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This document was prepared as background material for the deliberations of the 
Savings Working Group.  It has been released by the Savings Working Group to help 
stimulate public discussion on issues of national saving in the New Zealand 
economy. 
 
The documents being released are generally draft material and the authors reserve 
the right to withdraw or revise them. 
 
Any views expressed in the documents do not necessarily reflect the views of the 
Savings Working Group or of the Treasury.  Neither the Savings Working Group nor 
the Treasury makes any warranty, express or implied, nor assumes any legal liability 
or responsibility, for the accuracy, correctness, completeness or use of any 
information in the documents, nor represents that its use would not infringe on 
privately owned rights. 



Aligning the tax rates on PIEs and other investments 
 
 
Portfolio investment entities (PIEs) are a special type of managed fund. PIEs were designed to 
reduce the distortions created by the tax rules by making the tax treatment for investments through 
managed funds more consistent with direct investments. Part of this involved allowing investors in 
a PIE to elect to have investments taxed at a rate that reflects their marginal tax rate. To reduce the 
compliance costs of the PIE regime, PIE income is generally not included in a taxpayer’s taxable 
income and the tax paid on PIE income is final. 
 
The top tax rate that applies to PIEs is currently capped at 28 percent. This provides a tax advantage 
for investors with marginal rates of 30 or 33 percent, as any PIE income they earn will be taxed at a 
rate below their marginal rate. This advantage has resulted in PIEs being marketed heavily to higher 
tax rate individuals, and has also seen the creation of “cash PIEs” – standard bank accounts 
structured as PIEs to take advantage of the rate differential.  
 
This paper discusses two ways of reducing this distortion. These are: 
 

 Uncap the PIE tax rates, so they are truly aligned with personal tax rates 

 Apply a 28 percent capped tax rate to other types of income. 

 
There is another potential distortion the manner that an individual’s marginal tax rate is determined 
for purposes of PIE taxation. This issue is discussed in the appendix. 
 
 
Uncapping the PIE tax rates 
 
Uncapping the PIE rates so that the top PIE rates match the top personal rates is one way of 
addressing the incentive to invest through a PIE instead of directly.  However, it would move 
against the direction of reducing the tax on savings.  Further, increasing the PIE tax rates so that 
they match the personal income rates is more complex than it sounds. There are a number of 
investment vehicles that are taxed as companies and are close substitutes for PIEs. These include 
non-PIE unit trusts and investment companies. If the top PIE tax rates were to increase past the 
company tax rate (28 percent), investors could simply shift from PIEs to these other investment 
vehicles.  
 
This shift would arise because any investment income would be taxed at the lower company tax 
rate. While investors would have to pay tax at their marginal tax rates on any dividends paid, there 
are various mechanisms available to ensure that investors receive investment income with no 
additional tax. These mechanisms essentially mean that the company tax becomes a final tax rate. 
The mechanisms to achieve this include redeeming units in a unit trust directly with the investment 
manager for a capital gain (called “manager buybacks”) or selling the shares in a company for a tax-
free capital gain. 
 
It would be possible to adopt integrity measures to address these concerns – for example, by 
disallowing manager buybacks. However, it is important to realise that uncapping the PIE tax rates 
would have little effect unless these other measures were adopted. 
 
The main advantages to uncapping the PIE rates are that it would increase the coherence of the tax 
system and remove the current distortions between direct and indirect investment. In addition, the 
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same tax rate would generally apply to all taxable types of capital income, whether it is closely or 
widely held.  
 
A key disadvantage of increasing the tax rate on PIEs is that it could be perceived as reducing 
incentives to save. This is especially true as all KiwiSaver funds are PIEs, and therefore this would 
be an increase in tax on retirement savings. While this is true, such as increase would not 
necessarily lead to lower national savings, as an increased tax rate on PIEs would increase 
government revenue, and therefore the government’s ability to save. 
Another disadvantage is that the integrity protection measures required to make this option feasible 
would increase compliance and administration costs and will inevitably not function perfectly. 
 
 
Capping tax rates on other income 
 
Another way of improving coherence of taxing capital income would be to extend the capped tax 
rate that applies to PIEs to other types of income. The first step is to determine what the cap should 
apply to. Theoretically the cap could apply to all forms of capital income, but this would require the 
integrity protection measures of a full Nordic tax system to prevent labour income from being 
recharacterised.  
 
