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✦Improved over all saving in New Zealand  would contribute to increased ability to cope 
with future international economic disruptions similar to those we have experienced since 
2008.

✦Improved saving may also assist in increasing New Zealand’s economic performance, 
leading to higher future standard of living.

✦Saving in New Zealand includes Government as well as private (company and individual) 
saving.  New Zealand also has an account with the rest of the world, (net accumulated 
overseas liabilities).

✦Policies can have unintended side effects, and if these can be foreseen, they need to be 
taken into account.

WHAT ARE THE ISSUES?

The Treasury Document, “Savings in New Zealand - Issues and Options”, lays out several 
parts of a framework for discussion in the FORWARD, and the EXECUTIVE SUMMARY.  I 
summarise these as follows:
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Saving and Investment

Saving is the decision to keep current consumption below current income.  The exact 
definition is subject to what expenditure is considered to be consumption.  Saving 
activity that results in bank deposits, or reduced bank loans is related to the money 
supply.  On a national level, the quantity of this “savings” is only increased if the money 
supply is allowed to expand, increasing bank debt and deposits together.  The 
propensity of New Zealanders to save in this way is made evident in the prevailing 
general interest rates.  So perhaps pro-savings policy might be described as a policy 
tending to lower interest rates rather than actually increase this definition of savings?

Investment is economic activity intended to gain a future financial benefit, narrowly 
defined as increasing the fixed capital in an economy.  This might be factories, farm 
development, machinery, offices etc.  Human capital, (skills and experience) may also be 
investment.  Where is the exact line between investment and consumption?  Is a 
private house investment?  It avoids the need to pay rent, and so this might be as good 
as generating income.  An electronics retail business is investment.  Is this as good for 
New Zealand as a sawmill? or a computer software company?  There are lots of issues 
connected with investment and the investment climate in New Zealand.
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NEW ZEALAND 
CONTEXT

✦The goals of security and prosperity are already among  the greatest concerns of New 
Zealanders.  Within the current environment we are constantly trying to progress these goals 
for ourselves and our families.  For example, perhaps part of the country is “saving”, in so far 
as current consumption is being deferred.  That energy and income has been directed into 
paying interest on accumulated debt.  The cumulative size of house mortgages and farm debt 
suggests this.

✦If New Zealand leaders wish to improve the performance of New Zealand 
(Incorporated), then it is important to formulate policies and systems which will align 
individuals’ perceptions of their own interests, with those of the country as a whole.  For 
example, if it is seen to be good for New Zealand prosperity and security that debt is 
reduced and capital is applied to the most productive and efficient areas of the economy, 
then individuals need to believe that applying these choices to their own lives will lead to 
increased personal prosperity and security.
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Investment in NZ

This is not a debate on retirement funding, but the consumption of the future retirees 
is extremely dependent on the performance of the New Zealand economy.  Future 
consumption will have to come from future production.  Since the (increasing number 
of) retired are not contributing labour, the only source of this consumption will be 
through;
1. Equity ownership of capital efficiently employed in the economy to generate real 
wealth.
2. Increased general taxation. (higher ratio of tax/GDP)
3. Consumption of fixed capital by reducing future investment.
4. Increased balance of payments deficits. (Not likely from our current position.)

If over all consumption per person is not to fall, this implies very much improved 
labour productivity.   We are well behind the curve in this area.  Are we going to work 
for this in our own economy, or are we going to rely on either the labour of other 
western countries in the same boat as us, or perhaps the labour of the emerging 
economies? (International equity  investment).  What are the risks in not investing 
effectively in New Zealand fixed capital?
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SUBMISSION 
SNAP-SHOT
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by indexing interest.
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SUBMISSION
SNAP-SHOT

✦This submission focuses on the inflation induced economic distortion 
arising from the  taxation of nominal interest payments and receipts. This 
distortion impacts directly on the private savings issue in NZ, though there are 
other economic consequences also.  The argument is extended to the 
treatment of depreciation but not to inventory.

✦The proposition is that the implications of this issue are particularly 
significant, warranting special attention.  

✦These issues are set against the complexity argument, attempting to make a 
case for adopting a system to mitigate the distortion effects, while containing 
the costs of complexity.  

✦The other issues canvassed by Saving in New Zealand – Issues and 
Options are also important, but I contend that this inflation distortion issue can 
be addressed without disqualifying other good ideas.  The only other idea in the 
public discussion domain, on which this indexing proposal could be seen to 
impact, is the periodically floated notion of a more comprehensive Capital 
Gains Tax.                 
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Saving in New Zealand – Issues and Options   |   29 

Questions  

 Are there pros and cons not considered here? On balance, is an earlier 
return to surpluses a good option that the Government should consider to 
increase national saving? 

 Once the Government is in surplus, does more need to be done to ensure 
that it continues to save?  

Ge t t i ng  the  sav ing  env i ronment  r i gh t  
Any government’s policies will have both intended and unintended 
impacts on individuals’ saving choices. It is worth considering whether 
the Government should change any policies to support rather than 
hinder good saving decisions by individuals, households and 
businesses. 

