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R&D tax credit 

Executive summary 

This report discusses design issues for an R&D tax credit and includes a draft issues paper 
that could be released for public consultation.  The draft issues paper discusses three issues: 
the definition of R&D, eligibility criteria and eligible expenditure.  You have already agreed a 
definition of R&D for the purposes of the issues paper (T2006/1903, PAD2006/211 refers). 
 
Eligibility criteria 
 
The approach adopted in the issues paper is that all businesses, regardless of legal structure, 
would be eligible to claim the credit.  However, they must satisfy the tax test for being in 
business – that is, their activities must amount to a profession, trade or undertaking and they 
must have an intention to make a pecuniary profit.  We suggest an exception to this in the case 
of industry research co-operatives that receive voluntary contributions or levy payments 
which are then applied for R&D activities. 
 
The issues paper suggests that businesses have a minimum of $20,000 of eligible R&D 
expenditure a year to qualify for the credit, unless they contract an approved research provider 
to perform the R&D services.  Setting a threshold would help avoid disproportionate 
compliance and administrative costs being incurred on small claims and would filter out 
projects that are not R&D without audit costs being incurred. Most comparable overseas 
schemes impose minimum thresholds of R&D spending to access the concession. 
 
Externalities associated with R&D are best captured when the R&D occurs within New 
Zealand, but it may not be feasible for a business to carry out all its R&D in New Zealand.  
The approach adopted in the issues paper is that the concession would apply to R&D carried 
on overseas provided that it constituted less than 10% of the cost of the R&D project.   
Foreign-owned firms should be eligible for the credit provided the R&D is carried on in New 
Zealand. 
 
The issues paper suggests that the credit should be given to the firm commissioning, as 
opposed to the firm carrying out, the R&D because that would provide a direct incentive to 
the party deciding whether to undertake R&D.  
 



 

 

Crown-owned businesses that are not funded to do R&D, such as state owned enterprises, 
should be eligible for the credit.  In principle, crown-owned businesses that are funded to 
undertake R&D should not be eligible for the credit if receiving it would constitute double 
funding of R&D.  There are options for avoiding double funding, and officials will do further 
work on this in consultation with crown agencies. 
 
Eligible expenditure 
 
The following expenditure would be eligible: 
 

• salary and wages of employees and independent contractors engaged in R&D; 
• depreciation of tangible assets used in conducting R&D; 
• the cost of training and travel associated with R&D; 
• the cost of materials incorporated into prototypes and pilot plant; 
• listed overheads such as administration, utilities and insurance; 
• consumables (items consumed or transformed in the R&D process); and  
• payments to entities conducting R&D on behalf of the taxpayer. 

 
We propose that the credit initially not apply to the cost of intangible assets (whether this is 
by way of depreciation or royalty payments).  The extent to which they can be included as 
eligible expenditure requires careful consideration as such assets tend to be the focus of tax 
avoidance schemes.  If the government proceeds with the credit, this work would be done 
once the scheme is in effect. 
 
In relation to the cost of items transformed in the R&D process, only the net expenditure 
would attract the credit – that is, the excess of the cost of the materials which are the subject 
of processing or transformation over the value of the output.   
 
In addition, the credit would not apply to: 
 

• interest expenditure;  
• expenditure in relation to which a government R&D grant is also provided plus the 

required co-funding by the recipient;   
• the making of donations; 
• accounting and legal fees in calculating what is R&D.   

 
Fiscal implications 
 
The preliminary estimated cost of an R&D credit in the Business Tax Review discussion 
document was: 
  

• for 7 percent to 15 percent support on an incremental basis, $45 to $90 million a year 
rising to $140 to $230 million a year after four years; 

 
• for 7 percent to 15 percent support for a volume-based credit from $100 to $210 

million a year rising to $200 to $350 million a year after four years.  
 



 

 

We are reviewing this costing to see if there are ways to improve its accuracy and will report 
to you on any updated fiscal cost. 

