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Key to sections of the Official Information Act 1982 under which information has been withheld.

Certain information in this document has been withheld under one or more of the following
sections of the Official Information Act, as applicable:

[1]

(2]

3]
[4]

[5]
[6]

[7]

[8]
[9]

[10]

[11]

[12]

6(a) - to prevent prejudice to the security or defence of New Zealand or the international
relations of the government

6(c) - to prevent prejudice to the maintenance of the law, including the prevention,
investigation, and detection of offences, and the right to a fair trial

9(2)(a) - to protect the privacy of natural persons, including deceased people

9(2)(b)(ii) - to protect the commercial position of the person who supplied the
information or who is the subject of the information

9(2)(d) - to avoid prejudice to the substantial economic interests of New Zealand

9(2)(f)(iv) - to maintain the current constitutional conventions protecting the
confidentiality of advice tendered by ministers and officials

9(2)(g)(i) - to maintain the effective conduct of public affairs through the free and frank
expression of opinions

9(2)(h) - to maintain legal professional privilege

9(2)(i) - to enable the Crown to carry out commercial activities without disadvantage or
prejudice

9(2)(j) - to enable the Crown to negotiate without disadvantage or prejudice

9(2)(k) - to prevent the disclosure of official information for improper gain or improper
advantage

9(2)(ba)(i) - to prevent prejudice to the supply of similar information, or information from
the same source, and it is in the public interest that such information should continue to
be supplied.

Where information has been withheld, a numbered reference to the applicable section of the
Official Information Act has been made, as listed above. For example, an [4] appearing where
information has been withheld in a release document refers to section 9(2)(b)(ii).

In preparing this Information Release, the Treasury has considered the public interest
considerations in section 9(1) of the Official Information Act.
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Minister of Finance
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Reform of outdated tax credits: transitional rules

Executive summary

Earlier we reported to you on the reform of three outdated tax credits (PAD 2012/49,
T2012/451 refers). You agreed to these reforms and decided they should apply from the
2012-13 and later tax years. This quick application is possible because, by and large, these
tax credits are claimed only at year-end. It is possible, however, for two of these credits — the
transitional circumstances tax credit and the children’s active income tax credit - to be
claimed by employees during the year through reduced Pay As You Earn (PAYE) deductions.
Transitional rules are required to deal with these taxpayers.

You have delegated authority from Cabinet to decide on these transitional rules (Cab Min (12)
13/3(28) refers).

For employers, we recommend that they be allowed to continue taking these two tax credits
into account when determining the PAYE deductions for their employees until 1 April 2013.
This is to minimise the impact of these changes on employers and allow time for payroll
systems to be updated.

For employees, we recommend that they not be required to file a tax return (and therefore not
be required to pay any resulting top-up tax) if they would not otherwise have been required to
file a return. However, all taxpayers who do file a return will be treated in the same manner.
This means that an employee who has been claiming one of these tax credits during the year
and files a return will pay the same amount of total tax as an employee who has not claimed
these credits during the year. This seems appropriate, although the former will have a tax bill
to pay while the latter will not. Inland Revenue will put information on its website and, in
some cases, write to taxpayers directly explaining the impact of these tax credit reforms on
those that file.

The forecasted fiscal impact of the tax credit reforms, detailed in our earlier report, took into
account that these transitional rules would apply to taxpayers claiming the tax credits through
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the PAYE system during the 2012-13 year. As noted in our earlier report, this reform has
administrative costs that Inland Revenue will absorb within its existing baseline.

Recommended action

We recommend that you:

(a) Agree that employers be able to continue to take account of the children’s active
income tax credit and the transitional circumstances tax credit when determining the
PAYE deductions for their employees until 1 April 2013.
Agreed/Not agreed Agreed/Not agreed
(b) Agree that employees receiving the children’s active income tax credit and the
transitional circumstances tax credit during the 2012-13 tax year not be required to
file a tax return (and pay resulting top-up tax) if they otherwise would not have been
required to file.
Agreed/Not agreed Agreed/Not agreed
(c) Note that an employee that received either of these credits during the 2012-13 tax
year and filed a tax return would be required to pay the same amount of tax in total
as a person that did not claim these credits during the year and filed a return.
Noted Noted
(d) Note that Inland Revenue will include information on its website about the
consequences of filing for those receiving these tax credits during the 2012-13 tax
year, and in some cases, Inland Revenue will also write informing them of these
consequences.
Noted Noted
Andrea Black Peter Frawley
Principal Advisor Policy Manager
The Treasury Inland Revenue
Hon Bill English Hon Peter Dunne
Minister of Finance Minister of Revenue
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Purpose

1. Earlier we reported to you on the reform of three outdated tax credits: the transitional
circumstances tax credit; the children’s active income tax credit; and the housekeepers tax
credit (PAD 2012/49, T2012/451 refers). You agreed to these reforms and decided they
should apply for the 2012-13 and later tax years. Transitional rules are required to deal with
the small number of taxpayers who claim two of these credits during the year through the
PAYE system. This report details those rules.

2. The forecasted fiscal impact of the tax credit reforms, detailed in our earlier report, took
into account that these transitional rules would apply to taxpayers claiming the tax credits
during the 2012-13 year. As noted in our earlier report, this reform has administrative costs
that Inland Revenue will absorb within its existing baseline.

