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Inland Revenue Department

YOUR OPPORTUNITY TO COMMENT

Inland Revenue regularly produces a number of statements and rulings aimed at explaining how taxation law affects
taxpayers and their agents. Because we are keen to produce items that accurately and fairly reflect taxation legislation
and are useful in practical situations, your input into the process, as a user of that legislation, is highly valued.

A list of the items we are currently inviting submissions on can be found at www.ird.govt.nz. On the homepage, click on
“Public consultation” in the right-hand navigation. Here you will find drafts we are currently consulting on as well as a
list of expired items. You can email your submissions to us at public.consultation@ird.govt.nz or post them to:

Public Consultation

Office of the Chief Tax Counsel
Inland Revenue

PO Box 2198

Wellington 6140

You can also subscribe to receive regular email updates when we publish new draft items for comment.
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IN SUMMARY

IN SUMMARY

Binding rulings
Product ruling BR Prd 12/06: Electricity Authority
Product ruling BR Prd 12/07: Electricity Authority

These product rulings apply to the issue of financial transmission rights (Option and Obligation FTRs) created
under subpart 6 of Part 13 of the Electricity Industry Participation Code 2010. Each FTR is issued as a financial
hedge against volatility in the price of the transmission of electricity across the national grid.

Legal decisions — case notes
Debtor-initiated payments

The Supreme Court considered the issue of debtor-initiated payments under section 95 of the Personal Property
Securities Act 1999 and how such payments effected priorities and claims in restitution for payments made

by mistake. The Supreme Court found that not only had the Commissioner of Inland Revenue provided good
consideration, but she had also acted in good faith in receiving payment of the goods and services tax from the receivers.
The Supreme Court dismissed the appellants’ appeal.

Approved issuer levy and withholding taxes — High Court dismisses appeal and allows Commissioner’s 23
cross-appeal on shortfall penalty

The appeal was dismissed and the cross-appeal allowed. The High Court concluded that Weyand Investments

Ltd had its centre of management in New Zealand, was liable to deduct resident withholding tax and that the
arrangement was a tax avoidance arrangement. The Court also considered that the appellants were liable for a shortfall
penalty for taking an abusive tax position, allowing the cross-appeal by the Commissioner of Inland Revenue.

Setting aside a judgment 25

The High Court has no power to recall or set aside its judgment on questions of law that have been the subject of
appellate decision.
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BINDING RULINGS

This section of the TIB contains binding rulings that the Commissioner of Inland Revenue has issued recently. The

Commissioner can issue binding rulings in certain situations. Inland Revenue is bound to follow such a ruling if a taxpayer

to whom the ruling applies calculates their tax liability based on it.

For full details of how binding rulings work, see Adjudication & Rulings: A guide to binding rulings (IR 715) or pages 1-6 of
the TIB Vol 6, No 12 (May 1995) or pages 1-3 of Vol 7, No 2 (August 1995). You can download these publications free

from our website at www.ird.govt.nz

PRODUCT RULING BR PRD 12/06: ELECTRICITY AUTHORITY

This is a product ruling made under s 91F of the Tax
Administration Act 1994.

Name of the Person who applied for the Ruling
This Ruling has been applied for by the Electricity Authority.

Taxation Laws

All legislative references are to the Goods and Services Tax
Act 1985 unless otherwise stated.

This Ruling applies in respect of ss 3(1)(kaa), 11A(1)(k),
11A(2), 14(1B)(a), and the definitions of “consideration”,
“supplier” and “taxable supply” in's 2(1).

All references to the Electricity Industry Participation Code
2010 (Code) are to the Code as at the date of this Ruling.

The Arrangement to which this Ruling applies

The Arrangement is the issue of a financial transmission
right (Option FTR) created under subpart 6 of Part 13 of the
Code. The Option FTR is issued as a financial hedge against
the volatility in the price of the transmission of electricity
across the national grid caused by losses and constraints on
the physical grid.

Option FTRs will provide the purchaser (Participant)

with a cap on the FTR reference price (the sum of certain
differences in the final prices for electricity between two
designated points on the national grid over a specified
period) in return for a premium that will be determined at
auction. If the FTR reference price exceeds the strike price
on settlement day, the Participant or the FTR holder (as
that term is defined at para 14) will receive the difference
between the FTR reference price and the strike price from
the market operation service provider contracted as the
Clearing Manager under the Code (Clearing Manager).

Further details of the Arrangement are set out in the
paragraphs below.
Locational price risk

1. Sources of electricity generation are often hundreds
of kilometres away from electricity consumers. The

3.

transmission system used to transport electricity over
long distances is subject to:

e loss of energy (which means more electricity must
be generated than is consumed);

e congestion (where a shortage in the transmission
capacity to supply the demand leads to more
expensive sources of generation being used to
supply electricity demanded); and

o risk of failure of critical elements (which means
generation or demand reduction must be on
standby to cover such an event, referred to as
“instantaneous reserves”).

These factors can result in large unpredictable price
differences across the electricity grid, resulting in
“locational price risk”.

Electricity retailers buy electricity on the wholesale
market at points of connection on the grid where
their customers are located. Generators sell electricity
to the market at the location where they generate
electricity. As most generators are also retailers, they
sell electricity to the wholesale market at different
locations from where they buy it.

Wholesale market prices are volatile and can rise
quickly and sharply if certain events occur, such as
when transmission cables or power stations are taken
out of service (either for faults or maintenance). This
can result in large and volatile differences in wholesale
market prices across New Zealand, such as between
the North and South Islands, or between locations
within each island.

An example of this problem occurs during “dry
winters” when low rainfall constrains electricity
generation from hydro dams, most of which (and the
largest) are in the South Island, such as occurred in
2008. Minimising the use of hydro generation in the
South Island requires large volumes of electricity to be
“imported” from the North Island, which occurs over

the high voltage direct current (HVDC) link between
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Wellington (Haywards) and Benmore. When the
desired volume exceeds the southward capacity of
the HVDC link, wholesale market prices in the South
Island rise above North Island prices.

The lack of a secure and low-cost mechanism to
manage locational price risk makes electricity

retailers unwilling to enter new areas and compete

for customers in regions where they do not have
generation. This has resulted in some areas having
relatively weak retail competition and, possibly, higher
retail prices than they would otherwise have.

Before the introduction of FTRs, generator-retailers
minimised their locational price risks by seeking retail
customers in regions near to their generation assets.
Retailers could also arrange hedge contracts with
generators or other market participants. However,
they were still likely to be exposed to some locational
price risk. Retailers could also seek to arrange a basis
swap (swap their locational risk position) with another
party, but they may have continued to be exposed to
locational price risk if the other party was subject to
weak competitive pressure and could alter the price
and undermine the benefit of the swap. Sufficient
basis swaps may not have been available because
local generation in a region often accounts for only

a portion of the load served—the rest is served from
power imported over the transmission network.

Locational price risk was a matter that the Electricity
Authority was required to address under s 42 of the

Electricity Industry Act 2010 which relevantly provides:

42 Specific new matters to be in Code

(1) Before the date that is 1 year after this section
comes into force [1 November 2011], the
Authority must either—

(a) have amended the Code so that it includes
all the matters described in subsection (2)
(the new matters); or

(b) to the extent that the Code does not
include all the new matters, have delivered
to the Minister a report described in
subsection (3).

(2) The new matters are as follows:

(c) mechanisms to help wholesale market
participants manage price risks caused by
constraints on the national grid:

In late 2011, the Code was amended to address
locational price risk by enabling qualifying participants
to purchase FTRs. FTRs are a form of hedge contract
for wholesale market participants to cover price risks
between two points on the national grid. They are
intended to operate as a hedge against the volatile
price differences between the half-hourly spot prices

10.

11.

12.
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of electricity in the North and South Islands that arise
and to hedge Participants against additional costs
they may incur in the use of the national grid because
of physical constraints and energy losses. FTRs will
allow electricity traders to manage locational price
risk arising from variations in wholesale spot prices
between two price points (hubs) on the wholesale
electricity market, such as Benmore and Otahuhu.
FTRs will provide cover for the full price difference
between the two hubs (except where insufficient
funding is available to settle the FTRs, in which case a
pro—rata scaling of the payment will apply).

FTRs allow generators to fix the price at which they
can deliver electricity to a particular point and allow
consumers to remove the risk of price escalations
between the point of generation and the point of
consumption. To clarify, FTRs hedge against price

risk due to transmission effects rather than energy
price. By analogy to an industry producing physical
goods, FTRs allow the producer or consumer to fix the
cost of delivery, and thus the return or cost to them,
regardless of actual cartage costs.

In contrast to standard hedge contracts that are
funded by the parties issuing them, FTRs are centrally
funded from surplus money accruing in the wholesale
electricity market (often called “loss and constraint
rentals”). These surpluses arise because prices in

the wholesale market reflect the marginal cost of
electricity at each point along the national grid. The
surplus money in the wholesale market is expected to
be broadly sufficient to fund FTRs. However, funding
for an FTR is not guaranteed and occasionally because
of extreme events the price difference between
Otahuhu and Benmore may not be fully covered by
the FTR.

Ownership of an Option FTR does not entitle the
Participant or FTR Holder to any rights for physical
delivery of electricity or power.

Relevant documents

13.

The following documents are relevant to the
Arrangement:

o The Electricity Industry Participation Code 2010; and

e The FTR Allocation Plan, issued (from time to time)
by the FTR Manager under cl 13.238 of the Code and
approved by the Electricity Authority under subpart
6 of Part 13 of the Code.

Parties to the Arrangement

14,

The parties to the Arrangement are the:
e Electricity Authority;
o Clearing Manager;

e FTR Manager;

BINDING RULINGS
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e Participant; and

o FTR Holder (the person registered as the holder
of the FTR on the FTR register maintained by the
FTR Manager, in the event that the FTR has been
assigned in accordance with cl 13.248 of the Code).

15.  The Electricity Authority is an independent Crown
entity responsible for the efficient operation and
regulation of the New Zealand electricity market.

The Electricity Authority must pursue the statutory
objective set out in s 15 of the Electricity Industry Act
2010 to promote competition in, reliable supply by,
and the efficient operation of, the electricity industry
for the long-term benefit of consumers.

16. Energy Clearing House is the current Clearing
Manager. Energy Clearing House is a company
incorporated under the Companies Act 1993, resident
in New Zealand for GST purposes and a “registered
person” as that term is defined in s 2(1).

17.  Energy Market Services (EMS), a division of Transpower
New Zealand Limited (Transpower), is the current
FTR Manager. EMS is the market operation service
provider contracted as FTR Manager under the Code.

18. The Electricity Authority appoints the Clearing
Manager and the FTR Manager under Part 3 of the
Code as market operation service providers. Under
cl 3.4 of the Code, the remuneration of a market
operation service provider is as agreed between the
Electricity Authority and the service provider. Clause
3.4 of the Code provides:

3.4 Terms of market operation service provider
agreements

(1) The remuneration of a market operation service
provider is as agreed between the Authority and
the market operation service provider.

(2) The Authority and the market operation service
provider may agree on any other terms and
conditions, not inconsistent with the functions,
rights, powers, and obligations of that market
operation service provider under this Code
(except parts 6 and 9) and Part 2 and Subpart 1
of Part 4 of the Act.

