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BTR tax credit design package: cap and associated measures  

Executive summary 

Ministers have asked officials to design tax credits with caps in the areas of export market 
development, R&D and skills training. This report examines the issue of caps in all three 
areas and seeks decisions on these and a number of related issues. 
 
Export market development credit 
 
Without caps the cost of the market development tax credit is estimated at $331 million, rising 
to $443 million by 2012/13.  There is significant difficulty in producing a robust definition of 
“eligible expenditure” for the market development credit, so a cap is likely to be a crucial base 
maintenance protection measure.   
 
The issues paper on the market development credit suggested a turnover cap of $50 million 
and an eligible expenditure cap of $1 million, which is consistent with the Market 
Development Assistance Scheme. An expenditure cap and turnover threshold combine to 
reduce fiscal cost. In addition, a turnover threshold is consistent with the rationale for 
government support for market development, which is to assist smaller firms in moving into 
new markets. A turnover threshold may also be important with respect to New Zealand’s free 
trade agreements and relationships with the World Trade Organisation.  
 
The issues paper also suggested a minimum expenditure threshold of $20,000 to ensure that 
the credit is available to those New Zealand businesses that are serious about developing a 
new market. Officials have reviewed the minimum threshold level. Owing to the difficulty in 
separating out any private benefit included in travel and daily allowance expenditure, we 
recommend that expenditure for the purposes of meeting this minimum cap exclude such 
costs. To balance this, it is recommended that the minimum cap be decreased to $15,000 
(GST-exclusive) of this narrower set of costs. Alternatively, simply increasing the minimum 
expenditure threshold – say to $40,000 – would mitigate these concerns somewhat without 
increasing complexity. 
 
 
 
 



 

 

 
R&D tax credit 
 
Without caps the total fiscal cost of 15% credit introduced in 2008/09 is estimated to be $266 
million, rising to $438 million in 2012/13. No decisions have yet been made on the type of 
cap which should apply to the R&D tax credit. However, if the motivation for the credit is to 
capture externalities associated with R&D, an expenditure cap as high as possible would be 
optimal.  The higher the cap is, the greater the number of firms incentivised to increase their 
R&D expenditure, and the greater the effectiveness of the credit in increasing R&D and 
associated externalities. While a higher cap would increase the effectiveness of the R&D tax 
credit, it should be noted that the cap would play an important role in limiting the potential for 
double funding of public sector R&D.   
 
Two possible types of maximum cap have been considered: a maximum turnover threshold 
and an eligible expenditure cap.  
 
If your intention is to target R&D for smaller firms, a turnover threshold will be appropriate.  
A turnover threshold would exclude firms with turnover greater than a specified level from 
being eligible for the credit.  This would be beneficial if it were thought that large firms were 
unlikely to respond significantly to a tax incentive. However, there is no evidence of any such 
effect. A turnover threshold is also likely to affect some industries to a greater degree than 
others because R&D intensity as a percentage of sales differs between industries.  
 
Alternatively, if your intention is to increase R&D expenditure in firms currently undertaking 
little or no R&D, an eligible expenditure cap has merit.  It would limit the amount of tax 
credit based on the amount of eligible R&D expenditure incurred by an entity.  This would 
restrict fiscal costs while still providing a marginal incentive for firms below the cap to 
increase R&D expenditure. An expenditure cap would also help to reduce fiscal risk as it 
would act as a safeguard against significant recharacterisation of expenditure. 
 
A minimum eligible expenditure threshold has also been considered. Officials recommend 
allowing R&D tax credit claims only when a business has incurred at least $20,000 of eligible 
expenditure (except when payments are made to Crown Research Institutes, Tertiary 
Education Institutions and venture capitalists). 
 
Skills training tax credit 
 
Without a cap the unconstrained fiscal cost of a skills training credit is estimated at $24 
million in 2008/09, increasing to $40 million in 2012/13. There are a number of possible caps 
that could be applied to the credit to limit this cost – for example, a total expenditure cap at 
the employer or individual employee level. However, application of these caps would provide 
limited incentives to increase training and is likely to impose significant compliance costs. 
Therefore we recommend either no cap for the skills training tax credit or a high cap based on 
percentage of payroll, if you are concerned about base maintenance. There are concerns that a 
low cap would not provide an incentive for further investment in training.  For the same 
reason, no minimum threshold is recommended for this credit. 
 



