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If wou wander through central Awckland znd try and spot the

people on the highest tax rates, the chamoes are wou'll getit
WO,

It's mot the young man in the sharp suit earning 150,000 or the
well dressed lawyper going zbout her business, Rather, it's the
soon-toretie woman earming ©5, 000 interest on top of her £35,000 salary, because
lending money is the most highly taxed activity in New Zesland,

This 5 becauss the government taxes the inflation component of interest peyments,
If wou lend 1,000 2t 7% when the inflation rate s 2%, $20 of the £70 interest s
to comipensate ywou for inflation because what cost $1,000 a wear ago costs $1,020
riove, Cinby S50 is resl earmings,

Monetheless, the government taxes the full 70 rather than the S50 rezl intersst,
Since someone on 2 33% tax rate pays 523,10 of the 70 in tax, ther trus rate of
tax on the 50 resl earnings & 46,2 %, Despite zll the talk of tax reform in recent
wesks, Iittle has besn s3id zbout how odd 1t 5 to tax people simphy because the
gowernment inflates away the value of their money.

The problem i worse the higher the inflation rate o the lower the interest rate, In
the lzst decade, when interest rates averaged & percent and the inflation ra
averaged 2.6%, the tax on resl interest income was 75% higher than the taxan
other types of income. It i itk wonder investors are atracted to residentis|
property, for capital gains are tax fres,

Moreower, i landlords borrow to finance ther investment they are allowed to
deduct the full nominzl interest peyment 25 an expense even though inflation &
ercding the walie of the debt. So not onby doss the tzx system penzlzs lendars
when there is inflation, but it rewards bomowers,

Orne way to oeste 3 more level playing fiekd would be to introduce 3 capital gains
tzx, But an shernstive proposzl, which has been little decussed, s to exempt the
inflation component of intarest income from tax, Cuite simphy, I you esrmed 79
when the inflation rate was 2%, you would onby pay tax on the 5% real earnings.
Conversehy, wou woukd onby be zble to deduct resl interest payments when
caloulzting taxzble income,

4 level fied would be cresting by removing 2 tax instead of introducing an
zdditionzl one,

The traditional case to exemipt the inflation component of interest earnings from tax
has been based on fzirmess, Mot onlby 5 the inflation component of interest not
income, but this “not-income” s recsived lergeby by older and less-sophisticated
investors, It is mot for nothing that the tax applied to it & sometimes called the
widows' tax

In zddition to being wnfair, recent economic anshysis swogests the interaction of
inflation with the tax systam is the root cause of low home ownership rates amaong
wounger households, Cuite simphy, the escessive taxstion of interest income {and
the ewcessively generous deductbility of interest peyments) makes it more
profitsble for weslthy middle-aged houssholds 1o become lzndlords than it is for
them to lend money to would-be cwner-ocoupiers,

The effect becomes larger 25 res| interest rates fall, possibhy explsining the recent
increzse in the number of people becoming lzndlords,

The modeling suggests that esempting the inflation component of interest income
from tax will have very similar effects on the housing market 25 introducing 2
capital gains tax In both cases, homeownership rates would rise, in part becawse
rents would incoresse, and the additional saving would improve the country's net
foreign debt position,

At first glzance, this ides might seem crazy at time of large government deficis, Isn't
the whole point of 2 tzx to raise revenue? Wouldn't aliminating the tax on the
inflation component of interest significanthy reduce revenue? Swrprisingly, the
answer is "MNa"

Curranthy, little revenue is raised from the tax on the inflation componant of interest
income, because for every dollar of tax paid by 3 lender, 2 large number of cents
are clgimed a5 deductions by an investor, The [nland Revenue Department dossn't
hawve good estimates of the net amount of tax collected or rebated, but it is wnlikehy
to be much, and could be negative,




If the ides in't crazy, why hasn't it been done? Langehy, it would seem, for two
rezsons, First, there B 2 widespresd perception that “low” inflation isn't 2 big
problem, This may be comect — unless you lend money, in which case even ow
inflation can increzse effective tax rates by 75 percent,

Secondhy, it may be difficul to implement 3 tax system that onby taxes real intenest
2arnings, This may zlko ssem surprking, since it woulkd sppesr relstivehy simple 1o
subtract the inflation rate from the nominz| interest rate 2t the end of the ywesr, 2nd
mazil out zn inflation-tax rebate o lenders,

But tax experts have dentified mamy complications, such a5 the tax trestment of
financizl contracts that are hybeid loan/equity products, More importanthy, inflation
distorts other aspects of the tax system, particularhy the way that firms are sllowed
1o depreciste capital assets.

Cumrenthy, ezch wear firms are zllowed 1o cleim part of the cost of 2n 2552t 25 2 cost
of doing business, wsing the historic cost of the capitsl, Becsuse the replacemant cost
of capitzl zssats typicalty rises with inflation, firms’ profits are overstated, and thus
they too ane overtaxed, This mezns inflation can reduce capitz| investment — unless
firms are indirectly compensated in another manner, in this case by deducting the
inflation component of interest payments from their income, Amy move 1o tax real
intzrest income woukd sliminate this deduction, and perhaps kead 1o 2 reduction in
investrent,

The accepted wisdom in tax cincles s that the inflation component of interest income
should ot be exempted from t2x unless depreciation zllowanoes are also comacta
for inflation, Put more bhenthy, the cost of ensuring businesses are not penalized
from owr inability or unwillingress to index the tax system for inflation i the
exnessive tawation of lenders,

Is it rezlhy impaossible to indey the tax system for inflation? Mot all people think so. &
former Gowernor of the Ressrve Bank, Ray White, stronghy advocsted the
indexation of the tax system, The 1989 "Consultative Document on the Taxation of
Income from Capital” by the then Minister of Finance (David Caygill) thought it
would be feasible to index the tax system “without imposing excessive compliamoe
znd adminErative costs,”

& comprehensive review in the United States came to 2 similer conchesion, noting
the most difficult part woulkd be the indexation of capitzl gains for the purposs of
cakoulsting capital gains tax lizbility,

In recent wears, Government officizl have made repested calks for people to save
mara, Cumenthy they are looking for bold messures to improve the way we tax
oursslves, notzbly to remove the distortions in the howsing market, But rather than
ook for new tawes, perhaps they could sesk to address both problems by
eliminating a tax — the tax on the inflation component of interest income,

It & simpler to do in Mew Zesland than amywhere elbs in the world precisshy
because we don't have a capital gains tax. And mot onby wiould it remove distortions
in the housing market, it would end the ridiculous situation that lending money, the
simplest way of saving, &5 the mosthy highly taxed activity in New Zasland,

* Andrew Coleman B 2 Senior Fellow a2t Moty Ecomomic and Public Policy
Fiesszarch, All of Motw's resszrch czn be found here,

There are severs| pepers on this topic on the Motu website, The two most
relevant papers are czlled "Tax, credit constraints and the big costs of
small inflation”, znd "The long term effects of capital gains taxes in
Mew Zealand”,