Option financial transmission rights

19. Option FTRs (“one way” FTRs), will provide the
Participant with a cap on the FTR reference price in
return for payment of a premium. If the FTR reference
price on settlement day exceeds the strike price, the
Participant (or the FTR Holder, if the Participant has
assigned the FTR in accordance with the Code) will
receive the difference between the FTR reference price
and the strike price.

20. The reference price for FTRs will be the sum of certain
differences in final prices for electricity between the

21.

22.

23.

24.

relevant hubs over the relevant contract period. For
example assuming that the relevant hubs are the
nodes at Benmore and Otahuhu:

e If the final price at both Benmore and Otahuhu is
$60 per megawatt hour (MWh) for every trading
period in the contract period, then the FTR
reference price will be zero; but

o If the final price at Benmore is $40/MWh and the
final price at Otahuhu is $100/MWh for every
trading period in the contract period, then the FTR
reference price will be $60/MWh multiplied by the
number of trading periods in the contract period.
Conversely, if the final price at Benmore is $100/
MWh and the final price at Otahuhu is $40/MWh for
every trading period in the contract period, then the
FTR reference price will be zero (as the differences in
final prices are all negative $60/MWh).

As of the date of this Ruling, Option FTRs will be for
multiples of 0.1 MW, and will be issued in respect of a
particular billing period (calendar month) or part of a
billing period. FTRs may be made available up to two
years or more ahead of the billing period to which they
relate.

Option FTRs will require the Clearing Manager in
accordance with cl 13.246 of the Code (see para 34),
and in respect of the Option FTR contract, to pay the
Participant or FTR Holder where the FTR reference
price (the sum of certain differences between the

final prices for electricity at the two hubs specified

in the Option FTR contract—for example, Otahuhu
and Benmore—over the specified contract period)

is greater than the strike price. No corresponding
obligation to make payment arises for the Participant
or FTR Holder under the Option FTRs (that is, where
the FTR reference price is less than the strike price on a
specified date in the future (Settlement Day). The FTR
reference price will be calculated in accordance with
the formula set out in the contract. Settlement Day is
the 20th day of the calendar month following the end
of the contract period.

Option FTRs will be auctioned. On the date of
entering into the Option FTR contract, Participants
will agree to pay the premium determined by the
auction.

The premium will not be payable at the time of the
auction; instead, it will be payable at the time payment
is required for the billing period in which settlement
occurs, and will be included in the invoice issued by
the Clearing Manager for the relevant Option FTR (and
for any other services that may have been acquired
from, or supplied to, the Clearing Manager, such as

electricity or ancillary services). If any payment is due




25.
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to the Participant or FTR Holder from the Clearing
Manager, the premium will be deducted from this
amount.

Option FTRs will initially be split into two sub-types:

o North Island to South Island, where the Participant
or FTR Holder will receive the difference if the price
at the relevant South Island hub exceeds the price
at the relevant North Island hub (providing hedge
protection for, by way of example, North Island
generators retailing electricity in the South Island);
and

o South Island to North Island, where the Participant
or FTR Holder receives the difference if the price
at the relevant North Island hub exceeds the price
at the relevant South Island hub (providing hedge
protection for, by way of example, South Island
generators retailing electricity in the North Island).

Terms and conditions of an Option financial
transmission right

26.

All Option FTRs will be on standard terms and
conditions. The standard terms and conditions will
provide:

e the type of FTR (option or obligation);
o the contract period and contract unit;
o the relevant hubs or “grid reference points”;

o the formula for calculating the FTR pay-out and
total settlement amount;

o settlement terms; and

o market disruption and termination events.

Financial transmission right auctions

27.

28.

FTRs will be allocated to Participants by way of an
auction that the FTR Manager will conduct.

It is currently anticipated that the following would be
an appropriate list of Participants. However, entities
not listed may be permitted to be Participants in
future:

e a person whose principal business is purchasing or
selling electricity;

e a person who uses in excess of 10 GWh per year of
electricity;

o Her Majesty the Queen in right of New Zealand;

e a Crown entity named in the Crown Entities Act
2004 that is permitted to enter into a derivative
transaction in accordance with subpart 3 of Part 4 of
the Crown Entities Act 2004;

o a State enterprise named in the First Schedule or
Second Schedule to the State-Owned Enterprises
Act 1986;

a member of the trade association known as the
Major Electricity Users Group;

a registered bank as defined in the Reserve Bank of
New Zealand Act 1989;

a person whose principal business is the investment
of money or who, in the course of and for the
purposes of their business, habitually invest money;

a person who is authorised to carry on the business
of dealing in futures contracts under the Securities
Markets Act 1988;

a person authorised in another jurisdiction by the
competent authority of that jurisdiction to deal in
futures contracts; and

a person that is a related body corporate of any of
the persons listed above.

FTR Manager

29.

30.

The FTR Manager will be responsible for:

preparing and publishing the FTR allocation plan
(which the Electricity Authority must approve);

collecting relevant information from the grid owner,
system operator and Clearing Manager;

determining the number of FTRs to be offered in
each auction;

designing and operating the auction process; and

operating the FTR register.

The FTR Manager will prepare an FTR allocation plan,

which will determine the number and nature of FTRs

to be offered for auction in respect of a particular
FTR period. Schedule 13.5 of the Code sets out the
requirements for the FTR allocation plan and provides:

Schedule 13.5
Requirements for FTR allocation plan
1 Purpose

The purpose of this Schedule is to set out the
requirements for the FTR allocation plan
prepared by the FTR manager under subpart 6
of Part 13.

2 Requirements for design of FTRs
(1) FTRs must be allocated by auction.

(2) Ata minimum, the FTRs allocated under
the FTR allocation plan must be FTRs
between a hub in the South Island and a
hub in the North Island that would provide
a reasonable match with the trading points
for exchange-traded futures products or
the equivalent electricity futures products,
and which would enable the volumes of
FTRs available to reflect inter-island grid
capacity.

BINDING RULINGS
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(3) The FTR manager must offer option FTRs
and obligation FTRs.

(4) The FTRs offered must include FTRs for
which the FTR period is 1 month.

(5) Subclause (4) does not prevent the FTR 31.

manager from offering FTRs relating to a
shorter FTR period in addition to FTRs for
which the FTR period is 1 month.

3 Requirements for FTR auction design

(1) The number and nature of the FTRs
allocated under the FTR allocation plan
and available for auction must be—

(a) supported by a reasonable estimate
of the capacity of the grid for the
relevant period; and

(b) set so as to achieve a reasonable
balance between the following:

(i) ensuring that there is revenue
available that is sufficient to settle
the FTRs:

(ii) ensuring that sufficient FTRs are
available so that participants
who wish to purchase FTRs are
able to obtain them.

(2) The FTR auction must be designed to—

(a) maximise the value of trade in the
auction as determined by the bids
made in the auction; and

(b) maximise competition in the auction;
and

(c) minimise costs of participation in the

auction.

(3) The FTRallocation plan must include FTR
auction rules.

(4) Theinitial FTR allocation plan must
specify a plan that seeks to—

(a) ensure that, no later than 1 year

after the first FTR auction, FTRs are 33.

available in each FTR auction relating
to an initial month and to at least each
of the 11 months following the initial
month; and

(b) ensure that the availability of FTRs
is progressively increased so that, no
later than 3 years after the first FTR
auction, FTRs are available in each
FTR auction relating to an initial
month and to at least the 23 months
following the initial month.

4  Requirements for FTR grid design
The FTR grid must—

(a) be based on each grid owner's forecast

of the configuration and capacity of its
grid for the FTR period; and

34.

(b) make allowance for relevant planned
and unplanned outages in accordance
with reasonable transmission
operating practice.

Clause 13.242 of the Code states that the FTR Manager
must create and allocate FTRs. Clause 13.242 provides:

13.242 FTR manager must create and allocate
FTRs

(1) The FTR manager must create and allocate FTRs
in accordance with the FTR allocation plan
approved under clause 13.240.

(2) Every FTR must relate to—
(a) aminimum quantity of electricity (in MW)
of 0.1 MW; and
(b) an amount of electricity (in MW) that is a
multiple of 0.1 MW.

Clearing Manager
32.

The Clearing Manager will be responsible for:

e ensuring persons wishing to take partinan FTR
auction satisfy the prudential security requirements
set out in the Code;

o collecting and allocating FTR auction revenue, and
dealing with all receipts and payments in respect of
FTRs, in accordance with Part 14 of the Code;

e monitoring the prudential position of Participants
and FTR Holders and ensuring Participants and FTR
Holders maintain acceptable security;

o managing the FTR account, including making
and receiving final payments to and from the FTR
account on the maturity of FTRs;

o making recommendations to the Electricity
Authority in relation to market disruption events;
and

o dealing with events of default.

Clause 13.245 of the Code states that the Clearing
Manager must collect and allocate auction revenue.
Clause 13.245 provides:

13.245 Clearing manager must collect and

allocate auction revenue

The clearing manager must collect the FTR
auction revenue and allocate it in accordance
with Part 14.
Clause 13 246 of the Code states that the Clearing
manager must deal with all receipts and payments in
respect of FTRs. Clause 13.246 provides:
13.246 Clearing manager must deal with FTR
receipts and payments

The clearing manager must deal with all receipts
and payments in respect of FTRs in accordance
with Part 14.
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35. Clause 13.252 of the Code states that the FTR Manager
must provide the following information to the Clearing
Manager in relation to each successful bidder in an
FTR auction. Clause 13.252 provides:

13.252 Information to be provided to clearing

manager

(1) The FTR manager must provide the following
information to the clearing manager in relation
to each successful bidder in an FTR auction:
(a) the details of each FTR allocated under an

FTR auction, including—

(i) the period to which the FTR applies;
and

(ii) whether the FTR is an option FTR or
an obligation FTR; and

(iii) the formula under which the
amount payable or to be paid is to be
calculated for the settlement of the
FTR:

(b) the price at which each FTR has been
allocated.

(2) The FTR manager must provide the information
specified in subclause (1) to the clearing
manager as soon as practicable and no later than
1 week after each FTR auction.

36. Nothingin the Code states that the Clearing Manager
is acting as agent for any other person when the
Clearing Manager makes or receives payments in
respect of an Option FTR.

Auction process

37. The FTR allocation plan outlines the FTR auction
process which is broadly as set out below:

e The FTR Manager will first announce an FTR
auction. A party wishing to participate in the FTR
auction (Participant) will apply to the FTR Manager
to do so. The FTR Manager will notify the Clearing
Manager that the party wishes to participate in the
FTR auction.

e The FTR Manager will then determine the
security that the Participant will need to provide,
in accordance with the Clearing Manager’s
prudential security assessment methodology.
This methodology will be based on the Code’s
current security requirements, which require a
Participant to maintain an acceptable credit rating
in accordance with cl 14.6 of the Code, or to provide
to the Clearing Manager, and maintain, acceptable
security in accordance with cl 14.5 of the Code.
Acceptable forms of security include cash deposits,
unconditional guarantees or letters of credit,
security bonds, hedge settlement agreements or any
similar securities.

e Based on information received from the Clearing
Manager, the FTR Manager will determine a limit for
the Participant in an FTR auction that specifies the
maximum liability that the Participant can incur in
respect of its bids in the auction.

o The FTR Manager will establish an “account” for
the Participant in the FTR register and record the

Participant’s auction trading limit. The FTR Manager

will then determine the quantity, type and price of
FTRs that will be awarded to different Participants
given the available supply of FTRs.

e Asin the electricity market, most FTR markets use
uniform fixed pricing rather than pay-as-bid pricing.
This means that the price all bidders pay for each
FTR type and period will be the price at which the
market clears (where supply equals demand). Given
the shape of demand curves, which are downward
sloping, this is likely to mean all Participants will pay
the price bid by the marginal (lowest price) winning
bidder.

