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Executive Summary

ABOUT BSI

Business Strategies International Pty Ltd (BSI) is an independent, specalist consulting organisation with particular skills in the R&D Tax Concession.  We are one of the largest such organisations in Australia and provide advice and assistance to clients ranging in size from small, technologically innovative firms, to SMEs and through to large publically listed corporations.  Our client-base for companies claiming the R&D Tax Concession is currently in excess of 100 organisations, and across all service lines BSI assists over 600 companies.

Our R&D team provides a unique blend of far-reaching experience and knowledge of the Concession with extensive engineering and research skills.

GENERAL IMPACT

The Federal Government has presided over a decline both in the level of Business Expenditure on R&D (BERD) and the level of benefit provided by the R&D Tax Concession program.  We contend that the long-term effect of the changes proposed in the Taxation Laws Amendment (Research & Development) Bill 2001 will be to further decimate the level of private-sector R&D in Australia.

CHANGE TO DEFINITION OF R&D ACTIVITIES

The introduction of a new definition of “research and development activities” would negate all of the positive achievements of the R&D Tax Concession over the previous 15 years.  The existing definition provides a flexibility that ensures valid R&D activity, worthy of support under the R&D Tax Concession, satisfies the eligibility criteria.  Assurances from AusIndustry suggest that the effect of the change is envisaged to be minor, however, if this is the case, we suggest that the change need not be made at all.

R&D PLANS

The introduction of an R&D plan could be a positive step in encouraging Australian companies to adopt a strategic view of their R&D activities.  However, we contend that the intention to link the existence and content of an R&D plan with the eligibility of the projects and activities contained within it will serve little purpose strategically. The preparation of the R&D plan will be reduced to a compliance activity rather than encouraging companies to focus on the specifics of their future R&D activities, or taking a more philosophical view of the intended direction of their experimental development programs.

CHANGES TO THE TREATMENT OF R&D PLANT AND PROTOTYPE EXPENDITURE 

The changes to the treatment of “prototypes” and R&D Plant represents a major attack on the value of the R&D Tax Concession by the ATO.  Many Australian companies will be adversely affected by this change and the potential for a resulting slump in busines expenditure on R&D is unquantifiably large.

175% PREMIUM R&D TAX CONCESSION

The additional 50% Premium Tax Concession on incremental R&D expenditure is a positive change and welcomed by BSI and its clients.  However, the doubling of anti-avoidance measures contained in the Bill indicate that for most claimants, the level of additional benefit which will actually be received is likely to be negligible in the bulk of future claims.

REFUNDABLE TAX-OFFSET FOR SMALL COMPANIES

We believe this is the most postitive aspect of this Bill and suggest that the turnover limit be increased in defference to the relatively low cost to revenue of this new aspect of the R&D Tax Concession.

SUBMISSIONS FROM OUR CLIENTS

A series of letters expressing concern over some of the proposed changes to the Bill and the likely result within some of our client organisation are included for the consideration of the Committee.

General Impact

When the Federal Liberal Government came to power in 1996, the then 150% R&D Tax Concession (the Concession) was one of the first programs targeted for reduction.  This is reflected in the change to a 125% acceleration rate in August 1996.  At the prevailing rate of company taxation, this change reduced the net benefit to claimants of the R&D Tax Concession program from 18% to 9%.

Statistical measures of Business Expenditure on Research & Development (BERD) prepared by the Organisation for Economic Cooperation and Development (OECD) reveal the effect of the change to 125% - a decline in BERD levels over the period 1996-1999.

The changes proposed in the Taxation Laws Amendment (Research & Development) Bill 2001 (“the Bill”) threaten to reduce the base level of real benefit from the R&D Tax Concession further, to a level of just 7.5%, or, 42% of the 1996 level of benefit.  In principal, the addition of the 175% Premium R&D Tax Concession should compensate for this further reduction, however, we contend that the other limiting and restrictive changes in this, and other sections of the Bill more than negate any compensatory benefit.