Removing tax distortions 

Taxes introduce a number of distortions that affect individuals’ decisions, 
including decisions to save and invest. The 2010 Budget reduced tax 
distortions to saving and investment by switching away from taxes on 
income, saving and investment toward taxes on spending. This switch 
was achieved though reductions to personal and corporate income tax 
rates and an increase in the rate of goods and services tax (GST).14  

International evidence suggests that tax is likely to only have a modest 
impact on how much people save and invest, but tax can have a very 
significant impact on how people save and invest.15 This means that tax 
changes may have a part to play in a wider package of reforms to 
promote increased and more efficient national saving, but are unlikely to 
on their own deliver a significant increase in the level of national saving.  

                                                 

14  New Zealand Treasury (2010) Technical Note on the Basis of Assumptions 
Regarding the Effect of the Tax Package on Forecast and Projected Economic 
Growth expected that the increase in GST would reduce non-housing consumption 
by 3%; and that the decrease in the personal income tax rates would boost 
household savings by approximately 1.5%. 

15  OECD (2007) OECD Tax Policy Studies No. 15: Encouraging Savings through Tax-
Preferred Account; Bosworth, B. & Burtless, R. (1992) Effects of Tax Reform on 
Labor Supply, Investment, and Saving, Journal of Economic Perspectives. 

Some government policies 
may be acting as a 

disincentive to private 
saving 

Taxes tend to have more 
impact on how people save, 

rather than how much 
people save 

The following pages from “Saving in New Zealand – 
Issues and Options” are included here, as they are 

referenced by this submission.

Sections highlighted red are particularly relevant

(1)
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The New Zealand tax policy framework 

The overall aim of New Zealand’s tax policy is to finance government 
expenditure at the lowest possible economic cost while meeting the 
government’s distributional objectives.  

A key goal of tax policy is to make the tax system as efficient as 
possible.  For this reason, successive governments have applied a 
broad-based, low-rate (BBLR) tax policy framework.  The Tax Working 
Group also endorsed the BBLR framework as a means to reduce the 
economic distortions created by the tax system. 

Tax policy principles suggest focusing on minimising negative tax effects 
on saving and investment decisions, rather than on providing targeted 
incentives to increase the level of private saving. This section considers 
options that have the potential to remove tax distortions, although the 
extent to which each option does this will need to be carefully considered 
by the SWG.  

A later section considers tax subsidies for saving. The broader impacts of 
moving away from tax neutrality would need to be carefully considered; it 
would need to be clear that the benefits outweighed the costs. 

The current tax system distorts saving and investment decisions in two 
main ways: 

 Different forms of saving and investment are taxed in different ways 
and at different rates. For example, capital gains are not taxed and PIE 
investments are taxed at a lower rate than direct investments. 

 Returns on saving that accumulate over a long period are taxed at high 
effective rates. For example, an interest-bearing account taxed at 33 
per cent and held for 60 years would face a effective tax rate on future 
consumption of 68 per cent when the taxes on interest earned over 
that period are taken into account.16   

The effect of inflation on tax  

Even a modest rate of inflation can significantly increase the effective tax 
rate for some forms of savings. This is because the tax system taxes 
nominal rather than real returns. Real returns are nominal (actual) returns 
that have been adjusted for inflation.  

A tax system that does not adjust for inflation has differential effects on 
different forms of income, for example: 

 Interest income is overtaxed. 

                                                 

16  Assumes an initial investment of $100, no withdrawals, and a consistent nominal 
return of 6% over 60 years and a marginal tax rate of 33%. 

Different forms of saving are 
taxed differently  

Savings held for long 
periods may face higher tax 

(2)

(3)

7
Monday, 17 January 2011



Saving in New Zealand – Issues and Options   |   31 

 The deduction for interest expenses is overly generous. This creates 
an incentive to fund investment largely through foreign debt rather 
than equity. 

 Inflation also creates an inbuilt tax bias favouring investment in longer-
lived assets ahead of shorter-lived plant and equipment.  

The simplest way to reduce the distortionary impact of inflation is to keep 
inflation low using monetary policy. Other options are outlined on the next 
page.   

These tax features can distort the way people hold their savings and 
may have played a part in New Zealand households holding a large 
proportion of their assets in houses, as it is tax preferred over debt or 
equity. Figure 11 illustrates different real effective tax rates (taxes as a 
percentage of real income) for investors on 17.5% and 33% marginal tax 
rates:17   

Figure 11 - Real effective tax rates  
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Options to reduce tax distortions  

To address these distortions requires consideration of some tax 
changes. The broader efficiency and equity impacts of these options 
would need to be carefully considered by the SWG due to the pervasive 
impacts of the tax system. Several of the options have a fiscal cost; in 
the absence of expenditure reductions, base-broadening options would 
also need to be considered as part of a saving package to offset any 
negative fiscal impacts. Some base-broadening options also have the 
potential to reduce distortions.  

                                                 

17  Assumptions include: true inflation is 2 percent per annum; investments are financed 
with an individual’s own capital; all investments provide a nominal return of 6 percent. 
For rental housing, 50 percent of the return is assumed to be in rents and 50 percent 
in non-taxable capital gains. 

New Zealanders’ preference 
for housing may be partly 

explained by current tax 
rules 

(3)
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 Lower personal tax rates – distortions in the tax system are created 
because different forms of savings and investment are taxed at 
different effective rates. Reducing personal tax rates would lower the 
tax rate on savings, reduce the difference in effective rates and could 
have broader growth benefits. 