Clearing and settlement

38. Although the detail of the FTR clearing and settlement
design is still being determined, it is expected that the
following process will apply:

e Once the auction has been completed, the FTR
Manager will record the quantity of FTRs that
Participants have purchased into Participants’
accounts in the FTR register, and advise bidders
of the results of the auction and make the results
available on the FTR Manager’s website. The FTR
Manager will also inform the Clearing Manager
of the successful bidders, the details of each FTR
allocated, and the price at which each FTR has been
allocated.

e The FTR Manager will subsequently monitor the
prudential position of Participants or FTR Holders
according to the methodology for determining the
minimum level of security developed according to
the requirements of the Code. This may involve
using the latest clearing prices in FTR auctions and
futures market prices as indicators of the expected
value of FTRs before the FTR period. If necessary,
it may also mean requiring Participants or FTR
Holders to adjust their security position in the event
of adverse movements in the expected FTR value.
Conversely, if price movements are favourable, the
Clearing Manager can reduce the level of security
that a Participant or FTR Holder is required to hold.

¢ At the completion of the FTR contract period, the
Clearing Manager will calculate FTR pay-outs and
payments required. The Clearing Manager will

Vol 25 No 1 February 2013
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publish this information on a per megawatt (MW)
basis (but not on an individual portfolio basis—
portfolio information will only be provided to the
Participant or FTR Holder).

e The Clearing Manager will then issue invoices to
Participants or FTR Holders. As with the wholesale
electricity market, payment will be required by the
20th of the month following the FTR period.

o The Clearing Manager will deposit revenue received
in relation to FTRs in the FTR account.

e The FTR Manager will be responsible for calculating
the portion of the loss and constraint excess the
Clearing Manager must pay into the FTR account
each month (in accordance with sch 14.6 of the
Code).

o Any residual loss and constraint excess in the FTR
account (that is, an amount remaining in the FTR
account that relates to the relevant billing period
and is not required to settle FTRs for that billing
period) will be treated as loss and constraint excess,
and will be paid to the grid owner for allocation
to its transmission customers (as is the current
position).

e Following settlement, the FTR Manager will record
in the FTR register that the FTRs have been settled.

Invoices and payments

39. The Code requires invoices to be issued two business
days after the Clearing Manager receives reconciliation
information for the prior billing period (cls 14.36 and
14.44 of the Code).

40. Clause 14.36 of the Code provides:
Invoices to and payments by payers
14.36 Issue of invoices

(1) 2 business days after the clearing manager
receives reconciliation information in respect of
the prior billing period from the reconciliation
manager in accordance with clause 28(c) of
Schedule 15.4, the clearing manager must issue
to each purchaser an invoice in respect of the
trading period of the billing period to which the
reconciliation information applies.

(2) At the same time as the clearing manager
issues invoices under subclause (1), the clearing
manager must issue an invoice to each person
to whom ancillary service costs have been
allocated.

(3) At the same time as the clearing manager issues
invoices under subclause (1) or, if publication of
final prices is delayed under clause 13.184 for any
trading period in the billing period, 2 business
days after the relevant final prices are published,

the clearing manager must issue an invoice in

4.

42.

respect of the settlement of any amount owing
under an FTR and any FTR payment due in
respect of an FTR.

Clause 14.44 of the Code provides:
Payments to and from payees
14.44 Issue of invoices to payees
Payee invoices must be issued as follows:

(a) concurrently with issuing invoices to payers,
the clearing manager must issue pro forma
invoices to each payee. Each such pro
forma invoice must detail the amount that
the clearing manager must pay in respect
of a billing period upon receiving payment
from the payers, subject to clause 14.47 and
clause 14.47A and the issue of an actual
GST invoice for the amount payable to that
payee. Payees must not issue GST invoices
for supplies of electricity or ancillary
services or ancillary service administrative
costs to the clearing manager:

(b) if the clearing manager issues a pro forma
invoice to a payee and the total sum of the
items specified in that pro forma invoice
is such that the payee is obliged to pay the
clearing manager, the payee is deemed to
have been issued with an invoice, and the
payee is deemed to be, in relation to that
invoice, a payer. Clauses 14.36 to 14.54
apply to the payee as if it were a payer for
the purposes of issue and payment of the
invoice.

Clause 14.47A of the Code states that the Clearing
Manager must calculate the total amount payable

in respect of FTRs and must pay that amount in
accordance with the terms of the FTR. Clause 14.47A
relevantly provides:

14.47A Payments in respect of FTRs

(1) The clearing manager must calculate the total
amount payable by the clearing manager in
respect of FTRs in respect of the current billing
period.

(2) The clearing manager must publish the amount
payable by a person or to a person per MW in
respect of FTRs in respect of the current billing
period.

(3) The clearing manager must pay any amount
payable in respect of FTRs in respect of the
current billing period from the FTR account, in
accordance with the terms of the FTR.

(4) If the total amount required to be paid by the
clearing manager in respect of FTRs in respect
of the billing period exceeds the amount of
all funds in the FTR account available for the
settlement of FTRs in the relevant billing period,
the clearing manager must amend each amount
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payable to a person in respect of each FTR for
that billing period so that the amount payable is
calculated according to the following formula:

(5) Subclause (4) does not apply to an FTR in
respect of which the holder of the FTR is
required to pay an amount to the clearing
manager.

Secondary market

43. Itis expected that over time a secondary market will
develop for FTRs. The Code provides that FTRs may
be sold or assigned to other persons, providing the
purchaser satisfies the requirements that the Code
specifies for Participants in the FTR market. That
is, the purchaser would need to apply to the FTR
Manager for registration of the FTR assignment, and
provide the Clearing Manager with the necessary
prudential security before the FTR Manager would
be able to register the assignment of the FTR on the
FTR register (at which time the purchaser would be
an “FTR Holder”). The requirements for prudential
security and assignment of FTRs are set out in cls 14.3
to 14.6 and 13.248 to 13.250 of the Code respectively.

44. Persons who acquire an FTR (or part of an FTR,
for example, 0.5 MW of a 1.0 MW FTR) by way of
assignment cannot do so otherwise than in accordance
with cl 13.248 of the Code. Clauses 13.248(5) and (6)
of the Code provide:
13.248 Assignment of FTRs

(5) Anassignment of an FTR or part of an FTRis
not effective unless it is registered on the FTR
register by the FTR manager.

(6) The FTR manager must not register an
assignment that is expressed to have effect after
the end of the billing period to which the FTR
relates.

45.  Once an assignee has been registered as the holder of

the FTR on the FTR register the assignee replaces the
Participant as the counterparty to the FTR.

46. If the FTR has been assigned under cl 13.248 of the 49.

Code and the notification of assignment discloses the
price at which the FTR has been assigned, cl 13.249
will apply and the assignee will become liable for the
price disclosed when it becomes due on settlement. If
the price disclosed in the notification is less than the
FTR acquisition cost, the assignor will be liable to pay
the difference to the Clearing Manager. If the price
disclosed in the notification is more than the FTR

acquisition cost, the assignor will be entitled to be paid  50.

the difference by the Clearing Manager. Clause 13.249
of the Code relevantly provides:

48.
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13.249 Liability for FTR payments when FTR
assigned and price disclosed

(1) This clause applies if—
(a) an FTRis assigned under clause 13.248; and

(b) the notification of assignment discloses the
price at which the FTR has been assigned.

(2) The FTR manager must provide a copy of
the notification of assignment to the clearing

manager.

(3) The assignee becomes liable for the price
disclosed under subclause (1)(b) when it
becomes due on settlement of the FTR.

(4) If the price disclosed in the notification is less
than the FTR payment in respect of the FTR
that would, if the assignment had not taken
place, become due on settlement of the FTR, the
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assignor becomes liable to pay to the clearing
manager an amount equal to the difference
between the FTR payment and the price at
which the FTR has been assigned.

(7) If the price disclosed in the notification is more
than the FTR payment in respect of the FTR
that would, if the assignment had not taken
place, become due on settlement of the FTR,
the assignor becomes entitled to be paid by the
clearing manager on settlement of the FTR an
amount equal to the difference between the
FTR payment and the price at which the FTR
has been assigned.

Loss and constraint excess
47.

FTRs will be underpinned, and payments made by the
Clearing Manager to Participants or FTR Holders under
the FTRs will be funded, by FTR auction revenue and
the “loss and constraint excess”.

The loss and constraint excess is, broadly, the
difference between the aggregate amount the Clearing
Manager receives from purchasers of electricity in a
billing period (calendar month) and the aggregate
amount the Clearing Manager pays to generators of
electricity.

Historically the Clearing Manager allocated this loss
and constraint excess to the owner of the national
grid, which means it was not available to fund an
instrument to protect purchasers from the high price
under the constraint or generators from the low price.
With the introduction of FTRs, the Clearing Manager
will retain part of the loss and constraint excess for
each billing period and use it to settle FTRs for the
corresponding billing period.

Under cl 14.73 of the Code, the FTR Manager is
required to determine the amount of loss and
constraint excess that the Clearing Manager must
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51.

52.

retain and pay to the FTR account on the 20th day of
each month following a billing period.

Where the amount retained for a billing period is
greater than the amount required to settle the relevant
FTRs, the balance will be paid to the grid owner.

Where the total amount required to be paid to
Participants or FTR Holders in respect of FTRs for

a billing period exceeds the amount of all funds in
the FTR account (which is managed by the Clearing
Manager), payments under the FTRs will be prorated
and Participants or FTR Holders will receive a scaled
amount.

Condition stipulated by the Commissioner

another FTR Holder are not “consideration” (as defined
in s 2(1)) for any “taxable supply” (as defined in s 2(1))
made by the Clearing Manager.

e Amounts paid by a Participant to an FTR Holder, or by
an FTR Holder to a Participant or FTR Holder (in the
event that the FTR has previously been assigned) in
consideration for the assignment of an Option FTR are
not “consideration” (as defined in s 2(1)) for any “taxable
supply” (as defined in s 2(1)) made by the Participant or
FTR Holder (as appropriate).

The period or income year for which this Ruling
applies
This Ruling will apply for the period beginning on 18

This Ruling is made subject to the following condition: October 2012 and ending on 18 October 2015.

a) Option FTRs are entered into on arm’s length terms. This Ruling is signed by me on the 18th day of October

How the Taxation Laws apply to the Arrangement 2012.

Subject in all respects to any condition stated above, the

Taxation Laws apply to the Arrangement as follows:

The supply of an Option FTR is a supply of financial
services under s 3(1)(kaa).

The supply of an Option FTR (being the provision of a
financial service as defined in s 3(1)(kaa)) by the Clearing
Manager to a Participant or FTR Holder who is not
“resident” in New Zealand (as defined in s 2(1)) and

who is outside New Zealand at the time the services are
performed is subject to GST at the rate of 0% under ss
11A(1)(k) and 14(1B)(a), provided that s 11A(2) does not
apply.

