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Tax Policy Framework 
 
1. The policy framework for the design of tax policy since the mid-1980s has been based 
around a broad-base low-rate framework.  The key focus has been to enhance the overall 
economic well-being of New Zealanders by seeking ways to reduce the costs of imposing 
taxes or making the tax system more efficient while promoting fairness and continue to raise 
sufficient revenue to met the government’s social and economic objectives.  This involves 
trade-offs between competing objectives in the development of tax policy.  Tax will generally 
impose economic costs because tax induces individuals and entities to make decisions that 
they would not have made in the absence of tax.  At its broadest sense this economic cost 
includes the costs of misallocating scarce resources, tax administration by the government and 
tax compliance costs by taxpayers.   
 
2. New Zealand does not have a comprehensive tax base and as a result some forms of 
economic activity or investment will be tax-advantaged or disadvantaged.  Owner-occupied 
housing is an example of an investment that is advantaged by its tax treatment (that is not 
subject to income tax) and therefore may have unintended economic costs.  Other examples 
are that New Zealand does not have a comprehensive capital gains tax and that some income 
streams are only taxed on a realisation basis rather than an accrual basis.  This limitation of 
the current tax system does have an effect on savings decisions and the types of investments 
into which savings will be made, and leads to disparities in tax treatment between different 
saving or investment instruments. 
 
How savings investment is currently taxed? 
 
Income tax 
 
3. Prior to the tax reforms in the mid-1980s the tax treatment of saving and investment 
income was determined according to the type of saving or investment made and the 
institutional form through which that investment or saving was channelled.  That distorted the 
pattern of savings and investment, resulting in some taxpayers being favourably treated 
relative to other taxpayers, and added to the complexity of the tax system.  The reforms 
introduced to reduce these distortions in savings and investments included: 
 
• The company imputation system, which removed the double taxation on income earned 

through companies: once when it was derived by the company and secondly when it 
was distributed to shareholders as dividends. 

• The international tax rules, which reduced the extent to which the tax system 
encouraged offshore investment relative to New Zealand and the form in which 
offshore investment was made.  (Savings and investments channelled through offshore 
companies and similar entities could under the former rules receive significant tax 
advantages since the income accumulating offshore could remain free of New Zealand 
tax, at least until distributed back to New Zealand resident individuals.) 

• The changes to the taxation of superannuation funds and life insurance offices to 
remove the concessionary tax treatment received by channelling savings through these 
vehicles vis-a-vis other savings and investments through other intermediaries.   

 
4. In developing a consistent tax treatment of the returns from savings and investments 
the general application of a single taxation method was developed.  There are three potential 
taxable flows of funds associated with savings.  These are: 
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• contributions to savings accounts – this is the income initially received by the saver in 
the form of, for instance, salary or wages from employment.  This income becomes a 
contribution when it is deposited in a savings account; 

• income accruing on savings – such as interest; and 
• withdrawals from the account. 
 
5. Under an income tax system all income is subject to tax as it is derived.  Contributions 
are made from income which is subject to tax.  In that sense contributions can be said to be 
taxable under an income tax regime.  Income accruing is also taxable.  Withdrawals, on the 
other hand, merely represent the conversation of an asset in the form of a positive savings 
account balance to an asset in the form of cash.  Withdrawals do not constitute income of the 
taxpayer and are not taxed.  This income tax treatment of savings is described as the 
taxed/taxed/exempt regime (TTE). 
 
Neutral tax system 
 
6. A consistent or neutral taxation system involves a system which never favours nor 
penalises additional income generated from retirement savings compared with additional 
income generated from other forms savings, or additional work effort.  A neutral income tax 
system does not remove the tax burden on savings. 
 
7. Neutral income taxes, and in fact taxes of any sort, make reaching a savings target 
more difficult.  This does not, of itself, make such taxes “wrong” as any taxes impacts on 
desirable economic activity.  Income tax impacts on productive effort as much as it impact on 
savings.  Neutrality requires a comparison between the tax treatment of income generated 
from retirement savings relative to other forms of income, rather than how retirement savings 
are treated relative to a non-existent “world without taxes”. 
 
8. All forms of savings are not treated in exactly the same way for tax purposes, which 
means that some saving vehicles and investments can be relatively advantage or 
disadvantaged by the tax system.   
 
Expenditure taxes 
 
9. An income tax is often criticised for penalising savings and investments by taxing both 
the income which is saved (that is the contributions) and the interest on the savings.  This may 
cause consumers to be biased towards current consumption and away from future 
consumption.  An expenditure tax (such as GST – an indirect expenditure tax) is an 
alternative form of taxation which, unlike an income tax, does not impose a penalty on 
savings.  Income which is saved (or invested) is not taxed.  As a result, an expenditure tax can 
be represented as an exempt/exempt/taxed regime (EET).  Contributions or savings are not 
taxed, interest income which is not withdrawn is not taxed, but withdrawals which are spent 
are taxed. 
 
10. To achieve this expenditure tax effect, tax may be levied only goods and services 
which are consumed (an indirect expenditure, of tax which our GST is an example).  
Alternatively, an expenditure tax may be levied directly on income which is spent by allowing 
taxpayers to deduct from taxable income all savings and investments and by taxing in full all 
reductions in the level of savings and all borrowings.  Such a tax system is known as a direct 
expenditure tax. 
 