 Inflation indexation – inflation is one reason why different forms of 
savings and investment are taxed at different effective rates. Inflation 
indexation is complex in practice but aims to tax real returns, ie, taxing 
the returns to savings or investment that have been adjusted for the 
impact of inflation.  

 Partial exclusion of interest income – an option proposed by Australia’s 
Future Tax System Review, to partially address the impact of inflation 
on interest income, was a 40 percent exclusion rate for certain forms of 
capital income (interest, residential rental income and capital gains). 
This could be extended to interest expense deductions to more 
comprehensively proxy for inflation compensation.  

 Dual income tax – a number of countries have a dual income tax 
system that taxes capital income at a low flat rate and labour income at 
higher progressive rates. A dual income tax system would cap the rate 
of tax payable on capital income (similar to an extension of the current 
PIE regime) to ensure that those on lower personal tax rates do not 
pay more tax. A dual system could make the taxation of different forms 
of savings and investment more neutral and would lower the tax rate 
applied to most savings and investment.  

 Capital gains tax – introducing a capital gains tax would help to reduce 
tax distortions between investments in debt, inventories and real 
property including those caused by inflation. A capital gains tax is also 
a base-broadening measure that could be used to fund other tax cuts. 
The Government has asked that the SWG not consider a capital gains 
tax or land tax. These areas were recently considered by the Tax 
Working Group.  

 Pros Cons 

Reduce 
income taxes  

 Lowers impact of tax on 
saving decisions 

 Potential increased 
labour force participation 

 Most simple measure to 
reduce impact of tax 
system on savings 

 Fiscal cost (size of cost 
dependent on level of 
reductions) 

 Distributional 
consequences depending 
on rate structure  

(4)
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 Pros Cons 

Index tax 
base for 
inflation 

 Improves neutrality of 
debt, inventory and equity 
investment 

 Removes distortions to 
financing through 
borrowing/equity from 
non-residents 

 Net reduction in tax on 
domestic savings  

 Net increase in tax on 
domestic investment 
funded by debt 

 Fiscal cost (correlated to 
level of inflation) 

 Complex to administer and 
comply with 

 

Discount on 
interest 
income and 
expense 

 Partially reduces impact 
of inflation on the tax 
system 

 Reduces tax rates on 
debt capital 

 Fiscal cost (although this 
will be lower if extended to 
interest expense)  

 Ad hoc method of reducing 
impact of inflation and not 
consistent with a neutral 
tax framework 

 If extended to interest 
expense, increases tax on 
investment and cost of 
debt financing 

Dual tax 
system 

 Lower rate of tax applied 
to all capital income, 
applied to both savings 
and investment 

 Could improve the 
integrity of the tax system 

 

 Fiscal cost 
 As higher income earners 

earn disproportionate 
amount of capital income, 
decreases progressivity of 
the tax system 

 Complexity in separating 
labour and capital income 

Capital gains 
tax 

 Improves neutrality 
between debt, equity and 
real property; and 
decreases the distortions 
caused by inflation  

 Improves the integrity of 
the tax system 

 Fiscal gains 

 By itself, increases tax on 
savings (unless paired with 
one of the tax cut options) 

 

Questions  

 To what extent is the tax system distorting saving and investment decisions? 
Do these distortions need to be addressed? 

 Which of these options (and any others) are the most likely to reduce tax 
distortions to saving and investment (bearing in mind other objectives of 
economic growth, equity and meeting revenue needs)? 

(4)
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ARGUMENTS AND 
ANALYSIS

GETTING THE ENVIRONMENT RIGHT.

Ref. (1)  I place a lot of importance on changing “how we save and invest”.   In proposing 
policy options to broadly increase savings/ investment, I believe it would be a mistake to 
neglect tax matters using the justification that tax policy has been shown not to increase 
saving significantly.  I would say that if we don’t get the settings right, over time, thinking and 
assumptions about good financial investment principles become maladjusted, leading to 
misallocation of resources.  This will not encourage saving and investment in the medium/long 
term, and will reduce economic output below the optimal level.  Most of us try really hard to 
secure our future, and if we end up indebted, this is mainly because we are getting signals that 
suggest this will be to our advantage.  Read money supply, and tax rules.

Ref. (2)  This is good sense.  This means trying to have a neutral tax system, so that 
investment choices are not heavily influenced by the tax angle.  Talk to anyone with any spare 
cash to invest, and once you have finished berating banks and the finance industry in general, 
you will soon be talking about LAQC,  marginal tax rates, trying to get the tax bill down, 
accountants, and all things tax related.  This is a big deal, and a badge of financial literacy.  In an 
ideal world this would not be the case, so reducing distortion rather than specific targeting is 
the way to go.

Ref. (3)  This clearly summarises the problem that I think should be fixed.  It is important 
not to be so averse to the complexity that we dismiss the problem, concluding that the best 
solution is to rely on controlling inflation as a method of reducing the distortion.  

The presence of the distortion reduces the effectiveness of monetary 
policy as a means to control inflation.  

Assuming inflation is present in an economy, the interest/ inflation/ income tax distortion 
leads to prevailing nominal interest rates being higher than they would be if the distortion 
were reduced. (Assuming a given inflation target.)5  The interest movements required to gain 
a response are also likely to be greater.  These higher and more volatile interest rates are 
damaging to the economy, both directly by contributing to business uncertainty and indirectly 
by contributing to exchange rate volatility.   How much of this damage are we prepared to 
endure before we seek relief?