The premium paid by a Participant or FTR Holder

to the Clearing Manager to acquire an Option FTR is
“consideration” (as defined in s 2(1)) for the supply of the
Option FTR.

Amounts paid by the Clearing Manager to a Participant
or FTR Holder in performance of the Clearing Manager’s
obligations in respect of an Option FTR are not an
adjustment to the “consideration” (as defined in s 2(1))
paid by the Participant or FTR Holder to the Clearing
Manager for the supply of the Option FTR.

Amounts paid by the Clearing Manager to a Participant
or FTR Holder in performance of the Clearing Manager’s
obligations in respect of an Option FTR are not
“consideration” (as defined in s 2(1)) for any “taxable
supply” (as defined in s 2(1)) made by the Participant or
FTR Holder to the Clearing Manager.

Amounts paid by a Participant or FTR Holder (in

the event that the Option FTR has previously been
assigned) to the Clearing Manager in performance of the
Participant’s or FTR Holder’s (as appropriate) obligations

in respect of an Option FTR that has been assigned to

Fiona Heiford

Manager (Taxpayer Rulings)
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This is a product ruling made under s 91F of the Tax
Administration Act 1994.

Name of the Person who applied for the Ruling
This Ruling has been applied for by the Electricity Authority.

Taxation Laws

All legislative references are to the Goods and Services Tax
Act 1985 unless otherwise stated.

This Ruling applies in respect of ss 3(1)(k), 11A(1)(k),
11A(2), 14(1B)(a), and the definitions of “consideration”,
“supplier” and “taxable supply” in s 2(1).

All references to the Electricity Industry Participation Code
2010 (Code) are to the Code as at the date of this Ruling.

The Arrangement to which this Ruling applies

The Arrangement is the issue of a financial transmission
right (Obligation FTR) created under subpart 6 of Part 13
of the Code. The Obligation FTR is issued as a financial
hedge against the volatility in the price of the transmission
of electricity across the national grid caused by losses and
constraints on the physical grid.

If the FTR reference price (the sum of the differences in the
final price for electricity between two designated points
on the national grid over a specified period) exceeds the
initial price (to be determined at auction) (or the price
disclosed under cl 13.249(1)(b) of the Code—in the event
that the Obligation FTR has been assigned), the purchaser
(Participant) or the FTR holder (as that term is defined

at para 14) will receive the difference between the FTR
reference price and the initial price from the market
operation service provider contracted as Clearing Manager
under the Code (Clearing Manager). However, if the initial
price (or the price disclosed under cl 13.249(1)(b) of the
Code—in the event that the Obligation FTR has been
assigned) exceeds the FTR reference price, the Participant
or the FTR Holder must pay the difference to the Clearing
Manager.

Further details of the Arrangement are set out in the
paragraphs below.

Locational price risk

1. Sources of electricity generation are often hundreds
of kilometres away from electricity consumers. The
transmission system used to transport electricity over
long distances is subject to:

e loss of energy (which means more electricity must
be generated than is consumed);

e congestion (where a shortage in the transmission
capacity to supply the demand leads to more

expensive sources of generation being used to
supply electricity demanded); and

o risk of failure of critical elements (which means
generation or demand reduction must be on
standby to cover such an event, referred to as
“instantaneous reserves”).

These factors can result in large unpredictable price
differences across the electricity grid, resulting in
“locational price risk”.

Electricity retailers buy electricity on the wholesale
market at points of connection on the grid where
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their customers are located. Generators sell electricity
to the market at the location where they generate
electricity. As most generators are also retailers, they
sell electricity to the wholesale market at different
locations from where they buy it.

Wholesale market prices are volatile and can rise
quickly and sharply if certain events occur, such as
when transmission cables or power stations are taken
out of service (either for faults or maintenance). This
can result in large and volatile differences in wholesale
market prices across New Zealand, such as between
the North and South Islands, or between locations
within each island.

An example of this problem occurs during “dry
winters” when low rainfall constrains electricity
generation from hydro dams, most of which (and the
largest) are in the South Island, such as occurred in
2008. Minimising the use of hydro generation in the
South Island requires large volumes of electricity to be
“imported” from the North Island, which occurs over
the high voltage direct current (HVDC) link between
Wellington (Haywards) and Benmore. When the
desired volume exceeds the southward capacity of
the HVDC link, wholesale market prices in the South
Island rise above North Island prices.

The lack of a secure and low-cost mechanism

to manage locational price riskmakes electricity
retailers unwilling to enter new areas and compete

for customers in regions where they do not have
generation. This has resulted in some areas having
relatively weak retail competition and, possibly, higher
retail prices than they would otherwise have.

Before the introduction of FTRs, generator-retailers
minimised their locational price risks by seeking retail
customers in regions near to their generation assets.
Retailers could also arrange hedge contracts with
generators or other market participants. However,
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they were still likely to be exposed to some locational
price risk. Retailers could also seek to arrange a basis
swap (swap their locational risk position) with another
party, but they may have continued to be exposed to
locational price risk if the other party was subject to
weak competitive pressure and could alter the price
and undermine the benefit of the swap. Sufficient
basis swaps may not have been available because
local generation in a region often accounts for only

a portion of the load served—the rest is served from
power imported over the transmission network.

8.  Locational price risk was a matter that the Electricity
Authority was required to address under s 42 of the

Electricity Industry Act 2010 which relevantly provides:

42 Specific new matters to be in Code

(1) Before the date that is 1 year after this section
comes into force [1 November 2011], the
Authority must either—

(a) have amended the Code so that it includes
all the matters described in subsection (2)
(the new matters); or

(b) to the extent that the Code does not
include all the new matters, have delivered
to the Minister a report described in
subsection (3).

(2) The new matters are as follows:

(c) mechanisms to help wholesale market
participants manage price risks caused by
constraints on the national grid:

9. Inlate 2011, the Code was amended to address
locational price risk by enabling qualifying participants
to purchase FTRs. FTRs are a form of hedge contract
for wholesale market participants to cover price risks
between two points on the national grid. They are
intended to operate as a hedge against the volatile
price differences between the half-hourly spot prices
of electricity in the North and South Islands that arise
and to hedge Participants against additional costs
they may incur in the use of the national grid because
of physical constraints and energy losses. FTRs will
allow electricity traders to manage locational price
risk arising from variations in wholesale spot prices
between two price points (hubs) on the wholesale
electricity market, such as Benmore and Otahuhu.
FTRs will provide cover for the full price difference
between the two hubs (except where insufficient
funding is available to settle the FTRs, in which case a
pro-rata scaling of the payment will apply).

10. FTRs allow generators to fix the price at which they
can deliver electricity to a particular point and allow

consumers to remove the risk of price escalations

11.

12.

between the point of generation and the point of
consumption. To clarify, FTRs hedge against price

risk due to transmission effects rather than energy
price. By analogy to an industry producing physical
goods, FTRs allow the producer or consumer to fix the
cost of delivery, and thus the return or cost to them,
regardless of actual cartage costs.

In contrast to standard hedge contracts that are
funded by the parties issuing them, FTRs are centrally
funded from surplus money accruing in the wholesale
electricity market (often called “loss and constraint
rentals”). These surpluses arise because prices in

the wholesale market reflect the marginal cost of
electricity at each point along the national grid. The
surplus money in the wholesale market is expected to
be broadly sufficient to fund FTRs. However, funding
for an FTR is not guaranteed and occasionally because
of extreme events the price difference between
Otahuhu and Benmore may not be fully covered by
the FTR.

Ownership of an Obligation FTR does not entitle the
Participant or FTR Holder to any rights for physical
delivery of electricity or power.

Relevant documents

13.

The following documents are relevant to the

Arrangement:

e The Electricity Industry Participation Code 2010; and

e The FTR Allocation Plan, issued (from time to time)
by the FTR Manager under cl 13.238 of the Code and
approved by the Electricity Authority under subpart
6 of Part 13 of the Code.

Parties to the Arrangement

14.

15.

The parties to the Arrangement are the:
e Electricity Authority;

o Clearing Manager;

e FTR Manager;

e Participant; and

e FTR Holder (the person registered as the holder
of the FTR on the FTR register maintained by the
FTR Manager, in the event that the FTR has been
assigned in accordance with cl 13.248 of the Code).

The Electricity Authority is an independent Crown
entity responsible for the efficient operation and
regulation of the New Zealand electricity market.

The Electricity Authority must pursue the statutory
objective set out in s 15 of the Electricity Industry Act
2010 to promote competition in, reliable supply by,
and the efficient operation of, the electricity industry
for the long-term benefit of consumers.
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16. Energy Clearing House is the current Clearing Manager.
Energy Clearing House is a company incorporated
under the Companies Act 1993, resident in New
Zealand for GST purposes, and a “registered person” as
that term is defined in s 2(1).

17. Energy Market Services (EMS), a division of Transpower
New Zealand Limited (Transpower), is the current
FTR Manager. EMS is the market operation service
provider contracted as FTR Manager under the Code.

18. The Electricity Authority appoints the Clearing
Manager and the FTR Manager under Part 3 of the
Code as market operation service providers. Under
cl 3.4 of the Code, the remuneration of a market
operation service provider is as agreed between the
Electricity Authority and the service provider. Clause
3.4 of the Code provides:

3.4 Terms of market operation service provider

agreements

(1) The remuneration of a market operation service
provider is as agreed between the Authority and
the market operation service provider.

(2) The Authority and the market operation service
provider may agree on any other terms and
conditions, not inconsistent with the functions,
rights, powers, and obligations of that market
operation service provider under this Code
(except parts 6 and 9) and Part 2 and Subpart 1
of Part 4 of the Act.

Obligation financial transmission rights

19. Obligation FTRs (“two way” FTRs), will provide that
if the FTR reference price exceeds the initial price on
settlement day, the Participant (or the FTR Holder, if
the Participant has assigned the FTR in accordance
with the Code) will receive the difference between
the FTR reference price and the initial price. However,
if the initial price exceeds the FTR reference price on
settlement day, the Participant or the FTR Holder must
pay the difference to the Clearing Manager.

20. The reference price for FTRs will be the sum of the
differences in final prices for electricity between the
relevant hubs over the relevant contract period. For
example assuming the relevant hubs are the nodes at
Benmore and Otahuhu:

o If the final price at both Benmore and Otahuhu is
$60 per megawatt hour (MWh) for every trading
period in the contract period, then the FTR
reference price will be zero; but

e If the final price at Benmore is $40/MWh and the
final price at Otahuhu is $100/MWh for every
trading period in the contract period, then the FTR
reference price will be $60/MWh multiplied by the

21.

22.

23.

24.

25.
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number of trading periods in the contract period.
Conversely, if the final price at Benmore is $100/
MWh and the final price at Otahuhu is $40/MWh,
then the FTR reference price will be negative $60/
MWh multiplied by the number of trading periods
in the contract period.

As of the date of this Ruling, Obligation FTRs will be
for multiples of 0.1 MW, and will be issued in respect of

a particular billing period (calendar month) or part of
a billing period. FTRs may be made available up to two
years or more ahead of the billing period to which they
relate.

