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1.
EXECUTIVE SUMMARY

The National Innovation Summit was convened in February 2000 to address the alarming decline in BERD that has occurred since 1996.

The principal agenda item was to consider means by which the R&D Tax Concession could be improved to help reverse this decline.  The reduction in the concessional rate of the program to 125% had coincided with the onset of the fall in BERD.

At the time of the Summit, the after-tax support offered by the R&D Tax Concession was 9 cents in the dollar.  The Bill currently before the Committee oversees a regime of a reduced level of base support of 7.5 cents in the dollar.

The Bill’s combination of new measures (Tax Offset, Incremental Tax Concession) and “streamlining” provisions (Changes to the Definition of R&D and R&D Plant Expenditure) replaces less than half of the drop in value associated with the fall in baseline support.

In implementing the reforms, the Bill has introduced elements of uncertainty and high complexity in the operation of both the “streamlining” provisions and those conferring new benefits. The R&D Tax Concession is becoming a highly complicated piece of taxation legislation that is becoming increasingly difficult for companies to operate on a self-assessment basis.

The Bill’s new benefits are unlikely to induce significant improvements in overall BERD levels as they are heavily focused on SMEs.  The Government has recognised that only a minority of claimants will access these new benefits.  The complexity of the grouping, turnover and integrity provisions means that significant R&D investment planning is unlikely to occur.

The international competitiveness of our R&D taxation environment will be further eroded by this Bill.

Compliance costs of participating in the program are set to rise as companies deal with a new and uncertain definition and the R&D planning requirement as well as attempt to comprehend the other new measures.

The Bill falls well short of the aspirations articulated at the Summit.  It leaves the vast majority of Australian companies with an R&D Tax Concession that is more complex, more expensive to use, harder to understand and, ultimately, worth less.

The Bill is likely to do little to redress the current decline in BERD.

2.
BACKGROUND

Michael Johnson & Associates Pty Ltd (hereafter MJ&A) is a Sydney-based consultancy firm offering a range of innovation services.  Since the inception of the program in 1985, MJ&A has offered both compliance and advisory services in respect of the Tax Concession for R&D (hereafter Tax Concession).

We act for a diverse portfolio of companies who currently access the program.  We have written the CCH Federal Tax Reporter in respect of section 73B of the Income Tax Assessment Act 1936.  We have dealt continuously with various Federal Government bodies including the Senate Economics Legislation Committee on a variety of issues concerning the Tax Concession.

In 1996, the Government made a series of reforms to the Tax Concession, the most significant being the reduction in the concessional rate from 150% to 125%.

Since that time, Business Expenditure on Research and Development (BERD) has fallen from $4.4 billion in 1995/96 (0.86% of GDP) to $4.05 billion in 1999/2000 (0.64% of GDP).  At the same time, the number of companies claiming the Tax Concession has fallen from greater than 4000 to less than 3000.

The above concerns led the Business Council of Australia (hereafter BCA) to advocate for a national forum to see what could be done to reverse these trends and avert an R&D crisis. The result was the National Innovation Summit which was co-hosted by the Department of Industry, Science and Resources.

In February 2000, Kris Gale, Managing Director, and Dr Robin Stanley, Innovation Consultant, of MJA participated in the Summit.  Whilst dealing with a wide range of matters, the BCA made it repeatedly clear that the principal agenda item of the Summit was an examination of the performance of the Tax Concession with a view to improving its effectiveness.

Kris Gale participated in the Summit’s Innovation Incentives Group which made a series of recommendations concerning the Tax Concession.


Two key conclusions tabled by the Group were as follows:

1.
That the Government should immediately announce its commitment to a Tax Concession with a base level of after-tax support of 9 cents in the dollar.

2.
In redesigning the Tax Concession, a desirable rate of after-tax support would amount to 15-20 cents in the dollar.

Following the Summit, the Innovation Summit Implementation Group (hereafter ISIG) was commissioned to deliver a report proposing reforms to the Tax Concession along with an analysis of a number of other innovation issues.

Delivering its report in October 2000, ISIG adopted the recommendation of a 9 cents base rate by calling for the introduction of a concessional deduction rate of 130% from 1 July 2001.  ISIG also made recommendations for the introduction of a premium deduction for additional R&D and a tax rebate for small loss-making companies.

