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Preface OFFICE OF MINISTER OF FINANCE
WELLINGTON, N.Z.

STATEMENT BY THE MINISTER OF FINANCE

Introduction

Since 1984, the Government has progressively reformed the tax system. The
objective has been to make the system fairer and less distorting. Substantial
progress has been made. Indeed, the OECD reported in 1989 that New Zealand’s
income tax system "is now probably the least distorting in the OECD".

Despite these achievements, there is widespread recognition that certain aspects
of the tax system remain unsatisfactory. This is especially true of the taxation of
income from capital.

Depending on the form that they take, the real returns from saving and
investment may be undertaxed (with some forms escaping taxation altogether) or
they may be overtaxed. While it goes without saying that such anomalies can be
grossly unfair, they also, and just as seriously, have the potential to degrade the
guality of investment. When this occurs, economic growth is retarded and future
living standards are damaged.

The Consultative Document is the outcome of a comprehensive review of the
current tax treatment of income from capital. Its central focus is to identify the
aspects of the present tax treatment of income from capital which are unfair and
inefficient. Reforms are outlined which will assist in rectifying the identified
deficiencies.

There has been a widespread expectation that the Document and the forthcoming
consultative process would deal only with the taxation of capital gains. It would of
course be possible to graft a "capital gains tax" onto the existing income tax. Some
other countries have done that.

The Government has rejected a patchwork approach. Instead, it has opted to
undertake a comprehensive review of the tax treatment of income from capital.
We are not interested in simply adding another tax to the list. Rather we are
concerned to ensure that the existing income tax treatment of income from capital
is rationalised in a fully consistent, predictable and integrated manner.

Our review of the taxation of income from capital has identified two major
deficiencies in the present tax system. First, certain forms of income from capital
presently escape taxation for reasons which are often capricious, are likely to be
arbitrary and will almost certainly be divorced from underlying economic
realities. Advocates of a capital gains tax have drawn attention to some of these
exemptions.
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The second major deficiency of the present tax treatment of income from capital
results from the interaction of taxation and inflation. ldeally, purely inflationary
gains, unrelated to any increase in capacity to pay, should not be swept up in the
income tax net. However, fictitious inflationary gains are taxed, to varying
degrees, by the present system. The resulting over-taxation of real capital income
varies according to the type of asset and the form of income it generates and is
greater the higher the rate of inflation. Ad hoc remedies in the form of investment
allowances and schemes of accelerated depreciation have sometimes been adopted
as stop-gap solutions to these problems.

These two major deficiencies in the taxation of income from capital are obviously
not unrelated. For example, capital income exemptions are sometimes defended,
not on their own terms, but because they do guarantee that purely inflationary
gains are not taxed. The Government believes that the two major identified
deficiencies of the capital income tax base cannot be considered in isolation but
must be tackled simultaneously and in a properly integrated manner.

Status of the Consultative Document

A consultative process is a well-established feature of this Government's tax
reform programme. Under this process, the Government’'s objectives and general
direction of reform have been set out in consultative documents. Many of the
technical and operational details have been left open, to be decided by the
Government once submissions and the consultative committee’s report have been
carefully considered.

This is the approach adopted in this instance. The Government is committed to
the objective of reforming the income tax system to make it more equitable and to
promote efficient, rather than tax-driven, investment decisions. We are committed
to removing the distorting effects of tax exemptions and concessions. We are
committed to minimising the distorting effects of the interaction of inflation and
taxation on the incentives to save and invest. The reforms set out in the
Document are directed at these objectives.

We will not, however, make final decisions until we have fully considered the
submissions of interested parties and the report of the Consultative Committee.
When we do, these decisions will be guided by the objectives outlined in the
previous paragraph.

Removal of Tax Exemptions

A major focus of the Document is the present exemption of specific forms of
income. The most prominent type of income in this category is usually called
"income on capital account™ or, more colloquially, "capital gains". The present
exemption of certain types of capital income is not the result of any specific
legislative act of parliament. Instead, it is the result of a long sequence of judicial
interpretations drawing upon concepts that had evolved in an unrelated area of
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trust law.

Notably, none of the significant inquiries into tax matters (i.e., the Ross
Committee in 1967, the McCaw Task Force of 1982, the Brash Committee of 1987
and most recently the Valabh Committee of 1988) was able to find any sound
principle underpinning these aspects of the present law.

Indeed, the current law can be viewed as an accident of history. Because the law
lacks any coherent basis, judges have declared that it is very difficult to interpret.
Moreover, since the very beginning of the income tax system, the distinction
between taxed and untaxed forms of income has been progressively modified by
specific legislation to the point where the system now taxes many forms of income
from capital. There has, however, been no comprehensive review dealing
simultaneously with all forms of income from capital. Accordingly, there is little
reason to believe that the line which is now drawn between taxed and untaxed
income has any inherent justification. The system is badly in need of clarification
based on rational criteria.

While there will be differences of opinion on the extent of the necessary reforms,
informed commentators agree that there is ample room for improvement. The
present law is not fair. There are arbitrary distinctions between people in similar
circumstances. The present law is not clear. It is open to manipulation and cannot
be administered effectively. As a result, some large businesses pay no tax.

No one can reasonably defend the present arbitrary and confused set of rules. The
key issue is the extent of the reforms necessary. The Government has made no
final decision on this.

We are not, however, seeking to introduce a new and separate tax on income that
happens to be called "capital gain". Some other countries, such as Australia, the
United Kingdom and Canada, do have capital gains tax regimes which are more
or less separate from their income tax. The Government does not intend to pursue
this approach.

Instead, we aim to improve the effectiveness of the income tax system. We will
carefully work through the current law to decide whether the present exemptions
are justified. If, at the end of the day, it is decided to retain certain exemptions,
this will be the outcome of a comprehensive and rational analysis, rather than the
result of a series of unco-ordinated decisions extending over many decades, as has
been the case in the past.

The removal of certain exemptions would mean that income which is now
classified as tax-free capital gain would become taxable. Some may wish to
characterise the removal of such exemptions as the introduction of a "capital
gains tax". The Government has no difficulty with that, except to note that in a
very real sense this characterisation misses the point.
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The real issue is that the present tax treatment of income from capital is a mess.
It is widely acknowledged to be capable of substantial improvement. We can and
should make it fairer. We can and should make it more conducive to forms of
investment which will promote employment and improve our living standards.

The Interaction of Inflation and Taxation

No comprehensive analysis of the impact of the present tax system on saving and
investment can ignore the impact of inflation on tax liabilities. Accordingly, the
Document includes a thorough analysis of the impact of inflation on the taxation
of capital income.

Governments both in New Zealand and other countries have frequently relied on
inflation to fund increases in expenditure. Even low rates of inflation can produce
a marked increase in the tax impost on saving and investment. Incentives to save
and invest, and thereby the rates of economic growth and job creation, are
depressed accordingly. Any inquiry into the effect of the tax system on saving and
investment must analyse the interaction of inflation and taxation.

Not surprisingly, taxpayers seek relief from inflationary tax imposts. Various
measures, such as investment and accelerated depreciation allowances, have been
introduced in the past to mitigate the tax effects of inflation. These ad hoc
measures do not, however, address the root of the problem. Indeed they can make
things worse by introducing yet more biases into the tax system. Moreover, while
they are often slow to be introduced, they can subsequently assume a life of their
own so that, long after their original rationale has disappeared, they may be
difficult to remove. Thus, one of the damaging side effects of inflation on the tax
system is the pressure for the introduction of ad hoc measures to reduce its
impact.

A preferable approach is to address the fundamental cause of the problem - the
fact that the tax system makes no systematic allowance for inflation. Hence, one
of the principal concerns of the Consultative Document is to examine the
practicality of comprehensively indexing the taxation of capital income. In 1982,
the McCaw Task Force on Tax Reform urged the previous government to
undertake just such a review.

The Government’s willingness to consider indexation does not indicate that its
determination to eliminate inflation is in any way reduced. On the contrary,
indexation would be a further demonstration of the Government’s resolve. As
mentioned previously, governments can achieve unlegislated increases in taxation
by failing to control inflation. Their ability to do so would be much more limited
if the tax base were fully indexed. The major revenue incentive for this or any
future government to slacken its anti-inflationary stance would be substantially
reduced by a fully-indexed tax system.
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I am confident that the Government will succeed in its resolve to reduce inflation
to the target range of 0-2% and maintain it at these levels. We have amended the
Reserve Bank Act and taken other steps to increase our ability to meet this goal.
Once that has been achieved, fluctuations in inflation would have only a minor
impact on tax liabilities. This is as it should be.

Against the background of the Government's firm anti-inflationary policy,
indexation of the tax base should be seen as an insurance policy. If the tax base
were indexed, taxpayers would be protected against inflationary increases in tax
burdens should any future government follow a path of fiscal irresponsibility.
Savers and investors will be able to plan far more confidently for the future and
governments, in their turn, will have much less incentive to betray their trust.

The Government has made no decision to index part or all of the tax system. We
do, however, believe that indexation should be thoroughly examined by the
Consultative Committee. The administrative and compliance implications need to
be carefully considered. In addition, there are a number of complex practical
issues relating to the indexation of financial arrangements that need to be
addressed and resolved.

An important part of the Consultative Committee’s task will be to examine these
areas.

Effect on Savings and Investment

Over recent months, there has been criticism of capital gains taxes on the
grounds that they discourage saving and investment. This argument is addressed
fully in the Document. I mention only the main points here.

First, as noted above, there is no sensible distinction between returns in the form
of "income" and those in the form of "capital gains". In an economic sense and in
the way ordinary savers and investors view matters, real capital gains are just
another form of income. If taxing real capital gains discourages saving and
investment, then taxing income must do so also.

The Government acknowledges that an income tax does in fact discourage saving
and investment by reducing the return that the saver or investor receives. These
disincentive effects of an income tax depend on the tax rates. Lower tax rates
mean lower disincentives. The honest way to minimise the disincentive problem
is to broaden the tax base and lower tax rates. Not only is the continued
exemption of certain forms of capital income an invitation to abuse the tax
system, but by contributing to higher tax rates, the exemptions exacerbate the
disincentive problem.

Secondly, and even more importantly, the criticism entirely misses the point that

tax exemptions and concessions do much more to distort the pattern and lower
the quality of saving and investment than they do to alter its quantity.
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Tax concessions are rapidly reflected in the market values of particular types of
assets. This occurs because investors alter their investments to take advantage of
the tax concessions. The prices of assets which are expected to produce untaxed
income are then pushed up relative to those which produce fully-taxed income.
These price differences stimulate investment in the tax-favoured activities. At the
same time, other avenues of investment with higher pre-tax returns (indicating
that they have more to contribute to national welfare) are passed over.

Once this process is complete, the expected after-tax rate of return (adjusted for
risk) on all types of assets must be approximately the same, irrespective of the
way in which their returns are taxed. However, the pattern of investment has
changed in a way which is counter to the nation’s interest.

New Zealanders have seen this type of effect. For example, in the past the price
of farmland has been artificially inflated by tax concessions and a variety of
explicit government subsidies. These subsidies drove up the price of land, made it
more difficult for new farmers to enter the industry, stimulated the development
of economically unproductive land and encouraged farmers to take on levels of
debt which in many cases could not be serviced from farm income.

The previous government attempted to address these problems by introducing yet
more subsidies. It was obvious that this approach could not be sustained. The
only sensible policy was to phase out the subsidies and reduce tax rates, as this
Government has done.

In summary, the exemption of certain forms of income has a detrimental rather
than a positive effect on the pattern of saving and investment. Investment is
channelled towards tax-favoured areas. It comes to be motivated by tax
considerations rather than by profitability based on market returns. It is obvious
that investment which is profitable in the absence of subsidies and concessions
offers most to New Zealand. We cannot make New Zealand wealthier simply by
giving tax concessions to one group of investors at the expense of higher taxes on
another. Taken together, the reforms outlined in the Document are entirely
consistent with the objective of promoting saving and profitable (as distinct from
tax-motivated) investment.

Personal Residences

An important category of assets are houses and other types of dwellings acquired
for the personal use of their owners. Historical data for the period from 1962 to
1988 indicate that the price of houses has increased, after allowing for the effects
of inflation, by an average annual rate of 0.7%. As might be expected, the rate of
increase has varied between different towns and cities and different time periods.
Nevertheless, the average rate of increase, after adjusting for inflation, has been
small. Indeed, the above data exaggerates the real capital gain because it does
not adequately allow for home improvements which would be deductible for tax
purposes.
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This evidence suggests that real gains on most houses are likely to be relatively
small, while the compliance and administrative costs involved in attempting to
measure them accurately are likely to be relatively large.

Nevertheless, there are sound reasons for not providing a blanket exemption for
personal residences. A blanket exemption would enable higher-income taxpayers,
who would be most affected by the reforms outlined in the Document, to escape
the effect of the reforms by increasing their already large investment in higher-
priced housing. Higher-priced houses have increased in value in Australia
following the total exemption of personal residences from the Australian capital
gains tax. The total exemption of personal residences would also allow speculators
in houses and "professional® home renovators to make substantial tax-free
income.

The Government does not think it right to encourage these forms of tax
avoidance. The Consultative Document proposes that gains or profits, excluding
purely inflationary gains, derived on the sale of houses and other personal
dwellings should be assessable. However, in order to target the areas of concern
while ensuring that most ordinary homes do not give rise to a tax liability on sale,
it is proposed that a standard annual allowance set at an appropriate level (say,
$4,000) should be able to be added to the acquisition cost of a taxpayer’s principal
residence. Any inflation-adjusted profit on sale would be measured relative to this
augmented cost.

These proposals would mean that only profits on more expensive homes and those
which increase in real value at high rates would give rise to a tax liability on sale.
Further consideration can be given to this matter by the Consultative Committee
to ensure that the best means is adopted of meeting the overall objective of these
reforms while at the same time ensuring that most ordinary homes do not give
rise to a tax liability on sale.

Consultation

The Government has appointed a Consultative Committee to consider
submissions on the reforms outlined in the Consultative Document. Because of
the significance of the reforms, the Government expects that the public, tax
practitioners and the Committee will require more time for the consultative
process than has been the case previously. Accordingly, interested parties will
have until 31 May 1990 to make submissions to the Committee. The Committee
has been asked to report to the Government by 1 December 1990.

The Government is grateful for the assistance of the members of the Consultative
Committee. The issues raised in the Document are complex and far reaching. I
am confident that the Committee will fulfill its task in a competent and
professional manner.

Preface Vii



Conclusion

The Government commenced its business tax reform programme in 1984. New
Zealand’s income tax legislation is contained in the Income Tax Act 1976 which
has as its basic framework the Land and Income Tax Act 1954. Prior to 1984, few
substantive amendments had been made to this legislation since 1916.

In the intervening 68 years, much had changed in the business and commercial
environment. Forms of remuneration had changed. Businesses had become more
complex and internationally oriented. The financial sector had become much more
sophisticated. For the most part, the income tax legislation had failed to keep
pace with these changes. Much had to be done to bring it up to date. Since 1984,
considerable progress has been made. The pace of change has no doubt been
faster than some would have wished. In large part, this has been unavoidable,
given the magnitude of the problems we have had to address and the failure of
previous governments to tackle them.

The Government’s overall objective has been to comprehensively review and
update our income tax law, to protect the revenue base, to make the system fairer
and to reduce its detrimental effect on incentives to work, save and invest. The
resulting strengthening of the tax system has meant that the Government's
revenue requirement is now being raised over a much wider tax base at much
lower tax rates.

The proposed reforms outlined in the Consultative Document are the next major
step in this tax reform programme. The Government invites public comment on
the reforms. 1 commend the Document to all parties who may be affected and to
those interested in the further reform of New Zealand’'s income tax system.

Diavid C
[inister inance
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CHAPTER 1:
INTRODUCTION

11 Purpose of the Consultative Document

The Minister of Finance, the Hon David Caygill, announced in the Budget of 27
July 1989 that the Government would publish a document this year on the
reform of the taxation of capital gains.

This document, while addressing the taxation of capital gains, has a wider
focus. It aims to set out an analysis of the present tax treatment of income
from capital (also referred to in this Document as capital income), the problems
with the present tax system, the directions for future reform and some specific
reform proposals. Interested parties will have an opportunity to consider the
proposals and to submit their views and suggestions before final decisions are
made.

1.2 Reasons for the Measures

This review of the taxation of income from capital is part of a major upgrading
of New Zealand’'s income tax regime. The review aims to reinforce the
Government’s drive to create a fairer and more efficient tax system. It seeks to
ensure that all residents of New Zealand pay their fair share of tax.

The reforms will also stimulate efficient investment in New Zealand. In this
way, they will contribute to a better use of resources and have a positive
influence on saving, investment and the creation of more productive and
permanent jobs for New Zealanders.

The reforms are designed to:

- expand the income tax base by removing the exemption for some
types of currently untaxed income;

- improve the neutrality of the income tax system by reducing the
distorting effects of inflation; and

- improve the equity of the tax system.

1.3 Consultative Committee

The Government invites the public to make submissions on the matters set out
in this document. A Consultative Committee has been appointed to receive and
consider submissions and to advise the Government on the design and
implementation of the reforms.
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The Committee comprises:

- Mr Arthur Valabh (Chairman), a tax partner and partner in charge
of Deloitte Haskins and Sells, Auckland;

- Dr Robin Congreve, a company director, Auckland;

- Mr Rob McLeod, the partner in charge of the tax division, Arthur
Andersen and Company, Auckland;

- Mr Lindsay McKay, a solicitor with Chapman Tripp Sheffield Young,
Wellington;

- Mr Tim Robinson, an economist with Jarden Morgan NZ Limited,
Wellington.

14 Terms of Reference

The Committee’s terms of reference are:

- to receive and hear public submissions on matters concerning the
design and implementation of the reforms outlined in this
Consultative Document;

- having regard to the Government’'s firm objective of reforming the
taxation of income from capital to improve further both the fairness
and efficiency of the tax system, to report to the Minister of Finance

on:
- matters covered in this Document, or raised in submissions,
concerning the reform of the taxation of income from capital;
- whether the measures outlined in this Document effectively
meet the Government’s objective; and
- any amendments to the measures which the Committee
considers necessary for their efficient implementation and
operation; and
- to prepare draft legislation to give effect to the Government's

decisions on the Committee’s recommendations.

The Committee is to report to the Minister of Finance by 1 December 1990.
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15 Submissions

Submissions should contain a brief summary of their main points and

recommendations. They should be typed in double space and be lodged by 31
May 1990 with:

The Chairman

Consultative Committee on the Reform
of the Taxation of Income from Capital
C/- The Treasury

PO Box 3724

WELLINGTON

Submissions received by the due date will be acknowledged.

1.6 Attributes of a Good Tax Regime

The fundamental purpose of any tax regime is to raise revenue to finance
publicly-provided services and meet the Government's commitments. The level
of revenue required is dictated by the level of government expenditure and the
size of the budget deficit that the Government is prepared to accept. Any
particular tax regime must be evaluated, first of all, in the light of how well it
meets the revenue requirement.

However, taxes also create differences between prices paid and received for
goods and services and between the costs of and incomes to factors of
production. As a result, the tax system can alter relative prices and, in turn,
alter the allocation of national resources. In that way, taxes reduce total
welfare. It follows that a second important objective of any taxation system
should be to raise the required revenue in a way which minimises costs
imposed on the country by changes to relative prices.

The tax system is frequently also used to pursue particular equity and other
policy objectives. A tax system should accord with society’s notions of fairness,
but specific policy objectives should be pursued through tax measures only if
that is clearly the most efficient means of achieving them.

These general objectives give rise to the following criteria for the evaluation of
tax reforms:

- neutrality or economic efficiency;

- ease of administration and compliance;
- fairness or equity; and

- international compatibility.
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These criteria will sometimes conflict, resulting in compromises in the design
of tax systems. In addition, transitional arrangements may be desirable in
relation to reforms which involve significant structural changes.

16.1 Neutrality and Economic Efficiency

Any tax system which raises revenue will obviously have an effect on the
incomes of those who bear the burden of the tax. This "income effect” is
unavoidable and is distinguished from the "substitution effect” of taxes. A
substitution effect occurs when different rates of tax are levied on alternative
activities resulting in excess activity in the lightly-taxed area and too little
activity in the highly-taxed area. It is generally preferable that alternative
goods or activities be taxed at the same rates so that individuals can freely
choose how to act without artificial influence from the tax system.

This is important for economic efficiency because it means that activities which
have the highest return to the nation as a whole (i.e., those with the highest
pre-tax rate of return) also have the highest private rate of return (i.e., post-
tax rate of return to the investor). More precisely, an income tax which is
neutral with respect to investment is one in which the effective tax rate on all
forms of investment is the same. Thus, it would be desirable to maximise the
extent to which the tax system is neutral between different forms of income
from capital.

All forms of income are produced by some form of capital. Throughout their
lifetimes, individuals acquire a wide range of skills and knowledge for which
they receive a return. The return may be in the form of wages or salary or
other forms of income. The skills and knowledge so acquired constitute a form
of capital - human capital. A business employs plant and machinery (physical
capital), staff (human capital) and various forms of intangible assets (such as
reputation and brand name) to generate business income.

Such income may be in a monetary or non-monetary form. It may be derived in
the current or a future period. For example, employment-related education or
training is generally undertaken because it is expected to generate a higher
level of money income in the future. Conversely, non-employment-related
education is undertaken because it generates non-monetary or "psychic”
income (i.e., additional satisfaction as a result of an enhanced knowledge of or
ability to enjoy a particular subject). In either case, an investment in education
or training is an investment in human capital - the capacity to produce income,
monetary or non-monetary - in the future.

Similarly, when a business spends money on staff training, it is investing in
human capital. When it spends money on advertising or marketing, it is
investing in its reputation or brand name. In either case, the return on the
additional expenditure is expected to be a higher level of profits in the future.
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This higher level of future profits manifests itself in the current period as an
increase in the current value of the business (corresponding to its increased
stock of physical, human, reputation or brand name capital).

A neutral income tax system would treat each type of expenditure and the
income it produces in such a way that the proportion of the pre-tax income
paid in tax is the same for all investments.

The effective tax rate on an investment can be defined as the difference
between the pre- and post-tax rates of return on the investment expressed as a
percentage of the pre-tax rate of return. In symbols, the effective tax rate on an
investment is the rate e such that:

e = (R-n)/R
= 1-r/R
where
R = the pre-tax rate of return on the investment; and
r = the post-tax rate of return on the investment.

Effective tax rates can be defined equivalently in terms of pre- and post-tax net
present values ("NPVs"). For most purposes, it does not matter whether a rate
of return or a NPV definition is used, so long as one or the other is used
consistently.

In summary, economic welfare is normally enhanced by a neutral tax system.
A neutral income tax system would require all forms of income - whether in
monetary or non-monetary form and whether realised in the current period or
realisable in the future, and hence showing up in the current period as a
change in the value of the corresponding asset - to be taxed uniformly.

1.6.2 Ease of Administration and Compliance

The costs to the Government of administering the tax system and to taxpayers
of complying with it are economic losses to the community as a whole. A good
tax system will minimise such losses. This is most readily achieved by a tax
system which for most taxpayers is as simple as possible. The economic
efficiency of a tax system is enhanced if the participants in a transaction are
able to determine in advance, and with certainty, the tax liability created by
that transaction. Perhaps the most common request made by the private sector
is for the tax system to be made simpler and more certain and that costs
incurred by honest taxpayers in complying with taxation rules be reduced.
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The most frequently made criticism of post-1984 taxation reform is the
complaint that the tax system has become more, not less, complex and that
compliance costs have risen. This view overlooks the problems which have had
to be addressed and the achievements which have been made. For example, a
complicated system of sales taxes has been replaced with the far simpler Goods
and Services Tax. New Zealand’s tax system is certainly no more complicated -
and indeed in some respects, it is much simpler - than the tax systems of most
comparable countries.

For the average wage and salary earner, income tax requirements have been
made simpler. There are fewer special deductions (with offsetting lower tax
rates) and tax on interest and dividends is now collected, to a large extent,
through withholding taxes rather than through terminal tax. Inland Revenue

Department procedures have also been upgraded to provide a better and
speedier service.

For business taxpayers, the tax system has become more complicated, but this
is unavoidable. An income tax system with complex and varying concessions
and exemptions has been replaced with a system which is more uniform in the
manner in which it taxes different forms of income. On the other hand, added
complexity has been introduced by the imputation, accruals and international
tax regimes.

The imputation regime is designed to minimise tax penalties imposed on
corporate investment. The accrual and international tax reforms have limited
impact on most taxpayers. Where they do apply, they do involve additional
complexity. Nevertheless, such complexity is necessary to maintain the
revenue base and the fairness and efficiency of the tax system.

It has been commented that the pre-1984 legislation had:

"not kept abreast with the sophistication or aggressiveness of the
business and particularly the corporate tax communities in what we
would euphemistically call 'tax management’ practices .. the
provisions of the legislation .. represented an open invitation to
those inclined to do so to minimise taxation liabilities if not virtually
at will, then at least without substantial difficulty."

(L McKay, "The Changed Taxation Playing Fields", 1989).

The tax system must be sufficiently developed to meet the growing
sophistication of those taxpayers who can take advantage, and have in the past
taken advantage, of any gaps in the tax legislation. The additional compliance
costs faced by businesses should be weighed against these factors and the
lower tax rates which have been made possible, despite an increasing taxation
revenue requirement. Reductions in the level of existing compliance costs
should, however, be possible. To that end, the Government has appointed the
Taxation Simplification Consultative Committee.
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To some extent, reforms to the taxation of income from capital can reduce the
complexity of the existing tax system by removing arbitrary distinctions
between taxed and untaxed income. In other respects, such reform would
increase complexity. As in the past, a balance must be drawn between what is
required to achieve a neutral tax system and the size of the additional
administrative and compliance costs that a more neutral tax system would
impose.

For example, it would be difficult to measure the accrued increase in a person’s
human capital as a result of education. Similarly, it would be difficult to
measure, on an accrual basis, changes in the value of a firm’s brand names or
reputation. Conversely, it is relatively easy to measure the increase in income
resulting from an expansion of current output. This latter form of income is
assessable as it accrues, while the return on capital in the first two cases is
taxable only on realisation, if at all. Thus, the income tax system, like
accounting practice, tends to discriminate between different forms of income
according to the ease with which they can be quantified. In some cases, this
may be desirable since resources devoted to administering and complying with
the tax system are pure waste from society’s point of view.

The end result of a tax system is to transfer income from taxpayers to the
Government without achieving any increase in society’s welfare. Hence, at
some point, the gains attributable to a more neutral tax system will be offset
by the losses arising from higher administrative and compliance costs. A
primary objective of the reform of capital income taxation is to find the
appropriate balance between the neutrality objective and the objective of
minimising administrative and compliance costs.

1.6.3 Fairness

The exemption or concessional treatment of any form of income is often
perceived to be inequitable. In many cases, on closer examination, the rationale
for such concern is less obvious. In a market economy such as New Zealand'’s,
differences in tax treatments are often capitalised into asset prices so that the
expected rate of return, adjusted for risk, on all assets tends towards equality.
A person who appears to be receiving a taxation advantage may not in fact be
receiving one. In many cases, the person has paid for the concession by paying
an increased price for the asset to which the tax advantage is attached.

Nevertheless, fairness is important. Whenever the tax system changes, asset
prices are likely to change, thereby creating losses or gains to the holders of
such assets. Secondly, imperfections in the market mean that not all taxation
advantages will necessarily be fully capitalised into asset prices. Finally, even
if inequities were illusory, a perception of unfairness in the tax system can
undermine its integrity and operation.
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The capitalisation of taxation advantages into asset prices can best be
described by way of an example. Suppose that the Government unexpectedly
announced that interest on local authority stock is to be exempt from tax. (The
Government has, of course, no intention of making such an announcement.)
Would stock prices remain unchanged? Clearly they would not - they would
rapidly rise and the yield would drop to a level which would be very similar
and perhaps identical to the pre-announcement post-tax level. Would the
exemption then be unfair or inequitable? Investors in local authority stock
would earn no more after tax than they would on other investments (after
adjusting for risk). Though they may appear to obtain a tax advantage, there
would be none in reality.

A tax change such as this would, however, have transitional effects. In
particular, holders of local authority stock at the time of the announcement
would receive an unexpected gain since the value of their stock would rise. The
announcement of other types of tax changes might produce unexpected losses
for some taxpayers. Hence, in considering the equity consequences of the
present tax system and proposed changes, it is necessary to consider both
longer-term and transitional impacts.

As noted above, even if it were accepted that taxation advantages are
capitalised into asset prices in the manner suggested above, the taxation
system should be seen to be fair. The income tax system is heavily reliant on a
high degree of voluntary compliance by taxpayers. If taxpayers believe that,
because some forms of income are exempt, they are bearing an unfair
proportion of the total tax burden and the tax system overall is unfair,
resistance to taxation can be expected to increase. Co-operation with the
Inland Revenue Department will decline and a system based on voluntary
compliance will become less efficient and less feasible. This will in turn result
in a tax system with higher administrative and compliance costs which, as
noted above, represent a waste of society’s resources.

Thus, fairness is important to taxation reform. The only form of taxation which
is efficient in the longer term is one which is seen to be fair. Achieving a tax
system which is seen to be fair should therefore always be a prime objective of
taxation reform.

1.6.4 International Compatibility

In addition to evaluating whether a tax system would be sensible if applied to
New Zealand in isolation from the rest of the world, any evaluation should
examine its international compatibility. Reform options which may be desirable
when viewed from a purely domestic context may be impractical or undesirable
when the inter-reaction with overseas taxation regimes is considered. The tax
system may, for example, provide unintentional incentives to transfer capital
from one country to another. Reform options might also require renegotiation
of double tax agreements with other countries.
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1.7 Objectives and Scope of this Review

The objective of this review is to consider the manner in which income from
capital is currently taxed, identify defects in that system when compared with
the attributes of a good tax system outlined above and to consider how the tax
system could be reformed so that it better meets the criteria for a good tax
system.

The review is limited to income from capital (also referred to as capital
income). Income from capital is income derived from holding and disposing of
assets and liabilities. This definition excludes most forms of labour income
with only minor exceptions (e.g. income from restrictive covenants). More
specifically, the review considers the remaining tax exemptions for forms of
capital income, how the tax system could be adjusted for the effects of inflation
and certain related areas concerning the taxation of trading stock and
depreciation rules.

1.8 Outline of the Document

Part | of this document (Chapters 2-3) outlines the current rules applying to
income from capital. It identifies where those rules fail to meet the
requirements of a good tax system. The main defects are seen as being the
exemption of certain forms of capital income (income on capital account and
non-market income) and the failure of the tax system to take into account the
effects of inflation. The adverse consequences flowing from those defects are
considered.

Parts Il (Chapters 4-10) and Ill (Chapters 11-15) outline reforms which would
index the tax system for inflation and remove exemptions for income on capital
account in a manner which should improve the income tax system. Part IV
(Chapters 16-17) considers related issues including how such measures could
be integrated into the existing Income Tax Act and a desirable transitional
approach.

Part V (Chapter 18) concludes by summarising the desirable reforms and their

economic effects. A number of appendices cover in more detail some of the
aspects considered in the chapters of the Document.
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CHAPTER 2: CURRENT TAX
TREATMENT OF INCOME FROM CAPITAL

2.1 Introduction

This chapter outlines the existing income tax rules that apply to income from
capital. Section 2.2 provides an overview of current income tax law in this area
highlighting the extent to which those rules diverge from the reality of what
constitutes income. Two of the more important areas of divergence are the
general failure of current law to recognise the impact of inflation on the true
position of taxpayers and the judicial development of a distinction between
"income on revenue account" (which is taxable) and "income on capital account”
(which prima facie is exempt from tax).

The basis and nature of this capital/revenue distinction is examined in section
2.3. It is emphasised that this is a distinction which is not based on
considerations that most people would consider important when making
investment decisions or when measuring how much they have to spend or save
over a period of time. It is also a distinction that the courts have often found
difficult to draw. For those reasons, and in order to maintain the integrity of
the tax system, the capital/revenue distinction has been considerably modified
by statutory provisions over time. Those provisions, which are outlined in
section 2.4, are still relatively narrow in scope and leave significant elements of
income out of the tax base. That is illustrated by section 2.5, which provides
examples of presently untaxed income. Section 2.6 then considers the extent to
which income tax rules vary, and the extent to which the rules previously
outlined are modified, depending on the entity which derives that income.
Finally, section 2.7 offers concluding comments.

2.2 Overview

The current tax treatment of income from capital diverges significantly from
the treatment which would result from applying a comprehensive and neutral
tax regime as described in the previous chapter.

221 The Comprehensive Taxation of Income

Under a comprehensive and neutral income tax in an economy which has no
inflation, a person would be taxed on all income which accrues to them over
the taxable period. This would include all receipts accruing from holding
assets, the proceeds from the sale of assets, and any increase in the market
value of an asset over the period even though that gain may not have been,
and may eventually never be, realised by way of a sale.

A deduction would be allowed for a any capital expenditure or loss. This would
include any decrease in the market value of assets held and the costs of
acquiring/creating and holding an asset. Where an asset is purchased, the price
of the asset would be deductible expenditure but this would be offset by
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including as income the market value of the asset. Similarly, where a taxpayer
incurs expenditure to create an asset, that expenditure would be deductible but
offset by including in income the value of the asset created.

The net result would be that a deduction would be allowed for capital
expenditure in the year that expenditure is incurred but only to the extent to
which the expenditure is greater than the market value of the asset purchased
or created by the expenditure. The owners of assets would be taxed on any
increase in the market value of those assets and receive a deduction for any
decrease in their market value.

In the presence of inflation, the above calculations of income should be
adjusted. Inflation increases the market value of assets held when measured in
dollars of the day. However, an increase in the market value of an asset merely
because of inflation does not represent an increase in a person’s real wealth.
An increase in wealth is more appropriately measured as the change in the
purchasing power of a person’s assets over a period. In other words, a true
measure of income requires the income calculated in accordance with the
previous paragraph to be adjusted so as to exclude any inflationary elements.

A separate issue is the extent to which any tax system should tax foreigners on
income they derive from New Zealand and the extent to which it should tax
New Zealanders on income they derive from offshore. Under section 242, of the
Income Tax Act 1976, New Zealand adopts a standard international approach
of taxing all income sourced in this country (source being determined by
sections 243 to 245), whether derived by a resident or a non-resident, and all
income derived by New Zealand residents (residence being determined by
section 241) even if that income is sourced outside New Zealand. These rules
are subject to the provisions of various double tax treaties New Zealand has
entered into.

2.2.2 True Income and Taxable Income Compared

For a variety of historical and administrative reasons, the current tax system
does not measure income on a comprehensive basis. To some extent this is
because, as noted in Chapter 1, some forms of economic income are very
difficult to measure, and thus, to tax in an appropriate way. In other words, it
is recognised that taxation of all forms of income as it accrues is impracticable.
While governments can attempt to make income tax systems more
comprehensive and neutral to improve the operation of the tax system, there is
a limit beyond which this is unfeasible, or beyond which excessive compliance
and administrative costs would be incurred.

Departures from a comprehensive and neutral base are not always the result

such practical requirements. Many departures have no rationale other than
historical precedent - that, in the past, such forms of income have not been
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subject to tax. Many types of income from capital seem to fall within this
category.

When income tax was first introduced, it was left to the courts to define what
was meant by income. In the absence of statutory guidance, the judiciary
turned to trust law and other precedents for an income definition. As a result,
certain kinds of income, especially most increases in the value of assets other
than trading stock, were excluded from the tax base. These excluded types of
income fall under the general heading of "income on capital account".

The 1988 Royal Commission on Social Policylcommented that:

"... in the administration of the New Zealand tax system we have
followed trust law concepts. They differentiate the interests of the life
tenant (entitled to income) from the interests of the remainderman
(entitled to capital and so to the realisation of capital assets of the
trust). . . . With hindsight it seems surprising that concepts of trust
law were considered an appropriate substitute for a direct focus on
economic efficiency and equity concerns in the raising of taxes.”

In a similar vein, Professor R Parsons has stated:2

"A principle of trust law that would direct that in the circumstances
an item should be allocated to the remainderman, because this was
the presumed intention of the creator of the trust, seems a strange
basis for a conclusion that the item is not one in which the State
should share through a tax."

New Zealand’'s income tax legislation continues to leave the term "income"
undefined. Section 38 of the Act levies tax on all "income" derived by every
person. Assessable income is defined in both section 2 and section 65(2) of the
Act. However, neither attempts to advance a comprehensive definition of the
term "income". Section 2 defines "assessable income" as "income of any kind"
which is not specifically exempted by the Act. Section 65(2) provides a list of
items which are to be included within the ambit of the term, but concludes by

encompassing "income derived from any other source whatsoever".

To a significant extent, therefore, vague statutory wording has required the
judiciary to determine what constitutes "income" for tax purposes. In doing so,
it has tended to favour "everyday usage” or "ordinary concepts" over more
fundamental principles. That has often lead to definitions of income which, on

1 April Report, Volume lIl, Part Two, page 450
2 Australian Tax Forum 3:3 1986
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close scrutiny, contribute little to the interpretative problem. For example, in
Lambe v IR Commrs 3 it was observed that income is "what in one form or
another goes into a man'’s pocket".

One of the better summaries of what constitutes income for common law
purposes is to be found in Reid v CIR.4 The primary indicia are:

- income is what comes in;

- income is usually evidenced by periodicity, recurrence and regularity;
and

- the status of income will be in part dependent on the nature of a

receipt in the hands of the particular recipient.

These characteristics of income do not take into account the extent to which a
particular receipt is income in terms of adding to an individual’'s wealth. This
has produced a concept of income that is somewhat esoteric and unrelated to
the way that people typically view receipts. For example, if a person becomes
wealthier as a result of receiving a sum of money, it matters little to them
whether that money is received as a lump sum or as a series of payments over
time, provided the present value of the payments are the same. Nevertheless,
such a distinction can have important taxation consequences, with the former
being more likely to be outside the judicial interpretation of income than the
latter.

Since courts follow their past decisions, the only way in which income for
income tax purposes can be brought more into line with the real position of
taxpayers is for this to be done by specific legislation. This the legislature has
done since the beginnings of income taxation. Over time, the income tax
system has, by specific legislation, been brought more and more into line with
the actual position of individual taxpayers.

Nevertheless the definition of income is still significantly determined by
historical criteria. The result is that some forms of income are untaxed and
sometimes people are taxed on income which in economic terms they do not
derive. Depending upon the circumstances and the nature of the income,
therefore, the Income Tax Act may over- or under-estimate the level of a
person’s income.

3 (1933) 18 T.C. 212
4 (1983) 6 NZTC 61,624
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2.2.3 Inflation and Current Income Tax Rules

In general, our current income tax rules are based on historical cost accounting
concepts that make no allowance for any change in purchasing power brought
about by inflation. As stated in Lowe v. Commissioner of Inland Revenue5

"in this country accounts for financial reporting purposes have
traditionally been prepared according to historical cost conventions
and tax accounting has followed that practice subject to modifications
required under the income tax legislation.”

The provisions of the Income Tax Act, therefore, "assume the use of nominal
dollars and the disregarding of any changes in the value of the dollar over
time."

The result is that taxpayers can be overtaxed on capital income they derive
relative to the position under an income tax which does provide an inflationary
adjustment. A simple example is the interest derived by a lender of funds. If
the inflation rate is 10 per cent per annum and the interest rate is 10 per cent
per annum, then the lender has made no real income after allowing for
inflation. However, under our income tax rules, the lender would be taxed on
all of the interest despite the fact that it is merely compensation for the effects
of inflation. In that way, lenders are being taxed on income which in reality
they do not receive.

The converse is that people who borrow funds for a business use are not being
taxed on their full income. Just as the lender’s wealth position in the above
example in inflation-adjusted terms remains the same before taxation, so does
the borrower’s wealth position. Nevertheless, current tax rules will generally
allow the borrower a deduction for interest costs. In other words, the borrower
is receiving a net deduction for a transaction which leaves its economic position
in inflation-adjusted terms unchanged.

The lack of recognition of inflation in general income tax rules therefore marks
a significant departure from the taxation of true income.

2.2.4 The Rules on the Deductibility of Business Expenditure

The current income tax rule on the deductibility of business expenditure is that
expenditure on revenue account is deductible, whereas other expenditure
(expenditure on capital account) is non-deductible. The critical issue then
becomes whether the expenditure is on revenue or capital account.

Current rules can also broadly be interpreted as drawing a distinction between
three forms of expenditure:

5 (1981) 5 NZTC 61,006 at 61,028-29
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- expenditure which does not create or improve an identifiable capital

asset;
- expenditure on depreciable assets; and
- expenditure on non-depreciable assets.

Of these three forms of capital expenditure, the first is expenditure on revenue
account and is deductible as incurred. Expenditure on depreciable assets can
be viewed as deductible over the life of the asset, whereas expenditure on
non-depreciable assets is non-deductible.

Expenditure that is seen as not creating or leading to the acquisition of an
identifiable capital asset is deductible in full in the year in which the
expenditure is incurred. An identifiable capital asset is a recognisable asset
that will continue to produce assessable income in years after the year in
which the expenditure on that asset was originally incurred. Thus, the costs of
repairing and maintaining an existing business asset are generally deductible
in full in the year those costs are incurred. This position is, however, subject to
section 104A of the Act, which, in effect, prevents a deduction for most goods or
services until and unless the goods are used in the production of assessable
income or the services are performed.

Where expenditure is seen as being directly related to the production or
purchase of an identifiable asset, the expenditure is not deductible in the year
incurred. Instead expenditure to create or acquire fixed assets (plant,
machinery, equipment or premises) used in the production of assessable
income can generally be amortised or accrued over the expected economic life of
the asset by way of a depreciation allowance. Over- or under-deductions of the
initial expenditure can then be recovered in the year the asset is disposed of, or
is no longer used in the production of assessable income. Depreciation is
considered in more detail in Annex 2.1.

On the other hand, where the expenditure relates to the creation or acquisition
of non-depreciable assets, no deduction is provided for. For example,
professional and other fees incurred in raising equity capital are non-
deductible. The expenditure relates to an identifiable asset - the corporate
equity - but that is not a fixed asset and therefore no depreciation allowance is
available.

Business expenditure, therefore, can be:

- deductible in the year incurred - where no identifiable capital asset is
produced or acquired; or

- deductible over the life of the asset - where a fixed asset is produced
or acquired; or
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- non-deductible - where the expenditure relates to the production or
acquisition of a non-depreciable asset.

2.2.5 The Deductibility of Anticipated Expenditure or Losses
General Rule

Existing rules do not require cash payments to be made before expenditure can
be considered to be incurred and therefore deductible, but generally existing
rules require a high level of certainty that such payments will be made. In
broad terms, ordinary rules require the taxpayer to be committed to the
expenditure before a deduction is allowed. Thus, normally no deduction is
allowed for uncertain expenses such as those represented by reserves. For
example, no deduction is allowed for money set aside to meet trade debts which
are unlikely to be repaid. Bad debts must actually be written off as
irrecoverable before a deduction is allowed, although even that constitutes a
relatively lenient approach since a loss from a bad debt is not certain until the
borrower is officially relieved of the obligation to repay through, say,
bankruptcy.

In line with the policy of not allowing deductions for expenditure until the
expenditure has fallen upon the taxpayer (so that anticipated expenditure is
non-deductible), current rules normally take no account of any fall in the
market value of assets which are held and not sold or disposed of. Thus, even
where a decline in the value of an asset is deductible, the broad rule (which is
subject to the exceptions noted below) is that no deduction is allowed until the
loss is realised by way of sale or disposal.

Exceptions

The general approach outlined above is subject to a number of significant
exceptions. Depreciation allowances are one such exception. In an economic
sense, depreciation allowances are a deduction for the fall in the value of an
asset as a result of physical wear and tear or economic obsolescence.

The tax treatment of trading stock is another exception to the general rule
against anticipating losses. Under the trading stock regime, the cost of
purchasing goods is deductible at the time of purchase but the value of the
goods is added back into assessable income. The difference between the value
of the goods and their sale price is then recognised as income at the time of
sale. However, trading stock held can be valued, at the option of the taxpayer,
at cost price, market selling value, or replacement price. Since any fall in the
book value of trading stock results in a deduction from assessable income, the
rules for the valuation of trading stock enable taxpayers to value their
inventory at market value and thus anticipate unrealised losses where market
value is lower than cost price. The trading stock rules are considered in more
detail in Annex 2.2.

CHAPTER 2: CURRENT TAX TREATMENT OF INCOME FROM CAPITAL 17



A third method of deducting anticipated capital expenditure or losses is
provided under the accrual rules. Very broadly, the accrual rules allow
expected capital expenditure on a "financial arrangement" to be recognised
over the term of the arrangement on a yield to maturity basis. Taxpayers
holding financial arrangements as part of their business activities also may
have the option of recognising as expenditure any fall in the market value of
the arrangements.

It can therefore be seen that there are a number of significant exceptions to the
rule that expenditure cannot be deducted if it is merely anticipated and has
not actually fallen upon the taxpayer. To some extent, this may reflect the
impact of accounting principles, which require financial reports to present a
prudent picture of the financial position of an enterprise.

2.2.6 The Rules on the Assessability of Income From Capital

Income from capital may also be said to fall into one of three categories:

- ordinary income, that is taxable as income under ordinary concepts
as interpreted over the years by judges;

- income derived from holding or disposing of an identifiable asset,
other than in the course of business. Such income (income on capital
account) has traditionally not been subject to income tax; and

- income on capital account which would not be taxable as income
under ordinary concepts but which has been made assessable by
explicit provisions of the Income Tax Act.

The distinction drawn between ordinary income from capital and income that
has not traditionally been subject to income tax is considered in section 2.3
below.

With respect to the third category of income, the following list consists of forms
of income which traditionally may not have been considered to be taxable but
which have been made taxable under specific provisions of the Income Tax Act:

- gains from the sale of personal property and from undertakings and
schemes where the income falls within the ambit of section 65(2)(e);

- gains from investments in Foreign Investment Funds ("FIFs") under
section 65(2)(eb);

- various gains from land transactions under section 65(2)(f);
- otherwise non-taxable payments under leases taxable under section
65(2)(9);
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- certain otherwise non-taxable income from land made taxable by
section 74;

- some receipts in what would otherwise be a non-taxable form which
are included in assessable income under section 65(2)(h) by virtue of
the definition of royalty in section 2 of the Act; and

- gains from financial arrangements under section 65(2)(jb).

2.2.7 Timing of Income Recognition

Just as there is a general rule that expenditure is not deductible until it has
been incurred, so there is a general rule that income is not assessable until it
has been derived. The requirement that income should be derived before it
becomes assessable has been interpreted as meaning that income is not
assessable until it has "come home to the taxpayer in a realised or immediately
realisable form".6

The mirror image of the general rule that anticipated expenditure cannot be
deducted (so that losses on holding or disposing of assets are non-deductible
until those losses are realised) is a similar rule that anticipated income from
holding or disposing of an asset is not taxed until the income is realised. Thus,
as a general rule, a taxpayer who holds an asset producing a taxable gain is
not taxed on increases in the market price of assets held. Instead, any tax
impost is normally deferred until the asset is disposed of in a way that
produces a measurable and certain gain over the purchase price.