Ref. (5) Dewald, William G. ,Inflation, real interest tax wedges, and capital formation. Federal Reserve Bank of Saint Louis Review, January/February, 1998.
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Taxing only the real returns on deposit accounts would support the 
objective of encouraging private savings.      Fear of loss through inflation 
attrition is real, especially in that part of the New Zealand population who were adult in the 
late 1970’s and early 1980’s.  Under existing tax rules, current real (after tax and inflation) 
interest rates are low, and could become negative if the social costs of monetary policy used 
to control inflation become hard to sustain politically, leading to softening of the target.  [We 
have seen the target moved from 0-2% out to 1-3%.       The CPI effects of the recent GST 
changes will also take wealth from deposit account owners without compensation.]

Equally important in my view is the fact that adopting a policy to explicitly reduce 
this distortion should contribute to less divergent political pressures in 
the “monetary policy to control inflation” debate.  Currently, for example, 
property industry participants are likely to lobby against vigorous application of monetary 
policy to control inflation, because they are damaged by high interest rates, but not by high 
inflation.  Similarly, exporting companies feel conflicted and may seek relief by advocating 
softer control of inflation in the short term because of the exchange rate effect of high 
nominal interest rates.  

Reserve Bank Act  The Policy Targets Agreement is renegotiated from time to time.  Future 
agreements will be negotiated according to the politics of the time.  The world economy has 
managed to get into a very unbalanced state, and there is a process to go through before we 
can say it is fixed.  Under pressure people can forget what inflation can be like, and forget the 
pain it took to get the rate down.  The relatively low rates seen since the late 1980’s are not 
set in stone.

Qualification; It is understood that cash deposit accounts are not all that savings are about.  
Many New Zealanders do have these deposits however, and they are where we can start the 
habit of saving and investment.  Saving for a home deposit is an obvious example.  Savers 
should be able to use deposits as a secure base, choosing other investment classes based on 
real anticipated returns.  I believe it is not helpful that savers feel pressured to get out of 
deposit accounts, or to take extra risk through fear of inflation. 

Monday, 17 January 2011



THE BORROWERS PERSPECTIVE

Making changes to the tax treatment of interest will clearly affect business borrowers.  On 
the surface it seems perverse to try to improve the economy by loading more costs onto the 
“engine” that is the business community.  The direct effects, at least in the short term, may 
include the following.

1-  The real cost of debt funding will increase, especially if applied to non depreciable assets,
(e.g.land and buildings).  This implies that the purchase of these types of capital items will be 
less attractive investments from a taxation perspective than under the current regime.  It may 
follow that these assets fall in price.

2-  The investment in depreciable capital items would not be as badly affected, due to the 
indexing of depreciation.  The optimal level of debt vs. equity used to invest in capital items 
would likely reduce. 

How might this be managed?

This sort of change is always going to be difficult to introduce, since it “changes the game” in 
midstream as far as investors are concerned.  A phase in regime will be needed.  

Arguments in favour could be:

1-  Asset price changes resulting from this indexing proposal imply the presence of inflation 
expectation in the economy,  (since removing the tax distortion simply approximates the real 
situation applying if inflation were zero).  This inflation expectation is something that would 
need to be managed anyway, unless we are really contemplating going back to the days when 
inflation was one of the main economic problems we were facing.  If we are going to make 
the case that there is a good level of inflation, this should be justified by analysis, evidence and 
logical argument.

2-  To the extent it can be argued that implementing an indexing policy would lower nominal 
interest rates, and that this lowering would tend to lower the exchange rate, business and 
government should take this connection into account.

Remember that the indexing proposal simply reduces the inflation distortion.  It 
approximates the real situation that would apply if inflation were zero.

13
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THE CAPITAL GAINS TAX CONNECTION

The issue of a more comprehensive Capital Gains Tax regularly comes up as a matter for 
economic policy consideration and public debate.  The proposition is raised that many other 
countries have a CGT regime, and the context is one of trying to steer investment away from 
so called “capital appreciating assets” into the “productive sector”.  The Government has 
consistently declined to go down this path, and so again here, it is not strictly part of this 
savings study.  However, based on history, the CGT proposal is very likely to surface again in 
the future.  

In this context I make the following observations.

✦ Most of the heat on both sides of the CGT debate concerns property ownership.

✦Those outside the property industry point out (either explicitly, or in general terms) the 
“free ride” available to most property investors arising from non taxable income accrued 
when property is sold vs. the favorable tax treatment of interest deduction used for property 
investment purchases.

✦Property industry participants clearly have a vested interest in the status quo.  This group is  
favoured by the current tax system, and understandably would resist adverse change.  It is 
worth repeating that under the current regime, property investors are also likely to lobby 
against vigorous application of monetary policy to control inflation.  This is because they are 
damaged by high interest rates, but not by high inflation.

✦Home owning New Zealanders who do not own other property investments are also 
resistant to inclusion in a CGT proposal.  We should note that unlike several other countries, 
New Zealand does not allow interest deduction for private dwelling purposes.  This is a good 
policy from a tax equity point of view, because there is no tax accruing from the private 
benefit of living in one’s own home.  It is seen as enjoyment of private property, like using the 
boat or watching the home theatre.  The corollary  though, is that CGT should exclude 
private homes, and this introduces an area of demarcation.  Sorting this issue would still leave 
the problem of taxing unrealised gains, not to mention taxing the inflation component.  There 
are complexity issues in applying a comprehensive CGT.

