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No. 2¢) of 1970

IN THE JUDICIAL COLLIMEl OF THE IRIVY CoUNCIL

ON APPELL

Ok THE COURT OF i iil OF NN/ ZEALAND

BETEEN

THE COMMISSIOWER OF Iii.ND REVENUE Appellant
-~ and -

EUROLA OIL (N.Z.) LTILITD Respondent

CASE FOR THE AFPELLANT

1. This is an appeal from a Judgment of the
Court of Appcal of New Zealand (North r.,
Turner J. and LicCarthy J.) dated the 2lst

day of November 1969 following an appeal by the
Respondent from the Judgment of the Supreme
Court (McGregor J.) in favour of the

Appellant in respect of a case stated by the
Appellant under Section 32 of the Land and
Income Tax Act 1954 (hereinafter referred to

as "the Act").

2. The questions in issue are:
(1) ‘Whether certain amounts claimed as
costs of purchases and totalling
£5,062,962 for the income years ending

31st liarch 1960 to %1st March 1965 inclusive

Record

6122

6046
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are deductions to be made for the purpose
of calculating the assessable income of
the Respondent by virtue of Section 111
of the Act as being expenditure exclu-
sively incurred in the production of the
assessable income for any income year and
not otherwise disallowed by the Act.

(ii) Whether the various contracts and
arrangements between Gulf Oil Corporation
(hereinafter called "Gulf") or its sub-
sidiaries and the Respondent or its
subsidiaries in relation to the supply

of petroleum goods by Gulf to the Respon-
dent constitute an arrangement having the
purpose or effect of altering the incidence
of income tax or of relieving the Respon-
dent from its liability to pay income tax
under Section 108 of the Act.

(iii) Vhether the doctrines of promissory
estoppel or exhaustion of a discretion
precluded the Appellant from making any
of the amended assessments.

At all material times sections 110 and 111

of the Act were as follows:

30

"10. Except as expressly provided in
this Act, no deduction shall be made in
respect of any expenditure or loss of any
kind for the purpose of calculating the
assessable income of any taxpayer.

111. (1) In calculating the assessable
income of any person deriving assessable

income from one source only, any expendi-
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ture or loss exclusively incurred in the
production of the assessable income for
any income year may, except as otherwise
provided in this ..ct, be deducted from the
total income derived for that year.

(2) In calculating the assessable income
of any verson deriving ausessable income
from two or more sources, any expenditure or
loss exclusively incurred in the production
of asscssable income for any income year may,
except as otherwise provided in this .ct, be
deducted from the total income derived by
the taxpayer for that year from all such

sources as aforesaid."

And section 108 provided:

4.

¥108. Every contract, agreement, or
arrangement made or entered into, whether
before or after the commencement of this
Act, shall be absolutely void in so far as,
directly or indirectly, it has or purports
to have the purpose or effect of in any way
alterin the incidence of income tax, or
relievin; any person from his liability to
pay incoie tax."

The facts o the case may be briefly

summarised as follows:

(1) At all material times the Respondent
carried on the business of marketing
petroleun products in New Zealand and
obtained the bulk of its supplies of
petroleum products and, later feedstocks,
from Gulf.

(2) On the 3rd April 1956, the Respondent
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entered into the first of three groups
of contracts eithor with Gulf or one
of its subsidiaries. At the time of
the negotiations Gulf having a ready

market for products of refining other

ct

han gasoline souzht an outlet for
gasoline. The principal contracts of
the first group wore:

(a) 4 "Petroleum Products Sales 3001
Contract" for the supply of gasoline
and such gas o0il as the Hespondent
might require. The period of the
contract was ten years from 1 January
1957 to 31 December 1966 subject to
certain ri~hts of renewal. Delivery
was to be by cargo lots f.o.b. tankers
provided by the Respondent at ports
designoted by Gulf. The price to be
paid for gasolince under the contract
for each cargo lot was the lower of
two quotations as published in Ylatt's
Oilgram at the date loading commenced.
Platt's Oilgram was a publication
which gathered and published news of
sales and prices in the oil industry;
and the prices at which suppliers made
known their willingness to sell f.o.b.
in bulk lots had become known as

"posted prices'.
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(b) A "Contract of Affreightment" 3021
whereby Gulf agreed at the cost of

the Resgpondent to transport to New

Zealand by tanker the products

referred to in sub-paragraph (a)

above.

(¢) A "Contract for Organisation of 2049
Pan-Eastern Refining Company, Limited,

a Bahama Corporation" setting out

in the Third Schedule thereto a

"Processing Contract'". One recital 3057
to the Organisation Contract stated 3049
that contemporaneously therewith the
contracts referred to in sub-paragraphs

(a) and (b) above had been entered

into. It also recited that the 3050
benefits to be secured and enjoyed

by the Respondent by reason of its
beneficial interest in the company to

be incorporated and the execution and
carrying out by Gulf and Pan-ILastern
Refining Company Limited (hereinafter

called "Pan-Eastern") of the processing
contract was a major inducement to

the Respondent to enter into the

petroleum products sales contract and

the contract of affreightment refer-

red to in sub-paragraphs (a) and (b)

above. The Organisation Contract 3050
provided for the incorporation of

Pan-Eastern with a capital of
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£100,000 to be subscribed by the

two parties to the agreement in

equal shares. In fact the Respondent
did not itself take up the shares in
Pan-Eastern; but caused its wholly-
owned subsidiary Associated Motor-
ists Petrol Company Limited (herein-
after referred to as "A.M.P.") to do
so. It also provided that Gulf should
enter into the Processing Contract
with Pan-Eastern.

The Processing Contract provided
for the purchase by Pan-Eastern at
posted prices of sufficient crude
oil to produce the gasoline re-
quired under the Petroleum Products
Sales Contract referred to in
sub-paragraph (a) above. This crude
oil was to be processed for Pan-
Eastern for a fee at unspecified
refineries provided by Gulf to
produce deemed yields of products
which were to be purchased back by
Gulf at posted prices. It was also
provided that Gulf would pay Pan-
Eastern for products other than
gasoline a price sufficient to ensure
net earnings for Pan-Fastern in terms
of a formula. In fact the processing
referred to in the processing

contract was a notional and not an

Record

2052

5058

5059

5061
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actual activity. Gull iaveicod

T - P 1. P Ea el
Fon-lacstern with sulficient crude

oil, at postbed prices, to wmecet the

Wotionnlly, the crude c¢il was processad
at unspecified reiineries providcd Ly
Gulf and Cuirl or its noninee purchascd

back the rcfined proilucks frow Fan-

activity (apsrt from bookbeep! i) was
the sale of rasoline Dy a Culfl subsiaicry
to the Recrondent. At the prices

current when the Contruct vas entered

w

into in 195C the Hespoudent's share of
Pan lustern's crofit (throush its
holdinr of shares in lan-RBastern) wus

2.5 cenus per callon of gesoline

purchuased by the Respondent.

(d) A ".oc.crandum of igreemsent 301

lelative to New Zenland Refinepry"

under waich Gulf and Respondent

agreed that in the event of a

petroleum rciinery bein:; estublished

in Few Zealcnud durin: the period of

the Petroleus Products Sales Contract,
the latter contract would be modified
to exclute in certoin circunmstances
gezoline thicre refined and tzlren by

the Respondent. 1f, for these reasons,

the Respendent purcnased less tian 250
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of its requiremculs under the Lctroleun
Yrolduets 3ales Contract (Culf having the
option of supplying the other require- 45010
nents of the Resvondent il 1t met tihe
best offer avuilatle to the Respondent)
either party cculd cancel that contract
cn three months nobice. 5019
(%) "The formula in the 1956 I'roceesing Contract
did not produce the intended proiit of leu-
Easlern because of unexnoccted chunges in crude
end product prices and, following negotiatiouns,
the 11ccessin Contract was varied on 24 Augustldss. 3199
5245
The variction was retrosvective to the couwncance-
nent of the contract and pucrantecd a minimun 2072
3255
return to the llespondent of 2.5 cenlts per gallon
of zasoline purchased from Gulf.
(4) Prior to 1962 the Respondent accuired an
interest along with a nuwber ol international
oil companies in a New zezicond refinery to be
constructed et Whangarei. Conseouently .t was
necessary for the Respondent to purchase feed
siocks for the purpose of utilising Jits lLew

Zealand prcefining capacity and the Respoandent

T\t
OV AN
WO AN
OY\N

enteraed into negotisztions with rescible suppliers
to obtain feedstocks at a favourable vprice.
As &a result the second and tiirl groups of
contracts were eatered into in 1962 and 1964
respectively.
The 1962 Contracts executed on 27 December 5001
5083
1962 had a number of gsignificant features but
they were in fact superseded, before they came
into operation, by the third group of contracts
entered into on 10 March 1964. The principal

conuracts of tiris group were:
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(a) 4 "Fecd Stock Zupply Contruct® for the
sueply ¢f crude oil and othor refinery feed

stocks and some other petroleum pioducts if

required,; at or releted to posted prices.

(b) A& "Contrsct of Lffreigntment™, whoreby

a Gulf subsidiary ocgreed 2t the cost of the
J [y

Respondent to transport to ilew Zesleud by
tanker the feed stociis and products
referred to in sub-paragraph (a).

(c¢) A "frocessing Contract" between CGulf

and ren-Lestern wirich provided for (Culf to

supply to lan~Eastern crude oil sufficient

to provide the c¢ruide oil oud other feed

stocxs snd finished producis required

under the Feed Stocit Supply Contract. The

Frocessing Contract provided that having

processed crude olil to procduce naphtha and

other feced stocks and products for Fan-

Lastern, Gulf would then purchase back the
resultani feed stocks and producte and the

crude ¢il purchascd by Pan~-Eastern and not

refined. The Respondent obtained through

its shareholding in Pan DLoestern an amount

equal te the difference between the prices

raid by it under the Feedstock Supply

Contract sud the lower prices for the

equivalent goceds paid by I'an Eastern under

the Frocessing Contract. The differcnce

in the case of crude was 150 of the posted

price.
(5) Both contracts in sub-paragraphs (a)

and (c) above were varied by letters dated

Recorad

e ot

5112

5149

3154

3138

2150-213
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16 March 965 by which as from 1 April 1964
price reductions in crude oil, naphtha
and gas oll were granted to Europa. As a
result, the prices to be pulid to Pan- 3147
Fastern by Gulf for those goods were
correspondingly reduced.
(6) On the 18th December, 1961, an agrce- 3104
ment was made whercunder BP (New Zealand)
Limited agreed to supply the Respondent
with supplies of gas oil, lighting kcro-
sene and fuel oil in New Zealand at or
related to posted prices plus freight.
On the 12th April, 1962, BP Trading 3109
Limited (U.K.) agreed with Pacific Trading
and Transport Company Limited (hereinafter
referred to as "PTT"), a wholly owned sub-
sidiary of the Respondent, that in
consideration of PTT having procured a
contract for supply between the Respondent
and BP (Wew Zealand) Limited, BP Trading
Limited would pay to PTT a ten per cent
conmission on each delivery of the pro-
ducts under the supply agreement. This
agreement with PIT also provided for, in
certain events, freight concessions.
Payment of the commission wag to be made
in sterling to PIT in England at guarterly
intervals. TFollowing investigations
regarding these contracts PIT was treated
as resident in New Zealand and the payments

to PTT were taxed in New Zealand.
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(7) In 1963 the Inland Revenue Devartment 2/139/17

began an investigation into the oil indus-

try in New Zealand. The incuiry was 5185

directed particularly to the prices at

which petroleum products were being invoi-

ced to all olil companies operating in Hew

Zealand and to ascertain whether profits

returned in New Zealand were understated.

In the course of inguiries copies of the

contracts executed in 1956 between the

Respondent and Gulf were produced by the

Respondent and examined by the Appellant.

On the information then provided the

Appellant decided not to take any action.

