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23 August 2001

Mr Peter Hallahan
Committee Secretary
Australian Senate Economics References Committee
Parliament House
Canberra    ACT   2600

Dear Mr Hallahan

Taxation Laws Amendment (Research & Development) Bill 2001

Introduction

By way of background, the Taxation Institute is a tax education body, and was established in 1943. Our 11,000 members range from small rural and suburban accountants to senior members of the bar specialising in tax.  Taken together with their clients, our members’ views reflect the opinions of many hundreds of thousands of small, medium and large businesses throughout Australia.  

On behalf of the Taxation Institute of Australia, we wish to raise a number concerns in relation to the above Bill.

These concerns are based on discussions with a number of Australian companies (large, medium and small) in all key Australian industries.

The key issues in our submission concern the following proposals:

· the change of definition of eligible R&D activities;

· the treatment of expenditure on trading stock; and

· the feedstock offset against R&D depreciation.

Summary of Recommendations

The key point of our submission is that, notwithstanding the recent ongoing consultative process convened by AusIndustry, considerable uncertainty remains within industry as to the extent to which R&D tax claims are available pursuant to the proposed amendments.  Further our recommendations are as follows:

· There be no change to the definition of eligible R&D activities until an independent inquiry/study has been undertaken to more fully investigate the potential implications of the proposed definition.

· Trading stock not be included in the definition of plant.

· The concessional depreciation of plant not be offset against feedstock profit.

Background

Our submission in relation to the above issues should be considered in the context of the recent history of the R&D tax concession.

There is much evidence to suggest the R&D tax concession has, since its inception in 1985, been instrumental in stimulating significant investment in research & development in Australia.

The significant cut backs in the concession in 1996, particularly the tightening of the R&D definition and the halving of the concessional rate, have been accompanied by an ongoing reduction in Business Expenditure on Research & Development (BERD).

The National Innovation Summit, in February 2000, unequivocally concluded that the R&D tax concession was, inter alia, the primary support mechanism for business R&D in Australia.

The policy thrust which underpinned the present Government’s Backing Australia’s Ability announcement in January 2001 was, in our view, consistent with the outcomes of the National Innovation Summit and the Post Summit Implementation Group.

It is also pertinent to note that both the Department of Industry Science and Resources and AusIndustry have, over the past 6 months, proactively consulted with industry in relation to a broad range of implementation measures concerning the proposed amendments to the R&D tax concession.  This submission is, in no way, intended to demean those efforts.

Proposed Change to the Definition of Eligible R&D Activities

The Taxation Institute of Australia is, broadly, in agreement with the following measures:

· 175% incremental R&D incentive; and

· cash out rebate for small companies.

Notwithstanding this, it is important to note that the effectiveness of these measures is wholly dependent on the base definition of eligible R&D activities, i.e. should the prevailing uncertainty in relation to the application of the definition of R&D activities preclude many companies from accessing the R&D tax incentive, such companies will also forego opportunities under both the 175% R&D tax concession and the cash out rebate for small companies.

By way of background, the original definition of eligible R&D activities required the existence of ‘innovation’ or ‘technical risk’.

This was amended, with effect from 23 July 1996, to require the existence of ‘innovation’ or ‘high levels of technical risk’.

The present amendments propose that the eligibility definition be amended to ‘innovation’ and ‘high levels of technical risk’ and that specific activities be completely excluded from the concession.

AusIndustry has stated that these amendments will, in practice, have very little effect on the vast majority of existing R&D claims and that the overall policy intent behind the amendment is to ‘close the gate’ rather than ‘raise the hurdle’ of R&D eligibility.

Following the release of the Bill in late June 2001, many companies have now had an opportunity to more fully appreciate the full context of the proposed amendments to the R&D tax concession.

As a consequence, many companies have advised the Taxation Institute of Australia that they are concerned that the proposed amendments will adversely affect their existing legitimate R&D tax concession entitlements.

This perception has the potential to deter companies from appropriately utilising the R&D tax concession as a real incentive to drive further investment in innovative or technically risky projects.

This contention is supported by the Taxation Institute’s analysis of corporate Australia’s reaction to the 1996 cut backs to the R&D tax concession.

