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21 August 2001

Mr Peter Hallahan
Committee Secretary

Economics Committee

Parliament House

CANBERRA  ACT  2600

Dear Mr Hallahan

Submission re Taxation Laws Amendment (Research and Development) Bill 2001

In response to your letter to our Mr Frank Ford of 14 August 2001, Deloitte Touche Tohmatsu Ltd (“Deloitte”) provides the following submission to be considered by the Senate Committee when examining the Taxation Laws Amendment (Research and Development) Bill 2001.

Deloitte appreciates being selected to comment on the proposed legislation.  We would welcome the opportunity to provide further comment and give evidence at the public hearing.

If you have any queries with respect to the attached, please contact me on (02) 9322 7486.  Alternatively, please contact Jason Crawford on (02) 9322 7673.

Yours faithfully

DELOITTE TOUCHE TOHMATSU LTD

[image: image4.wmf]
Jamie Munday

Director - Deloitte Tax Services

JM/JC

EXECUTIVE SUMMARY

The proposed changes to the Taxation Laws Amendment (Research and Development) Bill 2001 raise the following concerns:

1. The proposed change to the definition of eligible R&D activities from ‘innovation or high levels of technical risk’ to ‘innovation and high levels of technical risk’ will in our view result in a number of companies across the spectrum of industry no longer being eligible to claim the 125% R&D tax concession, as activities undertaken in an R&D project may not be able to satisfy both criteria in the definition.

2. The broadening of the application of excluded activities will diminish the ability of companies to claim for the full extent of their eligible R&D activities because, even though these activities may form part of an R&D project, the IR&D Board believes they do not contribute to the R&D itself.  Such activities are often a vital necessity in the overall completion of an R&D project.

3. The criteria relevant to claiming the proposed 175% Premium Rate, particularly the 3-year registration rule as well as the “20%” change in expenditure test, are onerous.

4. The proposed requirement for R&D Project plans, with retrospective effect back to 29 January 2001 is a further impediment to companies increasing R&D intensity.  The reasoning for this assertion is that companies have not been given any firm guidance as to what is required to be in an R&D plan, AusIndustry merely providing a draft for comment.  Secondly, the requirement for all claimants (irrespective of claim quantum) to formulate dedicated R&D plans, creates further cost associated with claiming the concession, particularly when Schedule 2 descriptions need to be prepared as well.

The proposed changes above have the potential to reduce the attraction of the R&D tax concession to potential eligible claimant companies.  We acknowledge that the intention of the changes is to reduce the current number of marginal claims that, in the IRDB’s view, were never intended to qualify as eligible R&D activities.  However, the ambit of the proposals above have the potential to exclude R&D that is eligible under the current definition, through the tightening of the definition, the exclusion of supporting activities and the hurdles to claiming the premium rate.  In doing so, the changes do not encourage or promote further R&D in Australia.

Innovation and High Levels of Technical Risk

Deloitte believes the change to the definition of R&D, requiring that companies’ core activities meet both the ‘innovation’ and ‘high levels of technical risk’ criteria, and will have a negative effect on the quantum of R&D undertaken within Australia.

It is our contention that not only does the change in definition ‘close the gate’ on some companies claiming the tax concession, but it will significantly ‘raise the hurdle’ on project eligibility.  There has been no clear indication of the anticipated cost savings from the introduction of this measure despite AusIndustry’s assurances that the change in definition should not reduce the scope to claim expenditure.

Industry in general is still unsure of what exactly the new definition means.  We regularly confront examples, which we believe would qualify for the tax concession under the old definition but not the new definition.

Currently, companies only need to satisfy one of these criteria.  There have been suggestions that the revised definition will disadvantage many claimant companies, as they will be unable to meet the ‘innovation’ test.  AusIndustry does not expect this change to have a significant impact on most current claims and believes that those R&D activities that currently qualify for the tax concession will continue to qualify under the new definition.


A number of tax professionals and industry representatives, however, are not so sure, as they believe that the majority of their existing clients qualify for the concession now only by meeting the ‘high levels of technical risk’ criterion.  It is widely believed that by requiring an activity to meet both criteria, activities will have difficulty meeting the eligibility requirements.  The new eligibility criteria will apply to activities commenced after 29 January 2001.

Two types of R&D projects will be affected by this change.

· Projects with no innovation but with high levels of technical risk.