The interpretation given to when income is derived tends to require a higher
indicia of having "come home" to the taxpayer than the indicia used to
determine when expenditure has been incurred. This may reflect accountancy
principles, which tend more readily to recognise expenditure than income so as
to avoid as far as possible over-stating income in financial statements.

The main exception to the general rule providing for the recognition of
anticipated income is the accrual regime in sections 64B to 64M of the Income
Tax Act. This provides that expected income from "financial arrangements” is
recognised over the term of the arrangement on a yield-to-maturity basis. As
already noted, the accrual rules also provide for a method of determining
income and expenditure based on the change in the market value of the
arrangements. Where that market value approach can be, and is, adopted, it
can result in unexpected and unrealised capital income being assessable.

6 Carden’s case (1938) 63 CLR 108 at 155
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2.3 The Capital/Revenue Distinction

As noted in the overview, the current tax treatment of capital income and
expenditure fails in a number of respects to measure the actual change in the
economic position of taxpayers. Sometimes those differences between taxable
and actual income are made necessary by practical requirements. In many
instances, however, income is not properly measured for tax only purposes
because of the previously described approach to the interpretation of the term
"income"”. Central to that approach has been the distinction drawn between
ordinary income and expenditure (income and expenditure on revenue account)
and other income and expenditure (income and expenditure on capital
account). The former have been recognised for income tax purposes, while the
latter have not been recognised.

The capital/revenue distinction which the courts have drawn is considered in
more detail in Annex 2.3. As shown in that annex, to a large extent the
capital/revenue distinction on which the current income tax system is founded
is the product of a long history of judicial interpretations of a wide range of
factual circumstances. In making the distinction, courts will frequently refer to
what "common sense" dictates. However, this "common sense" is not founded
on any basis which necessarily reflects the reality of the taxpayer’'s economic
position or circumstances.

Nor is the distinction an easy one to draw in many cases. Although it is clear
in most everyday transactions whether a particular receipt or item of
expenditure should be on revenue or capital account, there are many occasions
when that is not the case. Thus judges often stress the "fineness" of the
distinctions they are called upon to make and the difficulty that involves.

This is illustrated by BP Australia Limited v FCT7 where the first court to
consider the issue found the taxpayer’'s payments to be non-deductible, the Full
Court of the High Court of Australia was divided 3 to 2 against the taxpayer,
and the Privy Council eventually found for the taxpayer. The Privy Council
stressed the difficult job the courts have in such cases, quoting8an observation
made in an earlier case9 that:

"the functions of business are capable of complexity and the line of
demarcation [between items on revenue account and items on capital
account] is sometimes difficult to draw and leads to distinctions of
some subtlety between profit that is made 'out of assets and profit
that is made 'upon’ assets or 'with’ assets."”

7 (1964) AC 244
8 at page 262
9 CT v Nchanga Consolidated Copper Mines Ltd [1964] AC 948 at page 960
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The difficulties with drawing this distinction are also evident in the issue of
the extent to which the financial institution cases considered in Annex 2.3
should be extended. Some of the cases in that area, in particular, can be
difficult to reconcile.

The importance current law places on the capital/revenue distrinction was
noted in one New Zealand case®D where it was stated: "The distinction between
capital accretions and revenue operations runs all through the law of income
tax". The same case noted: "It is not easy to state in plain clear words any
infallible test by which this question [whether income is on revenue on capital
account] may in all cases be resolved."

On the revenue side, the capital/revenue distinction which has governed so
much of the operation of the income tax system lacks a clear rationale that
might make it relevant in measuring the true income of taxpayers. On the
expenditure side, the distinction does, however, recognise that expenditure
producing lasting benefits should not be immediately deductible.

2.4 Existing Statutory Provisions
Which Modify the Capital/Revenue Distinction

In reaction to a common law interpretation of the Income Tax Act which
resulted in significant divergences between income as measured for tax
purposes and income in terms of increased wealth, legislatures both here and
overseas have, over time, consistently widened the income tax base to reflect
reality more closely. This has been done by way of specific provisions being
inserted into the Act.

An example is section 65(2)(ja), which was enacted in specific response to
Dawson v CIR.1L In that case, it was held that the free use of a television set
in consideration for advancing funds to a finance company was not income.
This was because the benefit was not convertible into cash. That was not a
satisfactory position since the use of the television set provided the taxpayer
with a clear economic benefit. The legislative response was to bring such
benefits into the tax net by specific amending legislation.

This process of expanding the common law ambit of the income tax system is
particularly notable in the area of the capital/revenue distinction. The
distinction has gradually been amended as specific provisions have sought to
bring within the term "income" items which would be considered outside the
ambit of that term as it has been defined by the courts. The statutory erosion

10 CIR v City Motor Services [1969] NZLR 1010 at page 1017
1 (1978) 3 NZTC 61,252
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of the capital/revenue distinction can be traced back to the beginnings of
income tax. For example, in the United Kingdom "profits on discounts" of
financial instruments were made taxable as early as 1805. In New Zealand, a
gain from land acquired for the purpose of deriving a profit on sale became
taxable in 1916.

This section considers current provisions which erode the capital/revenue
distinction.

24.1 Gains from the Sale of Personal Property
(Section 65(2)(e))

Section 65(2)(e) of the Act attempts to bring within the definition of income
gains from the sale of property which might otherwise be considered to be
non-taxable income on capital account. The first two of three parts or limbs of
the section apply only to gains on property other than land.

The first limb of section 65(2)(e) assesses profits or gains derived from the sale
of property where the taxpayer is a dealer in such property. It appears that the
legislative intent when a similar provision was first enacted (in 1916) was to
tax those who were dealers in property of a particular type even if the property
on which a profit was made was held by that person for other purposes.
However, the courts have interpreted the provision strictly and have included
profits only where the specific asset sold was held for dealing.22 It is thus
difficult to contemplate situations where a taxpayer would be assessed under
this limb without the gain being taxable under other provisions of the Act. This
is because dealing in property is likely to constitute a business and thus gains
on property sold are likely to constitute ordinary income.

The second limb of the section includes within a person’s assessable income all
profits or gains derived from the sale or other disposition of property where the
property was acquired for the purpose of selling or otherwise disposing of it.
Cases in this area have primarily been concerned with the question of what
constitutes a purpose of resale at the date of acquisition. Again the courts have
tended to adopt a restrictive interpretation. The taxpayer must evidence a
purpose of resale rather than a mere intention. Thus, where property is
acquired for a purpose other than resale (for example, purchasing shares so as
to control a company) but with the intention of resale, then the section does not
apply.13Where more than one purpose exists, it is the dominant purpose that
is relevant in determining assessability. 4

12 Hazeldine v CIR [1968] NZLR 747
13 Plimmer v CIR [1958] NZLR 147
14 CIR v Walker [1963] NZLR 339
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The recent Court of Appeal decision in CIR v National Distributions Limitedb
indicates that the ambit of the second limb of section 65(2)(e) might be wider
than many commentators had previously considered it to be. For example, the
view advanced in an earlier Australian casel that property acquired as a
hedge against inflation would not be within the ambit of the provision, was
explicitly rejected. It was held in National Distributors that provided the
dominant purpose for the acquisition was sale, gains are taxable. Nevertheless,
it was noted that company shares could be purchased for the purpose of
obtianing a dividend stream. In that case the second limb of section 65(2)(e)
would not apply. Moreover, shares could be acquired to secure a dividend
stream and also growth in the value of the shares. It was stated that if there
is no, "clear dominant purpose of resale at the time of purchase, any profits on
the ultimate sale of the shares are not within the second limb."

2.4.2 Profit Making Undertakings or Schemes
(Section 65(2)(e))

The third limb of section 65(2)(e) includes within assessable income "all profits
or gains derived from the carrying on or carrying out of any undertaking or
scheme entered into or devised for the purpose of making a profit". Under this
third limb, the property in question is not limited to personal property but also
includes land.

The wording of this limb is extremely wide. It could have been interpreted so
as to bring within the tax net many transactions otherwise producing non-
taxable gains, as long as the transaction constituted an "undertaking or
scheme”. However, the courts concluded that there was no legislative intent to
so widen the tax base. They have interpreted the provision as requiring the
profit or gain to be income on revenue account (which would be assessable
under other provisions) or at least flowing from a scheme of a business-like
nature before it can be taxable under the limb.1I7 As this was expressed by the
Privy Council,18 for an undertaking or scheme to fall within the ambit of the
provision, it "must be a scheme producing assessable income, not a capital
gain". Clearly, such an interpretation leaves the provision with limited actual
effect in widening the income tax base.

2.4.3 The Effect of Section 65(2)(e)

Section 65(2)(e) brings to tax "profits or gains" in the year such "profits or
gains" are derived. This has been interpreted as meaning that the "profit or
gain" must have been realised by way of sale or other disposal before it can be
said to have been derived. In other words, the section does not tax unrealised

15 CA 137/87

16 Gauci v FCT (1975) 135 CLR 81

17 Eunson v CIR [1963] NZLR 278

18 McClelland v FCT (1970) 120 CLR 487 at page 495
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or accrued gains.

On the other hand, if a taxpayer holds the property as part of a business, the
property may constitute trading stock under section 85 of the Act which allows
unrealised losses to be deducted. Persons not holding the property as part of a
business are not subject to section 85. However, the definitions of trading stock
in sections 90, 91 and 197 are wider and would generally include property
subject to section 65(2)(e). These sections operate to deem dispositions of
trading stock (as widely defined) to be sales at market value. The result is that
any transfer of ownership of an asset subject to section 65(2)(e) otherwise than
by way of sale gives rise to a tax liability as if the property were transferred by
way of sale. It therefore seems to cover gifts of property and transfers resulting
from death.

A limitation on section 65(2)(e) is that it contains a general exemption for
matrimonial property transfers. Where property subject to the provision is
transferred under a matrimonial agreement, the spouse receiving the property
is deemed to be a dealer in such property and is deemed to have acquired it for
the acquisition price of the other spouse.

In practice, the more important limitations on the ambit of the section are
those which have followed from judicial interpretations. They have meant that
the provision has had little effect in widening the income tax base to reflect
more clearly the true income of taxpayers. The first and third limbs have been
interpreted to add little to other provisions of the Act. The second limb can
operate to bring to tax speculative gains on property such as shares, although
even in that area the provision can be difficult for the Commissioner to apply.

While not being particularly effective at widening the income tax base, section
65(2)(e) can operate penally in those circumstances in which it does apply. For
example, it is not entirely clear that a person who makes realised losses on
property, in circumstances where a gain would be taxable under this provision,
can deduct that loss. Arguably, the loss is a capital loss and non-deductible
even though any gain would be taxable. This is because the loss can be
interpreted as still being on capital account for which a deduction is disallowed
by section 106(1)(a). Nevertheless, in practice, a deduction is generally allowed.
For losses on the disposal of premises which would give rise to taxable profit
under sections 65(2)(e) or 65(2)(f)/67, section 106(1)(l) arguably implies that a
deduction is allowed.

Section 65(2)(e) can also result in a deduction where the taxpayer incurs no
economic loss. This can arise where the taxpayer purchases shares carrying an
entitlement to dividends. When the dividends are paid out, the share price
falls. The loss in the value of the shares merely accounts for the fact that the
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dividends have been distributed. If the taxpayer is able to deduct the loss from
income, the result would be that the taxpayer would be able to receive a net
deduction when its economic position is unchanged (assuming no net tax
liability on the dividends).

Section 198 aims to limit the ability of taxpayers to exploit this opportunity.
The section can deem dividends derived by the share purchaser to be part
consideration for the sale of the shares and included in the purchaser’s income.
The section can apply where dividends constitute a recovery of purchase price
and the taxpayer controls the company paying the dividend or has purchased
the shares as part of a "scheme".

2.4.4 The Foreign Investment Fund Regime
(Section 65(2)(eb) and Part IVA of the Act)

The Foreign Investment Fund ("FIF") regime is a recent dilution of the capital/
revenue distinction by Parliament. By section 65(2)(eb), FIF income is
assessable. FIF income is defined in Part IVA of the Act. The aim of these
provisions is to ensure that New Zealand residents cannot avoid or defer tax by
systematically accumulating income offshore in entities designed for that
purpose.

The regime applies to interests in "foreign investment funds”. Broadly, that is
a property or income interest in a company or similar entity which derives
mainly investment or passive income and which is not subject to New Zealand
tax, or the tax of any other country with a comparable tax system, on all its
income. The income from a FIF interest which is brought to tax is calculated,
again broadly, as all distributions from the FIF plus the change in the market
value of the FIF interest (adjusted for taxable distributions). In other words,
realised and unrealised (but accrued) gains are recognised as income.

2.45 Land Transactions
(Sections 65(2)(f), 67)

As previously noted, the first two limbs of section 65(2)(e) do not encompass
profits or gains on transactions involving land. This is because land
transactions are specifically dealt with by their own provisions which apply a
more detailed set of rules bringing to tax income that would in most cases
otherwise not be taxable under either ordinary rules or under section 65(2)(e).

The primary taxing provision is section 65(2)(f), which includes within a
taxpayer’'s assessable income profits or gains to which section 67 of the Act
applies. Section 67 sets out, in a detailed manner, various property
transactions that are deemed to give rise to assessable income. The provision is
relatively complex and is outlined in more detail in Annex 2.4. In broad terms,
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it assesses gains on the disposition of land acquired with an intention of resale,
gains made by land dealers, developers and builders (including gains made by
taxpayers associated with such persons), and gains arising from the re-zoning,
subdivision or development of land.

The section contains a number of specific exemptions. As with section 65(2)(e),
there is a general exemption for matrimonial property transfers. Other
exemption provisions generally apply where the land is used as the taxpayer’s
private residence or is the premises from which it conducts its business. In
addition, farmland is normally outside the ambit of the section except where
the taxpayer is a dealer, developed on builder (or associated with such a
person).

Section 67 is specific in bringing to tax gains only in the year in which those
gains are realised by way of a disposition. Accrued but unrealised income is not
taxable under the section. This rule is modified by section 82 which enables the
Commissioner to spread income derived from the disposition of land over the
year the income is realised and the three subsequent income years where the
land is acquired by the Crown.

In contrast to personal property subject to section 65(2)(e), land is specifically
excluded from the definition of trading stock in section 85. However, land can
be included in the wider trading stock definitions in sections 90, 91 and 197.
Thus, dispositions of land are deemed to be sales at market value that can give
rise to a tax liability under section 67.

Section 67 can be viewed as a provision duplicating and then extending section
65(2)(e), bringing to tax income that would not be subject to tax if the latter
provision applied. The reason for treating land transactions separately from
transactions involving other types of property appears to be the ease with
which people could otherwise derive non-taxable income by holding land. It is
notable that what is now section 67 was first enacted in 1973 at a time when
land prices were rising rapidly, creating considerable disquiet about untaxed
speculative activities in this area.

Nevertheless, the ambit of section 67 is still narrow. It does not generally bring
to tax income derived from land held as an investment, even though an
investor will consider the overall yield from the property (including capital
growth) when making investment decisions. Instead, the section is deliberately
limited to specific types of taxpayers (dealers, developers and builders) or
specific types of transactions (gains from land acquired for re-sale, or gains
resulting from rezoning or subdivision or development).

However, the categories subject to tax are necessarily arbitrary. For example,
section 67(4)(c) taxes gains made by a builder who has effected improvements
to the land where the land is sold within ten years of its acquisition. It does
not apply to people who are not builders (or associated with builders). It does
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not apply if no improvements are made to the land, and it does not apply if the
land is held for more than ten years. The rationale would appear to be that
builders are more likely than other taxpayers to derive income or gains of this
nature as a direct substitute for other income-producing activities.
Nevertheless, it can be difficult to defend a provision where two people carry
out exactly the same activity and derive the same return, but one is taxed and
the other is not because of differences in the nature of other businesses in
which the taxpayers are engaged. Furthermore, it is difficult to rationalise a
provision which taxes gains on land held for ten years but not gains on land
held for ten years and six months.

Finally, because section 67 can determine the taxation status of a transaction
according to the nature of a taxpayer’s other business, in the absence of anti-
avoidance measures it could have been possible to to escape the operation of
the section by having different transactions carried out by different taxpayers.
For example, a company group could have carried out land development in one
company and land investment in another. To prevent such techniques, the
section treats persons associated with a dealer, developer or builder as a
dealer, developer or builder. The definition of associated person (outlined in
Annex 2.4) is wide. The result is that a taxpayer can find itself associated with
another entity for the purposes of section 67 so that a tax liability under the
section is incurred.

The problem here is that in trying to prevent tax from being easily avoided, the
section may at times impose tax on those for whom the provision was not
specifically intended. On the other hand, the restricted nature of the provision
and the fact that it taxes only specified transactions and taxpayers, mean that
if the precise requirements for a tax liability to be incurred are not met, no tax
liability under the section is incurred.

The section embodies a number of features that taxpayers can exploit to their
advantage. Thus, before gains from land acquired for sale are taxable under
section 67(4)(a) there must have been a specific and crystallised purpose or
intention to sell the land and that purpose or intention must have been present
at the time the land was acquired. An example of the fine distinctions which
can be involved is found in Harkness v. CIR. 19n that case, the father of the
taxpayer negotiated the purchase of land on behalf of his son. It was clear that
the father saw this as an opportunity to resell at a profit. The son, who was the
legal purchaser of the land, was about to embark on overseas travel. He had no
particular purpose in mind except a vague notion that the land might
constitute the basis for a future farm. It was held that the father’s purpose in
arranging the purchase of the land could not be imputed to the taxpayer. Since
the taxpayer had no purpose of resale at the time of purchase, the gain was not
liable to tax.

19 (1975) 2 NZTC 61,017. This case was based on the law prior to the enactment of section
67, but the principle is likely to remain the same.
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As well as utilising such distinctions, taxpayers can also often defer or avoid
tax under section 67 by holding the land in a company and disposing of shares
in the company for a tax-free profit. This is, of course, provided the transaction
is not taxable under section 65(2)(e). Where the associated persons rules can
give rise to a liability, taxpayers have shown considerable ingenuity in skirting
their application. The weaknesses of section 67 are therefore the inevitable
weaknesses of a provision which is somewhat arbitrary and narrow in its
application.

A further problem with the section is that, as with section 65(2)(e), there are
schematic problems concerning the appropriate treatment of losses and
expenditure. There is some doubt as to the deductibility of losses on a
transaction for which gains would have been taxable. Again, it is arguable that
losses could be on capital account and therefore non-deductible.

The provision is also unclear as to when expenditure incurred in purchasing or
developing land is deductible. On one view, such expenditure is offset against
the eventual gain and recognised at that time. A contrary view is that the
expenditure can, if it is on revenue account, be deducted at the time it is
incurred, which can be a number of years before the eventual gain is realised.
According to this view, a person could deduct the full purchase price of the
land at the time of purchase and return the gross receipts from resale at the
time of disposal. In other words, land is treated as trading stock, but, unlike
ordinary trading stock, land is excluded from section 85 which offsets the
deduction for purchasers by bringing the value of trading stock on hand back
into assessable income. The arguments vary amounting to the precise provision
in section 67 which operates to make gains assessable.

2.4.6 Provisions That Restrict Deductibility
of Expenditure Relating to Land Transactions

(Sections 129 and 188A)

The above provisions still allow some taxpayers to invest in land so as to
produce tax-free returns while at the same time expenditure incurred on the
investment (particularly interest on funds borrowed to make the investment)
may be set-off against other assessable income. This was seen as being a
particular problem where the expenditure on the investment received
concessionary tax treatment (i.e. immediate deductibility for expenditure
producing lasting assets), such as was the case with respect to farming and
horticultural development expenditure.

Rather than attack this problem at its source (the immediate deductibility of
capital expenditure and the non-taxation of income from gains in the value of
the investments), the approach taken in 1982 was to attempt to restrict the use
of losses and to recover interest and development expenditure deductions in
certain circumstances.
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The loss restriction provision is section 188A. As initially enacted, that
provision restricted the losses from rental, agricultural and horticultural
activities that could be offset against other income to a maximum of $10,000
per taxpayer per annum.

The interest and development expenditure recovery provision is section 129.
The provision applies where land is sold within ten years of acquisition and a
profit is derived on sale of the land that is not otherwise assessable under any
other provision of the Act. As initially enacted, where section 129 applied it
clawed back interest and development expenditure deductions incurred with
respect to the land sold for a profit by including those amounts (up to the
amount of gain made from the sale of the land) in the taxpayer’s assessable
income.

As with many provisions that attempt to tackle one problem area by applying
selective penal treatment to another (albeit related) area, sections 129 and
188A were widely perceived to be unfair. At the same time, the narrow and
selective nature of the measures made it possible to frequently escape their
operation. One strategy has been to hold the land in a company and to incur
interest on funds borrowed to buy shares in that company. In that way, no
interest is incurred with respect to the land, so there can be no clawback of
interest deductions under section 129.

For related policy reasons and in recognition of these problems, farming and
horticultural activities were removed from the ambit of the provisions at the
same time as the immediate deductibility of farming development expenditure
was removed. Sections 129 and 188A continue, however, to apply to interest in
respect of land held for rental.

2.4.7 Payments Under Leases
(Sections 65(2)(g), 70, 136-139, and 222A-222E)

Section 65(2)(g) is a general provision including in assessable income rents and
other income from land. For the most part, such receipts would be income
under ordinary concepts, with the general rule being that payments are
assessable in the year they are receivable. An exception is certain forms of
goodwill payment which the section specifically brings into income.

As a general rule, New Zealand law does not includ receipts for the sale of
goodwill within the vendor’s assessable income because such payments would
normally be considered to be receipts on capital account. However, section
65(2)(g) includes within the definition of assessable income payments for or in
respect of goodwill of any business, or the benefit of any statutory license or
privilege, derived by the owner of land from any lease or similar interest
affecting the land. The effect of this provision is to bring into assessable income
goodwill payments received on the lease of land. Section 65(2)(g) does not make
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taxable goodwill payments received on the outright sale of the land. It has also
been heldDthat the section taxes payments for site goodwill but not payments
for business goodwill. The distinction is that site goodwill attaches to the
actual geographic location or special features of the land being leased, whereas
business goodwill attaches personally to the proprietor of the business. The
distinction is easier to state than it is to draw.

Section 65(2)(g) is an attempt to avoid allowing taxpayers to transform lease
payments (which would generally be taxable payments received on revenue
account) into a non-taxable receipt received on capital account. For that
reason, section 65(2)(g) includes in assessable income premiums as well as
goodwill received by a lessor. 2Section 80 of the Act then allows the
Commissioner to spread premiums, goodwill and like payments made "by way
of anticipation” on the grant of a lease over up to six years.

Deductibility of such payments is provided for in section 137. This provision
allows a deduction for premiums and goodwill payments by a lessee, with
deductibility apportioned evenly over the term of the lease.

Sections 70 and 138 of the Act have a similar purpose to that of sections
65(2)(g). Section 70 includes within the assessable income of a lessor any
payment received by way of compensation or damages for failure by any person
to perform any obligation under a lease of land or to maintain the land. Such
payments can be spread over the year of receipt and the four subsequent years.
Section 138 allows a deduction for compensation or damages payments made
by a lessor. The deduction is allowed in the year the payment is made or over
the three preceding income years.

These provisions demonstrate how it has been found necessary to move the
traditional capital/revenue boundary to hinder the ability of taxpayers to
transform otherwise assessable income into income on capital account which
would not be subject to tax. Such transformation problems are inherent in a
tax system that taxes some forms of income but not others. As illustrated by
the need to distinguish between site goodwill and business goodwill, as the
boundary moves, the problem moves with it.

The provisions discussed above apply only to payments under leases of land.
For leases of most other assets, the Act distinguishes between "specified" and
"non-specified" leases. In broad terms, a "specified lease" is a lease of property
(other than land, livestock or bloodstock) under which many of the risks of
ownership are transferred from the lessor to the lessee. For a specified lease,

20 Romanos Motels v CIR [1973] 1 NZLR 435

2l It is noted, however, that in Romanos Motels it was held that a goodwill payment need
not be a disguised lease payment to be subject to the section.

CHAPTER 2: CURRENT TAX TREATMENT OF INCOME FROM CAPITAL 30



sections 222A to 222D deem the lease to be a sale, financed by a vendor loan,
of the leased asset for its cost price. Rental payments made by the lessee are
treated as repayments of loan capital and interest. The interest portion is
assessable income of the lessor and expenditure of the lessee, being assessable
or deductible on an actuarial basis over the term of the lease.

For non-specified leases of assets other than land, no special rules apply with
the following two exceptions. Under section 222E, for deduction purposes lease
payments are apportioned evenly over the term of the lease. Under section 139,
premiums with respect to leases of any machinery used in the production of
assessable income are deductible, with deductibility spread over the term of
the lease.

Finally, under section 136, expenditure incurred in preparing, stamping and
registering a lease of any property (including land) used in the production of
assessable income is deductible.

2.4.8 Other Income From Land
(Sections 74, 81A, 127-128C, and 214A-222)

Other receipts from land that would not be included in assessable income
under ordinary principles may be included under section 74 of the Act. Section
74(2)(a) includes within assessable income "all profits or gains derived from the
use or occupation of any land." While the wording may appear wide, "profits or
gains" would generally be measured by applying ordinary tax rules and thus
the provision would exclude income on capital account.

Specific rules cover the deductibility of farming and agricultural expenditure.
Under section 127, immediate deductibility has been allowed for land
improvements and development that might otherwise have been on capital
account and therefore non-deductible. Under the primary sector tax reforms
enacted in 1986, that concession is being phased out and under section 128A
such expenditure is now to be amortised, normally at 5 per cent of diminishing
value. Similar provisions apply under sections 128 and 128C with respect to
aquaculture.

Of more significance in diminishing the capital/revenue distinction is section
74(2)(b), which includes in assessable income profits or gains derived by a
taxpayer from the extraction, sale or removal of minerals, timber or flax.
Section 74(5) also includes in assessable income the gain from selling standing
timber together with the land. Under ordinary rules, such income would
generally be assessable only if it fell within the business income of the
taxpayer.
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In ascertaining the assessable income under these provisions, the cost of
producing the minerals, timber or flax is deducted from the gross sale proceeds
except to the extent to which such expenditure has been previously deductible.
With respect to mineral and petroleum mining, section 74 is supplemented by
specific rules set out in sections 214A to 222. Those regimes are currently
being reviewed.

The taxation treatment of forestry is set out in sections 74, 127A and 128B of
the Act. This follows the 1986 review of the taxation of this sector. The overall
effect is that some expenditure is immediately deductible under section 74(3),
expenditure on preparing and developing land is amortised on a basis similar
to farming development expenditure, and other expenditure is deductible when
income is derived under section 74 from the sale of trees or timber.

There are four main exceptions to the rule that income from a forest is
assessable on realisation. First, section 74(5) does not include in assessable
income a sale of standing timber where the trees were planted for ornamental
or incidental purposes. This includes trees planted as a shelter belt or for
erosion control. Secondly, there is an exemption for matrimonial property
agreements. Thirdly, it has been held2 that section 74 captures profits from
land but not from an interest or estate in land except to the extent to which
section 74(5) applies. Thus, if a person who has rights to cut a forest makes a
gain by selling those rights to another party, that gain is not assessable under
section 74 (although it may be assessable under other provisions). This is a
further example of how when, in an effort to capture all income, the capital/
revenue boundary is moved, new problems can arise on the new boundary.

Finally, where the income is assessable, section 81A allows a taxpayer to have
the income spread over the year it is realised and the three preceding years.

2.4.9 Royalty, Patent and Copyright Income
(Sections 65(2)(h), 83, and 142-144)

Probably one of the more significant and least appreciated dilutions of the
capital/revenue distinction is the definition of a royalty. All royalties are
included in assessable income by virtue of section 65(2)(h).

The term "royalty” in its ordinary meaning is broadly a payment for the use of
an invention, a composed or written work, or some other intellectual property.
Payments for intellectual property have never easily fitted within the
traditional capital/revenue distinction. Strictly applied, orthodox treatment
would regard a payment for the use of intellectual property as income on
revenue account, but a transfer of a right to that property, otherwise than in

22 Smith v CIR [1969] NZLR 565
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the course of a business, to be on capital account. The distinction between the
use of and right to property is often finely drawn. Where the asset is
intangible, as is the case with intellectual property, the boundary is quickly
blurred to the point where it is often impossible to discern. For that reason,
most countries have legislatively redrawn the boundary, or removed it and
subjected all intellectual property income to tax.

New Zealand’s approach is towards including all intellectual property income
within the tax net. Since 1980, when the relevant provisions were last
redrafted, a "royalty" has been defined in section 2 of the Act in a
comprehensive manner to include all such income as well as income from
property that would not ordinarily be thought of as a royalty. The definition of
royalty in section 2 is discussed in more detail in Annex 2.5.

The Act also provides a specific taxation regime with respect to patents and
patent rights. Section 83 deems assessable income to include the proceeds from
the sale of patent rights, with an exemption for matrimonial property
agreements. In ascertaining such proceeds, a deduction is permitted for
otherwise non-deductible expenditure incurred by the taxpayer in devising the
invention to which the patent relates, or the otherwise non-deductible cost of
the patent rights. The net income is able to be spread over the income year in
which it is derived and a period up to the five subsequent income years.

The expenditure incurred in devising or purchasing a patent may be deductible
(otherwise than under section 83) under ordinary rules (if it is expenditure on
revenue account) or under sections 142 and 143. Section 142 allows a deduction
for expenditure incurred in purchasing a patent right used in the production of
assessable income. The deduction so allowed is spread over the unexpired term
of the patent right. Section 143(1) allows a deduction in the year incurred of
any expenditure incurred with respect to the grant, maintenance or extension
of any patent. Section 143(2) allows a deduction for devising an invention for
which a patent is granted.

Finally, section 144 allows a deduction for expenditure incurred on scientific
research carried out for the purpose of deriving assessable income. The
provision, however, does not allow a deduction for expenditure relating to
depreciable assets.

As wide as the definition of royalty is, it does not extend to cover a payment for
an asset interposed between the purchaser and the right. Thus, a taxpayer
wishing to sell a patent could instead sell a company that possesses the patent.
A royalty would not generally be deemed to arise with respect to the payment
for the company. This is again a demonstration of how the difficulties inherent

in the capital/revenue distinction can re-emerge on any new boundary line that
is drawn.
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2.4.10 Income From Financial Arrangements
(Sections 64B-64M, 65(2)(jb))

The difficulty in sustaining the traditional capital/revenue distinction is
particularly acute with respect to financial instruments.

Under the traditional capital/revenue distinction, returns from financial
instruments could be non-assessable capital account income. This was the
likely position where the income from the instrument could be attributed to an
accretion to its value and the taxpayer was not in the business of making such
gains. Thus, in Willingale v. International Commercial Bank Z®he House of
Lords affirmed that the term "interest” in its ordinary sense did not include a
discount or premium on a financial instrument. Where such gains were made
by a taxpayer in the course of business, they were taxable as business profits
2but not as interest income.

Outside of those circumstances, a premium or discount was usually regarded
as non-taxable to the lender, provided it was not clearly a payment in
substitution for ordinary interest applying to reasonably sound securities. The
more such a gain could be said to reflect the risk assumed by a borrower and
the less it was clearly tied to compensation for the time value of money, the
greater the possibility that the gain would be held to be on capital account.5

To a large extent, a financial instrument providing a return in a form that has
traditionally been viewed as ordinary income (e.g. interest) is perfectly
substitutable by a financial instrument that provides the same return on the
same terms but in the form of an accretion in the value of the financial
instrument itself. Thus, a person can be expected to be indifferent between
receiving a coupon interest payment of $100 in a year’s time and being paid in
a year’s time, on redemption of the instrument, $100 more than they acquired
it for.

This is a graphic illustration of the irrelevancy of the traditional distinction
between capital and revenue receipts when measuring a person’s true economic
position. The flexibility of the financial system highlights and makes more
acute the problems of operating a tax system based upon such a distinction.
For that reason, few countries with developed tax systems retain the capital/
revenue distinction with any degree of rigidity with respect to financial
instruments. Indeed, as early as the United Kingdom Income Tax Act of 1805,
"profits on discounts" were expressly subjected to income tax.

23 [1978] 1 All ER 754
24 as was the case in Beazley v. CIR (1980) 4 NZTC 61,527
25 Lomax v Peter Dixon & Co. Ltd (1943) 2 All ER 255
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New Zealand moved away from a strict capital/revenue demarcation in taxing
financial instruments some time ago. Hence, we have had a relatively wide
definition of interest income under section 2 of the Act which has been deemed
to be assessable under section 65(2)(j). The assessability of returns from
financial instruments was further widened by section 65(2)(ja) - benefits from
money advanced - and sections 65(2)(k) and (ka) - redemption payments.
Nevertheless, the income tax system still operated to leave some forms of
income under financial instruments untaxed.

An additional problem with financial instruments was that income that was
taxable was not taxable until received or receivable, while the same payment
could be deducted at a much earlier time, as soon as it had been incurred by a
taxpayer.

The accrual rules, largely set out in sections 64B to 64M of the Act and enacted
with general effect from 1986, set out to rectify these problems. They had the
twin aims of removing such gaps by largely removing the capital/revenue
distinction in this area, and of recognising the income and expenditure under
financial instruments on an accrual basis. The accrual rules are explained
more fully in Annex 2.6.

2411 Additional Provisions Allowing a
Deduction for Expenditure on Capital Account

(Sections 124 and 125)

Section 124 of the Act allows deductions for expenditure aimed at preventing
or combating pollution of the environment. That expenditure expressly
includes the construction of earthworks, ponds, and settling tanks. Section 125
provides a deduction for expenditure on energy conservation and encompasses
a wide range of expenditure which would otherwise be non-deductible.

2.5 Income From Capital Which is Not Taxed

As demonstrated by the above survey, the capital/revenue distinction developed
by the courts has been considerably restricted by legislative provisions as it
has become apparent that, in particular areas, the capital/revenue boundary
had become unsustainable. While these developments have widened the income
tax base, the reforms have tended to be piecemeal. The result is that, despite
the numerous provisions subjecting to tax forms of otherwise non-taxable
income, there are many forms of income that remain untaxed or
inappropriately taxed because of the ability of taxpayers to claim an exemption
on the grounds that income is on capital account. This section outlines
examples of such untaxed income.
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251 Income from Investing in Land

One of the more common forms of untaxed income is income from investments
in land, including commercial and industrial property, farms and housing.
Such investments normally produce an overall expected yield consisting partly
of rents (and any other ordinary income derived from utilising the land), and
partly of growth in the market value of the land and building(s). As with
returns from financial instruments and intellectual property, investors
recognise that ordinary income and any accretion in the value of land and
buildings are part of the overall return that they obtain.

It is for this reason that the legislative dilution of the capital/revenue
distinction has tended to concentrate on these areas. However, whereas the
taxation of income from financial arrangements is now relatively
comprehensive, and the definition of what constitutes taxable income from
intellectual property is widely drafted, provisions taxing income from holdings
of land are still relatively narrow. Thus, someone who buys commercial
property for a return consisting of rents and capital growth will generally not
be obliged to pay tax on the latter form of income where such gains do not
constitute business income and the income does not fall within the specific
taxation provisions in section 67. Because of the relatively narrow scope of both
those tests, it is likely that most income escapes taxation.

25.2 Income from Investments in Shares

Unlike income from investments in land, there are no provisions specifically
aimed at bringing to tax income from the increase in the value of shares in
companies. If a taxpayer can reasonably assert that such income is neither
business income nor within the relatively narrow ambit of section 65(2)(e), no
tax should arise. This makes it unlikely that those who hold investments in
shares on a relatively long-term basis are taxed on any gains on sale. Where
such gains are not attributable to after-tax retained corporate earnings, the
result is to produce a tax bias in favour of that form of income. In addition, it
is often possible for taxpayers to convert otherwise assessable income into a
gain on a shareholding. An example is where tax on the sale of land under
section 67 is escaped by a taxpayer who sells a company which owns the land.

253 Income from Investments in Other Assets

There are a range of other assets that can produce expected gains that
similarly can result in untaxed income to the investor. Thus investments in
assets ranging from commodities (such as gold) through to collectables (such as
significant art works, antiques, jewellery and vintage cars) can give rise to
untaxed income. Collectables, in particular, are often offered for their
investment value.
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254 Income from Goodwiill

Aside from the direct investment in such assets, investors may invest in
developing their own businesses. Where successful, this can produce significant
untaxed income by way of "goodwill" (an excess in the market value of a
business over the market value of its tangible assets). Thus, a person can
develop a business, sell that business for a substantial gain and pay no tax on
the profit.

There is therefore a tax incentive for a business to emphasise factors
increasing goodwill (such as market and brandname awareness) to the
detriment of deriving current taxable income. Moreover, in most cases
expenses associated with increasing goodwill are directly or indirectly
deductible. For example, most advertising expenditure will be immediately
deductible with the caveat that a large-scale once-only campaign related to a
firm’s goodwill could be held to be non-deductible expenditure on capital
account.® Immediate deductibility of such expenditure is usually not barred by
section 104A because the service (advertising) is performed in the relevant
income year. It is the benefits from that service which are long-term.

Thus, existing law often allows a person to deduct expenditure creating an
asset and then sell the asset for an untaxed profit. The importance of such
gains for business enterprises should not be under-estimated. The high prices
now often paid for firms that have recognised brandnames, and recent moves
to incorporate such assets in the financial statements of public companies,
indicate the significance attached to such intangible assets and to the untaxed
income which they can generate on sale.

255 Income from Personal Restrictive Covenants

A restrictive covenant is an agreement by which someone agrees not to conduct
business or to work for a specified time in a particular area of operations or
locality. Restrictive covenants are frequently used as a means by which an
employer protects a business from departing employees leaving and setting up
in competition using in the process information or client contacts developed
while working with the firm. Payments to employees in return for consenting
to be bound by restrictive covenants can represent capital account payments
similar to payments received on the sale of a business’s goodwill. In
consideration for a payment from a firm, the employee agrees to forgo utilising
an element of the human capital which he or she has accumulated.

English and Australian cases support the contention that such payments to an
employee can be non-taxable income of the recipient, being a payment received
on capital account.ZZ7 In New Zealand, the Inland Revenue Department has
stated that it accepts that such payments are not taxable Zas either monetary

26 Sun Newspapers Ltd v. FCT (1938) 61 CLR 337
27 Beak v. Robson [1943] 1 All ER 46; and FCT v. Woite 82 ATC 4,578
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remuneration of the employee or as a fringe benefit under the fringe benefit
tax provisions. Payments made by an employer will also generally be on capital
account and thus non-deductible® although it is conceivable that in some
circumstances such payments could be on revenue account.

Inducement payments made to a prospective employee can also be argued to be
non-taxable capital account income if the payments are made to induce the
person to forgo another opportunity rather than in relation to a future
employment relationship. The Inland Revenue Department, however, does not
readily accept such a distinction and regards inducement payments as taxable
monetary remuneration. In either case, the employer will often be able to claim
a deduction for expenditure incurred in making such payments, along with
other staff recruitment costs.

2.6 Tax Rules Applying to Particular Entities

In addition to the general rules described above, there are a number of specific
rules relating to income generated in relation to particular entities. This
section covers specific rules relating to: partnerships, trusts, companies, life
offices and superannuation schemes, and controlled foreign companies.

2.6.1 Partnerships

Although a partnership is a "person" for the purposes of the Income Tax Act
and as such is liable to file an annual return of income, the Act, in particular
section 10, generally looks through partnerships and treats the partnership as
a type of joint venture with individual partners deriving and incurring their
proportionate share of partnership income. This reflects the legal nature of a
partnership, which is that it is not an entity distinct from the individual
partners.

The main exceptions to this general proposition are section 211B (which
prohibits a net loss on the activities of a special partnership3® from being offset
against the other income of the constituent partners) and section 167B (which
allows certain working partners to be treated as if they were employees of the
partnership). Aside from those provisions, the income generated through a
partnership is generally taxed as if it were derived directly by each partner.

The main issue is the consequence of a reconstitution of a partnership by the
admittance of a new partner and/or the death or retirement of an existing
partner. This is an area of some confusion and practice tends to be dominated
by past procedures rather than arguments on the finer points of law.

28 Technical Rulings, Chapter 11, para 2.2.10
29 Buckley & Young v. CIR [1978] 2 NZLR 485

0 A partnership which meets the requirements of the Partnership Act 1908 to have limited
liability for most of the participating partners.
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Arguably, a partner does not own specific assets which go to make up overall
partnership property. Such property must be applied for the purposes of the
partnership and not for the benefit of an individual partner. Instead of owning
specific property, each partner owns a proportionate share of the overall assets
of the partnership.

It would also seem to be the legal position that when a partnership is
reconstituted, the old partnership is dissolved and a new partnership
consisting of the remaining and/or new partners is formed.3 That is arguably
the case even where the partnership deed has a contrary provision because for
income tax purposes a new person comes into being on each such occasion. If
those arguments are correct, every reconstitution of a partnership could be said
to result in the disposal of all partnership assets with a resulting tax liability
on any accrued taxable income deemed to be realised by the disposal of the
assets.

The Income Tax Act specifically deals with two circumstances where
partnerships are reconstituted. Section 85(8) is a general provision deeming
the disposal of business assets (by sale, gift or death) that include trading stock
to constitute the sale of the trading stock for its market value. That provision
applies to the disposal of partnership assets. It is modified by section 85(4B)
which allows, with respect to specified livestock, the trading stock of the
reconstituted partnership to continue to be valued on the same basis as that
adopted by the prior partnership.

Section 117(9) is a more specific provision that applies where an asset for
which depreciation has been allowed is sold or disposed of as a result of the
reconstitution of a partnership. In those circumstances the Commissioner is
empowered to apply a clawback of prior depreciation where the asset is
disposed of for more than its book value.

The practice with respect to partnership reconstructions is to regard new
partners entering a partnership as purchasing their share of partnership
assets from the other partners. Where an existing partner retires or dies, the
other partners are regarded as having purchased the retiring partner’s share of
partnership assets. This can give rise to taxation consequences where any
partnership asset creates a realised tax liability on sale under section 67, the
accrual rules or any other provisions. However, the Inland Revenue
Department does not assert that partnership reconstitution results in the
complete sale of total partnership assets so that taxable gains are realised by
continuing partners. The position where a partner contributes assets (on which
a tax liability arises on realisation) to a partnership is even less clear, but the
general practice seems to be to deem an appropriate proportion of the asset to
be sold to the other partners.

3l Tikva Investments Pty Ltd v. FCT 72 ATC 4231
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2.6.2 Trusts

A trust is similar to a partnership in that it is not itself a separate legal entity.
When something is described as being a trust, what is meant is that the
relevant property is held by the legal owner, the trustee, subject to certain
equitable obligations. Trusts are subject to a specific tax code set out in
sections 226 to 233 of the Act.

A trust is effectively ignored for tax purposes where income from property
subject to the trust is attributed within a year and six months to specific
beneficiaries. In that case the income is generally taxed as if it were derived
directly by the beneficiary. Where income and gains are accumulated, the Act
looks to the trustee as the deriver of any taxable income. Taxable income is
then calculated according to normal income tax rules, except that a trustee is
taxable on income sourced outside New Zealand only if the settlor of the trust
is a resident of this country or on the death of such a settlor.

A tax liability can also arise on trust distributions of income accumulated in
prior years. In determining whether there is such a liability, the Act
distinguishes between three types of trust:

- a qualifying trust - where income of the trust has always been
subject to New Zealand tax since its inception. Distributions from a
qualifying trust are not subject to tax;

- a foreign trust - broadly, a trust with no resident settlor since
inception, which therefore has never been subject to New Zealand tax
on foreign-source income. Distributions from a foreign trust are
taxable at normal rates. The exceptions are distributions to the
extent that they represent the return of the amount originally settled
on the trust, and realised net capital profits or gains that would not
be taxable under the Act and that are not the result of a transaction
with an associated person of the trustee. Distributions within these
exceptions are not taxed; and

- a non-qualifying trust - a trust which is neither qualifying nor
foreign. Distributions from a non-qualifying trust are taxable along
the same lines as distributions from a foreign trust. There are,
however, two important differences. First, distributions from a non-
qualifying trust are taxed at a higher rate. Secondly, although
distributions representing the return of the amount settled on the
trust are not taxed, distributions of net capital profits or gains are
taxed. That is, the normal taxation exemption for income on capital
account does not apply if the income is in the form of a non-
gualifying trust distribution.
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2.6.3 Companies

Unlike partnerships and trusts, a company is a separate legal entity from the
individuals who ultimately own its assets. It is treated as such for income tax
purposes. In addition, the definition of a company includes some other entities
such as unit trusts as defined in section 211 of the Act.

Companies are liable to tax on income that they derive. On the whole, their
income is calculated by applying the income tax rules that apply to other
taxpayers. A significant exception is the section 63 inter-corporate dividend
exemption. Section 63 provides that most companies that are resident in New
Zealand are generally not required to include in their assessable income any
dividends received from most other companies. The reason is to avoid multiple
taxaton of profits passing as dividends from one company to another. The
section 63 exemption includes most dividends received from non-resident
companies, although such dividends are subject to dividend withholding
payments under Part XIIB of the Act.

Companies are also subject to restrictions on their ability to carry forward
losses from one income year to the next. Under section 188 of the Act,
individuals can generally carry forward losses from one year to the next
without restriction. However, the losses of one individual cannot be offset
against the income of another individual. For companies, losses carried forward
must meet a test requiring 40% continuity of ultimate individual shareholders.
Under section 191, companies can utilise losses against the income of other
companies if the requirements of that section are met. The more important
requirements are that there must be at least two thirds common share
ownership (an ordinary group) for losses to be utilised by way of a transfers of
funds knows as subvention payments from the taxpaying to the tax loss
company, or 100% common share ownership (a specified group) for losses and
income to be directly offset against each other.

Finally, under section 191(4A), where two or more companies form a specified
group (100% common ultimate share ownership), any gain made by one
company in the group is taxable if such a gain would have been taxable if
derived by another member of the group. For example, if one company derives
a non-taxable gain from the sale of shares, but it is a member of a specified
group with a company that is taxable on such gains, then section 191(4A) could
possibly be applied to bring the gain to tax.

A second aspect of the company tax system is the taxation of a distribution
from a company. Any such distribution which constitutes a dividend is taxable
to individual shareholders under section 65(2)(j). Under the previous classical
corporate tax system that applied in New Zealand until 1 April 1988, the
taxation of corporate income was taxed twice, once when derived by the
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company and a second time when distributed to shareholders. However, that
double tax is largely removed by the imputation system set out in Part XIIA of
the Act. Imputation allows the tax on dividends to be offset by a credit for tax
paid at the company level.

Nevertheless, imputation still means that where a company derives non-
taxable income (such as income on capital account) and distributes that income
in the form of a dividend, full taxation will be levied on the dividend
distribution. The reason is that, the gains being tax-free in the hands of the
company, the company has no tax credits to impute to shareholders along with
dividends. Thus, company level taxation under an imputation system has been
described as a withholding tax with an adjustment for any over- or under-
taxation on dividend distribution. The implication is that an exemption from
tax on corporate income (such as the non-taxation of corporate income on
capital account) is eventually clawed back to some extent.

