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FOREWORD: THE INSTITUTE 

The Institute of Policy Studies (IPS) was established by the Victoria 
University of Wellington in 1983 to promote study, research and discussion of 
current issues of public policy, both foreign and domestic. Its board, appointed 
by the University Council, includes representatives of the Government and the 
Opposition, leading businessmen, trade union officials, the heads of several 
government departments and other public bodies, and representatives of the 
University Council and academic staff. 

The Institute draws financial support for its studies from both the 
government and the private sector. Its board and executive committee provide 
guidance as to the choice of topics. The Institute's research studies are guided by 
topic committees, the members of which contribute to, and critically review, the 
research work. In this way the Institute is able to engage in a diverse range of 
policy studies, drawing on expert advice from the public and private sectors and 
the academic community. The scholarly research and the opinions expressed in 
each case are those of the authors, not necessarily those of the Institute. The 
only criterion for publication by the Institute is quality, and the aim in that 
respect is to maintain a high academic standard, consistent with the Institute's 
integral relationship with the university. At the same time the Institute seeks to 
sponsor work which is likely to prove of practical value to those responsible for 
determining policy. 

OCCASIONAL PAPERS 

In addition to its full-length studies on research topics, the Institute intends 
to publish shorter articles, lectures and speeches in the form of occasional papers. 

STUDIES ON TAXATION POLICY 

The Institute is carrying out a series of studies in three broad fields: 
business tax, indirect tax, and tax administration. In addition to the present 
volume, the studies which have so far been published are shown in the list of 
publications at the back of this book. 



Overall responsibility for the project has been vested in a principal 
committee whose main tasks are: fund raising; approving the programme of 
research and allocation of funds; and ensuring the results are properly presented, 
debated and listened to. The members are: 

Mr P M McCaw (Chairman), Deloitte Haskins & Sells 
Mr B V J Galvin, Secretary to the Treasury 
Mr M J Belgrave, Comptroller, Customs Department 
Mr R N Mason, Managing Director, Emco Group Ltd 
Dr D H Simcock, Bell Gully & Co 
Mr J Simcock, Commissioner, Inland Revenue Department 
Sir Ronald Trotter, Chairman, Fletcher Challenge 
Mr W E B Tucker, General Secretary, Public Service Association 
Mr F Turnovsky, Chairman,Tatra Industries 
Mr H G Lang, Chairman, Institute of Policy Studies 
Mr P Bevin, Francis Allison Symes & Co 
Dr J Prebble, Law Faculty, Victoria University 
Dr C D Scott, Economics Department, Victoria University 
Mr M J C Templeton, Director, Institute of Policy Studies 
Mr P J Hall, Director of Administration, Institute of Policy Studies 
Topic committees have been established to deal with the three areas of 

study. These committees are responsible for staff selection, setting timetables, 
overseeing expenditure, providing a forum for the researchers to debate issues, 
and recommending publication. 

The members of the committee for business tax, under whose guidance 
this publication was produced, are: 

Mr D G Sadler, (Chairman) Director of Fletcher Challenge Ltd 
Mr A Sullivan, Alex Harvey Industries Ltd 
Mr B V J Galvin, Secretary to the Treasury 
Mr PG Walker, Inland Revenue Department 
Mr GP Howley, Customs Department 
Dr D H Simcock, Bell Gully & Co 
Mr A V alabh, Messrs Deloitte, Haskins & Sells 
Mr L McKay, Chapman, Tripp, Sheffield & Young 
Mr C G Blair, Touche Ross & Co 
Mr P Bevin, Francis Allison Symes & Co 
Dr J Prebble, Law Faculty, Victoria University 
Dr C D Scott, Economics Department, Victoria University 
Mr M J C Templeton, Director, Institute of Policy Studies 
Mr P J Hall, Director of Administration, Institute of Policy Studies 
The Institute wishes to place on record its thanks for the time given by 

members of these committees, and for their contribution to the studies. 



INTRODUCTION 

In How Should Business be Taxed?l Paul Bevin suggested that refonning 
the taxation of business income could not be separated from the taxation of 
personal investment income. He argued that five major steps were required to 
achieve a sustainable income tax regime: 

flatten the personal marginal tax scale; 
remove existing tax preferences for certain kinds of investment; 
eliminate the separate taxation of companies and their shareholders; 
inflation-adjust business and investment income; 
tax capital gains as ordinary income. 
All of these measures were seen as necessary ingredients in a refonned 

income tax. 
The Government has already announced a major lowering and flattening of 

the personal income tax scale, the full imputation of company taxes on dividends 
to their shareholders, and many tax preferences have been removed in recent 
years. Inflation-adjustment and capital gains have not been addressed. In 
practice, these features cannot be considered independently. For example, taxation 
of capital gains raises the issue of excluding the inflationary component of gains 
and of interest (which contains an equivalent inflationary premium) - both 
interest income and interest expense, which would ordinarily be deductible 
against business capital gains as well as other income. Similarly, the regime of 
company/shareholder taxation affects the appropriate fonn of taxing capital gains 
on shares. In other words, these issues will have to be addressed in designing 
appropriate reforms and a comprehensive or integrated approach is necessary if 
reforms are to be sustainable. 