The PIE rules contain restrictions to ensure that no one investor can control the actions of a PIE. 
These ensure that the PIE benefits only go to true portfolio investors – share traders and other direct 
investors cannot simply wrap their investments in a PIE in order to access the lower tax rates. 
Similar restrictions would be important where a capped tax rate also applies to other investments. 
 
One possible restriction is that only investments or loans between unrelated parties are taxed at the 
capped rate. For example, dividends paid to a shareholder employee would not be capped but 
dividends paid to an unrelated equity investor would be. The related-party restriction is important 
because it can be difficult to apportion income between labour and capital for shareholder 
employees and the self employed. Furthermore, wages are a very close substitute to capital 
payments (such as dividends) for shareholder employees. The restriction is therefore necessary to 
prevent labour income being classified as returns to capital and being taxed at a lower rate. 
 
Similarly, if related-party borrowing benefited from the lower tax rate, it could be used to strip out 
profits at the capped rate, for example by charging an above-market interest rate. 
 
Other restrictions would be also possible, such as only applying the capped rate to investments or 
loans from certain entities - widely held companies, for example. This would probably have less 
risk of avoidance but would disadvantage portfolio loans and investments into start-up companies 
and other closely-held companies. 
 
Types of income 
 
Given these limitations, a sensible basis for deciding the types of income to cap is to, as much as 
possible, minimise the distortions between investing through a PIE and investing directly. Under 
this approach the capped rate would generally apply to directly earned income of a type that PIEs 
are eligible to earn.  
 
This basis is appropriate because one of the main reasons for increasing the cap is to remove the 
distortions between investing directly and investing through a PIE.  
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PIEs are generally able to derive only the following types of income: 
 

 A dividend 

 A replacement payment1 

 Income under a financial arrangement 

 Income from a lease of land, but not from an associated entity 

 Income from the disposal of land, a financial arrangement, an excepted financial 
arrangement or a right or option in relation to these things 

 Foreign investment fund (FIF) income 

 Income from a PIE or a superannuation fund. 

 
Extending the capped tax rate to rents from land would be inconsistent with measures in the 2010 
Budget to increase the taxes on property investment. Another potentially contentious type of income 
would be gains from revenue account property – given that such income is only taxable if earned by 
traders, it is likely at least some of the income is due to labour effort.  
 
One major issue with capping the tax rate on certain kinds of income is it creates scope for tax 
arbitrage. For example, a taxpayer could finance an investment into a capped investment through 
debt. Without rules preventing it, that taxpayer would be able to deduct the interest expense against 
income that was taxed at the uncapped higher rate while paying tax on their investment at the 
capped rate. This would distort economic behaviour, as investments that were not worthwhile in the 
absence of tax would become worthwhile after tax. 
 
A key question is whether rules are necessary to prevent this arbitrage.  If the difference between 
the capped and uncapped rate is small enough, then specific anti-arbitrage rules may be unnecessary 
and general anti-avoidance rules could be relied upon. Currently there are no rules to prevent tax 
arbitrage with PIEs, but it does not appear that taxpayers are engaging in arbitrage. However, 
extension of PIE treatment to debt instruments directly may increase the opportunity for arbitrage, 
as such instruments would not have the costs associated with setting up PIEs.  This requires further 
work. 
 
One potential method of extending the capped tax rate treatment would be to cap the rate of RWT at 
28 percent, but maintain its status as a withholding tax. Taxpayers would then have to account for 
income that the capped rate applies to in their tax returns. This is similar to the current situation, 
where taxpayers who earn non-trivial levels of interest income or dividends are required to file. 
They key difference would be that taxpayers would need to identify and separate out the income the 
cap applies to. Other methods, such as making RWT a final tax in some situations, could also be 
explored.  
 
 
Standard tax policy criteria 
 
Efficiency and growth 
 
Either method of aligning the tax treatment of PIEs and other investments will at least partially 
remove the distortions between different forms of investment. This should increase the efficiency of 
investment decisions. In addition, the alignment will mean resources will not be wasted in 
structuring investment vehicles with the sole aim of achieving PIE tax treatment. An example of 

                                            
1 Replacement payments are generally paid as part of a share lending arrangement. If the borrower of a share receives a 
dividend, then they generally pass that dividend on to the share lender. This is called a “replacement payment”. 
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this is cash PIEs. Such vehicles incur compliance costs only to gain a tax advantage, which is 
wasteful from an economic perspective. 
 