✦If inflation indexed taxation on interest were applied in New Zealand, it would mean 
that property would be purchased in full from tax paid income.  There would be no 
inflation related tax payer subsidy for property investment purchase.  This fact weakens the 
argument in favour of implementing a comprehensive CGT.  To this extent, it would be 
appropriate to include this fact when assessing the complexity issues related to administering 
an indexed taxation of interest proposal.

14
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IMPLEMENTATION AND THE COMPLEXITY PROBLEM

The inflation induced distortion on taxation is well understood and widely acknowledged by 
economists.  Some references I have used as back ground are:

Taxation, Inflation and Interest Rates International Monetary Fund 1984, Vito Tanzi (Ed.)

Taxation and the Taylor Principle Rochelle M. Edge and Jeremy B. Rudd Division of Research and Statistics Federal Reserve Board ∗ March 26, 2003

Tax and the Crisis  MICHAEL KEEN, ALEXANDER KLEMM and VICTORIA PERRY Institute for Fiscal Studies, 2010. FISCAL STUDIES, vol. 31, no. 1, pp. 43–79 
(2010) 0143-5671

Degrees of tax indexation and nominal interest rates: Effects of inflation on incentives to save and invest Anandi P. Sahu, J Econ Finan (2008) 32:91–104 
DOI 10.1007/s12197-007-9008-0

SAVINGS WORKING GROUP documents:

Inflation Adjusting the Tax Base – Policy and Design Issues (swg-b-ir-iatb-27oct10.pdf)
Options for Changing the Tax Rules for Savings: An Overview (swg-b-ir-o-27oct10.pdf)
Sensitivity of Household Savings to Taxation (swg-b-ir-shs-27oct10.pdf)

The real issue lies in describing a practical system for mitigating these 
effects.  

In approaching this problem we should recognise two important points:

1-  In designing a system for New Zealand we will be planning for low inflation rates, say up 
to 5% per year.  Much of the international literature concentrates on analysis and empirical 
study of the high inflation case.  This leads to acute importance of timing issues for all 
transactions in an economy with the attendant complexity in accounting for a myriad of 
potential scenarios.  Alternatively, the problem is attacked in a different way by using balance 
sheet changes as a way of assessing income.  ( The Global method.)  This also has real 
difficulties, and requires a very disciplined and trained approach.  All this adds cost and makes 
the prospect daunting.  Inflation would have to be drastically high to warrant consideration of 
some of these ideas. 6

2-  New Zealand is starting from a good base.  Thanks to good choices made by New 
Zealand policy makers in the past we have a relatively well designed tax system, with a 
minimum of arbitrary complication.  (Our comprehensive GST is an obvious example.)  We 
have no CGT, and a minimum of personal tax deductions.  This could be contrasted with the 
USA, for example, which has a mass of special cases and illogical tax rules.  I would seek to 
preserve as much simplicity as possible, and only advocate changes that clearly demonstrate a  
logical path to improved outcomes for the economy, (including the savings issue).

Ref 6 Tax Law Design and Drafting (volume 1; International Monetary Fund: 1996; Victor Thuronyi, ed.) Chapter 13, Adjusting Taxes for Inflation
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THE NEW ZEALAND CASE

What I propose would be the simplest possible system to capture most of the distortion.  
The focus is on the treatment of bank debt and deposits.  We are not trying to design a 
system for high inflation.  Having an index system does not mean abandoning low or very low 
inflation as a target.  By limiting inflation dependent wealth transfers, I feel that wide 
acceptance of the goal of very low inflation is bolstered and somewhat protected.

A Simple Approach to interest indexing:

Banks (and possibly Finance Companies) would be required to comply with keeping track 
of the index component of interest.  This is not a big imposition.  Interest is calculated daily.  
Under an indexed system the calculation would be made twice, once for the indexed 
payment and once for the balance of interest (“real interest”).  RWT deductions would be 
made as now, but using only the “real interest”.  An overdraft loan account would be 
analogous to this, with the loan balance adjusted by the index, as well as having real interest 
deducted.  In effect, the index payments are tax paid transfers from borrower through the 
bank to depositor, nominally compensating each party for the effect of inflation on the 
respective account balances. [A simple spreadsheet from first principles showing calculations 
on an overdraft loan account is attached]

This system corrects most of the economic distortions created by inflation/taxation.

Outside Banks and Finance companies the principle would be “somebody pays the tax”.  If a 
company wants to issue bonds, but does not want to worry about the index, that is fine so 
long as the bond holder knows they get no tax free index payment.  Similarly, related party 
loans need not be indexed.  All domestic investors will either expect the tax free index 
payment, or will require an interest margin to compensate.  In this way the market will find a 
balance, and nominal equilibrium interest rates on money created by the banking system will 
be minimised.