In most cases, a company distribution is taxed only if it constitutes a dividend.
A dividend is widely defined in section 4 of the Act and includes a distribution
of company income that was not taxed at the corporate level on the basis that
it was on capital account or otherwise not specifically brought to tax by any
provision of the Act. However, section 4A excludes various distributions from
the dividend definition including any "capital gain" distributed to an unrelated
corporate shareholder or a non-corporate shareholder upon the winding up of
the distributing company.

To constitute a "capital gain”, the profit must be a gain that is not subject to
tax when derived and most have arisen from the realisation of a capital asset
as a result of a transaction with an unrelated party (although sales to related
individual shareholders of a private comparies as part of the winding up
process are acceptable transactions for this purpose), or otherwise be
considered to be a "capital gain" (for example, a gift). A distributed "capital
gain" also includes the in specie distribution of a capital asset to the extent
that the market value of the asset exceeds its cost price. "Capital losses"
incurred in the year in which a "capital gain" is realised, or in any subsequent
year, must be deducted from the amount calculated as a "capital gain" to
calculate the amount available for distribution purposes. That excludes "capital
losses" incurred in transactions with related parties.

Following the principle in Smout v. CIR2 a qualifying "capital gain"
distributed tax-free to a non-related company assumes "capital gain" status in

the hands of the recipient company and thus, in turn, is eligible to be
distributed tax-free on winding up.

2 (1982) 5 NZTC 61,158

CHAPTER 2: CURRENT TAX TREATMENT OF INCOME FROM CAPITAL 42



As a result of these rules, untaxed income on capital account derived by a
company that is distributed in circumstances and in a manner that meets the
requirements of a tax-free distribution retains its tax-free status. Where
untaxed income on capital account is later distributed in a manner that incurs
a tax liability some of the benefits of the original tax-free aspect of the income
will be clawed back although an advantage from deferring the tax liability will
usually remain.

2.6.4 Life Offices and Superannuation Schemes

Under our income tax system, life offices, with respect to their life office
business, have been regarded as a conduit through which policyholders derive
investment income. In relation to life office business they conduct, life offices
have therefore been taxed as a proxy for those policyholders, rather than being
taxed in their own right as an insurance business.

As a result, life insurance has been subject to a special taxation regime under
section 204 of the Act. In accordance with the proxy concept life offices have
not benefited from the inter-corporate dividend exemption and have been able
to offset tax on dividends with imputation credits. On the other hand, life
insurance income does not give rise to imputation credits distributable with
dividends paid to shareholders.

Life offices have also been specifically taxed on any profit or gain from selling
or disposing of an investment. With respect to investments acquired on or after
the year ending 31 March 1983, the taxable profit or gain on an investment is
the difference between sale proceeds and cost price. With respect to other
investments, it is the difference between sale proceeds and the greater of cost
price and the market value of the investment on the last day of the 1983 year.

This aspect of the tax treatment of life office investments is not designed to
widen the tax base beyond what ordinary income tax rules would tax. Instead,
it has been considered to be a codification of the normal rule applying to
insurers, banks and similar organisations that the realisation of investment
gains is part of the inherent operations of such businesses and therefore
taxable as ordinary income.

The life office taxation regime has been the subject of recent review. Following
the report of the Consultative Committee on the Taxation of Life Insurance
and Related Areas, the Government has announced that it is bringing in a
revised taxation regime that will tax life offices on a basis that more closely
reflects the ordinary tax treatment of companies. Life offices will pay tax on
income derived from their insurance operations. That will include investment
income, including realised investment gains, but life offices will now benefit
from the normal inter-corporate dividend exemption and will be subject to an
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imputation regime on a similar basis to other companies. Life offices will also
pay tax, on behalf of their policyholders, on sums attributable to those
policyholders subject to offsetting imputation credits. Such attributed income
will include attributed "capital gains" irrespective of whether or not such gains
are realised. This rule aims to follow ordinary dividend rules for companies.

Life offices may have assets attributable to superannuation funds included
within their life fund. The general rule now is that superannuation funds have
no special tax rules but are taxed along the same lines as trusts. They are not
specifically subject to tax on realised investment gains, although such gains
may be taxable under ordinary rules. Nevertheless, superannuation fund
investments held as part of a life office’s life insurance business are still taxed
on realised investment gains in the same way as investments attributable to
individual policyholders.

There are also special transitional rules for superannuation schemes that were
in the past subject to tax. Under section 225, they were specifically subject to
tax on realised investments on the same basis as life offices under section 204.
Under sections 225A and 232B, realised investment gains or losses for such
previously taxed schemes remain taxable or deductible on the same basis as in
the past to the extent that such a gain or loss accrued prior to 1 April 1988.

2.6.5 Controlled Foreign Companies

Controlled foreign companies ("CFCs") are foreign companies controlled,
directly or indirectly, by five or fewer New Zealand residents. Under Part IVA
of the Act, New Zealand residents with an income interest of 10% or more in a
CFC are taxed on their share of the underlying income of such entities. That
underlying income is, in general, calculated by applying the appropriate
income tax rules for an offshore branch of a New Zealand resident company. In
that way, CFC income is measured according to the features of New Zealand
income tax law, including the exemption of income on capital account, subject
to the specific statutory extensions of the income tax base that have been
outlined in this chapter.

2.7 Conclusion

The exemption from tax of some forms of accretions to wealth on the basis that
they are on capital account is largely a result of historical developments. It is
not related to the way people view investment decisions, nor is it related to the
way they view their own economic position.

The distinction between taxed and untaxed income is difficult to define.
Indeed, one of our leading judges has declared that drawing the boundary is
"an intellectual minefield in which the principles are elusive and analogies
treacherous".3

B Richardson J in CIR v McKenzies New Zealand Ltd 10 NZTC 5,233 at page 5,236
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For that reason, the application of the original judicial distinction between
capital and revenue has long ago been considerably restricted by specific
statutory provisions. Moreover, where the exemption for income on capital
account continues, and where such exempt income is derived by a company, the
exemption will usually be clawed back to some extent by way of tax on
dividend distributions. Few people would now argue for repeal of all those
provisions that have changed the traditional capital/revenue distinction. That
would open possibilities for people to arrange their affairs to derive exempt
income to such an extent that the entire income tax burden could be placed on
the shoulders of wage and salary earners.

Opposition to any reforms in this area is therefore a call for a halt in the
process which has continued for many years whereby the definition of "income"
has been extended. It is difficult to view this as a matter of principle. The
practical issue is the extent to which reforms can be put in place that would
improve the efficiency and equity of the tax system without undue costs in
terms of compliance, administration and complexity. This is the subject of this
Document.

The above review of current law suggests that it is less than satisfactory. The
current rules can be complex. They result in some taxpayers being over-taxed
and others being under-taxed.

Nor, as this chapter shows, is it true to say that current law has removed most
anomalies and most possibilities for taxpayers to escape tax on the income they
earn. The provisions covering financial arrangements and, to a lesser extent,
intellectual property are relatively comprehensive within those areas. Another
area where attempts have been made to bring income on capital account within
the tax net is land transactions. However, the provisions in this area tend to be
narrowly focused, which results in anomalies between different taxpayers and
different transactions and allows knowledgeable and well-advised taxpayers to
escape tax.

Outside these areas, statutory provisions tend to be weak and often obscure.
The result is that significant income is untaxed, with a resulting higher tax on
other forms of income. In addition, bringing some forms of income on capital
account to tax while leaving other forms of such income untaxed merely shifts
the boundary between taxed and untaxed income. This creates new problems
on the new boundary, with taxpayers showing a natural inclination to emigrate
across to the area where income is not taxed. A simple example of this is
turning taxed land transactions into an untaxed company share transactions.

The lesson from the problems experienced with current law therefore is that
the definition of taxable income should be as comprehensive as possible,
reflecting as far as possible the reality of each taxpayer’s income. This is most
likely to produce the least costly tax, and a tax which is most likely to be
perceived to be fair.
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ANNEX 2.1
Depreciation

Section 108

It is standard accounting practice to allow for depreciation when measuring
the profitability of an enterprise. Nevertheless, a deduction for depreciation is
not available for income tax purposes except to the extent that that is
specifically allowed for under the Income Tax Act. A deduction for depreciation
allowances is provided for under section 108. The same section also provides a
deduction for expenditure on repairs and maintenance.

The wording of section 108 has been criticised by judges for being obscure.
Moreover, the relationship between that section and other provisions,
especially sections 104 and 106, is unclear. The drafting of section 108 was
strongly criticised by the Court of Appeal in Auckland Trotting Club
(Incorporated) v CIR3 but has not been amended to correct the main problems
identified in that case.

Section 108 proceeds by denying a deduction for expenditure on repairs to
premises and the repair and maintenance of plant, machinery and equipment
beyond usual annual expenditure of that nature. A curiosity of the provision is
that it then provides for other repair and maintenance expenditure deductions
and depreciation by way of provisos to the initial denial of a repair and
maintenance deduction. A feature of the depreciation proviso is that the
depreciation allowance allowed is left substantially at the discretion of the
Commissioner of Inland Revenue. Allowing depreciation as a discretionary
allowance enacted by way of proviso is a feature of the current income tax
legislation which has been criticised.

Method Adopted for Calculating Depreciation

In general, a depreciation allowance is calculated by taking the cost price of a
depreciable asset (premises, plant, machinery or equipment used in the
production of assessable income) and amortising it at a rate approved by the
Commissioner. Amortisation is normally on a diminishing value basis although
straight line depreciation is allowed in some cases. Section 111 allows the
Commissioner to allow depreciation calculated using the book value of a prior
owner (rather than the acquisition cost to the taxpayer) where an asset is
purchased from a person entitled to a deduction for depreciation for that asset.

3 [1968] NZLR 967
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Adjustments on Disposal of Depreciable Assets

Depreciation is an interim allowance in that if the asset is eventually sold for
more than its book value, the difference between book value and sale price is
brought into income to the extent this results in the recovery of excess
depreciation allowed. This is provided for in section 117(1). A proviso to that
provision allows any excess depreciation clawed back to be spread over the
income year in which the asset is disposed of and the three preceding income
years. Where an asset is disposed of without consideration or for less than
market value, it is deemed to be disposed of at market value (section 117(5)).
Roll-over relief previously applying to assets other than buildings now no
longer applies (sections 117(2) and (3)). There is a general exemption for
disposals under matrimonial property agreements giving rise to a depreciation
clawback (section 117(6A)).

The normal rule is that where an asset is disposed of for less than its book
value, and the deficiency can be attributed to fair wear and tear or to the asset
becoming obsolete or useless, that deficiency is then deductible in the year of
disposal. However, that is not the case with respect to buildings. Section
106(1)(I) denies a deduction for any loss incurred on the demolition or
destruction of permanent premises except where any gain on the building
would be assessable under sections 65(2)(e) or section 67.

In addition, section 117(1A) prevents a deduction to the extent to which the
sale price of the building is below book value. Although that provision is widely
drafted, it would seem to relate only to deductions under depreciation
provisions and not other provisions of the Act (for example, a deduction for a
loss which might be available on a building and for which any gain would be
assessable under section 67).

Finally, sections 117(7) and (8) provide for specific rules where insurance is
collected on a depreciable asset other than a permanent building. Where
insurance receipts are for irrepairable damage to the asset, the asset is deemed
to be sold for the insurance proceeds. Where the book value is higher than the
insurance proceeds, the excess is deductible. Where the insurance receipts are
for repairable damage, receipts in excess of the costs of repairs are used:

- to reduce the book value of the asset;
- where this reduces the book value to zero, the asset is deemed to be

sold for the amount by which the asset’'s book value would otherwise
be reduced below zero
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ANNEX 2.2
Trading Stock

The Courts have always required that trading stock be taken into account in
the determination of business profits. This is an aspect of the general principle
that businesses are not taxed on a cash basis but must also include amounts
receivable in their taxable income. For example, in Carden’s cased® it was
noted:

"... trade debts which have accrued due in the relevant year but
which have not been paid must be included for the purpose of
ascertaining whether or not the business has earned a profit for the
year, just as stock in trade at the beginning and end of the year must
be taken into account for the same purpose".

The Statutory Regime for Trading Stock

A specific statutory regime applies to trading stock in New Zealand. This is
principally contained in section 85 of the Act. The starting point for a summary
of the regime is the definition of "trading stock”. That term is defined to
include:

- anything produced or manufactured;

- anything acquired or purchased for purposes of manufacture, sale or
exchange;

- anything in respect of which expenditure is incurred and which
would be trading stock if possession were taken (broadly, goods in
transit).

Excluded from the definition of trading stock are land and financial
arrangements. Furthermore, it is important to note that the trading stock
regime applies only to those taxpayers who own or carry on a business.

Business taxpayers are required to take into account the value of their opening
and closing trading stock in the determination of assessable income. Trading
stock may be valued, at the option of the taxpayer, at its cost price, market
selling value or its replacement price. The opening value of trading stock for
any income year must be the same as the value adopted at the end of the
preceding year.

PH Commissioner of Taxes v Executor Trustee and Agency Co of South Australia Ltd
(1938) 63 CLR 108
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The regime assesses sales of trading stock and the closing value of trading
stock. The opening value of trading stock is deductible. Purchases of trading
stock, although not referred to by section 85, are deductible pursuant to section
104. However, the deduction for purchases is effectively deferred until their
sale because of the requirement to include closing stock within the taxpayer’s
assessable income.

In other words, expenditure on purchases which have not been sold by balance
date must be "capitalised" until the point of sale. However, the taxpayer can
achieve deductions for unrealised losses in respect of trading stock. For
example, a deduction for unrealised losses may be achieved by valuing trading
stock at market value where this is less than cost price.

Consumable Aids

Consumable aids are distinguished from trading stock. This term refers to
those articles or materials which:

- are used in the manufacture or production of goods from which a
taxpayer derives assessable income;

- are consumed or become unusable or worthless after being once
applied in the manufacturing or production process; and

- do not become component parts of a finished product - i.e., they are
not acquired for purposes of manufacture, sale or exchange.%

Although consumable aids are not subject to the trading stock regime, section
104A defers a deduction for consumable aids until they are used in the income
producing process. However, the Inland Revenue Department has issued a
Determination3 which provides that section 104A will not apply where the
unexpired (or unused) portion of accrual expenditure in respect of consumable
aids in the possession of the taxpayer at balance date does not exceed $50,000.

Spare Parts

Spare parts which are not acquired for resale are also to be distinguished from
trading stock. Section 104A defers a deduction for expenditure incurred on
spare parts until they are used in the income earning process.

¥ Refer Cunningham and Thompson’s "Taxation Laws of New Zealand", 6th Edition 2048,
para [206]
37 Determination E4 of 20 January 1989
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Sale or Disposal of Trading Stock

Under the trading stock tax regime outlined above, the proceeds from the sale
of trading stock are included in a taxpayer’s assessable income. A number of
provisions ensure an equivalent result whenever trading stock is disposed of
otherwise than by way of an arms length sale at market value. This includes
an exchange, gift, or disposal on death (section 85(8)). Where the consideration
is not in cash or is lower than the market value, the trading stock is deemed to
be disposed of for market value (section 91(2)). Where a business, including its
trading stock, is disposed of, the consideration for the business is apportioned
between trading stock and other assets (section 90). Any distribution of trading
stock by a company to shareholders is deemed to be a dividend to the extent to
which the consideration is for less than market value (section 197(2)).

Where trading stock, consumable aids or spare parts are damaged, lost or
stolen, any insurance receipts constitute assessable income under section 79(2).
No specific provision is made for the situation where trading stock is
transferred to a non-business activity or ceases to be trading stock. English
case law3 suggests that in those circumstances the trading stock is deemed to
be disposed of for market value.

There is a general exemption from these provisions for trading stock that is
transferred to a spouse under a matrimonial property agreement. Section 91A
of the Act allows the transfer to take place without a tax liability being
incurred by the transferor.

Livestock and Bloodstock

In the past, some forms of trading stock have been allowed to be valued at
standard values rather than at normal valuations. The standard value system
for wine, brandy and whisky (section 87) was removed with effect from the
1989 income year.

The previous standard value scheme for livestock was replaced with a new
regime with effect from the 1987 income year (sections 85 to 86H). In very
broad terms, this allows sheep, cattle, dear, goats and pigs ("specified
livestock™), other than "high-priced" breeding stock, to be valued under one of:

- a standard value scheme - where the standard value is the lesser
of the declared average market value in that year or 70% of a three
year rolling average of market value (section 86);

3B Sharkey v Wernher [1953] Al ER 493
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- a herd scheme - which values livestock at its average market value.
The result is that the valuation of a herd for tax purposes remains
unaffected by changes in the market value of individual units (it is
thus a form of inflation-protection), with the valuation changing only
in accordance with changes in herd numbers (section 86A); and

- normal cost/market/replacement value rules - section 86B.

In most cases, the taxpayer must elect which method livestock is to be valued
under one income year and a day prior to the income year in which the election
takes effect (section 85A). The herd scheme, if adopted, must be adopted for all
livestock of that type.

Non-specified livestock (other than high-priced breeding stock and bloodstock)
is subject to the standard value scheme. The cost of high-priced breeding stock
is amortised over a deemed useful life (section 86C). The cost of bloodstock is
also amortised over a deemed useful life except that there is a market value
option where disability of the bloodstock creates a drop of 50% or more in its
market value (section 86H).
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ANNEX 2.3
The Capital/Revenue Distinction

The distinction between items on revenue account and items on capital account
runs through much of the Income Tax Act. Nevertheless, it has been a
distinction which has been easier to conceptualise than it has been to put into
practice. The courts have been forced to draw a distinction that, at least on the
revenue side, is divorced from economic reality. As a result, the principles
emanating from court decisions can exhibit a high degree of uncertainty and
complexity. The way the courts have analysed the issues involved can best be
seen by considering the approach adopted with respect to expenditure
separately from the approach adopted with respect to income. This is because
the courts themselves have had cause to consider these items separately in this
context. Moreoever, on the expenditure side there is an economic rationale for
drawing a capital/revenue distinction. From an economic perspective
expenditure on revenue account is expenditure which should be immediately
deductible whereas expenditure on capital account should be spread to reflect
the economic benefits resulting from the expenditure.

Expenditure on Capital Account and Revenue Account

In drawing a distinction between expenditure on capital account and revenue
account, an economist would analyse the extent to which the expenditure
produces an enduring benefit. The courts have had recourse to a range of
generalised principles. Perhaps the most widely used analogy is that of the tree
and the fruit. The former is said to represent items on capital account, the
latter items on revenue account.® While the analogy may have been useful as
a general analysis of the distinction, the courts have found it necessary to
develop more explicit principles.

One of the earliest examples arose in Vallambrosa Rubber Co Ltd v Farmer.4
There the court formulated the general principle that a recurring expense
implies a cost of ordinary business activity, while a once only payment suggests
expenditure on capital account. Lord Dunedin, however, cautioned:

"I' do not say that this consideration is absolutely final or
determinative; but in a rough way | think it is not a bad criterion of
what is capital expenditure to say that capital expenditure is a thing
that is going to be spent once and for all, and income expenditure is
a thing that is going to recur every year."

3P That analogy was drawn by the Supreme Court of the United States of America in Eisner
v Macomber (1919) 252 U.S. 189.

40 (1910) 5 TC 529
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There are many other examples of the courts developing tests to assist in
distinguishing expenditure on capital from expenditure on revenue account.
The recent decision of the Court of Appeal in CIR v McKenzies NZ Ltd4
provides a useful summary of the authorities in this area. That judgment
placed particular reliance on the tests canvassed by the Privy Council in BP
Australia Limited v FCT.2 In that case, the Judicial Committee was called
upon to determine whether expenditure by an oil company for the benefit of
petrol retailers was on revenue or capital account. Factors identified as being
of relevance in reaching such a determination included:

- the need or occasion that gives rise to the expenditure (expenditure
incurred in the ordinary course of the business is likely to indicate
expenditure on revenue account);

- the source of the payments - fixed capital is indicative of expenditure
on capital account and circulating capital indicative of expenditure on
revenue account;

- whether the payments are once and for all or recurring - the former
indicates capital account while the latter indicates revenue account;

- a payment bringing into existence an asset of enduring benefit to the
taxpayer is likely to be on capital account;

- the treatment of the payment under ordinary principles of
commercial accounting; and

- payments relating to the actual business structure of the taxpayer
are likely to be on capital account whereas payments relating to the
income-earning process are likely to be on revenue account.

The observation of Lord Pearce in the BP Australia decision provides one of the
more lucid summaries of the law in this area. He emphasised43

"The solution to the problem is not to be found by any rigid test or
description. It has to be derived from many aspects of the whole set
of circumstances some of which may point in one direction, some in
the other. One consideration may point so clearly that it dominates
other and vaguer indications in the contrary direction. It is a
common sense appreciation of all the guiding features which must
provide the ultimate answer."

4 (1988)10 NZTC 5233
42 [1966] AC 244
43 at page 264
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In general, the courts have tended to view recurrence of expenditure as being
a consideration which, if clear enough, will dominate other considerations.
Where there is a series of payments which are not properly interpreted as
being instalments of a capital sum, then the manner of payment will usually
lead to the conclusion that the expenditure is on revenue account. Thus, in
Vallambrosa Rubber Co. Ltd, the Lord President stated:4

"l think it is not a bad criterion of what is capital expenditure as
against what is income expenditure to say that capital expenditure is
a thing that is going to be spent once and for all, and income
expenditure is a thing that is going to recur every year".

As a result, salaries and wages, for example, are usually regarded as operating
expenditures deductible as incurred even where the labour is used to construct
or improve a capital asset.4 Similarly, the costs a business incurs in taking out
insurance on its assets will normally be deductible as incurred even though
this may be to cover a loss on capital account which if it occurred would be
non-deductible.

On occasions it is arguable that the courts may tend to take into account,
implicitly if not explicitly, the consequence of holding expenditure to be non-
deductible. As previously noted, where it is determined that the expenditure is
incurred with respect to an identifiable capital asset, that expenditure may be
either deductible on an amortised basis under depreciation rules or,
alternatively, a deduction will not be available at any stage. The expenditure
will never be deductible where it is incurred for purposes other than producing
a depreciable asset - premises, plant, machinery and equipment. There may be
some reluctance to accept that expenditure incurred in carrying on a business
should never be recognised for income tax purposes where the expenditure
results in a real economic loss.

In Vallambrosa Rubber Co. Ltd the court rejected the argument for the Crown
that no deduction should be allowed for the costs of weeding and maintaining
a rubber plantation because the expense produced assessable income in later
income years. The Lord President noted4 that the Crown’s submission would
mean that:

4 at page 536

45 It has, however, been held in England that payments to redundant employees of a
business which is taken over, where the payments were made by the acquirer of the
business and under the takeover contract, can be expenditure on capital account - James
Snook & Co v Blasdale (1952) 33 TC 244

46 At page 535
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"if your business is connected with a fruit which is not always ready
precisely within the year of assessment you would never be allowed
to deduct the necessary expenses without which you could not raise
the fruit.”

In BP (Australia) Ltd in considering whether payments by an oil wholesaler to
oil retailers in order to secure retail outlets should be classified as expenditure
on revenue or capital account, Lord Pearce observed4/ that since the
expenditure did not give rise to a depreciable asset, the choice was between
immediately deductible expenditure or non-deductible capital expenditure. His
Lordship noted that "either course presents difficulties, but that an allocation
to revenue is slightly preferable”.

A factor which it is not appropriate to take into account when determining
whether expenditure is on revenue or capital account is whether that
expenditure constitutes assessable income in the hands of the recipient or a
non-assessable gain. For example, a company may instruct a lawyer to offer
advice on raising equity capital. The lawyer’'s fees would generally be non-
deductible capital expenditure of the firm, but assessable income of the lawyer.
Similarly, it was held in Trevathan v CIR8 that the fact that the Income Tax
Act brings receipts into income does not mean that any expenditure of the
same nature incurred by that taxpayer loses its non-deductible capital nature.
Along the same lines, in CIR v McKenzies Ltd® the Court of Appeal rejected
the view that because the Act specifically made premiums on leases deductible
and assessable, payments to acquire a lease were by implication on revenue
account and therefore deductible.

Income on Capital and Revenue Account

Although there is no necessary symmetry of treatment between the
classification of expenditure as being on revenue or capital account for one
taxpayer and the nature of the income in the hands of another recipient
taxpayer, nevertheless most of the principles adopted to determine whether
particular payments are capital or revenue are also used to determine the
nature of receipts. Thus, the relevant factors in determining the appropriate
classification of expenditure in BP Australia are also used to determine
whether income is assessable or whether it is a non-taxable receipt on capital
account.

An important line of cases in this area concerns payments by oil companies to

47 At page 627
48 (1984) 6 NZTC 61,746
49 (1988) 10 NZTC 5,233
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petrol retailers. In CIR v. City Motor Services Ltd; CIR v Napier Motors Ltd.®
two petrol stations received money from wholesalers, such money being used
for improvements to the station premises. While the retailers were not
contractually bound to sell the products of the wholesalers making the
payments exclusively, it was understood and assumed that they would do so.

It was held that the receipts in question were accretions to the capital assets of
the taxpayers which, while they resulted from the fact of carrying on a
business, did not arise from the actual operations of that business. Accordingly,
the receipts were found to be non-taxable. That illustrates a distinction that
has been drawn between the actual capital structure of a business and the
ongoing revenue generating process. Receipts associated with the former tend
to suggest non-taxable capital receipts, while those associated with the latter
category are more likely to be held to be ordinary income. In that regard, the
nature of a particular receipt is often determined by the circumstances of the
recipient. What is ordinary capital income to one person may well be non-
taxable other capital income to another person.

Although receipts not associated with the ongoing revenue generating process
are likely to be outside the concept of ordinary income as developed by the
courts, it is nevertheless necessary to specify clearly the ambit of that revenue
generating process. This is illustrated by a line of cases holding that where the
purchase and then sale of assets is an integral part of the overall operation of
a business, any profit or gain realised on sale of the assets constitutes ordinary
income. An early case in this regard was California Copper Syndicate (Limited
and Reduced) v Harris.Al Briefly, the taxpayer in that case was held to be
assessable on the gain from developing and disposing of a mineral mine
because the sale of the mine for a gain was, on the facts of the case, held to be
an integral part of its business. The conclusion would have been different if the
taxpayer had limited its business to mineral mining but then made a gain from
the sale of its business asset.

That principle has been applied by the courts to hold that in most cases
insurance companies are taxed on gains realised from their investments?® as
are banks.5 The principle can also apply to investment companies% although
the extent to which the principle applies is lacking in precise determination. A
recent example is the High Court judgment in National Distributors Ltd v.
CIR® where the question was whether the taxpayer company, the main

50 [1969] NZLR 1010

51 (1904) 5 TC 159

2 Colonial Mutual Life Assurance Society Ltd, v. FCT (1946) 73 CLR 604
8 CIR v. Auckland Savings Bank [1971] NZLR 569

5 London Australia Investment Co. Ltd. v. FCT 77 ATC 4398

% (1987) NZTC 6135
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purpose of which was real estate investment, was taxable on profits made from
investing surplus funds in the sharemarket on the basis that such profits were
business income. It was held that the taxpayer was not assessable on
sharemarket profits because that was not an integral part of its business. In
reaching that conclusion some emphasis was given to the finding that the
share investments were not closely monitored but were carried out in a
somewhat haphazard manner. The inference is that the Court may have
reached a different conclusion if decisions on whether shares should be bought
or sold were more clearly based on a coherent pattern and if the investments
were more continuously monitored. The finding for the taxpayer was later
appealed by the Commissioner of Inland Revenue. The Commissioner
successfully argued in the Court of Appeal that some of the share transaction
gains were assessable under section 65(2)(e). However, the High Court
judgment on business profits was not appealed.

Receipts by way of insurance claims, compensation for damages or a
government grant are generally taxed according to whether they fall within the
category of receipt on revenue or capital account. The general rule is that such
a payment will be on revenue account (and therefore taxable) if it represents a
replacement of income or of an asset a deduction for which is allowed on
acquisition. Thus, for example, compensation for the loss of trading stock
constitutes assessable income. That general rule also finds statutory form in
section 79. Where a lump sum payment relates to loss or damage to another
asset, the payment would be non-taxable under ordinary rules.
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ANNEX 2.4
Section 67

The definition of land for the purposes of section 67 is defined in wide terms to
include:

- "Any estate or interest in land, whether legal or equitable, corporeal
or incorporeal, freehold or chattel; and

- Any option to acquire land or any such estate or interest in land; -
but does not include a mortgage".

This definition embraces buildings so that any profits derived from their sale
are subject to the provisions of section 67.

Section 67(4) includes seven paragraphs, each of which brings to tax a different
category of land transaction. What follows is a brief summary of each of those
paragraphs.

Paragraph (a)
Land Acquired for Resale

Paragraph (a) includes within a taxpayer’'s assessable income profits or gains
from the disposition of land acquired for the purpose or intention of resale. The
relevant purpose or intention must exist at the date of acquisition of land.
Where there are several purposes or intentions in acquiring land one of which
was resale, the resulting profits or gains will be assessable.

Paragraph (b)
Sale of Land by a Dealer or Associated Person

Paragraph (b) applies where the taxpayer (or an associated person) is
considered to be in the business of dealing in land. The paragraph assesses
profits or gains derived from land transactions either where the land is
acquired for the purposes of the dealing business, or where the land is sold
within ten years of its acquisition.

Paragraph (ba)
Sale of Land by a Developer or Associated Person

This paragraph applies where the taxpayer (or an associated person) is in the
business of developing or dividing land into lots, other than development or
subdivisional work of a minor nature. The paragraph assesses profits derived
from the sale of land acquired for the purpose of development or division into
lots, as well as any land sold within ten years of acquisition by the taxpayer.
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Paragraph (c)
Sale of Land by a Builder or Associated Person

Paragraph (c) of section 67(4) assesses profits or gains derived from the sale of
land where the taxpayer (or an associated person) is a builder. Where such a
taxpayer undertakes more than minor improvements with respect to the land,
whether before or after the land is acquired, profits or gains derived from its
sale will be assessable where:

- the land was acquired for the purpose of that building business; or
- the improved land was sold within ten years of its acquisition.

Paragraph (d)
Sale of Land which is Re-zoned

Paragraph (d) includes within assessable income profits or gains derived from
land sold within ten years of acquisition where, in the opinion of the
Commissioner of Inland Revenue, at least twenty percent of the profit arose as
a result of any of the following factors:

- Any zoning or change of zoning under the Town and Country
Planning Act 1953;

- Any consent or decision granted under the Town and Country
Planning Act 1953;

- The removal or likelihood of removal of any restriction in relation to
the land.

Where a profit is assessable pursuant to this paragraph, section 67(7) permits
the taxpayer a deduction of the greater of:

- $1,000; or

- an amount equal to 10% of the profit for each complete year during
which the taxpayer has owned the land.

Paragraph (e) - Sale of Land
in Scheme of Subdivision or Development

This paragraph applies where there has been an undertaking or scheme
involving the development or division into lots of land within ten years of
acquisition. A proviso to the paragraph exempts land sales where the
development or division into lots was for the purpose of:

- the carrying on of a business by the taxpayer from the land; or
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- the residing of the taxpayer on the land; or
- the deriving by the taxpayer of rental income from the land.

Paragraph (f) - Sale of Land in Scheme
of Subdivision or Development After Ten Years

This paragraph assesses profits derived from the sale of land that are not
otherwise assessable under paragraphs (a) to (e), to the extent that those
profits are derived from the carrying on or carrying out of any undertaking or
scheme involving the development or division into lots of the land. For the
paragraph to apply, the development or division work must involve significant
expenditure on earthworks, contouring, levelling, drainage, roading, curbing or
channelling or any other work, service or amenity customarily undertaken or
provided in major projects involving the development of land for industrial,
commercial or residential purposes.

This paragraph is unique in that it assesses only the profit derived as a result
of the development project. By comparison, the other paragraphs assess the
difference between the sale proceeds and the cost price of the land.

Exemptions

Section 67(5) provides an exemption from assessment under paragraphs (a), (b)
(ba), and (c) where the land concerned was acquired and occupied by the
taxpayer as a private residence, or as business premises from which
substantial business was carried on.

Section 67(6) provides an exemption for profits assessed under paragraph (d)
where:

- The land was acquired and used, or intended to be used primarily for
the purpose of a farming or agricultural business or as a residence or
intended residence, and

- The land was sold or disposed of mainly for use on a continuing basis
in a farming or agricultural business, or as a residence for the
purchaser, and

- In the case of land occupied primarily for the purposes of a farming
or agricultural business, the sale was due to circumstances which
arose after the land was acquired by the taxpayer.

Finally, sections 67(8) and 67(9) provide exemptions from assessment under

paragraphs (e) and (f) where either the land in question was occupied primarily
and principally as a residence, or the land sold was used for farming and the
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subdivided lots will continue to be used for farming.

Associated Persons

Possibly one of the most significant features of section 67 is that it includes an
"associated persons" provision, so that profits derived from land sales may be
assessable if the taxpayer is associated with a dealer, developer or builder.

Section 67(2) of the Act defines associated persons to include:

Any 2 companies that consist of substantially the same shareholders
or are under the control of the same persons; or

Any company and any person (other than a company) where that
person or the spouse or any infant child of that person or any trustee
for that person or for that spouse or for that infant child hold
separately or any 2 or more of them hold, in the aggregate, 25% or
more of the paid-up capital or 25% or more in nominal value of the
allotted shares of that company; or

Any 2 persons one of whom is the spouse or infant child of the other
person, or is a trustee for that spouse or that infant child; or

A partnership and any person where that person and any partner in
that partnership are, in accordance with this subsection, associated
persons”.

In very broad terms, two companies will consist of substantially the same
shareholders and will be under the control of the same persons where there is
50% common ownership of share capital. The effect of the associated persons
concept is that where a taxpayer is associated with a dealer, developer or
builder, any land sold by such taxpayers within ten years of acquisition may be
included within their assessable income.
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ANNEX 2.5
The Definition of a Royalty

By virtue of section 2, a royalty is defined to include any payment derived in
consideration for:

- the use, or right to use, or supply of any assistance with respect to, or
the forbearance from using any:

copyright, patent, trademark, design or model, plan, secret
formula or process;

other like property or right;
mine or quarry; or
motion picture, television film, or radio tape; or

- the exploitation or right to exploit or the forbearance from exploiting
any standing timber or natural resource; and

- the supply, or supply of any assistance with respect to, or forbearance

from supplying scientific, technical, industrial, or commercial
knowledge or information.

Any such payments are deemed to be a royalty even if paid in a lump sum
form, however they are described or computed, and whether or not the
payments are an instalment of the purchase price of any real or personal
property. Thus, for example, a lump sum payment for the right to extract
standing timber falls within the definition of a royalty. The definition is
comprehensive enough to cover payments for most forms of intellectual
property as well as other payments that would normally be considered to be on
capital account. Moreover, the fact that a payment otherwise on capital
account is taxable as a royalty does not necessarily obviate the possibility that
it may still be non-deductible as expenditure on capital account.
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ANNEX 2.6
The Accrual Rules

The accrual rules apply to "financial arrangements”, a term that is widely
defined to include virtually every arrangement where there is a deferral of the
passing of any benefit unless the arrangement is specifically excepted.
(Arrangements which are specifically excepted include shares, insurance
contracts and various short-term purchase agreements.) The rules therefore
extend beyond financial instruments and apply to arrangements with similar
effect. For example, an agreement or option over property is prima facie
included within the ambit of the rules.

Income or expenditure under a financial arrangement is calculated as the
difference between the benefits received under the arrangement and the
benefits provided, with all benefits converted into a monetary equivalent. A net
benefit received by a taxpayer is income; a net benefit provided is expenditure.
Income is assessable under section 65(2)(jb). Expenditure is, in most cases,
automatically deductible for holders of a financial arrangement (generally the
equivalent of the person lending funds) and deductible under normal rules as
interest expenditure for other taxpayers.

The general rule is that income and expenditure that is reasonably anticipated
at the time the arrangement was entered into is recognised on a yield-to-
maturity basis so as to be evenly spread throughout the term of the
arrangement. Gains and losses on the arrangement that are non-systematic
and not reasonably anticipated at the time the arrangement is entered into are
generally recognised when the arrangement matures or the taxpayer disposes
of its interest in the arrangement. For example, any premium or discount on a
debt instrument is spread on a yield-to-maturity basis over the term of the
instrument, whereas any gain or loss from holding that instrument resulting
from a fall or rise in market interest rates is recognised only when and if that
gain or loss is realised. These recognition rules are a marked departure from
ordinary rules, which recognise income when it is realised and expenditure
when it has come home to the taxpayer.

There are a number of exceptions to the accrual timing of recognition rules.
They do not apply to natural persons holding financial arrangements to a total
value below a certain threshold. For such people, gains and losses are
recognised under ordinary rules or when realised. On the other hand,
unanticipated gains and losses resulting from fluctuations in foreign exchange
rates are recognised on a full accruals basis, rather than when realised. Some
taxpayers (for example, taxpayers in the business of dealing in financial
arrangements) may recognise all gains and losses resulting from changes in
the market values of instruments, including unanticipated gains and possess.
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In general, the accrual rules ignore the capital/revenue distinction. All gains
and losses under a financial arrangement are usually accounted for even if
such gains or losses would normally be considered to be on capital account.
Again, however, there are exceptions. Any gain or loss on an agreement for the
sale and purchase of, or option over, property that results from fluctuations in
the value of the underlying property is generally excluded from accrual income
or expenditure. Any such gain or loss will be taxable or not taxable according
to the taxpayer in question and to the appropriate rules governing gains and
losses made on the property.

The clearest example of retention of the capital/revenue distinction under the
accrual rules applies with respect to bad debts. Prior to the enactment of the
accrual rules, the deductibility of bad debts in respect of financial instruments
was governed by the traditional capital/revenue distinction and section
106(1)(b) of the Act. This meant that no deduction was allowed for a bad debt
which constituted a "capital loss". A bad debt was a capital loss if the loan was
on capital rather than revenue account. Thus, moneylenders could claim a
deduction for bad debts, as could those who provided trade credits as part of
their business operations. Section 106(l)(b) permitted a bad debt deduction in
the year the debt was actually written off.

New bad debt provisions now apply to financial arrangements under the
accrual rules. Section 106(l)(b) has been retained, but it has been
supplemented by new rules set out in section 64G. The Consultative
Committee stated that the new rules aimed to provide a regime that met the
technical requirements of the accrual rules but was consistent with previous
law both as to the requirements set out in section 106(l)(b) and under the
capital/revenue distinction.

Section 64G(1) in effect allows a bad debt deduction, subject to section
106(1)(b), for loans on revenue account. However, the deduction is limited to
the amount which has already been brought to tax as income under other
accrual provisions. Section 64G(2) allows, again subject to section 106(l)(b), a
bad debt deduction for a greater amount, but the intention was to limit that
deduction to loans on capital account. This was achieved by limiting the
application of section 64G(2) to persons in the business of holding or dealing in
financial arrangements of the type for which a bad debt deduction is allowed.

This may be more restrictive than the previous rules because persons not in
the business of holding or dealing in financial arrangements could nevertheless
have loans on revenue account. For example, this could be the case where a
business provides trade credits. The above assumes that section 64G restricts
section 106(l)(b).

Perhaps the main exemption from the accrual rules with respect to timing and

the removal of the capital/revenue distinction is an exemption for non-residents
to the extent that they do not carry on a business through a fixed
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establishment in New Zealand. Such non-residents continue to calculate
income and expenditure under the prior rules, including the capital/revenue
distinction where it continues to apply and the ordinary derived/incurred tests.

The tax position of non-residents is also, of course, subject to any available
double tax treaty relief.
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CHAPTER 3:
PROBLEMS WITH CURRENT TREATMENT

31 Introduction

Chapter 2 provided an outline of the main features of the treatment of income
from capital under existing New Zealand tax law. In doing so, it became
apparent that there a number of problems with those rules.

A dominant feature of current tax law is that it results in a considerable
divergence between income as measured for tax purposes and actual income.
The main contributing factors to this divergence between actual and taxable
income, which were identified in Chapter 2, are the exemption from tax of
certain forms of income on capital account and the failure of the tax system to
adjust income for the effects of inflation. This chapter explores these matters
further. It does so by considering in more detail deficiencies in the present tax
regime, highlighting the extent to which those deficiencies undermine the
fairness of the tax system, increase economic costs, and create administrative
and compliance difficulties.

Taxation reform is an on-going process. The chapter does not purport to be a
comprehensive catalogue of all remaining taxation problems. It identifies
problems additional to those raised in Chapter 2 but focuses on issues which
are more critical if a closer alignment between taxable income and actual
income is to be achieved.

Section 3.2 briefly summarises the major taxation exemptions currently
applying to forms of income from capital. The economic, equity and
administrative consequences for the income tax system of those exemptions are
examined in section 3.3. In addition to exempting some types of income on
capital account, the present regime exempts a major class of income that may
be termed "non-market" income. Broadly, this is income that is not derived
from market transactions and hence is generally not specified in money or a
monetary equivalent. The consequences of exempting this form of income are
discussed in section 3.4.

Section 3.5 deals with the failure of the income tax system to account for
inflation. The section discusses the consequences of having no inflation
adjustment and illustrates the impact of inflation on different types of capital
income.

Section 3.6 discusses problems associated with the rules on the timing of
recognition of capital income and expenditure as well as specific problems with
the present treatment of trading stock. It also discusses some retrictive
provisions which wider reforms could allow to be relaxed. Finally, Section 3.7
offers concluding comments.
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3.2 Exemptions for Market Income

A market activity is an activity that involves the buying or selling of goods or
services for money (or its equivalent). Market income is the monetary income a
person derives from such an activity. It was noted in Chapter 2 that many
forms of market income remain untaxed despite the extension over the years of
what constitutes taxable income. One of the central concerns of this Document
is whether it would be desirable to remove these exemptions. This section
outlines the types of exemptions which the Document is concerned with.

These exemptions fall under the broad heading of income that has not been
taxed because it is derived on capital account. This includes all presently
untaxed profits made from disposing of assets. Thus, the types of currently
untaxed income identified in section 2.5 of the previous chapter fall within this
exemption category. Those were:

- income from profits on the disposal of land, shares, and other
"investment" assets;

- income from goodwill payments and other profits from the sale of a
business or activity; and

- other income on capital account, such as payments under restrictive
covenants.

These are the types of income that would be taxable if the exemption for
income on capital account were removed.

Receipts that may not be taxable under current law but that do not form part
of the exemption for market income include the following:

- income specifically exempted from tax for policy reasons (such as income
derived by charities and other exempt persons);

- gifts, bequests and legacies - though they may constitute a disposal
giving rise to the recognition of accrued income in the hands of the
donor, as outlined in Chapter 15;

- the proceeds from insurance policies, subject to their not being a
payment under a deemed disposal (as outlined in Chapter 15). Thus, for
example, a presently exempt payment under a life insurance policy is not
considered income benefiting from the exemption discussed in this
Document; and

- currently untaxed gambling and similar windfall gains.

The tax treatment of these types of gain or receipt are not considered further
in this Document.
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3.3 Effect of Exempting Some Forms of Capital Income

This section outlines some of the consequences for efficiency, fairness, and
compliance costs of the exemption for income on capital account outlined in the
previous section. The exemption results in a tax system that:

- imposes unnecessarily high economic costs on the community;

- enables many people to structure their investments to escape the full
share of tax that the legislature intended to impose on those
transactions;

- is unfair in the sense that it imposes tax on some forms of income
and not others and is perceived to be particularly unfair in that it
tends to tax at zero or low rates income derived by higher-income
taxpayers; and

- incurs high administrative and compliance costs because of the
difficulties of determining what income is taxed and what income is
not taxed.

331 How Capital Income Exemptions Impose

Economic Costs That Reduce National Welfare

Holes in the income tax base result in some forms of income and expenditure
being favoured by the tax system relative to others. At the same time, other
forms of income and expenditure are relatively penally taxed.

As outlined in Chapter 1, the tax-favoured forms of investment become more
attractive to taxpayers and investment in those forms increases as a result. On
the other hand, penally-taxed forms of investment become less attractive and
investment in those forms can be expected to decline relative to the position
where all activities are taxed in a like and appropriate manner.

Any such change in investment patterns is purely the product of the tax
system. In the absence of taxes, the return from any given investment would
be determined by non-tax factors. If taxes are introduced but concessions are
provided to one activity, the after-tax return from that activity becomes
relatively more attractive, thereby increasing the amount invested in the
activity. While it is the after-tax return that influences taxpayers in their
investment decisions, it is the pre-tax return that determines the overall
benefit to society of a particular investment.

Thus, a tax system that disrupts the relative rates of return between different
investments and activities (imposing penalties on some and providing
concessions to others) diverts investment away from forms and areas producing
the highest possible returns to society. In other words, under such a tax
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system, private individuals and organisations no longer make business
decisions that are in the best interests both of themselves and the overall
well-being of society.

The exemptions from tax discussed section 3.2 can be expected to have
distorted taxpayer behaviour in a number of ways. The exemptions could be
expected to encourage investment in capital intensive activities relative to
labour intensive activities. They could be expected to divert investment from
assets producing relatively highly-taxed income to assets producing relatively
lowly-taxed income. Finally, the exemptions could be expected to change the
form in which investment takes place.

The exemptions, by themselves, would result in a general under-taxation of
capital income. Other forms of income are generally more comprehensively
taxed. For example, it is difficult for the average wage and salary earners to
escape tax being levied on all of the employment income they derive. Very
broadly, the Income Tax Act operates by partitioning employment income into
two categories. Remuneration in cash, or which is convertible into cash, is
taxable as monetary remuneration. The term "monetary remuneration” is very
broadly defined to include all monetary benefits flowing from an employment
relationship and most forms of payment that an employer makes to reduce the
costs of expenditure incurred or to be incurred by an employee.

The most common form of benefit not taxed as monetary remuneration is an
in-kind benefit that is not convertible into money. Such benefits are generally
taxed under the fringe benefit tax provisions of the Act. Thus, the scheme of
the Act is to bring all forms of employee remuneration to tax as either income
of the employee or as a fringe benefit. Outside the special area of restrictive
covenants and inducement payments, there is little opportunity for
remuneration to be provided in a form that escapes taxation.

The comprehensive treatment of income from employment contrasts with the
tax treatment of capital income. As previously discussed, in the latter area
taxpayers have considerable scope for deriving income that is not taxable.

This conclusion is subject to the caveat that there can be deferral of taxation
that occurs when people invest in their own productive potential and where
employers invest in staff productivity. Investments made for the purpose of
improving future earning capacity are not subject to tax until that investment
is realised by way of higher current income. Thus, the current tax system is
particularly unfavourable with respect to the employment of less-skilled and
part-time workers.

