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3 November 2006 
 
 
 
Minister of Finance 
Minister of Revenue 

Tax Policy Report:  Business Tax Review – Incremental and 
volume based options for designing targeted tax credits 

Executive summary 

In the July 2006 Business Tax Review discussion document, the government proposed 
introducing targeted tax credits to encourage investment in R&D, skills training, and export 
market development. This report outlines five possible methods for introducing these tax 
credits.   
 
There are two broad approaches, an incremental funding approach which subsidises increases 
in expenditure above a base, and a volume approach which subsidies all eligible expenditure.  
Within these two approaches five options are considered.  All the options presented are 
feasible but vary by fiscal cost, compliance and administrative cost, and the extent to which 
they target marginal expenditure.  The options are: 
 
• Incremental tax credit with fixed base year.  This option would subsidise eligible 

expenditure above a base year of 2004/05.  The advantages of this option are that it targets 
marginal eligible expenditure and reduces windfall gains to firms for R&D they would 
have undertaken anyway, which in turn controls the fiscal cost.  The targeting of marginal 
expenditure will be imperfect because in the absence of any tax credit, levels of 
expenditure would not necessarily remain constant through time.  The disadvantages of 
this option are that it has the highest compliance and administration costs of the five 
options, the targeting of marginal expenditure declines over time and the variability of 
R&D expenditure excludes some businesses while providing effectively volumetric 
funding to others.  If you place a strong weighting on controlling fiscal cost and very 
strong weighting on targeting expenditure this option has merit. 

 
• Volume tax credit.  This option would subsidise all eligible expenditure incurred in a 

year, irrespective of the level of expenditure in prior years.  The merit of this option is that 
it has low compliance and administration costs and always provides a positive marginal 
credit rate to firms.  This option, however, has the highest fiscal cost.  If you place a 
strong weighting on low compliance and administration costs this option has merit. 
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• Volume tax credit with increasing expenditure cap.  This would involve a volume 

credit where the total amount of credit that any one business can receive is capped at a 
specified level.  The cap analysed in the report would increase over time to reflect the 
equivalent cost of an incremental credit.  The advantage of this option is that it controls 
the fiscal cost and does in a limited way target some marginal expenditure.  The 
disadvantages of this option are that it is moderately complex and marginal expenditure by 
businesses spending above the cap is not funded. If you place a strong weighting on 
controlling fiscal cost this option has merit but other options provide this outcome with 
less disadvantages. 

 
• Volume tax credit with phased in increasing rate.  This option would involve a volume 

credit with the rate of credit being increased steadily over a number of years.  In the 
report, the rate is increased to reflect the equivalent cost of an incremental credit. The 
advantages of this option are that it has low compliance and administration costs and 
allows for the fiscal cost to approximate the cost of the incremental option.  The 
disadvantages are the headline rate of credit is lower than with other options and it does 
not target marginal expenditure.  If you place a strong weighting on controlling fiscal cost 
and on low compliance and administration costs this option has merit. 

 
• Incremental switching to volume tax credit.  This option would involve an incremental 

credit with fixed base that, at a specified future date (perhaps 2010/11), switches to a 
volume credit with the same rate.  This option has a reduced set of advantages compared 
with the incremental tax credit option (as the move to volume erodes those advantages) 
but has similar disadvantages as much of the administration and compliance costs of that 
option are front-loaded into determining the base-year expenditure.  However, there would 
be some longer term compliance and administration gains. This option has little merit over 
the other options presented.  

 
To evaluate the effectiveness of the various options we have used R&D expenditure data from 
a MoRST/Statistics NZ survey of 104 firms available biennially from 1996 - 2004.  No 
similar data are available to evaluate skills and export market development tax credits and 
fiscal costs.  This analysis shows:  
 
• within two years of implementation, the average credit rate (which measures the 

economy-wide incentive to increase R&D) of a fixed base incremental credit and a 
phased-in increasing rate volume credit would be very close, and after four years they 
would be almost identical. 

 
• the fiscal cost of the incremental tax credit increases towards the cost of a volume credit 

over time; 
 
• in early years, the average credit rate of an incremental credit is significantly lower than 

its headline rate; 
 
• when eligible expenditure fluctuates, an incremental tax credit will lead to unequal 

treatment across firms.  Firms with high eligible expenditure in the base year will be 
disadvantaged relative to firms that undertook little or no expenditure in the base year who 
will effectively receive a windfall gain. 
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While all the options are feasible an incremental tax credit has higher compliance costs than 
other options as some taxpayers would need to work through numerous information sources, 
ranging from tax invoices to board minutes of meetings, to determine the base year 
expenditure in relation to each credit. It is highly likely that some taxpayers will require 
external tax advisors to calculate the base year and that audit of the resulting figures will be 
difficult.  Various additional supporting features for example, grouping rules, will be needed 
for the options except the volume and the volume with phased in increasing rate options. We 
have not yet been able to work through all of these additional design features.  However, if 
Ministers decide to proceed with an incremental fixed based approach, we intend to report to 
them in January 2007 on the detailed design of these features. 
 
