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26 May 2006 SH-13-5-1  

Tax Policy Report: Base and compliance themes and examples for 
Business Tax Review discussion document 

Executive Summary 

The Ministers of Finance and Revenue have indicated that they envisage that the Business 
Tax Review (BTR) will also cover a number of possible initiatives aimed at benefiting New 
Zealand firms, many of which are small and medium sized enterprises (SMEs).  This paper 
presents the themes and offers examples that could be used for Chapter 3: Base and 
Compliance Initiatives of the BTR discussion document.  It should be noted that the initiatives 
in this paper are not restricted by any fiscal parameters. 
 
The themes proposed for Chapter 3: Base and Compliance Initiatives of the BTR discussion 
document are guided by the government’s economic transformation agenda and revenue 
strategy.  The initiatives discussed in this report are divided into two themes, namely (i) 
Improving productivity, business investment and innovation, and competitiveness, through 
tax base initiatives; (ii) Improving productivity by reducing tax compliance burdens.   
 
This paper presents examples for each of the themes which are summarised in the below 
table.  It is proposed that these examples be included in the BTR discussion document, 
aimed at initiating the debate rather than presenting a complete list of options, while also 
highlighting the broad trade-offs, especially revenue costs.  Further work on these possible 
initiatives will be given priority in the tax policy work programme.  The themes and examples 
are: 
 
Suggested themes & examples for the BTR discussion 
document 

Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Reviewing the CFC regime (and other international frameworks) Work programme 
- Closing off other blackhole expenditure (e.g. feasibility studies, loss 

from sale/demolition of buildings) 
In part on work programme 

- Deferral of losses from significant and upfront expenditure Extension to Budget 2005 
measure 

- Adjusting depreciation loadings for new assets Measure originally considered for 
Budget 2005 

- Extending depreciation loading to second hand assets Measure originally considered for 
Budget 2005 

- Targeted refundable tax credits for 
 R & D activities 
 Export activities 
 Skills costs 
 Other expenditure with positive spill overs 

Previous measures revisited 
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(ii) Improving productivity by reducing tax compliance burdens 
Revising thresholds 
- Increasing the threshold for taxpayers allowed to submit an annual 

FBT return 
- Increasing the low value asset threshold for depreciation 
 
- Reducing compliance costs for assets that reach a particular 

depreciated value 
 
Administrative initiatives   
- Improving the tax penalties system 

 
‘Internal’ work programme 

 
Extension to Budget 2005 

measure 
Extension to Budget 2005 

measures 
 

SBAG idea already on work 
programme 

 
 
As highlighted in the above table, officials propose that the BTR discussion document 
approaches the discussion in terms of the targeted tax incentives from a high level, in 
particular discussing the types of expenditure that could be considered of potential benefit to 
the economy and the business sector in terms of encouraging investment and capital 
productivity.   
 
Ministers have raised the possibility of moving to a more accelerated basis for depreciation.  
This can be achieved in a relatively neutral way by increasing the depreciation loading.  We 
also seek Ministers view on whether or not the discussion document should also canvass the 
possibility of reducing loading with the additional revenue raised being used to fund other 
BTR measures. 
 
Aside from the examples detailed above, Treasury believes that there are further examples 
that could also be presented in the discussion document, even though they have not been 
analysed and developed to the same extent as the examples detailed above.  The discussion 
document would aim to obtain feedback on whether these are ideas that taxpayers would like 
to be developed and/or on the direction these initiatives should take.  Some of these ideas 
are bold ideas but still at the early stages of development.   
 
Additional examples proposed by Treasury Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Greater ability to carry-forward (some) tax losses New idea 
- A wider imputation credits review Present proposal extended 

(ii) Improving productivity by reducing tax compliance burdens 
- Ability to fix minor errors by amending subsequent returns 
- Reducing motor vehicle logbook record-keeping requirements for 

FBT 
- Leveraging off IFRS for tax purposes 
- Reforming the UOMI regime for margin of error 
- Simplifying the depreciation regime 
- Using a bank account for tax purposes 
- Basing the business income tax liability (the final liability) on the GST 

returns for a group of small taxpayers 

Previous measures extended 
Previous measures extended 

 
New idea 

Previous measures extended 
Previous measures extended  

New idea 
New idea 

 
Inland Revenue believe it is inappropriate to air any of these ideas in the BTR discussion 
document given their embryonic stage of development and the potential fiscal cost of some 
of them. 
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Recommended Action 

We recommend that you: 
 
a. Agree with the following themes for presenting the base and compliance examples, 

and the specific examples, for the Business Tax Review discussion document:  
 
Suggested themes & examples for the BTR discussion 
document 

Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Reviewing the CFC regime (and other international frameworks) Work programme 
- Closing off other blackhole expenditure (e.g. feasibility studies, loss 

from sale/demolition of buildings) 
In part on work programme 

- Deferral of losses from significant and upfront expenditure Extension to Budget 2005 
measure 

- Adjusting depreciation loadings for new assets Measure originally considered for 
Budget 2005 

