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Date:  19 March 2010 SH-13-5-2-1 
 
 
To: Minister of Finance 
 

AIDE MEMOIRE: ADDITIONAL ADVICE ON CORPORATE TAX ISSUES 

 
This aide memoire forms a cover note to a suite of papers providing additional advice 
on the implications of the currently proposed tax package on the corporate sector. 
 
The papers comprise of: 

• An A3 table of potential impacts of tax package options on the corporate sector 
– both large NZX companies, and examples of impacts on representative small 
businesses (annex A – sent separately); 

• A note covering Treasury’s arguments for lowering the company tax rate and 
critique of the IRD arguments against doing so (Annex B); 

• A note setting out the option of a 10 year brightline test for investment property 
(annex C); and  

 
These notes are all intended to provide you with further information around the 
arguments for and against including company tax rate changes in the Budget tax 
package. We will provide further advice next week on the detail of alternative tax 
package options which we consider will better deliver the objectives of boosting growth, 
investment and productivity. 
 
 
 
 
Contacts:  
Steve Mack, Principal Advisor, Tax Strategy, [deleted - privacy], [deleted - 
privacy] 
Bill Moran, Manager, Tax Strategy, [deleted - privacy]
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Annex B 
 

DELIVERING ON THE GOVERNMENT’S GOALS REQUIRES LOWERING THE 
COMPANY TAX RATE  

The purpose of this aide-memoire is to elaborate on previous Treasury advice 
regarding the role of the company tax rate in the current tax package.  The currently 
proposed tax package will hit companies with a range of revenue demands, with no 
offsetting reductions in the company tax rate.  This would see the package failing – 
indeed acting counter to - core growth goals Ministers set for it. 
 
Boosting growth, investment and productivity, and supporting firms, were central 
messages in the Prime Minister’s 9 February statement to Parliament: 
 

• “New Zealand actually has the opportunity to come out of the recent downturn 
in a better position than many other countries and be well placed to attract 
investment, build productive firms and create jobs.” 

• “Overall, our economic policies are aimed at shifting the economy more towards 
exports and productive investment, and away from consumption and 
borrowing.” 

• “We are of course acutely conscious that New Zealand's wealth is ultimately 
generated by the private sector - by the small firms, the big companies, and the 
sole traders who generate the jobs, the profits, and the return on investment 
that drives our economy.  It is these businesses which will ultimately bring about 
the step change in the New Zealand economy.” 

•  “The Government agrees with the Tax Working Group that New Zealand relies 
heavily on the taxes most harmful to growth, particularly corporate and personal 
income taxes” 

 
• “…we need a tax system that encourages saving and boosts the productivity of 

investments.” 
 
The current package increases the tax burden on firms by over $800 million per year 
and has the effect on average of raising average effective tax rate on companies to the 
equivalent of 33% on the tax base as currently defined.   Treasury is concerned that 
the effect this will be: 

• an increase in the cost of capital; and 
• reduced inflows of capital by non-residents. 

 
This will mean slower capital growth and lower productivity improvements.  The 
incidence of some of the tax on non-residents will be borne by domestic factors, for 
example, by slowing future real wage growth. 
 
Inland Revenue has raised a number of arguments against reducing the company tax 
rate.  These are: 
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Economic Rents 

Inland Revenue indicates that much foreign investment is location-specific economic 
rents, and we can tax these profits at little economic cost.  If they are pure rents the 
incidence of the tax may be borne by the non-resident shareholders, and taxing the 
rents amounts to a wealth transfer from non-residents to New Zealand. 
 
However, while some foreign investment may consist of location-specific economic 
rents, that clearly will not be the case for all investments and there is no reason to 
assume New Zealand has more sources of location-specific economic rents than any 
other country.  Inland Revenue cites anecdotal evidence of non-resident firms earning 
higher average rates of return than domestic firms and cites this as evidence that they 
are exploiting location-specific economic rents.  However, the evidence cited does not 
support the conclusion that location-specific economic rents are present because 
domestic firms should be able to exploit the rents just as readily as non-resident firms.  
It is more likely to be reflective of the fact that foreign multi-nationals may be able to 
exploit more efficiencies such as economies of scale than domestic firms.  Many 
foreign multi-nationals may be earning firm-specific economic rents, but unlike location-
specific economic rents, there is an economic cost to taxing these. 
 
Despite the fact that many multi-national firms earn above marginal returns on their 
cross-border investments, most countries still strive to reduce their company tax rates 
in order to attract the investment.  International studies show a strong correlation with 
lower effective company tax rates, higher foreign investment, and improved economic 
performance. 
 

Allowing depreciation for industrial buildings will be more effective for attracting 
investment than reducing the company tax rate 

This argument follows to some degree from the prior: that foreign firms earn large 
amounts of location-specific economic rents, and therefore there is little benefit to 
reducing the tax on them.  Inland Revenue argue that removing depreciation on 
industrial buildings is likely to discourage investment in capital-intensive industries. 
 
