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Key to sections of the Official Information Act 1982 under which information has been withheld. 

Certain information in this document has been withheld under one or more of the following sections of the Official 
Information Act, as applicable: 

 

[1] to prevent prejudice to the security or defence of New Zealand or the international relations of the 
government 

6(a) 

[2] to avoid prejudice the entrusting of information to the Government of New Zealand on a basis of 
confidence by the Government of any other country or any agency of such a Government 

6(b)(i) 

[4] to prevent prejudice to the maintenance of the law, including the prevention, investigation, and 
detection of offences, and the right to a fair trial 

6(c) 

[11] to damage seriously the economy of New Zealand by disclosing prematurely decisions to change 
or continue government economic or financial policies relating to the entering into of overseas trade 
agreements. 

6(e)(vi) 

[23] to protect the privacy of natural persons, including deceased people 9(2)(a) 

[25] to protect  the commercial position of the person who supplied the information or who is the subject 
of the information 

9(2)(b)(ii) 

[26] to prevent prejudice to the supply of similar information, or information from the same source, and 
it is in the public interest that such information should continue to be supplied 

9(2)(ba)(i) 

[27] to protect information which is subject to an obligation of confidence or which any person has been 
or could be compelled to provide under the authority of any enactment, where the making available 
of the information - would be likely otherwise to damage the public interest 

9(2)(ba)(ii) 

[29] to avoid prejudice to the substantial economic interests of New Zealand 9(2)(d) 

[31] to maintain the current constitutional conventions protecting collective and individual ministerial 
responsibility 

9(2)(f)(ii) 

[33] to maintain the current constitutional conventions protecting the confidentiality of advice tendered 
by ministers and officials 

9(2)(f)(iv) 

[34] to maintain the effective conduct of public affairs through the free and frank expression of opinions 9(2)(g)(i) 

[36] to maintain legal professional privilege 9(2)(h) 

[37] to enable the Crown to carry out commercial activities without disadvantages or prejudice 9(2)(i) 

[38] to enable the Crown to negotiate without disadvantage or prejudice 9(2)(j) 

[39] to prevent the disclosure of official information for improper gain or improper advantage 9(2)(k) 

[40] not in scope   

[41] that the making available of the information requested would be contrary to the provisions of a 
specified enactment 

18(c)(i) 

[42] information is already publicly available or will be publicly available soon 18(d) 

 

In preparing this Information Release, the Treasury has considered the public interest considerations in section 9(1) and 
section 18 of the Official Information Act. 
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19 December 2017 
 
 
 
Minister of Finance 
Minister of Revenue 

Ring-fencing rental losses – key design issues 

Executive summary 

1. The Government has committed to a number of policy measures aimed at making the 
tax system fairer and improving housing affordability for owner-occupiers by reducing 
demand from speculators.  One of these measures is to introduce loss ring-fencing on 
residential investment property. 
 
2. Officials have provided you with initial advice on loss ring-fencing [T2017/2637, 
IR2017/615 refers].  That initial advice concerned, in particular, the timing of the proposal 
and consequent legislative options, and the possible implications for the housing market. 
 
3. You have asked for further advice on other possible timing options that would avoid 
any retrospective application of the rules.  This report sets out some options in terms of 
application date and timing of implementation (ie, whether the loss denial is phased in over a 
number of years). 
 
4. This report also discusses the key design issues that need to be decided on, and sets out 
officials’ recommendations in that regard.  In addition, it provides further analysis on the 
expected impacts on the housing market, in particular as between the different key design 
options. 
 
5. This report seeks your decision on the key design issues by the end of January.  This 
timeframe is to ensure that, if the rules are to apply from the 2018-19 income year, a draft 
issues paper for consultation on the detail of the design can be released before 1 April 2018 
(the start of the income year for standard balance date taxpayers).  The same timeframe for 
key design decisions and release of an issues paper is required if the rules are to apply from 
2019-20 and have no retrospective application.  
 
6. Firm decisions around timing and key design issues by April 2018 would mean that loss 
ring-fencing would likely be included in BEFU 2018.   
 
7. The next step is for a Cabinet paper on the proposal to be prepared for EGI to seek 
approval for a Cabinet decision committing to the policy, and agreeing to the release of an 
issues paper for consultation on the detail of the design. 
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8. This advice has been jointly prepared by the Treasury and Inland Revenue.  The 
Ministry of Business, Innovation and Employment has been consulted. 

Recommended action 

9. Officials recommend that you: 

Application date and timing 

(a) Note that: 
 

(i) to deliver revenue in 2018/19 (in line with Labour’s Fiscal Plan), the rules 
would need to apply from the 2018-19 income year, very likely requiring 
legislation with retrospective effect; 
 

(ii) confidential consultation with select private sector advisors revealed a 
preference for deferring introduction until the 2019-20 income year; 

 
(iii) delaying introduction until the 2019-20 income year would reduce forecast 

revenues over the fiscal forecast period by approximately $155m; and 
 

(iv) the Government could still achieve its forecast revenues over the fiscal forecast 
period by accelerating the phase-in period to three years or less (as opposed to 
five years). 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(b) Agree that loss ring-fencing rules will apply from either: 
 

(i) the 2019-20 income year (officials’ preferred option); 
 
 

 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
 
 
OR 
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(ii) the 2018-19 income year. 
 
 

 Agreed / Not agreed      Agreed / Not agreed 
(Hon Robertson)       (Hon Nash) 

 
 
(c) Agree that loss ring-fencing rules will be phased in: 
 

(i) over three years (officials’ preferred option if choosing 2019-20 introduction); 
 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
 
 
OR 
 
 

(ii) over five years; 
 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
 
 
OR 
 
 

(iii) immediately (ie, no phase-in period). 
 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
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Key design decisions 

What property should be in scope? 

(d) Note that: 
 

(i) in your previous meeting with officials on loss ring-fencing, you verbally 
expressed a preference for ring-fencing to apply to all residential property; and 
 

(ii) there is already a definition of “residential land” for the purposes of the bright-
line test, and private sector advisors expressed a strong desire for definitional 
consistency to avoid additional complexity. 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(e) Agree to progress detailed design proposals based on:  
 

(i) using the existing definition of “residential land” in the Income Tax Act 2007 to 
define what land is within the scope of the loss ring-fencing rules, but excluding 
the person’s main home; 
 

(ii) not altering the scope of the “residential land” definition to exclude properties 
such as apartments and houses that are used for temporary or transient 
accommodation; 
 

(iii) not altering the scope of the “residential land” definition to exclude overseas 
land;  

 
(iv) consulting on whether property subject to the mixed-use asset rules should be 

scoped out of the ring-fencing rules; and 
 

(v) the ring-fencing rules not applying to taxpayers who hold land on revenue 
account because they are in a land-related business (dealers, developers etc). 

 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
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Should the rules apply on a property by property basis or a portfolio basis? 