- Extending depreciation loading to second hand assets Measure originally considered for 
Budget 2005 

- Targeted refundable tax credits for 
 R & D activities 
 Export activities 
 Skills costs 
 Other expenditure with positive spill overs 

Previous measures revisited 
 
 
 
 
 

(ii) Improving productivity by reducing tax compliance burdens 
Revising thresholds 
- Increasing the threshold for taxpayers allowed to submit an annual 

FBT return 
- Increasing the low value asset threshold for depreciation 
 
- Reducing compliance costs for assets that reach a particular 

depreciated value 
 
Administrative initiatives   
- Improving the tax penalties system 

 
‘Internal’ work programme 

 
Extension to Budget 2005 

measure 
Extension to Budget 2005 

measures 
 

SBAG idea already on work 
programme 

 
 

Agreed/Not agreed        Agreed/Not agreed  

Minister of Finance        Minister of Revenue  

 

b. Agree that the discussion document canvasses options for both increasing and 
decreasing the loadings for depreciation. 

 
 

Agreed / Not agreed        Agreed / Not agreed 

Minister of Finance        Minister of Revenue 
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c. Agree that the Business Tax Review discussion document discusses, on a high level, 
issues associated with activities that may have spill over benefits, such as R & D, 
export and skills, to better inform debate on the merits of potential tax incentives for 
such activities. 

Agreed/Not agreed        Agreed/Not agreed  

Minister of Finance        Minister of Revenue  

 

 
d. Discuss with officials whether any measures other than the R&D, export and skills 

costs should be included in the discussion document. 
 
 
e. Agree that the Business Tax Review discussion document should also refer to other 

initiatives (listed in the table below) which are still in early stages of development in 
order to obtain feedback on whether these are ideas that taxpayers would like to be 
developed and/or on the direction these initiatives should take (Treasury 
recommendation).  Inland Revenue recommend against this.   

 
Additional examples proposed by Treasury Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Greater ability to carry-forward (some) tax losses New idea 
- A wider imputation credits review Present proposal extended 

(ii) Improving productivity by reducing tax compliance burdens 
- Ability to fix minor errors by amending subsequent returns 
- Reducing motor vehicle logbook record-keeping requirements for 

FBT 
- Leveraging off IFRS for tax purposes 
- Reforming the UOMI regime for margin of error 
- Simplifying the depreciation regime 
- Using a bank account for tax purposes 
- Basing the business income tax liability (the final liability) on the GST 

returns for a group of small taxpayers 

Previous measures extended 
Previous measures extended 

 
New idea 

Previous measures extended 
Previous measures extended  

New idea 
New idea 

 

Agreed/Not agreed        Agreed/Not agreed 

Minister of Finance        Minister of Revenue 
 
 
 
 
[information deleted in order to protect Matt Benge 
the privacy of natural persons, including  Assistant Deputy Commissioner  
deceased people]  Inland Revenue 
for Secretary to the Treasury 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 
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Tax Policy Report: Base and compliance themes and examples for 
Business Tax Review discussion document 

Background 

1. The Business Tax Review (BTR) aims to review the business tax regime to ensure that it 
works to give better incentives for productivity gains and improved competitiveness 
relative to Australia.  As other countries have reduced their company tax rate, this places 
pressure on New Zealand to do likewise.  Multinational companies will have incentives to 
stream profits out of New Zealand if our company rate gets out of line with tax rates in 
other countries.  Australia’s franking credit mechanism also provides this incentive.  Aside 
from reducing company tax rates, other ways of boosting productivity and 
competitiveness can be pursued such as by changing the tax base or reducing 
compliance costs.   

 
2. You have indicated that, aside from options for reforming tax rates, the BTR will also 

cover a number of possible initiatives aimed at benefiting New Zealand firms, many of 
which are small and medium sized enterprises (SMEs).  Further, you have instructed that 
the discussion document will include options around extra depreciation and tax incentives 
for certain key inputs (e.g. R & D, export marketing costs, skills costs etc).  This report 
presents the themes that could be used for Chapter 3: Base and Compliance Initiatives in 
the BTR discussion document and offers examples.   

 
3. The initiatives in this paper are not bounded by specific fiscal parameters, although you 

have indicated that the discussion document will indicate fiscal trade-offs relevant to each 
of the initiatives to encourage an informed debate.  We are currently calculating the 
estimated revenue costs resulting from each of these initiatives and will report on these in 
parallel with the drafting of the discussion document.  

Proposed context for Chapter 3 of the BTR discussion document 

4. The government recently indicated a number of priorities for the next decade.  The 
themes outlined in this report are mainly based on the government’s economic 
transformation agenda.  It has been previously announced that the BTR is aimed at 
encouraging business growth and productivity, and that to move to the next level in the 
economic transformation agenda New Zealand needs higher productivity, business 
investment, and more innovation in the economy.   

