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EXECUTIVE SUMMARY

The focus of this submission is on changes to the definition of R&D as set out in section 73B of the Income Tax Assessment Act 1936.  The main points are:

· The IR&D Board is an independent statutory body which administers specific Commonwealth Government programs to encourage and support innovation in industry.

· The Board is made up of experienced people from the private and public sectors, selected for their expertise in R&D matters and in business, and has had bi‑partisan support for its role over many years.

· The Board advised the Government to strengthen the definition of R&D to address marginal claims under the R&D Tax Concession for activities that are not in accordance with a common-sense understanding of R&D.  It would provide the same advice to whichever party was in government.

· The Board has become increasingly concerned about significant deficiencies in the legislation underpinning the R&D Tax Concession program that have undermined the integrity of the Concession. 

· A small number of aggressive claims have been supported by the judicial interpretation of the meaning of the definition of R&D, which has allowed genuine R&D to be combined with normal commercial activities and all to be claimed as R&D.

· The Board considers that the proposed changes to the definition will assist in disallowing activities that fall outside a common-sense understanding of what activities are R&D.

· The Board is of the view that incremental improvements to the definition is a superior strategy to one of adopting a new definition, as the outcomes of the latter will be difficult to estimate and manage.

· The Board does not agree with assertions that the proposed change to the definition will have a major negative impact on the level of claims under the R&D Tax Concession, and has stated in public that in its view the vast majority of R&D claims will continue to be compliant.

· The Board would administer the amended definition in a manner that would minimise the risk of negative impacts, through administrative and policy measures and information dissemination to ensure that the R&D Tax Concession rewards genuine R&D effort.

· The Board welcomes the Government’s proposals on new rules for plant expenditure, the new R&D Tax Rebate and the new 175% Premium R&D Tax Concession, but acknowledges concerns about complexity of the Premium proposal.

BACKGROUND

The IR&D Board

The Industry Research and Development Board (the Board) was set up in 1986 to administer the Industry Research and Development Act 1986 (the Act).  The Board and the Act superseded the Australian Industrial Research and Development Incentives Act 1976 and the Australian IR&D Incentives Board, instituted in 1976.  The Board and its predecessors have enjoyed bi-partisan support for over twenty-five years in their role of promoting and administering the R&D assistance programs of the Government of the day.

The Board operates through a series of committees, including the Tax Concession Committee (TCC) which discharges a number of its responsibilities in relation to the R&D Tax Concession Program.  Membership of both the Board and its committees changes regularly, with members drawn from the private-sector and research organisations.  Members have substantial practical experience in, or understanding of, R&D and business.  

AusIndustry, a division of the Department of Industry, Science and Resources, provides administrative and secretarial services to the Board and its committees.

The R&D Tax Concession

The R&D Tax Concession Program is the Government’s principal incentive for enhancing and increasing the level of R&D in Australia.  It is a legislative entitlement scheme that is broad-based, market-driven and covers a wide range of industry R&D spending.  Through tax concessions for R&D, the Government aims to achieve its broader objective of developing competitive, export-oriented and innovative industries in Australia.

The Board administers the R&D Tax Concession jointly with the Australian Taxation Office (ATO).  Under the joint administration, the Board’s role is to use its expertise and experience to make decisions about the eligibility of activities as R&D, that is, whether the activities undertaken by a company are really R&D (as defined in section 73B of the Act).  The Board also has responsibilities for making decisions in other related areas such as registration of companies’ activities, overseas R&D, Registered Research Agencies and the exploitation of the results of R&D.

The Board’s role is distinct from that of the ATO, which monitors expenditure matters.  This is a deliberate distinction in the administration of the R&D Tax Concession, so as to provide an independent, private-sector expert approach to those decisions in the Board’s purview.  In contrast, in other countries administration of R&D tax concessions falls wholly to Taxation Offices.  As would be expected, the Board and the ATO bring their differing expertise and views to the joint administration of the R&D Tax Concession, but the Board’s decisions on what constitutes eligible R&D are binding on the ATO.