 



 

taxation background paper 
18/08/2003 1:42 PM 

4

Recommendations and conclusions of previous reviews relating to tax 
 
11. This section looks at recommendations and conclusions of the previous PRGs in 
relation to tax and what recommendations have been implemented or are no longer relevant.  
This section also identifies the recommendations and conclusions of subsequent reviews, 
namely the TOLIS Working Party, Committee of Experts, Superannuation Task Force 2002 
and the Tax Review 2001.   
 
Report of the Task Force on Private Provision for Retirement 1992 
 
12. The Task Force in its final report made the following recommendations in respect of 
tax in the context that there would be no tax incentives. 
 
• The taxed/taxed/exempt model should be retained (it looked at moving to 

exempt/taxed/taxed model). 
• In relation to the tax treatment of superannuation scheme income and employer 

contributions the 33% rate was the most appropriate rate in a neutral regime.   
• The tax rules which best meet a neutrality objective are rules which treat 

superannuation schemes as proxies for their members.  This means that schemes would 
not automatically be subject to capital gains tax on share or property transactions.  
Instead, they should be treated in a manner consistent with the approach which would 
have applied had the members owned the assets directly, i.e. liability for tax would 
depend on the purpose for which the fund purchased the particular asset.  The issue 
here is not an issue about a capital gains tax as NZ does not have one, but the 
distinction currently made between traders and non-traders in that traders are taxable on 
the gains made from trading in shares and other investments. 

• To provide certainty that future governments would not tax savings on withdrawal the 
final E of the T/T/E should be entrenched in legislation. 

• Possible tax impediments to the use of reverse annuity mortgages and should be 
addressed if feasible.  This issue is still outstanding and is discussed in more detail in 
paragraphs 63 to 65 below. 

• The current tax treatment of Maori authorities may be an impediment to long-term 
saving through these bodies.  The new rules for Maori authorities will apply from the 
2004/05 income year.  These rules have removed the potential for double taxation and 
have introduced an imputation-type regime, but one with refundable credits.  In 
developing the new rules, the issue of whether Maori authorities could be used as a 
long-term saving vehicle were not considered.  Unlike a company, a Maori who has an 
interest in a Maori authority may not be able to realise that interest by selling that it. 

• The capital component of foreign-sourced pensions received in NZ should not be 
subject to the surcharge.  Changes were made with effect from the 1997-98 year to tax 
50% of foreign-sourced pensions.  The surcharge was repealed from the 1998-99 
income year. 

 
Periodic Report Group 1997 
 
13. The 1997 Periodic Report Group in its final report made the following 
recommendations in relation to tax: 
 
• Private provision should continue to be made in a voluntary, tax-neutral environment. 
• Any developments in tax policy should have due regard to the tax-induced distortions 

between types of savings. 
• Because of non-neutralities in the current tax system further consideration should be 

given to whether a cash-flow tax could remedy these non-neutralities (eg tax system 
distorts investment in favour of housing).  The Tax Review in its final report 
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recommended that the government not implement a cash-flow tax, given the severe 
transitional problems that would arise.  The Treasury in Working Paper 02/27 “An 
Analysis of a Cash Flow Tax for Small Business” discussed the introduction of a cash-
flow tax to replace income tax for small business and concluded that the transitional 
problems made it impractical. 

• The Maori authority tax regime should be reviewed.  (See dot point 6 in paragraph 12 
above.) 

• As a result of the 1996 and the impending 1998 tax reductions the one flat tax rate of 
33% on employer contributions and on fund earnings would be less representative of 
the tax rate appropriate to individual savers than had been the case previously.  The 
report referred to the work of the TOLIS group.  (See comments paragraphs 14 to 18 
below.) 

• One principle of tax policy is that decisions about how, when and in what form people 
choose to save should not be influenced by the taxation of savings.  Applying this 
principle to superannuation schemes means that, as far as administratively possible, tax 
on funds earnings should be a proxy for the tax that individual members would have 
paid had they directly earned the investment income.  Again the issue of the uneven tax 
treatment of gains from the sale of shares, property and other assets was raised. 

 
Taxation of Life Insurance and Superannuation 
 
14. An industry and government working party was set up by the government to address 
issues arising for savers in life insurance and superannuation products as a result of reductions 
in personal income tax rates in the 1996/97 and 1998/99 income years.  The working party 
reported in April 1997. 
 
For income earned by the fund the options identified were: 
 
• Revised proxy rate; 
• Tax credit; and 
• Qualifying fund – to cater for lower-rate taxpayers. 
 
15. The working party also looked at the taxation of employer contributions.  A legislative 
solution was introduced which required agreement by both the employer and employee for 
employer contributions to be treated as salary and wages.  This solution has the following 
implications: 
 
• The employer’s contribution will be taken into account for social assistance targeting – 

eg family assistance; and 
• Employees will be taxed and subject to social assistance abatement on amounts that 

may never vest in the employee. 
 
16. We understand that this mechanism is not used to reduce the over-taxation of employer 
contributions. 
 
17. As a result of the TOLIS working party report, the government decided to proceed with 
the design of the tax credit system.  The key features of the system reflected in the legislation 
as introduced into Parliament in 1998 were: 
 
• The tax rate on superannuation fund and life office earners would remain at 33%, but 

savers on lower tax rates could get the difference between 33% and their rates by 
means of a refundable tax credit system.  The credits would allow savers to pay tax on 
this investment income at their personal tax rates. 
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• Life offices and superannuation funds were to decide whether they would offer tax 
credits to their savers, and savers could choose to receive them.  Savers on tax rates of 
21% or below were likely to have chosen to receive tax credits. 

