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Joint Report:  Demand-side measures to moderate house price growth 

Executive Summary 

Housing affordability is one of the country’s longest-standing and hardest issues. 

New Zealand house prices are among the highest in the world relative to incomes. According 
to the OECD’s Better Life Index 2020, New Zealanders spend the largest proportion of their 
disposable income on housing costs in the OECD. 
Increasing housing supply should be the key focus for improving housing affordability in New 
Zealand. The Ministry of Housing and Urban Development is developing a suite of supply 
side measures to moderate price growth through improving housing supply over time. 
Tax settings are not the main cause of, or solution to, housing affordability problems. 
However, current settings incentivise investment in housing over some other asset classes, 
and changes to these settings would place downward pressure on prices.  
Officials recommend that the Government’s overall strategy be guided by a set of housing 
policy objectives, set out in this paper. 
You have asked for further advice and a draft Cabinet paper on two tax policy options 
with the aim of moderating house price growth and encouraging first home buyers. 
The attached Cabinet paper seeks agreement to three objectives for housing market policy. 
It also seeks Cabinet’s agreement to extend the length of the bright-line test from its current 
five-year period to twenty years, and an in-principle Cabinet decision on whether or not to 
limit the ability of property investors to claim tax deductions for interest expenses. It also 
seeks decisions on the key design features of these measures that the Treasury and Inland 
Revenue consider priorities for Cabinet agreement. 
The Minister of Finance will be receiving separate advice on amendments to the Reserve 
Bank’s monetary policy remit and the issuance of a direction that the Bank should have 
regard to certain Government policy objectives under section 68B of the Reserve Bank of 
New Zealand Act. 
The time frame for assessing the interest deductibility measure is very compressed, so 
officials have not had time to fully consider the policy and implementation risks, or to conduct 
a more thorough analysis of the potential impacts on the housing market or wider economy. 
We recommend that the bright-line extension to twenty years applies to property 
acquired from 11.59pm on the announcement day, with changes to the test’s rules to 
ensure it operates effectively. 
You have taken the decision to extend the bright-line test to twenty years. Extending the 
bright-line test would exacerbate or create new challenges in some of the test’s current rules. 
The key changes officials recommend agreeing ahead of announcement, and legislating with 
the extension, are:  

• amendments to the main home exclusion (so property is only excluded for the length of 
time it is a main home, rather than excluded completely if used as a main home for 
more than 50% of the time); 

• changes to the rules for when the bright-line test applies to inherited land (you need to 
decide if inherited land continues to be excluded from the test); and  

• amendments to ensure the bright-line test applies to land used to provide short-stay 
accommodation (which officials recommend should be subject to the bright-line test 
going forward).  

There are a number of less significant issues that officials will work through over coming 
months with a view to recommending further changes at a later date. 
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Limiting interest deductions is likely to support your goal of reducing investor 
demand, but has a number of adverse impacts. Inland Revenue recommends against 
making this change. If the Government decides to proceed with this measure, 
consultation ahead of implementation is key to ensure that this complex measure 
operates as, and has the impact that, you intend. 
If you would like to seek a Cabinet decision in-principle to proceed with limiting interest 
deductions, then there are three key issues on which officials recommend making an in-
principle decision: 

• application date, where officials recommend applying interest denials from the 2022-23 
tax year, but to property acquired after the announcement date in February 2021, in 
order to allow time for valuable consultation with the public and tax professionals on the 
technical detail of how this significant tax change will be designed before it operates;  

• whether the interest denial should be full or partial; and 

• whether the measures should apply only to prospective purchases (possibly including 
loan drawdowns) or to existing stock. 

Whether the denial of interest deductions should only apply to properties purchased after the 
announcement date or all stock is a significant decision. Applying the measure to all stock 
will have a bigger price effect if it results in existing investors selling properties. However, 
applying it to existing stock risks divestment by landlords, termination of existing tenancies, 
imposing costs on tenants, and potentially putting some investors into, or exacerbating, 
negative cashflow. 

Limiting interest deductions is expected to reduce investor demand for housing. This will put 
downward pressure on house prices, and as a result support first home buyers and home 
ownership. But in doing so, it may also decrease rental supply exerting upwards pressure on 
rents. For many renters housing costs are a significant burden, and nearly half of children 
live in rental accommodation meaning increases in rents could impact on child poverty. This 
may also have flow on impacts for other Government policies, such as the Accommodation 
Supplement. The measure is also expected to have high efficiency costs relative to other 
ways to raise revenue. The size of these impacts is uncertain. 
An exemption from these tax measures for investors in new builds would mitigate 
potential impacts on supply, but has implementation and policy challenges. 
An exemption for new builds would mitigate potential impacts on incentives to build new 
houses, and also reduce any impacts on rents. However, this would create additional 
complexity and integrity risks, and reduce the impact that these tax measures could have on 
house prices and first-time home ownership. We do not have sufficient evidence on the 
available timescales to determine whether or not a tax exemption is the most effective way of 
mitigating these supply impacts, particularly given these drawbacks, but it is an available 
option if that is a priority. 
In order to assess the impacts of these policies on the housing market, officials at the 
Ministry of Housing and Urban Development will monitor housing market impacts closely 
including on the rental market. 

 
 

[33]
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Recommended Action 

We recommend that the Minister of Finance, Minister of Housing, and Minister of 
Revenue: 
 
a Agree to the following housing market objectives for inclusion in your Cabinet paper: 

1. Ensure every New Zealander has a safe, warm, dry and affordable home to call 
their own – whether they are renters or owners. 

2. In the short to medium term, support more sustainable house prices by 
dampening investor demand for existing housing stock, while creating additional 
opportunities for first home buyers.  

3. Create a high-performing housing supply system for renters and owners, taking 
credible measures to increase supply and facilitate responsive, competitive, and 
more affordable housing and urban land markets that are well-planned and well-
regulated. 

Agree/disagree. 
Minister of Finance 

Agree/disagree. 
Minister of Housing

Agree/disagree. 
Minister of Revenue 

   
b Indicate whether you wish to add an additional noting recommendation in the Cabinet 

paper (not currently included) to the effect that measures to dampen investor demand 
and create opportunities for first home buyers should also limit the impact on renters, 
particularly those on low incomes and who are not in a position to purchase a home; 

 
Yes/no. 
Minister of Finance 

Yes/no. 
Minister of Housing

Yes/no. 
Minister of Revenue 

 
c Note that housing costs are a greater burden for renters than homeowners, and that 

the proposals in this paper may lead to increased rents, which could have negative 
impacts on child wellbeing and child poverty; 

d 

 
e Indicate whether you want to exempt early investors in new builds from the bright-line 

extension; 

Exempt/do not exempt. 
Minister of Finance 

Exempt/do not exempt. 
Minister of Housing

Exempt/do not exempt. 
Minister of Revenue 

 
f Indicate whether you want to exempt early investors in new builds from interest 

limitations; 

Exempt/do not exempt. 
Minister of Finance 

Exempt/do not exempt. 
Minister of Housing

Exempt/do not exempt. 
Minister of Revenue 

 
g Note if you agree to [e] a new build exemption would be included in the omnibus tax 

Bill scheduled for introduction in August 2021; 
 

h Note that a new build exempt from the bright-line extension under recommendation [e] 
will still be subject to the five-year bright-line test; 
 

[33]
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i Note that officials at the Ministry of Housing and Urban Development will monitor 
market impacts of the proposed tax changes closely and provide further advice if 
necessary; 

We recommend that the Minister of Finance and Minister of Revenue: 
 
Bright-line extension 
 
j Confirm that the bright-line period for residential land be extended to twenty years, 

with application to land acquired after 11.59pm on the date of announcement; 

Confirmed/not confirmed. 
Minister of Finance 

Confirmed/not confirmed. 
Minister of Revenue 

 
k Agree to include the extension and the matters in recommendation (m) below in a 

Supplementary Order Paper (SOP) at the Committee of Whole House stage of the 
Taxation (Annual Rates for 2020–21, Feasibility Expenditure, and Remedial Matters) 
Bill (the Bill); 

Agree/disagree 
Minister of Finance 

Agree/disagree 
Minister of Revenue 

 
l Note that some policy settings that apply to the five-year bright-line test could lead to 

anomalous results when the bright-line period is extended to a longer period like twenty 
years; 

 
m Agree, therefore, to make the following high-priority changes to the bright-line rules 

with respect to residential land acquired after 11.59pm on the date of announcement, 
and include these changes in the SOP to the Bill: 

 
1. amend the business premises exclusion to ensure short-stay accommodation in a 

dwelling that is not the owner’s home is caught by the bright-line test (for 
properties acquired after the announcement date); 

Agree/disagree 
Minister of Finance 

Agree/disagree 
Minister of Revenue 

 
2. amend the main home exclusion to include a “change of use” rule. This would 

require tax to be paid on gains made during periods the property was not used as 
a main home; 

 
Agree/disagree 
Minister of Finance 

Agree/disagree 
Minister of Revenue 

 
3. for the transfer of property on death, either: 

 
i. Option A (officials’ recommendation): bring inherited land inside the bright-

line test, to the extent it was not the deceased person’s main home, if it is 
sold by the beneficiary (or executor of the estate) within twenty years from 
the date the deceased acquired it; or 

 
ii. Option B: maintain the status quo, so transfers on death will continue not to 

be taxed under the bright-line test and the property can be disposed of by 
the beneficiary (or executor of the estate) tax-free at any stage; 

Option A/Option B. 
Minister of Finance 

Option A/Option B. 
Minister of Revenue 
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n Note that we will provide further advice on other issues that are unable to be resolved 

in time for the SOP; 

