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Regulatory Impact Statement:

Customs and Excise Act Review: Regulations:
Compensatory interest incurred between
notification of an incorrect payment and payment

Agency Disclosure Statement

This Regulatory Impact Statement (RIS) has been prepared by the New Zealand Customs
Service.

This RIS is one of three addressing administrative details of Customs’ new compensatory
interest and late payment penalties (CILPP) regime. It provides an analysis of whether or not
to remit the compensatory interest incurred between Customs notifying a duty payer of an
incorrect payment and the payment date specified in the notice.

Decisions on the above proposals and the cancellation of interest incurred in the
notification/payment period will be made at the same Cabinet Committee meeting.

The analysis has been constrained because:

o Customs has had to make some assumptions about process given that the CILPP
regime is new

o it is not possible to calculate the total compensatory interest that would be forgone if
compensatory interest was not collected for the notification/payment period.

Signed by Anna Cook on 31 July 2017

Anna Cook
Director Policy 31 July 2017
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Executive summary

1 The Customs and Excise Bill introduces a new compensatory interest and late payment
penalties (CILPP) regime'. This regime provides for compensatory interest to be
charged to a duty payer, whenever duty remains unpaid past its due date or there is a
shortfall. This interest is intended to compensate the Crown for the bank interest that
could have been earned on the unpaid duty, if it had been paid on time.

2 Compensatory interest will be calculated daily, including in the period between
Customs notifying a duty payer of an incorrect payment and the duty payer paying (the
notification/payment period). The amount of interest owing will depend on the specific
day of payment, making collection of the compensatory interest incurred in the
notification/payment period problematic.

3 The total compensatory interest at stake cannot be known (although it will be minor
relative to the amount of duty Customs collects). We therefore cannot calculate
whether it would be cost-effective to collect the compensatory interest incurred in the
notification/payment period. However, collection of the compensatory interest incurred
in the payment/notification period would increase administrative and compliance costs.
Clients could likely consider collection unreasonable.

4 The preferred option is for the compensatory interest incurred in the
notification/payment period to be remitted when the duty, compensatory interest
incurred prior to the notification period, and any penalties are fully paid in the
notification/payment period. This would effectively cancel the interest incurred in the
notification/payment period. The Bill allows regulations to provide for such remissions.

Context: New compensatory interest and late payment
penalty regime

5 Under the new CILPP regime compensatory interest will be incurred where a duty
payer makes an incorrect payment. The following table outlines how the new
compensatory interest will apply to different types of incorrect payments:

Incorrect payment type How compensatory interest will apply

8.22% per annum?, charged for each day the duty is

Late payment: ;
outstanding.

some or all of the duty assessed is
not paid by the due date

Shortfall payment: 8.22% per annum, charged for each day the duty is
a duty payer’s duty liability is under- outstanding.
assessed due to an incorrect entry

: ; : ; 5
or goods are not entered Compensatory interest will be partially remitted to 2% per

annum?®, if the shortfall error is voluntarily disclosed, the core
debt is paid in full, and the duty payer can demonstrate that

1 For Cabinet decisions on the CILPP regime refer EGI-17-MIN-0019.

This interest rate will be pegged to the floating first mortgage rate, plus 2.5%. Inland Revenue uses the same
basis for their use of money interest, and are currently charging 8.22%.

This interest rate will be pegged to the 90-day bank bill rate, which was 1.96% as at 30/06/17 as published by
the Reserve Bank of New Zealand.



Incorrect repayment:
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the error was inadvertent.

Compensatory interest of 8.22% per annum, charged for

when a duty payer provides each day the duty is outstanding.
incorrect information resulting in a

repayment of duty that they are not
entitled to.

6

The Customs and Excise Bill provides for regulations to:

o prescribe the circumstances and an amount of interest or penalty below which
compensatory interest or late payment penalties need not be collected

) partially remit compensatory interest on inadvertent shortfall payments and
incorrect repayments

o set other grounds for remission of compensatory interest or late payment
penalties.

Problem definition:

7

10

Compensatory interest is charged on a daily basis and continues to be incurred during
the period between Customs’ notification to the duty payer of the incorrect payment
and the date by which the duty, compensatory interest and penalties must be paid (the
notification/payment period). The amount a duty payer owes will therefore differ
depending on the date of payment.