The lack of comprehensive taxation of capital income also inflicts detrimental
changes on the the type of investments people make. As previously noted,
rational investors will attempt to maximise their post-tax return from their
investments. They are therefore encouraged to invest in lowly-taxed areas,
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irrespective of the fact that such investment may overall produce a relatively
low return to the community as a whole. For example, to the extent to which
untaxed gains can be made out of investing in firm "goodwill" and brandnames,
the tax system provides an incentive for such investment to the detriment of
other, potentially more productive but more highly-taxed, opportunities. Hence,
the current tax system is likely to be encouraging the excessive use of
advertising. For the same reason, small businesses are encouraged to spend
more time than would otherwise be justified on public relations rather than on
producing goods and services.

Finally, the current tax system may favour one organisational form over
another. Again, where the less efficient form is used for tax reasons, the result
is an economic cost that society as a whole bears by way of reduced national
output.

The point can be illustrated by examples from two areas. First, where capital
income is derived by a company, to the extent that any tax exemption is clawed
back on distribution to shareholders in the manner described in Chapter 2,
undertaking investments or a business through a company is penalised. In
such cases, people pay less tax on the same investment or business by
investing or carrying on the business directly. This type of tax penalty could be
reduced by either enabling companies to make untaxed distributions or by
making the tax base more comprehensive for everyone, irrespective of whether
they are individual investors or business people or companies. The first option
was rejected at the time of implementation of full imputation because it was
seen as allowing too great an opportunity for taxpayers to structure their
affairs to escape the full tax impost Parliament intended. The second option is
clearly preferable.

A second example of how exemptions for certain forms of capital income can
distort the form or manner in which investments are made is illustrated by the
line of cases (discussed in Annex 2.3) suggesting that the more particular and
thorough an investor is in its investment strategy, the greater its exposure to
tax on any gains made on those investments. In other words, the current tax
system may favour poor investment strategies over good investment strategies.
This would have a detrimental impact on the overall performance of the
economy.

The same line of cases holds that insurance companies and similar financial
institutions are generally taxable on investment gains that, if made by a
different entity, might be considered non-taxable receipts on capital account.
Again, the principle is discriminatory. It penalises investments through such
entities relative to investments carried out in another form.
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3.3.2 How Capital Income Exemptions Enable
People to Escape Income Tax Normally Payable

The fact that current rules do not bring to tax all forms of capital income
obviously means that people can derive such income without a tax impost.
Beyond that, taxpayers who derive income which would not normally qualify
for the exemption can restructure their affairs to bring the income into the
exempt category. As a result, any hole in the income tax system results not
only in no tax being imposed on the exempt income, but it also results in any
such hole being exploited by taxpayers wanting to escape tax on income not
intended to be exempt. Because of this tendency, the revenue loss from any tax
exemption is usually greater than it might appear when first examined.

Any exemption for income on capital account is particularly exploitable as a
means of escaping tax on other income. This is because of the relative ease by
which income on revenue account can be recharacterised as income on capital
account. As noted in Chapter 2, a consequence of this possible
recharacterisation has been that Parliament has, over time, found it necessary
to broaden the definition of assessable income to include many forms of income
which would otherwise be considered to be non-taxable income on capital
account. This is particularly true with respect to income from investments in
land and buildings, financial arrangements and intellectual property.

Nevertheless, as also noted in Chapter 2, major holes remain that taxpayers
can often exploit to reduce their tax. For example, a taxpayer may be able to
arrange his or her affairs so that a payment that is in reality for personal
services can be made as a payment relating to a restrictive covenant. To the
extent to which the payment can legitimately be argued to relate to the
restrictive covenant, it can be asserted that it is free of tax. If the same
payment were made directly for personal services, it would be taxable as
ordinary income. Similarly, businesses can sometimes arrange for payments to
be received which are outside the current operations of the business and thus
non-taxable. Such a payment can be in partial or even full substitution for
contractual payments that would otherwise be received on a regular basis and
that would be assessable income.

The examples illustrate a general principle - that otherwise assessable income
can be transformed into non-taxable income on capital account if it is possible
to derive income by way of a sale of an identifiable asset rather than as a
payment for a good or service that is provided as part of one’s ordinary income
generating activity. Often the easiest way of achieving this result is to create
the required asset by way of a company that is then sold for a non-taxable
profit. For example, a person may have developed a new technique for
supplying services to a client that reduces the cost of production. Assuming the
services can still be supplied at the old rate, one option would be to increase
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the profit on the supply of services. That increased profit would normally be
fully taxable. To escape tax on that income, another option could be to have the
new technique owned by a separate company, and then sell the company to the
client for a profit. The result would ordinarily be to turn assessable income into
a non-taxable profit.

The ability to achieve such a result in normal business dealings is often
constrained by commercial considerations and by the difficulty of ensuring that
the payments remain deductible to the party making the payment.

With respect to the need for the payer to receive a deduction, there is no
necessary symmetry in this area between assessability and deductibility.
Although income may be non-taxable to the recipient, for whom it is on capital
account, that does not mean that the same payment is not deductible
expenditure on revenue account for the payer. This point is illustrated by the
examples given in Chapter 2 of payments by petrol wholesalers to petrol
retailers. Different factors were considered relevant in holding that payments
were deductible from the factors considered in determining that payments
were non-taxable.

The result is that any exemption from income tax, including the exemption of
income on capital account creates significant opportunities for taxpayers to
exploit the exemption in unintended ways, with a resulting depletion of the
income tax base. It is sometimes suggested that that problem could be dealt
with by the use of anti-avoidance provisions: either provisions specific to the
problem, or more general anti-avoidance law. However, general anti-avoidance
provisions, such as the existing section 99, are difficult to interpret and operate
in a manner that provides taxpayers with reasonable certainty as to their tax
position and that is seen as being fair both to the revenue and the taxpayer.
Such measures have an inherent interpretative difficulty. If a taxpayer
structures its affairs to derive income that is not subject to tax, one argument
is that the taxpayer cannot be said to have avoided tax because no tax was
payable in the first place. If that interpretative approach were adopted, general
anti-avoidance provisions would be in danger of losing all effect. This would
clearly be contrary to parliamentary intent.

More specific anti-avoidance measures can be easier to interpret and can
provide taxpayers with greater certainty about the taxation consequences of
particular transactions. An example of a specific anti-avoidance provision was
section 26AAA of the Australian Income Tax Assessment Act 1936. This
section taxed profits or gains from the purchase and sale of most property if
the re-sale took place within 12 months of the purchase of the property.
However, the section did not affect property held for more than 12 months.
This illustrates the problem with specific anti-avoidance measures. In order to
be specific enough to provide taxpayers with reasonable certainty as to their
position, such measures inevitably turn out to be specific enough to be
circumvented by moving just outside their ambit.
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This problem was demonstrated in Chapter 2, where it was argued that
specific measures such as section 67 (bringing profits and gains on various land
transactions to tax) were weakened by the ability of taxpayers to move just
outside the effective range of the section. Thus, a transaction involving land
that could give rise to a tax liability can often be restructured as a transaction
involving a company that owns land. This is the inherent problem when the
tax base is widened by a slight alteration in the boundary between what is
taxable and what is not. The problems occurring at the old boundary re-emerge
at the new boundary.

Another approach which has been adopted in the past is to deny deductions
that should generally be available in cases where income that should be taxed
is not taxed. The legislative response is sometimes to restrict the deductibility
of losses from certain activities or, more specifically, to disallow the deduction
of interest. This was the sort of rationale underlying the enactment of sections
129 and 188A of the Act.

There are a number of difficulties with such approaches. First, the alleged
abuse needs to be identified and described in statutory terms. Secondly, the
approach attacks the wrong target. The interest or other costs should be
deductible, it is the non-taxation of income that is the problem, not the
allowance of a deduction for legitimate expenditure. Little is achieved by
allowing those who are able to finance an investment from their own resources
to derive tax-free gains, but not those who must borrow funds to do so. Thirdly,
the ad-hoc and specific nature of such measures normally means that a person
can restructure his or her affairs and escape any adverse impact. This has
been the case with sections 129 and 188A. For these reasons, this type of
approach is usually seen as distortionary, unfair and unworkable.

The best approach is generally to move on a broader basis to a more
comprehensive taxation of all forms of income. To the extent to which policy
considerations lead to the view that certain forms of income should remain
exempt, it is generally preferable for such exemptions to be provided for
specifically in the legislation. This provides a mechanism by which it is at least
easier for the revenue authorities to try to ensure that the exemption is limited
as far as possible to the areas that Parliament originally intended.

3.3.3 How Capital Income Exemptions Make the Tax System Unfair

It was argued in Chapter 1 that a perception of unfairness can be destructive
of the workings of the income tax system. An essential ingredient of any tax
system operating largely on the basis of voluntary compliance is that it must
be seen to be fair. Any taxation exemption is likely to be seen to result in
inequities unless those who derive exempt income are believed to have strong
equitable grounds for enjoying the exemption. Thus, people may not object on
equity grounds to a taxation exemption for worthy charities, but the tax system
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will tend to fall into disrepute if the rich and well-off appear to be benefiting
from a tax exemption that is less available to ordinary people.

In the context of an unindexed tax system, it is likely that most people do
benefit to some minor extent from the exemption for income on capital account.
Most New Zealand adults are homeowners. To the extent that homeowners
derive tax-free capital income from accretions in the value of homes, they
benefit from the exemption. However, if capital income is measured in
inflation-adjusted terms, the amount of income derived from increases in the
value of homes would usually decline to a negligible amount.

For ordinary people, their main source of income is salaries and wages. As
noted in section 3.3.1, employee remuneration is one of the more
comprehensively taxed forms of income. It is taxed as either monetary
remuneration or under the fringe benefit tax provisions. There is very little
scope for employees to transform such income into untaxed income on capital
account. Another significant form of income for the ordinary person is interest
on savings. Again this form of income is relatively comprehensively taxed
under ordinary principles as enlarged by the accrual rules. Indeed, in inflation-
adjusted terms, such income is generally over-taxed.

Since ordinary people have little opportunity to earn untaxed capital income,
the exemption can be seen as a prerogative of the wealthy. Moreover, since the
same people have greater flexibility in determining the form in which they
derive income, and the resources to provide them with greater access to expert
taxation advice, the wealthy have a much greater opportunity to exploit holes
in the tax base by diverting otherwise assessable income into a non-taxable
form along the lines previously discussed.

This conclusion is supported by overseas experience. Data from Australia,
Canada and the United States of America show that a disproportionate share
of tax collected under capital gains tax regimes is collected from upper income
earners. The top 10% of income earners (as measured for tax purposes) in all
three countries derived 50% of the income under their respective capital gains
tax regimes. By comparison, that group derived only about 20% of wage and
salary income. In Australia, the top 2% of income earners derived 45% of
income assessed under the capital gain provisions and only 4% of wage and
salary income.

This data is obviously dependent on the the particularities of the various
income tax regimes. However, it is consistent across different regimes. It is
also to be noted that studies in the United States indicate that inflation-
adjusted capital gains are more highly concentrated in the top income bracket
than are nominal gains.
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There is no corresponding data available on the distribution of currently non-
taxable capital income in New Zealand. However, based on overseas data it is
estimated that the top 1% of taxpayers realise between 17% and 24% of
nominal capital gains.

The data on which the above comments are made are presented and discussed
in more detail in Annex 3.1.

The result is that the direct beneficiaries of the current exemption for capital
income are the richer sections of society. Most people may benefit from the
exemption to a small extent, but it is the rich who benefit the most. Thus, in
most cases all but the highest-income earners should pay less tax if the
exemption did not exist, even taking into account the fact that removal of the
exemptions would apply to everyone. As previously noted, the Government may
wish to exempt certain forms of income from tax. On equity grounds, however,
it is hard to justify an exemption of which the rich are the direct beneficiaries.
It is difficult to believe that a government would explicitly legislate for such an
exemption. The exemption has been accepted in the past simply because it is
implicit and therefore not measured and not recognised for what it is.

It was reasons along the lines outlined above that led the 1988 Royal
Commission on Social Policy to conclude that, in terms of fairness alone, the
argument for removal of the remaining exemption for income derived on
capital account was overwhelming. The Royal Commission also considered that
the exemption should be removed on economic efficiency grounds.% Removal of
the exemptions would not amount to a tax aimed at the wealthy. Rather, it
should be seen as the removal of an exemption currently disproportionately
enjoyed by the wealthy - an exemption that does not appear to meet any of the
equity criteria that New Zealand as a society generally upholds.

3.34 How Capital Income Exemptions
Increase the Complexity of the Tax System

The 1982 (McCaw) Task Force on Tax Reform noted that, in principle, there is
no reason to continue to exempt income on capital account. It conceded that
there were good arguments for removing the exemption on equity if not
efficiency grounds. Nevertheless, it recommended against such reform largely
on the grounds that it would introduce substantial complexity into the income
tax system.

It is valid to question the merits of a reform that would add to the complexity
of the tax system. On the other hand, it should be borne in mind that the
simplest tax system is one that levies no tax. Although simplicity
considerations are important, in general simplicity is relevant in considering
the manner in which forms of income should be taxed rather than whether or

5% Report of the Royal Commission on Social Policy, April 1988, Volume Ill, Part 2, page 451
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not they should be taxed at all. As noted in Chapter 1, the question is really
one of striking the correct balance between simplicity, equity and efficiency
considerations. If the case for removing the exemption is sustainable on equity
and efficiency grounds, it should be possible to design a practical method of
taxing presently untaxed capital income that meets compliance and
administrative concerns.

Some of the problems with administering the present Act are attributable to
the exemption for forms of capital income and the continued use of the capital/
revenue distinction. Thus, removal of the exemption would in some respects
simplify the system. This point was stressed by the 1988 Royal Commission on
Social Policy. In reaching an opposite conclusion to the McCaw Task Force on
the desirability of capital income reform, the Royal Commission noted the
complexity and compliance costs that the exemption for certain income on
capital account imposes. Commenting on the capital/revenue distinction, the
Commission noted that it "is often elusive or unreal and it has given rise to an
immense amount of litigation".5/

The difficulties that the Courts have experienced in drawing this distinction
were noted in Chapter 2. As noted by the Royal Commission, the result is a
system that has been profitable for litigation lawyers but costly for taxpayers
and the revenue authorities as well as creating long delays until a taxpayer’s
assessable income is finally determined. Only a very small minority of
instances where there is doubt as to the capital/revenue boundary ever actually
go to court. Thus, the costs in terms of uncertainty and complexity caused by
the distinction are grossly under-estimated by considering only actual court
cases.

Given that the distinction, in the words of one judge, "runs all through the law
of income tax", the uncertainties created makes it difficult for taxpayers to
comply with the law without expensive advice, makes it difficult for taxpayers
to be sure of the taxation consequences of investment and other decisions and
places a heavy burden on the Inland Revenue Department in enforcing the law.
An example is the conflicting views surrounding the current tax treatment of
investment entities such as unit trusts and superannuation schemes and
whether such entities are liable to tax on realised investment gains as ordinary
income.

As well as the complexity surrounding where to draw the capital/revenue line,
additional complexity is added to the tax system by the provisions (outlined in
section 2.4) that were enacted specifically to modify the distinction. Those
measures are themselves often complex and involve additional subtle

5/ Report of the Royal Commission on Social Policy, April 1988, Volume lIl, Part 2, page 450

CHAPTER 3: PROBLEMS WITH CURRENT TREATMENT 77



distinctions. This is demonstrated by reviewing the various provisions in
section 67, outlined in Annex 2.4. Again, the ability of the taxpayer to easily
comply with legislative requirements and the ability of the Inland Revenue
Department to enforce compliance are undermined.

Against these factors would be the additional compliance costs taxpayers would
face from having to calculate income which is currently not taxed.
Nevertheless, that should not be overly burdensome provided the tax base is
widened in a reasonable and practical manner.

3.35 Conclusion - Effect of Exempting
From Tax Specific Forms of Capital Income

Any aspect of the tax system and any tax reform should be judged on the
extent to which it meets the normal criteria of minimising the economic costs
incurred from raising taxes, improving the fairness of the tax system and
minimising complexity and administrative and compliance costs of collection.
The above review suggests that the general exemption for income on capital
account meets none of those criteria. It is an exemption that distorts
investment decisions to the detriment of overall national welfare, that is
enjoyed to a disproportionate extent by wealthier taxpayers, and that creates
complexity.

Removal of the exemption would result in a tax system that better met normal
criteria of a good tax system and that was less open to abuse. Put in another
way, it is difficult to believe that anyone could sustain an argument for
introducing such an exemption if it were not already in place.

3.4 Exemption of Non-Market Income

A non-market activity means an activity that does not involve the buying or
selling of goods or services for money (or money’s worth). Non-market income is
the non-monetary income a person derives from a non-market activity. An
example of a non-market activity is a hobby such as gardening or a sport. The
hobbyist derives psychic income (i.e., satisfaction or enjoyment) from his or her
hobby. This income would be very difficult to measure and for this reason, and
others, such income is not taxed. The compliance and administrative
difficulties are so high that this is an instance where it is generally better to
exempt the income than to attempt to tax it.

The exemption does, however, incur an economic cost. When the hobbyist
works for wages or a salary, his or her wage or salary income is taxed. Because
an income tax reduces the return to the taxpayer from market activities
relative to the untaxed return available on non-market activities, it
discourages the former and favours the latter.
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It is obvious that there is a wide range of sources of non-market income. The
most important source of such income (apart, perhaps, from the non-monetary
income produced by human capital) is the income derived from the ownership
of physical assets such as houses, cars and household durables.

34.1 Owner-Occupied Houses

When a person owns a house and lives in it, he or she receives a non-monetary
return consisting of the accommodation and other services (such as the
enjoyment of a garden or a view) resulting from occupation of the house. The
market value of this non-monetary income is the rent that the person would
obtain if the house were let out. This market value may be more or less than
the value to the owner of the occupation of the house. For example, the owner
may place an unusually high value on some feature of the house. In effect, the
owner is renting the house to him- or herself for a rental equal to the market
rental.

The non-monetary income derived from home ownership is usually referred to
as "imputed” rental income. Though the income is not actually received as
money, it is of real benefit to the home owner in that it eliminates the need for
the owner to pay rent to someone else. Rent paid to another person would have
to be paid out of post-tax income. For example, if a person on the 24% tax rate
has to pay $100 a week in rent, he or she must earn $131.60 before tax each
week in order to pay the rent. A home owner living in a house that could be
rented out for $100 a week therefore derives imputed rental income before tax
of $131.60 a week.

Since this imputed income is not taxed, there is an obvious tax advantage in
owning a house. Much of this advantage will, however, have long since been
capitalised into house prices. That is, house prices will have risen to reflect the
tax advantages of home ownership. In response, more investment in new
houses will have taken place than would have been the case in the absence of
the tax benefit. The resulting demand for inputs into housing, such as, land
timber and skilled labour, will have pushed up the prices of such inputs.

One result of the tax benefit of home ownership having been capitalised into
the cost of houses is that people are often surprised to find themselves better
off renting than buying and paying mortgage interest.

The increased stock of houses as a result of the present tax benefit will have
reduced the return on further investment in housing. Eventually a point will
have been reached where the expected post-tax return from such investment is
no higher than that available on other investments. In aggregate, however,
society has more of it's wealth invested in housing than it would under a
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neutral income tax system. Investment in assets that produce a higher rate of
return before tax than owner-occupied housing is displaced by investment in
the latter. Hence, society’s aggregate income is lower than it would otherwise
be.

342 Other Personal Assets

A similar situation applies to other personal assets such as cars and household
durables (e.g., televisions and fridges). In each case, the imputed income
produced by the asset is the rental income the owner would have to pay if the
asset were rented rather than owned. Since this income is not taxed, these
assets are more expensive than they would be under a neutral tax regime.

3.5 Impact of Inflation

35.1 Introduction

As stated in chapter 2, the present tax system takes no account of the effect of
inflation. The impact of inflation can be illustrated by considering a simple
asset such as a bank deposit.

Ignoring a number of complications for the moment, assume that a person
invests $1000 in a term deposit for 12 months at an interest rate of 10%, with
interest payable at the end of the term. At the end of the 12 month period, the
person would have earned $100 in interest. If the interest were taxed at 24%,
the person would earn $76 after tax (or $67 if the interest were subject to the
33% tax rate). Suppose that the inflation rate over the 12 month period turned
out to be 6%. The principal of $1000 repayable at the end of the 12 months
would therefore buy less than at the beginning of the term. Its "purchasing
power"” or "real" value would have fallen by the rate of inflation. Thus, the first
$60 of the $100 of interest is merely compensation for the loss of purchasing
power of the money invested. Yet the tax system treats the whole of the
nominal interest of $100 as income. If the real interest only were taxed, the
person would pay tax on $40. At a tax rate of 24%, the tax payable would be
$9.60 instead of the $24 payable when the full $100 of interest is taxed.

The following sections consider the impact of inflation on the taxation of
capital income in more detail and discuss a number of complications that were
ignored in the above example. It is useful to deal first with real assets before
returning to financial assets, such as debt instruments, and to separate the
treatment of real assets from the way in which they are financed.

3.5.2 Property That Produces Taxable Income on Disposal

The simplest assets to analyse are those that produce income which is taxable
when the asset is sold. Examples include property that is subject to section
65(2)(e) and land that is subject to section 67. (Financial assets that are
included within the definition of a "financial arrangement” in section 64B are
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not included in this section. They are considered below along with other types
of debt instrument).

The net taxable income on this class of asset is taken to be the difference
between the sale price of the asset and its cost. For present purposes, expenses
such as selling costs can be ignored. Alternatively, the sale price can be
considered to be the sale price less the cost of selling the asset. Such a gain is
assumed to be taxable in the year in which the asset is sold.

The price (or value) of an asset will usually increase over time because of
inflation. Thus, part of the income realised on sale is simply an inflationary
gain. Because the whole of the income is assessable, the inflationary
component is taxed. If the asset increases in value in real terms (i.e., after
taking into account inflation), the real income is also assessable on sale.

At first sight, it might appear that the longer an asset has been held, and
hence the greater the inflationary gain, the more adverse will be the effect of
inflation on the owner’s tax liability on sale. In fact, as illustrated in Annex
3.2, the converse is true. The longer the asset is held before sale, the lower the
effective tax rate on the income on sale.

This is best understood by first considering the situation when there is no
inflation. Assume, as in Annex 3.2, that an asset is purchased for $1000. In the
absence of inflation, it will have increased in value to $1100 after one year and
$1210 after two years, assuming a 10% per annum real rate of increase in
value. If the asset were sold at the end of the two year period, the gain of $210
would be assessable. If the tax rate were 33%, the tax payable would be $69.30.
The taxpayer would be left with $1140.70 after tax.

Compare this with the result when the asset produces the same pre-tax rate of
return of 10% per annum but all of the resulting income is taxed each year.
The owner would have income of $100 in the first year. After tax of $33, there
would be $1067 to reinvest. If this were reinvested at a pre-tax rate of return
of 10% per annum, the owner would earn $106.70 before tax. Following the
payment of tax of 33% of this amount (i.e., $35.21), the owner would be left
with $1138.49. This is $2.21 less than in the first case outlined above.

Thus, of the two assets, it is clearly better to hold the first one. In the second
case, the taxpayer must pay tax at the end of the first year. This tax is not
paid in the first case. In effect, the unpaid tax is reinvested, thus generating
additional income, which is not obtainable in the second case. (The tax payable
at the end of the first year was $33. If this amount were invested at 10% per
annum for one year, it would generate income of $3.30. If this were taxed at
33%, the tax payable would be $1.09. The amount remaining after tax would
therefore be $2.21. This is the extra amount earned in holding the first asset
rather than the second.)
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The results become more extreme for assets held for longer periods. For
example, if the exempt asset were held for, say, 10 years, the pre-tax gain
would be $1593.74, the tax payable $525.94 and the post-tax proceeds
$2067.81. After the same period, the owner of the second, fully-taxed asset
would have accumulated $1912.69 after tax. This is $155.12 less than the
owner of the first asset. After 20 years, the difference would be $1,179.04 and
after 30 years, $5,023.67. Thus, the divergence between the returns on the two
investments increases disproportionately over time. It is clear that it is more
advantageous to own the first type of asset than the second. In practice, this
difference would certainly be reflected in the prices of the assets - the first
asset would be worth more than the second at the beginning of the period. This
effect has been ignored to illustrate the difference between taxing on
realisation and taxing on accrual.

These differences in tax treatment can be summarised in the effective tax rates
applying to the investment. In the case of the first asset, where income is
taxable only on sale, the effective tax rate on the real income, as illustrated in
Annex 3.2, decreases from 33% when the asset is sold in year 1, to 29% in year
5, 25% in year 10, 18% in year 20 and 13.6% in year 30. Thus, the first result
to note is that the tax impost on income which is taxed only on realisation
decreases the longer the asset is held before realisation.

Now consider the impact of inflation. We continue to assume that the value of
the asset increases at a real pre-tax rate of 10% per annum. In this case,
however, we assume that the rate of inflation each year is 5%. The nominal
pre-tax rate of increase in the value of the asset is therefore 15.5% per annum.
(See Annex 3.2 for an explanation of how this nominal rate is calculated.)
Table 3.1 below extracts some of the information from Annex 3.2. The table
shows the real value of the first asset after 2, 5, 10, 20 and 30 years, the real
tax payable on sale at these times, the real post-tax sale proceeds and the
effective rates of tax on the real income realised at these times (with all values
rounded to the nearest dollar).

Table 3.1
Impact of Inflation on Taxable Gains
Period Pre-tax Tax Effective
Asset Held Sale Proceeds Payable Tax Rate
Years $ $ %
2 1,210 100 46
5 1,611 273 40
10 2,594 653 31
20 6,727 2,096 20
30 17,449 5,682 14
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Note that the effective tax rates are higher than when there is no inflation
(when, as noted above, the corresponding effective tax rates were 32, 29, 25, 18
and 13.5%). This increase occurs because the inflationary gain, in addition to
the real income, is taxed when there is inflation, but only the real income is
taxed in the absence of inflation because, by definition, there is then no
inflationary gain.

Note, however, that the difference in the effective tax rates diminishes as the
period before realisation increases. Thus, after 2 years, the difference is 14
percentage points; after 5 years, 11; after 10 years, 6; after 20 years, 2; and
after 30 years, the two rates are approximately the same. The impact of
inflation therefore diminishes the longer the asset is held. This is because the
adverse effect of inflation is increasingly offset by the benefit of the
accumulation of income free of tax until the year of realisation.

By contrast, under the same assumptions, the effective tax rate on the second
type of asset referred to above, where all of the income is taxable each year,
would be 49% irrespective of how long it is held.

The results can also be considered in terms of net present values ("NPVs"). The
net benefit of the investment to the investor is measured by the NPV of the
investment’s cash flows after tax. At any given discount rate, the NPV of the
investment increases the longer the asset is held. Thus, the tax impost on the
gain, relative to the investment's NPV, diminishes over time.

In summary, under the present tax system inflation increases the effective tax
rate on income that is taxed on realisation. This effect occurs because both
inflationary and real income are taxed. The effect of inflation diminishes as the
period before realisation increases since the benefit of the accumulation of
income free of tax until realisation increasingly outweighs the impact of
inflation.

3.5.3 Trading Stock

As outlined in Chapter 2, the taxable profit on the sale of trading stock can be
calculated as:

- proceeds from sales of stock

- plus the value of closing stock
- less the cost of purchases

- less the value of opening stock.

In order to simplify the analysis, assume that sale proceeds are measured net
of selling costs (other than the cost of the stock) such as wages and salaries.
The net effect of the calculation is to subtract from sale proceeds the cost (or,
where the alternative valuation rules are adopted, the replacement price or the
market value) of the stock sold. If it were practical to identify the cost of each
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item of stock sold, profits on the sale of trading stock would be taxed, and
affected by inflation, in the same way as profits on the sale of taxable property,
as described in section 3.5.2. It is, however, usually not feasible to keep track
of the cost of every item of stock. Consequently, various valuation rules are
used to value stock on hand on a taxpayer's balance date and hence, by
deduction, the value of the stock sold during the year.

On the assumption that taxpayers generally value trading stock at cost, the
effect of the other valuation rules are ignored for the purposes of this analysis.
Simplifying further, the basic rule is that trading stock is valued at historical
cost, with the cost of stock on hand determined on a "first-in, first-out"
("FIFO") basis.

Annex 3.3 analyses the impact of inflation on the taxation of trading stock.
Since we are only interested in the impact of inflation, to make the example as
simple as possible, it is assumed that all stock is acquired at the end of an
income year and that all income from the sale of stock is ploughed back into
additional units of stock (except for the final disposal). It can be seen from
Table 3.3.1 of the annex that, in the absence of inflation, the effective tax rate
on the profits on sale of trading stock is equal to the relevant statutory tax
rate, provided that stock turnover (i.e., the ratio of sales to stock) is greater
than one. Where stock is held for more than one year, the effective tax rate on
profits on sale will fall below the statutory rate (as illustrated in Annex 3.2 in
the case of taxable capital gains). Since, however, stock is usually not held as
long as this, the results in Table 3.3.1 can be considered to be representative of
the treatment of trading stock generally.

Now consider the impact of inflation. This is also illustrated in Table 3.3.1 of
Annex 3.3. It can be seen that the effective tax rate on the real profit on sale
rises as the inflation rate increases, irrespective of the rate of stock turnover.
For example, if the rate of inflation were 5%, the effective tax rate is
approximately 46%. Thus, even at moderate rates of inflation, the effective tax
rate on the real profit from the sale of trading stock significantly exceeds the
statutory tax rate.

If the inflation rate is, say, 10%, the effective tax rate rises to around 58%.
Note that this result is not very sensitive to the rate of stock turnover.

3.54 Depreciable Assets

As outlined in Chapter 2, New Zealand currently has an historical cost
depreciation system. That is, depreciation is calculated as a certain percentage
of the depreciated historical cost (i.e., original cost less allowed depreciation) of
an asset. Because the depreciated historical cost of an asset is fixed in nominal
terms, the corresponding depreciation deductions are also fixed in nominal
terms. Hence, the real value of the deductions is eroded as a result of inflation.
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The effect of inflation on depreciation is explored in Annex 3.4. In order to
isolate the effect of inflation (as distinct from, say, incorrect tax depreciation
rates), the annex and the remainder of this document assume that tax
depreciation rates are true economic depreciation rates in the absence of
inflation, but that they are not adjusted in any way to take inflation into
account. Economic depreciation is assumed to be best approximated by
diminishing value depreciation. As at present, excess depreciation is assumed
to be reassessed on the disposal of an asset.

Under these assumptions (and others set out in Annex 3.4), in the absence of
inflation the effective tax rate on the real income generated by a depreciable
asset is the same as the statutory tax rate. (Note that, in practice, the effective
tax rates on depreciable assets will diverge from the statutory rate because of
factors such as the failure of tax depreciation to match economic depreciation
rates and lags in the tax payment system.)

When inflation is introduced, the effective tax rate rises. A number of points
should be noted. First, as illustrated in Table 3.4.1 of the annex, the increase
in effective tax rates is significant even at low rates of inflation. For example,
the effective tax rate on an asset with an economic life of 10 years rises from
33% in the absence of inflation, to 38% when the inflation rate is 2% per
annum and 45% when the inflation rate is 5%.

Secondly, as can be seen from the table, the effective tax rate rises as the
inflation rate rises because the inflationary component of the income, in
addition to the real income, is taxed. The greater the inflationary component,
the greater the inflationary tax impost. Hence, the effective tax rate rises with
the rate of inflation.

Thirdly, note that effective tax rate decreases as the economic life of the asset
increases, though the effect is not significant at low rates of inflation. As the
rate of inflation increases, the divergence between the effective tax rate on
short- and long-lived assets increases. For example, under the assumptions
outlined above, the effective tax rate at a 10% inflation rate decreases from
59% for an asset with an economic life of 5 years to 42% for an asset with an
economic life of 40 years.

It can shown that the impact of inflation on the taxation of depreciable assets
also depends on the amount of the residual value of a depreciable asset. In
particular, the higher the residual value of the asset relative to its initial
purchase cost, the lower the effective tax rate. This effect is, however, not very
significant. For example, the effective tax rate on an asset with an economic
life of 15 years decreases from 44% to 41% as the residual value of the asset in
real terms increases from 5% to 50% of its initial value (assuming a 5% rate of
inflation).
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3.55 Financial Arrangements

Sections 64B to 64M of the Act deal with income and expenditure relating to
financial arrangements. As discussed in Chapter 2, these types of income and
expenditure are generally brought to account on an accrual basis, subject to a
de minimis rule which permits certain taxpayers to report income and/or
expenditure on a cash basis.

As in all of the preceding cases, inflation increases the effective tax rate on the
real income derived from a financial arrangement. This is illustrated in Table
3.2 below. The statutory tax rate is assumed to be 33%. For the purposes of the
table, it is assumed that the calculated yield to maturity proves to be the true
yield.

Table 3.2
Effective Tax Rates on Financial Arrangements

Inflation Rate Effective Tax Rate
% %

33.0
36.3
39.5
48.7
54.5
63.0

O ~NOUOIN RO

1

As can be seen from the table, the effective tax rate rises significantly as
inflation increases. Under the assumption of a uniform inflation rate, the
effective tax rates are independent of the term of the arrangement.

3.5.6 Conclusion: Impact of Inflation

There are two important results to note:

- first, inflation increases the effective tax rate on real income
produced by all forms of capital because both real income and
inflationary gains are taxed under the present tax system; and

- secondly, inflation causes the real effective tax rates on different
types of assets to diverge. In general, where income is taxed on a
realisation basis, the longer the holding period of the asset, the less
the impact of inflation. Where, however, income is partially or fully
accrued for tax purposes, the real effective tax rate increases as the
inflation rate increases.

CHAPTER 3: PROBLEMS WITH CURRENT TREATMENT 86



These are the reasons why the effect of inflation on the present historical tax
system is of concern from an efficiency perspective. As demonstrated in this
section, inflation has a divergent impact on the effective rate of tax levied on
income from different types of assets. To the extent that inflation is anticipated
by investors, the result of a tax system that takes no account of inflation is to
alter investment and other business decisions in a manner that is likely to be
detrimental to overall national welfare.

Considerations of this kind led the 1982 McCaw Task Force to recommend
that, "as a matter of urgency, an investigation should be undertaken with a
view to introducing a comprehensive system of inflation adjustments for
business income tax purposes.” The concerns that led to that recommendation
are still valid even in today’s environment of much lower inflation.

3.6 Other Issues

The general tax exemption for income on capital account and the lack of
adjustment in the income tax system for inflation have been identified as the
main factors contributing to a divergence between actual income derived by
people and income as it is presently measured for tax purposes, and the
resulting inequities, inefficiencies and compliance difficulties flowing from that
divergence. Those issues are therefore the focus of this Document.

There are nevertheless a number of other factors contributing to this
divergence. Those other factors are outlined briefly in this section. This is
indicative of potentially desirable future taxation reforms in this area.
However, only those issues that interact directly with the two main issues will
be considered in detail at this stage.

3.6.1 Timing of Income Recognition

Throughout the income tax system, timing issues produce significant
divergences between a person’s actual income and income as measured for tax
purposes. These timing differentials can be almost as important as total tax
exemptions.

As explained in Chapter 2, a gain in wealth represents income and is earned
irrespective of whether that gain is realised in cash or a cash-equivalent.
Unless taxable income is measured on a full accrual basis, the result will be a
divergence between actual and measured income, with incentives for taxpayers
to invest in areas that defer the time at which tax must be paid. This is the
case under our existing income tax system which, as a general rule, does not
recognise income from a gain on an asset until the income is realised.

As discussed in section 3.5.2 and Annex 3.2, the resulting deferral of taxation
liabilities can be significant enough to overwhelm any excess tax imposed by
taxing income on a non-inflation-adjusted basis. The result is that the tax
system, even where it taxes gains on investments, encourages investments in
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assets producing gains the realisation of which can be deferred for a
considerable period in comparison with investments in assets producing gains
the realisation of which are not deferred. In addition, taxpayers can often
deliberately defer a tax liability where income is recognised only on realisation
by deferring realisation.

Recent reforms have attempted to bring forward the recognition of income to
reflect more closely a full accrual basis. The main example is the accruals
regime. Nevertheless, it is recognised that there are practical constraints on
the extent to which the timing of income recognition can be aligned with the
timing of when income is actually earned. The issue of whether accrual
methods are feasible in taxing income derived on the disposal of property is
canvassed in Chapter 12.

3.6.2 Timing of Expenditure Recognition

Just as there are significant problems with the timing of income recognition
under existing rules, so there are significant problems with the timing of
expenditure recognition. As outlined in Chapter 2, expenditure on a lasting
asset should be deductible over the economic life of the asset. While this
treatment currently applies to depreciable assets (subject to appropriate
depreciation rates), it does not apply to expenditure on other assets.
Expenditure on other assets is either deductible as incurred or non-deductible.

Where the expenditure is non-deductible (and the asset produces income and is
not for private or domestic use), not allowing a deduction for that expenditure
as the asset declines in value is a penalty. On the other hand, many forms of
expenditure on lasting assets have been treated as being on revenue account
and are deductible as incurred (subject to special rules such as section 104A).
Examples are wages and salaries incurred in constructing assets and some
forms of advertising.

The result is that the current tax system can discourage some forms of
expenditure and encourage others and provide concessions to some taxpayers
and penalise others. A fair and efficient tax system would remove such
distortions. The necessary changes would, for example, involve rules for the
capitalisation of some types of expenditure that are currently immediately
deductible. Deductibility should then, in principle, be provided on an
amortisation basis. Examples of such rules are currently found in the farming
and forestry regimes. The accrual rules can have the same effect. Other
jurisdictions, such as the United States of America, have more comprehensive
capitalisation and amortisation rules.

Nevertheless, there are a number of problems in making such rules work in a
practical manner without undue administrative and compliance costs. Such
rules also need to be integrated with other provisions of the Income Tax Act.
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The most common capitalisation rule in the Act at present is one that denies a
deduction for expenditure on purchasing property that gives rise to an
assessable gain on realisation, then allows the expenditure to be deducted
against proceeds in calculating the taxable profit or gain in the year of
disposal. Examples are expenditure on planting forests and investment
expenditure by life offices under section 204. Deductibility is denied in such
cases until the profit or gain is realised as a partial offset for the lack of tax on
income as it accrues. This rule also means that any net loss on the investment
is deferred until the loss is realised. Although the position may sometimes be
arguable, the same rule is intended to apply to property subject to tax under
sections 65(2)(3) and 67.

In some cases, deferring recognition of income until it is realised can cause
problems by allowing taxpayers to selectively realise investments that have
fallen in value and defer realising those that have risen. In that way, a
taxpayer can organise its affairs to earn income but incur no tax liability.

These effects are considered further in Chapter 12.

3.6.3 Trading Stock

A problem closely related to income and expenditure timing issues arises with
respect to the current trading stock rules. As outlined in Chapter 2, taxpayers
have a discretion when determining the closing value of particular items of
trading stock. They can choose to value such stock at cost, market value or
replacement cost. This choice gives them the ability to recognise losses where
the market value of trading stock has declined (by valuing at market value)
while deferring income by valuing trading stock that has not declined in value
at cost. As a result, taxpayers in some circumstances, especially where the
value of trading stock (e.g. shares) is highly variable, can reduce taxable
income by bringing forward losses and deferring gains.

The ability to vary the basis for valuing closing trading stock can also allow
taxpayers to bring forward income and create a future loss where that might
be desirable because of the sale of a company in tax loss or because of an
anticipated increase in tax rates. For example, by rewriting trading stock up
from a cost to a higher market basis prior to sale, past tax losses can be
utilised. After the sale, the purchaser can then write the trading stock back
down to cost achieving a tax deduction in the process.

The possibility of altering the rules on the valuation of trading stock to
alleviate these problems is considered in Chapter 16.
3.6.4 Losses, Sections 129 and 188A, and Section 99

As outlined in Chapter 2, current law attempts to restrict the ability of
shareholders in companies to utilise losses incurred by companies in which
they have an interest and the ability of companies to carry losses forward from
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one year to the next. There is an economic case for suggesting that losses
should be able to be more easily utilised. If the ability to utilise a tax loss is
denied, there is a disincentive to invest in risky assets or ventures. Where such
an asset or venture produces high returns, those returns are taxed. If,
however, the activity or venture produces a loss, that loss may not be able to be
used to offset the tax on other income because of the above restrictions.

The restrictions against the carrying forward of losses can therefore operate to
defeat the object of tax neutrality. Nevertheless, New Zealand is not alone in
treating losses in this restrictive manner. Other countries with comparable tax
systems also have limitations on the ability to utilise losses. The main reason
is that the divergence between taxable income and actual income is often such
that the authorities cannot be confident that losses are actual losses. In other
words, too much of a relaxation of the loss limitation rules could lead to too
great an opportunity for taxpayers to structure their affairs to escape tax on
what would otherwise be assessable income.

Given the inherent difficulties of fully aligning taxable income with actual
income, such considerations are likely to remain important. Nevertheless, if
attempts to more closely align taxable and actual income in New Zealand are
successful, the restrictions on the ability of companies to utilise losses from one
income year to another could possibly be relaxed to some extent.

For the same reasons, the measures put forward in this Document for
widening the income tax base should eliminate the need to retain sections 129
(interest clawback) and 188A ($10,000 loss limitation). As outlined in Chapter
2, these provisions are often avoided in practice and they now have limited
application.

Successful implementation of the reforms proposed in this document and other
reforms more closely aligning taxable and actual income could also allow
consideration to be given to reviewing section 99 of the Act (the general anti-
avoidance provision) with a view to tuning it more finely to identifiable tax
abuses. As noted in section 3.3.2, it is often difficult to know the precise scope
of the section because what is and what is not "tax avoidance" can be a matter
of debate. Some general anti-avoidance provision will probably always be
required, but a more robust income tax system would provide an opportunity to
consider a provision that taxpayers and the Inland Revenue Department could
work under with more certainty.

3.7 Conclusion

Chapter 2 of this Document outlined the main features of the current income
tax regime applying to income from capital and related areas. It was evident in
that chapter that there are a number of problems with those rules. These
problem areas were considered in more depth in this chapter.
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Taxation reforms over the past five years have considerably improved the

fairness and efficiency of the income tax system. However, there is room for
improvement.

In particular, two central problems remain:

- the arbitrary and vague boundary between forms of income that are
assessable and those that are exempt on the basis that they are income
on capital account; and

- the lack of any adjustment for inflation in the way that taxable income is
measured.

The exemption for certain forms of income on capital account is a product of
history. It makes the tax system unfair and increases its costs. It encourages
investment in forms that do not maximise growth and jobs. It allows taxpayers
who have access to costly expert advice to escape tax. It benefits the wealthy
and it creates uncertainty as to the tax consequences of investments.

The lack of inflation-adjustment in the measurement of taxable income also
increases the costs of the tax system and its perceived fairness. Income which
is merely the product of inflation is taxed. Different types of assets are taxed
differently, thus encouraging investment in one form of asset over another.

The tax system would be substantially improved if these remaining two major
problems could be rectified. The ability to do so rests on the feasibility of
reforms that address the problems without imposing undue administrative and
compliance costs on taxpayers and the revenue authorities. The remainder of
this Document outlines a regime which should be able to meet this criterion.
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ANNEX 3.1
Distributional Effects of Reforming
the Taxation of Capital Income

Introduction

The purpose of this annex is to summarise the likely distributional effects of
removing the present exemption for income on capital account. Since there are
no data available on such income in New Zealand, it is necessary to draw
inferences from overseas data as the basis of assessing the likely distributional
impact in New Zealand. The income most similar to the income that would
become taxable under the reforms outlined in this document is income referred
to in other countries as "capital gains". This annex therefore presents data
from the United States, Australia and Canada on the distribution of capital
gains.

Overseas Data on Distribution of Realised Capital Gains

Overseas data indicate that taxed capital gains are highly concentrated among
the top income group and are distributed much less uniformly than other
sources of income. The distribution of capital gains income as compared to all
income by income class in the United States, Australia and Canada is shown in
Figures 3.1.1-3.1.3 and Tables 3.1.1-3.1.3.
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FIGURE 3.1.1
Distribution of Capital Gains

and all Income by Income Class
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As this figure shows, in the United States in 1984, returns with income

in

excess of US$200,000 (the top 0.24 % of returns) received 42.36 % of capital

gains, compared to 0.83 % of all income.
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FIGURE 3.1.2
Distribution of Capital Gains
and All Income by Income Class
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In Australia in 1985, returns with income over $A100,000 (the top 3.36% of
returns) received 55% of (inflation-adjusted) gains, compared to 10.85% of all
income.
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FIGURE 3.1.3
Distribution of Capital Gains
and All Income by Income Class

CANADA (1985)
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As this figure indicates, in Canada in 1985, returns with income in excess of
C$60,000 (the top 2.4% of returns) received 54% of capital gains, compared to
13.3% of all income.
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These figures overstate to some extent the degree of concentration of gains
among the top income groups because they are based on data for a single tax
year. To the extent that some individuals realise large amounts of gains in
some years but not in others, data from any one year reflect in part the
temporary movement of people in and out of high income groups and overstate
the permanent concentration of capital gains among those with high
permanent income levels. Data from other studies that follow taxpayers over
time confirm, however, that capital gains are highly concentrated among those
with high permanent incomes, although the degree of concentration is
somewhat less that observed from single year data.

The concentration of capital gains among the top income groups would also be
somewhat less extreme if personal residences were included in the tax base
because home ownership is more widely dispersed among the population than
ownership of other assets that produce significant amounts of capital gains,
such as corporate equity, commercial property, and interests in partnerships
and small business enterprises.

Effect of Inflation on Distribution of Realised Capital Gains
Studies in the United States have shown that if the capital gain provisions
were adjusted for inflation, such gains would be more highly concentrated in

the top income bracket than gains that are not inflation-adjusted. This is
shown in Figure 3.1.4.
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FIGURE 3.1.4
Comparison of Distribution of Real and
Nominal Capital Gains by Income Classes
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In the United States, the top income class (those with income US$200,000 or
above) received 56.1% of nominal gains, but it is estimated they received 63.9%
of real gains.
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TABLE 3.1.1
Distribution of Capital Gains Income, Wages and Salaries,
Dividend Income and all Income by Income Class

UNITED STATES (1984)

Income Class Percentage Capital Wages Dividend All
(US$000 of Taxpayers Gains and Income
1984){1} Each Class{2} Salaries

(%) (%) (%) (%) (%)
1,000+ 0.01 21.44 0.30 7.65 0.31
500-1,000 0.03 8.12 0.36 3.98 0.36
200-500 0.20 12.80 1.59 9.69 0.16
100-200 0.77 11.99 3.35 12.91 3.40
750-100 1.06 6.30 3.47 8.70 3.52
50-75 4.68 9.63 12.94 14.28 13.13
40-50 6.00 4.97 1351 8.10 13.70
30-40 11.14 4.87 20.16 8.43 20.45
25-30 7.68 2.00 10.87 3.61 11.03
20-25 8.87 2.69 10.00 5.44 10.14
15-20 11.55 3.15 9.89 5.67 10.03
10-15 14.14 2.54 8.46 5.21 8.58
5-10 16.54 1.64 5.80 3.72 5.89
1-5 16.33 0.94 1.96 1.34 2.00
Nil 1.01 6.91 -2.65 1.26 -2.69
Source

Calculated from data in US Internal Revenue Service, Statistics of Income -
Individual Income Tax Returns, 1984.