Interest limitations for residential property investors 
 
o Note that the timeframes for this report are very compressed, and officials have not 

had time to fully consider the impacts of interest limitations; 
 

p Indicate either: 

1. Option A: agree, in-principle to limit interest deductions for residential property 
investors; or 

2. Option B: agree not to limit interest deductions for residential property investors 
(Inland Revenue recommendation); 

 
If Ministers decide to agree in-principle to limit interest deductions for residential property 
owners: 

q Indicate your preferred transitional rule: 
1. denial applies to all interest expenses used to generate residential property 

income (full application); 

2. denial applies to all interest expenses used to generate residential property 
income, but with the amount of denial increasing over time (phasing); 

3. denial applies to all interest expenses used to generate residential property 
income, for property acquired after 11.59pm on the date of announcement 
(grandparenting of existing property investment); 

4. denial applies to all interest expenses used to generate residential property 
income, for residential property acquired after 11.59pm on the date of 
announcement, or the drawdown of a loan secured against residential property 
after 11.59pm on the date of announcement (grandparenting of existing property 
investment, with tighter rules for loan drawdowns); or 

5. leave issue for consultation. 
 

r Indicate your preferred application date (date from which deductions are denied): 

1. 2022-23 income year (beginning 1 April 2022 for most taxpayers, Inland Revenue 
and Treasury recommendation); 

2. halfway through 2021-22 income year (beginning 1 October 2021); or 

3. 2021-22 income year (beginning 1 April 2021, for most taxpayers). 
 

s Indicate whether you want to deny interest deductions in full or in part: 

1. deny interest deductions in full; 

2. deny a proportion of interest deductions (e.g. 50%); 

3. deny the inflation component of interest based on CPI; 

4. deny a fixed percent (e.g. 2%) as a proxy for inflation; or 

5. leave issue for consultation. 
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t Agree to consult on this measure and other design issues with interest limitation (this 
includes how to allocate interest between residential property and business assets and 
whether to deny interest deductions for property that is taxable on sale); 

Agree/disagree 
Minister of Finance 

Agree/disagree 
Minister of Revenue

 
u Note officials will provide you a Cabinet paper to lodge on 11 February incorporating 

these decisions. 
 
Part A: 

John Beaglehole 
Acting Manager, The Treasury, Housing 
and Urban Growth 

Brad Ward 
Deputy Chief Executive, The Ministry of 
Housing and Urban Development  

Phil Whittington 
Chief Economist, Inland Revenue, Policy 
and Strategy  
 
  
 
Part B: 
 
 
 
 

Phil Whittington 
Chief Economist, Inland Revenue 

Felicity Barker 
Team Leader, The Treasury, Tax Strategy

 
 
 
 
 
Hon Grant Robertson 
Minister of Finance 

 
 
 
 
Hon Dr Megan Woods 
Minister of Housing

 
 
 
 
 
Hon David Parker 
Minister of Revenue 
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Purpose of report 

1. The Treasury and Inland Revenue have previously reported to you (T2020/3844 refers) 
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 five-year period; and 

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

2. On the basis of that advice, you have indicated that you want to seek Cabinet’s 
agreement to extend the bright-line test to twenty years, and agreement in-principle to 
limit interest deductions for property investors. This report accompanies a draft Cabinet 
paper and seeks key decisions that would be necessary at Cabinet in order to 
announce these measures. The Cabinet paper is drafted on the basis of what we 
assume to be your preferred design choices. We require feedback on Tuesday 9 
February to make any amendments, in order to ensure that you are able to lodge the 
Cabinet paper on 11 February. 

3. The measures in this report form part of the Government’s overall response to improve 
housing affordability. A wide-ranging programme of work will be needed to improve 
housing affordability over time. To guide this overall response, Part A of this report 
(which reflects a joint view between the Treasury, Inland Revenue, and the Ministry of 
Housing and Urban Development) seeks your agreement to a set of housing market 
objectives for which we recommend you seek Cabinet agreement. Part B (which is joint 
advice from the Treasury and Inland Revenue) focusses on the demand-side tax 
measures, designed to increase the tax paid by residential investors. 

4. The Minister of Finance will be receiving a separate report on the progress of advice on 
the Reserve Bank measures. The Ministry of Housing and Urban Development are also 
developing advice on a number of supply side measures to improve housing 
affordability. 



T2021/103; IR2021/045; BRF20/21020858 Joint Report: Demand-side measures to moderate house price growth  Page 9 
 

Part A: Background and objectives 

The housing problem is broad and multifaceted 

5. New Zealand house prices are high relative to incomes and to estimates of the 
underlying cost of supply (‘housing’ includes all forms of dwellings, including 
apartments). House prices have increased in the last year at an unprecedented rate. 
We currently rank last for housing affordability in the OECD’s Better Life Index, as we 
spend the largest proportion of our disposable income on housing costs. Housing has 
resumed as the number one issue facing New Zealanders, according to the IPSOS 
New Zealand Issues Monitor.  

6. Excessive and growing house prices risks economic instability, impedes economic 
development, and the resulting wealth inequality harms social cohesion. Renters 
generally live in poorer quality housing and are more likely to pay a higher proportion of 
their income on housing costs. People are priced out of productive cities, causing 
increasingly more people to locate in less productive towns or within expensive cities in 
areas that are less accessible and/or with less amenity. Unaffordable housing 
disproportionally impacts young people, ethnic minorities, low income earners, the 
unemployed, one-parent families and disabled people. High house prices, rents, poor 
housing quality and insecure tenure worsens child poverty, health and educational 
outcomes, and homelessness problems. Renters generally live in poorer quality 
housing that is more likely to be cold, damp, have mould and need major repairs.  

7. The root causes of high house prices are supply constraints to land, housing, and 
public infrastructure. Demand is an exacerbating feature, principally caused by 
population growth, decreasing interest rates, favourable tax settings and high 
expectations of future returns. There are extraordinarily large economic rents imbedded 
in urban land prices, which transfers the benefits of economic growth and social 
support to landowners and away from households and firms. 

8. Supply constraints result from poor incentives on councils to enable growth; restrictions 
to funding and financing public infrastructure; a lack of long-term planning to coordinate 
growth and reduce costs to supply; excessive land use restrictions (such as zoning and 
urban growth boundaries) that limit urban intensification and expansion of urban areas; 
and a high cost to construct homes compared to overseas. These constraints are 
partially a product of the state sector reforms commencing in the 1980s to resource 
management and local government, and the reduced role of central government 
planning and investing in infrastructure. As a result of these supply side factors, in the 
last 40 years, New Zealand has simply not built enough houses; estimates of the 
shortage range between 40,000 and 130,000. 

Review of Government objectives for housing 

9. You have outlined, in broad terms, the Government’s objectives for housing; we 
recommend that they be couched as set out in paragraph 11 (and the accompanying 
draft Cabinet paper uses the same overarching objectives). These objectives will also 
assist you in supporting any direction under section 68B of the Reserve Bank of New 
Zealand Act. In developing the objectives, we have drawn on recent major policy 
announcements and initiatives, as set out in Annex 1. We seek your feedback on the 
draft objectives. 

10. Having a set of overarching objectives will help coordinate and guide the series of 
Cabinet papers expected to be considered over 2021, as well as agency actions. Not 
every proposal that comes to Cabinet will meet all three of the proposed objectives: the 
tax measures in this Cabinet paper are prompted by the second objective but through 
their expected effects on rents will also have implications for the third objective. 
Different measures will be needed to form an overall package to achieve these 
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strategic outcomes, and there will be a need to carefully design measures to ensure all 
three objectives are met in a balanced fashion, across the overall package. 

Proposed recommendations for strategic housing objectives 

11. With that in mind, the Cabinet paper accompanying this report recommends the 
following set of overarching objectives for the housing market (these are not general 
objectives for urban policy incorporating topics such as transport, economic 
development, or climate policy): 

a. Ensure every New Zealander has a safe, warm, dry and affordable home to call 
their own – whether they are renters or owners. 

b. In the short to medium term, support more sustainable house prices by 
dampening investor demand for existing housing stock, while creating additional 
opportunities for first home buyers.  

c. Create a high-performing housing supply system for renters and owners, taking 
credible measures to increase supply and facilitate responsive, competitive, and 
more affordable housing and urban land markets that are well-planned and 
well-regulated. 

12. The second objective relates to demand side measures. Measures which dampen 
investor demand could result in increases in rent. This paper asks whether you wish to 
seek agreement of your Cabinet colleagues: that measures to dampen investor 
demand should be accompanied by measures to limit the impact on renters, 
particularly those on low incomes and who are not in a position to purchase a home. 

Reasoning for each recommendation 

13. The first objective is the same as the 2018 Our Plan but with the inclusion of the word 
“affordable” to incorporate the emphasis of the subsequent Economic Plan. 

14. The second objective relates to the recent dramatic house price increase, largely 
caused by demand-side factors (monetary and fiscal stimulus, and relative success 
dealing with COVID-19). This objective focuses on excessive demand-side financial 
investment with an aim to minimise the harm caused by the stimulus required during 
the pandemic. This objective does not aim to address the long-standing structural 
problems in the housing system.  

15. The term “sustainable house prices” in objective two complements financial stability 
policy objectives to avoid major destabilising swings in prices. It is not intended to imply 
that current house prices should be maintained. Such an interpretation is mitigated by 
being preceded by “the short to medium term” and by objective three that focuses on 
more affordable housing and facilitating the competitive supply of land and housing in 
the long-term. 

