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In Confidence

Office of the Minister of Research, Science and Innovation
Office of the Minister of Revenue

Chair, Cabinet Economic Development Committee

EXTENDING REFUNDABILITY FOR THE RESEARCH AND DEVELCPMENT TAX
INCENTIVE

Proposal

3 This paper seeks the Cabinet Economic Development Ceinmittee’s agreement to
proposals to extend refundability of the Researcti and Development (R&D) Tax
Incentive so that legislation can be drafted for-introduction to Parliament in June
2019. -

Executive summary

2. The R&D Tax Incentive has comie into effect from the start of the 2019/20 income
year.
3. This scheme provides for limited refundability of R&D tax credits for firms in tax loss

or with limited'income-tax liability. We have consistently signalled extending the
refundabilivy provisicns once further policy work had been completed.

4. This| paper seeks agreement to draft legislation that will broaden the refundability
provisiorns. We propose that from the 2020/21 income year, refundability is broadly
avaiiable. This broader refundability would be subject to a cap based on the amount
of “payroll” taxes paid by a firm in each year (proposed cap). The proposed cap
would not apply to tax credits resulting from payments to approved research
providers, and would not apply to R&D tax credits refunded to levy bodies.

5. We have considered whether tax exempt organisations should be eligible for
refundability. We believe that all tax exempt organisations, except organisations
receiving tax exempt income under section CW 9 and 10° of the Income Tax
Act, should be ineligible for the R&D Tax Incentive.

Background

6. The R&D Tax Incentive provides tax credits to firms undertaking R&D. Reducing the
amount of income tax paid by these firms lowers the cost of their R&D, thereby
incentivising firms to undertake more R&D. This is a key policy to support the

! Payroll taxes would include PAYE, FBT, employer superannuation contribution tax (ESCT) and withholding tax on
schedular payments (WT).

Zcwo applies to dividends derived from foreign companies and CW 10 applies to dividends within New Zealand wholly-
owned groups.
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10.

11.

12.

Government’s goal of raising the amount of R&D undertaken and grow a more
innovative economy.

The Taxation (Research and Development Tax Credits) Bill has been enacted and
the R&D Tax Incentive scheme has commenced from 1 April 2019 for most
businesses®.

The R&D Tax Incentive was developed under tight timeframes. Consequently, there
was insufficient time to resolve some complex issues before the legislation was
drafted. The major issue requiring further consideration was refundability ~of tax
credits.

Refundability refers to paying out R&D tax credits if a business-has-insufficient
income tax liability. That is, if a business has made a tax(loss or’its income tax
liability is less than the R&D tax credits it has earned. An-alternative to refunding the
credit is to allow firms to carry their surplus credits forward and'use them when they
move into a tax paying position.

Cabinet agreed to a limited approach to refundability-for the first year of the R&D Tax
Incentive. We committed to review the policy that-would apply from the second year.

This paper seeks agreement to a<proposal for broader availability of refundability of
tax credits that will apply from the 2020/21 income year.

This proposal also addresses'\the position of organisations that receive tax exempt
income (tax exempt-organisations). Because these organisations generally do not
have an income-tax ‘liability, the only way they will benefit from the R&D Tax
Incentive is if their credits are refunded. In general, we propose that tax exempt
organisations-should'not be eligible for the R&D Tax Incentive, but we consider an
exception should>-be made for levy bodies.

Refundability is an important feature in the R&D Tax Incentive

13.

14.

Providing a refund ensures that all firms doing R&D are able to immediately benefit
from the tax credits they are eligible for under the R&D Tax Incentive. For instance,
an established business can apply its tax credits to offset tax it would pay on profits
generated in other parts of the business. Similarly, a large conglomerate can support
a loss-making R&D division through profits from other parts of a business. By
contrast, an early stage R&D intensive firm may not be able to benefit from the tax
credit until a much later date, if at all if it never attains profitability or experiences a
breach in shareholder continuity.

Refundability provides the financial incentive for R&D when it is most needed. In
most cases, a firm will incur R&D expenditure prior to receiving revenue from
commercialising its product. Therefore, not only are early stage R&D-intensive firms
more likely to be in loss, they are also more likely to be cash constrained. For these
firms, cash today will be much more valuable than a credit that is carried forward,

® The R&D Tax Incentive applies from the beginning of the 2019/20 income year, which means the date from which it
applies depends on the balance date of each individual claimant. For most standard balance date (31 March) claimants,
the R&D Tax Incentive will apply from 1 April 2019.
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15.

16.

17.

18.

19.

especially as they risk losing their credits if they breach the R&D tax credit
shareholder continuity rules®.

Enabling firms in tax loss to have their credits refunded provides a more powerful
incentive for them to undertake R&D.

However, paying out to businesses, rather than reducing the amount of tax they pay,
increases the risk of fraud. This could destabilise the R&D Tax Incentive and has
been an issue in other jurisdictions®. The risk is not particular to R&D tax credits and
arises in other parts of the tax system such as donor tax credits and GST refunds.

Refundability also increases the likelihood that firms will claim‘the R&D Tax
Incentive, which will result in a higher fiscal cost. In countries where-credits are
refunded, growth in the amount of R&D claimed, and hence_fiscal cost growth, is
faster amongst those firms getting refunds. Discussions with officialsin Australia and
the UK suggest that some of this increased R&D is. of marginal quality. Cash
payments for small, start-up firms are highly attractive .for.some firms so encourage
reclassifying other expenditure as R&D or claiming-for activity that is not R&D.

These conflicting drivers are reflected, in “\how_refundability is treated in other
countries. Across the OECD, though most countries have an R&D tax credit, only
half provide refundability. Of those that‘do, almost all apply further constraints.
Australia, for instance, only hasefundability for small to medium sized firms and has
introduced legislation to cap\the amount that is refunded. The UK is also consulting
on a proposal to cap the refund for'small and medium sized firms.

We note that New ‘Zealand’s R&D Tax Incentive contains features to promote
integrity of the 'scheme and ensure its sustainability over the long term. These
include therequirement for R&D activity to primarily occur in New Zealand, the
system of in<year approval (starting in 2020/21), and the exclusion of claims if a
firm’s (R&D, expenditure is below a $50,000 threshold. Nonetheless, we consider it
sensible-to be aware of how risks have emerged in other countries and therefore
how-we can build safeguards into the New Zealand scheme.

Proposals for refundability for firms in loss

20.

21.

Our starting point is that refundability is a desirable policy because it will encourage
more firms to undertake R&D. However, to ensure the scheme’s long-term
sustainability, we consider it prudent to constrain how much can be refunded.

The principles we have applied in developing the proposals in this paper are:

21.1  The policy should be simple for firms to understand and comply with.

* The R&D tax credit shareholder continuity rules are very similar to the tax loss shareholder continuity rules. They require
businesses to maintain shareholder continuity of 49% or more to carry forward their R&D tax credits from one period to the

next.

® For instance the UK Treasury and HMRC have released a consultation document ‘Preventing abuse of the R&D Tax
Relief for SMEs’.
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21.2 Consistent with the underlying approach to the R&D tax incentive,
refundability should be broadly available rather than applying selectively to
particular types of firms.

21.3 We have avoided situations where a change in a firm’s circumstances
alters its eligibility for refundable tax credits. In Australia, if a firm’s
turnover grows to exceed $20 million per year, it is no longer eligible to
have its credits refunded.

22.  The recommended proposal on refundability for firms is:

22.1 All firms should be entitled to a refund of their R&D tax credits; to the
extent their R&D tax credits are equal to or less than-the-amount of
‘payroll’ taxes paid by a firm in the relevant income(year (proposed cap)®.

22.2 The proposed cap would not apply to limit. refundability of tax credits
resulting from payments to approved research providers.

22.3 The proposed cap would not apply,to R&D tax credits refunded to levy
bodies.

23. The proposed cap is designed to-prevent refundable tax credits being paid out to
firms who are fraudulently claiming the tax credit. Some overseas jurisdictions
counter this risk by limiting R&D-tax eredit refunds to the amount of PAYE paid by
the firm. This is a simple and unobtrusive test but overlooks that some firms may
legitimately pay little”RAYE’. 'Consequently, we propose that additional payroll-
related taxes paid“and payments to approved research providers be included to
reduce the impact of this constraint.

24.  Nonetheless, we anticipate that some firms may not be able to receive a full refund
of their tax\credits in the year in which they are earned as a result of this policy.

25, We note that the R&D Tax Incentive is not the only instrument that can assist the
early stage firms that may be affected by this policy. MBIE, in conjunction with Inland
Revenue and Callaghan Innovation, is leading a programme of work to review our
interventions for R&D intensive start-ups in light of the shifting R&D funding
environment. This includes: a review of Callaghan Innovation’s R&D Project Grants;
reviewing the R&D tax loss cash out scheme; and a commitment to a refreshed and
more ambitious Technology Incubator Programme. MBIE is also leading work,
through the New Zealand Venture Capital Fund, to deepen capital markets to
support high-growth/scale-up firms involved in disruptive technology.

Tax exempt organisations

26. There are different types of tax exempt organisations, including charities, some levy
bodies, public authorities and local authorities, sports promoting bodies, and science

6PayroII taxes would include PAYE, FBT, employer superannuation contribution tax (ESCT) and withholding tax on
schedular payments (WT).

" For instance, many start-up firms will limit their financial risk by employing staff on contract rather than recruiting them as
permanent members of staff. These staff employed on contract may choose to have withholding tax (WT) paid by the firm
on their behalf.
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and industrial research promoting bodies. A common feature is that they do not pay
income tax, so have no income tax liability against which to offset their R&D tax
credits. Therefore, these organisations will only benefit from the R&D Tax Incentive if
their credits are refunded.

27. There are arguments for and against these types of organisations having their tax
credits refunded. In general, the argument for is that the R&D they undertake is
potentially valuable and enabling them to benefit from the tax credit could stimulate
them to do more R&D.

28. The argument against is that these organisations are outside the tax‘system so
should not benefit from incentives provided from within the tax system

29. However, the specifics of these arguments vary with the type of tax exempt
organisation, so it is useful to consider each type separately.

Levy bodies

30. Levy bodies receive levy payments from their-members, which are generally taxable
businesses. These payments are then used-to.fund levy bodies’ R&D activities,
which are performed for the benefit of levy bedy members. The R&D performed by
and funded through levy bodies is fundamentally business R&D.

31. Levy bodies are not by definition tax-exempt organisations, but some may receive
tax exempt income. A carve-in is proposed for them, as these entities do not receive
the same tax concessions-as \charities (such as donee tax credit status, GST and
FBT concessions)

32.  We propose.that'\levy,bodies would have fully refundable R&D tax credits®.

Chatrities

33. Charities  also undertake valuable R&D. However, we propose that charitable
organisations be ineligible for refundable tax credits, even though they are not
currently excluded from receiving the Growth Grant.

34. ' Charities do not pay income tax, they receive GST concessions®’, and are exempt
from FBT. Also, they benefit from the donor tax credit regime (which provides tax
credits to those who donate to charities), as these credits incentivise individuals and
businesses to donate to charities. In short, charities receive Government support.
These benefits mean that charities’ cash flow is enhanced by provisions in the tax
system, and they do not have their profits top-sliced as a tax paying organisation
does. Therefore, we do not consider it appropriate to extend further benefits to
charities through the tax system.

35. Charities are currently treated as carrying on a business in New Zealand for the
purposes of determining eligibility for the R&D Tax Incentive. We propose removing

8 Levy bodies that receive other Government funding for some of their R&D activities would only be eligible for R&D tax
credits to the extent their R&D activities are not already subsidised by the Government.

® The current GST treatment of charities is concessionary, relative to other organisations, because it allows charities
almost full input tax deductibility even if very few taxable supplies are made.
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this rule for consistency and excluding them from being eligible for the R&D Tax
Incentive.

36. Excluding charities means that businesses wholly-owned by charities are excluded,
because these are also considered charities. However, we are not proposing to
include broader association rules. This means if a tax paying business donates to a
charity, even a business controlled by that charity, this would not invalidate the
business’s access to the R&D Tax Incentive. It would also mean that a charity could
set up a partially controlled business entity, subject to the rules within the constitution
of the charity, that could be eligible for the R&D Tax Incentive.

Maori businesses

37. Maori businesses may structure their affairs differently from-non-Maaori-businesses
for a variety of reasons. The R&D Tax Incentive has broader eligibility for different
forms of business entities than the Callaghan Innovation.Growth Grant regime, which
required specific entity eligibility rules to allow some Maori-businesses to qualify.

38. Maori authorities are not tax exempt - theypay tax.at 17.5% rather than at the
company rate of 28%. Maori organisations that-carry out R&D activities should be
eligible for the R&D Tax Incentive. A_small number of post-settlement governance
entities have registered as charities, but 'businesses that are partially controlled by
these entities would not be charities so would be eligible for the R&D Tax Incentive.

Other tax exempt organisations

39. For the avoidance~of ‘doubt, we propose that other tax exempt organisations
including local authorities.be ineligible for the R&D Tax Incentive. This was the
original policy lintent, established as part of the initial policy development of the
Incentive, ‘but. this_exclusion was not included in the Taxation (Research and
Development Fax Credits) Bill. Local authorities have the ability to raise the revenue
required to) perform R&D activities through rates. The R&D tax incentive should not
be required to incentivise R&D activities by local authorities.

40 Within the Income Tax Act, there is provision for income from dividends in certain
circumstances (CW 9 and CW 10) to be tax exempt. In the original legislation we
provided for receipt of such income to not affect eligibility for the tax incentive or
refunds. We propose this should continue to be the case.

Anticipated further work

41.  Establishing a robust policy on refundability rounds out the work programme for
establishing the R&D Tax Incentive, but we anticipate other refinements and
developments in the years ahead. These include, but may not be limited to:

41.1 Changes to make the R&D Tax Incentive more attractive for recipients. An
important issue for many firms is when they will receive R&D tax credit
payments. Growth Grant recipients receive payments quarterly, and
during stakeholder engagement, firms raised the lack of quarterly
payments as a negative aspect of transitioning from Growth Grants to the
R&D Tax Incentive. At present, Inland Revenue systems only allow for
end of year payments but, once Inland Revenue’s Business
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Transformation is more advanced, a system of in-year refundability may
be possible™.

41.2 There is also a commitment for further policy work to be undertaken as
part of the Tax Incentive to simplify administrative processes for small to
medium enterprises. This work will ensure that the compliance costs for
applicants are commensurate with the benefits they receive. Examples of
this could be allowing small firms to use a ‘labour cost plus mark-up’
approach to establishing their eligible expenditure.

41.3 A review of complementary policies, including the R&D tax-oss.cash out
and Callaghan Innovation Project Grants. With the R&D. Tax“Incentive in
place, the Ministry of Business, Innovation and Employment, Inland
Revenue and Callaghan Innovation will undertake further-work to ensure
other instruments in the system of government\support for R&D are
complementary to the R&D Tax Incentive.

41.4 There will be ongoing monitoring of the-R&D Tax Incentive, plus a formal
review once it has been in place )for.five years. We anticipate these
processes will identify areas for improvement.

Stakeholder engagement
42.  This refundability policy has benefited-from input from a wide array of organisations.

43. The importance of broad. refundability in incentivising business investment in R&D
was a strong theme from_the consultation conducted by the Ministry of Business,
Innovation and Employment, Inland Revenue, and Callaghan Innovation following
the release .0f the-Government Discussion Document on the R&D Tax Incentive in
mid-2018. The-need for broad refundability was also emphasized in submissions
received \by ‘the Finance and Expenditure Select Committee on the Taxation
(Research’/and Development Tax Credits) Bill, and through additional stakeholder
meetings.

44, < The Ministry of Business, Innovation and Employment, Inland Revenue and
Callaghan Innovation have discussed the refundability proposals with the Corporate
Taxpayers’ Group; Chartered Accountants Australia and New Zealand;
representatives from PwC, KPMG, Deloitte and EY; approximately 25
representatives from R&D performing businesses in tax loss or with insufficient
taxable income to fully utilise non-refundable R&D tax credits; some large
established R&D performers; levy bodies; charities; cooperatives; Federation of
Maori Authorities; and Maori business representatives. These discussions have
helped shape the refundability proposals and have highlighted the desirability of
broad eligibility and an accessible process.

45.  As part of the broader refundability discussions, stakeholders were asked to consider
the impact of a PAYE cap. A PAYE cap, which would limit the amount of R&D tax
credits refunded to a firm to the amount of PAYE paid by the firm in the relevant
year, was seen as problematic.

10 Though other pre-conditions are likely before in-year refundability can be offered..
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46.

47.

Stakeholders advised that a PAYE cap could constrain the benefit loss-making early
stage R&D intensive firms would derive from the credit. Many of these firms use
contractors over employees because of the flexibility afforded by contracting
arrangements. R&D intensive start-ups may have fewer non-R&D employees
(compared with larger firms), and may also have a higher proportion of non-
employee R&D expenditure (such as expenditure on capital assets or consumables).

As a result of this stakeholder engagement, a broader range of taxes paid by firms
have been included in the proposed cap, along with any tax credits resulting from
payments to approved research providers.

Consultation

48.

49.

50.

The Ministry of Business, Innovation and Employment, -Inland- Revenue and
Callaghan Innovation prepared this Cabinet paper.

The following agencies have been consulted during the ‘development of this paper:
Treasury, Te Puni Kokiri, Department of Interpal” Affairs-and Ministry of Primary
Industries.

The Department of the Prime Minister and Cabinet'was informed.

Financial implications

51.

52.

53.

54.

55.

Broadening the policy on refundability will make the policy more attractive and
therefore incentivise firms to, undertake and claim more R&D under the Tax
Incentive. A consequence. is that the cost of the R&D Tax Incentive will be higher
than what it otherwise ‘would be under the limited refundability that will apply in the
first year.

However, this-dees not require any additional appropriation from that which Cabinet
approved)for-the R&D Tax Incentive in September 2018.

In the>paper that approved the appropriation, Cabinet agreed to limited support for
businesses in tax loss starting April 2019 and noted that the design features for
refundability would be broadened in subsequent years (DEV-18-MIN-0174).
Therefore, the broader refundability policy proposals fall within the scope of what
Cabinet has already agreed.

The fiscal cost estimates that were used to justify that appropriation were based on
the assumption that from the Incentive’s inception all firms, including those in loss,
would claim and receive the full amount of the tax credits in the year in which they
are earned, even without full refundability. Therefore, the appropriation has already
allowed for the costs associated with the policies we are proposing.

As a sensitivity test, officials have also considered the possibility that the broader
approach to refundability will drive faster growth in R&D and therefore higher costs of
the Incentive than is predicted on the standard assumptions. There is a large degree
of uncertainty around these estimates but they nonetheless suggest that even with
this additional cost, the estimated cost of the R&D Tax Incentive would still fall within
the current appropriation.
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Legislative implications

56. Implementing these proposals requires changes to the Income Tax Act 2007 and the
Tax Administration Act 1994.

57. If approved, we propose developing draft legislation for changes resulting from these
recommendations in the Taxation (1st 2019 Omnibus Issues, and Remedial Matters)
Bill, scheduled for introduction in June 2019. We also anticipate this drafting will
include some minor remedial matters relating to the Tax Incentive legislation already
enacted.

Impact Analysis

58. MBIE’s Regulatory Impact Analysis Review Panel has reviewed jthe attached
Regulatory Impact Statement prepared by MBIE. The-Panel considers that the
information and analysis summarised in the Regulatory impact Statement meets the
criteria necessary for Ministers to make informed. decisions-on the proposals in this
paper.

Human Rights

59.  There are no human rights implications arising from the proposals in this paper.
Gender Implications

60. There are no gender.implications arising from the proposals in this paper.
Disability Perspective

61. There are\no, specific disability considerations arising from the proposals in this
paper

Publicity

62. “We will make an announcement on this policy once Cabinet decisions have been
made. We will also make an announcement when the Taxation (1st 2019 Omnibus
Issues, and Remedial Matters) Bill is introduced. A commentary on the Bill will be
released at this time. Details will be posted on the Ministry of Business, Innovation
and Employment, Inland Revenue and Callaghan Innovation websites.

Proactive release

63. We propose to proactively release this Cabinet paper, associated minutes, and key
advice papers in whole within 30 working days of Cabinet making final decisions.

Recommendations
We recommend that the Cabinet Economic Development Committee:

1. Note legislation introducing an R&D tax credit has been enacted;

9

ar3irldm3t 2019-06-17 14:22:34 IN CONFIDENCE



10.

11.

12.
13.

Note that this provides limited refundability of the tax credit for firms in loss or with
insufficient tax liability to offset the tax credit;

Note we have previously signalled our intention to review the policy applying to the
refundability of the tax credit;

Agree that R&D tax credits will be refundable for firms in loss or with insufficient tax
liability to offset their tax credits, subject to a maximum equal to the amount of payroll
taxes paid by a firm in each year plus any tax credits resulting from payments to
approved research providers;

Agree that levy bodies are eligible for a refund of their tax credits and-their-refunds
are not limited by the cap proposed at 4 above;

Agree that all tax exempt organisations, except organisations\ receiving tax exempt
income under section CW 9 and 10 of the Income Tax Act2007, be ineligible for the
R&D Tax Incentive;

Note that local authorities would be ineligiblefor the \R&D Tax Incentive.

Agree to delegate authority to the Ministers of Research, Science and Innovation
and Revenue to make any adjustments-of.a minor and technical nature to the policy
on refunding R&D tax credits as necessary, to achieve its policy intent;

Agree to delegate authority \to the“Ministers of Research, Science and Innovation
and Revenue to make any adjustments of a minor or technical nature or as required
to achieve the intentof the R&D Tax Incentive policy, and where the adjustments can
be funded from/within the existing appropriation;

Invite the Ministers of Research, Science and Innovation and Revenue to instruct
Inland"Revenue to draft legislation to give effect to the policy proposals and their
intent contained in this paper;

Approve the inclusion of legislation to implement recommendations 1 to 10 above in
the Taxation (1° 2019 Omnibus Issues, and Remedial Matters) Bill;

Note that it is expected the Bill will be introduced no later than 26 June 2019;

Note that this Cabinet paper, the associated Cabinet minute, and key advice papers
will be released on the Ministry of Business, Innovation and Employment’s, Inland
Revenue’s and Callaghan Innovation’s websites.

Authorised for lodgement

Hon Dr Megan Woods
Minister Research, Science and Innovation

Hon Stuart Nash
Minister of Revenue
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IN CONFIDENCE
DEV-19-MIN-0119

Cabinet Economic
Development Committee

Minute of Decision

This document contains information for the New Zealand Cabinet. It must be treated in confidence and
handled in accordance with any securnity classification, or other endorsement. The information can only be
released, including under the Official Information Act 1982, by persons with the appropriate authority.

Extending Refundability of the Research and Development Tax
Incentive

Portfolios Research, Science and Innovation / Revenue

On 22 May 2019, the Cabinet Economic Development C omxgj?/@

Background
1 noted that legislation introducing a lgaeal\u and development tax credit (the R&D Tax
Incentive) has been enacted [LEG? -M‘IN OIDO]
2 noted that the legislation pTovy \g&i?ed refundability of the R&D Tax Incentive for fuins
in loss or with insuffiez Xa\i\\liél‘:ility to offset the tax credit;
\
3 noted that the Miaister of Research, Science and Iimovation and the Minister of Revenue

(the Mlmstﬂi‘&) liave pieviously signalled their intention to review the policy applying to the
leﬁmd:ahthfv\of fh"‘ H&D Tax Incentive [DEV-18-MIN-0174];

Extendi_ypg refundability

4

agreed that the R&D Tax Incentive be refundable for firns in loss or with insufficient tax
llablhty to offset their tax credits, subject to a maximum equal to the amount of payroll taxes
paid by a firmn 1n each year plus any tax credits resulting from payments to approved
research providers;

agreed that levy bodies be eligible for a refund of their R&D Tax Incentives, and that their
refunds not be limited by the cap referred to in paragraph 4 above;

agreed that all tax exempt organisations, except organisations receiving tax exempt incoie
under section CW 9 and 10 of the Income Tax Act 2007, be ineligible for the R&D Tax
Incentive;

noted that local authorities would be ineligible for the R&D Tax Incentive;

authorised the Ministers to make any adjustments of a minor and technical nature to the
policy on refunding the R&D Tax Incentives as necessary, to achieve its policy intent;

authorised the Ministers to make any adjustments of a minor or technical nature or as
required to achieve the intent of the R&D Tax Incentive policy, and where the adjustments
can be funded from within the existing appropriation;
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IN CONFIDENCE
DEV-19-MIN-0119

Legislative implications

10 - invited the Ministers to issue drafting instructions to Inland Revenue to draft legislation to
give effect to the above paragraphs and their intent, as outlined in the paper under
DEV-19-SUB-0119;

11 - agreed that the above proposals be included in the Taxation (1% 2019 Omnibus Issues, and
Remedial Matters) Bill;

12 - noted that it is expected the Bill will be introduced no later than 26 June 2019.

