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Document 1
6 March 2018

Minister of Finance

Minister of Revenue
(fate”

Fringe benefit tax on employment related loans - M;\l@;nteres

Executive summary s &
e - -
1.  Banks and other employers in the business of lendi y are 1 pay fringe benefit
0

tax (FBT) if they provide a loan to an employee at a Tate w th interest rate. However,
the legislative definition of the market interest t-dated &1 nger reflects the lending
practices of banks and other money lenders. ¢ legisla ket interest rate may often be

0 employees of banks and other

higher than the true market interest rate. T result in
money lending institutions being tax: en)if the rates are received by ordinary

customers and there is no private l@o empl@
2. This is a longstanding is@ been th officials regularly by stakeholders over a

number of years.

accurately reflect ¢ market e proposal is that the market interest rate for a given
employee and lo would be defiied as the lowest rate given around the same time in the

ordinary co iness to@’s length customer with a similar profile to the employee.

4. estirated n/ﬁ;;cost of this proposal is $3 million per year over the forecast period.
This can‘be accou@ the tax policy scorecard.

5. If Ministers\agree with the proposed change and wish to include it in the first omnibus
taxation bill ¢ 8 then a Cabinet paper should be lodged with the Cabinet Office by 29 March for
discuss at\the 4 April Cabinet Economic Development Committee meeting. The attached
aper is a draft and the finalised paper will be provided to you shortly once the Regulatory

3.  To address these cerns th:<j interest rate definition should be updated to more

6.  Alternatively, Ministers may instead wish to consider this issue as part of a wider discussion
on the tax policy work programme — on which you will receive further advice next week. This
would mean the proposed option could not be included in the first omnibus taxation bill of 2018 —
although it could potentially be considered for inclusion in a later omnibus taxation bill.
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Recommended Action

We recommend that you:
@ Note that the legislative definition of the market interest rate for calculating fringe benefit

tax on employment related loans provided by banks and other money lenders is outdated and does
not reflect the true market rate.

Noted Noted
(b) Agree that the market interest rate for a given employee and loan @ould be d(ﬁn a§

the lowest rate given around the same time in the ordinary course of to an /acr{n\& e/ th

customer with a similar profile to the employee. \ f/
\\/
Agreed/Not Agreed Agreed/Not Agreed o

| G\
(© Note that the proposed option in (b) has an e <®evenue ogt\of))% million per year,

which can be accounted for on the tax policy score@
Noted oted /

EITHER %%/

d) If Ministers wish to incl th} proposed;@%m the first omnibus taxation bill of 2018

they should authorise for lo he finalised Cabinet paper with the Cabinet Office by 29
March for discussion at the abinet mic Development Committee.

Y
Authorised for Iodgen@@fN@t/ uthorised — Authorised for lodgement/Not authorised

\Yad

OR

wonm engue as part of a wider discussion on the tax policy work
prog %
Agreed/Not A ré: Agreed/Not Agreed

Chris Gillion
%@ ader Policy Manager
Ta tegy Policy and Strategy
The Treasury Inland Revenue
Hon Grant Robertson Hon Stuart Nash
Minister of Finance Minister of Revenue
[ /2018 [ 12018
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Background

7. A fringe benefit arises when an employer provides a loan to an employee. There are two ways
in which the benefit of an employment related loan can be valued. Most employers are required to
use the prescribed interest rate. However, banks and other money lenders may instead elect to use
the market rate as they often offer loans to customers below the prescribed rate, and have the data to
accurately calculate the market rate readily available. &

8.  The market interest rate for a group of employees is currently %as the r@‘ir
employer would offer to an arm’s length group of persons with a e credi@ e

group of employees. Different money lenders will therefore haye different market as the

market rate is based on the rates a given lender offers to its custo g ;i]

9.  The market interest rate rules were based on the pracfices baiiks and ers were using
and, in general,

loan. However, some
example a bank may have
percentage points below the

advertised rates. The market interest rate rules wo he advertised rates or the group
discount rates to be offered to employeesas.the market i g‘ ate without banks and other similar

lenders incurring FBT.
10. However, it is now co@ ' actice fo @ ks and other similar lenders to individually

negotiate loan rates with ¢ / Individuglly-negotiated loans cannot be used for determining
the market rate as the rat@ved by omers through this process have not been offered to a
group. @ % §

11. As such th@market rate, g the interest rate an arm’s length customer receives, is
likely low arket r: ulated under the current legislation. This can result in the over-
taxation ent r . Furthermore, because of this over-taxation many employees
of b ther ders may be able to receive better loan rates from competitors than
from employ@

12. The g%?\nd the market interest rate were introduced to rectify the problem of the
prescribed ming out of date and fringe benefits arising even when the employer is charging
an d%- true market rate. As such, changing the definition of the legal market rate to more

at the time the rules were developed. Money lende; 57 adv%

y reflect the true market rate would be consistent with the original policy intent.