If the index were to be included in a bond, (for example,) then it would be treated like a 
term deposit, with any midlife market prices ignored.  Government bonds should be like this.  
Take the hypothetical case of a 5 year indexed bond, interest paid at maturity.  Only the 
holder at maturity would gain the index payment, by which time all the index amounts will be 
known.  The issuer will pay this amount directly from tax paid income.  Apart from this 
transaction, nothing would be done for the 5 years, and the bond would simply trade at the 
market price.  Similarly, for a bond paying, say quarterly.  When interest is actually paid to the 
holder, an index payment is also made.  Perhaps bonds would be issued at index plus a 
margin?  Who knows what would develop along these lines.
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DEPRECIATION

I propose that indexing would be extended to cover depreciation.  This judgement is made 
on the basis that the compliance cost is not excessive, and that it can be seen as some 
compensation to business for the interest indexing of their debt financing.  It tends to support 
investment in new productive technology, rather than only in land and buildings, something 
highly necessary if we are going to make any progress in increasing labour productivity.

Transition issues.  As quoted below from [http://www.treasury.govt.nz/publications/reviews-
consultation/savingsworkinggroup/pdfs/swg-b-ir-o-27oct10.pdf]  there are fairness issues to 
business regarding handling historical assets. [I understand these documents are offered to 
stimulate discussion.]

Transition 
In order to ensure that balanced adjustments are made to income and expenses, existing assets and liabilities, currently 
accounted for at historical cost, may need to be restated in current dollars. The net adjustment in a company’s taxable 
income is the difference between the negative adjustments arising from restating assets in constant dollars and a positive 
adjustment from allowing deductions for real interest costs only. If assets costs start at old historical costs, without a 
rebasing to take into account inflation since they were incurred, then the reduction in interest deductions may exceed the 
reduction from adjustments to assets, even for companies that would enjoy overall tax reductions in a mature system. In 
such cases a transition restatement would be appropriate. While the restatement would not go through the income account, 
it would increase the annual adjustments that are made.     This is likely to be very complex in design and implementation.     
If the adjustment is not made then many companies could face tax increases even though, in fact, their income is over- 
stated in the presence of inflation.

The problems with historical cost accounts should not be overstated.  One idea might be to 
only allow entry at current book values.  This would impose tax penalty in the form of future 
taxes due on the index component of interest for debt already acquired to purchase fixed 
depreciating assets.  There is a degree of arbitrary unfairness here, but on the plus side, 
businesses with depreciating plant (like manufacturing and engineering companies for 
example,) have something to gain from this new regime.  Providing they have the right skills 
and ability, (and many do) then there is every chance they will succeed in an environment 
with fundamentals based finance costs, low inflation and an exchange rate that more closely 
reflects our true international competitiveness.  Historically there have also been various 
programmes implemented to promote investment, such as accelerated depreciation 
allowances or extra depreciation allowed, as well as schemes to encourage investment on the 
finance side.  These could be seen as compensation for reduced real depreciation due to 
inflation.  To give an example of the scale of the problem,  a normal plant item depreciated at 
10% will have a book value of 59% of the purchase price after 5 years.  Indexing this for 5 
years at 2% inflation would change this to 65.2%.  Obviously, for business with debt used for 
non depreciating fixed capital, this issue does not arise.  

Another possible suggestion would be to allow a 2% per year (or some other more 
considered figure,) retrospective adjustment to current fixed capital book values.  To claim, as 
above, (   )  that restatement would be “very complex in design and implementation” is an 
extravagant assessment.  Any transition system would be a once only cost, and can have ad 
hoc measures built in to control complexity.  This should be given serious consideration, 
because the future potential benefits to New Zealand over all are very significant.
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INVENTORY

Inventory would not be an indexed item under this proposal.

This is a judgement that could be challenged, but I believe it is justified on the basis that the 
distortionary effects of this compromise would be very small.  Inventory is already something 
which business recognises as a cost to be minimised.  All the other factors that come into 
play, when inventory flows through a business, completely swamp any extra tax liability due to 
the 2 or 3% of inventory being taxed annually as income.  To get a feel for this issue, one 
could calculate the extra gross profit margin, required on a typical sale, to fully pay this 
“overtaxation”.  If there are certain business types where inventory is held for long periods, 
and profit margins are exceedingly small, then consideration could be directed at these cases.

Set against this is the reality that indexing inventory in any sort of accurate way is very 
difficult.  It might be tempting to simply allow a deduction based on tax period end stock 
levels as a simple more ad hoc system, but on balance I think the best idea is to exclude 
inventory completely.  For the economy as a whole, distorting the rate of interest has far 
reaching effects on resource allocation, while this imposition on inventory has almost no 
effect.

SUMMARY

The idea behind structuring a tax system incorporating indexing for inflation in the way I have 
described, is that anything that is not equivalent to cash, so is not actual $NZ ‘money’, is not 
indexed.  So any equity, futures contract, non mature bond (other than interest actually 
received), foreign currency deposit or loan, or any derivative that is traded as an asset is not 
part of the index system.  Fixed capital depreciation is an exception as described.  Such a 
system should minimise equilibrium (price stability) nominal interest rates in the face of any 
inflation expectation, while containing compliance cost and complexity.  It may also tend to 
unify support for the goal of very low inflation.  Energy and focus in the economy can then 
be directed where it counts, to building real productive infrastructure and enterprise.  
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Imputation.

No special measures or changes to current imputation system should be needed.

