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Abstract

There has been concern in New Zealand that ingefiicgoods and services tax
(GST) is being paid on the sale of property. Masineasures have been undertaken
to address this issue. Since 2007 tax auditingroperty transactions has been
strengthened and in 2009 the Government issued sauskion document that
proposed a legislative solution to some specifid @&blems. Moreover, several
court cases have ruled against GST aggressive gaanents. This paper provides
initial estimates of the potential impact on GSTlemion and compliance in the
property sector following these actions. The figdi suggest that GST compliance in
the property sector has increased.

JEL Codes: E17; H26

Keywords: Goods and services tax (GST) collectioth@mpliance; property sector;
model forecast combination

" Special thanks are due to Sri Farley for providisgvith the GST data. We would like to thank Edda

Claus, John Holt, Vladislav Skibunov, Brandon Slo&hris Stevens, Josh Teng and Sandra Watson
for helpful comments and suggestions. The viewsressed in this paper are our own and not

necessarily those of Inland Revenue.

™ Corresponding author. P.O. Box 2198, Wellingtdaw Zealand.



1. Introduction

There has been concern for some time that inseffiagjoods and services tax (GST)
is being paid on the sale of property. Under tleevNealand GST system the sale of
a property generates a GST credit to the purchesgra GST liability to the seller.
Different schemes have been used to get an adwamtaigof the GST system by
ensuring that a purchaser receives an input taxudied without there being
corresponding output tax paid by the seller. Imeotcases the seller has simply not
returned the GST charged to Inland Revenue.

Various measures have been undertaken to addrgsssalye GST arrangements.
The May 2007 government budget announced increfaseling for Inland Revenue
to strengthen auditing of property transactions engenerally. In June 2008 an
Inland Revenue and Treasury (2008) issues paperel@ased suggesting options to
resolve problems that can arise in connection With supply of significant assets,
such as land. This was followed by a New ZealangeBiment (2009) discussion
document, issued in November 2009, proposing sqeeific legislative solutions.
Moreover, over this period a number of importanirc@ases have ruled against GST
arrangements that manipulated the operation of38& to affect the timing of and
receipt of deductions and the payment of GST.

Figure 1. Monthly GST collection from the property sector ($m) and timing of
key events and court cases
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! The Government’s decision on the legislative sotutvas announced in Budget 2010. From 1 April
2011 transactions between GST registered businass#sing the transfer of land will be zero rated
for GST purposes.

2 SeeGlenharrow Holdings Ltd v Commissioner of Inlandv&eue SC (2009) 24 NZTC 23,236;
Glenharrow Holdings Ltd v Commissioner of Inland/&sueCA (2007) 23 NZTC 21,564; ar@h’elle
Properties (New Zealand) Limited v Commissiondniand Revenu€007) NZCA 299.



The various measures and court cases have coinewteédan increase in GST
collection from the property sector. This can bersin Figure 1, which plots the net
GST, that is gross GST less refunds, and the timingy events and court cases.

This paper quantifies the impact on GST colleciionhe property sector following

the various measures and court cases against aygre&ST arrangements.
Estimates of the effect on compliance are obtainem out-of-sample forecasts that
predict how much net GST should have been colleitted the property sector. The
results show that forecast errors have mainly besgative (that is, actual net GST
collected has exceeded forecast GST) since thefe2@07. This finding suggests an
increase in GST compliance in the property sector.

The paper proceeds as follows. Section 2 briefseubses New Zealand’'s GST
system and examples of the schemes that have iéseduby those engaged in the
property sector to get advantage out of the GSTeBys Section 3 outlines the
methodology and data used to assess compliandeeiproperty sector. Section 4
presents the results and the last section summaarskconcludes.

2. New Zealand’s GST system and the property secto

In New Zealand the supply of land is subject to GShe inclusion of land within the

taxing base is consistent with the objective th&TGpplies to the widest possible
range of goods and services, with minimal excegtiohis reduces the extent to
which GST alters consumption and production dengiothereby reducing

compliance and administrative costs and limiting tlax’s impact on economic
efficiency.