In addition to the well known cases provided explicitly in the Income Tax 
Act 1976 where the profit on certain land and real property transactions is taxable, 
capital gains are taxed in some less obvious ways. These include, for example: 

the interest and development expenditure claw-back provisions of section 129 
(which are to be repealed in certain cases); 
capital gains derived by life insurance companies and other specialised 
investment businesses; 
increases in the value of trading stock of a business; 
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gains and losses on foreign exchange transactions including those on foreign 
currency denominated loans. 
Like it or not, therefore, the tax law has already addressed the capital gains 

tax issue in certain rather arbitrarily defined circumstances. 
The purpose of this paper is to canvas some of the main issues involved in 

determining how capital gains could be brought into the general income tax law. 
The first sections examine the nature of capital gains and how they are presently 
taxed in New Zealand. After looking briefly at the arguments for capital gains 
taxation, the main focus of the paper is on the practical problems of such taxes 
with particular reference to the Canadian and Australian legislation. Some 
tentative conclusions round off the paper. 
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WHAT ARE CAPITAL GAINS? 

A capital gain is "that form of gain that arises to the owner when some 
property of his appreciates in value or when he realises it at a price greater than 
its cost of acquisition".2 Under New Zealand law, capital gains are generally 
not regarded as assessable income. Adopting the analogy of capital as a tree, the 
fruit of the tree may be seen as income but other accretions - increase in size and 
greater fruit bearing capacity - are something else: capital gains. 

Compare this with an economist's definition of income as "the money 
value of the net accretion to one's economic power between two points of time".3 

Here, the lawyer's distinction between income and capital gains is ignored. 
Proponents of a comprehensive tax base seek to define income in such all
embracing terms4 and then, if it is thought necessary, for the purposes of 
implementing laws, state items that will not be liable for taxation.5 Important 
features of a comprehensive tax base are: 

no distinction is made between different types of real gains: they are all 
income and should be taxed accordingly; 
accrued as well as realised gains; and 
only real gains, as opposed to illusory gains are assessable. 
Capital gains arise in a number of different ways6, some of which reflect a 

real increase in wealth and some of which do not. Gains which correspond to 
rises in the price level or which are eaten up by expenses - solicitors fees, agents 
fees, stamp duty etc. - are illusory. The recipient has no greater capacity to pay as 
a result of receiving his gain. The distinction between real and illusory gains is 
crucial to any equitable system of income taxation. 

TO WHAT EXTENT ARE CAPITAL GAINS TAXED IN NEW 
ZEALAND? 

There is no comprehensive capital gains tax in New Zealand. Capital 
gains are taxed only to the extent that they fall within the specific provisions of 
the Income Tax Act 1976. In particular section 65(2) lists a number of items 
that are deemed to be included as assessable income. These include the 
following: 
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65(2)(a) All profits or gains derived from any business (including any 
increase in the value of stock in hand at the time of the transfer or sale of 
the business, or on the reconstruction of a company). 
The term "business" is defined in section (2) to include "any profession, 

manufacture or undertaking carried on for pecuniary profit". Although this is an 
inclusive definition, the courts have not regarded as business any activity that is 
outside of it.7 Thus "business" is limited by the words "carried on" so as to 
exclude isolated transactions. And the words "for pecuniary profit" impose a 
requirement that a person have a specified intention in respect of his activities 
before they can be regarded as business. . 

This requirement has both a subjective element - what the taxpayer claims 
to be his intentions - and an objective element - what his activities suggest 
his intentions to be. As Richardson said in Grieve v Commissioner of 
Inland Revenue:8 

the decision whether or not a taxpayer is in business involves a twojold 
inquiry - as to the nature of the activities carried on, and as to the 
intention of the taxpayer on engaging in those activities. Statements by the 
taxpayer as to his intentions are of course relevant but actions will often 
speak louder than words. Amongst the matter which may properly be 
considered in that inquiry are the nature of the activity, the period over which 
it is engaged in, the scale of operations and the volume of transactions, the 
commitment of time, money and effort, the pattern of activity, and the 
financial results. It may be helpful to consider whether the operations 
involved are of the same kind and are carried on in the same way as those 
which are characteristic of ordinary trade in the line of business in which 
the venture was conducted. However, in the end it is the character and 
circumstances of the particular venture which are crucial. Businesses do 
not cease to be businesses because they are carried on idiosyncratically or 
inefficiently or unprofitably,9 or because the taxpayer derives personal 
satisfaction from the venture." 