3. You have delegated authority from Cabinet to decide on the details of these transitional
rules (Cab Min (12) 13/3(28) refers).

Transitional rules for tax credit reforms

4.  While the reforms to these tax credits apply from the beginning of the 2012-13 tax year,
they will be announced on Budget day — part way through the tax year. This application date
is possible because the tax credits are generally claimed only at year end. However, while
unusual, it is possible for two of these credits — the transitional circumstances tax credit and
the children’s active income tax credit - to be claimed during the year through the PAYE
system.

5. Strictly speaking, since the reforms apply from the beginning of the tax year, this will
mean that some people will have been claiming tax credits that no longer exist. As such,
unless transitional rules are developed, they may be required to file a tax return (and pay any
resulting top-up tax) when they would not have otherwise had to. It is appropriate to
minimise the negative impacts on those few that began claiming the credits before the reforms
are announced.

6. We consider a reasonable starting point for these transitional rules is that they should
ensure a person is not required to file a return after the reforms if they would have otherwise
not been required to file. At the same time, someone who does file a return should be treated
in the same way as other people who have filed a return.

Children’s active income tax credit

7.  Employers currently have the option to take account of the children’s active income tax
credit when withholding Pay As You Earn (PAYE) from a child’s pay if they expect the child
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to earn less than $2,340 that year. If an employer does this, they do not send that child’s pay
in the pay data sent to Inland Revenue. A consequence of this approach of applying the
credit, which is likely an artefact of its outdated nature, means Inland Revenue cannot identify
employees whose employer has taken into account this credit during the year.

8. We understand that this practice of omitting PAYE deductions is not common. First,
many child employees will earn over the $2,340 limit for the credit and therefore have PAYE
deducted as normal. Second, most employers prefer to apply their normal payroll systems,
including deducting PAYE, to all their employees. Nevertheless, without any transitional
rule, the few employers that do engage in this practice would have to immediately change
their payroll systems and begin to fully withhold PAYE from children employees. This could
be difficult. To ensure employers are not adversely impacted, we recommend employers be
able to continue this practice of not withholding for the 2012-13 tax year. These employers
will have to withhold PAYE from their children employees as normal from 1 April 2013.

9. A similar transitional rule should apply to children employees whose employer has
taken account of the children’s active income tax credit by not withholding PAYE. The rule
would mean that a child would not have to file a tax return for the 2012-13 tax year if they
would otherwise not have been required to file a return. This is consistent with the approach
described above; it ensures that taxpayers are not driven to file for the 2012-13 tax year and
pay additional tax because of reforms that occurred after the start of the tax year.

10.  We note that a child may still face an end-of-year tax bill if that child files a tax return
and their employer has been taking account of the credit during the year. This means the
child will pay the same amount of tax in total as a child whose employer did not take account
of the tax credit during the year, which seems appropriate, but, on the other hand, the former
will face a tax bill while the latter may not. Nevertheless, we understand that this is an
unusual circumstance and Inland Revenue will put information on its website explaining the
possible impact of this reform on children that file a tax return. Inland Revenue cannot write
to the employees directly as it cannot identify them. The maximum possible additional tax
payment because of this reform is be $245.70.

Transitional circumstances tax credit

11. The transitional circumstances tax credit can also be claimed by employees during the
year. This is done by an employee electing one of two special tax codes. We also
recommend transitional rules for affected employers and employees. That is to:

. not require employers to move employees off these special tax codes until 1 April
2013. This is to minimise the impact of the reform on employers; and

. not require employees that have been using one of these tax codes to file a tax
return for the 2012-13 tax year if they would otherwise not have been required to
file a return. This again ensures taxpayers are not driven to file and pay additional
tax because of the reforms.
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12.  As with the children’s active income tax credit, although we are recommending a rule
which would prevent a person on one of these special tax codes from being forced to file,
there is a very small group of employees (approximately 680) using one of these codes
correctly that have historically filed a return. As Inland Revenue can identify those that are
receiving the transitional circumstances tax credit during the year, there is more flexibility in
how it handles these 680 people. Broadly, there are three options:

. do nothing — if the employee files they will face a tax bill;

° write a letter to all employees that have elected one of these special tax codes
explaining the possible impact of filing a return, but if an employee files they may
face a tax bill; or

. develop a legislative rule providing that such employees do not lose the benefit of
the credit if they filed a return; Inland Revenue would then need to manually
process any tax returns from those that have elected one of these special tax codes
to ensure this occurred.

13.  We recommend the second of these options — for Inland Revenue to write to employees
currently on these two special tax codes. This option means that taxpayers on the same levels
of income who file will pay the same amount of tax in total, regardless of whether they
claimed the transitional circumstances tax credit during the year, while ensuring taxpayers are
informed about the consequences of filing. The maximum additional tax payment a minimum
wage employee could be required to make is $270.48."

" In theory, the maximum additional tax payment would be $611.52. However, the tax credit is only available in weeks where a person
works for 20 hours or more. Provided an employee is receiving at least the minimum wage, they can at most qualify for this tax credit for 23
weeks of the year. Only employees that hold an exemption certificate are able to be paid below the minimum wage, and these are extremely
uncommon.
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