The removal of building depreciation is being done in an effort to make the tax base 
more neutral so that there is neither over-investment nor under-investment in capital-
intensive industries.  There are efficiency gains to both making the tax base more 
neutral and reducing the company tax rate.  We note that the proposal to remove 
building depreciation is carefully prescribed to apply only to buildings with a useful life 
of 50 years or more, so depreciation should be allowed on genuinely depreciating 
industrial buildings anyway.  
 

Coherence and the tax rate on savings vehicles 

Inland Revenue has raised a concern that the proposal to reduce the company tax rate 
to 28% will increase incoherence because the proposal includes retaining the 30% top 
tax rate for collective savings vehicles temporarily while officials report back after the 
Budget on whether and how to adjust them.  This issue needs to be kept in 
perspective: 

• The 30% rate for savings vehicles proposed is only temporary while officials 
report back; 
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• It is likely to be addressed before the beginning of the next income year (1 
October 2010 at the earliest); and 

• There is a simple solution – reduce the tax rate on collective savings vehicles to 
be the same as the company tax rate (28%).  This would continue the status-
quo position and would cost only $14 million per year because the only 
uncosted portion would be to reduce the top PIE rate to 28%. 
 

Discussion 
 
Historically, collective savings vehicles have always been taxed at the company tax 
rate, with no clawback on distribution.  Superannuation funds have been taxed as 
trusts (33%, reduced to 30% when the company rate fell) with no tax on distribution.  
Unit trusts have been taxed as companies (at 33%, then 30%) and investors have been 
able to access their funds by selling units to the manager for a tax-free capital gain, so 
they avoided the clawback that would occur if they received a dividend.  One of the 
reasons the PIE regime has a capped tax rate at the company tax rate is to maintain 
consistency of the taxation of PIEs and other collective savings vehicles.  The 
popularity and transparency of the PIE regime, however, has made this ability to earn 
savings income at the company tax rate more apparent and has led to calls to remove 
the capped tax rate.  Officials have reported, however, that this is not a straightforward 
issue as there are other savings vehicles (unit trusts and superannuation funds) that 
have the same advantage and they would have to be addressed too if there was to be 
a serious effort to remove the ability of individuals to earn savings income at the 
company tax rate. 
 
The company tax report proposes that if the company tax rate is reduced to 28%, the 
taxation of collective savings vehicles (PIEs, superannuation funds, and life insurance 
policyholder income) remain at 30% while officials consider the issue.  However, the 
tax rate of unit trusts will automatically fall to 28% as they are deemed to be companies 
for tax purposes, and Category A GIFs (a minor savings vehicle) will also fall to 28% for 
technical reasons relating to imputation.  This is meant to be a temporary position and 
officials will report back after the budget.  The reduction of the company tax rate would 
apply from the 2011/12 income year which would begin, at the earliest, from 1 October 
2010, so there is time to address this before the new rate comes into effect. 
 
While Treasury needs to discuss the matter with Inland Revenue and report back 
jointly, offhand we consider that it would be difficult to effectively tax savings income at 
the personal tax rate, as that would involve increasing the tax rate that currently applies 
to PIEs, superannuation funds, life insurance policyholder income, and unit trusts, plus 
designing surtaxes or other measures to address saving in other savings vehicles.  
Note that this would be the case regardless of whether the company tax rate is 
reduced to 28% or remains at 30%. 
 
The simpler and more natural path would be to allow the tax rate of savings vehicles 
fall to match the company tax rate.  This is already incorporated into the costing for a 
company tax reduction as it would apply to unit trusts (since they are deemed to be 
companies for tax purposes) and also for superannuation funds and life insurance 
policyholder income.  The cost of allowing this for PIEs would be modest 
(approximately $14 million per year).  This would maintain the “incoherence” of savings 
income earned directly by individuals being taxed at a higher rate than if earned 
through a collective vehicle, and this “incoherence” would be maintained regardless of 
whether the company tax rate is reduced to 28% or remains at 30%. 
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Annex C 
 

LONG-PERIOD BRIGHTLINE TESTS 

Length of test 
The subgroup note and additional revenue raisers note received by Ministers yesterday 
discussed options for a 3 and 5 year brightline test, and whether it would be possible to 
introduce a brightline test on Budget Day. 
 
Treasury recommended that if a bright-line test was introduced on Budget night that it 
be limited to residential property disposals within a minimum of a 5 year period; that 
loss ring-fencing apply, and that the changes be grandfathered (i.e. apply only to 
property that is acquired after Budget day). Treasury also recommended that 
application to other real property and equities be considered and consulted on after the 
Budget, with implementation (if desired) from 1 April 2011. 
 