13. The issue .of the legislated market interest rate being higher than the true market rate is
longstanding and has been raised with Inland Revenue regularly by stakeholders over a number of
years.

Proposed solution

14. The proposed option is that the market rate for a given employee and loan type is defined as
the lowest rate received around the same time by an arm’s length customer with a similar profile to
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the employee. However, employers would not be permitted to create an artificially low market rate
by providing a single customer with an exceptionally discounted loan rate. Instead, the market rate
would need to be based on loans offered in the ordinary course of business.

15. For example, Carlos, an employee of XYZ Bank, wants to receive a fixed rate home loan
from his employer. The lowest rate XYZ bank has offered on this type of loan to arm’s length
customers who meet similar lending criteria as Carlos is 4%. Only one customer has received this
rate, however, a number of other low risk customers have all received loans close to this (4.01-

4.05%). As such, the market rate for Carlos will be 4% and FBT will only be payable if Car
receives a rate below this.

16. However, if XYZ bank had offered a single arm’s length low-risk of@as
part of a promotion, and the next lowest rate received by an arm’ stomer '1 4%,
then the market interest rate for Carlos would still be 4% as this i lowest rate-offered by XYZ
bank in the ordinary course of business. The question of whether give @ has been
offered in the ordinary course of business will always be a nfafter-of fact an 2N

17. This proposed solution will prevent the over-taxa emplo ated loans that occurs
under the status quo. Instead, loans made to e w111 onl ubjéct to FBT if a genuine

discount compared to the rates received by 2
consistent with the broader FBT framewo

; gth customers Has been provided. This is
y only benefits obtained due to a
person’s employment status.

Revenue /@Q Q)

T is pai ar on employment related loans by banks and other
et ra& med that the proposed solution will result in most of

i ed option can be accounted for on the tax policy scorecard. The
echanism designed to ensure that the cumulative net revenue impacts
hanges are considered in aggregate. It acts as a memorandum account
Badget contingency. The current balance of the scorecard is® 8(c)(i)

c ion

"/
20. Officials have consulted with members of the New Zealand Bankers’ Association, Corporate
Taxpayers Group, Charted Accountants Australia and New Zealand, and the Financial Services
Council on this issue. Submissions were strongly supportive of updating the market interest rate

definition and the proposed solution.
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Next Steps

21. If Ministers wish to include the proposed changes in the first omnibus taxation bill of 2018
they should lodge the finalised Cabinet paper by 29 March for consideration at the 4 April Cabinet
Economic Development Committee meeting. Subject to Cabinet approval, the proposed option
could then be included in the omnibus taxation bill.

22. The attached Cabinet paper is a draft and the finalised paper will be provided to you once the
Regulatory Impact Statement quality assurance has been completed.

23. Alternatively, Ministers may wish to consider this issue as part of @isoussio@e:
tax policy work programme — on which you will receive further adﬁ% week. /Fhi 1d

enable the costs of this proposal to be considered alongside the cos et’potential 1 n the

work programme. § ;:
24. If this issue is considered as part of the wider di he tax rk programme
b’ taxationb 018 — although it
eT QIRNIBUS taxati
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In Confidence
Office of the Minister of Finance
Office of the Minister of Revenue

Cabinet Economic Development Committee

Fringe benefit tax on employment related loans - Market inter@e @
Proposal <§@ @

1.  This paper seeks the Cabinet Economic Develop ment Conxittee’ ommittee)
agreement to change the legislative definition of the ma erest 1ate lating fringe
benefit tax (FBT) on employment related loans prov @

t

oney lenders.
2. The proposed change is that the market 1n @ for a g1ven loyee and loan type
would be defined as the lowest rate given he same t the ordinary course of

ne_tim
business to an arm’s length customer with pr ofile ployee.