Janine Harvey
Committee Secretary

Present: Officials presentfrom:
Hon Grant Robertson (Chair) Office of\the Prime’Minister
Hon Phil Twyford Officials Committee for DEV
Hon Dr Megan Woods

Hon Nanaia Mahuta

Hon Stuart Nash

Hon Iain Lees-Galloway
Hon Jenny Salesa

Hon Kris Faafoi

Hon James Shaw

Hon Julie Anne Genter

Hard-copy distribution:
Minister of Research, S¢ienee and-Innovation
Minister of Reyenue
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Coversheet: Research and Development Tax
Incentive - Refundability

Advising agencies Ministry of Business, Innovation and Employment (MBIE)
Inland Revenue (IR)
The Treasury
Callaghan Innovation
Decision sought Broader refundability for the R&D Tax Incentive
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Summary: Problem and proposed approach

Problem Definition
What problem or opportunity does this proposa! s2ek o address? Why is
Government intervention required?

The Taxation (Research and Development Tax Credits) Act (the Act), implements an
R&D Tax Incentive in New Zealand. The R&D Tax Iricentive applies from 1 April 2019
for most businesses. Under the scherine, firmis:.can receive a tax credit equal to 15%
of their eligible R&D expenditure. Profitable firms will be able to use this tax credit to
reduce their income tax liability. The ‘Aci allows for certain firms that have little or no
income tax to pay to receive a R&D tax credit refund of up to $255,000 per income
year. Credits that are.-iiot refunded can be carried forward to future income years
provided shareholder-continuity criteria are met.

The limited refuridabiiity tules in the Act are based on the R&D Tax Loss Cash Out
scheme. Under these rules, eligibility for refunds is restricted to unlisted companies
that meet a 20% R&D wage intensity test and do not derive non-dividend exempt
inceing.

“These criteria mean that many businesses will not be eligible for refundable tax
credits under the R&D Tax Incentive. Partnerships, trusts, listed companies, and
cormpanies who receive some exempt income or do not meet the wage intensity test
will be excluded. Additionally, certain atypical organisations, such as levy bodies,
some Maori entities, charities, and local authorities, will be excluded. It is desirable to
ensure the law provides clarity as to whether these entities should benefit from the
R&D Tax Incentive through the design of a more comprehensive refundability policy.

The limited timeframe for developing the Act meant it was not possible to design
broad refundability rules for year one. The Government has committed to developing
a more comprehensive policy for refundability to apply from year two of the Tax
Incentive.

The rationale for the R&D Tax Incentive and the importance of raising business
expenditure on R&D (BERD) was explained in the previous Regulatory Impact
Statement (RIS) for the R&D Tax Incentive
(http://taxpolicy.ird.govi.nz/publications/2018-ria-rdtc-bill/loverview).

This RIS is focused on options to broaden the refundability of the R&D Tax Incentive.
If refundability is not broadened, it is expected that the Tax Incentive will not be as
effective as intended at incentivising additional R&D.
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Proposed Approach
How will Government intervention work to bring about the desired change?
How is this the best option?

Broadening eligibility for refundability

The proposed approach is to change the existing limited refundability rules so that
R&D tax credit refunds are available to more businesses.

It is proposed that all businesses would be eligible for refundability, irrespective of
their legal form or whether they are listed. The 20% wage intensity test would 2isu-be
removed.

We expect that making the tax credit available to more R&D-perforriing. firms {and
higher incentives for firms to engage in R&D) will increase the amount ot R&D
undertaken, which will in turn result in an increase in. khbwiedde creation,
employment, and labour productivity growth. Knowledge< created by R&D flows
between firms because of worker mobility, product imitation and reverse engineering.

This means firms do not capture the full benefite.of \their R&D and so they
underinvest relative to the socially optimal level: Triis Is why most governments have
a policy that will stimulate firms to undertake more R&L>.

Providing refundable tax credits will entiance the effectiveness of the R&D Tax
Incentive at stimulating growth in BERD, because it provides cash closer to the point
when firms, particularly R&D intehsive firms in the early stages of their development,
are undertaking their R&D.

This means the tax credit is. more-likely to incentivise the performance of additional
R&D by businesses; which'is the goal of the policy.

Broadening therefundability available from that provided for year one of the R&D Tax
Incentive has alnvays been the intent, and will broaden the reach and effect of the
R&D Tax incentive.

Ensuring integrity and managing fraud risk

. In addition to extending refundability to all businesses, it is proposed to remove the
existing $255,000 cap on refundability. Instead, it is proposed to limit the amount of
credits refundable to businesses through a cap based on the amount of payroll taxes
paid by each business. This payroll cap would include PAYE, fringe benefit tax
(FBT), employer superannuation contribution tax (ESCT) and withholding tax on
schedular payments (WT) paid by a business.

A payroll cap will help ensure the integrity of the scheme is maintained. It is
necessary to reduce the risk of fraudulent claims for R&D tax credit refunds which
have been problematic (along with an associated fiscal risk) in other jurisdictions with
refundable R&D tax credits.

The payroll cap would not apply to limit refundability of R&D tax credits resulting from
payments to Approved Research Providers because it will be easy to verify that
these payments have been incurred by a business.

The payroll cap would not apply to limit the R&D tax credits refunded to levy bodies.
Levy bodies are empowered to collect levies by statute, definitely have an economic
presence in New Zealand, and consequently pose a reduced risk that refunded R&D
tax credits will be unrecoverable.
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Exempt income recipients

Recipients of exempt income are currently ineligible for limited refundability, unless
the only exempt income they receive is from dividends.

Without refundability, entities that only derive exempt income, such as charities, are
unable to receive any cash benefit from the R&D Tax Incentive. This is because they
do not have any income tax to pay. As these entities are outside the tax system, it is
proposed that they should not benefit further from incentives provided from within the
tax system and that they should be ineligible for the R&D Tax Incentive.

It is proposed that an exception apply for levy bodies, however, which do not receive
the same tax concessions as charities (such as donee tax credit status, GS1-.and
FBT concessions). The R&D performed by and funded through levy-boqies) s
fundamentally business R&D. Accordingly, it is proposed that levy bodies aie eligible
for the R&D Tax Incentive (including refundability), even if they receive exempt
income.

Further details and the implications of this proposal’ fer particular atypical
organisations (including charities, Maori businesses," and"locai authorities) are
discussed further at 3.2.

Section B: Summary impacts - benefits and costs

Who are the main expected bencficiaries and what is the nature of the expected
benefit?

Businesses in tax loss, crwith-Insufficient income tax liability to fully utilise non-
refundable tax credits; will be the main beneficiaries from broader refundability.
Refundability can be particutarly beneficial for young, innovative firms, at the stage of
investing in deveiepingand launching their products (Appelt et al., 2016).

The population'cf firms performing R&D and in a tax loss position is estimated at
750-1200.. These are the expected beneficiaries. Under current rules only 350-650
firmis are.expected to qualify for refundability, and of those 65-130 are expected to hit
- the cap.on refundability.

Paitnerships, trusts, listed companies, companies who receive some exempt income
or do not meet the wage intensity test, and atypical organisations such as levy bodies
and some Maori business entities will also benefit from the R&D Tax Incentive
through the design of a more comprehensive refundability policy.
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Where do the costs fall?

Fiscal costs

The budget for the Tax Incentive provides for the fiscal cost of full refundability. In
Budget 2018 the Government appropriated $1,020 million over the first four fiscal
years for the R&D Tax Incentive. On 10 September 2018, Cabinet agreed to
reprioritise the remaining funding ($528 million) already allocated for Growth Grants
over the same period [CAB-18-MIN-0434 refers].

We anticipate that allowing broad refundability will increase the take-up of the Tax
Incentive compared to limited refundability. This in turn will increase the R&D
expenditure performed by firms, and the amount claimed under the Tax Iriceniiva.
These fiscal costs will be borne directly by Government and indirectly. by ihe
taxpayer.

Additional fiscal cost due to broader refundability, compared “with the limited
refundability available in year one of the R&D Tax incentive; could e for the below
reasons:

¢ Increased R&D activity from existing R&D perfornmiers
¢ Firms new to R&D enter the scheme

We have estimated the fiscal costs of the R&D Tax. Incentive with full refundability to
be approximately $1,345 million over tihe first four fiscal years for the R&D Tax
Incentive (from when it comes into effect on 1-April 2019 through until 30 June 2022).
The model used to prepare thesg estiinates-assumed that firms claim the full amount
of the eligible R&D expenditure 'to whicn they are entitled in the year in which it is
incurred. More specifically. It assuimes that firms in loss claim the full amount of the
Tax Incentive, even without full. refundability.

Anecdotal evidence ifrom cverseas jurisdictions shows that those that have allowed
more generous refundapility have experienced much greater rise in the costs of their
R&D tax incentives. in Australia, R&D in the part of the scheme that was refundable
(which appliedto small-and-medium enterprises) grew at approximately 15 percent
per2imniim whereas R&D in the non-refundable part experienced no growth.

- We) cannot extrapolate exactly from the Australian experience to New Zealand
because in New Zealand broad refundability will be available to all businesses,
regardless of size (subject to exclusions discussed above). Moreover, without further
analysis, it is not possible to conclude that the presence of refundability drove all the
higher growth in Australia; a number of other factors are likely to have also
contributed. Nevertheless, if New Zealand were to experience R&D growth
equivalent to the refundable part of the Australian scheme, we have estimated that it
might add approximately $40 million (over the period of the appropriation) to our
estimates of the fiscal costs of the R&D Tax Incentive.

Administration costs

The increased attractiveness of the regime will increase legitimate claims but may
also increase fraudulent claims. The increased risk of fraudulent claims may mean
more administrative costs to ensure the legitimacy of claims. However, as the R&D
Tax Incentive scheme has already been designed with relatively thorough checks on
the R&D activities that are the subject of the claims, it is expected that any increase
in administrative costs resulting from broader refundability will be negligible.

Compliance costs

Compared with the limited refundability rules in year one, compliance costs to firms
4
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under broader refundability should either decrease or stay the same. The year one
refundability rules use the existing corporate eligibility and wage intensity criteria from
the R&D tax loss cash-out rules, which are relatively complex. The proposed
eligibility rules from year two are simpler, so compliance costs could decrease under
the proposals. In addition, more firms will have their credits fully refunded rather than
carrying them forward. This reduces the complexity of tracking historic credits and
testing for continuity breaches.

What are the likely risks and unintended impacts, how significant are they and
how will they be minimised or mitigated?
Risks

There are three main risks associated with broader refundability which ‘mtist be
considered as part of the design. These are fiscal risk, fraud risk, and irtegrity risk.

Fiscal risk

Overseas experience indicates that R&D and hence fiscal cast growth is faster for
the refundable parts of R&D tax credit schemes. This is'hai a risk in and of itself,
because an increase in expenditure because oi-increased R&D would go towards
achieving the objective of the incentive. A ‘rayreli-cap Is proposed to help mitigate
fiscal risk associated with illegitimate R&D' tax credit claims. If the Government
decided to constrain expenditure on thie incentive in future, the tax credit rate of 15%
could be adjusted downwards.

Fraud risk

This is the risk of a person deiiberately attempting to extract money from the tax
system dishonestly. Broader refundability provides additional incentives to perpetrate
fraud and allows zcditional” opportunities to perpetrate fraud. It is more difficult to
recover money, paid oui i cash via a refund than to cancel a tax credit.

To minimise the risk of fraudulent claims, the proposed ‘payroll’ cap ensures the
existerice ‘of a'business and its economic presence are verified before a R&D tax
credittefundis paid to the business.

[ The risk of fraudulent claims will also be mitigated through the following steps:

¢ “An in-year approval process (included in the Act), which requires claimants to
obtain approval of their R&D activities before they file a claim for their R&D tax
credits.

e A $50,000 minimum threshold of eligible expenditure' (included in the Act).
Experience in other countries, such as the United Kingdom, indicates that without
a minimum threshold there can be a flood of smaller, lower-quality tax credit
claims.

Integrity risk

This is the risk that compliance with the R&D Tax Incentive scheme may deteriorate if
it is perceived to be abused by some claimants. This risk can be mitigated by
ensuring the Tax Incentive is seen to be robust. In-year approval (included in the Act)
and the proposed ‘payroll’ cap should help mitigate this integrity risk.

Learning from overseas experience

Most overseas R&D tax credit schemes with refundability have some constraints,

! Thereis an exception for R&D activities carried out by an Approved Research Provider.
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such as capping the amount of refundable tax credit to the amount of other taxes
paid by a business (such as PAYE paid on behalf of employees). Appendix 1
summarises the policies applied in other OECD countries that provide refunds and
describes the strengths and drawbacks of each policy.

There is no uniformity as to how constraints are applied, but some broad
observations are:

e Some constraint on refundability is the norm. A system with no restrictions on
refundability would be an outlier amongst OECD countries.

e The different ways in which refundability is limited often reflect differences in the
underlying tax incentive scheme.

e Some countries limit refundability to SMEs and start-ups.

e ltis relatively common to limit refunds by reference to other taxes paid by-the firm.

A common approach in other jurisdictions is to limit refunds to the ‘amount-paid in
other taxes such as PAYE.? This ensures a firm has a tangible economicpresence in
the country where the claim is being made, the amount refunded is eommensurate to
activity in the jurisdiction and it reduces the risk that the claim-is’'made by a non-
existent entity. Considering the risks associated with-refundability and learnings from
overseas, we propose broadening the refundability-available in year one but having
some constraints to mitigate risk.

Constraints to mitigate the risks associated with broader refundability

The proposal to broaden eligibility for refundability includes a ‘payroll’ cap on refunds
to mitigate the fraud, fiscal, and integrity risks associated with paying out cash.

It is proposed that all firms.are entitledto a full refund of their R&D tax credits, to the
extent their R&D tax credits. are~equal to or less than the amount of ‘payroll’ taxes
paid by a firm in the relevant income year (proposed payroll cap).®

The proposed payroll.cap would not apply to limit tax credits resulting from payments
to Approved ResearchProviders.

The proposed payroll cap would not apply to R&D tax credits refunded to levy bodies.

The proposed payroll cap is designed to prevent refundable tax credits being paid out
to) firms who are fraudulently claiming the tax credit. Limiting R&D tax credit
payments to the amount of PAYE paid by a firm, as is done in many overseas
jurisdictions, is a simple and unobtrusive measure but overlooks that some firms may
legitimately pay little PAYE.* Consequently, it is proposed that additional payroll
taxes paid be included to reduce the impact of this constraint.

Payments to Approved Research Providers will not be capped as it will be easy to
verify that these payments have actually been incurred by a firm. That is, R&D credits
generated from eligible expenditure on Approved Research Providers will be
refundable, even if a business has not paid any payroll taxes.

Levy bodies may have low ‘payroll’ taxes where R&D is largely contracted out, but

2 For most firms, the amount of PAYE they pay on behalf of employees will exceed 15% of the amount
of R&D they undertake because all employees in the firm will contribute to the PAYE total whereas R&D
is usually only one part of the firm’s activities. There will, however, be some firms that (quite
legitimately) do not pay PAYE.

3 Payroll taxes would include PAYE, FBT, employer superannuation contribution tax (ESCT) and
withholding tax on schedular payments (WT).

4 For instance, many start-up firms will limit their financial risk by employing staff on contract rather than
recruiting them as permanent members of staff. These staff employed on contract may choose to have

withholding tax (WT) paid by the firm on their behalf.
6
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they are not subject to the cap due to reduced risk that refunded R&D tax credits will
be unrecoverable.

Conclusion

The above constraint is not anticipated to restrict refunds for the vast majority of R&D
performers. It means that all firms would have some immediate benefit and a few
would have less than full refundability. Given the R&D Tax Incentive scheme is
relatively broad and accessible, the proposed refundability restrictions do not
fundamentally alter the incentives of the scheme. Overall, and compared with most
other jurisdictions, the proposed policy for New Zealand represents a comprehensive
approach to refundability.

Identify any significant incompatibility with the Government’s Lx_p:cTa‘Iuo_r;
for the design of regulatory systems”.

There is no incompatibility between this regulatory proposai-and ihe-Government'’s
‘Expectations for the design of regulatory systems’.

Section C: Evidence certainty and quaiity assitiance

Agency rating of evidence certainty?

We are confident of the evidence.-ihat fefundable R&D tax credit schemes are
effective at increasing business 'R&D.-This is based on a range of international
studies. It is difficult to predict the actual level by which R&D will increase as a result
of broader refundability.. Written and oral submissions on the Act emphasised the
importance of refundability.tor supporting R&D. Consultation recently undertaken with
businesses on.broader refundability has reaffirmed the importance of refundability for
incentivising. R&D intensive firms to continue to invest in and grow their R&D
activities;

To be completed by quality assurers:

Quality Assurance Reviewing Agency:

MBIE’s Regulatory Impact Analysis Review Panel has reviewed this Regulatory
Impact Statement.

Quality Assurance Assessment:

The Panel considers that the information and analysis summarised in the Regulatory
Impact Statement meets the criteria necessary for Ministers to make informed
decisions.
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Impact Statement: R&D Tax Incentive - Refundability

Section 1: General information

Purpose

This analysis and advice has been produced to inform key policy decisions to be
taken by Cabinet around broadening the refundability available under the R&D Tax
Incentive.

MBIE and IR are solely responsible for the analysis and advice set out-in ihis
Regulatory Impact Assessment, except as otherwise explicitly indicated.

Key limitations or constraints on analysis

Estimating the impact of broader refundability on the amount of R&D undertaken and
its overall impact on the economy is complicated. Evidence<cn the tinpact on both of
these is imprecise.

There has been no analysis on or impact evaluaticrt of the R&D tax incentive
implemented in New Zealand in 2008 (which was fuily-refundable). So there is no
New Zealand evidence to guide our analysis ol the.impacts of refundability. As a
result, the estimates of the anticipated-responseare based upon evidence from
international studies that may not cowrespand to the situation in New Zealand.
Nevertheless, this is the best information. available.

Responsible Managers (signatuie and date)

l y i =2 \J/ /1 h ) f
/Z A’)'L Frsory I4H L / L.~ :” 4

Keith Taylor
Policy Manager
Inland Revenue
10/05/ 2019

Kirsty +utchison
Manager—Innovation Policy

. Min'siry. of Business, Innovation and
Ermployment

10705/ 2019

Section 2: Problem definition and objectives

2.1 What is the context within which action is proposed?

New Zealand has a low overall expenditure on R&D? primarily due to low business
investment in R&D in New Zealand.

New Zealand’s low business investment in R&D can be explained, in part, by its
industrial structure. New Zealand firms have low R&D intensity (Mazoyer, 1999); the
size of traditionally R&D intensive industries (such as pharmaceuticals and aircraft
manufacturing) in New Zealand is small (Di Maio and Blakeley, 2004); and there are
few very large firms, who tend to be more research-active (OECD, 2017).

Evidence suggests that there are other reasons for the low business investment in
R&D. These include returns to innovation being relatively low in New Zealand

5 New Zealand’s R&D spending in 2018 was equal to 1.37 percent of gross domestic product.
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(Wakeman and Conway, 2017), which means New Zealand firms do not have the
same incentive to invest in activities that will increase their innovative output. The
average rate of public support for business R&D is also “well below the socially
efficient level indicated by international empirical studies” (OECD, 2017). This
evidence indicates that there is scope for productivity gains from increasing the
overall level of support for R&D expenditure.

The Government announced a goal of increasing New Zealand’'s R&D expenditure to
2 per cent of GDP by 2027. To reach this target, a significant amount of the growth in
R&D expenditure is expected to come from business.

New Zealand BERD is relatively low and remains concentrated among a small sat of
firms. To achieve a further boost in BERD, as well as to transform the econamy. io
become more knowledge intensive, requires broadening the base of R&D jyerformirig
firms within New Zealand while continuing to increase the R&D/ expenditiire of
existing R&D-performing firms.

R&D performing firms, particularly at the early phase of theii development, will often
be loss-making. Therefore, providing refundable tax credits to husinesses in tax loss
is a key element of the effectiveness of the R&D Tax !hcentive in achieving
significant growth in BERD. Without a refundable. tax iricentive businesses in tax loss
will have minimal incentive to invest in additionai R&D

2.2 What regulatory system, or systams, ave already in place?

The Taxation (Research and Develonment Tax Credits) Act (the Act), introduced in
October 2018, implements_an. R&D. iax incentive in New Zealand. The R&D Tax
Incentive scheme applies from-ttie beginning of the 2019/20 income year. The Act
allows for firms that friake a ‘loss for tax purposes and satisfy certain criteria to
receive a refund of up to $255,000 of tax credits per income year. Credits that are not
refunded can(be_ carried forward to future income years provided shareholder
continuity criteria.are-met.

Appenrdix 2 provides examples that illustrate how without refundability, firms do not
receive a casii benefit from a tax credit if they are in loss or have insufficient income
Vet liability.

The Act also includes an in-year approval process, which requires claimants to obtain
approval of their R&D activities before they file a claim for their R&D tax credits.

In addition to the R&D Tax Incentive, there are Callaghan Innovation grants which
provide R&D subsidies.

These grants include:

¢ Growth Grants: A non-discretionary grant paid to all businesses that spend more
than $300,000 and 1.5 per cent of revenue on R&D over the prior two years. The
grant funds 20 per cent of a business R&D programme up to a limit of $5 million
per year (i.e., $25m of R&D spending), initially for a period of three years with
automatic two-year extensions conditional on continuing to meet the criteria. The
aim is to provide experienced R&D performers with the funding certainty and
stability they need to grow their R&D spending in the long term. There were 316
recipients in 2017/18 at an (estimated) fiscal cost of $172.2M. The Growth Grant
scheme will cease on 31 March 2021. No new applications can be made, but
existing Growth Grant recipients can extend their Growth Grants until the scheme
end date.
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¢ Project Grants: A discretionary grant, allocated to less-experienced R&D
performers that do not meet the conditions for a Growth Grant for R&D. It funds
40 per cent of the first $800,000 of the eligible costs of a pre-specified project and
20 per cent of the remainder. There were 344 recipients in 2017/18 at an
estimated fiscal cost of $20.3M.

There are restrictions on the availability of the R&D Tax Incentive for recipients of
existing grants.

New Zealand also provides support for businesses performing R&D through the R&D
loss tax credit (also known as the R&D tax-loss cash out). New Zealand-resident
businesses are able to apply for 28 per cent of their losses associated with eligible
R&D expenditure (up to a cap) to be paid out in cash, rather than carrying‘farwaid
those losses until future years. 350 firms currently claim R&D loss tax crediis.

There are also tax deductions available for R&D expenditure, and the aility 1o defer
these tax deductions so as not to lose them due to a breach' ef the shareholder
continuity rules.

2.3 What is the policy problem or opportunity?

The objective of the R&D Tax Incentive is to agdiecs MNew Zealand’'s low levels of
R&D, specifically by increasing BERD, which has & central role in driving innovation
and economic growth.