The Appellant informed the Respondent in

writing on the 27th June, 1963, that there 5291

was no intention to "disturb the present

position".

(8) Inquiries continued and in March, 1964,

a Report addressed to the Appellant by an 5182

investigating Inspector recommended that

the income beingy returned for taxation by

the oil companiez, including the Respon-

dent, shouvld be challenged. liore data of

a genercl nature became available both in 2/149/9
2/151/%1

New Zealand and overseas. Important

information throwing light on the Respon-

dent's negotiations and arrangements with

Gulf was gradually collected. As a

result the Respondent's position was
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reconsidered by the Appellant and
amended assessments were lssued in
1865, These anonded sssesziyents arc

the subject of this litizalion.

5. The present case, and a case between AJLK.DP.
and the Appellant, ceme on for hearing on tine
17th February, 1969. The hearing lasted fow
17 days and Jjuagment was given by kcGregor J.

on the 8th ey, 1069.

6. In the opinion of the learned Jud;;e the
en-lostern arrangement could not be regorded

as a conventional relining arran enent as the
Respondent clsimed. ie found that Pan-
Fastern was a passive acceptor of the profits,
and the whole of the business arringexents
were conducted by Gulf. The Pan~-Lastern set
up provided machinery to produce a result
agreed to by Gul: and the Respondent,
resulting in a profit or a ccncession passing
directly to Pan-Eastern and a halfl share
thereof passing indirectly to the Respondent.

The 1904 agreements continued the
discount or concession arrangeuients provided
under the contracts of 1956,

The agreement bet.cen the Respondent and
Bp and the formation of FIT also fell into
the pattern of indircct concessions or
discounts on products purchased by the
Respondent.

The learned Judge found as facts that
Pan-fastern could not be regarded as a
conventional refining venture, but that the

primary objecct of the arrangements was to

Record

6008/16

6011/15

6013/%5

6014/22

6018/41
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enable the Reszpondent to obtain products and
later feed stcceks at a concession price
which would avoid the repercussions or
embarrassments of depcriing from the pattern
of posted prices; tThat the arrangement,
while of a commercial nature, was not a
reliring venture and the arrangements merely
provided for & guaranteed return to the
Respondent directly related to the Respondent's
own purchases, although the estimated
anticipated profits or anticipated return was
based on what might have been expected from
an alternavtive joint refining venture.
The learned Judge held that the whole
amount claimed by the Respondent to have been
expended on petroleum products was not exclu-~
sively incurred in the production of its
assessable income. The expenditure under the
1956 contracts had two purposes, first, the 6021/46
ordinary trading gain of the Respondent;
second, the profit by way of concession which
accrued to A.M.P. from Pan-Eastern. The same
considerations applied to the 1962 and 1964
series of contracts and to the BI-PITT contracts. 6022/7
hAccocrdingly, since the Commissioner could,
in the view of the learned Judge, apportion 6025/40
expenditure between different purposes, that
portion of expenditure which equalled the
concessions obtained through Pan-Eastern and
the commissions paid to PTT should be dis-

allowed as a deduction under Sections 110 and
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111 of the Act.

On the issues of estoppel and exiaustion
of a discretion, the learned Judge concluded
(i) that the Commissioner was not exercisin.,

a discretion when deciding in 1963 that he
would not reassess the Respondent; (ii) that
there was no question of estoppel operating so
as to bar a fubture assescment, because the
Commissioner was not furnished with all the
relevant information; (iii) that the Commis-
sioner had no power in any case to bind him-
self from making « reassessment; and (iv)
where there was a statutory duty imposed, as
there was on the Appellant to assess tax,
estoppel could not be raised as a ground

for preventing the performance of the duty.

The learned Judge held that Section 108
of the Act did not apply on the ground that it
would be contradictery to his conclusions that
Respondent's share of Pan-Eastern's profits
must be deducted from the cost of the Respon-
dent's supplies in deciding the expenditure
deductible for tax purposes, if he were to
hold that the effect of the contracts was to

obtain relief from tax liability.

7. The Respondent appealed apgainst the

Judgment of McGregor J. and the hearing of the
appeal commenced on the 25th August, 1969, and
lasted for eleven days. On the 21st November,

1969, the Respondent's appeal was unanimously

Recoxd

60%2/3%2

6031/33

60%3/%6

6034/%8

the
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8. North B. thought it emerged very clearly
from the evidence that there was no prospect
at all of Gulf agréeing to give the Respondent

a discount against posted prices. He was

disposed to think that ilicGregor J. was not right

in concluding that from the beginning the
intention of the parties was that the Respon-
dent should obtain, throush Pan-Eastern,
precisely 2.5 cents per gallon of gasoline
imported by the Respondent into Hew Zealand.
The Pan-Eastern arrangement gave the Respon-
dent a share in the refining sector of Gulf's
overseas earnings. The Solicitor-General's
argument that this was, in effect, a concession
or discount broke down, in the view of the
learned President, because Pan-Fastern's profit
could have almost wholly disappeared leaving
the Respondent still to pay the posted prices.
As regards the 1964 contracts, it was
not proved that direct discounts could then
be obtained in New Zealand. The case for
the Appellant on the question of discounts
stood or fell on the effect of the arrangements
entered into between Gulf and Europa in 1956.
In 1956, in the view of the learned President,
they simply gave the Respondent a share in the
refining sector of Gulf's overseas earnings.
The share of the Respondent in Pan-Eastern's

profits was not, therefore, a discount.

Record

6052/47

6055/11

6062/47

0063 /4

6064/23

6064/32
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Moreover, the prices for pevrolcum
products paid by the Respondent were in
1956 and 1964 market prices in New
Zealand, the share in the refining profit
being merely a collaberal benefit.
Accordingly. the whole of the moneys patd
should be allovcd as a deduction. The
fact that the Respondent received a
benefit by reason of its shareholding in
Pan Eastern wes, in hisg opinion,
irrelevant.

As regards Section 108 of the iAct,
the learned Jud: ¢ held that the purpose
and effect of the arrangement between
Gulf and the Respondent was not the
avoidance of tax in New Zealand. He
doubted whether section 108 could have
application where it was s=sought to
incirecase the Respondent's taxable income
by denying it a deduction from assescsable
income. He could not see how it could
be demonstrated that income would have
accrued to the Hespondent if the contract
with Pan-Fastern had been annihilated.

As to the arrangements with BP
and PTT, there was no evidence in the
view of the lecrned President, that
the Respondent could have secured its
supplies in New Zealand at a lower price

than it paid. The benefit received

Record

0072/1.2

6072/25

6076/41
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by PIT was a collateral benefit taxable in its
own right, independent of the price paid for 6077/5
the goods supplied. The full price, therefore,
was deductible.
The learned President did not find it
necessary to consider the question of estoppel
but adverted to difficulties in the way of the 6077/1%

Respondent.

9; Turner J. accepted that the purpose of
any payment could be examined by the Commissioner.
But the learnecd Judge considered that if vhat
was paild was a contractual price and a market
price, then the whole amount was deductible 6087/4:7
whatever collateral purposes were served. 6088/21
There was no evidence of discounts being direc- 6089/4
tly obtainable in 1955 or 1964,

In the view of the learned Judge the correct
test under Section 111 of the Lc¢t was whether
the transactions could be explained by ordinary
comnercial dealing. He concluded that the 6090/1
costs claimed were explicable by reference to
ordinary commercial dealing and, therefore,
were to be allowed as deductions.

The learned Judge accepted that all the
agreements and arrangements in 1956 were made 6092/3%9
inter-dependent upon each other. And he
considered that it was immaterial whether the 6100/17
refinery set up by the parties was "conventional",
"notional™ or "fictional". He accepted that, 6095/7

in a sense, a discount was allowed by Gulf to

Pan-Eastern and allowed, moreover, by-arrange-
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ment with the Respondent. Bubt he was unable
to take the next step taken by licGregor J.

and to conclude that this "voluntary discount"
so allowed by Gulf to Pan~-Eastern should be
deemed to be a discount allowed by Gulf to

the Respondent.

The learned Judge did not think thzt the
provisions of Section 108 of the Act applied
in the present case. First, if the Pan-~Eastern
arrangements were avoided under Section 108,
the Respondent would not thereby derive any
assessable income. Secondly, it could not be
said that the arrangements were implemented
in that particular way so as to alter the
incidence of income tax or to relieve the
taxpayer from liability to pay income tax.

The arrangements, in the view of the learned
Judge, could be explained by the ordinary
course of commercial dealing.

Turner J. rejected the Appellant's sub-
missions as to the application of s.111 to the
BP-PTT arrangements for the same reasons as
had influenced him in rejecting them in the
Pan-FEastern transactions.

The learned Judge did not consider it to
be necessary for him to discuss the point of
estoppel. DBut he did add that, if it had been
necessary for him to consider the submissions
on estoppel, he would have disallowed them in

the same way as McGregor J. did.

Record

6101/19
6101/40

6102/8

6090/3

6105/7
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10. McCarthy J. was not satisfied that the
descriptions used by the parties,on the one
hand "discount" and on the other "genuine
refining venture', were accurate. In the case
of the supply arrangements with Gulf the inter-
locking contracts, though perhaps artificial
and to a degree unreal, were designedly con-
structed, in the view of the learned Judge, to
provide an added inducement to enter into the
bargain, the inducement being the sharing by
the Respondent ultimately in the profits which
were expected to arise from the refining of the
products purchased by the Respondent. It was
not established that at any time direct
discounts were available to the Respondent.
Turning to the PTT arrangement McCarthy J.
said he found difficulty in accepting that the
commission from BP which was paid to an
independent company PTT, could be described as
a discount between vendor and purchaser
especially when the taxpayer was unable to
arrange direct discounts to itself.

The learned Judge accepted that,
where two or more purposes of expenditure are
established, the Commissioner may apportion.
In his view, bhowever, there was only one pur-
pose in the present case. The additional
advantages for Pan-Eastern and PTT were
simply a by-product of the expenditure by

the Respondent and not its purpose.

Record

6109/47%

6111/18

6112/21
6115/5

6116/34

6118/14

6119/40
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The learned Judge held that Section 108
of the Act did not assist the Appellant. He
said that if he was correct in his conclusion
that it was nobt established that Europa could
have claimed a discount in New Zealand then
it was impossible to say that the contracts
between it and Gulf constituted an arrangement
having the purpose or effect of altering the
incidence of income tax of or of relieving

Europa from its liability to pay income tax.

11(i) The Appellant respectfully submits that
each of the groups of contracts entered into by
the Respondent with Gulf and its subsidiaries
in 1956 and 1964 and with BP Trading Ltd and
its subsidiary in 1961 should be construed as
an interlockine whole designed to produce in
each case a compositeresult. This construction
is amply supported, it is submitted, by the
terms of the contracts themselves and by the
way in which those terms were put into practice.
This is exemplified by, inter alia, the express
words in the recitals of the 1956 agreement

for the incorporation of Pan-Bastern; and by
the interaction between the discounts granted
under the 1964 processing contract to Pan-
Eastern and the direct discounts granted to

the Respondent after March 1965. Vhen direct
discounts were introduced, the discounts to

Pan-Eastern correspondingly decreased.

Record

6120/31
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In the Court of Appeal the learned
Judges appeared to isolate the supply
contracts and, because the Respondent had
contracted to pay posﬁed prices, allowed the
whole of the amounts expended as deductions.
It is respectfully submitted that this
approach is too narrow and ignores the
commercial reality of the arrangements.

(ii) The Appellant respectfully submits that
IicGregor J. was correchb in regarding the
purpose of the arrengements with Pan-Eastern
and PTT to be to obtain a form of concession
in respect of the expenditure of the
Respondent while coanforming outwardly with
the system of posted prices. That was the
composite result.