I think this is a red herring issue.  Index transfers are not profits.  There is no need to 
distribute these as dividends.  Capital distribution is possible, just as is the case today.  Any 
foreign assets have no index.  I stand to be corrected in this assessment, but we should not 
look for problems where they don’t exist.  The point of this exercise is to construct a 
coherent logical neutral investment climate for New Zealand.  Anything outside the base 
money supply (for want of a better description by a non economist) is handled by the 
market.  As soon as it is traded back into NZD deposits or loans, the index applies.

Arbitrage and the potential to profit from different regimes in other 
countries.

Indexing is only applied to New Zealand money.  I don’t understand how this will give rise to 
special avoidance or arbitrage profit opportunities.  The demand for NZD debt and deposits 
will influence interest rates.  Differences in interest rates and tax rates are managed currently 
to minimise costs to companies.  Do we need to look any further than the carry trade, 
where overseas investors gain our overstated nominal interest rates without paying our 
taxes?  We would need to get through transition, but after this I would assert that these 
opportunities will be fewer than they are now.

Compromise, and how to define the “index”

Government facing the political challenge of introducing a major change such as this would 
need to have the proposed systems well developed and robust.  One aspect of this would be 
the actual figures to be used for index calculations.  Especially problematic would be such 
things as inflation due to government charges and local body charge increases.

The main point to make here is that currently the index is set to zero, irrespective of 
inflation.  Anything better than this would be an improvement.

If we were looking for any improvement to measuring inflation by the CPI, then we could 
look at a few ideas, such as;

✦Better incorporation of asset prices in inflation.  For example, there is more to home 
affordability than simply the monthly loan repayments, especially where interest rates are 
significantly away from the historical average.  Perhaps it would be an idea to weight rents 
more heavily, like an imputed rent, but using market figures notionally extended through the 
population?

✦Currency movements or price changes from overseas suppliers might be handled 
differently.  I suspect part of the reason for our current dilemma is that the Chinese industrial 
explosion has caught our systems by surprise.  The inertia of that huge economy has meant 
that they have been able to (chosen to?) sustain years of price reductions in their industrial 
output, meaning that our CPI has been unusually suppressed.  This has lead us to allow 
monetary expansion without CPI inflation.  Has this contributed to our asset price boom?  
Perhaps our CPI inflation should have been negative for some of this time?
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FISCAL EFFECTS

Ref. (4)  As long as we have positive inflation, income tax revenue will be reduced by the 
introduction of this indexing plan.  The biggest reason for this is that under current tax rules 
only business borrowers are able to claim deduction for interest expense, while all cash 
savers are paying tax on the nominal interest earned.

It follows that currently, government tax revenue benefits from inflation.  This benefit comes 
directly from cash savers, and amounts to an inflation related “capital tax” applied only to this 
group.

To support a broad based low rate tax base, it would be interesting to make a case for a 
comprehensive capital tax on all New Zealand assets.  (After all, we do levy rates on 
property, so the idea is not completely foreign.)  However, the idea that only people with 
cash should pay this tax, that it should be inflation dependent, and that the proceeds should 
be split between the Government and business borrowers is one which I think is hard to 
defend.  

Acknowledging that Government accounts are affected by this idea, how should this be 
addressed?

1.  One option in the short term would be to fund the proposal by increasing the fiscal 
deficit.   This is not completely stupid, since New Zealand's savings and investment problem is 
primarily a private one, with the government accounts in relatively good shape by 
international standards.  Rigidly rejecting indexing on the basis of its non revenue neutral 
characteristic would be a mistake.  Effectively, money left in savers’ hands could be indirectly 
attracted into Government stock, promoting the improved investment signal environment 
inherent in the proposal, but substituting direct tax revenue with government borrowing.

2.  The other option would be to adjust the personal income tax system to recover the tax 
foregone from savers by the proposal.  For example, keeping the Budget 2010 tax bands, but 
revising the rates to {10.5%,19.5%,31.5%,31.5%} would raise est. $913m net of indirect and 
company tax effects, [calculation spreadsheet attached].  It remains true that indexing in no 
way eases the pressure for rational improvement to the tax system generally, nor does it 
impact on the judgement of the appropriate ratio of Government expenditure to GDP.  The 
goal of income tax rate equality for different entities is only part way to being complete.

Note that the tax changes above hit the middle band where most tax payers occur.  This is 
always a balance for regulators.  Some compensation may flow from the notion that this is 
typically the group with personal non deductible mortgage finance.  To the extent that 
nominal interest rates will be reduced by indexation, this group of non deductible borrowers 
will benefit the most from this reduction.
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RESPONSE TO THE SAVINGS WORKING GROUP INTERIM REPORT

I have had an opportunity to read the Interim Report, and have some opinions to express 
from this.

I agree that the Nordic dual tax system is not something we need.  If the inflation distortion 
were taken care of, I don’t agree that it is necessary to discriminate between labour and 
capital income as far as tax rates are concerned.

The idea of moving further toward consumption taxes (GST) is fine if it is not treated as a 
sufficient way to reduce inflation distortion.  It would be interesting to analyse the steady 
state savings effect of consumption vs. income taxes, assuming a ratio of total tax/GDP.   I 
know there is a common acceptance that income taxes penalise savings and consumption 
taxes do not, but I think further analysis of this would be warranted.  Specifically, for the 
current New Zealand situation,  not indexing, but increasing GST, (with compensating income 
tax adjustment) avoids the need to recognise explicitly the inflation effect, while at the same 
time further penalising holders of NZD deposits.  If Government adopts this path, (to avoid 
the fiscal cost) and simply leans on the less vocal, less empowered, and less financially literate, 
cautious New Zealanders, sitting on their term deposit and finance company invested nest 
eggs, they will be perpetuating some of the damaging investment messages that have 
contributed to our current plight.  Subject to this proviso, there may be an argument to 
spread tax loads more evenly among different tax types.  Again, I would suggest consideration 
of a “capital tax” to further this idea.

