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Background note on payroll/social security contribution tax 
 

Policy Advice Division, Inland Revenue 
 
Introduction 
 
The Savings Working Group (SWG) is interested in considering a payroll or social 
security contribution tax.  The revenue gained from such a tax could be used to 
partially pre-fund New Zealand superannuation.   
 
This note provides an overview of how a payroll or social security contribution tax 
could operate and summarises the main issues that would need to be weighed up when 
considering its introduction.  It should be noted that, as part of the 2006 Business Tax 
Review, the government considered and rejected the introduction of a payroll tax.    
 
What is a payroll or social security contribution tax?  
 
A payroll or social security contribution tax essentially attempts to tax labour income 
only.  Typically this is achieved by levying a tax on an employer’s payroll (or wage 
bill).  The legal liability for the tax is on the employer.  However, the economic 
incidence of the tax is likely to fall largely on the employee.     
 
How would it operate?   
 
What are the available bases? 
 
One of the key issues to consider when designing a payroll or social security 
contribution tax is the appropriate base for the tax.  Broadly, the available tax bases 
are:        

 
 A narrow base, where the tax is levied on companies only. 
 A middle base, where all employers are taxed on the payrolls of their 

employees (contractors and the self-employed would be excluded). 
 A broad base, where all employers plus the labour income of contractors and 

the self-employed are included. 
 
Given that the revenue from the tax would be used to partially pre-fund New Zealand 
superannuation – a benefit that is available to all New Zealand residents – it would 
seem appropriate to consider a broad base tax.   
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How could a broad base payroll/social security contribution tax work?    
 
Applying a broad base payroll or social security contribution tax should be relatively 
straightforward in relation to employees.   
 
Applying the tax to the labour income of contractors or the self-employed would be 
more difficult.  Currently the self-employed pay ACC levies by applying a rate (the 
rate varies depending on the industry) to the income they have earned for the previous 
year.  This income will inevitably be a mixture of returns to labour and returns to 
capital.  No attempt is made to distinguish between the two.   
 
Given that a payroll or social security contribution tax should only apply to the labour 
portion of the self-employed person’s income, it would be necessary to adjust the 
income upon which the tax is levied to remove the portion that represents a return on 
capital.  This would not be straightforward.     
 
For example, a portion of the fee paid to an electrician for rewiring a house will be a 
return to the electrician’s labour and a portion will be a return on the electrician’s 
capital assets (for example his or her tools, work vehicle etc).  The payroll or social 
security contribution tax should only apply to the labour portion.  However, 
determining the labour portion is likely to be difficult in many cases and, as a result, 
will result in additional compliance costs to the self-employed. 
 
This issue may be partially addressed by establishing a standard labour content – 
different for different industries – as a basis for applying the tax.  However, this could 
produce arbitrary and inaccurate results.   
 
Other issues with a payroll or social security contribution tax 
 
Other issues that would need to be considered in relation to a payroll or social security 
contribution tax include:   
 

 New Zealand has one of the most mobile skilled labour forces in the OECD.  
Therefore, there are limits to how much additional tax burden can be put onto 
labour. 

 Introduction of a payroll tax will increase average tax rates (ATRs) and 
effective marginal tax rates (EMTRs) for employees at all levels of income 
(unless capped in a similar way to ACC, where the ATR and the EMTR 
impact will reduce as incomes increase beyond the cap). These increased 
ATRs and EMTRs will reduce incentives to participate in or to increase 
participation in the labour force.  

 The tax would make labour more expensive relative to capital, potentially 
resulting in higher unemployment 

 The tax would hit labour intensive industries harder than capital intensive 
industries.  The effects that this would have on the economy would require 
further consideration. 
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 The introduction of a payroll tax will reduce horizontal equity as it will mean 
that individuals on similar incomes will be treated differently depending on the 
source of their income. Those whose income is derived from sources that are 
not subject to the payroll tax (capital income and possibly some forms of 
labour income e.g. self employment income, depending on the design of the 
tax) will be taxed less than those at the same income level whose income is 
earned from sources that are subject to the tax. 

 The introduction of a new tax would complicate the tax system.  If it is 
considered desirable to put additional taxes on labour (rather than capital) 
further increases to GST – an existing tax - may be preferable, although this 
may increase pressure to narrow the GST base. 

 The payroll tax proposed would be a hypothecated tax (as the revenue would 
be dedicated to a particular type of expenditure). This conflates revenue and 
expenditure decisions and can lead to non-optimal policy choices becoming 
necessary in one or both areas. 

 The narrower the base to which a payroll tax is applied, the higher the rate will 
need to be to raise the desired revenue. A narrow base will therefore 
exacerbate many of the effects above on the labour market and horizontal 
equity; and will also create distortions towards forms of income not subject to 
the payroll tax (including capital income, and any forms of labour income that 
are exempt from the tax; e.g. self-employment income). 

 
Revenue raising taxes 
 
An increase in any form of tax increases the distortions and efficiency costs 
associated with that tax.  Many of the caveats above consider a payroll tax against the 
status quo.  However, if a payroll tax is to be introduced to raise a particular level of 
revenue, it should be compared against the efficiency, equity, and integrity aspects of 
other tax changes that could raise this level of revenue.  For example, implementing a 
payroll tax could be compared to raising the same amount of revenue by raising 
income tax rates generally, including on capital income.  Whether a payroll tax alone 
is more or less efficient than raising the same amount of revenue by raising income 
tax rates generally is not completely clear, as it depends on whether the deadweight 
costs from raising tax on labour income is different from the deadweight costs from 
raising tax on capital income, the fact that the labour tax base is narrower than all 
income (meaning the tax rate must be higher to raise the same revenue, which would 
tend to increase deadweight costs), and the extra complexity of having different tax 
rates on different income tax bases. 
 
 
 