Passage of the Bill as drafted will dramatically affect the level of experimental R&D activities undertaken in the Australian manfuacturing, construction, mining and heavy engineering industries.  Combined with the greatly increased compliance burden on claimants from all industry sectors, these industries will suffer the full brunt of the savage reductions in claims available for prototypes.  The long-term effect of these changes is a reduction in the level of real support provided by the R&D Tax Concession program, which in turn encourages additional expenditure on R&D activities, to negligible levels. 

Change to definition of R&D Activities

THE DEFINITION OF RESEARCH & DEVELOPMENT

The objectives of the R&D Tax Concession are best addressed and facilitated by reassurance of the Government’s commitment to support for research and development.  The best evidence of this commitment is stability and consistency in the legislation.  The introduction of a new, unsupported definition of research and development (activities) at this stage would negate all the positive achievements of the Concession over the past fifteen years.

CURRENT SITUATION

It could be argued that the definition of research and development activities contained in s73B(1) of the Income Tax Assessment Act (ITAA) prior to 23 July 1996 was adequate for the purposes of the R&D Tax Concession (the Concession).  It was familiar and well understood by industry and its advisers.  There is clear evidence that the Concession was achieving its objectives, based on that definition.  

The change to the definition in 1996 highlighted that technical risk must be significant and in operation this change has been understood and implemented by those companies undertaking research and development.  This change was not radical in its effect on assessing the eligibility of R&D activities.

An existing and growing body of knowledge and interpretation exists for the pre and post July 1996 definitions, derived from:

· the Australian Taxation Office,

· the Industry Research and Development Board,

· the Administrative Appeals Tribunal and

· the Federal Court.

Our experience is that companies that are claiming for the first time as well as companies that have a long history of claiming the Concession intuitively understand the existing definition, can follow its logic and are generally able to accurately assess projects for eligibility.

EXISTING DEFINITION

The existing definition allows the latitude necessary to embrace the scope of activities undertaken by companies conducting R&D and it is detailed in s73B(1) a) (i) and (ii), namely:

(a) systematic, investigative and experimental activities that involve innovation or high levels of technical risk and are carried on for the purpose of:

(i) acquiring new knowledge (whether or not that knowledge will have a specific practical application); or

(ii) creating new or improved materials, products, devices, processes or services; or

(b) other activities of a kind that are carried on for a purpose directly related to the carrying on of activities of the kind referred to in paragraph (a); [emphasis added]
The research & development undertaken by industry covers a very broad range of activities.  While many projects do indeed involve both innovation and high levels of technical risk, there are many occasions when valuable R&D, worthy of the assistance intended by this program, involve only one or the other of these requirements.  

Innovation would indeed be present in the creation (discovery or acquisition) of new knowledge but this could quite possibly not involve high levels of technical risk.  For example, the discovery of a new chemical relationship, determining a new mathematical function or the process of synthesising new molecules is creating new knowledge, it does not necessarily involve what is accepted as high levels of technical risk but it is surely R&D worthy of support.  

High levels of technical risk are certain to be present in attempting improve the productivity of a manufacturing process.  There is sure to be uncertainty whether changing the handling techniques, unit routing, operational speed of the process, material changes etc could achieve the technical objective of improved productivity.  However, it would be likely that very little if anything in this R&D progression could be considered innovative.

THE PROPOSED DEFINITION AND ITS APPLICATION

At recent consultation sessions conducted by AusIndustry, it was stressed that this proposed change would have minimal effect on the level of eligibility and claims overall.  One must ask why, if this is true, bother changing it at all.

Further in these sessions, an explanation of a very reasonable and benign approach to assessment under this definition was given.  However, a change in the leadership of AusIndustry could see a much more zealous approach adopted and this change in definition would facilitate it.  AusIndustry has a history of enthusiastically pursuing the issue of innovation when it has sought to disallow a project.  Many of these were creditable projects but are not on record as the claimants could not afford the cost of the appeal process.