The Government’s response was announced in the Prime Minister’s Backing Australia’s Ability statement on 29 January 2001.  Significantly, the base rate of the deduction was maintained at 125% whilst a 175% Premium deduction and an R&D Tax Rebate were set to be introduced from 1 July 2001.  At the same time, a series of “streamlining” provisions were announced including reforms to the definition of R&D and R&D plant expenditure.

Since the Prime Minister’s statement, MJ&A has participated in three consultation sessions in February, March and July 2001.  These sessions have assessed aspects of the legislation currently before the Committee.

The Taxation Laws Amendment (Research and Development) Bill 2001 was tabled on 27 June 2001.  The Bill has now been referred to the Senate Economics Legislation Committee which is due to report by 17 September 2001.

3.
OVERALL COMMENTS

This submission wishes to assess the Bill from a number of aspects as follows:

A.
Impact on BERD

B.
Impact on Participation Rates

C.
Incentive Effects

D.
Other Matters

A.
Impact on BERD

The key comment that we wish to make is that the Federal Government’s failure to respond to the ISIG recommendation that the base rate be preserved at the 9 cents level makes it likely that the proposed reforms will not halt the fall in BERD that began in 1996.

With the permanent difference of the Tax Concession now set at 7.5 cents in the dollar (given the corporate tax rate is 30% from 1 July 2001), the Tax Concession is now offering 17% less base level support compared to that at the time of the Summit.  On the Government’s own figures, this equates to a loss of support of approximately $70 million per annum on a program offering support of around $400 million two years ago.

The figures contained in the Explanatory Memorandum of the Bill indicate a net contribution of less than $32 million per annum over the next 5 years from the newly announced benefits.

In short, the regime that prevailed from 1996 to 2001 oversaw a period of decline in BERD.  With less support available going forward, it is reasonable to infer that the decline will continue unabated.

B.
Impact on Participation Rates

There is little evidence to suggest that participation rates will improve as a result of this Bill.

Most companies will only be eligible for the base rate of 125% whilst facing an uncertain new definition of R&D, the higher compliance costs associated with the R&D planning requirement and the decline in attractiveness of the R&D plant provisions.  This environment is likely to reinforce the current trend for companies to leave the program unless they regard themselves as able to meaningfully participate in the new offerings (Incremental Tax Concession; Tax Rebate).

Further, the three year claim history requirement to access the 175% option is unlikely to attract companies currently not using the Tax Concession as most companies do not have any clear view as to their group R&D position some four or five years hence.

On the other hand, the availability of the Tax Rebate will attract the entry of small tax loss companies.

Overall, it is our view that participation rates will be unlikely to lift as a result of this Bill.

C.
Incentive Effects

The Second Reading Speech of the Bill contends that the Bill will give effect to the Government’s strategy to encourage investment in BERD.

The specific incentive effects of the measures announced will be considered in more detail in the next section of this submission.

However, a summary of our views as to the likely incentive outcomes is as follows:

*
Maintenance of Deduction at 125%
This will further discourage investment in BERD as the base level of support has fallen 17% in the past two financial years (9 cents to 7.5 cents in the dollar).

*
Changes to the Definition of R&D

The new requirement of “innovation and high levels of technical risk” compared to “or” destabilises the definition of R&D whilst failing to address the Government’s concerns about so-called marginal claims.  Companies have reacted with uncertainty as to the intended effect of this change.

The new R&D planning requirement has a heavy compliance focus and does not address the stated aim of encouraging companies to think more strategically about their R&D.  Compliance costs with the program will rise.

These changes combine to reduce the incentive impact of the program.

*
R&D Plant Expenditure

The introduction of an effective life regime, along with provisions for commercial offsets and inclusion of trading stock, effectively neutralises any incentive to incur the high risk expenditures associated with R&D plant.

R&D plant claims will be based on “after-the-fact” technical or commercial failure as the deduction will be “clawed back” in instances of commercial success.

*
R&D Tax Rebate

This feature is a good initiative and should encourage R&D activities in eligible companies.  Concerns relate to the low turnover threshold ($5 million), the $1 million expenditure limit and the breadth and complexity of the grouping provisions.

*
175% Incremental Tax Concession

This measure will be an incentive to lift R&D levels in companies with simple corporate structures and tightly focused R&D portfolios.

