
www.pwc.co.nz 

 
 

 
 
 
 

Commercial 

Asset 

Restructuring 

Report 
 

Financial Modelling and 

Considerations 
 

 

 

 
 
 
 
 
 

 

 

Gisborne District 

Council 

 

May 2016 

 



 

 
 

 

 

 

 

 

 

 

Barry Vryenhoek 

Operations Group Manager 

Gisborne District Council 

15 Fitzherbert Street 

PO Box 747 

Gisborne 4010 

 

9 May 2016 

 

Commercial Asset Restructuring 
 

Dear Barry 

We are pleased to attach our report, which contains the summary results of our financial 

modelling and other advice relating to the commercial asset restructuring.  

This report should be read in conjunction with our Letter of Engagement dated 22 March 

2016 and the Restrictions on page 14.  

Yours sincerely,  
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Section 1: Key Assumptions 

 

The analysis in this report is based on the following key input assumptions: 

 GVT and Holiday Park are transferred from Council to GHL effective 1 July 2016 

using an asset for equity swap. All assets are transferred except an associated parcel of 

reserve land. These are expected to be followed by subsequent phased transfers 

 Forecast revenue and operating costs are based on the Council’s Long Term Plan 

(LTP) and on GHL’s updated SOI forecasts  

 Distributions are based on the Council LTP. Streamlining of Council’s operations is 

forecast to cover the reduction in internal charges and distributions that Council 

currently receives from the GVT and Holiday Park 

 A 28% tax rate is assumed for incremental GHL income subject to utilisation of 

available group tax losses. All GHL dividends are fully imputed or subject to 

withholding tax 

 Council will maintain the ring-fenced $14m of borrowings relating to GHL  

 GVT and the Holiday Park will no longer pay overheads to Council, and will not pay 

new overheads to GHL. GHL will absorb the management and administration 

requirements of these entities 

 Forecast working capital based on LTP (Council) and new SOI (GHL), with 

adjustments for the transferring entities to normalise the transfer 

 Capital investment set equal to depreciation so that assets are maintained and as 

future reinvestment levels need to be revisited by Council/GHL 

 Inflation and borrowing costs based on Council’s current forecasts. 
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Section 2: Impacts on key 

financial metrics 
 

This section covers: 

a) Scale of changes from transfer for Council & GHL 

b) Distributions to Council 

c) Rates 

d) Operating Expenses 

e) Tax 

f) Debt 

a) Scale of changes from transfer for Council & GHL 

 

 The transfers are a: 

a. Relatively immaterial change for both the Council Group (Council + GHL) and 

the Council itself 

b. Material increase in the scale of GHL. 

 

Graph 1: Impact of Transfers on Council Group 
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Graph 2: Impact of Transfers on Council (Entity) 

 

Graph 3: Impact of Transfers on GHL 

 

 

b) Distributions to Council 

 GHL’s distributions to Council are not forecast to change as a result of this transfer 

 Following the transfers, the Council will no longer receive internal distributions 

directly from GVT or the Holiday Park. Streamlining of Council’s operations is 

forecast to cover the reduction in internal charges and distributions that Council 

currently receives from the GVT and Holiday Park. The value of these distributions 

utilised for the LTP is set out in Table 1 over leaf 

 Council has considered a range of mechanisms to maintain a fiscally neutral position 

including operational costs, debt, rates, and distributions from GHL.  
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Table 1: Council’s foregone distributions from GVT and Holiday Park 

2015 Amended LTP FY17 FY18 FY19 

Internal Distributions, $000 574 580 590 

c) Rates 

 This transfer on its own does not change total Rates using these forecasts and 

assumptions 

 Although total Rates are not forecast to change, there may be some minor 

reallocations of rates.  

d) Operating Expenses 

 The transfers in themselves do not change Council’s or GHL’s operating expenses, 

excluding the operations of GVT and the Holiday Park  

 Internal distributions from GVT and the Holiday Park are forecast at around 0.95% of 

the Council’s total operating expenses between FY17-19.  

e) Tax 

 Tax impacts are subject to the final structuring arrangements of the transfer 

 A 28% tax rate is assumed for incremental GHL income subject to utilisation of 

available group tax losses 

 More information is provided in the Taxation section that follows. 

f) Debt 

 The Council Group’s external debt and cash position is not forecast to change as a 

result of these transfers. GVT and the Holiday Park have no external debt 

 The internal debt and reserve accounts of GVT and the Holiday Park will not transfer 

and will net out on consolidation within Council.  
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Section 3: Taxation 
 

The Council has a range of methods available for receiving distributions from GHL and 

managing taxation within the Council Group including:  

 Dividends 

 Interest 

 Subvention payments 

 Capital repayments 

 Group loss offset. 

