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Meeting with the Minister of Revenue or\i potential tax
issues with electric and hybrid vehicles

' Reason for this
- briefing
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' Action required

You will be meeting with the Minister of Revenue on Tuesday 10 November |
2015 at 12.30pm to discuss fringe benefit tax and tax depreciation rates for |
electric and hybrid vehicles. This briefing provides background information for ’
your meeting with the Minister. |

Consider this briefing prior to your meeting with the Mifister of Reveriue on
10 November 2015.

Deadline

| - Monday 9 November 2015

‘Reason for
deadline

t This deadline will enable you to copSider this briefing before your meeting
' with the Minister of Revenue on_10 November 2015.
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Purpose of report

1.

This briefing provides background information for your meeting with Hon Todd McClay, the
Minister of Revenue, on the issues of fringe benefit tax and tax depreciation rates for electric
and hybrid vehicles (EVs). The meeting is scheduled for Tuesday 10 November 2015 at
12.30pm.

Fringe benefit tax on EVs

2.

Fringe benefit tax is a tax on non-cash benefits that are provided in gennection with
employment, such as the use of a company car. The tax is the nontcash benefit equivalent
of PAYE tax that is applied to salaries and wages.

The purpose of fringe benefit tax is to ensure that all forms/of remuneration,ate.taxed
equally. The tax is intended to leave an employee neutral between receiving a fringe benefit
and receiving the equivalent monetary remuneration,

The most common type of employment-related fringé benefit is the ptivate use of a company
motor vehicle. For an employee, there is significantalue inhaving.a company car available
for their private use. In monetary terms this value is the fixed and,running costs that they
would bear if they owned the car.

Why could fringe benefit tax be an issue for'EVs?

5.

10.

11.

Due to the way fringe benefit faxis calculated EVs attract a higher amount of tax. This is
because their purchase prigesiare higher thanihose of equivalent conventional vehicles.

For the purposes of fringe bené&fit tax{ thevannual taxable value of an employee’s vehicle
benefit is calculated as*€ither 20 percent of a vehicle’s cost price, or 36 percent of its book
value. These proportiens are prexy estimates of the fixed and running costs that the
employee would bear if they owned the car themselves. Fringe benefit tax applies to these
estimates.

The taX regime assumeésithat'these proxy estimates correctly value the fringe benefit of an
EV.However, the fixedi@nd running costs of EVs differ from conventional vehicles. The
parchase’price of EVsiis higher, but the running costs tend to be lower than for conventional
vehicles. By using the same proportion of cost price, or book value, the proxy estimate
ignores these differences.

This means that potentially the fringe benefit tax calculation is overvaluing the fringe benefit
of EVs and the vehicle owners are paying too much tax.

Althetigh we expect the purchase prices of EVs to fall over time, it is unlikely that they will fall
below those of conventional vehicles. So this potential for EV owners to be overtaxed is
likely to continue into the future.

Being overtaxed could in turn distort vehicle choices away from EVs. This result would be
inconsistent with New Zealand’s tax policy settings, which are designed to deliver a neutral
tax system.

Little is known about the extent to which fleet purchase decisions are being influenced by

fringe benefit tax. In our view, it is more likely that other barriers, such as the higher
purchase price, are playing a far greater role in company decisions not to purchase EVs for
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12.

their fleets. Also, not all fleet vehicles are subject to fringe benefit tax as often vehicles are
used solely for work purposes.

Nevertheless, the potential for the tax regime to overvalue the fringe benefit of EVs could be
an issue that adds to the barriers that are limiting the appeal of EVs to businesses.

The tax calculation used to value the fringe benefit of EVs could be reviewed

13.

14.

15.

16.

17.

In our view there would be merit in addressing this potential tax issue. Discussions with tax
officials suggest that the best way to do this would be to review the basis for calculating the
taxable value of the fringe benefit for EVs. The point of the review would be to ensure that
the lower running costs of these vehicles are adequately recogniseddh the tax calculation.