(f) Note that: 
 

(i) in your previous meeting with officials on loss ring-fencing, you verbally 
expressed a preference for loss ring-fencing at a portfolio level; and 
 

(ii) loss ring-fencing on a portfolio basis (as opposed to a property by property 
basis) would avoid significant administrative complexities, promote greater 
fairness and efficiency, and align with overseas practice. 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(g) Agree to progress detailed design proposals based on loss ring-fencing being done on a 
portfolio basis. 
 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
 

When can ring-fenced losses be utilised? 

(h) Note that: 
 

(i) in your previous meeting with officials on loss ring-fencing, you verbally 
expressed a preference for losses not being released on sale; and 
 

(ii) allowing the release of ring-fenced losses on sale could reduce the fairness of the 
measure. 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(i) Agree to progress detailed design proposals based on: 
 

(i) ring-fenced losses not being released on a non-taxable sale of rental property; 
and 
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(ii) ring-fenced losses only being used to reduce a taxable gain on sale to nil, with 
any further unused losses remaining ring-fenced to future rental income or 
taxable gains on other land sales. 

 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash) 
 
 

Rules to deal with structuring around loss ring-fencing 

(j) Note that: 
 

(i) Without interest allocation rules, investors would have opportunities to minimise 
their ring-fenced losses through reorganising their debt funding.  This would 
advantage larger investors over smaller investors; 
 

(ii) formulating interest allocation rules would add considerable complexity, which 
would be particularly onerous on smaller taxpayers; and 

 
(iii) without a specific rule, a simple mechanism for getting around ring-fencing 

rules would be to interpose an entity (eg, a company) to separate a loan (and 
interest deduction) from the residential rental property, so the interest is not 
subject to ring-fencing. 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(k) Agree to progress detailed design proposals based on: 
 

(i) there being no specific interest allocation rules for ring-fencing; and  
 

(ii) the potential to structure around the ring-fencing rules through interposing an 
entity being countered by a specific rule. 

 
 
 Agreed / Not agreed      Agreed / Not agreed 
 (Hon Robertson)       (Hon Nash)  
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Next steps 

(l) Note that: 
 

(i) for the revenue from loss ring-fencing to be included in BEFU 2018, firm 
decisions on the timing and key design issues need to be taken by April 2018; 
and 

 
(ii) if the rules are to apply from the 2019-20 income year, legislation would need to 

be passed before October 2018 to avoid retrospective application for all 
taxpayers. 

 
 
 Noted        Noted 
 (Hon Robertson)       (Hon Nash) 
 
 
(m) Direct officials to prepare a draft issues paper for consultation on the detail of the 
design. 
 
 
 Directed / Not directed      Directed / Not directed 
 (Hon Robertson)       (Hon Nash) 
 
 
(n) Forward a copy of this report to the Minister of Housing and Urban Development (Hon 
Phil Twyford) and the Associate Minister of Finance (Hon David Parker) for their 
information. 
 
 
 Forwarded 
 (Hon Robertson) 
 
 
 
 
Mark Vink  Peter Frawley 
Manager  Policy Manager 
Tax Strategy  Policy and Strategy 
The Treasury  Inland Revenue 
 
 
 
 
 
Hon Grant Robertson  Hon Stuart Nash 
Minister of Finance  Minister of Revenue  
 / /2018         / /2018 
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Current tax settings 

General approach 

10. Under New Zealand tax settings, generally all income and deductions of a taxpayer are 
netted, and tax is applied on the net income.  We do not generally ring-fence income and 
losses from particular activities or investments, so there is generally no restriction on losses 
from one source reducing income from other sources.  Restricting rental housing losses will 
be an exception to this general treatment. 
 
11. There are some existing exceptions to this general treatment.  For example, we apply 
loss ring-fencing rules in relation to the bright-line test for residential land, and also the 
mixed-use asset rules (which may apply to assets that are used both privately and to earn 
income).  Losses arising from the bright-line test are only able to be offset against taxable 
gains on other land sales.  And under the mixed-use asset rules, losses are quarantined where 
the income-earning use of the property is low. 

Taxation of investment housing 

12. Investment housing is currently taxed under the same rules that generally apply to other 
investments.  This means that rents are income, and interest and other expenses (other than 
capital improvements) are deductible.  Any capital gain realised on sale of the property is not 
taxed unless the property is held on revenue account.  Revenue account land holders are 
predominantly dealers, developers, and people who acquire land for resale (though there are a 
number of other rules that may also mean land is on revenue account).  Most rental property 
investors hold their property on capital account and are not subject to tax on the capital gain. 
 
13. Rental housing is not formally tax favoured.  However, there is an argument that it may 
be under-taxed given that tax-free capital gains are often realised when rental properties are 
sold.  The fact that rental property investors often make persistent tax losses is a possible 
indication that expected capital gains are an important motivation for many investors 
purchasing rental property.  While interest and other expenses are fully deductible, in the 
absence of a comprehensive capital gains tax, arguably not all of the economic income 
generated from rental housing is subject to tax.  There is therefore an argument that, to the 
extent deductible expenses in the long-term exceed income from rents, those expenses in fact 
relate to the capital gain, so should not be deductible unless the capital gain is taxed.  
Depending on design settings, rental loss ring-fencing could achieve this.  

Longer term considerations 

14. When considering risky investments, if the gain is taxed normally any losses should be 
deductible, otherwise asymmetry can discourage risky but potentially high-return investment.  
On the other hand, holes in our tax system may mean that some assets, especially if highly-
geared, will produce negative amounts of taxable income.  There is a question of whether 
losses generated because of holes in the tax system should be able to be offset against other 
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income.  Loss ring-fencing is aimed at stopping this from happening.  An open question for 
the future is whether, if a capital gains tax were to be implemented, there would be a case for 
reconsidering whether loss ring-fencing is necessary. 

Interest deductibility  

15. It might be argued that another justification for loss ring-fencing rules is that current 
interest deductibility includes the inflation compensation component of interest, which is not 
a “real” cost – yet gains are not taxed.  Arguably this is unbalanced and distortive to the 
economy because it encourages investment in leveraged asset classes that can be easily 
borrowed against. 
 
16. Rather than the full nominal interest rate being deductible, as it currently is, 
economically it would make more sense to limit interest deductibility to the real interest rate, 
which is the nominal interest rate after factoring out inflation.  Of course, as a corollary, only 
the real interest rate should be taxed to lenders.  While this issue is a reason to think that too 
much interest is currently deductible under the tax system, loss ring-fencing is not a well-
targeted solution to this problem, as the problem is not limited to those taxpayers reporting 
losses, but extends to any taxpayer who is deducting interest costs or reporting interest 
income. 

The proposal 

17. You have committed to ring-fence losses on residential investment properties.  This 
means that investors will no longer be able to offset tax losses from their residential 
investment properties against their other income (eg, salary or wages, or business income), to 
reduce their tax liability. 
 
18. You have publicly indicated that this change will be phased in over five years, with loss 
deductibility reducing by 20 percent per year.  However, you have asked for further advice on 
other possible timing options that would avoid any retrospective application of the rules.  
Other options are discussed below.  

