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II. ABSTRACT  
 

The importance of revenue from Goods and Services Tax (GST) and Value Added Tax 

(VAT) to governments worldwide cannot be understated. Worldwide, the company tax 

rates and personal tax rates in general have been falling while the GST and VAT rates 

have either remained the same or been on the rise. With the world economy slowing 

down, more governments are increasingly relying on the tax take from indirect taxes to 

fund their policies. 

 

Evaluation of the GST and VAT systems are therefore very important to assist with 

keeping pace with the changing environment. As part of the recent tax reforms in New 

Zealand, the government identified some weaknesses with the GST model used in New 

Zealand. Consequently, the government issued two discussion documents identifying 

what these weaknesses were and what it considered were the solution to these issues.  

 

This dissertation considers the weaknesses of the GST model that were identified by the 

government and discusses in detail what the government had identified as its preferred 

option of dealing with these weaknesses, the Domestic Reverse Charge mechanism. 

 

The dissertation also focuses on the alternative that was proposed, the compulsory zero- 

rating provisions, which the government eventually legislated for to address these 

concerns. Finally, the dissertation will attempt to answer the question as to whether the 

government has made the right decision in legislating for the zero-rating provisions 

instead of the proposed DRC. 
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IV. INTRODUCTION   
 

 

"No government can exist without taxation. This money must necessarily be levied on 

the people; and the grand art consists of levying so as not to oppress.'' — Frederick the 

Great, 18th Century Prussian King.1 

 

If Frederick the Great was alive today, he would be impressed in the way Value Added 

Tax (VAT) and Goods and Services Tax (GST) has evolved worldwide since it was first 

introduced and its growing acceptance amongst people as a form of consumption tax.  

 

According to the KPMG report on “Managing the global reform challenge”, the rise of 

VAT (which will be used interchangeably with GST throughout this paper) over the last 

50 years has been nothing short of remarkable.2 From its beginnings in post-World War 

II France, over 140 countries around the globe now rely on a VAT-type tax as a 

significant source of government revenue.3 Even without the global downturn, indirect 

taxes such as VAT have been gradually extending their reach into the global economy 

to become an increasingly important element of government tax revenue.4 

 

The growth of VAT was slow to start, with only a limited number of European and 

South American countries initially adopting VAT systems. However, in the last 20 

years, approximately 100 countries globally have introduced VAT systems. VAT is now 

a key part of the tax system of all major developed economies (except the United States 

of America).5 As the table shows, VAT now accounts for approximately 19 percent of 

tax revenues for members of the Organisation for Economic Co-operation and 

Development (OECD).6 

 

 

 

 

                                                 
1< http://www.rfcafe.com/miscellany/humor/tax-quotes.htm, assessed 30 August 2010 >  
2 Driving Indirect Tax Performance- Managing the global reform challenge  at <http://www.kpmg.com> 
last accessed 2 February 2011 
3 Ibid, pg 4 
4 Ibid, pg 2 
5 Ibid, pg 5 
6 See, OECD Consumption Tax Trends 2008 
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OECD VAT Trend as percentage of total taxation  

 

 

 

The global importance of VAT was confirmed in the Lucerne Communiqué issued in 

September 2009 following a meeting of tax policy officials from 25 OECD countries, 

the European Commission and 5 non-OECD countries, which stated:7 

 
“We agree that VAT is likely to maintain its position and could become even 
more central as the world emerges from recession and countries seek to deal 
with their public debt imbalances.” 

                                                 
7
Driving Indirect Tax Performance- Managing the global reform challenge, pg 5 at 

<http://www.kpmg.com>) last accessed 2 February 2011 
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A. How has the global shift to indirect taxes been happening?   

 

According to the KPMG report, the global shift to indirect taxation from direct taxation 

has been happening over a number of years and in three different ways:8 

1. New regimes 

 
Firstly, more countries have been introducing VAT systems, either to replace historical 

sales taxes or as a new addition to their existing tax system. 

2. Higher rates 

 

Secondly, unlike corporate tax rates which have been falling globally, standard VAT  

rates have either remained constant, or as witnessed more recently have been going up.9 

New Zealand is one such country where the GST rate increased from 12.5% to 15% 

effective from 1 October 2010.10 

3. Broadening the base  

 

Thirdly, and perhaps less visibly, the taxable base to which VAT has been applied and 

collected has been expanding. For example, the wholesale tax system that applied prior 

to GST being introduced in New Zealand only taxed approximately one-third of 

personal consumption (goods only).11 GST on the other hand is a broad based tax that 

applies to both goods and services.12 

 

B. Why has VAT become the tax of choice for so many 

governments? 

 

The answer to the above question depends on the country and its experiences. However, 

Indirect Tax professionals from KPMG have concluded that there have been three main 

drivers for this tax’s growing popularity:13 

                                                 
8
Ibid 

9 Ibid 
10

GST Rate Increases Budget 2010 Special Tax Report (Policy Advice Division of Inland Revenue, 
Wellington, 23 December 2010)  
11GST in Retrospect and Prospect , pg 29 
12Driving Indirect Tax Performance-Managing the global reform challenge, pg 11 at 
<http://www.kpmg.com> last accessed 2 February 2011 
13 Ibid, pg 6 
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1. Fiscal stability and growth 

 

Indirect taxes provide a more secure tax base for governments because indirect taxes 

which are charged on the consumption of goods and services, is significantly less 

mobile and less volatile than corporate profits or labour. While this may have been 

understood before, it has been truly appreciated in many jurisdictions in recent times 

due to the impact of the global financial crisis and resulting global recession on 

domestic tax revenue.14 

 

In addition, because VAT is imposed on consumption rather than on savings, 

investments or business inputs, it is likely to have less negative influence on capital 

formation, investment decisions, and job creation than income-based taxes, thus 

encouraging fiscal growth.15 

 

2. Simpler tax administration 

 

Indirect taxes are generally payable as transactions occur, and thus produce a more real-

time collection of tax, which is increasingly important for many tax authorities in a 

more challenging economic environment. There is a further widespread opinion that 

VAT, particularly a VAT system with limited reduced rates or exemptions, is more cost 

effective for tax authorities to administer than individual or corporate profits taxes.16 

 

3. External influences  

  
While governments may introduce VAT for domestic reasons, external influences such 

as the International Monetary Fund (IMF), the European Union (EU) and the OECD 

have also played a very strong role. Apart from their role in assisting governments to 

implement locally effective tax policies, the actions of organizations such as the IMF, 

EU and OECD are also partly designed to eliminate the economic distortions which can 

be caused by the lack of a globally, or even regionally, harmonized VAT system.17 

                                                 
14 Ibid 
15 Ibid 
16 Ibid 
17 Ibid, pg 7 
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C. Revenue from GST in New Zealand 

 

GST was first introduced in New Zealand in 198618 and the government’s reliance in 

recent years on the tax revenue from GST cannot be understated. The tax revenue from 

GST is increasing by the year and is set to increase further in the future. The New 

Zealand Crown Revenue statistics for the 2005/06 fiscal year shows that revenue from 

GST represented 19% of the total tax revenue for the fiscal year.19  

 

In comparison, the GST revenue for the 2008/2009 fiscal year represented 21% of the 

government’s total tax revenue for that fiscal year. Table 1 indicates that the revenue 

from GST stood at $11.6 billion in the 2008/2009 fiscal year. This ranked as the 

government’s 2nd highest income source from all taxes in the 2008/2009 fiscal year. The 

table also shows that GST was the only revenue which represented an increase from the 

previous fiscal year - 2007/2008 ($0.4 billion).20 

 

Table 1 

 

        

Crown Tax Revenue - $ billion 

        

Tax Type 2008/09 $ Change  % of total 

    

Since 

2007/2008   

Source Deductions 22.6 -0.8 41% 

Other persons tax 2.8 -0.8 5% 

Corporate Tax 9.8 -0.7 18% 

GST 11.6 +0.4 21% 

Other  7.9 -0.2 14% 

Total 54.7 -2.1 100% 

 

 

                                                 
18 Alastair Mckenzie: GST- A Practical Guide, edition 8 
19 <http://en.wikipedia.org/wiki/Taxation_in_New_Zealand> last accessed 15 November 2010 
20 Monthly Economic Indicators – New Zealand Treasury report (November, 2009)  
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The tax revenue from GST is expected to increase further as the GST rate was recently 

increased from 12.5% to 15%. According to the special report into the 2010 budget by 

the Policy Advice Division (PAD) of Inland Revenue, the increase in the GST rate was 

to compensate for the loss in revenue that was expected as a result of the switch in the 

tax mix from income tax to consumption tax.21  

 

The special report by PAD also highlighted that New Zealand relies heavily on income 

taxes in order to fund expenditure; however, income taxes may be harmful for 

efficiency and growth. Taxes on consumption, such as GST, tend to be less harmful to 

growth as, unlike income taxes, they do not apply to savings and, therefore, do not 

discourage this activity. A switch from income tax towards GST can, therefore, boost 

incentives to save and encourage economic growth.22 

 

The company tax rate has been significantly reduced in recent years (33% to 30% 

effective from 1 April 2008) and was reduced further from 30% to 28% effective 1 

April 2011.23Given that the government is continually facing pressure from the business 

sector to match the company tax rates of that in Australia, it is likely that the tax 

revenue from this source will decrease further if there are reductions made in the 

future.24 

 

Furthermore, the decrease in the personal tax rates effective from the 1 October 2010 

means that reliance by the government on revenue from GST could be even greater 

moving forward.25 

 

D. Global fears about VAT and GST models 

 

Given the growing importance of VAT to the government revenue bases around the 

world, periodic evaluation of the VAT system is therefore warranted. Evaluation of the 

VAT system will assist in keeping pace with the changing environment and ensure 

competitiveness, revenue-raising efficiency and overall effectiveness. Such evaluation is 

                                                 
21

GST Rate Increases Budget 2010 Special Tax Report (Policy Advice Division of Inland Revenue, 
Wellington, 23 December 2010)  
22 Ibid 
23 < http://www.ird.govt.nz/business-income-tax/did-you-know-ctr.html > last accessed 20 March 2011  
24< http://www.wecc.org.nz/news-and-info/new-zealand-must-match-australias-business-tax-cut > last 
accessed 2 February 2011 
25 < http://www.ird.govt.nz/changes/income-tax/individuals/personal/ > last accessed 16 December 2010 
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also very important for the protection of the tax base as weaknesses can be identified 

and measures taken to remedy these weaknesses. 26 

 

It is also important to understand what each of these reforms can bring, managing the 

resulting compliance challenges and capturing any new opportunities that can arise in 

order to achieve leading indirect tax management in 2011 and beyond. This was again 

confirmed in the Lucerne Communiqué where the tax policy officials stated:27 

 

“We encourage countries to modernise their VAT systems to keep pace with 
economic and technological changes. We recognise that their economic 
efficiency should be improved while recognising the political difficulties 
attached to any increases in taxes.” 

 

“We encourage all countries to ensure that simplification of VAT without 
putting the fight against VAT fraud at risk is carried through in the years ahead. 
In particular, we encourage tax administrations to ensure that they provide 
business with certainty and clarity in the way that the tax is applied and that the 
compliance costs can be minimised.” 28 

 

Further, in their statement at the summit meeting in L’Aquila on 8 – 10 July 2009 the 

Leaders of the G8 stated; 

 

 “In this difficult time, the protection of our tax base and the efforts to combat 
tax fraud and tax evasion are all the more important, especially given the 
extraordinary fiscal measures adopted to stabilise the world economy and the 
need to ensure that economic activity is conducted in a fair and transparent 

manner.”29 
 

Evaluation of the tax systems has resulted in some governments and businesses being 

unhappy with existing VAT systems. Whilst driven by a slow economy on the one hand 

and falling direct tax rates on the other, all around the world governments are 

reassessing their long-term tax policies, with the result that many are turning to indirect 

taxes, particularly VAT and GST, as a key part of their solution. Keeping pace with 

                                                 
26 Driving Indirect Tax Performance- Managing the global reform challenge , pg 25 
<http://www.kpmg.com> last accessed 2 February 2011 
27 < http://www.oecd.org/dataoecd/19/12/43669264.pdf > last accessed 10 March 2011 
28 Ibid 
29 Ibid 
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these changes and actively managing the new, emerging risks and opportunities has 

become a key objective for all global businesses and governments.30 

 

It has also been recently highlighted that the current VAT model has some fundamental 

weaknesses that need to be addressed globally. Given that VAT provides a more real 

time collection of tax, it is open to manipulation and provides a threat to the tax base.  

 

E. Fears about New Zealand’s GST model 

 

Since its introduction in 1985, New Zealand’s GST model has been internationally 

praised for its simplicity, its efficiency, and its transparency.31 Overall, the GST model 

in New Zealand works very well. However, over the passage of time, and with the 

growing complexity of the business environment in New Zealand, some parts of the 

GST model had been identified as a cause of concern for both taxpayers and the 

government alike. Consequently, the government released the following discussion 

documents to address the weaknesses of the GST model that had been identified: 

 

• Options for strengthening GST neutrality in business-to-business transactions - 

June 2008 (DD 1).32 

 

• GST: Accounting for land and other high-value assets –                        

November 2009 (DD 2).33 

 

DD 1, issued in June 2008, introduced what the government considered were the 

weaknesses of the GST model. In particular, GST created the unique situation whereby 

Inland Revenue (IR) regularly refunded GST-registered persons for excess input tax 

deductions.  Another unique feature of the GST system as identified by DD 1 was that it 

allowed taxpayers to use different GST accounting basis and different taxable periods.  

                                                 
30Driving Indirect Tax Performance- Managing the global reform challenge), pg 25 
<http://www.kpmg.com> last accessed 2 February 2011 
31 Hansard : Taxation (GST and Remedial Matters) Bill — First Reading (Volume: 665; Page: 13277) at 
< http://www.parliament.nz > last accessed 16 February 2011 
32Inland Revenue “Options for strengthening GST neutrality in business-to- business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008) 
33Inland Revenue “GST: Accounting for land and other high-value assets” Discussion Document (Inland 
Revenue, Wellington, November 2009) 
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Aggressive arrangements such as those used by Ch’elle,34 demonstrated that the 

government’s revenue base was at risk from business structures that were being 

designed to exploit these aspects of the GST system.35  

 

According to DD 1, the inevitable complexity and pace of litigation in this area 

suggested that there was a need to address the issues not only at an operational level but 

in terms of possible amendments to the Goods and Services Tax Act 1985 

(GSTA).36Further, DD I also identified risks associated with “Phoenix fraud” and the 

emergence of “carousel” or “missing trader” fraud (which had a material effect on the 

revenue collection for some countries) are of real concern to the government. The 

government considered that in developing any legislative changes, these risks should 

also be taken into consideration.37   

 

DD 1 suggested a number of solutions to these concerns including the removal of the 

“going concern” rules, suspending the liability for GST on certain business-to-business 

supplies and the introduction of the compulsory DRC for transactions involving the 

following: 

 

• Going concerns 

• Land and 

• High value assets with value greater then $50 million. 

 

These transactions were identified because they were considered to be the ones that 

posed a cash-flow risk to both GST-registered persons and the government. 

Submissions were invited on the merits of the options suggested in DD 1 and the 

government also welcomed submissions on alternative measures that met the objectives 

of enhancing business neutrality as it affected the application of GST in day-to-day 

business activities. 

 

DD 2 was issued in November 2009 after drawing upon the analysis of DD1 and the 

submissions that were made. While the submissions made were in agreement with the 

                                                 
34 Ch’elle Properties (New Zealand) Limited v Commissioner of Inland Revenue SC 46/2007 [2007] NZSC 
73 
35 Inland Revenue “Options for strengthening GST neutrality in business-to- business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008), pg 3 
36 Ibid 
37 Ibid 
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government that some of the options mentioned in DD1 may have addressed the tax 

base risks, they were rejected as being either too broadly targeted or because of their 

potential negative effect on normal business operations.  

 

According to DD 2, submissions on the officials’ paper (DD 1) indicated a level of 

support for a DRC but there were concerns about the complexity of the rules necessary 

to support its application. Some submissions also suggested that the zero rating 

provisions should be considered as an alternative option to the DRC, arguing that zero-

rating was more consistent with the current GST framework. DD 2 analysed the merits 

of the two options (DRC and zero rating provisions) and proposed introducing a DRC 

which would apply to land, going concerns and transactions with a GST-exclusive value 

exceeding $50 million. 

 

However, once submissions in respect of DD 2 were reviewed, it became a lot clearer to 

the government that most of the stakeholders did not agree with the government’s 

preferred option of the DRC to deal with the business-to-business neutrality concerns 

and threats to the government revenue base. Instead, there was overwhelming support 

for the zero rating provision. Consequently, after a further consultation with some 

selected stakeholders, the government made a decision to extend the existing zero rating 

provisions to deal with issues in respect of the weaknesses of the GST model. This law 

came into effect from 1 April 2011. 38 

 

The first part of this dissertation will consider the GST model currently used in New 

Zealand and the weaknesses of this model as identified in the discussion documents. 

The paper also considers why a change to the legislation is required despite litigation 

being available to the government as a means of dealing with the weaknesses of the 

GST model. 

 

The second part discusses the DRC that was proposed including its strengths and 

weaknesses. Consideration is also given to issues that were identified by stakeholders’ 

in respect of the proposed DRC. The author also considers the DRC model used in the 

United Kingdom and the DRC proposed for introduction in Australia to assist in 

understanding why the proposed DRC was rejected in New Zealand. 

                                                 
38 Ibid 
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The third part of this paper discusses in detail the new zero rating provisions, why it was 

not the preferred choice of the government, issues identified with the zero rating 

provisions during the consultation stage and why the government changed its opinion 

on the zero rating provisions. 

 

The final part of the dissertation applies a classic DRC versus zero rating provision 

argument. The author will consider whether the proposed DRC would have been a 

better means of solving the problems of the GST model used in New Zealand or 

whether the government has made the correct decision in extending the zero rating 

provision. 
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V. GST MODEL USED IN NEW ZEALAND 

 

A. History of GST in New Zealand 

 

The 1980’s was a decade of worldwide tax reform, with the personal income tax system 

being revitalised along with greater reliance upon spending as a tax base. New Zealand 

was at the forefront of this reform, with the broadening of each tax base permitting 

lower tax rates and greater tax-revenue as well as a tax-mix switch, reducing the 

reliance upon personal income taxation revenue.39 

 

New Zealand’s tax system was highly distorted with the top marginal rate of 66%. 