Notes

{1} The income classes are arrived at using different methods for each
country. The United States uses the Adjusted Gross Income of the
taxpayer and Australia uses gross taxable income. This may reduce the
comparability of the statistics.

{2} This column shows the number of taxpayers in each class as a percentage
of the total number of taxpayers.
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TABLE 3.1.2

AUSTRALIA (1985)

Income Class

(A$000
1985){1}

100+
50-100
40-50
35-40
30-35
20-30
15-20
10-15
5-10
Under 5

Source

Taxation

Statistics

Percentage
of Taxpayers
Each Class{2}

(%)

0.17
1.24
1.95
2.66
4.95
24.30
22.08
19.65
22.54
0.43

1985-86,

Capital
Gains

(%)

27.26
18.46
9.23
6.34
5.49
14.81
6.24
6.93
5.05
0.20

Australian

Wages
and
Salaries

(%)

0.75
3.61
4.82
5.65
9.58
30.59
23.30
13.53
8.17
0.02

Taxation

Government Publishing Service, Canberra 1988.

Notes

Dividend All
Income
(%) (%)
11.94 1.56
17.33 4.44
9.34 4.85
7.45 5.56
8.24 9.01
18.23 33.09
9.67 21.70
8.93 13.91
7.36 9.02
0.42 0.35
Office, Australian

{1} The income classes are arrived at using different methods for each
country. The United States uses the Adjusted Gross
taxpayer and Australia uses gross taxable income. This may reduce the

comparability of the statistics.

Income of the

{2} This column shows the number of taxpayers in each class as a percentage
of the total number of taxpayers.
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TABLE 3.1.3

CANADA

Income Class
(C$000
1985){1}

1,000+
80-1,000
60-80
50-60
45-50
40-45
35-40
30-35
27-30
25-27
22.5-25
20-22.5
10-20
Under 10
Loss or Nil

Source

Percentage
of Taxpayers
Each Class{2}

(%)

0.66
0.46
1.32
191
1.92
3.11
4.45
6.30
4.66
3.36
4.53
5.32
26.40
30.87
4.73

Taxation Statistics 1985.

Notes

Capital
Gains

(%)

37.64
6.80
9.51
7.57
3.78
4.46
4.53
4.85
2.66
1.88
2.30
2.27
7.71
3.18
0.67

Wages

and

Salaries
(%)

3.63
1.47
4.09
5.59
5.28
7.91
10.05
12.25
7.83
5.04
6.06
6.21
18.42
6.17
0.03

Dividends All
Income

(%) (%)

42.46 6.55
8.08 2.11
13.55 4.63
8.12 5.34
4.45 4.68
4.39 6.78
4.31 8.57
3.91 10.52
2.64 6.84
0.88 4,51
2.08 7.78
0.84 3.50
3.49 20.08
0.76 8.16
0.04 -0.14

{1} The income classes are arrived at using different methods for each
country. The United States uses the Adjusted Gross
taxpayer and Australia uses gross taxable income. This may reduce the
comparability of the statistics.

Income of the

{2} This column shows the number of taxpayers in each class as a percentage
of the total number of taxpayers.
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TABLE 3.1.4

Distribution of Nominal Capital Gains

UNITED STATES (ALL TAXPAYERS) 1984

Expanded Income
Class
US$000

less than zero
zero - 10

10 - 20

20 - 30

30 - 40
40-50

50-75

75 - 100

100 - 200

200 - over

Total all Returns

Returns

53,392
415,562
324,901
611,987
512,959
429,062
769,193
329,251
355,283
172,643

4,174,233

%

1.28
9.96
12.57
14.66
12.29
10.28
10.43
7.89
8.51
4.14

100.00

Net Long-Term Gains

Amount
($M)

1,213
802
994

2,302

1,808

1,828

5,469

4,954

8,844

36,063

64,277

%

1.09
1.25
1.55
3.50
2.81
2.84
8.51
7.71
13.76
56.11

100.00

Average

3)

22,717
1,930
1,894
3,762
3,524
4,261
7,109

15,047

26,892

208,890

15,399
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TABLE 3.1.5
Distributional Effect of Real Capital Gains

UNITED STATES (ALL TAXPAYERS) 1985

Expanded Income Net Long-Term Gains
Class
US$000 Returns % Amount % Average
(3M) ($)
less than zero 33,329 1.08 911 1.91 27,327
zero - 10 309,697 10.06 437 0.92 1,411
10-20 341,165 11.08 518 1.09 1,510
20-30 403,166 13.09 1,395 2.93 3,461
30-40 409,413 13.29 1,060 2.23 2,589
40-50 268,122 8.70 813 1.71 3,031
50-75 601,206 19.52 3,177 6.68 5,284
75 - 10 266,378 8.65 3,017 6.34 11,325
100 - 200 294,559 9.56 5,847 12.29 19,851
200 and over 153,327 4.98 30,406 63.90 198,306
Total all Returns 3,080,362 100.00 47,580 100.00 15,446
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ANNEX 3.2
Impact of Inflation on the Taxation
of Income Derived from the Sale of Assets

Introduction

The purpose of this annex is to illustrate in more detail the impact of inflation
on the taxation of assessable income derived on the disposal of property. This
issue can be usefully analysed in terms of effective tax rates. As outlined in
Chapter 1, the effective tax rate on an income stream is the rate e, say, such
that:

e = 1-r/R

where

q
I

the post-tax rate of return and
the pre-tax rate of return.

Py
I

Assumptions

For the purposes of this annex, it is assumed that:
- the real value of the asset increases at a rate of 10% per annum,;

- the profit derived on the disposal of the asset, calculated as the
difference between its cost and its sale value, is taxable in the year in
which the asset is sold;

- the rate of inflation is constant each year;
- the statutory tax rate is 33%; and

- differences in the timing of the receipt of sale proceeds and tax payment
dates in the year of disposal can be ignored.

Results

Before examining the impact of inflation, it is useful to consider the way in
which effective tax rates on realised income vary with the period before
realisation in the absence of inflation. This is illustrated in Table 3.2.1.

CHAPTER 3: PROBLEMS WITH CURRENT TREATMENT 103



TABLE 3.2.1
Effective Tax Rates on Realised Income: No Inflation

Holding Period Effective Tax Rate

(years) (%)
1 33.0

5 29.0

10 24.6
15 21.0
20 18.0
25 15.5
30 13.6
35 12.0
40 10.7
45 9.6
50 8.7

As can be seen from the table, the (real) effective tax rate on income taxed on
realisation decreases the longer the period before realisation. As explained in
section 3.5.2, this reduction occurs because the longer the period before
realisation, the greater the amount that accumulates at the pre-tax rate of
return relative to the tax that is ultimately payable. That is, because all of the
tax on the income is payable only in the year of sale, the income accumulates
at the pre-tax rate of return. The effect of compound growth at this rate more
than offsets the effect of the increase in the amount of the tax liability in the
year of sale.

Now consider the impact of inflation at a uniform annual rate of 5%. The

effective tax rate on the real income derived in this case is shown in Table
3.2.2.
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TABLE 3.2.2
Effective Tax Rates on Realised Income: 5% Inflation

Holding Period Effective Tax Rate Increase Relative
to No Inflation
Case
Years % % points
1 48.7 15.7
5 40.1 111
10 314 6.8
15 25.0 4.0
20 20.3 1.7
25 16.9 14
30 14.3 0.7
35 12.4 0.4
40 10.9 0.2
45 9.7 0.1
50 8.8 0.1

As the table indicates, inflation increases the effective tax rate on real income.
Not only is the real income taxed, but also the inflationary income. The shorter
the holding period, the greater the impact. As the holding period increases, the
adverse impact of taxation on the inflationary component is increasingly offset
by the beneficial impact of income accumulation at an (untaxed) pre-tax rate.

As might be expected, the adverse impact of inflation is exacerbated as the

inflation rate increases. This is illustrated by Table 3.2.3, which reproduces the
previous table assuming a 10% inflation rate.
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TABLE 3.2.3
Effective Tax Rates on Realised Income: 10% Inflation

Holding Period Effective Tax Rate Increase Relative
to No Inflation
Case
Years % % points
1 63.0 30.0
5 48.7 19.7
10 35.7 111
15 27.0 6.0
20 21.2 3.2
25 17.3 1.8
30 14.5 10
35 12.5 0.5
40 10.9 0.2
45 9.7 0.1
50 8.8 0.1

As can be seen from the table, an increase in the inflation rate sharply
increases the effective tax rates on income at shorter holding periods, but the
effect diminishes as the holding period lengthens. For holding periods in excess
of, say, 30 years, inflation has only a minor impact on effective tax rates.
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ANNEX 3.3
Impact of Inflation on the Taxation of Trading Stock

Introduction

This annex considers the impact of inflation on the effective tax rates applying
to profits on the sale of trading stock.

Comment

For simplicity, suppose that $1,000 of stock is acquired at the end of year 0 and
sold at the end of year 1. Also assume that the stock guarantees a real pre-tax
rate of return of 10 percent. In the absence of inflation, assessable income in
year 0 would be zero. The deduction for the cost of trading stock would be
balanced by the increase in the value of closing stock. In year 1, the taxpayer
would earn revenue of $1,100 but could claim a deduction for the fall in closing
stock of $1,000. Assessable income would be $100 and tax would be $33. The
stock would generate a real post-tax rate of return of 6.7 percent and effective
tax rate of 33 percent.

If the stock turned over a greater number of times per year, the analysis would
be unaffected. For example, suppose that the stock turned over six monthly
and that the income from the sale of stock is reinvested by the firm. Once
again assuming that the stock generates a 10 percent pre-tax rate of return,
this implies that the stock sold midway through year 1 is sold for $104. This
amount is reinvested in trading stock which is sold for $1,100 at the end of the
year. Once again assessable income in year 0 is zero and in year 1 is $100. The
real post-tax rate of return is 6.7 percent and effective tax rate is 33 percent.
In effect provided stock is turned over at least once a year, the tax treatment
of the income is the same as that of interest.

Now suppose the inflation rate is 5 percent per annum, and stock turns over
once per annum and generates a 10 percent real pre-tax rate of return. Once
again at the end of year 0 $1,000 of stock is acquired and assessable income is
zero. At the end of year 1, the stock is sold for $1,155 and in the absence of
indexation assessable income is $155. Tax is $51.15. The real post-tax rate of
return is 5.1 percent and effective tax rate is 49 percent.

The taxpayer is taxed fully on both the real and the inflationary component of
income. At assumed inflation rates of O, 2, 5, 7 and 10 percent effective tax rate
would be 33.0, 39.5, 48.7, 59.6 and 63.0 percent suspectively. Effective tax
rates increase with the rate of inflation.
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ANNEX 3.4
Impact of Inflation on the Taxation of Depreciable Assets

Introduction

This annex explores in more detail the impact of inflation on the effective tax
rates on depreciable assets.

Assumptions

For this purpose, it is assumed that:
- the asset generates a real pre-tax rate of return of 10% per annum;

- tax depreciation rates are equal to true economic depreciation rates in
the absence of inflation. Economic depreciation is defined as the decline
in the market value of the asset. Thus, real economic depreciation is
defined as the decline in the real value of the asset, while nominal
economic depreciation is defined as the decline in the nominal market
value of the asset. Since we are interested here in the effect of inflation,
we assume that tax depreciation rates are equal to economic depreciation
rates in the absence of inflation, but are not adjusted for inflation;

- the market value of the asset declines at a uniform exponential rate;

- the excess, if any, of the disposal value of the asset at the end of its
economic life or its original cost, whichever is less, over its depreciated
book value is assessed in the year of sale. This is the current rule
applying in New Zealand;

- the statutory tax rate is 33%; and

- the inflation rate is constant each year.

None of these assumptions is critical. All of them could be relaxed without
altering the qualitative results shown in this annex.

Results

Table 3.4.1 illustrates the impact of inflation on real effective tax rates on
depreciable assets with different economic lives, given the assumptions
outlined.
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TABLE 3.4.1
Real Effective Tax Rates on Depreciable Assets

Inflation Rate
%

Economic Life 0 2 5 7 10
(years)

5 33 39 47 52 59

10 33 38 45 49 54

15 33 38 43 47 51

20 33 37 42 45 48

25 33 37 41 43 46

30 33 36 40 42 44

35 33 36 40 41 43

40 33 36 39 40 42

As can be seen from the table, the effective tax rate, given the above
assumptions, is equal to the statutory rate in the absence of inflation. As the
inflation rate rises, so do effective tax rates. Note that the increase in effective
tax rates is significant even at low rates of inflation. More importantly, while
effective tax rates are uniform in the absence of inflation, this uniformity is
lost once there is inflation. The disparity in rates increases as the inflation rate
increases. The longer the economic life of a depreciable asset, the lower the
effective tax rate for any given rate of inflation.

These factors are the reason why the impact of inflation on the tax system is
important from an economic efficiency perspective. Inflation changes the
relative rates of return on depreciable assets, thereby affecting investment
choices.

Table 3.4.2 illustrates the impact of varying the residual value of the asset. In
this case, the real residual value of the asset at the assumed end of its
economic life is assumed to be 20% of its initial value rather than 10% as in
Table 3.4.1.
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TABLE 3.4.2

Real Effective Tax Rates on Depreciable Assets

Economic Life
(years)

5
10
15
20
25
30
35
40

0

33
33
33
33
33
33
33
33

39
38
37
37
36
36
36
35

Inflation Rate

%

47
44
43
41
40
39
38
38

52
48
46
44
42
41
40
39

10

58
53
49
46
44
42
41
40

A comparison of the effective tax rates in Tables 3.4.1 and 3.4.2 shows that the
rates in Table 3.4.2 are slightly lower. This follows from the fact that the rates
of depreciation assumed are slightly lower than in Table 3.4.1 because the

residual value is higher.
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CHAPTER 4:
INDEXATION OF INCOME FROM CAPITAL

4.1 Introduction

Part | of this Document surveyed the main features of New Zealand’s present
tax treatment of income from capital and some of the problems with it. One of
the most important problems is the absence of a mechanism to deal with the
effects of inflation. As illustrated in Chapter 3, even moderate rates of inflation
can result in a substantial over-taxation of real income. The effect of inflation
is not uniform - some types of investments are affected more than others.
These effects persist long after inflation itself has been brought under control.
Thus, to the extent that taxpayers anticipate inflation, their patterns of saving
and investment are affected in ways which are not beneficial to the welfare of
New Zealand.

The objectives of Part Il of this Document are to examine the nature of the
existing income tax base; to consider the mechanics and feasibility of
comprehensively indexing the base for the effects of inflation; and to assess the
desirability of partial or comprehensive indexation.

This chapter briefly outlines the nature of the existing historical cost income
tax base and the way in which it differs from both a nominal and a real tax
base. The discussion then focuses on the selection of an appropriate target for
tax base reform, the role that could be played by inflation indexation and the
selection of an appropriate index of inflation.

The feasibility of comprehensively indexing capital income and expenditure for
the effects of inflation is examined in the other chapters in this Part. Chapters
5 to 8 consider the mechanics of indexing assets which produce taxable profits
on disposal, trading stock, depreciable assets and financial arrangements on
the assumption that other forms of capital income can be indexed. Chapter 9
then concludes the discussion of the feasibility of comprehensive indexation by
analysing its implications for tax avoidance and government revenue. The
directions for future indexation reform are discussed in Chapter 10.

4.2 The Nature of the Current Tax Base

421 Real, Nominal and Historical Cost Tax Bases

The present capital income tax base is often considered to be a nominal base.
However, as outlined in Chapter 2, it can be best described as an "historical
cost" tax base since profits and losses are measured relative to the historical
costs of assets and depreciation deductions are based on the historical costs of
depreciable assets.
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This can be compared with a real or nominal income tax base. Under a real
economic income tax base, the real income generated by an asset (including
any change in its real market value) would be taxed as it accrues. This would
mean that the effective tax rate on the real income generated by any asset
would be the same as the statutory tax rate (ignoring differences between the
timing of the cash flows generated by the asset and the timing of tax
payments). Such a tax system would be neutral across different assets because
the effective tax rate on all assets would be the same.

Under a nominal income tax base, all of the nominal income produced by an
asset (including the change in its nominal market value) would be taxed as it
accrues. In this case, the effective tax rate on the nominal income produced by
an asset would also equal the statutory tax rate (once again, ignoring timing
effects). It is important to note, however, that under a nominal income tax
system, the effective tax on the real income produced by an asset will exceed
that levied under a real income tax. Under a nominal income tax base, income
from all assets would be taxed on a basis consistent with that currently
applying to interest. During periods of inflation, there would be a tax on real
wealth as well as a tax on real income.

For example, suppose that an asset generates a real pre-tax rate of return of
10% per annum. If the inflation rate is constant at, say, 5% per annum, the
nominal rate of return on the asset would be 15.5% (i.e., ((1.1 x 1.05)-1) x 100).
This is calculated from the relationship between a nominal rate (i), a real rate
(r) and the rate of inflation (p):

(1+i) = (1+r)x(1+p)
implying that
r = [(1+i)/(1+p)] - 1.

Under a real income tax with a statutory tax rate of, say, 30%, the post-tax
real rate of return derived would be 7% (i.e., 10% x (1 - 0.3)). The effective tax
rate would be the same as the statutory rate, i.e. 30%. By contrast, under a
nominal income tax system, all of the nominal yield of 15.5% would be taxable.
At a tax rate of 30%, the post-tax nominal rate of return would be 10.85% (i.e.,
15,5 x (1 - 0.3)). The post-tax real rate of return would, however, be 5.57%.

That is: ro= [1.1085/1.05] - 1
0.0557
5.57%.

Since this is lower than the real post-tax rate of return that would be derived
under a real income tax (namely, 7%), it is evident that with inflation the
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effective tax rate on real income under a nominal income tax system exceeds
that under a real income tax. As discussed in Chapter 3, this is because a
nominal income tax taxes not only the real income generated by an asset but
also the inflationary component of the income.

To illustrate this relationship between the two tax bases, assume that the
asset in the above example is a bank deposit with a nominal interest rate of
15.5% payable annually in arrears. Assume that $1,000 is invested at the end
of year 0. Since the investment has a real pre-tax rate of return of 10%, it
would generate real income of $100 at the end of year 1in year 0 dollar terms.
Given that inflation is 5 percent per annum, this is $105 in year 1 dollar
terms. Under a real income tax, assuming a tax rate of 30%, the tax payable
would therefore be $31.50 in year 1 dollar terms.

The nominal pre-tax income produced by the asset would, however, be $155,
given the assumption of a 15.5% nominal pre-tax rate of return. In this case,
the tax payable would be $46.50. The additional tax payable is therefore $15 in
year 1 dollar terms (i.e. the amount invested multiplied by the inflation rate
multiplied by the tax rate). This is the "inflationary wealth tax".

The present income base is neither a real nor a nominal income tax. As noted
above, under a real economic income tax, the effective tax rate on the real
income produced by an asset would be the statutory tax rate. Similarly, the
effective tax rate on nominal income under a nominal economic income tax
would be the statutory tax rate. In contrast with the existing tax base, a real
or nominal income tax base would not distort the relative rates of return from
different assets.

The effective tax rates on real income for various classes of assets under the
present historical cost income tax were illustrated in Chapter 3. Except in the
case of realised profits on assets held for long periods, the effective tax rates on
real income under the present tax system exceed the statutory rate whenever
there is a positive rate of inflation. Thus, the present tax system generally
taxes real income at more than the statutory tax rate when there is inflation.
Conversely, the present tax system generally taxes nominal income at less
than the statutory rate.

The difference between the existing tax base and a nominal base can be
illustrated by examining the effective tax rates that are imposed on the
nominal income produced by the various types of assets that were considered
in Chapter 3. This analysis differs from that in the annexes to Chapter 3 in
that those annexes consider the effective tax rates imposed on real income.

4.2.2 Effective Tax Rates on Nominal Income
Assets Which Produce Taxable Profits on Disposal

The first class of assets considered in Chapter 3 consisted of assets (such as
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those that produce income that is assessable under section 65(2)(e)) which
produce taxable income on sale. Table 4.1 modifies Tables 3.1.1 and 3.1.2 to
show the effective tax rates on the nominal income produced in such cases,
assuming that the statutory tax rate is 33%.

Table 4.1
Effective Tax Rates on Nominal Income:
Assets Producing Taxable Profits on Disposal

Inflation Rate

(%)
Holding Period

(years) 0 5 10

5 29 27 26

10 25 21 19

15 21 17 14

20 18 19 11

25 16 11 9

30 14 10 8

As noted in Chapter 3, the effective tax rates on profits realised on the disposal
of assets fall below the statutory rate, even in the absence of inflation, because
of the deferral of the tax until the profit is realised. With inflation, the effective
tax rates decline further because tax is deferred on a greater amount of income
(i.e., on both real and inflationary income). The higher the rate of inflation, the
lower the effective tax rates on nominal income.

Trading Stock

It was noted in Chapter 3 that the effective tax rate on real income derived
from trading stock is independent of the ratio of sales to stock for trading stock
which turn over more than once a year. This is also the case with respect to the
effective tax rates on nominal income derived from the sale of trading stock.
Since most trading stock is sold within, say, 1-2 years of purchase, there is
little if any deferral of the taxation of the full increase in the nominal value of
the stock. Hence, the effective tax rates on nominal income derived from the
sale of trading stock will generally be close to the statutory rate. For most
purposes, it can be assumed that the effective tax rate on nominal income
derived from the sale of trading stock is the statutory rate.
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Depreciable Assets

Table 4.2 illustrates the effective tax rates on nominal income produced by
depreciable assets. As in Chapter 3, it is assumed that depreciation rates are
true economic depreciation rates in the absence of inflation. The example
assumes that the residual real value of the asset is 10% of its initial value.
Once again, the statutory tax rate is assumed to be 33%.

Table 4.2
Effective Tax Rates on Nominal Income:
Depreciable Assets

Inflation Rate

(%)
Economic Life

(years) 0 5 10

5 33 32 31

10 33 31 29

15 33 30 27

20 33 29 25

25 33 28 24

30 33 27 23

As can be seen from the table, the effective tax rates fall below the statutory
rate. Thus, the present tax system does not fully tax the nominal income
produced by depreciable assets. The nominal income which is not taxed is the
increase in the market value of the asset above its depreciated book value each
year as a result of inflation. If this were fully taxed on an accrual basis, the
effective tax rates on the nominal income produced by depreciable assets would
be the same as the statutory rate.

It is important to note that the effective tax rates on depreciable assets may
depart markedly from the rates above to the extent that true economic
depreciation rates differ from tax depreciation rates.

Financial Arrangements

Since the nominal income derived from financial arrangements is generally
taxed on an accrual basis (subject to a de minimis exception), the effective tax
rate on such income is very close to the statutory rate.
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423 Conclusion

It can be seen from the above illustrations that the effective tax rates on
nominal income derived from taxed assets that yield profits on disposal and
depreciable assets under the present income tax system are generally less than
the statutory tax rate. The rates on trading stock and financial arrangements
are virtually the same as the statutory rate. In addition, the effective tax rates
on nominal income are not uniform across different asset types.

Overall, the above results when combined with those in Chapter 3 indicate
that the present capital income tax base is somewhere between a real and a
nominal economic income tax. Except for realised taxable profits, effective real
tax rates on most types of capital income exceed the statutory rate, indicating
that real income is over-taxed. Conversely, the above analysis suggests that
effective nominal tax rates on most assets are less than the statutory tax rate.
In short, the present capital income tax base generally taxes real income at
rates higher than the statutory tax rate but taxes nominal income at rates
lower than the statutory rate.

4.3 The Appropriate Goal for Tax Base Reform

As noted in section 4.2.1, implementation of either a comprehensive real or
nominal economic income tax base would ensure that the tax system was
neutral with respect to investment in different assets during periods of
inflation. This raises the issue of which of these two alternative tax bases is
the more appropriate goal for income tax reform.

In principle, the major advantage of a real income tax base over a nominal
base is that it does not result in the over-taxation of real capital income during
periods of inflation. Although the implementation of a pure nominal tax base
would ensure that the tax system does not bias patterns of investment during
periods of inflation, in comparison with a real income tax base a nominal
income base would impose much higher marginal rates of tax on real economic
income and investment. During periods of inflation a nominal income tax base
would in effect impose a tax on real wealth at a rate equal to the rate of
inflation multiplied by the taxpayer’'s marginal tax rate.

A real income tax base is also likely to be preferable to a nominal income base
in practice. Contrary to popular belief, major modifications and adjustments for
inflation would be required to move the existing tax base onto either a nominal
or real economic income base. In order to move the existing tax base onto a
nominal economic basis, it would be necessary to:

- tax increases in the nominal value of assets as they accrue and allow a
deduction for nominal losses as they accrue;
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- allow a deduction only for nominal economic depreciation. In effect, tax
depreciation rates would have to be reduced to some extent in accordance
with the rate of inflation over the year,;

- tax increases in the nominal value of inventories and allow deductions
for nominal losses; and

- continue to tax nominal interest income and allow a deduction for
nominal interest expense.

Similarly, in order to move the existing tax base onto a real economic income
basis, it would be necessary to:

- tax increases in the real value of assets as they accrue and allow
deductions for real losses as they accrue;

- allow a deduction for real economic depreciation (i.e. the fall in the real
market value of the asset);

- tax increases in the real value of inventories and allow deductions for
real losses; and

- tax real interest income and allow a deduction for real interest expense.

Implementation of either a nominal or a real economic income tax base
therefore requires the taxation of all forms of income on an accruals basis. In
practice, however, it may not be feasible to include all forms of income in the
tax base and it may be necessary to continue to tax certain income only when
it is realised. The efficiency costs arising from these and any other remaining
deficiencies in the income tax system would be less under a real than a
nominal income tax base. This is because a real income tax base would ensure
that the disparity in the effective tax rates imposed on assets yielding taxable
and non-taxable returns would not increase during periods of inflation. Under
a nominal income tax base, effective tax rates would tend to increase with
increases in the rate of inflation, thereby encouraging increased investment in
assets yielding exempt forms of income.

The most appropriate goal for tax reform is therefore a real income tax base
since the implementation of such a base would minimise the effect of the
income tax system on both the pattern and level of investment and reduce the
efficiency costs arising from the remaining deficiencies of the tax base during
periods of inflation.
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4.4 Objectives of Inflation Indexation

An approximation to a real income base could be provided by inflation
indexation of the existing income base. This would involve adjustments for the
effects of inflation on assessable income and deductible expenditure incurred in
relation to assets that yield taxable profits on disposal, trading stock,
depreciable assets and financial arrangements.

The basic objective of inflation indexation is to replicate the real tax liabilities
which would arise in the absence of inflation. This ensures that capital income
and expenditure is measured for tax purposes in constant dollar terms, thereby
eliminating the effect of inflation on income tax liabilities (or effective tax
rates), subject to reasonable administrative and compliance costs. That is,
inflation indexation seeks to adjust capital income and expenditure for changes
in the purchasing power of money that have occurred since that income and
expenditure accrued to the taxpayer. Adjustments for the effects of inflation
would be made only at the time the income or expenditure in question is
recognised for tax purposes.

It is important to note that indexation by itself would not remedy any of the
other deficiencies in the tax base that were identified in Chapter 3. In other
words, indexation of the present historical cost tax base would not convert it to
a real economic income tax base because lack of an adjustment for inflation is
not the only problem with the present tax base. Thus, the current tax base
following indexation is best referred to as an "indexed" tax base, not a real
income tax base. The latter terminology will be used to mean a real economic
income tax base. Similarly, indexation would not change what is assessable or
deductible for tax purposes, nor the timing of that assessability or
deductibility. It would only change the unit of measurement from historical
dollars (or dollars of the day) to constant dollars at the time the income is
recognised for tax purposes.

4.5 Selection of an Appropriate Index

Although indexation is generally accepted as the most appropriate means of
adjusting capital income and expenditure for the effects of inflation,
considerable debate has arisen over the selection of an appropriate index to use
in that process.

As noted above, the objective of inflation indexation is to obtain a better
approximation of the real income derived by an entity during periods of
inflation by measuring capital income and expenditure in constant dollar
terms. The real income derived by an entity is the amount which could be
consumed or distributed over a period by that entity while maintaining a
constant level of real wealth. The main focus of the debate over the selection of
an appropriate index is on the manner in which the real wealth of an entity
should be defined. There are two competing approaches. One approach is to
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define real wealth in terms of the particular bundle of assets owned by that
entity. This approach suggests that an "asset specific" index should be
employed when measuring the real income of each entity. The alternative
approach suggests that real wealth of an entity should be defined in terms of
the command that entity has over goods and services generally. This approach
therefore suggests that a "general index" of the prices of goods and services
would be more appropriate for the purposes of deflating the nominal income
derived by an entity.

45.1 Asset Specific Indices : The CCA Approach

"Asset specific" indices are a feature of the Current Cost Accounting ("CCA")
approach to the measurement of real income. Under the CCA approach, real
income is defined as the amount which could be consumed or distributed over
a period by an entity while keeping that entity’s real wealth constant.
However, the CCA approach defines the real wealth of the firm in terms of its
ability to continue its existing operations (i.e. provide the same output of goods
and services). As a result, it seeks to restate the historical cost accounts of an
entity in a manner that better reflects the cost of maintaining the current
operations of that entity. In order to achieve this result, the CCA approach
applies an "asset specific" index to the physical and monetary assets of the
entity in order to gain some idea of how the real costs of undertaking its
operations have altered over time.

Whatever the merits of the CCA approach for financial reporting purposes, it
would be inappropriate (as noted by the McCaw Task Force on Tax Reform) to
employ such an approach to calculate income for tax purposes. Its application
would reduce the assessable income derived by the taxpayer from any increase
in the nominal prices of assets owned by that taxpayer, irrespective of its
cause. This includes increases that are due purely to price inflation, as well as
price increases that are due to real factors (i.e. where the monetary value of an
asset has risen faster than the rate of inflation). Consequently, under the CCA
approach, taxpayers would never be required to pay tax on capital income in
the form of increases in the real value of their assets. In effect, such an
approach suggests that any increase in the relative price of an asset would
make the owner of that asset worse off, whereas under a comprehensive
income definition, such an increase in the real value of an asset should be
included in the assessable income of that taxpayer.

As a result, if the CCA approach were used to measure real income for tax
purposes, it would result in the systematic under-taxation of the returns from
assets that are expected to increase in real value and the over-taxation of
returns assets which are expected to decline in real value.

45.2 General Price Index: The CPP Approach

A preferable approach to the measurement of real income for tax purposes is to
employ a general index of the prices of goods and services in the economy,
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rather than an index of the prices of assets owned by the entity in question.
This is because the wealth of an entity is dependent on that entity’s command
over goods and services in general, and that command will increase whenever
the prices of any of the assets it owns rise at a rate faster than the rise in the
general price level. This is the indexation methodology that underlies the
Current Purchasing Power approach to accounting.

There are a number of possible indices of the general price level available.

Consumer Price Index

One readily available index of the general price level is the Consumer Price
Index ("CPI").

The CPI is a retail price index. That is, it provides a measure of how the prices
of final consumer goods and services vary over time. Figure 4.1 indicates how
the CPI has varied over the last few years.

FIGURE 4.1: CPI1 AND GDP DEFLATOR AT FACTOR COSI
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The suitability of the CPlI as an index to deflate capital income and
expenditure has been questioned on a number of grounds. First, the CPI
provides only an approximation of the way in which the purchasing power of
money changes over time. Since it is clearly impossible to survey the prices of
all goods and services when constructing a general index of retail prices, some
restriction of the sample size is essential. With respect to the calculation of the
CPIl, this is achieved by selecting a "basket" of commodities that is
representative of the types of goods and services that are consumed by a
representative section of the population. The price of each of these commodities
is then surveyed and a weighted average is calculated. The weights applied to
the price of each commodity reflect the average expenditure per household on
each category of commodity plus the expenditure on related commodities, the
prices of which are not surveyed. This procedure avoids the need for a complete
survey of the prices of all goods and services. However, it also inevitably
reduces the accuracy of the CPI as a "cost-of-living" index. The CPI really only
measures the manner in which the retail prices of a fixed "basket" of consumer
goods and services changes over time.

Other inaccuracies arise because the "basket" of commodities is not continually
modified to ensure that it provides a constant level of satisfaction in the face of
changes in relative prices, tastes and the quality of commodities. To the extent
that consumers shift expenditure away from commodities that experience
relatively rapid price increases or the quality of the commodities in the basket
improves, the CPI will tend to exaggerate the consequent reduction in
purchasing power over time. A downward adjustment to the CPI could be made
in order to compensate for this bias. However, it would be difficult to estimate
the extent of this bias. There is a danger that the resultant adjustments may
lead to greater inaccuracies than the failure to adjust the basket of
commodities for these effects.

The time delay between the movement of commodity prices and the
construction and publication of the index also presents a number of practical
problems for the use of the CPIl as a deflator of income and expenditure in
respect of capital. The CPI is calculated on a quarterly basis. There is a lag of
a approximately six weeks between the end of the quarter and the time the
index is published. As a result, if an asset owner recognised capital income or
expenditure at the commencement of a quarter, it would be at least ten weeks
before that income or expenditure could be indexed in order to calculate the
inflation-adjusted amount of tax payable or expenditure deductible. This
constrains the frequency with which capital income and expenditure can be
adjusted for the effects of inflation.

The suitability of the CPIl has also been questioned on the grounds that it
reflects the indirect taxes that are levied on the goods and services it covers.
Consequently, if the CPIl were used to index capital income and expenditure
and the rate of GST or the rates of excise duties (e.g. on beer, cigarettes, etc.)
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were increased, the resultant increase in the CPI would reduce the amount of
revenue the Government collects from the taxation of capital income.
Conversely, any reduction in GST or excise taxes would increase the revenue
raised from the taxation of capital income. That is, the use of the CPI to index
capital income and expenditure will tend to erode the effectiveness of indirect
taxes as fiscal instruments. This suggests that it might be more appropriate to
either adjust the CPI to eliminate the effects of tax policy changes, or to
employ an alternative price index that does not vary with changes in indirect
taxes for the purposes of deflating capital income and expenditure.

Gross Domestic Product Deflator

One such alternative is the index of the price of Gross Domestic Product
("GDP") at "factor cost". As illustrated in Figure 4.1, the manner in which this
index has varied over the last few years differs to some extent from that of the
CPI. These differences arise from two important sources. First, the index of the
price of GDP at factor prices includes a broader range of goods and services
than the CPI. In addition to the prices of final consumer goods and services, it
also includes the prices of goods and services purchased by the Government for
public use as well as the prices of capital goods and services that are used as
intermediate inputs into the production of other goods and services. Second, it
attempts to value these goods and services at "factor cost" rather than at
market prices. That is, it attempts to exclude the effect of indirect taxes on
commodity prices. As a result, the price of GDP at factor cost can be expected
to rise in relation to the CPI if there is a fall in the real value of indirect taxes;
a reduction in the price of imported goods relative to domestically produced
goods; a rise in the price of capital goods in relation to consumer goods; or a
rise in the price of goods and services purchased by the Government relative to
to the price of goods and services bought for private consumption.

It is not clear that it is necessary to incorporate the prices of capital goods and
services into a price index that is intended to reflect changes in the purchasing
power of money. Although price inflation increases the prices of such goods and
services, it is really only final consumption that is relevant in determining the
satisfaction that an individual derives from money income. Investment in
capital assets is not an end in itself. Rather it is an indirect means of
increasing future consumption of final goods and services. Thus, an index of
consumption prices provides a more appropriate basis for assessing the
purchasing power of money income.

The assumptions underlying the calculation of the price of GDP at factor cost
also cast doubts on the extent to which the index is invariant with changes in
tax policy. The index is constructed on the assumption that only indirect taxes
are shifted forward onto consumers and cause the prices of goods and services
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to change. Direct taxes are assumed to affect factor returns rather than market
prices. These assumptions are somewhat unrealistic. As a result, although
GDP at factor cost is potentially less responsive to changes in indirect taxes
than the CPI, it will still tend to vary in response to reform of direct taxes.

Even if it were possible to obtain a general price index that was invariant with
changes in tax policy, it is far not clear that such an index would be
appropriate for the purposes of inflation indexation. Although such an index
might preserve the effectiveness of taxes as revenue raising instruments, it
would do so at the expense of the efficiency of the tax system. In the absence of
indexation, inflation is a form of taxation. Under a nominal income tax, an
increase in the rate of GST would not only increase government revenue by
increasing the prices of consumer goods and services, but it would also result
in a "windfall” increase in the revenue collected from the taxation of capital
income. This is because any increase in the rate of price inflation, regardless of
its source, will have the effect of increasing the effective tax rate on capital
income. Under an indexed income tax, however, a GST induced increase in the
CPI would not affect the effective tax rate on capital income, albeit at the
expense of a reduction in tax revenue relative to the revenue that would have
been raised under a nominal income tax. Thus, although the use of the CPI to
index capital income and expenditure may result in a reduction in the amount
of tax revenue raised by a given rise in GST, it collects that revenue in a more
efficient manner than would have been the case in the absence of such
indexation.

A further problem associated with the use of an index of the price of GDP at
factor cost is its availability. At the moment, there is approximately a two year
delay in the publication of national accounts data. As a result, considerable
resources would have to be shifted into reducing that delay before it would be
practicable to employ a GDP deflator for tax purposes.

In summary, it does not appear to be either desirable or feasible to employ an
index of the price of GDP at factor cost to adjust capital income for the effects
of inflation. The more appropriate general price index to employ for the
purposes of inflation indexation is the CPI.

4.6 Conclusion

The tendency of the current income tax system to overtax capital income and
distort patterns of investment during periods of inflation can be largely
attributed to the "historical cost" nature of the capital income base. Capital
income and expenditure are measured for tax purposes in current rather than
constant dollar terms. For example, profits realised on the sale of assets are
measured relative to their historical cost and depreciation deductions are based
on the historical costs of depreciable assets.
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In principle, these tax-induced distortions in the pattern of investment during
periods of inflation could be eliminated by moving the existing income tax
system onto either a real or a nominal basis. Under a nominal income base,
however, tax liabilities would depend on the rate of inflation. The most
appropriate goal for future reform is, in principle, a real income tax base.

In practice, an approximation to a real income base could be achieved by a
comprehensive indexation of capital income and expenditure for the effects of
inflation. This would involve indexation of assets that yield taxable profits on
disposal, trading stock, depreciable assets and financial arrangements. The
most appropriate index for this purpose is the Consumer Price Index. The
resultant series of adjustments would be consistent with those proposed under
the Current Purchasing Power accounting system.

"Asset specific" indices, such as those employed under the Current Cost
Accounting approach, would be entirely unsuitable for tax purposes. Such an
approach to the measurement of real income would favour investment in assets
that are expected to appreciate in real terms and penalise investment in assets
that are expected to decrease in real value.

The implications of comprehensive indexation for the neutrality of the tax

system, administrative and compliance costs, tax avoidance and government
revenue are examined in Chapters 5 to 9.
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CHAPTER 5:
INDEXATION OF ASSESSABLE GAINS

51 Introduction

Having outlined in the previous chapter the objectives of inflation indexation
and identified the best index, it is now appropriate to consider the feasibility of
comprehensively indexing the capital income base.

This chapter examines the manner in which assessable income realised on the
sale of an asset could be indexed for the effects of inflation. It examines the
extent to which indexation would improve the neutrality of the income tax
system and its implications for administrative and compliance costs. Chapters
6 to 8 then examine the mechanics of indexing trading stock, depreciable assets
and financial arrangements from a similar perspective.

For the purposes of the analysis undertaken in each chapter, it is assumed
that all other forms of capital income are subject to indexation.

5.2 Mechanics of Indexation

As noted in Chapter 3, inflation alters the effective tax rates on assessable
income realised on the sale of assets. In this case assessable income is
calculated as the difference between the consideration received on disposal less
the original cost of the asset (ignoring selling costs). Since the cost of the asset
is its historical cost while its sale price will usually rise with inflation, it is
clear that the seller’s tax liability will also rise with inflation.

This effect can be eliminated by indexing the historical cost of the asset for the
inflation that has occurred since that asset was purchased. The objective is to
state the cost of the asset in dollars with the same purchasing power as the
dollars of the period in which the asset is sold. Each item of capital
expenditure that has been incurred by the taxpayer over the ownership period
would also be indexed. This could be achieved in practice by multiplying each
item of expenditure by an indexation factor.

The indexation factor for each item of expenditure would be the amount equal
to the "index number" for the period of the year in which the asset was
disposed of divided by the index number for the period of the year in which the
capital expenditure was incurred. These index numbers would be published by
the Inland Revenue Department and would be based on the Consumer Price
Index ("CPI") published by the Government Statistician. The CPI is currently
available on a quarterly basis, and the Inland Revenue Department could
publish index numbers for each quarter of the year.
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The indexed original cost and capital expenditures would then be summed to
determine the "indexed cost" of the asset. The net taxable income derived on
the disposal of the asset would be calculated by subtracting its indexed cost
from any consideration received on the disposal of the asset.

There are three approaches taxpayers could employ to implement this
indexation methodology:

- defer the calculation of the indexed cost of the asset until it is
disposed of;

- calculate the indexed cost of the asset on an annual basis; or

- calculate the indexed cost of the asset every indexation period (e.g.
quarterly if index numbers are published for each quarter of the
year).

521 Calculation of the Indexed Cost of the Asset on Disposal

Individual taxpayers who own a limited range of non-depreciable assets for
relatively long periods of time and who do not expect to undertake frequent
capital improvements to those assets may prefer to record the date of purchase
of the asset and its cost, as well as the dates and costs of any subsequent
capital improvements, and defer the calculation of the indexed cost of the asset
until it is disposed of in whole or in part.

This approach can be illustrated by reference to the following example. For the
purposes of the example, it is assumed that the asset is purchased at the end
of a quarter, that any subsequent capital expenditure is also incurred at the
end of a quarter and that the asset is sold at the end of a quarter. Although
these assumptions are unrealistic, they simplify the presentation of the basic
mechanics of indexation. Section 5.2.2 examines the mechanics of indexation
under the more realistic assumption that assets are purchased, sold and
subjected to capital improvements on dates that do not coincide with the
commencement or the end of indexation periods (i.e. quarters).

Example

Consider the case of a taxpayer who acquires a block of land on 31 March 1980
(i.e. at the end of the March 1980 quarter) for $100,000 and undertakes capital
improvements to that asset on 30 June 1980 (i.e. at the end of the June 1980
quarter) and 30 September 1981 (i.e. at the end of the September 1981
quarter) which cost $10,000 and $20,000 respectively. The asset is
subsequently sold for $200,000 on 31 December 1981 (i.e. at the end of the
December 1981 quarter).
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The index numbers for the relevant quarters are:

March 1980 100.0
June 1980 103.6
September 1981 124.1
December 1981 128.2

The first step is to calculate the indexation factors (rounded to 3 decimal
places) to be applied to each item of expenditure. This is achieved in the
following manner:

Expenditure Item Index Factor

Original cost 128.2/100 = 1.282
Capital improvement (June 1980) 128.2/103.6 = 1.237
Capital improvement (September 1981) 128.2/124.1 = 1.033

The next step is to apply those indexation factors to each item of expenditure
in order to express the expenditure in December 1981 dollars and thereby
determine the indexed cost of the asset. This is achieved as follows:

Indexed cost = Indexed original + Indexed cost
cost of asset of capital
improvements

= $100,000 x 1.282
+ $10,000 x 1.237
+ $20,000 x 1.033

= $128,200
+ $12,370
+ $20,660

= $161,230

The taxable income on sale can then be calculated in the following manner:

Proceeds from disposal $200,000
Less: Indexed Cost $161,230
Taxable income $ 38,770

The approach outlined above may not be suitable for taxpayers who either
undertake frequent improvements to capital assets, or who report the book
values of their assets on a regular basis (e.g. business taxpayers). Such
taxpayers may find it preferable to update the original cost of their assets on
an annual or even a quarterly basis.
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522 Indexation of Assets Held for Part of a Quarter

So far, it has been assumed that the asset in question has been purchased, sold
and subjected to capital improvements at the end of an indexation period. This
assumption ensures that assets are not held for part of an indexation period
(i.e. the ownership period is an exact multiple of an indexation period).

In practice, assets will tend to be purchased, sold and subjected to capital
improvements on dates that fall somewhere within particular quarters. As a
result, assets will be held for only a fraction of the quarters in which they are
purchased or sold and capital improvements will only apply for a fraction of the
guarter in which they were incurred. This raises the issue of the appropriate
indexation treatment of the period of ownership of an asset that spans part of
a quarter.

It would be possible to prorate indexation for the number of days an asset is
held in the year it is acquired and make similar adjustments to other cash
flows but such an approach would tend to increase compliance costs by
increasing the complexity of the indexation calculations.

In view of these compliance costs and the fact that most of the assets that
produce taxable gains on sale are investment assets that are typically held for
periods in excess of one year, a preferable approach would be to require
taxpayers to use the index number of the first full quarter for which an asset
is held rather than to prorate the index number. That is, when calculating the
appropriate indexation factor to apply to the original cost of the asset, the
taxpayer would divide the index number for the quarter in which the asset is
sold by the index number for the first full quarter in which the asset is held.
Although this approach would reduce the indexation adjustment in some cases,
it would also substantially reduce compliance costs for the bulk of taxpayers
who hold assets for several years. As discussed in Chapter 9, a further benefit
of this approach is that it would help reduce the extent to which the indexation
provisions could be abused by taxpayers to reduce their tax liabilities.

5.2.3 Imputation and the Indexation
of Income Derived from the Sale of Shares

The indexation procedures would be used by both individuals and companies to
adjust the assessable income they derive from the sale of an asset for the
effects of inflation. Companies, however, would be able to pass credits through
to shareholders for any tax paid on indexed income. In addition, shareholders
would also be able to apply the indexation procedures outlined above to adjust
the assessable income they realise on the sale of shares for the effects of
inflation. No changes would be required to the imputation system. This process
is illustrated in the following example.
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Example

Consider the case of a company with one shareholder that purchases a block of
land on 1 April 1980 (i.e. at the beginning of the June 1980 quarter) for
$100,000 with the intention of deriving a profit on the sale of that land. The
land is eventually sold on 1 January 1982 (i.e. at the commencement of the
March 1982 quarter) for $200,000 and the after-tax profit is fully distributed to
the shareholder as is the credit for the company tax paid. It is assumed that
the marginal tax rate of the shareholder is the same as the company tax rate
(i.e. 33%). Following the receipt of the dividend, the shareholder then sells the
shares in the company.