65(2)(e) All profits or gains derived from the sale or other disposition of any 
personal property or any interest therein (not being property or any interest 
therein which consists of land within the meaning of section 67 of this 
Act), if the business of the taxpayer comprises dealing in such 
property, or if the property was acquired for the purpose of selling or 
otherwise disposing of it, and all profits or gains derived from the 
carrying on or carrying out of any undertaking or scheme entered into 
or devised for the purpose of making a profit. 
This paragraph comprises three limbs. Both the first and third limbs appear 

to have very limited scope. It is apparent from the cases that the first limb 
(profits from the sale of personal property if the business of the taxpayer 
comprises dealing in such property) does not apply to property held and disposed 
of as a capital asset. It applies only to property disposed of as part of the 
taxpayer's business of dealing in such property.IO Thus it seems that any profit 
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or gain that could be caught by the first limb would almost certainly be caught 
by section 65(2)(a).11 Similarly, there seems to be little or no scope for the 
independent operation of the third limb (profits or gains derived from the 
carrying on or carrying out of any undertaking or scheme entered into or 
devised for the purpose of making a profit). The situations to which it could 
apply appear to be covered by the second limb and by sections 65(2)(a) and 67.12 

The second limb includes any assessable income, profits or gains from the 
sale or other disposition of personal property where the property was acquired for 
the purpose of selling or otherwise disposing of it. Unlike section 65(2)(a) and 
the other limbs of section 65(2)(e), it is directly concerned with profits from 
isolated transactions and may be seen as a limited form of capital gains tax. 
However, it too has its limitations. It applies only where personal property is 
acquired with the dominant purpose of selling or otherwise disposing of it.13 This 
involves an artificial exercise in quantifying 'purpose'. Also, it is an incentive to 
dishonesty and has been a source of much litigation.14 
65(2)(!) All profits or gains derived from the sale or other disposition of any 

land within the meaning of section 67 of this Act, being profits or gains 
to which that section applies. 
Section 67 which is referred to in section 65(2)(t) comprises a code for 

the taxation of profits and gains from the sale of land. Sub-section (4) sets out 
six categories of profits or gains which may be taxable. They are: 
(a) where the land is acquired with the purpose or intention of selling or 

otherwise disposing of it; 
(b) where the taxpayer is a dealer in land and, having acquired the land for 

the purpose of his business of dealing in land, disposed of it within ten years 
of acquiring it; 

(c) where the taxpayer is a builder and, having acquired the land for the purpose 
of his business as a builder and carried out improvements on it, disposed of 
it within ten years after the date on which the improvements were completed; 

(d) where the land appreciated in value because of rezoning or similar events; 
(e) where the land has been developed or subdivided within ten years of its 

acquisition; 
(t) where the land has been developed or subdivided and the profits do not fall 

within the other five categories and they are derived from the carrying on or 
the carrying out of any undertaking or scheme involving the development or 
divisions into lots of the land. 
All six categories are subject to specified exemptions, the most important 

of which are in respect of business premises and dwellinghouses. These apply 
to paragraphs (a) (land acquired for the purpose or intention of sale), (b) 
(dealers) and (c) (builders). 

Section 67 is much wider in scope than the second limb of section 65(2)(e) 
which applies to isolated transactions in respect of personal property. However, 
it is by no means a comprehensive code. The circumstances set out in sub-section 
(4), in which profits from the sale of land will be assessable, are all very 
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specific and, like section 65(2)(e), are bedevilled with requirements that the 
taxpayer have a particular purpose at the time he acquires the land. 
65(2)(g) All rents, fines, premiums or other revenues (including payment for 

or in respect of the goodwill of any business, or the benefit of any 
statutory licence or privilege) derived by the owner of land from any 
lease, licence, or easement, affecting the land, or from the grant of any right 
of taking the profits thereof 
This includes two items - premiums and payments for or in respect of the 

goodwill of any business - which in their ordinary legal sense would be 
regarded as capital gains. Again, the context is limited in that they must be 
derived by an owner of land from any lease, licence or easement affecting the land 
or from the grant of any right of taking the profits thereof. 

65(2)(1) Income derived from any other source whatsoever. 
This is a general 'catch-all' provision which could apply to capital gains if 

they come within our general concepts of income. However, the courts have been 
loath to recognise that any provision of the Act applies to capital gains.IS As 
North, J. said in CIR v Walker16, "we are dealing with a taxing statute aimed 
at requiring persons to pay tax on income as distinct from what may loosely be 
described as gains derived from a capital source". The courts take the view that 
the Act must express its intention in clear and unequivocal words before capital 
gains can be taxed as income. 

There are a number of other provisions in the Act which, in very specific 
situations, make assessable profits or deemed profits which are not within the 
traditional legal concepts of income.17 

One further comment should be made about assessable gains under the Act: 
no distinction is made between real gains and purely inflationary gains. The 
Privy Council in Lowe v Commissioner of Inland Revenuel8 recently held that 
inflation could not be taken into account when calculating profits under section 
88A of the Land and Income Tax Act 1954 (now section 67 of the Income Tax Act 
1976). The taxpayers were assessed on a profit of $15,566.50 which had accrued 
over a period of 12 years. They submitted that much of that profit was 
illusory - the resuit of inflation - and that the amount to be assessed should be a 
lesser sum based on some current cost accounting method. However, as Lord 
Templeman said in delivering the judgment of the Privy Council19, "by the 
practice of law of New Zealand a profit or loss for income tax purposes can only 
be measured in the present circumstances by the difference between dollars 
expended and dollars received". 

