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Research& developmenttax concession

Objectives:
1985
The Government’s principal incentive to increase the
amount of R&D being conducted by Australian
companies.

2002
R&D plans introduced to reinforce the need for
companies to think strategically about R&D as a
critical part of business.
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How effective is the tax concessionin
influencing companybehaviour?

• How do you influence a company’s behaviour?
By influencing key decision makers

• Who are the key R&D decision makers within
companies?

The people who control and manage R&D funding

• What influences or motivates these people?
Key performance indicators (KPIs) eg:

• Financial measures — EBIT, EPS etc
• Cost centre/budget management



How effective is the tax concessionin
influencing companybehaviour?

• Tax expense is not a KPI

• No annual growth measurement

• Tax expense is not measured against the R&D
budget

• Tax expense is managed by Finance/Tax
Managers

• Tax is complex and difficUlt to understand

Tax benefits accrue infollowing years





Research& DevelopmentIncentive

Objectives:

Solution:

How?:

to increa~eR&D activity by effecting
positive change in company behaviour

make the benefit of the concession
attractive to: strategic business managers;
decision makers; and innovators

by redirecting the benefit so that it is
recorded/recognised by business
managers NOT tax or finance people•
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Delivery of R&D Incentive

• Grant Income
— Pre-tax equivalent of the additional benefit provided by the

existing R&D tax concession.

• Offset Arrangement with ATO
Offset agreement between ATO and Ausindustry allows
grant to be offset against tax liability

— Tax offset carried forward in the same way as tax losses.

• Accounting Standards
— permit grant offset against tax liability to be recorded as

operating income



Calculationof R&D Grant

ExistingTax Concession

ProposedR&D Incentive

R&D Expenditure $4,000,000

AdditionalDeduction@ 25% $1,000,000

Additional Net CashBenefit $300,000

AdditionalNet CashBenefit $300,000

Pre-taxequivalentincome

($3OO,000/(1~0.30*)) $428,571
* Assumesincometax rateof3O%



Impacton ManagementAccounts

NiI*

* Not recognised in management accounts — so where does the money go?

R&DTax
Concession

R&DBudget

R&D Grant
R&DSpend

R&DIncentive

$4m $4m

$4m

Income Tax Benefit

$.428m

$4.428m

$300K*



Impacton ManagementAccounts

The R&D Grant effectively moves the tax benefit “above the line.”

Probable outcomes:

• Improved awareness of R&Dconcession

• Strategic recognition of R&Dby senior management

• Benefit used to do more R&Dand take greater risk

• Improved record keeping and accountability

• Contemporaneous recognition and use of benefit

S Harmony with R&D plan regulations



Impacton StatutoryAccounts

Operating Profit

Tax Expense:

Operating Profit

• LessR&D Claim

Profit adjusted for R&D:

TAX EXPENSE @ 30%

PROFIT AFTERTAX

5,428,571

Nil

5,428,571

1,628,571

3,800,000

Current R&D Concession ProposedGrant Incentive
Trading Profit 5,000,000

Grant Income . 428,571

5,428,571Operating Profit

Tax Expense:

Operating Profit

LessR&D Claim

Profit adjusted for R&D:

TAX EXPENSE @ 30%

PROFIT AFTER TAX

5,000,000

5,000,000

(1,000,000)

4,000,000

1,200,000

3,800,000



Research& DevelopmentIncentive

What’s New:
• Timely and direct nexus between R&Dactivity and the resulting incentive
• Highly visible to key decision makers
• Supports strategic thinking
• Easyto understand
What Stays The Same:
• No additional cost to revenue
• After tax benefit is the same as under the R&D tax concession
• Existing ATO/Ausindustry powers remain unchanged
• Dispute resolution process unchanged
• Available to companies in tax paying position
What Changes: •.

• Powers to effect offset by ATO/Ausindustry •

• Simple changes to income tax law / other law
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Whereto from here?

• Data to support likely impact of change on
behaviour

• Legal structure — offset arrangement

• Agreement of accounting treatment

• Details of joint administration — Auslndustry/ATO



The currenttax concessionfor Researchand Development(R&D) expenditurewas
introducedin 1985 to increasethe amountof R&D conductedin Australiato make
Australiancompaniesmore internationally,competitivethrough the developmentof
innovativeproducts,processesandservices.

The achievementof this objectiveis underpinnedby the belief that a tax incentive
would influencecompanybehaviourby reducingthe aftertax costof eligible R&D
activities.

In practice, however, the key decision-makersthat control and managethe R&D
functionaregenerallymotivatedby key performanceindicators(KPIs)not relatedto
incometax expense. KPIs areusuallybasedon pre-taxmeasuressuchasoperating
profit, or cost centremanagement. In contrast,tax expensetendsto be managed
independentlyby the financefunction andis rarelyfactoredinto theR&D budgetor
performancemeasurementprocess.

GSK and PricewaterhouseCoopersbelieve that the effectivenessof the R&D tax
concessioncanbesignificantlyimprovedby deliveringit in a form that is moreeasily
understoodandreadilyidentifiedby keydecisionmakerswithin companies.

This canbe achieved,at.no additional costto the Revenue,by transformingthetax
concessioninto a legal form which allows the benefit to be recordedasoperating
incomefor Accountingpurposes.Moreover,this transformationcanbe implemented
usingmuchof the existing legal framework, by convertingthe ‘additional netcash
benefit’ of theexistingR&D tax concessioninto anR&D Incentiveor ‘grant’ which
is payableby Auslndustryin favouroftheclaimant,to theAustralianTaxationOffice
(ATO). A right of offset agreementbetweenthe company/taxpayerand the ATO
would allow thegrantto benettedagainstanyoutstandingincometaxliabilities.

Theeffect of this arrangementwould be to allow the benefitof theR&D concession
to berecordedas ‘income’ for accountingpurposes,without alteringthe ‘substance’
ofthebenefitprovided. It would, however,put thebenefitdirectlyin themindsofthe
businessmanagers,insteadof taxmanagers,by directly reducingthecostof R&D to
thosemanagers,andbypositivelyimpactingbeforetax KPIs. Initial researchinto the
likely effectofthisproposalsuggeststhebenefitscouldbedramatic.

This proposal would utilise much of the existing legislative framework which
supportstheexisting tax concessionand would maintainthejoint administrationof
the concessionby theATO andAuslndustry. In particular,thepowersof theATO
andthedisputeresolutionprocesswould remainintact,aswould the currentrules for
calculatingtheamountof thebenefit.

Importantly,theproposedchangeto the deliveryoftheexistingtax concessionwould
involve minimal additional cost to the Revenuewhilst encouragingand fostering
R&D as the concessionwas intended, by directly targetingbusinessmanagers,
strategicthinkersandinnovatorsacrossall industriesandbusinesssectors.

Research& DevelopmentIncentive