Among the objectives of the reform was the government’s determination to remove all 

tax concessions and incentives and close loopholes. Company tax was to be aligned 

with the new top marginal rate for individuals at 33% in two stages and a new tax on 

goods and services was proposed.40 

 

The wholesales tax system that applied prior to the reforms only taxed approximately 

one-third of personal consumption (goods only), and applied at 18 different rates. There 

were also quite a few sales tax exemptions which applied. Many of these exemptions 

were granted on a one-off basis after lobbying by a particular interest group.41 

 

The New Zealand tax system was in what can only be described as a mess, created by 

decades of ad hoc solutions and bad political compromises. It also did not help that New 

Zealand was faced with a number of serious economic problems. According to the Hon 

Sir Roger Douglas, there was general acceptance within the cabinet that:42 

 

• A switch from direct to more indirect taxes was necessary. 

• Any new tax had to be simple to operate. 

• The new tax needed to be broad based so the rate could be as low as 

possible. 

 

                                                 
39GST in Retrospect and Prospect , pg 65 
40 Ibid, pg 29 
41 Ibid 
42 Ibid, pg 3 
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GST was the significant step in that direction for New Zealand. After the publication of 

the Government White Paper on GST, a consultative committee (“The Committee”) 

was set up.43The Committee was able to secure for the government the time it needed to 

sell the change to GST and it also helped create a bond of understanding between 

business and government. The Committee also read all the submissions that were made 

by interested parties and made recommendations that influenced the shape of the 

legislation put before the select committee of Parliament. Most of the recommendations 

made by the Committee were accepted.44 

 

B. The New Zealand GST model – Credit-Invoice Mechanism 

 

When GST was first introduced in New Zealand, there was a determination at the very 

highest level of policy development to keep the GST system very simple and to avoid 

the mistakes and complexities of overseas VAT systems.45 Those charged with 

developing the GST system in New Zealand were well aware of the British experience 

where just months after the introduction of VAT, about 400 pages of Customs and 

Excise notices were issued to explain how it worked.  

 

GST in New Zealand is modelled on a “credit-invoice” mechanism.46One of the basic 

design principles of GST in New Zealand is that businesses should not be subject to the 

tax when producing goods and services. The “credit-invoice” model ensures that the 

legal incidence of the tax is removed on most business purchases.47  

 

The deduction of GST (by way of a refund or credit) prevents the tax from “cascading” 

as goods and services are supplied between businesses that are registered for GST.  The 

terms “GST-neutral” and “business-to-business neutrality” describe the situation where 

GST paid by a business can be claimed against the GST payable on taxable supplies.  A 

business is “neutral” about the purchase of goods and services if the GST paid does not 

become a permanent business cost.48   

 

                                                 
43 Ibid, pg 7 
44 Ibid 
45 Ibid, pg 3 
46 Inland Revenue “Options for strengthening GST neutrality in business-to-business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008), pg 1 
47 Ibid 
48 Ibid, pg 7 
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Under the credit-invoice model, a liability for GST arises every time goods and services 

are supplied by a GST-registered person in the course of a taxable activity.  GST is also 

imposed on goods and services that are imported.  Tax is therefore paid throughout the 

production and distribution chain, but because GST-registered persons are able to 

deduct GST paid, the tax is ultimately passed on to the final consumer.  Therefore, 

unless the GST paid is connected with the supply of GST exempt goods or services, it 

does not directly tax the intermediate production of goods and services in New Zealand.   

 

GST systems based on the credit invoice system create compliance costs. However, the 

government considered this as a trade-off against the benefit that came from the 

comprehensive application of GST to goods and services that are imported, produced 

and distributed in New Zealand. 49  

 

C. Problems with Credit-Invoice Mechanism 

 

According to DD 1, the operation of GST using the credit-invoice model is not without 

its problems, particularly for transactions involving the supply of significant assets, such 

as the sale of businesses, land, or other high-value assets.50 These can create some major 

problems for both businesses and the government. The discussions below focus on what 

some of the problems associated with the operation of the credit-invoice mechanism as 

identified by DD 1 are.  

1. Risks to business 

 

Transactions that are not neutral to businesses can result in GST becoming a fixed 

burden on production.  This can affect business margins, affect business decisions and 

alter perceptions about voluntary compliance.  Non-neutral business-to-business 

transactions can also have wider economic implications if the tax has the potential to 

cascade. Some examples of these risks include:51 

 
The carrying cost of GST 
 

                                                 
49 Ibid , pg 1 
50 Ibid , pg 11 
51 Ibid 
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The inability of businesses to immediately claim an input tax deduction in respect of 

supplies received from other GST registered entities can have relatively serious 

consequences on its cash flows. This cost is of great relevance to exporters whose 

supplies are zero rated for GST purposes (GST charged at 0%). These exports do not 

produce the usual offsetting cash flow benefits that arise by holding GST charged on 

supplies to customers until payment to IR is required.52   

 

Another cash flow issue arises when businesses registered for GST on an invoice or 

hybrid basis are required to account for GST to IR when payment for the supply has not 

yet been received. The GSTA attempts to deal with this cost by allowing taxpayers a 

variety of accounting basis and filing frequencies.  Other rules like those applicable to 

the supply of “going concerns”, further help in trying to mitigate this carrying cost of 

GST. However, these measures may not always be enough to deal with these issues.53 

 

Another means for businesses to deal with this issue is to put a request in writing to IR 

for a GST offset whereby the GST liability incurred by a GST-registered supplier on a 

transaction is offset against the input tax deduction that would otherwise be available to 

the GST-registered recipient.54 

 

Potential for over taxation 
 

A taxpayer is allowed a deduction of input tax credit when GST has been invoiced or 

paid, subject to the GST-registered person holding a valid tax invoice. According to DD 

1, it is important that these deductions are dealt with promptly, particularly when they 

give rise to a refund, so that GST does not become a cost of production rather than a tax 

on consumption.55   

 

Input tax deduction can also arise from the purchase of second-hand goods or from 

change in use adjustments. In these instances, IR may scrutinise the transaction more 

closely given that these deductions do not arise from the payment of GST to another 

                                                 
52 Ibid 
53 Ibid 
54 Section 173M of the Tax Administration Act 1994 
55 Inland Revenue “Options for strengthening GST neutrality in business-to-business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008), pg 12 
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GST-registered person or to the New Zealand Customs Service and therefore do not 

immediately give rise to offsetting output tax. 56 

 

Businesses can also face problems when the legal entitlement to input tax cannot be 

established but the cost of the purchase has been incurred.  For example, when a 

nominee provides consideration for a supply of goods and services to the vendor, but 

the contract treats the named purchaser – rather than the nominee – as the recipient, 

uncertainty can arise over the entitlement to deduct input tax and this can possibly even 

result in over-taxation. 57  

 

Supplies of going concerns  

 

DD 1 also recognised that the rules around zero rating are uncertain and this has been 

well documented by case law.  If this uncertainty is identified at the beginning, the 

parties may, seek an offset of the GST-registered recipient’s input tax deduction against 

the output tax owed by the GST-registered supplier.  However, this may not always be 

possible and if the uncertainty results in an error, it can be costly for businesses once 

potential penalties and /or interest is applied.58 

 

Company grouping rules  

 

The GST grouping rules reduce compliance costs which arise as a result of transactions 

within a group. This is done by ensuring that intra-group supplies sourced completely 

from within a group’s resources are not subject to GST unless the assets are used for 

private or exempt purposes. However, to elect into the grouping rules, entities have to 

meet requirements set out in the GSTA. Some entities cannot satisfy all these 

requirements and therefore cannot elect into the grouping rules. Consequently, GST 

risks may still exist for businesses when entering into group transactions.59 

                                                 
56 Ibid 
57 Ibid 
58 Ibid, pg 13 
59 Ibid 



 24 

 

2. Revenue risks for the Government  

 

GST presents a major risk to the government’s tax base. This comes about because of 

the manner in which GST operates. The operation of GST requires the issue of refunds 

from input tax deductions that may not be offset by the payment of GST in some 

circumstances where that would be the expected outcome.  This can occur for legitimate 

reasons and is a cost that the government is well aware of, for example in the case of 

liquidations that can be faced by any business.60   

 

However, there are situations when this offset does not occur due to deliberate actions 

taken by certain taxpayers – for example, if timing mismatches created by the choice of 

accounting basis and filing frequencies is exploited or if “phoenix” entities are used to 

create tax advantages.   

 

D. Threats to business-to-business neutrality 

 

The government is well aware of threats posed by the credit-invoice mechanism to the 

tax base. DD 1 identified the following threats as of the biggest concern to business-to- 

business neutrality and consequently a threat to the government revenue base.61 

 

1. Phoenix entities 

  

The phoenix is a legendary bird which is reputed to have died by fire and to have 

subsequently been re-born from its own ashes.62 The modern dictionary also recognises 

the term as meaning the following: 

 

“tendency for a bankrupt business to start up again under a new identity”. 

 

However, this statement fails to distinguish between the honest and responsible business 

failure which may result in a new or reconstituted business being established and the 

unscrupulous business practices which achieve the same result.63 

                                                 
60 Ibid 
61 Ibid, pg 22 
62 The Regulation of Phoenix Companies – (Report of The International Association of Insolvency 
Regulators, 29 October 2004) at <http://www.insolvencyreg.org> last accessed 19 October 2010 
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One of the main tax base risks identified in DD 1 was the use of “phoenix” type entities 

in fraud schemes. The use of “phoenix” entities can be problematic for the operation of 

GST because the purchase of assets from the failed entity by the “re-born” entity can 

give rise to an input tax entitlement without the corresponding payment of GST. When 

situations like this arise, it becomes a cost to the government. 64 

 

The government recognises that situations like this can happen as a result of a genuine 

business failure. It considers such situations to be a trade-off for the wider benefits that 

come from the comprehensive application of GST. However, when entities become 

insolvent as a result of the deliberate actions of its owners and/or the entity’s assets are 

transferred to an associated entity, the result can defeat the objective of providing 

business neutrality.65  

 

The government has recently responded to some of the general problems created by 

phoenix entities by changing the laws governing the appointment of liquidators and 

introducing a framework of “voluntary administration” to assist creditors of financially 

troubled companies.  However, these measures were not considered to be sufficient 

enough to deal with the government’s concern regarding the existing GST system and 

the opportunity it provides for these phoenix type entities.66 

 

Below is an illustration from DD 1 as to how these phoenix type entities operate.67 

 

 

 

 

 

 

 

 

 

                                                                                                                                               
63 Ibid  
64 Inland Revenue “Options for strengthening GST neutrality in business-to-business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008), pg 22 
65 Ibid 
66 Ibid 
67 Ibid 
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Figure 1: 

Illustration of a possible “phoenix” arrangement 
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Notes:  

• Company B claims an input tax deduction in the usual manner in connection 

with its purchases from third parties and supplies goods and services to Company C. 

• Company C does not immediately pay Company B – who accounts for GST 

using the payments basis.  Company C claims an input tax deduction on the basis of the 

tax invoice provided by Company B. 

• Person A decides to wind up Company B leaving an unpaid tax debt. 

• The transaction between companies B and C therefore creates an input tax 

deduction which is not met by a corresponding payment of GST from Company B. 

 

 

The above illustration clearly shows the risk of loss of revenue faced by IR (and 

consequently the government). There is also no guarantee that Company C will return 

output tax on its supply to the third party given the history of its associates. Money 

could easily be transferred out of the company and the company is then liquidated, and 

once again the government suffers a loss of revenue. 
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2. Carousel fraud 

 

DD 1 also highlighted that internationally, there have been high-profile instances where 

government revenues have been affected by fraud and aggressive structures designed to 

exploit the refunds that can arise from input tax deductions.  These arrangements, 

commonly referred to as “carousel fraud”, are deliberately designed not to be neutral.68   

 

As reported in the European Union, carousel fraud works like this: 

 

• An entity (entity A) based in, say Germany, supplies goods to entity B, which is 

based in the United Kingdom.  Entity A zero-rates the supply as it is an export.  

 

• As the supply is an intra-community transaction between European Union 

businesses, entity B is required to self-assess VAT using the relevant rate of 

VAT for that member state.  Entity B would generally recognise an input tax 

deduction for self-assessed VAT in the same return period.   

 

• Entity B on-sells the goods to entity C, which is based in the United Kingdom.  

Entity B charges VAT on the transaction and ceases operation as soon as the 

goods are sold.  Entity B retains the VAT charged and does not file a return. 

 

• Entity C claims a deduction for the VAT charged by entity B and exports the 

goods to entity A.  The supply is zero-rated.   

 

• These steps are then repeated.   

 

According to the DD 1, it is difficult to see this happening in New Zealand; however, it 

is still technically possible for carousel fraud to occur.  While this has not been a 

significant concern for the government to date, the possibility that it could occur had 

been taken into account in addressing the GST issues.69 

                                                 
68 Ibid 
69 Ibid , pg 24 
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3. Timing mismatches 

 

The GSTA provides taxpayers with a choice of accounting basis and taxable periods. 

The accounting bases available in the GSTA determine how output tax and input tax 

should be attributed to a particular taxable period.  Although the time of supply rules 

determine when GST-registered persons are required to recognise a liability for GST, 

the accounting basis adopted can alter the taxable period in which that liability needs to 

be disclosed to IR.70 

 

The three basis of accounting for GST allowed by the GSTA are: 

 

• The Invoice Basis: The standard basis of accounting for GST is the invoice 

basis.  Output tax is accounted for at the time of supply.  Input tax deductions 

may be claimed on the basis of payment or invoice – subject to the deduction 

being supported by a valid tax invoice.71 

 

• The Payments Basis: GST-registered persons may use the payments basis if 

they have annual taxable supplies of less than $2 million or are a non-profit 

body.  Output tax is accounted for to the extent that payment is received.  Input 

tax deductions can be claimed to the extent to which payment has been made – 

subject to the deduction being supported by a valid tax invoice.  IR has 

discretion to allow GST-registered persons who have a turnover of greater than 

$2 million to account for GST using this basis after taking into account the 

nature, volume and value of the supplies made.72 

 

• The Hybrid Basis: GST-registered persons may choose to use the hybrid basis 

if they do not qualify to account for GST using the payments basis and do not 

want to use the invoice basis.  No turnover limitations are imposed on who may 

account for GST using the hybrid basis.  Output tax is accounted for in a similar 

                                                 
70 Ibid , pg 29 
71 Ibid , pg 30 
72 Ibid , pg 31 
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manner as under the invoice basis.  Input tax deductions are claimed in a manner 

similar to the payments basis.73   

 

 DD 1 also addressed the consequences of these choices that are provided by the GSTA. 

As a result of these choices, there have been consequences to the revenue base, which 

have been well documented by the New Zealand courts, tax practitioners and the 

government.74  

 

“Timing mismatches” involve a GST-registered person who accounts for GST using the 

payments basis making a supply to a GST-registered person who accounts for GST 

using the invoice basis.  The payment basis supplier provides the invoice basis 

purchaser with a tax invoice.  The purchaser claims an input tax deduction following 

receipt of the tax invoice, but payment of GST is deferred.  In some cases, payment may 

be deliberately deferred for a significant period of time or even indefinitely.75   

 

These timing mismatches provide opportunities for taxpayers to manipulate the GSTA 

to obtain GST refunds which in many situations they are not entitled to. Such 

arrangements are clearly inconsistent with the policy intent of the GSTA.   

 

E. The General Anti-Avoidance Provisions 

 

The general anti-avoidance provisions in the GSTA deem transactions to be void that 

have been entered into by taxpayers that exploit “timing mismatches” and the use of 

“phoenix entities” to create GST input tax entitlements.76  

 

Section 76 of the GSTA states that a tax avoidance arrangement entered into by a 

person is void against the Commissioner for tax purposes.77 A tax avoidance 

arrangement is one that directly or indirectly has tax avoidance as its purpose or effect; 

or has tax avoidance as one of its purposes or effects, whether or not another purpose or 

                                                 
73 Ibid  
74 Ibid, pg 29 
75 Ibid, pg 29 
76 See section 76 of Goods and Services Tax Act 1985 
77 Ibid 
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effect relates to ordinary business or family dealings, if purpose or effect is not merely 

incidental.78 

 

This raises the question as to why further legislation is required when the general anti-

avoidance provision is available to the Commissioner of Inland Revenue (CIR) to deem 

such transactions void. The CIR has in recent years had major success in invoking 

section 76 of the GSTA (anti avoidance provisions) and this position has been 

confirmed by the Court as interpreters of legislation. 

 

Two leading cases in the use of the anti-avoidance provisions in GST are discussed 

below to assist in understanding the lengths some taxpayers go to create a tax advantage 

and also answering the question posed above.   

1. Ch’elle Properties  

 

The risk associated with timing mismatches was highlighted by the series of cases 

involving Ch’elle Properties (New Zealand) Limited v Commissioner of Inland 

Revenue.
79These cases concerned an arrangement that was designed to produce a 

refundable input tax deduction of $9 million to the purchasing company (Ch’elle) but 

defer the liability to account for GST by the 114 separate companies supplying the land 

in question to Ch’elle.80   

 

The taxpayer had claimed GST input tax credits on a total of 117 property transactions. 

Payment to the vendor was by way of a small deposit with the remainder payable on 

settlement. The difference in registration types (payment and invoice) between the 

parties saw the taxpayer claiming an input credit on the entire purchase price whilst the 

vendor only paid output tax on the deposit paid. The Commissioner considered the 

arrangement was entered into for the tax advantages it could obtain and alleged tax 

avoidance under section 76 of the GSTA. The Taxation Review Authority (TRA), High 

Court (HC) and Court of Appeal (CA) all agreed with the Commissioner. 81 

 
 

                                                 
78 Ibid 
79

Ch’elle Properties (New Zealand) Limited v Commissioner of Inland Revenue [2007] NZSC 73 SC 
46/2007 
80Inland Revenue “Options for strengthening GST neutrality in business-to-business transactions” 
Discussion Document (Inland Revenue, Wellington, June 2008), pg 14 
81 Ibid 
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Facts 
 

In brief, the arrangement involved 114 shell companies formed by the promoter of the 

scheme, Mr Ashby, agreeing to buy 114 lots in a subdivision for $70,000 each payable 

on 31 August 1999 and then reselling them to another shell company, Ch’elle, formed 

by an associate of Mr Ashby. The price payable by Ch’elle for each lot was about 

$700,000. A deposit of $30,000 was payable at a time when a GST tax refund was 

expected to have been received. The balance of the price was deferred for between 10 

and 20 years, by which time each property was to be developed.82 

 

The use of 114 companies enabled the value of the taxable supplies by each company to 

be kept at less than $1 million in the year in question and so each company could 

choose to account for GST upon receipt of payments. On the other hand, Ch’elle was to 

account on the usual invoice basis and could claim an immediate tax credit which 

plainly was to be the source of funding the amounts payable to the subdivider. The 

balance between inputs and outputs was by this means to be artificially distorted to the 

advantage of the promoter of the arrangement.83 

 

The TRA, HC and CA all considered the scheme constituted tax avoidance pursuant to 

section 76 of the GST Act. The HC and CA considered the test of avoidance under that 

section was an objective one and that while timing mismatches were provided for in the 

GSTA, these transactions exploited that provision and defeated the intent and purpose 

of the GSTA.84 

 
Supreme Court Decision 
 

Ch’elle appealed the earlier verdicts of the Courts to the Supreme Court. The Supreme 

Court considered it unnecessary to express any view on the merits of Ch'elle's 

arguments that:85 

 

• The CA erred in finding it was unnecessary for the Commissioner to show an 

intention to defeat the intent and application of the Act and  

 

                                                 
82 Ch’elle Properties (New Zealand) Limited v Commissioner of Inland Revenue [2007] NZSC 73          

SC 46/2007 at [2] 
83 Ibid, at [3] 
84 Ibid, at [1] 
85 Ibid, at [4] 
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• That an arrangement can defeat the intent and application of the act only if there 

is a tension between the commercial and juristic nature of the transactions, on 

the basis the TRA had made factual findings that Ch'elle did have an intention to 

defeat the intent and application of the Act.  

