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29 August, 2001Today's Date ?
The Secretary

Senate Economics Legislation Committee

SG. 64

Parliament House

CANBERRA    ACT   2601{Suburb?}   {State?}   {PostCode?}
Dear Sir,{First Name ?}
Taxation Laws Amendment (Research & Development) Bill 2001

On behalf of the members of the Corporate Tax Association, we wish to thankyou for this opportunity to provide comments in relation to the abovenamed Bill (“the Bill”).

At the outset we acknowledge the public consultations undertaken by the Department of Industry, Science and Resources (DISR) following the Prime Minister’s announcement “Backing Australia’s Ability” on 29 January 2001.  A number of taxpayers’ concerns have been addressed, including some positive changes to the 175 per cent “premium” incentive to accommodate those concerns.  

There are, however, some additional concerns that are as yet unresolved or have not been sufficiently addressed, which is the basis of this submission as set out below.

Summary of Submission

This submission includes comments, suggestions and recommendation to the Committee in the following areas:

· Changes to the definition of eligible R&D activities

(i) Date of effect of Streamlined provisions

(ii) The Need for a Streamlined definition

· R&D Plans

(i) Date of effect
(ii) Requirement to have an approved plan prior to the commencement of an R&D project
· Activity v Project based eligibility

· Extension of excluded supporting activities

· Claw-back of depreciation of R&D plant

· Trading stock as R&D plant
Changes to the definition of eligible R&D activities

(i) Date of effect of Streamlined provisions

The Bill should make it absolutely clear that the proposed changes to the definition of eligible activities and to the extended list of excluded supporting activities applies to expenditure incurred on activities (or projects) commenced after the time of the announcement (or, alternatively, after the Bill receives Royal Assent).

During the period of consultation following the Prime Minister’s announcement the DISR confirmed that “These changes [to the definition] will apply to any activity commenced after 12:00 noon Sydney time on 29 January 2001, pending passage of the legislation in Parliament.  R&D activities commenced before that time will be subject to the old definition.”

On our reading of it, the Bill does not give effect to this policy position.  In particular, item 4 of Part 2 of Schedule 1 of the Bill merely provides that the word “and” is substituted for the word “or” in the definition of the term “research and development activities” in paragraph (a) of subsection 73B of the 1936 Act
, with effect from the time of the announcement.  Given that the incentive applies on an expenditure-incurred basis it follows that the amendment proposed by the Bill will result in expenditure incurred after midday on 29 January 2001 on activities that commenced prior to that time not qualifying for the incentive.  This would be clearly in contradiction with the policy position as publicly advised by DISR.

Notwithstanding that senior DISR staff have assured us the proposed amendment would be applied in accordance with the above statement, we believe that it would be a relatively simple matter to amend item 4 of the Bill to make this absolutely certain.

For the same reasons as outlined above, we recommend that item 9 of Part 4 of Schedule 1 of the Bill also be amended to ensure that the amendment proposed to section 73B(2C) as proposed by item 8 of the Bill applies to expenditure incurred on supporting activities to core activities commenced after 29 January 2001.  (Or, alternatively, to core activities commenced after the date on which the Bill receives Royal Assent.)

(ii) The Need for a Streamlined definition

Whilst we acknowledge the Government’s prerogative to streamline the definition of eligible activities (including supporting activities), we remain concerned that the reasons for the proposed changes are not well understood by taxpayers – giving rise to uncertainty and, ultimately, the loss of incentives.

It is a concern that the current definition, prior to the proposed amendments, is already significantly more restrictive than that existing in other countries (eg. Canada or the United States) and is more restrictive than that in the OECD Frascati Manual.  The proposed amended definition and extended excluded support activities will restrict the quantum of otherwise eligible activities even further, and potentially leave Australia in a non-competitive position relative to other countries.

We recommend that the DISR provide a detailed public statement comparing the recent Court and Tribunal decisions “that have [allegedly] unintentionally broadened the scope of the program” with the proposed streamlined definition.  This would enable taxpayers and, ultimately, the Courts to more fully understand the implications of and reasons for the proposed amendments.  Moreover, taxpayers would then be more able to self assess their eligible and now ineligible activities.

Information containing the proposed “streamlining” provisions state: “The Government has identified weaknesses in the definition of ‘research and development activities’ through recent Federal Court decisions and Administrative Tribunal decisions that have [allegedly] unintentionally broadened the scope of the program beyond its policy intent.  The Government will be addressing this situation by clarifying and enhancing the definition of R&D in the [1936 Act].”