Larger, more complex organisations with diverse R&D activities are likely to see the benefit as an “after-the-fact” windfall. The breadth and complexity of the grouping provisions will further dilute the incentive effect.

The averaging provisions in respect of years where R&D expenditure falls are punitive and will greatly reduce the effectiveness of this initiative.

In overall terms, the Bill is likely to reduce the incentive effect associated with the Tax Concession.

Very few companies are likely to associate a higher level of incentive with the redesigned R&D Tax Concession outlined in the Bill.  The  Government has recognised that only a minority of claimants will access the new benefits. All companies will suffer the effects of the fall in baseline support (9 cents to 7.5 cents in the dollar) and the streamlining provisions.

The vast majority of companies will now be faced with a less valuable, less certain and more complex program with a higher level of compliance cost.

D.
Other Matters

MJ&A wishes to make a number of general observations with respect to the Bill.

Firstly, we are struck by the overall complexity of the new provisions.  To ensure full compliance with the provisions, companies will have to rely on high level professional advice, particularly with respect to matters of taxation, which runs directly counter to a program that should seek to be transparent and comparatively simple to access. The Bill imports a number of taxation concepts that will not be understood by the strategic and technical sections of companies responsible for the R&D function within their organisations.  The international competitiveness of the Tax Concession continues to be eroded by its reduction in value and growth in complexity.

Secondly, the Bill continues a trend that commenced with the introduction of the feedstock offset provisions in 1996. The Tax Concession has become increasingly less attractive for capital-intensive industries such as mining and manufacturing, which are large R&D contributors. The changes to R&D plant again target these sectors. Further, all large companies will be deterred from any R&D planning based on accessing the Incremental option, given the complexity and severity of the grouping and averaging provisions.

Thirdly, we are concerned that the debate throughout this reform process has made continual reference to supposed “rorts” of the existing Tax Concession.  MJ&A has seen no evidence of these rorts.  On the contrary, there has been a series of court decisions where the Industry Research and Development Board has been shown to have denied deductions to which applicant companies were entitled.  Unless the Government is prepared to detail evidence of these rorts, we submit that this element should be removed from the debate.

Fourthly, we wish to comment on the quality of the consultation processes that have been conducted by the Government since the Prime Minister’s statement in January 2001.

MJ&A wholeheartedly supports any initiatives to formalise the opportunities for interested parties to provide their input on Government R&D policy.  However, it is critical that the consultation is timely and comprehensive.  Whilst acknowledging the results achieved in this instance (eg. changing the basis for the calculation of the Incremental deduction to an R&D expenditure model), the current process has fallen well short of the ideal.

By way of illustration, the Government delivered its “streamlining” provisions without any consultation on these issues prior to their announcement.  Further, critical aspects of the Bill were not discussed at any stage of the consultations held this year (eg. profitability offsets for R&D plant; adjustment balances in the Incremental deduction).  As such, participants would be entitled to question how seriously their input was being considered.  In effect, their opinion was sought on incomplete matters.  We note that the last series of consultations on the Bill ceased some three months prior to its release.

Finally, on a practical level, we submit that the “streamlining” provisions should not be introduced until a date following the granting of Royal Assent to the Act.  The logical date would be 1 July 2002.

Companies are now well into the 2001/02 financial year and are still uncertain as to the final operation of the new legislation.  At the very least, the prospect of having to submit two differently-defined claims for R&D activities in the 2000/01 year places an unnecessary retrospective burden on most companies who are yet to prepare the claim documentation for that financial period.

4.
ANALYSIS OF THE BILL

The following analysis highlights issues with respect to the detail of the Bill in the order they are discussed in the Explanatory Memorandum.

A.
Changes to the Definition of R&D

*
“…innovation and high levels of technical risk…”

MJ&A is opposed to the introduction of the requirement that companies’ core activities will now have to meet both the ‘innovation’ and ‘high levels of technical risk’ criteria.

We believe that the proposed change should have little impact on the size of R&D expenditure claims in future years and agree with the Government’s initial characterisation of the change as minor.

However, we are firmly of the view that the change should not be made because of uncertainties relating to future administration of the definition and the unsustainable basis put forward by the Government as to the need for the change.