Of the options Inland Revenue’s preference is for a volume approach which can be phased in 
with an increasing rate if this better meets your fiscal objectives. 
 
Treasury prefers the incremental credit with fixed base year, in part if constraining the fiscal 
costs in the early years is felt to be important and in particular if high weight is attached to 
mitigating the deadweight costs (and windfall gains) of paying the tax credit on R&D activity 
that would have happened anyway.  The incremental credit with fixed base year design does 
not perfectly exclude these windfall gains, but it is the only option that attempts to exclude 
them. 

Recommended action 

We recommend that you: 
 
(a) Indicate which option you prefer:  
 

(i) Incremental tax credit with fixed base year.  This option would subsidise 
eligible expenditure above a base year of 2004/05 as proposed in the Business 
Tax Review discussion document; 

 
(ii) Volume tax credit.  This option would subsidise all eligible expenditure 

incurred in a year, irrespective of the level of expenditure in prior years; 
 

(iii) Volume tax credit with increasing expenditure cap.  This would involve a 
volume credit where the total amount of credit that any one business can receive 
is capped at a specified level; 

 
(iv) Volume tax credit with phased in increasing rate.  This option would involve 

a volume credit with the rate of credit being increased steadily over a number of 
years to reflect the equivalent cost of an incremental credit; or 

 
(v) Incremental switching to volume tax credit.  This option would involve an 

incremental credit with fixed base that, at a specified future date (perhaps 
2010/11), switches to a volume credit with the same rate.  
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Preferred: Preferred: 
 Option (i) Agreed/ Not agreed    Option (i) Agreed/Not agreed 
 Option (ii) Agreed/ Not agreed Option (ii) Agreed/ Not agreed 
 Option (iii) Agreed/ Not agreed Option (iii) Agreed/ Not agreed 
 Option (iv) Agreed/ Not agreed Option (iv) Agreed/ Not agreed 
 Option (v) Agreed/ Not agreed Option (v) Agreed/ Not agreed 
No option preferred No option preferred 
 
(b) Note, if you decide to implement a fixed-base year incremental credit for R&D, that 

officials will report back to you in January 2007 on the detailed design of the credit; 
 
Noted Noted 
 
(c) Note officials will discuss with you whether you wish the export market development 

and skills tax credits to be treated in the same way as the R&D tax credits. 
 
Noted Noted 
 
 
 
 
 
 
 
Benedikte Jensen Matt Benge 
for Secretary to the Treasury Assistant Deputy Commissioner  
 Inland Revenue Department 
 
 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 
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Introduction 

1. In the July 2006 Business Tax Review discussion document, the government raised the 
possibility of introducing targeted tax credits to encourage investment in R&D, skills training, 
and export market development.   The objective of the credits would be to increase the level 
of investment in R&D, skills training, and export market development. 
 
2. The discussion document considered two broad approaches, an incremental funding 
approach which subsidises increases in expenditure above a base, and a volume approach 
which subsidies all eligible expenditure.  You requested that we also look at the option of an 
incremental credit switching to a volume credit after a specific period, and at a volume credit 
with an increasing cap.  This report outlines these options, and a further option identified by 
officials.  The five options discussed are: 
 
• Incremental tax credit with fixed base.  This option would subsidise eligible 

expenditure above a base year of 2004/05 as proposed in the Business Tax Review 
discussion document.   

 
• Volume tax credit.  This option would subsidise all eligible expenditure incurred in a 

year, irrespective of the level of expenditure in prior years. 
 
• Volume tax credit with increasing cap.  This would involve a volume credit where the 

total amount of credit that any one business can receive is capped at a specified level.  We 
have chosen the cap to increase over time to reflect the equivalent cost of an incremental 
credit.  

 
• Volume tax credit with phased in increasing rate.  This option would involve a volume 

credit with the rate of credit being increased steadily over a number of years to reflect the 
equivalent cost of an incremental credit. 

 
• Incremental switching to volume tax credit.  This option would involve an incremental 

credit with fixed base that, at a specified future date (perhaps 2010/11), switches to a 
volume credit with the same rate. 

 
3. We analyse these options in relation to three criteria: effectiveness, fiscal costs, and 
implementation issues.  To aid this analysis, we use firm-level New Zealand R&D 
expenditure data and, where possible, the options are evaluated for cost-effectiveness against 
this data.  No similar data is available for analysing skills training or export market 
development. 
 