(iii) ©North P. re;arded Pan-Eastern as a 6062 /44
repository to receive a share of the refiner's
profit. Turner J. agreed that Pan-Eastern 6095/10
was 1in a sense allowed a discount by
arrangemnent with the Respondent. INcCarthy J. 6111/18
accepted that Pan-Fastern's share of profits
under a contract, which could be described
as perhaps artificial and to a degree unreal,
was an inducement to the Respondent to enter
into the interlocking supply contract.
However, all three learned Judges declined
to take the further step of characterising
the arrangements as a grant of a concession
in respect of the posted prices paid by the
Respondent, which would show a duality of
purpose in the payments made by the

Respondent for its supplies.
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éiv) It is respectfully submitted that it is
incorrect to stop short of the conclusion
reached by McGregor J. and to regard Pan-
Bastern's profits solely as a share of
refining profits. Pan-Eastern's profits

were refining profits only in a notional
sense, and even then were calculated in an
artificial and, in 1964, wholly uncommercial
way. In reality they were designed to
provide, and did provide, a concession to be
passed through an indirect route to the
Respondent in consideration of its purchases
from Gulf at posted prices. In the case

of the BP contracts, the true position emerges
clearly. As McCarthy J. pointed out, the
Respondent's Chairman admitted that the
payments to PTT were discounts in reality
under another name.

(v) The Appellant submits that it is immaterial
how the "concession" is described; it is the
nature of the arrangements, not their
description, which is material. It is not
part of the Appellant's case under section 111
that the corporate personality of Pan-Eastern
or PTT should be disregarded.

(vi) It is submitted that the concessions
granted to Pan-Eastern and FIT were not casual
benefits which might or might not have accrued
to either company while the Respondent would
in any case always pay posted prices. While
it is true that under the 1956 arrangements, as

originally made it was theoretically possible

Record
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that no profit might have accrued to Pan-
Eastern while posted prices would still have
been payable, nevertheless that was not the
intended result of the formula and under the
1959 veriation, which was retrospective to
the start of the 1956 contracts, the
concession, though it might fluctuate, could
not fall below a guaranteed minimum.
Accordingly, it is submitted that the
expenditure of the Respondent on purchases
of petroleum supplies was incurred on the
understanding and with the intention that a
concession on the posted prices paid would be
made. Therefore, the amount to be regarded
as exclusively incurred in the production of
the assessable income of the Respondent is the
full amount claimed to have been expended on
the purchase of petroleum supplies less the
amount of the concessions accruing to the
Respondent through Pan-Fastern and PTT.
(vii) The Appellant respectfully submits that
for the provisions in Section 108 of the Act
to operate there must be found, first, arrange-
ments made or entered into which, directly or
indirectly, had or purported to have the purpose
or effect of altering the incidence of income
tax or relievinzy any person from his liability
to pay income tax; secondly, a state of affairs

such that if so much of the arrangements as
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gave effect to that purpose or efiect are svoided
the taxpayer would have derived assessable
income.

On the provisions of Section 108 of the Act
the Appellant submits that:
(a) "Liability" and “incidence" are not confined
to existing liability and incidence but include
prospective liability and incidence.
(b) It is not determinative who receives income
under the arrangements or where the income is
derived under the arran.ements.
(¢) "Purpose" and "effect" are alternatives; the
provisions in Section 108 may apoly both where
the purpose exists but has not yet been effected
and where the end has been achieved.
(d) It is immaterial that the arrangements are
entered into overseas or arc related to loreign
operations if the income affected would otherwise
be assessable income of a New Zealand taxpayer.
(e) Section 108 applies where the arrangement
itself gives rise to the income sought to be
taxed.
(f) Section 108 applies where, under the arrange-
ments, the income sought to be taxed never passes
through the hands of the taxpayer as his income.
(g) The words "altering the incidence of income
tax" or relieving any person from his liability
to pay income tax in Section 108 are to be inter-
preted in the same way as the words "avoiding
any duty or liability imposed on any person by

this Act" in Section 260 of the Australian

Record
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Income Tax & Social Services Contribution

Assessment Act.

(viii) It is submitted that the provisions

of Section 108 apply to the arrangements

effected by the Respondent in the 1956 and

1964 agreements in that they had the purpose

or effect of altering the incidence of

income tax or relieving the Respondent from

its liability to pay income tax.

12.

The Appellant humbly submits that the

decision of the Court of Appeal was wrong

and should be reversed and that this Appeal

ought to be alloved with costs here and

below for the following among other

(1

(2)

(3)

REASONS

Because, with respect to expenditure by

the Respondent under the Gulf-Furopa
arrangements, the proper inference to

be drawn from the evidence is that the
return to the Respondent from Pan-

Eastern was in the nature of a price
concession or a discount.

Because, with respect to expenditure by

the Respondent under the BFP-Luropa
arrangements, the proper inference to be
drawn from the evidence is that the

return to the Respondent through FTT was

in the nature of a price concession or a
discount.

Because the appropriate test of deductibility
under Section 111 of the Act in the present
case 1s whether the expenditure in question

was exclusively incurred for the purpose of
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producing assessable income of the

Respondent and such expenditure is

arvportionable where it is incurred

for two or more purposes, a deduction
being allowed only in respect of that
part which is exclusively incurred
for the purpose of producing
assessable income of the Respondent.

Because the expenditure by the

Respondent on pebtroleum supplies

obtained from Gulf and BP was

incurred for two purposes:

(i) for the purpose of procuring
supplies for the Respondent
and thereby producing
assessable income of the
Respondent; and

(ii) for the purpose of producing
a return to the Respondent
through Pan-Eastern and PTT
respectively and such pert
of the expenditure is not
deductible.

Because the learned Judges of the

Court of Appeal erred in construing

each set of agreements too narrowly.

Because the benefit accruing to

the Respondent from the profits of

Pan Eastern and the commission

paid to PTT was not a casual

or collateral benefit but a
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direect and invended result of the
payments by the Respondent to Gulf
and BY rcspoectively.

Recruse Secbtbiocn 108

(72

o8]
i

to the surply arranscLonts

Respondent and Gulf under the 1956

10

a veements

and the 1964 agreenents and,

in particular, (1) there was in ecch

case anl al

into, (ii) the arrangercnt

rangcuent wilch was cntered

had or

purnorted to have a purpose or an

effect of allering the inciuence of
income tax or rellevin: the

Respondent Irom its liawvility to puy
income tax., and (iiil) upon the facts

recaining, after ctrivping aside so

much of the arrangement as gave
efiect to that purpose or eifcct,
the Respondent derived the additional

[ PRI TR RN
(PR (SRS

assessable income on which it
that respect assessed.

(8) Beczuse the claim that the ippellant

lacked pover to make certain of the
auncnced assessments to which the
objections relate 1s inconsistent with
the scheme of the Inland Revenue Acts.

(9) Because as to the guestion, whether the

fpmellant by the letter of 27th June,1903%,

exhausted Liis discretion, the ‘ppellant's
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(11)
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actions were not within the class of
acts which may constitute the final
exercise of a discretionary power oOr
the Appellant wuos not sufficiently
informed as to the material facts to
eroble him to exercise any discretlon
in that respect.

Becausz2 as to promissory esiovpel,
the requirements oi estoppel are not
satisfied on the facts and in
particular: (i) the necessary legal
relationship for thc raising of
promissory estovpel did not exist
between the Apuvellant and the
Respondent, (ii) the Respondent had
withheld material information from
the Appellant @znud had given him
information material to his
determninztion which was incorcaecit,
(iii) the Zespondent has not altered
its position to its detriment, and
(iv) the Appellant has given the
Respondent a reasonable period for
re-adjustment beifore eniorcing the
Respondent's liability for income tax
for the years in question.

Because of the reasons given by
licGregor J. in the Supreme Court with
respect to Section 111 of the Act,
estoppel and exhaustion of a
discretion.

J.C. White

I.1.M,Richardson
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IN THE PRIVY COUNCIL

ON APPEAL TROM

THE COURT OF APPEAL OF NEW ZEALAND

BETWEEN
THE COMMISSIONER
OF INLAND REVENUE Appellant
AND
EUROPA OIL (N.Z.) LIMITED Respondent

CASE FOR RESPONDENT PURSUANT TO RULE 60

10 THE CIRCUMSTANCES OUT OF WHICH THE
APFEAL ARISES

1. This appeal is from a judgment
of the Court of Appeal of New Zealand
given at Wellington on the 21st day
of November 1969 in which the Court
of Appeal allowed an appeal by Europa
0il (N.Z.) Limited (hereinafter
referred to as "Europa'") against a
judgment of the Supreme Court of New

20 Zealand given in favour of the New

Zealand Commissioner of Inland Revenue

(hereinafter referred to as "the
Commissioner") confirming certain
assessments of income tax made
against Europa by the Commissioner
in respect of the years ended 31lst
March 1959 to 1965 inclusive.

2. In the Supreme Court, Europa
had objected to the said assessments
30 by way of case stated pursuant to
Section 32 of the Land and Income Tax
Act 1954. The said assessments
related in part to the profits earned

RECORD
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in each of the said yecars by Pan

Eastern Refining Company Limited

(herein«afier referred to as "Pan

Eastern") a company duly incorporated

and registered in the Bahama Islands

and in part to the profits earned in

some of the said years by Pacific

Trading and Transport Company Limited
(hereinafter referred to as "Pacific
Trading") a wholly owned subsidiary

of Europa duly incorporated and

registered in the United Kingdom.

The tax involved in the Pacific

Trading aspect of the appeal is a

minor proportion of the total amount

in issue and the circumstances

relating to Pacific Trading are

described in a later part of this

Case. The share capital of Pan 1/2/27
Eastern was and is owned equally by to
Associated Motorists Petrol Company 1/3/27
Limited (hereinafter referred to as

"A.M.P.") which is incorporated in

New Zealand and is a wholly owned

subsidiary of Europa and by Propet

Company Limited a wholly owned sub-

sidiary of the Gulf 0il Corporation

of America (hereinafter referred

to as "Gulf").

The earnings of Pan Eastern

vere and are shared equally by the
two equal shareholders A.M.P. and
Propet, and the dividends paid to
A.M.P. come into its hands as foreign
dividend income and thence into the
hands of Europa as dividend income
derived from A.M.P. The dividends
from A.M.P. representing its share of

Pan Eastern earnings constitute non-
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assessable income in the hands of Europa
but when passed on to Eurocpa's ultimate
shareholders in the form of dividends
from Europa they have borne from 1958
(being the year when dividend tax was
first introduced into New Zealand)
dividend tax at the rate of 7 shillings
in the £ or 35 cents in the dollar.

New Zealand currency became dollar
currency in 1967. Pacific Trading
paid New Zealand income tax on all its
income and on distribution by way of
dividend, such dividends came into the
hands of Europa as non-assessable
income. On distribution to Luropa's
ultimate shareholders those share-
holders paid dividend tax as in the
case of the dividends resulting from

Pan Eastern earnings.

By his said assessments the
Commissioner sought to treat in effect
a half share of the profits of Pan
Eastern, and all the profits of Pacific
Trading, as the income of Europa.

He supported the said assessments by
two alternative contentions:
(a) That in determining the amount

he was required to allow Europa

under Section 111 of the said Act

as expenditure exclusively in-
curred in the production of its
assessable income in the years

in question, he was entitled to

deduct A.M.P.'s share in the

profits of Pan Eastern, and the
whole of the profits of Pacific

Trading.

(b) That the arrangement made between

Europa and the Gulf 0il Corpor-

RLCORD
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ation of America which led to the

formation of Pan Eastern was void
under Section 108 of the said Act
in that it dircctily or indirectly
had the purpose or effect of
altering the incidence of income
tax or relieving Europa from its

liability to pay income tax.

Simultaneously with the assess-
ments made against Europa the Com-
missioner also assessed A.M.P. with
income tax under Section 138 of the
said Act in respect of its "proprietary
income" contended to have been derived
by A.M.P. as a shareholder in Pan
Eastern. The provisions of Section
138, briefly stated, authorise the
assessment of a company which owns
at least a quarter of the shares in
another company, with tax on its
"proprietary income' being its share
of the total income earned by the
latter company in the fiscal year.