This section discusses the key tax considerations relating to these distribution methods 

which are summarised in Table 2 overleaf.  

 

Dividends 

 A transfer of cash.  Taxable income to Council to the value of the dividend including 

imputation credits, with no offsetting deduction in GHL 

 Imputation credits and RWT would be attached, and would offset some or all of the 

tax cost to Council 

 Limited by accounting solvency requirements on the payment of dividends. 

Subvention payments 

 Council and GHL enter into a subvention agreement, whereby Council agrees to 

‘transfer/sell’ its tax losses in return for a payment from GHL.  This payment from 

GHL is treated as follows: 

o Taxable income to Council, thereby reducing the tax losses 

o A tax-deductible expense in GHL, thereby reducing the taxable profit. 

Interest 

 A transfer of cash.  Taxable income to Council to the value of the interest income.  

GHL may deduct the interest expense.  There are strict rules around the level of 

interest that may be paid in the local government / CCO context. 

Capital repayments 

 Capital repayments may be effected through the repurchase of shares (subject to 

satisfying certain criteria for tax purposes) which results in a transfer of cash from 

GHL to Council. The repurchase of shares would not change the total value of GHL’s 
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equity ie the repurchased shares are absorbed back into GHL and the remaining 

shares held by Council increase by the value of the absorbed shares.  

Group loss offset 

In addition to the foregoing, effective use of tax losses can reduce the tax impost for the 

Council Group.  Of note is the group loss offset: 

 Where a member of the Council Group incurs a tax loss, and another member of the 

Council Group has taxable income, it is possible to undertake a group tax-loss offset.  

This is simply an election by an entity within the Council Group to transfer its tax loss 

to another entity within the Council Group that has taxable income, thereby reducing, 

and possibly extinguishing, the taxable income; this removes the tax cost for the 

profit-making company. 

 

Table 2: Tax and cash impact of distribution methods 

Distribution 

method 

Cash 

transfer 

Tax impact - Council Tax impact -  

GHL 

Dividend Yes Taxable income No tax deduction 

Interest Yes Taxable income Tax deduction 

Subvention payment Yes Utilise available tax losses Reduction of taxable income 

Capital repayment Yes Non-taxable Non-taxable 

Group tax loss offset No Utilise available tax losses Reduction of taxable income 
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Section 4: Distribution Policy 
 

This section covers: 

a) Good practice principles   

b) Current status 

c) Distribution policy benchmarks 

d) Distribution policy options 

 

a) Good Practice Principles 

Key principles in the New Zealand Treasury guidelines for State Owned Enterprises 

applicable to Council/GHL: 

 CCTO requires an optimal balance sheet structure which utilises both debt and equity 

to fund assets 

 Distribution policy should maintain or assist working towards an optimal structure 

 Distribution level needs to be determined by structure considerations, profitability 

and future capital expenditure 

 There needs to be an appropriate balance between distributions and business 

reinvestment 

 Distributions should show consistency and grow over time 

 Interim and final distributions should be paid as soon as possible after the completion 

of the CCTO accounts. 

 These key principles are embedded in a number of the distribution policy benchmarks 

shown in Table 3 below.  

 This also highlights that sector practice is varied depending on the nature of the assets 

and the capital requirements.  
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Table 3: Distribution Policy Benchmarks 

Organisation Policy Comments 

Gisborne Holdings 

Limited 

70% net profit after tax Stable farm operation, low capital, low 

debt 

Eastland Group 40% net profit after tax 5 year 

average 

Stable portfolio of activities including 

port operations and lines company 

Far North 

Holdings Limited 

50% net profit after tax Property and development focused 

CCTO, high capital requirements 

Vector 60% of free cash flows Steady cash flow business, large but 

stable capital renewals programme 

Christchurch City 

Holdings Limited 

Annual review based on 

profitability and future investment 

requirements 

Own significant income producing 

assets including port and airport. 