Conclusions 
(1) There are a number of provisions in the Income Tax Act that deem capital 

gains to be assessable income. However, these provisions (a) do not 
comprise a comprehensive code, (b) are very specific, and (c) are not inter
related. 
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(2) Allowance is made for inflation. As a result, taxes may be imposed at 
high rates on small real gains or on real losses. 

(3) Many of the provisions contain a requirement that the taxpayer have a 
particular purpose at some time during his profit making activity. It is 
submitted that a requirement of purpose has no bearing on a person's capacity 
to pay and that it should be irrelevant to whether or not a profit or gain is 
assessable.20 

( 4) The courts have taken the view that capital gains are not assessable unless 
clear and unequivocal words are used to say that they are. 

THE ARGUMENTS FOR A CAPITAL GAINS TAX 

1. Equity 

There are two aspects of the equity argument: 
Horizontal equity - people equally placed should bear equal tax burdens. 
Vertical equity - wealthier people should bear a proportionately greater tax 
burden than poorer people. 
The argument as to horizontal equity may be illustrated by the example of 

two taxpayers in similar circumstances who receive the same amounts of money 
comprised, in one case entirely of assessable income and, in the other, of 
both assessable income and non assessable capital gains. It is suggested that, 
as they have the same capacity to pay, they should bear the same burden of 
taxation. Of course, there are many reasons why the two taxpayers may not be 
equally placed - for example, the capital gains received by one may be simply the 
result of inflation - but this does not undermine the argument which in the 
context of capital gains could be restated as follows: "Where as a result of 
receiving capital gains, one taxpayer is equally placed with another taxpayer, the 
two should bear equal tax burdens". 

The second aspect of the equity argument - wealthier people should bear 
a greater tax burden than poorer people - is recognised in our general tax system, 
by the imposition of graduated tax rates. It would seem that the failure to tax 
capital gains has an effect diametrically opposed to the principle of vertical 
equity. As income other than capital gains is typically the primary source of 
money for poorer people, they pay tax on most of what they receive. Wealthier 
people are more likely to receive their money in the form of both assessable 
income and non-assessable capital gains with the result that they may bear a tax 
burden less than the progressive rate schedule would suggest. To redress this 
imbalance and to achieve a degree of vertical equity, a capital gains tax would 
seem desirable. 

2. Efficiency 
In How Should Business be Taxed?21 Paul Bevin pointed out that the 

exclusion of capital gains from taxation contributes to highly uneven 
effective rates of tax on different investments and to the consequent 
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misallocation of resources. As a result, resources are diverted into activities 
which obtain lower pre-tax rates of return. The effect is to lower national income 
and standards of living. 

3. Tax Minimisation 

Immunity from tax of capital gains is an incentive to tax planners to employ 
various devices to convert income receipts to capital receipts. In New Zealand, 
these attempts are, to some extent, limited by a general tax minimisation 
provision in the Income Tax Act 1976. Section 99(2) provides: 

Every arrangement made or entered into, whether before or after the 
commencement of this Act, shall be absolutely void as against the 
Commissioner for Income Tax purposes if and to the extent that, directly or 
indirectly -
( a) Its purpose or effect is tax avoidance; or 
(b) Where it has two or more purposes or effects, one of its purposes or 
effects (not being a merely incidental purpose or effect) is tax avoidance, 
whether or not any other or others of its purposes or effects relate to, or 
are referable to, ordinary business or family dealings, -
whether or not any person affected by that arrangement is a party thereto. 
The general nature of this provision reduces its effectiveness. For it to 

apply, it is necessary to establish that there has been an arrangement the purpose 
or effect or one of the purposes or effects of which is tax avoidance. While many 
capital receipts may arise in this way, the arrangements and their purposes or 
effects are not easy to detect. The problem would be eliminated if capital gains, 
per se, were taxable regardless of how they arose. 

The argument that we should have a capital gains tax so as to check tax 
minimisation may be disputed on the ground that some degree of tax minimisation 
is desirable because it rewards risk and acts as a safety valve against more 
dishonest practices. 

The "safety valve" contention is usually put on the basis that people should 
be given scope to legitimately arrange their affairs so as to incur the minimum 
amount of tax. If they are put in the position whereby the only way to do this 
is to earn less money, then either they will lose their urge to produce, with the 
result that the economy will stagnate, or they will resort to illegitimate means to 
minimise their tax burden. 

This may be correct, but it is not a valid argument against a capital gains 
tax. It is an argument against excessive taxation. A broadly based tax system 
which includes capital gains tax would permit a lower more uniform basis of 
personal taxation. 

4. Other Arguments 
Other arguments in favour of a capital gains tax usually arise in opposition 

to arguments against a capital gains tax. These are considered below. It is not 
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suggested that capital gains should be taxed because, per se, they would be a 
source of revenue. In a system which properly taxes only real gains and takes 
into account real losses, capital gains and losses may, in the long run, cancel each 
other out.22 However, by closing a major tax avoidance loophole, there should 
be a substantial gain to revenue which would promote equity and efficiency and 
result in significant tax reductions. 