16. The third objective relates to supply measures over all timeframes and incorporates the 
supply of land, infrastructure and public services, development and house building. It 
includes all investment and regulatory measures, from short-term stimulus measures 
through to long-term structural reform, such as the resource management reforms. 
“Credibility” helps ensure the market expects that increased supply will impact on 
prices, which will help suppress excess speculative investment in the near term.  

17. The objective of competitive urban land markets continues the Urban Growth Agenda’s 
primary focus on using competition to eliminate the extraordinary economic rents in 
land markets. Those rents slow economic development, degrade living standards for 
many households, and worsen inequality. Competitive urban land markets are defined 
in the Resource Management Review Panel report as “there is ample supply of 
alternative opportunities for development with the result that the price of land is not 
artificially inflated through scarcity”. Competitive urban land markets generally require 
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the freedom to intensify (‘up’) and to expand (‘out’). “Well-planned” and “well-regulated” 
both aim to ensure wider social costs are minimised and societal wellbeing are 
maximised. This includes coordinating urban development with the supply of public 
services, accessibility to jobs, and climate change mitigation and adaption policies.  

Part B: Demand-side measures 

18. The remainder of this report focusses on the economic impacts and design decisions 
for two tax measures: 
a. extending the length of the bright-line test from its current five-year period; and 

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

Bright-line extension 

19. You have indicated that you intend to seek Cabinet agreement on 15 February to 
extend the bright-line test to twenty years.  

20. As previously advised, we recommend that the extended bright-line period apply to 
properties acquired from 11.59pm on the date of announcement. This will ensure 
people do not rush to buy land prior to the application date causing a spike in prices, 
which would be contrary to the overall purpose of the policy. While there was a longer 
period between announcement and application in going from two to five years, we 
expect the behavioural impact of going from five to twenty years would be greater. The 
current rules will continue to apply to land acquired before the date of announcement.  

21. Application after 11.59pm on the date of announcement would also ensure that those 
negotiating and signing sale and purchase agreements on the day of the 
announcement are not unfairly affected by a change of law they may not be aware of at 
the time they enter into the contract. 

Additional changes to bright-line rules 

22. When the bright-line test was first introduced in 2015, it originally applied for a two-year 
period. This was extended to five years in 2018. We are only part-way through the first 
five-year period (i.e. for people who purchased in 2018, the bright-line period will end in 
2023).  

23. As with any new regime, issues are identified as part of the bedding-in process and 
may require legislative amendment to ensure the rules work as intended. These issues 
can create loopholes which risk the integrity of the tax system if not rectified. 

24. We have identified some such issues that could be included in legislation as part of the 
further extension to the bright-line test. 

25. In addition, some policy settings that do not cause any issues in the context of a two-
year or five-year bright-line period could lead to anomalous results when the bright-line 
period is extended to a longer period like twenty years. In order to make a twenty year 
bright-line test coherent, there are aspects of the rules that we recommend be 
reconsidered as outlined below. 

Scope 

26. The bright-line test currently applies to “residential land”, which is essentially all land 
that has, or could (under the relevant district plan) have, a dwelling constructed on it. 
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However, residential land does not include farmland or land that is used predominantly 
as business premises. This includes a villa converted into a dentist surgery, for 
example, but could also include a traditional bed and breakfast.  

27. It is currently arguable that land used to provide short-stay accommodation (including 
that predominantly advertised on digital platforms) could potentially be business 
premises and, therefore, not subject to the bright-line test. When the bright-line test 
was first introduced, the sharing economy, and in particular the use of digital platforms 
to advertise residential properties for short-stay accommodation, was still emerging. It 
was not envisaged that the provision of long-term rental accommodation and short-stay 
accommodation would be as easily substitutable as they are now. 

28. It is not appropriate that residential land used to provide short-stay accommodation is 
not subject to the bright-line test while residential land used to provide long-term rental 
accommodation (which is not generally considered the business premises of the owner 
and in most cases does not constitute a business in any event) is subject to it. This is 
particularly important when there is a lack of housing in the market. This issue will be 
exacerbated with a twenty-year period. 

29. The definition of “residential land” is also relevant for the residential loss ring-fencing 
rules. This means that if a house is used to provide short-stay accommodation rather 
than long-term rental accommodation, it is arguable that the owner can currently use 
those rental losses to offset other income. 

30. Recommendation: We recommend that the business premises exclusion be amended 
so that it explicitly does not cover the provision of short-stay accommodation in a 
dwelling that is not the owner’s home. This will ensure that properties used exclusively 
to provide short-stay accommodation will be subject to the bright-line test, but still 
provide that people’s homes, including, for example, where they run a bed and 
breakfast, will not be subject to tax on sale. 

31. For the purposes of the bright-line test, we propose that this change applies to land 
acquired after the date of announcement. However, for the purposes of the rental loss 
ring-fencing rules, we recommend this change apply for the 2021–22 and later income 
years as the rental loss ring-fencing rules apply on an income year basis. 

The main home exclusion and change of use 

32. There is an exclusion to the bright-line test for a person’s “main home”. This is defined 
as the one dwelling that is mainly used as a residence by the person. If a person has 
more than one home, their “main home” is defined as being the one with which they 
have the greatest connection. Officials consider that the current main home exclusion 
will be largely fit for purpose in the context of a twenty year bright-line period.  

33. However, the main home exclusion currently applies provided the property is used as a 
main home for most of the bright-line period (i.e. for more than 50% of the period the 
property is owned). 

34. In the context of a two year or five year bright-line test this all or nothing approach was 
appropriate (and we do not recommend changing it for properties already acquired). 
However, we do not consider that this approach is appropriate in the context of a 
twenty year test. For example, it would mean that a person could own a property for 19 
years, of which they lived in it for ten years and rented it out for nine years, and still 
claim the main home exclusion because the land was used as a main home for most of 
the bright-line period. This would also allow the same person to claim the main home 
exclusion for two properties at the same time if, for example, they lived in another 
property for the nine years that the original property was rented. 

35. Recommendation: We recommend that ‘change of use’ rules be introduced to ensure 
that a person can only claim the main home exclusion for the period the property was 
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actually used as their main home. In the example above, this would mean that the 
person could only claim the main home exclusion for 10 out of the 19 years the 
property was owned, instead of the total 19 years. This means they would be required 
to pay tax on the gains that accrued during the 9 years the property was used as a 
rental property. We recommend that taxpayers be given the option to pay tax based on 
either the actual increase in value during the time the land was not their main home, or 
on a proportional basis (e.g. in the example above, tax would be payable on 9/19ths of 
the total gain).  

36. We also recommend that the change of use rules be optional for taxpayers to apply if 
the property is moved into or sold within 12 months of the change of use (ie, within 
twelve months of it becoming or ceasing to be their main home). This would mean, for 
example, that if someone moves out of a property that was their main home for ten 
years, and it remains unsold for six months, they do not have to apply the change of 
use rules and pay tax in respect of the period the property was no longer their home. If 
a property is held for more than 12 months after the change of use, the change of use 
rules would have to be applied. 

Death 

37. Currently, the transfer of a property from a deceased person to the beneficiary of the 
estate (via an executor or administrator of an estate), is not a tax event for the purpose 
of the bright-line test. We do not recommend changing this for properties already 
acquired. 

38. In addition, land that a person has inherited from a deceased estate is not subject to 
the bright-line test even if the beneficiary sells it within the bright-line period. This 
effectively means that an inherited property is exempt from tax under the bright-line 
test. 

39. The original policy rationale for exempting inherited property was that the bright-line 
test was a proxy for the intention test, and it has long been understood that land cannot 
be inherited with an intention of disposal. However, under a twenty year bright-line test, 
this policy rationale (that the bright-line test is a proxy for intention) no longer applies. 
Investment properties that were not acquired with an intention of sale are clearly within 
scope of an extended bright-line test. 

40. There are two options for dealing with transfers of land on death: 

a. Option A: Make inherited land subject to the bright-line test – Inherited land 
could be brought within the bright-line test, to the extent it is not a main home, if it 
is acquired by a person (including the executor or administrator of the estate) on 
the death of the previous owner after the announcement date. This would be 
consistent with the standard rule of the extended bright-line test applying to land 
acquired after the announcement date, but is a change from the current settings 
(for the five-year bright-line) as inherited land would not be exempt. For the 
purpose of the year count, the beneficiary (or executor of the estate) would get 
the benefit of the years the land was owned by the deceased. If the land was 
acquired by the deceased after the date of announcement the beneficiary would 
also inherit the deceased’s cost base. For example, if the deceased had acquired 
residential land in 2022 and died 10 years later, leaving the land to their child, the 
child would be treated as if they acquired the land when the deceased did (i.e. 10 
years earlier, in 2022), for the same amount as the deceased had acquired the 
land for. Therefore, if the child sold the land eight years after they inherited it, the 
bright-line test would apply, but if they sold the land 12 years after they inherited 
it the bright-line test would not apply.  

A ‘change of use’ approach, as discussed above in paragraphs 35-36, should 
apply where land is inherited and the beneficiary uses the land for a different 
purpose than the deceased (e.g. where it was the deceased’s main home, but 
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the beneficiary uses it as a rental property). As discussed above, we recommend 
that the change of use rules be optional for taxpayers to apply if the property is 
sold within 12 months of the change of use. This would also mean that the 
deceased’s main home can be sold within 12 months without any bright-line tax 
consequences. 

