further in Appendix 5.
5 Sections CW 39(4) & (5), Income Tax Act 2007.
6 Calculated by tax effecting (at 28%) the agreement to pay 45 cents in the dollar for Watercare tax losses.
7 Subpart IC, Income Tax Act 2007.
8 Section 57, Local Government (Auckland Council) Act 2009.
9 An overview of the imputation credit regime has been included in Appendix 5 for reference.
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2. What has changed?
•

The Taxation (Annual Rates for 2017-18, Employment and Investment Income and
Remedial Matters) Act 2018 was enacted on 29 March 2018. This legislation included
an amendment to the consolidated income tax group rules, as they apply to local
authorities.

•

Effective from the 2019/2020 income tax year, dividends from a CCO to a local
authority within the same consolidated tax group will be taxable. This law change has
been made to address to the conflict between the local authority taxing provisions
(which treat income derived by local authorities from CCOs as taxable) and the
consolidated income tax group rules (which instruct taxpayers to ignore transactions
between consolidated group members).

•

At a practical level, this means that from 1 July 2019, Auckland Council will be subject
to tax on the receipt of unimputed 10 dividends from all CCOs, including those paid
within the ACCG. This tax can be mitigated by Auckland Council where tax losses are
purchased from Watercare, although there is a cost to this (as noted above).

•

There is no practical likelihood that Watercare tax losses will be made available to the
ACCG free of charge (or at a lower cost). As such, Watercare will need to effectively be
paid twice by the ACCG to access tax losses – once at the CCO level to cover any
taxable profits arising on CCO owned land, and once at the Auckland Council level to
cover taxable distributions of these profits. We set out some illustrative numerical
examples in Appendix 5 to demonstrate the differences between the current position
and the post 1 July 2019 position.

•

The ways that a transfer of land can be effected tax neutrally after 1 July 2019 will be
severely restricted. Most mechanisms for transferring the land involve an actual or
deemed dividend (equal to the fair market value of the land being transferred) from
POAL and/or Panuku to Auckland Council. And, from 1 July 2019, Auckland Council
will be subject to tax on receipt of such dividends.

•

Based on the current market value of land held by POAL and Panuku, we understand
that such a dividend is estimated to be c. $1.398bn 11, translating to a tax cost of
c$391m 12. Where ACCG is able to access Watercare tax losses to partially offset this
taxable income, the cost for the ACCG should reduce but will still be sizeable (e.g. if
sufficient tax losses existed to fully offset this income – which is not understood to be
the case13 - the estimated cost to access these losses is c$176m 14).

10 Being distributions which have no imputation credits attached.
11 Calculated as the carrying amount at 30 June 2018 of total PPE ($296m) and investment property ($444m) as per the Panuku Annual Report
2017-18, and the net book value of Freehold Land ($342m) and Wharves ($316m) as per the Ports of Auckland Annual Report 2018.
12 $1.398bn (amount of the dividend) x 28% (company tax rate) = $391m
13 Watercare tax losses are stated as being c$257m per the Watercare Annual Report for the year ended 30 June 2018

4

•

We understand that POAL has c. $71.5m 15 of ICs available. These ICs were generated
by POAL prior to the current arrangement which sees POAL offset its taxable income
by purchasing tax losses from Watercare. Whilst these ICs can be attached to any
deemed or actual dividend arising on the transfer of land from POAL to Auckland
Council. The available ICs can only impute a dividend of c. $185m 16 and so are
insufficient to fully eliminate the cost for the ACCG. Also, once these ICs are used,
they cannot be used again to offset any other taxable distributions from POAL to
Auckland Council. Since 2014, POAL has distributed between c. $42m - 55m of
untaxed profits per year to Auckland Council. Where this trend continues, the cost
“saved” by using the ICs on a transfer of land will only be incurred later on the
payment of an unimputed dividend by POAL.

•

Any transfer mechanism after 1 July 2019 which does not involve either a deemed or
actual dividend flow from POAL and/or Panuku to Auckland Council is likely to be
challenged by Inland Revenue. If successful, Inland Revenue would be able to recharacterise the transaction to impose not only the original unpaid, but also to levy
interest and 100% penalties.

