
  

The Treasury 

Tax, Housing and RBNZ Information Release 

April 2021 

This document has been proactively released by the Treasury on the Treasury website at: 

https://treasury.govt.nz/publications/information-release/tax-and-housing 
 
Information Withheld 

Some parts of this information release would not be appropriate to release and, if requested, would be 
withheld under the Official Information Act 1982 (the Act). 

Where this is the case, the relevant sections of the Act that would apply have been identified.   

Where information has been withheld, no public interest has been identified that would outweigh the reasons 
for withholding it. 

Key to sections of the Act under which information has been withheld: 

[25] 9(2)(b)(ii) - to protect the commercial position of the person who supplied the information or who is 
the subject of the information 

[33] 9(2)(f)(iv) - to maintain the current constitutional conventions protecting the confidentiality of advice 
tendered by ministers and officials 

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

[35] 9(2)(g)(ii) - to maintain the effective conduct of public affairs through protecting ministers, members of 
government organisations, officers and employees from improper pressure or harassment 

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

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

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

[40]     Not in scope 

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

Where information has been withheld, a numbered reference to the applicable section of the Act has been 
made, as listed above. For example, a [42] appearing where information has been withheld in a release 
document refers to section 18(d). 
 
Copyright and Licensing 

Cabinet material and advice to Ministers from the Treasury and other public service departments are © Crown 
copyright but are licensed for re-use under Creative Commons Attribution 4.0 International (CC BY 4.0) 
[https://creativecommons.org/licenses/by/4.0/]. 

For material created by other parties, copyright is held by them and they must be consulted on the licensing 
terms that they apply to their material. 
 
Accessibility 

The Treasury can provide an alternate HTML version of this material if requested. Please cite this document’s 
title or PDF file name when you email a request to information@treasury.govt.nz. 



 
 
 

POLICY AND STRATEGY  

Treasury:4401340v9 

Joint Report: Tax measures to moderate house price growth 

Date: 12 January 2021 Report No: T2020/3844 

IR2021/009 

File Number: SH-13-5 

Action Sought 

 Action Sought Deadline 

Minister of Finance  
(Hon Grant Robertson) 

Agree to your preferred recommendations of this report 

Refer this report to the Minister of Housing 

20 January 2021 

Minister of Revenue  
(Hon David Parker) 

Agree to your preferred recommendations of this report 20 January 2021 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact 

Felicity Barker Team Leader, Tax Strategy  

Matt Benge Principal Policy Advisor, Policy 
and Strategy, Inland Revenue 

 

Actions for the Minister’s Office Staff (if required) 

Return the signed report to Treasury. 

 
Note any 
feedback on 
the quality of 
the report 

 

 
Enclosure: No 
 

[39] [35]



 

T2020/3844, IR2021/009 Tax measures to moderate house price growth Page 2 
 

 

  

Joint Report: Tax measures to moderate house price growth 

Executive Summary 

Context 

1. This report responds to your request for further advice on two demand-side tax options 
that increase the tax paid by residential property investors: 

a. extending the length of the bright-line test from its current 5-year period; and 

b. limiting the ability for property investors to claim tax deductions for interest 
expenses. 

2. As advised previously (T2020/3529 refers) there are a number of supply-side 
measures that should also be progressed, in order to improve housing affordability in 
the long run. 

3. We understand that you intend to make decisions on a package of options in mid-
January for potential announcement later in January.  

4. This time frame for assessing tax options is very compressed, particularly for the 
interest deductibility proposal. Officials have not had time to fully consider the policy 
and implementation risks of this proposal. We understand that you will also be 
receiving advice on other housing measures and so we will not be able to consider how 
the tax proposals will interact with these other proposals on this timeframe. As a result, 
announcing the interest deductibility measure on this timeframe poses risks of 
unintended consequences. 

5. You have indicated that your housing market objectives are to support greater housing 
affordability and sustained moderation in house prices, support first home buyers and 
promote continued home ownership, discourage speculative property investment, and 
support stability in the rental market. The measures described below will have 
conflicting effects on these objectives (in particular they will place upward pressure on 
rents), and so will require you to make trade-offs between your housing market 
objectives when deciding whether to progress either of these measures. 

6. Given the timeframe for preparing this report, we do not focus extensively on 
alternative tax measures. The Treasury has previously advised on alternative options 
that could achieve your housing market objectives at a lower economic cost 
(T2020/3529 refers). Annex One contains additional advice from Inland Revenue on 
two of these measures (a deemed rate of return method for houses other than a 
principal residence and 

 Officials consider there is merit to considering 
these measures further.  

Extending the length of the bright-line test from its current 5-year period 

7. Extending the bright-line test will help meet some of your housing market objectives. It 
will put downward pressure on house prices, benefitting first home buyers, and will 
increase the tax paid by many residential property investors. However, extending the 
bright-line test will put upward pressure on rents.   

8. In the long run, increasing the tax cost of investment property would put downward 
pressure on property prices, but the price impact will be moderated in the long run as 
there will be a reduced incentive to build new houses. Progressing the additional 
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supply-side measures referred to in T2020/35291 will improve affordability through 
increasing the long run supply of houses.  

9. Another risk with extending the bright-line test is that it will result in a large ‘lock-in’ 
effect for properties held for a long period. This is the incentive for residential property 
investors to hold property for longer to avoid the tax liability. This can reduce efficiency, 
and potentially the utilisation of the housing stock, as it may discourage people selling 
property to others who may put it to more productive use, such as housing 
intensification or a higher utilisation rate. 

10. The Treasury supports extending the bright-line test, while Inland Revenue does not. 
This reflects different on-balance judgements on the relative costs and benefits of the 
measure. This is partly because of different judgements on the likely size and housing 
market impacts of lock-in, as well as broader efficiency and fairness concerns. 

Treasury view 

11. The Treasury considers that given Ministers’ objectives and constraints (i.e. as a 
comprehensive capital gains tax is ruled out), the measure could be helpful in 
achieving some of Ministers’ housing market objectives, particularly putting downward 
pressure on prices, and providing equity and efficiency benefits in taxing more 
economic income.  

12. The Treasury considers that the additional costs of lock-in from an extension to the test 
are unclear. While under an extended test lock-in effects may be very substantial for 
houses held for long periods, due to the larger capital gain accruing over this period, 
there are some countervailing effects. In particular, moving the bright-line period from 5 
years to, say, 20 years will reduce the lock-in effect for some houses currently subject 
to the 5-year test, compared to the status quo. This is because these houses would 
need to be held for much longer to avoid the tax liability, which is something that some 
property investors will be unable or unwilling to do.  

13. It is not possible to quantify the magnitude of these countervailing effects. However, 
current data suggests that around 40% of housing turnover is for houses held for 5 
years or less and around 90% of housing turnover is for houses held for 20 years or 
less2. This implies that there is a substantial number of property owners who will be 
unwilling to ‘wait out’ a lengthy bright-line test and may choose to sell earlier in spite of 
the tax liability. This will reduce the total size of lock-in effects. As a result, on balance, 
the Treasury’s preference is a significant extension to 20 years.   