Objectives 

19. The Government’s publicly stated objective for the loss ring-fencing policy is to “level 
the playing field” between property speculators/investors and home buyers.  This perceived 
unfairness comes from investors (particularly highly-geared investors) having part of the cost 
of servicing their mortgages subsidised by the reduced tax on their other income sources, 
helping them to outbid owner-occupiers for properties.  The Government has expressed the 
view that ring-fencing residential rental losses will help reduce this advantage and perceived 
unfairness.  
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Application date and timing options, and consequent fiscal impacts 

Ring-fencing counted in the Fiscal Plan 

20. The expected additional revenue from the extension of the bright-line test and the loss 
ring-fencing proposal is included in the Labour Party’s Fiscal Plan for 2018/19, which would 
mean those measures would need to be in place for the full 2018-19 income year (ie, from 1 
April 2018, for standard balance date taxpayers).  Additional revenue from those measures 
was estimated in that Fiscal Plan to be $30m in the 2018/19 year.   
 
21. We note that the amount of expected additional revenue broadly aligns with Inland 
Revenue modelling of the impact of the policy, although the actual revenue impact will 
depend on design decisions.  However, we note that there would be a lag (compared to the 
Labour Party’s Fiscal Plan) in terms of when the expected additional revenue is booked.  
Even if the rules are to apply from the 2018-19 income year, only $5m of revenue is expected 
to be booked to the 2018/19 fiscal year (compared with $30m in Labour’s Fiscal Plan).   
 
22. There are two reasons for this.  Firstly, the policy will largely affect PAYE refunds, 
which would not be processed until after end of year returns are filed.  The vast bulk of 
returns will not be filed until after June – so for example the majority of returns for 2018-19 
will not be filed until after June 2019.  Secondly, the accruing is based on prior years’ data 
and does not build in policy change until the second year of accruals – when it effectively 
catches up.  The fiscal impacts for the different application date and timing options discussed 
below are set out at [37].  

Legislative timeline and counting in BEFU 2018 

23. Officials are working to a timeline of having a Cabinet paper on key design issues ready 
by March, and the release of an issues paper for consultation on the detail of the design before 
1 April 2018. 
 
24. Should you wish to have the rules apply from the 2018-19 income year, the release of 
an issues paper prior to 1 April 2018 would help mitigate retrospectivity concerns. 
 
25. Should you wish to have the rules apply from the 2019-20 income year, we would still 
advise releasing an issues paper in early 2018 to allow time for the Generic Tax Policy 
Process (GTPP). 
 
26. Firm decisions around timing and key design issues by April 2018 would also mean that 
loss ring-fencing would likely be included in BEFU 2018.  Due to uncertainties around policy 
design and timing, loss ring-fencing was not included in tax revenue fiscal forecasts for 
HYEFU; it is, however, included as a fiscal risk. 
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Application date / timing options 

Application from the 2018-19 income year, with introduction phased in over five years 

27. As noted in our initial advice on this policy [T2017/2637, IR2017/615 refers], it is 
preferable for any new tax rules to be enacted before the date from which they apply, to avoid 
retrospective application of legislation.  In this case, legislation would need to be enacted by 1 
April 2018 for the rules to apply from 2018-19 with no retrospectivity (for standard balance 
date taxpayers).  This would involve progressing outside of the GTPP, severely limit 
consultation with the tax community, and present significant design risks.  It is noted that 
there would still be an element of retrospectivity for a small number of early balance date 
taxpayers. 
 
28. If Ministers want the rules to apply from 2018-19, officials would recommend that 
Ministers accept some retrospectivity and legislate after 1 April 2018.  This approach would 
ensure robust design of the rules, and allow for proper consultation with the tax community, 
in line with the GTPP.  That process is particularly important given the complexity of these 
changes.   
 
29. As noted in our initial advice [T2017/2637, IR2017/615 refers], tax legislation 
(including pro-revenue legislation) is occasionally enacted with retrospective application. 
 
30. To mitigate the impact of the legislation having some retrospective application, we 
would recommend releasing an issues paper for consultation before 1 April 2018, detailing 
the proposed design of the rules (and perhaps including some draft legislation).  Legislation 
could then be introduced in the first half of the 2018 calendar year, and enacted by the end of 
2018. 

Application from the 2019-20 income year, with no phased introduction 

31. One option that would avoid the rules having any retrospective application would be to 
implement the rules with effect from 2019-20 (delayed one year), but with no phased 
introduction – so losses are 100% ring-fenced from the first year of application. 
 
32. If this approach is adopted, legislation could be introduced and enacted in the 2018 
calendar year, after consultation on an issues paper.  If enactment was before October 2018, 
there would be no retrospective application for any taxpayers.  If enactment was after 1 
October 2018, there would be some retrospective application for a small number of early 
balance date taxpayers.  But this would be mitigated by there being a bill in the House, so 
those taxpayers would have a reasonable degree of certainty about how the rules would work 
prior to the start of their income year.   
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Application from the 2019-20 income year, with introduction phased in over a shorter 
period 

33. Another option to avoid retrospective application would be to implement the rules with 
effect from 2019-20 (delayed one year), with phased introduction over a shorter period – say 
two or three years rather than five.  Again, if this approach is adopted, legislation could be 
introduced and enacted in the 2018 calendar year, after consultation on an issues paper. 
 
34. A one year delay without a reduced phase-in period would significantly reduce the 
fiscal impact of the policy.  Labour’s Fiscal Plan budgets for $300m across the forecast 
period.  We estimate only $195m would be collected across the forecast period if there was a 
one year delay without reduced phasing.  Reducing the length of the phase-in period down 
from five years (as outlined in Labour’s manifesto) would compensate for this.  
 
35. The table at [37] shows the fiscal impact of different accelerated phasing options.  
Impacts range from $250m (four-year phase-in) to $750m (no phase-in period). 

Private sector reaction / preferences 

36. Officials have had confidential initial discussions on the proposal with key private 
sector advisors, as was agreed with you in your 6 December meeting with officials.  In terms 
of the application date and phasing of introduction, private sector advisors were strongly of 
the view that the rules should apply from 2019-20 so that taxpayers have certainty as to the 
law before the rules come into effect, and have an opportunity to rearrange their affairs if they 
so wish.  There was also a clear preference for a phased introduction – it was noted that a 
phased introduction would provide affected investors with more time to adjust to the new 
rules, or to reorganise their affairs before the rules apply in full, so would be preferable to a 
non-phased introduction.  Overall, the date of application appeared to be the most pressing 
concern highlighted by the private sector advisors.  