This treatment would ensure that there is more consistency between people who 
purchase land and people who inherit it. It would also be consistent with the 
current treatment for land subject to the other land sales provisions. 

b. Option B: Maintain the current treatment – This will mean that transfers on death 
will continue not to be taxed under the bright-line test, and land that is inherited 
continues to stay outside the bright-line test and can be disposed of by the 
beneficiary tax-free at any stage. This could exacerbate lock-in effects for the 
original owner. This is because they may hold onto the property rather than 
selling it, as they know that their estate or beneficiaries of their will would be able 
to sell it tax-free. 

41. If option (a) is chosen, transitional rules should apply if the deceased acquired the land 
before the date of announcement (for example, in 2019) to ensure that the increase in 
value of the land for the period the deceased owned it is not taxed retrospectively. The 
person acquiring the property from the deceased would still get the benefit of the 
deceased's years of ownership to determine whether they are within or outside of the 
twenty-year bright-line period, but they will be treated as acquiring the land for its 
market value on the date it was inherited (so only the increase in value from that time is 
potentially taxed), and the change of use rules would only be relevant for the period the 
land was owned by the beneficiary. 

42. However, as part of this transitional rule for land originally acquired before the 
announcement date, we also propose that where the land is sold by the beneficiary (or 
executor or administrator of the estate) within 12 months of the date of deceased’s 
death, this sale should be tax-free to provide people with a window to arrange their 
affairs without unforeseen tax consequences. 

43. For example, if someone purchased a property for $200,000 in 2014 and the market 
value is $500,000 in 2022 when the beneficiary inherits it, the beneficiary is deemed to 
have acquired it at $500,000. The beneficiary would be able to sell the property in 2023 
(within 12 months) and not be subject to tax under the bright-line test. However, if the 
beneficiary sells the property in 2030 for $750,000, the taxed gain would be $250,000. 

Compliance and administration costs 

44. Details around return requirements are still to be worked through as part of the detailed 
design, including record keeping and any evidence required. These issues will impact 
on compliance costs for taxpayers in relation to their property tax obligations. 

45. Any increased administration costs from administering the extended bright-line test will 
occur beyond the current five-year bright-line period. If Inland Revenue expects 
increased additional costs beyond that timeframe, it will request funding as that period 
approaches. 

Issues that require further consideration 

46. The areas set out above are a priority and should be legislated for at the same time as 
the extension. However, there are other areas which are more complex and require 
further consideration as part of the Generic Tax Policy Process. We will provide further 
advice on the following issues, some of which could be included the omnibus tax bill 
scheduled for introduction in August 2021: family transfers, Māori land, business 
restructures, compulsory acquisitions, deductions, ring-fenced losses, specific anti-
avoidance rules, and residential land withholding tax. 
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Limiting interest deductibility  

47. You have indicated that you wish to progress decisions on limiting the deductibility of 
interest for income from residential property at Cabinet on 15 February. This section 
provides information on the status quo, forward process, key design considerations and 
assessment of the housing market and wider impacts. 

48. This analysis has been prepared under time pressure. We have not had time to fully 
consider the policy and implementation risks of interest limitations. As a result, we 
cannot provide you assurance that there are not unforeseen risks and issues that could 
significantly impact the policy. We have not had time to assess broader impacts, for 
example impacts on child poverty or Treaty obligations. 

Status quo 

49. Currently property investors can deduct the cost of interest expenses from their rental 
income. This is because our income tax system taxes based on net income (revenue 
minus expenses). There are limitations for privately used property. In addition, loss 
ring-fencing rules means that if interest expenses lead to a rental property being in a 
tax loss, this loss can only be used to offset income from other residential property and 
cannot be used to reduce the tax paid on other income.  

50. As outlined in our previous report, this does not mean investors are more advantaged 
than owner-occupiers through the tax system. Owner-occupiers face an effective 
income tax rate of 0%, while loss ring-fencing means the effective income tax rate for 
property investors cannot fall below 0% and can be greater than 0%.1  

51. As a result of this, the tax system does not bias investment in rental properties over 
owner-occupation, however it may encourage residential property investment over 
more fully taxed investments due to the non-taxation of capital gains.  

Forward process 

Application date and consultation 

52. You have a choice as to how much of the design you wish to consult on. If you wish to 
consult, you also have choices on which design features you wish to make in-principle 
decisions on prior to consultation. Making in-principle design decisions pre-
announcement will provide more certainty and clarity on the policy. However, 
consulting on measures before decisions will mean you will be able to make a more 
informed decision at a later date.  

53. Officials consider it is likely that a consultation period where the Government sets out 
its objectives and in-principle decisions and seeks feedback on how the rules might be 
best designed in respect of these in-principle decisions, will improve the rules 
significantly. This sort of consultation often yields valuable insights that reduces both 
over-reach and under-reach. This is likely to be particularly important for the denial of 
interest deductions, which will involve some technically complex rules for companies. 

54. Denying interest deductions from 1 April 2022 would allow for a full six week 
consultation period with the benefit of a consultation document that submitters can 
comment on. For this reason, officials recommend this as the application date. Denying 
interest deductions from 1 October 2021 would allow for a similar consultation period, 
but will add complexity as the measure will come into effect part way through the tax 
year. Denying interest deductions from 1 April 2021 might allow for some informal 
consultation. This is considered further in Annex 2B. 

 
1  Approximately 64% of rental property investors had positive taxable rental income in 2019. In addition, rental loss ring-

fencing means that the tax system will not create incentives to invest in rental housing that makes a pre-tax loss.  



T2021/103; IR2021/045; BRF20/21020858 Joint Report: Demand-side measures to moderate house price growth  Page 16 
 

Key design choices 

55. The design of the policy will shape the size of the impacts of the proposal. Below we 
discuss the key issues on which we consider the 15 February Cabinet should decide. 

Transitional rule 

56. There are four options for a transitional rule to deny interest deductions: 

a. denial applies to all interest expenses used to generate residential property 
income (full application); 

b. denial applies to all interest expenses used to generate residential property 
income, but with the amount of denial increasing over time (phasing); 

c. denial applies to all interest expenses used to generate residential property 
income, for property acquired after 11.59pm on the date of announcement 
(grandparenting of existing property investment); or 

d. denial applies to all interest expenses used to generate residential property 
income, for residential property acquired after 11.59pm on the date of 
announcement, or the drawdown of a loan secured against residential property 
after 11.59pm on the date of announcement (grandparenting of existing property 
investment, with tighter rules for loan drawdowns). 

57. Options c and d minimise the impact on existing investors, addressing concerns around 
fairness for these investors. These options also minimise the risk that investors sell and 
therefore terminate existing tenancies, which could impose additional cost and risk to 
tenants. However, these options will have a significantly smaller housing market impact 
than options a or b, and could be perceived as unfair for new investors and younger 
generations. Impacts on existing investors could also be mitigated with a phased 
introduction of the measure (option b), which is likely to lead to a lesser lock-in effect 
than grandparenting (that is the incentive for existing property investors to retain their 
grandparented properties as future purchasers have less favourable tax treatment). 

58. Option c also presents potential integrity risks, as it could allow existing investors to 
use their equity in grandparented property investments to make new investments and 
still claim interest deductions. Option d mitigates these risks, but would add complexity. 
Further detail on the impact size, fairness, complexity and costs of these options is in 
Annex 2A. 

Size of the denial 

59. There are four general options for the size of interest deduction to deny. These are: 

a. denying interest deductions in full; 

b. denying a fixed proportion of interest deductions (e.g. denying 50% of the interest 
deduction); 

c. denying the inflation component of interest deductions based on the Consumer 
Price Index (CPI); or 

d. denying a fixed percent of interest deductions as a proxy for the inflation component 
(e.g. deeming inflation to be 1 or 2% and denying that). 

60. Full denial (option a) will have the largest impact on your housing market goals and 
increase revenue the most. The relative size of the impacts of the other options will 
depend on the percentages and proportions ultimately chosen for option b and d as 
well as the prevailing rates of interest and inflation. Further detail on the impact size, 
complexity and costs of these options is in Annex 2C. 
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Other design issues 

61. There are also a number of other design issues that can have a major impact on the 
outcomes of the measure. However, we consider these measures are complex and 
would benefit from further consultation as set out above. Three of the most significant 
of these design issues are: 

a. 

b. 

c. 

62. 

Impact on the housing market 

63. Limiting interest deductions will reduce demand for investment properties. This is 
expected to put downward pressure on house prices, thus supporting first home buyers 
to enter the market. However, it will decrease rental supply exerting upward pressure 
on rents. Furthermore, the measures may reduce incentives to build new houses. The 
size of these impacts is uncertain; for example it is unclear whether it will solely 
moderate increases in house prices or cause them to decrease. This uncertainty arises 
because there are offsetting impacts such as renters becoming owner-occupiers and 
the impacts rely critically on design factors such as grandparenting and whether there 
is a new build exemption.  

64. In the long-run the impact on prices is likely to be smaller and impact on rent greater, to 
the extent that lower house prices reduce the incentive to build new houses. The extent 
of these long-run effects will depend on how responsive supply is to changes in prices 
and on design decisions such as how the proposal applies to new builds (considered at 
pages 19–20 below). 

Wider tax policy considerations 

65. Restricting interest deductions may be justified on the basis that it helps address the 
under-taxation of some residential property investors. This has fairness and efficiency 
benefits. However, the measure is poorly targeted towards this objective, particularly if 
more of the income of property investors is taxed under an extended bright-line test. 

66. Limiting interest deductions has other fairness and efficiency impacts. The measure will 
cause effective tax rates to vary depending on how much each investment is debt 
financed and the extent of any untaxed capital gains. In some cases, effective tax rates 
can be high and exceed the economic income from an investment.2 This creates 
efficiency costs through creating a debt-equity bias and raises horizontal equity 
concerns. The proposal also creates other horizontal equity concerns as residential 
property is treated more harshly than other assets that make capital gains.  