14. Furthermore, the Treasury does not consider that lock-in effects for investment 
properties and second homes are likely to have significant effects on housing supply or 
utilisation (and therefore prices). This is because in most cases if the property is sold it 
will be put to the same use as if it is not sold, and in many cases holiday homes are not 
in locations which make them substitutable for primary residences. 

15. Given the complexity and dysfunction in the housing market, the impact of demand-
side tax measures on the long run supply of new houses is complex and 
uncertain.  Treasury’s assessment is that the impacts on long run supply from this 
measure may be small as the supply of new houses is currently limited by regulatory, 
infrastructure and sector capacity constraints, and there is excess demand for new 
houses.  

16. 

 
1    The Ministry of Housing and Urban Development will be reporting to the Minister of Housing on a package of supply side 

measure on 21 January. 
2  Although the distribution of sales is likely to change if the extended test is implemented. 
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 There is the potential for an extension to the bright line test to reduce investor 
demand for new supply. This may in turn have an impact on the volume of additional 
rental supply being provided, which could have an influence over time on rent prices. 
Our view is that the impact in moderating house price growth from reducing speculative 
investor demand would likely outweigh any negative impacts of extending the bright 
line test on additional supply. 

17. The Ministry of Housing and Urban Development recommends an exemption for new 
supply to mitigate any potential impact.  This would be complex, and in the time 
available, it would not be implementation ready. Therefore we do not recommend you 
include this in any announcement in late January, officials could however provide 
advice on the feasibility of an exemption for new supply after the initial announcement. 

Inland Revenue view 

18. Inland Revenue doubts whether extending the bright-line will be an effective or efficient 
way of increasing overall housing affordability. While it will put downward pressure on 
the price of houses for first-home buyers, it will put upward pressure on rents. In the 
longer term it will tend to reduce the supply of new builds. New Zealand needs a 
greater supply of housing if housing affordability is to be improved for both first home 
buyers and those who are renting property. Inland Revenue considers that a better way 
of improving housing affordability would be either or both of the supply-side measures 
considered in Annex 1. These would tend to boost the supply of housing and improve 
housing affordability for both first home buyers and renters.  

19. Inland Revenue believes that the costs of extending the bright-line to 20 years are 
likely to exceed any benefits. While the measure has the attraction of taxing income 
more comprehensively, Inland Revenue considers the extension is likely, on balance, 
to be unattractive on both fairness and efficiency grounds. It will no longer be plausible 
to say that the justification for the bright-line is to be a proxy for assessing whether 
property was bought with the intention of being sold for a profit. Instead it would be 
clear that the tax is one on certain types of property gains only and it is one that can be 
eliminated by holding property for more than 20 years. Many of those with second 
homes or rental property who sell within the bright-line period are likely to be taxed on 
much of their gain at 39% even if their normal levels of income are much lower than 
$180,000. This is because gains that have accrued over many years may be taxed in a 
single year. This seems unfair when many other types of gains including gains on listed 
shares, on agricultural land, on commercial or industrial property or on the sales of 
businesses are not being taxed. In particular, capital gains derived by high wealth 
individuals will mainly be for sales of businesses or of other assets which will not be 
subject to the bright-line test.   

20. The bright-line extension is likely to impose some significant compliance costs on 
relatively unsophisticated taxpayers which is hard to justify when the ultimate gains will 
often be untaxed (so long as property is held beyond the 20-year bright-line).  

21. Inland Revenue accepts that the measure is likely to reduce lock-in for assets which 
have been owned for a bit less than 5 years. However, lock-in effects become much 
more potent if capital gains are a large fraction of the value of an asset. An extension of 
the bright-line to 20 years will often increase tax burdens significantly if taxpayers sell 
an asset within the bright-line period. As a result taxpayers will often be locked into 
assets for extensive periods. This is likely to cause important inefficiencies and again 
these inefficiencies are hard to justify when ultimately gains may often end up untaxed. 
At times, lock-in is likely to be reducing the supply of housing for first-home buyers.   

22. Inland Revenue recognises that housing affordability is an urgent and critical issue for 
the Government to address. It believes, however, that extending the bright-line to 20 
years is not, on-balance, likely to be an effective way of addressing this issue. 
Measures aimed at boosting housing supply such as those in Annex 1 seem to us a 
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preferred way forward but these require further development. We appreciate that if an 
extension to bright-line is not approved, there will be no specific tax measure for the 
Government to announce later in January. Any announcement would be limited to 
discussing the large stream of work that is taking place as well as foreshadowing when 
specific policy decisions are likely to be announced. 

Application date 

23. Officials recommend that if the bright-line test is extended, the extended test apply only 
to the subsequent sale of property acquired on or after the application date (in line with 
the approach taken for the original bright-line test and the extension to five years). 
Applying an extension to all property sold on or after the application date could be seen 
as unfair as it would retrospectively impact purchases made a long time ago. 

24. Officials recommend that the application date for the extended bright-line test be the 
day of the announcement. A gap between the announcement date and application date 
of an extended bright-line test will incentivise property investors to rush into the market 
in that period to avoid being subject to the extended bright-line period. This surge in 
demand would create upward pressure on property prices. 

Limiting the ability of property investors to claim tax deductions for interest expenses 

25. Limiting interest deductibility could also potentially help meet some of your housing 
market objectives. It will put downward pressure on house prices and increase the tax 
paid by property investors. However it will put upward pressure on rent. It would also 
tend to reduce new house building and housing supply in the long run. 

26. Limiting interest deductibility is a more significant tax reform and will likely have 
stronger housing and wider economic effects. This includes potentially more significant 
impacts on rents. In 2019, residential property investors claimed approximately $3.5 
billion in deductions for mortgage interest expenses3. However, we estimate that this is 
likely to reduce to approximately $2.3 billion due to lower interest rates.  

27. Limiting interest deductibility comes with a range of risks and issues to consider. This 
includes the impacts on rents, its potential complexity and high compliance costs, the 
bias it creates favouring equity investment over debt investment, and potential 
concerns about the fairness of the measure. There are also complex design issues, 
such as the incentives for those who wish to mortgage their rental property to start a 
business.  

28. It is important to provide sufficient time for detailed design, consultation, and 
consideration of the full economic impacts. This policy is novel, complex and we are 
not aware of any international precedent.  Officials will require time to work through 
these issues, and without this, there is greater risk of unforeseen issues that could 
undermine the policy or create unintended consequences.  

29. Inland Revenue and the Treasury do not recommend making decisions on this 
proposal in January. Both agencies consider the policy should not be announced until 
the policy and implementation issues have been worked through.  

30. Instead, Inland Revenue and the Treasury recommend you direct them to undertake 
additional work to determine whether the housing market benefits outweigh the 
potential costs and risks.  