THE ARGUMENTS AGAINST A CAPITAL GAINS TAX 

1. Perception and treatment of capital gains 
While capital gains, like income, may accrue on a relatively regular basis, 
they are realised only occasionally. Thus, it has been said that we cannot rely 
on them in our domestic affairs as we would rely on our other more regular 
income.23 They are likely to be treated as additions to capital which are not 
available for consumption. Consequently, taxes on capital gains are open to 
the criticism that they are imposed more severely on the supply of savings 
than are taxes on more regular income. · 
This argument which appears quite strong when considered in isolation 
loses much of its force when considered in the broader context of the 
'capacity to pay' basis of taxation. 
At present, those people whose savings derive primarily from assessable 
income are taxed on the source of most of their savings. Those people 
whose savings derive more from non-assessable capital gains are taxed to a 
lesser extent on the source of their savings. A capital gains tax would 
spread the burden more fairly so that, to the extent that savings would be 
taxed, all savings of all taxpayers would be taxed. 

2. The double tax argument 

The assumption behind this argument is that capital gains are increases in the 
present value of expected future income. If we had a capital gains tax, 
such gains would be taxed twice; first on the capital value of future 
incomes and secondly, on the incomes as they are received. However, 
because the tax is not applied at the time capital gains occur but is 
effectively delayed until the future income is taxed, the tax on the capital 
gains is less than that which would apply if they were taxed on accrual.24 
It should be noted that all income taxes penalise savings; not just capital 
gains taxes. The issue is really one of the advantages of taxes on income 
versus taxes on consumption.25 

3. Other arguments 

A number of other arguments have been put in opposition to a capital gains 
tax. Some have been dealt with in passing, for example, the suggestion that 
a capital gains tax would not be a significant source of revenue. Others may 
be described as administrative. They pose problems in the imposition of a 
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tax but, if they can be satisfactorily solved, they no longer exist as reasons 
for not having a capital gains tax. Of course, one aspect of satisfactorily 
solving these problems is to ensure that in the attempt to do so, the tax 
structure created is not so complex, cumbersome and costly as to negate any 
good results that might ensue from having a capital gains tax. A poorly 
designed tax would simply create a new set of tax distortions and a fertile 
field for tax consultants. Administrative practicality is therefore critical. 

PARTICULAR PROBLEMS OF IMPLEMENTING 
A CAPITAL GAINS TAX 

The problems discussed in this section have been dealt with in different ways 
by the various countries that have capital gains taxation. In this paper, particular 
attention is paid to the solutions adopted by the Canadian Income Tax Act 1971 
and the Australian Income Assessment (Capital Gains) Act 1986 partly because 
they are the result of intensive and detailed inquiries into taxation reform26 and 
partly because, of the four major English-speaking jurisdictions to have introduced 
capital gains taxation - the others being the United States of America and the 
United Kingdom -, the Canadian and Australian legislations are, to this writer, 
the most comprehensible. 

1. Accrual or realisation 

It is arguable that if capital gains were to be taxed, they should, like income, 
be taxed on an accrual basis or at least, on an annual basis. This, as the Carter 
Commission pointed out, would be consistent with the principle of the 
"comprehensive tax base". Thus,27 

"To be consistent with the principle of the comprehensive tax base, net gains 
on assets should in principle be brought into income annually, whether the 
gains were realised or not. This would preclude tax postponement, and if 
time were provided to pay the tax on the gains, serious liquidity 
problems could be avoided. Taxing gains on a realised basis allows for tax 
postponement and may induce holders of property not to realise their gain 
in order to avoid the tax. Furthermore, if gains were taxed annually, 
whether realised or not, the postponement of tax through the retention of 
income in corporations, trusts and mutual organisations would not pose a 
problem. There would be no reason to collect tax from these organisations 
except to obtain tax from non-residents and to prevent tax avoidance." 
However, despite the theoretical merit of taxing capital gains in this way, it 

is widely recognised that to do so would be impractical.28 It is not done in any of 
the countries which tax capital gains. There seem to be two main objections. 
First, an accrual or annual basis would require periodic valuations of all the assets 
of all taxpayers. This should not be a major problem. Although some assets - for 
example, shares in unlisted companies - are difficult to value, many others are 

10 



already valued on a regular basis for income tax or insurance reasons. It would, 
however, be costly for, and a source of perpetual annoyance to, taxpayers who 
would regularly have to make detailed tax returns. Secondly, if at the time of 
assessment a taxpayer has not recently realised the asset in respect of which there 
has been a gain, he is likely to have difficulty in paying the amount assessed. 
Without realisation, he may have no cash from which the tax can be paid. It is 
suggested that if gains were to be taxed on an accruals basis, taxpayers would 
have to be given some assistance in the form of a government loan or a deferral 
of liability.29 In any case, it is submitted that the prospect of having to realise 
assets or go into debt so that tax assessed on an accruals basis could be paid 
would be most unpopular with taxpayers. 

A further problem is that if capital gains were to be taxed on an accruals 
basis and, presumably, capital losses were allowed also on an accruals basis, 
there might arise a situation where, with fluctuating values, taxpayers were 
continuously paying tax and receiving refunds in respect of assets that ultimately 
give rise to no gain. 

