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BRIEFING

R&D Tax Incentive: Options to expedite transition of Growth Grant

v

recipients

Date: 9 August 2018 Priority: High

Security In Confidence Tracking MBIE 0512 18-19
classification: number: Cl B-18-027

Purpose \9
To provide advice on options to expedite the transition of Growth Grant recipients onto t 6

Tax Incentive.

&

?\

Recommended action \'\
The Ministry of Business, Innovation and Employment and Callaghan In&@n recommend that
you:
& Min RS&l
&O
a Agreeto \\
1. Provide an optional two-year transition period for %s ing Growth Grant Agree /
recipients without any limitations or changes ins& (Recommended) Disagree
OR Q
2. Provide an optional one-year transition Qﬂ‘or all existing Growth Agree /
Grant recipients and a second optio r to businesses with Disagree
insufficient tax liability to use an R& x Incentive in full
(Not recommended) . \\'Q
OR &\
3. Provide an optional two; transition period for all existing recipients but Agree /
reduce the rate of th th Grant in the second year Disagree
(Not Recommend%
b Note that under CL@H’[/I’MGS Growth Grant recipients with expiring contracts Noted
are required to they have maintained their R&D expenditure since their
last review te. in an extension
]
c Agreet vide an automatic extension until the end of the transition period Agree /
to G;Q rant recipients whose contracts expire on or after 1 April 2019 Disagree
d AdPEto
7 Provide an automatic extension until the end of the transition period to Agree /
@ Growth Grant recipients whose contracts expire before 1 April 2019 Disagree
(Not recommended)
OR
B. Continue the existing contract-renewal process until 31 March 2019 and, Agree /
for those companies who do not meet the criteria for a renewal, allow a Disagree

contract extension only to 31 March 2020 (Recommended)
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e Direct officials to

a) Advise on changes to the R&D Grants Ministerial Direction; and

b) Advise on a transitions communication plan

P.P Simon Wakeman

Richard Walley
Manager, Innovation Policy
Labour, Science and Enterprise, MBIE

9/8/2018 @

\‘QQ}
&

Becci Whitton Q
Manager, Stakeholder an%&ernment

Engagement

Callaghan Innovati{®\

9/8/2018
G

é”é
>

\Q’
<
Q.
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Hon D[
Minis
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Agree /
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Agree /
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Background

1. On 19 July 2018 you agreed to provide limited, end-of-year refunds through the tax system
during the first two years of the R&D Tax Incentive (prior to full, in-year refunds becoming
available from 1 April 2021). You also agreed to keep Growth Grants available to existing
recipients until 31 March 2021 (ie, for one year longer than the period that had been consulted
on) to provide a channel for firms with insufficient tax liability to use their tax credits
immediately (“firms in loss”).

2. At the same time you agreed to discuss the possibility of amending the terms and conditions (1/
the Growth Grant in the transition period, with a view to expediting the transition of Growth
Grant recipients onto the R&D Tax Incentive. This paper provides that advice. @

3. This paper also provides advice on granting extensions to existing recipients whose t
Grants expire before the end of the transition period, regardless of whether they ualify

under the current rules. Q

Options for the second year of the Growth Grants trg’tkltion period
</

Allowing a two-year transition period to all Growth Grant reo@ts is simplest, but
may mean few recipients take up the R&D Tax Incentive h@' 1 April 2021

Option 1: Allow all recipients to remain on Growth Grant fcﬂ@ years, with no changes to

terms or conditions AN

4. Our recommended option is to allow all recipients to r@@: on the Growth Grant until 31 March
2021, with no changes to terms or conditions. Gr: rant recipients would still have the
freedom to move onto the R&D Tax Incentive point from 1 April 2019.

businesses, and minimises the admini costs on Callaghan Innovation. It gives all firms
additional time to adapt their internal gystems and R&D plans to the new support mechanism.
Businesses are also likely to views & constructive response to feedback they provided
during the consultation period. $