 

 

 
3  This is the amount of deductions claimed rather than the reduction in tax paid. 
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Financial implications 

31. Both options will raise revenue, however we have not prepared an estimate of this 
revenue in the time available. 

Next steps 

32. If you wish to proceed with an extended bright-line test applying to property acquired 
after the announcement date in January 2021, then we recommend passing legislation 
to enact it quickly. This could be achieved by including it in a Supplementary Order 
Paper to the Taxation (Annual Rates 2020-21, Feasibility Expenditure, and Remedial 
Matters) Bill. This bill is scheduled to be passed by the end of March 2021. 

33. If you wish to proceed with consideration of limiting interest deductibility, we 
recommend you receive further advice before making a decision or announcing the 
measure. Officials can provide this advice in late February. If you do wish to proceed 
with this measure, we consider it could apply at the earliest from 1 April 2022, with the 
Government consulting on the measure over 2021. 
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Recommended Action 

We recommend that you: 

a Note that the timeframes for this report are very compressed, and officials have not 
had time to fully consider the impacts of limiting interest deductions for residential 
property investors. 

Bright-line test extension 
Either 

b Agree to extend the bright-line test (Treasury recommendation). 

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 

or 

c Agree not to extend the bright-line test (Inland Revenue recommendation). 

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 

If you agree to progress the bright-line test extension then 

d Indicate how long you wish to extend the bright-line test (insert number below) 
(Treasury recommends extending the bright-line test for a substantial period, with a 
preference for 20 years). 

________ years ________ years 
Minister of Finance Minister of Revenue 

e Agree to have the extended bright-line test apply from the date of announcement. 

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 

f Agree to not introduce further exemptions from the bright-line test. 

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 

g Direct officials to provide you with advice on other design issues with the bright-line 
test to improve its application.  (This could include considering the application of the 
bright-line test to new builds) 

Request advice/Do not request. Request advice/Do not request. 
Minister of Finance Minister of Revenue 

Interest deductibility 
h Agree to defer decisions on interest deductibility to allow more time to analyse the 

proposal.   

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 
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i Direct officials to provide further advice on the impact of denying mortgage interest 
deductibility for property investors. 

Agree/disagree.  Agree/disagree. 
Minister of Finance Minister of Revenue 

Other measures 
j 

Request advice/Do not request. Request advice/Do not request. 
Minister of Finance Minister of Revenue 

k Refer a copy of this report to the Minister of Housing. 

 

 

Felicity Barker 
Team Leader, Tax Strategy 
 

Matt Benge 
Principal Policy Advisor, Policy and Strategy  
 
 
 
 
 
Hon Grant Robertson 
Minister of Finance 
 
 
 
 
 
Hon David Parker 
Minister of Revenue 
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Purpose of report 

1. The Treasury has previously reported to you on measures to moderate house price 
growth and improve housing affordability for owner-occupiers (T2020/3529 refers). You 
have requested further advice on two of the tax measures identified in this report: 

a. extending the bright-line test; and 

b. restricting mortgage interest deductions for property investors. 

2. Both of these measures impact the demand for housing, rather than directly seeking to 
increase housing supply.  As advised previously (T2020/3529 refers), a reform 
package aimed at reducing house price growth and improving affordability should also 
include measures to support the supply of housing. 

3. Given the timeframe for preparing this report, we have not focused extensively on 
alternative tax measures for moderating house price growth or improving housing 
affordability. Alternative measures include introducing a deemed rate of return on the 
owners of property (excluding the main home) or 

4. Officials consider that these alternative measures could achieve your housing market 
objectives at lower economic costs and can provide further advice on these measures 
at your request. Inland Revenue has provided analysis on the deemed rate of return 

 options in Annex one. 

5. The timeframe for preparing this advice has been very compressed, particularly for the 
interest deductibility proposal. Officials have not had time to fully consider the policy 
and implementation risks of this proposal. There are important economic effects which 
are discussed in paragraphs 71-78 below. As a result, announcing the interest 
deductibility measure on this timeframe risks unintended consequences as officials 
cannot provide you with certainty around the impact or risks associated with this 
proposal.  

Advice on non-tax measures 

6. You are also receiving separate advice from the Treasury and the Ministry of Housing 
and Urban Development on non-tax measures to reform the housing system, including 
measures that can help to improve the supply of residential property. We have not 
been able to incorporate the impact of these other potential measures into our advice. 
There are risks in progressing with either of these tax measures without understanding 
the full context of what other non-tax measures will be progressed.  

Housing market goals 

7. You have indicated that your objectives for these policies are to: 

• support greater housing affordability and sustained moderation in house prices; 
• support first home buyers and promote continued home ownership; 
• discourage speculative property investment; and 
• support stability in the rental market.  

8. In advising on these various measures, we have taken into account both the standard 
tax policy criteria and your housing market objectives.  

[33]
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Extending the bright-line test 

Current tax rules already tax gains made by some property investors  

9. The existing tax rules tax the sales of land by land developers, dealers and builders. 
The “intention test” also applies more broadly and taxes the sales of land by any 
taxpayer that acquires property with the intention of disposal (with certain exceptions). 

10. The bright-line test was introduced in 2015 with the aim of buttressing the intention test. 
It currently taxes the gain from sales of residential property that were acquired within 5 
years of disposal. The bright-line test does not apply to sales of the main residence 
(owner-occupiers). The only other exceptions are for inherited property and rollover 
relief for certain transfers of relationship property. The policy intent was that the bright-
line period could act as a proxy for determining intent – that is, if someone purchases a 
property and disposes of it within a short period, it was likely that their intent when 
purchasing the property was to dispose of it. Further information on the design of the 
bright-line test is in Annex 3.  

11. There are concerns about compliance with the existing bright-line test. Inland Revenue 
uses an analysis of LINZ tax statement data compared to tax return information to 
approximate levels of compliance with the bright-line test. Compliance levels are 
constantly changing as annual interventions are carried out including marketing, 
education, returns policing, direct mail outs, community compliance visits and 
audits.  From March 2021 all customers who have sold a residential property within the 
bright-line period will receive a letter advising them of their potential obligation and 
providing resources for them to assess their situation. 

12. Inland Revenue has found that there appeared to have been approximately 25% non-
compliance with the bright-line test for the 1,700 persons Inland Revenue identified as 
subject to the bright-line test in 2019. The work currently underway on the 2019 bright-
line transactions is part of an annual strategy by Inland Revenue to raise awareness of 
the bright-line test and increase compliance by utilising analytical tools to conduct 
marketing, education, direct contacts and, where appropriate, enforcement activity. 

13. Inland Revenue is undertaking a compliance campaign to address this non-
compliance. This has led to greater public awareness that this is a priority area for 
Inland Revenue. It includes work on an additional 3,800 persons who sold property in 
2019 that were potentially subject to the bright-line test. Inland Revenue is undertaking 
further work to assess whether an exemption applied to their sale of property. 