• An electing fund’s income tax liability would have been reduced by the amount of the 
refundable credits as a result of attributing tax credits.  The amount of the refundable 
credits would have been the difference between the tax rate the funds pays and the tax 
rate at which tax credits would have been attributed to electing members – the 
difference between 33 cents and 21 cents. 

• When tax credits were attributed to an electing saver, the amount of the tax credits 
would have been grossed up to determine the amount of the attributed income. 

• The attributed income would have been treated as gross income in the hands of the 
electing saver.  As a result, the attributed income would have been included in the 
taxable income of the electing saver and would have been taken into account for social 
assistance targeting purposes which used taxable income as a basis for targeting.  A tax 
credit would have been given for the tax paid on the attributed income to prevent 
double taxation. 

 
18. The legislation for the tax credit method did not receive the support of Parliament and 
was not enacted.   
 
Report to the Treasurer and Minister of Revenue by a Committee of Experts on Tax 
Compliance 
 
19. This Committee was established by the government in 1998 and in brief, its terms of 
reference required it to consider and make recommendations on two main areas: tax 
compliance costs and the robustness of the tax system against avoidance and evasion. 
 
20. The Committee recommended in its December 1998 report that the submission by ISI 
on investment gains of collective investment vehicles should be evaluated with a view to 
introducing legislation to remedy the problems identified in that solution.  In brief ISI’s 
submission recommended that the Committee should review the host of different tax regimes 
applying to savings vehicles with a view to reducing both compliance costs and the 
unnecessary level of tax complexity.  ISI considered that such a review would increase the 
economic efficiency of such vehicles and as a result increase the savings of New Zealanders, 
without decreasing total revenue.  The submission’s specific recommendations were as 
follows: 
 
• Roll-up vehicles, such as superannuation funds and life insurance savings products, 

should be dealt with under a tax regime which is a proxy for investors. 
• Distributing vehicles, such as Group Investments Funds and unit trusts should be 

accommodated with either a qualifying trust regime as the preferred alternative or an 
imputation regime, but it should be just one regime. 

• The capital/revenue boundary for investment gains should be clarified by legislation or 
other means with a view to introducing certainty and neutrality. 

• Wholesale investment pools for taxed savings vehicles should not be taxed on income 
distributed (i.e. qualifying trust status should be available and this would require 
amendments to the definition of “unit trust” in the Income Tax Act).  This issue may 
have been dealt with in allowing the pass-through of expenses from the member fund to 
the master fund. 

• The definition of financial services in the GST Act should be clarified to include the 
administration and management of all collective savings vehicles.  This issue was 
canvassed in the government’s discussion document “GST and Financial Services”.  As 
a result of submissions it was decided that the status quo should continue, that is the 
administration and management of managed funds such as unit trusts would be a 
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taxable supply for GST purposes whereas as the administration and management of 
superannuation fund would be an exempt supply for GST purposes. 

• The requirement for 66% continuity to carry forward imputation credit balances in 
savings vehicles needs to be relaxed because of their open-ended status (i.e. no 
restriction on the amount of units issued or redeemed unlike a company).  At the very 
least wholesale vehicles should enjoy the same concessions as widely held trusts as 
they are most affected by volatility.  This proposal has been implemented. 

 
Superannuation 2000 Taskforce – Taxation and Savings in New Zealand 
 
21. The Superannuation Taskforce 2000 commissioned Arthur Andersen to prepare a 
report to provide some analytical background on the effects of taxation on savings, to inform 
and direct its work programme.  The report’s conclusion and directions for further work were: 
 
22. “In assessing the overall impact of the tax system on savings, we believe the available 
evidence supports the following conclusions: 
 
• The overall level of taxation, via its effect on disposable incomes, is likely to have a far 

more significant effect on the amount individuals save than is the structure of the tax 
system. 

• In particular, if the overall level of taxation is held constant, it is unlikely that any 
reasonable change to the tax system (including changes in the tax mix and changes to 
the structure of the income tax) will materially affect the quantity of savings. 

• However, the structure of the tax system does have a significant impact on the 
composition of savings, and in turn almost certainly affects the pattern of assets in 
which savings are invested. 

 
23. We would therefore not advocate making structural changes to the tax system as a way 
of increasing the quantity of savings.  Instead, any structural changes would make most sense 
if designed to increase the quality of savings.  From this perspective, the following measures 
are most worth investigating further: 
 
• broadening the definition of taxable income to include amounts currently regarded as 

“capital gains” where the resulting ratio of revenue to compliance costs will be high. 
Obvious candidates are commercial property (potentially including residential rental 
property) and listed shares; and 

• looking at measures, such as changes to the rules applying to interest deductibility, that 
will encourage individuals to hold more diversified portfolios without further 
encouraging investment in tax-preferred assets such as owner-occupied housing. 

