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TAXATION LAWS AMENDMENT (RESEARCH AND DEVELOPMENT) BILL 2001  

SUBMISSION TO ECONOMICS COMMITTEE OF THE AUSTRALIAN SENATE
Executive Summary

· The current definition of research and development activity is already one of the most restrictive in the world.  The proposed change will further narrow that definition.

· The R&D tax concession was introduced to encourage business investment in innovation and technology. The change in definition further erodes the encouragement to companies.

· The proposed change to the definition will result in increased dispute between Government and industry and increased compliance costs for industry.

· The lack of warning on these types of announcements and the immediacy of their application increases uncertainty and lack of confidence in the stability of the concession.

· Very few companies will be able to access the premium rate of 175%.

· The list of exclusions will exclude many genuine R&D activities.

Background

The R&D tax concession was originally introduced in 1985 to encourage innovation by Australian companies, including increased industrial R&D, and to achieve the broader objective of developing internationally competitive, export orientated and innovative industry in Australia.

The four objectives were to:

· Increase investment in R&D

· Encourage better use of Australia’s existing Research infrastructure

· Improve conditions for the commercialization of new process and product technologies developed by Australian companies

· Develop a greater capacity for the adoption of foreign technology

Government Proposal

The Government has announced a number of fundamental changes to the R&D Tax Concession including:

· changing the definition to require activities to meet both the “innovation” and “high levels of technical risk” criteria in order to qualify for the concession;

· excluding a number of specific activities;

· introducing a premium rate of 175% for additional R&D;

· amending the tax deductibility of R&D plant; and

· introducing a requirement that all R&D projects are included in a company approved plan.

Main Areas of Concern

1. Changes to the Definition 

Our primary concern is with the fundamental restricting of the definition of eligible R&D activities to require both innovation and high levels of technical risk.  The existing definition is already more restrictive than that given in the OECD Frascati Manual, or those used by many other countries, such as USA and Canada.  

The R&D tax concession was introduced as an incentive scheme.  Therefore definitions should be broadly interpreted to ensure that a benefit is provided to industry undertaking R&D activities.  Changes to the definition increase uncertainty of the interpretation of the terms and a lack of confidence by industry to access the incentive.  As a result genuine R&D may no longer be undertaken in Australia.

Activity v Project

One area of concern is whether the “narrowed” definition will be applied to group of activities or individual activities within a project.  The Industry Research and Development Board (IR&D Board) has expressed that in determining whether activities constitute R&D it is necessary to make a determination in relation to each activity rather than have regard to the overall project. (Refer to R&D Tax Concession Information Bulletin June 1997.)  This is of concern, as not all projects will satisfy the “restricted” definition if every core activity within each project must meet both tests. Manufacturing R&D projects, in particular will be at risk. 

Meaning of Innovation

There is some degree of contention concerning the context in which the term “innovation” will be applied. For example, whether the test must be met in relation to the Company, Australia or internationally. The R&D Board has in recent times adopted a narrow interpretation of the term and the context in which it applies.  For example, in the Tax Concession Advisory Notice (TCAN) on “The Concept of Newness in the Definition of R&D”, the Board advises that an interpretation based on “new to the company” is not consistent with the objective of the tax concession. This interpretation is out of step with overseas incentives, such as the USA and Canada where the test of “innovation” is applied in the context of the taxpayer. 

The term "innovation" must be applied in the context of the company, in view of the fact that genuine and innovative research and development activity may involve evolutionary steps rather than revolutionary leaps.

Meeting the criteria of both Innovation and High Levels of Technical Risk

Technical risk may be evidenced by the number of attempts or methods used to achieve the final result.  However, this does not always provide evidence of innovation.  This could give rise to an increase in dispute and litigation in relation to the interpretation of the term “innovation”.  In addition, significant increases in compliance and infrastructure costs will result as the level of substantiation requirements increase.  This increase in cost and potential for dispute will impact on the investment decisions of industry.  The limited benefit derived from the concession continues to be eroded by increases in cost to industry.

In addition, it is often not known at the beginning of a project if innovation will be required later to overcome an unanticipated technical problem.  This problem may not manifest itself until the second year of the project.  By this time it will be too late to satisfy both criteria for the first year.  Similarly innovation may only occur at the beginning of a project when new options are investigated.  Activities later in the project may only involve technical risk and therefore not be eligible for the concession.

The “restrictive” definition will result in the elimination in Australia of much genuine research and development activity, and will not result in the achievement of Government’s objectives of: 

· Industry becoming globally competitive.

· Increasing commercialization of Australian and foreign research ideas.

· Increasing export potential.

· Attracting R&D activities to Australia.

· Stimulation of increased business investment in R&D.

· Developing Australian skills and expertise.

· Providing Australia with one of the best tax based R&D support mechanisms in the OECD.

Excluded Activities

Exclusion of the specified activities will also further limit the definition.  Industry believes that the interpretation of these activities by the IR&D Board has been tightened in recent times.  Of particular concern to the automotive industry are the exclusion of pre-production activities and the complying with statutory requirements.  While we agree that pre-production activities may relate to simple tooling-up, we believe that these activities would not satisfy the current definition of either “core” or “supporting” R&D activities. However, building prototypes on a developing production facility should not be regarded as a pre-production activity.  Similarly, legitimate research and development to achieve new safety standards may be viewed as complying with statutory requirements.  This again compares unfavourably with the OECD Frascati Manual, which allows that such activities may contain an appreciable element of R&D.

2. Introduction of a premium rate

The main point to be made here, is that most Manufacturers in Australia, will not benefit from this premium rate in the foreseeable future for the following reasons:

· As qualifying expenditure will drop dramatically, as a direct result of the new restrictive definition of R&D activities, companies will be unable to meet the Government's increased expenditure requirements.

· Those industries with low labour-related expenditure will receive minimal benefit even if they increase their R&D intensity, as the premium rate is restricted to labour-related aspects of R&D.

Recommendations

1. There should be no change to the definition of eligible R&D activities.  The existing definition is already more restrictive than that used by many other countries including the USA and Canada. 

2. It is important that any amending legislation clarifies that the definition will be satisfied, if the criteria for innovation or high levels of technical risk is met by either individual activities or a group of activities (i.e. the project). In addition, the term "innovation" should be applied in the context of the taxpayer as is the case in other jurisdictions. 

3. There should be no change to the current exclusion list, which allows specified activities to qualify as “support” activities.  

4. The retroactive impact of proposals should be reviewed. 
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