Extending the bright-line test will help address some of your housing market 
objectives but will give rise to trade-offs with others  

14. The Treasury previously provided advice on the impacts and risks of extending the 
bright-line test (T2020/3529 refers). In summary, extending the bright-line test would 
help address some of your housing market objectives (but will cause trade-offs with 
others). It will reduce investor demand for property, as some investors who think they 
may want to sell their properties within the extended period will expect to be captured 
by the extended bright-line period and therefore pay higher taxes.  

15. An extension of the test will increase housing affordability for first home buyers by 
putting some downward pressure on house prices.  It is likely to increase the proportion 
of owner-occupiers relative to investors.  However, it will also put upward pressure on 
rents, reducing housing affordability for those who remain renting.   

16. In the long run, increasing the tax cost of investment property would put downward 
pressure on property prices, but this will be moderated as this will reduce incentives to 
build new houses. This suggests that an extension of the bright-line test should be 
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accompanied by other measures to increase the supply of housing, which will support a 
sustained reduction in the price of housing.    

17. We considered whether it would be possible to mitigate the impact on long term supply 
by providing an exemption from the extended bright-line test for new builds or build-to-
rent projects.  However, given the complexity4 of such an exemption and the risk of 
unintended consequences, in the time available we do not recommend pursuing this.  

18. Implementing the additional supply-side measures as outlined in T2020/3529 (and see 
future HUD advice) is likely to be a more effective in mitigating the impact on the long 
run supply, without the downsides of an exemption from the bright-line test.   

19. A key benefit of extending the bright-line test is that it would tax more economic 
income. This can have efficiency and fairness benefits as it will reduce the favourable 
treatment of residential property investment compared with more fully taxed 
investments.  At the same time there are also potential broader fairness and efficiency 
costs including those associated with lock-in, discussed next.   

The impact on lock-in is a key consideration in extending the bright-line test and 
determining the length of the test 

20. There is no ideal period for the bright-line test. Any bright-line test encourages 
investors to hold on to their properties beyond the bright-line period in order to not pay 
tax (“lock-in”).  

21. Lock-in may discourage property owners from selling property even when it could be 
put to a more productive use, such as sales to developers to undertake intensification 
or sales of second homes that could become primary residences. It may also impact 
the allocation of investment as individuals may retain rental properties even when they 
wished to change investments, such as starting a new business. These impacts have 
efficiency costs as the tax rules impede housing from being put to more valuable uses.  
Example 1 below illustrates how this lock-in effect can change behaviour.  

Example 1 
 
Consider a person who: 

• has $80,000 of salary and wages; 
• purchased a second home for $600,000 in 2020; and 
• in 2024, the house has risen in value to $900,000.  

 
If the person sells their second home in 2024 it will be subject to the current 5-year bright-line 
test and they would have a tax liability of $111,000 ($100,000 of the gain would be taxed at 
33% and $200,000 of the gain at 39%, ignoring other deductions that the person might be 
entitled to).  
 
This may deter the owner from selling the property until the bright-line period expires. If the 
property was otherwise going to be sold to an owner-occupier, landlord or developer this 
could have wider housing market impacts.  For example in some situations it could restrict 
housing utilisation. 

22. Lock-in, and a discouragement to sell, already arises with the current 5-year bright-line 
test. Treasury and Inland Revenue take different views on the likely impacts of lock-in, 
which is one reason the agencies take differing views on the merits of extending the 
bright-line test and the ideal period for the test. 

 
4  For example, it would be very complex if it applied to properties that are renovated or improved if gains need to be split 

between those attributable to buildings in place at the time when the bright-line extension is introduced and those which 
are attributable to subsequent investment.  
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23. In considering an extension, and the potential impacts of lock-in, it is useful to consider 
holding periods prior to the 5-year extension. Table 1 below shows the holding period 
for residential property sold in 2017. However, this data should be seen as indicative 
only as it includes both owner-occupied and rental properties and excludes some 
sales. The median holding period for residential property is approximately 7-8 years.  
Around 40% of properties sold were held for 5 years or less and around 90% of 
properties sold were held for 20 years or less. 

Table 1. Holding period for residential property sold in 2017 

Holding 
period 

2 years or 
less 

5 years or 
less 

10 years 
or less 

15 years 
or less 

20 years 
or less 

Percentage of 
property sold 

18% 42% 64% 83% 91% 

Source: Corelogic data prepared for the Tax Working Group 

Note: This data includes residential property sold by owner-occupiers as well as investors. The data 
excludes property which Corelogic could not determine a holding period for (which may be a result of it being 
held for a very long period of time which could mean the results understate the average holding period). This 
data is for properties classified as either residential or lifestyle.    

Treasury view 
 
24. The Treasury considers that there can be competing effects on lock-in from extending 

the bright-line test, provided the extension is for a sufficiently long period.  

25. While in principle, a bright-line test of any length will have lock-in effects that will result 
in some economic distortions, there will be a point at which the timeframe is so long 
(e.g. a period of 999 years) that it will be effectively, indefinite. At this point the lock-in 
effects will be lower than a shorter bright-line period.  

26. Therefore, while a longer test will result in a larger lock-in effect for properties held for a 
long time, due to the higher capital gain, a longer test may encourage more investors 
who have held property for less than 5 years to sell, when they would have otherwise 
waited out the 5 year period. This is because they would have to wait a very long time 
in order to not pay the tax under a longer test.   

27. The bright-line period would need to be relatively long (e.g. 20 years) so as to provide 
sufficient discouragement to ‘waiting out the period’ for individuals whose preference is 
to sell in a short period of time.   

28. While it is not possible to quantify this countervailing effect, as indicated in the table 
above, 2017 data suggested that around 40% of house sales were of houses with a 
hold period of less than 5 years and around 90% of property sales were for houses 
held for 20 years or less (this proportion is likely to change if the test is extended). This 
suggests that there is a substantial number of property owners who will be unwilling to 
‘wait out’ a lengthy bright-line test and will choose to sell earlier instead. This will 
reduce the total size of lock-in effects 

29. For these reasons the Treasury recommends an extension to 15 or 20 years, with a 
preference for 20 years. 

30. The Treasury also considers that lock-in will not create significant economic costs, 
through low utilisation of the existing housing stock, in all cases. In particular, in many 
cases property would continue to be put to the same or similar use by a different owner 
meaning that a delay in sale will not result in a less productive use of the asset.  For 
example, where a rental property is sold it is likely to be sold for continued use as 
accommodation for renters or owner-occupiers.  
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31. Furthermore while lock-in may be particularly acute for second homes, such as baches, 
not all of such houses can be converted to primary residences due to their location, 
and hence a delay in selling these houses may not have much impact on the supply of 
primary residences in economic centres. However, in some cases lock-in may prevent 
sales to developers who may have intensified the use of the land when existing 
investors would not. In addition, holiday homes are likely to form only a relatively small 
part of the overall housing stock.  