 
24. We would, however, emphasise that base-broadening measures aimed at improving the 
quality of saving decisions may well have a deleterious impact on the quantity of savings if 
they result in a material increase in the tax take.  (Estimating the revenue effects of changing 
the rules relating to capital gains and interest deductibility is beyond the scope of this paper.  
However, it is possible that these measures may have more or less offsetting impacts on tax 
revenue.) 
 
25. As a general principle, tax reform that further reduces differences in the tax treatment 
of savings through different types of intermediaries will have a favourable effect on the 
quality of savings decisions.  However, we are not able to identify any reforms in this area 
that would be likely to have a particularly significant impact.” 
 
26. While not specifically mentioned in the report’s conclusions, the report did note the 
rate alignment problem between different saving vehicles and noted the rate differentiation 
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between unit trust and superannuation funds.  Unit trusts are subject to the imputation regime 
which allows for the tax paid at the entity level to be credited to the individual, thereby 
mitigating the rate alignment problem, whereas superannuation funds are taxed at a final flat 
rate as a proxy for the member. 
 
Tax Review 2001 
 
27. The Tax Review 2001 was established by the government in 2001 and its terms of 
reference required it to review the tax system and advise the government of an appropriate 
framework for policy. 
 
28. The main issues or points arising from the chapters on savings are: 
 
• The Review favoured the retention of the TTE regime for the taxation of savings. 
• In the context of a TTE regime, a risk-free return method (RFRM) for taxing certain 

forms of income from capital would affect the middle “T” to the benefit of savers.  In 
particular it would reduce the extent to which the interplay between inflation and 
current tax rules discourages savings.  Also it could lead to a more neutral treatment of 
different forms of savings.  The proposed approach could, potentially, apply across a 
wide range of savings vehicles, such as NZ and offshore listed equities, financial 
arrangements, superannuation funds and unit trusts, as well as owner-occupied housing.  
The Review noted that if it were inappropriate to apply such a method across a broad 
range of investments, it may be appropriate to apply it to selected savings vehicles.  It 
was noted that if the range was small such rules may have an impact on the form in 
which taxpayers save.  The Review noted in its final report that while the RFRM is not 
concessionary, it would be potentially more “saving friendly” than current rules.  Most 
significantly, it would only tax real, rather than nominal, returns to savings. 

• There are number of disparities in the tax treatment of returns to savings under the 
current tax system.  The more significant noted by the Tax Review were: owner-
occupied housing and disparities in the tax treatment of different, but closely 
substitutable, savings vehicles, such as superannuation and unit trusts. 

• The Review also looked at the design issues under a TtE regime. 
 
Summary 
 
29. Based on the conclusions and recommendations of the various reports canvassed above, 
the tax issues associated with retirement and savings in general fall into the following broad 
categories: 
 
• Disparity in tax treatment under current rules between different forms of saving.  These 

disparities arise as a result of some return to savings not being subject to tax or 
different tax rules applied to the same or closely substitutable saving vehicles.  For 
example, imputed rents from owner-occupied housing or capital gains not being subject 
to tax and different tax rules apply to closing substitutable vehicles such as unit trust 
resident for tax purposes in Australia and those resident in NZ. 

• The capital/revenue or investor/trader dichotomy. 
• The over-or-under taxation of individual savers as a result of the entity and individual 

tax system not being fully integrated which gives rise to equity issues.   
 
30. These issues are discussed more fully in the next section.  Also the issue of the tax 
treatment of reverse equity mortgages is discussed in paragraphs 63 to 65 below. 
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Analysis of submissions received by PRG 
 
31. The submissions received by the PRG identified the following tax issues or tax-related 
issues: 
 
Submission from Key issue(s) 
Dr Nancy Pollock Need tax incentives 
Eriksen & Associates Ltd Reduce company tax rate to 30% and 

possibly personal tax cuts 
Supports TEt 

Pip van Duyn Need tax incentives 
Financial Services Federation Do not favour tax incentives but if they are 

used they should cover the full range of 
investments 
Ideally should look at the favourable tax 
treatment of house ownership but unrealistic 

Grey Power NZ First $10K of income should be tax-free, with 
the increased disposable income being locked 
into an account to provide an annuity at 65 
(in addition to NZS) 

Hamilton Budgeting Advisory Trust Propose tax incentives 
Lyndon Weggery Need products that small employers can use 

to offer staff super, with tax incentives for the 
employers 

Patricia Underwood Need tax incentives 
Rob Dowler Tax changes needed (lower rates, inequities 

with tax on funds) 
AMP Recommend EET 
ASFONZ Reward needed eg deferral of tax on 

employer contributions and/ or fund earnings 
AXA Tax incentives must be considered within a 

commercially pragmatic framework 
Does not support TET, if design is tax-neutral 
Create “approved schemes” with features 
such as tax advantages and funds locked in 
till age 65 

BT Funds Management Need to resolve taxation anomalies – align 
investment and personal tax rates, tax 
treatment of capital gains, tax treatment of 
international investments 

National Council of Women Need to resolve tax issues surrounding super 
scheme 
Careful analysis is needed if tax incentives 
are used 

NZ Business Roundtable  Tax incentives or compulsion not an option 
PRG should look at impediments to savings 
eg high tax rates, regulatory burden 

NZCTU Support TET or TEt 
United Future Tax rebate of 33% on the 1st $2K saved in an 

employer-based super fund 
Tax fund earnings at member’s marginal tax 
rate 
Tax employers’ contribution at 6% below the 
marginal tax rate of the member 
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Women in Super Remove current tax inequities and support a 
move towards tax deferral for retirement 
savings until drawn upon 