 

The Supreme Court also considered Ch'elle's third ground of appeal that it did not gain 

a "tax advantage" equally as hopeless. The definition of that term included "any 

increase in the entitlement of any registered person to a refund of tax". Ch'elle clearly 

came within this definition.86 

 

2. Glenharrow Holdings  

 

 This case is considered to be the leading authority in tax avoidance for GST because 

the principles applied in the decision of Ben Nevis
87 were considered here. Ben Nevis is 

considered to be a leading authority in tax avoidance as this is the first case in which the 

Supreme Court had discussed the relationship between the general anti-avoidance rule 

and specific sections in the tax legislation.88  

 

The court concluded in Ben Nevis that Parliament’s overall purpose is best served by 

giving appropriate effect to each and that neither should be regarded as overriding the 

other. The case considered whether, notwithstanding taxpayer compliance with specific 

provisions of the Act, the Commissioner may set a particular arrangement aside and 

reconstruct it because the arrangement constituted tax avoidance.  

 

While the Glenharrow case did not specifically deal with the use of phoenix type 

entities or timing mismatches, it nevertheless shows the extent to which some taxpayers 

go to create a GST tax advantage.89 

 

 
 

                                                 
86 Ibid, at [5] 
87 Ben Nevis Forestry Ventures Limited & Ors v CIR [2009] 2 NZLR 289 (SC) 
88 < http://www.ird.govt.nz/technical-tax/case-notes/2008/cn-20081219-supreme-court-trinity.html > last 
accessed 11 December 2010 
89 < http://www.ird.govt.nz/technical-tax/case-notes/2008/cn-20081219-section-76-general-anti-
avoidance- provision.html > last accessed 15 December 2010 
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Facts 
 
In 1997 Glenharrow Holdings Ltd purchased a mining licence (which constitutes 

second-hand goods for the purposes of the Act) from Mr Michael Meates for $45m. The 

licence then had some three years of its term to run and authorised the holder to mine 

for serpentinite and bowenite within a defined area on Mt Griffin in Westland. 

Glenharrow, which had a share capital of $100, paid a deposit of $80,000 which it had 

obtained from its shareholder, Mr Fahey. Then, when the licence was transferred to it, it 

gave Mr Meates a cheque for the rest of the price ($44,920,000) drawn on its solicitor’s 

trust account.90  

 

Mr Meates gave Glenharrow a cheque for the same amount drawn on his solicitor’s 

trust account as an advance by way of loan and Glenharrow delivered to Mr Meates a 

mortgage over the mining licence, a general mortgage debenture over all its assets and a 

mortgage over its shares executed by Mr Fahey but, it was agreed, without personal 

liability. (It is common ground that the supplies made by way of the cheques were 

financial services which are tax exempt for GST purposes.) The loan was repayable 

without interest by three annual instalments.91 

 

Glenharrow claimed from the Commissioner an input tax “refund” of the tax fraction 

(one-ninth) of $44,920,000. (It was already been paid a refund in respect of the deposit.) 

The Commissioner resisted Glenharrow’s claim, alleging in the first place that the 

arrangements between Mr Meates and Glenharrow were a sham. That defence failed in 

the High Court and had not been further pursued. But the Commissioner also argued 

that the arrangement constituted tax avoidance and had treated it as void under s 76 of 

the Act (as that section stood in 1997). The resulting reconstruction was largely upheld 

by the High Court1 and almost completely by the Court of Appeal.92
 

 

Before the licence expired Glenharrow was able to extract a limited quantity of stone 

and made further payments to Mr Meates totalling $210,000. The Court of Appeal had 

held, and the Commissioner accepted, that Glenharrow was entitled to tax credits for 

these payments.93 

 

                                                 
90 Glenharrow Holdings v CIR [2008] NZSC 116 SC 59/2007 at para [2] 
91 Ibid 
92 Ibid, at [3] 
93 Ibid, at [4] 
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High Court Decision 
 
Chisholm J found that the transaction was not a sham and that the principal purpose for 

the purchase of the licence was for the making of taxable supplies. Notwithstanding 

that, Chisholm J held that section 76 did not require proof of a subjective intention and 

was directed at the effect or purpose of the arrangement. He noted that the definition of 

"tax advantage" in section 76 (4) of the GSTA included an increase in the entitlement of 

any registered person to a refund of tax. 94 

 

Chisholm J then concluded that if the consideration for the licence was grossly inflated 

the input tax would also be grossly inflated. He found that the appropriate value for the 

mining licence was $9.757 million. The Commissioner was ordered to credit 

Glenharrow with a GST input deduction for the GST on the $9.757 million.95 

 

Court of Appeal Decision 
 

Both parties appealed the High Court decision; however the Commissioner did not 

pursue the argument that the arrangement had been a sham.96 Glenharrow appealed 

against the High Court finding of avoidance. The appellant claimed there could not be 

any tax advantage in terms of section 76 of the GSTA as the High Court found they had 

acquired the licence having paid $45 million for the principal purpose of making taxable 

supplies.  

 

The Commissioner cross-appealed against the valuation of the tax advantage allowed by 

the High Court. He argued that the concept of payment had been met in purely juristic 

terms, there was no definitive commitment to pay and that the economic burden 

intended by Parliament had not been suffered by Glenharrow. 

 

The majority of the Court of Appeal found Chisholm J was not wrong to find tax 

avoidance on the basis of a grossly inflated value. The majority were satisfied that there 

had been a significant temporal mismatch and that the line had been crossed into tax 

avoidance. The tax advantage for Glenharrow was seen as an increased entitlement to a 

refund received without suffering the economic burden intended by the Act.97 

                                                 
94 Ibid, at [22] 
95 Ibid, at [25] 
96 Ibid, at [26] 
97 Ibid 
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Supreme Court Decision 
 
The appeal from Glenharrow was dismissed. The Court accepted that before looking at 

the provisions of section 76 of GSTA, the position in relation to the sale of the licence 

was that the licence was a second-hand good. The deed of sale provided for a 

consideration of $45 million in money and the open market value provisions of the 

GSTA did not apply to the agreement which was considered to be at "arms length".98 

They then considered the operation of section 76 of GSTA.99 

 

The Court confirmed that section 76 of the GSTA assumed that the arrangement under 

scrutiny was not a sham. The section 76 determination requires an assessment that goes 

beyond the technical legality of the constituent parts of the arrangement. The onus is on 

the taxpayer under section 149A(2)(b) of the Tax Administration Act (TAA) to show 

that the Commissioner could not have been properly satisfied that section 76 of GSTA 

applied in the circumstances.100 

 

There is a two-stage process before the Commissioner can carry out a section 76 

reconstruction. Firstly there must be an arrangement entered into between at least two 

persons. Secondly the Commissioner must be properly satisfied that the arrangement 

was entered into between the two parties to defeat the intention or application of the Act 

or any provision of the Act. This does not mean that the Commissioner must be satisfied 

that the parties subjectively had that defeating purpose. A natural reading of section 76 

of the GSTA, as it stood prior to 2000, was to require the Commissioner to be satisfied 

that an arrangement had been entered into so as to defeat the intent and application of 

the Act.101 

 

The Commissioner was required to ask what the purpose of the arrangement was. This 

question in turn required examination of the effect of the arrangement. The Court 

followed the findings in Newton v Commissioner of Taxation of the Commonwealth of 

Australia [1958] AC 450 in relation to the term "purpose or effect" where Lord Denning 

found that the word purpose did not mean "motive" but rather "the effect which was 

sought to achieve". The crucial distinction is that general anti avoidance rules are not 

                                                 
98 Ibid, at [31] 
99 Ibid, at [33-39] 
100 Ibid, at [33] 
101 Ibid, at [35] 
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aimed at the purpose of the parties but at the purpose of the arrangement. The Court also 

followed the findings of the Privy Council in Ashton v Commissioner of Inland 

Revenue, [1975] 2NZLR 717, where Viscount Dilhorne confirmed that, "if an 

arrangement has a particular purpose, then that will be its intended effect".102 

 

The Court found that any assessment would principally be a matter of inference from 

the arrangement and its effect. The intention of the Act would be defeated if an 

arrangement had been structured to enable the avoidance of output tax, or the obtaining 

of an input deduction in circumstances where that consequence was outside the purpose 

and contemplation of the relevant statutory provisions. 

 

The Court examined the history behind the GSTA and the need for avoidance 

legislation. It determined that GST was a type of "value added tax" intended to be broad 

based, efficient and neutral. The Court concluded that registered persons producing 

taxable supplies effectively operated as tax collectors on behalf of the Government and 

as such were not themselves subject of the GST's economic incidence. By the same 

token it was recognised that registered persons should not obtain unacceptable windfall 

gains from the regime. They found that reading the Act as a whole it was clear that the 

legislature anticipated that for a trader in goods and services there would over time 

usually be some balancing out or netting off of the GST components of sales and 

purchases.103 

 

The Court recognised that there was potential for registered taxpayers to create 

distortions at the boundary between themselves and unregistered persons. It said that the 

same could occur where transactions were between those registered on a payments basis 

and those registered on an invoice basis. The Court confirmed that the general anti-

avoidance provision was available to stop or counteract both these distortions.104 

 

The Court concluded that it did not need to form a view on whether or not the price paid 

for the licence was the market value. However, it did rule that even though there was 

stone to be extracted while the licence was running the arrangement still had a very 

artificial element. The Court noted that an objective observer could have said that 

Glenharrow would never have been able to mine enough stone during the term of the 

                                                 
102 Ibid, at [37] 
103 Ibid, at [40-49] 
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licence to generate sufficient sales to pay for the licence. There was no issue that 

Glenharrow undertook liability for the $44.920 million funded by vendor finance. 

However Glenharrow was a shell company with a share capital of just $100. Michael 

Meates was unregistered and there was no GST impost on the other side of the 

transaction. 105 

 

The Court found that the effect of the structure was to produce a GST refund totally 

disproportionate to the economic burden undertaken by Glenharrow. They concluded 

that the end in view was a distortion which very plainly defeated the intent and 

application of the Act.106 

 

Impact of decision 
 
This decision confirms that where transactions are not a "sham", the Commissioner is 

still entitled to consider the tax consequences of the transactions under section 76 of the 

GSTA. The court has confirmed that section 76 is a general anti-avoidance provision 

and therefore every avoidance issue will need to be assessed objectively on its merits on 

a case-by-case basis.107 

 

F. Is the use of the general anti-avoidance provisions adequate 

to deal with the weaknesses of the GST model? 

  

 

The cases discussed above demonstrate the success the CIR has had in recent years in 

the fight against the use of “phoenix” type structures and the use of timing mismatches. 

It also confirms that the CIR has a very powerful tool to combat such fraudulent 

activities, the general anti-avoidance provisions.  These cases also demonstrate the 

lengths certain taxpayers go to in order to exploit the GSTA. It is therefore heartening 

for those taxpayers that are compliant to know that those that trying to obtain an unfair 

tax advantage is being dealt with appropriately by the CIR.  

 

                                                 
105 Ibid, at [50-54] 
106 Ibid, at [55] 
107 < http://www.ird.govt.nz/technical-tax/case-notes/2008/cn-20081219-section-76-general-anti-
avoidance- provision.html > last accessed 15 December 2010 
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However, questions remain, about the long term desirability of using the general anti- 

provision for this purpose and whether policy changes that would have more certain 

application are required to deal with timing mismatches and phoenix type entities.108   

 

Several tax commentators have noted that the outcomes created by general anti-

avoidance provisions have the potential to create uncertainty, i.e. there is a feeling 

among tax practitioners that even the Courts as interpreters of the legislation can get it 

wrong. This creates uncertainty and this in their view is unhelpful in promoting 

voluntary compliance.109  

 

The use of the general anti-avoidance provisions can also be costly and time consuming, 

both for the taxpayers and the CIR. While the CIR has had some success in invoking 

section 76 of the GST Act, this does not necessarily guarantee the same success in the 

future. The Court’s will not always agree with the CIR’s interpretation of whether a 

transaction is a tax avoidance arrangement under section 76 of the GSTA. 

 

The recent decision of Thompson v Commissioner of Inland Revenue
110

 highlights this 

point. The Courts were not impressed by the CIR’s use of the anti-avoidance provisions. 

In the disputes documents, the CIR had raised as an alternative argument that the steps 

and transactions that Mr Thompson took amounted to an arrangement that infringed 

section 76 of the GSTA. The Court went out of their way to say:111 

 

"we record that we were not impressed by the Commissioner's argument on this 
topic, which was clearly no more than a backup argument to the (successful) 
arguments, based on the black letter requirements of the relevant legislation." 

 

This indicates that despite explicit steps being taken to gain a tax advantage, the Court 

was unimpressed with the suggestion that those steps should be stigmatised as 

constituting tax avoidance. While there was nothing artificial or contrived about the 

transactions, there was an explicit pursuit of tax advantages. 112 
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It would seem therefore that it is artifice and contrivance that remain the key 

determinant of avoidance, not explicit pursuit of tax benefits. In the author’s view, the 

line between what is considered to be a tax benefit and a tax avoidance arrangement is 

very narrow and the Court’s as interpreters of legislation will not always agree with the 

CIR’s interpretation.113 

 

Another issue with the use of the anti avoidance provisions in the author’s view is that it 

can only be applied if IR becomes aware of such transaction. Unless the transaction 

comes under the scrutiny of IR, it is unlikely that the existence of a tax avoidance 

arrangement will be uncovered. With the limited resources available to IR, it would be 

reasonable to assume that certain arrangements may never be scrutinised by IR. 

 

For these reasons, legislative intervention is often needed when government is faced 

with risks that threaten the tax base. Consequently, the government considered that in 

this instance, a change in legislation was required to deal with the risks associated with 

the increase in the use of “phoenix” type entities and the exploitation of timing 

mismatches.  

 

The following chapter focuses on what the government initially considered as its 

preferred option of dealing with the business-to-business neutrality concerns and the 

risk to the revenue base, the DRC. 
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VI. DOMESTIC REVERSE CHARGE  
 

As discussed earlier, the use of the credit-invoice mechanism in GST provides serious 

challenges and the government had been concerned that business-to-business neutrality 

was not always occurring as it should, especially with transactions involving land and 

high-value assets.  

 

To deal with such concerns, the use of the general anti-avoidance provision and 

prosecution action has been available to IR. However, these were considered an 

expensive exercise for all parties concerned and as discussed previously, the outcomes 

were not necessarily consistent with good policy. The government considered that 

legislation was the best way to deal with such issues.114 

 

The government considered the DRC to be the best option at the time DD 1 and DD 2 

were issued to deal with the business-to-business neutrality concerns and the risk to the 

tax revenue base. 

A. Overview of DRC 

 

According to DD 2, the proposed DRC was designed to work by:115 

 

• Shifting the obligation to charge GST from the GST-registered supplier to the 

GST-registered recipient. 

 

• The DRC required the recipient of the goods and services, who had to be 

registered for GST at the time of supply, to self-assess GST on the purchase and 

deduct, if entitled to do so, input tax in the same taxable period (if the goods and 

services were acquired for the purpose of making taxable supplies).   

 

• The DRC would apply irrespective of whether either GST-registered person 

made predominantly exempt supplies.  If the goods were acquired for mixed use 

(taxable and non-taxable), then the change-in-use adjustment rules or the 

apportionment rules would need to be applied. 
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• Supplies to unregistered persons would have continued to be subject to normal 

GST rules (subject to GST at the standard rate). 

 

• To ensure that the supplier would still be entitled to input tax deductions, all 

supplies made by the supplier would be treated as “taxable supplies” of goods 

and services. Transactions to which the proposed DRC applied would have been 

expressed as “exclusive of GST”. 

 

• The agreement for sale and purchase (S&P) was to be the main document to 

support suppliers’ and recipients’ obligations under the DRC.  It was expected 

that some of the details that the S&P would need to contain included the core 

details about the supplier and the recipient, their respective GST registration 

numbers, their respective names and addresses, and details about the transaction, 

including its value (excluding GST).  

 

• In the event that the recipient did not account for GST, IR would not have any 

powers to force the supplier to account for the GST owing on the transaction. 

However, if the supplier had not complied with and retained the prescribed 

information as outlined above, then the supplier could be held accountable for 

the GST owed to the IR.116 

 

The diagram below shows how the current GST model works (in the absence of the 

proposed of the DRC).117 The vendor would supply land to the purchaser which would 

include GST. The vendor would in normal circumstances be required to return GST to 

the IR. The purchaser on the other hand would be entitled to an input tax credit and 

therefore a refund from the IR.  

 

                                                 
116 Ibid 
117 Jeanne Du Buisson and Allan Bullot “ Major changes on the horizon” Tax Alert – 

November/December 2009 at < http://www.deloitte.com> last accessed 18 August 2010 
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The diagram above clearly illustrates the risk faced by IR in the event the vendor was 

unable to meet its obligation. IR would be out of pocket in the vicinity of $1.25 million 

as the inability of the vendor to meet its tax obligation would have no impact on the 

purchaser’s ability to claim an input tax deduction for the same amount. Consequently, 

this results in a loss of revenue to the government.  

 

The diagram that follows below demonstrates how the proposed DRC was designed to 

work.118It was expected that the proposed DRC would remove the risk faced by IR and 

consequently the government as there was no longer an obligation for IR to refund any 

GST in respect of the supply.119 The obligation is shifted to the recipient of the supply, 

being the purchaser who would, in the taxable period the supply took place; self-assess 

for output tax and then also claim a deduction for input tax.  

 

 

 

                                                 
118 Ibid 
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B. Objective of DRC 

 

The main objectives of the proposed DRC according to DD 2 released in November 

2009 were:120 

 

• To remove the cash flow concerns for the parties to an affected transaction for 

the period between which the tax was paid and the input tax deduction was 

allowed.  (This is because the recipient would be able to offset the GST payable 

and the input tax deduction in the same taxable period as shown in the diagram 

above). 

 

• Reduce the risk that the supplier faced an unexpected GST liability in the event 

that a transaction was incorrectly zero-rated, as could occur if a registered 

person sold a zero-rated going concern to an unregistered person that they 

believed was registered.  