Eligible R&D projects can involve the development of new or improved products or processes (for example) that a competitor firm of a claimant has previously developed or improved but the knowledge is not readily available in the industry on normal or acceptable commercial terms.

The relevant technical know-how is proprietary and is often a company secret.  The development of a comparable or better process or product in Australia may not be deemed to be innovative because it already exists.

However, an Australian company developing the appropriate product/process without access to the technical know-how for the overseas product/process will facilitate import replacement and will develop export potential.  

Such projects would undoubtedly involve high levels of technical risk.  Under the proposed changes, such valuable projects may be deemed ineligible for government assistance under the R&D tax concession.

· Projects involving innovation but no high level technical risk.

Projects may involve no high level technical risk but be highly innovative.  An example of such a project is pure research where the objective is to gain fuller understanding, new knowledge or undiscovered relationships.  These projects do not have success/fail outcomes because they are purely investigative in nature and may not have the required high level of technical risk.

The goal of these projects is to obtain new knowledge – there is no risk that these projects will not involve the development of new knowledge eg. seeking previously undiscovered relationships between two variables will reveal either that they are independent or dependent.

Broadening the application of the Excluded Activities List

Deloitte believes that the impact of changes to the application of the excluded activities list further undermines attempts to increase BERD.

This change represents a significant shift away from established practice and will deny claims for supporting activities, which have previously been legitimate R&D activities and are a necessary expense.  For example:

· Licensing Costs – Numerous R&D projects require the licensing of technology from third parties.  For example, a large and sophisticated software development may require the use of licensed third party software tools as building blocks.  These licensing costs are necessary (sometimes a prerequisite to a program of R&D being undertaken in the first place) and have previously been deemed eligible expenditure as ‘Other Expenditure’.  The proposed new application of the exclusions list would deem these costs ineligible.  The Australian Taxation Office (ATO) even acknowledges that these costs are R&D in character.  In Income Tax Ruling IT 2442, at paragraph 24, the ATO allows a claim for the costs of licensing “…where a company is carrying on R&D activities, the purchase price of the patent, to the extent that the patent is used in the company’s R&D activities, may qualify as research and development expenditure”.

· Patenting Costs – There is considerable support for the idea that patenting costs during the course of R&D projects should be eligible expenditure.  Income Tax Ruling TR 2552 describes situations in which patenting costs could be eligible R&D expenditure on supporting activities.  At paragraph 15, the ATO considers “Other expenses which are attributable solely to an approved project eg. legal fees, incurred in taking out a patent during an eligible R&D project” as eligible R&D expenditure.  It is important to recognise that this is different from the costs of obtaining a patent after the completion of R&D activities.  Such expenditure is already excluded under the legislation.  The proposed change would make widely acknowledged legitimate R&D costs ineligible.

· Market Research – This has traditionally been an eligible supporting activity to the extent that it leads to a “live” R&D project.  The results of market research can provide crucial input to the development of technical objectives, product specification and target functionality of a new a product.  As such, they form part of the basic research in the initial stages of the project (obviously enough, if the market research leads to a decision that the target product development will not be proceeded with, this would not an eligible R&D project in its own right and it is not associated with an eligible core activity).

· Pre-production activities, such as demonstration of commercial viability, tooling‑up and trial runs – These activities have always been an integral part of any R&D project that involves a new product and/or associated manufacturing process.  Until a full-scale production run has proved successful, there is no certainty that the technical objectives have been or can be achieved.  To this end, many pre-production activities are legitimate components of the overall R&D process.  To remove these from the scheme may result in vital developmental activities being ‘skipped’.  Without undertaking pre-production activities, full‑scale production may give sub‑optimal results or result in faulty products.  As such, some pre-production activities actually lead to feedback R&D that is core in nature.

· Routine collection of information, except as part of the R&D process – The R&D process involves both core and supporting activities and, as such, this provision reads that such costs are not R&D unless they are part of R&D.  Deloitte does not consider this change to have a marked effect on R&D claims.

· Activities associated with complying with statutory requirements, standards, etc. – Many projects involve the development of new products (eg. fire fighters’ apparel, anti-ballistic protection equipment for police) that must comply with relevant safety standards.  Testing to ascertain compliance with such standards is an essential part of the product development in highly regulated products.  Meeting these standards form part of the core specifications for such products.  It is artificial to discriminate between market imposed ‘standards’ and those imposed by regulation.