Mercer Human Resource Consulting Correct tax anomalies 
Need tax incentives or tax deferral to increase 
retirement savings (favour tax deferral) 

Sovereign Support tET 
 
 
Implications of the current rules on savings products 
 
32. This section discusses the issues identified with the current tax rules.  As noted in Peter 
Harris’ paper Focus on Saving: Towards Consensus, the removal of tax disincentives can be 
expensive and is an incredibility complex area for tax structure design.  Also as noted at the 
Saving New Zealand Forum, there has to be a commitment to structural changes such as the 
introduction of a comprehensive capital gains tax and taxing imputed rentals.  If not then the 
problem may manifest itself somewhere else in the economy.  The analysis of officials on the 
issue of whether the present tax treatment of rental property is distracting investors from more 
productive ventures such as business investment (T2003/147 and PAD 2003/003) discusses 
this point in more detail.   
 
Disparity in tax treatment between different forms of saving under current rules  
 
33. The more significant disparities identified above are: 
 
• taxation of owner-occupied housing;  
• the capital/revenue boundary; and  
• the difference in tax treatment between domestic investments and off-shore 

investments. 
 
Owner-occupied housing 
 
34. The Tax Review in its final report noted that New Zealand’s tax base is broad by 
international standards but falls short of being more comprehensive due to the absence of a 
comprehensive capital gains tax and the non-taxation of owner-occupied housing. 
 
35. The issue of the tax-preferred status of owner-occupied housing was raised in the Tax 
Review 2001 issues paper and it was suggested in that paper the risk-free return method 
(RFRM) be applied to tax the net-equity-component of owner-occupied and rental houses.  
This suggestion was met with widespread opposition.  In its final report the Tax Review 
recommended that the government not take this proposal further at this point in time. 
 
Capital gains tax 
 
36. The Tax Review also considered whether New Zealand should adopt a general 
realisation-based capital gains tax.  It concluded that it should not for the following reasons: 
 
• it would not make the tax system fairer and more efficient; 
• it would not lower tax avoidance or raise substantial revenue that could be used to 

reduce rates; and 
• it would increase the complexity and costs of the tax system. 
 
37. The Tax Review did note that there was merit in continuing the current practice of 
including particular capital gains in the income base as and when issues arise.  The option of a 
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capital gains tax being imposed on rental properties was considered in some detail in the tax 
policy report T2003/147 and PAD 2003/003 (see paragraph 32 above).  That report did not 
make firm recommendations but noted a number of issues that would need to be dealt with 
thereby drawing attention to the lack of rationale for treating one asset type differently from 
others. 
 
Investor / Trader dichotomy (Capital/revenue account boundary)   
 
38. The issue of a broad-based capital gains tax is linked to the issue of whether an 
investment is on capital or revenue account.  The introduction of a capital gains tax may not 
resolve this boundary issue as the income for the sale of an asset could be subject to either the 
specific capital gains tax or income tax.   
 
39. Under income tax law and practice, income is subject to income tax.  The legislation 
does not contain a comprehensive definition of income.  What is brought to charge is “gross 
income” from various activities such a business, dealing in personal property or acquiring 
property for the purpose of resale.  Both entities and individuals may be treated as being in 
the business of dealing in investments or acquire property for the purpose of resale.  Whether 
property is on revenue account or the sale of investments represents business income will be 
determined by applying current law to the particular fact situation pertaining to the taxpayer.  
Furthermore if a loss is made on the realisation of that property on revenue account the loss 
can be offset against other income. 
 
40. The uncertainty in relation to the capital/revenue boundary tends to favour direct 
investment undertaken by taxpayers managing their own portfolios rather than investing 
through intermediaries (life insurance companies, superannuation funds, unit trusts etc) as 
direct investment and infrequent trading are less likely to characterise gains as ordinary 
income. 
 
41. There is a consistent view within Inland Revenue that managed funds such as a 
superannuation fund will be carrying on a business which involves buying and selling the 
investment instruments so that all gains are on revenue account and therefore taxable.  A 
contrary, but generally unhelpful view is expressed in the decision Piers & Ors v 
Commissioner of Inland Revenue (1995) 17 NZTC 12,238.  In that case, which was intended 
as a test case for the Inland Revenue position, a superannuation fund disputed the assessment 
of tax on the gains made on the sale of equities.  The judge in that case made a finding that a 
superannuation fund was not in business but concluded that the fund was taxable on gains as 
the fund was dealing in securities.  In practice funds will generally concede the Inland 
Revenue position but this is not universal.  On the hand Inland Revenue will accept that 
investments made by managed funds can be on capital account if the factual situation justifies 
that treatment. 
 
42. In response to this uncertainty, the managed fund industry has developed what is 
known as passive funds.  Such funds do not actively manage their investment portfolio but the 
portfolio investment is tracked against an index such as the NZSE 50.  The investment 
strategy of such funds follows that index.  Such funds are not taxable on the gains for the sale 
of investments nor can benefit from losses incurred. 
 
43. The Tax Review in its final report recommended that the Risk Free Return Method 
(RFRM) should be considered as a solution to deal with the specific problem of disparate tax 
treatment of different savings entities. 
 