The R&D Tax Incentive as introctced in-the Act has limited refundability. Limited
refundability is available to unlisted ¢companies who satisfy corporate eligibility and
wage intensity criteria, up te a eap 0i-$255,000. Any remaining R&D tax credits can
be carried forward todihe ‘next income year provided shareholder continuity
requirements are met.

Entity eligibility

Limited reftindakiiity-is not available for entities, such as levy bodies, which receive
tax exernpt inccme (other than dividends). Discussions of the proposals with levy
bodies has indicated that should levy bodies be ineligible for refundable R&D tax

L-credits; this could lead to some levy body members preferring to fund their own R&D.
The incentive is not intended to change business behaviour in this way.

Limited refundability is also not available for listed companies, partnerships, or trusts.
This is problematic, because it is likely that — without refundability — some of these
businesses will have insufficient income tax liability to benefit from their R&D tax
credits. The Tax Incentive is intended to have broad application and treat all
businesses the same, irrespective of their legal form. However, excluding some types
of firm from the Tax Incentive biases it toward firms in traditional arrangements
(particularly, limited liability companies).

Capped refundability

Some businesses may be eligible for limited refundability but unable to cash out all of
their R&D tax credits because of the $255,000 cap. These businesses will have to
carry their R&D tax credits forward into future years until they have sufficient income
tax liability to utilise their credits. The ability to carry the credit forward is subject to a
shareholder continuity rule that requires a minimum of 49% shareholder continuity to
be maintained in order for R&D tax credits to be carried forward. This is problematic,
because R&D intensive start-ups are more likely to undergo a significant change in
their shareholder base when they seek to raise capital through new investors.

10
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2.4 Are there any constraints on the scope for decision making?

The Government has introduced the R&D Tax Incentive and indicated that it wants to
expand the coverage of refundability.

The Government has committed to developing a more comprehensive policy for
refundability from year two of the Tax Incentive (corresponding to businesses’
2020/21 income year). There is a need to use existing legislative vehicles to achieve
enactment of policy changes in time for them to apply from year two of the Tax
Incentive.

2.5 What do stakeholders think?

This proposal has been informed by input from a wide array of ‘private sector
organisations.

The importance of broad refundability in incentivising busingse invesiment in R&D
was a strong theme from the consultation conducted by MBIiE; liland Revenue and
Callaghan Innovation following the release of the Gavernment Discussion Document
on the R&D Tax Incentive in mid-2018. The need for.broader refundability was also
emphasized in submissions received by the Finance and Expenditure Select
Committee on the Bill, and through additicnal stakeholder meetings.

MBIE, Inland Revenue and Callaghan have discussed refundability proposals with
the Corporate Taxpayers’ Group; Chaitered Accountants Australia and New Zealand;
representatives from PwC, KPMG; Deloiite and EY; approximately 25 representatives
from R&D performing businesses in tax loss or with insufficient taxable income to
fully use non-refundable R&D) tax credits; levy bodies; charities; and Maori business
representatives. These discussions have helped shape the broader refundability
proposals, and -have highlighted the desirability of broad eligibility and an accessible
process.

Agencies asked stakeholders to consider the impact of a $5 million cap and a PAYE
cap(used asa proxy to test tangible economic presence).

" Feedhack on $5 million cap

Stakeholder engagement revealed that there were a small number of established
R&D performers who would be constrained by a $5 million cap. For example, a
business in a loss making position undertaking around $80 million of R&D annually
would be eligible for $12 million of R&D tax credits. Under a $5 million cap the
business would receive a $5 million refund and would have to carry forward the
remaining $7 million of R&D tax credits into future years. Because the business
spends a large amount of R&D on an on-going basis they are unlikely to be able to
fully cash out their accumulation of R&D credits carried forward.

There were also a number of established R&D performers who valued the security
refundability would bring to their R&D programmes. These businesses are mainly in a
tax-paying situation but depending on market fluctuations they could be in a
temporary loss-making position in future. Refundability would give these firms surety,
allowing them to continue their R&D investment during market down-turns. Some of
these established R&D performers would also be constrained by a $5 million cap.

The proposal for broader refundability removes the previously proposed $5 million
cap on refundability.

11
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Feedback on PAYE cap

The PAYE cap, which would limit the amount of R&D tax credits refunded to a firm to
the amount of PAYE paid by the firm in the relevant year, was seen as problematic.

Stakeholders advised that a PAYE cap would significantly constrain the benefit that
loss-making start-ups would get from the credit. Many start-ups that perform R&D
have few employees and rely on contractors to develop their business because of the
comparative flexibility afforded by contracting arrangements. R&D intensive start-ups
may have fewer non-R&D employees (compared with larger firms), and may also
have a higher proportion of non-employee R&D expenditure (such as expenditure on
capital assets or consumables).

Tangible economic presence test

As a result of the stakeholder feedback on the two options above, officials explered a
tangible economic presence (TEP) test. The TEP test developed would-have-allowed
firms that did not satisfy a PAYE cap to be verified for TEP from\either-an external
certifier (such as a chartered accountant or lawyer), or directly-from’ Inland Revenue
through additional checks.

Stakeholders preferred the availability of alternatives. to-the PAYE cap, and thought
that multiple ways of establishing tangible economic_presence were preferable to a
one-size-fits-all approach.

Payroll taxes cap

Discussions with United Kingdom, (UK), officials found that the risks of fraud in relation
to refundability are more pervasive than previously considered.® UK officials
suggested that relying on. a chartered accountant or practising lawyer for certification
of TEP may not be robust, and that additional Inland Revenue checks might lead to
administration resources ‘being focused on audit rather than the approval of R&D
activity.

As a result-of this'feedback, we have included an option that would include a ‘payroll’
taxes cap/based on PAYE and other taxes paid by firms (including fringe benefit tax
(FBT), ,employer superannuation contribution tax (ESCT) and tax voluntarily withheld
from. Contractor payments (WT)) in order to lessen the impact on affected firms. It is
also proposed that any tax credits resulting from payments to Approved Research
Providers be fully refundable (so not subject to the ‘payroll’ taxes cap).

Stakeholder engagement on including additional payroll taxes (such as FBT, ESCT
and WT) in the cap indicated that this would be an improvement over a PAYE cap.
Although only a small proportion of contractors have opted into the voluntary
withholding scheme, more may decide to opt into it if the payroll taxes cap were
implemented.

Other mechanisms for providing support to R&D intensive start-ups will also be
considered as part of further policy work, including reviewing the R&D tax loss cash-
out and the Callaghan Innovation Project Grants.

6 n the UK, HM Treasury and HMRC have released a consultation document ‘Preventing abuse of the R&D tax
relief for SMEs’, April 2019, which proposes that a PAYE-related cap is reintroduced to the R&D tax credit scheme
for SMEs. This policy has been driven by a concern over growing levels of fraud within the scheme since the
removal of the PAYE cap.
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Section 3: Options identification

3.1 What criteria, in addition to monetary costs and benefits, have been used to
assess the likely impacts of the options under consideration?

The framework for assessing the key policy elements and trade-offs of the options
under consideration is captured by the following criteria:

Criteria for which entities will be eligible for a refund

¢ Incentivise business expenditure on R&D.

e Tax-exempt organisations that sit outside the tax system (do not pay income tax)
should not benefit further from incentives provided from within the tax syst=m.

¢ Provide clarity about which organisations are eligible for the R&D Tax incentive.

Criteria for constraining the amount that is refundable

Increased business R&D expenditure

Mitigation of fraud risk/maintaining the scheme’s integrity
Minimise compliance costs for firms

Maximise business certainty over time

Administratively feasible

Minimise fiscal costs/risk

There are a range of options for:how reiundability could be broadened, including the
types of entities that are eligibie and tiie constraints that are placed on the scheme to
manage risks that refuridability -creates, particularly to the integrity of the Tax
Incentive.

Options for which eniities will be eligible for a refund
The main'options available are:

e The status quo

(& ) Gerieral business entities

Levy bodies

Charities

Local authorities
Other tax-exempt organisations

Status quo

Under the status quo, limited refundability rules restrict eligibility for refunds to
unlisted companies that meet a 20% R&D wage intensity test and do not derive non-
dividend exempt income. These criteria mean that many businesses will not be
eligible for refundable tax credits, including partnerships, trusts, listed companies,
and companies who receive some exempt income or do not meet the wage intensity
test. Additionally, certain atypical organisations, such as levy bodies, some Maori
entities, charities, and local authorities, will be excluded.

General business entities

This change would make listed companies, partnerships and trusts eligible for
refundability, and there would be no wage intensity requirement. This change will
allow most Maori organisations to be eligible.
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Levy bodies
Levy bodies would be eligible for refundability under this option.
Charities

Under this option charitable organisations that perform eligible R&D activities would
be ineligible for refundable tax credits. Charities are currently treated as carrying on a
business in New Zealand for the purposes of being eligible for the R&D Tax
Incentive. Excluding charities means that this rule would be removed for consistency
to ensure they are excluded from being eligible for the R&D Tax Incentive.

Excluding charities means that businesses wholly-owned by charities are excluded,
because these are also considered charities. However, this option does not@exclude
other associated entities. This means if a tax paying business donates t0-a. charity,
even one controlled by that business, this would not invalidate the business's access
to the R&D Tax Incentive. It would also mean that a charity could.set-up)\a-partially
controlled business entity, subject to the rules within the constitution-of-the charity,
which could be eligible for the R&D Tax Incentive.

In relation to Maori organisations, a small number_of post-settlement governance
entities have registered as charities. As discussed-above, businesses that are wholly-
owned by these charitable entities would alse <belineligible. Businesses that are
partially controlled by these charities would be eligible-for the R&D Tax Incentive.

Local authorities

Under this option local authorities <would-be ineligible for the R&D Tax Incentive.
However, council controlled organisations would be eligible.

Other tax-exempt organisations

This option excludes tax-exempt organisations from being eligible to receive refunds.
The exclusion would\not-apply to entities that receive exempt income from dividends
(no change from-the status quo) or to levy bodies.

Options for constraining the amount that is refundable
The main_ options available are:

The status quo

A PAYE cap

A tangible economic presence (TEP) test
A ‘payroll’ taxes cap

Status quo

The status quo limited refundability rules allow firms with eligible R&D expenditure
that meet the corporate and wage-intensity eligibility rules to claim a maximum refund
per year of $255,000.

A PAYE cap

A PAYE cap would allow firms with eligible R&D expenditure to have their R&D tax
credits refunded up to a maximum amount equal to the amount of PAYE paid by the
firm in the relevant income year.

A TEP test

A TEP test would allow firms with eligible R&D expenditure to have their R&D tax
credits refunded as long as they satisfied a test of tangible economic presence, up to
a maximum of $5 million per year. A TEP test would be designed to ensure that a

14
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firm has ‘skin in the game’, and that it physically exists with premises and staff, rather
than just existing on paper as a shell company.

A TEP test would be met where at least one of the following applied:

¢ A business’s PAYE for the year is equal to or greater than their R&D tax credit
claim. This ensures a proportionate TEP because the firm is paying tax on behalf
of its employees and cannot take out more than it puts in to the tax system.

¢ A chartered accountant or practising lawyer has certified that a business has
TEP. The certifier would testify to the firm's TEP, having actually met the
staff/seen the premises.

¢ |Inland Revenue has completed a review (for example, checking the tax-paying
history of a business; visiting a business’s site; and/or confirming the- identity of
shareholders or directors) and is satisfied that a business has TEP:

¢ A business’s R&D tax credit claim only includes amounts paid-to_an approved
research provider to perform R&D activities on their behalf, “This provides an
easily verified audit trail to determine TEP.

e |f an organisation is established under statute<(sucih-as a levy body), the
organisation would be deemed to have TEP.

The proposal — a ‘payroll’ taxes cap

Under the Proposal, firms that have insutficient tax liability would have their credits
fully refunded, subject to the followitig constraiit:

e R&D tax credits are refundabie‘to trie extent they are equal to or less than the
amount of ‘payroll’ taxes paid-by afirm in the relevant income year.”

¢ The proposed cap would riot apply to limit tax credits resulting from payments to
approved research providers.

¢ The proposed cap wauld not apply to R&D tax credits refunded to levy bodies.

Excess credits' ithiat are not refunded in a particular year can be carried forward
subject 1c the ‘continuity rules and can be refunded in future years, subject to the
same-conditions.

3.2 What other options have been ruled out of scope, or not considered, and
why?

We have assumed the continuation of the R&D Tax Incentive with at least its existing
limited refundability, so we have not considered the option of no tax incentive or no
refundability.

’ Payroll taxes would include PAYE, FBT, employer superannuation contribution tax (ESGCT) and
withholding tax on schedular payments (WT).
15
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Section 4: Impact analysis

Entity eligibility for refunds

companies,
partnerships and
trusts to be eligible
for refundability, and
there would be no
wage intensity
requirement. This
will allow most Macri
organisaticns o ‘be
eligible.

Making refundability
broadly available to
these entities would
have a significant
impact on
incentivising BERD.

not fully canfured : tax-system for their activities.

by the - relevant
indugtries.

Praviding.’ levy
bodies with
relundability is
expected to

positively impact
BERD by
encouraging
industry-wide
collaboration
through
bodies.

levy

General business | Levy bodies Charities |

entities e WBYLE,
Ilgéarglvmlng (++) This change |(++) The R&D | (0) Charities may perform R&D:

would remove | performed by |as part of their charitable

limitations on | and funded | purposes.

:efundabllltytb¥ en;[rl;[y Lhr(cj).ugh Ie\{y The Tax Inceritive- is~tfocussed

P& :

tax-exempt business R&D thap a.“ Rl generally

organisations. This | and may result in | Charities” that  perform  R&D

would allow listed | benefits that are|'@iready receive support from the

A charity could set up a partially
controlled  business  entity,
subject to the rules within the
constitution of the charity, which
could be eligible for the Tax
Incentive. This would also apply
to a small number of post-
settlement governance entities
that are registered as charities.

The exclusion for charities is not
expected to have a significant
impact on BERD.

Locai aizihorities

Other tax-exempt
organisations

(o) Although local | (0) Although other
authorities would not | tax-exempt
be eligible, council [ organisations
controlled would not be
organisations would | eligible, they could
be eligible. The | still participate in
exclusion for local | joint ventures with
authorities is not | other businesses
expected to have a|that could be
significant impact on | eligible. The
BERD. exclusion for other
tax-exempt
organisations is
not expected to

have a significant
impact on BERD.
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General business

entities

Levy bodies

Charities

Local avtnarities

Other tax-exempt
organisations

Tax-exempt
organisations

These entities

(++)

(0) Levy bodies

: : generally sit within | receive levy
ig:ttgtguﬁ;dn? the tax system. payments from
(d'o ngty 3 their members,
income ;x})! which are
should not generally taxable
benefit further businesses.
from
incentives
provided from
within the tax
system
vcvﬁg;y o (+) Providaes
organisations C|a:i.W that".ievy
are eligible BIes are

eligicle for

refundable R&D
l'tax credits. Levy
body members
will not be
disincentivised to
fund their R&D
through their levy
body.

(~) Charities sit outside of the

tax system so do not pay
income tax, receive GST

concessions, and are exermpt
from FBT. These bengiits mean
that charities’ cash, ‘fiow " is
already enhancegd by piovisions
in the tax sysiem.. They also
benefit-from the donor tax credit
regime (wiich provides tax
crediis to. those who donate to
|chari’r_ies), so already receive
| government support.

(< Apart from
receiving tax exempt
Ihconie, local
authorities have the
ability to raise the
revenue required to
perform R&D
activities through
rates.

(--) These entities
generally sit
outside of the tax
system and do not
pay income tax.

(+) Provides clarity that charities
and their wholly-owned entities
will be ineligible for the Tax
Incentive, while partially
controlled business  entities
could be eligible.

(+) Provides clarity for

local authorities, as
well as entities
controlled by or

associated with local
authorities. Excluding
local authorities was
part of the original
policy intent of the
Tax Incentive, but this
exclusion was not
included in the Bill.

(+) Provides clarity
that other tax-
exempt

organisations  will
be ineligible for
the Tax Incentive.
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Constraints on refundable amount

expected to hit the cap on
refundability and not be
able to claim the full
amount of the credit®
Evidence from overseas
schemes indicates that
refunds provide a more
powerful incentive for
firms to undertake R&D.

It could constrain the benefit
that some loss-making start-
ups get from the credit, where
a firm has a higher proportian
of non-staff R&D exnenditure
(such as expenditure> on
capital assets arconsuinable).

If applicabie to-year one, it
would ‘be expected to enable
agproximately 750-1200 firms
to benefit from a full or partial

jreflind.® The wider coverage
l"and

increased cash flow to
businesses performing R&D is
expected to lead to increased
investment by those firms in
R&D.

a.positive.dimpact on business
( expendifure on R&D.

lh" applicable to year one, it
would be expected to enable
approximately 750-1200 firms
to benefit from a full refund.
The wider coverage and
increased cash flow to
businesses performing R&D is
expected to lead to increased
investment by those firms in
R&D.

Status quo A ‘payroll’ taxes cap TEP test | PAYEcap

EEFRQS‘SEd This is expected to limit| (-+) A ‘payroll’ taxes cap |(++) A TEP test-wouldprovide | () A PAYE cap would
refundability in year one to | would allow for broader |a pathway-for—all ‘genuine | allow for broader
approximately 350-650 | refundability with wider | businesses iq access | refundability with wider
firms of whom 65-130 are | coverage. refundanility., This would have | coverage, but would

significantly constrain the
benefit that loss-making
start-ups would get from
the credit. Many start-
ups that perform R&D
have few employees and
rely on contractors to
develop their
businesses, because of
the comparative flexibility
afforded by contracting
arrangements. R&D
intensive start-ups may
have fewer non-R&D
employees  (compared
with larger firms), and
may also have a higher

proportion of non-
employee R&D
expenditure (such as

® The numbers of firms potentially eligible for refundability, and the amount of firms expected to hit the cap under the limited refundability rules are based on
extrapolated numbers from multiple sources of data including the 2016 R&D Survey, the 2017 Business Operations Survey, information from Callaghan Innovation
about Growth Grant recipients, and information from Inland Revenue about firms that access the R&D tax-loss cash out.

% The numbers of firms potentially eligible for refundability are based on extrapolated numbers from multiple sources of data including the 2016 R&D Survey, the
2017 Business Operations Survey, and information from Callaghan Innovation about Growth Grant recipients.

ar3irldm3t 2019-06-17 14:29:36

18




Status quo

A ‘payroll’ taxes cap

TEP test

PAYE cap

(++) A ‘payroll
risk of fraudulent claims, ag
firms could not take-aut more
from the tax system than they
put in.

taxes cap '
would significantly mitigate the |

expenditure on capital
assets or consumables).
This would limit the
impact on business R&D
expenditure undertaken
by this sector.

(6)'A~1EP test would mitigate
soine of the risk of fraudulent
claims. However, overseas
experience  suggests that
certification of TEP by
external professionals may
not be sufficiently robust, and
that requiring Inland Revenue
to conduct additional checks
for TEP might lead to
administration resources
being focused on audit rather
than the approval of R&D
activity.

(++) A PAYE cap would
significantly mitigate the
risk of fraudulent claims,
as firms could not take
out more from the tax
system than they put in.

Mitigation of | Limited refundability
fraud risk /| mitigates some risk of
maintaining the | large, one-off fraud, but
scheme’s does not provide
integrity protection against
potentially high numbers
of smaller fraudulent
claims.
gﬂmzﬁce The yéar one retundability
P rules use the corporate
costs

eligibility and wage
intensity criteria from the
R&D tax loss cash-out
rules, which are relatively
complex.

(0) Compliance costs to firms
under a ‘payroll’ taxes cap
should either decrease or stay
the same. The proposed
constraint on refunds will not

apply to the majority of
claimants and is easy to
understand. Overall,

compliance costs are likely to

(-) A TEP test with a range of
measures that businesses
could choose from would
mean they could select the
one that imposes the least
additional compliance costs.
However, if a firm chose to
obtain professional

certification or undergo

(0) A PAYE cap would be

simple and have low
compliance costs for
firms. Overall,
compliance costs are

likely to decrease, but
this effect is likely to be
small.
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Status quo

A ‘payroll’ taxes cap

decrease, but this effect is
likely to be small.

PAYE cap

TEP test o,
additional checks by “Inland
Revenue there wouid
potentially be material
compliance ..costs!/ Overall,
compligrce | ‘costs may be
higher.

Maximise
business
certainty
time

over

Provides some uncertainty
as firms’ eligibility for
refundability depends on

meeting the wage
intensity  criteria  each
year. It also generates

uncertainty about ability to
take advantage of the Tax
Incentive because the low
cap on refundable
amounts means more
credits must be_calried
forward to future years
and may be iosi _due to

(+) A ‘payroll’ taxes cap would

provide increased busiress
certainty, with broad and
simple eligibility for

refundability. Receipt of cash
refunds each year rathier than
having ie carnry fefward credits
that‘may. be lost due to
continuity breaches will
increase business certainty.

(. (+I"ATEP test would provide
| business certainty that
refundability could be
accessed by pursuing one of
the available options. Receipt
of cash refunds each year

rather than having to carry

forward credits that may be
lost due to  continuity
breaches will increase

business certainty.

(+) A PAYE cap would
provide relative business
certainty, with the
refundable amount
changing based on what
a firm pays to its
employees. Receipt of
cash refunds each year
rather than having to
carry forward credits that
may be lost due to
continuity breaches will
increase business
certainty.

Tax Incentive is forecast
to be up to $6m per
annum.

administrative feasibility.

increase administrative costs
and timeframes.
Administrative resources may

shareholder coritinuity
breaches
f;ciargignltgtratwely Based on  high-level | (0) A ‘payroll’ taxes cap would | (-) Most options under a TEP | (o) A PAYE cap would be
- : estimates, Inland | be easy to administer and is |test would be easy to|easy to administer, and
Revenue's cost of [ expected to have no or|administer, but completing | is expected to have no or
administering the R&D | negligible additional effects on | Inland Revenue reviews could | negligible additional

effects on administrative
feasibility.
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Status quo

A ‘payroll’ taxes cap

TEP test

PAYE cap

also be required o iocus
more on audits—ratier than
approving R&D!astiviiy:

Minimise fiscal
costs/risk

Fiscal costs are forecast
to be $1,345 million (direct
costs) plus $19.5 million
(administration costs) from
1 April 2019 to 30 June
2022. In Budget 2018 the
Government allocated
$1,020 million for the R&D
Tax Incentive, in addition
to the $528 million already
allocated for  Growth
Grants.

(-) We anticipate that allowing
refundability under a ‘payroll’
taxes cap will increase the
uptake of the Tax Incentive.
This in turn will increase‘the
R&D expenditure peflormec

by firms, and the- amount
claimed under: “ the " > Tax
Incentive. ~An.increase in

claims lends itselfto increased

fiscal, costs.

riowever, the appropriation for
the Tax Incentive in Budget
2018 already allows for the
riscal cost of full refundability.
This is because the existing
fiscal cost model assumed no
constraint on refundability.

As discussed previously, if
New Zealand were to
experience  R&D  growth
equivalent to the refundable
part of the Australian scheme,
we have estimated that it
might add approximately $40
million (over the period of the

(-) We ariticipate that allowing
refundability under a TEP test
willincrease the uptake of the
Tax Incentive. This in turn will
increase the R&D expenditure
performed by firms, and the
amount claimed under the
Tax Incentive. An increase in
claims lends itself  to
increased fiscal costs.

The increased potential for
fraudulent claims leads to a
potentially higher fiscal risk.
The $5 million cap would
provide a limit on refundable
tax credits, but would not
constrain the amount of
eligible tax credits that could
be carried forward and would
still be a fiscal cost.

However, the appropriation for
the Tax Incentive in Budget
2018 already allows for the
fiscal cost of full refundability.
This is because the existing
fiscal cost model assumed no

() We anticipate that
allowing refundability
under a PAYE cap will
increase the uptake of
the Tax Incentive. This in
turn will increase the
R&D expenditure
performed by firms, and
the amount claimed
under the Tax Incentive.
An increase in claims
lends itself to increased
fiscal costs.

