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1. Introduction

1.1 Overview of the Submission
The Submission provides background material and an overview of the new R&D Tax Concession measures, then for each of the measures provides a detailed description, gives the rationale for the change and addresses specific issues raised in the notice of referral to the Senate Economic Legislation Committee.

1.2 Background

The R&D Tax Concession is the Government’s principal support mechanism to increase business investment in R&D in Australia.  The R&D Tax Concession program is jointly administered by the Industry Research and Development Board (the Board) and the Australian Taxation Office (ATO) through section 73B of the Income Tax Assessment Act 1936 (ITAA).  Attachment A sets outs the roles and responsibilities of the joint administrators.

Innovation is a key driver of Australia’s future prosperity.  Innovation is the process whereby ideas are transformed through economic activity into sustainable value-creating outcomes.  Research and development is crucial to innovation as it contributes to the creation of ideas, ideas which can then be translated into products and processes.  The Productivity Commission has estimated the social rate of return to R&D spending in Australia to be as high as 50 per cent.  International authorities have come to similar conclusions.  OECD reports invariably comment on the role of innovation as a driver of technological growth.  Innovation is equally important to new or high technology industries and traditional sectors such as agriculture, manufacturing and mining.

In mid-1998, the Business Council of Australia approached the then Minister for Industry, Science and Resources and sought a partnership to address the low level of business expenditure on R&D.  In February 2000, the Government and the Business Council of Australia convened the National Innovation Summit, attracting over 500 participants to assess the strengths and weaknesses of Australia’s innovation system, and formulate ways to improve performance in this area.  

Following the Summit, the Innovation Summit Implementation Group, a team drawn from the private and the public sectors chaired by Mr David Miles (Partner with Corrs Chambers Westgarth), developed the Innovation - Unlocking the Future report, which assessed and prioritised the Summit recommendations.  At the same time, the Chief Scientist Dr Robin Batterham prepared a report to Government entitled The Chance to Change, which reviewed Australia’s science capability.  

The Government acted on the recommendations of these two reports and the associated consultation involving the Government, industry and research communities with the $2.9 billion Innovation Statement Backing Australia’s Ability, announced by the Prime Minister on 29 January 2001.  A number of new tax concession measures were a central element of the Government’s 5-year Statement, responding to the concerns of the business community.

These new tax concession measures are landmark developments in tax incentives for Australian companies to boost Australian business R&D while maintaining support for R&D at the 125 per cent rate.  The new measures have been developed in partnership with industry and are the result of extensive, ongoing consultation commencing prior to the National Innovation Summit.

2. Overview of New Measures

The Bill for the new R&D Tax Concession initiatives includes the following key changes to the R&D Tax Concession program:

· a 175% Premium R&D Tax Concession, designed to stimulate companies to undertake additional investment in R&D;

· a R&D Tax Rebate for small companies, particularly those in tax loss, available at the 125% or the 175% rate;

· changes to the definition of R&D; and

· changes to the treatment of R&D plant.

3. New Measure - 175% Premium R&D Tax Concession

3.1 Rationale

The 175% R&D Premium (the Premium) is specifically designed to encourage business to undertake additional investment in R&D (that is, to encourage additionality); it is directed to providing a larger reward for undertaking a greater level of R&D investment.  This initiative is about inducing additional investment in R&D by business and, because it stimulates additional investment, can be referred to as an incremental tax concession.  The Premium is equivalent to a deduction of 52.5 cents for each additional dollar spent on R&D, representing an extra 17 cents in the dollar over the 125 per cent tax concession (worth 35.5 cents in the dollar).

The Premium is aimed at encouraging sustained business investment in R&D on a long-term basis, and this, in turn, will have a direct effect on Australia’s BERD (Business Expenditure on R&D) and thereby lead to a more innovative and competitive Australia.  