 
5. The key feature of New Zealand’s tax system that attracts positive commentary is the 

broadness of the tax base, which facilitates lower average and marginal tax rates than 
would otherwise possible (reinforced in the 2001 Tax Review findings).  It is very difficult 
to tax income comprehensively but broad bases and low rates generally minimise tax 
biases.  This provides incentives for resources to flow to the most productive areas which 
will tend to enhance productivity and growth.  It also means that taxpayers in similar 
circumstances investing in different activities will pay similar amounts of tax which might 
generally be regarded as desirable on grounds of fairness.  The desirability of a broad 
base is also echoed in the Revenue Strategy (published in the 2006 Fiscal Strategy 
Report), which indicates that exemptions and concessions should be considered in the 
context of the full range of policy options and accepted only where the benefits for New 
Zealand can be shown to outweigh the costs. 
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6. It is proposed that the initiatives discussed in Chapter 3 be divided into two themes, 
namely (i) Improving productivity, business investment and innovation, and 
competitiveness, through tax base initiatives; and (ii) Improving business productivity by 
reducing tax compliance burdens.  The table below summarises the themes and 
examples proposed to be included that the BTR discussion document.  A number of the 
examples would, however, need further work before officials would be in a position to 
recommend that they be adopted.  These examples aim to initiate debate and invite the 
public to submit their views and other ideas they would like the BTR to address: 

 
Suggested themes & examples for the BTR discussion 
document 

Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Reviewing the CFC regime (and other international frameworks) Work programme 
- Closing off other blackhole expenditure (e.g. feasibility studies, loss 

from sale/demolition of buildings) 
In part on work programme 

- Deferral of losses from significant and upfront expenditure Extension to Budget 2005 
measure 

- Adjusting depreciation loadings for new assets Measure originally considered for 
Budget 2005 

- Extending depreciation loading to second hand assets Measure originally considered for 
Budget 2005 

- Targeted refundable tax credits for 
 R & D activities 
 Export activities 
 Skills costs 
 Other expenditure with positive spill overs 

Previous measures revisited 
 
 
 
 
 

(ii) Improving productivity by reducing tax compliance burdens 
Revising thresholds 
- Increasing the threshold for taxpayers allowed to submit an annual 

FBT return 
- Increasing the low value asset threshold for depreciation 
 
- Reducing compliance costs for assets that reach a particular 

depreciated value 
 
Administrative initiatives   
- Improving the tax penalties system 

 
‘Internal’ work programme 

 
Extension to Budget 2005 

measure 
Extension to Budget 2005 

measures 
 

SBAG idea already on work 
programme 

 

Further examples that could be canvassed in the discussion document 

7. Officials are also examining further ideas, which are not currently on the work programme 
but fall within the ambit of tax base and compliance initiatives, which would benefit New 
Zealand businesses.   Treasury believes that these examples could also be presented in 
the discussion document, even though they have not been analysed and developed to 
the same extent as the examples detailed above.  The discussion document would aim to 
obtain feedback on whether these are ideas that taxpayers would like to be developed 
and/or on the direction these initiatives should take.  Some of these ideas are bold ideas 
but still at the early stages of development.   

 
8. Although there is a risk that including these in the BTR discussion document may 

increase expectations of the types of reforms that the BTR will effect, Treasury believes 
that this will not be an issue, as long as some thinking is undertaken and the conclusions, 
either positive or negative, are eventually presented.  If these examples are included in 
the discussion document, some work would need to be completed in order to present the 
government’s conclusions.  This presents some resourcing issues which will need to be 
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resolved, in view of the other tasks on the work programme.  Officials will report on a 
finalised tax policy work programme for mid-July delivery.   

 
9. The additional ideas that Treasury considers could be presented are detailed in the table 

below (described in detail in Appendix 1): 
 
Additional examples proposed by Treasury Source 

(i) Improving productivity, business investment, innovation 
and competitiveness, through tax base initiatives 

 

- Greater ability to carry-forward (some) tax losses New idea 
- A wider imputation credits review Present proposal extended 

(ii) Improving productivity by reducing tax compliance burdens 
- Ability to fix minor errors by amending subsequent returns 
- Reducing motor vehicle logbook record-keeping requirements for 

FBT 
- Leveraging off IFRS for tax purposes 
- Reforming the UOMI regime for margin of error 
- Simplifying the depreciation regime 
- Using a bank account for tax purposes 
- Basing the business income tax liability (the final liability) on the GST 

returns for a group of small taxpayers 

Previous measures extended 
Previous measures extended 

 
New idea 

Previous measures extended 
Previous measures extended  

New idea 
New idea 

 
10. Inland Revenue note that this is a series of potentially far reaching proposals that have 

not been developed to a stage where it can analyse them.  However, some of them have 
potentially very large fiscal consequences – for example, there is about $12b of company 
tax losses in the system at the moment.  Inland Revenue does not recommend that these 
examples be included in the discussion document.   

 

Proposed tax base and compliance themes and examples for the BTR 
discussion document  

11. This section describes the examples which are proposed for inclusion in Chapter 3: Base 
and Compliance Reforms of the BTR discussion document. 