However, the
appropriation for the Tax
Incentive in Budget 2018
already allows for the

fiscal cost of full
refundability. This s
because the existing
fiscal cost model

assumed no constraint
on refundability.

As discussed previously,
if New Zealand were to
experience R&D growth
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Status quo

A ‘payroll’ taxes cap

TEP test

PAYE cap

Key:  ++

appropriation) to our estimates
of the fiscal costs of the R&D
Tax Incentive.

If this $40 million were added
to the forecast costs of full
refundability, it would still be
within the existing
appropriation (which has.-2n
approximate buffer of, $200
million). Therefore, .o further
appropriation is oeing
requested.

constraint on refundagility.

As discussed
New Zealand —-were to
experience | R&D- growth
equivalent: tothe refundable
pait of the Australian scheme,
we, ‘have estimated that it
might add approximately $40
miilion (over the period of the
appropriation) to our
estimates of the fiscal costs of
the R&D Tax Incentive.

If this $40 million were added
to the forecast costs of full
refundability, it would still be
within the existing
appropriation (which has an
approximate buffer of $200
million). Therefore, no further
appropriation is being
requested.

pievicusly, if

equivalent to the
refundable part of the
Australian scheme, we
have estimated that it
might add approximately
$40 million (over the
period of the
appropriation) to our
estimates of the fiscal
costs of the R&D Tax
Incentive.

If this $40 million were
added to the forecast
costs of full refundability,
it would still be within the
existing appropriation
(which has an
approximate buffer of
$200 million). Therefore,
no further appropriation
is being requested.

much better than doing nothing/the status quo

* better than doing nothing/the status quo
about the same as doing nothing/the status quo
worse than doing nothing/the status quo
much worse than doing nothing/the status quo
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Section 5: Conclusions

5.1 What option, or combination of options, is likely best to address the
problem, meet the policy objectives and deliver the highest net benefits?

Which entities will be eligible for a refund

Based on the above analysis, the preferred combination of options is for general
business entities and levy bodies to be eligible for refundability, and for charities,
local authorities, and other organisations that receive (hon-dividend) exempt income
to be ineligible. The effect of these options is that many more business entities would
be eligible for refundability, while not bringing in entities that already: ieceaive
substantial benefits from operating outside of the tax system. This would ‘be’a
positive change for listed companies, partnerships, trusts, levy bodies and Maori
businesses, and would explicitly exclude charities, local authorities,;-and, cther tax-
exempt organisations, providing clarity in the law.

Constraints on refundable amount

Based on the above analysis, the two leading optioris are a ‘payroll’ taxes cap and a
PAYE cap. Both options would significantly mitigate the tisk of fraudulent claims, as
firms could not take out more from the tax sysiein-thaii they put in. They would be
simple, have low compliance costs for firms, and hia easy to administer. They would
provide increased business certainty, with broad and simple eligibility for
refundability. The preferred optiori-is t0. canstrain refundability by a ‘payroll’ taxes
cap, because this would have a'greater.iimipact on BERD, with a comparatively lesser
constraint imposed on the kenefit received by loss-making start-ups in particular.

Benefits of proposed bmader refundability

The broader refundability proposed will better support the Government’s objectives of
incentivising increased BERD. Providing refundable tax credits to businesses that
have insuificient-tax: liability is a key element of the effectiveness of the R&D Tax
Incentiva(in achieving significant growth in BERD.

Broadenirig-the refundability available from that provided for year one of the R&D Tax
incentive will broaden the reach and effect of the R&D Tax Incentive. Businesses will
receive the financial support of the R&D Tax Incentive earlier or, in some instances,
wiil actually get a benefit where they previously would not have.

The key advantage to a refundable tax credit is it provides cash closer to the point
when firms, particularly R&D intensive firms, are undertaking their R&D. Broader
refundability will provide increased certainty to businesses, with broad and simple
eligibility, and receipt of cash refunds each year rather than having to carry forward
credits that may be lost due to continuity breaches.

The refundability available in year one is expected to be limited to approximately 350-
650 firms, and 65-130 of those are expected to hit the cap on refundability. The
proposed broader refundability has simpler eligibility criteria, and would be available
to a larger number of firms, estimated at 750-1200 firms in 2019 (or 550-1100 firms,
after allowing for some firms to remain on the Callaghan Innovation Growth Grant).

The wider coverage and increased cash flow to businesses performing R&D is
expected to lead to increased R&D investment by those businesses.

Increased coverage of R&D-performing firms (and higher incentives for firms to
engage in R&D) is expected to result in an increase in innovative activity,
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employment, and labour productivity growth, particularly among firms that did not
qualify for limited refundability. A higher level of R&D expenditure will result in greater
spillover benefits to other participants in the economy.

The proposed constraint on refundability is not anticipated to restrict refunds for the
vast majority of R&D performers. It means that all firms would have some immediate
benefit and a few would have less than full refundability. Given the R&D Tax
Incentive scheme is relatively broad and accessible, the proposed refundability
restrictions do not fundamentally alter the incentives of the scheme. Overall, and
compared with most other jurisdictions, the proposed policy represents a
comprehensive approach to refundability.
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| 5.2 Summary table of costs and benefits of the preferred approach

ar3irldm3t 2019-06-17 14:29:36

Affected Comment: nature of cost or benefit, risks Impact Evidence
parties e ) certainty
Additional costs of proposed approach, compared to taking no action o o
R&D performing | Compliance costs No need fa quantify because negligible.
firms
Administering Administration costs Ne hieed to quantify because negligible.
agency
Wider Higher fiscal costs because of wider coverage of fitms | Potentially higher fiscal costs of R&D Tax | Low
government and more incentive to claim. The cost of the Tax | Incentive, up to approximately $40 million (over
Incentive will continue to be met from Vcte:'BSI and | the period of the appropriation). No change
managed by MBIE in a similarway. required to appropriation which includes full
refundability and covers additional $40 million
‘estimate’ (within an approximate buffer of $200
million).
Other parties No anticipated ccsts. $0
Total monetised Higher fiscal costs of R&D Tax Incentive, of up | Low
cost to approximately $40 million (over the period of
the appropriation). No change required to
appropriation which includes full refundability
and covers additional $40 million ‘estimate’
(within an approximate buffer of $200 million).
Non-monetised n/a
costs
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Expected benefits of proposed approach, compared to taking no action

R&D performing
firms

Eligible firms will receive a refundable tax credit
equivalent to 15% of their eligible R&D expenditure, up
to a cap of the amount of ‘payroll’ taxes paid per year,
plus tax credits resulting from payments to approved
research providers'?, For existing Growth Grants this is
roughly equivalent to a 20% pre-tax subsid1y (as per the
Growth Grant),'" all else being equal.’® For non-
recipients of a Growth Grant this will be an increased i
subsidy. These benefits are equivalent to the costs G|
wider government (as above).

In addition, firms receiving new or additional funding
are expected to employ more staff and increase iabour
productivity growth, but effects- have “riot been
monetised.

Higher R&D up to pctentially’an additional
$250 million, with correspeiiding spillovers.

Medium

Medium

Administering
agency

None

n/a

Wider
government

Higher investrnent \ini R&D and resulting business
innovation—expectea to result in more productivity
growth-overtime;ieading to higher incomes and hence
tax paid; but effects have not been monetised.

Medium

Low

Other parties

Higher investment in R&D is expected to generate
positive spillovers to rest of the economy (other firms,

Medium

Low

10 The cap will not apply to organisations established by statue.

" Given a 28% corporate tax rate, a 20% subsidy pre-tax corresponds to 14.4% subsidy after tax, which is less generous than a 15% tax credit for firms that have a
sufficient tax liability (or will have in the future) against which to apply the tax credit. Firms with insufficient tax liability will be able to refund their 15% tax credit, up to

the proposed cap amount. The maximum amount paid under a Growth Grant to firms in tax loss is $5 million per year.

12 Assuming eligible R&D expenditure is the same.
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researchers, etc.), but effects have not been
monetised.

Total monetised Higher R&D up to-petentially an additional | Low
benefit $250 million, with-corresponding spillovers.
Non-monetised High
benefits
LSS 2 N
General business | Listed companies, partnerships and trusts will be’ | Medium Medium
entities eligible for refundability, and there will be no Wwage'|
intensity requirement. This will allow most._Maori
organisations to be eligible. This provides clarity \and
will support investment in business R&D
Levy bodies Levy bodies will be eligible for refundability. This will | High High
support investment in business \R&D" and provides
clarity that ensures levy /body. ‘'members will not be
disincentivised to fund their /R&D through their levy
body.
Charities Clarity is provided that'charities and their wholly-owned | 0
entities_will ‘be “ineligible for the Tax Incentive, while
partially,controlted business entities could be eligible.
Local authorities | Clarity is provided that local authorities, as well as | 0
entities controlled by or associated with local
authorities, will be ineligible for the Tax Incentive.
Other tax-exempt | Clarity is provided that other tax-exempt organisations | 0

organisations

will be ineligible for the Tax Incentive.
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5.3 What other impacts is this approach likely to have?

There is a potential risk that by providing broader refundability, businesses are
motivated to recharacterise non-R&D expenditure as R&D expenditure or make
fraudulent claims.

The Tax Incentive has been designed to reduce the likelihood of, and opportunities to
recharacterise hon-R&D expenditure. This includes requiring a close nexus between
the R&D activity and the expenses claimed.

The proposal to broaden eligibility for refundability includes a ‘payroll’ taxes cap on
refunds to mitigate the fraud, fiscal, and integrity risks associated with paying.out
cash.

Businesses would be entitled to a full refund of their R&D tax credits; to ihe exient
their R&D tax credits are equal to or less than the amount of ‘payroii~taxes-paid in
the relevant income year.13

Payments to Approved Research Providers are not included.iis the cap as it will be
easy to verify that these payments have actually been iricurred by a firm. Levy bodies
are not subject to the cap due to reduced risk that refunded R&D tax credits will be
unrecoverable, and some may have low ‘payioil \taxes where R&D is largely
contracted out.

Additional measures to mitigate risk include a sample of claims being audited each
year, and an in-year approval process.(included in the Act), which requires claimants
to obtain approval of their R&D-activities before they file a claim for their R&D tax
credits. The $50,000 minimum threshold of eligible expenditure (included in the Act)
is also an important meastire inpreventing a flood of smaller, lower-quality claims.

5.4 Is the preferred optioir compatible with the Government’s “expectations for
the design of r2quiateiy system”?

There is no incompatibility between this regulatory proposal and the Government’s
‘Exzeciations for the design of regulatory systems’.

Saction 6: Implementation and operation

6.1 How will the new arrangements work in practice?

Legislation will need to be enacted to give effect to broader refundability. It is
proposed that broader refundability come into effect from businesses’ 2020/21
income year. Therefore, it is proposed that the legislative changes needed to give
effect to broader refundability be included in a tax bill scheduled to be introduced in
June 2019, which would make changes to the Income Tax Act 2007 and the Tax
Administration Act 1994.

Inland Revenue is leading implementation of the R&D Tax Incentive through the tax
system, and will also be responsible for implementing broader refundability. Inland
Revenue will identify and mitigate operational risk so that broader refundability can
be delivered successfully. Inland Revenue has the necessary capabilities and
capacity to implement broader refundability through its systems.

= Payroll taxes would include PAYE, FBT, employer superannuation contribution tax (ESCT) and
withholding tax on schedular payments (WT).

28

ar3irldm3t 2019-06-17 14:29:36



It is expected that broader refundability will pose minimal compliance and
administrative costs. No material change is expected for the R&D supplementary
return. Instead of carrying forward non-refundable R&D tax credits, most firms will be
able to receive R&D tax credit refunds. Any increase in administrative costs would be
negligible, because Inland Revenue intends to carry out checks and reviews on
claims from year one. The existing core team of Inland Revenue and Callaghan
Innovation officials will continue to work on claims after broader refundability is
introduced.

Inland Revenue, working with the other agencies, will develop guidance material on
the broader refundability proposals and the impact of these on business.-Since
broader refundability expands on the new R&D Tax Incentive, there are ne particular
transition issues. Credits not refunded in respect of the 2019/20 tax year; and cairied
forward to the 2020/21 tax year, may be refunded in that latter yeerior subsequent
years.

The proposed eligibility criteria for broader refundability are simpler-than the existing
eligibility criteria that apply to limited refundability in year one _This may result in a
simpler process that is easier for businesses to conigiv with;, 50 may in fact lead to
reduced compliance costs.

Officials from all agencies (MBIE, Callaghar Innovation, and |IR) have engaged, and
will continue to engage, with interested stakeholders. This includes accounting firms,
businesses, and Chartered Accountants Australia and New Zealand (CAANZ).

For some taxpayers, the legislatioin is ‘expected to receive Royal Assent after the
beginning of their 2020/21 irncome years. This is unlikely to create significant issues,
however, because claimswill be ‘'submitted with taxpayers’ income tax returns which
are due after the erd of their income year, by which point it is anticipated the
legislation will have beeri enacted. No credits will be refunded under the broader
refundability niies untiillegislation has been enacted.

insukmissions on the R&D Tax Incentive, a clear theme was the need for low
cornpiiance costs, to the extent this is possible. Feedback highlighted the need for
clear guidance and education material. Businesses engaged with on the broader
refundability proposals reaffirmed the need for simple rules and low compliance
costs.

As mentioned above, the broader refundability proposals contain eligibility criteria
that are simpler than the year one limited refundability criteria. The proposed broader
refundability rules do not require corporate eligibility and wage intensity tests to be
satisfied, and rely on the existing (easier) rules of the R&D Tax Incentive. Allowing for
broader refundability also reduces the need for continuous tracking of shareholder
continuity, because once refunded credits are no longer at risk of being extinguished
through breaches of shareholder continuity rules. This is particularly beneficial for
smaller, R&D intensive start-ups which may regularly seek new investors to boost
funding for their R&D projects.

Implementation risks arise where businesses re-characterise non-R&D expenditure
as R&D expenditure in order to claim a larger tax credit. The incentive for re-
characterisation is greater with broader refundability, because firms can receive cash
refunds (rather than having to wait until they come into profit to utilise their R&D tax
credits). The policy and legislation has been developed to manage this risk, although
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it cannot be eliminated. The proposed ‘payroll’ taxes cap on refunds will be backed
up by existing administrative processes, such as in-year approval and IR audits.

There needs to be strong uptake of the R&D Tax Incentive by businesses for the
incentive to be successful. As indicated by the submissions received on the Bill,
broader refundability is an important part of ensuring businesses transition to the
scheme. Inland Revenue, Callaghan Innovation and MBIE officials have engaged
with stakeholders on the broader refundability proposals. Guidance will also be
developed by Inland Revenue, which will sit alongside the tax legislation, to provide
claimants with more information about the broader refundability proposals.

Section 7: Monitoring, evaluation and review

The impact of the broader refundability proposals will be imonitored-as part of the
system-level monitoring of the R&D Tax Incentive. The  R&D: Tax Incentive will be
monitored as part of the Research, Science and Innovation portfolio (for example,
through publication of the annual System Performance Report).

As part of the R&D Tax Incentive, the Gevernment is required to commission an
evaluation of the incentive every five yedts. flom the commencement of the scheme.
This evaluation would include an evaliation of broader refundability.

In addition to the 5-year evaluation eithe incentive, the business R&D surveys run by
Statistics New Zealand can also be used to evaluate the R&D Tax Incentive scheme
(which would include breader refundability). This will provide additional information to
measure the impact_of. the R&D Tax Incentive and the broader refundability
proposals.

7.2 Wheo and how will the new arrangements be reviewed?

In addiiicn-tc tne legislated 5-year evaluation of the R&D Tax Incentive, MBIE and IR
wiil monitor the policy in the shorter term. This is so that any issues associated with
broader refundability that could compromise the integrity of the Incentive can be
quickly identified and remedied.

The R&D Advisory Group (RDAG) is a consultative committee comprising
representatives from accounting firms and other businesses that functions as a forum
for identifying and resolving problems with the R&D Tax incentive. RDAG had its first
meeting in January 2019. Officials also have regular meetings and discussions with a
broader range of stakeholders, at which policy and implementation issues are
discussed. It is expected that RDAG and these regular stakeholder discussions will
enable officials to conduct on-going monitoring and review of the impact of broader
refundability.

30

ar3irldm3t 2019-06-17 14:29:36



Bibliography

Appelt, S., M. Bajgar, C. Criscuolo, & F. Galindo-Rueda (2016). R&D Tax Incentives:
Evidence on design, incidence and impacts. OECD Science, Technology and
Industry Policy Papers, No 32.

Di Maio, M., & N. Blakeley (2004). “Business Research and Development and
Industry Structure”. New Zealand Treasury.

Mazoyer, P. (1999). “Analysis of R&D structure and intensities”. Wellington, New
Zealand: Ministry of Research, Science & Technology.

OECD. (2017). OECD Economic Surveys: New Zealand 2017. Paris:(QECD
Publishing.

Statistics New Zealand (2017). Research and Development Survey:; 2016.
https.//www.stats.govt.nz/information-releases/research-and-development-survey-
2016

Statistics New Zealand (2018). Business Operations-Survey: 2017.
https.//www.stats.govt.nz/information-releases/business-operations-survey-2017

Wakeman, S. & P. Conway (2017).<Innovation and the performance of New Zealand
firms. Wellington: New Zealand Productivity Commission Working Paper.

31

ar3irldm3t 2019-06-17 14:29:36


https://www.stats.govt.nz/information-releases/business-operations-survey-2017
https://www.stats.govt.nz/information-releases/research-and-development-survey

Appendix 1

The following table sets out key features of how refundability is applied in key OECD

countries.

Country Refundability policy Other relevant factors

Australia Limits refundability to: The cap is proposed but
e firms with turnover less than Ieglglatlon not yet passed. It is

A$20m & designed to reduce the costs of
e subject to a A$4m annual ca the scheme. The cap equates
) P- Tto A$10m eligible expenditure
UK — SMEs | Firms in loss can cash out theirt?} The SME scheme(<s., more
credit at a discount to their value. | 9enerous than the_large> firm
, scheme. SMEs-must have:
The UK government is currently
consulting on introducing a cap |* fewerthan500-employees
relating to PAYE payments. and
e _Aurnoverless than EUR
100m:

UK — large | For non-SMEs, the tax credit is

firms paid before tax, so loss_making
firms benefit equally with. profitable
firms, subject to not exceeding the
amount of PAYE “and- National
Insurance Contribution-paid.

Norway Full refundability for tax paying | The tax credit operates with a
entities. very low cap. The maximum

credit is (approx.) NZ$2m, and
in most cases is NZ$1m.

The tax credit is not available to
non-taxpayers.

Ireland Full refundability, but paid in
instalments over 3 years, and
subject to limits relating to amounts
of corporate income tax paid or
amounts of payroll tax paid.

Netherlands | Full refundability but limited to a
firm’s payroll tax liability.

Canada The credit is fully refundable for | The tax credit rate is 35% up to
Canadian Controlled Private | eligible expenditure of CAD 3
Corporations up to an expenditure | million, and 15% for higher
limit of CAD 3 million. Higher | amounts.
expenditure is only 40%
refundable.

14 Firms in loss can cash out 14.5% of surrenderable losses (these are the lesser of their trading loss
and 230% of the R&D spend).
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The table above demonstrates different mechanisms can be used for constraining
refundability. Here are some brief comments on each of them:

Eligibility for refundability based on firm characteristic (generally a measure of size
such as turnover)

e can target refundability to firms that, potentially, benefit most from it — ie,
smaller or early stage firms

e creates boundaries which might disincentivise desired behaviours — eg, a firm
may choose not to grow to keep turnover below the threshold

e relatively simple to understand but measurement would introduce complexity

Refundability applies up to a cap; credits above cap carried forward

e refundability addresses cash flow needs

e less of a boundary issue so less likely to impact on firm behaviours (though
incentive to increase R&D spend may diminish above cap)

e relatively easy to understand and apply

Limit refundability based on other taxes paid

e if based on PAYE paid, more like a backstop-rather.than a fiscal cap as for
most businesses the amount of PAYE across the whole firm will exceed 15%
of the cost of R&D

e useful as a possible fraud deterrent-as'it should ensure a firm has a tangible
economic presence, and may-also_prevent exploitation of a loophole if that
involved claiming credits for.high hon-wage costs

e operates as some form-ofiintegrity and fiscal constraint measure, in that a firm
cannot “take out”.more thaniit is “putting in” to the tax system.

e some firms maynot pay;PAYE — eg, staff are not employees and are either
shareholders(who are paid a shareholder salary, contractors or provide sweat

equity. This-suggests either using a wider definition of taxes paid1 5 or making
a provision-for firms to apply for an exemption

e __administratively easy to understand and apply (subject to exceptions for firms
without employees)

Refund credits at a discount

e supports loss making firms while providing an incentive to become profitable
e provides firms with a choice whether to refund the credit or carry it forward
e perhaps less easy to understand but relatively easy to apply

Spread refundability over several years

e more complex to track a firm’s position

e for afirm in a long-term loss making position, will produce similar results to full
year refundability after a few years

e creates a tail of Government liability

Target refundability based on R&D intensity

This mechanism is not used by any other country for targeting refundability (though in
Australia R&D intensity influences the credit rate for large enterprises) but is worth
considering as it is the basis of the year one scheme.

e can target refundability to those most deserving of it

15 One possibility would be to include adding withholding taxes paid.
33
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e creates a boundary that might give rise to perverse behaviours
e different measures of R&D intensity may favour different types of R&D
performing firms

e though relatively easy to understand, adds complexity to compliance and
administration.
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Appendix 2

The examples below provide a practical illustration of how without refundability, firms
do not receive a cash benefit from a tax credit if they are in loss or have insufficient
income tax liability.

This table provides a simple example of how a profitable firm uses a tax credit to
reduce the amount of tax it has to pay in a year:

Profitable firm (refundability makes no difference)

Income 400 x\f\ 3'\»
Expenses (includes 100 of eligible R&D) 3 O(jf\ ﬁ \,{ ?\/
Net profit/(loss) o c; ‘?TIZQZ\

Income tax liability (28% x Net profit) 4 Q K:;E:?j;?‘}28

R&D tax credit (15% x eligible R&D) ,/wf\ﬁz‘;\f’f’ 15

Net tax to pay ,:-M'f;"“'! :‘;; > =

._ _‘ing firm (without refundability)

Income (“‘:\j;j? ' 300
Experr;gs t’;i?&hldes 100 of eligible R&D) 400
y M‘érfo%atk('loss) (100)
: ‘Jj;acome tax liability (28% x Net profit) 0
R&D tax credit (15% x eligible R&D) 15
Unused R&D tax credits to carry forward to future years 15

This table provides a simple example of a profitable firm that has insufficient income
tax liability to receive the full benefit of a tax credit without refundability:

Profitable firm with insufficient income tax liability (without refundability)

Income 310
Expenses (includes 100 of eligible R&D) 300
Net profit/(loss) 10
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Income tax liability (28% x Net profit) 2.8

R&D tax credit (15% X eligible R&D) 15

Unused R&D tax credits to carry forward to future years 12.2

This table shows how a loss-making firm receives an immediate benefit from a
refundable tax credit:

Loss-making firm (with refundability)

NP D

Income @\

ol g

1R 4
Expenses (includes 100 of eligible R&D) f,»<':> \\VA200

L P " <
. % ) ‘{\/’“}.\/ .'
Net profit/(loss) AN\ N7 {100
(-\ (- 'y '\\/ .I’
N P %
Income tax liability (28% x Net profit) Ol ‘\\//3’ 0
= p S
R&D tax credit (15% x eligible R&D) D) D 15
- z 25 \’t; \\‘1 \“_>
R&D tax credits refunded in gg@i’f >\ ” 15
N
AN
/’fs& y 1 \\:3
{ (
N ‘\ k"v"’p}
\ -ii;\\:\'" “'\v___z"f
P R B ¥ "{}*-«\)
- u(lf \ \1 ‘r*v:.}
O/
AN\ T
$ \J‘;/] D
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R&D Tax Incentive: Phase 2

Purpose

To seek agreement that officials conduct further work on Phase 2 of the Research and
Development (R&D) Tax Incentive in line with the parameters set out in this briefing note.
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i.  Look at how to put in place a comprehensive policy on refundability, biyABrerGQO
”, \\ j

ii. Consider whether any changes need to be made to the R&B tax\[{:»ss«i*" 5h out scheme;
and <o \ ¢
\ A

/\ '\
iii.  Consider how to align the R&D tax loss cash out ﬂghemﬁ ,ﬁj’(h the R&D Tax Incentive.

o~ \ //

N Agree / Disagree

Richard Walley . \\ Keith Taylor
Policy Director ' - N Policy Manager
Labour, SQA}QC aiiei“E?]terprlse MBIE Inland Revenue
13/ 1«’3"2&18 13711172018
’ v\\. \“js 1:‘
Q‘\ \,) | \ )
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Minister of Research, Science and Innovation Minister for Revenue
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Background

. The Taxation (Research and Development Tax Credits) Bill reflects the policy decisions taken

to date by Cabinet for the R&D Tax Incentive as part of “Phase 1”. The tight timeframes has
meant that some issues were deferred. These will be addressed under Phase 2.