 

 

Issues associated with capped tax credits 
 
An important part of designing a capped credit is consideration of the measures needed to 
ensure integrity of the tax cap and control fiscal risk from tax planning. In order to streamline 
the design of the cap and limit the anti-avoidance rules associated with the tax credits, we 
have focused on using existing measures and the design of the credits to control fiscal risk. 
However, under a capped tax credit firms would have an incentive to split up their activities. 
This would effectively multiply the size of the cap the group is subject to.  Therefore, with a 
capped credit, it is necessary to treat associated parties as a single entity for the purposes of 
applying the cap. However, it should be noted that such associated person rules are complex 
and could be difficult to apply in commercial situations. In addition, the combination of the 
associated person rules and cap may prove a disincentive to businesses partnering with Crown 
Research Institutes, Tertiary Education Institutions and venture capitalists. 
 
It may also be prudent to introduce several other anti-avoidance measures, including a general 
rule that prohibits a tax credit being claimed twice on the same eligible expenditure and intra-
group expenditure rules that prevent any intra-group margin from being eligible for a tax 
credit. It is recommended that a specific anti-avoidance rule be included for targeted tax 
credits in the legislation.  
 
We do not recommend introducing a mechanism for clawing back eligible expenditure that 
the taxpayer subsequently recovers, because of the significant compliance costs involved. As 
an alternative, the accompanying report on the R&D credit recommends preventing any uplift 
in tax book value of depreciable assets between associated parties and treating any loss on 
sale for depreciable assets as ineligible expenditure. 
 
Thought also needs to be given as to what happens to the cap over time. The illustrative 
costings in this report have been prepared using a fixed cap. However, the design of the 
targeted tax credits, and in particular what happens to the cap over time, depends on the 
reasoning behind opting for a cap. If the rationale for the cap is to limit initial fiscal risks, then 
an increasing cap may be suitable. This would limit the initial fiscal cost but increase the 
benefit from the credits over time. However, if the intention of the cap is to target the tax 
credits towards smaller firms, then a flat cap may be more appropriate. Even with a flat cap, it 
may be appropriate to provide for a periodic review of the cap or indexing to maintain the real 
level of the cap over time.  



 

 

Recommended action 

We recommend that, if you decide to proceed with the introduction of targeted tax credits, 
you: 
 
Export market development tax credit 
 
(a) Confirm that the export market development tax credit should have a turnover cap of 

$50 million and a maximum eligible expenditure cap of $1 million (GST-exclusive). 
 
Confirmed/not confirmed Confirmed/not confirmed 
 

(b) Agree that to help to ensure that expenditure claimed for the credit is genuine, either: 
 

(i) the total expenditure claimed for the credit in any one tax year by a business must 
include at least $15,000 (GST exclusive) of non-travel and daily living costs (officials’ 
preferred option); or 

 
Agreed / not agreed Agreed / not agreed 
 

(ii) the minimum expenditure threshold should be $20,000 (GST exclusive) of 
qualifying expenditure; or 

 
Agreed/not agreed Agreed/not agreed 
 
 (iii) the minimum expenditure threshold should be $40,000 (GST exclusive) of 

qualifying expenditure. 
 
Agreed/not agreed Agreed/not agreed 
 
R&D tax credit 
 
(c) Agree that the R&D tax credit should have, either: 

 
(i) a maximum eligible expenditure cap as the intention is to increase R&D expenditure 
in firms that currently undertake little or no R&D; or 

 
Agreed/not agreed Agreed/not agreed 
 

(ii) a turnover cap as the intention is to target R&D in smaller firms. 
 
Agreed/not agreed Agreed/not agreed 
 
(d)  Agree that the R&D tax credit should have a minimum eligible expenditure threshold of 

$20,000 (GST-exclusive) except where payments are made to a listed research provider. 
 
Agreed/not agreed Agreed/not agreed 

 



 

 

Skills training tax credit 
 

(e) Agree that the skills training tax credit should, either: 
 

(i) not have a maximum cap because of the associated compliance costs and lack of 
incentive to increase training expenditure; or 

 
Agreed/not agreed Agreed/not agreed 
 

(ii) have a very high eligible expenditure cap based on percentage of payroll because of 
base maintenance concerns. 

 
Agreed/not agreed Agreed/not agreed 
 
(f) Agree that there should be no minimum eligible expenditure threshold for the skills 

training tax credit. 
 
