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2.3 The implications for the tax system  

13. These trends, and their impacts on businesses and workers, are a significant 

challenge for Government.  Fiscal challenges from demographic changes are acute 

and there are likely to be pressures on many areas of government policy.  However, 

the impact on the tax system is expected to be more limited, most notably, 

challenges to the sustainability of the tax system, and the use of tax policy to 

respond to broader policy issues. 

 

14. Our assessment of the trends has identified the rise of the self-employed contractor 

as the most likely and significant challenge to the sustainability and integrity of the 

tax system.  This is examined further in the following section. 

 

15. We consider tax policy is likely to play a more limited role in the areas of 

automation, aging or globalisation.  However, in saying this, it is nevertheless 

important that the tax system is capable of responding to them.  For example, 

changes to the contractor/employee interface have been suggested as means to better 

protect struggling workers in the gig economy. This is also examined further in this 

report. 
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information on payments, nothing is followed up, compliance is unlikely to 

improve.  Both costs to employers and the administration cost to Inland Revenue of 

any new withholding schemes need to be balanced. 

 

4.2.2 Extending withholding 

45. The high rates of compliance among employees can be attributed to the inability of 

employees to manipulate their income sources.  For those who derive only source 

deducted income, the benefits of PAYE and other direct deductions mean that not 

only are the compliance costs for taxpayers lowered overall13 the compliance levels 

are increased. 

 

46. Withholding taxes do impose some compliance costs on the payers of that income, 

but in the majority of cases these are persons who are best placed to bear those 

compliance costs - especially those who are large employers. 

 

47. However, there can be substantial compliance costs with any extension of 

withholding taxes depending on who is included in any extension. 

 

48. To date, extensions of withholding taxes have been limited to specific industries, 

which are reasonably defined and where there are the biggest concerns about non-

compliance.  The recent extension of withholding to those working through labour 

hire firms is a step towards a more general application of withholding to a variety of 

industries.  For instance, as long as the payer can be well defined (being a labour 

hire firm), the labour hire changes could apply to businesses supplying manual 

labour for construction projects or those in predominately white-collar roles rather 

than one particular industry. 

 

49. The removal of the company exemption for those contractors working for a labour 

hire firm is also a step towards piercing the corporate veil in situations where the 

company is essentially a look through and the owner predominately does the work. 

 

50. In addition, the recent change to allow voluntary withholding with the agreement of 

the payer could be extended to remove the requirement that the payer agree.  

However, there is a compliance issue with this for those smaller taxpayers, who may 

not have systems in place to correctly capture and deduct withholding taxes14. 

 

51. A global withholding tax on every payment made by a business payer is inherently 

simple to apply by a payer including both capital and revenue expenditure.  Every 

single payment made by them could be subject to withholding, although the rates 

may differ.  However, for industries where there the voluntary compliance rates are 

                                                 
13 This is a net reduction in compliance costs.  For some taxpayers compliance costs will increase (usually the payer) but overall 

they should decrease. 

14 In larger organisations that use sophisticated accounting systems the deduction of withholding tax is relatively simply within their 

accounts payable systems as part of the vendor set up.  For smaller organisations with less comprehensive software the 

interaction between the accounts payable and payroll systems may be more manual in nature and create relatively higher 

compliance costs as well as introduces a higher risk of error.  
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90. Further, from an employer viewpoint, often the overseas employer of the person is 

required to register and pay PAYE in relation to that person notwithstanding they 

may not have systems set up to do this.  Practically, in cases where this occurs, the 

domestic subsidiary will account for those liabilities although this may not strictly 

fit within current legislation. 

 

91. One of the main issues with all of these rules and situations is that the current 

structure can create uncertainty for taxpayers and their workers.  The rules can also 

have retrospective effect, which can have sanction implications notwithstanding the 

rules can require a measure of hindsight. 

 

92. A modern tax system should make it easy for taxpayers to comply and have rules 

that provide certainty to taxpayers and the revenue authority.  Above all, it should 

make compliance easy and the current cross border rules have compliance issues 

which can at times seem unfair, particularly when contracts run over their expected 

timeframes. 

 

93. Inland Revenue is currently undertaking work in relation to these complex issues. In 

particular, work is being done around the definition of residency to improve 

certainty for employers and taxpayers. 
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A3 sheet as attached. 