Cabinet has agreed that by April 2020 a more comprehensive policy will be in place to support
businesses in loss so they can better benefit from the R&D Tax Incentive. This followed from
the advice provided on how to support loss-making firms [MBIE 3950 17-18; IR2018/499
refers].

This paper provides further details on work to be undertaken in order to meet the.commiiment
that a new policy on refundability will be in place by April 2020. It also sets joat the ‘work that will
be done on the R&D tax loss cash out scheme in parallel.

Supporting businesses in loss

Refundability enables business in loss to benefit fram-the R&D Tax Incentive

4.

Refundability refers to the policy of paying out in\cash:\the tax credit for firms in loss. As part of
the work around design and implementation cf.the R&D Tax Incentive, we have been
considering further actions that need g be undertzken as part of “Phase 2” of the scheme,
including on the issue of refundability.

The R&D Tax Incentive encaurages husinesses to perform R&D by reducing the amount of tax
they have to pay when they have tndertaken R&D. However, firms in loss do not pay tax. This
is particularly a challeige for new and start-up business where the evidence suggests that
R&D intensive firms typically. spend their early years in a tax loss position. Such firms also have
a lower probakility.of. becoming profitable (at least in short term) so cannot use tax credits to
improve their cash-flow position.

This-isstie.alsb/has resonance for atypical businesses, some of which are structured never to
incur_ar.inicerme tax liability, and therefore would never be eligible for refunds of their tax credit.
it,is likewise an issue for businesses that do not make a stable profit.

Refur:dability in Year One will be limited

7.

The Government has already signalled that it recognises the importance of supporting
businesses that undertake R&D but that are not yet making a profit, therefore having
insufficient taxable income to effectively use any tax credits.

It has partially responded to the issue of providing support for firms in loss in the current design
of the R&D Tax Incentive by providing a limited form of refundability from 1 April 2019 (the first
year of the new scheme). To make this straightforward to administer and to meet legislative
timeframes, officials have largely adapted the parameters operated under the existing R&D Tax
Loss Cash Out scheme in order to help provide refunds under the new R&D Tax Incentive.

R&D Tax Loss Cash Out was introduced in 2015. It was designed to help R&D-intensive start-
up or other small firms that might be struggling with cash flow issues, especially before they
have been able to take products or services to market, by allowing them to “cash out” a
proportion of their tax losses rather than carry them forward. As a condition of receiving this
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support, at least 20 percent of the firm’s labour costs must be R&D related, and the maximum
eligible R&D spend that can be claimed is capped at $1.7m (in 2019/20).”

10. The decision to mirror these provisions for the R&D Tax Incentive was a combination of
expedience and cautiousness, in that the constraints with the R&D Tax Loss Cash Out are
more restrictive than are likely to apply subsequently, and broadly it is easier to relax rather
than tighten constraints over the longer term. In Year One of the R&D Tax Incentive at least
20% of claimant labour costs must be R&D related, and eligible businesses can “cash out” up
to $225,000 of their R&D losses (or 15 percent of $1.7m).

Parameters for Phase 2

11.Such eligibility constraints are unlikely to work effectively as a policy on refuridability-in the long
term because they limit the amount of benefit that firms in loss can achieve froim the R&D Tax
Credit unless they carry their credits forward. The Government has-therefore. ceinmitted to
putting in place a more effective policy from April 2020. It has alsodndicated that it will use this
opportunity to review the operation of the R&D Tax Loss Casii Out scheie.

12.A number of countries in the OECD (such as the Netherlands, Norway, the UK and Australia)
allow for a measure of refundability as part of their {iscal/incentives to incentivise R&D
investment. Therefore addressing the issue will'ensure‘that the proposed New Zealand regime
is competitively attractive in international terms.

13.Nevertheless, for a number of reasons-we .recemmend that refundability be approached with
some caution. Firstly the Governmient ingeds 0 protect against the risk of fraudulent claims.
Where tax systems are based©n seif-assessment, as in New Zealand, there is a tension
between processing returrsina timely way and investigating whether they are genuine. Tax
administrators rely on keing able to investigate returns after they have been processed. Where
funds have been paid-out, but the claim is fraudulent, the entity may have disappeared leaving
no ability to receup the funds.

14.Secondly; evidence from other jurisdictions suggests that the fastest growing portion of their
costs relating\to their R&D tax incentives has been refunds for small firms in loss. This has
paiticulaily-bezn an issue of concern in Australia and has led to subsequent changes in design
aiter cencerns about increased affordability of the scheme. Discussions with officials in those
counies suggest that this rapid growth is associated with more spurious claims, including
same re-characterisation of non-R&D expenditure.

Issues for further examination

15.There are a number of design features that officials need to consider in order to design an
effective and sustainable refundable tax credit for the long term. These include:

a. The safeguards that need to be built in to manage risk and ensure the integrity of
the tax system while supporting the wider policy goals of the initiative:

It is important to ensure that any ultimate policy reduces fiscal risks from illegitimate or
uneconomic claims. This might be done, for example, through the use of caps, turnover
and pre-approval measures, as well as refunds at a discount, deferral of receiving
refunds, and the time-bound eligibility for refunds.

b. What can be learnt from international comparisons:

We need to consider the approaches used by other countries, particularly those within

' The cap has been rising by $0.3M per year, starting from $0.5M in the 2015/16 year.
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the OECD; and how the NZ R&D Tax Incentive is positioned in relation to those.

c. Whether entities not structured to derive taxable income should be refunded ( -
atypical businesses including charities and levy bodies):

There are a range of organisations of different types that might fall within this group —
for example, atypical businesses, Maori-owned businesses, charities, levy bodies, and
tolling operations. As well as considering whether such a policy would incentivise more
or have little impact on the amount of R&D they currently conduct, we also need to
consider whether it is reasonable to treat them the same as taxpaying businesses,
despite them not being taxpayers in some cases.

Other issues to consider within Phase 2

16. Alongside the question of refundability, we recommend undertaking a review-of-thie'R&D Tax
Loss Cash Out scheme to avoid any misalignment between the two initiatives. Many of the
firms currently eligible for the R&D Tax Loss Cash Out will also begligibie for-the R&D Tax
Incentive so questions arise as to how each policy complements the other and how to reduce
compliance burdens for applicants. This would include:

e Considering how the R&D Tax Loss Cash Out has beenipertorming over the past 3 years in
areas such as take-up and fiscal cost, and what\irrpact iti1as made on R&D activity. It
would be useful also to consider its interacticn with ‘other policy areas such as loss
continuity (as this impacts on desirability ef cashed out losses), as well as to consider
whether any further targeting or safeguards are required as part of its operation.

¢ Reviewing policy goals for R&D Tax Less Cash Out and whether these need adjusting in
light of the R&D Tax Inceintive’s\intreduction, so that overall budgetary costs can be
managed sensibly whiie’ government provides support to where it is needed most. This
might include harmignisation in areas such as eligible activity, R&D definitions, eligible
entities, and eligible expenditure.

17.Finally, thoughit\wili-be too early to have gained operational insights into the legislation, it is
possible/that issuss will have been identified that require remedial attention.

PotentiaihPhase 3 issues

18.There are also additional measures that officials consider should be considered in “Phase 3" —
that is they would be introduced from the third year of the Tax Incentive (April 2021) or later.
This could include in-year payments for businesses in loss, and the development of software
packages that could automate a firm’s claim for eligible expenditure. There are also other
changes that could simplify firms’ compliance, such as alternate rules for calculating
overheads. In addition, as experience is gained with the operation of the Incentive, there may
be a need to make further adjustments to the scheme.

Timelines and next steps

19. Legislation for the R&D Tax Incentive has now been introduced into Parliament with its First
Reading on 1 November. Legislation associated with Phase 2 policy which would make
changes to the R&D Tax Incentive could therefore not be practically introduced until the Phase
1 legislation has been enacted (not expected before the end of second quarter 2019).

20.However, we believe it is important to begin work now internally amongst officials to consider
the issues in depth in order to help develop appropriate policy options. This would mean that
changes to legislation can then effectively be carried out during the first quarter of 2019, and
would ensure that revised legislation could be put forward as early as September 2019 (as
soon as Phase 1 legislation is enacted).
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21.We also recommend consulting with public stakeholders to better understand the impacts of
any proposed policy on businesses. One option is to conduct a full consultation alongside the
lines of the earlier Discussion Document that was issued in April. This would require the

agreement of Cabinet.

22 However, we think this may risk “consultation fatigue” as in November and December the
Select Committee will already be seeking submissions from the public on the current round of
legislation. Additionally, March 2019 will be close to the go-live date for Inland Revenue’s
Business Transformation Release 3, and so tax and professional services stakeholders will be
busy supporting their customers. Instead we recommend a less formal but still structured
approach. This would seek views from those represented on the R&D Tax Advisory Group to
be established by IR. Additionally we would run 4 workshops across the country that would
bring together key stakeholders to examine the issues in more depth. This would-inciude
representation from businesses in profit and loss, as well as atypical businesszs,

Suggested timetable

November — December 2018

Officials develop policy prepasals for Phase 2

January — February 2019

Officials seek fe=dback from Ministers as whether these should
form the basis.oi stakeholder engagement

February — March 2019

Wo_rksﬁo?s_and engagement

March — April 2019

June 2019

Seek Cabinet approval

Finalise policy positions and seek Ministerial agreement

July 2019

Prepare Phase 2 legislation

August — September 2019

Introduce Phase 2 legislation (it may be possible to use another
tax bill as the legislative vehicle).

——

Aprit-2020.

Policy on refundability in place

1560 18-19; IR 2018/688
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Policy report:

Inland Revenue
Te Tari Taake

R&D Tax Credit: Phase 2 Policy Proposals

Date: 13 February 2019 Priority: Medium
Security level: In Confidence Report number:~| IR2019/005
2296 18-19
Action sought
Action sought Deadline

Minister of Research,
Science and Innovation

Agree-that officials commence stakeholder
engagement'on phase two of the R&D tax
incentive including on the issues of
refundability, tax exempt organisations,
and options for the future of the tax loss
cash out.

22 February 2019

Minister of Revenue

Agree that officials commence stakeholder
engagement on phase two of the R&D tax
incentive including on the issues of
refundability, tax exempt organisations,
and options for the future of the tax loss
cash out.

Agree to forward this report to Minister of
Finance.

22 February 2019

Contact for telephone discussion (if required)

Name Position Telephone

Keith Taylor Manager, Policy 04 890 2808
Internal Revenue el L

Kirsty Hutchison Manager, Innovation Policy 04 901 4131

Ministry of Business,
Innovation and Employment
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13 February 2019

Minister of Research, Science and Innovation
Minister of Revenue

R&D Tax Incentive: Phase 2 Policy Proposals

Executive summary

1. With legislation to introduce the Government’s R&D tax incentive-piograssing
through Parliament, officials are now considering the following pelicy \issues_that
had been deferred to a secondary phase:

o A comprehensive policy on refundability (the Bili, currentliz-provides for
limited refundability to loss-making and pre-profit businesses)

o Treatment of tax-exempt organisations \ (the  first-year policy on
refundability excludes entities that receive tax exernpt income)

o Options for the future of the R&D ‘tax-locss cash out (this policy was
introduced in 2015 to address. the effect, of distortions in the tax system on
R&D intensive start-ups)

2. A key aim of the Governmeérit's, R&B tax incentive is to expand access to R&D
support to a wider and mcre diverse range of firms and to provide firms with the
certainty and confidence to\incirease their investment in R&D. The policy intent is
to create a regime-‘that'is acciassible, internationally competitive and sustainable.

3. These objectives have guided our thinking on the following proposals which we
propose _form the jpasis of stakeholder engagement. The stakeholder engagement
will be usedto-seck feedback on and test the implications of the options described
below {notirig-that Ministers have not yet taken final policy decisions).

Refundapility and treatment of tax-exempt organisations

4. We” propose that refundability of the R&D tax credit for firms in loss or with
insufficient profit should be widely available. This is consistent with the objective
of providing broad-based support for R&D. However, in order to manage the risks
that refundability creates to the sustainability of the scheme, officials propose that
the amount paid to an organisation in a single year would be limited by:

o the amount of PAYE paid (this ensures a firm has a tangible economic
presence and that what firms receive from the tax system does not exceed
what they have contributed); and

o a cap on refunds of $5 million (this will ensure that Growth Grant recipients
are not worse off by moving to the tax incentive).

5. We are aware that some firms legitimately do not pay PAYE and we will use the
stakeholder engagement to explore the extent of this issue and the
appropriateness of using alternative taxes paid as a constraint on refundability.

6. The quality of, and positive externalities from, R&D undertaken by tax-exempt
organisations is likely to be similar to that of taxable entities. Therefore, from the
perspective of growing New Zealand-based R&D, it makes sense for the tax
incentive to be refundable for tax-exempt organisations with no further
restrictions than those that apply to taxable entities. However, we intend to use
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the stakeholder engagement as an opportunity to build a better understanding of
the type and amount of R&D that is undertaken by tax-exempt organisations.

The R&D tax loss cash out

7. The tax loss cash out is intended to mitigate distortions in the tax system that
particularly affect R&D intensive start-up companies. The policy allows qualifying
firms to receive cash for their losses that relate to R&D rather than waiting until
the firm is profitable to obtain the benefit of a tax deduction. About 350 firms
have registered for the scheme. The introduction of the R&D tax incentive
provides an opportunity to consider options for the future of the tax loss cash out
including:

) Retaining it as a separate instrument but with some amendmenis \such as
aligning the definition of R&D with the tax incentive and- tightening”its
eligibility criteria, or

. incorporating it as an additional support for start-up firrns deiivered via an
extension to the tax incentive, or

o ceasing the tax loss cash out.

8. The engagement with stakeholders provides. ‘an> opportunity to test our
understanding of the impact that the tax loss casti-out has had on firms, to seek
insights into administrative issues such as the value of aligning the R&D definition
with the tax incentive, and to explore.whether it would create confusion to retain
the two separate instruments,

9. If Ministers agree to thece\ propcosals, officials will commence a process of
stakeholder engagemeént.. We “anticipate providing you advice in April so that
Cabinet approval and\legistation can follow later in the year.

Recommended \action

10. The. Ministry of Business, Innovation and Employment and Inland Revenue
recoimmend that you:

10.1 Agree that officials commence stakeholder engagement on phase 2 of the
R&D tax incentive

10.2 Agree that the proposals that will form the basis of this engagement are:

10.2.1 Refundability of the tax credit for firms in loss or with insufficient
profit should be widely available, with the only constraints being
that the amount paid to an organisation in a single year would be
limited by the amount of PAYE paid and capped at $5 million.

10.2.2 No further restrictions would apply to tax-exempt organisations.
10.2.3 Options for the future of the R&D tax loss cash out could include:
= aligning it with the tax incentive and tightening its eligibility,

» incorporating it as an additional support for start-up firms delivered
via an extension to the tax incentive, or

» ceasing the tax loss cash out.

10.3 Agree to refer this report to the Minister of Finance
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10.4 Note that officials will report back to you following the stakeholder

engagement.

Kirsty Hutchison Keith Taylor
Manager, Innovation Policy Policy Manager
MBIE Policy and Strategy, Inland Revenue
Hon Dr Megan Woods Hon Stuart Nash
Minister of Finance Minister of Revenue

/ /2019 / /2049
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Purpose

11.

12.

This report seeks joint Ministers’ agreement to proposals that are to be the
subject of stakeholder engagement. The proposals relate to:

o How refundability of the tax credit could apply from 1 April 2020

o Whether there should be limits on refundability for non-tax paying
organisations

o Options for the future of the R&D Tax Loss Cash Out

Your agreement to these proposals does not represent final Government
decisions. The proposals will form the basis of officials’ engageinent with
stakeholders. Officials will brief you following this engagement and recomiviend
proposals you can take to Cabinet for final decisions.

Context and background

13.

14.

15.

16.

The R&D tax incentive was developed under tight\timeffames. Consequently,
there was not time to resolve some complex(issues before the legislation was
drafted.

Cabinet agreed to provide limited refunidability\for firms in loss for the first year of
the tax incentive and you committed to review the policy that would apply from
the second year. The two-year. transition for Growth Grant recipients meant firms
were not disadvantaged, relative ‘tg) their current situation, in this delay to
establishing the longer-terim, policv.

The R&D tax loss cash out.ds a separate policy from the R&D tax incentive. But the
advent of the tax mcentive and the high overlap between recipients under each
policy means/it7is timely to review it.

You have.previodsiy agreed to the scope and timeframes for this Phase 2 policy
work{1566.18-19; IR2018/688 refers). If you agree with these proposals, we will
hold workshops with stakeholders to get their feedback. We anticipate providing
younadvice in April so that Cabinet approval and legislation can follow later in the
year:

Refundability

Why it is an issue

17.

18.

19.

Refundability refers to paying out the tax credit if the business has insufficient tax
liability. The alternative to refunding the credit is for firms to carry it forward and
use it when they become profitable.

Providing a refund ensures that all firms doing R&D receive equal support. For
instance, an established business can support R&D through profits from its
existing products, and therefore can immediately benefit from a tax credit.
Similarly a large conglomerate can support a loss-making R&D division through
profits from other parts of a business. By contrast, a start-up firm will not have
offsetting profits from other activities and - unless its credits are refunded - may
not be able to benefit from the tax credit until a much later date, if at all.

Refundability provides financial support for R&D when it is most needed. In most
cases, a firm will engage in R&D expenditure prior to receiving revenue from
commercialising its product. Therefore, not only are R&D-intensive firms more
likely to be in loss, they are also more likely to be cash constrained. For these
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21.

22.
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firms, cash today will be much more valuable than a credit that is carried forward
until the firm becomes profitable.

Additionally, credits carried forward while a firm is in loss are at risk if the firm
breaches shareholder continuity rules relating to the credit. This is more likely to
occur where there is significant new equity investment in a firm before it reaches
profitability.

However, paying out to businesses, rather than reducing the amount of tax they
pay, increases the fraud risk for Inland Revenue. This is not particular to R&D tax
credits but is seen with other parts of the tax system such as donor tax credits
and GST refunds.

Refunds also increase the fiscal cost of a scheme. In countries where“credits Jare
refunded, fiscal cost growth is faster amongst those firms gettinig ’'refunds.
Discussions with officials in Australia and the UK suggest that _some of this
increased cost is associated with marginal quality R&D - cash payrients tor small,
start-up firms are a powerful lure for some firms so encourage reclassifying other
expenditure as R&D or claiming for activity that is not R&B: In(those countries, a
large number of claims has made it difficult to counter this risk through audit.

In summary, providing refundability generates poesitive_riet benefits but adds risk
to the tax incentive scheme. Therefore, (the /question is not whether to have
refundability or not but how to manage-the risks.associated with it.

International approaches

24.

25.

26.

27

In developing a proposal for'New Zeaiand, we have taken note of other countries’
policies.

Across the OECD; rost countries have R&D tax credits but fewer than half provide
refundability. Austialia, “being the country with which New Zealand businesses
most readily| make _ceimparisons, only has refundability for small to medium sized
firms.

Appendix, 1 summarises the policies applied in other OECD countries that do
nkovide -efunds and describes the strengths and drawbacks of each policy.

There is no uniformity as to how constraints are applied, but some broad
observations are:

. Some constraint on refundability is the norm; a system with no restrictions
on refundability would be an outlier amongst OECD countries

o the different ways in which refundability is limited often reflect differences
in the underlying tax incentive scheme

o some countries limit refundability to SMEs and start-ups
o it is relatively common to limit refunds by reference to other taxes paid by
the firm.

Refundability in relation to other features of the R&D Tax Incentive

28.

New Zealand’s tax incentive differs from most other countries through its lack of
targeting. The three countries we studied in most depth in designing the New
Zealand scheme either have higher credit rates for smaller companies (Australia
and UK) or have such a low cap the scheme is effectively limited to SMEs
(Norway). New Zealand’s scheme has neither of these features.
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29. Another aspect of the R&D tax incentive is that it is replacing the Growth Grant.
Though not explicitly stated by the Government, Growth Grant recipients have an
expectation that they will not be disadvantaged by moving to the tax incentive.

30. Loss-making firms can receive up to $5 million per year from a Growth Grant.
Under the tax incentive this would equate to incurring around $33 million of
eligible expenditure. This is a relatively high level of R&D expenditure. Based on
Growth Grant recipients, only 5 New Zealand organisations currently exceed it and
of these 2 are loss making. There will be some non-Growth Grant recipients who
may also exceed this level but we are less certain of the number.

31. By comparison, the maximum level of eligible expenditure for refundability in
Australia is around A$10 million.

32. These factors suggest that targeting refundability exclusively-to ‘small and
medium-sized businesses would be incompatible with other features‘\of the tax
incentive and that a cap for eligible expenditure under $33. million would be
perceived as less generous than the Growth Grant.

Fraud and fiscal risks

33. One reason to constrain refundability is fraud risk. Despite efforts to restrain it,
determined organisations are frequently ableto find“ways to fabricate losses, and
once payments have been made it can-be difficult if not impossible to recover the
funds.

34. A common approach in other jurisdictions’is to limit refunds to the amount paid in
other taxes such as PAYE!, This-ensures a firm has a tangible economic presence,
and therefore means it is less.likely to be operating fraudulently. It also operates
as something of an integrity\ measure for the tax system because it means what
firms receive fromthe tax system does not exceed what they have contributed.

35. Administratively, checking how much PAYE is paid by a firm is straightforward.

36. In-year ‘approval-of the R&D activity, which will apply from year 2, will provide a
further. element of robustness because it will potentially give an early warning of
suspicious claims.

Stakeholderviews

37 An indication of what stakeholders think is provided by their submissions on the
Taxation (Research and Development Tax Credits) Bill to the Finance and
Expenditure Committee.

38. All submitters who have commented on this issue think the tax credit should be
refundable to a greater extent than it will be in the first year. Some of them argue
for no limits on refundability. Others contemplate some form of refundability such

as:

o Limited by level of firm turnover or a tax incentive less than a certain
amount (Corporate Taxpayers Group)

o A cap of $5 million on the amount of tax credit refunded (EY).

Proposals for refundability

39. In terms of establishing the policy on refundability, the key question is whether it
should be unrestrained or whether there should be some restrictions. On balance,
we think there should be some restrictions, for the following reasons:

! For most firms, the amount of PAYE they pay will exceed 15% of the amount of R&D they undertake because
all employees in the firm will contribute to the PAYE total whereas R&D is usually only one part of the firm’s
activities. There will, however, be some firms that (quite legitimately) do not pay PAYE.
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o Some form of constraint linked to other taxes paid can make fraud less
likely.
. The R&D tax incentive is new and not all the risks are well understood.