The Premium targets the labour-related components of R&D expenditure where the greatest benefits for the whole economy occur.  It is focused on people and additional investment in the intellectual capital of Australia, which will underpin our capacity to participate successfully in an information-based economy in the global marketplace.
3.2 Specific issues raised with respect to the Premium

3.2.1 Anti-avoidance measures which may penalise individual extraordinary years

The Premium is calculated on the level of R&D expenditure above a 3 year rolling average.  From analysis of incremental tax concessions in other countries, it is apparent that mechanisms are needed to avoid exploitation by firms through manipulation of their R&D expenditure history.  That is, companies could artificially construct a lower R&D history to gain an increased Premium benefit - for example, individual firms could knowingly not claim the total of their R&D expenditure in a particular year or amend claims in prior years.  This could also involve companies understating their level of R&D expenditure or shifting R&D activities between years, particularly in the two years prior to the first year of eligibility for the Premium.  

The purpose of these actions by companies would be to reduce their R&D running average expenditure figures and thereby increase their entitlement to the Premium in subsequent years.  To overcome this potential exploitation of the measure and to ensure that taxpayer’s money is not wasted, while at the same time recognising normal fluctuations in R&D spend, the Premium legislation includes an ‘adjustment mechanism’ to apply where there has been an annual fall in R&D expenditure of greater than 20 per cent that has occurred over the previous 2 years.

The inclusion of an adjustment mechanism provision is consistent with similar incremental tax concession schemes in the US and France.

The adjustment mechanism operates to remove the effects of volatility from the Premium calculations.  This is achieved by a partial reduction in entitlement to the Premium where the increase in R&D that has been achieved is in fact a recovery from a downswing in R&D that occurred in the prior three years. 

The Government has also introduced an integrity mechanism to prevent companies from deliberately adjusting prior year R&D claims for the purpose of reducing their R&D history (ie lowering the base R&D level) and thereby increasing their eligibility for the Premium.  The mechanism only operates where the Commissioner of Taxation (the Commissioner) is of the opinion that the purpose of the debit amendment is to increase a company’s entitlement to the Premium.  For example, a company has R&D expenditure of $100,000 (year 1), $200,000 (year 2) and $300,000 (year 3) over the last three years.  The company requests a debit amendment in the third year to reduce the R&D expenditure in its return from the $300,000 to $200,000.  Should the Commissioner deem that this amendment is for the purpose of increasing the company’s Premium entitlement, he/she would process the debit amendment as requested, but, for the purposes of calculating the Premium, would continue to use the $300,000 and not the amended $200,000 figure.
The “adjustment mechanism” and the “anti-avoidance mechanism” operate to ensure that the policy intent of rewarding companies who make real overall increases in their level of R&D expenditure is realised.  These mechanisms strike a balance between the risks to revenue and the integrity of the Premium (associated with firms manipulating their R&D expenditure), and the potential adverse impacts on taxpayers with genuine volatility in their R&D expenditure.

Access to the Premium is in addition to companies’ ability to continue to access the 125 per cent R&D Tax Concession.
4. New Measure - Tax Rebate

4.1 Rationale

The Government has introduced a R&D Tax Rebate (the Rebate) to support small innovative companies, particularly those in tax loss during the difficult financial period when they are still researching and developing their product.  The Rebate will enable small firms to receive their R&D Tax Concession entitlements as cash when eligible at the time their tax returns are assessed, thus providing timely support for their R&D. On the basis of past R&D Tax Concession data, it is estimated that over five years, up to 1300 small companies are expected to get early access to $30 million, at a net cost to revenue of $13 million.  Eligible firms can also obtain the Premium as a Tax Rebate.

While Public Sector research agencies which are unincorporated tax exempt bodies are not eligible to access the R&D Tax Concession, companies with less than 25 per cent shareholding by tax exempt bodies (for example ie spin-off companies from public sector organisations) will be eligible for the Rebate.  This is expected to stimulate the commercialisation of public sector R&D.

5. New Measure - Change to Definition of R&D

5.1 Proposed Amendments to R&D Definition

The amendments to the R&D definition are:

· change to ‘…innovation AND high levels of technical risk…’;

· extending the application of the list of excluded activities to supporting R&D activities; and

· requirement for R&D plans, to encourage companies to use strategic planning in their R&D program.

