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ABSTRACT

This paper explored the tax practitioners 'views on taxation of capital gains
in New Zealand. An 8-page questionnaire was sent to 507 tax practitioners
to discuss various tax issues relating to capital gains. The tax issues were
taxation on property, rollover relief, indexation and several others. The
findings overwhelmingly showed that a capital gains tax (CGT) was not
supported by most tax practitioners. A plausible reason for the strong
opposition to a CGT by the tax practitioners was attributable to the
increased compliance costs and the interpretation surrounding the CGT
legislation. The absence of a comprehensive CGT in New Zealand can
potentially provide lucrative business opportunities for tax practitioners
by advising their clients to convert taxable incomes into tax free capital
gains. However there was no empirical evidence to suggest that the loss
of tax revenue was due to such tax planning activities. This might be due
to the uniqueness of certain types of gains, which would normally be
regarded as capital in nature in foreign jurisdictions deemed to be income
in New Zealand.

Keywords: Capital gains taxation, mixed methods, New Zealand
Taxation
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INTRODUCTION

A large majority of the OECD countries have capital gain taxes to achieve
neutrality in their tax systems. New Zealand, on the other hand, remains
one of the few countries that do not have a comprehensive capital gains tax
(CGT). Consequently, its tax system has been accused of being unsystematic
and “ad hoc” (Burman and White, 2003). The ad-hoc nature of the tax system
treats some capital gains as taxable incomes. For example, certain capital
receipts include gains from financial arrangement and foreign investment
funds, but it excludes gains from the sale of property. This is generally not
the case in other OECD countries. Unlike the traditional capital gains that
are taxable in other OECD countries, New Zealand had treated some of
these gains as income and is therefore taxable. Consequently, the “New
Zealand style CGT” is likened to a hybrid tax system which taxes not only
ordinary income but also certain selected capital gains.

Because of the criticisms from a lack of a comprehensive CGT regime,
the New Zealand government had made several reviews to identify the
problems and make policy recommendations to address the CGT issues. For
example, the first review was undertaken in 2001 by the Government Tax
Review Committee (McLeod Committee, 2001). They acknowledged the
problems of the lack of a comprehensive CGT but concluded that a general
CGT was not worth pursuing because of its complexity and compliance
problems associated with it. Instead of recommending a radical overhaul
to the tax system, they suggested incremental policy changes to eliminate
the current flaws in the system.

The second attempt was undertaken in June 2005 when the
government issued a discussion document on the Taxation of Investment
Income (New Zealand Government, 2005). This document focuses on
the treatment of collective investment vehicles and offshore portfolio
investments in shares. The results of this discussion document led to two
major tax reforms in New Zealand. First, it relates to the exemption of
capital gains on investments in New Zealand and certain Australian-listed
shares and second, it introduces the fair dividend rate of return on other
foreign investments. The intention of the reforms was to align the tax
treatment between portfolio investment entities (such as managed funds)
and individual taxpayers’ direct investment. However, because of the non
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taxable nature of the gains made from property investments, the differential
treatment between the domestic and foreign investments created further
distortions in the New Zealand hybrid tax system.

Statistics from the Reserve Bank from 1990 to 2005 showed an
increasing amount of assets held by the household sector. The bulk of the
increase in assets is from the housing stocks followed by deposits, managed
funds and other. In Table 1, all assets had shown a net increase with the
exception of superannuation and managed funds which remained stable
from 2000 to 2005. The largest increase in the asset build up is from the
housing stocks whereas the managed fund amount remained unchanged at
$57 billion.

Table 1: Assets Held By the Household Sector (New Zealand $ in Billions)

Asset Types 1990 2000 2005
Housing stocks 127 231 506
Deposits 30 45 72
Life, superannuation and 26 57 57
managed funds

Other 16 24 33
Total assets 199 357 668

Source: Extract was taken from OECD Economic Surveys New Zealand April 2007 p.63
based on Reserve Bank of New Zealand statistics database www.rbnz.govt.nz.