 

• Limit the involvement of the supplier if the contract was varied, cancelled or 

otherwise did not proceed.  

 

• Reduce the revenue risk to the government arising from a genuine or structured 

business failure. The recipient, having acquired the goods and services in all 

likelihood for an ongoing taxable activity, would be less likely than the supplier 

to exit the GST system.121 

 

C. Advantage of the DRC 

 

DD 2 listed the following as the advantages of the proposed DRC:122 

 

• GST neutrality could be achieved in a manner consistent with the credit-invoice 

method.   
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• It was thought that businesses would benefit from a more certain rule and the 

carrying cost of GST would be reduced.   

 

• It was also considered that the risk to the IR that GST would not be paid after 

refunding an input tax deduction on a transaction to taxpayers would also be 

reduced. 

 

 D. Scope of the DRC 

 

DD 2 also identified that the DRC would apply to the following group of transactions in 

the following way:123 

 

• Land: The DRC would have applied to all transactions involving the supply of 

land, including a freehold interest or an option to acquire land. It was also 

proposed that, in circumstances when a bundle of goods and services was 

supplied and land and building was the predominant feature of the supply, the 

DRC would apply to the entire contract. 

 

• Going concerns: It was also expected that the DRC would have applied to the 

supply of a taxable activity or part thereof that is a “going concern”. 

Consideration was also given to repealing the zero-rating rules applicable to the 

supply of going concerns.  While the question of what constitutes a “going 

concern” would remain open to interpretation in some cases, the requirement 

that the taxable activity must be carried on until the time of transfer to the 

recipient, and the inherent difficulties that this sometimes causes, would have 

been removed. 

 

• Other high-value assets: the DRC would also have applied to supplies of goods 

and services with a value of $50 million or more, excluding GST.  This limits 

the extension of the DRC in other cases to infrequently occurring transactions 

that could, if the GST treatment is not neutral, create significant tax risks for 

businesses and a revenue loss to the government.124   

 

                                                 
123 Ibid, pg 7 
124 Ibid, pg 8 
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E. Other features of the DRC 

 

Some of the other features of the DRC as identified by DD 2 were:  

1. Time of supply rules 

 

Section 9 of the GSTA states that the time of supply is triggered at the earlier of the 

issue of an invoice or when payment is received for the supply of goods and services.125 

As mentioned in earlier discussions, the time of supply rules determine when GST-

registered persons are required to recognise a liability for GST 

 

DD 2 recognised that the time of supply rules could create some problems for the 

recipient (the purchaser), for example, the supplier might create an obligation to return 

GST without the recipient’s knowledge.  If this resulted in GST not being returned in 

the correct taxable period, the recipient could be subject to shortfall penalties and use-

of-money interest.126 

 

Therefore, to prevent such issues from arising, it was also proposed that, when the DRC 

applied, the time of supply would be the date when payment for the supply was required 

to be made to the supplier.  The time of supply would be triggered when the supplier 

required full payment to settle the contract, not payment by a deposit.   

 

It was also considered that the definition of “payment” would not be limited to the 

transfer of cash and would also include other situations when contractual obligations 

were discharged, such as with a vendor mortgage.127   

2. DRC contract with more than one recipient  

 

DD 2 also considered which party the DRC would apply to when nominee transactions 

and other transactions involving more than two parties occurred.128  It was proposed 

that, for the purpose of the DRC, the liability for GST would be on the party named in 

the contract as being the recipient of the goods or services.  If the contract provided for 

                                                 
125 See Section 8 of Good and Services Tax Act 1985 
126 Inland Revenue “GST: Accounting for land and other high-value assets” Discussion Document (Inland 
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two or more recipients, the DRC obligation would fall on the recipient that physically 

received the goods and services or had ownership or entitlement to them.129   

 

3. Recipient – Deemed to be registered 

 

It was also proposed that the GST registration rules would be amended to treat any 

recipient that purports to be registered for GST as registered on the day the supply is 

treated as made under the DRC.  While the recipient would still have an obligation to 

self-assess and return GST, no input tax deduction would have been allowed unless they 

were able to establish a taxable activity and that the purchase was used for making 

taxable supplies.   

 

It was also proposed that recipients that did not return the GST would also have been 

subject to use-of-money interest and shortfall penalties in these circumstances.  It was 

also proposed that additional anti-avoidance provisions might have been required. 130 

 

4. Post-sale adjustments 

 

It was also proposed in DD 2 that subsequent changes to a supply that was subject to the 

DRC would not have altered its operation.  In all cases when there was an adjustment to 

the price of the goods and services supplied, the supplier would remain responsible for 

issuing a debit or credit note.  The recipient would be required to reflect the GST 

consequences of the change in the taxable period in which the debit or credit note was 

received. 

 

For example, if intellectual property was sold for an agreed price of $58 million and it 

was later agreed that the price should be adjusted down to $42 million, the transaction 

would remain subject to the DRC.  The supplier would provide a credit note to reflect 

the $16 million adjustment to the value and the recipient would reflect the GST effects 

of the adjustment in the taxable period in which the credit note was received.131 
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If the reverse situation occurred – for example, the initial price for intellectual property, 

such as a trademark, was $48 million but was later adjusted upwards to $53 million – 

the DRC rules would not retrospectively apply to the transaction.   

 

Another situation involving adjustment was when views about the nature of the supply 

changed.  For example, assets supplied as a going concern would have been taxed under 

the DRC.  If it was later determined that the supply was not of a going concern, the GST 

treatment of the transaction would not need to be retrospectively altered. 

 

It was also proposed that an amendment to section 78E of the GSTA would be required 

to address situations when the DRC should have applied but was not considered at the 

time the contract was entered into.132     

 

F. Exceptions to the proposed DRC 

 

DD 2 also identified exceptions to the application of the DRC.133 
 

1. Progressively supplied goods and services 

 

It was considered that an exception to the compulsory application of the DRC would 

apply when the contract provided for successive payments over a number of taxable 

periods.  The discussion document provided two reasons for excluding periodic 

payments from the scope of the DRC:134 

 

• GST-registered persons whose businesses did not principally involve making 

taxable supplies could face large GST liabilities without the ability to fully 

offset the payment with a matching input tax deduction.  This would happen due 

to the DRC requiring the payment of GST at an earlier time than would occur 

under the current rules.  The periodic consumption of the relevant goods and 

services as contemplated by the contract would not be properly recognised by 

the GSTA in this case.   
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• In situations when the contract made provisions for periodic payments, the 

revenue risk was perceived by the government to be lower.  It was less likely 

that the transaction would be one-sided as there is an intention between the 

supplier and the recipient to maintain an on-going relationship over the contract 

period.   

 

Changes were therefore proposed that would switch off the DRC and allowed goods and 

services to be treated as progressively and periodically supplied when the contract 

provided that payment was to be made in instalments.  Supplies covered by the 

exception would continue to be taxed under the ordinary GST rules.  The exception 

would not apply to progressive supplies made between associated persons which are the 

subject of a separate “time of supply” rule.  135 

 

2. The DRC and sales in satisfaction of debt 

 

It was proposed that the DRC would not apply to taxable supplies made when goods are 

sold in satisfaction of a debt under section 5(2) of the GSTA. The rules dealing with 

sales in satisfaction of debt shift the obligation to account for GST on a mortgagee sale 

from the mortgagor to the mortgagee.  The rules ensure that goods owned by registered 

persons cannot exit the GST base without GST being accounted for. 136  

 

The rules apply independently from the rest of the GSTA.  Persons selling goods to 

repay a debt are required to complete a special GST return.137  These sales are unable to 

be zero-rated as “going concerns”.   

 

The government considered that sellers of goods to which section 5(2) of the GSTA138 

applied should not be able to use the DRC because it would confuse the differing 

purposes of the two sets of rules.  The DRC requires that both the supplier and the 

recipient are registered for GST and is therefore limited to business-to-business 

transactions.  On the other hand, section 5(2) of the GSTA is concerned with whether a 
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supply of the goods would be a taxable supply if sold by the borrower.  The rules do not 

require the seller to be registered for GST. 139  

 

G. Issues with the proposed DRC- The Stakeholders perspective 

 

Given the comprehensive nature of the proposed DRC and its obvious advantages, the 

question has to be asked as to why the DRC was not the preferred choice of the 

stakeholders. The author is of the view that the discussion documents issued by the 

government did a good job of explaining how the proposed DRC was meant to work. A 

review of the various articles and submissions made in respect of the DRC is therefore 

warranted to gain an understanding of why it was rejected in favour of the zero-rating 

provisions by the stakeholders. 

 

The articles written on the topic by leading accounting and law practitioners in New 

Zealand were in many aspects were very similar in their thoughts about what they 

perceived were the advantages and disadvantages of the DRC. In general, most agreed 

that the proposed DRC represented a fundamental change to how GST ordinarily works 

as it shifted the obligation to account for GST from the supplier to the 

recipient.140Under the proposed DRC, it was the recipient that stepped into the shoes of 

the supplier and accounted for the output tax on the transaction. The recipient then 

recovered the GST on the transaction in accordance with their normal GST recovery 

entitlement. 

 

Advantages of the proposed DRC 

 

Some of the advantages of the DRC as identified by the various articles included the 

following:141 

 

• Cash flow costs - the advantage of the DRC for businesses entering into high-

value transactions is that it would eliminate any potential GST cash flow cost. 
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• It would also remove the potential uncertainty associated with zero-rated going 

concern transactions.  

 

• It would protect IR against a distressed vendor being unable to account for the 

GST. It would also deal with situations in which the purchaser has received the 

GST refund but the vendor has not accounted for GST. 

 

In general, the introduction of the proposed DRC was seen as an attractive proposition 

in the first instance. The New Zealand Institute of Chartered Accountants (NZICA) was 

also in agreement that the DRC should remove some of the complexities for taxpayers 

in relation to the existing going concern rules and allow simpler compliance with GST 

cash flow requirements.142Further, DRC was consistent with the separately proposed 

input tax apportionment rules.143 

 

However, most stakeholders were also in agreement that while there were some 

advantages in introducing the proposed DRC, there were also several issues with the 

proposed DRC which in their view outweighed these advantages. For these reasons, 

they could not support the implementation of the DRC.  

 

The following issues were identified in the articles that either needed further 

clarification or needed to be resolved: 

1. Land transactions 

 

Pricewaterhouse Coppers (PWC) was concerned that difficulties could arise where land 

was supplied with other goods and services under the same agreement and the business 

was not being sold as a going concern. The discussion document suggested that the 

DRC would also apply to the other goods and services supplied under the agreement if 

the land and buildings are the “predominant feature of the supply”.144 

                                                 
142 See Submission on “GST: Accounting for land and other high-value assets”, pg 2 at 
<http://www.nzica.com> last accessed 12 March 2011 
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It was perceived that the application of two sets of GST rules to the same transaction 

could add complexity to many transactions and could create pricing and invoicing 

difficulties.145 

 

NZICA also had concerns about this issue and picked up on this in their submission. It 

was their view that if the DRC was introduced, it should apply to all transactions 

involving land including land sold with other assets. They were concerned about how 

the transaction should be treated when a sale was a mixed supply consisting of both land 

and other assets. 

 
Under what was initially proposed, there was some possibility that there would be some 

“transfer pricing” between the land and the other assets. Accordingly, to combat this 

scenario, where there was a joint or mixed supply, the DRC should apply to both the 

land and the other assets or services that comprise the supply. 146 

2. Going concerns 

 

According to PWC, a lingering question has been whether or not a transaction can 

qualify as a transfer of a going concern. Suppliers that decide to zero-rate a transaction 

under the existing provisions currently face the risk of having to pay GST, late payment 

penalties and interest if, at a later point, it turns out that the supply should not have been 

zero-rated.147  

 

While there was agreement that the proposed change will provide certainty that a going 

concern was subject to the reverse charge, it did not address concerns around the 

definition of “going concern”.148 Given going concern questions have generated more 

GST court cases than any other issue in New Zealand in respect of GST, the proposed 

DRC approach for going concerns in the view of some seemed to be a step backward 

from a practical perspective.149  
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Deloitte, a leading accounting firm, also commented on this issue in their article on the 

proposed DRC. By removing the requirement for the parties to agree in writing that 

there was a transfer of a going concern, they were concerned that this was arguably 

going back to the bad old days of having uncertainty as to the GST treatment of 

significant transactions, something that should be avoided.150 

 

Further, as the DRC rules still required parties to determine whether their transaction 

met the "going concern" test, there was concern that there may still be transactions 

relating to land where it was unclear whether the new regime applied.  The $50m 

threshold appeared to be reasonably clear but it was possible in transactions involving 

multiple contracts and multiple parties it would not always be clear whether the new 

regime applied. Getting this wrong could have major impact on some businesses later 

when it was found that the transaction should not have been subject to the going 

concern rules.151 

 

NZICA also had similar concerns about the proposed DRC’s application to going 

concerns. It was their view that this was in effect a return to the old style rules for going 

concerns, where there was no requirement for the agreement to be in writing. It would 

be a step backwards and would introduce significant commercial uncertainty into many 

commercial transactions. There were significant numbers of historic cases which show 

in practice the difficulties in actually determining if a transaction does qualify as a going 

concern.152 

 

Further, many large transactions that could potentially be treated as going concerns, 

were not being treated as such just to avoid the uncertainty it created. Instead the parties 

were not agreeing in writing, and treating the transaction as a GST offset. NZICA were 

not supportive of the introduction of a compulsory DRC for transfers of going concerns 

(of non-land transactions) where there were no agreements between the parties to the 

transaction.153 

3. Compulsory nature of the DRC  
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Deloitte were in favour of the introduction of the DRC on a voluntary basis as a 

simplified and cheaper alternative to the current practice of using GST offsets for high 

value asset transfers between GST registered entities.154 

 

4. Magnitude of DRC  

 

PWC was also concerned that the proposed DRC of this magnitude was untested and as 

a result, some of the following issues could arise:155 

 

• pricing - the proposed DRC rules anticipated a GST-exclusive price but market 

forces may resist this; and  

 

• systems – adapting GST accounting systems to deal with both DRC transactions 

and non-DRC transactions. This would add to the compliance costs for 

businesses, something which the government has always maintained it was 

trying to reduce 

 

5. Practical implications of the DRC 

 

PWC were also concerned that the introduction of the DRC would bring about some 

practical implications and these were:156 

 

• GST clauses of the Auckland District Law Society (ADLS) contracts would 

have to be re-written, and re-interpreted to ensure that the parties’ GST position 

was protected.  

  

• The time of supply rules will become more complex as special rules would be 

needed to ensure GST is accounted for correctly.   

 

• In addition, the mortgagee sale provisions would be excluded from the 

application of the DRC. 
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• New provisions would apply for debit and credit note purposes. 

 

The various articles and submissions identified several areas of concern with the 

proposed DRC. However, the author is of the view that whenever there is any new 

legislation is proposed, there is naturally going to be some concerns about it. The 

discussion documents requested feedback and those affected stakeholders obliged with 

their views on the topic.  

 

With respect, this not does necessarily mean that the feedback provided by the various 

stakeholders is necessarily correct. It is only human nature for people to have some bias 

in their views and while the author is not implying this was the case, there is no reason 

why the articles could not have had such bias. The articles written and the submissions 

made were by parties that would be most affected by the new legislation and it is quite 

possible that this played a strong part in how they viewed the new legislation.  

 

However, the government would have been well aware of this when they requested the 

feedback in respect of the proposed DRC. The articles written and the submissions 

made were by highly respected professionals who are bound by the standards set by 

their profession. The acceptance by the government of some of their views and 

suggestions made suggests that this was clearly not the case (bias in the submissions 

and articles) and perhaps there was something fundamentally wrong with the proposed 

DRC itself for it to be so overwhelmingly rejected. 

 

 A review of the DRC used in the United Kingdom since 2007 and the proposed DRC in 

Australia could perhaps help in understanding the flaws of the DRC that was proposed 

in New Zealand. 

.  

H. DRC - The UK Experience 

 

Cross-border transactions within the EU have, since 1992, been zero-rated for VAT. 

Importers of goods are therefore able to receive goods without paying VAT, but charge 

VAT on their resale. If the VAT they receive is not then remitted to the revenue 

authority, they commit a crime; this is Missing Trader Fraud.  If the goods can be 
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repeatedly exported and re-imported then this criminal practice can be repeated, giving 

the activity its more common name, Carousel Fraud.157 

 

This is not a fraud against the institutions of the EU, nor does it occur because of any 

mismanagement by them. Instead it is the fiscal authorities of the Member States that 

are being defrauded, due to the rules that they have chosen to implement for the taxation 

of intra-Community trade.  

 

Attempts to undertake this fraud had risen considerably, largely due to the proliferation 

of high value & low weight goods, such as mobile phones, and substantial losses up to 

£4.75 billion for the 2005/06 fiscal year were estimated to have occurred in the UK 

alone. 158 

 

DRC came into effect in the UK from 1 June 2007. The limited reverse charge 

accounting system was introduced to sectors most commonly used by the criminals 

exploiting the loophole in the tax system. The specified goods to which the DRC applies 

are: 

 

• mobile telephones and 

• computer chips. 

 

Under the reverse charge accounting mechanism, it was the responsibility of the 

customer, rather than the supplier, to account for VAT on supplies of the specified 

goods to the tax department. From 1 November 2010, the scope of the DRC was 

increased to include carbon emission trading as part of Her Majesty’s Revenue and 

Custom’s (HMRC) plan to combat Missing Trader Intra-Community (MTIC).159 

 

1. DRC – The application 

 

UK supplies  
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The reverse charge applies only to supplies of specified goods within the UK made by 

one VAT-registered business to another. The rules and procedures for sales to non-

business customers, dispatches of goods to persons in another member State and for 

exports outside the EU were unaffected by the introduction of the reverse charge.160 

 

£5,000 de minimis rule 

 

 The reverse charge does not apply to supplies with a VAT-exclusive value below 

£5,000. This figure is calculated on an invoice basis, that is, the reverse charge applies if 

the total value of all the specified goods shown on an invoice is £5,000 or more. In that 

event, the reverse charge applies to the total value of the specified goods on that 

invoice.161  

 

If supplies of any other goods or services are shown on the same invoice as reverse 

charge goods, the reverse charge does not apply to the other supplies. If an itemised 

invoice relates to a single supply, for example a computer, which is not subject to the 

reverse charge, VAT is charged as normal on the supply, even if some of the itemised 

components are reverse charge goods.  