4. The R&D expenditure data is jointly collected by the Ministry of Research, Science and 
Technology (MoRST) and Statistics New Zealand.1  The analysis follows a study for the 
United Kingdom.2 

                                            
1 Note that the definition of R&D used for the survey data is narrower than the definition of qualifying 
R&D expenditure agreed to by Ministers (T2006/1903, PAD2006/211 refers).  It also does not include 
R&D contracted out to third parties.  Our analysis is applicable to the broader definition, assuming that 
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5. New Zealand data on business R&D expenditure are available for the years 1996, 1998, 
2000, 2002 and 2004 for a sample of 104 firms.  The sample makes up about five percent of 
firms undertaking R&D and 35 percent of total business R&D expenditure. 

Incremental tax credit with fixed base 

6. Under this option, a tax credit would be provided for all eligible expenditure incurred in 
a year above that incurred in a fixed base year.  A base year of 2004/05 was proposed in the 
discussion document. 
 
Fiscal costs 
 
7. The intended benefit of an incremental tax credit is that it should more closely target 
marginal investment; thereby providing firms with an incentive to increase eligible 
expenditure while eliminating the deadweight costs associated with supporting expenditure 
that would have been incurred anyway.  As such, the fiscal cost associated with the option is 
lower compared to a volume credit with the same headline rate. 
 
8. An important point is that an incremental credit only approximates the margin.  For 
example, suppose that a firm undertakes $100 of R&D in its base year.  In the absence of a tax 
credit the firm may have intended to increase their R&D to $200.  In this situation, marginal 
R&D would only be R&D above and beyond this $100 increase, yet a tax credit would be 
available for this $100 of infra-marginal R&D.  Conversely, if the firm would otherwise have 
reduced its R&D to zero then the full amount of R&D undertaken would be marginal.  As 
such, firms with a lower level of intended R&D than their base year receive no effective 
incentive on their marginal investment.  Figure one compares fiscal costs for incremental and 
volume R&D credits. 
 

Figure one 

Fiscal costs for a credit introduced in 2004 for 
sample firms 
(in million) 
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 The headline tax credit rate is assumed 
to be 15 percent. 

 Fiscal costs are largest for a volume 
credit. 

 Lower R&D in the base year (e.g. 
1996 compared to 2002) raises fiscal 
costs. 

 R&D has been increasing at around 10 
percent per annum, so the base year 
becomes increasingly small relative to 
the current year. 

                                                                                                                                        
the pattern of R&D spending is broadly representative of spending on the broader range of R&D 
activities agreed by Ministers. 
2 Bloom, N, R Griffith and A Klemm.  (2001).  “Issues in the design and implementation of an R&D tax 
credit for UK firms”.  Institute for Fiscal Studies Briefing Note No. 15. 
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Effectiveness 
 
9. The MoRST/Statistics NZ data show that aggregate business R&D expenditure has 
grown steadily over time in New Zealand, but at an individual firm level, R&D expenditure is 
volatile.  Firms tend to make large R&D expenditures or not undertake any R&D at all.3  This 
volatility impacts on the effectiveness of an incremental credit. 
 
10. If all firms gradually increased their R&D expenditure over time a fixed base 
incremental credit would provide the same marginal incentive as the headline rate as no firm 
would have expenditure in any subsequent year below their base year spending. However, 
with qualifying R&D expenditure fluctuating over time, some marginal investment decisions 
do not attract the credit.  Firms will either qualify for the full credit or for no credit at all.  As 
a result, the average credit, which measures the overall support provided by the credit, will be 
less than the headline rate. 
 
11. A further consequence of this volatility is that a significant number of firms will have 
low or zero R&D spending in the base year.  This means that for some firms an incremental 
and volume credit will be completely identical.  In other cases, the overall increasing trend in 
R&D results in a fixed base incremental credit becoming similar to a volume credit over time. 
 
12. To see this we examined past data on a set of firms and looked at which firms would 
have benefited at the margin from an incremental credit implemented in 1998 with a fixed 
base year of 1996 (the earliest year available).  In 1998, 53 percent of firms would have been 
eligible for an incremental tax credit.  In 2004, 66 percent of firms would have qualified for 
an incremental credit.  In 1998, the fiscal costs of the incremental tax credit would have been 
39 percent of the fiscal costs of the volume credit, rising to 66 percent in 2004.  A similar 
pattern occurs for different base years. The convergence of an incremental fixed base year 
credit to a volume credit is illustrated in figure two. 
 

Figure two 

Base year 1996  
 
 
 
 
 

 An incremental fixed base tax credit 
eventually becomes a volume credit. 

 The number of firms eligible for an 
incremental tax credit increases over time. 

 The fiscal costs of the incremental tax 
credit approach the costs of the volume 
credit. 