This is problematic as the duty payer may not know the correct amount to pay. This
could lead to an on-going cycle of accidental part payments of very small amounts.
Such a cycle would increase administrative costs for Customs by $33.62 per payment.
(See appendix for detail.)

It would also have compliance costs. Clients would be uncertain of the amount owed.
This uncertainty would be aggravated by the difference in Customs and Inland
Revenue practice. Currently, Inland Revenue does not collect compensatory interest
incurred during the notification/payment period. Some clients have indicated that they
want Customs’ CILPP regime to be as consistent as possible with Inland Revenue
practice.

Also, endeavouring to collect all the compensatory interest, up to the very day of
payment could be perceived by clients as heavy-handed. This could diminish a client's
goodwill and possibly impact future voluntary compliance, although the extent cannot
be measured.

Magnitude of compensatory interest at stake

11

The amount of compensatory interest at stake is minor in the larger picture. Most
clients meet their obligations and only a small percentage of duty is not paid on time.
In 2015/16 Customs collected $13.180 billion in Crown revenue. In comparison:
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o in 2015/16 shortfall payments totalled $34.6 million* — less than 0.05% of all
duty collected;

o at 30 June 2016, $7.8 million of assessed duty was paid late®

° incorrect repayments are rare. Scenarios in the appendix also give an indication

of the relative size of the debt required before the compensatory interest
forgone approaches the collection cost. They show that this varies widely
depending on the size and nature of the debt and the length of time before
payment. However, the amounts forgone can be very small, less than $1.

Objectives:

12  Two objectives are relevant:

. maximising net revenue collected by the Crown. Voluntary compliance
contributes to this

. minimising compliance costs for duty payers.

Objectives et R N s R,

Maximise net revenue e« The Crown is compensated to the extent it is cost-effective.
collected by the Crown Eie) e ; . .
e Minimises administrative costs by reducing collection costs and the

possibility of an incorrect payment of compensatory interest.

¢ Does not undermine incentives for duty payers to pay duty in full and on
time.

¢ Clients perceive the approach as reasonable and consistent with
voluntary compliance.

Minimise compliance s  Consistency with Inland Revenue.
costs for duty payers ! e
¢ Removes unnecessary compliance costs for duty payers by providing

certainty about the value of compensatory interest and late payment
penalties they need to pay and when.

Options and impact analysis

13  There are three options:

. Option 1: Status quo, under this option Customs would collect the
compensatory interest incurred in the notification/payment period without
providing guidance on the amount owed on different payment dates. This would
create a high risk of incorrect payment and ongoing cycle of very small, partial
payments.

This figure includes a small amount of levies, which are not classified as duty. It excludes legitimate updates
to provisional values, and a number of large, atypical fuel excise shortfalls.

Late payment data is only available in the form of a monthly report, which shows the amount of outstanding
duty at a single point in time. It is not possible to give a yearly figure for late paid duty.
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° Option 2: Provide clients with a schedule showing the interest owing on
different payment dates. This would assist them to pay the correct amount. The
risk of incorrect payment and an ongoing cycle of very small, partial payments
would be reduced. Duty payers could misread the schedule.

o Option 3 (preferred): To remit the compensatory interest incurred in the
notification/payment period, effectively cancelling it. Removes risk of

incorrect payment and ongoing cycle of very small, partial payments.

14  The following table assesses the options and their impacts. The impacts are the same
for clients paying import duties and excise.