The Board also administers a comprehensive range of other R&D and Innovation programs on behalf of the Government, including the R&D Start grants and loans program, the Innovation Investment Fund, Commercialising Emerging Technologies program (COMET) and the new Biotechnology Innovation Fund.  This means that the Board has a very good overview of industry R&D and the administration of R&D assistance programs.

ISSUES

The focus of this submission is on changes to the definition of R&D as set out in section 73B of the Act, since it is the definition that impacts directly on the Board’s ability to administer the program.  Some comments are made below on the other initiatives announced by the Prime Minister on 29 January 2001 in the Backing Australia’s Ability statement.

THE DEFINITION

The Board’s reasons for recommending change

The Board has had concerns for some years about a small number of aggressive claims that include activities that can not, in the experienced and expert view of Board members, be described as R&D, but rather constitute normal commercial activities such as construction or manufacturing.  However, recent Court/AAT cases (eg the Coal & Allied and Fermenter and Distiller cases) have confirmed that the Courts’ interpretation of the meaning of the definition allows these kinds of commercial activities to be claimed as eligible R&D activities.

For example, in the Coal & Allied case, the Federal Court’s decision rejected the view that problems that may be resolved through standard engineering techniques do not entail technical risk.  The Court observed that commercial risks such as delay and additional cost in seeking alternative excavation techniques were sufficient (even where those techniques are well known and were identified prior to commencing the activity).  It is implicit in this that there is no requirement that applicants design activities to address anticipated technical risks; it is sufficient that they merely encounter such risks in carrying out the activities.

The Federal Court commented:

“In my respectful opinion, what I have said above and earlier about Mr Davidson's eight technical risks shows that there was ample evidence before the AAT that the Construction activity was attended by risks and that those risks were of a technical nature.  It is not the point that it was possible to conceive at the Design stage of an area of potential difficulty in the later Construction stage.  There remained uncertainty as to whether what was to be tried at first would succeed.  If it did not as in the case of the attempt to excavate coal by use of a backhoe or clamshell, there was a risk of delay and extra cost while an alternative was found.  No doubt the extent of exposure to potential loss varied as between risks”.

Further, in the Fermenter and Distiller case, the AAT commented:

“The evidence indicates that what was done was of a minor nature.  Nevertheless as I have pointed out earlier, R&D does not have to be major in order to come within the definition.  What was done here can be properly classified as a minor experimental activity involving minor technical risk”.

The Board has found this to be increasingly frustrating in its administration of the spirit and intent of the R&D Tax Concession.  The Board believes that, while there have been relatively few cases so far, this lowering of the eligibility hurdle by the Courts has the potential to seriously undermine the integrity of the R&D Tax Concession in future years.

There is a clear divergence between what experienced, private-sector people on the Board consider to be R&D and what the Courts/AAT have ruled to fall within the meaning of the legislative definition.  To address this issue in the eyes of the Courts, the wording of the definition would need to be changed. 

The Board notes that the Court/AAT cases causing it concern relate to the definition prior to 1996, and that the terms “innovation” and “technical risk” were expanded in amendments made in 1996.  However, the two criteria remained as alternatives so that activities could qualify where there was no innovation at all, or no level of technical risk as defined.  In the Board’s view, genuine R&D activities are characterised by the presence of both innovation (as defined) and high levels of technical risk (as defined).  The Board’s view is consistent with international definitions and understandings of R&D as, for example, set out in the OECD’s Frascati manual.

The Board advised the Government in 2000 that, if it planned to enhance the program, then the definition needed to be addressed in order to protect the integrity of the R&D Tax Concession.  The issue was referred to in several letters sent to the Minister during the year, and was the major subject of a meeting with the Minister on 13 November 2000, where the Board emphasised to the Minister the importance of strengthening the definition.

The Board would give the same advice to whichever party was in government.  This issue goes to the fundamental integrity of the R&D Tax Concession and the need to have a sound foundation upon which to base the current and any future enhancements to the program.

Anticipated effect of the changes

The proposed changes represent a measured, incremental approach that builds on the existing words, preserves legal precedent and can be introduced with minimal disruption to current approaches to R&D.  It does not introduce new terms or concepts or require new learning by companies, and importantly it provides a clear signal to the Courts and the AAT that the eligibility hurdles are not intended to allow activities of a commercial nature to qualify.