Maintaining some constraint will be useful until there is a better
understanding of how the scheme is operating.

. Given the proposed R&D tax credit is relatively broad and accessible, the
proposed refundability restrictions do not fundamentally alter the
incentives of the scheme.

o Other countries offering R&D tax incentives have generally put constraints
on refundability in place.

o If the constraints are relatively light-handed they are unlikely to have a
material impact on the amount of R&D encouraged by the {ax incentive.

It is therefore recommended that the proposals on refundability /with which
officials will engage externally are:

. The amount of tax credit refunded in anv‘one year cannot exceed the
amount of PAYE the firm has paid in the same yedr, and

o The maximum tax credit paid out in‘ahy year-is $5 million.

o Excess credits that are not<refuhded in a particular year can be carried
forward subject to the crédit continuity rules and can be refunded in future
years, subject to the akove .conditions.

Framing the constraints-in\this ‘Wway is not anticipated to restrict refunds for the
majority of R&D performers. \It means that all firms would have some refund and
a few would havetless\than full refundability. This differs from the Australian
approach whére theire 1 a hard boundary in the form of a turnover threshold
which means\that i7" a firm grows, it switches from receiving refunds to not
receivingiany.

Ovegrall,\arid compared with most other jurisdictions, the proposed policy for New
Zealand) represents a comprehensive approach to refundability. We therefore
censiger it will be reasonably well received. Issues that might be contentious, and
which we would want to explore with stakeholders, include:

o Some firms may pay little or no PAYE. For instance, their staff are not
employees and are paid a shareholder salary or provide sweat equity. We
are interested in understanding how prevalent this issue might be amongst
R&D performers and whether an alternative definition of taxes paid? would
be more appropriate.

o The impact of the $5 million cap. We think some cap on refunds would be
prudent as a backstop but this would have to be balanced against any
evidence that it would disincentivise firms from expanding their R&D.

Tax exempt organisations

Which organisations are tax-exempt

43.

Within the Income Tax Act, there are different types of tax-exempt organisations,
including charities, public authorities and local authorities, sports promoting
bodies, and science and industrial research promoting bodies. In some cases, the
legislation deems these bodies to be tax-exempt and in other cases the

2 One possibility would be to add FBT, withholding tax on scheduler payments (WT) and employer
superannuation contribution tax (ESCT) paid.

IR2019/005; 2296 18-19: R&D Tax Incentive: Phase 2 Policy Proposals Page 7 of 14

IN CONFIDENCE



44,

In Confidence

organisation elects to have the tax-exempt status. These categories include levy
bodies.

Maori authorities are not tax-exempt (they pay tax at 17.5% rather than at the
company rate of 28%), but some post-settlement governance entities have
registered as charities and Maori organisations often have charitable entities
within their structures. Consequently, tax-exempt organisations include
organisations considered Maori organisations.

Why it is an issue

45.

46.

47.

48.

The first-year policy on refundability excludes entities that receive exempt
income. They are eligible for the tax incentive but, because they do not-havean
income-tax liability, they will not benefit from the incentive without refdridability

The main argument for making the credit refundable for these’ organisations is
that the quality of their R&D and the spillovers arising from jt-are-nof likely to be
any different from private-sector organisations. Therefore,frarm-thetperspective of
growing New Zealand-based R&D it makes sense to incldcde-thenrt.

Some tax-exempt organisations, such as levy bodies, mav-already be receiving
government financial support from a different‘progranime®. However, the rules
applying to the tax incentive mean that R&D )that-ntas been funded by another
government grant is not eligible fgor the~tax” incentive, so providing for
refundability of the R&D that is eligikle\should.riot lead to double dipping.

Finally, there is an argument,that organisations that have chosen to be tax-
exempt organisations should_riot\ subsequently receive benefits from the tax
system. One concern is_that orgariisations that are not paying tax can accumulate
assets faster than comparable‘taxpaying businesses so are better able to fund
investments including\R&D._Another concern is that organisations may choose to
place their protitabie operations in a tax-exempt structure while treating their
loss-making [parts as.taxable entities.

Proposal for tax-exempt-organisations

49.

5@

51.

52.

Officials\arz in the process of getting a better picture of the type and amount of
R&D-that is undertaken by organisations that are tax-exempt. We consider the
stakeholder engagement will be an opportunity to extend our knowledge.

However, we are conscious that these types of discussions could raise
expectations amongst tax-exempt organisations that they will be eligible for
refunds of their tax credits if they are eligible for the tax incentive.

Also, we consider there may be allegations of unfairness if organisations that are
undertaking R&D are shut out of the tax incentive as a result of not providing
refundability for tax-exempt organisations.

We consider the arguments in favour of refundability for tax-exempt organisations
are stronger than the arguments opposing it. Consequently, the proposal is that
the stakeholder engagement would be based on the premise that tax-exempt
organisations would be eligible for the refund of their R&D tax credits, with only
the restrictions applying to taxpaying firms applying to them.

3 For example, the Endeavour Fund or Primary Growth Partnership
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The R&D Tax Loss Cash Out
Background

53. The R&D Tax Loss Cash Out was introduced in 2015 and allows some firms that
perform R&D to cash out their losses, up to the amount of their R&D spend, so
they receive 28% of the relevant amount®.

54. The scheme has been designed to support R&D intensive firms. R&D intensity
provides a way of targeting firms in the early phase of their development®. This
group of firms have been selected for support because:

o They are likely to be cash-constrained. Their R&D might not yet-have
developed a viable product so they will struggle to attract investors.and)the
absence of a commercial product means they are not earning revenue.

o They are more likely to be at risk of breaching the _loss-continuity rules
within the tax system so the losses are no longer available-forthe firm®.

55. In terms of the immediate cash benefit provided by. the policy, it functions like a
28% tax credit. However, an important difference from ‘a‘standard tax credit or
grant is that because the payment cancels an ‘equal amount of the firm’s losses,
the tax-credit payments are more in the-form ‘of a>loan from the government
which is “repaid” if the firm becomes profitabte”.-Other events (liquidation, sale of
the company or of IP) also trigger repayment.obligations.

56. The scheme is tightly targeted ‘to a‘ subset of R&D-intensive firms through
imposing a wage-intensity_test. This-screens out many R&D performers and has
meant the scheme operates‘on a,small scale. About 350 firms have registered
with slightly fewer actually\applying for the credit. Its cost is about 10% of
expected expenditure\on the tax incentive.

57. The advent of/the R&D tax incentive has led Inland Revenue to review the R&D
tax loss cash\out. fhis review is summarised as follows.

How is the-R&D\tax-loss cash out working?

58. The tax/loss cash out scheme was introduced in 2015 with effect from the 2016
year-—There are two full years of results (2016 and 2017) and one part year
(2018).

59: Uptake of the scheme has grown, with 350 firms now registered and the number
of approved firms slightly less than 300. In aggregate, the scheme has provided
$50m to firms undertaking R&D, over the past 3 years®. The average amount
received per firm has grown from $73,000 in year 1 to $105,000 in year 3.

60. Recipients are generally smaller enterprises employing fewer than 20 employees.
There is a mix of stand-alone entities and firms that are part of a group. Of the
latter, some have a foreign parent or are associated with a foreign entity that
exercises control over the functions and business activities of the firm.

4 Technically, it is the lesser of their R&D send or 1.5 x the amount spent on employees engaged in R&D.

® The standard pattern is that as a firm’s R&D is successful and it commercialises its product, its R&D intensity
will decline.

6 Generally, a firm loses it losses if there is more than a 50% change in ownership. This can be triggered either
by the current shareholders selling or by an injection of fresh equity capital. Within the tax system there is a
discretion for firms undertaking R&D to defer the recognition of their R&D expenditure so that the losses
associated with their R&D expenditure are not lost.

7 Repayment occurs because a firm starts paying tax earlier than it would if it had carried losses forward.

8 $13.7 million was paid out for the 2016 tax year, $23.2 million was paid out for 2017, and - part year only -
$16.3 million has been paid out for the 2018 year.
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Is the scheme achieving its objectives?

61.

62.

63.

64.

65.

An assessment of the scheme’s impact is difficult because many recipients also
receive other forms of government assistance (such as Callaghan Innovation
grants or support from the NZ Venture Investment Fund). It is not possible to
discern the impact of this scheme alone on the amount of R&D that is being
carried out.

IR officials administering this scheme indicate there is some evidence of the
scheme providing needed financial support. Some firms use the credit to pay
instalments on tax debt or to offset debt not under arrangement. Inland Revenue
officials consider the credit has on occasion saved a company from liquidation or
relieved the financial strain of tax debt.

The eligibility criteria are designed to target New Zealand-based firms.that are:

o Currently loss-making firms but will potentially becorre. prefit) making and
tax paying

o Firms for whom R&D is a central feature of their operations

o In the start-up phase because these firms are-most likely to be cash

constrained
. Not otherwise readily able to tap into non-government sources of finance.

An analysis of recipients of theé ‘scherne, suggests that the current criteria are
letting in these types of firms but aise-letting in firms that don’t meet the criteria.
For instance, in the first yéar'though-the majority of recipients had incorporated in
2012 or later, at least~20% ‘were more than 10 years old, so could not be
considered still inthe start-up phase. Additionally, firms within a wholly owned
group with a listed company have been eligible, despite their access to significant
non-governmieit finance.

A featuiie . of the scheme is the obligation to repay the credit once the firm has
become profitable or other conditions are met. However:

Q Because the scheme has only been in operation for a short time, there is
not a clear picture of whether firms are moving to profitability

] Some firms have become profitable but still have other losses carried
forward so are not yet paying tax

. A very small number of firms have triggered the other repayment
obligations
. These other criteria are hard to monitor and Inland Revenue is reliant on

self-reporting by firms

o Some corporate structuring arrangements can result in perpetual loss
making companies, despite significant revenue arising from
commercialisation of the research and development.

Definition of R&D

66. The scheme works off the accounting standard definition of R&D. This is different
from the definition used in the R&D tax incentive.

67. The accounting definition was consciously chosen when the scheme was
developed because, given the target recipient was a small start-up firm, it was
considered this would be the easiest concept for firms to apply.

IR2019/005; 2296 18-19: R&D Tax Incentive: Phase 2 Policy Proposals Page 10 of 14

IN CONFIDENCE






In Confidence

Next steps /\C%
v 4

80. If Ministers agree with the proposals set out in this re
programme of stakeholder engagement. This will focus
in diverse locations and with different types of i
broad spectrum of views.

ries of workshops
in order to canvas a

81. However, as agreed by Ministers (15 1 018/688 refers), we will not
release a discussion document nor rmal consultation. This is to avoid
consultation overload glven the xt consultatlon that has already occurred
through the tax incentive’s d

82.  Officials will update you ised stakeholder engagement plan by early
March. This will likel st of attendees invited and topics for discussion.
It may also sign naI analysis that needs to be undertaken to support
the consultat tifying the number of tax-exempt organisations that

Incentlve

83. We an oming back to Ministers in April with proposals. Any
.1'-'3‘ = of the proposals outlined in this report will require legislative
e anticipate a process of Cabinet approval and legislative drafting in

9 with a target enactment date of 1 April 2020.
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Appendix 1 — International Comparisons of Refundability policies

84. The following table sets out key features of how refundability is applied in key
OECD countries.

Country Refundability policy Other relevant factors
Australia Limits refundability to: The cap is a recent feature aimed
e firms with turnover less than at fiscal affordability. The. Fap
A$20m & equates to A$10m  eligible
e subject to a A$4m annual cap. expenditure.

UK - SMEs Firms in loss can cash out their tax | The SME scheme _is’ “more
credit at a discount to their value!!. | generous than the~large firm
scheme. SMEs must have:

o fewer than 500 employees
and
e turnover lessthan EUR 100m.

UK - large | For non-SMEs, the tax credit is paid
firms before tax, so loss making firms
benefit equally with profitable firms,
subject to not exceeding the~amount
of PAYE and National\ Insurance
Contribution paid.

Norway Full refundability ~for ‘tax paying | The tax credit operates with a
entities. very low cap. The maximum
credit is (approx.) NZ$2m, and in
most cases is NZ$1m.

The tax credit is not available to
non-taxpayers.

Ireland Full refundability, but paid in
instalments over 3 vyears, and
subject to limits relating to amounts
of corporate income tax paid or
amounts of payroll tax paid.

Netherlands | Full refundability but limited to a
firm’s payroll tax liability.

Canada The credit is fully refundable for | The tax credit rate is 35% up to
Canadian Controlled Private | eligible expenditure of CAD 3
Corporations up to an expenditure | million, and 15% for higher
limit of CAD 3 million. Higher | amounts.

expenditure is only 40% refundable.

The table above demonstrates different mechanisms can be used for constraining
refundability. Here are some brief comments on each of them:

1 Firms in loss can cash out 14.5% of surrenderable losses (these are the lesser of their trading loss and 230%
of the R&D spend).
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Eligibility for refundability based on firm characteristic (generally a measure of size such
as turnover)

e can target refundability to firms that, potentially, benefit most from it - ie, smaller
or early stage firms

e creates boundaries which might disincentivise desired behaviours - eg, a firm may
choose not to grow to keep turnover below the threshold

e relatively simple to understand but measurement would introduce complexity

Refundability applies up to a cap; credits above cap carried forward

e refundability addresses cash flow needs

e less of a boundary issue so less likely to impact on firm behaviours (though
incentive to increase R&D spend may diminish above cap)

e relatively easy to understand and apply

Limit refundability based on other taxes paid

e If based on PAYE paid, more like a backstop rather than a fis¢ai.cap.as/for most
businesses the amount of PAYE across the whole firm wiil.-exceed t5% of the cost
of R&D

e Useful as a possible fraud deterrent as it should eiisure a firr has a tangible
economic presence, and may also prevent explcitation\of.a loophole if that
involved claiming credits for high non-wage“cosis

e Operates as some form of integrity and-fiscal‘censtiraint measure, in that a firm
cannot “take out” more than it is “putting in”to the tax system.

e Some firms may not pay PAYE - _eg, stafi are not employees and are either
shareholders who are paid a shiareholder.salary, contractors or provide sweat
equity. This suggests either usirig & Wider definition of taxes paid!? or making a
provision for firms to anpply, for.an“exemption

e Administratively easy to-understand and apply (subject to exceptions for firms
without employees)

Refund credits at a discourit

e Supports, jess.umaking firms while providing an incentive to become profitable
e Provides\firmswith a choice whether to refund the credit or carry it forward
e Pérhaps, leSs easy to understand but relatively easy to apply

Spread refundability over several years

o\ ‘Moure complex to track a firm’s position

e For a firm in a long-term loss making position, will produce similar results to full
year refundability after a few years

e Creates a tail of Government liability

Target refundability based on R&D intensity

This mechanism is not used by any other country for targeting refundability (though in
Australia R&D intensity influences the credit rate for large enterprises) but is worth
considering as it is the basis of the year one scheme.

e Can target refundability to those most deserving of it

e Creates a boundary that might give rise to perverse behaviours

e Different measures of R&D intensity may favour different types of R&D performing
firms

Though relatively easy to understand, adds complexity to compliance and administration

12 One possibility would be to include adding withholding taxes paid.
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BRIEFING
Draft Cabinet paper: R&D Tax Incentive — Refundability

Date: 11 April 2019 Priority: High
Security In Confidence Tracking 3068 18-19
classification: number: IR2019/159
Purpose

To provide you with a draft Cabinet paper on the design of the longer term refundability policy to
replace the limited refundability policy that applies for year one of the R&L| Tax Incentive.

This paper also provides advice on:
. The R&D tax loss cash out scheme

° A supplementary order paper for the Taxation (Reseadrch and Development Tax
Credits) Bill

o Legislative vehicle and timings<ar refundability.

Recommended action

The Ministry of Business, Innovation and’ Employment, Inland Revenue and Callaghan Innovation
recommend that you:

Min. Min.
RS&I Revenue

a _Notethat the refundability proposal has to balance Noted Noted
objectives of ensuring firms in loss benefit from the R&D Tax
Incentive while managing the risks around the sustainability
of‘'the scheme

b Note on balance officials recommend a refundability Noted Noted
proposal that will help ensure the sustainability of the R&D
Tax Incentive scheme over time

¢ Note this proposal will disadvantage some R&D intensive Noted Noted
start-ups but the Ministry of Business, Innovation and
Employment is currently leading review work on other
interventions in the Research, Science and Innovation
portfolio that could be used to support start-ups and
innovative firms

d Agree to the proposed refundability option based on: Agree/ Agree/
Disagree | Disagree
e inclusion of a hard cap based on payroll taxes

o the proposed cap would not apply to eligible payments to
approved research providers

In Confidence 1



the proposed cap would not apply to R&D tax credits

refunded to statutory bodies

Agree that all tax exempt organisations, except Agree/ Agree/
organisations receiving tax exempt income under section Disagree | Disagree
CW 49 of the Income Tax Act , be ineligible for the R&D Tax

Incentive

Agree that local authorities, as well as entities controlled by | Agree/ Agree/
or associated with local authorities, be ineligible for the R&D Disagree | Disagree
Tax Incentive

Agree not to set an additional $5 million cap on refundability | Agree/ Agree/
in order to incentivise large established R&D performers Disagree | Disagree
(who will still be subject to the $120 million cap on R&D

expenditure)

Agree to release the supplementary order paper that is Agree/ I Agree/
attached to this briefing before the Committee of the Whole | Disagree (| Disagree
House stage of the Taxation (Research and Development . < |

Tax Credits) Bill

Agree to including remedial amendments in the Taxation (1> Agree/ Agree/
2019 Omnibus Issues, and Remedial Matters) Bill in relation | Disagree | Disagree
to provisions identified in the reported back version of the

Taxation (Research and Development Tax Credits) Bill that

do not fully achieve the policy intent

Note officials will continue to work on the regulatory impact | Noted Noted
assessment and will send-you'a final\version before the

Cabinet paper is submitted\to €abinet Economic

Development Committee on 16 May 2019

Note that officials will.use‘the draft Cabinet paper to Noted Noted
undertake-inter:departmental consultation

Note any feedback on the Cabinet paper will be required by | Noted Noted
15\April-2019, or as soon thereafter as possible, to meet the

lodgement date for Cabinet Economic Development

Committee on 16 May 2019

Agree to forward the attached Cabinet paper to the Minister | Agree/ Agree/
of Finance. Disagree | Disagree
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Background

1.

Draft legislation introducing the R&D Tax Incentive from the 2019/20 tax year is currently
before the House and provides for the R&D Tax Incentive scheme to commence from 1 April
2019 for most businesses."

Refundability of tax credits is an important part of the R&D Tax Incentive and will help
incentivise R&D for firms in tax loss. Refundability refers to paying out the R&D tax credit to
firms who are in a tax loss position, or have insufficient income tax liability to offset the credit
against. Providing a refund ensures that all firms doing R&D receive the benefit of the tax
credits they are eligible for under the R&D Tax Incentive.

Cabinet agreed to provide limited refundability for firms in a tax loss position forthe first vear
of the R&D Tax Incentive scheme and noted that the design features for refundability wiil
likely change in subsequent years (DEV-18-MIN-0174 refers).

The limited refundability mechanism in the Taxation (Research and Developinent Tax
Credits) Bill caps refundable tax credits available in the 2019/204ax yeai'te'$255,000. The
eligibility criteria are the same as in the R&D tax loss cash:aut scheme:

Officials developed a longer term refundability proposal tc'use foi discussion with key
stakeholders (IR2019/005; 2296 18-19 refers). The-basis of the proposal was that
refundability would be widely available to firms in a tax.loss position. This is consistent with
the objective of providing broad-based sugport for R&D. However, in order to manage the
risks that refundability creates to the sustainabhllity of the scheme, officials proposed that the
amount of credits refunded to firm iri.a year wotiid be limited to the lesser of:

o the amount of PAYE paid by a\firrn; and
. a cap of $5 millien:

Officials engaged an this proposal during February and March 2019, with a range of
organisations including:

. Corporate Taxpayers’ Group (and a selection of their members in a loss making
pasition Including Xero and Fisher and Paykel Appliances); Chartered Accountants
Austrdlia and New Zealand; representatives from PwC, KPMG, Deloitte and EY;

o Approximately 25 representatives from R&D performing firms in loss or with insufficient
taxable income to fully utilise non-refundable R&D tax credits;

. Other large established R&D performers, including Fonterra, Zespri, LIC Automation
and Ballance Agri-Nutrients;

. Levy bodies; charities; and Maori business representatives.

Annex Two includes a list of organisations who took part in the stakeholder engagement
process.

Refundability

7.

The draft Cabinet paper attached at Annex One sets out the design of the longer term
refundability policy for inclusion in the Taxation (1% 2019 Omnibus Issues, and Remedial

' The R&D Tax Incentive applies from the beginning of the 2019/20 income year, which means the date from
which it applies depends on the balance date of each individual claimant. For most standard balance date
(31 March) claimants, the R&D Tax Incentive will apply from 1 April 2019.
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Matters) Bill. Incorporated in it are proposals developed as a result of the engagement
process outlined above and additional policy analysis.

The draft Cabinet paper recommends the following refundability policy option for the Tax
Incentive:

o All firms would be entitled to a full refund of their R&D tax credits, to the extent their
R&D tax credits are equal to or less than the amount of ‘payroll’ taxes paid by a firm in
the relevant income year (proposed cap)?:

i. The cap would not apply to R&D carried out by approved research providers;
ii. The cap would not apply to R&D tax credits refunded to statutory bodies.

. All tax exempt organisations, except organisations receiving tax exemptincome’under
section CW 49 of the Income Tax Act, will be ineligible for the R&D/Tax inceriive;

. All local authorities, as well as entities controlled by or associated with-iccal authorities,
will be ineligible for the R&D Tax Incentive.

Existing measures to protect the integrity of the scheme

9.

10.

The R&D tax incentive scheme has a range of measures Huiit into it to ensure its
sustainability over the long term:

. Qualifying for the R&D Tax Incentive-requires R&D activity to be primarily undertaken
in New Zealand. This closes off, some of\the fraud risks experienced in other
jurisdictions associated to R&D aceurring offshore.

. The minimum R&D expenditure trireshold of $50,000 reduces the risk of a large
number of very smizll\ciairns being submitted. This means that more resources can be
focused on weikingwith ‘applicants during the in-year approval process.

o The in year-approval system, with a single point of contact between business and the
core R&D-team-within Inland Revenue, will help identify fraudulent claims through the
flagaing cf'uriusual R&D applications and/or behaviour.

These 'mesasures will provide robustness and integrity for the scheme. However, given the
experience of overseas jurisdictions, we are not confident they would be sufficient to manage
the risks associated with refundability and consequently we have proposed a cap on payroll
taxes.

Cap based on payroll taxes

11.

Our recommended refundability policy option, which involves a cap based on payroll taxes®,
means full refundability will not be as widely accessible as some firms would like.

Stakeholder engagement revealed early stage R&D intensive firms are disadvantaged by a PAYE
cap, options to soften the impact were explored, including a tangible economic presence test

12.

Some types of firms would be disadvantaged by a PAYE cap for a number of reasons. This
includes early stage R&D intensive firms who choose to have contractors over employees to
reduce their financial risk, start-ups where people work on an unpaid basis in return for a
stake in the company, and small to medium-sized software firms where it is more common to

8 Payroll taxes would include PAYE, fringe benefit tax, employer superannuation contribution tax and withholding tax on
schedular payments
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13.

14.

have flexible work arrangements”, and firms where capital is used over labour.
Representatives from KPMG considered that flexible work arrangements are becoming more
commonplace across all sectors and they expect the trend to continue in future.

As a result of the stakeholder engagement officials explored alternatives to a hard PAYE
cap, specifically a tangible economic presence (TEP) test. The TEP test developed by
officials required firms to choose one of the following measures to satisfy the test:

o PAYE paid by the firm is greater than the amount of tax credit to be refunded;
. Obtaining verification of TEP from a chartered accountant or practising lawyer;
) Obtaining verification from Inland Revenue that a firm has TEP.