History of the Concession and its assessment shows another area that could decimate this program under the proposed definition.  

While the court has instructed that a “mosaic approach” should not be taken in assessing eligibility, AusIndustry has continually gone through cycles of assessing individual activities in a project rather than the entire project as the R&D activity.  In this situation very few projects could achieve eligibility.  Innovation is mainly present in the inspirational part of a project whereas the high levels of technical risk are most likely present in attempting to take the concept into operation.

The existing definition can be adequately applied to achieve the letter and intent of the legislation while a further change will foster uncertainty among both claimants and assessors, leading to a further reduction in BERD.

R&D Plans

Under the proposed changes to the R&D Tax Concession legislation, claimants of the Tax Concession will be required to prepare and maintain a plan detailing the R&D activities that the claimant company is intending to undertake during the relevant year.  The Explanatory Memorandum suggests this change is designed to encourage companies to maintain a strategic focus on their R&D activities – a concept we support.  However, the new section 73B(2BA) contained in the Bill asserts that:

“Activities are not covered by the definition of research and development activities in subsection (1) unless they are carried on in accordance with a plan that complies with any guidelines formulated by the [IR&D] Board under section 39KA of the Industry Research and Development Act 1986 that are in force at the time.”

We believe the linking of the requirement for an R&D plan with the eligibility of project activities, rather than as a general requirement for claiming the R&D Tax Concession, greatly reduces the strategic value of the R&D Plan.  Encouraging a strategic R&D focus would be best achieved by assisting companies to develop a plan which had a broad philosophical approach to the company’s R&D activities. A highly detailed plan, which requires a claimant to estimate at an activity level what their R&D will entail serves only as a compliance mechanism, and will offer little strategic benefit to the company.

In effect this will become yet another compliance hurdle that will act as a disincentive for companies to apply for the Concession, leading to a further reduction in investment in private sector R&D.

Change to the treatment of R&D plant and prototype expenditure

In respect of the changes to the definition of research and development plant, the Bill contains legislative amendments which act to govern the calculation of deductions for depreciating plant and certain other items used in carrying on R&D activities.  The proposed amendments will result in a widening of the definition of research and development plant as previously defined in section 73B(1) of ITAA 1936 to include trading stock as defined in section 995-1 of Income Tax Assessment Act 1997 Commonwealth (ITAA 1997).  This is contrary to accepted accounting principles, which recognise the mutually exclusive notions of “trading sotck” and “plant”, and threatens to dramatically limit the value of R&D deductions available to many claimants.

TRADING STOCK

Currently, where the first item or items of trading stock constructed are experimental in nature, and necessitate the carrying on of eligible research and development activities, they are “prototypes” and their cost may be claimed in full, and accelerated at the rate of 125%, in the year(s) of construction.  Since the establishment of the R&D Tax Concession, this viewpoint has been based on internationally accepted definitions and supported by guidelines published by AusIndustry’s earlier equivalents.  Further, this position is corroborated by existing legal precedent.

The proposed changes deem that an item of trading stock, which is the subject of a program of experimental R&D, is an item of R&D plant for the period during which it is used for the purpose of carrying on eligible research and development activities (i.e. testing, experimentation and iterative redesign) and, as such, require it to be treated as a depreciable asset.  It is this change which we believe has the effect of savaging the value of the R&D Tax Concession.  A large number of claimant companies that in the past were able to claim prototyping expenditure in full under the R&D Tax Concession, will now be forced to claim only a fraction of that expenditure in future projects.  In addition, the overt complexity which is created by this section of the Bill will require claimants to source complex taxation advice from professional advisors in determining their eligible R&D expenditure for an otherwise simple claim. 