 
2  This can happen for debt-financed investment that do not make significant capital gains or for investments where there 

are significant capital gains which are taxable under the bright-line test or other land sale rules.  

[33]

[33]
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67. The proposal will create compliance costs. The extent of this will depend on various 
design decisions (e.g. partial vs full denial, whether interest deductions can be used 
against bright-line test gains). Denying interest deductions may involve increased 
administration costs for Inland Revenue, but these will not be known until final design 
decisions are made. Inland Revenue will provide any request for additional funding if 
required, when the design details are agreed. These design features may also create 
additional efficiency and fairness issues which are considered further in Annex 2.  

Wider macroeconomic and financial stability impacts 

68. Limiting mortgage interest deductions could have wider macroeconomic and financial 
stability impacts as it affects the cashflow of borrowers and house prices.  

69. If you choose to apply the proposal only to new investments, then the main impact will 
be through its impact on house prices. If house prices fell, borrowers would have lower 
equity. This could potentially impact on the financial system and broader 
macroeconomic behaviour. However, there is much uncertainty about the impacts of 
this proposal on house prices.  

70. We have consulted with the Reserve Bank on potential financial stability impacts. The 
strong buffers of New Zealand’s financial system suggest it is unlikely the proposal 
would materially undermine financial stability.  

71. While bank stress tests are sensitive to modelling assumptions and uncertainty, results 
from the Reserve Bank’s exercise last year found that in a scenario with unemployment 
reaching 13% and a 37% decline in house prices, banks had sufficient buffers to 
remain above their minimum requirements, and continue to support lending in the 
economy. There could be some offsetting benefits for financial stability in the long-term. 
If the policy moderates house price inflation and lowers indebtedness, then household 
balance sheets may be more resilient to any future financial shocks. 

Agency views on interest deductibility 
Inland Revenue 
72. On balance, Inland Revenue recommends against denying or limiting interest 

deductions and provides further analysis in Annex 3. If, however, Ministers want to 
proceed with interest denial, Inland Revenue notes that denying interest deductibility on 
money borrowed to invest in rental property is not common internationally (although the 
UK has enacted rules which do this while allowing a 20% tax credit instead). It is a 
complex change with possibility of unintended effects. Inland Revenue consider that it 
is important that there be a good amount of time available to consult on this issue so 
that any changes are as well designed as possible and to minimise the chance of 
unintended consequences. 

The Treasury 

73. The Treasury considers that while the measure is likely to assist in meeting the 
Government’s objective to support first home buyers, there may be adverse impacts on 
some groups, such as renters. The impacts of the measure will be reduced to the 
extent it is not applied to certain residential properties, including new builds and 
existing stock. Given the design of the policy significantly impacts on its outcomes, the 
Treasury considers that further analysis (for example carefully considering the 
magnitude of impacts of different design options) would be beneficial before 
progressing this measure. Even with additional analysis, the Treasury considers that 
other tax reforms, such as more comprehensive taxation of capital gains, could achieve 
your objectives at lower economic cost. 

The Ministry of Housing and Urban Development 
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74. If you agree to seek in-principle decisions from Cabinet, the Ministry of Housing and 
Urban Development recommends that denying interest deductions should only apply to 
properties purchased after the announcement date. Denying interest to existing 
investment properties would risk divestment by landlords and termination of existing 
tenancies imposing costs on tenants and risk of homelessness. 

75. The Ministry of Housing and Urban Development is particularly concerned around the 
impact of initiatives on the rental market. For instance, suppressing investor demand 
for rentals could reduce the supply and increase the price of rentals. We will monitor 
the effect of policy changes on the rental market, and seek to minimise negative 
impacts from policy interventions on renters, particularly renters who are not in a 
position to buy their own home. 

Implementation risks 

76. Making a decision to implement this policy before full analysis is risky. This policy is 
novel, complex and we are not aware of much international precedent3. There are 
many issues to work through, including for example: interaction with the mixed use 
asset rules, how interest tracing will work for companies, “land-rich companies” rules, 
employer-provided accommodation, and rules for those who have boarders. Officials 
cannot provide you with assurance that there are not unforeseen issues that could 
undermine the policy or create unintended consequences. 

Exempting new build dwellings 

77. Currently approximately 40 percent of new builds are purchased by investors. An 
exemption from one or both of the tax changes for new homes acquired after the 
announcement would mitigate the potential impact that these tax measures might have 
on new building supply. For the bright-line extension, this would mean instead of being 
subject to a twenty year bright-line period, first/early investors in new build homes 
would be subject to a reduced bright-line period of five years (i.e. the current bright-line 
period). For denial of interest deductions, the owners of eligible properties constructed 
after the relevant date would continue to be able to deduct interest costs from their 
rental income.  

78. 

79. 

 
3  The only country we have identified with interest deductions for residential landlords is the United Kingdom. The UK 

enacted these rules recently, they were phased in over four years, and apply to both new and existing rental properties. 
Alongside the rules is a 20% tax credit for interest deductions meaning that for landlords on the standard tax rate of 20% 
the interest is effectively fully deductible.  

[33]
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80. There are a number of other technical design issues that Inland Revenue would need 
to work through with other agencies and government bodies (such as Land Information 
New Zealand). Special rules for new builds should be legislated at the same time as 
the proposed interest deductibility rules and not in the SOP containing the bright-line 
extension, but they should still be announced alongside the other tax changes in 
February. 

Impact of an exemption 

81. Compared to applying the changes to all properties, special rules for new builds would 
lead investors (and particularly debt-financed investors in the case of an exemption 
from the interest limitation rule) to demand more new build properties, as they attract a 
significant tax advantage. That, in turn, means that the price and supply of new builds 
is likely to be higher.  

82. The overall impact of exemption in the long run is unclear as other buyers will change 
their behaviour, but intuitively any impact of the tax changes on house prices, supply, 
or rents will be smaller than without an exemption. It is very unlikely that an exemption 
will be fully effective at offsetting the impacts of the tax measures. 

83. A new exemption will add complexity and compliance costs for taxpayers and in doing 
so create integrity risks that Inland Revenue will need to manage (particularly for 
interest deductibility). As the detailed operation of an exemption will need to be set out 
at a later date (particularly for interest deductibility, as the operation may interact with 
detailed design), a new build exemption will not completely remove the immediate 
uncertainty faced by some property investors about the impact on new builds. 

84. We recommend that the Government should seek to minimise the potential impact of 
any tax changes on housing supply, and preferential treatment for new builds would 
achieve that to some extent (albeit with the downsides described above) and is likely 
the most immediately available option in order to achieve that by maintaining investor 
demand in new build properties. However, on the available timescales it is not possible 
to provide full advice on the merits of a tax exemption, or the relative advantages of 
any potential alternatives. 

Agency views 

85. The Ministry of Housing and Urban Development and Inland Revenue support an 
exemption for new builds from both tax measures to minimise the impact on the new 
supply of housing. Maintaining and increasing new supply is critical to addressing 
housing affordability in the medium term. In the absence of clear information about the 
effectiveness of an exemption, the Ministry of Housing and Urban Development and 
Inland Revenue would err on the side of supporting new supply. There are complicated 
compliance and administration issues to work through, requiring co-ordination with 
LINZ and potentially local councils, but given the concern regarding supply, Inland 
Revenue recommend working through these issues with consultation. 

86. The Treasury does not support a new build exemption for this measure. The Treasury 
considers there are likely to be better ways to directly support supply, for example 
through an explicit subsidy for developers. The Treasury notes that an exemption to 
new builds is more complicated to administer. In addition to the challenges set out 
above, the Treasury considers it would be very difficult to amend or remove an 
exemption in the future. 
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Interactions and wider impacts 

87. These two tax measures interact. Both increase the tax on residential property 
investment. To the extent that the case for interest denial rests on non-taxation of 
capital gains, the case for the measure is weakened if the bright-line test is extended.  

88. Tax losses generated by residential property business are currently ring fenced. This 
means they cannot be used to offset income in businesses. The denial of interest 
deductions would make this policy less necessary. However, it would still ring-fence tax 
losses to the extent that they are generated by non-interest expenses, for example 
insurance or rates, as well as continuing to ring-fence interest expenses for 
grandparented investments.  

89. If both of these measures are implemented there may be flow-on impacts onto rents. 
Housing costs are a greater burden for renters than homeowners. Given the number of 
children living in rental property, these measures may impact child wellbeing and 
poverty. 

Fiscal impact 

Bright-line extension 

90. Extending the bright-line test will raise revenue. Inland Revenue have developed a 
static model to predict possible revenue arising from a twenty year bright-line 
extension. However, the revenue raised will also depend on investor’s behavioural 
responses, which we are unable to model. 

91. Behavioural responses might include the ‘lock-in’ effect (deferral of sales), the incentive 
for which will grow the longer any property is held because of the sizeable sums 
involved. On the other hand, there may be increased rates of shorter-term sales by 
investors who have determined they cannot wait twenty years. All behavioural 
responses will impact our estimates but these cannot be modelled with any level of 
confidence. 

92. The static model predicts that there will be no new revenue over the forecast period to 
2024/25, as any sales in this period would be captured by the existing five year bright-
line test, and we have assumed no behaviour change. The static model suggests that 
you can expect an extended twenty year bright-line test to start generating additional 
revenue from 2028/29. Provided there is no change in behaviour, the sums generated 
should increase over time to reach $1 billion of annual revenue by 2034/35. There are 
many assumptions underlying this estimate, including assumptions on the distribution 
of ownership, the average gain on sale and how this might change over time, the 
volume of sales, the probability an exemption is claimed, and the share of sales 
already taxable under other provisions. These assumptions have a direct impact on the 
estimated fiscal gain. More importantly, we expect the lock-in effect to dampen any 
potential fiscal gains, particularly in the longer term. 

