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Directors duties and
cancelled contracts

The recent economic downturn has
resulted in a number of companies
facing financial difficulty and not being
able to settle sale and purchase
agreements for property. In some of
these instances the purchaser company
will have already claimed GST and used
these funds, perhaps to pay the deposit
on the purchase of the land. However, if
the contract cannot be settled, the
purchaser company will be required to
repay the GST to the IRD upon
cancellation. If the company is insolvent
there will be no funds available to pay
the IRD. This is not of concern to some
directors, as the debt will be written off
by the IRD.

However, in these instances directors
must remember their duties under the
Companies Act 1993. Thisis
highlighted in the decision in Goatlands
Limited.

Goatlands Limited was incorporated to
purchase a farm. The agreement was
signed on 17 May 2001 with settlement
deferred until 9 May 2002. Goatlands
Limited claimed, and received, a GST
refund for the purchase price in mid
2001. Part of the refund was used to
pay the deposit with the balance being
used to meet other costs incurred for
improvements to the property.

At the time that the purchase was
agreed to, the purchasers were aware
that they would not be able to complete
the sale on the settlement date unless
they sold their existing property.
Unfortunately they were unable to do so,
and on 31 July 2002 the agreement for
sale was cancelled. This resulted in
Goatlands Limited being liable to repay
the GST refund received to Inland
Revenue. Goatlands Limited could not
do so and was placed into liquidation.

The liquidators claimed that the
directors of Goatlands Limited had
breached their duties by allowing
Goatlands Limitedos
carried on in a manner that was likely to
create a substantial risk of serious loss
to the creditors, and that the directors
agreed to Goatlands Limited incurring a
contingent obligation to repay the GST
in circumstances where they did not
believe on reasonable grounds that it
would be able to do so.

The High Court held that the directors
were personally liable to repay 25% of
the GST refund to the Commissioner, as
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they took a real and significant risk in
deciding to spend the GST refund
before they knew for certain that
Goatlands Limited would be able to
complete the purchase of the farm, and
they took no steps to protect Goatlands
Limited against the risk that the sale
would not be able to be completed.

Directors must remember that they can
be held liable for the debts of the
company, including income tax and
GST, in some circumstances.

Avoid Pitfalls and
Penal ties é.

GST Time of Supply and Associated
Persons

ATi me of supplyo i
concept in GST legislation as it
determines the time at which a supply of
goods and services is deemed to take
place. This in turn determines when a
GST liability arises for the supplier of the
supply. The time at which the supplier
has to pay this GST liability across to
the IRD depends upon whether they are
registered on an invoice or payments
basis for accounting for GST.

General Rule

The general time of supply rule is that a
supply of goods or services is deemed
to take place at the earlier of an invoice
being issued or any payment being
received by the supplier. Itis at this
time that a GST liability arises for the
supplier . If the supplier accounts for
GST on an invoice basis then they will
be, generally, required to account for the
full GST liability in the taxable period in
which the time of supply occurs. For a
supplier who accounts for GST on a
payments basis they will, generally, be
required to account for the GST liability
in the taxable period in which the time of
supply occurs, to the extent of any
payment received in that taxable period.

The time of supply is also important for
the recipient of a supply of goods and
services as it determines the time when
a GST input tax claim arises. The
amount of GST input tax that can be
claimed, and in which taxable period,
will depend upon whether the recipient
is registered on an invoice or payments
basis. It must also be remembered that,
in order for a recipient to claim a
deduction for input tax, a tax invoice for
the supply must be held at the time of
filing the GST return in which the claim
is being made.
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Be careful when you deal with

associated persons!

When goods and services are supplied

between associated persons then the

general time of supply rule does not
apply. The time of supply in this
instance is deemed to take place as
follows:

1 in the case of a supply of goods that
are to be removed, at the time the
goods are removed

1 in the case of a supply of goods that
are not to be removed, at the time the
goods are made available to the
recipient

1 in the case of a supply of services, at
the time the services are performed.