Land is included in the GST base because it pravislervices much like other
consumer durables such as clothing, cars or amel&nAs a result, many activities
and transactions involving land are taxable. Ooptalrle exception is sales by
households of their family honfe.Sales of family homes are not subject to GST
because households are not GST-registered, whigallyeexcludes them from
charging GST.

Because GST is designed to tax the final consumpmtfagoods and services in New
Zealand rather than production, one of the basicipies of the tax is that businesses
should not be subject to GST when producing goodss&rvices. This is achieved
through the credit-invoice mechanism. Under thethud, a liability for GST arises
every time goods and services are supplied by a@§iStered business in the course
of a taxable activity. GST is also imposed on ingx goods and services. Tax is,
therefore, paid throughout the production and ibistion chain, but because GST-
registered businesses can deduct GST paid onitipeits, the tax is ultimately passed
on to the final consumer. Property is no differenthis regard in that currently the
sale of a property generates a GST credit to thehpger and a GST liability to the
seller.

Various schemes, however, have been employed ttoiexpe GST system by
ensuring that a purchaser of a property receivesut tax deduction without there

% The policy and legal arguments for including lamthe GST base are discussed in Cnossen (1996).
* Rental income is also exempt from GST becausesinipler to tax the stock of land (and any new
construction) rather than the income flow fromThis is the same treatment as for consumer digable



being corresponding output tax paid by the sell@ommonly, this has been achieved
by the use of a “phoenix” company. A phoenix compas a company that is
“reborn” soon after (and in some cases beforefaitsire, with the new company
taking on the failed company’s business, often giginsimilar name and the same
managers, directors and the assets.

We provide two examples to illustrate how the sobemvork. In the first example,

property is sold to a third party specific purpasenpany, which sells the property to
a consumer. The specific purpose company claims@ut tax deduction but then
fails to pay output tax on the sale to the consupeeauset has been liquidated, and
the GST debt is written off. The company then risbbrn” but it disclaims any

responsibility for the debt of the previous compéayphoenix arrangement).

In the second example, A sells a property to Bniruaconditional contract, where B
is a specific purpose company with no assets anactieity other than the purchase
of the property.A pays output tax and B receives a credit. Howesettlement does

not take place and a credit note is issued. Anddiack output tax using the credit
note but B is unable to repay the input tax creddause it has no assets.

Figure 2. Monthly GST collection from the property sector and dwelling and
section sales ($m)
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These types of tax aggressive arrangements ramsceim that insufficient GST is

being paid on the sale of property. Their occureetnincided with a fairly stable net
GST collection from the property sector of abou6 $gillion per month at a time

when New Zealand’s housing market was reachingrdebmh levels. This can be
seen in Figure 2, which plots the net GST colledteth the property sector and the
value of dwelling and section sales by month. Gmolye of the difference between
GST collected and property sales likely can be arpd by increased household
activity not subject to GST.



3. Methodology and data

This section describes the methodology and datad wsestimate the impact on GST
collection and compliance in the property sectdloWwing the various measures and
court cases against GST aggressive arrangements.

3.1 Methodology

To quantify the impact on GST collection and compde in the property sector
vector autoregression (VAR) modelling is used. V#&Rdels, first proposed by Sims
(1980), have become a popular technique in empim@roeconomics and finance.
They have proven to be especially useful for dbsuyi the dynamic behaviour of
time series and for forecasting (see Lutkepohl 1991

A VAR is a system of equations, where each varidelgends on its past realisations
as well as the past realisations of all other \esin the system.

Suppose that théxm row vector Y, denotes thet" observation on a set of
variables. Then a VAR model of order p, VAR(p)n e written as

Y, =a+Y @ +.+Y _ & +U, U, ~iid(0Q) (1)

where a is a 1xm row vector and®, through @, are mxm matrices of
coefficients to be estimated. ¥f, denotes thé" element ofY, and ®,; denotes

the ki™ element ofd,, thei™ column of equation (1) can be written as

Yi =05+ Zyt—j,k(pj,ki Uy (2

p
=1 k=1

Equation (2) is simply a linear regression, in whyg, depends on a constant term

and lags 1 through p of all the m variables in gystem. A VAR(p) model as
described by equation (1) is hence a seeminglylateckregression (SUR) model and
because the same variables appear on the right $idadof equation (2) for all i,
ordinary least squares (OLS) estimates for eachatemu are identical to the
generalised least squares (GLS) estimates forytera of equations described in (1).