Executive summary

3.  Banks and other emplo : ing money are required to pay fringe

benefit tax (FBT) if they proyide oyee at a rate below the market interest

rate. However, the legls ket interest rate is out-dated and no longer

reflects the lendmg pr

interest rate may o ghe1 e market interest rate. This can result in loans to

employees of b other % ending institutions being taxed even if the same loan
us

rates are recei dinary ¢ 1s and there is no private benefit to the employees.

these con he market interest rate definition should be updated to more
accur ect the t et rate. The proposal is that the market interest rate for a given
e u dlo e would be defined as the lowest rate given around the same time in the
ordinary cour iness to an arm’s length customer with a similar profile to the

employee.
%ted revenue cost of this proposal is $3 million per year over the forecast
can be accounted for on the tax policy scorecard.

ground

6.  The market interest rate for a group of employees is currently defined as the rate their
employer would offer to an arm’s length group of persons with a comparable credit risk to the
group of employees. Different money lenders will therefore have different market rates as the
market rate is based on the rates a given lender offers to its customers.

7.  The market interest rate definition was based on the practices banks and other lenders
used at the time the rules were developed. Money lenders would advertise rates and in general
customers would receive these rates if they met the necessary conditions for a loan. However,
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some lenders would also offer discounts to certain groups of customers. For example a bank
may have offered employees of a local respected employer a discount of 0.3 percentage points
below the advertised rates. The market interest rate rules would allow either the advertised
rates or the group discount rates to be offered to employees as the market interest rate without
banks and other similar lenders incurring FBT.

8.  However, it is now common practice for banks and other similar lenders to individually
negotiate loan rates with customers. Individually negotiated loans cannot be used for
determining the market rate as the rates received by customers through this process have 1&

been offered to a group.
stomey c@?
Th1s ca It in
ver-taxation

S loan rates

9.  As such, the true market rate, being the interest rate an arm’
is likely lower than the market rate calculated under the current
the over-taxation of employment related loans. Furthermor
many employees of banks and other money lenders may
from competitors than from their employer.

10. The rules around the market interest rate Were@aced to xéctify-the problem of FBT
arising even when the employer is charging yee the ket rate. As such,

changing the definition of the legal market rete re appropriately 1eﬂect the true market
rate would be consistent with the original tent.

gor a given employee and loan type is

e time by an arm’s length customer with a

Comment

11. The proposed optio
defined as the lowest ra :
similar profile to the S1ap]
artificially low ma Ke gle customer with an exceptionally discounted

loan rate. Inste% arket 1 @need to be based on loans offered in the ordinary

course of bus

e, Carlos; ployee of XYZ Bank, wants to receive a fixed rate home
loan rs emplo owest rate XYZ bank has offered on this type of loan to arm’s
le mers t similar lending criteria as Carlos 1s 4%. As such, the market rate

FBT will only be payable if Carlos receives a rate below this.

o w1ll@
13 solution will prevent the over-taxation of employment related loans that
occurs tatus quo. Instead, loans made to employees will only be subject to FBT if a
gen count compared to the rates received by arm’s length customers has been
d. This 1s consistent with the broader FBT framework which only seeks to tax benefits

g due to a person’s employment status.

Consultation

14. Officials have consulted with members of the New Zealand Bankers’ Association,
Corporate Taxpayers Group, Charted Accountants Australia and New Zealand, and the
Financial Services Council on this issue. Submissions were strongly supportive of updating
the market interest rate definition and the proposed solution.
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Financial implications

15. The proposal will impact how much FBT is collected from banks and other money
lending institutions. Currently $3 million of FBT is paid per year on employment related
loans by banks and other money lenders using the market rate. It is assumed that the proposed
solution will result in most of this revenue being foregone.

16. The revenue cost of the proposed option can be accounted for on the tax policy
scorecard. The scorecard is an accounting mechanism designed to ensure that the cumulati

net revenue impacts of non-significant tax policy changes are considere aggregate. It
as a memorandum account attached to the Between-Budget contingency*

Human rights g;
17. We consider that the proposals contained in cussion dgcumer

dis
inconsistent with the New Zealand Bill of Rights Act 19@[}e Human Raglhits Act 1993.