However, a key difference is that uncapping the PIE tax rates will lead to neutrality across a greater 
number of possible investments. If the top PIE tax rate was 33 percent, then both portfolio and 
direct investments into closely and widely held businesses would all face a top tax rate of 33 
percent.  However, this is conditional on the 33% tax rate being difficult to avoid through 
structuring or arbitrage.  Extending the 28 percent capped rate to other investments will mean that 
the tax treatment of investments will remain uneven – the capped rate will apply to some 
investments, while the uncapped rate will apply to others. Nevertheless, this is still an improvement 
over the status quo. 
 
An advantage of lowering the tax rate on other types of capital income is that it would tend to 
reduce inter-temporal consumption/savings distortions. However, as the decrease in tax rate is 
modest, there would only be a modest reduction in this distortion. For an investment held for 60 
years at a 6 percent nominal return, the effective tax on consumption would fall from 68 percent to 
62 percent. 
 
Equity and fairness 
 
Increasing the PIE tax rate would increase progressivity, as the capped rate only applies to those on 
the highest marginal tax rates. Those on lower tax rates do not gain from the cap. Conversely, 
extending the 28 percent capped rate would decrease progressivity, again because it only applies to 
those on the highest incomes.  However, many higher income taxpayers are likely to already benefit 
from the 28% capped rate by investing directly in PIEs. 
 
Either option would improve horizontal equity between savers, as it would mean that taxpayers who 
have invested into different vehicles would be more likely to be taxed at the same rate. However, 
some may still consider a system where the cap is extended unfair, as investments in closely held 
businesses would be taxed more harshly than other investments. 
 
Furthermore, capping the tax rate for only some types of income could create incentives for 
taxpayers to re-characterise their income or engage in tax arbitrage. To the extent that these 
problems allow some to minimise their tax liability, such an extension could reduce horizontal 
equity. 
 
Revenue integrity 
 
Increasing the top PIE tax rate to 33 percent would create new boundaries between 33% tax rate 
vehicles (such as PIEs) and 28% vehicles (such as companies). These boundaries will be protected 
to some extent through the integrity protection measures required for uncapping the PIE rates (such 
as disallowing manager buybacks), but these will not work perfectly. 
 
On the other hand, extending PIE treatment to other investment types could create opportunities to 
engage in tax arbitrage as described earlier. If such arbitrage schemes were to arise, they could 
erode the revenue integrity of the tax system. Another important consideration is that the risk of tax 
arbitrage increases the larger the rate differential. If no anti-arbitrage rules were implemented, there 
is a strong constraint on the difference between the top personal tax rate and the company tax rate 
(which the capped rate is aligned to). 
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Compliance and administration cost 
 
Increasing the tax rate for PIEs or extending the capped rate to other assets would both increase 
compliance and administration costs. For the former, this is because of the necessary integrity 
measures required. For the latter the complexity stems from the need to account for different types 
of income at different rates, and the various systems required in order to achieve this.  However, if 
this led to reduced investment in PIEs and fewer PIEs being formed, there would be reduced 
compliance and administration costs relating to the PIEs (managed funds) themselves. 
 
Extending the capped tax rate would become much more complex if attempts to prevent arbitrage 
opportunities by capping the rate applied to deductions incurred in deriving capped income. Such 
measures would require rules to identify expenses incurred in deriving capped capital income and 
account for it separately. Some expenses may even need to be apportioned if they were incurred in 
deriving both capped and uncapped income.  
 
Fiscal cost 
 
An indicative cost of extending a capped PIE rate is a loss of around $300 million per year. This 
figure has been calculated on the basis that the capped rate will apply to interest, dividends, Maori 
authorities and trust and estate distributions. Attempts were made to exclude dividends from closely 
held companies from the cap. Income from offshore investments has not been factored in. 
 
This figure is preliminary and should be treated with caution. More concrete figures are possible, 
but these will require specific design decisions to be made on which costings can be based. 
 
Coherence 
 
Either increasing the PIE tax rate or reducing the tax rate on other investments would increase the 
coherence of the tax system. However, increasing the PIE rate would be more coherent as it would 
mean the same tax rate would apply to all types of capital income. 
 
 
Effect on Savings 
 
The key effect on savings of either change is that the tax distortions between different investment 
vehicles would be removed. If either option is adopted there is likely to be a shift from PIEs to other 
kinds of investment due to the more neutral tax treatment. 
 