 

Where VAT is due on a value reduced by an unconditional discount - for example, a 

prompt payment discount - then the discounted value is used to establish the value for 

the purpose of applying the de minimis rules. However, where there are contingent 

discounts or delayed reductions in price, the full value shown on the invoice are used.162 

 

Sales to businesses 

 

The reverse charge only applies to supplies where the customer is registered or liable to 

be registered for UK VAT, and is buying the goods for a business purpose. Suppliers 

selling goods under the reverse charge procedure therefore need to obtain their 

customers’ VAT registration number and satisfy themselves, as far as possible, that the 

number is genuine and the condition is met.163 

 

                                                 
160 See “VAT: Reverse Charge for purchases and sales of mobile phones and computer chips” at              
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2. Supplies excluded from the DRC 

 

Supplies of specified goods in the following circumstances are always excluded from 

domestic reverse charge accounting: 

 

• supplies of specified goods to customers for non-business use 

• supplies of specified goods for which the seller chooses to use 

• the second-hand margin scheme - and 

• specified goods which a business gives away for no consideration - these are 

deemed supplies on which the supplier is required to account for VAT. 164 

 

3. Reasonable checks 

 

The supplier in a DRC transaction is required to carry out a reasonable check. Section 8 

of the VAT Act explains that a supplier will not be held liable for incorrect application 

of the reverse charge where they have taken reasonable steps to establish the VAT status 

of their customer. What is reasonable in any case will depend on norms in the sector and 

the type of relationship the supplier has with the customer. The following are indicators 

to assist in deciding how far one should go before accepting a customer’s 

representations. It is not as an exhaustive or definitive list:165 

 

• Do commercial checks on creditworthiness and customer status which are good 

commercial practice for the sector suggest any reason to doubt the customer’s 

representations? 

 

• Is the VAT registration number genuine and does it belong to the person who is 

quoting it? Suppliers can use the checking facility provided by the National 

Advice Service. Large businesses may contact their Client Relationship 

Manager for advice. 

 

• Is this a new customer or a well-established business known to the supplier? In 

general, however, there is no need for the supplier to carry out special 
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verification of VAT registration numbers of existing customers with whom they 

have an established trading relationship. 

 

• Is there any indication in the pattern of orders that the customer is attempting to 

manipulate the £5,000 de minimis? 

 

• Has the supplier any grounds to doubt the bona fides of the customer? 

 

It was recommended that the supplier should keep evidence of the checks that they had 

performed, so that they could produce it to HMRC if subsequently required.166 

 

4. Issues identified with the UK DRC 

 

During the implementation of the DRC in UK, submissions identified the following as 

weaknesses of the DRC: 

 

• Systems: There were major concerns before the DRC came in place of the 

impact it would have on the systems used by businesses to process VAT 

transactions. The system would have to distinguish between specified goods 

(mobile phones and computer chips) and non-specified goods.167 

 

• Furthermore, the system would also be required to identify the de minimis 

amount. 

 

• The de minimis limit itself caused some debate with manufacturers and retailers 

alike. The manufacturers had requested that the de minimis limit be made 

optional so that all their transactions could be treated as in the regime. This 

would avoid systems issues for the manufacturers. 

 

• The retailers felt that the de minimis limit was not high enough. They had 

concerns that HMRC would expect them to track subsequent transactions made 
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by a single customer in one day in order to apply, or not apply the de minimis 

limit. There were also questions asked around whether the de minimis limit 

applied to the total transaction value of goods falling within and outside the 

regime, or just goods falling within the regime. 

 

• The general consensus was that the de minimis limit should be scrapped but 

retailers should be able to charge VAT on all their supplies in the normal way. 

 

As with the proposed DRC in New Zealand, there were also some concerns raised 

before DRC was implemented in the UK. However, it was very interesting to note that 

the experience in UK showed that some people thought that even though DRC would 

eradicate VAT fraud in the sector it was applied to, it was likely the fraud would spread 

to other sectors.168 

 

I. The proposed DRC - Australia 

 

As part of the 2009 Australian Budget, Treasury issued a discussion paper proposing a 

number of changes to the operation of the GST regime. It was proposed that from 1 July 

2010, the 'GST-free' treatment of going concerns and farm sales would be replaced with 

a 'reverse charge' mechanism where, instead of the sale being treated as GST-free, the 

purchaser would agree to pay the GST on behalf of the vendor. However, the date of the 

proposed implementation has now been pushed out to 1 July 2011.169 

 

It was proposed that the net effect would be similar to the current treatment in that the 

purchaser will not 'pay' GST to the vendor, but will pay it to the ATO directly (and 

offset any input tax credit available for that GST at the same time). As such, where a 

purchaser is in a fully creditable position, the GST and credit should net off, with no net 

payment to the ATO.  

 

Similar to the existing going concern and farmland tests, it was proposed that the 

reverse charge mechanism would only apply where: 
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169 See Alert – “Reverse-charge mechanism' replaces GST-free treatment of going concern and farm sales 
in 2009 Budget” (20 May, 2009) at < http://www.minterellison.com> last accessed 11 October 2010 
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• there was an agreement between the parties to apply the reverse charge 

mechanism; and 

 

• certain qualifying criteria were satisfied.170 

 

1. The existing law – going concern and farm land 

 

The going concern GST exemption in Australia allows the sale of the assets of an 

enterprise to be sold as GST-free where certain requirements are met. Similarly, under 

the farm land GST exemption, the sale of farm land is GST-free where certain 

requirements are met, including that the purchaser intends to carry on a farming 

business on the land.171 The going concern exemption is used by businesses across 

various industries for the sale of their enterprises, including for the sale of tenanted 

commercial property and property development enterprises in relation to new residential 

property (recent legislative amendments were made to the margin scheme that impact 

on these latter arrangements).172 

 

The going concern and farm land exemptions are primarily used for the cash flow 

benefit and, particularly in the property sector, because they reduce the stamp duty 

payable on the sale of land / assets by the purchaser (since stamp duty is calculated on 

the GST-inclusive purchase price). However, there have been a number of practical 

problems with the going concern provisions:173 

 

• The provisions are highly technical with the consequence that many transactions 

considered to be commercial going concerns by the parties do not meet the 

technical requirements. An example is where the purchaser already has its own 

premises and therefore the vendor does not transfer or assign the business 

premises to the purchaser. This would normally preclude the transaction from 

being a GST going concern. Where the vendor incorrectly classifies a taxable 
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http://www.mondaq.com> last accessed 2 December 2010 
172 Ibid 
173 Ibid 



 61 

transaction as a GST-free going concern, it will normally have a significant GST 

exposure, including interest and penalties.174  

 

• The benefits of a going concern are primarily benefits for the purchaser, not the 

vendor. However, the vendor ordinarily bears the risk that the transaction will be 

incorrectly classified as a GST-free going concern. The lack of alignment 

concerning GST risk and benefit often leads to disputes between the parties.175  

 

• The GST law contains complex adjustment provisions that apply to some going 

concern transactions. These provisions are not well understood by taxpayers and 

are often ignored, once again leading to significant GST exposures, including 

interest and penalties. 176 

 

The Board of Taxation concluded that the present going concern and farm land 

provisions were too narrow and uncertain in their application. As a result, the Board 

proposed to replace it with a reverse charge mechanism. Under this proposal the parties 

could specifically agree in writing that the GST on a supply of a going concern or farm 

land be subject to the reverse charge mechanisms. 

 

The implementation of the reverse charge mechanism by the parties would mean that: 

 

• the recipient of a supply was responsible for remitting GST that would otherwise 

be remitted by the supplier.  

 

• The supply will consist of taxable supplies for a GST exclusive price. However, 

where the recipient has made a creditable acquisition, that is they are a recipient 

of a supply of a going concern or farm land, they will be entitled to claim input 

tax credits for that acquisition. Thus at the time of acquisition the recipient will 

be liable to remit the GST, but will also be eligible to claim input tax credits to 

the extent it has made a creditable acquisition.  
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• The reverse charge only applied to the extent that a supply was a taxable supply. 

The two amounts, generally, would offset one another, whilst maintaining the 

normal GST revenue result.177 

 

J. Comparisons of the 3 DRC models 

 

Not surprisingly, all three DRC models work in a similar manner by shifting the 

obligation to return GST on the recipient of the supply instead of the vendor. In doing 

so, the proposed DRC reduces the risk to the government’s tax base and also reduces 

cash flow costs for businesses. 

 

The DRC model in the UK and the proposed DRC in New Zealand are compulsory in 

nature while it appears that the DRC proposed in Australia is voluntary as taxpayers are 

required to have an agreement in writing for the DRC to apply in Australia. Therefore, 

if there is no agreement in writing, the proposed DRC would not apply in Australia.  

 

Another notable difference between the three models is that while the proposed DRC in 

Australia was introduced to deal with the complexities of the going concern and 

farmland provisions, the DRC in the UK and the DRC proposed in New Zealand were 

to deal with GST fraud. Naturally, this raises the question as to which of the options 

was the DRC better suited to, dealing with GST complexities or GST fraud? 

 

Perhaps the most interesting aspect of the three models is that while the DRC models in 

the UK and Australia are limited in their scope, (they apply to specific sectors only), the 

DRC that was proposed in New Zealand was broad in comparison, that is, it would have 

applied to all land transactions, going concerns and sales of high value assets. 

 

It is also interesting to note that the Australian government has also delayed the 

implementation of the proposed DRC to July 2011. Whether the decision by the New 

Zealand Government not to proceed with the proposed DRC has had any impact on its 

decision is unknown, however, it would come as no surprise if this was the case as the 

Australian GST model is to a large extent modelled on New Zealand’s GST system. 
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K. Summary 

 

The discussions in this chapter identified issues with the proposed DRC that were of 

concern to various stakeholders. However, before the author can conclude that these 

reasons were enough to justify that the proposed DRC was not the answer to the 

business-to-business neutrality concerns, a review of the compulsory zero-rating 

provision is necessary. The following chapter looks at what the government has 

legislated for effective 1 April 2011 to deal with the concerns of the GST system, the 

zero-rating provisions.  
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VII. THE ZERO-RATING PROVISION 
 

 

A special report into the changes to the GST rules was released by the Policy Advice 

Division (PAD) of Inland Revenue on 23 December 2010. The PAD report stated that 

from 1 April 2011, all land transactions between GST-registered parties would be 

subject to GST at 0% (with very limited exceptions) if certain conditions are met at the 

time of settlement.178 However, if one was to read into the government’s intention at the 

time the two discussion documents were released, the compulsory zero-rating provision 

would have been the least expected outcome. 

 

The zero-rating provision was considered in brief by the government as an alternative to 

its preferred option, the proposed DRC. While the initial submissions received by the 

government in response to DD 1 were in favour of the zero-rating provision, the 

government argued against the zero-rating provision in DD 2 as being the best option 

for dealing with the GST issues.  

 

A. Government’s arguments for not zero-rating 

 

DD 2 listed the following reasons as to why the zero-rating provision was not the 

government’s preferred option:179 

 

• Zero-rating had the effect of deferring the immediate collection of GST on a 

supply of goods and services.  This deferral in its view could be a problem for 

IR if there were a significant number of instances when, at a later point, it turned 

out that the supply should not have been zero-rated.  For example, the goods and 

services may have been provided to a final consumer, but the supplier had since 

deregistered or no longer existed. In these situations, IR could not seek payment 

from the recipient.  However, under the proposed DRC, IR could seek payment 

from the recipient and address this concern; hence the DRC being government’s 

preferred option.  
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• In other situations, the supplier may agree to a GST-inclusive price for a supply 

of goods and services on the understanding that the supply was zero-rated.  In 

these situations, Inland Revenue may become involved in a dispute with either 

or both parties if the correct treatment becomes unclear and the recipient had 

claimed an input tax deduction but the supplier had not paid GST because of the 

earlier understanding.  

 

For these reasons, the government considered that business-to-business neutrality was 

best achieved using rules that shifted the obligation to charge and return GST onto the 

recipient, as in the proposed DRC.180 

 

However, the support in the submissions for the zero-rating provision as the better 

alternative could not be ignored by the government. The submissions gave the following 

as some of the reasons why the zero-rating provision was a better option then the DRC: 

181 

 

• It was widely understood by GST-registered persons; 

 

• it effectively resulted in a zero-liability for GST and preserved the supplier’s 

right to deduct input tax; and  

 

• it was consistent with the general operation of GST and would have required 

less legislative change. 

 

Consequently, the government took a final consultation on the two options (proposed 

DRC and zero-rating provision) to ensure that the chosen option would be the most 

suited for the intended purpose. On 1 April 2010, a consultation paper (T2010/486; 

PAD2010/57) was released by the government seeking clarification on what was the 

most desirable option.182 According to the paper, the submissions had not shown a clear 

preference towards either of those measures (DRC or zero-rating); therefore, a further 

                                                 
180Ibid, pg 12 
181 Ibid, pg 11 
182

GST: Accounting for land and other high value assets Tax Policy report (Policy Advice Division of 
Inland Revenue, Wellington, 1 April 2010) at < http://www.treasury.govt.nz> 
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consultation was desirable to ensure that the chosen mechanism provided the best 

balance of simplicity and revenue robustness.  

 

The consultation was conducted by means of a short consultation note summarising 

more clearly the main advantages and disadvantages of the two approaches. These were 

sent to selected parties that had made submissions in respect of the issues concerned. 

Once the final feedback was received by the government, most submitters expressed a 

preference for the zero-rating provision over the DRC.183 Consequently, the policy 

makers agreed that the zero-rating provision was a more suitable mechanism for 

addressing the GST issues in question and the new rules came into effect from 1 April 

2011. 

 

Under the zero-rating provision, the accounting obligations of the parties in most 

situations remain virtually unchanged from the previous legislation.184The key features 

of the zero-rating provisions are discussed in detail below. 

 

B. Key features of the zero-rating provisions 

 

The special report by PAD provided early information about the changes to the GST 

rules relating to land transactions. From 1 April 2001, any supply to a registered person 

involving land, or in which land is a component by GST-registered vendors has been 

subject to GST at the rate of 0%.185 

 

According to the report by PAD, the following were other features of the new rules:186 

 

• a definition of “land” which largely follows the definition used for income tax 

purposes but which excludes most commercial leases; 

 

• an obligation for the purchaser to advise of their registration status and 

intentions in respect of the land; and 
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• special rules to deal with situations when a supply is either incorrectly zero-rated 

or incorrectly standard-rated. 

 

• For transactions entered into before 1 April 2011 but for which the time of 

supply is on or after that date, the supplier has the option of treating the 

transaction as being governed by either the current GST rules or the new rules - 

section 11(1)(8C) of the Goods and Services Tax Act (GSTA).187 

 

C. Determining zero-rating  

 

The report confirmed that a newly added section 11(1)(mb) of the GSTA provides that a 

GST-registered person must zero-rate a supply if the supply wholly or partly consists of 

land, and: 

 

• is made to another registered person; and 

 

• the recipient acquires the goods with the intention of using them for making 

taxable supplies; and 

 

• the supply is not a supply of land intended to be used as a principal place of 

residence of the recipient of the supply or a person associated with them under 

section 2A(1)(c) of GSTA (that is, their relative).188 

 

To be a zero-rated supply, the above conditions for zero-rating must be satisfied at the 

time of settlement of the transaction (new section 11(8B) of the GSTA). If any of these 

conditions are not satisfied at the time of settlement, the supply will be taxed at the 

standard rate of 15%. If land is supplied as part of a larger supply, the whole supply is 

zero-rated. For example, if land is supplied as part of a business being sold as a going 

concern, under the new rules the supply of the going concern is zero-rated in its entirety. 

189 
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The special report also detailed how services included with the supply of land would be 

treated for zero-rating purposes. To ensure that the zero-rating rules applied to services 

supplied as part of a transaction that included land, new section 5(24) of the GSTA 

would treat these services as a supply of goods. The requirement that the recipient must 

intend to use the goods for making taxable supplies may be satisfied even if the 

recipient does not intend to use the goods wholly for making taxable supplies.  

 

Therefore the supply may be zero-rated in its entirety even if the recipient intends to use 

the goods partly for making non-taxable supplies. It should be noted, however, that in 

these circumstances the purchaser will be liable to account for the output tax on the non-

taxable use of the goods under new section 20(3I) of the GSTA.190 

 

The special report also explained that the zero-rating rules did not apply to supplies of 

land intended to be used as a principal place of residence of the recipient of the supply 

or a relative of the recipient (section 11(1)(mb)(ii) of the GSTA). If a “principal place of 

residence” is included in a larger supply of real property, amended section 5(15) of the 

GSTA requires the supplier to treat the supply of the residence as a separate supply 

from the supply of any other real property included in the supply. These provisions 

clarify that a supply of the principal place of residence is not subject to the zero-rating 

rules. This is intended to prevent registered persons, such as sole traders, from using 

their GST-registered status to zero-rate the purchase of their family home.191 

 

1. Definition of “land” 

 

The special report by PAD also provided a definition of “land”. A supply will only be 

zero-rated under section 11(1)(mb) of the GSTA if it is a supply of land. A new 

definition of “land” in section 2(1) of the GSTA includes an estate or interest in land, a 

right that gives rise to an interest in land and an option to acquire land or an estate or 

interest in land.192 

 

“Land” includes the ground within the territory of New Zealand, whether below or 

above the water and things of a permanent nature situated on the ground, such as 
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buildings or any other structures that become a fixture and thus part of the land. “Land” 

does not simply mean the physical ground, but the nature of the right involved in the 

ownership of land. 

 

Leases are excluded from the definition of land provided that they are leases of 

dwellings or they are commercial leases for which: 

 

• the supply is made periodically; and 

 

• 25% or less of the total consideration specified in the agreement, in addition to 

any regular payments is paid or payable under the agreement in advance of or 

contemporaneously with the supply being made.193 

 

The exclusion will ensure that commercial leases that do not require high one-off 

payments and which are unlikely to be used for phoenix fraud purposes are not caught 

by the new rules. The definition also expressly excludes mortgages.  “Land” also 

includes a right or an option to acquire land or an estate or interest in land. 

 

Lastly, the new definition includes a share in the share capital of a flat-owning or office 

owning company, as defined in section 121A of the Land Transfer Act 1952. The aim of 

this is to prevent such structures being used for fraudulent purposes.194 

 

2. Disclosure requirements 

 

According to the special report, a new section 78F had also been added to the GSTA to 

provide assistance to the supplier in identifying information that is required in order to 

apply the correct GST treatment in respect of the supply of land which was to be zero- 

rated. Thus, if a supply wholly or partly consists of land, section 78F(2) requires that the 

purchaser provide, at or before settlement, a written statement to the supplier that at the 

date of settlement:195 

 

• they are, or expect to be, a registered person; and 
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• they are acquiring the goods with the intention of using them for making taxable 

supplies; and 

 

• they do not intend to use the land as a principal place of residence for them or a 

person associated with them under section 2A(1)(c) of the GSTA (their relative). 