The Board has publicly stated that in its view the vast majority of claims will continue to be compliant.  The basis for this view is that, in examining over 600 smaller claimants, the Board had major concerns with less than one per cent of companies.  Likewise, since the beginning of 1997 the Board has disputed only 41 cases, involving R&D of $443 million, in the AAT and Federal Courts in cases where it considers activities are not R&D.  This compares with a total of 3,000 to 4,000 companies registering for the R&D Tax Concession each year.  

The Board’s concern is that the recent legal decisions send a signal to industry that particular commercial activities, which are considered by a company as containing risks or which are part of normal product development and trialling (and which the Board does not consider to be R&D), are eligible under the R&D Tax Concession.  

This has the potential in future years to result in a substantial expansion in such claims, and to render the R&D Tax Concession unmanageable in terms of its intent of supporting and encouraging R&D.  It is impossible to believe that the outcomes of recent cases will go unnoticed in industry, particularly by those larger claimants that avail themselves of advice from an active R&D tax-consulting industry.  The Board considers that claim behaviour by companies will respond to the judicial decisions in future years.

The Board considers that requiring both innovation and high levels of technical risk (as defined) goes to the heart of R&D.  The critical elements in identifying an R&D project are:

· uncertainty of outcome based on current knowledge or experience (identification of high levels of technical risk);

· original thinking or innovative ideas to resolve the uncertainty (innovation); and

· a planned, systematic experimental process to test if those ideas actually work (process of resolving the uncertainty through a program of R&D).

It should be remembered that “high levels of technical risk” has a specific meaning in the Act.  This specific meaning addresses the identification of the technical or scientific uncertainty of outcome and the process followed to resolve the uncertainty.  It does not simply relate to ‘risk of a technical nature’.  

The criterion of ‘innovation’ is defined as ‘an appreciable element of novelty’, where ‘novelty’ means “newness”’ or “something new or different”.  What the Board is looking for under the innovation test is evidence of original thinking or new ideas in response to the scientific or technical uncertainty identified under the ‘high levels of technical risk’ test.  

It is incorrect to suggest that patentability is required to meet the innovation test; this has not been and is certainly not now the case.  The Board’s view on this has been consistent over the years. 

Patents are only one of several ways of showing innovation, and are not applicable to the results of a great deal of the R&D conducted in Australia and supported by the R&D Tax Concession.  The presence of a patent is a convenient short cut to demonstrate innovation, but no more than that; there are many other ways of showing the original thinking or new or different ideas that the Board is looking for under the innovation test.

The new definition of R&D is consistent with the approach taken in the OECD’s Frascati Manual, and with that used by the Australian Bureau of Statistics (ABS) in its collection of statistics on Business Expenditure on R&D (BERD).  This definition is also used by other countries to ensure that all measures of R&D are comparable.  In other words, the ABS annually measures BERD using the definition which is proposed for the tax concession.  Thus, in our view, there will be no negative impact on BERD in Australia.

The new definition encompasses all of the critical elements generally accepted to be at the heart of R&D, and in the Board’s view will provide a sound basis for distinguishing those activities that are R&D from those that are not.  People who actually do R&D will readily recognise the logic and sense in using this approach to identifying whether activities really are R&D.  

Implementation of the revised definition will be underpinned by the requirement for an R&D Plan to be prepared and authorised in advance of undertaking the R&D.  This provides a structured way for companies to examine the criteria of “innovation” and “high levels of technical risk” and will help obviate any ex-post re-classification of normal commercial activities as R&D.  The Board strongly advocated the requirement for R&D to be a planned process integrated into a company’s business strategy; this is an important step to encourage and develop an R&D culture in companies.  To quote one participant in the recent seminar on the R&D Tax Concession changes, “Anyone who undertakes R&D without a plan has rocks in his head.”

Finally, the interpretation of the definition by both claimants and Courts will be assisted by the introduction of an Objects clause to the R&D Tax Concession legislation.  This will provide a framework and context that has been missing hitherto, and is considered by the Board to be important in underpinning the administration of the Concession.  