Interest Deductibility 

93. In the time available we have not estimated the impact on revenue from a limitation on 
interest deductibility. Such estimates will rely critically on the design decisions. We will 
provide you with revenue estimates when design decisions are made post-consultation. 

Flow-on impacts 

[33]
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94. If the proposals in this paper lead to higher rents for lower income New Zealanders, 
then this may increase expenditure on the Accommodation Supplement and 
Temporary Additional Support. It is difficult to quantify this impact at this stage. 

Communications 

95. Housing affordability is of high public concern so any new measures will be of 
considerable media and stakeholder interest. While supply side measures are being 
progressed, only demand side measures will be announced in this tranche. 

96. These measures are likely to be of particularly high interest given housing interests are 
diverse. For example, measures that put downward pressure on prices will support the 
needs of potential first home buyers seeking to secure a property, while investors 
leaving the market may decrease the supply of rentals causing concern to renters and 
their advocates. A third group, existing homeowners, may be concerned by any 
possible decrease in asset value. 

97. Previously announced commitments on tax may cause intense scrutiny and discussion 
of the new bright-line extension and investors and the property sector will expect clarity 
on these measures. Decisions made on consultation and timing of implementation will 
also be of high interest. Not providing sufficient information at the time of the 
announcement could create further uncertainty in the market. 

98. We will work with your offices to ensure that, as far as possible, at the time of 
announcement sufficient information is available to satisfy the demand for details. 
Timing of any announcement will have an impact on what information can be “stood up’ 
– an intervening period of 24 hours after availability of the Cabinet minute would enable 
Inland Revenue to update web content and communicate to staff and key stakeholders. 

99. The Treasury has appearances at the Finance and Expenditure Select Committee on 
10 March and Inland Revenue has an appearance on 25 February, while the Ministry of 
Housing and Urban Development has an appearance on 17 February. These 
appearances are likely to be after announcement but prior to legislation. We will 
consider what informational responses can be provided to the committee at this time. 

100. Proactive release of these papers may aid efficiency in managing Official Information 
Act, stakeholder and media requests for material. It may also be helpful in managing 
any concerns that may be raised regarding the different perspectives from Inland 
Revenue and the Treasury and to a lesser degree HUD. 

Next Steps 

101. We require your decisions on these issues by 9 February in order to ensure that you 
are able to lodge the final Cabinet paper for consideration on 15 February.  

102. You will be receiving separate advice on amendments to the Reserve Bank’s monetary 
policy remit and the issuance of a direction under section 68B of the Reserve Bank of 
New Zealand Act. 
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Annex 1: Recent housing policy announcements  

103. The following are extracts selected from recent major policies relating to housing 
strategy, and have been used in developing the proposed objectives contained in the 
accompanying Cabinet paper: 
a. The Government’s Our Plan (September 2018) stated: 

“We will: (c) ensure everyone has a warm, dry home. Every New Zealander 
should have a safe, warm, dry home to call their own – even if they’re renting.” 

b. The Government’s Economic Plan (September 2019) has eight “key economic 
shifts” to achieve the vision of “a productive, sustainable and inclusive economy”. 
The eighth relates to housing:  

“Transform our housing market to unlock productivity growth and make houses 
more affordable. This means:  
i Overcoming the shortage of housing and focusing capital investment 

towards more productive areas of our economy; 

ii Current and future generations can access affordable housing in the places 
they desire close to the best jobs for them; 

iii A productive building and construction sector producing safe, healthy and 
durable homes and buildings”.  

c. A principal objective of the Government’s National Policy Statement on Urban 
Development 2020 is: 

“Objective 2: Planning decisions improve housing affordability by supporting 
competitive land and development markets.”  

d. An objective of the Government’s Resource Management Reforms is to: 
“better enable development within environmental biophysical limits including a 
significant improvement in housing supply, affordability and choice, and timely 
provision of appropriate infrastructure, including social infrastructure… should 
result in the following outcomes…  

Housing costs improve relative to incomes and supply is responsive to demand, 
with competitive land markets enabling more efficient land use and responsive 
development, which helps improve housing supply, affordability and better meets 
a range of housing needs (by type, size, location and price point).” 

e. The Government’s Urban Growth Agenda Cabinet Paper [CAB-18-SUB-0244 
refers] stated: 

“Our main objective for the UGA is to improve housing affordability, underpinned 
by affordable urban land. This will be supported by wider objectives to: 

i Improve choices for the location and type of housing; 

ii Improve access to employment, education and services; 

iii Assist emission reductions and build climate resilience; and 

iv Enable quality built environments, while avoiding unnecessary urban 
sprawl.” 
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Annex 2. Key design issues for limiting interest deductions for residential property 
2A. Transitional rule  

104. There are 4 options for a transitional rule towards denying interest deductions: 

a. Denial applies to all income from residential property (full application); 

b. Denial applies to all income from residential property, but with the amount of 
denial increasing over time (phasing); 

c. Denial applies to all income from residential property acquired after 11.59pm on 
the date of announcement (grandparenting of existing property investments); or 

d. Denial applies to all income from residential property acquired or the drawdown 
of a loan secured against residential property after 11.59pm on the date of 
announcement (grandparenting of existing investments, with tighter rules for loan 
drawdowns). 

105. Table 1 below summarises the key impacts of these options 
Table 1. Transitional rule 

Option Housing market and 
fiscal impacts 

Fairness/impact on 
existing investors 

Compliance cost Efficiency and integrity 
impacts 

a.  Denial applies to all 
income from 
residential property 
(full application) 

Would have greatest 
fiscal and housing 
market impacts. 

The housing market 
impact includes both 
putting downward 
pressure on house 
prices and upward 
pressure on rents and 
other costs for renters. 

Existing investors who 
acquired property in 
expectation of current 
tax settings may view 
this change as unfair. 
They will be faced with 
an increase in tax 
liability and potentially 
negative cash-flow from 
their investment. 

Least complex of 
the options 

No additional efficiency 
or integrity impacts 

b.  Denial applies to all 
income from 
residential property, 
but with the amount 
of denial increasing 
over time (phasing) 

 

This option will reduce 
the overall fiscal 
impact, as well as 
slightly reducing the 
short-term housing 
market impact. 

Similar to option a. Slightly more 
complex than 
option a, however 
additional 
complexity will be 
removed once 
fully phased in. 

No additional efficiency 
or integrity impacts 

c.   Denial applies to all 
income from 
residential property 
acquired after 
11.59pm on the date 
of announcement 
(grandparenting of 
existing property 
investments) 

Will significantly reduce 
housing market and 
fiscal impacts. 

Can address concern 
about impact on 
existing investors. 

However, could be 
perceived as unfair by 
new property investors, 
who will face a higher 
tax cost than existing 
investors. 

Will be complex 
and require rules 
addressing 
changes in use 
and restructuring 

Creates a ‘lock-in’ effect 
as creates incentive to 
retain ‘grandparented’ 
properties.  

Integrity risks as 
investors will try to 
maintain grandparenting 
status after transferring 
property.  

d.  Denial applies to all 
income from 
residential property 
acquired or the 
drawdown of a loan 
secured against 
residential property 
after 11.59pm on 
the date of 
announcement  

Same as option c. Same as option c. Adds complexity 
to option c, 
potentially making 
the measure more 
difficult to comply 
with and enforce. 

Improves the integrity of 
options c by reducing the 
ability for investors to 
circumvent the rules by 
using loan drawndowns 
on existing property 
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106. The key decision you need to make before announcement is whether you wish this 
measure to be grandparented (c or d) or not (a or b). If you decide that the measure 
should apply to existing residential property investors, it would be possible to consult 
on the option of phasing in the measure (option b). 

107. The main rationale for option c or d is if you have concerns about applying the measure 
to existing investors due to fairness and potential cashflow impacts, as well as impacts 
on renters if existing landlords sell.  

108. If your primary objective is to maximise the housing market impact of the measure, 
option a will have the most impact, although option b will have similar impacts on the 
housing market (with a slightly reduced impact in the short-term). 

109. If you are concerned about the impacts for existing investors, or desire having a slower 
transition for the rules, we consider that option b will be a more economically efficient 
option than option c or d (due to the lock-in effects of option c or d) and with less 
complexity and integrity risks. Similarly, option b will reduce the overall fiscal impact of 
the measure (relative to option a), as well as slightly reducing the short-term housing 
market impact. 

Option d – Interaction with new loans for grandparented properties 

110. If you agree to a grandparenting transitional rule (option c), you could also consider 
having a rule which will disallow interest deductions for loans made after the application 
date by a person owning pre-acquisition property (option d).  

111. Option d would have the benefit of improving the integrity of the measure, as it would 
reduce the ability for residential property investors to use the equity in their existing 
properties to claim interest deductions. However, it would come with additional 
complexity, potentially making the measure more difficult to comply with and enforce. 
The exact boundary for this option will be difficult to define and could lead to edge 
cases where taxpayers are not sure if they are entitled to an interest deduction. 

112. This option would also be subject to whatever interest allocation rule applies that might 
allow it to be deductible under other grounds (for example, if it is allocated to business 
assets or activities). This issue is discussed in Annex 2E. 

Example 1: Transitional rule 

Assume the rules denying interest deductions are announced on 19 February 2021 and will apply from 1 April 
2022. 
 