Disparity in tax treatment between domestic and overseas investments 
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44. A further disparity with the current tax rules relates to offshore investments made by 
resident taxpayer.  In relation to such investments, the following disparities can arise: 
 
• The difference in tax treatment between similar investments made domestically or 

offshore.  Except for some recent investment products that have been developed out of 
Australia, domestic investments are subject to a more favourable tax treatment than 
offshore investments.  For example, a portfolio investor investing in a NZ resident unit 
trust would only be taxed on the dividend distribution and any gains in value would be 
on capital account unless the taxpayer was a trader.  By contrast, if invested offshore, 
the investment would be subject to the Foreign Investment Fund (FIF rules) and taxable 
on the income on an accrual basis rather than on distributed basis, unless the 
investment was in a grey-list country. 

• The difference in tax treatment between investments made offshore.  For example 
investing in a grey-list compared to a non-grey-list country (non-FIF treatment 
compared with FIF treatment). 

 
45. The international tax rules are designed to tax the income from interests of New 
Zealand residents taxpayer has in controlled foreign companies (CFCs) and foreign 
investment funds (FIFs) on a current-year basis.  A CFC is a foreign company that is 
controlled by five or fewer persons resident in New Zealand.  Generally, control is 
determined on the basis of income interest of 51% or more, or de facto control.  A FIF is 
defined as a foreign company, foreign unit trust, or a non-resident individual who issues life 
insurance policies, and in which a taxpayer would hold a direct income interest were the FIF 
subject to the CFC provisions. 
 
46. Under the CFC rules, a resident with an income interest of 10% or more in a CFC must 
take into account, for tax purposes, the income or loss attributed from that income interest.  
The income or loss of the CFC is calculated as if the CFC was a branch of a NZ resident 
company (branch equivalent income or loss).  In other words, the person who is subject to the 
CFC is required to compute the taxable income or loss of the CFC using the New Zealand tax 
rules.  The taxpayer’s attributed foreign income or loss is calculated by multiplying the 
taxpayer’s income interest in the CFC by the branch-equivalent income or loss of that 
company for the relevant accounting year.  The CFC rules do not apply to companies resident 
in grey-list countries - Germany, Japan, the United Kingdom, the United States, Australia, 
Norway or Canada - and do not apply any specified tax preferences in calculating income.  . 
 
47. Under the FIF rules, the income or loss from the FIF must be calculated using one of 
the following methods: 
 
• the accounting profits method – the income or loss is calculated using the net-after-tax 

profits of the fund.  However, to use this method the taxpayer has to meet all the 
conditions set out in legislation and this is quite difficult to satisfy because of the 
information required from the FIF. 

• the comparative value method – the calculation compares the value of the fund at the 
end of the income year with the value of the fund at the start of the year with 
adjustments for any contributions to or distributions from the fund.  The difference is 
subject to tax. 

• deemed rate of return method – the FIF income is determined by multiplying the value 
of the person’s FIF interest by a percentage which is set by regulation.  The deemed 
rate of return is set annually by taking the interest rate of five-year government stock 
and adding a four-percent margin. 

• the branch-equivalent method – the same method as used for CFCs. 
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48. There is a view held that people who hold FIF investments pay tax on any increase in 
the value of their interest and this is seen as a capital gains tax.  Whether this view is correct 
depends on the method of calculating the income or loss.  The comparative value method 
includes any change in the underlying value of the investment.  While the deemed rate of 
return method tax does not include any change in value of the investment, it effectively 
imputes an increase in the market value of the investment on an annual basis which is 
additional to any dividend income which may be derived. 
 
49. An interest in a foreign entity that is resident and liable to tax in a grey-list country and 
is not a foreign superannuation scheme or a foreign life insurance policy or deemed to be a 
FIF interest by law is not treated as a FIF.  This exclusion from the FIF rules has created 
opportunities for products (such as unit trusts) to be established in grey list countries and 
marketed to New Zealand investors to take advantage of this exclusion and the tax rules 
applying in the country where the unit trust is resident for tax purposes.  For example United 
Kingdom managed trusts (unit trusts) can invest in the same assets as New Zealand managed 
funds.  Under United Kingdom tax law their investment gains are not taxable.  Distributions 
(dividends) by such funds are taxable to the New Zealand investor.  The disparity arises in 
that New Zealand managed funds are more than likely to hold such investments on revenue 
account and therefore be taxable on such income (gains) and if they invest in non-grey-list 
countries they will be subject to the FIF rules on those investments. 
 
50. Another example is the recent one of Australia-resident unit trusts which do not invest 
in Australia assets nor are available to Australian tax residents which means under Australian 
tax law the returns can be passed on to investors as non-taxable bonus units.  The attraction to 
New Zealand investors of these products is that the redemption of these bonus units will be on 
capital account and therefore not taxable.  There is a counter-argument that giving the 
investment is not being held for a dividend income flow and is therefore not held as an 
investment, the gains will be taxable as revenue account property as the investment is being 
held for the purpose of resale or redemption.   
51. The Tax Review 2001 recommended that the risk-free return method (RFRM) be 
considered for the specific problem of disparate tax treatment of different savings entities. 
 
52. The Government is proposing to issue a discussion paper towards the end of this year 
canvassing the use of risk-free return method as an option of dealing with such disparities in 
the current tax treatment of investments. 
 