Agreed/not agreed Agreed/not agreed 
 
Integrity of the cap/credit 

 
(g) Agree that associated parties should be treated as a single entity for the purposes of 

applying the tax credit caps. 
 
Agreed/not agreed Agreed/not agreed 
 
(h) Agree that the targeted tax credit rules should ensure that qualifying transactions 

between associated parties take place at arm’s length prices and exclude any intra-group 
margin from eligible expenditure.  

 
Agreed/not agreed Agreed/not agreed 
 
(i) Agree that rules should be introduced as part of the targeted tax credits to prevent a 

person being able to claim more than one tax credit on the same eligible expenditure. 
 
Agreed/not agreed Agreed/not agreed 
 
(j) Agree that the targeted tax credit rules should include a specific anti-avoidance 

provision which would apply when a taxpayer enters an arrangement to defeat the intent 
of the targeted tax credit rules. 

 
Agreed/not agreed Agreed/not agreed 
 
 
 



 

 

 
(k) Agree that the design of the targeted tax credits should not include a specific claw-

back mechanism for recovered expenditure. 
 
Agreed/not agreed Agreed/not agreed 
 
Cap over time 
 
(l) Agree that the design of the tax credits should be based on, either:  
 

(i) an increasing cap over time as the purpose of the cap is to control implementation 
risk and fiscal cost; or 

 
Agreed/not agreed Agreed/not agreed 
 

(ii) a cap held constant in real terms over time, e.g. by indexing or through periodic 
review; or 

 
Agreed/not agreed Agreed/not agreed 
 

 (iii) a cap held constant in nominal terms over time. 
 
Agreed/not agreed Agreed/not agreed 
 
 
 
 
[information deleted in order to protect the privacy Keith Taylor 
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for Secretary to the Treasury  Inland Revenue  
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 



 

 

Background 

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.  
 
2. Policy report PAD2006/228 T2006/1998 set out a number of possible options for 
designing the targeted tax credits. Ministers indicated, following that report, that they prefer a 
volume tax credit with a cap. Caps were suggested for the export market development tax 
credit, described in the issues paper released in November 2006. No decisions were made 
with respect to caps for the R&D and skills training credits. 
 
3. This report seeks confirmation of the caps for the export market development credit. It 
also seeks decisions on the type of cap to be used for the R&D and skills training credits 
based on the underlying objectives of these credits, and decisions on a number of technical 
changes and anti-avoidance rules required as a consequence of providing capped tax credits. 
 
4. This report is one of five that seek decisions on the detailed design of the targeted tax 
credits, should the government proceed with their introduction. We are reporting separately 
on the delivery mechanism and the definition of eligible expenditure and general eligibility 
criteria for each tax credit.   

Design of the cap 

5. We understand that decisions over a number of features associated with the targeted tax 
credits are reliant on budget forecasts. Therefore, in order to progress design of the tax credits 
and, in particular, the cap, we have made a number of assumptions with respect to the targeted 
tax credits. These are:  
 

• that there will be a fixed cap over time; 
• that the definitions of “eligible expenditure” for the tax credits will be those 

suggested in the officials’ issues papers released in November 2006; and 
• that the tax credit rate will be 15 percent. 

 
6. Based on these assumptions, this report discusses credit-specific design issues, including 
illustrative costings (based on a 1 April tax year), for each of the three targeted tax credits.  It 
also outlines some common design issues for per-entity caps. 
 
 
 
 
 



 

 

Caps for specific credits 

Export market development tax credit 
 
7. As discussed in the accompanying report, the design of the market development tax 
credit is based on the existing Market Development Assistance Scheme (MDAS), which is 
administered by New Zealand Trade and Enterprise. The issues paper on the market 
development credit suggested a turnover cap of $50 million and an eligible expenditure cap of 
$1 million, which is consistent with the MDAS scheme. Most submissions agreed with the 
maximum eligible expenditure cap of $1 million (GST-exclusive) but there was also support 
for increasing the $50 million turnover threshold.  The maximum MDAS grant is capped at 
$100,000, which equates to maximum expenditure of $200,000.  
 
8. We have used the caps from the issues paper to produce indicative costings for the 
export market development credit. These are shown in table 1. 
 