Option 1:Status quo

Option 2: Provide clients with a Option 3: (preferred) Remit

schedule

interest incurred in the
notification/payment period

Assessment against objectives
Maximise Would not meet May not meet objective Best meets objective.
net objective
revenue
collected It is unclear whether collecting the interest would be cost-effective.
by Crown
Some duty payers may pay sooner. Duty payers may pay
later.
Increased administrative | Increased administrative costs Avoids administrative
costs through cycle of from creating schedules and costs.
par.1|all payments and verlfyu.ng paymentsj.. Costs Waiild maitaif clisst
verifying payments. resulting from partial payments H i A
¢ goodwill; consistent with
would be less than for option 1. voluritary compliancs
Would diminish client )
goodwill. Would diminish client goodwill.
but to a lesser extent than option
1.
Minimise Would not meet Would not meet objective Meets objective
compliance | objective
costs for A schedule would significantly Confusion and
duty Significantly increased reduce, but not remove, compliance costs would
payers compliance costs from uncertainty over the amount be avoided.
multiple payments. owing and compliance costs.
Inconsistency with Inland | Inconsistency with Inland
Revenue practice would | Revenue practice would
exacerbate confusion. exacerbate confusion.
Impacts
Impacton | Clients would perceive Clients could perceive this option | Clients would perceive
T this option as as unreasonable. this option as reasonable.
unreasonable. . ;
Small negative financial impact on 'I_"h|s gption WOU].d ;
o : ; : financially benefit clients.
Significant negative clients as the interest rate
financial impact on includes a 2.5% margin above the
clients. likely bank lending rate.
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Impact on The immediate financial impact is neutral as compensatory Care Crown revenue is
e Crawi interest ensures the Crown is not disadvantaged by delayed unaffected.
payment of duty.

Minimal financial
disadvantage as the
compensatory interest
incurred in the
payment/notification period
would not be collected.

Impact on Increased administrative | Increased administrative and Consistent with voluntary

GEEHIE and enforcement costs. enforcement costs but to a lesser | compliance.

extent than option 1. Administrative costs do

not increase.

Instalment payments

15

16

At any one time Customs is likely to have around 20 clients paying off debts through an
agreed instalment plan. Customs encourages clients to go on such plans where they
fail to fully pay a late payment or shortfall debt within the notification/payment period. It
is likely that a number of clients will continue to pay by instalment plan.

It is proposed that compensatory interest, for the full period of the debt, be collected on
instalments and other debt paid after the first notification/payment period. Customs’
ongoing administrative costs could be reduced if instalment plans specify a single
specific date for each payment, removing the risk of error and associated costs in
checking the compensatory interest payments are correct. Also, instalments and other
payments made after the notification/payment period are likely to relate to larger debts,
making the collection of compensatory interest more cost-effective. This situation will
be monitored and a regulation to remit compensatory interest on instalments could be
made in future if necessary.

Consultation

17

18

Customs consulted the following government agencies on this regulatory impact
statement: the Treasury, Inland Revenue, and the Ministry of Justice. No issues were
raised.

Customs also undertook targeted consultation with stakeholders who expressed an
interest in the compensatory interest and late payment penalties regime. This included
major accounting firms, importers and excise stakeholders. Stakeholders were
supportive of cancelling the compensatory interest incurred in the notification/payment
period.

Conclusions and recommendations

19

20

Option 3 is preferred as remitting (effectively cancelling) the compensatory interest
incurred in the notification/payment period will reduce both administrative and
compliance costs and maintain client goodwill, consistent with voluntary compliance.

It is recommended that the compensatory interest incurred in the notification/payment
period be remitted when the duty owing, compensatory interest incurred prior to the
notification/payment period, and any penalties are fully paid in the notification/payment
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period. This can be achieved through a regulation and would effectively cancel the
interest incurred in the notification/payment period.

Implementation plan

21

22

23

24

25

The regulation proposed in this RIS will be implemented concurrently with the new
compensatory interest and late payment penalty regime, which is included in the
Customs and Excise Bill. The Bill is currently awaiting its second reading.

Customs has developed a comprehensive plan for implementing the Customs and
Excise Bill to ensure a seamless transition to the new arrangements

Guidance material is being developed for both internal and external clients. This
material will include operational procedures and practical examples for Customs staff
and will assist in consistent application of compensatory interest and late payment
penalties in line with the overall policy intent. This guidance material will also form the
basis of training packages for Customs staff.

Prior to implementation, consultation will be undertaken with external stakeholders by
way of workshops and feedback on documentation. Following this, external guidance
material will be developed to give external clients practical examples on how the
compensatory interest, penalties and remissions will be applied. There will be a
communications plan associated with the passing of the Bill to publicise the changes.

There are no implementation risks that require mitigation.

Monitoring, evaluation and review

26

27

28

Once the new compensatory interest and late payment penalty regime is implemented,
Customs will set up a programme to collect data which will assist in identifying the level
of compensatory interest forgone. An upgrade of Customs’ financial management
system could reduce the cost of collection.

Once some years’ data has been collected and the financial management system
upgrade completed, Customs will review the cancellation of compensatory interest
incurred in the notification/payment period.

