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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. 



 

 

Taxation of savings – partial exclusion option 
 
 
Background  
 
The option 
 
One of the recommendations of the Henry Review was that there should be a 40 
percent savings income discount to individuals for non-business related: 
 

 net interest income; 

 net residential rental income;  

 capital gains (and losses)1; and  

 interest expenses related to listed shares held by individuals as non-business 
investments.   

 
In other words, only 60 percent of these forms of net capital income would be taxable.  
This discount was also intended to apply if the income was earned through trusts and 
partnerships, but would not generally apply to dividends and business income.   
Marginal tax rates would remain unchanged. 
 
This paper evaluates the merits of applying a form of partial exclusion in New 
Zealand, focusing only on net2 interest income.  This is because capital gains are not 
generally taxed in New Zealand and returns from residential rental property are 
already lightly taxed given the absence of a general capital gains tax.   
 
We assume that partial exclusion would not apply to dividend income as it would 
require a fundamental revision of the imputation system.3  We assume that the current 
imputation system would continue to apply in New Zealand.     
  
The key reason for applying partial exclusion to net interest income would be to 
adjust for the effects of inflation so that only the real return is taxed.  Inflation can 
increase taxes on savings accumulated for long periods and increase tax biases 
between different forms of savings.  The effective tax rate on accumulating interest 
income is higher than the statutory rate in these circumstances.   
 
A partial exclusion system would be very expensive and would introduce 
opportunities for arbitrage when interest expenses are fully deductible.  Accordingly, 
we also briefly discuss the option of extending partial exclusion to businesses’ interest 
deductions. 

                                                 
1 For individuals, this would have reduced the discount rate on capital gains as currently 50 percent of such gains 
are not taxed.   
2 The interest income subject to partial exclusion would be net of any interest expenses incurred to finance the 
bond/term deposit.   Otherwise, there would be an arbitrage opportunity whereby a household could borrow and 
get full deductions while only 60 percent of the interest income would be included. 
3 As noted by the Henry Review, applying partial exclusion to dividends would likely require a move away from 
dividend imputation. 
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Efficiency 
 
A consistent tax treatment of household savings would encourage households to seek 
the best pre-tax return on their savings and to invest their savings in assets that best 
suited their circumstances and risk-preferences.    
 
Productivity is reduced if tax-induced distortions lead to a misallocation of resources, 
with savings directed towards less productive investment opportunities.  This can 
have adverse implications for the efficiency and stability of capital markets and the 
way risk is distributed between individuals. 
 
Distortions can arise for a number of reasons, including from how inflation impacts 
on different types of investments.  The current tax system is based on nominal income, 
which includes compensation for inflation as well as real gains.  By taxing the 
inflation component of interest income and interest expense are overstated, impacting 
on an individual's consumption power.  In addition, the differential impact of inflation 
on different investment types may create tax distortions between different investments. 
 
As noted earlier, taxing the inflation component increases the effective tax rate on 
savings to above the statutory tax rate, which may reduce incentives to save.  This 
impact may be exacerbated under a progressive income tax as the average tax rate 
increases as taxable income increases. 
 
Effective marginal tax rates (ETRs) for different types of savings are shown in Figure 
1 for an individual on a 33 percent marginal tax rate who finances the underlying asset 
from their own capital.  Figure 1 also shows the impact of applying partial exclusion 
to net interest income.  The ETR on bonds/deposits is reduced to almost the ETR on 
rental housing4.    
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* Assumes inflation rate of 2%, real interest rate of 4%  

                                                 
4 For rental investments, 50 percent of the return is assumed to be from rents and the other 50 percent as non-
taxable capital gain.   
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However, this apparent narrowing of the gap of the real effective tax rate between 
interest and rental property is due largely to the assumption that 50% of the nominal 
income from rental property is due to untaxed capital appreciation, which is near the 
40% exclusion being applied for interest.  If instead we were to assume that 20% or 
less of the nominal income from rental property was due to capital appreciation, then 
the 40% exclusion would increase rather than narrow the difference in real effective 
tax rates between these investments.  This illustrates the arbitrariness of the 40% 
exclusion and the fact that sometimes it may increase rather than reduce distortions 
between alternative investments.     
 
How well partial inclusion would offset the effects of inflation depends sensitively on 
the level of inflation together with the level of real interest rates.  It would tend to 
provide greater benefits for investing in higher risk (and higher interest rate) bonds 
than in lower risk bonds.  This is because the proportion of income that would be 
excluded would be the same irrespective of the level of interest rates and the rate of 
inflation.  That proportion may be too high for investments that have a higher interest 
yield because they are riskier.  For example, the excluded portion of bonds yielding 6 
percent and 12 percent would be, respectively, 2.4 percent and 4.8 percent, even if 
inflation was only 2 percent.   
 