Legislative implications @ ig: @
18. Legislative changes will be necessaiy_1 et de implement the proposal.
These changes can be included in the fir ibus taxatggb' of 2018.
Regulatory impact analysis @ @

Note the Regulatory Im ment g ssurance has not yet been completed. The
finalised Cabinet pape@ provided\

‘e the quality assurance has been completed.
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Recommendations
We recommend the Committee:

1.  Agree that the market interest rate for a given employee and loan type be defined
as the lowest rate given around the same time in the ordinary course of business to
an arm’s length customer with a similar profile to the employee.

2. Note that the proposal has an estimated revenue cost of $3 million per year whi
can be accounted for on the tax policy scorecard. \EE
3.  Agree to include the proposed option in the first omm'b@ bill o%@

Hon Grant Robertson e: n Stua @;g )
Minister of Finance m@ fiue
/ /
Wate

Q)
ST
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In Confidence
Office of the Minister Revenue

Chair, Cabinet Economic Development Committee

Miscellaneous Tax Policy Changes for Inclusion in the Next Omnibus Taxation
Bill for 2018

N\
§§9 X??

1. This paper seeks the Cabinet Economic Development%; ee’s agfeeme

number of miscellaneous measures that require % tothe In Act 2007

2 If approved, | propose including the necessz g@*’ lative ents in the next
omnibus taxation bill for introduction in. 2C

Executive Summary @
3. This paper has been prepared to-ebtain

t Economic Development
Committee’s agreeme umber of m eous tax policy matters for inclusion
in the next omnibug@ ill for i @ ion in 2018. | am recommending

changes to:

definition of the market interest rate for calculating fringe benefit
%ﬁoyment related loans provided by banks and other money



Document 3

ployment Related Loans - Market Interest Rate

@ver employers in the business of lending money are required to pay

efit tax (FBT) if they provide a loan to an employee at a rate below the

etinterest rate. However, the legislative definition of the market interest rate is

ated and no longer reflects the lending practices of banks and other money
nders. As such the market interest rate calculated under the Income Tax Act 2007

@ may often be higher than the true market interest rate. This can result in loans to
employees of banks and other money lending institutions being taxed even if the

same loan rates are received by ordinary customers and there is no private benefit to

the employees.

Background
42. The market interest rate for a group of employees is currently defined as the rate their

employer would offer to an arm’s length group of persons with a comparable credit
risk to the group of employees. Different money lenders will therefore have different
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market rates as the market rate is based on the rates a given lender offers to its
customers.

43. The market interest rate definition was based on the practices banks and other
lenders used at the time the rules were developed. Money lenders would advertise
rates and in general customers would receive these rates if they met the necessary
conditions for a loan. However, some lenders would also offer discounts to certain
groups of customers. For example a bank may have offered employees of a local
respected employer a discount of 0.3 percentage points below the dvertised rate &
The market interest rate rules would allow either the advertised the gro

discount rates to be offered to employees as the market intere thou
and other similar lenders incurring FBT.
44, However, it is now common practice for banks an

negotiate loan rates with customers. Individual otiated Ioar(; -annot be used for
determining the market rate as the rates recei

ustom w\hroyéh this process
have not been offered to a group. Q\ @

45, As such, the true market rate, beingthe est rate a{m length customer
receives, is likely lower than the et rate calc te nder the current legislation.
This can result in the over-taxati n employm nt ed loans. Furthermore,
because of this over-taxa 10 many emplo e% b anks and other money lenders
may be able to receive eT\té/ rjoan rat?s 'cgfﬁpetitors than from their employer.

other siniilar lenders to individually

46. The rules aroun}i}h et inte f teWere introduced to rectify the problem of
FBT arising even \0@ n the e is charging an employee the true market rate.
As such, ¢ @1@ e definition of the legal market rate to more appropriately reflect

the tru@ﬁ@ﬂme WOK% nsistent with the original policy intent.

47 | recommendthe market rate for a given employee and loan type should be defined
—as the lowes received around the same time by an arm’s length customer with a
simil b\ fil&'to the employee. Employers would not, however, be permitted to
“artificially low market rate by providing a single customer with an
ptionally discounted loan rate. Instead, the market rate would need to be based
ans offered in the ordinary course of business.