 

(i) Improving productivity, business investment and innovation, and 
competitiveness, through tax base initiatives  

12. This section discusses examples of tax base initiatives that are focused on improving 
productivity, business investment, innovation and competitiveness, and market 
development.  

 
Reviewing the controlled foreign company (CFC) rules  
 
13. Officials will be reporting separately (for the 29 May Joint Ministers’ Meeting) in terms of 

whether and the extent to which the BTR discussion document should cover the 
structural reforms to the CFC rules that is on the work programme and/or compliance 
reforms.   
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Closing off further blackhole expenditure 
 
14. “Blackholes” refer to business expenses that are not deductible or amortisable under the 

income tax laws.  They occur when capital business expenses prove worthless (e.g. a 
failed feasibility study) or lead to an asset which falls in value over time but the 
expenditure is not recognised under the income tax laws.  Government has previously 
recognised the need for an appropriate treatment for specific blackhole expenditures 
such as patent and RMA application expenses and geothermal mining.   

 
15. The major blackhole concern that is on the work programme is the lack of a deduction for 

losses on the sale or demolition of a building.  Allowing for deductions or amortisation of 
blackhole expenditure ensures that businesses are not discouraged from incurring 
expenditure.  A case by case consideration of expenditure in such situations is preferred.  
The BTR should discuss potential blackholes, such as the losses on the sale/demolition 
of a building and expenditure on feasibility studies, and invite feedback on the importance 
of these and whether taxpayers face similar issues with other expenditures.  

 
Deferral of losses from significant and upfront expenditure 
 
16. Budget 2005 announced the recently enacted change that allowed losses from R & D 

expenditure to survive a change of ownership and offset income generated from 
exploiting the R & D.  Such improvements in matching of deduction and income could be 
extended to a wider set of significant and upfront expenses.   

 
17. This type of reform is expected to enhance innovation and investment through greater 

risk sharing.  However, issues that would need careful analysis include the revenue 
costs, necessary anti-avoidance provisions and the impact on compliance costs.  Officials 
recommend that the BTR discussion document refers to the R & D reforms in the 2005 
Budget and invites comments on whether taxpayers would like to see this type of 
initiative expanded to similar types of significant and upfront expenditure. 

 
Adjusting depreciation loading for new assets 
 
18. In the absence of inflation, investment decisions will be independent of tax rates if 

deductions are allowed for the fall in market value of assets.  Ensuring depreciation 
deductions better match estimates of such falls in value was an important policy goal with 
the tax changes announced in 2005.  These included the switch to double-declining 
balance depreciation for plant and equipment.  This increased depreciation rates for 
shorter-lived assets because of concerns that rates were likely to be too low.  Since then, 
Australia has also switched to allowing double declining balance depreciation for plant 
and equipment.  However, unlike Australia, New Zealand allows a 20 percent loading on 
new plant and equipment.   

 
19. Pursing a deliberate policy of accelerated depreciation (where, in early years, deductions 

exceed assets’ decline in value) reduces the cost of capital goods and promotes 
investment.  By itself, such a policy is likely to lead to capital deepening and add to labour 
productivity, which in turn is likely to increase GDP growth in New Zealand.   

 
20. However, accelerated depreciation has a number of important drawbacks.  Many 

accelerated depreciation schemes create biases between assets of different durability.  
This tends to reduce the efficiency of investment decisions, which of itself will likely 
reduce productivity and growth.  In addition, accelerated depreciation can mean that the 
risk adjusted returns for some investments fall short of their actual cost.  So while these 
investments can lead to capital deepening and tend to boost GDP, they will tend to 
reduce national welfare.  Finally, accelerated depreciation measures can become very 
expensive.   
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21. A form of accelerated depreciation used in New Zealand is depreciation loading.  New 

Zealand currently allows 20 percent to be added to the depreciation rate for most new 
assets other than buildings.  While in the absence of inflation, depreciation loading biases 
investment in shorter-lived assets, it can have a beneficial effect on investment when 
inflation is present.  Historical cost accounting and even moderately low rates of inflation 
creates a bias that favours investment in longer-lived assets relative to those that are 
shorter lived.  Allowing depreciation loading is a relatively simple way of reducing this 
bias between assets with different durability.   