6. The main disadvantage is tF’%ome Growth Grant recipients are likely to delay their move onto

5. This option has the advantage of being:igm@to communicate, easy to understand by

the R&D Tax Incentive, it they are not disadvantaged by the absence of in-year
refundability. It is posgt at a large majority of these firms will remain on the Growth Grant
until 31 March 202N\ s could create a perception that the R&D Tax Incentive is unattractive
to the major R& orming businesses and thereby undermine confidence in the system
during its first Qears. This in turn may create uncertainty for businesses around the

longevity,of G,e &D Tax Incentive.
7. Increa@he rate of the R&D Tax Incentive to 15 percent should mitigate this concern to

SO %x ent. At this rate, the R&D Tax Incentive will be slightly more generous financially to
i han the effective rate of a Growth Grant, all else being equal.' Hence we would expect
t some firms with sufficient tax liability will voluntarily shift to the R&D Tax Incentive from 1

Qg)April 2020 (if not before).

8. The other disadvantage is that Growth Grant recipients will continue to receive support at the
pre-tax rate of 20 percent, which for many firms in loss is — in effect — more generous than the

' With 28 percent corporate tax rate, a Growth Grant paid before tax at 20 percent corresponds to an
effective (after-tax) rate of 14.4 percent.
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15 percent after-tax rate provided under Tax Incentive.? It may be perceived that these firms
are receiving more favourable treatment for two additional years, relative to competitors that
are only able to access the R&D Tax Incentive may perceive.

Two alternative options may expedite the transition of Growth Grant recipients, but
will also increase administrative costs and/or uncertainty

9. There are two options for expediting the transition of Growth Grant recipients to the R&D Tax
Incentive:

a. Constrain eligibility during the second year of transition period to firms in loss (Option 2). le/
b. Reduce the rate of the Growth Grant to 15 percent in the second year (Option 3). \'

Option 2: Constrain eligibility in second year to firms in loss X

10. One way to reduce the number of firms that remain on the Growth Grant until 31 V\?ch 2021 is
to allow only firms in loss to remain on the Growth Grant for the second year oQ:g ransition
period. Based on historical financial data, Callaghan Innovation estimates imately one
third of Growth Grant recipients (or approximately 100 out of over 300) O profit.

11. Businesses declaring a profit for tax purposes can lower their provi i@tax payments
immediately in response to the R&D Tax Incentive so should n t@ ected by the absence of
in-year refundability through the tax system. For this reason, y uld limit the second year of
the transition period to only firms in loss, so that all in-profit th Grant recipients move onto
the R&D Tax Incentive on 1 April 2020.

*

12. While administratively achievable, restricting the s @year of the transition period would
come with increased complexity and uncertaint &i%hms about their eligibility. The main
administrative challenge would be determining@ er a business is eligible for a second
transition year (ie, whether they are in Ioss)@n when to make that decision.

13. One way to achieve this would be to ba@gibility on the tax liability declared in prior tax
returns, or in its provisional return f e coming year. This would not be simple, however, and
if firms are categorised erroneou in profit when they depend on in-year cash payments
then they may reduce their R& a result. Moreover, uncertainty about their eligibility for the
second year of the transitiop)feriod could lead to Growth Grant recipients — in profit or in loss —
to delay making commit&o future R&D.

14. Determining eligibilit@ providing extensions would increase administrative costs for
Callaghan Innovatcb s it would need to build new system processes, assessment
mechanisms, mpliance controls. Callaghan Innovation estimates it would require 2-3
additional futa equivalent employees (FTEs) to manage the process (relative to Option 1).

It would alsoMricrease compliance costs of Growth Grant recipients as they would need to go
throug dditional application process.

>

<
Q.

% Rather than paying tax upfront on their Growth Grant, a firm in loss reduces the loss it carries forward to a
later date by the size of the Growth Grant. Nominally this puts it in the same position as a firm in profit.
However, many firms in loss will not make profit for many years. Moreover, cash-constrained firms will face a
much higher cost of obtaining finance, which means they will heavily discount the benefits and costs that
occur at a much later date. Hence, for firms in loss that are seriously cash constrained, the effective rate of a
Growth Grant at 20 percent is actually close to 20 percent.
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Option 3: Reduce rate of Growth Grant in the second year to 15 percent

15. An alternative way to expedite the transition of Growth Grant recipients to the R&D Tax
Incentive is to reduce the rate of Growth Grant to 15 percent in the second year beyond 1 April
2020, while leaving open the option to remain on the Growth Grant for the second year to all
current recipients.