The current definition is set out at Attachment B.  The proposed definition is at Attachment C.  The Board’s role with regard to eligibility of R&D activities is at Attachment D.
5.2 Rationale

The primary policy objective of the tax concession is to stimulate Australian businesses to invest in research and development activities.  Its economic rationale is that there is a market failure that militates against businesses allocating resources to research and development activities because they do not obtain all the benefits from such expenditure.  The concession is not directed to stimulating activities which are not R&D activities.  Indeed the Government has established other mechanisms to stimulate increased commercialisation etc - for example, the R&D Start program which specifically takes into account the commercial potential of applications, the Commercialising Emerging Technologies (COMET) program aimed at increasing access to investment for commercialisation and the Innovation Investment Program, to stimulate the venture capital market to invest in early stage growth firms.

The legislative definition of research and development activity identifies what classes of activities will qualify for the concession - it ensures that activities which are R&D are supported by the concession.  These considerations must be central in any attempt to redefine the definition of research and development activities. 

Over the past 18 months, the Industry Research and Development Board has made recommendations to Government for legislative changes to the definition of research and development activities, contained in section 73B of Income Tax Assessment Act 1936.  The Board has been concerned about a small number of R&D claims which, in its expert opinion, contained significant numbers of activities that do not constitute R&D, but rather are normal commercial operation activities.  

The Board’s concerns have been highlighted by some recent court interpretations of the R&D legislation that have effectively resulted in low thresholds for both the ‘innovation’ and ‘high levels of technical risk’ tests, such that support under the Concession could be extended beyond its policy intent and provide unintended benefits to non-R&D activities.

As noted in Attachment A, the Board’s role is to use its expertise and experience to make decisions about the eligibility of activities claimed by firms.  Given that the Board and its Committees comprise experienced private sector people and given that its decisions are considered to be undertaken on an industry peer review basis, it is appropriate for the Government to listen and respond to what its administrator is saying.

The decision to change the R&D definition was made by Government in response to the weaknesses identified by the Board.  The change is imperative if the integrity of the tax concession is to be maintained - any increase in marginal claims will bring the concession into disrepute.
It has been agreed that the new tax concession changes, including to the definition of R&D, will be monitored by the Board, and any adverse impacts would be immediately brought to the Government’s attention. 
5.2.1 The conjunctive ‘AND’

The Government’s policy intention in introducing the conjunctive ‘and’ to the definition of R&D activities is to close off opportunities for firms to obtain the R&D Tax  Concession for normal business or commercial operation (eg standard routine testing).    Research and development claims are now to be based on a ‘core R&D activity’ which meets both the ‘innovation’ and ‘high levels of technical risk’ criteria. 

· This approach is consistent with the internationally recognised Frascati Manual (OECD practice for surveys of research and experimental development). The Frascati Manual indicates that the basic criterion for distinguishing R&D from related activities is ‘the presence in R&D of an appreciable element of novelty and the resolution of scientific and/or technological uncertainty’.
· The Australian Bureau of Statistics (ABS) also use the Frascati definition in preparing annual statistics on Australian Business Expenditure on Research and Development (BERD). Thus, firms will potentially benefit from the consistency between the tax concession definition and the annual ABS survey, and thereby reduce compliance costs

Hypothetical example 
An engineering company developed a concept for a simple, compact, light-weight, high-performance two-stroke engine.  The project included a series of activities to understand and develop this particular type of internal combustion engine, including testing by computer simulations and prototype engines.  These activities resulted in a new concept engine.

The design activity of this project is considered to involve both innovation and a high level of technical risk, as defined in S73B of the ITAA.  The innovation criterion is satisfied in that the design of the engine was ‘new’ in that it was significantly different from conventional engine technology.  The ‘high level of technical risk’ criterion is satisfied in that there was technical uncertainty associated with the new design which could not be resolved on the basis of current knowledge.  This technical uncertainty could only then be resolved by the experimentation which the company undertook.