Alignment of tax rates between the investor and the entity 
 
53. This misalignment can arise in relation to contributions to the saving vehicle and the 
income earned by the entity on behalf of the saver. 
 
Entity 
 
54. Only investments via superannuation funds and life insurance companies do not 
provide a mechanism for the alignment of the entity tax rate and that of the individual saver’s 
marginal tax rate.  The implication of this is the income of the investor earned at the entity 
level is over-taxed (if the saver has a marginal tax rate that is less than equity’s tax rate) or 
under-taxed (if the saver has a marginal tax rate that is higher than the entity’s tax rate) which 
gives rises to equity concerns and can be viewed as a disincentive to save through such 
intermediaries. 
 
55. The current superannuation and life insurance tax rules are based on the premise that 
the income earned by the superannuation fund or life insurance company should be taxed at 
the entity level as a proxy for the members and policy holders.  This is a final tax.  The 
current rate is 33% and was set with reference to the top personal income tax rate.  The purer 
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tax would system quite clearly be to tax those individuals on their attributed portion of 
income.  As the TOLIS project (see paragraphs 14 to 18 above) demonstrated the implications 
of attributing income to the savers as it is earned by the entity are increased complexity in the 
scheme and corresponding increases in both compliance and administrative costs.  While a 
proxy rate involves some distortions given that the circumstances of individual members will 
differ, it is a workable solution.  
 
56. The following table sets out the potential marginal tax rate savers may face taking into 
account the abatement of the family assistance tax credits and student loan repayments. 
 

Income Marginal tax 
rate 

Family 
assistance 
abatement 

Student loan 
repayment 
obligation 

Maximum 
effective 

marginal tax 
rate 

$0 - $9,500 15 cents - - 15 cents 
$9,500 - 
$15,946 

21 cents - - 21 cents 

$15,947 - 
$20,000 

21 cents - 10 cents 31 cents 

$20,001 - 
$27,000 

21 cents 18 cents 10 cents 49 cents 

$27,001 - 
$38,000 

21 cents 30 cents 10 cents 61 cents 

$38,001 - 
$60,000 

33 cents 30 cents 10 cents 73 cents 

Over $60,000 39 cents 30 cents 10 cents 79 cents 
Notes: 
Family assistance includes family support, the child tax credit and the parental tax child, but excludes the family 
tax credit which abates dollar for dollar.  Also family assistance abatement is based on the income of both parents 
in a two parent family. 
 
57. As the table shows it is very difficult to pick a rate that is representative of the 
members or policyholders and to decide whether it should be based on statutory tax rates or 
effective marginal tax rates.  The last time this was looked at was as part of the TOLIS project 
– see Appendix 3 of A report to the Treasurer and the Minister of Finance and Minister of 
Revenue from the Working Party on the Taxation of Life Insurance and Superannuation Fund 
Savings – April 1997.  (Copy attached.) 
 
58. The Task Force on Private Provision for Retirement in its report The Options undertook 
some analysis to estimate the effective tax rate paid by superannuation schemes.  That 
analysis concluded it was of the order of 26%.  Given the development of passive funds, it is 
logical to assume that the rate may be now less than this estimate.  As stated above the 
statutory rate for a superannuation fund is 33%. 
 
59. Another factor that needs to be taken into account in relation to the proxy rate is that an 
individual’s earnings may change as a result of their life-cycle earning profile and therefore 
any under- or over-payment of tax may net out.  This assumption will depend on whether a 
person’s income increases during their life-cycle and when such persons actually invest via 
superannuation funds or life insurance products. 
 
60. The Minister of Finance in his Budget 2003 speech noted that the direction of the 
government’s future work in this area is to look at the inequity of the current tax law in 
overtaxing a fund’s earnings in relation to low-income savers.  To address this the Minister 
has instructed officials to look at the design of a TEt model.  This issue is discussed further 
below under the heading of Alternatives to TTE – tax incentives or deferrals. 
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Contributions 
 
61. A similar issue arises in respect of employer contributions to superannuation funds that 
are subject to SSCWT which is a flat final rate of 33%. 
 
62. The government has introduced legislation in the Taxation (Annual Rates, GST, Trans-
Tasman Imputation and Miscellaneous Provisions) Bill 2003 to allow employers to pay 
SSCWT on employer contributions at the approximate marginal tax rate of the employee.  In 
general, the marginal tax rate is based on the previous year’s annual salary or wages of the 
employee.  There still will be an element of under-taxation if the employer’s superannuation 
contribution moves the aggregate remuneration into the higher tax rate.  It should be noted 
that for those employees earning over $60,000 the SSCWT rate is 33% thereby giving this 
group of employees a tax concession.  Early withdrawals of such contributions taxed as this 
concessionary rate of 33 percent may be subject to the funds withdrawal tax. 
 
Current tax treatments of home equity reverse products 
 
63. The tax treatment associated with home equity reverse products will depend on the 
structure of the product.  Chris Coon in his paper entitled Home Equity Release Life Products 
discusses the types of structure and the potential tax issues associated with those structures.  It 
would appear that tax issues arise in relation to two product structures proposed in Chris 
Coon’s paper: 
 
• Mortgage and annuity structure – under this product structure the home-owner would be 

borrowing money to purchase an annuity and the interest cost would be non-deductible 
under current law.  Whilst the annuity would not be taxable to the home-owner, the 
income component of the investment to fund the annuity would be subject to tax. 