16. As noted above, at a rate of 15 percent the R&D Tax Incentive is slightly more generous for
firms in profit than a Growth Grant at the current rate of 20 percent. Over the long run we would
expect firms to choose the option that provides the highest rate of return for their R&D activity.
However, these firms may choose to remain on the Growth Grant if given that option to delangl/
incurring the transition costs associated with moving to a new scheme.

17. Reducing the Growth Grant rate to 15 percent in the second year would reduce the ef c%'
rate of the subsidy for firms in profit and make it considerably less favourable tha thé&D Tax
Incentive at 15 percent.® This would provide a strong incentive for these business% forego
their Growth Grant and shift to the R&D Tax Incentive from 1 April 2020. Q

18. Firms in loss, particularly for those that are cash constrained (and hence relon the in-year
cash payments), would face a different calculus. For these firms the ef e rate of a Growth
Grant at 15 percent is close to its pre-tax rate.* Hence, the effective they receive is
similar to the amount they would have received under the R&D,T ‘ﬁn entive, so incentive to
switch to the Tax Incentive would not be as strong. Moreover& ailability of in-year cash
payments means that those firms that depend on them are ﬁ\ y to remain on the Growth Grant
until 31 March 2021 (after which in-year refundability wo e available).

19. Similar to Option 2, Option 3 has the benefit (relati @ption 1) of encouraging those firms
that are not disadvantaged by the absence of in- %efundability to shift to the R&D Tax
Incentive in the second year. Moreover, over n 2 it has the advantage of removing
uncertainty for businesses as to whether they are eligible for a Growth Grant in the second
year. They will also not have to apply fo&-year extension, and Callaghan Innovation will
not have to administer an additional apphiecation process. Finally, it means that in the second
year the Growth Grant will be no enerous than the R&D Tax Incentive, which evens the
playing field relative to potential U{ﬁietitors that only have access to the Tax Incentive.

20. The main disadvantage wit &ption 3 is that it reduces the level of support to Growth Grant
recipients that remain on rowth Grant in the second year, which may cause them to lower
their expenditure on rlier than they would if the Growth Grant remained at the higher
rate. Additionally, c ng the Growth Grant rate is administratively complex, and will result in
increased costs tébth businesses and Callaghan Innovation.

21. Furthermoreg?cannot be certain whether reducing the rate would be enough to convince
rowth Grant recipients (particularly those in profit) to switch at the start of the

. This is because these firms may prefer the relative certainty, based on previous

exp e, of how their claims will be paid under the Growth Grant, to the relatively higher

f @ng under the R&D Tax Incentive.
\©
ol

® With 28 percent corporate tax rate, a Growth Grant paid before tax at 15 percent corresponds to an
effective (after-tax) rate of 10.8 percent.

* For the reasons described in footnote 1, for firms in loss that are seriously cash constrained the effective
rate of a Growth Grant at 15 percent is also close to 15 percent.
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Recommended option for Growth Grant transition period

22. The key choice is between maintaining incentives for R&D expenditure over the short term and
facilitating quicker uptake of the R&D Tax Incentive by Growth Grants recipients in its first two
years.

23. The primary justification for allowing a transition period for Growth Grant recipients is to
minimise the impact of changing from Growth Grants to the Tax Incentive on business R&D
expenditure. For this reason you agreed on 16 April 2018 to consult on the proposal that
Growth Grant recipients would be allowed to remain on the Growth Grant until 31 March 2020 (1/

24. The absence of in-year refundability before 1 April 2021 means Growth Grant recipients in
will not receive the same cash flow support if they move from the Growth Grant onto the
Tax Incentive before that date, which may further impact their R&D expenditure. For
reason, on 19 July 2018 you agreed to keep Growth Grants available at least to t rms
until 31 March 2021.