 
22. The BTR discussion document could suggest increasing the depreciation loading from 20 

percent to say 30 or 40 percent.  This form of accelerated depreciation would be 
relatively neutral for investments in assets of different durability and is readily understood.  
However, at the same time it would increase the extent to which risk-adjusted returns for 
some investments fall short of their actual cost.  The fiscal cost of increasing depreciation 
loading is estimated (to the nearest $10 million and excluding buildings) to be:   

 
Year 1 2 3 4 5 
30 percent 
depreciation 
loading (cost)  

($50m) ($110m) ($130m) ($140m) ($150m) 

40 percent 
depreciation 
loading (cost) 

($90) ($220m) ($260m) ($280m) ($280m) 

 
23. Rather than increasing depreciation loading, loading could be reduced in whole or in 

part1.  This would raise revenue which could then be available for funding cuts in tax 
rates or other tax changes.  This would tend to increase the bias favouring investment in 
longer-lived assets relative to shorter-lived assets if inflation is around 2 percent (the 
middle of the Reserve Bank range).  Removing loading (see table below for estimates) , 
may, however, in the absence of other changes, be criticised as a move in the opposite 
direction to the Budget 2005 measures (which increased depreciation rates for short-lived 
plant and equipment) and on the grounds that it is likely to reduce investment.  It would, 
however, reduce the extent to which firms have incentives to invest in assets whose risk-
adjusted returns fall short of their costs.  Do Ministers want the discussion document to 
consider the possibility of reducing depreciation loadings? 

 
Year 1 2 3 4 5 
0 percent 
depreciation loading  

$90m $230m $290m $320m $330m 

10 percent 
depreciation loading 

$50m $110m $140m $150m $160m 

 
Extending loading to second hand assets 
 
24. In tandem with increasing depreciation loading, the BTR discussion document could also 

suggest that depreciation loading apply to second hand assets.  Depreciation loading 
currently does not apply to second hand assets.  Extending the loading policy to second 
hand assets was considered as part of Budget 2005, but was ruled out on basis of cost.  
This would reduce a bias between new and second hand assets.  The cost of extending 
the 20 percent depreciation loading to second hand assets was estimated to be around 
$100 million per annum.   

                                                 
1 Reconsidering the case for applying loading to longer-lived plant and equipment is currently on the 
work programme. 
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25. Eliminating the loading for new assets would also reduce the bias.  Both options would 

also simplify depreciation provisions because the same depreciation rates would apply to 
both new and second-hand assets.   

 
Targeted tax incentives 
 
26. In the absence of tax there would be incentives for resources to flow to their most 

productive uses.  Other things being equal, a distorting tax system aletrs these 
incentives.  Taxpayers will be interested in investing where the after-tax returns are 
highest, which may not necessarily be where resources are used most productively.  A 
neutral broad-based tax system will generally minimise tax biases which will promote 
productivity and growth. 

 
27. Exceptions arise if certain types of expenditure provide “positive externalities” i.e., spill 

over benefits to other firms or households.  For example, it is often said that R & D 
provides positive externalities.  A firm undertaking R & D may not be able to capture the 
full benefit because part of the benefit may spill over to other firms who also gain 
knowledge or insight from the R & D.  In this case there can be a case for subsidising the 
expenditure.  Conversely, if an input imposes costs on other firms or households (i.e., 
negative externalities such as environmental pollution), there can be a case for penalising 
the expenditure.  Similarly, the production of certain goods may provide positive 
externalities in which case there can be a case for subsidising production or negative 
externalities where there may be a case for taxing more than 100 percent of revenue.   

 
28. An obvious question is to what extent, if at all, should the tax system be adjusted to take 

account of positive or negative externalities.  Many countries provide tax subsidies for R 
& D on the grounds of positive externalities.  However, the number of expenses for which 
some tax subsidy might be argued is very much wider.  For example, Ministers have 
raised the question of whether or not there should be tax incentives for expenditure on: 
• R & D; 
• export marketing costs; and 
• skills costs. 

 
29. It would be possible for the BTR discussion document to raise the general question of 

whether or not there were externalities with different forms of spending and whether or 
not this provided grounds for tax incentives.  It should be noted that a drawback with the 
general approach is that this is likely to lead to economically wasteful activity to justify tax 
incentives that cover a wide range of different types of expense.  The preferred 
alternative is to limit any discussion to those forms of expenditure that have already been 
raised by Ministers.  Officials believe that there would be advantages in focusing this 
discussion and so have concentrated on the issues that have already been raised, 
however the discussion document could invite debate to reach others types of 
expenditures.  Additional issues could be added to this list if Ministers so desire.    

 
30. Reference needs to be made to the extent of support that is currently provided through 

grants.  Any grants programmes that currently apply would have to be rationalised if 
associated expenditure is to be tax incentivised.   

 
31. Officials understand that you have expressed an interest in further advice on these 

issues.  Treasury, Inland Revenue and Ministry of Economic Deveopment will jointly 
report on this further, including discussion on how this may apply only to increases in 
such expenditure. 
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R & D related activities 
 
32. Positive externalities can occur from R & D related activities where firms can use the 

technological and production improvements developed by other businesses.  The case 
for encouraging these types of activities is reflected in New Zealand’s current grant 
programme focused on R & D.  Arguments have been raised that a less discretionary 
approach may be more effective.   

 
33. If tax subsidies for R & D are to be pursued there will have to be reconsideration of the 

discretionary grants aimed at R & D type activities.  The pros and cons of the R & D tax 
incentives could be discussed in the BTR discussion document which will allow the 
debate to occur in the context of the wider debate on headline tax rate cuts and other 
initiatives.   