•

Where land is transferred to Auckland Council, income derived by Auckland Council
from that land (e.g. rent) may not be taxable going forwards. This is due to the broad
income tax exemption afforded to local authorities and the existence of the ACCG
(which, from 1 July 2019, continues to require all intra-group transactions to be
disregarded other than CCO-local authority dividends).

•

In order to conclude on this, further work is required to consider:
-

whether income from waterfront land represents income derived from a PRCU
carried on by Auckland Council;

-

whether the income is derived from a CCO; and

-

whether the local authority taxing provisions or the consolidated income tax
group rules take precedence.

Where this analysis supports the income as not being subject to tax, we recommend
that this outcome is tested with Inland Revenue before being relied upon. Given the
recent tax law change concerning dividends paid to a local authority within a
consolidated income tax group, it is quite possible that Inland Revenue may also seek
to address other similar anomalies through another (similar) law change; or seek to
challenge the result.

14 $1.398bn (amount of the dividend) x 0.126 (being the cost to access Watercare tax losses of 45 cents in the dollar, tax effected at 28%) =
$176.1m
15 Note A3, Ports of Auckland Annual Report 2018.
16 For example, $71.5m (IC balance) x 72/28 (imputation ratio) = $184m (dividend).
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3. Inland Revenue view
•

Inland Revenue are permitted to challenge and re-characterise arrangements which
have a main purpose or effect of altering the incidence of tax in an advantageous
manner 17.

•

There is a wide body of case law which has considered this power. The leading
authority is the majority judgment of the Supreme Court in Ben Nevis Forestry
Ventures Ltd v Commissioner of Inland Revenue. 18 In terms of Ben Nevis, whether
the tax outcomes of a particular arrangement are appropriate will turn on whether the
use of the specific taxing provisions is in line with how Parliament intended those
rules to be used.

•

The Inland Revenue (drawing heavily from the decision in Ben Nevis) has also
identified 19 a number of factors as being relevant for these purposes. They include:
-

the manner in which the arrangement is carried out;
the role of the relevant parties and their relationships;
the economic and commercial effect of documents and transactions;
the duration of the arrangement;
the nature and extent of the financial consequences;
the presence of artificiality, contrivance, pretence or circularity;
the presence of inflated expenditure or reduced levels of income, and
the undertaking of real risks by the parties.

•

Where there are clear strategic and commercial reasons for transferring the land to
Auckland Council, the tax neutrality of a pre-1 July 2019 land transfer prior to 1 July
2019 should be respected by Inland Revenue. However, given (i) Inland Revenue’s
power to challenge, (ii) the recent tax law change (which brings into tax any post 1
July 2019 dividends received by local authorities from CCOs) and (iii) the quantum
involved, we recommend seeking a binding ruling from Inland Revenue to confirm
the expected tax outcomes prior to proceeding with a transaction.

•

The binding ruling process involves a taxpayer preparing an application that sets out
the facts of their arrangement/proposed arrangement, and their interpretation of how
the law applies to that arrangement. Inland Revenue (generally led by Inland
Revenue’s Office of the Chief Tax Counsel) consider whether they agree with the
taxpayer’s interpretation of the law, and issue either a binding ruling (if they agree) or
a contrary view letter (if they do not).

17 Sections BG 1 and GA1, Income Tax Act 2007.
18 Ben Nevis Forestry Ventures Ltd v Commissioner of Inland Revenue [2008] NZSC 115.
19 IS 13/01 “Tax avoidance and the interpretation of sections BG1 and GA 1 of the Income Tax Act 2007”
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•

The ruling will be binding on the Commissioner, unless conditions or assumptions set
out in the binding ruling are not satisfied, or if the facts of the actual arrangement
entered into are materially different to those described in the binding ruling
application. It is therefore of critical importance that the facts of the proposed
arrangement are clearly articulated, and do not materially change after the ruling
application has been lodged. If this is not the case, the arrangement will be open to
challenge despite the binding ruling.

•

The timeframe for securing a binding ruling will generally depend on the complexity
of the matter being considered. We recommend allowing at least three months from
the date that the completed binding ruling application is lodged with Inland Revenue.
It is possible that a shorter timeframe could be agreed if Inland Revenue appreciate
that there is genuine urgency, but that is not guaranteed. Equally, if they determine
that the issues are complex or numerous, the timeframe could range up to six months.