Inland Revenue view 

32. Inland Revenue accepts that an extension of the bright-line to 20 years will reduce 
lock-in for assets which have currently been held for close to 5 years and which have 
experienced significant capital gains. Inland Revenue is concerned that lock-in effects 
become much more potent if capital gains are a large fraction of the value of an asset. 
Inland Revenue considers that an extension of the bright-line test to 20 years will make 
it much more common for assets to have generated substantial capital gains and be 
subject to high levels of tax when they are sold.   

33. For example, consider a taxpayer facing a 39% tax rate on capital gains who acquires 
a $600,000 house. Under reasonably conservative assumptions (1.35% per annum 
growth in real property values and 2% inflation), a bright-line tax would lead to tax of 
more than 10% of the sales price after 10 years and more than $100,000 after 11 
years5. This is a large amount of money.   

34. Inland Revenue thinks that this could lead to very few sales for quite lengthy periods 
prior to the end of the bright-line period. This is because the tax can be sidestepped 
completely by holding the property for 20 years and one day. As a result, Inland 
Revenue considers that it is likely that the tax will have a much stronger lock-in effect 
than the current 5-year test.   

35. Unfortunately, as has been noted above, we do not have good data to help with making 
judgements in this area. The figures on house sales in Table 1 are of limited help 
because, as noted, they will be biased by excluding houses that are held for longer 
periods. They also include principal residences (which would not be subject to the 
extended bright-line) as well as other residential property which would. Nevertheless, 
the data provide evidence of significant sales in early years. This suggests that some 
house owners have turned over property very quickly.  Of course, this was the rationale 
for a bright-line test in the first place, to tax gains when there is almost certainly an 
intention to sell the property for a gain. Inland Revenue does not consider that it 
provides strong grounds for extending the bright-line further to 20 years. 

36. Inland Revenue is concerned that lock-in may have important efficiency costs at times.  
Take, for example, a couple who has moved to a retirement village and who are 
discouraged from selling a family bach or a rental property until they are too old to do 
so easily. This could be costly to the couple in a way which is particularly hard to justify 
if, at the end of the day, property is held beyond the bright-line and no tax ends up 
being collected. 

37. A particular concern is that this may make it relatively unattractive for taxpayers to sell 
little-used second homes for lengthy periods of time. This can detract from housing 
supply. While not all holiday homes will be in areas sufficiently close to major working 
centres for them to be acquired by owner-occupiers or by landlords for rental housing, 
many will be.   

 

 
5  1.35% is the average growth in real rents over the last 13.5 years and 2% is the midpoint of the Reserve Bank’s target 

range for inflation. This example makes no allowance for holding costs which would reduce the size of the gain.  
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The Treasury and Inland Revenue have differing views on the merits of extending the 
bright-line test and what the ideal length is 

 
38. The Treasury supports extending the bright-line test (provided the extension is 

significant) and Inland Revenue does not. Both agencies however consider that a 
general capital gains tax on residential property (with no time limit) would be preferable 
to an extension of the bright-line test.  

Treasury view 

39. The Treasury considers that given Ministers’ objectives and constraints, a significant 
extension to the test could be helpful in moderating price pressures and improving 
affordability for first home buyers. However, we acknowledge that the measure may put 
upward pressure on rents.  Taxing more capital gains can also have efficiency and 
fairness benefits by ensuring that more economic income is taxed. While income from 
salary and wages is fully taxed, the fact that the full economic income from investment 
property is not gives rise to equity concerns.  

40. While lock-in will be increased for houses held for long duration, the Treasury 
considers that lock-in impacts can be mitigated somewhat for houses held for short 
duration by making the test sufficiently long.  Furthermore the Treasury does not 
consider that lock-in will have large impacts on the long run supply or utilisation of 
housing. 

41. Given the complexity and dysfunction in the housing market, the impact of demand-
side tax measures on the long run supply of new houses is complex and 
uncertain.  Treasury’s assessment is that the impacts on long run supply from this 
measure may be small as the supply of new houses is currently limited by regulatory, 
infrastructure and sector capacity constraints, and there is excess demand for new 
houses.  

42. 

 There is the potential for an extension to the bright line test to reduce investor 
demand for new supply. This may in turn have an impact on the volume of additional 
rental supply being provided, which could have an influence over time on rent prices. 
Our view is that the impact in moderating house price growth from reducing speculative 
investor demand would likely outweigh any negative impacts of extending the bright 
line test on additional supply. 

Inland Revenue view 

43. Inland Revenue expects that in the longer run extending the bright-line test is likely to 
create more problems than it solves. We know that this sort of demand-side measure is 
not a silver bullet for solving affordability concerns. In 2015 a 2-year bright-line test was 
introduced. In 2018 this was extended to 5 years. In 2019 loss ring-fencing was 
introduced. None of these measures have kept the lid on property prices.  

44. Inland Revenue is concerned that a further extension to the bright-line test is unlikely to 
be an efficient or effective way of solving affordability concerns. While it puts downward 
pressure on housing prices which will tend to increase affordability for first home 
buyers, it puts upward pressure on rents.  In the longer run, it will tend to reduce the 
supply of new builds. New builds are important for increasing housing supply in the 
longer run.   

45. Instead of extending the bright-line period, Inland Revenue would recommend 
considering the tax changes discussed in Annex One which are likely to be promoting 
housing supply. In the longer run Inland Revenue considers that these are likely to be 

[33]
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more effective in addressing concerns around housing affordability and will help with 
improving the affordability of both rental housing and housing acquired by first home 
buyers or other owner occupiers upgrading their housing. (The Treasury also supports 
further consideration of these measures). 

46. At the same time, extending the bright-line comes with a number of fairness and 
efficiency costs.   

47. One important issue to consider is the way that a 20-year bright-line would be changing 
the rationale for a bright-line test. Originally, a 2-year bright-line was introduced as a 
simple proxy for taxing gains when there had been an intention at acquisition to sell a 
property for a profit (such gains are taxable). This justification became more tenuous 
when the bright-line was extended to 5 years but was nonetheless potentially arguable. 
With a 20-year test, this justification is no longer plausible. Instead the tax seems to be 
aimed at generally gathering tax revenue from sales of one type of asset but in a 
relatively ineffective way because the tax will not apply if the asset is held for more than 
20 years. 

48. Inland Revenue doubts whether there are good grounds to believe this would improve 
either fairness or efficiency. It will impact on those who are forced by one reason or 
another to sell before 20 years but not on those who are able to hold their property for 
longer periods. It is applying at potentially quite a high rate to a narrow type of gain, 
viz., gains on residential property other than principal residences. It does not apply to 
many other gains including those on listed shares, agricultural land, commercial or 
industrial property or to the sale of businesses. Because it applies to gains on only a 
relatively narrow category of property, potential efficiency gains are questionable. 
Where gains on a property are substantial, much of the gain is likely to be taxed at a 
rate of 39% even if taxpayers are normally on incomes very much lower than $180,000. 
This is because gains that have accrued over many years are all taxed in a single year. 
Capital gains can be an important component of income for high-wealth individuals but 
this will normally be for sales of businesses or for assets other than residential 
property. These gains will not be taxed.   