Recommended action 

We recommend you agree that the R&D tax credit issues paper provide that: 
 
(a) the credit be available to all businesses regardless of their legal form; 
 
Agreed/not agreed Agreed/not agreed 
  
(b) all businesses except industry research co-operatives be required to meet the tax 

“business” test to be eligible for the credit; 
 
Agreed/not agreed Agreed/not agreed 
 
(c) R&D costs incurred overseas be eligible for the credit only if they constitute less than 

10% of the total cost of the R&D project; 
 
Agreed/not agreed Agreed/not agreed 
 
(d) foreign firms be eligible for the credit provided the R&D is carried out in New Zealand; 
 
Agreed/not agreed Agreed/not agreed  
 
(e) the firm commissioning, as opposed to the firm carrying out, the R&D be eligible for 

the credit; 
 
Agreed/not agreed Agreed/not agreed 
 
(f) a minimum of $20,000 per year of eligible expenditure be required for an entity to be 

eligible for the credit except where the R&D is performed by an approved research 
provider; 

 
Agreed/not agreed Agreed/not agreed 
 
(g) eligible expenditure be: 
 

(i) salary and wages of employees and independent contractors engaged in R&D; 
(ii) depreciation of tangible assets used in conducting R&D; 
(iii) the cost of training and travel associated with R&D; 
(iv) the cost of materials for prototypes and pilot plant; 
(v) administrative overheads;  
(vi) the cost of items consumed and the net cost of items transformed in the R&D 

process; and 



 

 

(vii) payments to entities conducting R&D on behalf of the taxpayer; 
 

Agreed/not agreed Agreed/not agreed 
 
(h)     the cost of intangible property (by way of depreciation or royalties) initially be excluded 

from the list of eligible expenditure so that officials can consider further the extent to 
which it should be eligible; 

 
Agreed/not agreed Agreed/not agreed 

  
(i) eligible expenditure exclude: 

    
(i) interest expenditure; 
(ii) expenditure in relation to which a government R&D grant is provided and the 

required co-funding; 
(iii) the making of donations; 
(iv) accounting and legal fees in calculating what is R&D. 

 
Agreed/not agreed Agreed/not agreed    
 
. 
 
 
Benedikte Jensen [information deleted in order to protect the  
for Secretary to the Treasury privacy of natural persons, including  
 deceased people] 
 Senior Policy Advisor  
   Inland Revenue  
 
 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 



 

 

Background 

1. This report discusses design issues for an R&D tax credit and includes a draft issues 
paper that could be released for public consultation.  The draft issues paper discusses three 
issues: the definition of R&D, eligibility criteria (who should qualify for the proposed tax 
credit) and eligible expenditure.  You have already agreed a definition of R&D for the 
purposes of the issues paper (T2006/1903, PAD2006/211 refers). 

Who should qualify for the proposed tax credit? 

2. We consider that the eligibility criteria should be as inclusive as possible, taking into 
account the variety of businesses that carry out R&D in New Zealand.  The criteria should be 
easily understood, and when applied, should not impose unnecessary compliance and 
administration costs.   
 
Entity structure 
 
3. The options are either to limit the scheme to companies or allow all businesses 
regardless of legal structure to claim the credit.  The main advantage of limiting the scheme to 
companies is that it would match the requirements in similar schemes overseas.  A 
disadvantage is that non-corporate entities would have to restructure to claim the credit.  
Although businesses that carry out significant amounts of R&D are almost invariably 
incorporated, around one in twelve are not.  Examples of such businesses include trusts, 
consortia, and self-employed individuals. 
 
4. We favour the second option because it is the most inclusive option, and it would avoid 
creating distortions to the way businesses structure themselves. 
 
Must be “in business” 
 
5. The concession targets R&D carried out by businesses and we suggest that the tax test 
for “business” be applied.  That test involves two aspects.  The first is about the nature of the 
activities, which must amount to a profession, trade, manufacture or undertaking.  The second 
is that there is an intention to make a pecuniary profit.  Entities that earn exempt income could 
also meet the business test.   
 