The above statistics showed that New Zealand had experienced
an unprecedented growth in the housing market during the period from
1990 to 2005. This rapid growth had put New Zealand’s national home
affordability to “severely unaffordable” according to international
standards (Cox and Pavletich, 2006, p.8). One of the means to deflate the
overheated housing market and to make it more affordable is to advocate
for capital gains made from property transactions to be taxed as suggested
by two political parties i.e. the Green Party and the Alliance Party.
The Green Co-Leader and Economics Spokesperson, Russel Norman,
considered that housing speculation was one of the fundamental factors
driving the housing affordability crisis. He supported the introduction
of a comprehensive CGT on real estate properties, with exemption for
principal residence (Norman, 2007). By doing that, income earned from
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investment properties would be taxed like other income and this would
weaken housing speculation. Similarly, the Alliance tax spokesperson,
Professor Jim Flynn, also supported the introduction of a CGT which
excluded any gain on principal residence (CGT could help solve housing
crisis, 2007). Flynn suggested that a CGT would stabilise property prices
by discouraging investors from purchasing investment properties. In his
opinion, a CGT would help housing affordability for younger and low-
income people in the medium term. The New Zealand Reserve Bank was
also in favour of the CGT on rental properties as it would help reduce both
the inflation and interest rates caused by rising house prices (Reserve Bank
of New Zealand, 2007).

The third attempt at addressing the CGT was undertaken by the
Victoria University of Wellington Tax Working Group in May 2009.
The group acknowledged the many problems inherent in the current tax
treatment relating to the taxation of capital in New Zealand. It considered
a number of major base-broadening solutions such as the introduction
of a CGT, land tax, risk free return method on residential investment
property, and various other issues. In evaluating these alternatives, the
group first perceived that a CGT could be an attractive option because of
the comprehensiveness of such a tax. However, the group revealed that
the introduction of a CGT could pose “practical challenges and efficiency
implications” (Tax Working Group, 2010, p.66). In particular, it showed
concerns about the complexity of a CGT, the CGT treatment of owner-
occupied housing, and the lock-in effects of a realisation-based CGT. As
such, the group finally concluded that it would not support the introduction
of a CGT. It is therefore considered a pertinent time for this paper to
seriously and thoroughly discuss the issue of a comprehensive CGT and to
address the ensuing problems of implementing the regime.

In light of the above government reviews on CGT, this paper
explores the New Zealand tax practitioners’ views on taxation of capital
gains. Questionnaires were sent to 507 tax practitioners to discuss various
CGT issues including issues such as taxation on property, rollover relief,
and indexation. This study adopts both the quantitative and qualitative
research approach to explore the tax practitioners’ perceptions towards the
taxation of capital gains in New Zealand.
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LITERATURE REVIEW

Under the New Zealand tax legislation, both the terms “income” and
“capital gain” are not exhaustively defined. However, Part C of the Income
Tax Act 2007 provides considerable guidance as to what is to be included
as income for tax purposes. Part C lists a number of general categories
of income, such as business income, income from property, royalties,
interest, dividends, and various types of gains. Added to this, there are
more than 10 specific subsections of the Income Tax Act which captures
a wide range of potential capital gains such as income from land sales,
income from the disposition of personal property, and all gains by holders
of debt instruments. In addition, there is a “catch-all” provision in section
CA 1(2) which captures all incomes under ordinary concepts. In order to
interpret the meaning of ordinary concepts, common law principles are
therefore required (Alley and Maples, 2006). An overview of the major
provisions of the Income Tax Act that tax potential capital gains is provided
in Table 2.

CGT IN OECD COUNTRIES

An overwhelming majority of the OECD countries have in place some
form of general CGT regime. These countries’ CGT systems are based
on realisation instead of the comprehensive accrual tax system. In
general, these countries’ tax systems can be characterised as having either
“semi-comprehensive” tax systems (where capital gains are taxed at the
progressive rates — the same as ordinary income) or “semi-dual” tax
systems (where capital gains are taxed at a lower, flat tax rate) (OECD,
20064, p. 84). Moreover, some countries (such as the United States) have
a stepped rate whereby the tax rate for CGT decreases with the increase
in the holding period. Some countries (like Ireland) have a flat rate while
others (such as Australia and Canada) use a discount system for taxing
capital gains (Australian Government, 2006, p. 206).
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