Fiscal impact of the above application date / timing options 

37. The expected fiscal implications of the application date and timing options discussed 
above are as follows: 
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Commencement Phase-in 2018 2019 2020 2021 2022 2023 2024 2025 2026   

             

             

Labour’s fiscal plan             

2018-19 20/40/60/80/100 0 30 60 90 120 150 150 150 150  300 

             

IR costings             

2018-19 20/40/60/80/100 0 5 75 115 155 190 220 190 190  350 

2019-20 20/40/60/80/100 0 0 5 75 115 155 190 220 190  195 

2019-20 25/50/75/100 0 0 10 95 145 190 230 190 190  250 

2019-20 33/67/100 0 0 10 125 190 240 190 190 190  325 

2019-20 50/100 0 0 20 190 270 190 190 190 190  480 

2019-20 100 0 0 35 345 190 190 190 190 190  570 

Fiscal years

Fiscal forecast 
period total  
(to 2022) 

Tax change, $million 

Note:   

Assumes policy design will successfully ring-fence amounts currently passing through entities such as look-
through companies.   

The small amount in the June year of introduction reflects personal tax returns filed before the end of June; and 
the remainder is lagged until the second year because accruals cannot capture policy change until returns data is 
available.  The second year then catches up. 

Assumes no substantive change to interest rates.  

All figures have been rounded to the nearest $5 million. 

Assumes static behaviour.  A change towards greater equity investment in rental housing could displace revenue 
from other taxable investments.  This impact is not captured in the above figures. 
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38. We note that previously supplied tables showed the timing for the cash measure of 
taxation.  The revenue measure is slightly different in that, although refunds are accrued back, 
the first year’s accrual is based on data that does not include the policy change.  This means 
that there is a lag in revenue recognition for a policy change affecting refunds, followed by a 
“catch up” in the second year of the policy change.  The above replacement table shows the 
revenue measure. 
 
39. These fiscal impacts do not take account of fiscal losses from equity being disinvested 
from other taxable investments, which could theoretically offset much of the expected fiscal 
gains.  For example, suppose an investor incurs rental losses and faces a mortgage rate of 5 
percent, and a bank deposit rate of 3 percent.  Under loss ring-fencing, they are incentivised to 
reduce rental losses to zero by shifting equity out of a bank deposit and into their rental 
property.  There would be reduced tax losses arising from the rental property, but 60 percent 
of the fiscal gain would be offset by reduced tax revenues from the investor’s interest-bearing 
bank deposit. 

Recommendation 

40. There is no particularly strong tax policy rationale for having a phased introduction of 
the rules.  Tax policy changes typically do not have phased introductions. 
 
41. On the other hand, phasing in the rules would provide affected investors with more time 
to adjust to the new rules, or to reorganise their affairs.  This may be seen as resulting in 
greater fairness for affected taxpayers, who have made investment decisions based on the 
current rules. 
 
42. In terms of impacts on the housing market, a phased introduction of the rules would 
have a more muted impact on the objective of levelling the playing field between investors 
and home buyers than the rules applying without a phase-in period.  Not phasing the 
introduction would also be preferable from a fiscal point of view.   
 
43. Officials’ preference is for phased introduction of the rules, as this may be seen as fairer 
for affected taxpayers, particularly as a phased introduction has been signalled.  Officials 
consider that with introduction from 2019-20, phasing in over three years would be optimal.  
This would raise similar revenue over the fiscal forecast period to introduction from 2018-19 
and phasing over five years (which was signalled).  This seems an appropriate compromise 
between delaying introduction and retaining phasing. 
 
44. To avoid retrospective application of the rules, which is preferable, officials’ preference 
would be for the rules to apply from the 2019-20 income year. 
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Key design issues 

45. As noted in our initial advice, there are a number of key design decisions that need to be 
made.  These issues, and the available options, are discussed in turn below. 

What property should be in scope? 

46. A decision is needed on what property should be subject to the loss ring-fencing rules.  
In your previous meeting with officials, you verbally expressed a preference for the ring-
fencing of losses to apply to all residential property. 
 
47. The bright-line test potentially applies to residential land, so there is already a definition 
of “residential land” in the Income Tax Act 2007.  That definition, with the exclusion of the 
main home, could be used to set the parameters for what land is subject to the loss ring-
fencing rules.  An advantage of this would be that there is existing legislative architecture that 
could be used.  Using the definition already in the legislation would also avoid additional 
complexity, which having different boundaries for different legislative provisions would 
result in.   
 
48. The existing definition of “residential land” includes land that has a dwelling on it, and 
also bare land that may have a dwelling erected on it under the rules of the relevant operative 
district plan.  It excludes land used predominantly as business premises, farmland, and land 
with dwellings such as hotels, motels, boardinghouses, and retirement villages.  It does, 
however, include serviced apartments.   
 
49. Using the existing definition (with a carve-out for the main home) would mean that the 
ring-fencing rules would apply comprehensively to residential land, including to most if not 
all bare land.  While bare land would not be currently rented out, if it was not within the scope 
of the rules, investors who purchased bare land on which to build a residential rental property 
would be able to deduct interest, rates, and other non-capital expenses until such time as it had 
a residential dwelling on it.  

Private sector reaction / preferences 

50. Officials have had confidential initial discussions on the proposal with key private 
sector advisors, as was agreed with you in your 6 December meeting with officials.   
 
51. In terms of what property should be within the scope of the rules, private sector advisors 
expressed strong support for using the existing “residential land” definition, which applies for 
bright-line test.  Advisors commented that an alternative definition for the loss ring-fencing 
rules would add another boundary – creating additional complexity and uncertainty for 
taxpayers and advisors.   
 
52. We recommend adopting the existing definition of “residential land” to define what land 
is within the scope of the loss ring-fencing rules.  However, that definition does not exclude a 
person’s main home (that exemption is in a different provision for the bright-line test), so we 
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recommend that the “residential land” definition carve out the person’s main home for the 
loss ring-fencing rules.  This would ensure that a person who has a boarder in their main 
home, or who rents out a spare room occasionally, would not have to apply these rules, which 
are primarily targeted at residential investment properties.   
 
53. We consider that the existing definition (with a carve-out for the main home) would 
provide appropriately comprehensive coverage, and using the existing definition will avoid 
creating additional complexity for both taxpayers and the government. 

Temporary or transient accommodation 

54. As noted above, the existing definition of “residential land” excludes hotels and motels.  
However, it includes serviced apartments.  It also includes other properties that are used for 
temporary or transient accommodation – for example apartments or houses (not the owner’s 
main home) that are rented out for short-term accommodation. 
 
55. Such properties are arguably analogous to hotel or motel accommodation, because they 
are intended to provide temporary or transient accommodation, so having the ring-fencing 
rules apply to them may be considered overreach.  But on the other hand, it could be argued 
that they are qualitatively different to hotels and motels, as they are potential owner-occupied 
housing stock, and so appropriately subject to loss ring-fencing.   
 
56. Excluding such short-term accommodation from the ring-fencing rules would be a 
departure from the existing definition of “residential land” in the Income Tax Act 2007, which 
would create additional complexity, as there would be different boundaries for different tax 
rules.  As noted above, private sector advisors expressed a strong preference against creating 
new definitional boundaries. 
 
57. Also, if such properties were to be excluded, this may be seen as unfair and undesirable, 
because it would mean that the loss ring-fencing rules would apply to apartments and houses 
rented under tenancies subject to the Residential Tenancies Act 1986, but not to apartments 
and houses that are rented on a temporary or transient basis – which the Residential Tenancies 
Act 1986 does not apply to. 
 