5.2.2 Extending the application of the list of excluded activities

The Government’s policy intention in extending the application of the list of excluded activities is to remove the opportunity for businesses to claim non-R&D activities as ‘supporting activities’.  This is achieved by extending the application of the exclusions list from ‘core’ activities to also cover ‘supporting activities’ (see Attachment C). This change means that activities of firms, such as complying with statutory requirements or standards, are not acceptable as R&D activities.  This amendment was recommended by the Industry Research and Development Board and is fully consistent with the approach used by the ABS and with international standards as set out in the OECD Frascati Manual.

5.2.3 Requirement for R&D plans

The Government has introduced the requirement for an R&D plan as a tool for the successful management of R&D projects, providing focus and structure to R&D activities and thereby enhancing the likelihood of successful outcomes.  Such a requirement will encourage companies to think strategically about their research and development as a critical and ongoing part of their business. 

5.3. Specific issues raised with respect to definition

5.3.1 The change to the definition - “closing the gate without raising the hurdle”

In developing the new R&D definition other definitions were considered, including overseas models and major changes to the terminology in the definition (including the introduction of new terms).  However, the extensive consultation undertaken with industry by the Department in 1998 on the issue of R&D definition indicated that industry was in agreement that some change may be required, but desired that there be only minimal, if any, change to the current definition.  The Government is mindful of the need to maximise certainty for industry in developing policies impacting on business R&D investment decisions. 

The Industry Research and Development Board has advised Government, that in its view, the vast majority of R&D activities that currently qualify for the R&D Tax Concession will continue to qualify under the proposed definition.  The changes to the definition are therefore directed at those marginal claims that, if not nipped in the bud, will increase.  The Board is of the view that, had the test been ‘innovation’ and ‘high levels of technical risk’, the outcome of recent court cases in which certain marginal activities were found to be eligible may have been different.  The vast majority of claims for the R&D Tax  Concession satisfy both criteria.  

The Board has indicated that only claims at the margin are likely to have difficulty in satisfying the requirement for both innovation and high levels of technical risk.  These claims do not contain the elements of eligible R&D activities; that is:

· identification of a problem with significant technical uncertainty which is not able to be resolved on the basis of publicly available knowledge in that particular field of technology (first element of high level of technical risk criterion);

· creativity in the generation of an appreciably original idea leading to a possible solution or solutions to the problem, expressed in a proposed hypothesis to resolve the technical uncertainty (innovation criterion); and

· testing or trials to be undertaken to test the hypothesis for resolving this technical uncertainty (second element of high level of technical risk criterion).

Hence, the proposed changes are intended to stop the leakage of revenue that may increase significantly if not addressed now, but not to raise the hurdle for claimants.

5.3.2 Patentability required for ‘Innovation’

It is quite incorrect to suggest that patentability is required to meet the innovation test. This has never been the case and is certainly not now the case.  The test for innovation will not change under the proposed definition.  The Board’s interpretation of the term ‘innovation’ is consistent with that of the Courts, that is, innovation is defined in terms of newness.  

Thus the test for innovation does not require that the activity or its outcome is patentable.  Patents are only one of several ways of indicating innovation.  However, the presence of a patent is a strong indicator that the activities involved innovation.

6. New Measure - R&D Plant

6.1 Rationale 

The rationale behind the changes to the provisions for R&D plant announced on 29 January 2001 is to provide a more balanced and equitable approach to the treatment of expenditure on plant items used for R&D.

The proposed legislation with respect to R&D plant addresses issues of the integrity of the tax concession program.  Recently there has been a significant increase in the use, and potential abuse, of the R&D Tax Concession in relation to R&D plant.  In 1998-99 the amount of R&D plant expenditure reported doubled to 24 per cent of all R&D expenditure. 

The underlying principle for the new provisions is that claims in respect of assets used in R&D activities should reflect the value of the asset consumed in the R&D process - this is consistent with the new Uniform Capital Allowances regime and is a fair and balanced way of dealing with such assets.