Obligation FTRs will require the Participant or FTR
Holder to pay the Clearing Manager (where the
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FTR reference price is less than the initial price), or
the Clearing Manager to pay the Participant or FTR
Holder (where the FTR reference price is greater than
the initial price), the difference between the relevant
prices.

The FTR auction will determine the amount of

the initial FTR price. Following the FTR auction, a
successful Participant will enter into a legally binding
contract for a specified contract period. Under the
Obligation FTR contract the Participant will agree

to be paid by the Clearing Manager or to pay to the
Clearing Manager the FTR reference price (being

the sum of the differences in final electricity prices
between the two hubs specified in the contract—for
example, Otahuhu and Benmore—over the specified
contract period) on a specified date in the future
(Settlement Day) less the initial FTR price (or the price
disclosed under cl 13.249(1)(b) of the Code—in the
event that the FTR has been assigned). In accordance
with cl 13.246 of the Code (see para 34) and in respect
of the Obligation FTR contract, the Clearing Manager
will be required to pay to the Participant or FTR
Holder or receive from the Participant or FTR Holder
the FTR reference price less the initial FTR price (or the
price disclosed under cl 13.249(1)(b) of the Code—in
the event that the FTR has been assigned). The FTR
reference price will be calculated in accordance with
the formula set out in the contract. Settlement Day is
the 20th day of the calendar month following the end
of the contract period.

The initial price of an Obligation FTR is set by auction.
Amounts payable by and to Participants or FTR
Holders in respect of Obligation FTRs will be included
in the invoice issued by the Clearing Manager for the
billing period in which settlement occurs.

Obligation FTRs will initially be split into two sub-
types:
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o North Island to South Island, where the Participant
or FTR Holder will receive the difference if the price
at the relevant South Island hub exceeds the price at
the relevant North Island hub, provided that amount
exceeds the initial price or the price disclosed under
cl 13.249(1)(b) of the Code—in the event that the
FTR has been assigned (providing hedge protection
for, by way of example, North Island generators
retailing electricity in the South Island).

o South Island to North Island, where the Participant
or FTR Holder receives the difference if the price at
the relevant North Island hub exceeds the price at
the relevant South Island hub, provided that amount
exceeds the initial price or the price disclosed under
cl 13.249(1)(b) of the Code—in the event that the
FTR has been assigned (providing hedge protection
for, by way of example, South Island Generators
retailing electricity in the North Island).

Terms and conditions of an Obligation financial
transmission right

26. All Obligation FTRs will be on standard terms and
conditions. The standard terms and conditions will
provide:

e the type of FTR (option or obligation);
e the contract period and contract unit;
o the relevant hubs or “grid reference points”;

e the formula for calculating the FTR pay-out and
total settlement amount;

o settlement terms; and

o market disruption and termination events.

Financial transmission right auctions

27. FTRs will be allocated to Participants by way of an
auction that the FTR Manager will conduct.

28. ltis currently anticipated that the following would be
an appropriate list of Participants. However, entities
not listed may be permitted to be Participants in
future:

e a person whose principal business is purchasing or
selling electricity;

e a person who uses in excess of 10 GWh per year of
electricity;

o Her Majesty the Queen in right of New Zealand;

e a Crown entity named in the Crown Entities Act
2004 that is permitted to enter into a derivative
transaction in accordance with subpart 3 of Part 4 of
the Crown Entities Act 2004;

e a State enterprise named in the First Schedule or

Second Schedule to the State-Owned Enterprises
Act 1986;

a member of the trade association known as the
Major Electricity Users Group;

a registered bank as defined in the Reserve Bank of
New Zealand Act 1989;

a person whose principal business is the investment
of money or who, in the course of and for the
purposes of their business, habitually invest money;

a person who is authorised to carry on the business
of dealing in futures contracts under the Securities
Markets Act 1988;

a person authorised in another jurisdiction by the
competent authority of that jurisdiction to deal in
futures contracts; and

a person that is a related body corporate of any of
the persons listed above.

FTR Manager

29.

30.

The FTR Manager will be responsible for:

preparing and publishing the FTR allocation plan
(which the Electricity Authority must approve);

collecting relevant information from the grid owner,
system operator and Clearing Manager;

determining the number of FTRs to be offered in
each auction;

designing and operating the auction process; and

operating the FTR register.

The FTR Manager will prepare an FTR allocation plan,

which will determine the number and nature of FTRs

to be offered for auction in respect of a particular
FTR period. Schedule 13.5 of the Code sets out the
requirements for the FTR allocation plan and provides:

Schedule 13.5
Requirements for FTR allocation plan
1 Purpose

The purpose of this Schedule is to set out the
requirements for the FTR allocation plan
prepared by the FTR manager under subpart 6
of Part 13.

2 Requirements for design of FTRs
(1) FTRs must be allocated by auction.

(2) Ata minimum, the FTRs allocated under
the FTR allocation plan must be FTRs
between a hub in the South Island and a
hub in the North Island that would provide
a reasonable match with the trading points
for exchange—-traded futures products or
the equivalent electricity futures products,
and which would enable the volumes of
FTRs available to reflect inter-island grid
capacity.
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(3) The FTR manager must offer option FTRs
and obligation FTRs.

(4) The FTRs offered must include FTRs for
which the FTR period is 1 month.

(5) Subclause (4) does not prevent the FTR
manager from offering FTRs relating to a
shorter FTR period in addition to FTRs for
which the FTR period is 1 month.

3 Requirements for FTR auction design

(1) The number and nature of the FTRs
allocated under the FTR allocation plan
and available for auction must be—

(a) supported by a reasonable estimate
of the capacity of the grid for the
relevant period; and

(b) set so as to achieve a reasonable
balance between the following:

(i) ensuring that there is revenue
available that is sufficient to settle
the FTRs:

(ii) ensuring that sufficient FTRs are
available so that participants
who wish to purchase FTRs are
able to obtain them.

(2) The FTR auction must be designed to—

(a) maximise the value of trade in the
auction as determined by the bids
made in the auction; and

(b) maximise competition in the auction;
and

(c) minimise costs of participation in the
auction.

(3) The FTRallocation plan must include FTR
auction rules.

(4) Theinitial FTR allocation plan must
specify a plan that seeks to—

(a) ensure that, no later than 1 year
after the first FTR auction, FTRs are
available in each FTR auction relating
to an initial month and to at least each
of the 11 months following the initial
month; and

(b) ensure that the availability of FTRs
is progressively increased so that, no
later than 3 years after the first FTR
auction, FTRs are available in each
FTR auction relating to an initial
month and to at least the 23 months
following the initial month.

4  Requirements for FTR grid design
The FTR grid must—

(a) be based on each grid owner’s
forecast of the configuration and
capacity of its grid for the FTR period;
and

31.

(b) make allowance for relevant planned
and unplanned outages in accordance
with reasonable transmission
operating practice.

Clause 13.242 of the Code states that the FTR Manager
must create and allocate FTRs. Clause 13.242 provides:

13.242 FTR manager must create and allocate
FTRs

(1) The FTR manager must create and allocate FTRs
in accordance with the FTR allocation plan
approved under clause 13.240.

(2) Every FTR must relate to—

(c) aminimum quantity of electricity (in MW)
of 0.1 MW; and
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(d) an amount of electricity (in MW) that is a
multiple of 0.1 MW.

Clearing Manager

32.

33.

34.

The Clearing Manager will be responsible for:

e ensuring persons wishing to take partinan FTR
auction satisfy the prudential security requirements
set out in the Code;

o collecting and allocating FTR auction revenue, and
dealing with all receipts and payments in respect of
FTRs, in accordance with Part 14 of the Code;

e monitoring the prudential position of Participants
and FTR Holders and ensuring Participants and FTR
Holders maintain acceptable security;

o managing the FTR account, including making
and receiving final payments to and from the FTR
account on the maturity of FTRs;

o making recommendations to the Electricity
Authority in relation to market disruption events;
and

o dealing with events of default.

Clause 13.245 of the Code states that the Clearing
Manager must collect and allocate auction revenue.
Clause 13.245 provides:

13.245 Clearing manager must collect and

allocate auction revenue

The clearing manager must collect the FTR
auction revenue and allocate it in accordance
with Part 14.
Clause 13.246 of the Code states that the Clearing
manager must deal with all receipts and payments in
respect of FTRs. Clause 13.246 provides:
13.246 Clearing manager must deal with FTR
receipts and payments

The clearing manager must deal with all receipts
and payments in respect of FTRs in accordance
with Part 14.
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35. Clause 13.252 of the Code states that the FTR Manager
must provide the following information to the Clearing
Manager in relation to each successful bidder in an
FTR auction. Clause 13.252 provides:

13.252 Information to be provided to clearing

manager

(1) The FTR manager must provide the following
information to the clearing manager in relation
to each successful bidder in an FTR auction:
(a) the details of each FTR allocated under an

FTR auction, including—

(i) the period to which the FTR applies;
and

(ii) whether the FTR is an option FTR or
an obligation FTR; and

(iii) the formula under which the
amount payable or to be paid is to be
calculated for the settlement of the
FTR:

(b) the price at which each FTR has been
allocated.

(2) The FTR manager must provide the information
specified in subclause (1) to the clearing
manager as soon as practicable and no later than
1 week after each FTR auction.

36. Nothingin the Code states that the Clearing Manager
is acting as agent for any other person when the
Clearing Manager makes or receives payments in
respect of an Obligation FTR.

Auction process

37. The FTR allocation plan outlines the FTR auction
process which is broadly as set out below:

e The FTR Manager will first announce an FTR
auction. A party wishing to participate in the FTR
auction (Participant) will apply to the FTR Manager
to do so. The FTR Manager will notify the Clearing
Manager that the party wishes to participate in the
FTR auction.

e The FTR Manager will then determine the
security that the Participant will need to provide,
in accordance with the Clearing Manager’s
prudential security assessment methodology.
This methodology will be based on the Code’s
current security requirements, which require a
Participant to maintain an acceptable credit rating
in accordance with cl 14.6 of the Code, or to provide
to the Clearing Manager, and maintain, acceptable
security in accordance with cl 14.5 of the Code.
Acceptable forms of security include cash deposits,
unconditional guarantees or letters of credit,
security bonds, hedge settlement agreements or any

similar securities.

e Once the Participant has provided the necessary
level of security, the Clearing Manager will notify
the FTR Manager that the Participant has met the
prudential requirements.

e Based on information received from the Clearing
Manager, the FTR Manager will determine a limit for
the Participant in an FTR auction that specifies the
maximum liability that the Participant can incur in
respect of its bids in the auction.

e The FTR Manager will establish an “account” for
the Participant in the FTR register and record the
Participant’s auction trading limit. The FTR Manager
will then determine the quantity, type and price of
FTRs that will be awarded to different Participants
given the available supply of FTRs.

o Asin the electricity market, most FTR markets use
uniform fixed pricing rather than pay-as-bid pricing.
This means that the price all bidders pay for each
FTR type and period will be the price at which the
market clears (where supply equals demand). Given
the shape of demand curves, which are downward
sloping, this is likely to mean all Participants will pay
the price bid by the marginal (lowest price) winning
bidder.