 

                                            
3 While firm-level data are typically more volatile than aggregate data, the New Zealand firm-level R&D 
data appear to be more volatile than the data used in the UK study. 
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13. A final consequence of fluctuating R&D expenditure is that firms with high eligible 
expenditure in the base year will be disadvantaged relative to firms that undertook little or no 
eligible expenditure.  As discussed above, the volatility in the firm-level data analysed 
suggests a significant number of firms are likely to have zero R&D expenditure in the base 
year chosen, and will be advantaged over firms that undertook R&D in the base year.  This 
may be simply because of the cyclical nature of R&D spending. 
 
14. The complexity of an incremental credit may also impact on its effectiveness.  If 
taxpayers find it difficult to determine what expenditure, and how much of it, is eligible for 
the credit, it is less likely to play a part in their decision making.  For example, experience in 
countries with incremental credits has shown that larger firms with individual R&D 
investment decisions delegated to separate profit centres could not take the credit into account 
in their planning processes. 
 
Implementation 
 
15.  Two major issues arise with implementing a fixed base incremental credit: determining 
base year eligible expenditure, and grouping rules.  Determining base year eligible 
expenditure will require taxpayers to use historical data and more often than not archived 
information, as the base year at the earliest would be five years prior to the current income 
year.  For some taxpayers, this will be straight-forward as they were not in business or 
because they undertook no R&D in the base year.  For other taxpayers, compliance costs are 
likely to be high, but they should be in a position to estimate the base amount as they are 
required to hold records for at least seven years.  However, there may be a problem in 
deriving which costs would have been eligible for the R&D tax credit; a category that did not 
exist at the time the accounts were made. 
 
16. Grouping rules would be necessary to ensure that companies that are part of a large 
group are rewarded only for increases in their total eligible expenditure.  These rules are 
required to prevent group companies from incorporating new companies to take advantage of 
a lower, if not nil base, thereby maximising their tax credit.  Additional rules would need to 
cover entry into or exit from a group of companies during the claim year and/or since the base 
year, while rules would also be needed to deal with companies liquidating and forming “new” 
companies to obtain a zero base.  Options to deal with these situations are currently being 
explored by officials. 
 
17. Implementation issues are discussed in more detail in the appendix to this report.  We 
have not yet been able to work through all of the necessary design features.  However, if 
Ministers decide to proceed with an incremental fixed based approach, we intend to report to 
them in January 2007 on the detailed design of these features. 
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Volume tax credit 

18. Under this option a tax credit would be provided for every dollar of eligible expenditure 
incurred in a year.  The major benefit of this approach is its simplicity – firms would have no 
difficulty determining which R&D, skills or export market development projects attract the 
credit, as all projects would attract the credit at its headline rate.4  This simplicity means that 
the effect of the credit on aggregate investment is determined by the headline rate as well. 
 
19. A volume credit also provides certainty that all eligible expenditure will receive the 
credit.  This may be important where it is difficult for a firm to determine what a marginal 
project is, for example where a firm has disaggregated expenditure decisions or separate profit 
centres.  Also, in some cases, such as deciding whether to proceed with a large project or not, 
it may be the average rate (measuring the total level of support) rather than marginal rate that 
is important.  
 
20. The major drawback of this approach is the fiscal cost involved.  As it subsidises all 
eligible expenditure it would be more expensive to implement than an incremental credit, 
particularly in the early years of the programme.  Further, subsidising investment that would 
already have occurred is inefficient as that money has less impact on taxpayers’ marginal 
decisions.  It creates a deadweight cost to society.  However, to the extent that the credit 
relieves cashflow constraints that allow firms with limited financing sources to accelerate 
undertaking potentially profitable projects, the deadweight cost argument is overstated. 
 
21. Implementing the credit would be relatively simple.  The rules for eligibility criteria and 
the determination of the amount of credit entitlement would not need to be bolstered by 
complex supporting provisions, such as grouping rules.  Also, no rules would be required for 
the treatment of new companies, or in relation to joint ventures.  Traditionally these rules are 
contentious, complex and only partially effective so their absence would reduce both 
compliance and administrative costs.  There would also be less economic distortion as these 
rules impact on decision making in relation to business structure.  Some base protection 
measures will still be required, such as provisions relating to associated party transactions.  
These are common to all credits and form of delivery. 

Volume tax credit with increasing cap 

22. Under this option a credit would be provided for every dollar of eligible expenditure 
incurred in a year up to a cap.  The cap would be firm specific and would rise over time.  The 
purpose of the cap is to restrict the fiscal cost of a volume credit, while retaining its simplicity 
and effectiveness.  As the cap rises the fiscal cost of the option would also rise towards that of 
a pure volume credit.   
 
23. Figure three shows the caps that would be required for an R&D credit to match the 
fiscal cost of an incremental credit with a 15 percent headline rate.  The cap, and therefore the 
fiscal cost increases to approximate the increasing fiscal cost of the incremental credit.   

