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13 October 2023 

 
 

The Law Association is a national lawyers membership organisation which is responsible for 

drafting many of the standard forms and business agreements used by most people in New 

Zealand for the sale and purchase of land and leasing, often in consultation with the Real Estate 

Institute of New Zealand.  

 

We refer to the exposure draft PUB00434 entitled ‘’Income Tax – Forfeited deposits from 

cancelled land sale agreements’’ and comment as follows, noting that references to paragraph 

numbers refer to paragraphs in the draft and any references to sections refer to the Income Tax 

Act.: 

 

1. The draft states that it is the Commissioner’s view that a forfeited deposit would be income 

to the seller if one or more of the following applies: 

 

a. The sale was part of the current operations of the business (Section CB 1); 

b. The seller was carrying out a profit-making scheme involving the sale of the land 

(Section CB 3); and  

c. The forfeited deposit is income under ordinary concepts if it has the character of 

income (Section CA 1(2)). 

 

2. The land sales rules (including the bright-line test) operate to treat what could arguably be 

sales of a capital nature as assessable income of the taxpayer. As set out in example 4 on 

page 10 of the draft, but for the bright-line test in Section CB 6A the sale would likely not 

have been taxable.  
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3. As the land sales rules deems the proceeds to be of a revenue nature, what happens where 

the land sales rules themselves do not apply? At paragraph 40, the Commissioner’s view is 

that if the transaction would have been taxable under the land sales rules, then the 

forfeited deposit is compensating for a loss of a revenue nature and therefore taxable 

(emphasis added). However, this is problematic for a number of reasons, namely: 

 

a. Arguably, the only reason the sale would be treated as being of a revenue nature 

would be because the land sales rules deems them to be of a revenue nature; 

b. At paragraph 55, the Commissioner recognizes that where a land sale agreement is 

cancelled, then there is no disposal of land for the purposes of the land sale rules 

and thus the deposit is not taxable under the land sales rules. This contrasts with 

sales which would be taxable under Section CB 1 or CB 3, where the deposit is 

treated as income pursuant to the respective sections, rather than trying to deem 

the deposit as income under ordinary concepts; 

c. It is arguable whether under ordinary concepts the deposit would be treated as 

being of a revenue nature or a capital nature, and as recognized in paragraph 31 and 

Section CA 1(2), an amount that is capital in nature is not income under ordinary 

concepts. The draft does not provide a convincing argument as to why the deposit 

would be of a revenue nature, nor does it go into much detail about the 

revenue/capital distinction.  

 

4. Furthermore, the broadening of the definition of income under ordinary concepts as sought 

by the Commissioner in this draft would have practical difficulties too. What happens in 

situations where a sales contract falls through prior to the expiry of the applicable bright-

line period, and the property only gets sold after the bright-line period has expired? That is, 

the eventual sale would not be taxable under the bright-line but the forfeited deposit has 

been taxed. Is the taxpayer then entitled to a refund for the tax paid on the forfeited 
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deposit? 

 

5. Lastly, the draft does not address the issue of expenses that have been incurred in the failed 

sales process, such as real estate agent’s commission, legal fees and accounting fees. If the 

forfeited deposit is to be treated as assessable income, then the draft should make it clear 

that deductions would be allowed for expenditure incurred in the failed sales process under 

the general permission in Section DA 1 (1). What if the taxpayer carries out work in 

contemplation of a sale (such as repairing a roof, painting, paying marketing costs for the 

sale), would these be deductible too? 

 

 

Thanks to Hermann Grobler for assisting with the preparation of these submissions 

  

Thank you for the opportunity to make submissions in respect of PUB00434. Please contact 

Daniel.Conway@thelawassociation.nz Committee Executive to The Law Association Property 

Law Committee, if you have any questions. 

 

Yours sincerely, 

 

 

Joanna Pidgeon 

Convenor, The Law Association Documents and Precedents Committee 

Member, The Law Association Property Law Committee 
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