25. At the same time, the perceived success of the R&D Tax Incentive in its firs%< years
depends on a sufficient number of R&D-performing firms moving onto t “FaX Incentive soon
after it is implemented and demonstrating its benefits. You may thert@sh to consider
options to encourage Growth Grant recipients to move onto the R8Q x Incentive before the

Growth Grant scheme formally ends on 31 March 2021. \O

26. Option 1 provides the least risk of disrupting a firm’'s R&D e?p&jiture by allowing all recipients
(regardless of their financial situation) to remain on the th Grant until 31 March 2021.
However, it means that a large majority of recipients main on the Growth Grant until the
end of the two-year transition period. $\\

27. The challenge in encouraging firms to move e Is determining which firms will be most
affected by the absence of in-year refundahiity until 1 April 2021, and therefore would most
benefit from the longer transition period.& 2 does this by restricting eligibility to firms in
loss. It is not simple, however, to provid’ée clear rule based on a firm’s financial (or tax) status.
Making errors in determining the e)@ty of firms, or simply creating uncertainty for firms about
whether they will be eligible, m@ e a negative effect on their R&D expenditure. Moreover,

requiring firms to apply for thg se&ond year would increase both the compliance costs for
business and the administrg® costs for Callaghan Innovation.
28. Option 3 instead prgv'

Due to differences
versus firms in |

n incentive for firms to move onto the R&D Tax Incentive earlier.
effective rate of the support under Growth Grant for firms in profit
ducing the rate to 15 percent provides a stronger incentive for firms in
profit to make ove. However, this is at the cost of reducing support to those firms that
remain op t rowth Grant, which may cause them to reduce their R&D expenditure, at least
for the i ediate year. It also involves additional complexity for Callaghan Innovation and for
thos @13 (approximately one third) that have non-standard financial years.

29. @qe basis that maintaining stable support for R&D during the transition period is the higher
jority, we recommend allowing all recipients to remain on the Growth Grant until 31 March
Q‘Q 021 with no changes to terms or conditions (Option 1).
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Extension to expiring Growth Grant contracts

Current rules require Growth Grant recipients to satisfy R&D expenditure and
intensity criteria to obtain a contract renewal

30. Regardless of whether you decide to vary the conditions of the Growth Grants in the second
year of the transition period, we recommend changing the current rules around the conditions
for recipients to obtain a contract extension between now and the end of the Growth Grant
scheme.

31. Under the current Growth Grant rules, recipients receive an initial contract of three years a@;l/
then are eligible for repeated two-year contract extensions if they continue to satisfy the
eligibility requirements. In particular, to qualify Growth Grant recipients must have spegt at3¢ast
$300,000 per annum and 1.5% of revenue on eligible R&D in each of the last two yeg@s™o
remain eligible for extensions they must maintain or increase their eligible R&D ex%gture
over the two years of the grant period, as compared to the two years prior to t rant period,
and maintain a R&D intensity of 1.5 % or higher. Businesses may continue t&&y for, and
receive, extensions every two years provided they continue to meet the re§uUwvements. These
requirements were designed to ensure that Growth Grant recipients ¢ e to grow their R&D
activity. &

Automatically extending Growth Grant contracts that e rom 1 April 2019 will
simplify administration without compromising polic ctives

32. In the Growth Grants transition consultation document~ overnment proposed that
recipients with an active Growth Grant contract on ch 2019 would continue to be able to
claim Growth Grant funding until 31 March 2020. \consultatlon document did not explicitly
mention the eligibility criteria but it was implie hose firms whose Growth Grant contracts
expired between 1 April 2019 and 31 Marc@ would not need to reapply during this period.

33. As the Government is extending the Gr@Grant scheme to limit disruption to firms’ R&D
investment as they transition from upport mechanism to another, we believe that requiring
firms to apply for a renewal and p they satisfy the criteria during this period is not
practicable. From a policy pers ive, requiring firms to satisfy the criteria will not provide any
additional incentive effect a ’ng will not need to meet these under the R&D Tax Incentive.
From an administrative p ctive, the resources involved in the renewal process would be
better spent on suppo rms to make the transition.

34. Moreover, we do ticipate any additional fiscal costs of providing an automatic extension
to these firms. that have qualified for a Growth Grant in the past are likely to qualify for
the R&D Ta ntive, given the lower threshold and lack of intensity criteria in the latter
policy. If hey~vere not able to claim the Growth Grant they would instead claim a similar
amour@er the Tax Incentive.

35.F e reasons we recommend automatically extending grants to those that have an active
th Grant on 1 April 2019 until the end of the transition period (subject to your decision on
@ Ction a of this briefing).