 
Export marketing activities 
 
34. There may be arguments that export related activities can provide positive externalities to 

the business sector and the nation.  When a business establishes a new trade link with a 
particular country, benefits can flow to other New Zealand businesses where they can 
use these newly established overseas links.  However, positive externalities may not 
always eventuate.   

 
35. Although the tax system is one means of providing support, support for export activities 

can be, and is, delivered through other means.  In particular, New Zealand recently 
introduced a grant-based support for export market development and provided a 
substantial increase in resources in the 2006 budget – the Market Development 
Assistance Scheme.  This programme was designed on the basis of evidence of its 
effectiveness in the Australian context.  Part of the programme’s effectiveness is likely to 
be due to the way it is targeted to firms with particular characteristics and its time limited 
nature.  An export marketing tax incentive has a high potential of being actionable under 
the WTO and we understand that this may have been part of the motivation in Australia 
to move to creating a more limited grant programme.  However, this could be overcome 
by aligning the tax incentive with the requirements currently applicable under the grants 
scheme.   

 
36. The BTR discussion document could canvass the option of providing the support 

provided through the Market Development Assistance Scheme for export market 
development through the tax system instead of a grants system.  The discussion 
document could present the pros and cons of each approach with a view of informing a 
wider debate.  If Ministers wish for this proposal to be included, officials will also need to 
consult with the Ministry of Foreign Affairs and Trade in terms of the WTO issues. 

 
Investment in human capital  
 
37. Another externality could relate to the cost of investing in human capital.  For example, 

because of human capital mobility, employers may be discouraged to invest heavily in 
human capital as their benefit may be limited (as the employee may leave that 
employment).  However, there would be positive externalities for other New Zealand 
employers if those employees were to change employment within New Zealand.  
Investment in human capital is important in terms of growth. 

 
38. However, the case for incentivising investment in human capital is not clear cut.  Where 

firms pay for training and workers acquire general skills that can be transferred to other 
firms, positive externalities may arise.  However, when firms provide training in skills 
which are firm specific (i.e. specific to the firm providing the training) or where employees 
accept lower wages in exchange for general skills training there is unlikely to be a 
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positive externality.  Borderlines as to what constitutes training can also be difficult and 
bias training in ways which qualify for incentives (e.g. training courses ahead of on-the-
job training).   

 
Potential other items 
 
39. Up until the mid-1980s New Zealand had a large number of tax based subsidies.  These 

included agricultural, tourism, bloodstock and export incentives.  Do Ministers wish for 
any other items to be put forward under this heading in the discussion document?   

 
Issues to be considered when considering tax incentives   
 
40. Although incentives for particular inputs and outputs can also be provided through the tax 

system, these are not usually favoured due to many of the costs and trade-offs that need 
to be made and that there are better ways to provide this type of support.  However, as 
the revenue strategy highlights, exemptions and concessions need to be considered in 
the context of the benefits such incentives could provide to the nation.  In general, the 
types of issues that need to be taken into account when deciding to proceed with tax 
incentives include whether they add complexity to the tax system, whether they will 
actually result in the behavioural changes sought, the extent and controllability of the 
revenue costs, whether it would weaken the tax system (by creating new opportunities for 
tax planning) and any other harmful side effects that may be expected. 

 
41. There are a number of potential pitfalls in going down the path of providing extensive tax 

subsidies to different forms of expenditure.  First, externalities are extremely difficult to 
measure.  For this reason, the Tax Review 2001 suggested taking account of 
externalities only to the extent that they were clear and quantifiable.  Second, a 
government that is seen to respond to arguments about externalities could expand 
inefficient lobbying.  Third, an important question is whether or not the tax system is the 
best mechanism for providing any subsidies or penalties.  The tax system can be a blunt 
instrument if tax subsidies or penalties are of different values to taxpayers on different tax 
rates, or firms in profit and firms in loss.  This provides grounds for any tax incentives to 
be provided by way of refundable tax credits rather than increased deductions.  Even so 
there is a problem in using taxes to provide incentives because imputation can wash 
away the benefits. 

 
42. Another point is that of targeting – the tax system is most efficiently used where all 

qualifying expenditure qualifies for the subsidy.  If applicants also have to go through a 
qualifying process that would suggest that a non-tax system delivery mechanism should 
be considered.   

 
(ii) Improving productivity by reducing tax compliance burdens 
 
43. Tax compliance activities consume businesses’ funds and time (e.g. setting up systems, 

spending time recording and filing returns, obtaining advice from accountants, etc).  
Reducing this deadweight cost would allow businesses to invest more time and money in 
productive activities, and also focus their minds on business operations rather than 
compliance issues.  Even though studies indicate that compliance costs increase with 
business size, they also indicate that they diminish markedly as a percentage of turnover 
indicating that tax compliance burdens fall disproportionately on smaller businesses.  An 
open question is whether or not new compliance initiatives should be targeted at small 
firms only or be more broadly available.  Examples of how the government has focused 
on smaller businesses in the past include the alignment of the provisional tax payments 
to the GST and a PAYE subsidy for outsourced payroll services for up to 5 employees.   
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44. Over the last fifteen years successive governments have focussed on reducing 
compliance costs, so many of the most pressing and soluble compliance issues have 
already been addressed.  However, surveys of taxpayers repeatedly indicate that 
compliance costs continue to be of concern.   When considering these issues it is 
important to distinguish between reducing compliance costs and reducing taxes.   