58. We recommend that there be no departure from the existing “residential land” definition 
in this regard, so the rules would apply to apartments or houses used for temporary or 
transient accommodation.  Officials do not think that the nature or length of the letting of such 
properties should determine whether the ring-fencing rules apply. 

Mixed-use assets 

59. The existing definition of “residential land” would also include holiday houses that are 
sometimes used privately and sometimes rented out.  Many such properties would be subject 
to the mixed-use asset rules.   
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60. The mixed-use asset rules provide for the apportionment of expenditure, so that only 
expenditure that relates to days the asset is actually used to earn income is deductible.1  The 
mixed-use asset apportionment rules provide a more accurate reflection of the proportion of 
expenditure that is related to the income-earning activity.   
 
61. Notwithstanding the apportionment formula, a tax loss can still arise for a mixed-use 
asset.  This is more likely to occur when the income-earning use of the asset is low.  
Therefore, the mixed-use assets rules quarantine (or ring-fence) losses where there is low 
income-earning use of an asset.2  Under the quarantining rules, a person who is in an 
occasional loss position will not be able to offset their loss against other income in the current 
year, but will be able to use it against their future profits from the mixed-use asset.  However, 
a person who is in perpetual loss will never have future profits to offset the loss against, and 
will therefore not be able to utilise it.   
 
62. Our preliminary view is that property subject to the mixed-use asset rules should be 
scoped out of the ring-fencing rules, because the mixed-use asset quarantine rules will cover 
most if not all mixed-use asset losses.  But we recommend that this particular detail about the 
scope of the rules be consulted on.   

Overseas property  

63. The existing definition of “residential land” is not limited to land in New Zealand – it 
would extend to overseas land.  We do not think it would be desirable from a horizontal 
equity perspective for losses from overseas residential rental investments to be able to be 
offset against other income in New Zealand, but losses from domestic residential rental 
investments not to be.  We would therefore not recommend altering the scope of the 
“residential land” definition to exclude overseas land.  Private sector advisors agreed that 
position was appropriate.  

Revenue account land of dealers, developers etc 

64. Taxpayers in certain business relating to land hold their land on revenue account, so the 
profits on sale will be taxed.  This applies to people in the business of dealing in land, 
developing land, dividing land into lots, or erecting buildings.  At balance date, such 
taxpayers are likely to have a number of properties on hand, though they would likely not be 
currently rented out.  The policy rationale for loss ring-fencing in these situations is weakened 
as the capital gains are already taxed.  Private sector advisors did not think the loss ring-
fencing rules should apply to such taxpayers, as this could discourage new developments, 
which would be a barrier to increasing supply of housing. 
 
65. As discussed from [89], we recommend that rental losses are able to be used against 
taxable land sales to the extent they reduce the taxable gain to nil, with any further unused 
losses remaining ring-fenced to future rental income or taxable gains on other land sales.  
                                                 
1 Previously, days when the asset was unused but was available for income-earning use also gave rise to deductions. 
2 For land, this is when the gross income from the property is less than 2 percent of the rateable value (or the acquisition cost if that occurs 
later). 
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While developers, dealers, etc, may have losses in respect of properties on hand at balance 
date, those losses being able to be used against income from other sales or rental activity in 
the year would mean that their businesses would be unlikely to be disadvantaged by the ring-
fencing rules.  In most cases the income from their sale or rental activity would be expected to 
exceed their losses.    
 
66. However, in any overall loss-making year, we agree that it would not be desirable to 
ring-fence losses for these taxpayers, as that could discourage new developments, which 
would be a barrier to increasing supply of housing.  We recommend that the ring-fencing 
rules not apply to taxpayers who hold land on revenue account because they are in a land-
related business.  This would enable those taxpayers to use losses in any year against other 
income – for example within their consolidated group (as they are likely to be companies). 

Companies and trusts 

67. Some private sector advisers also suggested that the ring-fencing rules should apply 
only to individuals (ie, natural persons) and look-through companies, and not to other 
companies or trusts.  It was noted that company losses are effectively ring-fenced inside the 
company, as are losses in a trust.  It was also noted that large companies (for example, large 
power companies that hold some residential rental property) were unlikely to be the target of 
the reform.   
 
68. While there is some substance to the argument that losses are ring-fenced within a 
company, so there is no need for the rules to apply to companies, officials do not consider that 
some additional compliance costs for some large corporates would justify rules that apply 
only to individual taxpayers.  This would leave open the possibility of professionals operating 
through a company or trading trust, holding their rental properties in that vehicle, and 
offsetting their rental losses against their labour income.  It would also mean that a family 
trust holding residential rental property and also some other passive investments, could offset 
rental property losses against income from the other passive investments.  Limiting the ring-
fencing rules to individuals would, therefore, significantly undermine the fairness of the rules. 

Recommendations 

69. As discussed above, in terms of what property should be within the scope of the ring-
fencing rules, officials recommend: 
 

• using the existing definition of “residential land” in the Income Tax Act 2007 to 
define what land is within the scope of the loss ring-fencing rules, but excluding 
the person’s main home; 
 

• not altering the scope of the “residential land” definition to exclude properties 
such as apartments and houses that are used for temporary or transient 
accommodation; 

 
• not altering the scope of the “residential land” definition to exclude overseas land; 
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• consulting on whether property subject to the mixed-use asset rules should be 

scoped out of the ring-fencing rules; and 
 

• not applying the ring-fencing rules to taxpayers who hold land on revenue account 
because they are in a land-related business (dealers, developers etc). 

 
70. Officials do not agree with private sector advisors that the ring-fencing rules should 
apply only to individual taxpayers. 

Should the rules apply on a property by property basis or a portfolio basis? 

71. A decision is needed on whether the loss ring-fencing rules should apply on a property 
by property basis or a portfolio basis.  That is, whether investors should be able to offset 
losses from one rental property against rental income from other properties (calculating their 
overall profit/loss on a portfolio basis), or whether each property should be looked at 
separately, so losses on one cannot offset income from another. 
 
72. In your previous meeting with officials on loss ring-fencing, you verbally expressed a 
preference for a portfolio approach. 
 
73. A property by property approach would be stricter than a portfolio approach, resulting 
in the highest level of ring-fencing.  However, applying the rules on a property by property 
basis may simply see taxpayers with portfolios re-balancing their debt funding to avoid 
having loss-making properties (or at least minimising the extent to which any particular 
property is loss-making).  This taxpayer response would be inefficient, and may also mean 
that in terms of the objectives (and revenue impact) a property by property approach may 
have no real advantage over a portfolio approach – adding complexity and increasing 
compliance costs for no gain.  It can also be argued to be unfair in that if a taxpayer has two 
properties and breaks even on the portfolio overall, the taxpayer’s tax position will depend on 
whether they break even on both properties or make a gain on one and a loss on the other. 
 