We do not accept the Government’s analysis of the court decisions that it contends have unintentionally broadened the definition of R&D and conferred unintended benefits to claimants.

The decisions in question were detailed in a Return to Order for Notice of Motion by Senator Natasha Stott Despoja earlier this year. The document lists the Federal Court and Administrative Appeals Tribunal decisions that the Government believes necessitates the change.

Upon analysis, we do not believe that the argument can be sustained that these cases represent an unintentional broadening of the definition of R&D activities.

Rather than conferring unintended benefits, we contend that the decisions have sought to give effect to the legislative intentions of the program. This is the clear role performed by courts with respect to legislation.

In terms of the R&D nature of the projects, beyond the findings of legislative compliance, the cases are characterised by the compelling evidence of the technical experts of the applicant companies giving support to the notion that the claimed activities are clearly of an R&D nature.

In terms of the specific issue of “and” as opposed to “or”, MJ&A’s analysis of the listed decisions indicates that no decisions as reported would have been determined differently if the word “and” was substituted for “or”.

The findings of our analysis are as follows (Case references are as listed in the Return to Order for Notice of Motion):

· Charles IFE (AAT)

- BOTH innovation and technical risk existed in the eligible activities

- NEITHER innovation nor technical risk existed in the ineligible activities.

· Synercom (AAT)

- Project activities contained BOTH innovation and technical risk.

· Unisys (Federal Court)

- Upheld AAT findings

· Confidential # [Tobacco] (AAT)

- Technical risk identified in eligible activities

- Innovation was not discussed

· Coal & Allied (AAT)

- Project activities contained BOTH innovation and technical risk.

· Confidential # [Tea Tree] (AAT)

- Innovation and technical risk not discussed.

· Coal & Allied (Federal Court)

- Upheld AAT findings

· Confidential # [Distiller & Fermenter] (AAT)

- Project contained BOTH innovation and technical risk.

It is recognised that the “high levels of technical risk” element was introduced subsequent to the time period covered by the listed cases.

In short, these cases were held to fit squarely within the definition applicable at the time.  Had the definition read “innovation AND technical risk”, the decisions would have not changed.  These cases cannot be said to be at the margin of the definition as has been contended by the Government.

The case studies detailed in R&D Tax Concession Information Bulletin No. 29 (May 2001) do not provide any assistance on this matter.  None of the four studies detail any activities that would fail the new eligibility test because only one of the two requisite elements is present.

Unless the Government can produce tangible evidence to support its view of the legal cases, then the only sustainable reason that has been put forward is to bring the definition more into line with that contained in the OECD Frascati Manual.

Given the high levels of concern and confusion expressed since the 29 January announcement by companies, industry associations, politicians and advisers, upturning sixteen years of practice and understanding to address this need would be a path fraught with danger.

It needs to be remembered that this change was not consulted upon before, during or after the National Innovation Summit.  The most recent consultations on the definition in 1998 reached an unequivocal conclusion that stability and continuity of the definition of R&D was a paramount factor in the program’s ongoing success and relevance.  The making of unnecessary changes was seen to raise uncertainty and undermine user confidence in the program.

Concerns about the definition being administered in a restrictive sense in the future have been heightened by the fact that the effect of the change was left uncosted in the Explanatory Memorandum in contrast to the original Government announcement that the change would be revenue neutral.

In the absence of compelling arguments to the contrary, MJ&A submits that the Government should review its decision as a matter of urgency and not implement the proposed change.

*
Introduction of an R&D Planning Requirement

Our concerns may be summarised as follows:

I.
Implementation Timetable;

II.
Level of Detail Required in the Plan; and

III. 
Whether the Plan Will Have Value Other Than as a Compliance Document.

Each of these concerns will be explored in turn.

I.
Implementation Timetable

The R&D Plan is currently in its first public draft stage and in the process of consultative feedback. The final format of the plan will not be gazetted until after the passage of the Bill.

AusIndustry will need time to distribute the final R&D plan to claimants (the majority of which have not been exposed to any of the drafts) with a full explanation of the requirements.

Successfully implementing the R&D plan will require a cultural change in some companies with what is effectively a tax compliance document requiring pro-active input from the company’s technical staff.  Moreover, there is a cultural change in the compliance process from a largely retrospective, end-of-year requirement to the need for an authorised R&D plan to establish eligibility.  