The alternative system of taxing gains - after they have been realised - also 
has its drawbacks. It can result in a 'lock-in'30 whereby taxpayers defer paying 
tax by holding on to their assets. It can result also in taxpayers realising their 
assets when their values have decreased and thus claiming a capital loss. 
Those countries that have a comprehensive capital gains tax prefer a realisation 
basis, it seems, because it has the attribute of simplicity. Nevertheless, they 
modify this basis by deeming gains to be realised in certain circumstances3I and 
by attempting to take inflation into account so that the gains are not assessed as 
if they all accrued at the time of realisation.32 

2. The 'lock-in' 
A capital gains tax levied only on realisation is likely to have the effect of 

locking investors into their holdings.33 People will prefer to retain their assets as 
they are rather then sell them and pay tax on the profit. 

The 'lock-in' is said to have undesirable consequences.34 Thus, when stock 
prices are rising, supply is short, and when the market weakens, the desire for 
deductible losses leads to increased sales. The desire for deductible losses is said 
also to create an additional source of uncertainty and instability in the 
market. 

Another consequence may be a tendency for people who have succeeded in 
one capital venture to refrain from moving into other successful ventures. As a 
result, capital is less likely to be moved into new higher yielding investments. 

Other than taxing capital gains on an accruals or accruals equivalent 
basis, there is no way of eliminating the 'lock-in' effect. However, it can be 
reduced in some circumstances by imposing a tax on the deemed realisation of 
assets. 
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Deemed realisation of assets allows for par.tial deferment of liability but 
prevents permanent deferment. In Canada, this method has been adopted in four 
situations: 

(a) Ceasing and commencing to be a Canadian resident 
A taxpayer who ceases to be resident in Canada is deemed, immediately 

before that time, to have disposed of each property which he owned immediately 
before he became a non- resident (with certain exceptions) and to have received 
proceeds of disposition equal to the fair market value at the time he was deemed to 
have disposed of it.35 

A taxpayer is (with some exceptions) also deemed, immediately before 
he became a Canadian resident, to have acquired at a fair market value, any 
property which he owned before he became a resident.36 

(b) Change in use of property 

If a taxpayer acquires property for the purpose of gaining or producing 
income from the property or from a business and later uses it for some other 
purpose, or vice versa, he is deemed at the time of the change in use to have 
disposed of the property for proceeds equal to the fair market value of the property 
at the time and to have reacquired the property immediately thereafter, also at 
the fair market value.37 

Provision is also made for calculating a deemed value of disposal and 
acquisition when the property had been used partly for the purpose of gaining 
and producing income and partly for some other purpose.38 

(c) Gift 

A taxpayer who disposes of property by way of gift or for consideration at 
less than its fair market value is deemed to have received proceeds of disposition 
equal to the fair market value of the property.39 

(d) Death 

On the death of a taxpayer, he is deemed to have disposed, 
immediately before his death, at a fair market value, of each item of non
depreciable capital property owned by him at the time of his death.40 A 
beneficiary, under a will or intestacy, of non-depreciable capital property is 
deemed to have acquired it for a cost of the same amount which the deceased is 
deemed to have received as his proceeds of disposition.41 Special provisions 
apply where capital property is transferred either by way of inter-vivos gift or on 
death to a spouse or a 'spouse trust' so that no capital gains or losses are 
realised at that time.42 Also, generally, a taxpayer who fulfils certain 
conditions is permitted to pass a family farm on death or by way of inter-vivos 
gift without the consequences of a deemed realisation.43 
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It may seem harsh to impose a capital gains tax when a person dies or 
makes a gift. At the same time, another tax in the form of death duty or gift duty 
may be imposed on the unrealised gain. This argument seems to be based on 
the fallacy that what is being taxed - the gain - suddenly came into existence at the 
time of the death or the gift whereas, in fact, it accrued over a period of time 
before that. 

In Australia, a realisation (disposal) is deemed to take place when a taxpayer 
ceases or commences to be an Australian resident.44 A realisation is also deemed 
to take place when a taxpayer makes a declaration of trust or releases, 
discharges, satisfies, surrenders, forfeits or abandons a debt, chose in action or 
any other right.45 However, a gift or death does not give rise to a deemed 
realisation although capital gains tax will be levied when the assets of a deceased 
person are realised by the administrator of his estate or disposed of by a 
beneficiary.46 

One problem with a deemed realisation is that, as there has been no actual 
realisation, the taxpayer may not have sufficient funds to pay the tax. This 
would occur particularly in the case of estates consisting largely of non- liquid 
assets such as farm property or shares in a private company. The problem would 
be compounded by the liability to pay other debts, notably death duty and gift 
duty. It may be appropriate in these cases to make some provision for 
deferment of liability subject to a market rate of interest.47 

The other problem, as the Canadian and Australian legislation show, is 
that deemed realisation is itself complex and fraught with provisos, exceptions 
and loopholes. It has its merits but nevertheless it is a limited partial solution to 
the problem of the 'lock-in'. 

3. Illusory gains - the problem of inflation 

We have seen that some capital gains are illusory. They result from inflation 
and merely reflect a rise in the general price level. It may be said that a tax on 
gains of this nature does not operate as a true capital gains tax because there is 
not a true capital gain to be taxed. Instead, it operates as a wealth tax. 