The index numbers for the relevant quarters are:

June 1980 100.0
March 1982 128.2
Company

The indexed income derived by the company on the sale of the land and the
after-tax dividend payable to the shareholder are calculated in the following
manner:

Proceeds from disposal of land $200,000
Less: Indexed cost ($100,000 x 1.282) $128,200
Taxable income $ 71,800
Company tax @33% $ 23,694
After-tax profit $ 48,106

The after-tax profit is paid to the shareholder in the form of a dividend. The
value of the gross dividend (i.e. the dividend inclusive of imputation credits) is:

Gross dividend = Dividend + Tax credit
= $48,106 + $23,694
= $71,800

The initial value of the shareholder’s share in the company can be assumed to
be the same as the value of the land, that is, $100,000. However, following
payment of company tax on the profit from the sale of the land and the
distribution of the dividend to the shareholder, the value of the share is
assumed to be as follows:
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Value of share = Original Company Dividend

on 1 January 1982 value tax paid
= $200,000 $23,694 $48,106
= $128,200

Shareholder

The after-tax dividend income received by the shareholder is calculated as
follows:

Gross dividend $71,800
Less Tax @ 33% $23,694

$48,106
Plus Tax credit $23,694
After-tax dividend income $71,800

The tax payable on the income derived from the sale of the share is calculated
as follows:

Consideration received on disposal of share $128,200
Less: Indexed cost base ($100,000 x1.282) $128,200
Taxable income on disposal 0

Hence, in this example, no tax would be payable by the shareholder in respect
of either the dividend income or income derived on disposal of the shares. As a
result of the imputation system, the corporate and shareholder level taxes are
integrated, even when profits on sale of assets are indexed for inflation.

If, however, the income from real assets is indexed while interest income and
expenses are not, a somewhat different approach to the indexation of the
income realised on the disposal of shares might be required. This issue is
discussed in Chapter 10.

524 Partial Sale of Assets

The treatment of partial sales of assets that yield taxable profits on sale is
discussed in Chapter 15. Under the approach outlined in Chapter 15
expenditure is apportioned between the part of the asset disposed of and the
part retained. Expenditure which is apportioned to the part of an asset sold
should be indexed for inflation. This expenditure would be indexed in exactly
the same way as in previous examples.
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5.25 Division, Combination
and Changes in the Nature of Assets

Not all assets maintain their character over their economic lives. It is not
uncommon for an asset to be divided up into two or more assets (e.g. a block of
flats originally owned by one person that is subsequently divided up into a
number of strata title units), for two or more assets to be combined to form a
new asset, or for an asset to be modified to such an extent that it changes its
nature.

Sometimes these transformations will result in a recognition of accrued
income, whereas in other instances they will not. In either case, there is little
change required to current procedures to facilitate indexation of that income.
The only difference under an indexed system is that the book value employed
for the purposes of the calculations would be the indexed cost rather than the
historical cost of the asset.

For example, where asset transformations do not result in the recognition of
income, the indexed cost of the asset at the time of the transformation would
be apportioned to each of the new or modified assets that have been created by
the transformation in the same manner as is the current historic cost base.
This would ensure that on the sale of the new asset, all of the capital
expenditures incurred in the process of creating the asset have been adjusted
for the effects of inflation since they were originally incurred, even though they
were occurred prior to the creation of the asset. Where the original asset
continues to exist either in whole or in part after any of the transformations
described above, then the indexed cost of the asset would be calculated as if
such transformations had not occurred. The indexed cost would, however, be
reduced by the amounts of indexed cost that have been transferred to the new
assets.

5.2.6 Treatment of Involuntary Disposals

Where a depreciable asset is irreparably damaged, insurance receipts are
deemed to be assessable income. Where the receipts are for reparable damage,
amounts in excess of the expenditure incurred in making good the repair are,
in general, non-assessable but are subtracted from the property’s cost.

Example

Consider the case of a taxpayer who acquires an asset on 1 April 1980 for
$100,000. On 30 June 1981, the asset is damaged and the cost of repairs is
$20,000 which is recovered from an insurance company. These repairs are
conducted in September 1981. The asset is sold in March 1982 for $200,000.

The index numbers for the relevant quarters are:
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June 1980 100.0

June 1981 119.8
September 1981 124.6
March 1982 133.6

The first step is to calculate the indexed cost of the asset at the time the
insurance receipt is derived:

Indexed cost of asset at the time $100,000 x 119.8
the insurance proceeds are received 100
$119,800

The next step is to deduct the insurance proceeds received from the indexed
cost base to calculate the new indexed cost of the asset:

Indexed cost Insurance
in June 1981 proceeds received
in June 1981
= $119,800 - $20,000
= $99,800

The cost of repairs conducted in September 1981 would be added to the
indexed cost. The new indexed cost would be:

Indexed cost = Indexed cost + Cost of
in September 1981 prior to repairs repairs

= ($99,800 x 124.6/119.8) + $20,000
= ($ 99,800 x 1.040) + $20,000
= $123,799

The taxable income derived from the sale of the asset can be calculated as
follows:

Taxable income = Sale proceeds Indexed cost
in March 1982
= $200,000 ($123,799 x
133.6/124.6)
= $200,000 ($123,799 x
1.072)
= $67,259
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53 Treatment of Capital Losses

In principle, under an indexed income tax system, taxpayers should be able to
claim a deduction for real losses due to any excess of the indexed cost over the
consideration received on the disposal of an asset.

Restrictions on the deductibility of real losses are usually imposed where the
entire tax base is not indexed for the effects of inflation. In particular, real loss
restrictions typically seek to ensure that indexation is not indirectly extended
to interest expense. For example, in Australia taxpayers are first required to
determine whether a real gain has been realised by subtracting the indexed
cost of the asset from the consideration received on disposal. If there is no real
gain or a real loss, the taxpayer must calculate whether a nominal gain or loss
has been realised by subtracting the unindexed cost from the consideration
received. If a nominal gain has been realised, there is no tax liability. However,
if there is a nominal loss, then the loss is deductible. This procedure ensures
that only the real component of nominal gains is subject to tax and only the
nominal component of real losses is deductible.

Even if such a limitation on real losses succeeds in achieving its objectives of
reducing the scope for tax avoidance, it does so at the expense of increasing the
inefficiency and complexity of the income tax system. Limitations on real losses
can distort patterns of investment by deterring investment in assets that may
produce a real losses since those real losses would not be deductible. In
addition, restrictions on the deductibility of real losses would tend to lock
investors into holding assets with accrued real losses since any marginal gains
would be tax free so long as there are accumulated real losses. Since relatively
risky investments are more likely to yield real losses, real loss limitations are
likely to discourage risk-taking.

In summary, provided the scope for tax avoidance can be minimised, real losses
should be deductible just as real income is assessable.

5.4 Neutrality

If indexed rather than nominal income were taxable on sale, the effective tax
rate on the sale of assets would be independent of the rate of inflation. Table
5.1 below shows the effective tax rates on the real income derived on the sale
of an asset. It is assumed that the real pre-tax rate of return on the asset is
10% per annum and that the statutory tax rate is 33%. For comparison, the
effective tax rates on real income under an unindexed system are also shown.

CHAPTER 5: INDEXATION OF ASSESSABLE GAINS 133



Table 5.1
Effective Tax Rates on Real
Profits Derived on the Disposal of Assets

Unindexed Indexed
Inflation Rate

Holding Period (years) 0% 5% 10%

1 33 49 63 33

5 29 40 49 29
10 25 31 36 25
15 21 25 27 21
20 18 20 21 18
25 16 17 17 16
30 14 14 15 14
35 12 12 13 12
40 11 11 11 11
45 10 10 10 10
50 9 9 9 9

As shown in the table, the effective tax rates on realised profits under an
indexed system are the same as the rates that would apply in the absence of
inflation. It is important to note, however, that due to the effects of deferral of
tax until realisation, the effective tax rates under both the unindexed and the
indexed systems are closely similar for holding periods in excess of 25-30 years.

5.5 Administrative and Compliance Costs

The process of inflation indexation described above would be relatively
straightforward for taxpayers to apply and is unlikely to significantly increase
administrative and compliance costs.

The compliance costs associated with indexation would largely depend on the
approach adopted by taxpayers to calculate the indexed cost of their assets.

For example, taxpayers could simply keep a record of the date on which assets
are originally acquired, their prices, as well as the dates and amounts of
capital expenditure subsequently incurred in relation to the assets. The
calculation of the indexed cost of the asset could then be deferred until assets
are sold. This approach is probably the most suitable for taxpayers who
purchase non-depreciable assets with the intention of holding them in the
longer term and who do not expect to be making frequent capital
improvements to the asset over the ownership period.
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Businesses which own a wide variety of depreciable assets may find it simpler
to update the indexed cost of their assets on either an annual or quarterly
basis. This would ensure that only one indexation factor would have to be
applied to the indexed cost figures for the previous year or quarter in order to
calculate the indexed cost of all assets in the next period. If the indexed cost of
all assets were updated on a quarterly basis, any capital expenditure incurred
in relation to an asset during the quarter could simply be added to the indexed
cost base.

5.6 Conclusion

Assessable income realised on the disposal of an asset could be adjusted for the
effects of inflation by indexing the original cost of the asset and the cost of any
subsequent capital improvements for inflation since the capital expenditure
was incurred. Although this would not eliminate the advantages taxpayers
could derive from investing in those assets and deferring their tax liabilities, it
would ensure that the effective tax rates applying to such income do not vary
with inflation.

This process of indexation is relatively straightforward and is unlikely to
significantly increase administrative and compliance costs. Taxpayers would
have considerable flexibility to reduce their compliance costs by adjusting the
frequency with which they calculate the indexed cost of their assets (e.g.
guarterly, annually or at the time of sale).
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CHAPTER 6:
INDEXATION OF TRADING STOCK

6.1 Introduction

Inflation can significantly alter the effective rates of tax applying to income
derived from trading stock as was discussed in Chapter 3. This chapter
examines how assessable income from trading stock could be adjusted for the
effects of inflation and analyses implications of indexation for neutrality of the
income tax system and administrative and compliance costs.

6.2 The Nature of Trading Stock

It is useful to consider first the nature of trading stock and its current tax
treatment since these factors are influential in the selection of an appropriate
indexation methodology.

Trading stock is defined in section 85(1) of the Income Tax Act to include
anything that is:

- produced or manufactured; and

- acquired or purchased for the purposes of manufacture, sale or
exchange; and

- livestock; and

- anything on which expenditure is incurred after 23 October 1986
which would be trading stock if possession were taken.

Land and any part of land (e.g. fruits of the soil such as vegetables, trees, soil
and minerals) is excluded from the definition of trading stock. Although debt
instruments which constitute financial arrangements under section 64B of the
Income Tax Act are also excluded from the definition of trading stock if they
are subject to the accrual provisions outlined in sections 64B to 64M of the Act,
certain bank debts acquired by dealers in shares and securities have been
classified as trading stock. For the purposes of this chapter, however, it will be
assumed that trading stock excludes all debt instruments. The indexation of
debt instruments is examined in Chapter 8.

Trading stock is similar in many respects to the assets discussed in Chapter 5
which produce assessable gains on sale. All of these assets produce assessable
income on sale and deductions are allowed for their cost. For example, shares
and other property acquired for the purpose of making a profit on sale may be
taxable in the hands of individual investors in the manner outlined in Chapter
5, while identical assets in the hands of dealers in shares or other property
may be treated as trading stock.
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There are, however, two general differences between trading stock and the
assets discussed in Chapter 5:

- it is often extremely difficult, if not impossible, to distinguish
between different units of trading stock. Although businesses which
carry only small quantities of stock with high unit values may find it
both desirable and feasible to keep track of the purchase and sale
prices of individual units of stock, this will usually be impossible for
taxpayers holding large volumes of identical units of trading stock
with low unit values (e.g. the raw material inputs used by many
manufacturing industries); and

- unlike the assets referred to in Chapter 5, trading stock is not
normally purchased as a long term investment. Although
expectations of increases in the value of trading stock do influence
the stockholdings of some businesses (e.g. share dealers), the primary
reason for holding stocks is to ensure a ready supply of goods to meet
fluctuations in the demand (e.g. to avoid transportation delays).
There are substantial costs and risks associated with holding stocks
of assets, including possible deterioration, damage and changes in
consumer tastes. These costs are typically minimised by minimising
stock levels as well as the stockholding period.

In recognition of these differences, the income tax system has a specific regime
for the calculation of assessable income for trading stock. Each year, taxpayers
are assessable on any variation in the value of the trading stock. In practice,
this is achieved by allowing a deduction for the value of opening stock and
including the value of closing stock in assessable income.

The value of trading stock at the beginning of a year is equivalent to its value
at the end of the preceding year (except in the case of a business that has
commenced trading during the year, in which case opening stocks are valued at
the cost price of the trading stock purchased in that initial year).

Taxpayers have the option of valuing trading stock at its cost price, current
market value or replacement cost. Special valuation methodologies are also
available for certain types of stock (eg livestock). The same valuation
methodology need not be applied to all trading stock held by the taxpayer, but
it must be applied consistently.
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Valuation of stock at cost is a relatively straightforward process for some types
of stock (e.g. high-unit value, low-turnover items) but not others. For this
reason, taxpayers are allowed to employ a range of general methods for
determining the cost of stock on hand, including:

- "first-in, first-out” ("FIFO"). This method assumes that each unit of
stock is disposed of in the order in which it was acquired. That is, the
first unit acquired is assumed to be the first unit sold and so on.
Closing stock is therefore valued at the cost of the most recently
acquired units;

- average cost. This approach involves adding the cost of any stock
purchased in the year to the cost of opening stock and calculating the
average unit cost of the stock. This is used to value the cost of any
stock sold or consumed. This approach is employed by some
manufacturers who retain stocks of raw material inputs for lengthy
periods of time;

- standard costs. Under this method, the cost of closing stock is
determined by reference to a predetermined standard unit cost; and

- adjusted selling price. This method involves the determination of the
cost of closing stock by reducing the retail selling prices of stock by
an amount equal to the normal gross profit margin. It is typically
employed by businesses where retail price lists are readily available.

Taxpayers who elect to value their stock at market value rather than at cost
must determine the amount that their trading stock could be sold for in the
normal course of business on the last day of the income year. This method is
often applied in circumstances where the value of stocks on hand may fall due
to deterioration, obsolescence, damage or changes in fashion.

Alternatively, taxpayers who elect to value stock at replacement cost must
determine the cost of replacing the stock at balance date. Ordinarily, this is the
purchase cost of the goods on that date except where it would have been
necessary to order the stocks at an earlier date to secure supply by the balance
date. In that instance, stocks are valued at their cost at the time of the order.

In summary, regardless of the method employed by taxpayers to determine the
value of trading stock, the tax system treats trading stock as if it were one
asset. Each year, the cost of any expenditure incurred in acquiring additional
stock is deductible and any income derived from the sale of trading stock is
assessable. In reality, however, the trading stock that a business has on hand
at any point in time is comprised of a range of assets that have been purchased
at different dates in either that or earlier financial years. Stock will also be
sold at different dates in either that year or subsequent income years.
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6.3 indexation Methodologies

Any method of indexation that is applied to trading stock needs to be
compatible not only with the nature of trading stock and its existing tax
treatment, but also with the indexation methodologies proposed for the income
derived from other assets. Various indexation method are outlined below. They
are evaluated from the point of view of their ability to improve the neutrality
of the tax system during periods of inflation and their implications for
administrative and compliance costs.

6.3.1 Indexation of Individual Units of Trading Stock

As noted in section 6.2, in some cases individual units of trading stock are
readily identifiable and it is feasible for taxpayers to keep detailed records of
the purchase and sale dates as well as the value of each unit of stock on those
dates (e.g. consumer goods with high unit values). In these circumstances, it
would be possible, in principle, to employ an indexation methodology similar to
that outlined in Chapter 5. The cost of each unit of trading stock would be
indexed for the effects of inflation over the period it is held. That is, profit on
the sale of each unit of stock could be computed as:

sale proceeds - indexed cost.

In view of the fact that trading stock is often held for relatively short periods
of time, it would be necessary to employ daily indexation factors for the
purposes of calculating the indexed cost of each item of trading stock. Since the
CPI is currently available only on quarterly basis, this would require some
daily apportionment of those quarterly index numbers as discussed in Chapter
5. Application of the indexation methodology proposed in Chapter 5 for assets
which produce assessable profits on sale would be inappropriate since it would
effectively deny indexation to businesses which turn over their trading stock
more frequently than once a quarter. This would discriminate against
businesses with rapid stock turnover.

The effects of inflation on trading stock that is held for relatively short periods
of time might appear to be relatively insignificant during periods of moderate
inflation. However, this is only the case if stock is not replaced. Where a
constant pool of trading stock is maintained over the year and the stock is
turned over frequently, the denial of indexation for stocks held for less than
are full quarter would in effect deny indexation for the entire value of trading
stock held over the year.

For other types of trading stock, it is not always feasible for taxpayers to keep
track of the purchase and sale dates of each item of stock. For these types of
trading stock, the selection of an appropriate indexation methodology is
constrained by the manner in which the trading stock is currently valued.
Taxpayers who currently value trading stock on a FIFO basis could employ the
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indexation methodology described above, even though it may not be feasible to
identify individual units of trading stock. This is because taxpayers have to
keep records of the date and cost of stock purchased and the dates and cost of
stock sold in order to be able to apply the FIFO method.

6.3.2 Index Trading Stock as One Asset

Rather than index each item of trading stock for the effects of inflation, an
alternative approach would be to treat trading stock as one asset and adjust
the income derived from that asset each year for the effects of inflation over
that year. As noted in section 6.2, income from trading stock is currently
calculated as follows:

Sales revenue

plus Value of closing stock
less Expenditure on purchases
less Value of opening stock

Other expenses of running a business, such as salaries and wages are also
deductible but are not considered here.

Since all of these amounts are currently expressed in nominal dollars, in
principle each would have to be adjusted for the effects of inflation in order to
ensure that all income and expenditure incurred in relation to trading stock is
valued in end of year dollars. In practice, however, it is really only feasible to
provide an adjustment for the effects of inflation on the value of stocks held
over the year. The compliance costs associated with indexing sales revenue and
the cost of purchases for the effects of inflation would be prohibitive.

There are a number of possible approaches to adjusting the value of trading
stock for the effects of inflation.

One possible approach is to provide taxpayers with a deductible "inflation
adjustment” for the effects of inflation on the average value of trading stock
held over the accounting year. There are a number of possible variants of this
approach depending on the manner in which the average value of stocks is
estimated. These include:

- indexing opening stock. This method employs the value of opening
stock as a proxy for the average value of stock held over the period.
It involves the adjustment of opening stock for the effects of inflation
over the entire accounting year;

- indexing the average of the opening and closing stocks. This method
seeks to obtain a more accurate estimate of the stock level over the
accounting year by calculating a simple average of opening stock and
closing stock and then adjusting this amount for the effects of
inflation; and
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- indexing the average stock level during the year. This method would
involve calculating a quarterly or monthly average of the value of
stock (in either current or end of year dollar terms) and the
adjustment of this amount for the effects of inflation over the year.

In each case, the inflation adjustment involves multiplying the average value
of stocks by the inflation rate over the period. Under each of the approaches, it
is important to ensure that stock on hand at the end of the year which has
been held for a significant period of time is valued in end of year dollars. Any
method that achieves this would be acceptable including market value,
replacement cost, or standard cost. Moreover, if stock is valued on a FIFO basis
and turns over rapidly, its costs when acquired would normally provide a
reasonable measure of its cost in end of year dollars. If, however, the stock
turns over slowly, it would be necessary to adjust the value of those stocks for
the effects of inflation between the dates of purchase of those stocks and the
end of the accounting year.

Another approach, which is sometimes seen as a substitute for indexation, is to
calculate the cost of stock on hand at balance date on a "last-in, first-out"
("LI1FO™) basis. The effect of this rule is that the cost of stock on hand is always
taken to be the cost of the first unit(s) of stock purchased.

The mechanics of each of these indexation methodologies can be illustrated by
reference to the following example.

Example

Assume that a taxpayer acquires 100,000 units of trading stock for $1 per unit
on 31 March 1980. The value of opening stock on 1 April 1980 is therefore
$100,000. Assume also that at the end of each subsequent quarter, the
taxpayer sells 25,000 units of trading stock and uses the proceeds to purchase
another 25,000 units. That is, a constant quantity of 100,000 units of trading
stock is maintained throughout the year. The nominal values of these sales and
purchases under conditions of 0% and 2% inflation are as follows:

Value of Stock

Inflation = 0% Inflation = 2%

Date Purchases Sales Purchases Sales

$ $ $ $
31 Mar 1980 100,000.00 0 100,000.00 0
30 Jun 1980 25,000.00 25,000.00 25,500.00 25,500.00
30 Sep 1980 25,000.00 25,000.00 26,010.00 26,010.00
31 Dec 1980 25,000.00 25,000.00 26,530.20 26,530.20
31 Mar 1981 25,000.00 25,000.00 27,060.80 27,060.80
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If stocks were valued on a FIFO basis, the composition and value of closing
stock as at 31 March would be as follows:

Value of Stock

Inflation = 0% Inflation = 2%
25,000 units purchased 25,000.00 25,500.00
on 30 June 1980
25,000 units purchased 25,000.00 26,010.00
on 30 September 1980
25,000 units purchased 25,000.00 26,530.20
on 31 December 1980
25,000 units purchased 25,000.00 27,060.80
on 31 March 1981
Closing stock as at 100,000.00 105,101.00

31 March 1981

Alternatively, if the stock was valued at replacement cost, the value of closing
stock as at 31 March would be $108,243.22.

Taxable income derived from trading stock for the year ending 31 March 1981
would be calculated as follows (assuming stocks are valued on a FIFO basis):

Value of Stock

Inflation = 0% Inflation = 2%
$ $
Sales revenue 100,000.00 105,101.00
plus Closing stock 100.000.00 105,101.00
less Purchases 100,000.00 105,101.00
less Opening stock 100,000.00 100,000.00
Taxable income 0 5,101.00

That is, in the absence of inflation indexation, the taxpayer in this instance
would be overtaxed by $5,101 since in the absence of inflation the taxpayer
would not have derived any assessable income.

The various indexation methodologies which could be employed to reduce the

effects of inflation on the assessable income produced by trading stock are
illustrated below by reference to the above example.
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Index Opening Stock

This method uses the value of opening stock as a proxy for the average value
of stock on hand throughout an income year. Regardless of the manner in
which trading stock is valued, this method would calculate the inflation
adjustment by multiplying the opening cost of trading stock by the rate of
inflation over the year. Quarterly index numbers could be employed for this
purpose. This inflation adjustment would be calculated as follows:

Inflation adjustment Opening cost x (A - 1)
where:

Index number for end
of accounting period

Index number for end
of preceding accounting period

In the case of the example under consideration, the inflation adjustment would
be $8,243.22.

A deduction would then be allowed for this inflation adjustment in calculating
taxable income.

The calculation of taxable income is outlined below under the assumptions that
closing stocks are either valued on a replacement cost or FIFO basis.

FIFO Replacement
Basis cost
Sales revenue $105,101.00 $105,101.00
plus Closing stock $105,101.00 $108,243.22
less Purchases $105,101.00 $105,101.00
less Opening stock $100,000.00 $100,000.00
less Inflation adjustment $8,243.22 $8,243.22
Taxable income -$3,142.22 $0

This methodology would be relatively simple for most taxpayers to apply,
including those who value their closing stock at average cost, standard cost,
adjusted selling price, market value or replacement cost.

As illustrated above, however, the simplicity of this methodology is achieved at
the expense of some inaccuracy in the adjustment to opening stocks for the
effects of inflation. In this instance, it results in the under-taxation of income
from trading stock when trading stock is valued on a FIFO basis. This
inaccuracy arises because the stock on hand at the end of the income year is
valued in dollars at the time the stock was purchased rather than end of year
dollars.
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In order to accurately adjust income from trading stock that is valued for tax
purposes on a FIFO basis, it would be necessary to adjust the value of all units
of stock held at the end of the accounting year for the effects of inflation since
the dates of purchase of that stock. This could be achieved by multiplying the
nominal values of the stock purchased throughout the year by an amount equal
to the rate of inflation that has occurred between the date of purchase and the
end of the accounting period. That is, the $25,550 of stock purchased on 30
June 1980 would be adjusted for the effects of 3 quarters of inflation, the
$26,020 of stock purchased on the 30 September 1980 for the effects of 2
quarters of inflation, and the $26,530.20 of stock for the effects of one quarter
of inflation. These amounts could then be added to the nominal value of the
stock purchased on 31 March 1981 to determine the indexed cost of closing
stock as at 31 March 1981. These calculations are outlined below:

Indexed closing stock = $25,500.00 X 1.06
+ $26,010.00 X 1.04
+ $26,530.20 X 1.02

= $8,243.22

Taxable income from trading stock for the year ending 31 March 1981 would
then be calculated as follows:

Sales revenue $105,101.00
plus Indexed closing stock $108,243.22
less Purchases $105,101.00
less Opening stock $100,000,00
less Inflation adjustment $8,243.22
Taxable income $0

This approach of indexing closing stocks for the effects of inflation as well as
allowing a deduction for the inflation rate multiplied by the average level of
stock on hand can be referred to as the "indexed FIFO" methodology. The size
of the closing stock adjustment depends on the frequency with which trading
stock is turned over. The more frequently stocks are turned over, the smaller
the closing stock adjustment. For instance, if all stock were turned over every
guarter, the indexation of opening stocks alone would give the same result as
the quarterly indexed FIFO approach.

Index the Average Stock Level

As discussed above, the simplest but also least accurate method of calculating
average stock on hand is by using opening stock. A second possibility is to take
the average of opening and closing stock in order to gain a better estimate of
the value of stock held over the year. This option was suggested by the McCaw
Committee. This amount is then multiplied by the rate of inflation over the
accounting year to determine the appropriate inflation adjustment.
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The indexation adjustment would be calculated as follows:

Inflation adjustment = (A + B) x (C-I)
2
where:
A = Opening stock
B = Closing stock
C = Index number for end of accounting year

Index number for end of preceding
accounting year

In the case of the example under consideration:

($100,000 + $105,101) x 0.082

Inflation adjustment
2

$8,453.24

Assuming that trading stock is valued on either a replacement cost or indexed
FIFO basis, assessable income from trading stock for the year ending 31 March
1981 would then be calculated as follows:

Sales revenue $105,101.00
plus Closing stock $108,243.22
less Purchases $105,101.00
less Opening stock $100,000.00
less Inflation adjustment $8,453.24
Taxable income - $210.02

This particular indexation methodology could be employed by most taxpayers,
regardless of whether they calculate the value of their closing stocks on a cost,
market value or replacement cost basis.

In order to gain a more accurate measure of the level of stocks held over the
accounting year, an average could be taken of the value of stocks held at
regular intervals throughout the year (e.g. quarterly, monthly, or even daily).
This average stock level would then be adjusted for the effects of inflation over
the accounting year by multiplying it by the inflation rate over the period. The
inflation rate over the period is equivalent to the ratio of the index number for
the quarter in which the accounting year ends to the index number for the
guarter in which the previous accounting year ended, minus one. The resultant
amount would constitute an inflation adjustment which would be deductible for
tax purposes.
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In the case of the example under consideration, taxable income under the
average stock method would be calculated as follows (assuming stocks are
valued on a replacement cost or indexed FIFO basis):

Quarterly average
of nominal stock

Sales revenue $105,101.00
plus Closing stock $108,243.22
less Purchases $105,101.00
less Opening stock $100,000.00
less Inflation adjustment $8,347.29
Taxable income $104.07

This indexation method would be appropriate only for taxpayers who are able
to determine their stock levels throughout the year. As discussed in section 6.2,
taxpayers tend to monitor the value of stock on hand throughout the
accounting year at different frequencies. For example, many large businesses
employ perpetual inventory control systems to keep constant track of the value
of their stock on hand. However, there are many small businesses who may not
have an accurate estimate of stock on hand throughout the year. This suggests
that requiring indexation on a quarterly basis would impose excessive
compliance costs on some taxpayers. Any requirement for taxpayers to report
guarterly stock levels would have to be restricted to those taxpayers with
average stock levels that exceed a specified value (e.g. $1 million).

LIFO

It is often argued that income from trading stocks could be adjusted for the
effects of inflation by calculating the value of closing stocks on a "last-in,
first-out" (LIFO) approach to inventory accounting. This approach is not
currently accepted by the Inland Revenue Department.

Once again, this approach can be illustrated by considering its application to
the above example. Under a LIFO approach, the units of stock on hand at the
end of the accounting year are assumed to be the ones that were first acquired.
That is, the 100,000 units of stock on hand as at 31 March 1981 are assumed
to be the original 100,000 units that were acquired for $1 each on 31 March
1980. As a result, as at 1 March 1981 the taxpayer is deemed to have sold all
of the units of stock that have been purchased since 1 April 1980 and the
100,000 units that were purchased on 31 March 1980 are deemed to be on
hand. The value of closing stock under a LIFO approach is therefore $100,000.

Taxable income from trading stock for the year ending 31 March 1981 would be
calculated as follows:
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Sales revenue $105,101.00

plus  Closing stock (LIFO) $100,000.00
less Purchases $105,101.00
less Opening Stock $100,000.00
Taxable income $0

In this particular instance, the valuation of closing stocks on a LIFO basis
would ensure that no inflationary gains in the value of trading stock were
recognised for tax purposes. Once again, this result is due to the particular
assumptions that have been made about the timing and quantities of stock
purchased and sold throughout the year.

However, LIFO is an inaccurate method of adjusting the income produced by
trading stock for the effects of inflation. Such a method would certainly reduce
the taxable income from trading stock during periods of general price inflation.
However, the benefits of LIFO are only obtained to the extent that stock levels
are maintained indefinitely. Once stock levels are run down, the benefits of
LIFO would decrease. In addition, LIFO would also reduce assessable income
when the price of trading stock in question rises in relation to other assets. As
discussed in Chapter 4, such an adjustment would tend to reduce economic
efficiency by distorting the relative rates of return offered by different assets.
For this reason, the calculation of the value of closing stocks on a LIFO basis
is not considered to be an appropriate approach to adjusting the assessable
income derived from trading stock.

6.4 Neutrality

Provided stock on hand at the end of the year is valued using up-to-date
costings, any of the indexation procedures discussed above would substantially
remove the effects of inflation for firms with stock levels which do not change
much throughout a year. For firms with fluctuating levels of stock, the better
the measure of average stock levels, the more accurately will be the inflation
adjustment. More frequent determinations of trading stock levels are desirable
where practicable to obtain as an accurate a measure as possible of average
stock levels.

6.5 Administrative and Compliance Costs

Irrespective of the frequency with which stock levels are determined for the
purpose of calculating the average stock level in a year, it is essential that
trading stock is valued in end of year dollars if the adjustment for inflation is
not to overcompensate for inflation. Some taxpayers such as those who value
trading stock at market value, replacement or adjusted selling price already
use values which are based in end of year dollars. For those who use a FIFO
basis, it would be necessary to ensure that the price of stock on hand that is
deemed to have been acquired in quarters which precede the final quarter of
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an income year is grossed up to take account of inflation since the date of
purchase. This would produce some increase in compliance costs but the
information needed to conduct this adjustment is already available. In order to
operate a FIFO system it is necessary for taxpayers to know the costs of items
of stock and when this stock was acquired.

The compliance costs that would be encountered by taxpayers when calculating
average stock levels for the purposes of the indexation provisions depend on
the manner in which they currently account for this inventory and the
frequency with which they are required to calculate stock levels.

Indexing the average of the opening and closing stocks appears to be a low-cost
method of estimating average stock. Such an approach to indexation could be
implemented by most taxpayers at little additional compliance cost.

It is also apparent that many taxpayers who already employ sophisticated
inventory accounting systems are likely to be able to implement more accurate
procedures for determining the average level of stock on hand without this
substantially increasing their compliance costs. For such taxpayers, a more
accurate measure of average stock levels could be obtained. For example, it
would be feasible for many taxpayers currently employing sophisticated
inventory accounting systems to compute the average level of trading stock on
a quarterly, monthly or even daily basis.

This suggests that it may be appropriate to structure the indexation provisions
for trading stock according to the level of sophistication of taxpayers inventory
accounting systems. Small taxpayers who employ relatively unsophisticated
inventory systems (e.g. those monitoring their stock levels only once a year)
could be allowed to adjust the value of their opening stocks for inflation using
the indexed average of opening and closing stock methodology. Those taxpayers
employing more sophisticated accounting systems (e.g. those with average
stock levels in excess of $1 million) might be required to compute average stock
levels on a quarterly basis. Such a "tiered" approach to the indexation of
trading stock would ensure that the potential benefits of indexation are better
matched to the associated compliance costs.

6.6 Conclusion

In principle, it is possible to index individual units of certain types of trading
stock in the manner outlined in Chapter 5 for assets that produce taxable
profits on sale. In practice, however, the compliance costs associated with such
an indexation methodology would be prohibitive.
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The preferable approach is to treat trading stock as a single asset and to index
the income produced by that asset for the effects of inflation. This would be
achieved by estimating the average value of trading stock over the accounting
period and requiring taxpayers to use a method of valuing trading stock which
is based in dollars of the final quarter of an income year. A deductible inflation
allowance would be provided to compensate taxpayers for the effect of inflation
on the average value of the asset over the accounting year. A "tiered" approach
to the estimation of the average value of trading stock would be adopted.
Under this approach, the majority of taxpayers who currently employ relatively
unsophisticated inventory systems would calculate the average value of their
stocks on the basis of a simple average of the opening and closing stock. Those
taxpayers who currently employ more sophisticated inventory control systems
(e.g. those with average stock levels in excess of say $1 million) would calculate
the average value of their stock by calculating the average value of their
guarterly stock levels expressed in end of year dollars. Such an approach would
ensure that the potential benefits of indexation are better matched to the
associated compliance costs.
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CHAPTER 7:
INDEXATION OF DEPRECIABLE ASSETS

7.1 Introduction

Inflation increases the effective tax rates imposed on the real income produced
by depreciable assets over their economic lives. It does this by eroding the real
value of the depreciation deductions allowed for loss in the value of assets that
cannot be made good by repairs and maintenance.

The erosion of the real value of depreciation allowances occurs because the two
most common methods of calculating depreciation deductions (i.e. the cost price
basis and the diminishing value basis) both provide depreciation allowances
based on the historical cost of the asset. Allowable depreciation deductions are
therefore expressed in historical dollars rather than in constant dollars of the
periods in which depreciation deductions are claimed. The greater the
cumulative inflation of the general price level that has occurred between the
date that an asset was acquired and the date at which a given depreciation
deduction is allowed, the lower will be the real value of that deduction to the
taxpayer and, other things being equal, the larger will be the extent to which
assessable income overstates real economic income.

In addition, the depreciation recovery provisions of section 117 of the Act
operate to bring into assessable income, at the time of disposal of a depreciable
asset, an amount equal to any excess of the consideration received on sale over
the depreciated value of the asset, up to a maximum equal to the sum of the
allowed depreciation deductions. The depreciated value of the asset and the
sum of the allowed depreciation deductions are stated in the historical dollars
of the date on which the asset was acquired. By contrast, the consideration
received on sale of the asset is measured in terms of current dollars of the date
of sale. It follows that, where the general price level has increased between the
date of acquisition and the date of sale, the recapture provisions will often claw
back depreciation deductions that have in any case understated the fall in the
real value of a wasting asset. Thus, the overstatement of real income during
the period that a depreciable asset is used by a taxpayer in the production of
assessable income is compounded by a further overstatement of real income
when the asset is sold.

This chapter describes the proposed method of indexing depreciation
allowances for the effects of inflation and assesses the impact of this reform on
the neutrality of the tax system and its implications for administrative and
compliance costs.

7.2 The Objective of Indexation

Any assessable income generated by depreciable assets such as buildings,
plant, machinery and equipment is currently recognised for tax purposes on an
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annual basis. In the course of deriving that assessable income, taxpayers are
allowed, at the Commissioner’s discretion, to deduct an annual allowance for
any loss in the value of the asset due to fair wear and tear which cannot be
made good by repair. These annual depreciation allowances are based on the
original cost of the asset and are intended to spread that cost over the useful
life of the asset.

In all cases, the objective of indexing depreciation allowances is to preserve
their real value in situations where the general price level has increased
between the time that a depreciable asset is acquired and the dates on which
the depreciation deductions in respect of that asset are allowed.

Depreciation indexation, in conjunction with an indexed balancing adjustment
in the year of sale, is intended to ensure that the sum of the allowable
depreciation deductions over the period that the asset is held, less any claw
back at time of sale (all consistently measured in constant dollars of the time
of sale), provides a workable approximation to the difference between the sale
price of the asset and its acquisition cost converted to constant dollars at the
time of sale.

Indexation is not designed to correct for any deficiencies in the timing of
allowable depreciation deductions that might exist in the absence of inflation.

7.3 The Mechanics of Indexation

The two most commonly employed methods of depreciation are the diminishing
value basis and the cost price basis.

The diminishing value basis defines the depreciation allowance for a year as a
fixed percentage (the depreciation rate) of the opening book value and makes
the opening book value the previous year's opening book value less the
depreciation allowance of that previous year.

The cost price basis defines the annual depreciation allowance as a fixed
proportion of the original cost of the asset. The cost price, or straight line basis,
thus spreads the depreciation allowance in equal amounts over an estimated
asset life.

Indexation of Diminishing Value Depreciation
In order to provide inflation indexation for depreciation allowances taken on a
diminishing value basis, it is proposed that the allowable depreciation in each

year would be calculated prior to the indexation of the value of the asset for
the annual change in the CPIL.
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Thus, the depreciation allowance for tax purposes in any year would be
calculated as:

Indexed Opening Value x Depreciation Rate

In the year the asset is acquired, the indexed opening value would be its
(unindexed) acquisition cost and allowable depreciation would be prorated
according to the proportion of the year that the asset has been held.

In subsequent years, the indexed opening value would be the indexed closing
value of the previous year.

The indexed closing value in any year would be calculated as:
(Indexed Opening Value - Depreciation Allowance) x Inflation Factor

In any full year for which the asset is held, the inflation factor would be the
ratio of the CPI in the final quarter of the year to the CPI in the final quarter
of the previous year. In the year of acquistion, the inflation factor would be the
ratio of the CPI in the final quarter of that year to the CPI in the quarter that
the asset was purchased.

As at present, no separate depreciation deduction would be provided in the
year of sale. The indexed cost for the purposes of the balancing adjustment in
the year of sale would be:

Indexed Opening Value x Inflation Factor

In the year of sale, the inflation factor would be the ratio of the CPI in the
quarter that the asset is sold to the CPI in the final quarter of the previous
year.

The effect of these rules would be that depreciation is not inflation adjusted in
the year in which the asset is acquired.

It is proposed that the depreciation recovery provisions of section 117 would be
amended so that the balancing adjustment in the year of sale of a depreciable
asset is equal to the difference between the consideration realised on sale of
the asset and its indexed cost.

The effect of section 117 would then be to make a balancing adjustment in the
year of sale for any difference between the allowed real depreciation deductions
(expressed in constant dollars at the date of sale) and the actual change in the
real value of the asset over the period it has been held.
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Section 117 limits the amount included in assessable income in respect of a
depreciable asset to the sum of the previously allowed depreciation deductions.
Consistent with the removal of capital income exemptions, it is proposed that
this limitation would be removed in an indexed tax system. When depreciation
is indexed, the depreciation recovery limitation would, in any case, only come
into operation in cases where real depreciation has been allowed in respect of
an asset which has in fact appreciated in real value between the time of
acquisition and the time of sale. In such (presumably rare) instances, the tax
treatment received by the asset would in any case have been very concessional
relative to other assets which show a real gain at time of sale.

With these amendments to section 117, the indexed book value of a depreciable
asset would play the same role in the calculation of the realised real gain or
loss on sale as the indexed cost would for non-depreciable assets.

Example

Consider the case of a firm that purchases an asset for $1,000 at the end of the
second quarter of its financial year, holds the asset through the next year and
sells it for $880 at the end of the third quarter of the third year. Assume that
the allowed depreciation rate is 20%, that the annual inflation rate is 10% and
that the CPI in the final quarter of the financial year prior to that in which the
asset was purchased is 100. The CPl will then be 105 in the quarter of
acquisition, 110 at the end of the first year, 121 at the end of the second year
and 130 in the quarter of sale.

First Year

Acquisition Cost: $1000

Depreciation Allowance: $1000 x 0.2 x 0.5 = $100
Memo Item: Historical Cost Depreciation = $100
Indexed Closing Value: ($1000 - $100) x 110/105 = $943
Memo Item: Historical Cost Closing Value = $900

Second Year

Indexed Opening Value: $943

Depreciation Allowance: $943 x 0.2 = $189

Memo Item: Historical Cost Depreciation = $180
Indexed Closing Value: ($943 - $189) x 121/110 = $829
Memo Item: Historical Cost Closing Value = $720
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Third Year

Indexed Opening Value: $829
Indexed Cost: $829 x 130/121 = $891
Balancing Adjustment: $891 - $880 = $11 (deductible)

Memo Item: Existing Balancing Adjustment:
($880 - $720) = $160 (assessable)

Comparison of the indexed depreciation allowances and the existing historical
cost depreciation allowances (recorded above as a memo item) illustrates the
manner in which depreciation allowances under the existing historical cost
system  systematically understate indexed depreciation. Since the
understatement rises with accumulated inflation, this difference would become
more marked if the years for which the asset were held were increased beyond
those of this example. The large difference in the taxpayer’s position in the
year of sale (a deductible balancing adjustment of $11 under indexed
depreciation as against $160 of assessable income under the existing historical
cost system) illustrates the manner in which the historical cost system claws
back the already inadequate depreciation allowances provided in earlier years.

Indexation of Cost Price Basis Depreciation

Where depreciation allowances are taken on a cost price (i.e. straight line)
basis, it is proposed that the method outlined above would again apply, with
the sole difference that the depreciation allowed in any year would be the
indexed opening value (or unindexed acquisition cost in the initial year) spread
equally over the remaining life of the asset and prorated over the portion of the
year for which the asset is held.

7.4 Neutrality

Table 7.1 demonstrates the impact that the interaction of the existing
historical cost depreciation rules and inflation can have on the effective tax
rates imposed on the real income from a depreciable asset. The assumptions
employed for the purposes of the analysis are the same as those in Annex 3.4.
In particular, it is assumed that the real pre-tax rate of return is 10% per
annum, that tax depreciation rates equal true economic depreciation rates in
the absence of inflation and that the statutory tax rate is 33%. It is assumed
that the income produced by the asset is realised at end of the accounting year
and that the real residual value of the asset at the end of its economic life is
10% of its initial cost.
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Table 7.1
Effective Tax Rates on Real
Income: Historical Cost Depreciation
%

Inflation Rate

Economic Life 2% 5% 10%
(years)

5 39 47 59
10 38 45 54
15 38 44 51
20 37 42 48
25 37 41 46
30 36 40 44
35 36 40 43
40 36 39 42

As the table illustrates, historical cost depreciation raises effective tax rates on
real economic income under conditions of inflation. To the extent that
allowable depreciation rates provide an appropriate approximation to the rate
of decline in the real value of depreciable assets, indexation of depreciation
allowances, together with indexation of the balancing adjustment on sale, will
prevent the cumulative effects of inflation from raising effective tax rates on
real economic income above the statutory tax rate.

7.5 Administrative and Compliance Costs

The administrative and compliance costs associated with fully indexing
depreciable assets for inflation would seem to be very small. The only
additional step involved in deriving indexed depreciation allowances is the
calculation of the indexed closing value in any year.

Issues raised by the transition to an indexed depreciation system are discussed
in Chapter 17.

7.6 Conclusion

Under the existing provisions of the Income Tax Act, deductions can be allowed
by way of depreciation for any loss in the value of assets that cannot be made
good by repairs and maintenance. However, since these allowances are
calculated on the basis of the original cost of the asset they are expressed in
historical dollars rather than in constant dollars at the dates on which
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depreciation deductions are claimed.

As a consequence, the real value of depreciation allowances is eroded by the
cumulative effects of inflation between the time an asset is acquired and the
dates on which depreciation is deductible. The compliance costs of indexing
both depreciation allowances and the balancing adjustment on sale appear very
small relative to the distortions of effective tax rates on real economic income
that can thereby be avoided in times of inflation.
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CHAPTER 8:
INDEXATION OF FINANCIAL
ARRANGEMENTS AND DEBT INSTRUMENTS

8.1 Introduction

During periods of inflation, the existing income tax system by taxing nominal
interest income tends to over-tax investors in financial assets and under-tax
business borrowers by allowing deductions for nominal rather than real
interest expense.

This Chapter examines how financial arrangements could be indexed so that
the inflationary component of interest is neither assessable nor deductible.

The existing tax treatment of financial arrangements is mainly governed by
the accrual rules in sections 64B-64M of the Act. This Chapter refers to income
derived in respect of a debt instrument or a financial arrangement as interest
income. Expenditure incurred in respect of financial arrangements is referred
to as interest expense. Thus, the generic term interest income includes
amounts (such as income derived from a debt forgiveness) that constitute
income derived under the accrual rules.

The accrual rules refer to "issuers" and "holders"” of financial arrangements. In
most cases, holders of financial arrangements are lenders and issuers are
borrowers. For simplicity, the terms "borrowers" and "lenders" will be used to
denote issuers and holders of financial arrangements respectively.

The indexation of financial arrangement income is the most difficult element of
indexation because of the variety of financial instruments and different levels
of sophistication of taxpayers. This Chapter discusses how the more common
financial instruments might be indexed. Indexation applied to such
arrangements illustrates the main principles of the indexation procedure for all
financial arrangements.

The chapter focuses on three types of instrument:

- accounts with banks and other financial institutions, where the amount
of principal in the accounts may be varied as taxpayers contribute or
withdraw funds. These are described as variable principal instruments;

- term deposits paying a fixed-rate of interest. These are "fixed-rate
instruments” but are not tradeable and cannot be transferred between
taxpayers. When a deposit is withdrawn, it is in practice generally
unnecessary to compute any base price adjustment if the interest income
has been returned over the term of the deposit, assuming that the
amount withdrawn is usually equal to the cost of the asset. Such
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instruments are described as non-transferable fixed-rate instruments;
and

- tradeable instruments bearing a fixed rate of interest such as
government stock, commercial bills, fixed-rate debentures and
certificates of deposit.

The reforms outlined preserve the current distinction between accrual and
cash basis taxpayers, as defined in section 64C of the Income Tax Act. In brief,
a lender is taxed on a cash basis if he or she is a natural person and earns less
than $50,000 by way of income on financial arrangements or holds
arrangements which do not exceed $400,000 in value and, in either case, would
have no more than $15,000 of additional assessable income if income were
taxed on an accrual basis rather than a cash basis. Such taxpayers are subject
to tax on interest when it is received and can also deduct interest expenses on
an incurred basis if they owe less than a threshold level under financial
arrangements. Other taxpayers are required to compute income and
expenditure on an accrual basis.

8.2 General Principles

Several general principles underlie the discussion in this chapter. First, the
method of indexing interest income/expense should be consistent with the
overall objective of indexation noted in Chapter 4. A fall in the real value of
any monetary asset should be offset against nominal income from that asset at
the time that income is recognised for tax purposes. If interest income is taxed
as it accrues the inflation adjustment should be made on an accrual basis. If
income is not recognised until a financial arrangement is realised or interest is
received, the adjustment for the inflation component of such amounts should
occur then.