There is no strong reason to suppose that either change would affect the level of national savings 
significantly. Increasing the tax rate on PIEs may decrease private savings slightly, but this is likely 
to be offset by increased government revenue. Overall, national savings is likely to stay the same or 
increase slightly. 
 
Similarly, reducing the tax rate that applies to other forms of capital income is likely to have little 
effect as it is already possible to achieve the capped rate through PIEs. While investments are likely 
to flow out of PIEs into other assets, there is unlikely to be large amounts of new investment.   
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Appendix – Changing the PIR bands 
 
 
The tax rates that apply to PIE investments are called prescribed investor rates (PIRs). These rates 
are determined with reference to a person’s taxable income and their PIE income. For an investor to 
have a given PIR (say 17.5 percent), their taxable income must be less than the maximum income at 
which that rate applies ($48,000), and the combination of their taxable income and PIE income 
must be less than the maximum income at which the next tax rate applies ($70,000). 
 
The reason for this is that all PIE income is taxed at a single rate – our progressive tax scale is not 
applied. In order for a PIE to apply a progressive scale, the PIE would need to know how much 
other income a person had earned (including income from other PIEs). This would have been 
almost impossible to achieve. Also, as tax paid by a PIE is generally final, it is generally not 
possible for an individual to include PIE income in their tax returns to ensure they pay the right 
amount of tax (as is possible with RWT). To reduce this potential distortion, the threshold for an 
individual’s taxable income plus PIE income is extended to the amount at which the next marginal 
rate normally applies. 
 
While this extension reduces the distortion, it is possible that it is too generous. For example, 
currently a superannuitant earning $14,000 from a pension and $50,000 PIE income would be taxed 
at 17.5% on all the PIE income. A similar superannuitant earning $14,000 from a pension and 
$50,000 interest from a term deposit would be taxed more heavily on their investment income, as 
$16,000 of the interest income would be taxed at 30 percent. This results in the PIE investor paying 
$2,000 less tax. 
 
This system is also results in only a rough approximation of how much tax a person should pay – it 
still can result in too much or little tax being paid. 
 
This threshold extension is a potential distortion of investment decisions, as it is possible for some 
individuals to face less tax if they invest through a PIE compared to if they were to invest directly. 
It may be desirable to consider this issue regardless of whether increasing the PIE rates, extending 
the capped tax rate or some other reform direction is preferred.  
 
One potential solution is to remove the extended income threshold. However, this could be seen as 
harsh and does nothing to address the potential over-taxation of PIE income. It would also simply 
trade one distortion for another – instead of some PIE investors being undertaxed, some PIE 
investors will be overtaxed. 
 
Another solution would be to adopt the same approach used in the employer superannuation 
contribution tax (ESCT). This tax is paid by the employer (not the employee). The amount of the 
contribution is added to the employee’s yearly salary or wages. The tax rate used is the marginal tax 
rate that would have applied to an individual earning that level of income, but where the thresholds 
at which the different rates apply have been increased by 20 percent. For example, the threshold that 
the 10.5 percent rate at is expanded from $14,000 to $16,800. The thresholds are increased because 
the tax applied to the contribution is applied at a single rate. As with PIEs, this can mean the 
contribution is over-taxed if it is very large or the employee’s salary puts them near the threshold 
for the next marginal tax rate. The 20 percent expansion reduces the chance of such over-taxation. 
 
This is a very similar to the solution applied in the PIE rules, but one that uses a less generous 
threshold expansion. There is some appeal in adopting this approach for PIEs as there is precedent; 
however, the 20 percent expansion for ESCT was chosen based on normal levels of employer 
superannuation contributions and so may not be an appropriate amount for PIEs. 
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A third option would be to have PIEs apply an average tax rate to an investor’s income. For 
example, say an investor only earned $40,000 of PIE income. They should pay tax on the first 
$14,000 at 10.5 percent and the remainder at 17.5 percent, which results in an average tax rate of 
15.05 percent. Under this option, the PIE would apply the 15.05 percent rate on every dollar of PIE 
income earned, which would mean the investor would pay exactly the right amount of tax. 
 
While this leads to the correct outcome, it could be very complex. PIEs would have to be able to 
handle taxing investors at any rate. In addition, there would need to be some method of notifying 
PIEs the appropriate average rate. This could be done by requiring investors to calculate an 
appropriate average rate and notifying this rate to any PIE that they invest into. Another potential 
method would be to have Inland Revenue calculate an appropriate average rate for PIE investors 
and pass this directly onto PIEs. However, this could be very complex to do in practice. 
 
 