Clearing and settlement

38. Although the detail of the FTR clearing and settlement
design is still being determined, it is expected that the
following process will apply:

e Once the auction has been completed, the FTR
Manager will record the quantity of FTRs that
Participants have purchased into Participants’
accounts in the FTR register, and advise bidders
of the results of the auction and make the results
available on the FTR Manager’s website. The FTR
Manager will also inform the Clearing Manager
of the successful bidders, the details of each FTR
allocated, and the price at which each FTR has been
allocated.

o The FTR Manager will subsequently monitor the
prudential position of Participants or FTR Holders
according to the methodology for determining the
minimum level of security developed according to
the requirements of the Code. This may involve
using the latest clearing prices in FTR auctions and
futures market prices as indicators of the expected
value of FTRs before the FTR period. If necessary,
it may also mean requiring Participants or FTR
Holders to adjust their security position in the event
of adverse movements in the expected FTR value.
Conversely, if price movements are favourable, the
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Clearing Manager can reduce the level of security
that a Participant or FTR Holder is required to hold.

o At the completion of the FTR contract period, the
Clearing Manager will calculate FTR pay-outs and
payments required. The Clearing Manager will
publish this information on a per megawatt (MW)
basis (but not on an individual portfolio basis—
portfolio information will only be provided to the
Participant or FTR Holder).

e The Clearing Manager will then issue invoices to
Participants or FTR Holders. As with the wholesale
electricity market, payment will be required by the
20th of the month following the FTR period.

e The Clearing Manager will deposit revenue received
in relation to FTRs in the FTR account.

e The FTR Manager will be responsible for calculating
the portion of the loss and constraint excess the
Clearing Manager must pay into the FTR account
each month (in accordance with sch 14.6 of the
Code).

e Any residual loss and constraint excess in the FTR
account (that is, an amount remaining in the FTR
account that relates to the relevant billing period
and is not required to settle FTRs for that billing
period) will be treated as loss and constraint excess,
and will be paid to the grid owner for allocation
to its transmission customers (as is the current
position).

e Following settlement, the FTR Manager will record
in the FTR register that the FTRs have been settled.

Invoices and payments

39. The Code requires invoices to be issued two business
days after the Clearing Manager receives reconciliation
information for the prior billing period (cls 14.36 and
14.44 of the Code).

40. Clause 14.36 of the Code provides:
Invoices to and payments by payers
14.36 Issue of invoices

(1) 2 business days after the clearing manager
receives reconciliation information in respect of
the prior billing period from the reconciliation
manager in accordance with clause 28(c) of
Schedule 15.4, the clearing manager must issue
to each purchaser an invoice in respect of the
trading period of the billing period to which the
reconciliation information applies.

(2) At the same time as the clearing manager
issues invoices under subclause (1), the clearing
manager must issue an invoice to each person
to whom ancillary service costs have been
allocated.

41.

42.
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(3) At the same time as the clearing manager issues
invoices under subclause (1) or, if publication of

final prices is delayed under clause 13.184 for any

trading period in the billing period, 2 business
days after the relevant final prices are published,
the clearing manager must issue an invoice in
respect of the settlement of any amount owing
under an FTR and any FTR payment due in
respect of an FTR.

Clause 14.44 of the Code provides:
Payments to and from payees
14.44 Issue of invoices to payees
Payee invoices must be issued as follows:

(a) concurrently with issuing invoices to payers,
the clearing manager must issue pro forma
invoices to each payee. Each such pro
forma invoice must detail the amount that
the clearing manager must pay in respect
of a billing period upon receiving payment
from the payers, subject to clause 14.47 and
clause 14.47A and the issue of an actual
GST invoice for the amount payable to that
payee. Payees must not issue GST invoices
for supplies of electricity or ancillary
services or ancillary service administrative
costs to the clearing manager:

(b) if the clearing manager issues a pro forma
invoice to a payee and the total sum of the
items specified in that pro forma invoice
is such that the payee is obliged to pay the
clearing manager, the payee is deemed to
have been issued with an invoice, and the
payee is deemed to be, in relation to that
invoice, a payer. Clauses 14.36 to 14.54
apply to the payee as if it were a payer for
the purposes of issue and payment of the
invoice.

Clause 14.47A of the Code states that the Clearing
Manager must calculate the total amount payable

in respect of FTRs and must pay that amount in
accordance with the terms of the FTR. Clause 14.47A
relevantly provides:

14.47A Payments in respect of FTRs

(1) The clearing manager must calculate the total
amount payable by the clearing manager in
respect of FTRs in respect of the current billing
period.

(2) The clearing manager must publish the amount
payable by a person or to a person per MW in
respect of FTRs in respect of the current billing
period.

(3) The clearing manager must pay any amount
payable in respect of FTRs in respect of the
current billing period from the FTR account, in
accordance with the terms of the FTR.
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(4) If the total amount required to be paid by the
clearing manager in respect of FTRs in respect
of the billing period exceeds the amount of
all funds in the FTR account available for the
settlement of FTRs in the relevant billing period,
the clearing manager must amend each amount
payable to a person in respect of each FTR for
that billing period so that the amount payable is
calculated according to the following formula:

(5) Subclause (4) does not apply to an FTR in
respect of which the holder of the FTR is
required to pay an amount to the clearing
manager.

Secondary market

43. ltis expected that over time a secondary market will
develop for FTRs. The Code provides that FTRs may
be sold or assigned to other persons, providing the
purchaser satisfies the requirements that the Code
specifies for Participants in the FTR market. That
is, the purchaser would need to apply to the FTR
Manager for registration of the FTR assignment, and
provide the Clearing Manager with the necessary
prudential security before the FTR Manager would be
able to register the assignment of the FTR on the FTR
register (at which time the purchaser will be an “FTR
Holder”). The requirements for prudential security
and assignment of FTRs are set out in cls 14.3 to 14.6
and 13.248 to 13.250 of the Code respectively.

44. Persons who acquire an FTR (or part of an FTR,
for example, 0.5 MW of a 1.0 MW FTR) by way of
assignment cannot do so otherwise than in accordance
with cl 13.248 of the Code. Clauses 13.248(5) and (6)
of the Code provide:

13.248 Assignment of FTRs

(5) Anassignment of an FTR or part of an FTRis
not effective unless it is registered on the FTR
register by the FTR manager.

(6) The FTR manager must not register an
assignment that is expressed to have effect after
the end of the billing period to which the FTR
relates.

45.  Once an assignee has been registered as the holder of
the FTR on the FTR register, the assignee replaces the
Participant as the counterparty to the FTR.

46. If the FTR has been assigned under cl 13.248 of the
Code and the notification of assignment discloses the
price at which the FTR has been assigned, cl 13.249
will apply and the assignee will become liable for the
price disclosed when it becomes due on settlement. If

the price disclosed in the notification is less than the

FTR acquisition cost, the assignor will be liable to pay
the difference to the Clearing Manager. If the price
disclosed in the notification is more than the FTR
acquisition cost, the assignor will be entitled to be paid
the difference by the Clearing Manager. Clause 13.249
of the Code relevantly provides:

13.249 Liability for FTR payments when FTR
assigned and price disclosed

(1) This clause applies if—
(a) an FTRis assigned under clause 13.248; and

(b) the notification of assignment discloses the
price at which the FTR has been assigned.

(2) The FTR manager must provide a copy of
the notification of assignment to the clearing
manager.

(3) The assignee becomes liable for the price
disclosed under subclause (1)(b) when it
becomes due on settlement of the FTR.

(4) If the price disclosed in the notification is less
than the FTR payment in respect of the FTR
that would, if the assignment had not taken
place, become due on settlement of the FTR, the
assignor becomes liable to pay to the clearing
manager an amount equal to the difference
between the FTR payment and the price at
which the FTR has been assigned.

(7) If the price disclosed in the notification is more
than the FTR payment in respect of the FTR
that would, if the assignment had not taken
place, become due on settlement of the FTR,
the assignor becomes entitled to be paid by the
clearing manager on settlement of the FTR an
amount equal to the difference between the
FTR payment and the price at which the FTR
has been assigned.

Loss and constraint excess

47.

48.

49.

FTRs will be underpinned, and payments made by the
Clearing Manager to Participants or FTR Holders under
the FTRs will be funded, by FTR auction revenue and
the “loss and constraint excess”.

The loss and constraint excess is, broadly, the
difference between the aggregate amount the Clearing
Manager receives from purchasers of electricity in a
billing period (calendar month) and the aggregate
amount the Clearing Manager pays to generators of
electricity.

Historically the Clearing Manager allocated this loss
and constraint excess to the owner of the national
grid, which meant it was not available to fund an
instrument to protect purchasers from the high price
under the constraint or generators from the low price.
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With the introduction of FTRs, the Clearing Manager e An amount paid by a Participant to an FTR Holder, or
will retain part of the loss and constraint excess for by an FTR Holder to a Participant or FTR Holder (in
each billing period and use it to settle FTRs for the the event that the FTR has previously been assigned) in
corresponding billing period. consideration for the assignment of an Obligation FTR is
50. Under cl 14.73 of the Code, the FTR Manager is not “consideration” (as defined in s 2(1)) for a “taxable
required to determine the amount of loss and supply” (as defined in s 2(1)) made by the Participant or
constraint excess that the Clearing Manager must FTR Holder (as appropriate).
retain and pay to the FTR account on the 20th day of The period or income year for which this Ruling
each month following a billing period. applies
51. Where the amount retained for a billing period is This Ruling will apply for the period beginning on 18

greater than the amount required to settle the relevant  october 2012 and ending on 18 October 2015.

FTRs, the balance will be paid to the grid owner.
This Ruling is signed by me on the 18th day of October

52. Where the total amount required to be paid to 2012

Participants or FTR Holders in respect of FTRs for

BINDING RULINGS

a billing period exceeds the amount of all funds in
the FTR account (which is managed by the Clearing
Manager), payments under the FTRs will be prorated
and Participants or FTR Holders will receive a scaled

Fiona Heiford
Manager (Taxpayer Rulings)
amount.

Condition stipulated by the Commissioner

This Ruling is made subject to the following condition:
a) Obligation FTRs are entered into on arm’s length terms.

How the Taxation Laws apply to the Arrangement

Subject in all respects to any condition stated above, the
Taxation Laws apply to the Arrangement as follows:

o The supply of an Obligation FTR is a supply of financial
services under s 3(1)(k).

o The supply of an Obligation FTR (being the provision
of a financial service as defined in s 3(1)(k)) by the
Clearing Manager to a Participant or FTR Holder who is
not “resident” in New Zealand (as defined in s 2(1)) and
who is outside New Zealand at the time the services are
performed is subject to GST at the rate of 0% under ss
11A(1)(k) and 14(1B)(a), provided that s 11A(2) does not
apply.

e Anamount paid by the Clearing Manager to the
Participant or FTR Holder in performance of the Clearing
Manager's obligations in respect of an Obligation FTR is
not “consideration” (as defined in s 2(1)) for a “taxable
supply” (as defined in s 2(1)) made by the Participant or
FTR Holder to the Clearing Manager.

e An amount paid by the Participant or FTR Holder to the
Clearing Manager in performance of the Participant’s or
FTR Holder's obligations in respect of an Obligation FTR
is not “consideration” (as defined in s 2(1)) for a “taxable
supply” (as defined in s 2(1)) made by the Clearing
Manager to the Participant or FTR Holder.
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LEGAL DECISIONS — CASE NOTES

This section of the TIB sets out brief notes of recent tax decisions made by the Taxation Review Authority, the High Court,

Court of Appeal, Privy Council and the Supreme Court.