In particular, the decision, at that time, to tighten the definition of R&D activities from ‘innovation’ or ‘technical risk’ to ‘innovation’ or ‘high levels of technical risk’ caused many companies to conclude that their existing R&D projects were no longer claimable.

In our experience, it is clear that, from that time, there has been an ongoing reduction in the number of R&D tax concession claimants and the quantum of those claims.

We are very concerned that the prevailing uncertainty in industry will cause a repetition of the behaviour of Australian industry during the past 5 years, thus resulting in an ongoing reduction in claimants for the R&D tax concession.

Such a result would not be in the best interests of Australian industry policy and would be clearly detrimental to the commendable efforts of those participants from Government, academia, the research community and industry throughout the various consultations which have taken place, particularly during the past two years.

In the circumstances, the Tax Institute believes that this is a unique opportunity for both the short and long term longevity of the R&D tax concession and it is absolutely critical that any substantial amendments to the fundamental issue of ‘what is R&D’ be fully and comprehensively understood by all stakeholders.

We recognise that AusIndustry has undertaken an internal analysis of the impact of the proposed changes to the definition, however this analysis has not been undertaken on an activity basis, which is how the proposed definition will be applied, and nor has it allayed industry concerns as to the impact of the proposal in practice.

It is our recommendation that the definition should not be changed until an independent inquiry/study has been undertaken to more fully investigate the potential implications of the proposed definition, in order to remove the prevailing uncertainty which threatens to undermine the effective utilisation of the tax incentive by Australian industry.

Trading Stock

The proposed amendments purport to fundamentally change the way in which the tax deductibility of trading stock, including prototypes, that are used in R&D projects is treated.  

Trading stock is not plant and the mere fact that it is used in an R&D activity does not transfer it to plant.  Trading stock does not have the enduring character of plant and therefore should not be treated as such. Trading stock is likely to be the "object" of the R&D activities, i.e. the purpose of the R&D activities will be the development of a new product, or is evidence of development of a new process.  

Inclusion of trading stock as plant will result in only that stock which is destroyed or rendered useless during the R&D activities being eligible for the concessional deduction.  Any successful development will be offset by the balancing adjustment for R&D plant, thus eliminating the concessional deduction.

In addition, it has long been recognised that prototype costs are generally not considered as “plant” expenditure, as prototypes are generally not developed for the purpose of selling.  It is recognised by the ATO that prototypes, in general, do not serve any purpose other than for refining and evaluating the design of the product and allowing, for example, the engineers to test the functionality and performance of a product.  In many situations, the prototypes are retained by a company for destructive testing or future product development.

The inclusion of prototype costs, regardless of whether it is in the nature of trading stock or not, as R&D plant costs would represent a fundamental shift in the operation of the tax concession and would discourage manufacturers from refining their products through continuous evaluation of their current designs.  

The proposed amendments are, in our view, wholly inconsistent with the concessional intent of the R&D tax incentive and should be reviewed.

Feedstock Offset

The proposed amendment involves the offsetting of revenue arising from the use of equipment involved in R&D against the otherwise deductible R&D depreciation.

This proposal was not revealed during the consultation process and was only disclosed when the legislation was presented to parliament.  This change will have a greater impact on industries such as manufacturing and mining.

This proposal operates retrospectively from 29 January 2001, even though companies were not aware of the offset at that time and, therefore, adds to the cost of compliance for this measure.

Where the outcome of an R&D trial is not known at the commencement of the trial the costs, including depreciation of plant relating to the trial, should be eligible to be claimed at the concessional rate.  The deduction should not be altered by later analysis that the trial was successful and the results saleable. 

This proposal, in our view, is not commercial and provides a further disincentive for companies to invest in innovative and technically risky projects.

Summary

We very much support the initiatives of the Government, the Department of Industry Science and Resources and AusIndustry in their attempts to develop a robust platform for enhancing Australia’s R&D performance.

We also appreciate the need for the program’s integrity to be maintained in both the short and long term.

However, we are concerned that the present uncertainty within Australian industry is not conducive to attaining the Government’s stated industry policy objectives.

As such, it is critical in our view that these issues be resolved as a matter of priority.

Yours sincerely
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