Government Spending and the Fiscal Deficit.

In times of economic upheaval such as the last two years, Government spending, including 
income redistribution, plays an important role in cushioning the most vulnerable from severe 
hardship.  Not only is this humanitarian but it helps to support social cohesion.  This is 
appropriate, and is why it is so important to build surpluses when times are good.  There is 
also a role for government to pay for some of the nationally important infrastructure 
investments, the benefits of which accrue to everyone, including future generations.

It is true that over time Government deficits should be tightly controlled.  In fact given our 
demographic projections it would be appropriate to run surpluses for many years into the 
future.  There is room for much more debate about what rate of tax/GDP is best for a 
country like New Zealand, and there are many international comparisons available to use as 
examples.  In the present climate however, we need to remember that New Zealand’s  
savings and investment problem is mostly private rather than public, so there is room to 
address this problem first.  Of course this is where I see indexing playing an important 
role.
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FINAL COMMENTS

As an interested New Zealand citizen, I am pleased to see the tone of the “Interim 
Report”.  I truly believe the New Zealand situation is serious.  To me,  we are in danger of 
losing the sort of country our parents and grand parents believed they were working for.  
A sense of urgency is very appropriate to stimulate real policy improvement.

In the end, what would help New Zealand more than anything else would be more and 
bigger companies, listed or otherwise, able to harness our resources, especially our human 
capital, to produce goods and services for us and our trading partners.  This should expand 
the domestic equity market, something that any investor is likely to welcome.  If we can’t 
do this, no amount of Kiwisaver, GST, or Government spending cuts will get us over the 
line.  We really need a stable and neutral environment, able to support medium and long 
term investment decisions, and able to reward those creating real lasting wealth.  Indexing 
and the minimisation of equilibrium interest rates, along with asset prices more closely 
related to earnings, have important parts to play.

Other reasons for the Property obsession. (besides the tax angle)

A reason why property is a favoured investment class with many people, is that when 
compared with the share market, it is easier to understand the returns.  Government could 
help change this balance by collating and publishing good fundamental financial information 
to the market, (including all retail investors, not just institutions).    This might take the form 
of aggregated financial data for New Zealand listed companies.  Share price history and 
individual company balance sheets are not really enough.  Examples might be (aggregated);
-Turnover
-Debt levels
-EBITDA/EV
Most property investors will have some notion and opinion on the state of the property 
market.  Either in terms of yield, or cycles or projections based on affordability or expected 
trends in rentals.  On the other hand, wisdom on the share market does not seem to go 
much past dollar cost averaging, and basically buying the index for the long haul.  This is not 
really satisfactory for many investors who may otherwise be looking at direct property 
investments.   I would suppose that larger institutional investors will have access to this sort 
of information, (that may indicate where the market is compared with underlying earnings,) 
because they can justify working it out for themselves.  Smaller retail investors don’t, and 
this is a factor discouraging share market investment.

Of course this only informs about domestic shares, but it is still a move in the right 
direction.  All share trades are between willing buyer and seller, so being ill-informed is a 
good way to lose money.  While it might be tempting for the finance industry to take to 
themselves the responsibility to make this assessment, this is not the way to build a culture 
of informed choice among retail investors.  
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SUMMARY

✦ There are potential benefits to New Zealand if our levels of private savings could be 
increased and our debt reduced.  The way we save is also important, and this can be 
effected by Government policy and the tax system.  

✦ New Zealand should modify our income tax regime to index interest earnings and 
business interest costs to a measure of inflation.  Depreciation allowances should also 
be indexed.  For the NZ situation no further extension of indexing is proposed.  
Confining rule changes to these items will remove most of the distortion, while 
containing compliance costs.  Capital gains tax is not proposed, and to the extent that 
assets would be purchased at their “real” value, the case for a capital gains tax is 
weakened.  It should be noted that the complexities of CGT are so avoided.

✦ If inflation could be kept at zero, or close to it, the case for indexing becomes irrelevant.  
However, I contend that the lack of an index system potentially makes low inflation a 
harder target to achieve and maintain.  Low inflation and minimum amount of inflation 
induced distortion is important for NZ to lay part of a foundation for rational future 
investment and increased economic performance.

✦ The most damaging feature of New Zealand recent economic history is the consistent 
balance of payments deficit.  So far, nothing we have tried has made any significant 
difference to this.  We need new ideas, and I think that this indexing proposal, with the 
expected consequential reduction in average nominal interest rates required to control 
inflation, may be an important tool to reduce speculative demand for the New Zealand 
currency, allowing the floating exchange rate to do a better job of reflecting our 
international competitiveness.

Finally I would like to thank the Savings Working Group and Treasury for allowing me the 
opportunity to voice my opinion on this subject.  I am not a finance professional, but I am a 
concerned New Zealander who has thought about where New Zealand is heading, and 
what might be done better.

Dave Eskildsen
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