We've given full references to each case, including the citation details where it has already been reported. Details of the

relevant Act and section will help you to quickly identify the legislation at issue. Short case summaries and keywords

deliver the bare essentials for busy readers. The notes also outline the principal facts and grounds for the decision.

These case reviews do not set out Inland Revenue policy, nor do they represent our attitude to the decision. These are

purely brief factual reviews of decisions for the general interest of our readers.

DEBTOR-INITIATED PAYMENTS

Case Stiassny & Others v Commissioner of
Inland Revenue

Decision date | 28 November 2012

Act(s) Goods and Services Tax Act 1985,
Personal Property Securities Act 1999

Keywords Debtor-initiated payments,
consideration, good faith, restitution,
mistake of law

Summary

The Supreme Court considered the issue of debtor-initiated
payments under section 95 of the Personal Property
Securities Act 1999 (“PPSA”) and how such payments
effected priorities and claims in restitution for payments
made by mistake. The Supreme Court found that not

only had the Commissioner of Inland Revenue (“the
Commissioner”) provided good consideration, but she had
also acted in good faith in receiving payment of the goods
and services tax (“GST”) from the receivers. The Supreme
Court dismissed the appellants’ appeal.

Impact of decision

This decision, although significant in terms of quantum, has
limited tax technical implications. However, the decision

is very significant for the analysis of section 95 of the

PPSA and how it relates to the law of restitution regarding
mistaken payments.

Facts
The appellants in this case were:
e two companies, and the receivers of those companies,

who were the partners in the Central North Island
Forestry Partnership (“CNIFP”); and

e the secured creditors of the CNIFP.

The partner companies were placed into receivership by a
secured creditor. The CNIFP itself was not in receivership.

The CNIFP sold a forest for US$621 million, plus GST of
approximately NZ$127 million. There were insufficient
funds to repay secured lenders as well as the GST on the
sale, which resulted in a dispute as to the priority of the GST
amount. The receivers paid the GST to the Commissioner
and commenced proceedings to claim the funds back. They
sought:

o an order that the receivers were not liable to pay the GST;

o the return of the funds as money paid under a mistake of
law (a restitutionary claim).

The Commissioner unsuccessfully applied to strike out

the claim at the High Court and subsequently appealed
the High Court’s decision to decline to strike out the
respondents’ claim to the Court of Appeal. The Court of
Appeal allowed the Commissioner’s appeal holding that
section 95 of the PPSA gave the Commissioner the priority.
The Court of Appeal did however find that the receivers
were not personally liable to pay the GST. The appellants
were granted leave to appeal to the Supreme Court.

Decision

The Supreme Court affirmed the decision made by the
High Court, and by the Court of Appeal that the receivers
were not liable to pay the GST; the liability was that of the
partnership.

The Commissioner’s first argument advanced was that in
effect section 58 of the Goods and Services Tax Act 1985
(“GST Act”) should be read as if section 57 did not appear in
the Act. Absent section 57, each partner would be treated
as carrying on the partnership’s taxable activity and would
be required to register. As each partner in the CNIFP was an
incapacitated person because they were each in receivership
then, the receivers would then be their specified agents and
must under section 58(1A) be treated as carrying on the
taxable activity and so be liable to pay the GST incurred.
The Supreme Court held at [26]:

The argument is ingenious but, like the Courts below,
we do not accept it. It requires the carefully crafted and
very clear directives in section 57(2) that members of an
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unincorporated body are not liable to be registered and that
the body’s taxable supplies are deemed not to be made by
any member to be disregarded or, as the Court of Appeal
said, contradicted; and it would require a reading of the
definition of “incapacitated person” in section 58(1) as if

it said “a registered person (or someone who would be

”

required to be registered but for section 57)". It would be
wrong to ignore the directives in section 57 and to put into
section 58 additional words which are not obviously required
by the sense of the provision.

The second and alternative argument advanced by the
Commissioner was in respect of section 57(3) of the GST
Act, which makes a member of an unincorporated body
jointly and severally liable for all the tax payable by the body
during that person’s membership. A “member” is defined in
section 2 as including a partner, a joint venture, a trustee, or
a member of an unincorporated body. The Commissioner
submitted that section 57(3) should be read as also
including a receiver of a member. The Supreme Court held
at [27]:
... Once more, and in common with the High Court and the
Court of Appeal, we decline to accept this argument. It again
involves reading into the statute something which is certainly
not implicit. Those expressly designated as members by
the definition are all persons who would be the owners of
the assets of, or a share or interest in, the unincorporated
body. Itis a stretch too far to treat as a member for the
purposes of section 57 someone like a receiver who has no
legal or beneficial entitlement to any such assets or share or
interest — in this case, to the assets of the partners. And it
would involve the imposition of a receiver’s personal liability
in circumstances where section 58, directed, inter alia, at the
position of insolvency administrators, does not do so.

The Supreme Court agreed with the High Court and Court
of Appeal that the payment of the GST by the receivers to
the Commissioner was a debtor-initiated payment within
the meaning of section 95 of the PPSA on the footing that
the receivers, as agents for the two partners (and through
them the CNIFP) initiated payment to the Commissioner.

The Supreme Court did not accept the appellants’
argument that even if the partnership did have legal title
to the proceeds of sale and made the payment of the GST,
those proceeds were to be viewed as held on a bare trust
for the secured creditors, and so, in equity, the payment
to the Commissioner utilised their property, which they
could recover. In essence, the appellants were seeking to
overcome section 95 of the PPSA by arguing that if the
payment was made using funds in a partnership bank
account, in circumstances where at common law the
partnership had only a bare legal title to the chose in action

represented by the credit balance in the bank account from

which the cheque was drawn, the payment was not debtor-
initiated. Accordingly, it cannot be treated under section 95
of the PPSA as a payment by the debtor partnership.

The Supreme Court also did not accept the appellants’
argument that the Commissioner could not rely on section
95 of the PPSA because she had actual knowledge or

notice when she received the GST that the payment to her
was in breach of the terms of the security interests in the
proceeds of sale held by the Bank of New Zealand (“BNZ")
and CNIFP and that she had not acted in accordance with
the requirements of section 25 of the PPSA to exercise good
faith.

The Supreme Court did accept the appellants’ argument
that even if section 95 of the PPSA would give the
Commissioner a priority over the secured creditors, that did
not prevent any of them from arguing their case as a claim
for recovery of the GST as a payment made by mistake or
under compulsion. Moreover, the Supreme Court accepted
that the receivers had made a mistake about the law when
they caused the partnership to make the GST payment,
thinking that they were personally liable for the GST.
However, the Supreme Court found that the partnership’s
claim must nevertheless fail on restitutionary principles (at

[65]):

The partnership did owe the Crown the amount of
GST which it paid to the Commissioner. Therefore the
Commissioner gave good consideration in accepting its
payment in discharge of the debt.

The Supreme Court concluded that (at [70]):

It has not been shown by the Commissioner at this stage of
the case that the receivers were personally liable for the GST.
The payment was made by the partnership. On the basis
that the receivers were not personally liable, it was made
because of a mistake by them. But it is not recoverable from
the Crown. The claim of the partnership for recovery of a
payment made by mistake or under compulsion fails because
the Commissioner gave good consideration. The claim of the
secured creditors fails because of section 95. The receivers
have no independent claim.
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APPROVED ISSUER LEVY AND
WITHHOLDING TAXES - HIGH
COURT DISMISSES APPEAL AND
ALLOWS COMMISSIONER’S CROSS-
APPEAL ON SHORTFALL PENALTY

Case Vinelight Nominees Limited and
Weyand Investments Limited v

Commissioner of Inland Revenue

Decision date | 7 December 2012

Act(s) Income Tax Act 1994, Tax
Administration Act 1994
Keywords Residency, centre of management,
approved issuer levy, resident
withholding tax, tax avoidance, statute
bar, abusive tax position
Summary

The appeal was dismissed and the cross-appeal allowed.
The High Court concluded that Weyand Investments Ltd
had its centre of management in New Zealand, was liable

to deduct resident withholding tax (“RWT”) and that the
arrangement was a tax avoidance arrangement. The Court
also considered that the appellants were liable for a shortfall
penalty for taking an abusive tax position, allowing the
cross-appeal by the Commissioner of Inland Revenue (“the
Commissioner”).

Impact of decision

The High Court confirmed that the centre of management
test is factual and the enquiry is to be made by reference

to the nature of the company’s business and activities. The
Court also applied section 138G of the Tax Administration
Act 1994 (“TAA”) to arguments not raised in the statements
of position. The Court also confirmed that the test for
applying the abusive tax position shortfall penalty is an
objective test.

Background

This was an appeal by the appellants against the decision
of the Taxation Review Authority (Case 11/2011 (2011) 25
NZTC 15,177) upholding the Commissioner’s assessments.
The Commissioner cross-appealed the Authority’s decision
to disallow the shortfall penalty.

Facts

Mr and Mrs Chin lived in New Zealand from 1949 to
1973, in Hong Kong from 1973 to 1989 and in New
Zealand from late 1989 onwards. Weyand Investments
Limited (“Weyand”) is a Hong Kong registered company,
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incorporated in 1982 by Mr and Mrs Chin, who were the
directors and shareholders prior to 1997.

In 1990, Mr and Mrs Chin incorporated a New Zealand
company, Vinelight Investments Limited (“VIL”), the
shareholders of which were Mr and Mrs Chin’s three
children. In 1989, Mr and Mrs Chin made advances to
Weyand. In 1990, Weyand then made substantial loans to
VIL, which were converted to redeemable preference shares
in VIL. These were redeemed in 1996 by VIL with the result
being VIL was indebted to Weyand for over $3 million.

After receiving tax advice in 1996, a plan was devised to
allow income earned in New Zealand by VIL and other
Chin family entities to be paid to Weyand subject only to
the payment of approved issuer levy (“AlIL”). The first step
in this plan was the settlement of the Vinelight Trust, with
Vinelight Nominees Limited (“Vinelight Nominees”) as
the sole trustee. Mr and Mrs Chin were the directors of
Vinelight Nominees.

In 1997, Mr and Mrs Chin transferred their shares in
Weyand to their three children who were appointed
additional directors. A deed of acknowledgement of debt
was executed in 1997 recording that Weyand had advanced
$3 million to Vinelight Nominees by way of a loan with
Vinelight Nominees acknowledging the debt to Weyand
and was repayable on demand. However, the advance was
made to VIL not Vinelight Nominees. An additional deed
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of assignment of debts and acknowledgement of debts
was executed in 1998 recording that in consideration for

the assignment to Vinelight Nominees of debts owed by
195 Khyber Pass Road Limited to VIL, Vinelight Nominees
agreed to assume liability for VILs debt to Weyand in the
amount of $1.8 million repayable on demand with interest
payable pending repayment. Vinelight Nominees also
agreed to pay AlL on any interest payments made.

In 1998, Vinelight Trust applied for (and was granted) AlL
status and in 1999 applied for (and was granted) registration
of the debt owed to Weyand as a registered security.