With respect, a number of important observations should be made in relation to that statement, namely:

(a) The decided cases involved expenditure incurred on activities undertaken prior to the amendments to the 1936 Act made in 1996.  In other words, the decided cases have not extended the definition, as alleged, that has applied since 1996 until 29 January 2001.  As far as we know, the substantive definition of eligible activities since 1996 is yet to be tested in the Courts and the Tribunal;

(b) Notwithstanding the foregoing, we have reviewed the decided cases
 found in favor of the taxpayers and note that in each of the relevant decisions it was found on an objective basis that the taxpayers’ activities comprised the required amounts of “innovation” and “technical risk”
.  On the basis of that review we suggest that the proposed Streamlining amendments would have made little, if any, substantive difference on the outcomes of those decided cases;

(c) We are advised that, aside from the savings resulting from the proposed changes to deductibility of R&D plant expenditure, the Government estimates the financial impact of the proposed streamlined changes is immaterial.  In other words, that there would be no increased or decreased amount of expenditure that will be eligible for the concession as a result of these changes.  On this basis we remain to be convinced that the proposed changes are warranted at all.  In fact, we hold a view that if enacted as proposed the amendments will substantially restrict the quantum of activities and expenditure eligible for the incentive (and therefore result in a “windfall” gain to the Federal Budget); and

(d) Rather than clarifying and enhancing the definition, the changes as proposed to the definition of eligible activities and to the list of ineligible activities will make the operation of the incentive less clear and more costly to comply with.  Overall, these factors are likely to result in some taxpayers choosing to not incur the expense and time of the compliance requirements even though their activities are eligible.

It follows that future Courts and Tribunals will be called on to decide cases involving interpretation of the proposed streamlined definition (if enacted) and that, in spite of the proposed preamble, will be disposed to substantially change outcomes simply be reasoning that the Parliament intended for there to be a “sea-change” in the eligibility requirements.

In view of all of the foregoing, we query the need for the proposed amendments at all.

Should the Committee determine to continue with the amendments as proposed, we recommend that to assist taxpayers in self assessing their entitlements the must DISR publish a comparison of the proposed ‘streamlined’ definition (and extended non-eligible support activities) against those decided cases, highlighting the types of activities and expenditures that will no longer be eligible for the incentive.

R&D Plans

(i) Date of effect

We recommend that the proposed requirement to have an R&D plan should apply only to projects commenced after the day on which the Bill receives Royal Assent.

We note that, when enacted, the Bill will require a company to have a project “plan” in order for the activities to be eligible for the incentive.  However, one of the statutory requirements of proposed section 39KA of the IR&D Act
 is that “… written guidelines setting out the requirements for plans …” are published in the Gazette.  Moreover, we note that the amendment proposed by item 7 of Part 3 of Schedule 1 of the Bill commences from the date on which the Bill receives Royal Assent.

It is impossible, therefore, for taxpayers to comply with this requirement in the period of time from 29 January 2001 until the necessary requirements are published in the Gazette.

The DISR has publicly advised that certain “transitional” provisions are to apply until the date of gazettal, such that R&D activities will not be eligible for the incentive except if the taxpayer has an R&D project “plan” rather than has “a plan in accordance with the Board’s requirements”
.

With respect, neither of the current Acts operates to deny access to the R&D incentive because of a lack of an R&D project plan.  (The present provisions mostly operate on a post year-end registration format.)  In the absence of enabling legislation, the IR&D Board is not empowered to impose any requirements for any form of R&D plan – and thereby deny access to the incentive (and we are certainly not suggesting that it should be so empowered).

We recommend that the proposed requirement to have an R&D plan should only have application, if at all, to projects commenced after the day on which the Bill receives Royal Assent.

(ii) Requirement to have an approved plan prior to the commencement of an R&D project


Whilst we acknowledge the efforts of the DISR to accommodate many of industries’ concerns around this matter, we remain concerned that otherwise eligible “break-through” R&D projects/activities would be denied access to the incentive for lack of a prior project plan, in the approved format.


In particular, a great deal of R&D is unpredictable, unforeseen, unexpected or “break-through” in nature, making it difficult if not impossible to always predict the course a project or set of activities might take in advance.  Consequently, there remains a degree of risk that otherwise eligible break-through activities will not gain access to the incentive because of this new requirement.


We note that the current post year-end registration process was itself very much strengthened in the 1996 round of amendments – by requiring registrations to be lodged within six months after each year of income.  Whilst perhaps not entirely perfect, it can be seen that this process does not have the degree of risk associated with the proposed requirement.


For these reasons we recommend that the present registration process be retained and that the proposed “prior-to-commencement” amendment be reconsidered.