 

This information must be provided to the supplier in writing. It was expected that the 

requirements of this section could be incorporated into standard sale and purchase 

agreements. Since the tests in section 11(1)(mb) of the GSTA must be satisfied on 

settlement for the zero-rating rules to apply, the information provided by the purchaser 

may be provided on a prospective basis, that is, on the basis of the best prediction of the 

recipient’s circumstances at the time of settlement. For example, if a purchaser was not 

registered for GST but intended to register before settlement, they could indicate on 

their statement that they expected to be registered for GST. 

 

Furthermore, if the purchaser entering into the contract with the supplier did not intend 

to receive the land themselves but nominated or intends to nominate a third party to 

receive the supply, the purchaser may make representations on behalf of the nominated 

person (section 78F(5) of the GSTA). 

 

If a supply of land is made by a lender to whom section 5(2) of the GSTA applies, the 

purchaser must provide the information required by section 78F of the GSTA to the 

lender rather than the borrower – for example, the mortgagee under a mortgagee sale.196 

 

3. Supplier’s obligations 

 

The special report also explained what the supplier’s obligations in respect of the zero- 

rating provisions were. Once the supplier receives a written statement from the 

purchaser, the supplier may rely on the statement to either standard-rate or zero-rate the 

supply (section 78F(3) of GSTA). If the statement indicates that the conditions in 
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section 11(1)(mb) of the GSTA are or will be met, the supplier may zero-rate the 

supply.197 

 

However, if the statement indicates otherwise, the supplier may standard-rate the 

supply. There will be some circumstances where the vendor may believe that the 

information provided by the purchaser is not accurate. In these situations, the legislation 

provides flexibility for the vendor to adopt the GST treatment that they consider to be 

correct. For example, if, in contrast to the purchaser’s claims the vendor is aware that 

the purchaser will use the property in question as their principal place of residence, they 

may (but are not obliged) to choose to standard-rate the supply. In a commercial 

transaction it is reasonable to assume that the vendor is unlikely to adopt a GST 

treatment different from the one indicated by the purchaser’s representation without first 

consulting the purchaser. 

 

Once a written statement is provided, the supplier is not required to make any further 

enquiries regarding the purchaser’s circumstances. If the purchaser either refuses or for 

any other reason has not provided a written statement regarding their GST registration 

status and intentions in respect of land, the supplier should standard-rate the 

transaction.198 

 

4. Record-keeping requirements 

 

The report by the Policy Advice Division of IR also provided information on the 

supplier’s obligation in respect of the record-keeping requirements. If a supply is zero-

rated under section 11(1)(mb), new section 75(3B) requires the supplier to maintain 

sufficient records to enable the following particulars in relation to the supply to be 

ascertained:199 

 

• the name and address of the recipient; and 

 

• the registration number of the recipient; and 
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• a description of the land; and 

 

• the consideration for the supply. 

 

D. Consequences of incorrect GST treatment  

 

The special report also explained the consequences of incorrect GST treatment of the 

land transactions. It was envisaged that in some situations, the GST treatment of the 

transaction elected by the supplier may be found to be incorrect. The consequences of 

this will depend on whether the mistake is discovered before or after settlement.200 

 

1. Correction of GST treatment before settlement 

 

For a supply to be zero-rated, the conditions for zero-rating in section 11(1)(mb) must 

be satisfied at the time of settlement. Since the time of supply may occur before a 

transaction is settled, the supplier will need to determine whether the supply should be 

standard-rated or zero-rated at that earlier time. As discussed earlier, this determination 

will usually be made on the basis of the written statement provided by the purchaser.201 

 

Before settlement the parties may become aware that the GST treatment applied to the 

transaction was not correct. For example, on signing the sale and purchase agreement 

the purchaser may have informed the supplier that they will be registered at the time of 

settlement. The supplier zero rates the transaction as a result. Before settlement, the 

purchaser may decide to nominate a third person to settle the transaction. The 

nominated person indicates that they will not be registered at the time of settlement. 

 

Conversely, the parties may become aware of circumstances that indicate that a 

transaction should be zero-rated rather than standard-rated. In both cases, since the 

crystallisation of the correct GST treatment in respect of the supply occurs at the time of 

settlement, the new zero-rating rules do not impose any obligations on the parties to 

change the initial GST treatment of the supply before settlement. 202 
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Nevertheless, the parties may voluntarily agree to correct the GST treatment to avoid 

the consequence of being incorrect, as outlined below. If GST has already been 

accounted for to IR by the supplier, the correction may be done under section 25 of the 

GSTA, which allows the supplier to issue a credit note to adjust the tax payable by the 

supplier. Thus, if a supply was standard-rated when it should have been zero-rated, the 

supplier will be able to deduct the GST already paid to IR and the purchaser will be 

required to account for the amount of any deduction incorrectly claimed in respect of 

the supply.  

 

Alternatively, if a supply was zero-rated when it should have been standard-rated, the 

supplier would be required to account for the GST. Generally the purchaser will not be 

able to claim a deduction in respect of the supply since if they are registered for GST 

and intend to use the goods in making taxable supplies (requirements for obtaining a 

deduction), standard-rating is unlikely to be the correct treatment. 

 

Section 25 of GSTA has been amended by the Taxation (GST and Remedial Matters) 

Act to explicitly allow suppliers to issue debit and credit notes in the context of the 

zero-rating rules.203 

 

2. Correction of GST treatment after settlement 

 

The special report also provided information about situations where the correct GST 

treatment may be unknown until after the transaction has been settled. The 

consequences of incorrectly standard-rating or incorrectly zero-rating the supply are set 

out below.204 

 

Supply incorrectly standard-rated 

 

When a supply that should have been zero-rated is incorrectly standard-rated and the 

GST has been accounted for to IR, the supplier will be required to use the credit note 

mechanism in section 25 of the GSTA to deduct the GST paid in respect of the supply. 
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The purchaser would then be required to account for output tax in relation to any 

amount of input tax that they have incorrectly claimed in respect of the supply.205 

 

Supply incorrectly zero-rated 

 

When at any time after a transaction is settled it is found that the supply should have 

been standard-rated rather than zero-rated, new section 5(23) of the GSTA will treat the 

purchaser, at the date of settlement, as making a supply of the goods in question at the 

standard rate. The value of the supply under section 5(23) will be equal to the amount of 

the consideration for the original supply. 206 

 

Since the supply is treated as being made at the date of settlement of the underlying 

supply, the purchaser may be subject to use-of-money interest with any applicable 

penalties calculated from that date. If the purchaser who is required to account for tax 

under section 5(23) is not registered for GST, they will be treated as registered from the 

date of the supply under section 5(23) and must apply to be GST-registered (new 

section 51B(4) of the GSTA). If the purchaser fails to apply for registration, the 

Commissioner of Inland Revenue will be able to force their registration.207 

 

New section 20(4B) of the GSTA denies a deduction to the person who is treated under 

section 5(23) as a supplier of goods. However, the person may be able to claim a 

deduction for the supply at a later date if they register for GST and use the relevant 

goods for making taxable supplies. 208 

 

Once GST is accounted for, the purchaser may request that the Commissioner cancels 

their registration (new section 51B(5) of the GSTA). Under section 5(3) of the GSTA a 

person cancelling their registration must ordinarily account for the output tax on any 

goods and services forming part of the assets of a taxable activity carried on by the 

person. This rule could result in unfair and unintended consequences if it applied to 

deregistration of a person who was required to register under section 51B(4) of the 

GSTA. Therefore, new section 51B(6) of the GSTA renders section 5(3) inapplicable if: 
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• the person seeks cancellation of their registration by the end of the taxable 

period in which they have accounted for the output tax under section 5(23) of 

the GSTA; or 

 

• the Commissioner agrees that section 5(3) of the GSTA should not apply.209 

 

E. Submissions received in respect of the zero-rating provision  

 

The government received several submissions in respect of the zero-rating provisions in 

their Taxation (GST and Remedial Matters) Bill before it settled on the shape of the 

legislation as it stands today and discussed in detail above. Some of the key features of 

the submissions that the government took into consideration included:210 

 

1. Periodic Supplies 

 

The submission by PWC questioned the intention of the inclusion of periodic supplies 

of land such as commercial leases in the zero-rating provision. If periodic supplies of 

land were intended to be caught, PWC submitted that the following matters should be 

considered further:211 

 

• Is the policy reason for introducing the new zero-rating of land provisions 

furthered by including periodic supplies in the ambit of the compulsory zero 

rating? 

 

• Would a partially GST exempt lessee be required to make an adjustment each 

month when the rental payment is made?  

 

Unless there was an ability to make less frequent (e.g. annual) adjustments, there was 

likely to be a compliance burden on lessees who were making exempt or partially 

exempt supplies.  

                                                 
209 Ibid 
210 “GST: Zero rating of land” Report (Policy Advice Division of Inland Revenue) at 
<http://taxpolicy.ird.govt.nz/publications> 
211 Evidence/Submission Taxation (GST and Remedial Matters) Bill – PricewaterhouseCoopers at 
<http://www.parliament.nz> 
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However, if periodic supplies were excluded from the zero-rating provision, then PWC 

acknowledged that certain one off payments in relation to lease transactions would need 

to be covered by the zero-rating rules to prevent abuse of the GST system. 212 

 

This issue was also addressed by another Big Four accounting firm KPMG in their 

submission. KPMG was of the opinion that the CZR should not apply to successive 

supplies of a commercial dwelling subject to a lease. The definition of “land” should be 

narrowed to exclude such transactions.213 

 

The Corporate Taxpayers Group (CTG) also commented on the inclusion of commercial 

lease in the zero-rating provision and acknowledged that the definition of “land” was 

too wide.214 

   

2. Reducing vendor’s obligation 

 

The legislation as it was drafted at the time submissions were made did not provide 

commercial certainty as to the GST treatment applying at the time of a transaction. The 

proposed obligation on suppliers in section 78F of the GSTA was considered to be too 

onerous, particularly the obligation to confirm the intentions of the purchaser. 

 

In their submission, one of New Zealand’s leading law firms, Russell McVeagh in 

commenting on the supplier’s obligation to gather records stated that the zero-rating 

rules must spell out unambiguously what a supplier must do in order to shift the 

statutory GST liability to the recipient.215 In their view, it was not clear from the new 

section 78F(2) of the GSTA:216 

 

• What “GST registration details” the supplier was required to obtain e.g. GST 

registration number only and if so, legislation should use the defined term 

                                                 
212 Ibid 
213 Evidence/Submission Taxation (GST and Remedial Matters) Bill – KPMG at  
<http://www.parliament.nz> 
214 Evidence/Submission Taxation (GST and Remedial Matters) Bill – Corporate Taxpayers Group  
<http://www.parliament.nz> 
215 Ibid 
216 Evidence/Submission Taxation (GST and Remedial Matters) Bill – Russell McVeagh at  
<http://www.parliament.nz> 
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registration number. Did the supplier also have an obligation to obtain details on 

whether the recipient was registered on an invoice or payments basis and so on? 

 

• What type of evidence of GST registration should be acceptable?  

 

Another Big Four accounting firm Deloitte also commented on this issue in their 

submission and commented that the legislation as it was drafted at the time could be 

interpreted as a broad obligation extending beyond the obligation to obtain the GST 

registration number only.217 Further clarification was required on this matter so that 

guidance could be provided to the supplier. 

 

The policy advisers agreed with the submissions and recommended an alternative 

approach that did not require an examination of whether the vendor had made sufficient 

enquires to obtain the information.218 

 

3. Determining the recipient’s intention 

 

A very interesting point raised by PWC in its submission was that consideration should 

have been given to updating IR's systems and processes to allow suppliers to validate 

the recipient’s GST registration status. PWC noted that some overseas jurisdictions, like 

the UK, allow for this checking facility. 219This however was rejected on the basis of the 

secrecy provisions by the government. 

 

PWC also sought clarification as to when the intention of the recipient to use the land to 

make taxable supplies was to be measured (new section 11(1)(mb) of the GSTA). Under 

proposed section 11(1)(mb) of the GSTA, a supply of land would be zero-rated if the 

supply is made to a registered person having the intention of using the land to make 

taxable supplies (and not intending to use the land as a principal place of residence). In 

their view, the wording was unclear on whether the recipient's intention is required to be 

tested immediately or in the future (depending on what the ultimate intention is). 220 

                                                 
217 Evidence/Submission Taxation (GST and Remedial Matters) Bill – Deloitte at  
<http://www.parliament.nz> 
218 “GST: Zero rating of land” Report  (Policy Advice Division of Inland Revenue) at 
<http://taxpolicy.ird.govt.nz/publications> 
219 Evidence/Submission Taxation (GST and Remedial Matters) Bill – PricewaterhouseCoopers at 
<http://www.parliament.nz> 
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KPMG agreed with the requirement that the vendor obtain the purchaser’s GST 

registration as a pre-condition for zero-rating the transaction, however considered it 

unnecessary and unreasonable for the vendor to confirm the intention of the purchaser 

of the land.221KPMG submitted that the vendor’s obligation should be limited to 

obtaining the purchasers registrations details only as it imposes additional compliance 

costs on the vendor. This submission was also rejected as it was not considered that this 

obligation will greatly increase their compliance costs. 

 

F. Issues with the zero-rating provision 

 
 
In implementing the new zero-rating provision, it appears that the government took into 

account some of the suggestions made in the various submissions.222 Some of the main 

features of the new legislation that can be directly linked to these submissions include: 

 

• The definition of land excluding leases where supply is made periodically. 

 

• Section 75(3B) clarifying the record keeping requirement of the supplier. 

 

• Section 78F requires the recipient of the supply to make certain disclosures to 

the supplier. Once this disclosure is made in writing, no further enquiry is 

required of the supplier. 

 

• Another feature of the submissions that has not been mentioned above but has 

become a feature of the legislation is that the representation made by the 

recipient of the supply of their GST registration should also be allowed on a 

prospective basis. 223 

 

While most submissions preferred the zero-rating provision over the DRC, it is the 

author’s view that the zero-rating provision is not without its problems either.  

 

                                                 
221 Evidence/Submission Taxation (GST and Remedial Matters) Bill – KPMG at  
<http://www.parliament.nz> 
222 “GST: Zero rating of land” Report (Policy Advice Division of Inland Revenue) at 
<http://taxpolicy.ird.govt.nz/publications> 
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1. Compliance costs 

 

One of the concerns raised in the submissions was that the supplier would be burdened 

with compliance costs. The author agrees that the supplier will be burdened with extra 

costs in ensuring that the correct data about the transaction is maintained. Such 

measures are important for the supplier because it will ensure that IR cannot compel the 

supplier to return output tax if the supply is incorrectly zero-rated. 

 

The author is also of the view that both the suppliers and recipients would require expert 

advice to ensure that there is no future liability in case of any commercial disputes. This 

will also increase compliance costs for both parties concerned. 

 

2. The purchaser’s statements 

 
The GST tax treatment of these transactions is now determined based primarily on the 

purchaser’s intentions at settlement. The purchaser is required to provide a statement in 

writing to the vendor where the zero-rating provision applied. Once a written statement 

is received from the recipient, the supplier is not required to make any further queries 

about the purchaser’s obligation and can zero-rate the supply. 

 

If a land transaction is incorrectly zero-rated, the new law will treat the purchaser as 

having supplied the land and in doing so will have to account for the GST at the 

standard rate of 15%.  The purchaser may then be subject to interest and penalties.   The 

onus, therefore, falls on the purchaser to ensure that all statements made to support the 

zero-rating treatment are correct to avoid being caught by an unexpected GST bill.    

 

The author is of the view that the supplier should have been able to, at the very 

minimum, verify the GST registration status of the recipient. By checking the GST 

registration, the suppliers not only protect themselves from any future liability, but the 

recipient is also protected especially in circumstances where the recipient has genuinely 

made an error in their statements. This would give the recipient an opportunity to 

correct such errors and ensure they are not stuck with an unexpected bill later. 

 

This is an area of the law which, in the author’s view, can also be manipulated. The 

majority of taxpayers are compliant and are unlikely to make false representations about 
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their GST status or exploit any opportunities that may arise due to any weaknesses 

found in the GST system. However, one cannot be certain that taxpayers would not be 

tempted should an opportunity exist. 

 

Where such an opportunity exists, there is nothing stopping a recipient from purchasing 

land and making false representations about their intention and their GST registration 

status. The land is then on-sold by the recipient to an unregistered party inclusive of 

GST and the recipient does not account for output tax on the sale to IR. The GST 

portion of transactions involving land can be substantial and in the author’s view big 

enough to entice some taxpayers to obtain such benefits for their personal gains.  

 

For such fraudulent transactions to be uncovered, it would have to be scrutinised by IR. 

It is a well known fact that the voluntary compliance model puts the onus on the 

taxpayers to get their tax affairs correct and IR would only randomly select some of 

these taxpayers for audit. As discussed earlier, there is a strong possibility that some of 

these transactions could go undetected as it would never be scrutinised by IR.  

 

Even if the transaction is scrutinised, the author can envisage the IR having to use a lot 

of resources in order to uncover this web of deceit and to ensure the integrity of the tax 

system is maintained. This would be largely be as a result of the incorrect information 

retained by the supplier about the recipient and consequently IR would: 

 

• Have issues identifying who the actual recipient is as the IR would unlikely have 

information on their systems about unregistered parties. 

 

• In such circumstances, contact details of the recipient provided to the supplier is 

also likely to be incorrect. 

 

• This would make recovery of any output tax from the recipient impossible. 

 

• In circumstances where the recipient is identified, IR may not be able to recover 

the debt and prosecution would be the only option available to IR. 
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While the opportunity to exploit this area of the new law is limited, it nevertheless 

exists and in the author’s view should perhaps have been seriously considered by the 

government despite the secrecy provisions. The government rejected this submission 

made by PWC; however, confirming an IRD number that has been supplied by the 

recipient with a “yes or no” answer would in the author’s view not have breached any 

secrecy provisions. 

 

In checking the recipient’s registration status, the supplier reduces the risk of the 

recipient manipulating their GST status by making false representations for their 

personal benefit. It also provides supplier’s certainty that they would not be liable for 

any GST in the future. 

 

The author is of the view that this issue could have been addressed now so that the risk 

this issue poses does not become a major tax base risk later. 

 

3. Potential for confusion 

 

The author is of the view that there are some aspects of the zero-rating provision that 

has the potential to create some confusion.  

 

When is the zero-rating provision assessed? 

Taxpayers are used to the GST assessment of the transaction being made as at the time 

of supply. Under the CZR it will be assessed again at the settlement date. It will be 

extremely important to consider any changes in the intervening period carefully to 

determine that GST is properly dealt with. The addendum that has been prepared by 

ADLS for use for the standard agreement for sale and purchase is simply a base line 

document. It is not intended to cover all circumstances. 

Is the zero-rating provision mandatory? 

 

The legislation is worded that the supplier may zero-rate the transaction once a written 

statement is received from the recipient. This could cause some confusion and could 

result in some suppliers to believe that the zero-rating provision is not compulsory.  
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Apportionment for non-taxable use 

 

Goods and services subject to zero-rating would be supplied on a GST inclusive basis 

and charged GST at 0%. As discussed earlier, the supply can be zero-rated in its entirety 

even if the recipient intended to use the goods partly for making non-taxable supplies. 