 
45. Government can highlight their continuous focus on reducing tax compliance costs by 

including initiatives in the BTR discussion document focused on this area.  This section 
presents some examples for the BTR discussion document.  The main aim is to set the 
scene for submissions in this area rather than to be prescriptive of the solutions 
recommended.  Officials are considering further initiatives, which, if appropriate, will be 
discussed in more detail in the report on the work programme.  The examples discussed 
below include: 
• reviewing the appropriateness of thresholds, in particular the threshold for taxpayers 

eligible to submit an annual Fringe Benefits Tax (FBT) return, and the low value asset 
threshold for depreciation, 

• revising the penalties regime (administrative initiative which will be included in the 
upcoming penalties discussion document), and   

• the treatment of assets that reach a particular depreciated value.  
 
Reviewing the appropriateness of thresholds 
 
46. Submissions could be sought on the levels of various thresholds.  One example that can 

be used is the low-value asset threshold.  In the May 2005 Tax Bill, the threshold below 
which low-value assets can be expensed immediately (rather than capitalised and 
depreciated) was raised from $200 to $500.  This was largely in response to the 
significant attention given to this issue by a wide range of submitters on the original 
issues paper.  Deciding on an appropriate threshold involves tradeoffs.  If the threshold is 
too high, many taxpayers may have incentives to buy assets singly or to break assets 
down into components in order to claim expensing.  It can also lead to a bias towards 
firms which have relatively high levels of assets falling below the threshold.  It also has a 
substantial fiscal cost.  Raising the threshold from $200 to $500 was estimated to cost    
$350 million over the five year forecast period, but raising the threshold to $1,000 was 
estimated to cost a further $350 million over the same period.  However, taxpayers and 
their advisors still continue to argue on the basis of materiality that the threshold is too 
low.   

 
47. Another example that can be used here is the threshold for filing an annual FBT return.  

The Small Business Advisory Group in its latest report recommended that FBT on 
business vehicles be simplified by moving it from the FBT return to an adjustment in the 
employer’s income tax return, which would reduce compliance costs.  Inland Revenue 
officials have considered this recommendation, and have suggested an alternative 
solution that the Small Business Advisory group appears to accept.   The alternative 
involves increasing the threshold under which taxpayers can return annual FBT returns 
(currently the threshold which is based on PAYE and SSCWT is $100,000).   

 
Revising the penalties regime (administrative initiative) 
 
48. There are also a number of administrative initiatives that are currently on the work 

programme that could be referred to and packaged in the BTR discussion document.  In 
a government discussion document Making Tax Easier for Small Business (September 
2003) respondents raised some issues in terms of the tax penalty regime the need for the 
tax system to be more tolerant of mistakes and the need for less severe penalties and 
interest.  Further, the Small Business Advisory Group in its 2006 annual report indicated 
that they would like New Zealand to have more fair tax processes, meaning not unfairly 
penalising people who unintentionally miss deadlines for tax payments.  They highlight a 
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need for flexibility to apply a response that fits the circumstances rather than apply a 
blanket response.   

 
49. Currently, Inland Revenue is undertaking some work in this area in response to these 

concerns and particularly in terms of tolerating the first one or two mistakes made by 
taxpayers, before applying harsher penalties.  The BTR discussion document could refer 
to this work and the forthcoming discussion document on the penalties regime which is 
scheduled to be released in July 2006. 

 
Reducing compliance costs for assets that reach a particular depreciated value 
 
50. A further compliance issue concerns depreciating assets (particularly where depreciation 

is being calculated on a diminishing value basis) and where the assets fall below a 
particular depreciated value.  This concern was raised by PricewaterhouseCoopers 
(PwC) during legislative consultation on the May 2005 Tax Bill and officials have 
undertaken to report back to FEC on this matter.  PwC suggested that assets crossing 
the low-value asset threshold (now $500) should be able to be written off.   

 
51. The concern is that there is a compliance cost in dealing with large numbers of low value 

assets on depreciation registers.  An asset register is used for two or three purposes: the 
physical assets register, calculating tax depreciation; and calculating accounting 
depreciation (where it is different from tax depreciation).  Although it is arguable whether 
compliance costs of the tax depreciation part of the register are a significant issue for 
taxpayers (as most asset registers are automated), anecdotal evidence indicates that this 
is an issue for some taxpayers (especially very small businesses) and that it is 
appropriate to examine the issue and the options that may be available to alleviate some 
of the compliance burden.  Obviously any measure can only be effective to the extent 
that it does not impede either of the other two uses for assets registers.   