Activity v Project based eligibility

We suggest the Committee take this opportunity to rectify a long-standing anomaly with the legislative framework; namely that in practice companies conduct R&D on a project basis (the IR&D Act requires registration on this basis, and the proposed R&D plan requirement is also on a project basis) whereas expenditure is eligible on an activities basis.  We recommend that the compliance/registration/deduction framework be aligned to a project basis.

The flow-on benefits of this recommendation include that a project would satisfy the proposed streamlined definition for eligibility where it contains at least one (or more) core activity involving innovation and at least one (or more) other core activity involving high levels of technical risk, or a combination of both.

If enacted as proposed, every core activity within a project must involve innovation and high levels of technical risk, which is much too difficult a test to meet.  We are advised that core activities that contain one but not both elements may continue qualify as supporting activities, but this seems to be an unnecessary complication that can now be avoided.  Moreover, companies are genuinely concerned that an approach by the IR&D Board can result in some assessors constantly redefining core activities as supporting activities to a stage that a project has no core activities that meet both elements.  This potential problem could be avoided by amending the legislation to the effect that a project needs to contain core activities containing both elements on a combined basis.

Extension of excluded supporting activities

In addition to the comments above in relation to supporting activities, we are concerned with the proposed extension of the list of excluded supporting activities, in particular with respect to “pre-production” and “tooling-up” activities.

In our view, “pre-production” and “tooling-up” activities for the purposes of production do not and have not qualified for the incentive under the existing legislation.  We are concerned, however, that such activities undertaken for research or development activities (eg for building or testing a prototype product) may be excluded under the proposed amendments.

Furthermore, it follows that there will be an increased probability of disagreements between the IR&D Board (assessors) and companies around the purpose for which a support activity was undertaken and the exact point in time when an activity ceases to be development/improvement and becomes “pre-production” (if there ever is such a clear distinction).  Much time and expense will be incurred by both parties in resolving such matters (alternatively, companies could choose to avoid potential disputes simply by foregoing the incentive on what should be eligible activities).

Claw-back of depreciation of R&D plant

The Government proposes to amend the R&D plant depreciation provisions to apply on a pro-rata use basis over the estimated useful life of the item.  Whilst this policy is very much less favourable to taxpayers than the former write-off provisions (ie a one-third deduction in the fist three years of income), we acknowledge at least the increased certainty provided by the proposal.

We note, however, that it is also proposed such depreciation allowances are to be included in the “feedstock” adjustments that reduce the value of eligible claims.  Furthermore, taxpayers will be required to proportionately adjust future R&D claims for any balancing charges/profits arising on items of plant previously used in an R&D activity.  Although this proposed clawback rule could work to marginally increase some claims, to the benefit of some companies, we suggest that the removal of accelerated depreciation and the current review of effective lives by the Commissioner will remove or substantially reduce most such possibilities.  

Consequently, we suggest that the compliance costs involved in satisfying the proposed depreciation clawback provisions would greatly exceed any “benefits” potentially available to companies and we recommend that the Committee give consideration to omitting the proposal from the Bill.

Trading stock as R&D plant

We also have concerns in relation to the inclusion of certain items of trading stock as plant for the purposes of the R&D calculations.  This proposal appears to target a situation where a prototype of an item of trading stock is developed and tested as part of an eligible R&D program.  We are particularly concerned that, if enacted, this proposal would severely restrict the amounts of the R&D incentive otherwise available to the manufacturing sector.

It appears that if a prototype item is successful and it survives the testing processes it will no longer be treated as a prototype and will be treated as an item of trading stock that becomes plant that reverts back to trading stock.  WE suggest that an item developed during an R&D process should not become R&D plant merely because is it tested during the R&D process.  This would move almost all prototype development expenditure to plant expenditure.

We trust that Committee will find the foregoing comments, recommendations and suggestions useful in finalising this enquiry and its report.  We remain available to discuss any of the matters raised herein with the Committee should it require.
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Yours faithfully,

Frank Drenth
Executive Director
� EMBED PBrush  ���








� Source – “R&D Tax Concession Information Bulletin, No. 29”, May 2001, www.innovation.gov.au


� The Income Tax Assessment Act, 1936.


� In particular, IR&D Board v Unisys Information Services Australia Pty Ltd 37 ATR 62; Charles IFE Pty Ltd v IR&D Board 32 ATR 1226; Case [2000] AATA 888; and IR&D Board v Coal & Allied Operations Pty Ltd.


� Even though the definition required “innovation” or “technical risk”.


� Industry Research & Development Act, 1986.


� Refer “R&D Tax Concession – Changes to R&D Plan” published in the � HYPERLINK http://www.innovation.gov.au ��www.innovation.gov.au� web site.
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