Ava bought a rental property in 2010, with an outstanding interest-only mortgage of $100,000 as at 19 February 
2021. The property generates rental income of $10,000 per year. Her mortgage interest rate is 2.5% p.a., allowing 
her $2,500 of deductions in the income year ended 31 March 2021. Assume Ava has no other deductions and that 
throughout this example that Ava’s mortgage, mortgage interest rate, and yearly rental income are unchanged. 
 
Under all three options, Ava’s taxable income for the 2020-21 income year is $7,500 (being $10,000 taxable rent 
less $2,500 of deductible interest). However, Ava’s tax treatment differs for subsequent years under the three 
transitional options as follows: 
 
• Option a (all properties immediately). For the 2021-22 and later income years, Ava’s taxable income increases 

to $10,000 as her interest expenses are no longer deductible. 
 

• Option b (all properties phased in). Assume the phasing is designed so that 25% of interest is denied in the 
first year, 50% denied in the second year, 75% in the third year, and 100% in the fourth and subsequent years. 
Ava’s taxable income in the years following application are as follows: 

o 2021-22 income year: $8,125 
o 2022-23 income year: $8,750 
o 2023-24 income year: $9,375 
o 2024-25 income year and thereafter: $10,000 

 
• Options c and d (grandparenting). Ava’s taxable income is unaffected by the changes and remains at $7,500 

each year. 



T2021/103; IR2021/045; BRF20/21020858 Joint Report: Demand-side measures to moderate house price growth  Page 26 
 

 

2B. Application date 

113. There are 3 options for an application date 
a. 2022-23 income year (beginning 1 April 2022 for most taxpayers); 

b. Halfway through 2021-22 income year for most taxpayers (beginning 1 October 
2021); or 

c. 2021-22 income year (beginning 1 April 2021 for most taxpayers). 

114. Table 2 outlines the legislative timeframes for the options and how much opportunity 
they provide for consultation.  

Table 2. Application date options 

Option Timeframes Ability to consult 

a. 2022-23 income year  

(1 April 2022 for most 
taxpayers) 

• December 2021 - Bill 
introduced 

• June 2022 - Bill enacted 

 

Allows for full 6 week 
consultation process. 

We consider this will reduce 
the risk of unintended 
consequences. 

b. Halfway through 2021-22 
income year  

(1 October 2021 for most 
taxpayers) 

• December 2021 - Bill 
introduced 

• June 2022 - Bill enacted 

Allows for full 6 week 
consultation process. 

We consider this will reduce 
the risk of unintended 
consequences, but more 
complex to implement 
change from the middle of 
the year. 

c. 2021-22 income year  

(1 April 2021 for most 
taxpayers) 

• August 2021 - Bill 
introduced 

• March 2022 - Bill enacted 

Only very short, informal 
consultation would be 
feasible. 

Higher risk of potential over-
or under-reach in rules.  
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2C. Size of the denial 

115. There are four general options for the size of interest deduction to deny. These are: 
a. Deny interest deductions in full; 

b. Deny a proportion of interest deductions (e.g. denying 50% of the interest 
deduction); 

c. Denying the inflation component of interest deductions based on the Consumer 
Price Index (CPI); or 

d. Denying a fixed percent of interest deductions as a proxy for the inflation 
component (e.g. deeming inflation to be 1 or 2% and denying that number of 
percentage points). 

116. Table 3 below summarises the key impacts of these option. 
Table 3. Size of denial 

Option Housing market, fiscal, 
and financial 
market impacts 

Compliance costs, complexity Impact if interest 
rates rise 

a. Deny interest 
deductions in full 

Would have greatest 
fiscal and housing market 
impacts. Size of denial 
will vary significantly with 
the economic cycle. 

Has greatest potential to 
put existing investors into 
negative cash-flow if 
applies to existing stock. 

Some additional compliance costs as 
a result of new rules. 

Most affected by 
interest rate rises. 

b. Deny a proportion 
of interest 
deductions (e.g. 
denying 50% of 
interest deduction)  

Will have less impact than 
option a. But has the 
potential to have a much 
greater impact than 
options c and d if interest 
rates rise. Size of denial 
will vary significantly with 
the economic cycle. 

Same as option a. Affected by 
interest rate rises 
but less so than 
option a. 

c. Deny the inflation 
component of 
interest based on CPI 

Note, this may require 
the Government to 
pass an Order in 
Council each year 
prescribing the inflation 
rate. 

Will have less impact than 
option a.  

Highest compliance and 
administration costs of the d options.  

May create particular difficulties for 
taxpayers with multiple loans at 
different interest rates or for taxpayers 
using automated accounting software 
and possible that some will struggle 
with the calculation and make 
mistakes particularly if their interest 
rate changes over the year.  

Depends on 
whether the 
interest rate rises 
because of an 
increase in the 
real interest rate 
or an increase in 
inflation. 

d. Denying a fixed 
percent (e.g. 2%) as a 
proxy for inflation 

Will have less impact than 
option a.  

Possibly higher compliance costs 
than options a and b for people using 
automated accounting software. 

Possible that some people will 
struggle with the calculation and 
make mistakes, especially if their 
interest rate changes during the year. 

Amount of denial 
should not be 
affected by 
interest rate rises.  
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117. Full denial (option a) will have the largest policy impact (on housing and financial 
markets and on fiscals). The relative size of the impacts of the other options will 
depend on the percentages and proportions ultimately chosen for option b and d, as 
well as the prevailing rates of interest and inflation. Option b has the potential to have a 
much greater impact than options c and d if inflation remains low but interest rates rise. 

118. The wider arguments for and against this measure are discussed in paragraphs 65-71 
above. However, options c and d are arguably justified on the basis that interest 
contains a component for inflation, so allowing a deduction for that inflation component 
under-taxes property owners that are debt-financed.  

119. However, this justification is significantly weakened because the rest of the tax system 
is not indexed for inflation (mostly to minimise compliance costs). The interest revenue 
earned by banks from property owners’ mortgages is fully taxed, with no tax-free 
allowance for the inflation component. Moreover, this proposal would only limit interest 
incurred by residential property owners, but the inflation argument applies equally to all 
taxpayers with interest expenses (e.g. all businesses with debt-financing). Denying 
deductions for the inflation component of interest expense would therefore create other 
distortions in the tax system, while attempting to correct one distortion.  

120. Which option you choose is likely to depend on which policy rationale you find more 
compelling, your desired size of the impacts on housing and financial markets and 
fiscals, and the extent to which you want to minimise the cost of complying with the 
measure. Inland Revenue considers that full interest denial is likely to lead to 
abnormally high levels of tax on debt-financed investment in rental property as is 
discussed further in Annex 3. 

 
 

Example 2: Size of the denial 

Toby owns two residential properties, which he acquired with two different mortgages after the application 
date of the policy. The properties are not new builds. Assume Toby has no other debt.  
 
Toby’s first mortgage is interest-only for $500,000 at 4.0% p.a. His interest expense for the year under this 
mortgage is therefore $20,000.  
 
Toby’s second mortgage is a flexible revolving credit mortgage of up to $200,000. With the flexible mortgage, 
Toby has flexibility over how much he repays and draws down and only pays interest to the bank on the 
amount outstanding on his mortgage, calculated daily. Both the amount outstanding and the interest rate on 
his flexible mortgage fluctuates throughout the year. Assume his interest expense for the year under this 
mortgage ends up being $8,000.  
 
Toby’s tax treatment under the four options are: 
• Option a (full denial). Toby is denied his total interest expenses of $28,000.  

 
• Option b (deny fixed proportion of interest). Assume the fixed proportion chosen is 50%, but this could 

be higher or lower. Toby is denied $14,000 of his total interest expenses. He can deduct the remaining 
$14,000 against his rental income.  
 

• Option c (deny inflation component only). Assume the inflation component for the year is prescribed at 
1.3%. For Toby’s interest-only mortgage, he is denied $6,500 of interest expenses (being 1.3% of 
$500,000). For Toby to work out the interest denied on his flexible mortgage, he will have to find the 
average daily outstanding balance on his flexible mortgage and multiply it by 1.3%.  

 
• Option d (deny fixed percentage as a proxy for inflation). Assume the fixed percentage is set at 2%. For 

Toby’s interest-only mortgage, he is denied $10,000 of interest expenses (being 2% of $500,000). For 
Toby to work out the interest denied on his flexible mortgage, he will have to find the average daily 
outstanding balance on his flexible mortgage and multiply it by 2.0%. 
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Other design issues needing consultation 

121.

122.

[33]

[33]

[33]



T2021/103; IR2021/045; BRF20/21020858 Joint Report: Demand-side measures to moderate house price growth  Page 30 
 

[33]



T2021/103; IR2021/045; BRF20/21020858 Joint Report: Demand-side measures to moderate house price growth  Page 31 
 

Annex 3: Inland Revenue analysis on rental housing, tax subsidies and the case for 
limiting interest deductions 

128. There is a prima facie case for considering denying interest deductibility when money is 
borrowed to invest in rental property. Allowing deductions for interest when income is 
only being partially taxed can lead to investment being subsidised. 

129. Examples below explore this issue. However, the tax subsidy that could result in 
negative tax rates has already been addressed by the Government’s loss limitation 
rules. Many other assets which are not subject to any loss limitation provisions can also 
generate capital gains, and the case for limiting interest deductions would seem 
stronger when money is borrowed to invest in these other assets rather than in rental 
property. 