49. The bright-line extension is likely to increase compliance costs for many reasonably 
unsophisticated taxpayers.  While this might be justifiable if gains were ultimately 
taxable, it becomes much harder to justify when gains will often end up not being 
taxed.  For example, taxpayers including those with second homes will often make 
some capital improvements to a property over a 20-year period.  It can be complicated 
to distinguish capital improvements from repairs and maintenance.  The rules are likely 
to provide strong incentives for taxpayers to be attempting to make this distinction and 
keep records for 20 years because money spent on capital improvements can be 
deducted from any gain on sale whereas money spent on repairs and maintenance 
cannot not be.  Requiring taxpayers to keep records of expenses in making 
improvements to a property and keep these for 20 years which will result in a wasted 
effort if the property is ultimately held for more than 20 years. 

50. Inland Revenue agrees there are some potential attractions in broadening the types of 
income that come within the tax net but doubts whether this is an efficient way of doing 
so. The tax would have some similarities to Australian stamp duties which are levied 
when properties are sold. These are widely regarded including by the Australian 
Treasury as some of the most inefficient taxes in Australia.6 There are some reasons 
why the tax might be less problematic than stamp duties. It would not apply to sales of 
a principal residence. At the same time, it would create higher lock in because of the 
way that the tax will not apply if property is held for more than 20 years. Also, it is likely 
to often be at a substantially higher rate than Australian stamp duties. Consider, 

 
6  See, for example, the discussion in Cao et al (2015), ‘Understanding the economy-wide efficiency and incidence of 

major Australia taxes’, Treasury Working Paper, 2015-01, https://treasury.gov.au/sites/default/files/2019-03/TWP2015-
01.pdf.  
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example 1 on page 11 of a house bought for $600,000 and sold for $900,000 on which 
$111,000 of tax was due if the house is sold before the bright-line period expires.  In 
Victoria, stamp duty on a house sold for $900,000 would be roughly $49,000.  
Efficiency costs of taxes will tend to increase with higher tax rates. 

The fiscal impact of extending the bright-line test is unclear, but is unlikely to have a 
material impact in the forecast period 

51. We have not prepared an estimate of the revenue in the time available. However, if you 
agree to the proposed transition rule (discussed below) then it will likely generate little 
revenue until 2026-27 (outside the current forecast period). This is because any sales 
during 2021-2026 will be taxable under the existing 5 year bright-line test7. 

You have two further design choices if you wish to extend the bright-line period  

52. The design choices are: 

a. when the bright-line extension should apply from and whether it applies only to 
houses acquired after the application date; and 

b. whether to maintain the remaining design features of the bright-line test (or create 
additional exceptions). 

Application date of extension 

53. Officials recommend you adopt the same application date approach used when the 
bright-line test was originally introduced in 2015, and then extended in 2018. This is 
that the test applies to the subsequent sale of properties acquired on or after the 
application date. Not using this approach would be akin to applying a capital gains tax 
to property sold after announcement date regardless of how much of the market value 
increase had occurred before that application date.  

54. If you decide to use this same approach, you will need to make a decision on when the 
bright-line extension should apply from. There are two primary options for application 
date: 

a. from the date of announcement (expected to be 20 January 2021); or 

b. from a specific date sometime after announcement (e.g. 20 February 2021 or 1 
April 2021) 

55. If there is a gap between the announcement date and application date, there will likely 
be a surge in demand from property investors in that period as they will seek to enter 
the market before the extension applies. Applying the bright-line extension from the 
date of announcement reduces this risk, but it will be retrospective for property 
acquired before the date of enactment (our proposed timeframe would have enactment 
scheduled in March 2021). 

56. Officials recommend applying the bright-line test from the date of announcement. This 
approach minimises the risk of a potential surge in demand and the risk of a temporary 
spike in property prices.   

Other exceptions to bright-line test 

57. There are currently very few exceptions to the bright-line test. These are limited to a 
person’s main home and inherited properties. There are also special rules governing 
transfers under relationship property agreements. Extending the bright-line test will 
likely create pressure for additional exceptions, for example, for various family 

 
7  A longer bright-line test may however increase the number of sales made within 5 years of acquisition which could 

increase revenue within the forecast period.  



 

T2020/3844, IR2021/009 Tax measures to moderate house price growth Page 17 
 

 

arrangements or where people are forced to sell due to circumstances outside of their 
control. To date, this pressure has been resisted partly because with shorter periods it 
is easier to plan family arrangements to not trigger the bright-line test.   

58. Inland Revenue does not recommend exploring additional exceptions from the bright-
line test.  Additional exceptions risk being a slippery slope creating calls for further 
exceptions. In addition, the greater the number of exceptions the less simple the bright-
line test is to apply and it effectively cease to be a ‘bright-line’. 

59. However, there are other existing issues with the bright-line test that may be 
exacerbated if it is extended. This includes the treatment of AirBnB properties, 
deductibility of holding costs (such as interest and rates), and options to improve 
compliance with the rules. We recommend you direct officials to provide you further 
advice on these issues. 

Comment from Ministry of Housing and Urban Development 

60. Improving affordability relies on increasing the overall supply of housing, reducing the 
cost of supplying new housing, and other spending measures to ensure housing is 
affordable to households. HUD will provide further advice to the Minister of Housing on 
measures to increase supply and improve affordability on 21 January. An extension to 
the bright-line test and other demand measures could form part of a broader package 
that is focused on supply, affordability and fairness of the housing system.   

61. We are concerned about the impact an extension to the bright line could have on 
demand for new builds, construction sector jobs, and decreased investor willingness to 
invest in Build to Rent. 

62. HUD considers that a new build exemption from an extension to the bright-line test is 
feasible using existing council records, even in the tight time constraints. 

Denying mortgage interest deductions 

Property investors can currently deduct the cost of mortgage interest expenses from 
their income, with some limitations … 

63. An interest deduction is not allowed for privately used property – such as a person’s 
own home. If the person is renting out a room in their own home, then only a portion of 
the interest is allowed as a deduction for tax purposes.  

64. If a taxpayer rents out a residential property, interest deductions are allowed, but 
currently ring-fenced, which means they can only be used to offset income from 
residential property, not the taxpayer’s other income such as salary and wages. Any 
leftover deductions can be carried forward and offset against income from residential 
property in a future year. 

… but this does not mean that investors are more advantaged than owner-occupiers 
by the tax system 

65. Residential property is tax-favoured relative to more fully taxed investments such as 
interest income. This is because capital gains are generally not taxed and owner-
occupiers are not taxed on their imputed rental income.  

66. Owner-occupiers generally have a larger tax benefit relative to residential property 
investors. This is because ring-fencing rental losses has generally removed the tax 
advantages that investors could obtain above the tax advantages received by owner-
occupiers.  
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67. This result arises as owner-occupiers face an effective income tax rate of 0% because 
they are not taxed on their capital gains or imputed rental income. Ring-fencing rental 
losses means that investors cannot use rental losses against other income and so their 
effective income tax rate on their property portfolio cannot fall below 0% and may be 
greater than 0%8.  