To quantify the impact on GST collection and corapdie in the property sector since
the various actions and court cases against aggeeSST arrangements, a range of
VAR models are estimated for the period April 1986May 2007. The estimated
coefficients®, througho, from the various models are then used to produwe o

step-ahead, out-of-sample forecasts of how mucl&&8at should have been collected
from the property sector over the period June 260March 2010. Forecast net GST
is obtained by averaging the different forecasisllowing Stock and Watson (2004)
a simple average of point forecasts, which has feemd to be empirically effective,
is used.

The method of model forecast combination, i.e.aheraging of a range of forecasts,
is applied because it has been found to produdertderecasts compared to using a
single forecast model. It insures against selgaisingle bad model.

Forecast combinations can produce better forecastserage than methods based on
a single forecasting model for several reasongedasting models may be subject to



idiosyncratic biases. If forecasting models argjett to different biases, combining
forecasts may average out these biases and imfwoseast accuracy (Timmerman
2006). Moreover, unknown instabilities (structubaéaks) in the data might favour
one forecasting model over another at differenttsoin time (Clark and McCracken
2007). Some models may adjust to instabilities enguickly than other models.
Combining forecasts from different models shouldréfiore result in forecasts that
are more robust in the face of these instabilities those from a single model.

The coefficients from the various VAR models estiadafrom April 1996 to May
2007 should take into account the existing GST drand avoidance during that
period. Any deterioration in the forecast perfonta after May 2007 is therefore
interpreted as a change in compliance. That issistently negative (positive) out-of-
sample forecast errors are taken to indicate amowgment (a deterioration) in GST
compliance.

Each VAR model contains five variables:
1. net GST collected from the property sector,

2. a housing market variable (dwelling and sectioresatiwelling sales only;
section sales only; residential and non-residentwlilding consents;
residential building consents only; non-residertiailding consents only),

3. sales days (dwellings and sections (weighted bys¥aldwellings only;
sections only),

4. the ratio of building consents to total sales o thtio of the number of
building consents to the number (weighted by sabdégjwelling and section
sales, and

5. private sector credit growth.

The data sources for these variables, together tivéhreasons for selecting them, are
discussed below.

The VAR models include lags of all the variablebhis should capture time delays
between when a property developer purchases lawtlaps it and ultimately sells
off parts of the development.

The variables result in 36 combinations, which listed in Appendix A. The 36
combinations are estimated for three different neodérhe first model includes all
variables in levels. In the second model, all afales are first differenced. The third
is a mixed model where net GST and the housing ehaviariables are first
differenced and the remainder of the variablesiactided in levels. The mixed
model specification was chosen based on KPSS (Kewmagki, Phillips, Schmidt and
Shin 1992) unit root tests. The 1086k 3) models are estimated including 12 to 6
lags, thus resulting in 758.08x ) different specifications. Forecast GST is oldin
by averaging over the 756 different forecasts.

3.2 Data

For the purposes of the study, GST payments fraptbperty sector were measured
by the net GST collected by Inland Revenue (i.esgrGST less refunds from GST
returns) of GST-registered businesses whose indgkssification begins with 771

(property and business services) or 772 (real estgénts). In addition, businesses



with the word “property” in the business descriptiof their GST application were
included.

Housing market variables were obtained from thel Resiate Institute of New
Zealand (REINZ) and Statistics New Zealand. Welusee series from REINZ on
the value and number of dwelling and section safesthe median number of days it
takes to sell (sales days) dwellings and sectidis.used Statistics New Zealand data
on the value and number of residential and nordeggial building consents.