Were Inland Revenue to substantially change its practice, Customs would consider
those changes and review its practice.
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Appendix: Costs and compensatory interest forgone

Collection costs

Collecting the compensatory interest incurred in the notification/payment period on a single
debt is expected to take an average of 50 minutes costing $33.62. Customs would need to
confirm the correct amount of compensatory interest was paid and enter additional data into
its financial management system. These costs would not exist if the compensatory interest
incurred in the notification/payment period was cancelled.

If Customs were to provide clients with a schedule of the interest owing on different payment
dates (option 2), the creation of the schedule in some cases® could take an additional 10
minutes, increasing the collection cost to $40.34.

Compensatory interest forgone

It is not possible to calculate the total compensatory interest that would be forgone if
compensatory interest was not collected for the notification/payment period. Customs cannot
know the amount of compensatory interest that would be forgone on each incorrect payment
as the notification/payment period may vary depending on the type of duty payer, and some
clients will pay before the last possible date. Customs’ operational experience indicates that
incorrect repayments are rare.

The scenarios following give an indication of the relative size of late payment debt required
before the compensatory interest forgone approaches the collection cost. This varies widely
depending on the size of the debt and the length of time before payment. However, the
amounts forgone can be very small, less than $1.

They have been calculated:

. using interest rates of 8.22%" and 1.96%?

. assuming payment 7, 10 or 20 days after notification®.

The mean and median debts are for late payment debts of $1,000 or more extant on 26 June
2017. The mean average is misleading as the only two debts over $400,000 were for $2.2

million and $4 million. Where they have been included, this is only to illustrate the impact on
very large debts.

6 If the late or shortfall payment were to be found during an audit, much of the work in creating a schedule
would have already been done for reasons other than collecting interest in the notification/payment period.

The compensatory interest rate which would have applied had the new regime been in force on 1 June 2017.
8 g0 day bank Bill rate for 28/06/17 as published by the Reserve Bank of New Zealand.

Late payments will face a second penalty if not fully paid within seven days. Clients have 20 working days
after notification to appeal to the Customs Appeal Authority.
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lllustrative scenarios for compensatory interest forgone and collection costs:

Late payment debt

Duty Compensatory | Compensatory | Compensatory | Collection
outstanding interest forgone | interest forgone | interest forgone | costs
over 7 calendar | over 10 working | over 20 working
days days10 days'"
Proposed de $1,000 $1.57 $2.70 $5.85
minimis for
compensatory
interest and
penalties
Median late $15,444 $24.34 $41.73 $90.42
payment debt
Mean average $44,670 $70.41 $120.70 $261.53
late payment
debt (excludes
two outlier debts)
Mean average $126,826 $199.92 $342.73 $742.58
late payment
debt

Mean and median values are not available for shortfall payment debts. Most shortfall payments
are thought to be inadvertent'? and may consequently attract a lower interest rate of 1.96%. The

table below gives an indication of the compensatory interest that would be at stake:

lllustrative scenarios for compensatory interest forgone and collection costs:

Shortfall payment debt

Duty outstanding Compensatory | Compensatory | Compensatory | Collection costs
interest forgone | interest forgone | interest forgone
over 7 days over 10 working | over 20 working
days days
(proposed de minimis)
$1,000 $0.37 $0.63 $1.37
$15,444 $5.80 $9.94 $21.55 | $33.62 to $40.34
$44,670 $16.78 $28.77 $62.34
$126,826 $47.67 $81.72 $177.06

10" Assumed to be 12 calendar days.

" Assumed to be 26 calendar days.

_12 Customs is not known to have issued an administrative penalty at the highest level, reserved for errors or
omissions made knowingly.
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This work is licensed under the Creative Commons Attribution 3.0 New Zealand
licence. In essence, you are free to copy, distribute and adapt the work, as long as
you attribute the work to the Crown and abide by the other licence terms. To view a

copy of this licence, visit http://creativecommons.org/licenses/by/3.0/nz/.

Please note that no departmental or governmental emblem, logo or Coat of Arms
may be used in any way that infringes any provision of the Flags, Emblems, and
Names Protection Act 1981
(www.legislation.govt.nz/act/public/1981/0047/latest/whole.htmI#DLM51358).
Attribution to the Crown should be in written form and not by reproduction of any
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