130. Even if there were no loss ring-fencing provisions, limiting interest deductions would 
not be a comprehensive way of reducing tax subsidies to investment in rental property. 
This is because investment in rental property (or in other assets which generate capital 
gains) is also tax advantaged when people use their own capital to invest. We show 
that if someone were to invest their own capital in rental housing there would be a 
similar tax subsidy to that which arises when investment is debt financed. 

131. We understand that Ministers are wishing to put in place tax changes which tilt the 
balance in favour of first home buyers and which take heat out of the housing market. 
Denying interest deductibility would do both of those two things. But at the same time, it 
would lead to high effective tax rates on only one form of financing investment in rental 
housing. It would mean that this type of investment would be taxed relatively heavily 
compared with most other types of investment. 

132. There are valid reasons for people to be tenants (e.g. they cannot afford a deposit for a 
house, they are only living somewhere temporarily, or that they want flatmates but do 
not want to be a landlord). Given there are valid reasons to be tenants, there must be 
landlords who invest in rental property to supply housing to tenants. 

133. Investment in owner occupied housing is currently advantaged relative to investment in 
rental housing because landlords can be taxed on their rental income whereas owner-
occupiers are never taxed on their imputed rental. This is deliberate Government policy 
and we are not suggesting that the Government overturns this advantage. We do, 
however, recommend against denying interest deductibility if this ends up leading to 
abnormally high levels of tax on debt-financed investment in rental properties not only 
relative to owner occupied housing but also relative to most other assets, and relative 
to equity investment in rental properties. This annex explains why Inland Revenue 
considers that this is likely to be the case. 

Subsidised investments in rental housing when there are no loss ring-fencing 
provisions 
134. To make the economic analysis tangible, we need to make assumptions about returns 

on housing that show how tax rules can affect decisions. To do this we choose an 
investment that would just be a breakeven investment. This is reasonably common in 
examining how taxes affect investment decisions because it allows examination of how 
changes in tax provisions can affect the viability of projects by changing them from 
being just breakeven to being either better or worse than breakeven. If returns were 
much higher than breakeven, then a change in the tax rules may not affect any 
decisions, because the investments will be profitable regardless of what is happening 
to interest deductions. 

135. Assume that an investor thinks that housing will return 3% in pre-tax rents and 1.4% of 
untaxed capital gains and there are no loss ring-fencing rules. A taxpayer on a 30% 
marginal tax rate would find it just profitable to borrow at an interest rates of 5% to 
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invest in the rental property. Benefits and costs on an investment of $1,000 are 
captured in Table 5 below. 

Table 5 
 

Rent  (1) 30   

Capital gain  (2) 14   

Interest expense  (3) 50   

Taxable income  (4) -20 (4) = (1) - (3) 

Tax  (5) -6 (5) = 30% x (4) 

Net gain (6) 0 (6)= (1) + (2) - (3) - (5) 

 

136. The investment earns a return of $44 before tax (rent of $30 + capital gains of $14). 
However, it generates costs of $50. Incurring costs of $50 to earn income of $44 is 
inefficient. It would not be attractive in the absence of tax. The investment is only viable 
because the tax system allows the deduction of interest. 

137. There is a prima facie case for limiting interest deductibility when money is borrowed to 
invest in rental housing because the investment is being subsidised by the tax system. 
It is only viable because of the tax loss that is being generated. 

Effects of loss ring-fencing 
138. It is important to note, that this sort of inefficiency has already been addressed by the 

Government’s loss ring-fencing provisions. Now, if an investor generates a tax loss on 
a rental property, this loss can normally no longer be offset against other taxable 
income. This has reduced the case for limiting interest deductibility of interest on 
money used to invest in rental property. 

139. Table 6 examines the benefits and costs of a $1,000 investment in the presence of loss 
ring-fencing provisions.  

Table 6 
 

Rent  (1) 30   

Capital gain  (2) 14   

Interest expense  (3) 50   

Taxable income  (4) -20 (4) = (1) - (3) 

Tax  (5) 0 (5) = 0 

Net gain (6) -6 (6)= (1) + (2) - (3) - (5) 

 

140. The investment would no longer be attractive because the tax loss cannot be set off 
against gains on other income. This means that the taxpayer would sustain a loss of $6 
on this investment and there would no longer be incentives for the investment to be 
undertaken. 

Investments in other assets generating capital gains 
141. Loss ring-fencing applies to rental properties but not to other assets generating capital 

gains such as agricultural land, commercial or industrial property or a business. This 
means that the sort of subsidy analysed in Table 5 can take place when people borrow 
to invest in other assets but not normally when they borrow to invest in rental property. 
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This suggests that the tax policy case for limiting interest deductions is, if anything, 
smaller when people borrow to invest in rental property than when they borrow to 
invest in other appreciating income earning assets.  

Tax concessions for equity investment in rental property 
142. Even if there were no loss ring-fencing provisions for investment in rental property, 

denying or limiting interest deductions would not be a comprehensive way of limiting 
overinvestment in rental property. The key reason is that there is a tax break in 
investing in any asset which is generating tax free capital gains. This is true whether 
the investment is financed by debt or with an investor’s own equity capital. 

143. To see this consider an individual on a 30% tax rate who has $1,000 sitting in a bank 
earning 5% interest of $50 per annum. The individual pays $15 per annum in tax and 
earns $35 per annum in after-tax interest. 

144. Now suppose that the person decides to withdraw the money from the bank to invest 
$1,000 in the asset discussed earlier which earns a 3% fully taxable rental yield of $30 
and in addition generates 1.4% of capital gains. Cash flows are outlined in Table 7 
below. 

Table 7 
 

Rent  (1) 30   

Capital gain  (2) 14   

Tax  (3) 9 (3) = 30% x (1) 

Net gain ( 4) 35 (4) = (1) + (2) - (3) 

 

145. It is clear that this is very similar to the example that was analysed in Table 5. The only 
difference is that it is equity financed. Borrowing at 5% (without any loss ring-fencing 
constraints) to invest in this asset was breakeven because there was a tax subsidy of 
$6. In Table 7 the investment is equity financed. It is paid for by withdrawing capital that 
was earning $50 in interest to earn $44 of income (rent of $30 plus capital gains of 
$14). But $15 of tax was paid when the money was in the bank whereas only $9 of tax 
is paid when the money is invested as equity in the rental property. There is an 
identical tax subsidy of $6 in either case. There is no problem when someone borrows 
to invest in a rental property even if there are no loss ring-fencing constraints, that is 
not there equally if someone withdraws money from the bank to invest in rental 
property. 

146. It is sometimes argued that because interest is deductible there is a tax break when 
people borrow to invest and this is likely to lead to a competitive advantage for heavily-
geared investors. This example shows why this is not the case. If borrowing and 
lending interest rates are the same, the same investments will be marginal for debt-
financed and equity-financed investors. 

147. It might be argued that it is unrealistic to assume that the borrowing and lending 
interest rates are the same (they are both assumed to be 5% in our examples). Banks 
will charge an interest margin and generally the interest rate charged when people 
borrow from a bank will be higher than the interest rate paid by banks on deposits. But 
because this lowers the opportunity cost (forgone interest earnings in the bank), the 
investment in Table 7 would be better than breakeven to an equity investor while only 
breakeven to a fully geared debt investor. That is, introducing the bank’s margin makes 
the incentives for an equity investor to undertake an investment stronger than for 
someone borrowing. 
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Effects of denying interest deductibility 
148. Denying interest deductibility can lead to very high effective tax rates on investment in 

residential property. Consider the investment discussed in Table 1 costing $1,000 
which earns $30 of rental revenue and a tax free capital gain of $14. It pays interest 
expense of $50. 

149. As we discussed for Table 7, this would be a marginal investment for a taxpayer who 
withdraws money from a bank which was earning 5% interest. The investment is 
earning $44 of economic income (the rental income plus the capital gain of $14). On 
this, $9 of tax is paid. The effective tax rate on the economic income is $9/$44 = 
20.5%. 

150. Now suppose instead the investment were debt financed by borrowing $1,000 at a 5% 
interest rate from a taxpayer who is also taxed at a rate of 30%. Also suppose that a 
deduction for interest expense is denied. In this case income can end up double taxed. 
The borrower ends up paying $9 of tax and the supplier of funds pays a further $15 of 
tax. The effective tax rate is $24/$44 = 54.5%. 

 
Table 8 

Investor     

Rent  (1) 30   

Capital gain  (2) 14   

Interest expense  (3) 50   

Taxable income  (4) 30 (4) = (1) 

Tax  (5) 9 (5) = 30% x (4) 

      

Supplier of funds     

Interest income (6) 50   

Tax  (7) 15 (7) = 30% x (6) 

After-tax interest (8) 35 (8) = (6) - (7) 

 
151. The effective tax rate on the total investment would be considerably greater than either 

the investor’s or the supplier of funds tax rate. This makes the investment non-viable 
despite it being a marginal investment if financed by equity. This is a heavy tax impost 
compared with investment in most other assets. Interest income is often described as 
being ‘over-taxed’ in times of inflation because both the real component and the 
inflationary component of interest income is taxed. It should be noted here that not only 
is full nominal interest income being taxed in the supplier of funds hands, there is 
additional tax in the property investor’s hands because rental income is being taxed 
without any deduction for interest expense. This leads to an abnormally high level of 
tax on debt-financed investment in rental property. 

152. Denying interest deductibility can potentially raise efficiency costs by discouraging 
individuals who do not have enough capital to purchase a property with their own funds 
from acquiring rental property even when, taxes aside, they are the people who would 
be most willing to take on the risks and rewards of rental property ownership. There is 
a downside for tenants. With less rental housing there is likely to be upward pressure 
on rents.  

 