If Pan Eastern had been incorporated

in New Zealand, then there would be

no doubt that Pan Eastern was a
"proprietary company" from which

A.M.P. derived "proprietary income"

for which it would be liable for income
tax as if it had earned the "proprietary
income" in the course of its own

trading. But because Pan Eastern

. is neither incorporated in New

Zealand nor carrying on business or
deriving any income there and is con-
sequently not liable to pay New Zealand
tax, both the Supreme Court and Court
of Appeal of New Zealand have decided

that the "proprietary tax" assessments
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against A.M.P. are and were invalid.
The Commissioner has appealed to Her
Majesty in Council against the judg-

ment of the Court of Appeal.

The dividend tax payable by the
shareholders of Europa on that part
of their dividends referable to the
Pan Eastern earnings was $2,823,187
for the years ended 31lst March 1960
to 1965 being 35% of $8,066,250.

The rate of dividend tax (as
previously stated ) is 7s.0d. in the
£. The rate of "proprietary tax"
assessed to A.M.P. was 8s. 6d. in
the £. The rate of income tax
assessed to Europa was 10s. in the £.
Taking into account the dividend
tax already paid, the total tax
charged against the Pan Eastern
earnings by the Commissioner was
and is 25s. 6d. in the £.

Prior to the hearing of the
Europa and A.M.P. objections in the
Supreme Court the advisers of Europa

asked the Commissioner and the

Minister of Finance for relief against

this total liability of 25s. 6d. in

the £ in the event of the Commissioner

succeeding against both Europa and
A.M.P., but the Minister declined to

place any limit on the total tax which

Europa and its shareholders and A.M.P.

would be required to pay. His view
in this respect is contained in a
letter dated 7 July 1965 in which it
is stated "that in the event of the
courts deciding that both assessments

were valid I would support a recom-~

RECORD
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mendation from the Commissioner to
authorise the cancellation of such

amount of tax as was fitting.".

In relation to the assessments
against Europa, and its objections
thereto, the judgment of the Supreme
Court, given by McGregor J. at Wel-
lington on 8th May 1969, was in favour
of the Commissioner. McGregor J.
held that in determining the amount
the Commissioner was required to allow
Europa under Section 111 of the said
Act as expenditure exclusively in-
curred in the production of its assess-
able income in the years in question,
the Commissioner was entitled to
deduct A.M.P.'s share in the profits
of Pan Eastern, and the whole of the
profits of Pacific Trading. McGregor
J. did not find it necessary to reach
any final conclusion as to the
Commissioner's alternative argument

under Section 108.

The Court of Appeal held against
the Commissioner on both grounds and

thus allowed Europa's appeal.

The facts relevant to this appeal
are as follow in the succeeding para-

graphs.

Europa is, and was, at all
material times an independent company
wholly owned by New Zealand share-
holders, and engaged in the marketing
of petroleum products in New Zealand.
At all material times the business
competitors of Europa in the marketing
of petroleum products in New Zealand
were six New Zealand subsidiaries of

different international oil companies.

RECORD
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In consequence of this situation
it was at all times necessary for the
survival of Europa as a trading entity
to secure long term contracts for the
supply of petroleum products from world
wide sources on such terms as would
avoid so far as humanly possible any
possibility of cessation of supplies
by reason of "force majeure” or other-~

wise.

Over a period of 25 years prior to
1956 Europa had imported gasoline and

other petroleum products into New

Zealand pursuant to long term contracts;

firstly with the Russians and then from
1936 until 1956 with California Texas
0il Co. Limited (hereinafter referred
"Caltex'). Up until 1964

there was no oil refinery in New

to as

Zealand and all petroleum products

had to be imported.

In 1955 it became necessary for
Europa either to renew its Caltex
contract which was due to expire on
31lst December 1856 or to arrange an
alternative source of supply.
Negotiations took place between
Europa and Caltex in 1955, but no
agreement could be reached upon the

terms of a further contract. The

‘only proposal of Caltex at that time

was to supply gasoline for a further

period at posted prices.

Europa accordingly began negot-
iating with Gulf with whom it had
been in previous contact in 1944 and

also in 195k4. In 1944 proposals had

RECCRD
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been considered by Europa and Gulf

for the construction of a refinery

in New Zealand, and technical projects

had been worked out accordingly.
The economics of such an operation
appeared to be against the proposal
which was then allowed to lapse.

In 1954 Europa had again taken up

with Gulf the proposal of constructing

an oil refinery in New Zealand and
Europa had obtained an economic pro-
ject prepared by an independent
American refinery consultant but
again the economics of the operation
appeared on balance to be against the
proposal, and the discussions were
allowed to lapse for the time being.
The principal factor which operated
against the establishment of a New
Zealand refinery was the unduly high
proportion of gasoline consumed on
the New Zealand market in relation

to the "heavy end" products such as
gas oil and fuel oil which would also
be produced by the refinery. The
"heavy end" products would be far in
excess of New Zealand requirements
and this would necessitate transport-
ation of the "heavy ends" some
thousands of miles to the nearest
worth while markets, an operation

which was uneconomic.

The negotiations with Gulf in
1955 were based on the pr0po§al that
instead of Europa participating in
the refining in New Zealand of the
crude o0il required to produce total
requirements of Europa, a contract
was made whereby Europa could part-

icipate in the related overseas
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refining and thereby in the related RECOJD

profits of such overseas refining.

This proposal was made by Gulf and
accepted in principle by Europa and
negotiations then proceeded in 1955

to establish the corporate structure
and the contracts by which such in-
tention might be effectuated. Caltex
thereupon re-opened negotiations with
Europa and submitted proposals which
also envisaged participation in the
overseas refining operations of Caltex
related to Europa's product requirements,
but after due consideration their final
proposals were declined by Europa and
binding contracts were entered into
with Gulf on 3rd April 1956.

A company was formed under the McGregor J.
name of Pan Eastern Refining Company 6004/26-29

Limited, and the shares in the company

were issued half to Propet Company North P.
Limited, and half to A.M.P., as 6054/32-38
already described in paragraph two

hereof. The consent of the United McGregor J.
Kingdom Treasury was required for 6005/5-19
the formation of Pan Eastern and 4120

this consent was duly obtained.

In support of the application for
consent a letter was sent setting
out the nature of all the contracts

proposed to be entered into.

The following is a summary of McGregor J.
the contracts then entered into:- 6002/39 to
(i) The Petroleum Products Sales 600U /25

Contract made between Gulf Iran

(a subsidiary of Gulf) and North P.

Europa whereby Gulf Iran con- 6053/39 to

tracted to supply Europa for 6055/17
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(iid

(1ii)

(iv)

a period of ten years with all
of its gasoline and some of its
gas 0il requirements in New
Zealand, the prices for such
products to be posted prices.

A Freight Contract under which
Gulf was responsible for the
delivery of the petroleum pro-
ducts supplied by Gulf Iran to
New Zealand ports.

A collateral agreement between
Gulf Iran and Europa providing
for certain modification of the
terms and conditions of the
Supply Contract in the event

of a refinery being established
in New Zealand during the
period of the Supply Contract.
A Processing Contract executed
between Gulf and Pan Eastern

by which Gulf undertook to supply
Pan Eastern with sufficient
crude oil at posted prices to
produce the equivalent quantity
of the gasoline requirements

of Europa under the supply
contract with a provision that
Pan Eastern would have the
crude oil processed by Gulf for
a commercial refining fee.

Pan Eastern would then sell to
Gulf Iran such refined products
as were required by Gulf Iran
to meet its obligation under
the Europa Supply Contract and
Pan Eastern would sell to Propet
the balance of such products
which principally comprised the
"heavy ends" products of the
refining operation. The total

RECORD
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result of these contractual ar-
rangements was that Pan Eastern
would earn the conventional ref-
iner's margin on the quantity of
crude o0il required to supply the
equivalent of Europa's require-
ments of gasoline and this margin
was estimated to be approximately

52.5 United States cents for every

barrel of crude oil processed,
based on the posted prices then

prevailing.

On the basis of the current prices North P.
in 1956 for crude oil and for gasoline 6054/38 to

and for other products the estimated
profit of Pan Eastern of 52.5 cents
per barrel of crude oil was equiv-
alent to five cents in respect of
every gallon of gasoline imported by
Europa under the supply contract, but
this figure would fluctuate with any
movement in the posted prices of

either crude o0il or gasoline.

The conclusion of these arrange-
ments was to the considerable mutual
advantage of Gulf and Europa. Gulf
had a secure and substantial market
for the "heavy ends" of the refining
operation but very little market for
the gasoline. Europa was in the
converse position. Further, the
participation of Europa in this
sector of Gulf's overseas refining
operations was an effective substit-
ute for the original plan of partic-
ipation by both companies in refining
operations in New Zealand. Both
parties still had in contemplation
the possibility at some time in the

future of establishing a refinery in

6055/17
McGregor J.
6002/31-36
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New Zealand, and this is borne out
by the further negotiations which
took place in 1958 as will be here-
inafter described. At a later
stage in the operation of the 1956
contracts Gulf agreed with Europa
that Pan Eastern should retain as
undistributed profits a consider-
able proportion of its earnings so
as to provide Europa with a fund of
foreign exchange with which to meet
its share of expenditure in the
establishment in New Zealand of the
proposed refinery. At a later date
all the earnings of Pan Eastern
including those accumulated from
previous years were distributed to
A.M.P. and Propet.

The first deliveries of gasoline
under the Petroleum Products Sales
Contract entered into on 3rd April
1956 were made in 1956 and thereafter
all the contracts between the parties
were carried out according to their
tenor. The accounts of Pan Eastern
were kept by the Accounts Division
of Gulf in Pittsburgh and these were
detailed accounts recording all
transactions between Gulf and Pan
Eastern and between Propet and Pan
Eastern. Copies of all the accounts
from the inception of the contracts
right through until the year ended
31st December 1965 were produced as
Exhibit "X" in the proceedings before
the Supreme Court of New Zealand in
Wellington, but such accounts in view
of their bulk are not printed as part
of the Record in this Appeal to Her
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Majesty in Council. However, a copy
of the accounts for representative
periods is included by way of sample

in the said Record.

During the last quarter of 1956
the profits earned by Pan Eastern
expressed in terms of cents per
gallon of gasoline purchased by
Europa amounted to 5.46 cents which
was well above the level of 5 cents
which would be produced on the basis
of current posted prices as at the
beginning of 1956. During the first
quarter of 1957 the Pan Eastern profit
was still maintained at the level of
5.46 cents but in the second quarter
of 1957 1t declined to 4.18 cents and
in the third quarter it was still 4.18
cents and in the last quarter of 1957
it declined to 3.92 cents and then
declined further in the first quarter
of 1958 to 3.42 cents. This repres-
ented a decline of nearly one third
from the estimated earnings of 5 cents
per gallon and was due to the pro-
gressive decline in posted prices of
gasoline East of Suez and the simul-
taneous rigidity of the Middle East

posted price for crude oil.

The steady erosion of the Pan
Eastern profits from 1959 onwards was
due primarily to the fact that the
Middle East posted price for crude oil,
being the price payable by Pan Eastern
under the Processing Contract, ceased
to be equivalent to market price.

This in turn was due to the action of

the oil producing countries (acting

RECORD
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through an organisation known as OPEC)
in refusing to acknowledge or accept
any reduction in the posted price of
crude o0il upon the grounds that their
royalties and tax income would thereby
be reduced. The posted price of crude
0il therefore remained static at $1.80
per barrel from 1960 onwards whereas
the market price over the same period
was always at a figure representing

a substantial discount off the posted

price.

