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Salaries in family
companies

In a welcome development the High
Court has found in favour of the
taxpayers in the Penny and Hooper test
cases on tax avoidance in the context of
salaries paid by private professional
services companies.

The Court held that arrangements
entered into by Messrs Penny and
Hooper did not constitute tax avoidance
arrangements, or, alternatively, that the
tax avoidance purpose or effect of the
arrangements was merely incidental to
the purpose of adopting a commercially
orthodox corporate form of practice.

The cases (held together) are relevant
to taxpayers who operate via, and are
paid salaries by, companies that they
have set up and / or own. The Court’s
decision is ‘directly on point’ for
professionals who provide their services
through companies. It applies more
broadly also to situations where a
company conducts any trade or activity
and pays salaries to shareholders who
are also employees.

Mackenzie J was required to consider
scenarios that are much more common
than those that the Supreme Court had
to consider in the Trinity and
Glenharrow tax avoidance cases late
last year.

In our view, the High Court’s decision is
well reasoned and crafted. The judge
applies the principles and approach to
tax avoidance developed by the
Supreme Court — essentially a ‘'scheme
and purpose’ approach — in a coherent
and accessible way.

Messrs Penny and Hooper are
orthopaedic surgeons who transferred
their practices to companies they had
set up. Over a number of years the
companies paid the surgeons salaries
that were substantially less than the
amounts they had derived as sole
traders. The Commissioner issued
assessments on the basis that the
arrangements constituted tax
avoidance. The effect of the adjustment
in each case was to increase the
surgeon’s taxable income to an amount
the Commissioner considered was a
commercially realistic salary for the
services provided to the company.

Significantly, the arrangements did not
involve any artifice, contrivance or
circularity and the taxpayers were
credible witnesses.
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The judge’s key findings were as
follows:

o where the choice of business
structure is a commercially orthodox
one, a taxpayer is not required to
demonstrate a commercial
justification for the choice of one form
of business structure over another;

o generally the proprietor of a 'one
person' business has the choice of
conducting their business as a sole
trader or through a company — a ‘one
person’ company is not a misuse of
the corporate form;

e achange in the incidence of tax by
transferring the business to the
company was consistent with the
specific provisions of the Act and not
contrary to any principle derived from
the scheme and purpose of the Act;

o the legal reality is that, although the
company conducting the business
may be under the control of the
person actually performing the
services, the company and the
individual are different taxpayers;

o if the business is conducted by a
company, the income is derived by
the company and not the individual,

o there is nothing in the scheme and
purpose of the Income Tax Act to
support the proposition that payment
of a commercially realistic salary is a
general and over-riding requirement
of the Act; and

o the Commissioner’s proposition that it
is implausible that Parliament
intended to condone income splitting
by professionals is not derived from
the scheme of the Act viewed
objectively. Rather it involves an
intuitive, subjective impression of the
morality of income splitting by
professionals and seeks to interpret
the Act though that subjective lens.
The Act does not encompass notions
of morality.

The Court also held that the personal
services attribution rules in the Act did
not apply. Neither the letter nor the
intent of those rules was infringed.
These rules apply where a company
providing personal services derives
most of its income from a single source.
As the Court emphasised, the attribution
rules are directed at companies that do
not have genuinely independent
businesses and where the relationship
with the income provider is akin to one
of employment.
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Mackenzie J distinguished the Hadlee
case cited by the Commissioner on the
basis that it concerned the assignment
of income (by a partner in a partnership)
and not the derivation of income by a
company (as was the case in Penny and
Hooper).

The Court rejected the TRA’s view
expressed in Cases V20 and W33 (the
dentist’s trading trust cases) that the
quantum of the tax saving is relevant in
determining whether the tax avoidance
purpose or effect is merely incidental.
According to the High Court, the
quantum of tax involved is unlikely to be,
on its own, a reliable indicator of
whether the tax avoidance purpose or
effect is merely incidental to some other
purpose. Mackenzie J specifically
confirmed that tax avoidance may be a
merely incidental purpose of an
arrangement even though the tax
advantage is large, or, conversely, may
be a central purpose of the
arrangement, even though the tax
advantage is small. Size does not
matter.

The decision is a positive development
for family companies that pay salaries to
their owners. However, it is important
that taxpayers make their decisions
about salaries in a wider context. They
need to take into account, for example,
the shareholders’ current account status
and the company’s and shareholders’
risk profiles. Taxpayers, who choose to
reduce the salaries their companies
would normally pay, or would otherwise
have paid, need to be prepared for the
lower salaries being questioned by the
Commissioner.

The Inland Revenue Department are
appealing the High Court decision and
in our view, the Court of Appeal is likely
to uphold that decision. However, even
if a higher court overturns the decision,
the High Court’s decision represents the
current law and taxpayers can rely on it.
In our view, taxpayers who base their

decisions about salaries on the
principles outlined in this case and
choose to pay a below ‘market’ salary
(whatever that is) will not be taking an
unacceptable tax position.
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Meeting tax obligations

Recently the Commissioner has
reminded taxpayers, who are having
trouble meeting their tax obligations,
that they have a range of options.

Taxpayers can either:

o pay the tax in full;

e enter an instalment arrangement
with the Commissioner to pay an
agreed amount over time. At the
end of December 2008 $902 million
of tax was being paid under
instalment arrangements;

o request the Commissioner to write
off an agreed amount on the basis
that full payment would cause the
taxpayer serious hardship; or

o seek a combination of an
instalment arrangement and a
serious hardship write-off.

A taxpayer that makes a formal
instalment arrangement with the IRD
before the due date for payment will
pay only a 1% late payment penalty as
long as they meet the obligations in
the arrangement. If a payment
becomes overdue, a further 4%
penalty will apply (if the payment is not
made within 7 days of the due date),
compounding at a further 1% every
month thereafter.

If an arrangement is made after the
due date, penalties that have already
been imposed cannot be remitted. If
all obligations under an arrangement
are met, no further penalties

are imposed.

Another option is for taxpayers to use a
tax pooling intermediary to manage their
exposure to use of money interest and
penalties. By using a tax pooling
intermediary taxpayers can, in some
cases, purchase tax from the tax pooling
intermediary. The tax pooling
intermediary will then put the tax
purchase into the taxpayer's IRD
account at a backdated effective date.
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38% RWT rate

In December 2008 the new Government
introduced a three year programme of
personal tax cuts beginning 1 April
2009. A top personal marginal tax rate
of 38% applies from 1 April 2009 to 31
March 2010. As the top rate of 38%
applies only for the 2009/2010 tax year,
the December 2008 legislation did not
amend the resident withholding tax
(RWT) deduction rates included in the
Income Tax Act 2007. However, it does
allow the payer of interest to choose to
withhold RWT at a rate of 38% for the
2009/2010 tax year.

A payer of interest may choose to
withhold RWT at a rate of 38% where
the interest is paid in the 2009/2010 tax
year and a tax rate of 39% would have
applied. Alternatively, the payer can
continue to withhold RWT at a rate of
39% for the 2009/2010 tax year if the
recipient has supplied their IRD number
to the payer and the recipient has
elected a withholding rate of 39% or if
the payer has not been supplied with the
recipient’s IRD number (i.e. as a default
rate).
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