The TEP test is an attractive option that has broader reach and impact for firms whao iricst
need refundability support, but it is not sufficient to address the risks of fraud. Discussions
with United Kingdom (UK) officials found that the risks of fraud in relation'te-refuirdability are
more pervasive than previously considered. UK officials suggested thatrelving on a
chartered accountant or practising lawyer for certification of TEF.may, not be robust, and
additional Inland Revenue checks might lead to administration resouices being focused on
audit rather than the approval of R&D activity.

Officials recommend including a hard cap on PAYE to acdress.fraud risk, but recommend
broadening it to ‘all payroll taxes’ to soften the impagct

15.

16.

17.

18.

19.

Early stage R&D intensive firms are imporiant participants within the innovation system both
as a source of value-add employmert arid the 'development of a more productive and
diversified economy. To ensure thiese-firmscan benefit as much as possible from the
scheme we have broadened the\propasa! to include:

o all payroll taxes;
o R&D tax credits resuiting from payments to approved research providers.

Based on analysic.undertaken by Inland Revenue, broadening the definition from PAYE to
include tringe\beneiit tax and withholding tax on schedular payments does not have a large
impact (around-1.5 per cent increase). However, a recent legislative change allows firms and
caniractors to enter into voluntary schedular arrangements and deduct withholding tax. We
wouid-anticipate that firms who would otherwise be disadvantaged by the cap based on
payroll taxes paid could use this provision.

Officials are investigating the impact of a payroll cap on firms. Officials will report to you on
this, through its incorporation into the regulatory impact assessment (RIA).

The most consistently voiced theme during consultation is how crucial cash is to the survival
of early stage R&D intensive firms. Therefore the recommended option will ensure
refundability is available to most firms in a tax-loss position (either as a partial or full refund of
tax credits). It will also be simple to administer.

It is a conservative approach with reduced benefits for some firms. On balance, we
recommend this option because it manages the problems seen in other jurisdictions®.
Officials consider this option to be a viable starting position for introduction of the legislation
and we will continue to explore how other jurisdictions manage risks and enable refundability.

* For example, staff may choose to be contractors rather than employees to give them maximum flexibility over their
working arrangements

® In the UK, HM Treasury and HMRC have released a consultation document ‘Preventing abuse of the R&D tax relief for
SMEs’, April 2019, which proposes that a PAYE-related cap is reintroduced to the R&D tax credit scheme for SMEs. This
policy has been driven by a concern over growing levels of fraud within the scheme since the removal of the PAYE cap.
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There are other mechanisms in the Research, Science and Innovation portfolio that are currently
under review that can be used to further support R&D intensive start-ups

20.

21.

22.

In addition to the Tax Incentive, the Research, Science and Innovation portfolio has a suite of
other interventions that can be used to support R&D intensive start-ups.

MBIE, in conjunction with Inland Revenue and Callaghan Innovation, is leading a programme
of work to review interventions for R&D intensive start-ups in light of the shifting R&D funding
environment. This includes: a review of Callaghan Innovation’s R&D Project Grants;
reviewing the R&D tax loss cash out scheme; and a commitment to a refreshed and more
ambitious Technology Incubator Programme. MBIE is also leading work, through the New
Zealand Venture Capital Fund, to deepen capital markets to support high-growth/scale-up
firms involved in disruptive technology.

There is also a commitment for further policy work to be undertaken as part af ¢heg, Tax
Incentive to simplify administration processes for small to medium enterpfises:.

Removal of the $5 million cap

23.

Our recommended option removes the previous proposed $5 riiitich cap on refundability.

A small number of large established R&D performers will be.constrained by a $5 million cap on
refundability

24.

25.

Stakeholder engagement revealed that there were.asmall number of established R&D
performers who would be constrained by the $5 millioh cap. For example a company® in a
loss making position undertaking arourid $80-miillion of R&D annually, would be eligible for
$12 million of R&D tax credits. Under'the proposed cap the company would receive a $5
million refund on its R&D tax credits ‘arid wedld have to shift the remaining $7 million credits
into future years. But because-the\conipany spends a large amount of R&D on an on-going
basis they are unlikely te-be able tc cash out fully their accumulation of carry-forward R&D
credits.

There are a number of estaplished R&D performers who valued the security refundability
would bring toitheir R&D programmes. These companies are mainly in a tax-paying situation
but depending ‘or-market fluctuations they could be in a temporary loss-making position in
future| Refundability would give these firms surety, allowing them to continue their R&D
irivestment’during market down-turns. Some of these established R&D performers would
alsO-he-constrained by a $5 million cap.

Remaoving the $5 million cap will incentivise large established R&D performers to undertake more
R&D-and increase the attractiveness of the scheme off-shore

26.

27.

28.

The removal of the $5 million cap reduces inequity for large established R&D performers.
While the number of New Zealand firms who would be constrained by a $5 million cap is
small their contribution to the innovation system is significant. In 2016, 26 per cent of all
BERD was carried out by six firms that spent $25 million or more on R&D. Removing the $5
million cap will help incentivise these firms to undertake greater levels of R&D.

Removal of the cap may also help attract R&D performing multi-national corporations
(MNCs) to New Zealand. New Zealand currently lacks the very large MNCs which tend to
drive R&D expenditure in other countries. The removal of the $5 million cap, while retaining
the cap based on payroll taxes, will ensure that MNCs are contributing to New Zealand'’s
economy at a minimum through benefits such as providing employment opportunities in New
Zealand.

The $120 million cap on R&D expenditure with discretion to exceed it through a pre-
registration process would continue to apply to all R&D performers.

6 Details withheld
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29.

30.

Officials understand that Ministers might prefer the assurance that a maximum cap on
refundability brings to the scheme in terms of fiscal budgeting and public perceptions. If
Ministers choose to include a cap on refundability (additional to the cap based on payroll
taxes), then we suggest it should be set at $5 million, on the basis that loss-making firms
currently receive up to $5 million per year from Callaghan Innovation’s R&D Growth Grants.

If Ministers prefer to include a cap on refundability then officials will provide further advice on
threshold options to ensure firms are not disadvantaged.

Treatment of tax-exempt organisations

31.

Our recommended option ensures that levy bodies, some of whom are tax exempt, are
eligible for refundability but recommends that other tax exempt organisations are excluded
from the R&D Tax Incentive.

Levy bodies were intended to be part of the scheme and will only benefit from refundahility

32.
33.

34.

Cabinet agreed to include levy bodies in the R&D Tax Incentive (DEV:18-MIN-0174).

Levy bodies are not by definition tax exempt organisations, but soine miay be tax exempt
because of section CW 49 of the Income Tax Act 2007. Section CW 49 provides that the
income of certain entities is exempt income, if the entities are established for the main
purpose of promoting or encouraging research. It is’ bropcsed that tax exempt organisations,
such as charities, be ineligible for the R&D Tax Inceritive.\However, a carve-in is proposed
for entities that receive exempt income undel; CW 49, s¢that these entities are eligible for
the R&D Tax Incentive. Entities who receive.income under section CW 49 do not receive the
same tax concessions as charities (such.as donor tax credit status, GST and FBT
concessions), and are specifically‘establisired for the main purpose of promoting or
encouraging research. The amouht'9i R&D tax credits refundable to these entities would still
be subject to the proposed caphased-on payroll taxes, unless the relevant entity is
established by statute As aresuit,ievy bodies established by statute would have fully
refundable R&D tax credits.

Engagement-revealed that levy bodies undertake research projects independent of MBIE
science investment.funding. If levy bodies are eligible for refundable R&D tax credits, the
amourit-iney: invest in independent research would likely increase.

Charities sit cuisige of the tax system and should be excluded from the tax incentive but a charity
witi-a\pargially controlled business entity is eligible in order to address post-settlement governance
entities

35.

36.

Some charities, particularly in the health sector, undertake R&D that would qualify under the
R&D tax incentive. But the estimated amount of R&D conducted in the charitable sector
appears to be small’. Charities also sit outside the tax system giving them preferential tax
treatment over firms. On this basis we do not consider it appropriate to extend further
benefits to charities through the tax system as would be the case if they were eligible for the
R&D tax incentive.

There are a small number of post-settlement governance entities (e.g. Ngai Tahu) that are
registered as charities. To ensure they are not unduly penalised for a governance structure
imposed on them we propose not including broader association rules in relationship to
charities. This would mean that a charity could set up a partially controlled business entity,
subject to the rules within the constitution of the charity, which would not have tax exempt
status and therefore be eligible for the R&D Tax Incentive. We understand that post-
settlement governance entities generally have more scope to set up partially controlled

" The 2018 R&D survey showed that $99 million of funds for internal R&D comes from ‘other funding sources’. Specific
questionnaire wording is ‘Other funding sources (e.g. the Lotteries commission, cancer society and charities)'.

In Confidence 8



business entities than standard charities. We also understand it is reasonably difficult for a
charity to change the rules of its constitution without putting its charitable status at risk.

Tax loss cash out

Policy issues around the ‘tax loss cash out’ scheme are complex and further policy work is required
before reform is possible

37. Our previous advice noted our intention to review the R&D tax loss cash out scheme. During
stakeholder engagement we explored the value of this scheme to firms and the potential
interactions it has with refundability of the R&D tax credit.

38. This provided useful information but also confirmed the issues are relatively compiex and
require consideration of the scheme itself, its interaction with the R&D Tax Ingertive, and
how it fits with other government policies both in the tax system (for instance theoss
continuity rules) and with regard to government support for R&D intensive ‘start-ups and
innovative firms.

39. Because of time pressures associated with developing the broader refundability policy so
that it can be incorporated in legislation in 2019, we propase.it is\seiisible to decouple
changes to the R&D tax loss cash out and refundability.<Officials will continue to work on
possible reform of the R&D tax loss cash out and anticipate discussing options with Ministers
later in 2019. This will mean that policy changes are‘not.likely to be implemented until the
2021/22 income tax year®.

Taxation (Research and-  Deveiopment Tax Credits) Bill
supplementary order paper

40. We have identified we il heed a_supplementary order paper (SOP) for the Taxation
(Research and Deveigpmient\I'ax Credits) Bill.

41. The current Bill aliows !hland Revenue to communicate information about tax credits to
Callaghan Innovation--However, Inland Revenue’s legal department has indicated this is
insufficient for Gallaghan Innovation’s role as co-administrator of the tax incentive. The SOP
willLeriable inland Revenue to provide access to its systems so that Callaghan Innovation can
fuqotion. eifectively as a co-administrator of the tax incentive.

42 The S0P will amend clause 37B of the Bill, which amends clause 39 of schedule 7 of the
TAA® by adding a new 39(3). Subsection (3) provides for personnel from Callaghan
Innovation to access the information necessary for administering the tax incentive.

43. The SOP also makes a small number of minor typographical corrections. Annex Three sets
out the SOP for inclusion into legislation.

Remedial legislative issues

44. We have identified a small number of issues where the legislation in the reported back
version of the Taxation (Research and Development Tax Credits) Bill does not fully achieve
the policy intent. Issues identified relate to allocating R&D tax credits to members of joint
ventures; the time available for businesses to complete the R&D tax credit claim disputes

® From the 2020/21 income year most applicants for the R&D Tax Incentive will go through an in-year approval, while the
R&D loss tax cash out is an end-of-year process. For customers that are eligible for both schemes this may result in a
suboptimal claim experience. Officials will seek to make service improvements, until policy changes can be made.

® Schedule 7 was inserted by the Taxation (Annual Rates for 2018-19, Modernising Tax Administration, and Remedial
Matters) Act 2019 (ARMTARM Act). The version of the Tax Administration Act 1994 published on the New Zealand
Legislation website does not yet include schedule 7 because the ARMTARM Act received royal assent on 18 March
2019.
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process; and the R&D certifier regime. These issues will not have any practical impact until
claims are submitted in respect of the 2019/20 income year. This means that they need to be
corrected by 1 April 2020. Officials propose that rather than correcting these issues through a
SOP, these issues would instead be corrected through remedial legislative changes included
in the Taxation (1st 2019 Omnibus Issues, and Remedial Matters) Bill.

Regulatory impact assessment

45.

46.

The regulatory impact assessment (RIA) is being reviewed by officials from the Ministry of
Business, Innovation and Employment. Changes will be made to the RIA to incorporate
feedback from this review process.

The assessment will be finalised in time for submission of the Cabinet paper to the Economic
Development Committee on 16 May. The RIA will be provided to your office before the end of
April.

Next Steps

47.

48.

49.

We recommend you provide feedback to officials on the Cabinet paper by 15 April, or as
soon thereafter as possible. We will incorporate your feedback and provide you with a
revised draft Cabinet paper which you can use for constltation with your colleagues, coalition
partner and confidence and supply partner. Officizis-will'usethe same draft Cabinet paper to
undertake interdepartmental consultation.

In order to meet the legislative timetable, we.recommend the Cabinet paper is lodged on 16
May 2019, for consideration at Cabiriet\Economic Development Committee on 22 May 2019.

Subject to Cabinet agreement, the expected introduction of refundability through the Taxation
(1% 2019 Omnibus Issues -and Reimedial Matters) Bill will be June 2019. Annex Three sets
out timings for refundabilitylegisiation.

Annexes

Annex One: Cabinet'Paper, Refundability within the Research and Development Tax Incentive

Annex Two;'List of organisations who took part in refundability consultation

Anriex, Three: Taxation (Research and Development Tax Credits) Bill supplementary order paper

Annex Four: Legislative timings for refundability
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Annex One: Cabinet paper, Refundability within the Research and
Development Tax Incentive
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Annex Two: List of organisations who took part in refundability
consultation

Accounting firms

1. EY

2. Deloitte
3. PwC

4. KPMG

Other organisations

1. Chartered Accountants Australia and New Zealand
2. Corporate Taxpayers’ Group
3. Quadrent (Investment fund)
4. PM’s Business Advisory Council (represented by Peter Beck)
5. Federation of Maori Authorities
6. NZ Tech
Businesses
1. Biotelliga
EcoPortal
3 SMX Email
4 COMPAC / TOMRA
5. Rakon
6. Vend NZ
7 New Zealand Steel
8 Avertana
9. CustomerEcho / Interacto
10. Beca
11.  GPS-it
12.  Core Builders Composites
13. Parkable
14. CS-VUE
15. Blerter

16. Volpara Héalth.Techriciogies

17. Mt Kemble 'L td

18. Signai

19. Roger Ford (New Zealand Software Association)
20.C < Advanced Management Systems

24\ \ The.Property Crowd

22,/ Srart Parking Technology Limited

23..  WSP
24,  Air New Zealand
25. Xero

26. Fisher and Paykel Appliances
27. Fisher and Paykel Healthcare

Levy bodies and charities

Malaghan Research Institute

Beef + Lamb

Horticulture New Zealand

New Zealand Cancer Society
Forest Growers Owners Association

o AWM=

Co-operatives

Fonterra

Zespri

LIC automation
Ballance Agri-Nutrients

PN~
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Annex Three: Taxation (Research and Development Tax Credits)
Bill supplementary order paper
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Annex Four: Legislative timings for refundability

DEV covering report + Cab paper + RIS to
Ministers

Thursday 11 April (draft), Thursday 2
May (final)

Drafting finalised

Monday 13 May

Bill to Justice for BORA VET

Thursday 16 May

Papers submitted to Cab office for DEV

Thursday 16 May

DEV

Wednesday 22 May

Cabinet approval of policy

Monday 27 May

Papers submitted to Cab office for LEG

Thursday 13 June

LEG

Tuesday 18 June

Cabinet approval of Leg

Monday 24 June

Caucus and support party approval

Tuesday 25 June

Introduction

From Wednesday 26 June

First reading and FEC referral

Tuesday 23 July
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Hon Dr Megan Woods Provide feedback to officials the . | 5May-2619
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BRIEFING

R&D Tax Incentive: Ministerial meeting to discuss refundability

Date: 2 May 2019 Priority: High

Security In Confidence Tracking 3372 18-19
classification: number: IR2019/233
Purpose

To provide you with additional information to support your discussions on the reiunidgabiity proposal
in the draft Cabinet paper: Extending Refundability for the Research and Development Tax
Incentive (3068 18-19, IR2019/159 refers).

Recommended action

The Ministry of Business, Innovation and Employment (MBIE) aridinland Revenue recommend
that you:

Min. Min.
RS&l Revenue

a Note that Ministers (Ministér oi\Research, Science and Noted Noted
Innovation and the Miristerof Revenue) are meeting on
Monday 6 May at 5/30pm te. discuss the refundability
proposal in the-draft. Cabinet paper, Extending Refundability
for the Research and.Development Tax Incentive

b Ncte ihat subject to your agreement to a final draft of the Noted Noted
cabinet paper, the paper will need to be lodged on 16 May
2019 for consideration at the Cabinet Economic
Development Committee on 22 May
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Background

1.

Ministry of Business, Innovation and Employment (MBIE) officials met with Minister Woods
on Monday 29 April to discuss the draft Cabinet paper on the refundability proposal. Minister
Woods suggested that she and her colleague Minister Nash meet to discuss the draft
Cabinet paper, Extending Refundability for the Research and Development Tax Incentive
(3068 18-19/IR2019/159 refers).

This brief provides you with additional information to support your discussions on the
refundability proposal included in the draft Cabinet paper.

The Cabinet paper proposes broad-based refundability

3.

The draft Cabinet paper, Extending Refundability for the Research and Developrnentiax
Incentive, outlined a proposal for the design of the longer term refundabiiity policy1o replace
the limited refundability that applies for year one of the R&D Tax Incentive (Tax Incentive)
scheme.

The Tax Incentive has been designed to be a broad based scheme; providing easily
accessible R&D support for eligible businesses regardiess-oitheir size, revenue or profit or
loss position. The refundability proposal as recominended by officials is consistent with this
overarching policy objective.

Officials have proposed that refundability is-brcadly available to all firms in loss whose R&D
activities qualify for the Tax Incentive; We propose that Levy bodies are eligible for the Tax
Incentive but that charities, local autheritiesand other tax-exempt organisations are
ineligible.

We are also proposing.d ¢ap-based on payroll taxes to constrain how much of the R&D tax
credit can be refunded’in any.cne year. This is to manage the risks that refundability poses to
the integrity of the scheme. A cap based on payroll taxes ensures the amount a firm receives
from refundability is\not more than the amount the firm puts into the tax system. It is also
simple to_understandand easy to administer.

An ziternative is to target refundability to SMEs, or to apply a cap

Targeting refundability to small-medium-enterprises (SMEs)

7.

Our analysis shows that two-thirds of Growth Grant recipients are in loss. It also shows that
73 per cent of Growth Grant recipients are not SMEs (i.e. they have more than 20 full-time-
equivalents (FTEs)). This analysis indicates that there would be a significant number of
Growth Grant recipients who would not receive the benefit of refundability if it were targeted
to SMEs only.

Limiting refundability by introducing a cap on the amount that can be refunded

8.

If there was a less restrictive form of targeting, for example a cap on the amount of R&D tax
credits that can be refunded then fewer firms would be impacted. Analysis shows there are
between four to six New Zealand based R&D performers who are likely to be negatively
impacted by a $5 million cap (i.e. they are in loss and also undertake more than $30 million
worth of R&D activity per year).

If Ministers choose to limit refundability to a specific capped amount then officials consider
that it would be necessary to provide further advice on threshold options or ways to treat
atypical businesses such as cooperatives to ensure such firms are not disadvantaged.
Additional policy options are likely to add further complexity to the scheme.
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Examples of firms that would be impacted by targeted refundability

10. During our consultation on the Tax Incentive, and as part of stakeholder engagement on
refundability, we have built up a picture of the type of R&D being conducted by large R&D
performers in New Zealand. This information is commercially sensitive but has been given to
us to help develop robust policy options. Examples of businesses that would be negatively
impacted by targeting refundability to SMEs, or by limiting refundability with a cap (for
example a $5 million cap):

exporters.
f R&D activity in any
bility, but some could
factors including
transfer pricing rules applied in other jurisdictions-as s market and exchange rate
‘ exporters to continue their

These include large firms that can undertake significant
year. These firms may be profit making so not affect

. Multi-natnonal-corporations (MNCs). A cap on refundability could also weaken the
i@ on-of the Tax Incentive for MNCs who might be considering relocating their R&D
activities to New Zealand. If these firms did move their R&D operations to New

Zealand, the payroll cap would incentivise economic activity such as investment and
employment, even if other linkages or tax contributions to the New Zealand economy
are not large.
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Additional analysis of the proposed payroll cap

11.

12.

13.

14.

15.

16.

Our recommended refundability policy option limits the amount of the R&D tax credit that is
refundable to the amount of payroll taxes® paid in the same tax year. In our previous briefing
we undertook to investigate the impact a payroll cap has on firms and report back on this
(3068 18-19, IR2019/159 refers).

We investigated the impact a payroll cap will have on smaller firms, by assessing how it
would affect current Callaghan Innovation Project Grant recipients. Project Grants are
designed for businesses new to or trying to expand their R&D. Officials selected Project
Grants recipients for our analysis because we are able to identify Project Grant recipients in
the Inland Revenue system and they are a proxy for early stage R&D intensive firms.
However, no adjustment has been made for Project Grant recipients who have an ¢stimated
level of eligible R&D below the $50,000 per year threshold.

There are 326 firms in the Project Grant sample, of these:
o 20 per cent are in profit, so would receive the benefit of an-R&D tax credit
o The remaining 80 per cent did not report income or are in ioss< Ot this 80 per cent:

o 43 per cent did not report income or are inless,out pay sufficient payroll taxes to
get all or most of their R&D tax credits refundad

o 18 per cent did not report income-er.are in less and only pay a small amount of
payroll taxes so would need ta carry-forward a relatively large proportion of their
R&D tax credits

o 39 per cent did not repori iriceine or are in loss and do not pay any payroll taxes so
would be unable.ioreceive any refund of their R&D tax credit, and would carry
forward all theirR&D tax Credits

However, there al€ significant caveats® around this analysis which means it should only be
considered &s,indicative for early stage R&D intensive firms. Nonetheless, it indicates that a
notable prapartion of early stage R&D intensive firms may not receive a full refund of their
R&D tax credits, This is consistent with feedback received from the stakeholder workshops.

The'intreduction of the Tax Incentive does not change firms’ access to Project Grants. And
gomie firms receiving Project Grants will also have additional R&D expenditure that qualifies
for the Tax Incentive.

As noted previously the Tax Incentive is not the only tool to support start-ups. Officials are in
the process of reviewing Project Grants and the R&D Tax Loss Cash Out policy to identify
improvements to these instruments. Changes to the R&D Tax Loss Cash Out policy will
unlikely to be in place when the revised refundability policy will commence in April 2020, but
changes to Project Grants could be.

2 Payroll taxes would include PAYE, fringe benefit tax, employer superannuation contribution tax and withholding tax on
schedular payments. It is also proposed that eligible payments to Approved Research Providers would not be subject to
the cap.

% The assessment of R&D expenditure could be an under estimate of the firm’s eligible expenditure under the R&D Tax
Incentive. We have not taken into account any behavioural changes, for instance firms and contractors entering into
voluntary schedular arrangements to deduct withholding tax or firms being able to adjust the level of net income they
report so that the tax credit offsets any tax liability. Some firms will be part of a corporate group so the amounts of payroll
taxes paid may be greater than what we have assessed.
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Feedback from agency consultation on local authorities’ eligibility
for the Tax Incentive

17.

18.

The draft Cabinet paper recommends that all local authorities, as well as entities controlled
by or associated with local authorities, are not eligible for the Tax Incentive. In its feedback
on the draft Cabinet paper, the Department of Internal Affairs suggested that the underlying
rationale for excluding local authorities was sound, but pointed out that companies minority
owned by councils operated in the commercial sphere and therefore could be considered for
eligibility.

We think this is a sensible adjustment, as it would bring these minority-owned entities of
councils onto the same footing as minority owned entities of Crown Research Instituies,
District Health Boards and tertiary organisations.

Next Steps

19.

20.