Minimum threshold 
 
6. We consider that a minimum amount of R&D should be undertaken in order to qualify 
for the credit.  A minimum of $20,000 per year of eligible expenditure is suggested.  This 
amount is equivalent to a part time salary and some related overhead costs. 
 
7. The rationale for a minimum threshold is an administrative one.  Setting a threshold 
helps avoid disproportionate compliance and administrative costs being incurred on small 
claims.  It would also filter out projects that are not R&D without audit costs being incurred 
and it would dissuade small firms from recharacterising expenditure as R&D costs.  Most 



 

 

comparable overseas schemes impose minimum thresholds of R&D spending to access the 
concession. 
 
8. An exception to the threshold would be payments made to an approved research 
provider for the provision of R&D services.  This would ensure small firms can access expert 
R&D services. 
 
R&D carried out overseas 
 
9. We suggest that R&D costs incurred overseas should attract the concession if they 
constitute less than ten percent of the total cost of the R&D project.  We consider that 
externalities associated with R&D are best captured when the R&D occurs within New 
Zealand, and so this should be favoured.  However, R&D may be carried out overseas when: 
 

• the capability to do that work is not available locally; 
 

• foreign regulators may require the R&D to be carried out in their jurisdiction in order 
for the final product to be marketed in that jurisdiction; 

 
• R&D to customise a product to a particular market may need to be carried out in that 

market. 
 
10. Similar schemes overseas also tend to subsidise R&D carried out within their territory.  
In Australia, an additional restriction is imposed, whereby the overseas R&D activity is only 
eligible if the R&D could not have been carried out locally.  We consider that such a 
distinction would be difficult to determine and enforce, while adding little to the policy.  We 
therefore do not propose such a requirement here. 
 
Foreign ownership 
 
11. Foreign ownership should not limit access to the credit as long as the R&D is carried 
out in New Zealand.  While foreign ownership can result in some benefits of R&D being 
captured overseas, the location by foreign firms of R&D facilities in New Zealand is a 
potentially valuable source of knowledge, technology and human capital spillovers.  
Furthermore, rules to determine whether a firm is foreign-owned would be complex and may 
result in anomalous outcomes. 
 
12. Foreign ownership does not appear to be a limitation to eligibility in similar R&D tax 
concession schemes overseas.  However, those schemes impose other restrictions that are 
aimed at limiting the risks associated with providing concessions to foreign owned entities.  
Examples of such limitations are that the key researcher not be a foreigner; there be a national 
benefit from the R&D; the intellectual property resulting from the R&D be held in the country 
providing the concession; and that the R&D be carried out in the country providing the 
concession. 
 
13. Including the requirement that the R&D be carried out in New Zealand should ensure 
that significant benefits can be captured locally without creating onerous requirements on 
foreign owned firms. 



 

 

 
Subcontracted R&D 
 
14. The nature of R&D projects is such that collaborations and subcontracting are 
commonplace.    R&D collaboration is also an important source of R&D spillovers, as it often 
involves the transfer from one organisation to another of tacit knowledge, skills and 
experience. Rules would be needed to deal with which party should be eligible for the credit, 
how to treat expenditure incurred by a joint venture, and contributions to industry research 
organisations. 
 
Should the firm commissioning the R&D or the firm carrying out the R&D be eligible for the 
concession? 
 
15. We suggest the credit vest with the firm commissioning, as opposed to carrying out, the 
R&D.  The commissioning firm bears both the financial and technical risk associated with the 
R&D activity, controls the project, and owns the project results.  Further, this creates a direct 
incentive to the party deciding whether to undertake R&D, rather than the incentive being 
indirectly transmitted through the contracted party’s price.   

 
Joint ventures and partnerships 
 
16. Joint ventures and partnerships are important collaborative vehicles for R&D in New 
Zealand.  A joint venture would be eligible for the concession in relation to expenditure it 
incurs.  However, owners of the joint venture may also incur expenditure in relation to the 
R&D activity.  In that case the owner would have to demonstrate sufficient risk, control and 
ownership of the project to be able to access the concession. 
 