74. We have looked at the approach to loss ring-fencing in other jurisdictions, and have not 
found any that apply an asset by asset approach.  Typically such rules are applied on a 
portfolio basis, or investments within particular categories are pooled (for example in the 
United States where ring-fencing applies to “passive activity” losses).  However, a property 
by property approach could arguably be more aligned to addressing one of the stated concerns 
about current settings, being that large-scale investors who own multiple rentals are able to 
use losses on new acquisitions to continually reduce their tax. 

Fiscal impact 

75. A property by property approach would likely deliver greater revenue gains, as losses 
could not be offsetting within a portfolio.  The revenue projections in the table at [37] are 
based on the rules applying on a portfolio basis.  Projections would be higher for a property 
by property approach. 
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Administrative costs and complexity for the government    

76. Applying the rules on a portfolio basis would be significantly simpler from a 
compliance and administrative point of view, as this is how rental income is currently 
returned.   
 
77. There would also be no need to consider rules for the allocation of interest as between 
different rental properties if a portfolio basis is adopted – though there may still need to be 
rules for the allocation of interest as between rental properties and other assets, as discussed 
below.   

Complexity and compliance costs for taxpayers 

78. Property by property ring-fencing would create additional compliance costs, especially 
for investors holding many properties.  This was highlighted by private sector advisors. 

Recommendation 

79. Officials recommend ring-fencing on a portfolio basis, given that a property by property 
approach may be seen as unfair and inefficient, may have no real advantage given the ability 
of larger investors to debt shift, and would adding substantial complexity – increasing 
compliance and administrative costs. 

When can ring-fenced losses be utilised? 

80. A decision is needed on whether or not ring-fenced losses should be able to be utilised 
on sale of a residential rental property.   
 
81. In your previous meeting with officials, you verbally expressed a preference for not 
allowing ring-fenced losses to be utilised on sale. 
 
82. It is understood that rental losses from one year would be able to be offset against rental 
income from future years.  But it is necessary to consider how ring-fenced losses should be 
treated on both taxable and non-taxable sales of residential rental properties.   

When the sale is not taxable 

83. Most residential rental investors would not be subject to tax on the sale of their 
investment properties under current tax rules (but could be in the future if capital gains are 
taxed).  Where a property with ring-fenced losses is disposed of and the disposal is not 
taxable, the question is whether the accumulated losses should be able to be offset against 
other income at this point.  Alternatively they would remain ring-fenced and only able to be 
offset against future rental income or (potentially) taxable gains on other land sales. 
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Objectives of the policy 
 
84. Fundamentally, if it is considered unfair to allow losses to be claimed, it must equally 
be unfair to allow them to be utilised on sale.   
 
85. Releasing losses on a non-taxable disposal would reduce the impact of ring-fencing to 
one of timing alone, which would reduce the effectiveness of the measure.  It would provide 
scope for investors with rental losses to hold properties for just over the bright-line period, 
sell to access losses, and then buy another rental and repeat this.  Given the difficulties with 
enforcing the intention test for taxing land sales, there may be scope for numerous such 
transactions before any likelihood of taxing a disposal under that provision. 
 
86. Allowing losses to be utilised on non-taxable sale would change the impact of the 
policy on the housing market, although the ultimate effect of these changes is uncertain.  
Allowing losses to be realised when a rental property is sold could encourage investors to sell 
sooner.  This could increase the supply of housing for owner-occupiers, especially in the short 
term.  However, it would also significantly reduce the cost of negative gearing to investors 
(relative to not allowing ring-fenced losses to be utilised on non-taxable sale), thereby 
reducing their incentives to divest from housing. 
 
Fiscal impacts 
 
87. Allowing losses to be utilised on non-taxable sale would significantly reduce the 
expected fiscal impacts of the policy.  Over the long run, the fiscal impact would be expected 
to trend towards zero, as investors cash out their tax losses on sale. 
 
Recommendation 
 
88. Officials recommend that ring-fenced losses should not be able to be utilised on a non-
taxable sale of rental property, as that would be unfair and would undermine the objectives of 
the policy, reducing the impact of ring-fencing to one of timing alone. 

When the sale is taxable 

89. However, in the case of a property with ring-fenced rental losses that is taxed under one 
of the land sale rules on disposal, there is an argument that the losses should be able to fully 
utilised (ie, un-fenced) at that point, and be used to offset any other income of the taxpayer.  
This would reflect that all of the economic income from the investment has been taxed (the 
rental stream and the capital gain), and that the investor should not be penalised for making an 
overall loss on the investment. 
 
90. However, if the rules are applied on a portfolio basis (which officials would 
recommend), allowing accumulated rental losses to give rise to a tax loss on a disposal subject 
to one of the land sale rules would create risks.  For example, it would enable a portfolio 
investor to sell a property that has made a small capital gain within the bright-line period, 
offset that gain with ring-fenced losses from across their portfolio, and apply any remaining 
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losses from the portfolio against other income.  While there are ring-fencing rules in relation 
to the bright-line test, they only apply to deductions for the cost of the land, not other costs. 
 
91. Enabling taxpayers to sell their lowest capital gain makers within the bright-line period 
and access what might be substantial portfolio-wide accumulated ring-fenced losses would 
significantly undermine the credibility of the rules. 
 
92. Similar opportunities (though not as easy to orchestrate) would be available for sales 
taxed under other provisions if a portfolio approach is applied, as losses would not be isolated 
to a particular property. 
 
93. Officials therefore consider that it would therefore be preferable, in situations where a 
disposal is caught by one of the land sale rules, for ring-fenced rental losses to be allowed 
only to the extent they reduce the taxable gain to nil, with any further unused losses remaining 
ring-fenced to future rental income or taxable gains on other land sales. 
 
Approach in other jurisdictions 
 
94. We have looked at the approach in other jurisdictions where there are loss ring-fencing 
rules, and generally losses are not allowed to be used against capital gains nor are they 
eventually un-fenced (eg, on sale).3 
 
Recommendation 
 
95. In light of the opportunities for taxpayers to access potentially substantial ring-fenced 
losses by realising small taxable gains, officials recommend that ring-fenced rental losses 
should only be allowed to reduce the taxable gain on a property sale to nil, with any further 
unused losses remaining ring-fenced to future rental income or taxable gains on other land 
sales.  

Private sector reaction / preferences 

96. The private sector advisors officials have confidentially consulted with agreed that it 
would not make sense for investors to be able to use their ring-fenced losses against other 
income on sale of a property (taxable or otherwise).  But they agreed that any ring-fenced 
losses should be able to be used against any taxable income that arises from land sales. 

Recommendations 

97. As discussed above, officials recommend that ring-fenced losses not be able to be 
utilised against other income on a non-taxable sale of rental property.  Officials recommend 
that if a sale of rental property is taxable, ring-fenced losses should only be allowed to reduce 
the taxable gain on the sale to nil, with any further unused losses remaining ring-fenced to 
future rental income or taxable gains on other land sales. 