Overall, the exclusion would lead individuals to modify their portfolios to hold more 
debt and less of other assets. 
 
If the partial exclusion extended to reducing businesses’ interest expense deductions, 
this would increase the cost of capital to New Zealand firms and reduce total 
investment in New Zealand.  This is because a change to New Zealand tax rules 
would not affect the international price of debt finance (the pre-tax cost), so the lower 
tax deduction would simply increase the post-tax cost of accessing this finance by a 
New Zealand firm. 
 
 
Equity 
 
Partial exclusion may increase or decrease horizontal equity in relation to savers 
choosing to save via bonds and term deposits versus savers choosing to save through 
rental property depending on the circumstances as discussed earlier.   
 
Vertical equity would, however, be reduced as interest income is predominantly 
earned by higher income earners even though retired taxpayers are likely to have 
significant interest income.  Absent other tax changes, these taxpayers would be 
paying relatively less tax under this option, so partial exclusion would be regressive.   
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Compliance and administration costs  
 
Boundary issues  
 
There would be a number of boundary issues associated with partial exclusion.  
Borderlines cause definitional pressures, compliance costs for taxpayers and 
administrative costs for Inland Revenue.  For example: 
 

 It would be necessary to identify when funds have been borrowed to invest in 
bonds subject to partial exclusion.  Stacking or apportionment rules may be 
needed in these circumstances but such matching rules have been 
acknowledged in the past as problematic given the fungibility of money5.   

 
 Partial exclusion would put pressure on the definition of interest income.  

Interest income from deposits with deposit-taking institutions, government and 
widely marketed bonds should be eligible for partial exclusion. However, 
there are already boundary issues between what constitutes debt versus equity, 
with a wide range of hybrid debt instruments that have features of what are 
traditionally considered to be debt and equity.   

 
 There would be an incentive to recharacterise other returns, such as the return 

to labour income, as interest income.  The definition of interest income would 
need to prevent such recharacterisation.  This includes limiting partial 
exclusion to savings income from arm’s length entities by precluding interest 
income from closely-held businesses, to avoid profit stripping. 

 
Arbitrage 
 
If partial exclusion were to apply, then interest would be fully deductible to firms but 
only partially taxable to lenders.  This would provide opportunities for arbitrage 
between companies and existing shareholders where a portion of their investment 
return was converted into deductible interest.  In effect, a portion of the shareholders’ 
dividend return would be recharacterised as interest, benefiting from the partial 
exclusion6.  An attraction of New Zealand and Australia’s full imputation scheme is 
that it means a reasonably neutral tax treatment of domestic firms financed by 
domestic residents.  This minimises pressure for tax avoidance.  The preference for 
interest compared to dividends under partial exclusion would remove this neutrality. 
 
Extending the exclusion to businesses’ interest deductions would reduce arbitrage 
opportunities, but would increase the cost of capital of companies as noted above. 
 
Transitional issues  
 
Consideration would need to be given to whether there should be transitional relief.  If 
partial exclusion were only to apply to net interest income, then no transitional relief 
would seem to be necessary.  If it were also to apply to business interest expenses, 

                                                 
5 This was, for example, acknowledged when developing the general interest deduction rules for companies.    The 
Tax Review 2001 noted that some form of stacking rule would be required if a risk free rate of return method were 
to be adopted.   
6 Stapled stock was an instrument exploiting this type of arbitrage. 
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then some transition may be necessary.  Transitional options include a phasing in of 
the exclusion by, for example, increasing the exclusion from 0 to 40 per cent over five 
years, or grandfathering existing assets, which could be complex. 
 
 
Revenue integrity 
 
The boundary and arbitrage issues noted above would give rise to potential integrity 
concerns.  Taxpayers would have an incentive to recharacterise other forms of income 
as interest income, to qualify for partial exclusion, and to allocate interest expenses to 
other purposes (to retain full deduction).     
 
 
Fiscal implications  
 
Partially excluding interest income has an immediate impact – it would lower revenue 
materially.   
 
The fiscal cost of applying partial exclusion to the net interest income of individuals, 
trusts and partnerships is estimated to be around $1 billion per annum.  There are, 
however, significant risks associated with this estimate given the size of the interest 
base (which is around $60 billion), the limitations of the data sources, the underlying 
variability of interest rates and the fact that there has been a major financial crisis.   
 
 
Coherence 
 
Partial exclusion for net interest income would reduce the overall coherence of the tax 
system as it would adjust only one asset type for inflation, and in an ad hoc way.   It 
would be simpler than full indexation of the income tax system but would be unlikely 
to have many of the conceptual, economic benefits of indexation, for example.  It 
gives rise to arbitrage opportunities and distortions in relation to the treatment of debt 
versus equity, which would be exacerbated if it were extended to business interest 
expenses.   
 
 
 
 
 
 
 