We understand Inland Revenue opposes a bright line test in general due to the 
arbitrariness of the bright line period and the behavioural distortions caused by 
taxpayers deferring sales in order to avoid the tax. 
 
Treasury favours a brightline test with a reasonably long period (5 years minimum) for 
the same reasons it favours a capital gains tax – it would broaden the tax base and 
improve the neutrality of the tax system resulting in a more efficient allocation of 
savings and investment.  It will also reduce some of the uncertainty in applying the 
current subjective “intention” test for determining if disposals are on revenue account.  
Treasury agrees with Inland Revenue that it has some downsides in terms of 
behavioural distortions caused by taxpayers deferring sales and considers that a 
comprehensive capital gains tax is superior to a bright line test for that reason.  
However, in the absence of capital gains tax, Treasury considers that a bright line test 
with a minimum period of 5 years is better than the status quo. 
 
Treasury considers however, that a longer brightline test is also worth investigating 
after the Budget; and that consideration should also be given to whether to extend the 
scope of the test to include other property (excluding owner-occupied property) and 
equities.  
 
A longer test would apply to a greater number of properties, and would decrease 
behavioural responses to the test as avoiding the test through delay is less viable. Due 
to the increased property subject to the test, and the decrease in behavioural changes, 
this would increase projected revenues. A longer test could enable the test to be set as  
a “safe harbour” (i.e. that properties sold after the period could be treated as exempt 
from the rules) rather than as an addition to the existing property sales rules, increasing 
certainty around tax treatment.  
 
 
Scope of property subject to the test 
Increasing the scope of the property from residential investment property to include 
other business and investment property would ensure that these assets are treated in a 
similar manner for tax purposes. Extending the scope to equities would remove 
opportunities to game a brightline test that applied only to real property.  Ideally, the 
rule should apply to all business and investment assets.  In practice, real property and 
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equities are the only major categories of property that are likely to appreciate and 
therefore be affected by the rule. 
 
Taxing gains from selling commercial and industrial property would allow us to be more 
relaxed about allowing depreciation on those assets, as any over-depreciation would 
be recovered on sale.1 
 
Taxing shares would impact managed funds, and reverse one aspect of the PIE reform 
which removed revenue account treatment for managed funds.  However, the reason 
for this was to reduce the difference in taxing share gains made directly (largely on 
capital account) and taxing share gains made through managed funds.  If individual as 
well as managed funds are both taxable on share gains, then they would both be 
treated the same. 
 
In practice, PIEs would probably have to recognise gains and losses on changes in 
value on accrual because they calculate tax on behalf of their investors on a daily 
basis.  This obviously raises practical issues which is one reason why we recommend 
that the bright-line test not apply to shares on budget night legislation, as we would 
need to consult with funds and others before making final recommendations. 
 
 
Revenue estimates 
 
Estimated revenue from a 5 or 10 year brightline test are: 
  
5 year test 
 

$ million 2010/11 2011/12 2012/13 2013/14 2020/21 2030/31

Grandfathered             
Residential investment property 0 2 12 30 84 116

Other real property 0 0 2 6 25 66

Equities 0 225 255 280 336 434

Total 0 227 269 316 445 616

Not grandfathered       
Residential investment property 0 71 73 75 90 116

Other real property 0 40 41 42 51 66

Equities 0 265 275 280 336 434

Total 0 376 389 397 477 616
 

                                                 
1 Although current law requires depreciation “recovery” on sale, in practice this is largely 
ineffective as applied to buildings because taxpayers often over-allocate sales proceeds to land 
(which is not taxed) and under-allocate sales proceeds to buildings where the recovery applies.  
Taxing all gains would remove this ability. 
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10 year test 
 

$ million 2010/11 2011/12 2012/13 2013/14 2020/21 2030/31

Grandfathered             
Residential investment property 0 2 12 30 300 412

Other real property 0 0 2 6 97 250

Equities 0 225 255 280 336 434

Total 0 227 269 316 733 1096

Not grandfathered       
Residential investment property 0 253 260 266 319 412

Other real property 0 154 158 162 193 250

Equities 0 265 275 280 336 434

Total 0 672 692 708 848 1096
 
The estimates for residential and real property are based on QVNZ data about the 
length of time properties were held before sale; assumptions about turnover rates and 
appreciation (a conservative real growth rate was assumed - this is lower than the 
average real growth rate over the longest available period); and average tax rates 
(these were the same tax rates used for the other base broadening options; and are 
based on the current base scenario with a 30% corporate rate).  We have assumed a 
lower rate of appreciation for real property than the long-term average that was used 
for costing a capital gains tax because we consider a lower growth rate in the near term 
is likely due to the recent housing bubble and collapse. The revenue estimates for 
equities is based largely on reversing a costing used for the implementation of the PIE 
regime. 
 
 
 
 


