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Realisation-based taxes distort asset allocation 

Income can be measured as current consumption plus changes in wealth. Despite this, 
income taxes in general, and particularly for individuals, are based on the realisation 
principle. That is, income is recognised as taxable when it is realised through a taxable event, 
such as the sale of an asset, rather than as the change in value of assets or wealth over time. 

Lock-in allows tax to be deferred and can disrupt the operation of markets 

Taxing capital gains on a realisation basis lowers the effective tax rate on accrued capital 
gains by providing a tax deferral advantage — that is, the payment of tax is deferred until 
the gain is realised. This encourages investors to hold on to assets with accrued capital gains.  

This lock-in effect can impede the efficient functioning of the capital market and distort 
ownership patterns as investors are discouraged from switching assets when they would pay 
tax on a realised gain. The lock-in effect can also destabilise the stock market and real 
property market as shares and property are sold when prices decline (to realise losses) and 
are held onto when prices rise (to defer the realisation of the gains). 

Chart A1–16: Benefit from taxation on a realisation basis 
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Source: Treasury estimates. 
Assumptions: $100 initial investment; nominal return of 6 per cent; 30 per cent tax rate on nominal income. 
 
Chart A1–16 compares the consumption possibilities from investing $100 today in an asset 
according to whether it is exempt from tax, generating a capital gain with tax deferred until 
sale, or generating a capital gain with income taxed as it accrues (similar to interest from a 
bank account). The benefit from being able to defer tax under the capital gains tax provisions 
increases over time and provides a tax advantage over other assets, such as bank accounts.  

Realisation-based methods lead to arbitrage opportunities and other problems 

The adverse impact of a realisation-based capital gains tax is broader than the lock-in effect. 
Taxation based on the realisation principle also introduces tax arbitrage opportunities. Under 
a realisation-based tax, there is an incentive for an investor to hold gains and realise losses, 
thereby using the realisation event for tax arbitrage. Such possibilities then require limits in 
the tax system, such as limitations on loss utilisation even where a taxpayer incurs a true 
economic loss.  
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The realisation principle for capital gains may also create additional complexity and 
compliance costs. Under a realisation-based tax, taxpayers are required to keep records for 
long periods, and are also likely to have less frequent exposure to the relevant tax rules. 
Separating capital gains from other forms of income also creates uncertainty, and arbitrage 
opportunities, over how particular forms of income should be classified for tax purposes.  

But there are practical impediments to accrual income taxation 

While there could be benefits from moving towards taxing on an accruals or 
accruals-equivalent basis, there would also be a number of practical problems in doing so for 
individuals across-the-board.  

The first is the need to accurately measure changes in asset values. While there are practical 
difficulties associated with accounting on an accruals basis for business profits and other 
income, unrealised capital gains (other than for assets where a market price is readily 
observable) are even more difficult to measure. The act of measurement could also affect 
market pricing. 

These practical difficulties are likely to give rise to their own compliance costs and 
differential tax treatments of assets, depending on how easily accruing income can be 
measured for different assets. Different tax treatments, with only some assets taxed on an 
accruals or accruals-equivalent basis, would also give rise to their own tax arbitrage and 
minimisation arrangements. 

Further, where unrealised gains accrue a taxpayer may not have the cash at hand to pay the 
tax liability, and borrowing against or selling down assets to meet the tax liability would not 
be costless. Volatility in asset prices combined with lags in tax liabilities falling due may 
exacerbate these concerns. 

While some of the problems of valuation and liquidity arising from accruals taxation could 
be addressed by using an accruals-equivalent approach (for example, deeming a rate of 
return based on the value of an asset), this would have other disadvantages. For example, 
taxing savings on a deemed return or presumptive tax basis would forgo tax on any 
above-normal returns or economic rent. 

In the longer-run, improvements in technology and changes in the operation of capital 
markets may mean that some of these practical impediments become less significant. 

Principle 

Savings should be taxed as consistently as possible to minimise tax arbitrage opportunities 
and to avoid biasing household and investor decisions about what assets best suit their 
needs and preferences. 

 
Taxing inflationary gains erodes consumption power 

The current tax system is based on nominal income. That is, the income tax base includes 
compensation for inflation as well as real gains. The inflationary component compensates 
investors for the reduction in their purchasing power arising from inflation, allowing them to 
purchase the same quantity of goods and services in future periods. By taxing the inflation 
component, an individual’s consumption power is eroded. 