                                            
4 Note that there will always be some uncertainty about definitions of eligible expenditure, but this is 
common to all of the five options. 
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Figure three 
Cap required to approximate the fiscal costs of 
a volume credit and an incremental 1996 fixed 

base tax credit (in million) 
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 The headline tax credit rate is assumed to be 15 percent. 
 The cap increases rapidly and the cap becomes less binding as the incremental credit 

approaches a volume credit.  
 
24. While restricting fiscal cost, the cap would, however, also reduce the effectiveness of 
the volume credit.  Firms incurring less eligible expenditure than the cap would receive the 
headline credit rate of 15 percent.  However, firms subject to the cap would face a marginal 
credit rate of zero.  As such, the credit would be less effective in encouraging them to 
undertake new R&D, skills or export market development expenditure.  For firms making 
decisions on the margin, the result would be that they receive a lump sum for the expenditure 
they were already going to incur, without creating any incentive to increase R&D beyond this 
level.  However as noted above, some marginal benefit may be obtained by firms making 
large investment decisions or which face cashflow constraints.  The right hand side of figure 
three shows that with a 1996 base, 37% of firms would be subject to the cap in 1998 falling to 
eight percent in 2004 as the cost increases and the cap becomes higher. 
 
25. A capped credit would create similar grouping issues as for an incremental credit, and 
require similar rules to prevent businesses avoiding the cap.  Whereas under an incremental 
credit firms have an incentive to split up to gain a zero base, here splitting up effectively 
doubles the size of the cap the group is subject to.  Determining the appropriate level of the 
cap would also be difficult.  A cap set too high will result in too great a fiscal cost, while too 
low a cap will mean the credit is ineffectual. 

Volume tax credit with phased in increasing rate 

26. Under this option, a credit would be provided for every dollar of eligible expenditure 
incurred in a year, with the rate of the credit increasing over time.  As with the previous 
option, the purpose of the increasing rate is to restrict the fiscal cost of a volume credit, while 
retaining its simplicity and effectiveness.  The rate would start at a low level and, as the rate 
rises, the fiscal cost of the option would also rise towards that of a pure volume credit. 
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27. Figure four shows the rates that would be required for an R&D volume credit to match 
the fiscal cost of an incremental credit with a 15 percent headline rate.  The rates, and 
therefore the fiscal costs, increase to approximate the increasing fiscal cost of the incremental 
credit. 
 

Figure four 
 Headline credit rate to approximate the fiscal 

costs of a volume credit and an incremental 
1996 base year tax credit 

 The tax credit rate increases as the 
incremental credit becomes a volume 
credit over time. 

 The headline rate required in 2004 to 
approximate a 2002 base year 
incremental credit is 5.4 percent. 
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28. Reducing the headline rate clearly lessens the effectiveness of the volume credit in 
encouraging new expenditure on R&D.  A similar outcome would be expected for skills and 
export market development.  When compared to an incremental credit, whose costs it 
approximates, the aggregate incentive to do R&D (as measured by the average credit rate) is 
not greatly different.  This is because the average rate of an incremental credit is lower than 
its headline rate (while the average rate for a volume credit is its headline rate).  As discussed 
earlier, the average rate is lower than the headline rate of 15 percent due to a significant 
number of businesses being below their base year expenditure. 
 
29. The average credit rate for an incremental R&D tax credit with 1996 base year is shown 
by the blue line in figure four.  Initially the average volume credit rate is substantially lower 
than the average incremental credit rate, but within four years the difference between rates is 
very small, and after six years it is negligible.  With a proposed 2004/05 base year and 
application from 2008/09, the first year of an implemented tax credit would correspond to 
2000 in figure four, not 1998.  As such, within two years of implementation the effectiveness 
of an incremental and volume credit is likely to be very similar. 
 
30. Furthermore, for a given average rate of credit it would normally be more efficient for 
this to be delivered at the same rate for all firms rather than at a positive rate for some and 
zero for others.  This means that the increasing rate volume credit is likely to be relatively 
more attractive than is picked up by just comparing average credit rates. 
 
31. By keeping the simplicity of a volume credit, this option also avoids the need for 
complex supporting provisions around company grouping, mergers, joint ventures and the 
like.  Associated party provisions would still be needed.  While the option does not create 
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incentives to alter company structure, it may create one-off incentives to alter the timing of 
eligible expenditure in order to maximise the credit obtained. 

Incremental switching to volume tax credit 

32. This option would involve an incremental credit being initially implemented, and at a 
pre-determined date switching to a pure volume credit at the same headline rate.  The overall 
fiscal cost of this option will also be lower than that of a pure volume credit during the initial 
incremental period. 
 