Monitoring the effect of the changes

The Board analyses information derived from AusIndustry’s monitoring activities, in order to determine the actual effects of changes to programs.  If, in the Board’s view, unintended consequences emerge as a result of such changes, the Board reports these to the Government and suggests remedial action.

The principal means of monitoring the utilisation of the R&D Tax Concession is through a structured company visit program, introduced in 2000.  The program initially focused on visits to companies with reported expenditure under $2.5 million (which covers 90% of registrants), to gain information about the utility of the R&D Tax Concession to them and to provide advice and guidance about their R&D Tax Concession claims.  Under this program approximately 20% of registrants were visited in 2000-01, and plans are in hand to triple this number by 2002-03.  

A similar approach is being followed for the 300 or so larger companies with expenditure over $2.5 million (covering 75% of reported R&D expenditure).  In particular, the top 30 Tax Concession company groups are subject to a specific program of more intensive examination in collaboration with the ATO.

The Board is committed to an information campaign and appropriate documentation to ensure that industry understands the new definition and the way the Board will consider projects under the definition.  This has already commenced and has drawn a generally favourable response, with indications that the people who do the research understand what the Board has been saying.  

The Board is also working on a new Guide to the R&D Tax Concession publication to replace and update the Guide to Benefits book issued in 1994.  This will be a major publication covering all aspects of the operation of the R&D Tax Concession, to assist companies in self assessment of their R&D activities. 

Co-operative arrangements with peak industry bodies in key sectors, such as software and IT, machine tools, the automotive industry and the mining industry, are being developed to ensure that the information campaign is effective.  Central to these cooperative activities is the development of “case studies” to explain the R&D Tax Concession and how the new definition would be applied in practice to those industries.

The Board, through AusIndustry’s marketing programs, has also set targets for a significant increase in the participation of companies in the R&D Tax Concession program.

OTHER PROPOSALS

The Board is supportive of the Government’s proposals on new rules for plant expenditure, the new R&D Tax Rebate and the new 175% Premium Tax Concession.

Plant

The Board welcomes the removal of the ‘exclusive use’ rule that previously applied to plant and other depreciating assets.  This will be of major benefit to the many smaller businesses which are unable to afford to devote plant exclusively to their R&D projects.

The Board has also had concerns about a handful of very large plant claims over several years.  For example, R&D plant expenditure reached about 25% of reported R&D expenditure for the R&D Tax Concession in 1998/99 and about 90% of the value of this plant expenditure related to production plant, for which accelerated depreciation could be claimed for ‘exclusive use’ of the plant for R&D.  The move away from accelerated depreciation for R&D plant provides consistency with the general tax treatment of depreciation while allowing a concessional rate for periods when plant is used for R&D. 

Rebate and Premium

The Rebate has been universally welcomed, and the Board can only confirm that it is an important measure in encouraging small companies in tax loss to initiate and undertake R&D.

The Premium is considered by the Board to be an appropriate measure to encourage companies already doing R&D to step up their efforts.  It appears to pass the basic test of “additionality”, that is, of inducing new private investment in R&D.  The Board has welcomed the change from research intensity to research expenditure as the basis for the Premium, which is a simpler and more easily understood approach and avoids unintended consequences.

The Board acknowledges, however, that some concerns remain about the complexity of the Premium provision, particularly on the accounting side where grouping rules have effect.

SUMMARY

The Board supports the package of measures as a major step in the right direction in promoting and increasing industry R&D.  The incentives for companies to increase their commitment to R&D have been substantially sharpened within constrained funding parameters, and this is to be welcomed.  

In particular, the Board considers that the strengthening of the definition provides a necessary foundation for the enhancements to the program and is essential to maintaining the integrity of the R&D Tax Concession against claims that are not R&D as the Board understands it and the Act intends it.  The Board, as joint administrator of the program, is confident that the vast majority of current claims would continue to be eligible under the new definition of R&D and will monitor the changes closely to ensure there are no adverse impacts.

Industry Research and Development Board
21 August 2001
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