In these circumstances, the recipient will be required to account for output tax on the 

non-taxable use of the goods. The recipient would need to identify what the GST 

component would be if the standard rate of GST applied. This has the potential of 

causing some confusion as the apportionment rules is an area of GST which has been 

problematic. 

 

Unresolved issue 

 

An area of the zero-rating provision that requires further clarification is whether a sale 

of a “right of refusal” together with fixtures (being tenant improvements including 

building permanently attached to land) constitutes a sale of land for GST purposes.  

 

The sale of the right of first refusal (in the event the landlord chooses to sell the 

property) in the author’s view would not constitute land for GST purposes. However, 

the fixtures are considered land and where a single supply consists of multiple elements 

including land, the entire supply may qualify for zero-rating. 

 

However, while fixtures are treated as forming part of the land to which they are 

attached, this is generally in relation to matters that affect both the land and the fixtures. 

It is not clear whether this treatment would extend to a supply of the fixtures where the 

land itself is not included in that supply.  

 

There is also the question of whether the improvements can be legally classified as the 

property of the lessee. Therefore, if a situation arose whereby a tenant occupying land 

on which they have created certain fixtures (improvements) proposes to sell that “right 

of first refusal” together with the fixtures, the question of how the transaction should be 

treated for GST purposes. In the author’s view, there could be an argument that there 

are two interpretations to this (zero-rated or standard rated) and this matter should 

perhaps have been clarified in the definition of “land”. 

 



 83 

 

G. Summary 

 

The author is of the view that the zero-rating provision is not without its issues either as 

discussed above and raises the question as to why it was overwhelmingly preferred by 

the stakeholders instead of the proposed DRC. It also raises the question as to whether 

the government has made an error in relying so much on the views expressed by the 

various stakeholders and introducing the zero-rating provision instead of its preferred 

option, the proposed DRC. 

 

The next chapter focuses on whether the proposed DRC was the “nirvana” to the 

business-to-business neutrality concerns and whether the government has made an error 

in legislating for the zero-rating provisions. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 84 

 

VIII. DOMESTIC REVERSE CHARGE V ZERO-RATING 
 

According to the paper written by Ine Lejeune of PWC Belgium called ‘The EU VAT 

Experience’, when designing a best practice VAT model, a balance must be found 

amongst the objectives of the three stakeholders concerned: the government, businesses 

and the citizens.224  The paper explains that the government’s aim is to increase its 

budget by maximising tax revenue and therefore allowing it to invest in the country 

(infrastructure, healthcare, education, etc) and to attract and retain businesses while 

creating new jobs and securing existing ones.225 

 

Businesses act as unpaid tax collectors in a GST system and must be able to compete 

globally and deliver a sustainable profit to its shareholders without the risk of violating 

the GST rules. Citizens, as the final consumers, are looking for a fair tax that is not 

regressive or inflationary. Citizens also expect the revenue to be invested by the 

government to provide long-term benefits such as jobs.226The author is of the view that 

the introduction of any new legislation must also take into account the impact on all 

stakeholders so as to ensure that none of the stakeholders are disadvantaged at the 

expense of another.  

 

The author agrees that the proposed DRC would have removed cash flow concerns from 

parties involved in the transactions for the period between which the tax was paid and 

the input tax deduction was allowed. Further, the DRC would significantly reduce the 

risk to IR that GST would not be paid after refunding an input tax deduction on a 

transaction to taxpayers.  

 

In cases where the DRC clearly applied, it was considered to be better then the zero-

rating provision because it reduced the potential for commercial disputes between the 

vendor and purchaser as it clarified whether a sum was either GST inclusive or 

exclusive (for example transactions involving going concerns where the rules have not 

been as clear as they could be).227 Transactions subject to DRC would have been 

exclusive of GST and any subsequent disputes that can happen with zero-rating 

                                                 
224 Ine Lejeune “The EU VAT Experience: What are the lessons learnt?” at  <http://www.taxanalysts>  
225 Ibid 
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227 Submission on “GST: Accounting for land and other high-value assets” 18 December 2009 at 
<http://www.nzica.com> 
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transactions, especially in instances where transactions come under the scrutiny of IR 

and a dispute arises as to whether the transaction was correctly zero-rated is 

eliminated.228 

 

Further, according to NZICA,229 the proposed DRC would also have been consistent 

with the input tax apportionment rules which were separately proposed as part of the 

government’s tax reforms. Therefore, there could be a potential argument that by not 

implementing the DRC, the government has missed an opportunity to deal with the 

business-to-business neutrality concerns if the risk to the revenue base was as 

significant as the government has stated it to be. 

 

Significantly though, given the advantages of the proposed DRC, it received little 

support in the submissions received by the government. The author submits that there 

are a number of reasons for this. Firstly, despite the proposed DRC being marketed as 

being advantageous for all stakeholders, there was possibly the perception amongst the 

stakeholders that it would be the government that would benefit the most from the 

proposed DRC. While there is no doubt that the proposed DRC would have been 

beneficial to other stakeholders, on balance, this benefit in the author’s view it not as 

significant as the benefit it provides to the government. 

 

Further, while most submissions agreed in general with the need to address fraudulent 

transactions, they were unaware as to the extent of this problem. The government did 

not provide enough analysis on the extent of the problem and risk to the tax base to 

support the introduction of the DRC. For these reasons, they could not support the 

introduction of the proposed DRC. 

 

The author agrees with NZICA that the level of analysis in the discussion documents 

did not delve deep enough in respect of the risks associated with the use of phoenix type 

entities, and timing mismatches.230 In other words, the government was not able to 

quantify the extent of the problem and provide data to the stakeholders to be able to 

convince them that the fraudulent activities of a minority of taxpayers warranted such a 

fundamental change to the majority. 
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Whether the government would have received any extra support by providing the 

stakeholders with extra information about the phoenix problems is in the author’s view 

debatable. Even if the government did get more support for the proposed DRC, it is 

unlikely that the extra support would have been enough to justify the introduction of a 

concept which, in the author’s view, had so many flaws. 

 

Perhaps more importantly, the extended zero-rating provision also works in a similar 

manner to insulate the IR against the possibility that after having paid an input tax 

credit, it will not be able to recover output tax. This immediately raises the question as 

to why introduce something new when the use of an existing legislation would produce 

a similar result for the government (without burdening other stakeholders with 

compliance costs).  

 

The author has found it difficult to understand why the government even considered the 

DRC as an option in the first place and invested the resources it did given that the same 

tax base protection could have been achieved with the zero-rating provision. The 

proposed DRC was never going to be the “nirvana” that was going to solve the 

business-to-business neutrality issues. The discussion below focuses on other aspects of 

the proposed DRC that adds to the author’s argument that the extended zero-rating 

provision was the better option.  

 

A. DRC introduces new GST concept - creates uncertainty and 

complexities    

 

In general, most stakeholders highlighted that the DRC would introduce a new form of 

transaction that would add to the complexity of the GSTA. The concept of reverse 

charge is not new, section 8(4B) of the GSTA231 deems a supply to have been made by 

the recipient of imported services when certain conditions are met.  

 

According to section 8(4B) of the GSTA, if the services acquired by the recipient is 

taxable if it were acquired in New Zealand, then the importer of the services has to self-

assess on the value of the supply received and make output tax adjustments in their GST 

returns filed with IR. In instances where the recipient is not GST registered and the GST 

                                                 
231 Goods and Services Tax Act 1985 
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registration threshold is breached, the importer of the services is deemed to be registered 

and must also return output tax in respect of the supply received. 

 

However, given that the reverse charge rules are rarely applied in practice and its 

awareness amongst those people affected not likely to be great, the author agrees that 

the compulsory nature of the DRC would have introduced a new form of transaction for 

the majority of people in the GST net.  

 

It is the “settling in” period when the legislation is in its infancy that has the potential to 

create taxpayer uncertainty and confusion. This increases taxpayer anxiety and also has 

the potential to make a piece of legislation appear more complex then it really is.  

 

The confusion and uncertainty would in the author’s view arise from the fact that 

despite the goods and services subject to a DRC being supplied “exclusive” of GST; the 

supplier would still be entitled to an input credit in respect of that supply.  In general, 

sales that are made exclusive of GST fall outside the GST net and these include supplies 

which are exempt from GST (e.g. financial services, supplies of residential 

accommodation etc).  

 

Taxpayers are not entitled to an input tax deduction for expenses incurred while making 

exempt supplies. A taxpayer is only entitled to an input tax credit if the good or service 

has been acquired for the principal purpose of making taxable supplies (this has been 

changed recently as well but is not the focus of this paper).  

 

While this concept of having the right to an input tax deduction while making GST 

“exclusive” supplies would only apply to transactions involving DRC, it is the author’s 

view that this concept had the potential to create confusion involving non-DRC 

transactions.  

 

The author is of the view that taxpayers who are responsible for the preparation of their 

own GST returns without the assistance of tax agents and in general have very little 

experience with GST would have presented the greatest risk to the revenue base by 

claiming input tax deductions in respect of non-DRC transactions (in particular those 

that are exempt and exclusive of GST).  
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As 96% of the businesses in New Zealand are small to medium in size, 232it is expected 

that a large number of these businesses would have staff (including owners) responsible 

for preparing the GST returns. In some circumstances, these staff would have very 

limited experience with GST. Consequently, it is possible that a taxpayer subject to a 

DRC transaction could apply the same logic in a subsequent transaction that was 

genuinely “exclusive of GST” (e.g. exempt supplies) to claim an input tax deduction in 

respect of that supply. In other words, the taxpayer could potentially claim an input tax 

deduction they were not legally entitled to. 

  

The proposed DRC also had the potential to create opportunities for those very 

taxpayers that the proposed DRC legislation was designed to stop. It is the author’s 

view that this confusion and uncertainty could have provided the means for some 

taxpayers to fraudulently claim input tax credit in respect of supplies that were 

exclusive of GST but not subject to the DRC. The author is of the view that in these 

circumstances, certain taxpayers would be willing to take the risk that their tax position 

would not be scrutinised by IR.  

 

The New Zealand tax system is based on a voluntary compliance model and the 

government has an expectation that most taxpayers are compliant in meeting their tax 

obligations. However, a review of their tax affairs on a regular basis by IR is required to 

provide government with confidence that this compliance model is working and the 

risks associated with such a tax model is within expectation. When this review by IR 

occurs, one cannot be certain. Potentially, it could happen immediately after a taxpayer 

has entered into the transaction or several years after. These taxpayers are willing to 

take the risk that it is the later that will apply in their circumstances. 

 

However, where this risk does not pay off and the taxpayer’s position is scrutinised by 

IR, unless the taxpayer is known to be non-compliant by IR or to have previously made 

similar input tax claims in respect of non – DRC transactions, the taxpayers could 

potentially use the confusing nature of the DRC rules as a means to justify their actions. 

It would be very difficult for IR to suggest otherwise despite the fact that the taxpayer 

was well aware of how the proposed DRC actually worked. 

 

                                                 
232 Inland Revenue “Reducing tax compliance for small to medium enterprises” Discussion Document 
(Inland Revenue, Wellington, December 2007), pg 2 
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Further, if the time lapsed since these transactions took place and when the transaction 

is actually scrutinised by the IR is substantial (more than 4 years), unless the IR had 

evidence to determine that these transactions were fraudulent, time bar rules could 

prevent the money from ever being recovered from these taxpayers.233 There could also 

be instances where businesses may no longer be in existence, people have moved 

abroad or are deceased by time the errors are discovered. This could result in substantial 

revenue loss for the government. 

 

The author is also of the view that in circumstances where taxpayers are still in business 

and such errors (genuine and fraudulent) are discovered by IR through its audit 

intervention, it could potentially create a further dilemma for the IR. Whenever tax 

shortfalls are assessed by IR, consideration has to be given to tax shortfall penalties as 

well.234Where the IR has evidence that proves beyond reasonable doubt that a taxpayer 

has fraudulently claimed deductions for input tax credit, then the appropriate level of 

shortfall penalty can be justified. 

 

However, this issue becomes contentious where there is a strong indication that the 

taxpayer has manipulated the DRC rules to create the GST input tax credit; however, 

there is not enough evidence to prove that this was the case. To ensure that the integrity 

of the tax system is maintained, IR would, in the author’s view, have to impose the 

same level of shortfall penalty as it would in situations where the input tax deductions 

were genuinely claimed in error. This hardly seems fair given the circumstances in 

which these errors occurred. 

  

The introduction of the DRC would also have resulted in the change in the time of 

supply rules. It was proposed that time of supply would occur when payment was 

required. In general, the time of supply is triggered at the earlier of the issue of an 

invoice or receipt of payment. However, time of supply rules for transactions subject to 

DRC would not occur until full payment was required to be made to the supplier 

(deposit would not trigger time of supply).  Again, this departure from the general GST 

rules would have had the prospect of causing confusion and open for manipulation by 

those taxpayers determined to exploit the GST system. 

 

                                                 
233 Section 108A of the Tax Administration Act 1994 – Time Bar for Amending GST Assessment 
234 Section 141 of the Tax Administration Act 1995 – Tax Shortfalls 
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The proposed DRC could perhaps have been introduced on a voluntary basis as opposed 

to being compulsory. Some submissions preferred for the DRC to be on a voluntary 

basis and for taxpayers to elect into the DRC as proposed in Australia. This would have 

given the taxpayers in New Zealand some time to get acquainted with this new concept 

and be better prepared for it if or when the DRC was made compulsory.  

 

The zero-rating provision on the other hand has been used in New Zealand for over 

twenty years and has gone through a period where there was tax and commercial 

uncertainty about its application.235Despite this pain and cost, it is now a well 

understood and generally accepted aspect of the GST legislation. 

 

While the zero-rating provision also has the potential to create confusion amongst 

taxpayers as discussed in the previous chapter, the author is of the view that it still 

provides a level of certainty that the proposed DRC would not have been able to. The 

zero-rating provision does not introduce a new form of transaction like the proposed 

DRC does.  

 

It is the author’s view that to deal with the business-to-business neutrality issues, a set 

of rules that provides certainty is required. In this case, as the zero rating provision has 

been in use for a longer period and been through its period of confusion and uncertainty, 

it provides taxpayers a level confidence in its operation that the DRC would not have.  

 

B. GST rules – keeping it simple  

 

The New Zealand GST system is revered around the world because it is a simple and a 

well understood model. While several GST models around the world such as the UK 

have had their fair share of issues, for the large part the GST model used in New 

Zealand has been void of any major issues since its implementation. 

 

As discussed earlier, there was a determination at the very highest level of policy 

development to keep the GST system very simple and to avoid the mistakes and 

complexities of overseas VAT systems. The earlier discussion highlighted how the 

introduction of the proposed DRC could have created uncertainties and added to the 
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complexities of the GSTA. Increasing the complexity of the GSTA would clearly not be 

in line with what policy developers have tried to achieve from when the GST model was 

initially developed.  

 

The IMF has also recommended some best practices to be used in VAT design, and 

these are as follows:236 

 

• a single rate rather than multiple rates; 
 

• a single, relatively high threshold regarding turnover; 
 

• a broad base with minimal exemptions to avoid distortion of purchase (input) 
decisions and to provide transparency; 

 

• use of the destination principle whereby exports are zero-rated and imports are 
taxed; 

 

• use of the invoice-credit method whereby output VAT remitted is reduced by 
input VAT paid on purchases and imports; and 

 

• the timely provision of input credits for the purchase of capital goods. 
 

 
The diagram below represents research done by PWC on the impact of the design of the 

VAT/GST Law and PWC’s view on how various countries stack up on this best practice 

model.237 

                                                 
236 Ine Lejeune “The EU VAT Experience: What are the lessons learnt?” pg 267 at  
<http://www.taxanalysts.com> last accessed 15 March 2011 
237 Ibid, pg 281 
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According to the research, the GST model used in New Zealand is ranked as the best 

and its features are the closest to what PWC views are the features of a best practice 

GST model. It is the author’s view that by complicating the GSTA through the 

introduction of the DRC, New Zealand’s GST model would have moved further away 

from what is considered to be the best practice model. 

 

While the policy designers should be applauded for this achievement, in the author’s 

view, it brings up a very intriguing question, that is, whether keeping things simple is 

going to be appropriate at all times? There might come a time in the future when 

difficult measures might have to be taken and decisions made that require the use of 

complex legislation to deal with problems created by the GST model. While there is no 

doubt keeping things simple has worked for New Zealand, there might come a time in 

the future where use of complex legislation like the DRC might be required to deal with 

issues like “phoenix entities” and carousel fraud or timing mismatches, especially if 

these issues keep evolving.  

 

However, in this instance, an alternative approach like the zero-rating provision which 

has been part of the GSTA for over 20 years is available so policy makers have been 
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spared from making such a tough decision. Even though there are aspects of the zero 

rating legislation that has the potential to cause uncertainties which in turn could 

complicate matters, it is the author’s view that this is minor in comparison to the 

confusion and complexities that the proposed DRC would have created.  

 

C. Compliance Costs  

 

Inland Revenue's compliance strategy is based on voluntary compliance.238 IR begins by 

trying to make it easy for people to comply, by informing taxpayers of their obligations, 

and providing a mix of services to support payment. When a taxpayer does not meet 

their tax obligations, IR can encourage and enforce compliance by a range of measures.  

 

Compliance with tax laws can entail significant time and costs for many businesses. 

Compliance costs can arise because of the variety of tax compliance activities involved 

(for example, performing tax calculations, seeking advice, record-keeping, filing returns 

and making tax payments) and the complexity of tax law and administrative 

procedures.239 

 

In general, most submissions agreed that the introduction of the proposed DRC would 

add to compliance costs. The proposed DRC would have required a change to most 

GST systems so that transactions that would be subject to DRC and those that were not 

could be identified and processed accordingly for GST purposes. Transactions subject 

to DRC would be exclusive of GST, however, any expenses incurred in respect of that 

supply would be deductible. GST systems would have to be designed to recognise this 

as well and also separate those transactions that were legitimately exclusive of GST 

(e.g. exempt supplies). 

 

Furthermore, under the proposed DRC, the supplier was also required to keep a record 

of the prescribed information to ensure that they were not penalised in the future in the 

event it was later found that the supply should not have been subject to the DRC. This 

                                                 
238 http://www.ird.govt.nz/aboutir/reports/soi/soi-2009-2012/soi-2009-part3-strategic-overview/soi-2009-

part3-compliance.html 
239 Inland Revenue “Reducing tax compliance for small to medium enterprises” Discussion Document 
(Inland Revenue, Wellington, December 2007), pg 1 
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would no doubt have required further changes to the GST system or at the very least 

minimal change to the system to ensure compliance requirements were being met. 