Achieving these sorts of cultural changes is, in many cases, a substantial task that will require time and monetary investment by claimants in order to obtain a benefit that is shrinking in value. 

In our view, companies will be greatly disadvantaged if they are held to need to comply with the new R&D planning requirement as from 29 January 2001.  We submit that a suitable commencement date would be at a time following the Date of Royal Assent to the Bill.  Our suggestion would be 1 July 2002.

II.
Level of Detail Required in the Plan
The similarity of the information required in the R&D Plan to that required by Schedule 2 of the registration document for the current Tax Concession offsets any benefits of the new registration regime whereby companies are exempt from completing Schedule 2 based on a “less than $1 million” R&D spend.  Combined with the reduction in benefits afforded to most claimants from 1 July 2001, this additional compliance burden will impact mostly on those companies that will struggle to make available the resources needed to prepare their R&D Plans along with registration documentation.

We also fear that this requirement, and the expectation to see proposed activities reflected in Schedule 2 documentation, has the potential to inhibit a claimant’s ability to address unexpected technical hurdles and market variables. Project flexibility, supported by rigorous management and review disciplines, is critical to delivering successful commercialisation. 

An R&D Plan that requires the identification of individual project activities and objectives fails to consider the dynamic nature of R&D and will significantly increase the compliance burden and costs to claimant companies.  In most cases, commercial realities and technological advances will inherently change the nature and direction of the R&D activities that will be undertaken by a company.

III.
Whether the Plan Will Have Value Other Than as a Compliance
Document

Requiring that the R&D Plan be prepared as a precursor to eligibility (both of activities and, necessarily, expenditure) means that companies will inevitably miss the opportunity to claim some R&D activities and expenditure.  Our consulting experience has shown that communication within companies of the existence of R&D projects takes some time, during which initial expenditure can be quite high.

It is unclear whether a claimant is required to prepare a separate plan for approval that amends the company’s overall R&D plan at the commencement of each project and how this will interact with the definition of “R&D activities”.  Based on the current draft, we anticipate that, for each project, an individual plan would be required with authorisation necessary before the R&D activities would be considered eligible.

Further, companies will require some assurances that the list of anticipated activities included in the plan will not be treated as prescriptive of the direction the R&D takes, vis-à-vis both registration and eligibility.  One of the advantages of the current program is that it operates as an entitlement-driven program, rather than one where there is significant discretion or substantial compliance hurdles.

We are concerned that the current draft of the R&D Plan would require companies to amend their R&D Plans continuously throughout the financial year to take into account the changing nature of the activities described for existing projects as well as adding new projects as soon as they commenced.  This places an additional ongoing burden on companies, particularly in an environment where there is limited time and resources available to meet the compliance requirements.  In these circumstances, a true strategic focus and thinking which ultimately is the purpose of this R&D plan is compromised due to the concentration of efforts on meeting the compliance requirements.

To promote the benefits of a pro-active, forward-looking R&D planning process, it is essential that the plan is a robust, concise statement that justifies proposed investment in R&D and innovation initiatives in terms of business objectives and market opportunities. The plan needs to be communicated and understood by all stakeholders in the enterprise – this is difficult to achieve with a document completed as a prescriptive compliance exercise. 

B.
Research and Development Plant Expenditure

We shall confine our submission to general concerns arising from the new R&D plant expenditure provisions.

The time available for preparation of this submission prohibits a detailed critique of the mechanical operation of the provisions and any inconsistencies contained therein.

We recognise the additional flexibility imported by the removal of the exclusive use test but equally recognise that benefits of R&D depreciation on an effective life basis will be considerably less attractive to companies when compared to the value delivered under the previous ‘exclusive use’ regime.

The reduction in the incentive effect for incurring the high risk expenditures associated with R&D plant is reinforced when one takes into account the introduction of the production of saleable product provisions.

Our belief is that companies will come to regard the deduction as only applicable in instances of technical and/or commercial failure and seek to access it on an “after-the-fact” windfall basis rather than factoring it into up-front R&D investment decisions.

The inclusion of trading stock in the definition of plant is another significant incursion upon the understood benefits and operation of the Tax Concession. This attempt to remove the deductibility of prototype expenditure from the Other Expenditure provisions of the Tax Act is yet to fully appreciated by industry and has not been the subject of any consultation. We believe that it constitutes serious erosion of one of the pillars of the Tax Concession.