@8\ ) For example, Carlos, an employee of XYZ Bank, wants to receive a fixed rate home

= loan from his employer. The lowest rate XYZ bank has offered on this type of loan to
arm’s length customers who meet similar lending criteria as Carlos is 4%. As such,
the market rate for Carlos will be 4% and FBT will only be payable if Carlos receives

a rate below this.

/

49. This proposed solution will prevent the over-taxation of employment related loans that
occurs under the status quo. Instead, loans made to employees will only be subject
to FBT if a genuine discount compared to the rates received by arm’s length
customers has been provided. This is consistent with the broader FBT framework
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which only seeks to tax benefits obtained due to a person’s employment status. |
recommend the change applies to interest paid on employment related loans from the
start of the tax year quarter following the enactment of the proposed omnibus taxation
bill.

Consultation

50. Officials have consulted with members of the New Zealand Bankers’ Association,
Corporate Taxpayers Group, Charted Accountants Australia and New Zealand, an
the Financial Services Council on this issue. Submissions wer: y supportive

of updating the market interest rate definition and the propose n. T
Treasury was also consulted. fé
Financial implications @
sther money

51. The proposal will impact how much FBT is om ba
lending institutions. Currently $3 million ‘B\ aid p employment
related loans by banks and other mon @ S using rkét rate. It is assumed
that the proposed solution will result- of this r eing foregone.

Table 3: Impact of reducing FBT on @e relate
PR

@ gé?@ increase/(decrease)

ks

Vote Revenue Q 2021-22 &
7-18 9 2019-20 2020-21
Minister of Revenue @ outyears

(0.750) (3.00) (3.00) (3.00)

&)
Crown Revenue and Ré&cgi ‘d >\>
Tax Revenue ﬁ v 2(% T

i N
52. T é@\%cost wmposed option can be accounted for on the tax policy
% rd. The sce rd is an accounting mechanism designed to ensure that the
c lative te impacts of non-significant tax policy changes are considered
aggr %
h

@ cts as a memorandum account attached to the Between-Budget
i c

conti e current balance of the scorecard is s 18(c)(i) over the forecast

Qutside

©
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Outside scope

Compliance and Administrative Cost Implications @ <§ P \\/
70.  Outside scope @ v
The other measures me&nded i%gis paper do

not materially affect Inland Revenue’s administration.costs or creat payer
obligations. The measures do not impact on In @wnue's

Transformation programme.

Economic Impacts @ & s
71. The measures recommended in @ i &!oimprove the efficiency of
tax legislation by reducing complia costs. i

economic impacts, apart from

those already mentioned in_this er, ha@ identified.
Human Rights

72. The changes |

pe . | recommend that the necessary amendments
next omnibus taxation bill, scheduled for introduction in early 2018.

73. @Mﬁng tendations in this paper requires changes to the Income Tax
e\ SCO,

uality Assurance Reviewers at Inland Revenue have reviewed the following
pact Summaries prepared by Inland Revenue:

Q 74 1 Outside scope

74.2 Impact Summary: Fringe benefit tax on employment related loans — Market
interest rate.

& 3
Q

E
é§<§:‘-’.

75. The Quality Assurance Reviewers consider that the information and analysis
summarised in the Regulatory Impact Summaries meets the quality assurance
criteria.
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76.

Tr.

Publicity @ (i :
78. | will make an announcement on the contents of the pmﬁ@ibus taxag@
i

for early 2018 when it is introduced in the House. A
explaining the changes recommended in this pape :' Il be réleased‘atthe same time.

Recommendations §® §®

79. The Minister of Revenue reco ds th Economic Development
Committee: @
()
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Agree that the market interest ra y
defined as the lowest rate g|v
of business to an arm’s len

d loan type be
in the ordinary course
ilar profile to the employee.

Agree that the change
employment rela - Qans from t
enactment of -

applies to interest paid on

s! e tax year quarter following the
to re Q

ion

s 10 and 11 has the following estimated

$million — increase/(decrease)

Vote Rev
Minist:

yn-w

2018-19

2019-20

2020-21

2021-22 &
outyears

(0.000)

(0.750)

(3.000)

(3.000)

(3.000)
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Legislative vehicle v \

16 Agree that legislation to 0 ch mmended in this paper be
included in the next o axatlon

j 4 Invite the Mini venue Inland Revenue to draft the
necessary to | t to the changes recommended in this
paper. @

Authorised for@g@
even%

@%