Denying mortgage interest deductions will help address some of your housing market 
objectives … 

68. The Treasury has previously provided advice on the impacts and risks of restricting 
interest deductions (T2020/3529 refers). In summary, it will put downward pressure on 
house prices and increase the tax paid by debt financed property investors. However, it 
will put upward pressure on rents through decreasing rental supply.  Furthermore, any 
impacts on prices will be mitigated in the long term because a lower price of housing 
reduces the incentive to build new houses. 

69. Another possible justification for denying mortgage interest deductions may be that 
capital gains from residential property investment are not taxed. As it is a general 
principle of income tax that expenses should only be deductible to the extent that they 
relate to deriving taxable income, it is arguable that some of the expenses incurred in 
earning untaxed capital gains should be denied. Addressing this issue via denying 
deductions does however create a tax bias between equity-financed and debt-financed 
investment. This issue is discussed later.  

70. Limiting interest deductions is a potentially more significant tax reform than extending 
the bright-line test and may have stronger housing market and wider economic effects, 
including more significant impacts on rents. In 2019 residential property investors 
claimed approximately $3.5 billion in deductions for mortgage interest expenses9. 
However, we estimate that this is likely to reduce to approximately $2.3 billion due to 
lower interest rates. 

… but there are significant downsides and risks that cannot be fully understood 
without thorough analysis 

71. There are four key policy issues and risks to consider. 

Debt-equity bias 

72. Denying interest deductibility will encourage equity-financed investment over debt-
finance investment in housing. This is because equity investors will be unaffected by 
the measure and can still access the tax preferences from housing. This creates 
inefficiencies through creating a bias in the form of financing, which will need to be 
weighed against any other potential benefits from the measure. 

Complexity 

73. Denying interest deductions is complex. Complying with the rules may come with high 
compliance costs for a large number of residential property owners. We estimate that 
approximately 210,000 taxpayers are likely to be affected by changes to interest 
deductibility.   

74. As an illustrative example of this complexity, denying interest deductions will likely 
require distinguishing between interest used to generate rental income versus interest 
used for business income. Both may be secured against residential property and 

 
8  Residential property investors can have an effective tax rate greater than 0% if their rental income exceeds their expenses 

or they are required to pay tax on any capital gains due the bright-line test or another provision taxing land sales. 
9  This is the amount of deductions claimed rather than the reduction in tax paid.  
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difficult to distinguish. This also creates integrity risks as complex rules can create 
opportunities for avoidance.   

Horizontal equity and fairness 

75. Restricting mortgage interest deductions may be considered fair by some as it partially 
addresses the under-taxation of residential property investors relative to other fully-
taxed investments. 

76. However, the measure comes with other horizontal equity concerns. Denying interest 
deductions may lead to high effective tax rates for debt-financed residential property 
investors who do not make significant capital gains. They may consider the measure 
unfair as they are denied interest deductions even when they do not have significant 
untaxed income.  

77. There may also be concerns that residential property is treated more harshly than other 
assets that make capital gains such as shares or businesses or that debt-financed 
investors are taxed more than equity-financed investors.  

Broader macro-economic risks 

78. If the proposal were applied to existing investment properties, then some investors may 
unexpectedly end up with negative cash flow. These investors may be forced to sell 
their property and potentially make losses. It will be important to consider any impacts 
this could have on your macroeconomic or financial stability objectives.  

It is important to ensure there is sufficient time for detailed design and consultation 

79. There are policy and implementation risks in progressing this proposal quickly. This 
policy is novel, complex and we are not aware of any international precedent. There 
are important economic effects which officials will require time to work through, and we 
have not been able to provide robust and full analysis of this proposal in the time 
available. This means there is a significant risk that there are unforeseen issues that 
could undermine the policy or create unintended consequences.  

Inland Revenue and the Treasury do not recommend announcing this policy in 
January 

80. We consider the policy should not be announced until the policy and implementation 
issues have been worked through. Announcing the policy may commit you to 
implement rules that you subsequently consider have costs greater than benefits or 
may create announcement effects that would be undesirable if you later decide not to 
proceed.   

81. Both agencies recommend further work to explore this option to determine whether the 
housing market benefits of the option outweigh the potential risks.  

There are some key design features that need to be considered 

82. If you decide to proceed with the proposal to limit mortgage interest deductions, there 
are a number of design decisions that will significantly affect the size and effect of the 
policy. Below are some key design issues we have identified within the time available 
that we would not be able to be address before 20 January. With further time we will 
likely identify other issues. 

• Whether to deny deductions in full or in part. 
• The transition rule and whether to apply the measure to all residential property 

investors or just investors who purchase property after the application date. 
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• Whether to allow interest deductions or a specific allowance for property that is 
taxable on sale (e.g. for property developers or when capital gains from a rental 
property are taxable on sale due to the bright-line test). 

• Whether to make this measure a permanent part of the tax system, or a 
temporary measure.  

• How to allocate interest when taxpayers own other assets. 
 
83. The issue of whether to allow interest deductions for property that is taxable on sale will 

become even more significant if you choose to progress both this measure and the 
extension to the bright-line test. This is because an extended bright-line test will 
capture a greater proportion of residential property sales.  

84. Annex 2 provides further information on the issue of how to allocate interest when 
taxpayers own other assets, as this issue is complex and has trade-offs against your 
objectives (business recovery and your housing market objectives). 

The exact fiscal impact of this measure is unclear, but indicative figures suggest it 
could have a large impact  

85. We have not prepared an estimate of the possible revenue this measure could raise in 
the time available. However, the revenue impact is potentially significant as investors 
claimed approximately $3.5 billion in deductions for mortgage interest expenses in 
201910. The revenue is also heavily dependent on design and we will not be able to 
provide final estimates until you have made final design decisions.  

Next steps 

86. Officials are available to discuss this report at your request. Our proposed timeline for 
progressing each of these measures is set out below. 

Extending the bright-line test 

87. If you decide to progress the bright-line extension, it would be optimal for the bright-line 
extension to be enacted as close to the application date as possible. This could be 
achieved by including the extension in a Supplementary Order Paper (SOP) at the 
committee of whole House stage of the Taxation (Annual Rates 2020–21, Feasibility 
Expenditure, and Remedial Matters) Bill. The proposed timeline is: 

Table 2. Proposed key dates for a bright-line extension 

Date Action 

4 March 2021 Taxation (Annual Rates 2020–21, Feasibility Expenditure, 
and Remedial Matters) Bill (ARFER Bill) reported back to the 
House. 

8 March 2021 Paper direct to Cabinet seeking legislative approval for the 
bright-line extension by including the extension in a SOP at 
the committee of the whole House stage of the ARFER Bill.   

Week of 9 March 2021 Second reading stage of the ARFER Bill. 