COST BASE

A notional Division 40 deduction for depreciation will be available at the accelerated rate of 125% for items of plant and trading stock used in carrying on R&D activities.  The effective life of the “R&D asset” will be determined in accordance with the provisions of Division 40 of the ITAA 1997, and:

“…will be the longest period for which the plant can be used for R&D purposes, for assessable income producing purposes, or for exempt income producing purposes.  That is the effective life of the asset will be the longest period of use resulting from any one, or combination of 2 or more, of the purposes” [Explanatory Memorandum]

In recent discussions with the Australian Taxation Office (ATO) Innovation Segment in Adelaide, we raised this particular change,  with emphasis on the establishment of a cost base for the “R&D Plant” asset.  This issue is poorly addressed in the Bill as drafted.  

To date, the ATO has been unable to confirm how a claimant company establishes what expenses within an R&D program will be eligible for the 125% deduction in the year they are incurred, and those that will form the cost base of an “R&D Plant” asset.  For example, if a new piece of earthmoving equipment is developed by first producing a prototype; what costs are included in the development of the prototype? Are all R&D costs? Or perhaps only some?  This issue will be critical in determining the point in the R&D life cycle at which conceptual and design activities begin forming part of the cost base of the prototype (to be deemed R&D Plant). 

The key issue relating to the R&D Plant changes proposed in the Bill is a philosophical one.  The object of the R&D Tax Concession is:

 “…to promote the development, and improve the efficiency and international competitiveness, of Australia by encouraging research and development activites” – Section 3, Industry Research & Development Act 1986 , [empasis added]

Nothing in respect of the proposed change to the treatment of experimental items of trading stock aims to encourage Australian firms to undertake R&D activities.  Indeed the Bill acts to ensure that firms only receive the 7.5% level of support on the actual loss incurred by the company, as opposed to the current situation where the company is substantially supported in undertaking new activities with high levels of technical risk and hence is encouraged to undertake experimental R&D activities.  The detrimental impact of this philosophical change, perhaps initiated by the Department of Treasury and the ATO, must not be allowed to be understated nor its probable effect on BERD underestimated.

INTERNAL R&D ACTIVITY

Of equal detriment is the effect on mining and manufacturing companies developing their own, in-house, experimental plant and infrastructure.  The draft income tax ruling TR1999/D14 represented the commencement of what we believe is a concerted effort, by the ATO and the Treasury Department, to strip companies in these industries of any signficant level of support under the R&D Tax Concession.  As an example, where in the past a company which developed an experimental item of production plant, such as a world-first packaging machine for use on their production line, was entitled to claim that “prototyping” expenditure in full, in the year of construction, under the provisions of the Concession.  This benefit was both support for the risk that the company has assumed in undertaking the development instead of purchasing old or imported technology, and an encouragement for the company to undertake further R&D in the area of production efficiency and leading-edge technologies.

The ATO has, through this Bill and the above ruling introduced new terms such as “end-result” and “facilitative” plant which are not defined in legislation, and principals in respect of the cost of R&D activities that only serve to greatly restrict the benefits available from the R&D Tax Concession.  Furthermore, this tendency for administrative, rather than legislative, creation of laws creates a level of complexity and uncertainty that further erodes the real value of the program for claimant companies.  

Date of effect – 29 January 2001

The stated date of effect of the changes in the Bill is an area of major concern.  R&D activity by its very nature is forward looking.  Companies attempt to ascertain what technological advances must be made now to be competitive in the future.  In addition, companies rely on the fact that the R&D Tax Concession is retrospective.  That is, a claimant can be certain that activities which satisfy the terms of the legislation today, will still be eligible at the end of the year when the R&D claim is quantified and lodged with the Office of AusIndustry.  

To introduce changes which have such a significant effect from a date half-way through a previous year is unfair and inequitable in the extreme.  Our clients have repeatedly expressed their concern over the precedent that this action will set.  How, today and in the future, can claimant organisations be confident that they are in fact entitled to R&D Tax Concession benefits if the ATO reserves the right to amend the Law retrospectively?

