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Background and consultation process

1. The R&D Tax Incentive Discussion Document Fuelling Innovation to Transform our Economy
(“the Discussion Document”) was launched on 16 April 2018. The consultation period
finished on 1 June, giving roughly six weeks for submitters to prepare their responses. A
number of submissions received shortly after the consultation period closed have also been
taken into account, the final cut-off date being 8 June.

2. Inparallel to the written submissions, we also organised six technical workshops with select
key stakeholder groups, including R&D performing firms, startups and SOEs. There were (b
also twelve in-depth interviews with individual organisations, including the “Big Four” (EYQ)

PWC, KPMG, Deloitte). \'
3. Asat 29 May, two days before the end of the consultation period, the Discussion D ent
had been downloaded 2,327 times. ?\
4. In total, we received 214 R&D Tax Incentive submissions. The table below @ins the
breakdown of the submitters by segment. A;\s
Segment Count Description (%
Business 141 Businesses, R&D pe{@?m‘g or otherwise
Industry Group 34 Levy bodies, adva@r\ groups and unions
SOE CRIDHB TEO 17 State-Owned \ rprises (SOEs), Crown Research

Institutes, » District Health Boards (DHBs) and
Tertiarx& ation Organisations (TEOs)

Individual 13 Indi@?s responding on their own behalf, not that
o@eir business

TLA EDA 5 ’\’ \egional councils and development agencies

A
Intermediary 4 *\\&\\ The “Big Four” accounting firms
Total

A
5.  The Spinoff aﬂicla@e our startups: an R&D SOS”, published 27 May 2018, included a
request for read submit a template response. We received 108 such emails. We wrote

back to the se , asking them to read the Discussion Document and submit a formal R&D
mission. These formal response submissions (of which there were five)
were ing

in the final 214.
Respgpgé analysis
( -

6.\QgFoup of MBIE officials analysed the submissions to identify the key themes in the
@ e

sponses. They broke down submissions by theme and assigned a code to each comment,
based on the position of the respondent.

7. Not all respondents answered all questions. Moreover, the questions in the Discussion
Document did not address all themes explicitly. As a result, the total number of coded
responses to many themes is lower than the submission count.
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Conversely, codes used to analyse the submissions on each theme were not mutually
exclusive; one submitter could provide a response which met multiple codes. Where suitable,
multiple questions have been folded into one theme. As a result, the number of coded
responses for some themes may exceed the number of submissions (eg “R&D definition
scope” has 315 responses).

Key themes of the responses

9.

A number of key themes that are expected to inform policy recommendations are listed
below. In addition, we have identified several common threads across responses: le/

b.  concern about the lack of support for startups and businesses in tax loss, and \'\'

@)

c.  concern that software businesses may be excluded from the scheme. ?‘

a. confusion about the credit in comparison with the Growth Grants

There was also concern that business eligibility rules as proposed may dis age
multinational corporations from establishing, or maintaining, R&D perfor" entities in New
Zealand.

Overall support for the R&D Tax Incentive was mixed \®

10.

11.

Of 139 responses, around a third show strong support for th Tax Incentive. Another
third favour Growth Grants and the final third have a rang views — from wanting to see a
mixture of the R&D Tax Incentive and Growth Grants to,Peeferring a different mechanism
altogether. ’\

Reasons for opposition to the tax incentive incl&&?

a. The rate of R&D subsidy under the taxQentive proposal was considered less
favourable than that of the Growt @nt.

b.  The submitter’s business nee s’%ash injections to grow, which they understood would
not be available (at least in irst year). This was particularly to the case for startups
and businesses in tax lo

C. Preference for a co@bte review of the R&D support system before introducing new
support mechani@

d.  Abelief thal’@(&D Tax Incentive would complicate the tax system whereas lowering
the corpor£9 x rate would be less bureaucratic and a better approach.

R&D definitio &eligible activities were contentious

12.

13.

&

@
>

The R&B, definition garnered the greatest levels of response over any other design feature
incl n the Discussion Document, with 315 coded responses.

e was little support for the proposed definition, particularly with the proposal to limit R&D
rojects to those conducted using a scientific method. The proposed definition was viewed
as overly restrictive and not reflective of R&D conducted in New Zealand.

Officials have undertaken additional work on this and suggest replacing ‘scientific method’
with ‘systematic approach’. This definitional change was canvassed during the consultation
process and was supported in stakeholder meetings.

15. There is some concern from over 100 submitters that blanket R&D activity exclusions would
mean activities critical to the R&D process could be excluded altogether.
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16.  Officials are moving away from idea of blanket exclusions to having a list of R&D activities
included as support activities eligible for the R&D tax subsidy. Social science research would
be one that could be included on this list.

17.  The 80 out of 97 of submitters who commented on the dual purpose activity rule had doubts
that this rule could work in practice. They believe that, if included, it would likely eliminate the
majority of R&D undertaken in New Zealand as a result.

18.  Officials are recommending dropping the dual-purpose activity rule but including a test to
constrain claims to the genuine R&D portion instead. (1/

The potential exclusion of SOEs, CRIs, TEOs, DHBs and their subsidiaries was Q)

unpopular \,
19. Of 95 responses, around two thirds indicated that exclusions for SOEs, mixed-own ip
model companies, CRIs, TEOs, DHBs and their subsidiaries would be counterp ive. As
part of their responses, a number of SOEs provided data on their R&D spenc@. fficials will

analyse this data and incorporate it in the final policy recommendations. . O

20. At this stage, officials consider it beneficial to include SOEs, mixed- ow@ip model
companies and their minority owned subsidiaries in the Tax Incenti eme.

The credit rate was considered low, but was also mlsundg@
to be low because there

21. 53 submitters commented on the credit rate. This number
was not a specific question addressing the credit rate m‘Q iscussion Document.