In consequence of the decline in
profit resulting from the development
outlined in paragraph 20 hereof, Pan
Eastern began negotiations with Gulf
in January 1958 for a revision of the
profit formula set out in the Pro-
cessing Contract between Pan Eastern
and Gulf upon the grounds that the
existing formula was not producing
the current commercial refiner's
profit. After lengthy negotiatioans
during which the Pan Eastern profit
declined to the said figure of 3.42
cents to the gallon, Gulf finally
proposed in August 1959 not to vary
the profit formula of the Processing
Contract but to meet the position by
granting whenever necessary a voluntary
discount off the sale price of crude
0il sold by Gulf to Pan Eastern of such
an amount as would restore the earnings
of Pan Eastern to a level of 5 cents
per gallon of gasoline. In addition
to agreeing to make this annual
adjustment for the future (whenever
necessary) Gulf also agreed to apply
this adjustment retroactively for all
years prior to 1959 in which the Pan

_.RECORD

2/6/26
to
2/7/32

McGregor J.
6007 line 3
and line 45

North P.
6055/19
to 6056/19



lsl

10

20

50

23.

2.

co

Eastern profit for the year had not
reached the said level of 5 cents
per gallon. The result of this
variation in the pricing provisions
of the contracts was to guarantee
to Pan Eastern a minimum refining
profit equivalent to not less than
5 cents per gallon of gasoline sold
to Europa.

Gulf was at all times entitled
to stand on the contracts and refuse
to vary the processing contract.

Even though the profits of Pan
Eastern may have dwindled away to
nothing, Europa was still bound
under the Petroleum Products Sales
Contract to buy gasoline at posted
price over the whole contract period.
But there is evidence to suggest that
Gulf decided in 1959 to agree to

the contractual variation because

it had ascertained in that year that
the New Zealand Government had
decided that a refinery was to be
established in New Zealand on terms
involving joint ownership by all

the o0il companies operating in New
Zealand. This meant that at some
time in the future Europa would be
negotiating on the world market for
a long term feedstock supply contract
in relation to the New Zealand
refinery and the evidence indicates
that Gulf was anxious to secure this

contract when the time came.

In each of the years from 1959
to 1965 inclusive (until the 1964
feedstock contract with Gulf came
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into force) Gulf granted a crude oi
discount to Pan Eastern of an amount
sufficient to bring the Pan Eastern
earnings up to the equivalent of 5
cents per gallon of gasoline supplied
to Europa. Without such crude oil
discounts the earnings of Pan Eastern
would have progressively diminished
to the point where by the year ended
31lst December 1964 the profit would

have been equivalent to 1.9 cents

per gallon of gasoline. 5311A

In December 1961 Europa entered McGregor J.
into negotiations with BP Trading 6013/39 to
Limited, the United Kingdom parent 6014/30
company of BP New Zealand Limited,
for the supply to Europa by BP New North P.
Zealand Limited of gas oil and lighting 6056/20 - 37
kerosene. BP Trading Limited offered

to supply these products at a
concession of 10% off posted price,
but would not agree to its New
Zealand subsidiary selling such
products to Europa at any price

less than posted price. BP Trading
Limited was nevertheless willing to
pay or allow a 10% commission 1in

the United Kingdom, to a Europa
subsidiary to be formed and regist-
ered in the United Kingdom, on the
value of sales of gas oil and lighting
kerosene to be made in New Zealand
by BP New Zealand Limited to Europa.
The proposal was accepted and Europa
formed and registered in the United
Kingdom the subsidiary previously
referred to called Pacific Trading
and Transport Company Limited which

thereafter received the 10% commis-
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sion on sales by BP New Zealand
Limited to Europa as heretofore
described. Pacific Trading paid
United Kingdom income tax on all

its earnings until it was liquidated
as a result of the gas oil and
lighting kerosene contract coming to
an end. Subsequently the Commis-
sioner took the view that Pacific
Trading notwithstanding its United
Kingdom registration was liable

to New Zealand income tax on its
earnings and in due course the
United Kingdom revenue authcorities
accepted this view and refunded the
United Kingdom tax to Pacific
Trading which thereupon paid to

the Commissioner New Zealand income
tax on all its earnings from the

beginning of its operations.

In 1959 the New Zealand Govern-
ment had made it known it would permit
a refinery to be established in New
Zealand on terms that it would be
owned and operated by a company
which would include all the New
Zealand oil marketing companies as
shareholders. Europa and Gulf had
resumed negotiations in 1958 regarding
the construction in New Zealand on
their joint behalf of a type of
refinery known as a naphtha reformer,
the intent being not only to produce
gasoline for the New Zealand market
but also if possible to export
gasoline to Australia. These
negotiations however had been term-
inated by the decision of the New
Zealand Government in 1959 just

North P.
6056/6-19
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referred to. It now became nec-
essary for Europa to negotiate a
contract with Gulf or some other
overseas oil company for the supply
of crude o0il and other feedstocks
necessary for Europa's participation
in the operations of the proposed
New Zealand refinery, subject always
to Europa still being committed to
Gulf until 1966 under the 1956

Petroleum Products Sales Contract.

Gulf expressed its willingness
to enter into a future feedstock sup-
ply contract within the framework of
the existing Pan Eastern structure.
The broad basis of the proposed agree-
ment was the same as under the 1956
contracts. The only substantial
difference was that instead of Pan
Eastern earning the refiner's Targin
derived from the complete refining of
crude 0il into gasoline and other pro-
ducts it would earn under the new pro-
cessing contract the more limited
refiner's margin to be derived from
the partial refining of crude oil for
production of the equivalent quantity
of naphtha and middle distillate to be
supplied to Europa for processing at

the New Zealand refinery.

On the 27th day of December 1962
Europa, Gulf and Pan Eastern executed
a series of contracts designed to put
into effect, whenever the New Zealand
refinery came on stream, the agreed
terms for supply of feedstocks to

Europa.

North P.
6056/38-44

5001
McGregor J.
6012/5-16

Turner J.
6095/20 to
6096/7
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In summary, the main provisions

of the contracts were:-

(a)

(b)

(e)

(d)

(e)

Europa Refining Company Limited,

a newly constituted subsidiary

of Europa, contracted to buy for

a period of ten years all its
naphtha and crude oil feedstocks
from Gulfex, a subsidiary of Gulf,
at current market prices.

Gulf agreed to sell and Pan Eastern
agreed to buy sufficient crude oil
to yield, by the refining process,
the feedstocks required by Europa
Refining Company Limited under its
supply contract with Gulfex.

Pan Eastern agreed to sell and
Gulfex to buy the naphtha and
middle distillate feedstocks pro-
duced from this crude oil at the
same price at which an equivalent
quantity would be sold by Gulfex to
Europa Refining Company Limited.
The prices of the naphtha and
middle distillate sold by Pan
Eastern to Gulfex would be in
accord with current market prices
prevailing from time to time and
such prices received by Pan Eastern,
after allowing for the cost of
crude oil and the cost of pro-
cessing by Gulf, would yield a
conventional refining profit to
Pan Eastern.

Pan Eastern agreed to sell and
Propet to buy the surplus "heavy
end" production from the afore-
said refining process at a price
sufficient to produce in the
aggregate the same amount of

profit as had been realised by
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Pan Eastern on the sale of
naphtha and middle distillate
to Gulfex.

(f) By a contract of affreightment
made between Propet and Europa
Refining Company Limited the
former company agreed to trans-
port the shipments of feedstocks
to be made under the supply

contract with Gulfex.

In 1963 the Commissioner (at
that time Mr F.R. Macken) examined
the 1956 contracts previously referred
to in order to decide whether he could
assess as income of Europa the share
of A.M.P. in the profits of Pan
Eastern but after due consideration
he came to the conclusion that such
Profits were not assessable under
any provision of the Land and Income
Tax Act 1954, Mr Macken recorded
his view in the following departmental
memorandum or minute:
"Supply Agreement with Gulf 0il -
Looking at page 4 of the Inspector's
report it seems to me abundantly
clear that the aim of the contracts
is to divert to a Bahama company in
which Gulf and Europa are interested
profits derived in the United States.
Provided the sale of gasoline to
Europa which is the final step is at
posted prices and comparable with the
base adopted by other companies I do
not see how we could invoke Section
108 or any other Section to impute a
New Zealand origin to any of these
profits.”

The Commissioner then notified

Europa of his decisions by letter

North P.
6057/1-18
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dated 27th June 1963 addressed to the McGregor J.

Managing Director of Europa: 6027/37 to
"Dear Mr Todd, 6028/12
You will recall that in March
last we discussed the effect on New North P.
Zealand taxation of a number of con- 6057/20-36
tracts between Europa 0il (N.Z.) Ltd.,
Gulf 0il Corporation and Pan Eastern
Refining Co. Ltd. I advised then
that I would refer the agreements
to the Solicitor-General for consid-
eration of their validity under New
Zealand legislation.
I have now received his advice,
with which I am in agreement, and
propose to take no action to disturb
the present position.
The further question of my
obligation to disclose the inform-
ation to the American revenue auth-
orities under the double tax agreement
with the U.S.A. will be considered
when the investigation is complete.
I am arranging for Mr Tyler to
return to you the copies of contracts
which you made available to him.
Yours faithfully,
F.R. MACKEN"

Following the said notification North P.
by the Commissioner it was decided by 6057/41 -~
Europa to ask Gulf to agree to the 6058/11 and
re-drafting of the 1962 feedstock 6064/4-28
contracts (which were not yet in
operation) so as to make their
structure accord with the structure
of the 1956 contracts. Gulf agreed
with the proposal and on the 20th
day of March 1964 another set of

feedstock contracts was drawn up
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between Gulf and Pan Eastern and
Europa to operate for a period ending
on 31lst December 1973. The only
material difference between the 1962
and 1964 contracts was in the con-
tract of affreightment. Under the
1862 contract of affreightment the
benefit of the alternate freight

rate was secured to Pan Eastern,
whereas by the 1964 contract the said
benefit was secured to Europa as it
had been and still was under the 1956

contract of affreightment.

The New Zealand Refinery came on
stream in 1964 and although for some
time petroleum products had still
to be imported under the 1956 con-
tracts so that for a limited period
the 1956 and 1964 contracts were in
operation simultaneously, the oper-
ation of the 1956 contracts in due
course ceased and were wholly super-
seded by the provisions of the 1964
contracts which are still current
and will remain so until 31lst
December 1973.

On 30th March 1965 the Commis-
sioner (then Mr L.J. Rathgen) issued
the first of the assessments against
Europa with which this appeal is
concerned. The said assessment
represented a reversal of the opinion
of Mr F.R. Macken (who was the Com-
missioner's predecessor in office)
as. notified to Europa on 27th June
1963 and the Commissioner purported
to justify the assessment by alleging

that at all material times discounts

RECORD

3112
to
3198
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had been available off posted prices
in arms length long-term contracts

for the supply of gasoline.

The Commissioner's said assess-
ment was made in respect of the year
ended 31st March 1959 and he sub-
sequently made further assessments
for the years up to and including
the year ended 31st March 1965.

By each assessment the Commissioner
added to the assessable income of
Europa an amount equal to one half
of the profits of Pan Eastern for the
equivalent year and also an amount
equal to the profits of Pacific
Trading in each of its trading
years. The assessments were

based on Sections 111 and 108 of
the Land and Income Tax Act 1954.
Section 111 of the said Act is in
the following terms:

"111. Expenditure or loss exclusively
incurred in production of assessable
income ~ (1) In calculating the
assessable income of any person
deriving assessable income from one
source only, any expenditure or

loss exclusively incurred in the
production of the assessable income
for any income year may, except

as otherwise provided in this Act,
be deducted from the total income
derived for that year.

(2) In calculating the assessable
income of any person deriving assess-
able income from two or more sources,
any expenditure or loss exclusively
incurred in the production of assess-
able income for any income year may,
except as otherwise provided in this
Act, be deducted from the total
income derived by the taxpayer for
that year from all such sources as
aforesaid."