• Annuity by deferred premium structure – under this product structure the home-owner 
would receive an annuity with the premium being payable on the death of the home-
owner.  Under the current tax rules applying to a life insurance company, the annuity 
payments would be treated as income and taxable throughout the duration of the policy 
with a compensating loss when the premium is paid at the end.  This because the value of 
the actuarial reserves of the policy will be negative as it is a liability and under the 
current tax rules the value of the actuarial reserves cannot be less than zero (negative). 

 
64. The Task Force on Private Provision for Retirement in its report The Way Forward 
noted that it had identified possible impediments to use of one type of home equity 
conversion loan – reverse annuity mortgage - and recommended that the government address 
these impediments and, if it is feasible, remove them.  The tax issue identified by the Task 
Force related to the non-deductibility of (interest on) on the mortgage to acquire the annuity. 
 
65. Chris Coon has approached the Minister of Finance raising concerns with the current 
tax treatment.  Officials consider that these concerns should be considered as part of a general 
review of the tax rules applying to life insurance.  The Law Commission as part of its review 
of the Life Insurance Act 1908 proposes to look at the tax rules. 
 
Alternatives to TTE – tax incentives or deferrals  
 
66. This section outlines some of the alternatives to the TTE model for taxing saving 
products and investments and identifies some of the policy implications of changing the 
model. 
 
67. Except for the six-cent concession applying to specified superannuation contributions 
by employers on behalf of employees earning over $60,000, New Zealand does not provide 



 

taxation background paper 
18/08/2003 1:42 PM 

16

tax incentives in relation to saving products or investments.  It should be noted as discussed 
above some investments are taxed more favourably than others. 
 
68. Evidence on whether tax incentives result in higher private savings is at best mixed, 
while there does not appear to be any evidence that savings incentives will result in higher 
national savings.  The potential costs of saving incentives are: 
 
• the tax incentive may increase the after-tax return from the investments thereby 

reducing the quality of the savings as the product provider can use the tax benefit to 
shelter lower before tax rates of return; 

• to the extent incentives are funded by higher tax elsewhere or higher government debt, 
economic costs will be incurred; 

• introducing tax incentives for savings will make it harder for the government to resist 
the inevitable pressure that will result for other forms of tax concession; and 

• tax incentives mean new boundaries would arise in the tax system between tax-
favoured savings and other forms of savings, creating incentives for tax planners to 
take advantage of the inevitable resulting opportunities for creative tax products. 

 
69. The following table analyses alternative options against the following criteria: 
 
• effectiveness in increasing savings (net national, private, retirement etc); 
• fiscal implications;  
• neutrality of the tax system (investment distortions); 
• compliance costs; 
• administrative simplicity; and  
• equity 
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Option Increase in 

savings 
Fiscal 
implications 

Neutrality of 
the tax 
system 

Compliance 
costs 

Administrative 
simplicity 

Equity 

tTE / 
ETE 

Will increase 
savings if low 
and middle 
income 
earners 
respond to the 
upfront 
incentive to 
commence 
savings. 

Fiscal 
implications can 
be limited by a 
cap on the 
amount of the 
contributions 
subject to the 
concession. 

Will favour 
products 
subject to the 
concession 
and thereby 
increase 
distortions. 

Compliance 
costs will 
depend on 
scheme design 
such as lock-in 
and preventing 
excess 
contributions. 

Depends on how 
the concession is 
to be paid to 
saver. 

Will benefit 
higher-income 
earners who 
would have 
saved anyhow. 
A rebate is better 
from an equity 
perspective than 
an exemption or 
deduction. 

TEt / 
TET 

Benefits of 
this option 
are only 
realised over 
long-term 
savings 
profiles.  The 
impact will 
depend on the 
rate of return 
to savings 
and also 
whether the 
withdrawal is 
subject to a 
concessionary 
rate. 

Fiscal 
implications can 
be limited by a 
cap on the 
amount that can 
be contributed to 
such funds.  
Also the tax rate 
on withdrawals 
will be a factor 
in determining 
the fiscal 
implications.  
The more 
concessionary 
the rate is, the 
higher the cost.   

Will favour 
products 
subject to the 
concession 
and thereby 
increase 
distortions.  
Will cause 
horizontal 
inequities 
between 
forms of 
savings. 
Will create 
distortion in 
investment 
options due 
to the non-
refundability 
of imputation 
credits. 

Compliance 
costs will 
depend on 
scheme design 
such as lock-in 
and ensuring 
that savers not 
making excess 
contributions. 

Depends on 
design. 

Will benefit 
higher-income 
earners who 
would have 
saved anyhow.  
This benefit will 
be compounded 
if the 
withdrawals are 
taxed in a 
concessionary 
manner as the 
tax rates of 
higher-income 
earners may 
have reduced in 
retirement.   
Does deal with 
the current over-
and under-
taxation of the 
fund earnings. 

EET As above for 
both. 

As above for 
both. 

As above for 
both. 

As above for 
both. 

As above for 
both. 

As above for 
both. 

 
70. This table is based on Treasury’s December 2001 report entitled Savings Incentive 
Options, Consultation and Analysis. 
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