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This proposal is for an alternative design of the tax base to deliver better economic outcomes. The reforms
signal a move away from a global income approach by providing for selected schedular treatment of certain
receipts to encourage behaviour that is conducive to savings and growth.
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A SCHEDULAR APPROACH FOR TARGETING BEHAVIOUR

New Zealand has adopted a global income approach to the taxation of income which uses the concept of
‘comprehensive income’ to define the tax base. Based on the classic works of Haig and Simmonts, this
approach makes no distinction between the kinds of receipts received by taxpayers for income tax
purposes. The logic of uniform taxation of all receipts has been challenged in a number of leading tax
reviews on grounds of both efficiency and horizontal equity. A schedular approach could instead be used to
promote targeted savings and growth in the economy. Impending fiscal pressures on the sustainability of
our tax base to service the needs of an aging population makes a consideration of robust policy options
essential.

Successive reports on the health of the New Zealand tax system have highlighted our reliance on personal
and corporate taxes which are the most harmful to growth. Increasing competition and global mobility of
investment capital and our workforce means that any over taxation will risk leading to the migration of
skilled labour and/or capital flight. Modelling performed by the Treasury and Inland Revenue (2012)
concluded that a cut in personal income tax rates would have the greatest economic benefits among a
number of reform options considered. Under a global income approach, this will increase incentives for
both savings and investment, and labour supply.

The way in which savings are taxed has an important influence on a person’s decisions of whether to save
or consume. This is an entirely separate behavior than that produced by the taxation of labour earnings
which affects a person’s preferences between work and leisure. A schedular approach that provides for
differential treatment between these receipts could be used to deliver better and more appropriate
outcomes. Much depends on New Zealand’s economic goals when deciding on the design particulars of
such reforms. A dual tax system where capital income is taxed at a low flat rate and labour income is taxed
progressively is often presented as an alternative model and has found some success overseas. The
wholesale separation of a deemed capital return from labour income as would be required under a dual tax
system is not the aim of these reforms. The aim is instead to differentiate between passive investment
returns and returns from the active participation in a trade or business. Such an approach is designed to
have minimal impact on business decisions and is expected to be comparatively simpler to administer.
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A SCHEDULAR DESIGN FOR THE TAX BASE

This proposal outlines a series of reforms to support a move to a schedular income tax base. The reforms
consist of three core components:

1. Progressive schedular taxation of earned income (marginal rates)
2. Flat schedular taxation of savings income (aligned with the company tax rate at 28%)
3. Atwo-step rate for other income

The objective is to promote labour productivity in the economy by improving the quality of labour inputs
and enhancing national savings. Downward pressure will be applied to the marginal tax rates applicable to
schedular earned income to improve incentives to work. The country’s savings imbalance will be addressed
by introducing a flat rate applicable to schedular savings income as a final withholding combined with
compulsory retirement savings. Equity and fairness concerns for low and middle income earners regarding
the flat savings rate will be managed by focusing on what the government contributes to private savings
(exchange fairness) as well as providing more options for withdrawal that support private savings.

Progressive schedular taxation of earned income

Progressive taxation will apply to income derived by individuals from the active participation in business or
employment (earned income). The progressive marginal tax bands for gross schedular earned income will
apply as follows:

Schedular earned income Income tax rate
up to $14,000 10.5%
from $14,001 to $48,000 17.5%
from $48,001 to $70,000 28.0%
$70,000 and over 33.0%

Quasi-alignment of the second-from-top rate with the company rate as examined by Treasury (2009) has
been selected as a good fit under a schedular approach. The amount will also align with the savings rate
and lower-tier rate for other income. Alignment is not essential but will contribute to the overall coherence
of these reforms. A simplified return procedure will be implemented to facilitate compliance and
processing.

Growth is achieved by applying downward pressure on the marginal rates applicable to earned income and
improving incentives to work. This will help to attract and retain skilled labour and entrepreneurial talent in
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New Zealand. The ability to access lower marginal tax bands in a schedular setting may also provide greater
incentives for skilled persons at or near the age of retirement to continue to work (a key matter given New
Zealand’s changing age demographics). Passive returns on retirement savings under a global approach can
reduce the incentive to work as higher effective marginal tax rates will apply to every dollar of earned
income.

Earned income will include all income derived by individuals in connection with their employment or
service as well as certain transfer payments. These amounts will be reasonably simple to identify. To
ensure horizontal equity between salary and wage earners and the self-employed, the progressive
schedular rate structure will also be made available to individuals in business on their own account. The
reforms will therefore create a new boundary issue in the tax system that needs to be addressed.
Remuneration arrangements in a close company setting will also need to be considered.