ZGrowth Grant contracts that expire before 1 April 2019 could either be extended
automatically or extended only for a limited period if they do not satisfy the criteria

36. There are 75 recipients whose Growth Grants are due to expire between now and 31 March

2019. Callaghan Innovation SI9(2)@)H I
D will not satisty the criteria under the current rules to requalify

for the Growth Grant on 30 September 2018 and additional recipients may fail to requalify
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when their contracts expire between 31 December 2018 and 31 March 2019. This is because
their R&D expenditure has reduced since their last review.’

37. The justification for extending the contracts of these firms, even if they do not satisfy the
criteria, is that without it they would face a six-month gap in any form of Government support
until they are eligible for the R&D Tax Incentive. (We anticipate that all these firms would
qualify for the Tax Incentive.) The reduction in support could cause them to reduce their R&D
expenditure.

were aware that they may not satisfy them at this point so were in a position to make
alternative arrangements. Not extending their contracts provides a reason for them to m @e
transition to the R&D Tax Incentive from 1 April 2019. \

39. We have considered two options for Growth Grants that expire between now and %@Arch
2019:

38. On the other hand, these firms were familiar with the Growth Grant criteria and presumably q;l/

a. Provide an automatic extension (regardless of whether they satisfy the.eq%; criteria for a
renewal) until the end of the transition period to Growth Grant recipie%'Qv ose contracts
expire before 1 April 2019 (Option A). §

b. Continue the existing contract-renewal process until 31 Marc@ , and, for those
companies who do not meet the criteria for a renewal, allo ntract extension only to 31
March 2020 (Option B). \

as a result of the transition from one form of Govern support to another. It also has the
lower administrative costs to businesses and to Qﬁg an Innovation. However, in effect it
would provide an additional two-and-a-half ye upport to these firms through the Growth
Grant scheme when they would not have otherWiSe been entitled to it. This could undercut the
objective of moving firms to the R&D Ta tive as soon as feasible (albeit only a small
number of companies would be affecte this provision).

40. Option A is more in line with the objective of minimisin&gF @thion to existing R&D programmes

41. Option B would provide an extens@their Growth Grant contract for companies that would
otherwise not have been able t@w w their contract. This is a transitional measure to avoid a
gap in government support uxtil these companies can claim the Tax Incentive. This approach
has the benefit of these fi oving to the R&D Tax Incentive more quickly. However, it has
higher administrative ¢ nd complexity compared to Option A. It may also be negatively
perceived by those g these firms who rely on in-year payments, which will not be
available in the ax Incentive until 1 April 2021.

42. On the basi @ expediting the transition of Growth Grants recipients to the Tax Incentive has
a higher weiyhting, we recommend Option B. This option should be positively received as the
Gover@ is providing something that — without a rule change — these companies would not
hav entitled to.

4{&'onsidered the option of continuing the existing renewals process with no changes, but
ected this because it would create a gap in Government support that could potentially disrupt

Q@the R&D programmes

before they are able

® The Growth Grants scheme is now 5 years old. There is a cohort of significant R&D performers who were
early adopters of the scheme, who are coming up for their second renewal between now and the end of the
year. Some of these companies, despite their significant R&D programmes, may not satisfy the criteria for a
second extension as their R&D expenditure has not grown sufficiently. This is an issue with the design of the
Growth Grants scheme that, were the Growth Grants scheme continuing, we would have provided you with
advice on earlier this year.
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to claim the R&D Tax Incentive. It may also be negatively received, with potential negative flow-
on effects for the perception of the Tax Incentive.

44. We also considered the option of continuing the existing renewals process and, for firms that
did not meet the criteria for a renewal, offering a limited extension only to 31 March 2019. This
would provide the quickest transition to the Tax Incentive for these firms while avoiding a gap in
Government support. We rejected this option because only limited refundability will be available
in the first year of the Tax Incentive. Existing Growth Grant recipients told us during the
consultation process that this is very important to maintaining their R&D programmes.

N
Ko

i

45. Implementing any of these options will require changes to the Ministerial Direction. Wew
provide you with a revised Ministerial Direction the week following receiving your c$§ibns on
this briefing.

Next steps

46. The preferred plan will also need to be supported by effective communicaﬂo@ guidance for
businesses to ensure they are aware of their options and have sufficient 0 make the

required changes. @
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