All else equal, an increase (decrease) in housiagket activity, measured by
dwelling and section sales or residential and residential building consents, would
be expected to raise (lower) GST collectiorMedian sales days of dwellings or
sections or an average weighted by sales should mdfiect housing market
conditions. That is, a decline (increase) in mediales days is expected to coincide
with a pick-up (slowing) of the housing market. rfhermore, median sales days may
affect net GST payments by altering the timing le=tw refunds being claimed and
output tax being paid. For example, following ausiog market slowdown GST
refunds would be expected to moderate only withigads building contracts take time
to complete, whereas gross GST payments wouldkeéy lto fall immediately with
declining property sales.

Net GST payments are also likely to be affectedih®y proportion of new houses
being sold compared to existing buildings. Thibasause the sale of a new house to
a non-GST-registered person leads to a gross G@megrd with no further refunds
resulting from that transaction. To capture thett @ST should increase (fall) when
there is a rising (declining) proportion of new dkwmg sales we constructed two
variables. The first variable was the ratio of tleue of building consents to the
value of total sales and the second was the rétioeonumber of building consents to
the number of total sales.

Data on private sector credit growth, obtained frtdme Reserve Bank of New
Zealand, has been included in the estimation toucagredit market conditions. A
tightening in lending criteria, and hence reductionthe supply of credit, should
reduce loans being made to more risky borrowersreduction in lending to risky
borrowers, who are more likely to default on thdebt, is expected to lower
aggressive tax planning and reduce the numberxplateers not meeting their GST
obligations. The opposite should, in principle)chtrue for an easing in lending
criteria. We also note that over the later halfledf study period a number of finance
companies that had lent heavily to the propertyosewent into liquidation, which
further reduced access to finance.

All series are monthly and seasonally adjusted gxice private sector credit growth,
which is included on the basis of annual perceminges of one month compared to
the same month in the previous year. The estimai@riod of April 1996 to March
2010 is dictated by the availability of GST dataibgustry. Graphs of the variables
included in the estimation are contained in Apperili

® As noted earlier, not all of these sales wouldydwer, be subject to GST. Sales of private resialen
property between individuals are generally not sabfo GST.



4. Results

This section discusses our findings. We then isedsults to quantify the increase in
compliance since the various actions and court scasgainst aggressive GST
arrangements.

Figure 3. Actual and forecast GST collection fronthe property sector ($m)
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Figure 3 plots actual net GST collected from thaperty sector compared to forecast
GST. It shows that actual and forecast GST mogether fairly closely up until the
last quarter of 2007. Since the end of 2007, hewneactual GST collection has
tended to exceed forecast GST.

Figure 4. Forecast errors ($m)
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This variation is highlighted in the forecast esrgulotted in Figure 4, these errors
being the difference between forecast and actudl. GBhere are both positive and

negative errors over most of the estimation pebioidsince about September 2007 the
errors have mainly been negative, that is, acteal ®@ST collected has exceeded
forecast GST over that period. Consistently negdbrecast errors suggest a decline
in GST fraud and avoidance in the property sector.

An estimate of the increase in GST compliance endioperty sector can be obtained
by summing forecast errors. The cumulative ernatgch are plotted in Figure 5, are
relatively small up until February 2008. They aemewhat larger and more
consistently positive over 2005 to 2007, suggediiag the coefficient estimates may
not fully capture the existing GST fraud and avaitk over that period. After
February 2008 the cumulative forecast errors haenhbarge and negative, that is,
actual GST collected has exceeded forecast GST.

Figure 5. Cumulative forecast errors ($m)
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The cumulative forecast errors between June 200F,fitst month of increased

funding for auditing of property transactions, aMidrch 2010, the last month of

available data, is about $260 million. They sugigbat, on average, the various
measures and court cases against GST fraud andaaeei may have increased GST
collection from the property sector by about $9@iari per annunt?.