Historically provided a regular dividend 

flow 

Dunedin City 

Holdings 

Pay maximum annual dividend 

available subject to retention of 

sufficient profit to maintain the 

operating capability and to sustain 

growth of the company 

Stable cash-flow positive businesses 

including the local lines company.  Also 

own a forestry company 

 

b) Current Status 

This section outlines the basis for the key issues currently being considered:  

 Current distributions include both dividends and subvention payments in lieu of 

dividends 

 Council/GHL are currently agreeing the level of the FY17 distributions which is 

anticipated in LTP revenues 

 Although initial policy needs to address the short term imperatives, further work will 

be required to determine the longer term optimal balance sheet structure  

 Longer term structure will need to take account of GHL forecast profitability, future 

business transfers from Council and future capital expenditure 

 Current distribution practice relating to the value and timing of payments to Council 

has been variable  



 

9 
 

 GHL is seeking to pay the distribution in month 11 of the following financial year to 

allow for farming cash flows which are uneven 

 GHL cash flows are expected to stabilise over time as “steady” cash flow businesses 

are acquired 

 GVT and the Holiday Park require an appropriate level of capital investment to 

maintain their facilities and equipment. Sufficient information is unlikely to be 

available to determine this level of investment for FY17 

 Council and GHL are currently negotiating debt limits for the balance sheet. GHL will 

need to ensure it has capacity to grow and service its debt. 

c) Distribution Policy Options 

Taking account of good practice principles and the information available, there appear to be 

two logical distribution policy options: 

 Option A: Modified Status Quo 

 Option B: New Policy 

Both options envisage a second round of investigation as more information becomes 

available.  

We recommend Option B as it would result in cash not being unnecessarily held by GHL 

while the longer term position is determined.  

 

Option A: Modified Status Quo 

1. During FY17, maintain distribution per LTP projections on the basis that:  

o GHL will inherit two cash flow positive operations in GVT and the Holiday Park 

which will provide a cash pool for future investment 

o Capital expenditure requirements are unknown until GHL completes a detailed 

review of the operations of GVT and the Holiday Park in FY17 

o Timing of distributions per current arrangements ie FY16 distribution is 

received at the end of FY17 

2. Develop a new policy per Option B in FY17 for adoption in FY18. 
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Option B: New Policy 

1. Adopt new policy principles for FY17 taking account of the need for an interim 

distribution policy in the first year following the transfers which maximises the return 

of free cash flows to Council on the basis that:  

o GHL will inherit two cash flow positive operations in GVT and the Holiday Park 

o Capital expenditure requirements are unknown until GHL completes a detailed 

review of the operations in FY17 

o Surplus cash holdings should be managed on a group basis by Council 

o Timing of distributions should occur after the mid-year and final accounts on 

the basis that GHL can readily manage the cash flow fluctuations with debt. 

2. During FY17, Council works with GHL to develop a longer term distribution policy 

that takes account of:  

o An optimal balance sheet structure 

o Confirmed capital expenditure requirements 

o Subsequent phased transfer of Council commercial activities into GHL 

o Forecast growth and subsequent transfer phasing. 
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Appendix 1: Taxation 
To support the tax on distribution comments herein, this appendix covers: 

a) Income Tax and GST Implications of Transfers   

b) Underlying Principles 

c) Commercial Grounds for Transactions 

 

a) Income Tax and GST Implications of Transfers 

 Optimising tax efficiency is an important consideration in the establishment, on-going 

running, and potential disestablishment of a CCO structure.  However, tax should 

never be the primary reason for establishing a CCO structure 

 Council has identified that GVT and the Holiday Park would be transferred to GHL 

using an asset for equity swap. This is similar to the previous transfer of municipal 

buildings 

o This method has no direct tax impact, providing the transfer is undertaken at 

the market value of the assets.  An independent valuation of GVT and the 

Holiday Park would be prudent 

o Any gain or loss on sale by Council would be a capital gain, and would not be 

subject to tax (as such capital gains are not taxed in New Zealand).  This also 

presumes the assets were acquired without intention for sale, and have not 

been ‘revenue’ account property. 

 The transfer is likely to be compulsory zero-rated for GST purposes as the transaction 

includes land. 

b) Underlying Principles 

Council and Holdings tax status 

 Council is generally exempt from income tax, except where income is derived from: 

o A CCO – which essentially is any company or CCTO which has a profit purpose, 

including GHL; 

o An organisation that is a port or energy company or subsidiary thereof; or 

o A port-related commercial undertaking. 