Second, except where compliance or tax avoidance concerns require otherwise,
indexation should replicate as closely as possible the tax system which would
operate in an inflation-free world. In the absence of inflation, if a taxpayer
were to lend money at a positive interest rate, the interest would be assessable.
An individual may lend to a financial institution at a negative interest rate
(i.e., an interest rate less than the rate of inflation) because of the services that
the financial institution provides. Under general income tax principles, if these
services (such as account facilities) provide a private benefit, the taxpayer
should not be able to deduct the cost of obtaining the services. In the same
way, under an indexed income tax system, an individual who lends at a
positive real interest rate should be taxed on the real income he or she derives
but a taxpayer who lends at a negative real interest rate because he or she
receives untaxed services should not receive a deduction.
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If payments for private services by way of negative real interest rates were
deductible there would be a greater bias in favour of the provision of services
and against the payment of interest than would exist in a non-inflationary
world.

Potential tax avoidance opportunities would make it desirable to deny a
deduction for any negative real interest rate loan irrespective of whether or not
the negative interest rate is a payment for what amounts to consumption
benefits. The sorts of avoidance possibilities if negative real interest were
deductible to lenders are outlined in Chapter 9.

Nevertheless, a lender may expect a positive return from a financial
instrument but may instead receive only a negative real return. This may be
caused by a loan going bad, by changes in interest rates or because of
unanticipated exchange rate movements if the instrument is denominated in a
foreign currency. If losses caused by such events were made non-deductible,
this would penalise loans to riskier borrowers. Therefore, where the holder of a
financial instrument makes a real loss, the loss should be deductible if the
instrument could reasonably have been expected to yield a positive real
interest rate at the time it was acquired.

Finally, it should be noted in passing that an inflationary gain earned by
borrowers in respect of interest that is non-deductible for tax purposes (e.g.,
interest paid on home mortgages) would not be assessable.

8.3 Basic Approach to Indexation

To illustrate the impact of inflation on taxable income, assume that at the
beginning of year 1 taxpayer X deposits $10,000 in a bank. The loan pays
$1,000 of interest at the end of year 1. If the inflation rate over the year was
6%, X would need $10,600 at the end of the year to maintain the real value of
his or her capital. Thus, $400 of the $1,000 of nominal interest is real interest
income. The other $600 may be described as a "lending loss". Conversely, when
the bank pays interest of $1,000, only $400 of this is real expenditure. The
other $600 may be described as a "borrowing gain®.

In this simple example, both a cash basis and an accrual basis holder should
pay tax on $400 in year 1. For both types of taxpayer the indexed income
would be calculated as follows:

a - (b X p)
where:
a is the amount of nominal interest income or expense computed as at
present;
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b is the balance in the account throughout year 1. As discussed below,
where the balance in an account changes throughout a year, b would be
the average balance in the account; and

p is the rate of inflation for the year.

That is, income for the depositor would be computed as $1,000 - ($10,000 x
0.06) which equals $400. Deductible expenditure for the bank should be
calculated on a similar basis.

8.4 Neutrality

Table 8.1 below illustrates the results of applying the above method of
indexation on the effective tax rates on real income under different inflation
assumptions. The results in the table assume that a 5-year bond is acquired at
the end of an income year and yields real pre-tax interest of 10% per year
payable annually in arrears. The statutory tax rate is assumed to be 33% and
the rate of inflation is assumed to be constant over the term of the bond.

Table 8.1
Effective Tax Rates on Real Income
Derived From Five-year Bond

% % %
Inflation rate 2 5 10
Nominal Pre-tax Yield 12.2 15.5 21
Effective Tax Rate
(No indexation) 39.5 48.7 63
Effective Tax Rate
(Indexation Adjustment) 33 33 33

As can be seen from the table, the effective tax rate on real interest income
rises sharply with the rate of inflation in an unindexed tax system. In contrast,
the indexation of principal outstanding results in an effective tax rate that is
equal to the statutory rate regardless of the rate of inflation. As illustrated by
the examples set out in Annex 8.1, these conclusions also apply to other types
of financial instrument such as those with different terms or issue prices.

8.5 Mechanics of Indexation

As noted above, the discussion in this chapter focuses on three types of debt
instrument - variable principal instruments, non-transferable term deposits
and transferable fixed-rate instruments such as government stock. The
mechanics of indexing each of these three types of instrument are discussed
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below. In discussing some of the detailed mechanics of indexation, details such
as the mechanics of prorating indexation adjustments across time are ignored
for the purposes of exposition.

8.5.1 Variable Principal Instruments

The main type of variable principal instrument held by most taxpayers is
ordinary cheque and savings accounts. The amount of principal would tend to
vary frequently in accordance with the pattern of deposits and withdrawals.
Interest paid on such accounts is typically computed on the basis of average or
minimum daily balances over a certain period (e.g. monthly or gquarterly) and
is generally paid at regular intervals.

Cash Basis Holders

The most accurate way of ensuring that cash basis holders exclude, in full, the
inflationary component of interest would be to compute the indexation
adjustment by reference to the average daily balance of such an account over
the period to which the payment of interest relates.

Suppose, for example, that a bank savings account pays interest in arrears on
31 December 1991 and 30 June 1992 based on the average daily balance in the
account for the immediately preceding six month period. The indexation
adjustment would be computed in respect of each of the six monthly periods to
which the interest payments relate. The indexation adjustment in respect of
the 31 December 1991 interest payment would be computed as follows:

- the average daily balance of principal outstanding over the period to
which the interest relates (i.e., the 6 months to 31 December) would be
computed. Interest in respect of savings accounts would normally be
computed on the average or minimum daily balance over a period (e.g.,
guarterly). Both approaches would mean that the borrower (i.e., the
bank) would need to know the daily balance of principal outstanding in
the account. Thus, the average daily balance could be computed with
little if any modifications to existing systems to compute interest income/
expense. In practice also, the minimum daily balance could be used;

- the inflation rate for the period would be expressed as a decimal. This
could be computed by dividing the index number applicable to the final
quarter of the period (i.e., the December quarter 1991) by the index
number for the final quarter of the previous six month period (i.e., the
June quarter 1991) and subtracting 1. For example, if the result of
dividing the two index numbers was 1.043, the inflation rate for the six
months expressed as a decimal would be 0.043 - an inflation rate of 4.3%;
and
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- the inflation rate of the period would be multiplied by the average daily
principal outstanding for the period to compute the indexation
adjustment. The cash basis holder would exclude the indexation
adjustment from interest declared in his or her income tax return for the
year.

In many instances, financial institutions may compute the amount of interest
to be excluded from assessable income as a service for their customers. If,
however, an institution were to fail to provide this information, lenders could
compute the inflation adjustment on the basis of the minimum daily balance
over any period to which a payment/s of interest relate. For example, the
minimum daily balance of an interest bearing deposit may be $100 during a
year. The amount excluded from interest income would be computed by
multiplying the minimum balance of $100 by the inflation rate during the year.
While this would result in a lower indexation adjustment for the lenders, it
might be a good approximation if the compliance costs of full indexation are
high relative to the difference between full and partial indexation.

If interest periods are relatively short and interest is paid frequently, an
institution could compute an indexation adjustment either in relation to each
interest payment or could undertake the adjustment in respect of all interest
payments to the holder over a year. In the latter case, the average of minimum
daily balances would be computed over the span of all interest periods in
relation to which interest was paid during the year. For example, if interest is
paid monthly, an institution could compute the indexation adjustment in
respect of total interest paid over the twelve months. The adjustment would be
the average or minimum daily balance over the twelve months multiplied by
the inflation rate from the first to the last month inclusive. The institution
would advise the customer after the end of the year of the total amount of
nominal interest paid over the year and the amount that should be excluded
from assessable income.

Cash basis holders could also be provided with the relatively low-cost option of
excluding a standard fixed proportion of the interest income they receive from
an account in any year. This will be called the "fractional exclusion™ method.
Under this approach, the Inland Revenue Department would publish each year
a standard fraction of interest income that cash basis holders could exclude
from their assessable income. This fraction would be the inflation rate for the
year divided by an estimated yield on ordinary savings accounts.

Since interest yields on deposits may vary, the standard fraction published
would, at best, be an approximation of the true proportion of interest that
merely compensates for inflation. To ensure that this fractional exclusion
method does not significantly understate real interest for most taxpayers, it is
likely that the published rate would be based on deposits that yield relatively
high interest. This would mean that it would generally produce slightly higher
taxable income but with low compliance costs.
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Accrual Basis Taxpayers

Accrual basis taxpayers are currently required to accrue interest income/
expense on a yield-to-maturity or equivalent basis each year. These taxpayers
should be entitled to accrue lending losses or borrowing gains on debt
instruments on the basis of their:

- average daily balance of such instruments during a year, multiplied by
the inflation rate for the year; or

- in the case of issuers of such instruments (i.e. taxpayers who derive
borrowing gains), the maximum daily balance of such instruments
during a year, multiplied by the inflation rate for the year; or

- in the case of holders of such instruments (i.e., taxpayers who incur
lending losses), the minimum daily balance of such instruments during a
year multiplied by the inflation rate for the year .

If taxpayers use minimum or maximum balances they could choose to compute
indexation adjustments more than once a year to increase the accuracy of the
indexation adjustment. For example, they may choose to compute the
minimum or maximum balance for each quarter and multiply the balance by
the inflation rate for the quarter. The sum of the indexation adjustments
computed for each of the four quarters would be the amount excluded from
interest income/expense.

Inflation rates may vary during the course of a year. If it were considered
desirable to derive a more accurate measure of the amount to be excluded from
nominal interest, average daily balances could be measured each quarter and
multiplied by the inflation rate for the quarter. Annual lending losses/
borrowing gains would be the sum of indexation adjustments computed for
each quarter.

8.5.2 Non-Transferable Fixed-Rate Instruments

These instruments offer a fixed interest rate and are generally not tradeable. A
typical example would be a term deposit. When a deposit is withdrawn, it is, in
practice, generally unnecessary to compute any base price adjustment,
assuming the deposit holder has returned interest over the term of the deposit,
because the amount or amounts finally withdrawn are usually equal to
previously accrued interest and the amount deposited.

Cash Basis holders

For cash basis holders, these instruments would be treated in the same way as
variable principal instruments. The amount excluded from interest income
would be computed by reference to either of the two options outlined for cash
basis holders of variable principal instruments.
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The most satisfactory method for determining the fractional exclusion factor in
the fractional exclusional method would be for the Inland Revenue Department
to publish a suitable factor for each of a limited number of categories of fixed-
rate financial arrangements each year. For example, a fractional exclusion rate
could be set for instruments at call (as discussed previously in relation to
variable principal instruments) deposits of less than 180 days, deposits with
term of between 180 and 360 days, those with a term between one and two
years and more than two years.

The greater the number of different categories and fractional exclusion rates,
however, the higher the compliance costs faced by taxpayers.

Accrual-Basis Taxpayers

Taxpayers required to accrue interest income/expense must do so on a yield-to-
maturity (or other) basis provided for under the accrual rules. Interest income
can be accrued in most cases by multiplying the principal outstanding at the
beginning of each period in relation to which interest is payable by the true
interest rate applicable to that period. Where the period is less than a year, the
interest computed is prorated on a daily basis to reflect interest accrued during
that period.

Exactly the same calculation would be applied to compute the indexation
adjustment, with the only difference being that the inflation rate would be
substituted for the true interest rate. If interest were accrued in any year on
the basis of an annual interest rate, the indexation adjustment would be made
using the annual inflation rate for the income year.

The calculation of the indexation adjustment outlined in the previous
paragraph is equivalent, in effect, to the result obtained when the average
daily balance of the instrument for any period is multiplied by the inflation
rate for the period.

Consider the application of the approach outlined above to the indexation
adjustment of interest expense. Suppose, for example, that an accrual basis
taxpayer with a 31 March balance date issues an instrument on 15 October for
$1,000. Interest is payable on the instrument at 12% per annum. Suppose also
that inflation in the taxpayer’'s year of issue is 4%. Currently, the taxpayer
would accrue the nominal interest expense for the period to 31 March first by
multiplying the amount of principal outstanding on 15 October (i.e., $1,000) by
the annual interest rate of 12%. Secondly, that interest of $120 would be
prorated on a daily basis to accrue the correct amount of interest expense for
the year.

The amount to be excluded from nominal interest expense would be computed
in a similar way. The $1,000 of principal outstanding on 15 October would be

CHAPTER 8: INDEXATION OF FINANCIAL ARRANGEMENTS AND DEBT INSTRUMENTS
166



multiplied by the relevant annual inflation rate and prorated on the same daily
basis as interest income to match the taxpayer’s income year. Interest expense
taken into account for tax purposes would be nominal interest accrued less the
indexation adjustment.

8.5.3 Transferable Fixed-Rate Instruments

Transferable fixed-rate instruments include government stock, commercial
bills, fixed-rate debentures and certificates of deposit.

The amount paid on maturity or sale of such an instrument is not necessarily
equal to its cost. Hence, as is the case under the present accrual rules, base-
price or cash base price adjustment will be required to correct any previous
over- or under-accrual of interest.

Cash Basis Holders

The indexation adjustment for cash basis holders would, in general, be
computed each year in a similar way to the indexation of other instruments.
That is, the amount of indexation adjustment in any year would be either:

- the adjusted principal at the end of the preceding year multiplied by the
annual inflation rate for the year. The adjusted principal of the asset at
the end of any year would be its cost, if acquired during the year , or its
adjusted principal at the end of the previous year, less any principal
repayment plus any additions to principal during the period; or

- interest received multiplied by the standard exclusion factor applicable
to the instrument for that year.

Under either of the above approaches, cash basis holders would be required to
compute the cash price adjustment when the instrument matures or is sold.
The cash price adjustment would be computed in constant dollars at the time
the instrument is sold or matures. In effect, the cash price adjustment in the
year an instrument is sold or matures would be its sale price minus its
adjusted principal at the end of the preceding income year grossed up by
inflation between that time and the time of disposal. The adjusted principal
indexed for inflation is referred to as "indexed adjusted principal".

The indexed adjusted principal of an instrument at the end of any income year
would be:

where:
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a is the adjusted principal of the asset at the end of the previous year (or
its acquisition price if acquired during the year), grossed up by the
inflation rate since the beginning of the year or the acquisition date;

b is any principal repayments over the year, grossed up by the inflation
between the time the payments were made and the end of the income
year; and

C is the amount of nominal interest excluded from taxable income as an

inflation adjustment in respect of the year under either of the two
approaches outlined above.

A negative cash price adjustment in the year the instrument matures or is sold
would not be deductible unless, as noted in section 8.2, the arrangement was
entered into on arm’s length terms and could reasonably have been expected to
yield positive real interest at that time.

The approach outlined in the previous paragraphs is illustrated by an example
in Annex 8.2.

Accrual Basis Taxpayers

Accrual basis taxpayers would compute the indexation adjustment for
transferable fixed-rate instruments in the same way as for non-transferable
fixed-rate instruments except that they would use yield-to-maturity or an
equivalent method to compute accrued interest income and the indexation
adjustment.

These taxpayers would compute a base price adjustment when the instruments
are sold or mature to ensure that income and expenditure that is not taken
into account during the term of an arrangement is accounted for at that time.

The formula for calculating income or expenditure under the base price
adjustment is set out in section 64F(2) of the Act. The base price formula is
given as a - (b + ¢) which is equivalent to a - b - ¢c. Leaving aside the treatment
of amounts remitted under a financial arrangement for simplicity, the terms of
the formula for holders of arrangements are broadly as follows:

a is all positive amounts received by the holder under the financial
arrangement. These are all receipts received over the life of the

instrument, being all coupon or interest payments plus principal
payments;

b is the acquisition price the holder acquired the financial arrangement
for; and
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C is all amounts that are income derived under any provision of the Act,
less the aggregate of amounts of expenditure incurred under yield-to-
maturity rules.

To compute the real income in the year a financial arrangement is realised,
each of the amounts taken into account in the expressions a, b and c of the
base price adjustment formula would be adjusted for inflation so that they
represented constant dollar values at the time of realisation. For example,
interest receipts received over the life of an arrangement, the acquisition cost
of the arrangement and net income previously subject to tax in respect of the
arrangement would each be inflated by using the appropriate indexation
factors.

As noted in the introduction to this section, the base price adjustment would be
simplified where taxpayers periodically update the components of the base
price adjustment for inflation.

The operation of the base price adjustment assuming the inflation indexation
of all amounts to constant dollars at the time the arrangement matures or is
sold is illustrated in Annex 8.3.

The definition of the expressions a, b, and c in the base price adjustment
outlined in the formula above differ slightly in relation to issuers of financial
arrangements. However, apart from this difference, issuers would inflation
index amounts included in the base price adjustment in the same way as
holders of financial arrangements.

8.5.4 Instruments Not Subject to the Accrual Rules

The following instruments are not subject to the accrual rules:
- debt instruments and financial arrangements held by non-residents;

- any financial arrangement which a particular taxpayer acquired or
issued before the implementation date of the accrual regime ("pre-
implementation date" financial arrangements); and

- excepted financial arrangements. These are arrangements specifically
excluded from the accrual rules. Broadly, excepted financial
arrangements include shares; annuities and contracts of insurance; bets,
lottery winnings; short-term trade credits; hire purchase agreements;
short-term and private or domestic agreements for the sale and purchase
of property; options to acquire or sell property, other than an interest in
a financial arrangement; and leases.

The application of indexation to each of the above categories of financial
arrangements and debt instruments is considered in turn below.
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Indexation of Interest Income Received by Non-residents

Practical constraints and the need to integrate the New Zealand tax system
with the tax systems of other countries mean that interest income derived by
non-residents with no physical presence in New Zealand is generally subject to
a final withholding tax, rather than to tax on net income as normally
calculated.

As noted in Chapter 16, New Zealand’s income tax system is integrated with
the tax systems of other countries by way of double tax treaties. Under such
agreements, countries with which New Zealand has a double tax treaty agree
to credit against the tax liability of residents of that country any withholding
tax levied by New Zealand on outgoing interest. Countries with which New
Zealand does not have a double tax treaty may also often provide for credits for
foreign withholding taxes.

The rates of tax levied by New Zealand on interest income derived by non-
residents who have no physical presence in New Zealand differs from the rates
that apply to such income in the hands of residents. This is due to two factors.
First, the income is only taxed when it is paid to non-residents. This means
that non-residents can defer the recognition of interest income and thereby
reduce the effective tax rate on the income. Secondly, the statutory rate of tax
is 15% (reduced to 10% in most double tax treaties). To the extent that any
reduction in non-resident withholding tax levied on interest received by non-
residents does not reduce the net tax liability of non-residents in their home
countries, there is no advantage to New Zealand in indexing interest received
by non-residents.

In view of the above considerations, there appears to be no strong reason for
indexing interest received by non-residents for non-resident withholding tax
purposes.

Pre-implementation Date Financial Arrangements

Taxpayers holding or issuing pre-implementation date financial arrangements
could either index the cost of such instruments or exclude a standard fraction
of interest in the same way as cash basis holders could index fixed-rate
instruments. With only minor modifications, such rules could also apply to
issuers who are not required to accrue financial arrangement expenditure
under the de minimis provisions.

The most significant modification to the rules that apply to cash basis holders
would be in relation to issuers of pre-implementation date financial
arrangements. If issuers decide to compute an indexation adjustment by
reference to the daily balance or principal outstanding of an instrument, either
the average or the maximum balance should be used.
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Shares

Excepted financial arrangements in the form of shares or options to acquire or
sell shares would be subject to the rules for indexing equity instruments. These
were outlined in Chapters 5 and 6.

Contracts of Insurance and Membership
of a Superannuation Scheme

The Act provides that distributions received in respect of interests in registered
superannuation schemes are non-assessable. Proceeds from life insurance
contracts and annuities issued in the course of a business carried on in New
Zealand are also non-assessable. No indexation adjustment would therefore be
required.

Short-term Trade Credits, Short-term or Private
Agreements for the Sale and Purchase of Property

The interest component of short-term trade credits and short-term or private or
domestic agreements for the sale and purchase of property is often implicit in
the price of the assets transferred pursuant to such arrangements. In view of
the compliance costs of isolating the interest component of these transactions
and accruing interest expense/income, they were excluded from the accrual
rules. Compliance cost considerations also suggest that such arrangements
should be excluded from any indexation adjustments.

Hire Purchase Agreements

As discussed in Chapter 15, it would be desirable to change the treatment of
hire purchase agreements in respect of assets other than trading stock. Hire-
purchase agreements in respect of such assets would be treated as two
separate transactions. First, the underlying asset would be deemed to be sold
for its market value. Second, the vendor would be deemed to lend the
purchaser the difference between the deemed purchase price and the initial
payment on the contract.

Interest on the loan element of a hire purchase agreement would then be
subject to indexation. The loan element could be treated as a fixed-rate
instrument for indexation purposes.

Leases

Rental payments that are adjusted annually represent a return to the owner of
the asset (the lessor) in much the same way that interest represents a return
to the holder of a financial arrangement. Likewise, a lessor can index the cost
of an asset he or she leases in a similar way that the holder of a financial
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arrangement could index the principal outstanding if financial arrangements
were subject to indexation. Since lessors would be entitled to index the cost of
the assets they own, rental income should not be subject to indexation.

From the perspective of lessees, annual rental payments represent a payment
in current dollars for the services provided by the asset leased. Hence, it would
be inappropriate to exclude a proportion of such payments from deductible
expenditure. Such payments should not be subject to an indexation
adjustment.

An exception to this general approach would be the transfer of an asset under
arrangements that are akin to specified leases. These arrangements are
described in Chapter 15. In general terms, the lessor under such an
arrangement is deemed to have sold the asset to the lessee and loaned the
lessee an amount equal to the deemed sale price of the asset. With indexation,
the interest income/expense in respect of the loan portion would then be
indexed. The loan portion of the lease agreement would be treated in the same
way as any other transferable fixed-rate instrument.

8.6 Other Issues

The above discussion focuses on a representative selection of monetary
instruments and illustrates appropriate methods of inflation adjustment. These
will be further developed in the light of submissions by interested parties. In
particular, consideration will be given to the integration of indexation of
financial arrangements with the current provisions of the Income Tax Act,
such as the definition of dividends and resident withholding tax.

8.7 Conclusion

The indexation of the principal outstanding under a debt instrument aligns the
effective tax rate on real interest income with the statutory rate, regardless of
the rate of inflation.

The mechanics of indexation of debt instruments is considered above in
relation to three types of instrument - variable principal instruments, non-
transferable fixed-rate instruments and tradeable fixed-rate instruments. The
reforms outlined also preserve the current distinction between accrual and
cash basis taxpayers. Interest should be adjusted for inflation at the time the
interest is recognised for tax purposes.

Negative real interest should not be deductible, except where a taxpayer can
establish that the instrument offered a normal arm’s length commercial yield
when acquired and could reasonably have been expected to yield a positive real
interest rate at that time.

Broadly, cash basis holders could compute the amount of nominal interest to be
excluded from assessable income either by:

CHAPTER 8: INDEXATION OF FINANCIAL ARRANGEMENTS AND DEBT INSTRUMENTS
172



- multiplying the minimum or average balance (or principal) of such
instruments during the period to which interest payments relate by the
inflation rate for the period; or

- multiplying their nominal interest receipts by a published standard
fraction. The standard fraction would be an estimate of the inflationary
component of the yield on an average instrument.

In many instances, financial institutions may compute the indexation
adjustment on the basis of average or minimum daily balances as a service for
their customers.

Accrual basis holders or issuers of variable-principal instruments could accrue
amounts to be excluded from nominal interest income/expense in relation to
any income year by multiplying the inflation rate for the year by:

- the average daily balance of such instruments during the year;

- the minimum daily balance during the year, in respect of instruments
they hold; or

- the maximum daily balance during the year, in respect of instruments
they have issued.

With regard to a fixed-rate instrument, accrual basis taxpayers would compute
the indexation adjustment based on the yield-to-maturity of the instruments
multiplied by the adjusted principal for the period to which the yield-to-
maturity is computed.

The calculation of the base or cash price adjustment under the accrual rules is
particularly important in relation to tradeable fixed-rate instruments. These
adjustments would be computed in constant dollars of the time an instrument
is sold or matures.

Taxpayers who hold or have issued pre-implementation date financial
arrangements could compute the indexation adjustment on the same basis as
fixed-rate instruments held by cash basis holders.

Excepted financial arrangements in the form of shares would be subject to the
rules outlined in Chapters 5 and 6 in relation to equity instruments. Other
excepted financial arrangements, such as insurance contracts, would not be
subject to indexation adjustments because proceeds in respect of such
instruments are non-assessable. Compliance cost considerations suggest that
short-term trade credits should not be subject to indexation.

CHAPTER 8: INDEXATION OF FINANCIAL ARRANGEMENTS AND DEBT INSTRUMENTS
173



While the indexation of financial assets appears to be feasible in respect of
most financial arrangements, the extent of the additional compliance and
administrative costs indexation would impose should be the subject of
consultation.

It would not be desirable to index income and expenditure in respect of some
financial arrangements and debt instruments held by residents (such as those
for which compliance costs are lowest) and not to index others. Given the close
substitutability of different types of financial arrangements and their
fungibility, the indexation of only some instruments could distort financial
markets and open up obvious avenues of abuse. It is therefore necessary to
determine appropriate methods for indexing all financial arrangements and
other debt instruments that would result in the lowest overall increase in
compliance costs.

The indexation of interest income and expenditure therefore presents the most
difficult challenge in indexing the tax base. However, the discussion above of
the various indexation methods suggests that indexing interest income and
expenditure without imposing excessive compliance and administrative costs is
feasible. However, the various methods of indexation outlined in this Chapter
need further development in the light of submissions by interested parties. If
the process of consultation confirms the feasibility of indexing interest income
and expenditure, the indexation of financial arrangements could be undertaken
in conjunction with, or soon after, the indexation of the rest of the income tax
base.
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ANNEX 8.1

Examples of Effective Tax Rates Under

Different Inflation Assumptions

Assume that the rate of inflation is constant at 10% per annum and that 5
year Government stock is issued with a coupon of 14% at a price of 90% of its
face value. Coupon interest is payable twice yearly. The resulting effective tax
rates are shown in Table 8.1.1. The annual nominal pre-tax yield is 17.8% and

the annual real pre-tax yield is 7.1%. Table 8.1.1 below shows the effective tax
rates that result from indexing the arrangement under these assumptions.

Table 8.1.1

Effective Tax Rates on Real Income
Derived From 5 Year Government Stock
(Inflation rate = 10 % per annum)

%
No indexation 77

Indexation 33

Thus, there is virtually no change in the effective tax rates under the indexed
system, though the rate under the unindexed system rises sharply.

Now assume that the rate of inflation is 2% per annum, that the stock carries
a coupon of 7% and is issued at a price of 95% of its face value. The nominal
pre-tax yield to maturity is then 8.4% per annum, while the real pre-tax yield
is 6.3%. Table 8.1.2 gives the effective tax rates on real income in this case.

Table 8.1.2

Effective Tax Rates on Real Income
Derived From Government Stock
(Inflation rate = 2% per annum)

%
No indexation 44
Indexation 33

Once again, there is no change in the effective tax rates under the indexed tax
system.
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Finally, consider the case of a long-term zero coupon bond that is acquired for
$350 and is redeemed after 10 years for $1,000. The annual rate of inflation
over each of the ten years the bond is held is a steady 5% per year. The annual
nominal pre-tax yield is 11.1% and the annual real pre-tax yield is 5.8%. Table
8.1.3 below shows the effective tax rates that result from applying indexation
under these assumptions.

Table 8.1.3

Effective Tax Rates on Real Income
Derived From a 10 Year Zero Coupon Bond
(Inflation rate = 5% per annum)

%
No indexation 61

Indexation 33
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ANNEX 8.2
Example of the cash price adjustment for a cash basis
holder holding a transferable fixed-rate instrument

Suppose a cash basis holder acquires a bond for $900 on the last day of his or
her income year (year 0). Assume that the bond has a face value of $1,000 and
pays 5% interest per annum in arrears. Assume that the taxpayer holds the
bond for two and a half years and sells it in the middle of year 3 for $1,050.
The inflation rate in year 1is assumed to be 4%, in year 2 to be 7% and in the
six months to the middle of year 3 to be 4%. The taxpayer would compute his
or her income in respect of the arrangement in each year as follows:

Year 1 Year 2
$

Adjusted principal at
beginning of year 900 900 (2)
Nominal Interest Income 50 50
less
Indexation adjustment 36 (1) 63 (3)
Equals
Assessable income 14 0 4

(minimum value = 0)
Notes

(1) i.e., $900 x 4%

(2) In accordance with the equation for computing the indexed adjusted
principal of an instrument, the value of the indexed adjusted principal at
the beginning of year 2 (end of year 1) is the adjusted principal at the
beginning of year 1 grossed up by inflation in year 1 and less the amount
of interest excluded from assessable income in year 1 due to the
indexation adjustment. This is: ($900 x 1.04) - $36 = $900.

(3) i.e., $900 x 7%

(4) The allowance for lending loss exceeds the nominal interest income by
$13. Hence, $13 of indexation adjustment cannot be used to offset
assessable income in year 2.

Year 3

Since the taxpayer sells the arrangement for $1,050 midway through year 3, he
or she is required to undertake a cash price adjustment. In respect of the
arrangement, the cash price adjustment subjects to tax the real value of the
proceeds on disposal and any cash flows received less the cost of acquiring the
arrangement and any income that had previously been subject to tax. All of
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these amounts are in disposal year dollars.

In effect, the cash price adjustment is the sale price of the asset, minus its
indexed adjusted principal at the beginning of year 3 (end of year 2) grossed up
by inflation to the time of disposal (i.e. the inflation of 4% for the first six
months of year 3).

The indexed adjusted principal of the asset at the beginning of year 3 is the
adjusted principal at the beginning of year 2 grossed up by the inflation rate in
year 2, minus nominal interest income during the year that is excluded from
assessable income. That is:

($900 x 1.07) - $50 = $913

Thus, rounded to the nearest dollar, the amount of taxable income in year 3 is:
$1,050 - ($913 x 1.04) = $100

While $13 of the indexation adjustment in year 2 is not taken into account in

that year, in effect it is recognised in year 3 by virtue of being added to the
indexed adjusted principal of the asset.
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ANNEX 8.3
Example of the base price adjustment for an accrual basis
taxpayer holding a transferable fixed principal instrument

Suppose X issues to Y six-year debenture stock with a face value of $1,300 for
consideration of $1,000 at the beginning of year 1. The stock pays nominal
interest of $100 per year for years 1to 5 in arrears. Midway through the term
of the debenture (before the coupon payment is made in the third year), Y sells
the stock to a third party for $1,200. In Y’s third year, the base price
adjustment will operate to calculate Y’s income. The base price adjustment
would be computed by reference to the interest flows and real income assessed
in each year the arrangement was held by Y. These are given below. Inflation
in year one is assumed to be 3%, in year two to be 4% and for the six months
to the middle of year three to be 2.5%.

Cash Flows and Real Assessable Income - Years 0 -3

Year 0 1 2 3
Nominal

(Acquisition)/

Sale price ($1,000) $1,200
Nominal Interest $100 $100

Nominal Accrued

Income (1) $124 $128

Principal Outstanding

at beginning of year $1,000 $1,024 $1,052
Inflation rate 3% 4% 25% (2)
Indexation Adjustment $30 $41

Taxable Income $94 $87

Notes

(1) ata¥YTM of 12.4% per annum
(2)  for the first six months of year 3

All figures are rounded to the nearest dollar for illustrative purposes.

Under the base price adjustment formula, a - b - ¢ (with all amounts rounded
to the nearest dollar):
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a

is all amounts paid and payable to Y in constant dollars at the time of
disposal. That is the $100 nominal interest in years 1 and 2 grossed up
by the relevant inflation rates and the $1,200 sale price in year 3. The
value of the $100 of interest received at the end of year 1 in disposal
year dollars would be $100 x 1.04 x 1.025 = $107. The value of interest
received in year 2 in disposal year dollars would be $100 x 1.025 = $103.
That is, the total of all amounts paid and payable to Y would be $107 +
$103 + $1,200 = $1,410;

is Y's indexed acquisition price, the price paid for the stock in disposal
year dollars. The indexed value would be $1,000 x 1.03 x 1.04 x 1.025 =
$1,098; and

is income derived less expenditure incurred under the accrual rules in
disposal year dollars. That is the $94 and the $87 in years 1 and 2
grossed up by the relevant inflation rates. In disposal year terms, the
income derived under the accrual rules in year 1 would be $94 x 1.04 x
1.025 = $101. In disposal year dollars, the taxable income in year 2
would be $87 x 1.025 = $89. The total income derived less expenditure
incurred would be $190.

Thus,a - b - ¢ =$1,410 - $1,098 - $190 = $122

A positive base price adjustment is deemed to be income to Y in year 3 under
section 64F(4)(a)(i) of the Act. This compares with the income derived without
indexation, which is $148.

In practice, the additional calculation required would be simpler since

taxpayers who hold financial arrangements could periodically compute and
update the components of the indexed base price adjustment in the same
manner that the cost of ordinary capital assets is calculated. The base price
adjustment would then simply equal the payment on sale less the carried
forward indexed base price of the asset.
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CHAPTER 9:
AVOIDANCE AND REVENUE IMPLICATIONS

9.1 Introduction

Administrative and compliance costs are not the only factors that need to be
considered when assessing the feasibility of indexing the capital income tax
base for the effects of inflation. The desirability of inflation indexation also
depends on the extent to which indexation would create or exacerbate
avoidance problems. In addition, it is necessary to consider the effect
indexation would have on the amount of revenue raised by the income tax
system. This chapter examines these aspects.

9.2 Opportunities for Avoidance

One of the major concerns about indexation is that it might open up avoidance
opportunities. Tax-induced changes in behaviour impose real costs on the
community by creating inefficient patterns of consumption, production and
resource use. They also reduce the amount of revenue raised by the income tax
system, thereby requiring higher tax rates which impose even greater
efficiency costs on the community and encourage further changes in the
behaviour of taxpayers.

To the extent that indexation reduces the effective rates of tax on income from
capital in periods of inflation, some reduction might be expected in the
potential gains to be derived from avoidance and hence the level of avoidance.
However, the introduction of inflation indexation could increase the scope for
avoidance.

It is obviously not possible to fully assess the extent to which indexation of the
existing income tax base is likely to increase the scope for avoidance. It is,
however, possible to identify a number of possible avenues for tax avoidance
that would need to be addressed if the existing capital income base were
indexed for inflation.

Comprehensive indexation of income from capital introduces two possible
opportunities for avoidance. First, indexation would mean that the tax
liabilities on capital income are dependent on the date on which capital
expenditures are incurred. As a result, tax liabilities can potentially be reduced
via manipulation of those dates. Secondly, comprehensive indexation effectively
reduces the tax rates imposed on capital income in relation to other forms of
income that are ineligible for indexation. This means that tax liabilities on
unindexed forms of income can be reduced to the extent that such income can
be recharacterised as indexed forms of income. Examples of techniques which
could potentially be employed to take advantage of these opportunities for
abuse of the tax system are provided below.
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9.2.1 "Bed and Breakfast" Schemes

Where indexation allowances are based on asset holdings at particular times
(e.g. quarters of the year), there would be an incentive for taxpayers to
endeavour to increase their allowances, and hence reduce their tax liabilities,
by purchasing assets just prior to the relevant dates and selling them just after
the commencement of the next indexation period. In this manner, taxpayers
could either offset any income or exaggerate the real loss they realise on the
sale of the asset by the extent of the increase in their indexation adjustment.

These "bed and breakfast” schemes would be particularly attractive for
taxpayers who buy and sell assets where the costs associated with trading and
holding are small (e.g., shares, precious metals and tradeable options) and
where there is no requirement to hold an asset for a minimum period to be
eligible for indexation. Similar opportunities for abuse would arise in relation
to financial arrangements if the indexation adjustment depends on the value of
net monetary assets assessed at particular points in the year. The attraction of
such schemes would diminish, however, where it is relatively easy to
distinguish between assets purchased on different dates and where there are
significant costs associated with buying, holding and reselling those assets.

In the absence of anti-avoidance provisions, taxpayers who hold these assets as
trading stock would have considerable opportunities for avoidance. For
example, consider the scope for abuse where average stock levels are below the
specified threshold (e.g., $1 million). In this instance, trading stock would be
adjusted for the effects of inflation by allowing a deduction for the average of
the opening and closing stocks multiplied by the rate of inflation. There would
be an incentive for taxpayers to inflate the value of closing stock by purchasing
shares just prior to the end of the income year and selling the shares on the
first day of the next income year. This could be achieved through a transaction
either between a resident and a non-resident company, or between two
resident companies with different balance dates.

If New Zealand’s capital income base were to be comprehensively indexed for
inflation, it would be necessary to introduce measures aimed at either
countering these techniques or at least reducing the incentives for such
activity.

Since the gains from "bed and breakfast" schemes are largely dependent on the
rate of inflation and the extent to which it is possible to disguise assets
acquired on one date as assets acquired on another, the attraction of the above
schemes could be substantially reduced by increasing the number of indexation
periods per year and requiring assets to be valued on a FIFO basis.

These provisions would not have to be applied to all assets, only to those where

the scope for "bed and breakfast" avoidance techniques are the greatest. This
includes assets such as shares and options as well as assets such as precious
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metals. Similarly, the provisions would not have to be applied to all taxpayers
who own these types of assets. Rather, they could be targeted at those
taxpayers with the greatest scope for avoidance, that is, taxpayers with
average asset holdings or stock levels in excess of a specified threshold (e.g.,
$5,000).

Taxpayers who hold other categories of trading stock would still have an
incentive to employ "bed and breakfast" schemes to artificially inflate their
inflation adjustments. However, attempts to exaggerate indexation
adjustments could be deterred by specific anti-avoidance rules such as those
currently applying in the United Kingdom.

9.2.2 Debt/Equity Swaps

As discussed in Chapter 2, many of the deficiencies of the existing income tax
system arise from the differential tax treatment of different forms of income
and the practical difficulties associated with trying to distinguish between
ordinary income and income on capital account. Even if it were possible to
achieve a more comprehensive income tax base by removing the remaining
exemptions for certain types of capital income, the comprehensive indexation of
capital income would reintroduce a difference in the tax treatment of different
forms of income. This would necessitate a clear definition of income that is
eligible for indexation. Nevertheless, during periods of rapid inflation, many of
the current problems associated with trying to distinguish between different
forms of income might be reintroduced. It would be necessary to develop rules
to guard against avoidance possibilities before comprehensive indexation could
be regarded as practicable.

Any system of indexing interest income and expense for the effects of inflation
provides an incentive for taxpayers to avoid tax by re-characterising other
forms of income as interest income. If forms of income that are not eligible for
indexation (eg wages, fees and commissions) could be re-characterised as
interest income, the benefits of indexation would be extended to these forms of
income. The possibility of domestic firms lending to foreign firms which return
the capital in other forms provides a possible mechanism whereby other forms
of income that are not eligible for indexation might be converted into interest
and thereby subjected to concessional tax rates.

Under the existing provisions of the Income Tax Act, interest is taxed more
heavily than the net returns on most real assets. This means that if a taxpayer
borrows from abroad and invests in an asset which generates a pre-tax rate of
return which is equal to the interest rate, that company would normally earn
a profit as a consequence of the net deduction it obtains. This will tend to
increase investment in domestic assets until the pre-tax rates of return
(adjusted for risk) are less than the interest rate. National income may be
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lowered because of the artificial incentive this provides for borrowing offshore.
In addition, taxpayers with relatively low marginal tax rates would be
encouraged to decrease their investment in physical assets and increase their
investment in debt instruments. This tax-induced bias in investment patterns
would tend to increase during periods of inflation.

Comprehensive inflation indexation of capital income would tend to reduce the
gains from avoidance activity and the resultant investment bias during periods
of inflation. However, indexation would continue to provide an incentive during
periods of inflation for taxpayers to employ techniques like those outlined
above as a means of obtaining indirect indexation of other forms of income that
are ineligible for indexation.

There are two important observations that need to be made in relation to these
avoidance techniques. First, in relation to the potential benefits to be derived,
the techniques would expose the resident taxpayer to considerable risk to the
extent that the non-resident party to the agreement could either default, or the
transaction could be voided by section 99. Second, the scope for such
technigues would be considerably reduced if companies were to be taxed on any
gains that were akin to "borrowing" gains described in Chapter 8 realised on
the redemption of a particular class of shares, and if deductions for certain
loans made at negative real interest rates were to be denied.

The denial of all negative real interest deductions would not only reduce the
gains from tax avoidance, but it would also in effect tax those forms of
"imputed" income that are often provided to lenders in exchange for loans at
negative real interest rates. However, as discussed in Chapter 8 this approach
may also have some unintended consequences. Consequently, as outlined in
that Chapter, where the holder of a financial arrangement makes a real loss,
the loss should be deductible if it can be demonstrated that the instrument
offered a normal commercial arm’s length yield that could reasonably have
been expected to be positive in real terms when acquired by the holder.

In summary, the net effect of comprehensive indexation of capital income on
the scope for tax avoidance is difficult to determine. Although indexation would
reduce the potential gains to be made by avoiding tax on capital income during
periods of inflation, it would also increase the effectiveness of existing
avoidance techniques and introduce new opportunities for avoidance. The scope
for such activity could be reduced to some extent by requiring taxpayers whose
trading stock includes equity instruments (e.g., shares and options) and
precious metals in excess of a specified threshold (e.g., $5,000) to use a FIFO
approach to value those assets and use daily indexation factors to adjust the
income derived from such assets for the effects of inflation. Deductions for
interest expense for certain loans that have been made at negative real rates of
interest could also be denied, and companies could be taxed on any gains made
on the redemption of a particular class of shares. Any remaining opportunities
for avoidance could be countered via a specific anti-avoidance rule.
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9.3 Revenue Implications

When assessing the desirability of any movement towards a real income tax
base, it is also important to consider the extent to which this would conflict
with the basic objectives of the income tax system - to raise the revenue
necessary to fund government expenditure.

It is inevitable that comprehensive indexation of the income tax base would
initially reduce tax revenue. Before examining the revenue implications of
indexing the existing capital income base for the effects of inflation, however, it
is important to note that the main objective of reforming the taxation of income
from capital is not to raise revenue, but rather to improve the ability of the
income tax system to raise revenue at the lowest possible cost to the
community.

As a result, it is not possible to assess the desirability of reforming the taxation
of capital income simply by comparing the revenue raised by such reforms. It is
also important to consider the extent to which the efficiency of the income tax
system has been improved, even though such improvements are much more
difficult to observe than either the administrative and compliance costs and the
revenue raised by the reforms. An example of this is the introduction of
imputation. Even though this measure resulted in the loss of government
revenue, this was desirable because it reduced the overall costs imposed on the
community by the income tax system.

Similarly, even if the indexation of capital income initially resulted in a net
reduction in government revenue, such a reform may still be desirable. This is
because the efficiency costs associated with raising any shortfall in revenue
may be considerably smaller than those associated with continuing to raise
this amount of revenue by in effect imposing an uncertain and discriminatory
wealth tax on certain forms of capital during periods of inflation. In addition, a
more efficient tax system will tend to promote growth by encouraging more
efficient patterns of savings and investment, thereby increasing the scope for
future revenue collections or reductions in tax rates.

Table 9.1 outlines the estimated long-run tax effects that comprehensive

indexation of the income from capital would have on annual revenue collections
under a variety of inflation rates.
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TABLE 9.1
Long-Run Tax Revenue Effects of
Comprehensive Indexation

Inflation Rate

2% 4% 6%
Indexing Depreciation -$20m -$40m -$55m
(corporate sector only)
Indexing Trading Stock -$105m -$210m -$310m
(corporate sector only)
Indexing Financial Arrangements -$25m -$40m -$50m

Considerable caution should be exercised when interpreting the results of
Table 9.1 because the estimates are subject to a substantial margin of error.
They are based on incomplete information. Firstly, data on depreciation, stock
and financial arrangements are only available for the corporate sector. Thus,
the impact on the non-corporate sector is difficult to estimate and not reported
(with the exception of the financial arrangements associated with farming).
The exclusion of the non-corporate sector will tend to understate the revenue
loss. Secondly, the estimates have not been adjusted for the income derived by
companies in tax loss. This will tend to overstate the revenue loss.

9.4 Conclusion

The effects of comprehensive indexation of capital income on the scope for tax
avoidance are difficult to determine. To the extent that indexation would
prevent the overtaxation of capital income in times of inflation, it would reduce
the incentive for tax avoidance. At the same time, however, in the absence of
anti-avoidance provisions, comprehensive indexation of the tax base may tend
to increase the scope for avoidance by increasing the effectiveness of existing
avoidance techniques and introducing new opportunities for avoidance.

The scope for avoidance activity could be reduced to some extent by requiring
taxpayers whose trading stock includes equity instruments (e.g., shares and
options) and precious metals, in excess of a specified threshold (e.g., $5,000), to
use a FIFO approach to value those assets and use daily indexation factors to
adjust the income derived from such assets for the effects of inflation. Further
reductions in the scope for avoidance could be obtained by denying deductions
for interest expense for most loans that have been made at negative real rates
of interest and by taxing companies on any gains made on the redemption of
particular classes of shares. Any remaining opportunities for avoidance could
be addressed through the use of specific anti-avoidance rules such as those
currently applying in the United Kingdom.
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The comprehensive indexation of the capital income base would also initially
reduce tax revenue to some extent as well as the amount of tax revenue raised
by a given percentage point increase in tax rates. However, in so doing, it
should also increase the the efficiency of the tax system. This is because it
would virtually eliminate the varying rates of implicit wealth tax that is
currently imposed by the income tax system on capital income and expenditure
during periods of inflation.
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CHAPTER 10:
DIRECTIONS FOR REFORM

10.1 Introduction

The results of the analysis in this part of the Document suggest that the
comprehensive indexation of capital income and expenditure is worth pursuing.
The indexation of capital income and expenditure incurred in relation to assets
that produce taxable profits on disposal and depreciable assets is relatively
straightforward and is unlikely to unduly increase costs of administration and
compliance. The indexation of trading stock and of financial arrangements is
more problematic, but at this stage it also appears to be feasible.

Nevertheless, since comprehensive indexation of capital income would be a
major reform, its feasibility warrants a detailed investigation during the
consultative process. In the event that further investigation of comprehensive
indexation suggests that it is not feasible or that it cannot be implemented in
one step, consideration would have to be given to either partial indexation or a
phased introduction of comprehensive indexation. In either case, some
modification of the indexation proposals outlined in Chapters 5 to 9 may be
necessary.

This chapter examines a number of partial approaches to the introduction of
indexation and identifies a number of modifications that would be required to
the proposals in earlier chapters if indexation were restricted to certain forms
of capital income.

10.2 Possible Approaches to the
Implementation of Indexation

There are several possible approaches to the implementation of comprehensive
indexation. Of these, three approaches warrant particular attention. They are
the deferral of indexation until it is possible to comprehensively index the
entire capital income tax base; the indexation of those forms of capital income
and expenditure that are currently excluded from the tax base; and the
indexation of capital income and expenditure incurred in relation to physical
assets.