 
Table 1 
                

              Cap     
Fiscal 

cost ($m)    
                
      2008/09 2009/10 2010/11 2011/12 2012/13 
Unconstrained   331 358 384 412 443 
$1 million cap only   202 212 221 230 240 
$50 million threshold only 204 213 225 236 248 
Cap and threshold   177 184 191 198 205 

 
 
9. The costings are based on market development expenditure data obtained from MDAS 
applications.  The MDAS data has been extrapolated to produce an industry-wide figure using 
GST zero-rated supplies data (as a proxy for exports).  There is likely to be a degree of bias in 
the MDAS data as exporters applying for MDAS funds are likely to be those that do 
substantial market development.  The GST zero-rated supplies data is also likely to include 
the value of “going concern” sales. This is partially overcome by including only taxpayers 
that indicate they are exporters or have zero-rated supplies greater than $5 million. However, 
the fiscal costs may still be overestimated. 
 
10. Based on this data, without caps, the fiscal cost in 2008/09 is estimated at $331 million, 
rising to $443 million by 2012/13.  There is significant difficulty in producing a robust 
definition of “eligible expenditure” for the export market development credit.  As such, it is 
difficult to ensure that money is spent as Ministers intend. A cap is, therefore, likely to be a 
crucial base maintenance protection measure.   
 
11. On their own, a $1 million expenditure cap and a $50 million turnover threshold will 
each reduce costs to around $200 million in 2008/09.  Combined, they reduce costs to $177 
million in 2008/09, rising to $205 million in 2012/13. 
 
 
 
 



 

 

12. In addition to reducing fiscal cost, a turnover threshold is consistent with the rationale 
for government support for market development, which is to assist smaller firms in moving 
into new markets. Under MDAS, the turnover cap is set at $50 million. The Australian Export 
Markets Development Scheme sets its cap at A$30 million. The 2005 review of this scheme 
supported setting the threshold at this level, finding that the scheme was most effective at 
improving the export performance of businesses below this size and less effective at 
improving the performance of larger businesses. 
 
13. A turnover threshold may also be important with respect to New Zealand’s free trade 
agreements and relationships with the World Trade Organisation (WTO).  In the absence of a 
turnover threshold, other countries might have an incentive to allege that the provision of 
market development tax credits to large exporters represents a breach of the WTO prohibition 
on export subsidies.  
 
14. A turnover threshold would create an estimation problem for firms as they approach the 
cap. However, this could be mitigated by basing the threshold on prior year results. A 
turnover threshold also has the disadvantage that once a firm breaches the threshold, no credit 
is available on any of its expenditure. On this basis, we recommend that you confirm your 
prior decision to have both the $1 million expenditure cap and a turnover threshold. 
 
15. Table 2 illustrates the impact of the $50 million threshold as well as two possible 
variations (A $1 million eligible expenditure cap is also assumed to apply.) In 2008/09 the 
$50 million threshold would exclude just over two percent of firms (roughly 170 firms) 
investing in export market development.  These firms conduct 70 percent of total exports and 
42 percent of all expenditure on export market development. 
 
 
Table 2 

                  

Turnover 
threshold    

Fiscal 
cost 
($m)    

 % of 
firms 
excluded 
by 
turnover 
threshold 
in 08/09  

 % of 
total 
exports 
excluded 
by 
turnover 
threshold 
in 08/09 

 % of total 
market 
development 
expenditure 
excluded by 
turnover 
threshold in 
08/09 

         
  2008/09 2009/10 2010/11 2011/12 2012/13       

No threshold 202 212 221 230 240 Nil Nil Nil 
$100m 189 198 206 213 220 1.2 60.7 32.0 
$50m 177 184 191 198 205 2.3 69.9 41.9 
$25m 153 157 161 164 168 4.5 78.8 56.3 

 
 
 
16. The issues paper also suggested a minimum expenditure threshold of $20,000. The 
purpose of the minimum expenditure limitation is to ensure that the credit is available to those 
New Zealand businesses that are serious about developing a new market. The existing 
minimum expenditure threshold for MDAS is $40,000. Several submissions considered that  

 
 



 

 

the minimum expenditure level should be lowered, or that there should be no minimum 
threshold, because otherwise some small businesses might not be eligible for the credit.  
Others considered that it should not be lower than $20,000 or that it should be raised to, for 
example, $50,000. 
 