22. Submitters who did comment generally felt the rat ow compared to Growth Grants or
other international schemes and may not induc onal R&D. Although only 11
respondents explicitly stated an alternative r@ er than simply comparing the credit
unfavourably with Growth Grants), three of t suggested 20 per cent, while three others
stated that it should be comparative with t@Australlan rate (stated to be 43 per cent).

23. However, there appeared to be some fusion about how the proposed rate compares to

the Growth Grant and the rates ¢ incentives in other jurisdictions. It is inappropriate to
compare headline rates (eg, th *S per cent proposed in New Zealand with 43 per cent in
Australia), because of the di t structures of these incentives and tax systems that they

interact with.

24. The OECD has devel&@d a formula to aid such comparisons [Aide-Mémoire 3334 17-18
refers]. When this*i plied, and the “implied tax subsidy” of the proposed R&D Tax
Incentive is 12.5 7 per cent, whereas the Australian rate ranges from 5 to 19 per cent,
depending o @size and profitability of the firm. While the Australian rate still higher for
some busi@es, the difference is not nearly so stark.

The mini@ threshold was considered too high, particularly as this would impact
startup

25. &und two thirds of the 117 responses on the minimum threshold indicated that $100,000
as too high and should be lowered. Most of the remaining responses were supportive of the
@ threshold. Twenty-five submitters provided specific alternatives, the most popular of which
Q‘ was $50,000 (12 responses), followed by $20,000 (7 responses).

26. Reasons for preferring a lower threshold often centred on the impact on small businesses,
and included:

a.  concern that projects in excess of $100,000 might be split across tax years and be thus
rendered ineligible, and
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b.  concern that the actual costs of performing R&D might not be recorded in the accounts
of startups, because the owners often worked unpaid at the beginning of the business.
The cap was largely supported, as was the pre-registration mechanism

27. 83 submitters comment on the $120 million cap on R&D and the mechanisms to go beyond
it, with the vast majority in favour.

28. The Discussion Document proposed two mechanisms for exceeding the cap; pre-registration

and ministerial discretion. Of these, submitters preferred pre-registration. (1/
29. Only 30 respondents submitted on the issue of overseas expenditure. 22 of these indic

that critical R&D takes place overseas beyond the 10 per cent level. One suggestio ’(@s for

some form of pre-approval system for businesses that could demonstrate that thei D
could not be performed in NZ (eg animal control products to be tested on animalshot in New

Zealand).
* OQ

Limits on eligible expenditure was acknowledged as simple, but voured

Overseas expenditure generated few responses

30. The Discussion Document contained two proposals for limiting eliij&xpenditure:
a.  to limit claims to labour costs only, or 5\0
b.  toinclude some overheads as a percentage of total @r costs claimed.
Both received over a hundred responses (117 and 1&’{@spectively).

31. Limiting eligibility to labour costs only was the Iq%opular of the two, with over half of
respondents (63) arguing that the test does urately capture R&D expenditure. Others
felt it favoured labour-intensive industries (28)ef large firms (6). Only a sixth of respondents
appeared in favour, arguing that it was@ to administer (17).

portion (63 of 103) felt it favour. in industries or firms, but a third (31 of 103) appeared

32. The inclusion of overheads as a p, c’}ﬁon of labour costs received more support. A sizeable
to be in favour, often because | S acknowledged as simple to administer.

Continuity rules were unp r

33. Of 58 responses, 47 g&gagainst the extension of continuity rules to the R&D Tax Incentive.
Many were concer out the effect this would have on startups, which by their nature
often undertake @ holding changes as they seek funding. It was also suggested that
receiving the ought to be an incentive for investors, not a disincentive.

Businesse_§inqax loss felt they would be negatively impacted

34. Whil asked specifically about this in the Discussion Document, over 50 submitters
inc&d the R&D Tax Incentive needed to be refundable from the start.

35\@(9;ubmitters, most of whom were Growth Grant recipients, also implied that without
@ quarterly cash injections their business would be negatively impacted.
Transparency and evaluation were popular in principle

36. The Discussion Document suggested the following would enhance transparency and
evaluation:

a.  publishing the names of recipients, and the value of the credit (in bands), with a two-
year delay
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37.

b.  making taxpayer-specific information related to the R&D Tax Incentive available to
Treasury, Callaghan Innovation and MBIE officials to support evaluation and policy
development, and

c.  integrating claim information into Stats NZ's Longitudinal Business Database and the
National Research Information System.

Respondents were generally in favour of these measures. Roughly a third of responses (22

of 74) were against the measures, or raised caveats to their support. These caveats

focussed on commercial sensitivity, particularly when the business is in competition
internationally. Q;l/

Extending penalties on advisors were also popular in principle O-)

38.

Next steps

The Discussion Document asked whether penalties should be extended where a ta ’deisor
is to be paid on a contingency basis, and the application demonstrates a serious%lce.
Some respondents (13 of 49) felt that raising penalties may have a negative impatt,
particularly that raising risk for advisors could increase consultancy fees, th&'s

applications for the tax credit.

incentivising
&>

L

39.
40.

Annexes ’i(\

Officials will use the credit rate, threshold and cap to help foréKQ\the fiscal cost of different
variations to the R&D Tax Incentive to be implemented in é\v Policy recommendations on
the R&D Tax Incentive will be put to Ministers in July. IEWIll also provide a summary of

Growth Grant transition submissions and policy recom dations to Minister Woods in July.

Draft Cabinet papers outlining decisions on the : ax Incentive and the Growth Grant
transition will be sent to Ministers in August, wi expectation that they will be submitted
to the Economic Development Committee fo roval in September.
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Annex One: Tables of Response Counts by Theme
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