The Australian Taxation Office (hereafter ATO) has stated in the public briefing sessions that the overall tenor of the new provisions is to bring the treatment of R&D plant expenditure into a position that is more consistent with the treatment of capital expenditure in other areas of the Taxation Laws.

MJ&A submits that the incentive effect is strongly linked to having the R&D provisions perceived by companies as being inconsistent with the balance of the tax legislation so that investment behaviour is positively influenced at the time of deciding to incur the high-risk expenditure.  The ATO’s approach appears to be satisfying policy aims other than those related to R&D.

These provisions appear very likely to severely curtail the incentive to invest in R&D capital.

Finally, MJ&A wishes to support the Bill in its clarification of the operation of the exclusive use provisions as they applied prior to the Prime Minister’s statement. Should the implementation date of the effective life provisions be revised, we submit that this view should continue to prevail beyond 29 January 2001 until the changeover date.

C.
R&D Tax Offset

MJ&A supports the policy intent of the announced tax offset for small tax loss companies.

However, we would submit that the $5 million turnover limit is lower than what might have been anticipated by the ISIG report. In addition, the $1 million expenditure limit will encourage small companies with high R&D spends to underclaim against the Tax Concession to access the cash offering.

Further, the width of the definitions in the grouping provisions, along with the high levels of associated complexity, are likely to combine to significantly reduce the number of candidates able to benefit from the offset.

In addition, the complexity of the turnover provisions will cause many of the candidate companies to approach the rebate on a windfall basis rather than as a planning tool in an upcoming year of anticipated loss.

D.
Incremental Tax Concession

MJ&A applauds the May 2001 announcement that altered the determination of eligibility to the Incremental Tax Concession (hereafter ITC) from an R&D intensity to an R&D expenditure basis.  We see this as a positive result from the consultations held earlier this year.

We believe that the new provisions offer a real incentive for companies in simple company structures with tightly focused R&D portfolios to lift their R&D effort.  However, for larger, more complex corporate structures with diverse R&D activities, the planning effect of the ITC becomes severely diluted.

MJ&A has a number of concerns with the true effectiveness of incremental models and believes the overall policy debate with respect to the Tax Concession should focus on the appropriate level of the base rate of the deduction.

For this submission, we will confine ourselves to commenting on the announced provisions.

The three year history requirement will discriminate against companies who have not claimed recently due to reasons such as being in receipt of support through programs such as R&D Start.

MJ&A believes that the high level of complexity associated with the grouping rules will deter large company groups from approaching the ITC as anything other than a potential windfall in times where general conditions support an increase in their R&D activity.  There will be no real change in R&D behaviour, as the availability of the premium deduction will be held to be dependent on an overly complex set of variables.

It should be remembered that real changes to trends in BERD can only come from the behaviour of large corporates.  If the ITC is seen as unusable by these organisations, the initiative will not be a significant contributor to overall BERD levels.

Finally, whilst recognising the introduction of the ‘adjustment amount’ concept to deal with concerns associated with the manipulation of claims, the ‘adjustment balance’ provisions appear unnecessarily punitive.  This  neutralises the additional incentive for companies to rapidly recover from a year of downturn in R&D expenditure as they will be unlikely to access the ITC due to the doubly restrictive effect of the operation of the integrity measures.

This effect is borne out by a close examination of the announced provisions as has already been presented by AusIndustry and the ATO in the public briefing sessions held in July, 2001.

5.
CONCLUSION

It is entirely appropriate that the Bill has been referred to the Senate Economics Legislation Committee.

The Bill introduces an R&D Tax Concession that is worth less and more complicated than its counterpart at the time of the National Innovation Summit.

The Government has recognised that only a minority of program participants will access the benefits associated with the Incremental Tax Concession and the R&D Tax Rebate.  All companies will suffer the effects of the fall in baseline support and the streamlining provisions.

This Bill will simply reinforce the legislative environment that has contributed to Australia’s calamitous performance in BERD since 1996.

We greatly appreciate the opportunity to present this submission to the Senate Committee and look forward to the opportunity to participate in any public hearings held by the Committee.
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