By 12 March 2021 Minister to release SOP (tentative). 

 
10  As outlined previously, we estimate that this is likely to reduce to $2.3 billion due to lower interest rates.  



 

T2020/3844, IR2021/009 Tax measures to moderate house price growth Page 21 
 

 

Week of 16 March 2021 Committee of the whole House stage of the ARFER Bill. 

Week of 23 March 2021 Third reading stage of the ARFER Bill. 

By 31 March 2021 Royal assent. 

Denying mortgage interest deductions  

88. Both agencies recommend you defer making decisions on denying mortgage interest 
deductions until you receive further advice.  

89. If however, you decide to progress the interest deductibility reform with a 1 April 2022 
start date, the reform could be included in the proposed Tax Integrity Measures Bill. 
Inland Revenue proposes to include this bill in a 2021 bill bid for introduction in early 
November 2021. This would allow time to consult on this technically complex area. The 
proposed key dates for this are outlined in Table 3 below.  

Table 3. Proposed key dates for denying mortgage interest deductions 

Date Action 

April/May 2021 Cabinet paper and discussion document approved by Cabinet  

May 2021 Discussion document released 

July 2021 Ministers agree to final policy 

August 2021 Cabinet agreement to final policy 

November 2021 Bill introduced 

June 2022 Royal assent. 

April/May 2021 Cabinet paper and discussion document approved by Cabinet  
 

90. If the interest deductibility proposal applies for the 2022-23 income year, then the 
above June 2022 enactment date would mean the measure is retrospective. This 
concern is mitigated as the bill will have been introduced in early November 2021 
providing taxpayers awareness of the measure prior to the application date.  

91. It is possible to enact this measure before 1 April 2022 to mitigate any concerns about 
retrospective application. However, this would require it be passed in a separate bill 
and would reduce the timeframes for Select Committee and consultation which is risky 
for these complex measures.    
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Annex 1: Other tax measures 
 
This Annex was prepared by Inland Revenue. 
 
Deemed rate of return method 
 
A minority of the Tax Working Group recommended applying a “risk-free return method” of 
taxation to rental property, instead of a capital gains tax. Given the government has now 
ruled out a capital gains tax, it is worth reconsidering whether a risk-free return method (or, in 
the example below, a 2% deemed rate) would be a sensible alternative to some of the ideas 
canvassed in this report. 
 
It could either operate as a replacement for the current rental income tax treatment, or a 
minimum tax. If it were a minimum tax, taxpayers would calculate their tax under current 
treatment, and then under the deemed rate of return method, and pay the higher amount. 
 
The deemed rate of return calculation 
 
A deemed rate of return method of taxation involves a simple calculation:  
 
Equity value at the beginning of year 
x 
Deemed free rate of return 
x 
Investor’s tax rate 
 
If Sam has a 33% marginal tax rate, the deemed rate of return is 2%, and Sam owns a rental 
property or holiday home worth $700 000 at the beginning of the year, funded with $300 000 
of debt, Sam would owe tax of $2640 ($400 000 * 2% * 33%).  
 
Potential advantages of a deemed rate of return taxation include that there would be no lock 
in. A realisation-basis tax on capital gains can lock taxpayers into existing assets even when 
it would be more efficient for them to swap to new assets, because selling assets triggers a 
tax. A deemed rate of return tax does not create this incentive. 
 
Effects on supply 
 
Notably, a deemed rate of return tax is one of the few measures that might actually increase 
the supply of housing. This is particularly true if applied to second homes (e.g. baches). In 
this case, it incentivises owners to provide their house for accommodation. This is because 
compared to the status quo, tax is no disincentive to earning rental income as the owner is 
already paying a deemed rate of return tax regardless of whether they rent it out or not. 
 
The downsides 
 
The primary downsides to applying a deemed rate of return of taxation relative to the status 
quo are that it is important that valuations on which the tax calculation are based on market 
values, and that tax may be due even when there is no underlying cash flow from the asset 
(particularly true if extended to second homes). These are important downsides, and the 
valuation question in particular would require some working through.  
 
Given the many issues that would have to be worked through, this could be announced as a 
longer term reform that might not take effect until 1 April 2024. There would be value in doing 
this work even if the bright-line test is extended.  
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Annex 3. Further information on design of existing bright-line test 

This Annex was prepared by Inland Revenue. 
 
There are existing provisions which tax sales of land held on revenue account. In addition to 
taxing income from land sales by land developers, dealers and builders, there is the so-
called “intention test”, which applies to all taxpayers. If a person sells a property that was 
acquired with the intention of disposal, they are taxed on the income arising from that 
disposal. There are limited exclusions for properties used as a residence or business 
premises. 
 
Compliance with the intention test has been difficult to monitor and Inland Revenue does not 
hold data on this. 
 
The bright-line test was introduced in 2015 as an additional charging provision in the land 
sale rules, with the aim of buttressing the intention test.[1] Initially, it applied to disposals of 
residential land made within two years of acquisition where that land was acquired on or after 
1 October 2015. The policy intent was that the bright-line period could act as a proxy for 
determining intent – that is, if someone purchases a property and disposes of it within a short 
period like two years, it was likely that their intent when purchasing the property was to 
dispose of it.  
 
The bright-line test applies to residential land (both in New Zealand and overseas), which is 
defined as: 

• land with a dwelling on it 
• land for which the owner has an arrangement that relates to erecting a dwelling; and 
• bare land that may be used for erecting a dwelling under rules in the relevant operative 

district plan. 
 
A dwelling is a place that is used predominantly as a place of residence or abode, but 
specifically excludes certain commercial locations such as hotels, motels, hospitals and 
retirement villages. 
 
A sale of property is excluded under the bright-line test if it was the seller’s main home during 
the period of ownership. However, a person may only use this exclusion twice in two years. 
 
Farmland and business premises are also specifically excluded. The test for determining 
whether a property is business premises considers the use of the property on a time and 
space basis.[2]  
 
A range of relief is provided for transfers upon death or under a relationship property 
agreement. There is a complete exclusion for death-related transfers, including when a 
beneficiary who inherits property disposes of that property.  Rollover relief is provided in the 
case of relationship property resulting in the recipient of the property being deemed to have 
acquired the property when the previous owner did and at the same price. This means that if 
a person receives property under a relationship property agreement and subsequently sells 
it, whether they are within the bright-line period depends on when the transferor originally 
acquired the property. 
 
Most recently, the bright-line test (and RLWT) was extended to five years for residential land 
acquired on or after 28 March 2018. It is important to note that we are only partway through 
the first full cycle of this extension (the 5-year bright-line period of a property acquired on 28 
March 2018 will end in 2023). 

 
[1]  In 2016, the residential land withholding tax (RLWT) was introduced as a mechanism for collecting tax under the bright-

line test where the seller is an offshore person. This helps to ensure that tax can be collected before the proceeds are 
sent offshore. 

[2]  More than 50% by space and 50% by time 