Section 108 of the said Act is in
the following terms:

RECORD
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"108. Agreements purporting to alter
incidence of taxation to be void -
Every contract, agreement, or arrange-
ment made or entered into, whether
before or after the commencement

of this Act, shall be absolutely void
in so far as, directly or indirectly,
it has or purports to have the purpose
or effect of in any way altering

the incidence of income tax, or
relieving any person from his liability
to pay income tax."

Europa duly objected to all assess-
ments pursuant to the provisions in
that behalf contained in the said Act
and its objections were heard by
Mr Justice McGregor in the Supreme
Court of New Zealand at Wellington
on various days between 17th February
and 2nd April 1969.

Europa in objecting to the
assesgsments under Sections 111 and
108 contended as follows:-

As to Section 111
(a) On the evidence there were no

discounts available off posted
price of gasoline in 1956 in
respect of long term contracts
with world-wide availability
and in any event it was impos-
sible for Gulf to have granted
discounts off the price of
gasoline supplied to Europa.

As to the 1964 contracts,

it was not open on the evidence
to find that Europa Refining
could have bought its feedstock
supplies on the world market

at better prices than were
contracted for under the agree-
ments negotiated. To assess

Europa as if it had obtained
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discounts off the contract

prices payable under the 1956
and 1364 contracts was to assume
that Europa had entered into
contracts which in fact it was
powerless to make.

Since the incorporation of Pan
Eastern and the existence of all
related contracts were accepted
by the Commissioner as being
valid transactions it was there-
fore not permissible to treat
all these transactions as one
overall arrangement whereby
discounts were received by
Europa off contract prices.

In this respect Europa relied
principally upon:

Salomon v. Salomon & Co (1897)
A.C.22 Duke of Westminster v.
Commissioner of Inland Revenue
19 T.C. 490

As to the "dual purpose" argument,
Europa submitted that there was
only one purpose for the expend-
iture by Europa of the cost price
of trading stock and that was

the purpose of acquiring such
trading stock for its marketing
operations. The earning of
profits by Pan Eastern and
Pacific Trading was one of the
results of such expenditure but
not one of its purposes. Europa
further submitted that once

money was shown to have been
expended by a taxpayer under a
valid and bona fide contract for
the purchase of trading stock,

then such trading stock expend-
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iture was not apportionable by
the Commissioner on any ground.
It was submitted that the Com-
missioner's "dual purpose"
argument was identical with the
unsuccessful argument for the
Federal Commissioner in Cecil
Bros. Pty Ltd. v. Federal Com-

missioner of Taxation (1964)
111 C.L.R. 430 and that this

latter case was rightly decided

and should be followed in New
Zealand, in which event it
would be decisive in Europa's
favour.

Europa further submitted that
the cases intended to be relied
on by the Commissioner, namely
Ward & Co. v. Commissioner of
Taxes (1923) A.C. 145, Aspro
Ltd. v. Commissioner of Taxes
(1932) A.C. 683, Johnson Bros.

& Co. v. Inland Revenue Com-
missioner (1919) 2 X.B. 717
and Ronpibon Tin N.L. v. Federal

Commissioner of Taxation (1949)

78 C.L.R. 47 were all cases in

which a proportion of expenditure
was disallowed because it was a
voluntary payment not related to
the production of assessable
income. It was conceded by
Europa that apportionment of a
taxpayer's expenditure by the
Commissioner was legitimate in
order to exclude voluntary pay-
ments of that kind, just as it

is legitimate to separate capital
expenditure from revenue expend-

iture, but that in the case of

RECORD



27.

10

20

30

40

(R
w

RECORD
Europa all its trading stock
expenditure was made on the best
contractual terms which could
be made and that no part of such
expenditure was "voluntary" or
unnecessary for the production of
assessable income.
It was further contended by Europa
that the Commissioner's argument
under the "dual purpose" heading
of Section 111, as applied to
the present facts, was directly
in conflict with established
principles of deductibility in
income tax law. If the Com-
missioner's argument was right,
then in a case where a parent
company in New Zealand bought
trading stock from a subsidiary
in New Zealand, the proportion
of the subsidiary's annual profit
derived from such sales could be
deducted by the Commissioner from
the total trading stock expend-
iture of the parent company in
order to compute the assescable
income of the parent company,
notwithstanding that the same
profits earned by the subsidiary
would be taxed as income of the
subsidiary- It was pointed out
to McGregor J. that this process
had in fact been carried out in
the case of Pacific Trading.
That company had paid New Zealand
income tax on all its profits,
but the Commissioner had then
assessed Europa by deducting an
amcunt equal to those profits

from the trading stock expenditure
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of Europa. The result was that
in effect the profits of Pacific
Trading were sought to be taxed
twice. Though this does not
amount to "double taxation" in
the strict sense, since the tax
on the same amount is being
paid by different taxpayers,
yet the ordinary presumption
against double taxation ought
by analogy to apply-

As to Section 108

Europa was precluded from arguing -

(a) That Section 108 had no fiscal
effect

(b) That if it does have fiscal
effect, Section 108 is limited

in its application to an

accrued incidence or liability
to tax
because those two submissions had
already been determined in favour of
the Commissioner by the New Zealand

Court of Appeal in Elmiger v. Com-

missioner of Inland Revenue (1967)
N.Z.L.R. 161 but Europa reserved the

right to advance those submissions,

if necessary, before the Judicial

Committee of the Privy Council.

Europa therefore submitted under

Section 108:

(a) That Section 108 is not applic-
able to this case because the
section can only apply where a
taxpayer derives the income in
question in New Zealand

(b) That Section 108 is not applic-
able to this case because it
can only have even prima facie

application where, on the facts,

_REGORD
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if it had not been for the arrange-
ment the moneys in question would
have come into the hands of the
taxpayer as assessable income.

In this case, there would have
been no income without the
"arrangement". It was the
"arrangement" itself which pro-
duced the moneys sought to be
taxed. This was a new source

of income.

That if contrary to the above
submissions Section 108 was
capable of application to the
present case it nevertheless
cannot apply on the facts because
this was a commercial bargain
negotiated at armslength be-
tween two companies, and it is
impossible to hold on the evidence
that the transactions had the
purpose or effect designated by
Section 108. The transactions
of 1856 and 1964 constitute
ordinary commercial or business
dealings which cannot be labelled
as tax-avoiding schemes or
arrangements.

Europa cited in support of this
submission -

Newton v. Federal Commissioner

of Taxation (1958) A.C. 450

B.P. Australia Ltd. v. Federal
Commissioner of Taxation (1966)
A.C. 224

That even if Section 108 did
apply on the facts, the effect

of applying the Section must be
to annihilate (inter alia) the

petroleum products sales contract
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and this would leave no income

to be taxed in the hands of
Europa. Further, the vital
contract was the processing
contract made between Gulf and
Pan Eastern which are two foreign
corporations not resident or
carrying out business in New
Zealand. Consequently this
contract and the incorporation

of Pan Eastern itself, are both
incapable of "annihilation"

under Section 108 for the purpose
of affecting the tax liability

of a New Zealand taxpayer.

Exhaustion of statutory discretion

and estopnel -

Europa contended that the letter of
the Commissioner dated 27th June 1963

precluded him from making his amended

assessments up to and including the

year ended 31st March 1964 because:

(a)

(b)

the decision notified to Europa
in the said letter was a final
exercise of the Commissioner's
discretion conferred by section
22 of the said Act to issue
amended assessments of income
tax,
the notification contained in
the said letter operated against
the Commissioner by way of
promissory estoppel, since
Europa had acted in reliance
on the notification and had
altered its position to its
own detriment in two respects -
(i) by negotiating the 1964
contracts in their existing
form

(ii) by passing on to its share-
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holders by way of dividend

in 1964 the sum of £2,300,000
representing accrued profits
of Pan Eastern, thereby
depriving itself of the
taxable fund from which the
assessed tax could have been

paid.

In support of his said assessments

the Commissioner submitted before

McGregor J.:
As to Section 111

(a)

The incorporation of Pan Eastern
and all the contracts made be-
tween Gulf and Pan Eastern and
Buropa, although accepted as
being valid transactions and

not shams, nevertheless amounted
to one overall arrangement where-~
by Europa received a discount
off the cost of supplies of
gasoline and other products and
later feedstocks. The amount
of such discount was equivalent
to half the profits of Pan
Eastern in each year and that

accordingly the Commissioner

was entitled to disallow as

part of Europa's cost of pur-
chases an amount equal to half
the Pan Eastern profits in

each year.

In the case of Pacific Trading
the earnings of that company in
the United Kingdom, represented
a discount of 10% off the cost
price of gas oil and lighting
kerosene purchased by Europa in

New Zealand from BP New Zealand

REGORD
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Ltd. The Commissioner was
accordingly entitled to disallow
as part of Europa's cost of
purchases an amount equal to the
whole profit of Pacific Trading
in each of its trading years.
Alternatively, the expenditure
by Europa on oil supplies from
Gulf was incurred for two
purposes -

(1) to produce income for
Europa

(ii) to produce income for Pan
Eastern and that insofar
as the expenditure was
incurred to produce income
for Pan Eastern it was

not "exclusively incurred
in the production of the
assessable income" of
Europa.

Similarly it was contended in
relation to Pacific Trading
that the expenditure by Europa
on purchases of gas oil and
lighting kerosene under the
contract with BP New Zealand
Ltd. was
purposes -

(1)

incurred for two

to produce income for

Europa

(ii) to produce income in the
United Kingdom for Pacific
Trading

and that insofar as the expend-

iture was incurred to produce

income for Pacific Trading it

was not "exclusively incurred

in the production of the assess-

able income" of Europa.
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In support of the "dual purpose"
argument the Commissioner relied
principally upon:

Ward & Co. v. Commissioner of
Taxes (1923) A.C. 145

Aspro Limited v. Commissioner

of Taxes (1932) A.C. 145

Johnson Bros. & Co. v. Inland

Revenue Commissioner (1919)

2 K.B. 717

Ronpibon Tin No Liability v.

Federal Commissioner of Tax-
ation (1949) 78 C.L.R. 47

As to Section 108

(a)

(b)

(c)

The 1956 and 1964 series of
contracts entered into between
Gulf and Pan Eastern and Europa
and also the incorporation of
Pan Eastern itself together
constituted an "arrangement"
which had the purpose or effect
of altering the incidence of
income tax on Europa or relieving
Europa from its liability to

pay income tax.

The effect of applying Section
108 was to annihilate the in-
corporation of Pan Eastern, the
petroleum products sales contract
of 1956, the feedstock supply
contract of 1964, and all con-
tracts made between the parties
and between either of them and
Pan Eastern in 1956 and 1964.
The result of annihilation of
the incorporation of Pan Eastern
and of all related contracts

was to leave in the hands of
Europa sums of money equal to
half the purported profits of

RECORD
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Pan Eastern in each year which ——

thereupon attracted income tax

as being the assessable income

of Europa.

McGregor J. gave judgment in
favour of the Commissioner on 8th
May 1968.
As to Section 111 McGregor J.
His Honour held 6011/24-36
(a) that although posted prices of 6019/5-8

gasoline represented market
prices in 1956, and although
Europa had no option but to
make its supply contract at
posted prices because under

the prevailing circumstances

it was impossible for Gulf to
sell gasoline to Europa at a
discount, nevertheless it was
unrealistic to regard the
various contracts as separate
transactions, and the overall
result or effect of the various
contracts and the incorporation
of Pan Eastern was to provide
Europa with a price concession
based on the volume of its
purchases of gasoline, and this
was an indirect discount.
Consequently the Commissioner
was correct in excluding from
Europa's cost of trading stock
purchases in the years in
guestion an amount equal to
half the profit derived by Pan
Eastern in each year. His
Honour held that on this view
of the matter the fact that

Europa's expenditure for gasoline
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supplies arose from payments

which were contractual and not

voluntary was beside the point.