One option would be for Inland Revenue to publish guidance on remuneration bands where business
income is likely to include a significant passive return.

Flat schedular taxation of savings income

A flat tax rate of 28% will apply to certain defined gross schedular savings income of any amount as
follows:

Schedular savings income Income tax rate

All income 28.0%

The rate is intended to be concessionary for NZ resident high income earners and has been selected to align
with the company tax rate. Savings income eligible for this schedular treatment will be limited to amounts
derived from domestically-sourced interest and dividend income. Both individuals and trustees will be
eligible to treat these amounts as schedular. Schedular treatment will only be available where the recipient
of the savings income is not associated with the payer. PIE income will also be taxed at 28%.

Contributions to KiwiSaver will be made compulsory to ensure low and middle income earners continue to
contribute and have their savings taxed at a higher rate.

Low saving is associated with lower wealth accumulation and lower income. The Savings Working Group
(2011) has found that New Zealand’s low labour productivity reflects a low capital-to-labour ratio and can
be improved by stimulating national savings. Evidence is mixed whether a reduction in taxes on savings
income would increase private savings due to the offsetting “substitution” and “income” effects. A
reduction in income taxes on private savings will decrease tax collections and may lead to less in terms of
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national savings (combined private and government savings). Simulations performed by officials from
Inland Revenue suggest that in New Zealand this may be the case.

The 28% flat savings rate is deliberately targeted at savings products that are conducive to growth. The
rate is intended to offset the fiscal costs of reducing marginal tax rates on earned income and to create a
sustainable revenue base for the government. The rate will provide high income earners with an incentive
to save voluntarily in investment products that contribute positively to growth in the economy.

Maintaining annual savings incentives in the form of a capped tax credit and creating a system of fixed
entitlements will mean that an equitable exchange relationship can be managed for low and middle income
earners. More options for early savings withdrawals that promote private savings behaviour (such as
paying down first-home mortgages) should be considered.

A flat rate on schedular savings income will contribute to the overall coherence of the tax system. Returns
from passive investments are generally easier to divert to related parties or to shift between periods than
other sorts of receipts. Removal of the marginal tax bands removes this incentive. Consistent treatment of
PIE income and schedular savings income at 28% will create neutrality between savings vehicles.

Significant administrative advantages are expected to result. Fully imputed dividends will not attract any
further withholding and a consistent rate can be applied to other distributions. Schedular treatment will
effectively result in this being a final tax. The objectives of the imputation system may need to be revisited.

A two-step rate for other income

A two-step rate will apply for all other income:

Other income* Income tax rate
up to $70,000 28.0%
$70,000 and over 33.0%

*includes gross schedular earned income

Taxpayers will be required to first include the quantum of any schedular earned income derived in the
above bands when determining what rate should apply to other income. The top rate of 33% will continue
to apply to trustee income unless schedular treatment is available. The two-step rate is designed to align
with the top two marginal tax rates applicable to schedular earned income. Supporting reforms that are
designed to ensure a minimum equity investment in certain products (such as domestic thin capitalisation
rules for the New Zealand housing market) will be implemented to prevent returns being eroded.

An important feature of the schedular design is that the treatment will be elective meaning a taxpayer may
opt out and use the rates applicable to other income. Current year deductions and losses carried forward
by taxpayers cannot be offset against gross income that is treated as schedular. Taxpayers receiving only
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schedular income should not be required to file a tax return and administratively simpler options will be
made available. A taxpayer may choose to file a tax return and opt out of schedular treatment to take
advantage of losses or credits available.

Options to improve growth by addressing the Saving — Investment imbalance should be directed to
promoting a higher rate of national saving (rather than by affecting national investment) given the relatively
capital-shallow nature of the economy. New Zealand is a net importer of capital and relies on foreign
investment. Foreign investment will be largely unaffected by these reforms where dealt with under the
non-resident withholding tax (NRWT) rules or similar regimes that limit the final tax impost. Exceptions
exist for non-resident individuals investing in particular New Zealand sourced income such as income from
real property. Risk of domestic capital flight is expected to be low given that New Zealand has robust
international tax rules and residents would have to migrate with their capital.
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CALCULATION OF ANNUAL INCOME TAX LIABILITY

Annual gross income

Gross earned income

Leave treatment as
Gross savings income schedular?

Income tax return
required to be filed

Gross other income

Annual gross non-schedular

Annual total deductions i
income

Income more than

deductions? Net other income

Subtract any available tax

Tax losses loss from other income

Apply two-step rate for other
income

Apply schedular rates as final
withholding

Income tax liability

(schedular and other income)
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