 GHL, as a New Zealand registered company, would be subject to income tax based on 

normal principles.  Generally, that will mean income tax is payable at the rate of 28% 

on taxable income 
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 In brief, this means that GHL will be taxable on its income and Council will be taxable 

on any income derived from GHL.  Each entity will be able to claim a deduction for 

any expenditure incurred in deriving the income – subject to normal taxation 

principles 

 The Council currently claims a deduction from interest paid on $14m of borrowings 

relating to GHL. Based on discussions with Council, we have modelled existing 

borrowings remaining in place, interest deductions continuing, and the facility 

continuing to generate the tax losses for Council 

Funding costs 

 It is common for Councils to borrow funds to capitalise a CCO and thereby obtain a 

tax deduction.  Typical scenarios include: 

o Borrowing by Council to equity fund a CCO 

o Borrowing by Council to on-lend and thereby debt fund a CCO 

o Borrowing by the CCO directly to fund its activities. 

Nexus between borrowings and income 

 To qualify for an income tax deduction for interest costs on borrowings, both existing 

and future, Council must ensure that a nexus exists between the borrowings and the 

taxable income generated from GHL (and any other CCOs): 

o Should Council incur additional borrowings, which are on-lent to GHL, this 

nexus with taxable income must be maintained 

o Should GHL have borrowings in its own right, this would qualify for an interest 

deduction – subject to the borrowings being on ‘commercial’ grounds. 

c) Commercial Grounds for Transactions 

 Operating a holding company should allow Council to gain greater benefits, 

particularly by: 

o Tracking true costs – the ability to allocate debt/cost of capital against 

commercial assets to enable the true cost of, and appropriate returns from, 

those assets to be identified and monitored 

o Combining treasury management to minimise funding costs and facilitate 

future tax-efficient borrowing 

o Borrowing funds externally in a tax-efficient manner, with a tax deduction for 

interest costs, as Council debt would relate to taxable investments. 

 Undertaking transactions for a primary purpose of reduction of tax cost, or increase in 

tax benefits, is open to scrutiny from Inland Revenue 
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 Council and GHL should have clearly documented commercial grounds for 

undertaking the transfers. Taxation can be one supporting reason but cannot be the 

primary reason. 

Tax avoidance concern 

 To ensure that Inland Revenue cannot assert that the transfers and holding company 

structure has been undertaken principally for tax reasons, it is imperative that: 

o Council ensures that all documentation evidencing the funding of the proposed 

holding company structure endorses the commercial rationale behind Council 

and the companies within the holding company structure entering into the 

various transactions 

o Council can distinguish between deductible and non-deductible interest for tax 

purposes 

o Separate identifiable loan agreements exist for any loans where the interest 

qualifies as tax-deductible.   
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Restrictions 
 

 This Report has been prepared solely for the purposes stated herein and should not be 

relied upon for any other purpose. We accept no liability to any party should it be used 

for any purpose other than that for which it was prepared. 

 To the fullest extent permitted by law, PwC accepts no duty of care to any third party 

in connection with the provision of this Report and/or any related information or 

explanation (together, the “Information”). Accordingly, regardless of the form of 

action, whether in contract, tort (including without limitation, negligence) or 

otherwise, and to the extent permitted by applicable law, PwC accepts no liability of 

any kind to any third party and disclaims all responsibility for the consequences of any 

third party acting or refraining to act in reliance on the Information. 

 We have not independently verified the accuracy of information provided to us, and 

have not conducted any form of audit. Accordingly, we express no opinion on the 

reliability, accuracy, or completeness of the information provided to us and upon 

which we have relied. 

 The statements and opinions expressed herein have been made in good faith, and on 

the basis that all information relied upon is true and accurate in all material respects, 

and not misleading by reason of omission or otherwise. 

 The statements and opinions expressed in this Report are based on information 

available as at the date of the Report. 

 We reserve the right, but will be under no obligation, to review or amend our Report, 

if any additional information, which was in existence on the date of the Report, was 

not brought to our attention, or subsequently comes to light. 

 This Report is issued pursuant to the terms and conditions set out in our terms of 

Engagement Letter dated 22 March 2016. 

 