 
52. There may be more efficient means of ensuring tax is appropriately accounted for while 

balancing the associated tax compliance costs.  The discussion document can canvass 
the issue but also indicate the trade-offs that need to be made (e.g. fiscal cost, one-off 
additional compliance burden) and criteria that need to be met (e.g. the compliance 
benefits outweighing the additional costs to government).  Further, it would be 
undesirable to provide taxpayers with incentives to undertake activities which increase 
compliance costs merely because of a tax benefit this can confer.   

 
53. Possible ways of addressing the compliance concern include: 

• Allowing a write off of such assets once they fall below a given threshold.  This 
initiative will have a fiscal cost which depends on the level that the write off would be 
allowed (rough calculations based on a write off at $500 as suggested by PwC 
indicate that this cost could be large).   

• Allowing such assets to be moved into a simplified pooling system (The current 
system requires potentially the use of 18 pools with depreciation at different rates.  
Not many taxpayers use pool this option although it is currently available, .The 
number of pools could be reduced but this could potentially add to compliance costs if 
it induces taxpayers to shift assets merely to reduce tax payments). 

• Reducing the technical constraint that depreciated assets must be ‘in use’ before they 
can be depreciated. 
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Appendix 1: Further Treasury base and compliance examples that can be 
included in Chapter 3 of the BTR discussion document 

 
 
As part of the BTR, officials could undertake to revisit the loss carry-forward rules with an aim 
to liberalising them.  The carry forward of losses could be open to all business taxpayers (for 
simplicity and equity reasons) or targeted to start-up investors to allow them to realise 
greater returns from selling start-up companies with losses.  Some base protection measures 
that would need to be considered include:   
 

• Allowing losses to be used only to the extent of a set return on net assets of the 
company at the time of the sale; 

• Allow losses to be used only if the company continues in the same business; or 
• Disallow losses to be used against income generated from transactions with 

associated persons after the change of ownership 
 
The work programme includes a review of the imputation regime.  The BTR discussion 
document could include discussion on relevant issues such as the continuity constraints on 
imputation and the appropriate use of imputation with an aim to liberalising them. 
 
Treasury officials have also identified a number of small compliance focused initiatives that 
could potentially be included in the discussion document to generate discussion in terms of 
ways to reduce tax compliance burdens, including (these are not discussed in detail in the 
appendix but are self-explanatory): 
 

• ability to fix minor errors in tax returns by amending subsequent returns and having a 
common policy for all taxes, 

• further reducing motor vehicle logbook record-keeping requirements for FBT, 
• leveraging off the International Financial Reporting Standards (IFRS) for tax 

purposes, and  
• reforming the use-of-money-interest (UOMI) regime for margin of error. 

 
Other more significant tax compliance initiatives could also be included in the discussion 
document, however, further work would need to be undertaken (in terms of costings, 
avoidance issues, etc), prior to committing to these initiatives.  If Ministers are comfortable 
with including more significant ideas in the discussion document in terms of raising the 
debate to that level of reform, then these initiatives could be included.  Such initiatives 
include (discussed in more detail below): 
 

• simplifying the depreciation regime, 
• basing the business income tax (the final tax) on the GST (known as GSTx), and  
• using the bank account for the preparation of tax returns (a more administrative 

initiative).  
 
There are some financial providers that offer package which helps business to keep their 
business accounts (by allowing customer to code the various payments and receipts).  This 
could be explored further to consider whether this can be expanded to allow business 
taxpayer to prepare tax accounts which can be sent directly to IRD.  This would not only 
have administrative benefits (from increasing the number of online, automatic and timely 
returns), but also reduce the compliance effort of taxpayers.  Adjustments will still need to be 
made for such items such as accruals.  This will entail discussions with financial institutions, 
but including this idea in the BTR discussion document can canvass the demand for such a 
technological initiative. 
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In Budget 2005 an initiative was announced which allowed taxpayers to base their 
provisional tax on their GST liability, which focused on providing taxpayers more certainty on 
the provisional tax payments and reduce the exposure to penalties and interest charges.  
This can be taken further, pending further analysis, to allow the final tax on business income 
to be based on the GST for a group of small business taxpayers.  This would overcome the 
need for those taxpayers to calculate the tax on their business operations. However, if those 
taxpayers have more complex affairs (such as receiving personal income, rental and other 
investment income) then a tax return would need to be filed for that additional income.  The 
initiative aims to reduce the complexity of calculating the taxable income sourced by the 
taxpayer’s business and the tax rate that would apply would aim to impose a liability which 
reflects more-or-less the liability imposed currently.  Officials are currently investigating 
whether there is enough data that would allow further analysis in regards to this initiative. 
 
Inland Revenue comment 
 
Inland Revenue note that this is a series of potentially far reaching proposals that have not 
been developed to a stage where it can analyse them.  However, some of them have 
potentially very large fiscal consequences – for example, there is about $12b of company tax 
losses in the system at the moment.  Inland Revenue does not recommend that these 
examples be included in the discussion document.   

 