These changes would have required an outlay of funds by those affected and in some 

cases, major changes might have been required to the GST systems which could have 

required substantial capital outlay.  

 

The timing of the proposed DRC would also have put extra burden on the affected 

taxpayers. The collapse of the global financial markets has resulted in the world 

economy slowing down and the flow on effect has had some dire consequences for 

businesses.  

 

The introduction of the proposed DRC would have put further pressures on these 

businesses that it could ill-afford due to the economic climate. Given that 96% of the 

businesses in New Zealand are small to medium in size,240 this had the potential to have 

a disastrous impact on those businesses that were already in financial distress. The extra 

funding required to meet the compliance obligations might not have been within the 

means of some these businesses and extra funding from banks might not have been an 

option for some either. 

 

In 2007, the government released a discussion document titled ‘Reducing tax 

compliance costs for small and medium-sized businesses’.241
 The discussion document 

highlighted that the 2006 Business Tax Review noted that reducing tax compliance 

costs can help boost productivity and competitiveness as it would allow more resources 

to be applied to core business activities.242
 The introduction of the proposed DRC would 

have increased compliance costs at a time businesses needed to be as competitive and 

productive as they could be. 

 

Perhaps more importantly for the government, implementing new legislation that would 

increase compliance costs so soon after releasing a discussion document seeking  

measures to reduce compliance costs would not have been a good policy decision. 

Further, if the proposed DRC would have been legislated, it is the author’s view that the 

citizens of New Zealand would also have been burdened with these costs as businesses 

                                                 
240 Ibid, pg 2 
241 Ibid 
242 Ibid 
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would have ultimately passed these costs on to them through increases in the price of 

goods and services. 

 

Taxpayers might also have needed extra advice in respect of transactions involving the 

proposed DRC from their tax agents (at least until such time they were familiar with 

such transactions). Those taxpayers that prepare their own GST returns and enter into 

transactions subject to DRC might also have required extra time to complete their GST 

returns to ensure it was correct.  

 

Once again, perhaps more could have been done by the government to ease fears about 

the increase in compliance costs for businesses. In the UK, the tax authority worked 

with Oracle to help ease fears about compliance costs of the business community. 

Perhaps the New Zealand government could have been done something similar and 

worked with software developers to assist the business community. 

 

The government could have offered incentives to businesses like interest-free loans and 

tax breaks to ease this burden on taxpayers. However, despite this assistance, the author 

is of the view that taxpayers who have been fully compliant would still be unhappy to 

be burdened with the extra cost of compliance as a result of a few non-compliant ones. 

As the majority of the taxpayers in general are fully compliant, burdening this majority 

at the expense of a handful of taxpayers is very difficult to justify unless evidence is 

available to verify the risk to the tax base.  

 

It is the author’s view that the government had not provided enough evidence to justify 

the introduction of the proposed DRC and to show the benefits of the proposed DRC 

outweighed the compliance cost.  

 

The zero-rating provision on the other hand will also create compliance cost issues; 

however, taxpayers would not have to dig as deep into their pockets to make the 

changes required to be fully compliant when compared to the proposed DRC. The zero- 

rating provisions will require the supplier to obtain and retain information about the 

recipient to ensure that the transaction was correctly zero-rated. This would ensure that 

the supplier was not disadvantaged if it was later found that the transaction should not 

have been zero-rated. This would no doubt add to the compliance costs, however, as 
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systems would already be in place to capture other zero-rated transactions, this would in 

the author’s view be relatively small. 

 

Therefore in conclusion, it is the author’s view that the decision not to introduce the 

proposed DRC can also be justified because of its impact on compliance costs. 

 

D. Audit trail – unintended consequences 

 

The author is also of the view that the proposed DRC would have created an unintended 

consequence, the lack of an audit trail for both the taxpayer and IR auditor. As 

discussed earlier, the introduction of the DRC had potential to cause confusion amongst 

taxpayers largely from the fact that transactions subject to DRC would be exclusive of 

GST. However, input tax credit in respect of these supplies would still be available to 

taxpayers.  

 

It is the author’s view that transactions that are “inclusive of GST’ provides both the 

taxpayer and IR with what the author calls a “visible audit trail”. In other words, one is 

able to identify at a glance from the cover of the S & P that somewhere along the chain 

of supply, if the property was to exit the GST net, there would be an output tax 

obligation placed on a taxpayer as the supply had been made inclusive of GST (zero or 

standard rated). This visible audit trail is lost if the supply is made “exclusive of GST’ 

as proposed by the DRC and one would have to delve a little deeper before it becomes 

obvious that there will be an output tax obligation when the land in questions exits the 

GST net. 

 

This becomes a major risk to the tax base and could potentially result in a loss of 

government revenue. 

 

The following example will explain how this unintended consequence can occur: 

 

• A commercial building is sold by taxpayer A to taxpayer B. As both taxpayers 

are GST registered and other requirements are met, the sale is subject to the 

DRC and the recipient self assesses for GST on the supply. 
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• 2 years later, taxpayer B sells the same property to taxpayer C who is also 

registered for GST. This supply is also subject to the DRC.  

 

• Due to a change in council zoning rules, the property in question can now be 

developed into a residential property and this has made the property even more 

valuable due to its location. 

 

• 4 years after purchasing the property, taxpayer C sells the property to taxpayer D 

who is not registered for GST. The S & P signed between taxpayers C & D is 

exclusive of GST.  

 

• This decision was made by taxpayer C because the S & P he had signed when 

purchasing the property from taxpayer B was exclusive of GST. Unfortunately 

for taxpayer C, he overlooked the clause about the transaction being subject to 

the DRC. 

 

• Taxpayer C also did not seek any professional advice on how the transaction 

should have been treated for GST purposes when he sold the property to 

taxpayer D. Consequently, as the sale by taxpayer C to taxpayer D had been 

exclusive of GST, taxpayer C assumes that he has no obligation to return output 

tax in respect of the supply. 

 

• Taxpayer D builds a family home within a year of the sale and has moved into 

the residence with the family. 

 

• A year later, taxpayer C is selected for an audit by IR. 

 

• The IR auditor obtains all the required details from the taxpayer and notices that 

the S & P is exclusive of GST. The page with the clause in respect of the sale 

being subject to DRC is missing. 

 

• As part of the investigations, the IR auditor also acquires information that 

indicates that the property is residential and taxpayer D resides there. 
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Given the above scenario, there is a possibility that the IR auditor could reach the same 

conclusion as taxpayer C and agree with the taxpayer that the sale was an exempt 

supply. While the possibility of this happening is very remote, it nevertheless exists. An 

IR officer under duress and pressure could potentially make the same error. This would 

result in lost revenue to the government.  

 

However, if the transaction was inclusive of GST (zero or standard rated), it is unlikely 

that taxpayer C would make such an error. The front page of the S&P which would 

show that the transaction was inclusive of GST would be a “trigger” that would alert 

taxpayer C of their GST obligation. Even if for some reason taxpayer C made the same 

error as shown in the example, it would be expected of the IR auditor to identify this 

regardless of the stress or duress they were under. 

 

The zero-rating provision in the author’s view provides IR with a valuable tool that 

from the outset allows it to visualise the outcome of the audit, that is, somewhere along 

the supply chain there would be an obligation for a certain taxpayer to pay output tax.  

 

E. Audit intervention resources 

 

The above scenario also presents another dilemma, that is, if the DRC was the answer to 

stopping GST fraud in transactions involving land, would IR’s increased scrutiny of this 

risk area continue given that new legislation had been introduced to deal with this very 

issue?  The use of “phoenix type” entities was considered to be prevalent in property 

transactions. If the proposed DRC was the answer to such risks, then one has to assume 

that the IR would have to reduce its audit focus in this sector and divert its resources to 

other risks areas. 

 

The author is of the view that the introduction of the DRC would still have required a 

substantial audit focus, especially in the initial settling in period while the legislation 

was new. The new legislation would in the author’s view still present taxpayers with 

opportunities to exploit the GST system. To ensure that taxpayers got the message that 

IR would still scrutinise such transactions, audit intervention would have been required. 

Audit intervention would also be required to give government confidence that the 

change in legislation has resulted in a decline in the use of fraudulent means to obtain a 

GST advantage. 
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Given the confusing and complex nature of the DRC, audit intervention might have 

been required for a substantial period of time until the government was confident that 

the legislation was working as it was meant to. The author is of the view that serious 

questions would have been asked of the government and IR of the need to scrutinise this 

area of the risk given that new legislation had been introduced. As overseas experience 

has shown, the introduction of DRC also has the potential of shifting the fraud to other 

sectors. There would have made matters worse for the government as serious questions 

about the allocation of IR’s audit resources would have been posed. 

 

The introduction of the zero-rating provision would also require the investment of 

resources by IR for audit purposes. However, given that the legislation has been used 

for over 20 years, the government would take some comfort in knowing the zero-rating 

provisions works as it is intended to in reducing the risk to the government tax base. It 

has been through its period of settling in and several issues have been addressed in 

Court. The author is of the view that audit intervention would be minor in comparison 

to what would have been required if the DRC was introduced. This would allow IR to 

apply its limited resources in other areas of risk ensuring that government tax base is 

well protected. 

 

F. The scope of the DRC  

 

The DRC in the UK applies to computer chips, mobile phones and only recently has 

been increased to include carbon trading as part of HMRC’s plan to combat Missing 

Trader Intra-Community (MTIC). The proposed DRC in Australia on the other hand 

would only apply to supplies of going concern and farmland. 

 

The DRC proposed in New Zealand was comprehensive in comparison to Australia and 

the UK. All land transactions, supply of going concern and high value assets in excess 

of $50 million would have been subject to the DRC. Such a comprehensive application 

remains untested and as seen by the UK experience, there is already concern that those 

that participate in such fraudulent activities move into other sectors as a result of the 

introduction of the DRC. 
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A similar trend in New Zealand after the introduction of the proposed DRC could 

potentially have been disastrous to the New Zealand economy. As discussed in the 

earlier chapters, there is an increased reliance on tax revenue from GST by the 

government. The recent increase in the GST rate and the decrease in company and 

personal tax rates mean that going forward, the tax take from GST will become even 

more important to the government. The potential for the DRC to expose other sectors to 

fraudulent activities could result in a decrease in GST tax take from these other sectors. 

 

A decrease in the tax take could potentially mean that the government is unable to fund 

its economic and social policies. The flow on effect from this can result in the increase 

in unemployment and possibly crime as well 

 

With the current situation (DRC not introduced), the government is aware of the sectors 

in which the fraudulent activity is the greatest (supplies involving land transactions) and 

can target their audit activities in these sectors (via IR). The increase in the funding to 

IR in recent budgets to target the property market and the hidden economy is an 

example of how the government can focus its resources.  

 

There have never been such fears identified about the zero-rating provision. Given  that 

the zero-rating provisions has been around over 20 years and issues in respect of it have 

been settled in the Courts, the zero-rating rules are less likely to be open to 

manipulation and fraud. The author is of the view that the extended zero-rating 

provision allows the government to reduce risks associated with land transactions going 

forward and still focus its limited compliance resources on land transactions, a sector 

which provides the greatest revenue risk for the government. 

 

G. Timing of DRC - “The ship has sailed” 

 

It was considered that transactions involving the land sector provided the most 

opportunities for the use of “phoenix type entities” and timing mismatches to exploit the 

GST system. Given that the property market was at its peak when the risks were first 

identified, perhaps the introduction of the DRC could have been justified.   

 

These risks were first identified in the discussion document released in 2008 and one 

can therefore assume that the government was aware of these risks well before the 
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discussion documents were released. It has taken the government approximately four 

years from when the first discussion document was released to implement the new 

legislation (zero-rating provision which came into effect from 1 April 2011).  

 

The business world that we operate in has changed remarkably in this time due to events 

like the financial market collapse. This has had a major impact on the world economy 

and has had consequences for the property market in New Zealand as well. It has been 

noted that there has been a considerable downturn in business in the real estate sector. 

 

As the proposed DRC could not be applied retrospectively, the introduction of the DRC 

in the author’s view from a timing perspective could not be justified. Some of the 

reasons for taking this view are: 

 

• The downturn in the property market over the years would have meant fewer 

opportunities available for taxpayers to use such tax evasive schemes. With the 

level of activities in the property sector dropping, there would have also been 

greater risk of taxpayers being exposed to IR scrutiny thus it was less likely that 

taxpayers would engage in such fraudulent activities. 

 

• In earlier discussions, it was mentioned that the introduction of DRC could 

result in the fraudulent activities spreading to other sectors. There is also a 

possibility that this has already happened even before any new legislation would 

have been introduced so again this could have been a waste of government 

resources. 

 

The extension of the zero-rating provision also reduces the risk to government revenue 

in respect of land transactions going forward. Potentially, this again is too little too late 

due to the decline in the property market. However, as the zero-rating concept is not 

new and has been part of the New Zealand legislation for over 20 years, it is less likely 

to create any debate about the timing of its introduction as opposed to the DRC which 

was a very new concept.  

 

Perhaps in the future, what the government needs is the ability to deal with threats to its 

tax base in real time. This would mean once an issue has been identified, the 

government can make changes to legislation immediately to deal with such issues. This 
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may seem draconian and somewhat undemocratic, however, if the government is able to 

present to those affected by its decisions some verifiable evidence of such threats, then 

opposition to such measures might not be a major issue. 

 

Taking such drastic measures will ensure that threats to the tax base are dealt with as 

quickly as possible and the revenue loss is restricted unlike what is currently happening. 

It will also enable the government to move quickly to protect other sectors if there is 

any suggestion that other sectors have been affected as a result of any legislative 

changes. Currently, by the time measures are brought in to deal with risks to the tax 

base, it is often too late and taxpayers have moved on to other sectors where 

opportunities to exploit the GSTA exists. 

 

H. Political Viewpoint  

 

The author considers that from a political viewpoint, it would not have been in the 

government’s best interest to introduce a concept like the DRC which in the view of 

many would have increased the complexity of the GSTA. The government could 

potentially have alienated itself from taxpayers affected by its decision and given the 

tough economic conditions the world is currently faced with, this might not have been 

the wisest move.  

 

As discussed earlier, the ordinary citizens of the country could potentially also have 

been affected by the proposed DRC as a result of businesses passing on the increase in 

compliance costs via increases in the price of goods and services. The government has 

ensured that the ordinary citizens of the country are not affected by its decision. Given 

that the GST rate has recently increased, the last thing the government would want is to 

answer further questions about the increase in the cost of living due to businesses 

passing on the increased cost of compliance to its customers. With the general elections 

around the corner, the government has made a sound policy decision by not introducing 

the DRC. 

 

The extension of the zero-rating provision was perceived to be the better option 

according to the submissions made by stakeholders. By agreeing with the submissions, 

the author is of the view that the government has shown that it is open to dialogue with 
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stakeholders and this creates a bond of understanding between the government and all 

the stakeholders concerned, especially during these difficult times. 
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IX. CONCLUSION 

 

The focus of this paper was to consider whether the proposed DRC was the “nirvana” 

that would have solved the business-to-business neutrality issues or if the correct 

decision has been made by the government in legislating for the zero-rating provision. 

On balance, while there were many advantages in legislating for the proposed DRC, it is 

the author’s view that the proposed DRC was not the solution to the business-to- 

business neutrality issues identified by the government.  

 

As discussed in the earlier chapters, the introduction of any new legislation should not 

disadvantage one stakeholder at the expense of another. While the proposed DRC would 

have been of benefit to all stakeholders, there is no question in the author’s mind that 

the government would have had the most to benefit if the proposed DRC had been 

legislated for. The proposed DRC would certainly have reduced the risk of revenue loss 

to the government.  

 

There was also the possible opportunity for the New Zealand Government to once again 

lead the world in introducing new innovative tax policies on a scale not seen before; 

however, once the novelty of the legislation would have worn off, the negatives of the 

proposed DRC would have outweighed the positives. It is the author’s view that the 

same tax base protection can be achieved by the extended zero-rating provision.  

 

In summary, the proposed DRC in the author’s view would have: 

 

• added to confusion and created uncertainties by the introduction of a new 

concept. This could have resulted in some genuine errors being made by 

taxpayers while also opening up opportunities for those trying to exploit the 

GST system. 

 

• moved the New Zealand GST model further away from what is considered to be 

the best practice model due to the confusion and complexities created by the 

proposed DRC. The NZ GST model is revered around the world and according 

to the best practice VAT model, is one of the best in the world.  
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• added to compliance costs. Businesses in New Zealand are generally small to 

medium in size and given the state of the world economy, the added costs as a 

result of the proposed DRC would have impacted on businesses productivity and 

their competitiveness. 

 

• created unintended consequence. The proposed DRC would have resulted in the 

loss of what the author considers to be a “visual audit trail” for the taxpayer and 

IR alike. 

 

• resulted in questions been asked of the government’s allocation of resources to 

IR as substantial audit intervention would still be required by IR of transactions 

subject to DRC. 

 

• potentially increased the scope of the DRC. As experience of the UK domestic 

reverse charge has shown, the fraud would have eventually moved to another 

sector. These other sectors could also have been burdened with an increase in 

compliance costs , something New Zealand’s business sector could ill-afford in 

the current business climate. 

 

• been “too little too late”. According to the government, the risks associated with 

the use of phoenix type entities was considered to be greatest in transactions 

involving land. The property market has slowed down considerably due to the 

downturn in the world economy. One has to question the timing of such 

comprehensive legislation and why it was not considered when the property 

market was at its peak. 

 

• from a political viewpoint, been a bad decision. Legislating for the proposed 

DRC that most submissions including NZICA were not in favour of could have 

alienated the government from the business sector. The ordinary citizens of New 

Zealand could potentially have been affected as well if compliance costs were 

passed on to them. 
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It is the author’s view that the extended zero-rating provision can achieve the same 

results for the government in respect of the business-to-business neutrality issue without 

creating too much of a burden on the taxpayers.  

 

While the zero rating provision has the potential to create some issues as well, on 

balance, it is considered to be the better option in this instance because: 

 

• it provides a similar tax base protection as the DRC. 

 

• it is a well understood concept and has been part of New Zealand’s GST 

legislation for the last 20 years. 

 

• while there will be an increase in compliance costs, it would not be as 

substantial as the compliance costs created by the proposed DRC. 

 

• the zero-rating provision provides both the taxpayers and IR with an audit trail. 

 

• it is politically a wise decision by the government. The government has given 

the message it is willing to listen to its citizens.  

 

Therefore, in conclusion it is the author’s view that the government has made the 

correct decision in extending the zero-rating provision as the proposed DRC was not the 

answer to solving the GST business-to-business neutrality issues. However, as with any 

changes or introduction of new legislation, this question can only be answered for 

certain over time as the use of the new zero-rating rules by taxpayers’ increases and it 

comes under the scrutiny by IR. It is once this position is reviewed by the government 

in the future that a clear answer will emerge.  
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