His Honour applied the same
reasoning in holding that the

Pacific Trading profits rep-

resented a discount in the hands

of Europa.
(b) His Honour further held that

there was a dual purpose in the

payments made to Gulf and BP
New Zealand Ltd. respectively
for petroleum products, and

accepted the Commissioner's

contention that the expenditure

which he had disallowed was
referable to the purpose of
creating a profit for Pan
Eastern and Pacific Trading
respectively, and for that
reason was not exclusively
incurred in the production of

Europa's assessable income.

As to Section 108

His Honour held on the facts that
it was not the purpose of Europa
when it entered into the 1956

arrangements to avoid any tax lia-

bility. Apart from that finding,

His Honour did not find it necessary

to reach any conclusion as to the

application of Section 108.

As to exhaustion of statutory dis-
cretion and estoppel

His Honour held
(a) that although there was no
intentional non-disclosure by

Europa of material facts, the

RECOLD

McGregor J.
6021/49 to
6022/3

McGregor J.
6038/5-11

McGregor J.
6030/6 to
6031/39
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Commissioner was nevertheless
not in possession as at 27 June
1963 of all the relevant inform-
ation necessary for him to reach
a final conclusion as to the
validity of the 1956 contracts
for tax purposes.

(b) Even if the letter of 27 June McGregor J.
1963 could be regarded as an 6032/32-37
exercise of the Commissioner's
discretion under Sections 22 and
111 of the said Act, the Com-
missioner's lack of knowledge
of some relevant facts as at
27 June 1963 entitled him to
exercise his discretion under
the said sections again once the
full facts were known.

(c) The Commissioner was not exer-— 6033/38-42
cising a statutory discretion
when he reached the decision
notified in his letter of 27
June 1963.

(d) The doctrine of estoppel could 6033/38 to
not operate against the Com- 6034/40
missioner, firstly because he
did not have all the relevant
information as at 27 June 1963,
and secondly because the oper-
ation of the doctrine would
prevent the performance of the
statutory obligation on the
part of the Commissioner to

assess Europa for income tax.

The appeal by Europa against this
judgment was heard by the Court of
Appeal of New Zealand between 25
August and 8 September 1969. The
submissions of Europa as appellant
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were the same as in the Supreme
Court, set out in paragraph 35
of this Case, but three further
authorities were referred to by
Europa.

In support of the submission
that the contracts of 1956 and 1964,
not being attacked as shams, must
each be given its true legal effect,

Europa cited Commissioner of Inland

Revenue v. Wesleyan and General
Assurance Society (1946) 30 T.C.11

In support of the submission that

the earnings of profits by Pan
Eastern and Pacific Trading respect-
ively were consequences of, and not
purposes of, the expenditure by
Europa on supplies of petroleum
products, Europa adopted the phrase-
ology of Lord Donovan in Inland
Revenue Commissioner v. Korner
(1969) 1 A.E.R. 679 and submitted
that the profit earned by Pan

EAstern and Pacific Trading was a
"pby-product" and not a "purpose
of the respective expenditure.

With reference to the decision
in Littlewoods Mail Order Stores Ltd.

v. James McGregor (Inspector of Taxes)

(1969) 1 W.L.R. 1241, which, like

the decision in Korner's case, had

not been available in New Zealand

at the time of the Supreme Court
hearing, Europa submitted that this
was merely an example of expenditure
being apportioned as between capital

and revenue.
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The submissions of the Commissionepr —

as respondent in the Court of Appeal
were the same as in the Supreme Court,
being set out in paragraph 36 of this
Case. The Commissioner cited
Littlewoods Mail Order Stores Ltd.

v. James McGregor as further authority

for his submission that in a proper
case the Commissioner was entitled
to apportion business expenditure
so as to exclude in arriving at

the assessable income of a taxpayer
any expenditure not exclusively in-
curred in the production of the

assessable 1ncome.

In its judgment delivered on
21 November 1969 the Court of Appeal
unanimously allowed Europa's appeal.
The following is a summary of the
reasons for judgment of the Court

of Appeal:

As to Section 111
(a) The Court of Appeal rejected North P.

the argument of the Commissioner 6062/47 to
that the A.M.P. share of Pan 6063/24L
Eastern earnings constituted

a discount in the hands of

Europa. They pointed out

that since the contracts of

1956 and 1964 were accepted by

the Commissioner as being

valid transactions and not

shams, it followed that their

form and legal effect could

not be disregarded.

North P. stated that the result

of those transactions was that

Pan Eastern was a company
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(b)

(c)

incorporated by Gulf and Europa
solely for the purpose of giving
Europa a share in the overseas
earnings of Gulf in the operation
of its refineries.

The Court of Appeal emphasised
the status of Pan Eastern as a
corporate entity separate from
Europa and Gulf. Turner J.
stated the question for deter-
mination as being whether the
profit derived by Pan Eastern
could be called a
in the hands of Europa.

"discount"
He

said he could not see, notwith-
standing the contrary conclusion
of McGregor J., that this

was possible. The opinions
of the other Judges were to
the same effect.

In respect of Pacific Trading,
the Court of Appeal held that
the 10%

Trading was prepared to allow

commission which BP

Pacific Trading was a collateral
benefit which attracted tax

in its own right, which BP
Trading was not prepared to grant
to Europa, and which was independ-
ent of the agreed price for

gas oil supplied by BP New
Zealand Ltd. to Europa.

The Court of Appeal emphasised
the fact that Europa could not
buy from BP New Zealand Ltd. at

a discount and also the fact

that Pacific Trading was a
corporate entity separate from

Europa.

RECORD

Turner J.
6093/48 to
6034/3

North P.
6076/41 to
6077/12

Turner J.
6103/7-32

McCarthy J.
6116/22 to
6118/1
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In respect of the "dual purpose'
argument, the
held that the
to purchase at any better prices
than the

Court of Appeal

inability of Europa

contract prices was

decisive against the Commissioner
and that no question of "dual
purpose'" could arise.

The Court of Appeal came to
the same conclusion, for the
same reason, in the case of

the earnings of Pacific Trading.
As to the question whether the
"dual purpose" argument was
open at all, having regard to
the decisions in Cecil Bros.
Ltd. v.

Taxation, the Judges of the

Pty

Federal Commissioner of

Court of Appeal expressed
different opinions.

Europa had submitted, in reliance

RECORD
North P.
6069/1-38
6072/43 to
6077/12

Turner J.
6078/36
6090/u45

McCarthy J.
6117/u47 to
£120/30

North P.
6068/30-49

Turner J.
6078/36 to

6087/29

McCarthy J.

on the judgments in the Cecil Bros. 6118/36 to

case, that in the case. of trading
stock expenditure the only
inquiry was whether the money

had in fact been paid for trading
stock.
then any implication of purpose
or motive was irrelevant and the
trading stock expenditure was
not apportionable on any ground.
North P.

difficulty in reconciling the

thought there was some

Cecil Bros. decision with the

Aspro case, as there seemed

to be no distinction between
the right to enquire into the
quantum of directors' fees and

the quantum of trading stock

expenditure as items of deductible

Once this was established

6120/30
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expenditure. Turner J. consid-

ered that the Cecil Bros.' case

was not reconcilable in principle

with the judgment of the Court
of Appeal in Littlewoods Mail

Order Stores v. Commissioner of
Inland Revenue (1969) 1 W.L.R.
1241 where it had been held that

payments for rent could be

apportioned so as to separate
that portion which was being
paid for the purpose of acquis-

ition of a capital asset.

Turner J. thought that Littlewoods

RECORD

case was to be preferred to

Cecil Bros. as being more in

accord with modern developments
in taxation law.
McCarthy J. doubted whether the

approach adopted in Cecil Bros.

was the correct way to approach
Section 111 of the New Zealand
Act, and preferred to apply

the "purpose" test set out in
the Aspro and Ward cases.

All the Judges of the Court of
Appeal took the view that if
Europa's interpretation of the

Cecil Bros. case was correct,

and if Cecil Bros.was rightly

decided, then the case was

decisive against the Commission-
er's argument under Section 111
irrespective of any question of

"purpose”.

As to Section 108

The Court of Appeal held that the
submissions of the Commissioner

under this heading must fail because

North P.
6069/39
6072/u2
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the transactions between Gulf and Turner J.
Europa were capable of explanation 6100/46 to
by reference to ordinary commercial 6105/10
dealings. The Court of Appeal
further questioned whether, even McCarthy J.
if the Section did applv, the 6120/31 to
annihilation of the contracts and 6121/20

of Pan Eastern could result in
taxable income reaching the hands

of Europa.

As to exhaustion of statutory

discretion and estoppel

The Court of Appeal saw difficulty

in accepting Europa's submissions
under this heading in view of the
fact that the Commissioner's letter
of 27 June 1963 was written before
his investigation was concluded

and when his information was in-
complete, and the Court of Appeal
also considered that the doctrine

of estoppel would not be applicable
in view of the statutory duty of the
Commissioner to make amended assess-
ments if he thought it right to do
so. The Court however did not find
it necessary, in view of its findings
in favour of Europa under sections
111 and 108, to give further consider-
ation to Europa's submissions on

this aspect of the case, although
Turner J. indicated that if necessary
he would have decided this point
against Europa in accordance with

the judgment of McGregor J. in the
Court below.
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CONTENTIONS TO BE URGED
BY THE RESPONDENT
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The assessments can not be sup-

ported under section 111 of the said

Act because:

(a)

the A.M.P. share of Pan Eastern
earnings does not represent a
discount in the hands of the
Respondent off the contract
prices of supplies procured from
Gulf. The Respondent bargained
for, and obtained, a share in a
defined sector of the overseas
refining profits of Gulf.

This is the result of the con-
tracts according to their form
and effect. It is not contended
by the Commissioner that the
transactions are or were shams
and he concedes that they are
valid contracts with binding
effect according to their tenor.
The evidence in the Supreme Court
and the findings made thereon

by McGregor J. plainly establish
that discounts off posted prices
of gasoline could not be obtained
in the 1956 period and to hold
that the A.M.P. share of Pan
Eastern earnings constitutes

a discount, or is equivalent to

a discount off the contract
price, is to assume that the
Respondent made a contract

which in fact it was powerless

to make. Similarly with the
1964 contracts, it has not been
shown that the contract prices
paid thereunder are anything else

than in accord with market prices
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from time to time.

The basic flaw in the Commissioner's
argument under this heading has
been to assume that because the
net economic result to the Res-

pondent has been the derivation

‘of non-assessable income repres-

enting a share in the earnings of
Pan Eastern, that the supply
contracts with Gulf ought there-
fore to be read as if they con-
tained a contractual provision
for a discount or rebate off

the contract prices. The con-
tract prices payable by the
Respondent for petroleum products
under the 1956 contracts and for
feedstocks under the 1964 con-
tracts always remained payable
irrespective of the earnings of
Pan Eastern.

In any event, the argument that
part of the Pan Eastern earnings
represent a discount in the hands
of Europa fails on a separate
ground, namely the status of Pan
Eastern as a separate corporate
entity.

The same contentions on the part
of the Respondent apply, mutatis
mutandis, to the earnings of
Pacific Trading.

The Commissioner argues in the
alternative under section 111
that the trading stock expenditure
of Europa was in relation to

Pan Eastern and Pacific Trading
respectively incurred for a

dual purpose, one purpose being

to produce assessable income for
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Europa, the other purpose being

to create an income for Pan
Eastern or Pacific Trading as

the case may be. It is contended
by the Respondent that the

"dual purpose" argument disappears
once it is shown, as it has been
in this case, that the Respondent
was unable to purchase its trading
stock at any better prices than
contract prices.

In the opinion of the Judges of
the Court of Appeal it was not
necessary for them to come to

any final conclusion as to the

applicability of Cecil Bros. Pty

Ltd. v. Federal Commissioner of

Taxation to section 111 of the
New Zealand Act. They held
that the inability of Europa to
purchase oil and oil products
from Gulf and BP New Zealand
Ltd. at any better prices than
the contract prices disposed

of any argument that there was

a "dual purpose" in paying the
contract prices. With this
view the Respondent respectfully
agrees, but contends nevertheless

that the Cecil Brothers case was

rightly decided and is entirely
applicable to section 111 of
the New Zealand Act.