It is suggested that if there is to be a capital gains tax some allowance 
should be made for inflation.48 In those circumstances where capital gains are 
taxed in New Zealand no allowance is made for inflation,49 with the result that 
taxes may be imposed at very high rates on small and non-existent gains. 

The methods adopted by other countries in dealing with the problem are 
barely more sophisticated. In Canada, one-half of a taxpayer's taxable capital 
gain is included in his incomeSO and, subject to certain exceptions, one-half of 
his capital loss may be set off against taxable capital gains.SI This solution 
may be in recognition of the fact that by the time many gains are realised their 
real value will be less than the money amount received by the taxpayer. But it 
is very rough and ready. It makes no distinction between gains that accrue over 
a short term and gains that accrue over a longer term. 

13 



The American solution is little better. There, short term capital gains - that 
is, gains from the sale or exchange of capital assets held for not more than six 
months52 - are taxed at rates applicable to other income.53 Long term capital 
gains - gains from the sale or exchange of capital assets held for more than six 
months54 - are taxed at more favourable rates.55 

Distinguishing between long and short term gains eases the burden for 
taxpayers whose property appreciates in value over a long period of time, but for 
such a system to operate fairly, it is necessary to distinguish not just between 
two periods but between a number of periods. Under the United States system, the 
taxpayer whose profit accrued over thirty years is taxed in the same way as the 
taxpayer whose profit accrued over one year. 

An objection to distinguishing between long and short term capital gains is 
that it would encourage tax avoidance. A taxpayer anticipating a profit may very 
likely defer selling property until the short term profit period had expired. He 
would then qualify for a lower tax rate. If instead, he anticipated a loss he might 
be encouraged to sell quickly and qualify for a high deduction. 

Unlike the Canadian and United States systems, the Australian system takes 
into account both rates of inflation and actual periods of ownership. The gain is 
calculated by deducting the original cost of the asset increased for inflation between 
the date of purchase and the date of sale from the proceeds of disposal.56 

Example57 

A taxpayer acquires an asset for $10,000 on 1 July 1986 and sells it for 
$22,000 on 1 July 1996. The Consumer Price Index at the time of purchase is 
100 and 200 at the time of sale. The taxable real capital gain is calculated as 
follows:-

Proceed of disposal $22,500 
~ original cost increased $10,000 x 200= 20,000 

for inflation between 100 
date of purchase and 
date of sale 

Taxable gain $2,500 

4. "Bunching" 
In a system of progressive tax rates, it may be unfair in some cases where 

property increased in value over a long period of time, to treat the whole profit 
from the sale of that property as part of the income of the year of sale. The 
problem would be solved if taxable gains were spread over the period that the 
taxpayer owned the property the sale of which gave rise to the gain. This has not 
been adopted anywhere apparently because the problem is considered not big 
enough to justify such a complex solution. As pointed out in the 1985 Australian 
draft White Paper, it is only a problem if the incremental income from capital 
gains is sufficient to push the taxpayer into a higher tax bracket; 'bunching' 
imposes no penalty on taxpayers already facing the top marginal rate in the 
absence of income from capital gains .ss 
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5. Treatment of losses 

If profitable realisations are treated as taxable income, then it would seem fair 
to treat unprofitable realisations as deductible losses. It is a generally accepted 
principle that, in calculating libability to taxation, income related losses may be 
set off against income. In New Zealand, this is given statutory form by section 
104 of the Income Tax Act 1976. Countries which have some form of 
comprehensive capital gains tax make provision for the deduction of capital losses. 
In Canada, capital losses from the disposition of property are computed in a 
similar way to capital gain. One half of capital losses may, with certain exception 
such as losses from personal use assets59, be set off against capital gains.60 No 
attempt is made to deal with the problem of taxpayers realising their unprofitable 
investments when it suits them in order to obtain deductions. In Australia, 
realised capital losses may be set off in full against capital gains realised in the 
same year or they may be carried forward and set off against capital gains in 
subsequent years.61 

6. Exceptions 
Capital gains in practice seem always to be subject to certain exclusions and 

exemptions. In the United States, the United Kingdom and Canada, special 
treatment is accorded to certain types of property, notably residential houses62, 
and in the United Kingdom and Canada certain small gains are exempted from 
taxation. 

In Australia, gains on the disposal of a taxpayer's principal residence are 
exempt.63 A principal residence may include up to 2 hectares of attached land if 
it is used for private and domestic purposes.64 Also excluded are various gains 
to which other provisions of the Income Tax Assessment Act apply, gains on the 
disposal of specified motor cars, gains on the disposal of decorations for valour 
or bravery, compensation or damages for wrong or injuries, lotteries and 
gambling gains and prizes from games.65 

The special treatment accorded to private residences reflects the high 
regard which societies like ours place on home ownership. When one home is 
sold, the proceeds of the sale are frequently put towards the purchase of another 
home. The 'taxpayer might have received a high price on the sale but, as he would 
be looking to purchase his next home in the same inflated market, he may expect 
to pay a similarly high price. If the profit from the sale is subject to capital gains 
tax, he might have difficulty in buying another home of similar standard. A 
capital gains tax may also discourage older people from moving out of larger 
homes into smaller homes when their housing needs change. 