Voluntary contributions and levy payments 
 
17. Industry research co-operatives that receive voluntary contributions or levy payments 
which are then applied for R&D activities should be eligible for the R&D tax credit.  
However, while these organisations may have sufficient control over the R&D activity, and it 
is arguable that “their funds” are at risk if the project fails, it is not clear that these 
organisations would meet the tax “business” test.  Examples of such organisations include 
Commodity Levy Organisations and Centres of Research Excellence.  We propose that such 
organisations not be required to meet the “business” test to be eligible for the R&D tax credit. 
 
Crown-owned businesses 
 
18. Crown-owned businesses that are not funded to do R&D, such as state owned 
enterprises, should be eligible for the credit.  In principle, crown-owned businesses that are 
funded to undertake R&D should not be eligible for the credit if receiving it would constitute 
double funding of R&D.  There are options for avoiding double funding, and officials will do 
further work on this in consultation with crown agencies. 



 

 

Eligible expenditure  

19. Chapter 4 of the issues paper discusses eligible expenditure and provides that the 
following expenditure be eligible: 
 

• salary and wages of employees and independent contractors engaged in R&D; 
• depreciation of tangible assets used in conducting R&D; 
• the cost of training and travel associated with R&D; 
• the cost of materials incorporated into prototypes and pilot plant; 
• listed overheads such as administration, utilities and insurance; 
• consumables (items consumed or transformed in the R&D process); and 
• payments to entities conducting R&D on behalf of the taxpayer. 

 
20. We suggest that the credit initially not apply to the cost of intangible assets (whether 
this is by way of depreciation or royalty payments).  The extent to which they can be included 
in eligible expenditure requires careful consideration as such assets tend to be the focus of tax 
avoidance schemes.  If the government proceeds with the credit, this work would be done 
once the scheme is in effect. 
 
21. In relation to the cost of items transformed in the R&D process, only the net 
expenditure would attract the credit – that is, the excess of the cost of the materials which are 
the subject of processing or transformation over the value of the output.  An example is the 
costs associated with acquiring ore for transformation into metal in an experimental smelter.  
The amount eligible for the concession would be the cost of the ore which is an input into 
R&D less the value of the output metal.  This replicates the Australian treatment of 
“feedstock” expenditure. 
 
22. We propose that the credit not apply to interest expenditure.  The Australian experience 
is that this becomes fiscally expensive and after initially allowing interest expenditure this 
was excluded in 1996. 
 
23. The credit would also not apply to expenditure in relation to which a government R&D 
grant is also provided plus the required co-funding by the recipient.  This is expenditure that 
is already subsidised by government.  We suggest the credit also not apply to the making of 
donations and accounting and legal fees in calculating what is R&D.   

Fiscal implications 

 24. The preliminary estimated cost of an R&D credit provided in the Business Tax Review 
discussion document was: 
 

• for 7 percent to 15 percent support on an incremental basis, $45 to $90 million a year 
rising to $140 to $230 million a year after four years; 

 
• for 7 percent to 15 percent support for a volume-based credit from $100 to $210 

million a year rising to $200 to $350 million a year after four years.  



 

 

 
25. We are reviewing this costing to see if there are ways to improve its accuracy and 
will report to you on any updated fiscal cost. 

Consultation 

26. We have consulted with the Ministry of Research, Science and Technology and the 
Ministry of Economic Development in preparing the issues paper.  MED is comfortable with 
the proposals contained in it. MoRST favour a definition that excludes novel activities from 
eligibility (refer T2006/1903, PAD2006/211, option 1 for favoured definition).  They consider 
that the current definition is wider than traditional definitions including those used to capture 
statistics.  Consequently MoRST have concerns about reliability of fiscal estimates.  MoRST 
is comfortable with all other aspects of the proposal.  

Publication of the issues paper 

27. If Ministers decide that the issues paper is to be released for consultation, it may be 
subject to minor editorial work to bring it up to publication standard. 
 
 