The Commissioner asserted that from 1999 to October
2003 Weyand was a New Zealand tax resident and
accordingly should have deducted RWT as opposed to

AIL. The Commissioner accepted that from October 2003,
Weyand was not a New Zealand resident. However, the
payment of AIL as opposed to non-resident withholding
tax (“NRWT”) formed part of a tax avoidance arrangement.
The Commissioner also imposed shortfall penalties for
taking an abusive tax position.
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Decision

The Court dismissed the appeal and allowed the
Commissioner’s cross-appeal.

Residency

The Court concluded that it was satisfied Weyand had its
centre of management in New Zealand, confirming the test
is factual and the enquiry is to be made by reference to the
nature of the company’s business and activities. Among

a number of factors, the Court relied on the fact that Mr
Chin, in Auckland, instructed Ernst & Young regarding

the various Chin family companies (including Weyand)
and there was no evidence he consulted anyone outside
New Zealand in implementing the advice of Ernst & Young.
The Court also confirmed that Mr Chin made the demand
for interest on behalf of Weyand and it was significant that
the advice to the children, that a reduction in interest rate
was desirable and ought to be made, came from Mr Chin in
New Zealand.

Was Vinelight Nominees liable to deduct RWT?

The Court considered the appellants’ submission that
Vinelight Nominees was not liable to deduct RWT because
it did not satisfy the criteria in section NF 2(4)(b)(ii) of the
Income Tax Act 1994 (“the Act”) but held that the effect of
section 138G(1) of the TAA meant it was not open to the
appellants to make submissions on the issue at first instance
or on appeal.

The appellants also submitted that Vinelight Nominees

was not liable to pay RWT pursuant to section NF 5 of the
Act. The Court was satisfied that Vinelight Nominees must
be taken to have concluded that its payment to Weyand
constituted non-resident withholding income and that

all reasonable inquiries can be taken to have been made.
However, the Court considered that the conclusion reached
by the appellants could not be reached on reasonable
grounds. Accordingly, the Court held that section NF 5(1)
of the Act was not satisfied.

In addition, the Court considered that despite submissions
to the contrary from the appellants, section 108(1)(a) of the
TAA should be read as substituting the phrase “RWT return”
for “income tax return” when applied in the context of
section 99 of the TAA. Accordingly, the Court was satisfied
the Commissioner’s assessments were not statute barred.

Tax avoidance arrangement

The Court was satisfied that the appellant’s use of section
NG 2(1)(b)(i) of the Act could not have been within
Parliament’s contemplation when it enacted the provision.
In particular, the Court concluded that the whole purpose
of the arrangement was to ensure Vinelight Nominees

would not pay income tax on income that it received and

paid to Weyand as interest other than AlL at 2%. The Court
also held that if tax avoidance was not the sole purpose,

it was the predominant purpose and therefore was not
merely incidental. Accordingly, the Court concluded a tax
avoidance arrangement existed, which was void as against
the Commissioner.

The appellants submitted that even if a tax avoidance
arrangement existed, the Commissioner was not able to
exercise the reconstruction power in section GB 1 of the
Act as the provision is limited to adjusting amounts of gross
income, allowable deductions and net losses included in the
calculation of taxable income. The Court concluded that
section 138G of the TAA precluded the appellants from
raising this issue.

Shortfall penalties

The Court accepted that the judgment of the Authority
suggests it did not consider the tax position taken by the
appellants wholly objectively. The Court concluded that
viewed objectively, each tax position was an unacceptable
tax position and that the test in section 141D(7)(b) of
the TAA was met. Accordingly, the Court allowed the
Commissioner’s cross-appeal.
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nullity

Summary

The High Court has no power to recall or set aside its
judgment on questions of law that have been the subject of
appellate decision.

Impact of decision

The assessments confirmed by the Supreme Court in Ben
Nevis were not improperly obtained. Arguments based on
fraud in this case are collateral attacks, which cannot be
sustained.

The Court of Appeal order remitting the proceeding back
to the High Court and the possible consequential strike-out
application by the Commissioner of Inland Revenue (“the
Commissioner”) was overturned. The judgment of the High
Court was reinstated.

Facts

On 19 December 2008, the Supreme Court delivered
judgment in an appeal by investors and loss-attributing
qualifying companies over their participation in a forestry
development project known as the Trinity scheme (Ben
Nevis Forestry Ventures Ltd v Commissioner of Inland Revenue
[2008] NZSC 115). The Supreme Court’s judgment upheld
the assessments made by the Commissioner that the Trinity
scheme was a tax avoidance arrangement.

On 15 September 2009, Redcliffe Forestry Venture Ltd

and six other Trinity investors, along with Garry Muir, a
director of Redcliffe and the architect of the Trinity scheme
(together “Redcliffe”), brought proceedings against the
Commissioner.

Redcliffe sought orders setting aside the judgment of the
High Court, delivered by Venning ] in 2004, on the ground
that the Commissioner had obtained that judgment by
knowingly presenting a “false case” in the High Court.

Redcliffe alleged that the Commissioner had deliberately
refrained from putting material facts and law before the
High Court so as to secure a judgment the Commissioner
knew would not have been available if there had been full
and frank disclosure of the legal position.
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The specific allegation was that the Commissioner
knowingly and wrongly applied a depreciation allowance
to expenditure incurred by the Trinity investors under
subpart EG of the Income Tax Act 2004 when subpart
EH8(1) required that the expenditure be calculated under
its provisions.

Under rule 5.49 of the High Court Rules, the Commissioner
objected to the jurisdiction of the High Court to consider
Red(cliffe’s application as the 2004 High Court judgment had
been upheld by the Supreme Court. The Commissioner
applied for orders dismissing Redcliffe’s proceeding on the
ground that the High Court judgment they sought to set
aside is final and cannot be reopened.

The Commissioner’s application was successful and Venning
J dismissed Redcliffe’s proceeding. Redcliffe appealed

to the Court of Appeal arguing that the Commissioner
should have brought the objection based on the finality

of the earlier judgment by applying to strike out Redcliffe’s
proceeding under rule 15, not rule 5.49. Redcliffe alleged
that they had been denied an opportunity to amend their
pleadings, and to meet any strike-out application with
affidavit evidence of the alleged fraud.

The Court of Appeal accepted these arguments, allowed
the appeal, and remitted Redcliffe’s case to the High Court
where the Commissioner could apply under rule 15 to strike
out the proceeding. The Commissioner appealed to the
Supreme Court.

Decision

Whether the Commissioner’s challenge to the claim was
appropriately brought under rule 5.49

Rule 5.49 allows a defendant to protest the jurisdiction of
the Court to hear and determine a proceeding on the basis
that the Court has no power to entertain the claim.

The Court of Appeal considered that the Commissioner
confused the jurisdiction of the Court to grant relief with
its jurisdiction to entertain and decide a claim for relief.
Similarly Venning ) had erred by confusing the High Court’s
power to grant relief by setting aside the 2004 judgment
with its jurisdiction to hear and determine the setting-aside
proceeding.

The Supreme Court found that these were not the
arguments advanced by the Commissioner. The
Commissioner had accepted that the High Court has the
threshold power to determine the limits of its jurisdiction in
relation to the plaintiffs’ proceeding.

The Commissioner’s argument was that the High Court
had no “jurisdiction” because jurisdiction now lay with the
Supreme Court on an application by Redcliffe to recall the
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judgment of the Supreme Court. This contention relates
to the High Court’s power to hear and decide Redcliffe’s
proceeding rather than whether the Court can grant the
relief it seeks.

The Supreme Court found that the Court of Appeal had not
addressed this argument. The Commissioner’s objection to
the High Court’s jurisdiction fell within one of the categories
of cases to which rule 5.49 applied. The Supreme Court
found that a proper function of rule 5.49 was to determine
whether the High Court was competent to decide the
dispute.

The Supreme Court found that the Court of Appeal’s
approach to interpreting the meaning of “jurisdiction”
under rule 5.49 was too restricted. Rule 5.49 expresses an
unqualified right to challenge a court’s jurisdiction to hear
and determine a proceeding.

Redcliffe’s allegations did not constitute a case capable of
leading the High Court to set aside the 2004 judgment.

The Supreme Court held that the High Court lacks
jurisdiction to determine whether the Supreme Court’s legal
conclusions in Ben Nevis were wrong.

The Commissioner’s objection to the High Court’s
jurisdiction under rule 5.49 was soundly based and should
have been upheld.

Whether the judgment of the High Court should in any
event have been upheld

The Supreme Court began with a discussion of the
principle of finality in litigation and the fraud exception.
The principle of finality in litigation makes conclusive final
determinations reached in the judicial process. Unless

a judgment of a Court is set aside on further appeal or
otherwise set aside or amended according to law, it is
conclusive as to the legal consequences it decides: R v Smith
([2003] 3 NZLR 617 (CA)).

The principle of finality in litigation reflects both the public
interest in there being an end to litigation and the private
interest of parties to court processes not being subjected by
their opponents to vexatious re-litigation.

The principle of finality in litigation is attended with limited
exceptions when justice requires. Exceptionally the law
allows judgments to be attacked inter alia on grounds of
fraud: there must be conscious and deliberate dishonesty
and the Court’s judgment must be obtained by it.

The rationale for allowing a fraud exception to finality is
that it is right that a party who can show that his or her

ability to mount an effective case was compromised by the

fraudulent conduct of the other party, should not be bound
by a judgment which was thereby obtained.

Where such allegations are made, the plaintiff is required
to discharge the onus of showing it has a case with an
evidential foundation amounting to a prima facie case of
fraud. The plaintiff also has the onus of establishing that
the new evidence is sufficient to justify a new trial.

The Supreme Court then considered whether Redcliffe
raised a tenable case involving the fraud exception.
Redcliffe alleged that the Commissioner had a statutory
duty under section 89F of the Tax Administration Act 1994,
to refer, in notices of proposed adjustment, the “existence,
application and effect” of subpart EH8, but deliberately and
as part of a litigation strategy, did not do so.

Redcliffe’s overall claim was that the Commissioner had
suppressed the true legal position, presented a false case to
the High Court, and thereby procured a judgment, based
partly on the wrong provisions of the Income Tax Act 2004.

The Supreme Court found that the fraud exception to the
finality of judgments does not apply to legal errors allegedly
made in the reasons for judgment, even if a party’s conduct
is said to contribute to the making of the alleged error.

Where the fraud exception to finality is properly invoked,
the party challenging the judgment will be able to show
that his or her ability to mount an effective case was
compromised by the fraudulent conduct of the other party.

The Supreme Court found that the fraud exception is

not applicable in the instant case. The legislative subpart
allegedly concealed was at all times present in the legislation
and was thus inherently incapable of concealment. It was
also raised in evidence by the Commissioner.

The judgment of the High Court was correct and was
reinstated. Redcliffe’s proceeding was dismissed.
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agents. The OCTC also contributes to the “Questions we’ve been asked” and “Your opportunity to comment” sections
where taxpayers and their agents can comment on proposed statements and rulings.

Legal and Technical Services

Legal and Technical Services contribute the standard practice statements which describe how the Commissioner

of Inland Revenue will exercise a statutory discretion or deal with practical operational issues arising out of the
administration of the Inland Revenue Acts. They also produce determinations on standard costs and amortisation or
depreciation rates for fixed life property used to produce income, as well as other statements on operational practice
related to topical tax matters.

Legal and Technical Services also contribute to the “Your opportunity to comment” section.
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decisions and case notes on recent tax decisions made by the Taxation Review Authority and the courts.
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