33. The same issues regarding effectiveness, fiscal costs, and implementation for the 
incremental and volume options are relevant for this option also.  Essentially the option 
acknowledges that at some point, the complexity of an incremental credit is no longer 
warranted as it has become more and more like a volume credit.  At this point rather than 
continuing with this complexity, the option would switch to volume.  By now, this can likely 
be done with little additional fiscal or deadweight costs, but with significant gains through 
compliance and administrative cost reductions. 
 
34. By predetermining the time of switching to volume, the incentive to manipulate 
grouping rules may be reduced.  This might also reassure taxpayers who would otherwise be 
concerned that the base year will be switched at some stage to a later year.  One difficulty, 
however, would be in determining the appropriate time when the credit should change from 
incremental to volume. 

Assessment of options 

35. Table one compares the five options discussed.  As shown, an incremental tax credit 
would provide many firms undertaking R&D with the same incentive to increase eligible 
expenditure as a volume credit, but at a lower fiscal cost.  Furthermore, an incremental credit 
is aimed at supporting new levels of expenditure, thereby reducing deadweight costs 
associated with supporting current expenditure. 
 
36. However, there are several drawbacks to such an approach.  An incremental credit 
would be complex to both administer and comply with.  It would provide a lower average rate 
of credit than its headline rate and, importantly, an incremental credit would become similar 
in effect to a volume credit over time.  As a result the major benefits of the incremental credit 
would reduce over time as the fiscal and deadweight costs increase, while the complexity of 
the system remained.   
 
37. Given these factors Inland Revenue considers that the benefits of a volume credit 
relative to an incremental credit with fixed base year exceed the costs.  A volume credit would 
be far simpler and easier to implement, and always provide a positive incentive to firms to 
invest in new R&D, skills training, or export market development.  A volume credit with the 
same headline rate would, however, have a higher fiscal cost than an incremental approach. 
 



 
 

PAD2006/228, T2006/1998:  Business Tax Review – Incremental and volume based options for designing targeted tax credits Page 13 

38. If constraining costs in early years is important, then, of the final three options, Inland 
Revenue concludes that the phased-in increasing rate volume credit would be preferable.  
Along with restricting fiscal costs, this option would be simple to comply with and 
administer.  Furthermore, the data show that after only two years it would provide a very 
similar average incentive to firms to undertake R&D as an incremental credit. 
 
39. An increasing cap volume credit would also reduce fiscal costs, and would provide a 
positive incentive for firms not subject to the cap.  However, firms subject to the cap would 
have no incentive to increase eligible expenditure, and it would be more complex to 
administer and comply with than a phased-in increasing rate volume credit. 
 
40. The incremental changing to volume option would reduce fiscal costs initially, and 
target new eligible expenditure.  However, the average credit rate would initially be lower 
than the headline rate, and it would not eliminate the complexity associated with the initial 
incremental tax credit period, nor would it benefit from a lower fiscal cost once changed to 
volume. 
 
41. Treasury conclude that the incremental credit with fixed base year could be preferable, 
in part if constraining the fiscal costs in the early years is felt to be important and in particular 
if high weight is attached to mitigating the deadweight costs (and windfall gains) of paying 
the tax credit on R&D activity that would have happened anyway.  The incremental credit 
with fixed base year design does not perfectly exclude these windfall gains, but it is the only 
option that attempts to exclude them. 
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Table one: Options 
Option Incremental with 

fixed base 
Volumetric Volume with 

increasing cap 
Volume with 

increasing rate 
Incremental 

switching to volume
Percentage of 
taxpayers eligible 

1998: 61% 
2004: 83% 

100% 1998: Cap not binding 
for 63% of firms 

2004: Cap not biding 
for 92% of firms 

100% 1998: 61% 
2004: 83% 

Switch: 100% 

Headline rate of credit 15% 15% 15% 1998: 5.7% 
2004: 9.9% 

15% 

Average tax credit  1998: 8.3% 
2004: 10.3% 

15% <15% 
 

1998: 5.7% 
2004: 9.9% 

1998: 8.3% 
2004: 10.3% 
Switch: 15% 

Funding current 
expenditure 

No Yes Yes Yes No then yes 

Funding marginal 
expenditure 

Yes above base year 
No below base year 

Yes Yes under cap 
No over cap 

Yes No then yes 

Fiscal cost  Increasing to 
volumetric 

Higher fiscal 
cost for same 
headline rate 

Fiscal cost 
approximates 

incremental credit with 
fixed base 

Fiscal cost 
approximates 

incremental credit 
with fixed base 

Increasing to 
volumetric 

Compliance and 
administration costs 

High Low Medium Low Introduction : High 
Switch: Low 

Fixed base year rules 
required 

Yes No No No Introduction : Yes 
Switch: No 

Grouping rules 
required 

Yes No Yes No Introduction : Yes 
Switch: No 

Entry and exit rules Yes No Yes No Introduction : Yes 
Switch: No 
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Consultation 

42. Submissions were specifically sought on whether the tax credits should be 
volume-based or incremental in design.  14 submissions were received on this point, 
eight supporting a volume-based approach, four supporting an incremental approach 
and two recommending a hybrid based approach (similar to the Australian model).   