The Government recognises that plant initially constructed with the intention of undertaking R&D activities may also be used for commercial purposes.  In order to better assist business with such objectives, the government has decided to allow pro-rata concessional deductions for R&D plant and introduce 125 per cent effective life write-off for R&D plant.  This provides a more equitable treatment, as plant only partially used for R&D and plant wholly used for R&D for part of its life, will both now qualify for a partial concession, and plant with shorter effective lives will not be disadvantaged compared to longer-life plant.  This change will benefit businesses whose R&D activities are not undertaken with dedicated plant and mainly small firms who cannot afford dedicated R&D plant.

6.1.1 Removal of ‘exclusive use’ test

The proposed legislation provides significant benefits to companies as it removes the ‘exclusive use’ intention test.  This means that an item of plant will not be required to be used exclusively for R&D purposes beyond an initial period.  Previous rules penalised small operators who cannot afford to have dedicated R&D plant. 

Under the Bill, starting from 29 January 2001 companies which use an item of plant for only part of an income year for R&D will now be able to claim the R&D Tax Concession for that portion of use, on a pro-rata basis.  Previously, if the item of plant was not used exclusively, these companies were not entitled to any concessional treatment. 
6.1.2 Effective Life depreciation

Generally plant / assets will now be eligible for effective life depreciation deductions at 125 per cent while it is used for R&D.  Whereas previously firms could write-off plant over three years, subject to stringent exclusive R&D use test, this change means that companies may obtain their R&D plant deductions at the 125 per cent rate on the value of plant that is consumed in the R&D activities. In many cases, this is simply a timing difference and the same total claim will be available to the company but over a longer period.
6.1.3 Productive Plant 

The Government’s Backing Australia’s Ability Innovation Statement on 29 January 2001 said that “new provisions would be developed for R&D plant to ensure that the taxpayer does not subsidise normal production processes or any other non-R&D activity”.  The Board had advised the Department and the Minister of its concerns with situations where there have been large commercial returns of saleable outputs either produced from an R&D plant or from the sale of the outcome of R&D activities and where the full cost of inputs have been claimed as R&D expenses.

The new provisions therefore remove an inconsistency in the existing legislation dealing with saleable outputs from R&D plant and brings the treatment of R&D plant per se into line with the existing R&D feedstock provisions.  These provisions address cases where companies claim the R&D Tax Concession for experimental activities involving plant and also receive significant commercial returns for operation of the plant at the same time.  It provides for phasing out of the R&D Tax Concession benefit as the commercial return grows and as such is considered a fairer and more balanced approach.  

6.2 Specific issues raised with respect to changes to R&D plant provisions

6.2.1 Deeming of trading stock

The general principle underlying the new plant provisions is that they correctly allow for the value of the asset consumed during the course of the R&D project. 

As part of the balanced approach to dealing with depreciating assets used in R&D activities, trading stock is to be treated in the same manner as other assets for the period of time it is used in R&D activities.  This is achieved by deeming the trading stock item to be an asset while it is used for R&D purposes, and when the R&D use has been completed the asset reverts to its trading stock status at an appropriate value.  

This is a fair and balanced mechanism for allowing companies that use trading stock in their R&D projects to claim the Tax Concession to the extent that the value of the trading stock is affected by its use in the R&D activities. 

6.2.2 Absence of consideration of where conceptual design activity ceases and the expenditure that contributes to the cost basis of the R&D plant starts.
The ATO advises that this issue was raised with respect to the draft ATO ruling on R&D Plant in November 1999 (TR 1999/D14), and should be dealt with administratively.

6.2.3 Retrospectivity aspect of R&D plant

This year the Government moved to resolve any uncertainties regarding the eligibility of past R&D plant claims arising from the draft ATO ruling of November 1999 - by enacting retrospective amendment to the Income Tax Assessment 1936.  The retrospective amendment is to existing rules and is applicable to plant acquired or commenced construction up to 29 January 2001.