From the above examples, the broadening of the application of excluded activities to supporting activities will in our view have a significant impact on a company’s R&D claim, and must be assessed in respect of activities and expenditure incurred after 29 January 2001.  The range of excluded activities is sizeable, and will have a direct effect on the quantum of a company’s R&D claim and be determinative of their decision to undertake R&D in the first instance.

Qualification for the 175% Premium Rate

Two major concerns exist here:

Firstly, what is the justification for having a 3-year registration history, and secondly, how was the “20” change in expenditure test determined.

Whilst it is accepted that AusIndustry endeavours to increase BERD and that the 175% rate should assist in this regard, the requirement for a claimant to have registered for the immediate 3 prior years is onerous and in some cases discriminatory.

A number of clients of Deloitte have undertaken eligible R&D but have not claimed the concession on the basis that the cost/benefit and uncertainty surrounding the concession did not justify applying for registration.  For example, a company in tax losses is spending considerable amounts on R&D but does not register or claim the additional deduction because the benefit cannot be used immediately.  The company is in fact undertaking considerably more R&D than some companies that do in fact register and claim the concession.

Notwithstanding, under the proposals being examined, the former is discriminated against purely because they have not claimed the concession in prior years, despite having increasing levels of BERD.

This concern also applies to many start-up companies that do not have sufficient cash flow nor experience to prepare an Application for Registration yet do incur considerable expense in undertaking R&D.  Similarly, many start up companies will not have claimed R&D for three years as they have not been in business for that long.  On this basis it is suggested that any company that has undertaken eligible R&D in each year since that of its incorporation date should qualify for the 175% premium rate.

The second concern, with respect to the “change in expenditure greater than 20%” is that no quantifiable or justifiable reason exists for 20% being selected.  It is agreed that deliberate attempts to underclaim in prior years, or making amendments to this affect, should be addressed.  However the fact that a company is unable to spend as much in Year -1, relevant to Years –2 and –3 should not be used as a means of disqualifying all claimants for the proposed 175% premium rate.

It is therefore suggested that the 3-year average expenditure test remain, irrespective of actual registration and that no adjustment need be made for changes in the extent of spending.  This would then remove any discriminatory effect currently existing in the proposal as well as provide an incentive for companies to not only claim the concession but also increase the level of expenditure in forthcoming years.

In policing this, it is further suggested that the company tax return be amended so that companies can declare eligible expenditure subject to the concession with another line item for that expenditure incurred in undertaking R&D but for which the company has not sought registration with the IRDB.

R&D Project Plans

The requirement for all claimants to prepare R&D Project Plans prior to the undertaking of any core R&D activity is impractical and stands to further erode BERD in Australia.

From a commercial perspective, many companies undertake R&D as part of day-to-day operations.  In many cases project plans, Gantt charts, technical specifications, contracts and other forms of documentation exist to justify the R&D nature of activities undertaken.  However in large organisations where operations are fragmented, reporting is not centralised and numerous project managers exist, it is not always feasible to determine all R&D activities prior to them actually being undertaken.

Companies undertake a program of R&D to yield commercial benefit that also serves the purpose of acquiring new knowledge or creating new or improved materials, devices, products, processes or services.

Many companies close to year-end identify eligible R&D activities based on what has happened rather than what is proposed to happen.  It is only at this point in time that they can determine whether or not an activity qualifies as an eligible R&D activity.  Factory managers, commercial managers and business development heads do not always associate a program of activities with the R&D tax concession.  The proposal in question therefore stands to disqualify otherwise eligible R&D because of an administrative requirement rather than a technical requirement.  That is, not because the activities do not qualify as R&D but because a plan has not been formulated or has not been updated on a regular basis.

In addition, given that many claimants are still required to prepare and lodge Schedule 2 Project Descriptions, this increases the compliance requirements associated with claiming the tax concession.  With the fall in the company tax rate naturally eroding the after tax benefit of claiming the concession, the cost relative to benefit increases considerably.

Deloitte have already spoken to some clients that have confirmed that because of administrative factors, uncertainty as to the contents of R&D plans and that the requirement is retrospective, that they will not lodge an R&D claim for activities undertaken beyond 29 January 2001.

This, in our view, defeats the purpose for which the Bill was introduced.

The liability of Deloitte Touche Tohmatsu, is limited by, and to the extent of, the   Accountants’ Scheme under the Professional Standards Act 1994 (NSW).
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