21.

22.

We will incorporate your feedback and provide you with a revised-drafi. Cabiriet paper which
you can use for consultation with other Ministers and their offices:

In order to meet the legislative timetable, we recommeiia the Catiiiet paper is lodged on 16
May 2019, for consideration at Cabinet Economic Bevelopment Committee on 22 May 2019.

The regulatory impact statement is being ass€ssed by the review panel. We expect to be
able to provide this to your office next week:

The timetable for Cabinet and LEG 2pproval-on24 June 2019 is dictated by other items that
will be in the Tax Omnibus Bill.

In Confidence 6






# MINISTRY OF BUSINESS,
INNOVATION & EMPLOYMENT
HTKINA WHAKATUTUKI

Talking points for the DEV Cabinet paper: Extending Refundability
for the R&D Tax Incentive

Date: 17 May 2019 Priority: Medium

Security In Confidence Tracking 3482 18-19 - k
classification: number:
Information for Minister(s) A=)

Hon Dr Megan Woods
Minister of Research, Science and Innovation

2 \\
Contact for telephone discussion (if required) \ g
{1\ X\ NS
Name | Position ~~ITelephone 1st contact
; . Manager, Innovatian. . |
Kirsty Hutchison 3 : ZIPNN v
Xavier Watts Senior Plicy. Advisor, 104 901 4173
Innovation. Palicy
( '/\E\"—. N “
The following depaﬂmentgj,}‘a\gbnrlne have hean cnnaiilted
] Approved [ ] Declined
AN (] Noted [ ] Needs change
[] Seen [] Overtaken by Events
(] See Minister’s Notes [ ] withdrawn

Comments



7 i 5 MINISTRY OF BUSINESS,
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Bed¥  HIKINA WHAKATUTUKI

AIDE MEMOIRE

Talking points for the DEV Cabinet paper: Extending Refundability
for the R&D Tax Incentive

Date: 17 May 2019 Priority: Medium
Security In Confidence Tracking 3482 18-19
classification: number:

Purpose

This aide memaoire provides talking points for the Cabinet paper on Extending Refundability for the
Research and Development Tax Incentive. The paper has been lodged for'discussion at the
Economic Development Committee (DEV) on Wednesday 22 May 2019

Kirsty Hutchinson
Manager, Innovation Policy
Labour, Science and Enterprise, MBIE

17/05/2019

Cabinet Paper> — Extending Refundability for the Research and
Development \Tax Incentive

1. —The-Cabinet Paper — Extending Refundability for the Research and Development Tax
Incentive has been lodged for discussion at the Economic Development Committee (DEV) on
22 May. The paper seeks DEV’s agreement to the design of the refundability policy of the
R&D Tax Incentive from year 2 of the scheme so that legislation can be drafted for
introduction to Parliament in June 2019.

2. The paper reflects decisions made by you and the Minister of Revenue based on advice
informed by stakeholder engagement, and further analysis by officials. The paper also
incorporates feedback from other government departments, and lessons from other
jurisdictions.

3.  Talking points for the Cabinet paper are provided at Annex One. Possible questions and
proposed answers are provided at Annex Two.

4.  Subject to Cabinet approval, the next step will be to draft legislation. We plan to provide you
and the Minister of Revenue with draft legislation by early June. This R&D legislation will be
part of the next Tax Omnibus Bill.
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Annexes

Annex One: Talking points on the Cabinet Paper — Extending Refundability for the Research and
Development Tax Incentive

Annex Two: Q&As
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Annex One: Talking points on the Cabinet Paper - Extending
Refundability for the Research and Development Tax Incentive

Background

The R&D Tax Incentive is now live. Legislation has been enacted.

The current legislation only allows for limited refundability. The Government has committed
to a more comprehensive policy on refundability from year 2 of the Incentive.

The R&D Tax Incentive has been designed to be a broad based scheme, providing-easily
accessible R&D support for eligible businesses regardless of their size, revenue ar profit or
loss position.

Delivering a broader refundability policy is important, or the Incentive will not he.as effective
as intended.

Refundability proposal

The core proposal is that firms in loss can have all theirtax. credits refunded for expenditure
with an Approved Research Provider, and all other tax credits'can be refunded subject to a
cap based on the amount of payroll taxes paid by a firm._Payroll taxes will primarily
comprise PAYE (which includes withholding taxes.on schedular payments to contractors),
but will also include payments for Fringe -Benefit Tax and Employer Superannuation
Contribution Tax.

All businesses will be eligible for refundability, consistent with eligibility for the Incentive.
Levy bodies are included as-the R&D they perform is fundamentally business R&D.

Charities and other tax-exempt-organisations will be excluded from the Tax Incentive.
These organisations are.outside the tax system so they should not benefit from incentives
provided from within it. Inparticular, charities already receive several tax concessions so it
is not appropriate to-extend further benefits to them.

Because theserules would not apply a broad association test, businesses that are partially
owned by\a charity, such as a post-settlement iwi organisation, would not be excluded.

Payroll.cap

A payroll cap will help ensure the integrity of the Incentive through reducing the risk of
fraudulent claims which have been problematic (along with an associated fiscal risk) in
other jurisdictions with refundable R&D tax credits.

A payroll cap means firms do not get more from the tax system than they put in, which
combats the use of shell companies.

The UK had this policy in place for SMEs but removed it in 2011. The consequence was a
sharp increase in the incidence of fraud. The UK Government has recently announced its
intention to reinstate the policy.*

Next steps

Subject to Cabinet approval to the proposed refundability design, legislation will be
introduced to Parliament in June 2019.

! The UK Treasury and HMRC have released a consultation document “Preventing abuse of the
R&D Tax Relief for SMEs'.
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Annex Two: Q&As

Does the refundability proposal increase the fiscal cost of the Incentive?

e No. The Incentive’s fiscal cost model assumes that firms in loss will claim the full tax credit.
Treasury have confirmed that they are comfortable that allowing refundability as proposed
will have no further impact on the appropriation.

e The 2018 R&D survey results show higher growth in R&D than previously forecast.
However, the updated fiscal cost estimates still fall within the existing appropriation:

What impact will the payroll cap have on small companies?

o A small proportion of companies, most often smaller ones, quite legitimately pay-little or no
PAYE. They may employ staff on contract rather than as employees;.or.owners may take
drawings rather than a salary. On the surface, these firms may.receive-little initial benefit
from the proposed refundability policy.

o However, the impact on small companies should be manageable:

e Some of the firms that do not pay PAYE appear. to-do limited amounts of R&D so
would not meet the $50,000 threshold.

e Where a firm's R&D is via a contract with an”Approved Research Provider, all its tax
credit will be refunded.

e Because the cap is based on-all'\payroll taxes, there will be scope for firms to enter
into an agreement with contractors and deduct withholding tax. Such payments
would increase the amount of tax credit that would be refunded.

e There is, and'will. continue to be, other support that such firms could potentially
access rather than the Tax Incentive. Possibilities include project grants, the R&D
tax loss cash-out, the Technology Incubator Programme, and the New Zealand
Venture Capital Fund.

» Officials are continuing to investigate the impact this policy may have on smaller R&D
intensive-firms and will provide further advice prior to the policy being considered at Select
Committee if it seems necessary.

Why‘are large companies eligible for refundability?

e Larger firms are less likely than smaller firms to be cash constrained so their need for
refunds may be less. However, the following reasons support refunding the tax credit for all
firms (subject to the payroll cap):

e The policy provides for even handed treatment of firms in profit and loss, thereby
incentivising all of them to undertake additional R&D.

e Meeting the government’s target of growing R&D to 2% of GDP requires growth in
R&D from large as well as small firms.

e Some larger firms that are major R&D performers are in a tax loss position. These
firms would get no benefit from credits carried forward; the only way they will benefit
from credits is if they are refunded.

e In addition to performing R&D in New Zealand, these large companies would still
have to be contributing to the New Zealand economy through payments to
employees or contractors, as the payroll cap prevents them from taking more out of
the New Zealand tax system than they put in.
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If the Committee is unwilling to support full refunds for large companies, officials would
recommend a cap on the amount that is refunded rather than any targeting to SMEs.

There is a default cap of $18 million (being 15% of the maximum eligible expenditure of
$120m per year).

We would suggest a cap should be at least $5 million if the Tax Incentive is to be perceived
at least as favourably as the Growth Grant.

Why are tax exempt organisations not eligible for refundability?

This position is based on these organisations being outside the tax system so they-should
not benefit from incentives provided from within it. In particular, charities already.receive
several tax concessions so it is not appropriate to extend further benefits tothem:

Because these rules would not apply a broad association test, businesses-that are partially
owned by a charity, such as a post-settlement iwi organisation, wotld-not be excluded.

Are local authorities eligible for refundability?

Local authorities would be ineligible for the R&D Tax{Incentive; However, council controlled
organisations would be eligible.

Why are levy bodies and payments to Approved Research Providers not subject to the

cap?

Payments to Approved Research Rroviders will be easy to verify, posing a lower fraud risk.

Levy bodies are empoweréedto ‘collect levies by statute, definitely have an economic
presence in New Zealand, and.consequently pose a reduced risk that refunded R&D tax
credits will be unrecoverable.

What other forms-of R&D.Support does the government provide?

Overtime we intend to have a full package of support for New Zealand’s innovation system.
The R&D Tax'Incentive will be one support amongst many.

Other-forms of current government support for business R&D include: R&D Project and
Student grants, advice, and support in kind; and a limited R&D tax loss cash out.

Officials are reviewing the R&D tax loss cash out and project grants to ensure R&D
intensive start-ups have adequate R&D support. There is a commitment to a refreshed and
more ambitious Technology Incubator Programme. MBIE is also leading work, through the
New Zealand Venture Capital Fund, to deepen capital markets to support high-
growth/scale-up firms involved in disruptive technology.

How does the refundability proposal compare internationally?

Most overseas R&D tax credit schemes with refundability have some constraints. A system
with no restrictions on refundability would be an outlier amongst OECD countries.

The different ways in which refundability is limited often reflect differences in the underlying
tax incentive scheme. Some countries limit refundability to SMEs and start-ups.

It is relatively common to limit refunds to the amount paid in other taxes such as PAYE.
This ensures a firm has a tangible economic presence in the country where the claim is
being made, the amount refunded is commensurate to activity in the jurisdiction and it
reduces the risk that the claim is made by a non-existent entity.
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What are stakeholders’ views on the proposal?

e This proposal has been informed by input from a wide array of organisations.
¢ Many submissions on the Tax Incentive legislation were in favour of broader refundability.

e Further engagement undertaken specifically with smaller R&D performers indicated that a
PAYE cap could restrict the tax credit refunds available to these firms. The proposed cap
now brings in FBT and ESCT in addition to PAYE, as well as expenditure on Approved
Research Providers.

e These changes to the cap will reduce its impact for some of these firms. In addition,-the
current ecosystem of support (which includes project grants and the R&D tax lossCasi out)
for these smaller R&D performers will continue.

¢ MBIE, Inland Revenue and Callaghan have discussed refundability proposals, witivthe
Corporate Taxpayers’ Group; Chartered Accountants Australia and'New-Zealaiid,;
representatives from PwC, KPMG, Deloitte and EY; approximately 25 representatives from
R&D performing businesses in tax loss or with insufficient taxable,income to fully use non-
refundable R&D tax credits; levy bodies; charities; and Maari busiress representatives.

e These discussions have helped shape the broader refunciability proposals, and have
highlighted the desirability of broad eligibility ang @il accessible process.
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BRIEFING

R&D Tax Incentive — refundability and small innovative
firms

Date: 27 June 2019 Priority: Medium

Security In Confidence Tracking 3584 18-19
classification: number: IR2019/303
Purppse S

This briefing provides additional information about the impact on small*early, stage firms of limiting
R&D tax credit refunds by the payroll tax cap. It also provides. infermation’en other R&D funding
instruments that these types of firms can access.

Recommended action _(

The Ministry of Business, Innovation and Employment (MBIE) and Inland Revenue recommends
that you:

Min. RS&l | Min. Rev

a Note that mosttoss‘makifng firms will benefit from the Noted Noted
refundability proposal but the payroll cap will restrict access to
refundable tax.credits for some early stage firms that have little

or no-PAYE.

b_~Note that MBIE intends to review the funding landscape for small | Noted Noted
innovative firms and will report back with a proposed terms of
reference.

¢ Agree that MBIE can proactively release this briefing (with only | Agree/ Agree /
information withheld to protect the privacy of natural persons) as | Disagree Disagree

part of the proactive release of the Cabinet paper Extending
Refundability for the Research and Development Tax Incentive.
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: : Hon Dr Megan Woods
Kirsty Hutchison - .
Manager, Innovation Policy Minister of Research, Science an

Labour, Science and Enterprise, MBIE Innovation
27/06/19 ool %

- %@@f

. Stuart Nash
Kel'.[h Taylor inister of Revenue
Policy Manager
Inland Revenue Department %

27/06/19
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In Confidence 2
IN CONFIDENCE



Background

1. Minister Woods and Minister Nash met on 6 May 2019 to discuss the draft Cabinet paper,
Extending Refundability for the Research and Development Incentive. At the meeting
officials undertook to:

e Continue to refine our analysis of the impact a payroll cap will have on small
innovative businesses, including through engagement with selected stakeholders
who work with startups.

e Provide you with information on other R&D funding support available for these firms.

The payroll cap addresses the risks that refundability .creates’ for
the integrity of the tax system

1. The objectives of the broader refundability proposal are to support as-much-genuine R&D

as possible in a way that is simple to administer and that maintains the integrity of the tax
system

2. The refundability proposal agreed by Cabinet is:

e All firms are entitled to a refund of their R&D-tax credits, to the extent their R&D tax
credits are equal to or less than the amount of ‘payroll’ taxes paid by a firm in the
relevant income year (payroll cap).

e The payroll cap would not limit refundability of tax credits resulting from payments to
approved research_providers:.

e The proposed cap would.-not apply to R&D tax credits refunded to levy bodies.

3. The purpose of the payroll cap is to manage the risks that refundability poses to the
integrity of the. tax'system, thereby supporting the sustainability of the R&D Tax Incentive
scheme_ The refundability proposal is both generous and broad-based (does not target
firms’of a particular size) in comparison to other jurisdictions.

4. A'payrolteap is simple to administer, ensures firms have tangible economic presence in
New-Zealand, and is used by some other jurisdictions? that provide refundable R&D tax
credits. However, a payroll cap may limit refunds for businesses that have little or no PAYE.

Most loss-making firms that qualify for the Tax Incentive will
benefit from refundability

5. Our previous analysis on the impact of the payroll cap on small innovative businesses
(3372 18-19 IR2019/233 refers) was based on 326 firms in receipt of a Callaghan
Innovation Project Grant. Project Grant recipients are a proxy for certain types of firms that
are most at risk of not benefiting from the refundability policy (i.e. startups), and we were
able to gauge the impact of the refundability policy by using Inland Revenue and Callaghan
Innovation data.

' 33 out of 46 international schemes do not provide refundability provisions. 12 out of 28 OECD governments
currently offer preferential tax treatment to SMEs or young firms.

% For example, the UK, Ireland, the Netherlands (2296 18-19; IR2019/005 refers).
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The initial analysis indicated that 101 of these firms either did not report income, or were in
loss and may not receive a refund of their R&D tax credits because they did not pay any
payroll taxes. There were a number of significant caveats around the initial analysis,
including that it did not take into account the $50,000 minimum expenditure threshold which
would have excluded many of these firms from being eligible for the Tax Incentive.

We have subsequently updated our analysis using more robust R&D expenditure values®
and filtering for firms that did not consistently meet the $50,000 R&D expenditure threshold
during the project grant period.

The revised results indicate that the number of firms whose access to refunds is restricted
by the payroll cap is smaller than initially identified.

The results show 21 firms with possibly no refund. However, taking into account entities
with holding companies (which may give group access to payroll taxes) would1eave 12
firms (4% of the sample) with possibly no refund. These firms could still potentially’ use
Approved Research Providers or withholding taxes from voluntary schedular arrangements
with contractors to access refundability. More detailed analysis-is provided-in Annex One.

Stakeholders had mixed views on the impact of the refundability
proposal on startups

10.

11.

12.

13.

14.

Building on our earlier engagement with stakeholders-oen the refundability policy, we met
with selected stakeholders to test our understanding of the impact a payroll cap will have on
small innovative businesses.

The discussions with tax advisors.(EY, Deloitte, CAANZ, PwC, KPMG) suggest that early
stage startups in the software or'digital’sectors in particular are unlikely to benefit from the
refundability proposal due to their reliance on labour from founders or contractors, for which
PAYE is not being withheld. To benefit, these firms would need to enter into voluntary
withholding arrangements, or engage the services of an Approved Research Provider
(ARP).

Voluntary-withholding arrangements are simple to enter into but have only been available
from 2017 and have perceived compliance costs, e.g. contractors may have pre-existing
arrangements. Some firms may benefit from the ARP expenditure exclusion from the cap,
e.g-businesses engaged in scientific-oriented R&D that work with universities or crown
research institutes. Firms in the software or digital sectors are less likely to use ARPs. We
are unable to estimate the proportion of businesses that may benefit from expenditure with
an ARP being excluded from the cap.

In contrast, our discussions with other organisations that work with startups on a day to day
basis (Astrolab, Level Two and Dotterel) suggest that the refundability proposal will benefit
young innovative firms. These organisations observed that contractors are often used for
temporary or specialist projects, and that most startups, particularly those building a
company around deep technology, need to build a dedicated team of employees.

We expect submissions to the Select Committee to reflect the views above. We will report
back to Ministers following the submissions process on feedback received and our
proposed response.

® This now includes additional R&D expenditure reported by firms to Callaghan Innovation. Not all firms
choose to record additional data. Officials have used Project Grant R&D values in the absence of self-
reported figures.
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Stakeholders generally understood that the Tax Incentive is not the
only instrument available to support startups

15. The Tax Incentive is the centrepiece of government support for business R&D. However,
there are a range of other mechanisms currently available and targeted to small innovative
businesses and startups which address the needs of firms that do not qualify for the Tax
Incentive (because of the $50,000 threshold or the definition of R&D), or who may be
deterred because of compliance costs relative to the benefit they will receive.

16. A brief overview of other funding sources currently available is provided in Annex Two.
These measures provide support to early stage innovative businesses to invest in,
commercialise and scale up their R&D and to build entrepreneurial capability.

17. For example, firms that just meet the $50,000 R&D expenditure threshold would receive tax
credits worth $7,500 (at a 15% tax credit rate). Firms spending less than $50,000-on"R&D,
may be better off accessing the Getting Started Grant (up to $5,000), the Capability
vouchers (up to $5,000) and Project Grants (40% of eligible expenditure).-These grants
provide a stepping stone to either larger Project Grants or the"Fax Incentive.

18. If a firm in a tax loss position qualifies for the Tax Incentive but does not pay any payroll
taxes (including at a group level) and does not have ‘anyeligible expenditure with an ARP
or contractors who agree to voluntary withholding-arrangements, then it will be better suited
to accessing the other support mechanisms-available

19. At the current time, firms that meet the criteria for the R&D Tax Loss Cash Out scheme
(generally small R&D-intensive firms).can also’receive cash for up to 28% of their tax
losses from R&D expenditure, slbject to'a maximum of $476,000 in the 2019/20 tax year.*

We propose to undertake further work on the funding landscape for
small innovative firms

20. As noted in"some of-our earlier briefings on the R&D Tax Incentive, the natural next step
following.the'introduction of the Tax Incentive is to review the wider landscape of support
for smallerinnovative businesses, including startups. This review will complement the work
underway/on early stage capital markets (led by the Minister for Economic Development). A
focus of-this work will be how existing supports other than the R&D tax incentive can be
shaped to ensure there is support for firms for whom the tax incentive may not be ideal. We
will report back to you on the scope of this project and proposed terms of reference. Our
intention is to have initial options explored prior to our response to submissions to Select
Committee.

Proactive release

21. We propose to include this briefing (with only information withheld to protect the privacy of
natural persons) in the proactive release of the Cabinet paper Extending Refundability for
the Research and Development Tax Incentive which is currently in process.

Annexes

Annex One: Analysis on the impact of the payroll cap

Annex Two: Other sources of government funding for small innovative businesses

* It is proposed to review this scheme now that the R&D Tax Incentive is in place.
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Annex One: Analysis on the impact of the payroll cap

1.

The table below summarises the results of both our previous analysis and our updated
analysis that filters for the impact of the $50,000 threshold and which also benefits from
more robust R&D expenditure values.®

Based on the updated analysis, the number of firms that would not benefit from
refundability due to the payroll cap is smaller than under the previous analysis.

Project Grant sample (326 firms) Results from Results from updated analysis
previous (filtered for firms that consistently
analysis meet the $50,000 threshold)

Did not report income or were in 260 firms 109 firms

loss

Did not report income or were in 112 firms 45 firms

loss and paid sufficient payroll

taxes

Did not report income or were in 47 firms 43 firms

loss and only paid a small amount

of payroll taxes (limited refund)

Did not report income or were in 101firms 21 firms

loss and did not pay any payroll

taxes (no refund)

Under the updated-analysis.21 firms would potentially get no refund. These firms may
receive a refund if they have access to withholding taxes through the use of contractors,
use an Approved Research Provider, or have a holding company with the potential to pay
payroll taxes\at the group level.

Expenditure on contractors was not available for firms included in the above analysis.
However,analysis of data from the R&D Tax Loss Credit scheme (which includes
information on R&D contractor spend) shows that withholding taxes from voluntary
schedular arrangements with contractors could significantly reduce the number of firms
affected by the payroll cap.

9 of the 21 firms have holding companies, so may be able to access payroll taxes at a
group level. This would potentially leave 12 firms (4% of the sample) without any refund.

® This now includes R&D expenditure reported by firms. Not all firms choose to record this data. Officials
have used Project Grant R&D values in the absence of self-reported figures.
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Annex Two: Other sources of government funding for small
innovative businesses

Measure

Description

Amount

R&D Getting

Started Grants

Getting Started Grants help a business
initiate R&D activity. They can be used for
basic prototyping, project planning,

40% of eligible R&D project costs,
up to $5000.

lCallaghgn technical feasibility studies, developing an
nnovation , .
IP strategy and accessing technical support.

R&D Project Project Grants are designed to help 40% of eligible R&D. project costs;

Grants businesses growth their investment in R&D | reducing to 20% for’eligible

Callaghan and build R&D expertise. expenditure over $800,000 or

| ) when the business has had

nnovation ;
multiple grants.

NZTE Capability vouchers offset the costs of The grant'covers up to 50% of the

Capability approved training to help grow a business. cost of training up to a maximum

\égggr:qeg and Business mentor service provides ok$5000.

knowledge and skills and expert guidance

Business for a low fee.

mentors

Technology Technology incubators_invest in-and help Incubators have access to pre-

Incubator commercialise complextechnelogies incubation grants and repayable

programme loans (up to $750,000) for eligible
projects.

Founder Business support‘and networks Incubators may invest in eligible

incubators businesses but the equity stake is
typically small and not the primary
means of funding a business.

Accelerators Business acceleration programmes focused | Provides access to funding

on rapid and intensive product development
to establish an investment ready startup.

networks and expertise.

R&D.Tax Loss

Allows business losses from eligible

Up to 28% of a business’s tax

Cash Out expenditure associated with R&D to be losses from R&D expenditure,

scheme cashed out instead of carried forward. subject to a maximum of
$476,000 in the 2019/20 tax year.

Seed Co- Equity investment fund aimed at high The fund can invest up to $1.5

investment fund

growth potential, small to medium sized
businesses at start-up staged of
development.

million alongside accredited angel
and seed co-investment partners.

New Zealand
Venture Fund
(NZVIF)

NZVIF invests in early stage capital market
via a fund of funds approach in privately run
venture capital funds

Around $300 million for
investment in early stage capital
markets.

6

® In addition Work and Income New Zealand provides a range of grants to help with the costs of starting a
business and to pay for business skills training.
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