The different time of supply rules for
associated supplies means that the time
at which a GST liability arises for the
supplier will differ from the general time
of supply rule. Furthermore, irrespective
of whether the supplier is on an invoice
or payments basis, the full amount of
GST output tax has to be accounted for
in the taxable period in which the supply
is deemed to take place. This is also
irrespective of the fact of whether an
invoice has been issued or any payment
received by the supplier.

For the recipient of an associated supply
of goods and services they are entitled
to claim the full amount of GST input tax
on the supply in the taxable period in
which the supply is deemed to occur.
This is irrespective of the fact of whether
the recipient is on the invoice or
payments basis. However once again it
must be remembered, that in order for a
recipient of a supply to claim GST input
tax, they need to hold a tax invoice at
the time of filing the GST return in which
the claim is being made.

Due to the special time of supply rules
for transactions between associated
persons it is imperative that the sale and
purchase agreement between the
parties is documented correctly and tax
invoices are issued in the correct
taxable periods. If any of the
documentation is incorrect it is possible

that the supplier has to pay GST on the
transaction in an earlier period than the
recipient can make the claim.

Refunds might not always come to you

In some instances the GST refund of the
recipient is to be used to pay the GST
owing by the supplier. However, if the
taxable period in which the GST refund
can be made is later than the taxable
period in which the GST has to be paid,
then the supplier will incur interest and
penalties, which can be significant
depending on the amount of GST
involved. In this instance, the IRD do not
accept the argument, to write off interest
and penalties, that
they are not out of pocket as the net GST
effect is nilo. Al
is that the transaction is accounted for in
the correct taxable period.

Therefore, care needs to be taken with
supplies between associated persons
to ensure all documentation is issued
correctly and that the transaction is
included in the correct GST periods.

It should be noted that the time of supply
rules for associated supplies also need to
be considered in the context of
matrimonial separations. The rules
surrounding these situations are rather
complex and beyond the scope of this
article. If you have any doubts or queries
call your advisor at Mcintyre Dick &
Partners Limited before you enter into an
agreement with an associated person.

Longer time to allocate trust
income to beneficiaries

A recent amendment to the definition of
Aibeneficiary i
Act means that trustees of discretionary
trusts now have a longer period to decide
on income allocations to beneficiaries.

Previously an income allocation, from a
trust to a beneficiary, had to be either paid
or applied within s
balance date. However, this caused
headaches for trustees and accountants
as, in some cases,
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statements had not been prepared by
this time. Thi s
income to be estimated and a minute
signed allocating income to
beneficiaries within six months of
balance date. If this minute was not
signed within six months of balance
date, the income of the trust was
retained as trustees income and taxed
at the rate of 33%. This is
disadvantageous if the income could
have been allocated to beneficiaries on
a lower tax rate.
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The IRD recognised the six month
allocation rule caused problems due to
the fact that a numdbay
filed tax returns by that time. Therefore,
from the 2010 tax year, a change has
been made to the definition of
ibeneficiary incomeo,
until the later of the following dates to
pay or apply income to beneficiaries:
1 adate that is within six months of

balance date; and
1 the earlier of the date the trust files

their tax return or the date the tax

return is required to be filed
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The change means that a trust with a 31
March balance date, and which uses an
accountant, could have up until 31
March of the following year to make an
income allocation to a beneficiary.
Previously this needed to be done by 30
September.

This change in the Income Tax Act may
not benefit all trusts. We are aware of
some trust deeds that have a clause
stating that if income is not paid or
applied within six months of balance
date the income will form part of the
capital of the trust fund. These trusts
will still need to prepare a minute within
six months to allocate income to
beneficiaries, otherwise the income will
be taxed as trustees income. Trustees
may want to consider whether this
clause in the trust deed should be
amended so that the income

allocation rules are aligned with the
Income Tax Act.
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Topical Taxes is intended as comment only and should not be relied upon or used as a substitute for professional advice.
No liability is accepted for loss or damage incurred by persons who rely on this commentary.
Professional advice should be sought in relation to any particular situation or circumstance.