In this way, a review would remove any perception that the fringe benefit tax regime is
influencing companies to favour conventional vehicles. It would'also strengthemthe existing
policy settings of the fringe benefit tax regime.

Tax officials have said that this review would have tofse prioritised against other items on the
Government’s tax policy work programme.

An alternative to a review would be to exempt:EVs from fringé&benefit tax. We do not support
this option as it would:

16.1. be inconsistent with New Zealand's broad based taxsystem, which ensures all
earnings and non-cash benefits across the economy are taxable

16.2. compromise the fairnes€ of the tax system by affording a tax advantage to those
companies and employees where an EV company car is made available for private
use

16.3. be inconsistentwith the Govemiment’s revenue strategy which generally avoids tax
concessionsnstéad, it advoeates that if the Government wishes to encourage a
particular economic activity, then it should do so in a transparent way through direct
fundingsather than through the tax system.

Moreover, the/urrenttoad user charges (RUC) exemption already provides a financial
congessionsto encouragé the purchase of EVs. Someone purchasing an EV today will benefit
frém.a subsidy that is Worth around $2,800".

Tax depreciationyrates for EVs

18.

Currently EVs are depreciated for tax purposes at the same rate as conventional vehicles.
The depreciation rates are either 30 percent (diminishing value), or 21 percent (straight line).

Why could the depreciation rates be an issue for EVs?

19.

Some stakeholders have suggested having a higher, or accelerated, tax depreciation rate for
EVs. This is because fleet buyers perceive that the total cost of ownership over a 5-year
period will be higher for EVs than for fuel efficient conventional vehicles. They suggest that
EVs can be expected to have a higher depreciation rate than is currently allowed for income
tax purposes.

! This is based on the existing RUC rate of $62 per 1,000 kilometres (GST inclusive) and an average distance
travelled of 10,000 kilometres. It reflects existing policy that the RUC exemption will end on 30 June 2020.
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20.

21.

22.

23.

The evidence we have that EVs are depreciating at a faster rate comes from companies that

calculate residual vehicle values. These companies are making lower estimates for EVs than
for similar conventional vehicles. This is the case even though the original purchase prices of
the EVs are higher. The lower estimates reflect the uncertainty around the rate at which EVs

will depreciate as they are new to the market.

If tax depreciation rates are too low, then this can act as a further disincentive to fleet buyers
by increasing their fleet vehicle costs. This is because EV owners would not be receiving the
correct amount of depreciation deductions over the period that the vehicle is used by the
business. This can result in over taxation of annual income.

However, the concern identified by these stakeholders is a question/@bout the timing and
value of depreciation deductions rather than a permanent tax effectaWhen a vehicle is
disposed of, the Income Tax Act 2007 requires a wash-up to calculatevif the relevant tax
depreciation rate has correctly spread the cost of the vehicle’oveér its econemic lifes

If a vehicle is disposed of at a value lower than its tax book value, therithe company
effectively receives a tax credit to account for that loss. lf.a vehicle igtseldyfor more than its
tax book value, the company effectively is credited’withhan amount'ef taxable income.

There would be merit in looking at whether the standard'depreciation-rates are appropriate
for EVs

24.

25.

26.

27.

28.

Nevertheless, the policy principle behind depreciation isithat'deductions should broadly
match an asset’s expected declinein value. If EVs are'expected to depreciate differently to
conventional vehicles, there is merit invinvestigating Whether EVs warrant an alternative tax
depreciation rate. ‘

For simplicity the tax system/applies average rates of depreciation across all cars. Average
rates bring the risk that there will be /Winners’and losers’ in terms of tax liability in the early
years of owning a company vehicle, However, the early years matter here because
businesses tend to tarn Vehiclessoverevery four years.

In a policy environment where we, are trying to encourage businesses to purchase EVs, it
would be«desirable if thetax system helped to provide certainty. This would happen if
businesseswho purchase EVs could deduct depreciation in line with a vehicle’s expected
declinegdn value. Wheredthis happens, the Crown would not inadvertently be benefiting from
the markeét unceftaintyaround the rate at which EVs decline in value through use and time.