This retrospective amendment to the definition of plant expenditure in subsection 73B(1) is made to limit the time that R&D plant must be for use exclusively for the purpose of carrying on R&D activities to an initial period of time only.  This will bring the interpretation of exclusive use into line with commercial practice providing firms with certainty regarding business decisions made in good faith in the past. 
Companies will be able to claim pre-29 January R&D plant expenditure where plant is used exclusively for R&D purposes for an initial period of time — to attract the concession in a year, plant must be used exclusively for R&D in that year.  This change is beneficial to business, reflects industry practice and has been welcomed by the business community
7. New Measures - Other issues 

7.1 Other issues 

7.1.1 Modelling Assumptions and net impact on Budget 

The estimates for the new measures were based on general assumptions on budget parameters and the timing of tax payments of companies prepared by Treasury.  The Department of Industry, Science and Resources contributed by providing program information based on the Industry Research and Development Board’s data base of companies qualifying for the R&D Tax Concession. 

The following was announced in the Backing Australia’s Ability Innovation Statement: 

1. the Premium could provide in the order of an additional $460 million of Government funding over the next five years to support $4.3 billion of business expenditure in research and development;

2. the Tax Rebate for small companies is expected to provide approximately $30 million in support over the next five years at a net cost of $13 million; and

3. streamlining of the R&D Tax Concession would provide savings to revenue in the order of $345 million over the five years (2001-02 to 2005-06). 

The funding figures have been modified in relation to 1 and 3 above:

In the 2001 Budget, revised estimates were provided for revenue savings from the changes to R&D plant announced under the Innovation Statement. 

On 23 May 2001, in response to consultation with industry, the Government announced a change to the Premium from a model based on R&D intensity (as announced on 29 January 2001) to a model based on R&D expenditure. Companies will not now need to include turnover in the calculations required for the Premium - the calculations are only based on the increase in R&D expenditure.  This change has provided an additional $80 million (over five years) in government assistance for business investment in R&D.  Some 20 per cent more companies will now be able to access the Premium. 

See Table 1 below for budget impacts.

TABLE 1: Budget Funding for New Measures

	PROGRAM 
	2001-02
	2002-03
	2003-04
	2004-05
	2005-06
	Totals

	Estimates in Budget/BAA:
	
	
	
	
	
	

	175% Premium 
	-$30m
	-$90m
	-$105m
	-$110m
	-$125m
	-$460m

	Effective Life write-off
	  $25m
	  $95m
	  $115m
	    $95m
	$85m
	$415m

	Changes to definition
	*
	*
	*
	*
	*
	*

	Tax Rebate
	-
	-$6m
	  -$3m
	   -$2m
	-$2m
	-$13m

	
	
	
	
	
	
	

	Post-Budget changes:


	
	
	
	
	
	

	175% Premium change
	-$10m
	  -$15m
	  -$15m
	    -$20m
	-$20m
	-$80m

	
	
	
	
	
	
	

	Total cost of Premium including post- Budget changes
	-$40m
	 -$105m
	 -$120m
	 -$130m
	-$145m
	-$540m


Note: negative figures show cost to the budget.

*  
no expected impact as only affecting a small number of marginal claims (see section 5.3.1).

7.1.2 Impact on BERD 

The measures in the Bill for the R&D Tax Concession are expected to support more than $4.3 billion of Business Expenditure in Research and Development (BERD) over the next five years.

While the synergies between all the elements of the Innovation Statement will combine to stimulate innovation and BERD across the board, the Premium is directed at labour-related aspects of R&D, reflecting the fact that human skills and intellectual capacity will bring the greatest benefit in the new knowledge-based economy.  The Premium is specifically designed to encourage sustained increases in business investment in R&D on a long-term basis. 

8. Conclusion

The new R&D Tax Concession measures are a total integrated package of incentives to stimulate and support R&D in Australia.  The package increases assistance, while at the same time addressing weaknesses identified in the current system.

ATTACHMENT A

Roles and Responsibilities of the Program Administrators

The R&D Tax Concession program is jointly administered by the Industry Research and Development Board (the Board) and the Australian Taxation Office (ATO) via the Industry Research and Development Act 1986 (IR&D Act) and section 73B of the Income Tax Assessment Act 1936 (ITAA).
The Board has sole responsibility for determining whether an activity is eligible R&D in terms of the legislation, while the ATO has responsibility for determining the eligibility of R&D expenditure.  