A further problem in respect of taxing profits from the sale of private 
residences relates to the computation of the gain. Taking into account the cost of 
improvements and repairs, this could be quite a problem especially where the 
houses have been owned by the same persons for long periods. 
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Calculating the gain 

Most countries which tax capital gains do not tax them in full. Some, like 
the United States, tax short term gains at high rates and long term gains at low 
rates. Some, like Canada, tax gains as to only one half. The reason for not taxing 
gains in full may have something to do with the failure of these countries 
adequately to take inflation into account in calculating the gain. On the other hand, 
the Australian provisions, which realistically take inflation into account, provide 
for the tax to be levied on the full gain at ordinary rates of personal and company 
income tax. Whatever may be the proportion made liable to taxation, it is 
important that the gain is in fact a net gain. A gain of $1,000 that cost $1,000 
to produce is no gain. Under the Australian provisions, the following types of 
expenditure are included in the asset cost base:66 
(a) the amount of any consideration in respect of the acquisition of the asset; 
(b) the amount of the incidental costs to the taxpayer of the acquisition of the 

asset; 
(c) the amount of any expenditure of a capital nature incurred by the 

taxpayer to the extent to which it was incurred for the purpose of enhancing 
the value of the asset and is reflected in the state or nature of the asset at 
the time of disposal of the asset; 

(d) the amount of any expenditure of a capital nature incurred by the 
taxpayer to the extent to which it was incurred in establishing, preserving 
or defending the taxpayer's title to, or a right over, the asset; and 

(e) the amount of the incidental costs to the taxpayer of the disposal of the asset. 
Incidental costs to the taxpayer of the acquisition of an asset and the 

disposal of an asset comprise the following items:67 
(a) fees, commission or remuneration for the professional services of a 

surveyor, valuer, auctioneer, accountant, broker, agent, consultant or legal 
advisor; 

(b) costs of transfer, including stamp duty or other similar duty; 
(c) costs in advertising to find a buyer or a seller; 
(d) costs in relation to the making of any valuation or apportionment under 

or for the purposes of the capital gains provisions of the Act in respect of 
the acquisition or the disposal. 
The following example illustrates the calculation of a capital gain, taking 

into account the cost of improvements to the property and inflation both in 
respect of the original cost of the property and the cost of the improvements:68 

Example 

A taxpayer acquires an asset for $10,000 on 1 July 1986, carried out 
improvements costing $3,000 on 1 July 1991, and sells the asset for $25,000 on 
1 July 1996. The CPI index at purchase was 100, at the time of improvement 
was 150 and at the time of sale was 200. 
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Proceeds of disposal 
less original cost increased for 10,000 x 

inflation between date of 
purchase and date of sale 

less cost of improvements 3,000 x 
increased for inflation 
between date expenditure was 
incurred and date of sale 

Taxable gain 

CONCLUSION 

$25,000 
200= 20,000 
100 

200= 4,000 
150 

$1,000 

The major obstacles to an equitable capital gains tax derive from the fact 
that, while the most practical basis for taxing them is on realisation, they usually 
accrue over a number of years before that time. Three problems that may result 
are: 
(1) a 'lock-in' whereby taxpayers defer paying tax by holding on to their assets; 
(2) illusory gains: gains that result from inflation and merely reflect a rise in 

the price level; and 
(3) the bunching together of gains that accrue over a number of years into the 

year of realisation so that they are assessed as if they all accrued in that 
year. 
These problems are not insurmountable. They would all be resolved if 

taxation was on an accruals basis. However, this has problems of its own; in 
particular, it would result in a situation whereby people would be taxed on gains at 
times when they did not have the funds to pay. Rather, it is suggested that 
capital gains be taxed generally on a realisation basis with provisions for 
deemed realisation. The problems of illusory gains and 'bunching' could be 
resolved by taking into account inflation rates so as to ascertain real gains and 
by spreading taxable gains over actual periods of ownership. In such 
circumstances, capital gains should be assessed and capital losses allowed at 
full income tax rates. 

The present provisions dealing with capital gains are limited in their 
application and easily avoided. In the circumstances where they do apply no 
allowance is made for inflation or the bunching of gains into one year. 
Any taxpayer who is caught by the provisions is liable to be taxed at a high rate 
on small or non-existent gains. It is submitted that there is a strong case for 
getting rid of the existing provisions. And, it is submitted that there is a 
strong case based on equity and the prevention of undesirable tax minimisation for 
replacing the existing provisions with a complete code for taxing capital gains. 

Finally, it is submitted that the code should incorporate the following 
features: 

the tax should be levied upon the realisation of assets; 
it should be levied at ordinary income tax rates; 
it should be imposed on real capital gains calculated by indexing the asset 
cost base; 
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it should take into account expenditure associated with the purchase, 
improvement and disposal of assets subject to the tax; 
it should allow for realised losses to be set off against realised gains; and 
it should grant complete exemption of the taxpayer's principal residence. 
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