 
43. The main reasons provided in favour of an incremental approach were that it 
conforms to OECD commentary and that static volumes cannot achieve growth targets. 
 
44. The main reasons provided by taxpayers against the implementation of an 
incremental approach were complexity, implementation issues, taxpayer uncertainty, 
increased risk of tax planning opportunities and problems with defining an appropriate 
base. 
 
45. We have also consulted with the Ministry of Economic Development (MED) and 
the Ministry of Research Science and Technology (MoRST) in the writing of this 
report.  Officials understand that MED has reported separately to their Minister on this 
issue. 
 
46. If an incremental approach is adopted we will consult with NZICA.  In particular, 
issues raised would include: 
 

• Determination of base year eligible expenditure; 
• Grouping rules; 
• Companies leaving / joining and consolidation; and 
• Joint ventures. 
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Appendix - Implementing a fixed base incremental tax credit 
 
The tax credits would be intended to apply from the 2008/09 income year, with the 
income tax returns being due on or before 7 July 2009 or, if the taxpayer has an 
extension of time, on or before 31 March 2010.  From a practical point of view, the 
starting point for taxpayers (with a 31 March balance date) who are preparing their 
2008/09 tax return would be to determine their base.  This requires them to determine 
the amount of eligible expenditure (R&D, skills and/or export market development) 
they incurred during the 2004/05 income year.  Once they have determined the base 
amount they would then need to determine the amount of eligible expenditure they 
incurred during the 2008/09 income year.  The difference between these two amounts 
would be the incremental expenditure, and the tax credit would be calculated on this 
amount.  For example, $100 of eligible R&D expenditure was incurred during the 
2004/05 income year and $250 was incurred during the 2008/09 income year.  The 
incremental amount would be $150, and if the credit rate was 15% the total R&D tax 
credit would be $22.50.   
 
Therefore, in order to claim the tax credit, taxpayers must first determine their base.  
This will require them to use historical data and more often than not archived 
information, as the base year at the earliest would be five years prior to the current 
income year.  Taxpayers may raise concerns in relation to the difficulties they face in 
trying to determine an historical base.  These include lack of information, information 
not reported in the necessary detail, relevant employees no longer with the organisation 
and the compliance cost associated with trying to calculate the amount. 
 
Even so, taxpayers should be in a position to estimate the base amount, although they 
may incur significant compliance costs in the process.  This is because all taxpayers are 
required to hold sufficient records to enable Inland Revenue to verify their gross income 
and deductions.  The records are to be held for at least seven years after the end of the 
income year to which they relate.   
 
The key difficulty that will be faced by taxpayers will be working through all of the 
information (which may include tax invoices, accounting ledgers, board reports, 
management reports, board minutes of meetings and payroll reports) to determine the 
base amount.  Although the 2004/05 profit and loss account may include a R&D or 
training expense, taxpayers will need to determine how much of this is eligible 
expenditure in accordance with the tax credit provisions and if there is any other eligible 
expenditure that is not included in these accounts.  This is where the compliance costs 
will arise, and they may be significant, depending on the taxpayer.  It is highly likely 
that many taxpayers will get their external tax advisors to calculate the base year.   
 
If Ministers decide to proceed with an incremental fixed base approach, we intend to 
consult with NZICA over the next couple of months to get a better understanding of 
how the base year amount would be calculated in practice by its members. 
 
Where sufficient information cannot be retrieved to determine the base amount, some 
leakages may arise.  We would also want to ensure that there is some kind of 
consistency between decisions made during the base year and the current year.  For 
example, if it was determined that during the base year 40 percent of a particular 
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expense account related to eligible R&D, it may be inappropriate to say that in the 
current year 80 percent of the same account related to eligible R&D.  Going forward, it 
may be difficult to prove this consistency, especially when relevant records and 
information are destroyed legitimately. 
 
There may be some situations where taxpayers are not in a position to calculate their 
base year.  For example, suppose they have undertaken R&D, skills or export market 
development in 2004/05 and have done no further such expenditure until the 2015 
income year.  It is likely that they would have destroyed all financial and relevant 
information required to calculate the base year, as they are legally allowed to.  In our 
view, taxpayers should use their best endeavours to calculate the base year.  However, 
more often than not this would result in a nil base.   
 
Under current law, the Commissioner may not amend an assessment for income tax if 
four years have passed from the end of the income year in which the tax return was 
filed.  This is more commonly known as the four-year time bar.  Under the incremental 
fixed base approach, assuming taxpayers file their 2004/05 income tax return on or 
before the due date, the Commissioner only has until the end of the 2008/09 income 
year to assess the base year.  The 2008/09 income tax return will become statute barred 
at the end of the 2012/13 income year.  The Commissioner would be able to review the 
work papers used to prepare the base year calculation before the end of the 2012/13 
income despite the 2004/05 income year being statute barred.  However, the 
Commissioner would not be able to review any other part of the 2004/05 income tax 
return. 
 