4. What are the options?
•

Given the tax commentary set out above, please refer to Appendix 4 which compares
and contrasts the key tax implications for (i) maintaining the existing structure, and
(ii) transferring land.
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Appendix 2: Existing abridged group structure
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Appendix 3: Auckland Council Consolidated
Income Tax Group Members
•

Auckland Council

•

Auckland Transport

•

Panuku Development Auckland Limited

•

Ports of Auckland Limited

•

Bunker Shipz Limited

•

Seafuels Limited

•

Waikato Freight Hub Limited

•

Conlinxx Limited

•

Nexus Logistics Limited

•

Auckland Tourism, Events & Economic Development Limited

•

Downtown Marinas Limited

•

Westhaven Marina Limited

•

Westhaven Marina (Unit Trusts)
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Appendix 4: Summary of Tax Implications

Maintain existing structure (land remains in CCOs)

Transfer land to Auckland Council

Income from
land use (e.g.
rental income)

Subject to tax in CCOs (unless derived within the ACCG)

Subject to tax (in circumstances where it is derived from a PRCU
or CCO – further consideration of the impact of POAL/Panuku
being members of the ACCG is required)

Income from the
sale of land

Subject to tax in CCOs (unless held on capital account or
sold within the ACCG)

Tax exempt (unless sold to a non-ACCG CCO)

Use of
Watercare tax
losses

Tax losses required to offset the same income twice (once at
the CCO level and once at the Auckland Council level as a
taxable dividend).

Required once at Auckland Council level (if at all).

Dividends from
CCOs

Taxable to Auckland Council

Taxable to Auckland Council, but the dividend amount may be
lower (i.e. as income from land assets arises at the Auckland
Council level, not the CCO level).

Transfer of land
involving a
deemed /actual
dividend

N/A

Tax neutral, subject to confirmation from Inland Revenue (via a
binding ruling application prior to transfer).
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Appendix 5: Illustrative examples
The illustrative examples below assumes that the CCO entity is a taxable entity and member
of the ACCG. It is also assumed that the CCO entity will not have sufficient imputation
credits available to fully impute the dividend being paid. This is on the basis that generally
speaking, CCO entities within the ACCG are able to pay to access Watercare tax losses to
offset their taxable income, and so do not generate imputation credits.

(i)

Current position

(ii)

On/after 1 July 2019 – land remains in CCO
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(iii)

(iv)

On/after 1 July 2019 – land transferred to Auckland Council & income from
land taxable

On/after 1 July 2019 – land transferred to Auckland Council & income from land
not taxable
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Appendix 6
Imputation credits
The imputations credit regime operates to eliminate double taxation. A company generates
imputation credits when it pays tax, and may attach these credits to dividends it pays to its
shareholders. Fully imputed dividends are not taxable in the hands of the recipient (i.e. on
the basis that the imputation credits attached show the amount has already been taxed in the
underlying company.
Port operator, PRCU
The Port Companies Act 1988 defines a port operator as "any local authority which operates
a port related commercial undertaking".
A port related commercial undertaking (“PRCU”) is defined as “the property and rights of
the Harbour Board that:
(i)

relate to the activities of commercial ships and other commercial vessels, and
commercial hovercraft and commercial aircraft, or to the operation of facilities
on a commercial basis for ships, vessels, hovercraft, and aircraft of any kind; or

(ii)

facilitate the shipping or un-shipping of goods or passengers."

This broad definition includes the provision of any building or facility wherever situated for
use in connection with the handling, packing, or unpacking of goods for shipping or unshipping through any port.
Case law has established that there needs to be a real and substantial link with commercial
shipping in order for an activity to be a PRCU. A tenuous/remote link is not sufficient.
Close proximity to shipping facilities coupled with a degree of port related use may be enough
to create a PRCU; although a relatively minor association with a main focus elsewhere would
not be.
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Appendix 7: Glossary of terms
ACCG
CCO
IC
Panuku
POAL
Watercare

Auckland Council consolidated income tax group
Council-controlled organisation
Imputation credit
Panuku Development Auckland Limited
Ports of Auckland Limited
Watercare Services Limited
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