                                                 
3 An exception is the United States, where “passive activity” losses can be used to offset capital gain income from passive investments. 
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Rules to deal with structuring around loss ring-fencing 

98. There are two main structuring opportunities that may require specific rules to deal 
with.  These concern interest allocation and the interposing of entities.  These issues are 
discussed in turn below. 

Are specific interest allocation rules required? 

99. In terms of structuring, a key design decision to be made is whether specific interest 
allocation rules are required, and if so what form they should take.  
 
100. Without interest allocation rules, it would be easy for investors, particularly wealthier 
and more sophisticated investors, to structure around loss ring-fencing rules.  For example, 
this could be done by reorganising funding so that business assets other than rental properties 
are debt-funded, and rental properties are equity-funded to the greatest extent possible.  While 
many investors would not be able to structure in this way, it would be an advantage larger, 
wealthier investors would have over smaller “Mum and Dad” investors.  If not specifically 
addressed, such structuring may be seen as undermining the robustness of the rules. 
 
101. However, formulating interest allocation rules would add considerable complexity, 
which would be particularly onerous on smaller taxpayers (who would be less likely in any 
event to be structuring to allocate their interest expenditure to non-ring-fenced investments).  
 
102. If interest allocation rules were desired, options would include tracing rules, stacking 
rules, and pro rata allocation rules.  Because money is fungible, it is very difficult to attempt 
to match borrowings to particular investments (tracing).  Stacking rules (eg, allocating debt 
firstly to ring-fenced investments) may be seen as unfair.  Pro rata interest allocation would 
probably be the most attractive option. 
 
103. In discussions with private sector advisors, it was noted that many people use their 
rental properties to secure loans for their business, and an interest allocation test that caught 
all rental properties used as security for a loan could catch these kinds of legitimate 
arrangements.  It was considered that the effect would be to deprive SMEs of access to capital 
and amount to considerable overreach.  In addition, it was noted that many arrangements 
could be even more difficult to apply interest allocation rules to, as revolving credit facilities 
are often used to fund both a rental property and a business.   
 
104. If loss ring-fencing rules were to apply on a portfolio basis, a pro rata allocation would 
apply to allocate interest as between ring-fenced and non-ring-fenced investment assets.  If 
the rules were to apply on a property by property basis there would need to be pro rata 
allocation down to the individual rental property level.   
 
105. It may be desirable, though add further complexity, for such rules to apply to companies 
on a consolidated basis, so that non ring-fenced assets cannot be debt funded in one entity and 
ring-fenced assets equity-funded in another.  It may also be desirable to apply such rules 
across associated persons, so that the same cannot be achieved through, for example, trusts 
with a common settlor holding different assets.  
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Private sector reaction / preferences 

106. The private sector advisors we consulted with were strongly of the view that the 
substantial complexity that interest allocation rules would add should be avoided.  It was 
observed that such complex rules would be particularly onerous for smaller taxpayers to 
comply with.  

Recommendation  

107. Given the substantial complexity that interest allocation rules would introduce, officials 
recommend against such rules.  The ring-fencing rules will affect many taxpayers, with 
varying levels of sophistication and tax knowledge, and it is considered important that they 
remain as easy to apply as possible, and minimise compliance costs for taxpayers. 

How should interposed entities be dealt with? 

108. The final key design decision, also related to structuring, is how we should mitigate the 
risk of taxpayers interposing entities to get around the rules. 
 
109. A simple way taxpayers could get around ring-fencing rules, if unchecked, would be by 
interposing an entity (eg, a company) to separate a loan (and interest deduction) from the 
residential rental property, so the interest is not subject to ring-fencing.  This simple 
mechanism can be illustrated as follows: 
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110. Under the standard loan arrangement on the left, the interest deductions would be an 
expense attributable to the residential rental investment, so would be taken into account in 
determining whether the rental activity was profit or loss-making.  If the rental activity was 
loss-making, losses would be ring-fenced under the proposal. 
 
111. On the other hand, where the borrowing is structured through a company, as in the 
example on the right, the individual taxpayer would be able to claim deductions for the 
interest incurred in relation to their investment in shares in the company, and offset those 
amounts against other income sources. 
 
112. We recommend a specific rule to deal with the interposing of entities, as this would 
otherwise be a simple mechanism to get around the loss ring-fencing rules, and would 
undermine their credibility. 
 

Bank 

Loan $1m 

Purchase house 
with $1m 

Bank 

Loan $1m 

Purchase house 
with $1m 

Company X 

Buys shares for 
$1m 

Standard loan Structuring loan through company 

• Person borrows money $1m from bank 
• Person purchases residential rental 

property for $1m using loaned money 
• Interest paid to bank is directly 

attributable to residential rental 
property 

• Person sets up company X 
• Person borrows money $1m from bank 
• Person purchases shares in company X 

for $1m 
• Company X purchases residential 

rental property for $1m using capital 
from shareholder  

• Interest person pays to bank is directly 
attributable to acquiring shares rather 
than residential rental property, and 
therefore not ring-fenced unless 
specifically covered
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113. In the 1980s, New Zealand had a loss restriction provision that capped the extent to 
which losses from rental, agricultural and horticultural activities could be offset against other 
income (the maximum was $10,000 per annum).  We also had a provision that clawed back 
interest and development expenditure where land was sold within ten years of acquisition and 
the profit derived on sale was not otherwise assessable. 
 
114. A major failing of the interest claw back provision was the absence of specific rules to 
deal with simple structuring such as that set out above.  As a result, a common strategy was to 
hold the land in a company and incur interest on funds borrowed to buy shares in the 
company.  This meant that no interest was incurred with respect to the land, so there could be 
no clawback of interest deductions on sale.4 
 
115. While there is a general anti-avoidance rule in the Income Tax Act, it may not be 
adequate to prevent the simple interposing of an entity to get around loss ring-fencing, as 
there are legitimate non-tax reasons for holding property in an entity.  In addition, it is 
preferable from a certainty perspective to have objective rules to counter avoidance concerns 
rather than subjective rules based on the intention of avoiding tax.  This approach should reduce 
taxpayer compliance costs, uncertainty, and administrative costs. 
 
116. A suggested approach to dealing with interposed entities is to specifically define when 
entities such as companies or trusts will be “residential rental property land-rich” (eg, say, 
where over 50% of the assets of the entity are residential rental properties within the scope of 
the ring-fencing rules).  The legislation could then treat dividends or interest from such 
companies, or distributions from such trusts, as being “rental property income”, and treat 
interest on borrowings to acquire shares or securities in such a company, or a beneficial 
interest in such a trust estate, as “rental property loan interest”.  Rules could then be devised 
to ensure that interest related to investment in an interposed entity that was “residential rental 
property land-rich” could not be deducted against other income if it exceeded distributions 
from the entity (essentially income related to the rental property).  Such an approach would 
prevent the simple interposition of an entity to get around the ring-fencing rules. 

Private sector reaction / preferences 

117. The private sector advisors we consulted with were in agreement that rules to deal with 
the above mechanism of interposing an entity should be developed, to maintain the integrity 
of the ring-fencing rules. 