It is likely than an incremental approach might also affect the design of the R&D tax 
credit, increasing its complexity.  For example, if an asset used in the research process 
is sold at more than its depreciated book value, the R&D tax credit needs to be clawed 
back along with the over-claimed depreciation.  Taxpayers will find it practically 
impossible to determine the amount of clawback, resulting in a likely outcome of no 
clawback and over-provision of the credit. 
 
As explained above, in theory, an incremental fixed base approach could be 
implemented, although there will be some complexities in doing so.   However, there 
are some additional supporting design features that would also need to be introduced to 
enable the approach to be implemented successfully - for example, grouping rules to 
cover when companies enter or exit a group.  These additional design features would 
add another level of complexity to an incremental approach.  We have not yet been able 
to work through all of these additional design features.  However, if Ministers decide to 
proceed with an incremental fixed based approach, we intend to report in January 2007 
on the detailed design of these features.  Some of these are discussed in detail below. 

Grouping rules 

An incremental scheme would need to ensure that companies that are part of a large 
group are rewarded only for increases in their total eligible expenditure.  Grouping rules 
prevent group companies from incorporating new companies to take advantage of a 
lower, if not nil base, thereby maximising their tax credit.  If the government was to 
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calculate the incremental expenditure based on the performance of individual companies 
within a group, it might not record the true level of any increase in expenditure.   
 
Owing to differences in the design and operation of the New Zealand tax system relative 
to other jurisdictions that have implemented incremental tax credits, it is unlikely that 
we would be able to adopt offshore grouping rules. Consideration will need to be given 
to the design of appropriate New Zealand grouping rules for the operation of the tax 
credits. 
 
It would not be possible to adopt a group definition broadly based on the current 
definition used for the carry forward of losses (that is, continuity and commonality of 
shareholder interests).5  This is because the current rules are designed to make if 
difficult for taxpayers to artificially structure themselves into groups, since being in a 
group confers certain tax benefits.  In our case, taxpayers would want to artificially 
structure themselves out of groups to gain a tax advantage, and it is easy to do this.   
 
New grouping rules would need to be designed and they would likely be more complex 
in nature than our current rules.  This is because companies are more likely to be in a 
group for tax credit purposes where they have common shareholding in a company.  
Therefore, it could be quite possible that a company may not be a member of a group 
for the carry-forward of losses/imputation credits but will be for tax credit purposes. 

Companies leaving and joining groups 

Additional rules would also need to cover when companies enter or exit a group during 
the claim year and/or since the base year.  One of the major practical policy concerns in 
the United Kingdom was how to deal with mergers and acquisitions. 
 
One option would be that when a company leaves a group its historic expenditure stays 
with the group but also stays with the individual company.  For example, a group 
consists of Company A, Company B and Company C.  Company A has a base 
calculation of $100, Company B $50 and Company C $50.  The group baseline would 
be $200.  It is likely to be relatively easy to transfer R&D activity between companies 
within a group.  To prevent artificial schemes, one possibility might be that if Company 
A exits the group in the future the group’s baseline would remain at $200.  However, 
the baseline for Company A would also be $200.  This approach would prevent game-
playing but is clearly penal. Other options are being explored. 

                                            
5 Companies in New Zealand are assessed for income tax separately from other companies 
included in the same group (except for consolidated groups).  However, they are able to share 
losses between group companies provided certain rules are satisfied: 49 percent continuity of 
ownership in the loss company and 66 percent commonality of ownership in the group 
companies.  Continuity and commonality are measured based upon a shareholder’s minimum 
voting and market value interests held at a particular time or over a particular period, tracing 
through intermediate shareholders.   
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Consolidated groups 

As well as dealing with grouping issues generally, thought would also need to be given 
to the implications of an incremental tax credit on the consolidation rules. 
 
The consolidation rules treat a group of companies owned by the same shareholders as 
one economic entity.  A consolidated group is effectively treated as a single company 
for New Zealand taxation purposes.  Difficulties arise under an incremental approach 
because membership of the consolidated group may change over time.  In our view, 
similar rules to those introduced for when companies enter or exit a group would need 
to be implemented for consolidated groups. 

Joint ventures 

Finally, some activities may be carried out under joint venture arrangements.  We  will 
need to consider whether or not expenditure incurred by a joint venture would 
contribute to the baseline of joint venture members (and the incremental expenditure 
taken into account for the tax credit) according to the member’s proportionate interest in 
the joint venture.   
 
 
 
 
 
 