It is contended that trading
stock expenditure stands in a
different category from the
voluntary expenditure which

was considered in the Ward,

Aspro, Johnson Bros. and

Ronpibon Tin cases, and that
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Littlewood's case is merely an

example of separating capital
and revenue expenditure.

The Federal Commissioner's
"dual purpose" érgument in the

Cecil Brothers case contained

a flaw which becomes apparent

if one considers the consequences
of the Federal Commissioner's
argument succeeding. The result
would have been that the
deductible trading stock expend-
iture of Cecil Bros. Pty Ltd.
would have been reduced by the
amount of Breckler Pty Ltd.
profit. But Breckler Pty Ltd.
would have been liable to pay
income tax on that profit because
it represented the net trading
profit resulting from the moneys
actually paid to it by Cecil
Bros. Pty Ltd. for trading stock.
Thus the contract prices paid by
Cecil Bros. Pty Ltd. for trading
stock would have been accepted,
and necessarily accepted, by the
Federal Commissioner in assessing
Breckler Pty Ltd., whereas the
same contract prices would have
been rejected by the Federal
Commissioner, and altered to
different prices, for the purpose
of assessing Cecil Bros. Pty Ltd.
It is contended that this process
contravenes a basic principle

of English, Australian and New
Zealand income tax law, namely
that in the absence of any special
statutory provision to the con-

trary, where a trader sells
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trading stock to another trader,
the assessment to income tax of
buyer and seller respectively
must each be based on the same
contract price.

It is further submitted in
support of the correctness

of the Cecil Brothers decision

that the only inquiry in respect
of trading stock expenditure is
whether the money was in fact
paid for trading stock under a
valid and bona fide contract of
sale. It is not for the revenue
authorities to say what price
should be paid. Any other view
would lead to the assumption

by the revenue authorities of
control over the day to day
prices paid by taxpayers for
their trading stock. The
Respondent cites in this context
the judgment of the House of
Lords in Craddock v. Zevo
Finance Co. Ltd. (1846) 27

T.C. 267 and in particular

draws attention to the opiniocn

of Lord Simon in which at page

287 the following passage appears:
"To put the matter in its simplest
form, the profit or loss to a
trader in dealing with his stock-
in-trade is arrived at for Income
Tax purposes by comparing what

his stock in fact cost him with
what he in fact realised on re-
sale. It is unsound to substitute
alleged market values for what

it in fact cost him. The

deduction from gross receipts,
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which is not prohibited by
Rule 3 of Cases I and II of
Schedule D, is that of expenses
"wholly and exclusively" laid
out for the purposes of the
trade, even though the outlay
is unnecessarily large ......
The test is what was in fact
the cost of the stock".
Reference is also made to the
opinion of Lord Simonds in which
the following passage appears
at page 2985:
"I cannot distinguish between
consideration and purchase
price, and (using again the
language of the Master of the
Rolls) I find that, acquiring
the investments "under a bona
fide and unchallengeable contract"”
they paid the price which that
contract required, a price
which, whether too high or
low according to the views of
third parties, was the price
upon which those parties agreed."

The assessments cannot be sup-

ported under section 108 because:

(a)

Section 108 does not have fiscal
effect. In respect of a con-
tract agreement or arrangement
to which the section applies

it is designed to operate

solely inter partes. Inso-

far as they are to the contrary
effect, the decisions of the

New Zealand Court of Appeal in
Elmiger v. Commissioner of
Inland Revenue (1967) N.Z.L.R.161,

Marx and Carlson v. Commissioner
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of Inland Revenue (unreported)

and Mangin v. Commissioner of

Inland Revenue (unreported)

are erroneous in law.

If, contrary to the foregoing
submission, sectior 108 does
have fiscal effect, then its
operation is limited to cases
where the incidence or liability
to tax has already accrued.

The phrase "incidence of income
tax" is not apt to describe

the situation before a liability
to tax has accrued. It is

not appropriate when there

is a mere inchoate future
liability which may or may not
fall. It is only referable
within the context of the section
and the Act as a whole to a
situation where there is a
definite ascertained amount

of tax for which the taxpayer

is presently liable. Simil-
arly the word "relieving" in

the section connotes exemption
from the legal consequences of
an existing condition. Inso-
far as they are to the contrary
effect, the decisions of the

New Zealand Court of Appeal in
Elmiger v. Commissioner of
Inland Revenue (1967) N.Z.L.R.161,

Marx and Carlson v. Commissioner

of Inland Revenue (unreported)

and Mangin v. Commissioner of

Inland Revenue (unreported) are

erroneous in law.
Section 108 is only applicable

to a case where the taxpayer has
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derived the income. The
phraseology of the section is
not apt to describe a situation
where the taxpayer has not der-
ived income in the first place,
because the liability to tax

sought to be enforced by section

108 can only arise upon deriv-

ation of income. Insofar as
they are to the contrary effect,
the decisions of the New Zealand
Court of Appeal in Marx and

Carlson v. Commissioner of

Inland Revenue (unreported) and

Mangin v. Commissioner of Inland

Revenue (unreported) are erroneous
in law.

Section 108 is only applicable to
a case where the taxpayer has
derived or alternatively will
derive income which is assess-
able to New Zealand income tax.
The real contention of the Com-
missioner in this case is that
there was a "relieving" from
liability to pay New Zealand
income tax because the Respondent
failed so to arrange its affairs
as to earn the Pan Eastern
profits in a form which would
make them assessable to New
Zealand income tax. Such a
construction of section 108 is
not warranted by the terms of

the section.

Section 108 is not applicable

to this case because it can only
have even prima facie applic-
ation where, on the facts, if

it had not been for the arrange-
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ment the moneys in question
would have come into the hands
of the taxpayer as assessable
income. In this case, there
would have been no income without
the "arrangement". It was the
"arrangement" itself which pro-
duced the moneys sought to be
taxed.

In all the Australian cases
under section 260 of the Common-~
wealth Act where the Federal
Commissioner has succeeded, and
in all the cases under section
108 where the New Zealand Com-
missioner has succeeded, the
"arrangement" has varied or
affected an existing source

of income. The present case

is not in this category.

Here the "arrangement" originated
a new source of income.

The Commissioner seeks to deny
to the Respondent under section
108 a deduction to which the
Respondent is entitled under
section 111. Once a taxpayer
becomes entitled to a deduction
under section 111, there can
then be no room for the oper-
ation of section 108 in relation
to that same deduction.

That if contrary to the above
submissions section 108 is
capable of application to the
present case it nevertheless
cannot apply on the facts because
this was a commercial bargain
negotiated at arms length

between two companies, and it
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evidence that the transactions
had the purpose or effect
designated by section 108.
The transactions of 1956 and
1964 constitute ordinary commer-
cial or business dealings which
“cannot be labelled as tax-
avoiding schemes or arrangements.
(h) That even if section 108 did
apply on the facts, the effect
of applying the section must be
to annihilate (inter alia) the
petroleum products sales con-
tract and this would leave no
income to be taxed in the hands
of Europa. Further, the vital
contract was the processing con-
tract made between Gulf and Pan
Eastern which are two foreign
corporations not resident or
carrying out business or deriving
income in New Zealand.
Consequently this contract and
the incorporation of Pan Eastern
itself, are both incapable of
"annihilation" under section
108 for the purpose of affecting
the tax liability of a New
Zealand taxpayer.

The Respondent contends that the
Commissioner by reason of his letter
of 27 June 1963 was precluded from
issuing amended or original assess-
ments against the Respondent for any
year up to and including the year
ended 31 March 1964, for the following
reasons:

(a) The Commissioner's determination
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(c)

notified in his said letter was

an exercise by him of his stat-

utory discretion under s.22 of

the Land and Income Tax Act 1954,

whereby he determined that he

would not in relation to Pan

Eastern earnings amend the

assessments already made against

the Respondent for the years

up to and including the year

ended 31st March 1962.

By issuing amended assessments

on 30 March 1965 and on sub-

sequent dates in relation to the

years ended 31lst March 1960, 1961

and 1962 the Commissioner purported

to exercise again a statutory

discretion which was already

exhausted.

(i) The Commissioner's letter

to the Respondent dated 27 June

1963 constituted a promise that

the Commissioner would not

(a) amend the original assess-
ments up to and including
the year ended 3lst March
19862

(b) issue assessments for the
years ended 31st March 1963
and 1964

so as to include in the assessable

income of the Respondent any part

of the Pan Eastern earnings derived

under the 1956 Contracts.

(ii) The Respondent in reliance

on such promise acted to its

detriment or altered its position

in two respects -

(a) by distributing to its share-
holders on 24 April 1964 as
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ings of Pan Eastern amounting
to £2,300,000 obtained by
Associated Motorists Petrol
Company Ltd. from Pan
Eastern by way of dividend
on 18 March 1964

(b) by executing on 10 March
1364 the ten year supply
contract, freight contract,
and associated Pan Eastern
contracts relating to
importations of feedstocks
for the Marsden Point
refinery.

(d) The Respondent accordingly sub-
mits that the doctrine of pro-
missory estoppel operates in
its favour in relation to any
Pan Eastern earnings derived
under the 1956 Contracts sought
to be assessed as income of the
Respondent for any year up
to and including the year ended
31lst March 1364.

The Respondent humbly submits
that the decision of the Court of
Appeal was right and that this
Appeal should be dismissed with
costs for the following among other

REASONS
(a) The Commissioner's assessments
cannot be supported under
section 111 of the Land and
Income Tax Act 1954 because:
(i) The Respondent at no time
received a discount off
the contract prices which

it paid for trading stocks



5b.

10

20

30

(b)

(i1)

(iii)

63

The earning of profits by
Pan Eastern and Pacific
Trading respectively was

a by-product or consequence
of the trading stock expend-
iture, not a purpose therecof
In any event, in the case

of trading stock expenditure
the only guestion under
section 111 is whether such
expenditure was incurred
under valid and bona fide
contracts of sale and pur-
chase. Once that question
is answered in the affirm-
ative, any implication of

motive or purpose or quantum

of expenditure is irrelevant.

The Commissicner's assess-

ments cannot be supported under
section 108 of the said Act

because: -

()

(ii)

(iii)

(iv)

section 108 does not have
fiscal effect

the operation of section
108 is limited to cases
where the incidence or
liability to tax has already
accrued

section 108 is only applic-
able to a case where the
taxpayer has derived the
income

section 108 is only applic-
able to a case where the
taxpayer has derived or
alternatively will derive
income which is assessable

to New Zealand income tax.
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(v) section 108 is not applic-
able to this case because
here it was the "arrangement"
itself which produced the
income

(vi) the trading stock expenditure
of the Respondent is deduct-
ible in full under section
111, and thus there is no
room for the operation of
section 108

(vii) even if section 108 is
capable of application to
the present case, never-
theless it cannot apply
on the facts because the
contracts in gquestion
were and are ordinary com-
mercial dealing

(viii) even if section 108 did
apply on the facts, the
annihilation of such con-~
tracts or legal trans-
actions as are capable of
annihilation would not
leave exposed any income
taxable in the hands of
the Respondent.

Even if the Respondent were

liable under either section 111

or section 108, the Commissioner
was nevertheless precluded by

his decision and his notification
of that decision contained in his
letter of 27 June 1963 from issuing
any assessment or amended assess-
ment up to and including the year
ended 31 March 1964 relating to

the earnings of Pan Eastern because:
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(i) such assessments constituted
" the exercise of a statutory
discretion already exercised
(ii) the said letter raises a
promissory estoppel against
the Commissioner in favour

of the Respondent

(d) The decision of the New Zealand

Court of Appeal was correct.
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Counsel
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Counsel
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