The responsibilities of the Board, which include the registration of eligible companies and determination of eligible R&D activities, are set out in the IR&D Act.  The Board has the power under section 39L of the IR&D Act to determine whether particular activities are R&D activities, ie whether the activities involve innovation, technical risk etc as defined in the legislation, and to provide a certificate to the Commissioner of Taxation (the Commissioner) to that effect.  

The ATO administers the R&D Tax Concession through the taxation system.  Companies claiming the concession do so by completing the relevant entry on their corporate tax return.  In order for companies to claim the concession they must be registered with the Board for the corresponding income year.  The ATO is responsible for determining whether expenditure claimed by companies and their financial structures are eligible under the various legislative provisions of the ITAA.

If the ATO undertakes an audit of a company and has doubts as to the eligibility of an R&D activity, the Commissioner may request the Board to issue a certificate, and the ATO is then bound to accept the determination made by the Board.  The Board also undertakes its own risk-based compliance monitoring of companies registered for the R&D Tax Concession.

Under section 21 of the IR&D Act, the Board has delegated most of its legislative responsibilities to the Tax Concession Committee.  Secretariat support to both the Board and to the Tax Concession Committee is provided by AusIndustry, a Division of the Department of Industry Science and Resources.

ATTACHMENT B

Current R&D Definition

The definition of research and development activities is provided for under the Income Tax Assessment Act 1936 (ITAA).

· Sub-section 73B(1) of the ITAA  defines R&D as follows:

‘research and development activities’ means: 

(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 that are carried on for a purpose directly related to the carrying on of activities of the kind referred to in paragraph (a). 

· Sub-section 73B(2B) of the ITAA goes on to state that:

For the purposes of the definition of research and development activities in subsection (1): 

(a)
activities are not taken to involve innovation unless they involve an appreciable element of novelty; and 

(b)
activities are not taken to involve high levels of technical risk unless: 

(i) the probability of obtaining the technical or scientific outcome of the activities cannot be known or determined in advance on the basis of current knowledge or experience; and 

(ii)
the uncertainty of obtaining the outcome can be removed only through a program of systematic, investigative and experimental activities in which scientific method has been applied, in a systematic progression of work (based on principles of physical, biological, chemical, medical, engineering or computer sciences) from hypothesis to experiment, observation and evaluation, followed by logical conclusions.

· Sub-section 73B(2C) of the ITAA sets out a list of exclusions to the ‘systematic, investigative and experimental’ element of the definition.  The exclusions include matters such as quality control, pre-production activities such as tooling up and activities associated with compliance with statutory requirements.  These exclusions do not apply to supporting activities that come within paragraph 73B(1)(b).
ATTACHMENT C

Proposed R&D Definition

The Taxation Laws Amendment (Research and Development) Bill 2001 will amend the Income Tax Assessment Act 1936 (ITAA).

· Sub-section 73B(1) of the ITAA after amendment will define R&D as follows:

‘research and development activities’ means: 

(a)
systematic, investigative and experimental activities that involve innovation and 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 that are carried on for a purpose directly related to the carrying on of activities of the kind referred to in paragraph (a). 

· Sub-section 73B(2B) of the ITAA goes on to state that:

For the purposes of the definition of research and development activities in subsection (1): 

(a)
activities are not taken to involve innovation unless they involve an appreciable element of novelty; and 

(b)
activities are not taken to involve high levels of technical risk unless: 

(ii) the probability of obtaining the technical or scientific outcome of the activities cannot be known or determined in advance on the basis of current knowledge or experience; and 

(iii) the uncertainty of obtaining the outcome can be removed only through a program of systematic, investigative and experimental activities in which scientific method has been applied, in a systematic progression of work (based on principles of physical, biological, chemical, medical, engineering or computer sciences) from hypothesis to experiment, observation and evaluation, followed by logical conclusions.

· After amendment, new Sub-section 73B(2BA) of the ITAA will state:

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 Board under section 39KA of the Industry Research and Development Act 1986 that are in force at the time.