10.2.1 Defer Indexation of Capital Income and Expenditure

In view of the practical difficulties associated with indexing financial
arrangements and the benefits to be derived from comprehensive rather than
partial indexation of the capital income base, one possible approach is to defer
indexation entirely until the remaining practical problems have been resolved.
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The main problem with such an approach is that it is more practical to move
towards indexation at the same time as the current exemptions are removed.
Many countries have attempted to remove the remaining anomalies in their
capital income bases by taxing nominal gains realised on the sale of assets.
However, these attempts have resulted in tax systems that still retain a wide
range of concessions in the form of exemptions, roll-overs or concessional rates
of tax.

Although the intent of such concessions is not always clearly stated, one of the
major purposes appears to be to ensure that capital income is not overtaxed
during times of inflation. This "de facto" indexation is, of course, inefficient
since it provides the same relief regardless of the rate of inflation, it may
increase lock in and encourage investment in relatively unproductive assets.
Such concessions also add considerable complexity to the income tax system
and usually prove difficult to remove even if indexation is subsequently
introduced. For example, the United Kingdom originally introduced a tax on
nominal gains that eventually contained a wide range of reliefs. These were
not subsequently revoked following the introduction of indexation. Similarly,
the United States currently taxes nominal gains but is now considering either
a reduction in the rate of tax on capital gains or the introduction of inflation
indexation as a means of avoiding the overtaxation of capital income during
periods of inflation.

Chapter 17 of this Document outlines the transitional provisions that could be
applied to facilitate the removal of some of the remaining income tax
exemptions. The complexity of the transitional provisions would increase
considerably if, during the transition, attempts were made to index this income
for the effects of inflation. This complexity would be a further source of
inefficiency and administrative and compliance costs. Many of the
administrative and compliance problems experienced by other countries with
the indexation of capital gains are the result of the failure to integrate the
capital gains tax regime and indexation, thereby necessitating the introduction
of complex transitional rules.

In summary, international experience casts doubt on the desirability of
attempting to extend the tax base to include capital gain income while
deferring the introduction of indexation. Not only does such an approach
inhibit progress towards removing remaining the anomalies in the capital
income tax base, it also adds complexity to the income tax system and
increases the administrative and compliance costs of introducing inflation
indexation at a later date.

10.2.2 Indexation of Income Currently Excluded From the Base

An alternative approach would be to initially index those forms of capital
income and expenditure that are currently excluded from the income tax base
and extend indexation to other forms of capital income at some later date.
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Although the restriction of indexation to certain forms of capital income is
clearly inferior to comprehensive indexation, it would nevertheless result in a
significant improvement in the tax system if it could be introduced without
administrative and compliance problems. The failure to index interest income
and expense would not introduce any new distortions into the income tax
system, while the inclusion in the income tax base of those forms of capital
income that are currently exempt would significantly improve the efficiency of
the income tax system even if they were indexed for inflation.

Such an approach would permit the taxation of currently exempt forms of
income while limiting pressures to provide special reliefs such as lower tax
rates and exemptions to mitigate the impact of inflation. This would also
facilitate any subsequent moves to index the rest of the capital income base.

Significant inequities and inefficiencies in the income tax system would,
however, still remain. Other business and investment income would continue
to be taxed on a nominal basis. As a result, during periods of inflation the
income tax system would still favour investment in assets that produce
indexed forms of capital income over investment in other assets that produce
annual cash flow income. Nevertheless, the degree of bias would be reduced by
taxing indexed gains.

The major problem associated with partial indexation of the capital income
base is the arbitrary nature of the distinction between indexed and non-
indexed capital income. As discussed in Chapter 9, once any form of capital
income is indexed for the effects of inflation, there would be a continuing
incentive for taxpayers to recharacterise other forms of income as income
eligible for indexation. This would not only result in the indirect indexation of
forms of capital income that are not eligible for indexation, but it could also
result in the indexation of income that is not affected by inflation.

Implications for the Treatment of Shares

One problem associated with partial indexation is the treatment of shares.
Suppose that all profits realised on the sale of shares were taxable but on an
indexed basis while income derived from financial arrangements is not
indexed. This would encourage taxpayers to hold financial arrangements in
companies rather than invest in financial arrangements directly, since any
gains realised on the sale of company shares would be indexed for the effects of
inflation.

One possible solution to this problem would be to adopt a somewhat different
approach to the indexation of shares than that outlined in Chapter 5. Rather
than require shareholders to index the original cost of their shares for the
effects of inflation, companies could be allowed to create a separate "indexation
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account” and credit income in the form of inflationary gains realised on the
sale of assets to that account. This exempt income could then be passed on to
shareholders tax free.

This approach would allow companies to pass through credits for any tax paid
on indexed gains realised on the sale of real assets. In addition, it would avoid
the need for individual shareholders to index the cost of their shares for
inflation and reduce the need to subject shares to special rules to prevent
abuse of the indexation provisions.

An alternative approach would be to allow only nominal and not real losses on
shares to be deductible.

Implications for the Treatment of Depreciable Assets

Similar problems could be encountered in trying to prevent the extension of
indexation to depreciation allowances. For example, consider the difficulty
associated with taxing inflation indexed profits realised on the sale of
commercial property while attempting to deny indexation for depreciation
deductions. By selling and repurchasing depreciable assets, taxpayers could
obtain the benefits of indexation because the sale of an asset would give rise to
taxable income only if the sale price exceeds the inflation-indexed cost.
However, the sale of the asset increases the cost base for future depreciation
deductions by the full amount of the nominal gain.

For example, consider the case of an asset with an annual depreciation
allowance of 20% of the initial cost of the asset, less previous depreciation
deductions. If the asset is originally purchased for $100, the taxpayer can claim
deductions of $20 and $16 in the first two years, reducing the book value at the
end of two years to $64. Assume that the allowable depreciation rate
accurately reflects the annual decline in the real value of the asset, but that
only income realised on the disposal of that asset, not depreciation, is indexed
for the effects of inflation. Assume also that the annual rate of inflation is 10%
over the period. The asset’'s market value at the end of two years would be
$77.44. If the asset were sold, the book value would be adjusted to $77.44 ($64
multiplied by an inflation factor for 2 years of 1.21) and there would be no
assessable income realised on the disposal of the asset. The depreciation
deduction in the following year would be raised, however, from $12.80 (20% of
$64) to $15.49 (20% of $77.44) - exactly the result that would occur if
depreciation were indexed.

Although such avoidance activity is specifically prohibited at the moment by
section 111 of the Income Tax Act, it would nevertheless be difficult to detect.

The problems outlined above arise from the fact that there is no inherent logic
the distinction between currently taxed and untaxed forms of income.
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Accordingly, an alternative and preferable approach would be to index income
derived from all physical assets, but continue to tax nominal income derived in
relation to financial arrangements. Shares would be partially indexed in the
manner outlined above. This approach is examined below.

10.2.3 Index Physical Assets but Exclude Financial Arrangements

If the remaining issues concerning the indexation of financial arrangements
cannot be resolved during the consultative process, it may be preferable to
index income produced by physical assets, but not interest income and expense
until the issues can be resolved.

This approach appears to offer a number of advantages over the limitation of
indexation to assessable gains. It would ensure that the income from all
physical assets was adjusted for the effects of inflation. As discussed in
Chapters 6, 7 and 9, it appears that depreciable assets and trading stock could
be indexed without an excessive increase in administrative and compliance
costs.

However, some of the efficiency gains of indexation would be lost due to the
continued tax treatment of interest income and expense on a nominal basis. As
discussed in Chapter 9, the existing provisions of the Income Tax Act provide
an incentive for taxpayers on low marginal tax rates to invest in financial
arrangements and for taxpayers on high rates to gear up and invest in physical
assets, especially those that generate exempt income. Moreover, inflation tends
to increase this investment bias by increasing the effective rates of tax imposed
on interest income and increasing the inflationary borrowing gains of
borrowers.

In some respects, the effects of restricting indexation to physical assets are
similar to the effects of accelerated depreciation and investment allowances.
During periods of inflation, a system of partial indexation would make highly-
geared investment in physical assets even more attractive to taxpayers on high
marginal tax rates since the assessable income derived from those assets would
be reduced by indexation, but the inflationary component of nominal interest
expense would still be deductible and nominal interest income would still be
taxable. Taxpayers on high marginal tax rates would have an incentive to gear
up until nominal interest rates and risk exposure increase sufficiently to offset
the tax advantages from further borrowing. This process would tend to distort
patterns of investment and reduce tax revenue to the extent that a greater
proportion of nominal interest expense was claimed by taxpayers or high
marginal rates.

However, given that the bulk of investment is undertaken by taxpayers with
marginal rates of tax of either 28 or 33% and assuming the maintenance of
relatively low rates of inflation in the future, the extent of this reduction in
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economic efficiency and tax revenue may be relatively small in relation to the
substantial efficiency gains from indexing income from physical assets for the
effects of inflation.

Furthermore, as noted in previous chapters, even moderate rates of inflation
can substantially raise effective tax rates on real income from capital. In the
absence of indexation, considerable pressure for ad hoc relief measures, such as
accelerated depreciation allowances and investment incentives, can arise. The
incentives for arbitrage under a partial indexation system would reduce with
reductions in the rate of inflation. As a result, although indexation of physical
assets is clearly less desirable than a system of comprehensive indexation, it
may be preferable to an approach that restricted indexation to assessable
gains.

10.3 Conclusion and Summary of Desirable Reforms

One of the major remaining deficiencies of the income tax system is its failure
to adjust capital income and expenditure for the effects of inflation. An income
tax tends to overtax capital income in times of inflation, creating disincentives
to saving and investment. Of equal concern is the tendency of the tax system to
distort patterns of saving and investment during times of inflation.

In principle, these tax-induced distortions in the pattern of investment during
periods of inflation could be eliminated by moving the existing income tax
system onto either a real or a nominal basis. Under a nominal income base,
however, there would still be a substantial tax-induced disincentive to save or
invest during periods of inflation. This suggests that the most appropriate goal
for future reform is a real income tax base.

In practice, an approximation to a real income base could be achieved by
comprehensive indexation of capital income and expenditure for the effects of
inflation. This would involve indexation of income and expenditure incurred in
relation to assets that yield assessable profits on disposal, trading stock,
depreciable assets and financial arrangements.

Comprehensive indexation of the entire capital income base would be a major
improvement in the tax system. It would improve the efficiency of the tax
system during periods of inflation, albeit at the expense of some increase in
administrative and compliance costs and a reduction in government revenue.

The indexation of capital income and expenditure incurred in relation to assets
that produce assessable gains, trading stock and depreciable assets appears to
be relatively straightforward and is unlikely to substantially increase
administrative and compliance costs. The indexation of financial arrangements
is more problematic, but at this stage it also appears to be feasible.
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Given their significance, the indexation proposals warrant a detailed
investigation in the consultative process. This should also provide a useful
vehicle for advancing consideration of indexation. Even if it is concluded that it
is not appropriate to index financial arrangements at this stage, some partial
indexation of the capital income tax base appears to be both feasible and
desirable pending resolution of the problems associated with indexing financial
arrangements. As noted in this chapter, however, some modification of the
indexation proposals may be necessary if inflation indexation is initially
limited in scope.

Physical Assets Producing Profits on Disposal

Physical assets which produce assessable gains on disposal could be indexed in
the manner outlined in Chapter 5. That is, taxable income the derived on the
sale of these assets would be calculated by deducting their indexed cost from
the proceeds received. Individuals and companies would be able to adjust the
income derived on the disposal of such assets for the effects of the inflation
that has occurred in each full quarter since the purchase of the asset.

Trading Stock

Income produced by trading stock could be adjusted for the effects of inflation
in the manner described in Chapter 6. This would involve the estimation of the
average value of trading stock over the accounting period and the provision of
a deductible inflation allowance for the effects of inflation over the period.

Under this approach, the majority of taxpayers who currently employ relatively
unsophisticated inventory systems would be able to calculate the average value
of their stocks on the basis of a simple average of the opening and closing
stock. Taxpayers who currently employ more sophisticated inventory systems
(e.g. those with average stock levels in excess of, say, $1 million) could be
required to calculate the average value of their stock as the average value of
their quarterly stock levels (expressed in end of year dollars).

Equity Instruments and Precious Metals

Taxpayers who own more than a specified value (e.g., $5,000) of equity
instruments (e.g., shares and options) or precious metals would be required to
value those assets on a FIFO basis and index the income derived for the effects
of inflation between the day of purchase and the day of sale (i.e., daily
indexation factors would be employed).
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Depreciable Assets

Depreciation allowances could be adjusted for the effects of inflation in the
manner outlined in Chapter 7. This would involve the calculation of
depreciation allowances on the basis of the historical cost depreciated book
value of the asset adjusted for the effects of inflation.

Financial Arrangements

The mechanics of indexing debt instruments were outlined in Chapter 8 in
relation to three major types of instrument - variable principal instruments,
non-transferable fixed rate instruments and tradeable fixed rate instruments.
The reforms outlined preserve the current distinction between accrual and
cash basis taxpayers. One of the main principles behind the reforms is that the
inflationary component of interest income/expense should be taken into account
in computing assessable income only when income or expense is recognised for
tax purposes.

Broadly, cash basis holders of debt instruments could compute the amount of
nominal interest to be excluded from assessable income either by:

- multiplying the minimum or average cost (or principal) of the
instruments during the period to which interest payments relate by the
inflation rate for the period; or

- reducing their nominal interest receipts by a published standard
fraction. The standard fraction would be an estimate of the inflationary
component of the average interest rate on common debt instruments.

In many instances, financial institutions may compute the indexation
adjustment as a service for their customers.

Accrual basis holders or issuers of variable principal instruments could accrue
amounts to be excluded from nominal interest income/expense in relation to
any income year based on:

- the average daily balance of instruments during the year;

- the minimum daily balance during the year in respect of instruments
they hold; or

- the maximum daily balance during the year in respect of instruments

they have issued.

In respect of fixed rate instruments, accrual basis taxpayers would compute
the indexation adjustment based on the accrued principal outstanding for the
accounting period multiplied by the corresponding inflation rate.
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The computation of the base or cash price adjustment under the accrual rules
is particularly important in relation to tradeable instruments. These
adjustments would be computed in current dollars at the time an instrument is
sold or matures.

Negative real interest would not be deductible other than where a taxpayer can

establish that the instrument offered a normal arm’s length commercial yield
when it was acquired.
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CHAPTER 11:
OVERVIEW

111 Introduction

As discussed in Part | of this Document, there are a number of sources of
non-neutrality in the present system of taxing income from capital, two of
which are dealt with in this document. First, inflation affects different types of
assets differently with the result that effective tax rates diverge, the more so
the higher the rate of inflation. Secondly, some types of income are untaxed,
including income "on capital account”, some of which is more commonly
referred to as “"capital gain”, as well as a wide range of non-market income.

Part Il canvassed the way in which the inflation-induced distortions might be
addressed. This part of the Document discusses the removal of specific
exemptions. This is intended to address the problems with the present tax
system that were outlined in Chapter 2 and discussed in more detail in
Chapter 3. In essence, the problem is non-neutrality - the diversion of
investment into areas that produce untaxed income at the expense of
investment in other areas that produce higher returns to the nation as a
whole. Equity concerns may also be an important motive for reform,
particularly since public perceptions about the fairness of the tax system are
important.

Nevertheless, reforms can have costs as well as benefits. The relative merits of
removing exemptions depend on the costs and benefits of doing so. Accordingly,
this part of the Document aims to set out the main policy issues that must be
addressed in extending the present tax base to include presently untaxed forms
of income. An outline of the practical detail of such an approach is left to Part
11B.

There are three main arguments advanced against removing the present
exemptions. First, it is sometimes argued that profits derived on the disposal of
property (i.e, capital gains) are not "income" - that a tax on such profits is a tax
on "capital*. Secondly some argue that the removal of capital income
exemptions is unnecessary because capital gains are already implicitly taxed
through the eventual taxation of the future cash flows capitalised by such
gains. Thirdly, it is argued that the taxation of these profits would discourage
savings and investment. This chapter first addresses these three arguments.

11.2 Distinction Between Income and Capital

It is sometimes said that the taxation of profits or income derived on the
disposal of property would "tax capital". To evaluate this statement, it is
necessary to define what is meant by the terms "income" and "capital". The
distinction between these two terms is easily seen by considering, say, a term
deposit in a bank. Assume that X invests $1000 for 12 months at an interest
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rate of 10% per annum. At the end of the 12 month period, X will have earned
$100 (i.e., 10% of the $1000 invested). X’s capital at the start of the period is
the amount invested - $1000. The income that X earns during the period is the
interest on the deposit - $100. If X spends all of the $100 of income, his or her
capital at the end of the period would remain $1000. Conversely, if X reinvests
the $100, his or her capital will have increased to $1100.

As this example illustrates, capital is a "stock" - a stock of money or other
assets - whereas income is a "flow", the return produced by capital. Another
example often used to illustrate the difference between income and capital is
an orchardist’s fruit trees and the fruit they produce. The fruit trees are the
orchardist’s capital - they are not sold to produce income, but are retained for
year after year (until they need to be replaced) in order to produce fruit. The
fruit is the orchardist’s income - the flow of goods (or services) produced by his
or her capital.

More generally, capital is anything that produces a flow of goods or services in
the future (whether or not those goods or services are in the form of money or
can be sold for money). The term "capital gain"”, as the name suggests, means
an increase or gain in the value of an item of capital (i.e., an asset). A tax on
capital gains is therefore a tax on the change in the value of items of capital.
It is not a tax on the capital stock itself. For example, assume that a building
increases in value from, say, $50,000 to $70,000 over a certain period. The
capital gain on the building is the increase in its value. This is calculated as
$70,000 less $50,000, or $20,000. Alternatively, assume that the value of the
building at the start of the period is, say, $200,000 and that this increases to
$220,000. In both cases, the capital gain is $20,000.

These examples have been chosen to illustrate the point that the amount of
any capital gain from holding an asset depends on the change in the value of
the asset, not on its initial value alone.

Changes in the value of capital are included within a comprehensive definition
of income. In economic terms, a person’'s income in any period is defined as the
sum of the amount they spend on consumption in the period and the change in
the person’s real net worth. The person’s net worth, in turn, means the market
value of his or her total capital (or total assets) less the market value of his or
her liabilities. For example, if X has assets with a total value of, say, $100,000
but total liabilities of $70,000, X's net worth is $30,000 (i.e., $100,000 less
$70,000). Since increases in the value of property held increase net worth, they
are included within this definition of income.

It does not matter, for example, whether a person earns $100 income as
interest from government stock, as dividends or as "capital gain" from a
company that invests in government stock. The person’s net worth has
increased by the amount and they are better off by that amount.
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As noted above, an income tax is not a tax on capital or wealth. An example of
a capital tax is land tax. This is a tax on a stock of capital, in the form of land
liable for land tax, rather than a tax on the change in the value of land. The
general term "capital tax" means a tax on a stock of capital, irrespective of any
changes in its value.

11.3 Will Removal of the Exemptions
"Double Tax" Capital Income?

11.31 Overview

It is sometimes argued that the removal of the present capital income
exemptions is both unfair and inefficient because a tax on capital appreciation
will be additional to the subsequent taxation of the future cash flows that are
capitalised by that appreciation.

Specifically, it is alleged that capital gains do not escape taxation, even under
tax systems which exempt such gains, because these gains are implicitly taxed
through the eventual taxation of the future cash flows capitalised by the
capital gain. Since capital gains are already implicitly taxed, so this argument
goes, it is unnecessary, unfair and inefficient to subject such gains to
additional taxation by an explicit tax on capital appreciation.

In order to evaluate this argument, it is necessary to identify the conceptually
distinct sources of capital appreciation and to examine the validity of the
argument in relation to each of them. The important sources of capital gain
considered below are systematic capital gains on maturing assets, systematic
"goodwill" gains and unexpected or "windfall" gains.

Since the analysis is intended to clarify certain fundamental conceptual issues,
it proceeds at a level of abstraction appropriate to this objective. Thus, the
analysis abstracts from the design details of the tax system and assumes that
capital appreciation is taxed as it accrues and that gains and losses are taxed
in a fully symmetrical manner. Similarly, the discussion makes no specific
reference to inflation and may be interpreted either as assuming its absence, or
as referring to dollars of constant purchasing power and real rates of interest
under an indexed tax system. Finally, while the conclusions of the analysis are
quite general in the sense that they hold independently of the actual pattern of
cash flows generated by an asset, the illustrative examples postulate the
simplest cash flow pattern required to distill the essence of the argument.

Since the question at issue is the consequences of treating capital appreciation
and depreciation as part of capital income under an income tax, it is useful to
take as a benchmark an asset which is not expected to yield any capital gains
or losses and for which all expected income is therefore on revenue account.
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A concrete example of such an asset is a perpetuity yielding a constant cash
flow of $10 per annum. At a constant interest rate of 10% per annum, the
capital value of this perpetuity would be expected to remain constant over time
at $100.

As discussed in Chapter 3, the economic income generated by any asset is
defined as the largest flow of current consumption that the asset could support,
subject to the constraint that its capital value remains intact. Because of its
constant capital value, the flow of economic income generated by a perpetuity
consists only of cash flow. More complex assets that produce cash flows that
are not constant over time will typically be expected to appreciate or depreciate
in value. For these assets, economic income, being the algebraic sum of the
cash flow and capital gain, will differ from cash flow by the appreciation or
depreciation of the asset.

A comprehensive income tax levied at a rate of, say, 25% would reduce the
post-tax cash flow of the perpetuity to $7.50 per annum and the post-tax
interest rate to 7.5% per annum. Capitalising the post-tax stream of returns at
the post-tax interest rate, the value of the perpetuity will be $100 - the same
valuation arrived at by capitalising the pre-tax cash flow at the pre-tax
interest rate.

It is the hallmark of a comprehensive income tax that the wedge it creates
between pre-tax and post-tax rates of return on an investment depends only on
the tax rate and is independent of the pattern of cash flows generated by the
investment. Asset valuations under a comprehensive income tax are therefore
the same when conducted in pre-tax or post-tax terms. This implies that under
a comprehensive income tax, investors will place the same valuation on
expected future cash flows despite differences in their (time independent)
marginal tax rates. Thus, investors subject to a 33% marginal tax rate will also
value the perpetuity at $100 since they will capitalise a $6.70 post-tax cash
flow at a post-tax interest rate of 6.7% per annum.

Because the perpetuity involves no element of expected capital gain or loss, its
tax treatment will be unaffected (windfalls aside) by whether or not the income
tax base includes capital gains and losses. The example of the perpetuity
therefore emphasises the sense in which an income tax inherently involves
"double taxation”. The double taxation inherent in an income tax arises
because, under such a tax, assets are purchased out of post-tax income
(because the purchase price cannot be immediately deducted) while the income
that they subsequently generate is taxed. Realisations of capital (as distinct
from increases in capital value) are, of course, exempt from taxation under an
income tax regime.

It is this inherent double taxation that reduces post-tax rates of return below

pre-tax rates of return. Any impact of the income tax on saving incentives,
discussed in section 11.4 below, flows directly from the reduction in the post-
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tax rate of return relative to the pre-tax rate of return. It is important to note
that if this form of double taxation were removed by, for example, allowing the
purchase price of an asset to be deducted, pre-tax and post-tax rates of return
would remain equal and the "income tax" would not tax normal rates of return
on capital at all.

The purpose of the present discussion is to examine whether the taxation of
capital gains (and the recognition of capital losses) introduces any unfair or
distorting further element of double taxation (triple taxation?) additional to
that inherent in the application of the income tax to a perpetuity where no
question of expected capital gains or losses arises.

The efficiency case for comprehensively taxing the economic income from
capital rests on the need to ensure that all assets are purchased out of post-tax
income and on the desirability of providing uniform income tax treatment for
capital assets, regardless of the wide, but economically irrelevant, differences
in their patterns of expected cash flows. The objective of defining the tax base
to include changes in capital value as well as cash flow is to ensure that all
assets receive the same tax treatment as a perpetuity for which all expected
economic income is unambiguously on revenue account.

The greater the extent to which the ideal of uniform taxation of economic
income is compromised, the larger will be the degree to which arbitrary
differences in cash flow patterns will generate arbitrary differences in the
burden of taxation. Where real assets are concerned, deviations from the
uniform taxation of economic income will result in an economically inefficient
pattern of capital accumulation. For financial assets, such deviations will
constitute an invitation to tax avoidance - a problem which the accrual rules
are designed to address.

The remainder of this section examines the manner in which the removal of
capital income exemptions implements these principles in relation to the three
important sources of capital appreciation identified above.

11.3.2 Maturing Assets

Assets with cash flows which are are heavily concentrated in the future will
systematically appreciate in value as they approach maturity. Typical
examples are growing forests, maturing wine, or land at the fringes of an
expanding city.

Another example of a maturing asset is a deep discount bond promising a
single cash payment of $272 in 10 years time. Like the earlier perpetuity, this
asset will have a present value of $100 when capitalised at an interest rate of
10% per annum. Despite its zero present cash flow, this asset will also
generate annual economic income of $10 per $100 of capital value. Unlike the
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perpetuity which generates economic income consisting only of cash flow with
no capital appreciation component, the annual economic income of the zero
coupon bond materialises entirely in the form of capital appreciation without
any element of cash flow.

The notion that taxing the accruing capital gain on a maturing asset involves
any element of double taxation inconsistent with income tax principles is
obviously false. If the tax on the accruing gain is levied continuously year by
year, the asset will receive exactly the same tax treatment over time as the
perpetuity. In the final period, when the single terminating cash flow of $272
falls due, either of two approaches would ensure that there is no double
taxation. First, the tax rules could ensure that income received is untaxed to
the extent to which it has been taxed as it accrued. Alternatively, the
terminating payment of $272 could be made taxable but, in addition, a
deduction could be allowed for the capital loss of $272 suffered as the bond
expires. Under either approach, it is simply not true that tax on the accruing
capital gain is additional to tax on the ultimate cash flow capitalised by those
gains.

11.3.3 Goodwill Gains

Another important source of capital appreciation is so-called "goodwill gains".
When an individual builds up a business, he or she creates an asset with a
value exceeding the replacement cost of the associated tangible capital. This
excess value, or "goodwill", represents the market's capitalisation of the
systematically greater earnings of an established business relative to an
otherwise comparable new business.

The taxation of goodwill gains is sometimes alleged to be a deficiency of a
capital gains tax. The defect is again claimed to lie in double taxation, first of
the goodwill gain and then of the income that the goodwill asset subsequently
yields over time. To evaluate this argument, assume that by sacrificing current
pre-tax earnings of $100 or by incurring tax deductible expenditure of $100 an
individual is able to create a goodwill asset which promises a cash flow of $9 in
perpetuity. If the relevant pre-tax interest rate is 10%, the goodwill gain would
be worth $90 to the economy. This goodwill investment is clearly economically
unsound since it destroys net value of $10. In the absence of all taxes, this
goodwill investment would also be financially unattractive.

Now assume that a 25% tax rate applies to earnings on revenue account. Given
this tax, the opportunity cost of the investment falls to $75 in post-tax terms.
If the cash flow generated by the investment is also taxed at 25%, it will also
be lower at $6.75 (ie, (1-0.25) x $9). Capitalised at the post-tax interest rate of
7.5%, the cash flow stream of the goodwill asset has a present market value of
$90. In the absence of a tax on goodwill gains, it is clear that the opportunity
to invest $75 of forgone post-tax earnings to generate an asset worth $90 will
appear attractive, despite the evident economic waste involved.
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If, however, the gain on the goodwill asset is subject to tax at a rate of 25%,
the investor will be led to compare $75 of forgone post-tax earnings with a
post-tax gain of only $67.50 (ie, (1-0.25) x $90). Market signals will now
faithfully reflect the underlying economic reality and counsel against the
investment. To be profitable to the investor when the goodwill gain is taxed,
the investment would need to offer a post-tax gain in excess of $75. It will only
do that if it generates a pre-tax cash flow greater than $10 and thus a capital
value greater than the $100 of forgone pre-tax earnings required to create the
goodwill asset.

As this example illustrates, the taxation of goodwill gains does involve double
taxation. But this double taxation is no different to the double taxation
inherent in an income tax. In relation to goodwill gains, tax compensates for
the fact that, in the absence of the tax, goodwill investment would effectively
be made out of pre-tax income whereas competing capital investments must be
purchased out of post-tax income. The double taxation implied by the taxation
of goodwill gains is therefore a requirement of, not an impediment to, economic
efficiency.

11.34 Windfall Gains

The analysis has to this point considered systematic or expected gains. A
separate category of gains are the unexpected or windfall gains and losses
arising from revisions of expectations. To analyse the taxation of windfall
gains, consider the earlier example of a perpetuity yielding $10 per annum
before tax and capitalised at $100 at a 10% pre-tax interest rate.

To take a dramatic example of unexpected asset appreciation, suppose that the
expected perpetual cash flow suddenly doubles to $20 per annum. With a 25%
tax rate, the post-tax cash flow also doubles, rising from $7.50 to $15, as does
the Government’s annual tax take, which goes from $2.50 to $5. Capitalised at
7.5%, the increased $15 post-tax cash flow will sell for $200 in the market.
Because the revision of expectations has doubled the price of the asset, holders
will receive a capital gain of $100 and will incur a $25 tax liability. The tax
revenue on the gain accruing to the Government is additional to the doubled
flow of income tax accruing as a result of the shift in expectations.

The taxation of the windfall gain clearly involves an additional element of
taxation. This extra taxation arises because a comprehensive income tax taxes
unexpected pure capital profits as well as on-going capital income flows.
Several aspects of this element of additional taxation deserve comment.

First, the application of a comprehensive capital income tax to windfalls is
symmetrical. If expectations had been revised downwards, the resulting capital
losses would reduce the asset holder’s tax liabilities. Second, the revision of
expectations does not alter the relationship among pre- and post-tax rates of
return. Capital values respond to the changed state of expectations so that the
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asset continues to yield 10% per annum before of tax and 7.5% per annum
after tax. This rule applies regardless of whether unexpected capital
appreciation is taxed. In other words, in its application to windfalls, the
taxation of the capital gain operates as a lump-sum tax having no efficiency
implications. It follows that while there is no efficiency case for applying the
capital gains tax to windfalls, there is also no efficiency case against this
aspect of the tax.

This shifts the argument to the question of fairness. In the example analysed
above, the windfall capital gain, if untaxed, clearly permits the holder of the
asset to enjoy a net additional $100 of consumption while maintaining the
capital value of the asset intact. That is, after the revision of expectations, the
asset holder can sell half the asset for $100, using the remaining half to
preserve the previous post-tax income stream of $7.50 per annum. The $100
gain is therefore equivalent to additional income accruing from any other
source. Equity considerations suggest that the unexpected gain should not be
treated differently from other income for tax purposes.

Most important of all is the fact that while the distinction between anticipated
and unanticipated capital gains is conceptually useful, there is no easy way of
making it operational in practice. That is, it would not be practical to attempt
to decompose observed capital gains into their expected and unexpected
components. While there is no efficiency imperative for imposing a capital
gains tax on windfalls, there is also no practical method, short of exempting all
capital gains from the income tax base, of exempting unexpected capital gains.
Total exemption of capital gains would mean that expected capital gains on
maturing assets and goodwill investments would avoid the tax net. This would
have unfavourable efficiency implications.

Those who object to the additional taxation of windfall gains by a capital
income tax often recommend its replacement by a cash flow tax. It is therefore
important to note that the cash flow tax taxes windfall gains in exactly the
same manner as a capital gains tax.

A cash flow tax differs from an income tax in that it allows the full amount
invested in an asset to be immediately expensed for tax purposes. Subsequent
cash flows derived from the asset are taxed as they accrue, but asset
depreciation is not tax deductible and asset appreciation is not taxable. On the
other hand, the full receipts realised on the disposal of an asset are assessable.

A cash flow tax differs from an income tax in that it drives no wedge between
pre- and post tax rates of return. To confirm this, consider the earlier example
of a perpetuity. The cash flow tax reduces the cash flow of this asset from $10
pre-tax to $7.50 post-tax. On the other hand, because the $100 investment in
the asset can be expensed, it reduces the investor’s current tax liability by $25
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so that the net outlay needed to acquire the asset is only $75. Whereas assets
are purchased out of post-tax income under an income tax, under a cash flow
tax they are effectively purchased out of pre-tax income. As a result, the
post-tax rate return on the asset under a cash flow tax ($7.50/$75, or 10%) is
the same as the pre-tax rate of return.

While the present value of the post-tax cash flow of $7.50 at the (pre- and
post-tax) interest rate of 10% is only $75, all investors will value the asset at
$100, since the full deductibility of the purchase price means that the present
value of the post-tax cash flows must be grossed-up by the reciprocal of one
minus the tax rate to arrive at the price that investors would be willing to pay
for the asset. An investor subject to a 33% tax rate would have a net of tax
cash flow of $6.70 per annum. When the $67 present value of this cash flow is
grossed up to allow for the $33 tax saving resulting from the deductibility of
the purchase price, a market valuation of $100 is again the result. As with the
income tax, asset valuations under the cash flow tax are therefore independent
of investors’ marginal tax rates.

Because the cash flow tax gives the buyer of the perpetuity an immediate
deduction of $100 for its purchase price, the Government currently forgoes $25
of tax revenue on this account. On the other hand, the Government collects tax
at the rate of $2.50 per period from the cash flow stream of the asset. At the
assumed interest rate of 10%, the flow of future tax collections has a present
value of $25. Since the present value of the future tax collections is the same
as the tax currently forgone, net tax revenue is zero. The very different
implications of the income tax and the cash flow tax for tax revenue is a
reflection of the fact that the cash flow tax does not tax expected income, does
not drive gross and net rates of return apart and thus raises no net tax
revenue from the expected income stream of an asset.

If, however, there is a revision of expectations, a cash flow tax will collect (or
lose) an amount of (lump-sum) tax revenue exactly equal, in present value
terms, to that raised (or lost) by the taxation of capital gains under a
comprehensive income tax levied at the same rate in the same circumstances.

To return to the earlier example, imagine that the expected cash flow stream of
the perpetuity rises from $10 to $20 per annum. The cash flow tax will then
raise an additional $2.50 per period. The present value of that additional tax
revenue will be $25, exactly the sum raised by the capital gains tax in the
same circumstances. Similarly, the impact of the taxation of the capital gains
and the cash flow tax on the holder of the asset will also be exactly the same.
Under the income tax, the market price of the asset rises by $100, leaving the
holder with a gain of $75 after meeting the tax liability of $25. Under the cash
flow tax, on the other hand, the present value of the post-tax cash flows rises
to $150, which is also $75 greater than their present value prior to the revision
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of expectations. Should the holder of the asset dispose of it after the revision of
expectations, the sale will realise $200 (i.e. $150 grossed up by the reciprocal of
one minus the tax rate) and this entire sum will be assessable, leaving the
asset holder with $150 - that is, with a gain of $75 on the original $75 net
investment in the asset.

Those who oppose the manner in which the taxation of capital gains treats
windfall gains must recognise that the cash flow tax, which they often
recommend as an alternative to the income tax, treats windfalls such as that
discussed above in exactly the same manner.

11.35 Summary

To summarise the conclusions of this section, the removal of capital income
exemptions does not involve inappropriate double taxation of capital gains and
future cash flows when applied to systematic capital gains on maturing assets.
To the extent that the systematic capital appreciation on such assets is taxed
as it accrues, terminating cash flows are received tax free. In such cases, the
removal of the exemptions would assist in aligning the tax treatment of
maturing assets with the tax treatment of assets which generate income
entirely on revenue account. The only element of double taxation resulting
from the removal of the exemptions is that inherent in an income tax and
results from the fact that, under such a tax, assets must be acquired out of
post-tax income.

So far as the taxation of goodwill gains is concerned, the removal of the capital
income exemptions would have the effect of taxing the goodwill gain as well as
the future cash flows on revenue account that are capitalised by that gain.
Properly understood, this double taxation simply ensures that goodwill
investments are made out of post-tax rather than pre-tax income. This is an
advantage, not a defect of the removal of the exemptions, since when goodwill
gains are exempt, goodwill investments would be inefficiently encouraged
relative to other investments which must be acquired out of post-tax income.

The removal of the exemptions would subject windfall gains to tax. Because of
the unexpected nature of windfall gains, a tax on them has the character of
lump-sum pure profits tax. While there is no efficiency case for taxing such
gains, there is also no efficiency case for exempting them. Moreover, the cash
flow tax often favoured by opponents of capital gains taxation would impose
exactly the same lump-sum tax on windfall gains as does a comprehensive
income tax. In relation to the windfall gains and losses considered above, the
cash flow tax has the same consequences for taxpayer wealth and thus the
same equity implications as an income tax in which the present exemptions
have been removed.
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114 Effect on Savings and Investment

A third criticism advanced against the removal of the present exemptions is
that this would discourage savings and investment. Saving is the difference
between income and current consumption. Investment is expenditure that
increases the stock of capital assets. Investment can be financed by private
domestic saving, by government saving (if the government runs a budget
surplus) or by borrowing from abroad.

Income from ownership of real and financial assets (i.e., income from capital) is
part of total income. The taxation of income from capital is therefore an
inherent feature of an income tax system. To the extent that private saving is
responsive to post-tax returns, an income tax may discourage saving compared
with the levels that would exist in the absence of an income tax. A decline in
private savings may also raise the cost of capital to users of capital services
and thereby discourage investment. Household savings are also affected by
factors other than the available post-tax return, such as income level, life cycle
factors and government policies.

The general effect of an income tax on the level of savings is, however, not the
issue here. Indeed, the overall effect of the reforms outlined in this Document
on the level of savings may well be positive, since the reforms would mean
that, while the tax on some types of income from capital would increase, the
tax on other forms of income from capital would decrease. The real issue is
whether the taxation of a particular form of income would discourage savings
and investment.

The aggregate rates of saving and investment in the economy, as a proportion
of income, depend on a complex interaction of factors, including the
Government’s monetary and fiscal policy. The saving rate of households
depends on many factors, of which the expected rate of return available is only
one. Levels of investment are also influenced by the difference between
expected rates of return on different assets and the cost of capital (i.e, the
return that must be paid to savers).

To illustrate the effect on saving of the removal of an exemption, assume that
initially there are only two types of assets in the economy - fully taxed assets
and exempt assets. Assume also that there are no foreign capital movements -
that is, domestic savings are the only source of funds for capital investment. In
order to focus on the effect of taxation, ignore risk for the moment. Assume
that the expected pre-tax rate of return on the fully taxed assets is 10% per
annum and that there is a uniform tax rate of 30%. The expected post-tax rate
of return on these assets is therefore 7%. Suppose that the expected rate of
return (pre- or post-tax since, by assumption, they are the same) on the exempt
asset is initially 10% per annum. Since the whole of the return on these assets
is exempt, investors would clearly prefer to hold the exempt asset - it is
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expected to return 10% after tax compared with only 7% on the fully taxed
assets. Everyone would want to sell the fully taxed assets and buy the exempt
assets. This would obviously change the price of the assets. The price of the
fully taxed assets would fall and that of the exempt assets would rise to a point
where the expected post-tax returns on both types of assets is once again the
same. For example, the expected post-tax rate of return on both might settle
at, say, 8% per annum. Once this point (which is referred to as an equilibrium)
is reached, there would be no advantage in savers in holding the exempt assets
- they would be expected to return after tax no more than the fully taxed
assets.

These tax changes would, however, cause the value of the exempt assets to rise
above their replacement costs. This in turn would induce a change in
investment patterns. Investment in the fully taxed assets would decline and
investment in the exempt assets would increase. This process would continue
until the value of exempt and fully taxed assets is equivalent to their
replacement costs. If the post-tax return on both types of assets is 8% and a
tax rate of 33% is assumed, the pre-tax rate of return on the taxed assets
would be 11.7% and 8% on the exempt assets. The lower pre-tax return on the
exempt assets indicates that over investment has occurred in those assets.

The exemption of the return on the exempt assets has an effect on aggregate
saving that is equivalent to an overall cut in the rate of tax on capital income
(unless the revenue loss is made up by a greater tax burden on fully taxed
assets). The exemption of income from particular assets is, however, less
efficient than an across-the-board reduction in tax rates on income from capital
since it distorts the relative costs of capital and investment patterns. In
particular, high-return investment in the fully taxed assets is displaced by
lower-return investment in the exempt assets.

Now assume that income produced by the exempt assets is made fully taxable
but the tax rate on all income is reduced so that the tax change is revenue
neutral. The price of the (previously) exempt assets would immediately fall
(and that of the fully taxed assets would rise). This process would continue
until a new equilibrium is reached, at which point the expected rate of return
on the two types of assets would again be equal. Once again, the pattern of
investment would be affected since resources would flow from previously
exempt assets to assets that were previously fully taxed. That is, investment in
the previously exempt assets would decline and that in the fully taxed assets
would increase. Thus, irrespective of the tax treatment of the two classes of
assets, asset prices and investment would adjust so that the expected rate of
return on the two types of assets would be the same. It is important to note
that the aggregate level of investment would not necessarily be affected, since
this depends more on the overall tax burden on income from capital.
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The above results can be generalised to any number of assets with various
degrees of riskiness. In general, the expected, risk-adjusted rate of return on
all assets in the economy must be approximately the same. Realised returns,
as distinct from expected returns, may differ because of unanticipated factors,
but this is not, in general, relevant to saving or investment decisions. To the
extent that saving and investment decisions are influenced by after-tax
returns, it is expected rather than realised returns that are important.

As illustrated in Chapter 2, the returns on many forms of saving and
investment (such as interest, dividends and other revenue receipts) are already
fully taxed. For example, interest income is fully taxed - on an accrual basis for
many taxpayers and, for others, when it is received. Yet many people save to
earn interest income. Indeed, a large part of household savings are in the form
of interest-bearing deposits and like instruments.

In summary, the exemption of certain forms of income cannot be regarded as a
sensible way to encourage saving and investment. An exemption will change
asset prices and channel additional investment towards the exempt area until
the expected rate of return, adjusted for risk, on the exempt assets is the same
as that applying elsewhere in the economy. The removal of the present
exemptions would have an impact on asset prices and hence the pattern of
investment. Provided that the reforms to the taxation of income from capital,
including the removal of exemptions, results in no overall increase in tax
revenue, the reforms should have no adverse effect on the level of saving or
investment, nor on post-tax rates of return generally.

The effect of the removal of exemptions on saving and investment is discussed
in more detail in Appendix 1.

115 General Conclusions on Removal of Exemptions

11.5.1 Overview

For the reasons outlined above and in Chapter 3, there is no sound rationale
for maintaining the exemptions. The first step in the reform process would be
to bring all forms of income, gains or profits currently treated as income on
capital account, including "capital gain”, within the income tax system.

In the light of the conclusions in Part Il, income or losses derived on the
disposal of assets should be indexed for inflation. The method of indexing such
income or losses was discussed in Chapter 5.

Under the present timing rules, where disposal of property gives rise to
assessable income, the income is, in most cases, derived in the year of disposal.
The first major policy issue is whether or not these timing rules are
appropriate and, in particular, whether recognition of income as it accrues,
rather than when it is realised, is feasible and desirable.
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A second major issue is whether there are good grounds for continuing to
exempt certain types of income. Thus, all forms of currently exempt income on
capital account would become taxable unless it were decided that particular
forms should remain exempt.

11.5.2 Timing of Recognition

The removal of the present exemptions would improve economic efficiency by
reducing the tax incentive to invest in assets that are expected to produce
untaxed income. It would also improve the equity of the tax system, especially
since income from capital is concentrated amongst higher income groups. In
addition, there would be significant administrative advantages resulting from a
reduction in the tax avoidance and administrative difficulties associated with
the present arbitrary distinction between taxed and untaxed income.

The present income tax is not, however, a cash flow tax. It has moved
progressively over many years towards an accrual system (i.e., one in which
income and expenditure are recognised in the year they accrue, rather than the
year of receipt or payment). This has been necessary, not because of any
theoretical ideal, but because of concrete, pragmatic, economic and financial
considerations. The accrual rules applying to financial arrangements were
necessary to curtail widespread tax avoidance by both companies and
individuals that resulted in a substantial loss of tax revenue. A similar
objective lies behind the controlled foreign company, foreign investment fund
and trust regimes. The dividend withholding payment regime brings forward
the taxation of foreign-source dividends that are eventually derived by resident
individual taxpayers but that are received in the first instance by resident
companies. All of these rules bring to account on an accrual basis income that
was previously taxed, if at all, only on receipt.

There are two main problems with taxing income only on realisation. First,
taxpayers would continue to be induced for tax reasons to invest in assets that
appreciate in value rather than assets that produce returns in the form of
annual cash flows, although this tendency would be less marked than under
the current regime, under which some forms of income escape tax entirely. By
contrast, the taxation of income on an accrual basis would result in a greater
uniformity of tax burdens (i.e., effective tax rates) across different assets.

Secondly, taxpayers would continue to be encouraged to defer disposing of
property since a disposal crystallises a tax liability. This is referred to as a
"lock-in" effect. The extent of lock in would depend on the ratio of the tax
liability to the sale proceeds. The higher the ratio, the greater the lock in. As a
result, the taxation of some forms income only on disposal would extend an
existing source of efficiency loss to a new class of income.

The difficulties caused by these problems would be reduced if real rather than
nominal profits derived on sale were taxable. The difficulties would be reduced
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further to the extent that income can be taxed on an accrual basis. Accrual
taxation does, however, raise a number of serious administrative and
compliance issues. The accrual/realisation orientation of the reforms therefore
involves a judgement about the optimal trade off between the objective of
promoting a more neutral tax system and of reducing lock-in effects on the one
hand, and the objectives of minimising administrative and compliance costs on
the other. This trade off and its implications for the timing of recognition of
income from capital are explored further in Chapter 12.

11.5.3 Personal Assets

Chapter 3 described currently exempt forms of income that should, in
principle, be subject to tax. The key issue is whether income derived on the
disposal of personal assets such as residences should be taxed or remain
exempt. As with the timing of recognition, the issue is not clear-cut but
depends on practical considerations. This issue is discussed in Chapter 13.

11.6 Conclusion

The present exemptions of certain forms of income from capital are sometimes
defended on the basis that they are not income but are "capital”. There is,
however, a clear distinction between income and capital. A profit or gain
derived on the disposal of property is income derived from capital, just as
interest or dividends are income.

The exemptions are also defended on the grounds that the taxation of capital
gains would result in the double taxation of income. An element of double
taxation is inherent in an income tax since investment should be acquired out
of after-tax income and the income then generated is itself taxed. Beyond this,
no inappropriate double taxation would result from removal of the present
exemptions.

Similar misconceptions are advanced about the impact on saving and
investment of taxing currently exempt forms of capital income. An income tax
may discourage saving by reducing the return derived by the saver. A fall in
domestic private saving could raise interest rates and thereby reduce
investment, if it is not offset by additional Government savings or capital
inflows from overseas. Short of abolishing income tax as a major component of
the revenue system, such effects are unavoidable.

The removal of exemptions by itself has similar effects on total saving as an
increase in the tax rate on income from capital. Any effect on saving could be
mitigated by lowering tax rates. The revenue costs of