5. Concluding remarks

GST aggressive arrangements in the property sdéwtoe led to concern in New
Zealand that insufficient goods and services texeisg paid on the sale of property.
Various measures have been undertaken to addisesssihe. Moreover, a number of
court cases have ruled against aggressive GST ssheithis paper provided initial
estimates of the potential impact of these actmm$&ST compliance in the property

® The $90 million per year is calculated as follo®860m * 34 months / 12 months, where 34 months
is the number of months after the increase in fogdior auditing of property transactions.



sector. The findings suggest that GST collectimmfthe property sector may have
increased by about $90 million per year since nfili72 These gains are expected to
be sustained in the long-term by the proposed|kgie change announced in Budget
2010, to zero rate land transactions between G§iftezed businesses.
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Appendix A

Table Al. Variable combinations

1 Dwelling and section sales Dwelling and sectioesdiays Building consents to total sales Privat®secedit growth

2 Dwelling sales Dwelling and section sales days Boglatonsents to total sales Private sector credivtp

3 Section sales Dwelling and section sales days Building consentstal sales Private sector credit growth
4 Residential and non-residential building consent  ellng and section sales days Building consentett sales Private sector credit growth
5 Residential building consent Dwelling and sectiales days Building consents to total sales Privetos credit growth

6 Non-residential building consent Dwelling and sattales days Building consents to total sales frsector credit growth

7 Dwelling and section sales Dwelling and sectioesdiays Number of building consents to number efssal  Private sector credit growth
8 Dwelling sales Dwelling and section sales days Nurobeuilding consents to number of sales Privatgar credit growth

9 Section sales Dwelling and section sales days Number of buildingsents to number of sales Private sector creolitiyr
10 Residential and non-residential building consent welling and section sales days Number of buildingsemts to number of sales Private sector creditthro
11 Residential building consent Dwelling and sectates days Number of building consents to humbealefs Private sector credit growth
12 Non-residential building consent Dwelling and sstsales days Number of building consents to nhurobeales Private sector credit growth
13 Dwelling and section sales Dwelling sales days gl consents to total sales Private sector cgedivth

14 Dwelling sales Dwelling sales days Building consdattotal sales Private sector credit growth
15 Section sales Dwelling sales days Building consents to total sales Private sector credit growth
16 Residential and non-residential building consent welling sales days Building consents to total sales Private sector credit growth
17 Residential building consent Dwelling sales days ildihg consents to total sales Private sector tigrdwth

18 Non-residential building consent Dwelling saleggla Building consents to total sales Private seateditgrowth

19 Dwelling and section sales Dwelling sales days Nemath building consents to number of sales Prigatgor credit growth
20 Dwelling sales Dwelling sales days Number of baiddconsents to number of sales Private sectortayszivth

21 Section sales Dwelling sales days Number of building consentsumber of sales Private sector credit growth
22 Residential and non-residential building consent welling sales days Number of building consents tmber of sales Private sector credit growth
23 Residential building consent Dwelling sales days mNer of building consents to number of sales Peigactor credit growth
24 Non-residential building consent Dwelling saleggla Number of building consents to number of sales  ivalr sector credit growth
25 Dwelling and section sales Section sales days Bgildonsents to total sales Private sector credivth

26 Dwelling sales Section sales days Building constentistal sales Private sector credit growth
27 Section sales Section sales days Building consents to total sales Private sector credit growth
28 Residential and non-residential building consent ectin sales days Building consents to total sales rivafé sector credit growth
29 Residential building consent Section sales days IdBgi consents to total sales Private sector cgrdiivth

30 Non-residential building consent Section salesday Building consents to total sales Private secteditgrowth
31 Dwelling and section sales Section sales days Nuofbmiilding consents to number of sales Privatgtar credit growth
32 Dwelling sales Section sales days Number of bugldimnsents to number of sales Private sector qyealitth

33 Section sales Section sales days Number of building consents tobau of sales Private sector credit growth
34 Residential and non-residential building consent ectisn sales days Number of building consents tobasrof sales Private sector credit growth
35 Residential building consent Section sales days Béwrof building consents to number of sales Prigatgor credit growth
36 Non-residential building conse Section sales da Number of building consents to number of s Private sector credit grow
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Appendix B
Figure Al. Data

Net GST and dwelling and section sales (in dolldiian)
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Net GST and residential building consent (in dottaltion)
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