· After amendment, Sub-section 73B(2C) of the ITAA will state:

The following are not covered by the definition of research and development activities in subsection (1).

(a) market research, market testing or market development, or sales promotion (including consumer surveys);

(b) quality control;

(c) prospecting, exploring or drilling for minerals, petroleum or natural gas for the purpose of discovering deposits, determining more precisely the location of deposits, determining more precisely the location of deposits or determining the size or quality of deposits;

(d) the making of cosmetic modifications or stylistic changes to products, processes or production methods;

(e) management studies or efficiency surveys;

(f) research in social sciences, arts or humanities;

(g) the making of donations;

(h) pre-production activities such as demonstration of commercial viability, tooling-up and trial runs;

(i) routine collection of information, except as part of the research and development process;

(j) preparation for teaching;

(k) commercial, legal and administrative aspects of patenting, licensing or other activities;

(l) activities associated with complying with statutory requirements or standards, such as the maintenance of national standards, the calibration of secondary standards and routine testing and analysis of materials, components, products, processes, soils, atmospheres and other things;

(m) specialised routine medical care;

(n) any activity related to the reproduction of a commercial product or process by a physical examination of an existing system or from plans, blueprints, detailed specifications or publicly available information.

ATTACHMENT D

Board’s View of Eligibility of R&D Activities

The eligibility requirements for both R&D activities and R&D expenditure are provided in the ITAA.  The definition of ‘research and development activities’ is contained within section 73B (1) of the ITAA (see Attachment B - noting that this is the current definition).

When determining the eligibility of activities, the Board applies the definition as defined in the ITAA.  Commercial risks or issues to do with the exploitation of the R&D are not relevant issues in such an assessment.

The Board sees three main elements as central to R&D activities:

· identification of a problem with significant technical uncertainty which is not able to be resolved on the basis of publicly available knowledge in that particular field of technology(this is the first element of the high level of technical risk criterion);

· creativity in the generation of an appreciably original idea leading to a possible solution or solutions to the problem, and that this creativity will be expressed in a proposed hypothesis to resolve the technical uncertainty (this is the innovation criterion); and

· the requirement for systematic, investigative and experimental activities in the form of testing or trials to be undertaken to test the hypothesis for resolving this technical uncertainty (this is the second element of the high level of technical risk criterion).

The Board’s interpretation of the key terms within the R&D definition is consistent with that of the courts.

· The ‘systematic, investigative and experimental’ test is a compound phrase that may be satisfied by the core R&D activity.  The activity may be ‘systematic’ if it has been undertaken as part of a logical progression of activities, and ‘investigative’ if a search or investigation into the particulars of the technical problems have been undertaken, and is ‘experimental’ if it involves consideration of competing possible solutions and establishes the framework for later trials or tests to be undertaken.  The approach to analysing this test has not changed.

· The criterion of ‘innovation’ is defined
 as ‘an appreciable element of novelty’, where ‘novelty’ is understood
 to mean ‘newness’ or ‘something new or different’.  Therefore, if the core R&D activity involves something which is either appreciably new or appreciably different to that which existed in that industry at the time that the activities were undertaken then the ‘original thinking’ within this activity is likely to satisfy the legislative requirement for ‘innovation’.

· The criterion of ‘high levels of technical risk’ is defined
 in terms of uncertainty as to whether the technical or scientific outcome can be achieved on the basis of current knowledge or experience, and this uncertainty can only be removed “through a program of systematic, investigative and experimental activities in which the scientific method has been applied…from hypothesis to experiment, observation and evaluation, followed by logical conclusions.”  

There is a strong degree of complementarity between the ‘innovation’ and ‘high level of technical risk’ tests.  If there is uncertainty of outcome, then some original thinking would be required to resolve the uncertainty, and the original thinking would be evidence that the innovation test has been met.  Conversely, it is unlikely that original thinking would be required if the outcome was already known on the basis of current knowledge or experience.  

� Section 73B(2B)(a), Income Tax Assessment Act 1936


� Macquarie Dictionary, second edition , page 1218


� Section 73B(2B)(b), Income Tax Assessment Act 1936
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