Recommendation 

118. Officials recommend that the potential to structure around the ring-fencing rules 
through interposing an entity be countered by a specific rule. 

                                                 
4 Consultative Document on the Taxation of Income from Capital (December 1989). 
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Possible implications for the housing market 

119. By way of initial comment, fundamentally, housing unaffordability is underpinned by 
the lack of responsiveness of housing supply (relative to demand pressures), which has put 
upward pressure on house prices.  If supply was more responsive to demand, this would 
reduce the need to consider demand-side measures such as the ring-fencing proposal.  
Therefore, while there is a role for demand-side measures as shorter-term complements to 
supply-side reforms like KiwiBuild, a focus on improving the responsiveness of housing 
supply is likely to generate the greatest improvements in housing affordability. 

First home buyers could benefit 

120. First home buyers can struggle to compete against investors and existing owner 
occupiers in the market, although the first home buyer share of house purchases has been 
increasing since its low point in 2014 – see Figure 1 below.  Negative gearing restrictions 
could further help first home buyers to outbid investors.  Residential property investors who 
negatively gear properties will face higher tax liabilities under the proposal.  This will weaken 
the business case for their residential property investments, and constrain investor cash flows, 
both of which will lead to reduced demand for residential property by those investors.  All 
else being equal, this should improve affordability (ie, reduced house prices) for first home 
buyers. 
 

Figure 1: Share of home sales by purchaser type 

 

 
 
 Source: CoreLogic NZ 



T2017/2962, IR2017/674: Ring-fencing rental losses – key design issues   Page 28 

Renters could be adversely impacted 

121. Affordable rental accommodation is important for low-income and middle-income New 
Zealanders.  Approximately 40 percent of New Zealanders live in rented accommodation.  
This proportion is rising, reflecting falling home ownership rates.  Lower income households 
are more likely to rent.  This disproportionately includes Māori and Pasifika families.  
Seventy-two percent of children in poverty (defined as being in households earning less than 
60 percent of median household income after housing costs) are in rental accommodation, and 
most of those (80 percent) are in private rentals. 
 
122. Loss ring-fencing will reduce after tax rental returns for some landlords.  This could 
encourage the transfer of housing stock from investment housing (ie, rental housing) to 
owner-occupier housing, putting pressure on the remaining rental stock.  Owner occupiers 
tend to use more housing per person than renters (ie, have fewer people per house).  This 
suggests that the transfer of housing stock from being rental to owner-occupied may reduce 
the amount of housing available for each remaining renter unless there is an adequate flow of 
new housing onto the rental market. 
 
123. Reduced supply of rental housing could lead to negative outcomes.  In the absence of 
offsetting reductions in demand, it would put upwards pressure on rental prices.  Higher rental 
prices put greater financial stress on renters, especially low-income renters, and push some 
households below after-housing-cost poverty lines.  This could, to a small extent, add to 
existing problems of overcrowding and homelessness, as families struggle to find 
accommodation they can afford.  It could also increase fiscal costs to the Government, most 
directly from higher income-related rent subsidy costs. 

There is significant uncertainty 

124. The net impact of these effects is uncertain.  Approximately 40 percent of taxpayers 
with rental properties record rental losses, with an average estimated tax benefit of $2,000 per 
annum, suggesting potentially a large number of investors will be impacted.  However, there 
are complex and interacting effects.  Overseas experience underlines the uncertainty in the 
direction and magnitude of housing market impacts.  For example, negative gearing was 
banned in Australia between 1985 and 1987, and while rents spiked in Sydney during this 
period, they were flat or falling across much of the rest of the country.  The exact relationship 
between the tax changes and observed changes in rent is unclear. 

Administrative implications   

Changes to returns 

125. Implementing ring-fencing of rental losses would involve some changes to income tax 
returns and associated products.  The amount and complexity of change is dependent on the 
policy decisions. 
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126. Income from rents is currently captured in individuals’ income tax returns as a net 
income or loss figure.  Taxpayers are also required to prepare a summary of the income and 
expenses for each rental property.  This may be done using the IR3R Rental income schedule, 
with one form completed for each property.  The use of the IR3R is not compulsory, and 
taxpayers can chose to provide their own summary instead.  Generally, Inland Revenue does 
not follow-up if a summary is not provided. 

Portfolio basis 

127. The current income tax return and IR3R forms would remain fit-for-purpose for ring-
fencing rental losses at a portfolio level.  Minimal changes may be required. 
 
128. Currently Inland Revenue would be able to track a taxpayer’s rental losses from year-to-
year from their net position. 

Property by property basis 

129. If a property by property approach is adopted, this would require changes to the 
structure of the income tax return, in particular the key point relating to income from rents. 
 
130. This would introduce a level of complexity to the income return form, and would be 
difficult to design for (particularly for paper returns), as it would require the profit/loss figure 
for each property to be individually captured within the income tax return itself. 
 
131. If a property by property approach is adopted, making the IR3R compulsory would 
allow Inland Revenue to track losses on individual properties on a year-to-year basis, for 
reporting purposes. 

Changes to be implemented in START 

132. Inland Revenue is currently delivering on its Business Transformation programme.  It is 
anticipated that implementation of ring-fencing of rental losses will occur in START, as the 
proposed commencement date of 2019-20 occurs after the go-live of START major Release 3.  
That release will build on foundation releases and include: 
 

• end-to-end income tax with START, including associated products; 
• improved self-service for income tax, including digital submission of returns; and 
• digital submission of pre-populated income tax returns. 

 
133. START will also provide flexibility for the design of information collection to support 
compliance activities. 
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Ability to report on losses 

134. With START, all fields on the IR3R form will be stored as an attachment to the income 
tax return.  This will occur regardless of what channel the form is submitted through (ie, 
information on paper return will still be captured).  This will mean that data from each income 
tax return and IR3R will be able to be extracted and reported on. 
 
135. The extent to which the government wants to monitor individual losses (ie, at a portfolio 
or property level) would determine the customer reporting requirements.  For example, with 
current reporting requirements losses could be ring-fenced at the portfolio level, but making 
the IR3R compulsory would allow for more detailed reporting of losses.  However, making 
the IR3R compulsory would introduce compliance costs for some taxpayers. 

Software providers 

136. Inland Revenue will consult with third-party property management and accounting 
software providers to explore whether there are opportunities for the submission of rental 
property information through their software. 

Implementation costs 

137. Although decisions have not yet been made by Ministers, Inland Revenue has estimated 
that the implementation costs will be up to $1.5 million.  As most of the costs relate to 
changes to START and will be incorporated in the annual returns cycle, it is unlikely that 
Inland Revenue will seek funding for any implementation or ongoing costs associated with 
this initiative. 

Next steps 

138. The next step is for Ministers to make decisions on the key design issues discussed in 
this report by the end of January.  After that a Cabinet paper on the proposal can be prepared 
for EGI to seek approval for a Cabinet decision committing to the policy, and agreeing to the 
release of an issues paper for consultation on the detail of the design. 
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