Tax policy officials/advise that there is an existing process that can be used to review the
depreciationfrates. This is for the relevant companies to ask the Commissioner of Inland
Revenuesto review the case for having different depreciation rates for EVs. If such a review
oceurred, the companies would be expected to prepare an economic case and support their
arguments for a different rate of depreciation.

You could prompt such a review by inviting relevant industry participants, for example the
Sustainable Business Council and Mighty River Power, to make a request to the
Commissioner of Inland Revenue.

Views of stakeholders

29.

Earlier this year, stakeholders advocated using the tax system to encourage the purchase of
EVs. Specifically, the Sustainable Business Council expressed the view that removing fringe
benefit tax, or offering a ‘tax holiday’, would contribute substantially to the business case for

EVs. A copy of the memo that the Sustainable Business Council gave you in January 2015 is
attached.
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30. Similarly, Mighty River Power and Zero Emission Vehicles Limited suggested that
government could consider having accelerated depreciation rates for EVs.

31. These tax issues were discussed at a 12 October 2015 meeting that was held with the
Sustainable Business Council and local and central government officials, including officials
from Inland Revenue. Following the discussion, stakeholders appeared to understand the
high thresholds involved in attempting to change the tax system to advantage EVs.

32. The 12 October 2015 meeting went on to workshop other solutions to encourage the uptake
of EVs. As we have advised you, this discussion resulted in the three elements of the
proposed EVs government-industry package. These elements are: enabling bulk
procurement, having a contestable fund, and providing coordination jfitiatives, suchfas, an
information and promotion campaign.

The key risk with the reviews is that they may generate results that/stakeholders,do not want

33. The key risk with doing the reviews is that the results may not benefit the stakeholders who
have advocated for tax reform. In particular, higher depreciation rates_could have a knock-on
effect for fringe benefit tax. Higher depreciation rates iniply that an.employee would be
getting the benefit of a vehicle that has greater c@sts” Therefore, the value of the vehicle
benefit would be higher. This suggests that a higher amount, of fringe benefit tax should
apply on the private use of these vehicles.

34. This risk would be mitigated by giving stakeholders the ¢hoiee as to whether or not they wish
to pursue a review. The interrelationshipybetween depreciation rates and fringe benefit tax
was explained to stakeholders at the ' meeting of 12"Q¢tober 2015.

Suggested talking points to raise with the Minister of Revenue

35. We suggest that you raise the following points with the Minister of Revenue:

35.1.

35¢2.

35.3.

35.4.

35.5.

There is the.potential that the fringe benefit tax regime could be overvaluing, and thus
overtaxing, the fringe benefitof EVs. This is because the regime assumes that the
estimdtes’that work for cenventional vehicles, correctly value the fringe benefit of
EVs. Howgver, while the purchase prices may be higher, EVs can have lower running
costs than conventional vehicles.

A réview eould, be done on the basis for calculating the value of the fringe benefit of
EVs. The point of the review would be to ensure that the lower running costs of EVs
are adequately recognised in the tax calculation.

The standard tax depreciation rates for motor vehicles may not be appropriate for
EVs. This is because the market seems to be depreciating EVs at a faster rate than
for conventional vehicles. '

Companies could perceive the standard depreciation rates as an additional reason
not to purchase EVs for their fleets. If they did, they would not be able to deduct the
tax on the additional cost of an EV’s depreciation from their annual taxable earnings
prior to the vehicle being disposed of.

There could be merit in the Commissioner of Inland Revenue reviewing the tax
depreciation rates for EVs.
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Recommendations

36. The recommendations are that you:
(a) note the background material in this briefing to assist you in your meeting
with the Minister of Revenue on Tuesday 10 November 2015 at 12.30pm

(b) note our advice that you raise with the Minister of Revenue the possibility of
Inland Revenue conducting a review of the:

1. basis for calculating the value of the fringe benefit of EVs

2. tax depreciation rates for EVs.
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