The bulk of the changes proposed in the Bill as drafted will have effect as of 29 January 2001.  This is clear evidence of the lack of understanding, both on the part of the Industry Research & Development Board and the ATO, of what really takes place in a program of experimental R&D activity. This retrospective aspect of the Bill is aready creating an environment of uncertainty among companies undertaking R&D activities.  

We suggest that the date of effect be amended to 28 days after the date of Royal Assent or some time following the passage of the Bill into law.  

175% Premium R&D Tax Concession

The introduction of a 175% Premium R&D Tax Concession on incremental R&D expenditure is, in principle, a positive change in providing support for private-sector R&D in Australia.  However, the method of calculating the amount which is eligible for the Premium acceleration rate contains measures which unfairly “claw-back” much of the additional benefits.

Companies wishing to claim the 175% Premium are required to calculate a “base level of R&D expenditure” by averaging their last three (3) years’ R&D expenditure.  This amount is then deducted from the current year’s R&D expenditure, with any residual attracting the additional 50% acceleration.  Of itself, this is a fair and equitable mechanism which prevents companies manipulating the level of R&D expenditure in order to access the higher rate of R&D deduction.  However, the Bill contains a second mechanism which acts in addition to the averaging provisions, further limiting the availability of the additional 50% acceleration where a company’s R&D expenditure has decreased by more than 20% in any one year.  That is, an Adjustment Amount representing a penalty for this reduction in R&D expenditure is also subtracted from the current, and next year’s R&D expenditure in determining the amount attracting the additional 50% acceleration.

Many Australian companies undertake experimental R&D activities in response to customer demand.  In a large number of cases, R&D must be undertaken in order to develop a product or products in satisfaction of a production contract.  In this situation, a company’s R&D expenditure will rise in one year to a level which, were it to continue in future years, would be unsustainable.  The use of Adjustment Amounts in addition to the technique of averaging over three years of R&D expenditure is overly restrictive and in effect penalises companies for undertaking a large R&D project.

Refundable tax-offset for small companies

The proposed introduction of a refundable tax-offset for small companies is a welcome change to the R&D Tax Concession program and will have perhaps the most positive effect on companies undertaking R&D.  This change will greatly assist innovative early stage technology companies who currently receive no real benefit from the additional tax deductions offered by the program as they are already in a tax loss situation.

Our only suggestion in relation to improving this aspect of the Bill relates to the turnover limit of $5 million and the stated cost to revenue of $13 million.  Given the potential benefits of “cash-flowing” early-stage companies in their R&D activities, for relatively minimal cost,  we would suggest that this turnover limit be increased to $10 million or higher.

Submissions from our clients

Appendix A to this submission contains letters received from our clients, noting their specific concerns in relation to the Bill and the proposed changes to the R&D Tax Concession.  It is interesting to note the commonality in the explanations of how these companies believe the changes will affect them.  In all cases, our clients have indicated that a further narrowing of the R&D Tax Concession and an increased compliance burden will force them to consider reducing their level of R&D activities, or alternatively, move their R&D activities and intellectual property overseas.

APPENDIX A

LETTERS OF COMMENT ON THE TAXATION LAWS AMENDMENT (RESEARCH & DEVELOPMENT) BILL 2001 FROM A SELECTION OF BSI CLIENTS:

· Bovis Lend Lease Pty Ltd

· Amtote Australia Pty Ltd

· Boss Components (Australia) Pty Ltd

· Applied Robotics Pty Ltd

· SMEC Developments Pty Ltd

· Advanced Power Pty Ltd

· Rosebery Spray Pty Ltd

· Hydramatic Engineering Pty Ltd

· Goninan & Co Limited

· Count Financial Limited

FRAGILE INNOVATION





- a submission to the Senate Economics Legislation Committee on the impact of changes proposed by the Taxation Laws Amendment (Research and Development) Bill 2001, on the 125% R&D Tax Concession program.
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