 
17.  Officials have reviewed the minimum threshold level as detailed in the accompanying 
policy report on the export market development tax credit. A minimum expenditure threshold 
would reduce the possibility of private expenditure being reclassified as market development 
expenditure.  Previous experience suggests that such abuse was common, and the availability 
of a credit increases the incentive to reclassify private expenditure as market development 
expenditure.  However, even with the $20,000 threshold claimants can comparatively easily 
convert private expenditure into “market development expenditure”.  For example, a 
bloodstock breeder could arrange a private holiday to, say, the United Kingdom, but arrange 
to visit several potential purchasers, and thus convert the private costs of the holiday to an 
eligible business expense.  
 
18. Officials have identified an option that could minimise this possibility.  A business could 
be required to spend at least $15,000 (GST-exclusive) on eligible advertising and promotional 
expenditure, marketing material, participation in overseas trade shows and events, market 
research, overseas representation or professional advice. Once a business demonstrates that it 
is serious about market development by meeting the minimum expenditure threshold using 
advertising and marketing costs and so on, it could also claim the accommodation and travel 
costs. Alternatively, setting a higher threshold – say $40,000 – would be simpler to implement 
and comply with, however it may exclude more businesses and it may be less effective at 
limiting this abuse. 
 
R&D tax credit 
 
19. The detailed design of the R&D tax credit is discussed in the accompanying policy 
report and was the subject of an issues paper released in November 2006. However, no 
decisions have yet been made on the type of cap which should apply to the R&D tax credit.  
 
20. The choice of an appropriate cap will depend on the purpose of the R&D tax credits. 
However, as part of the detailed design work, two possible caps have been considered for the 
R&D tax credit: a maximum turnover threshold and an eligible expenditure cap.  
 
21. If your intention is to target R&D for smaller firms, a turnover threshold will be 
appropriate.  A turnover threshold would exclude firms with turnover greater than a specified 
level from being eligible for the credit.  This would be beneficial if it were thought that large 
firms were unlikely to respond significantly to a tax incentive. However, there is no evidence 
of any such effect. 
 
22. A disadvantage of a turnover threshold is that it would be likely to affect some industries 
to a greater degree than others because R&D intensity as a percentage of sales differs between 
industries.  One solution could be to have industry-specific turnover thresholds.  However, 
this is likely to be difficult to enforce. The Ministry of Economic Development is strongly 
opposed to a turnover threshold for this reason. It does not believe that there is any rationale 
for targeting a R&D tax credit at small firms as it sees the purpose of the credit being to 
incentivise business R&D, in the aggregate. 
 
 



 

 

23. As with the possible export market development tax credit, a turnover threshold would 
also create difficulties for businesses as they approached the threshold.  
 
24. Alternatively, if your intention is to increase R&D expenditure in firms currently 
undertaking little or no R&D, an eligible expenditure cap has merit. It would limit the amount 
of tax credit based on the amount of eligible R&D expenditure incurred by an entity.  This 
would restrict fiscal costs while still providing a marginal incentive for firms below the cap to 
increase R&D expenditure. An expenditure cap would also help  to reduce fiscal risk as it 
would act as a safeguard against significant recharacterisation of expenditure. 
 
25. If the motivation of the credit is to capture externalities associated with R&D, an 
expenditure cap with as high a cap as possible would be optimal.  Firms subject to the cap 
would have no marginal incentive to increase R&D.  The higher the cap is, the greater the 
number of firms incentivised to increase their R&D expenditure, and the greater the 
effectiveness of the credit in increasing R&D. If a cap is used, the Ministry of Economic 
Development supports making it as high as possible as that would enable the credit to be more 
effective at stimulating aggregate business R&D. 
 
26. Table 3 provides indicative costings for an R&D tax credit using an eligible expenditure 
cap.  A minimum eligible expenditure threshold of $20,000 (except where payments are made 
to a listed research provider) has also been assumed, as was suggested in the issues paper.  
This is intended to exclude very small R&D claims where the costs involved (both 
compliance and administrative) outweigh the benefits of the credit itself. Most submissions 
supported the minimum threshold. 
 
 
Table 3 

                

Cap    

Fiscal 
cost 
($m)    

% of 
businesses 
subject to 

cap in 
2008/09 

% of total 
R&D 

conducted 
by 

businesses 
subject to 

cap in 
2008/09 

                
  2008/09 2009/10 2010/11 2011/12 2012/13     

Unconstrained 266 314 355 397 438 Nil Nil 
$3.5m 206 233 257 279 302 0.1 12 
$1m 144 167 187 203 222 1 35 

$0.2m 91 108 119 131 143 5 60 
 
 
 
 
 
 
 
 
 



 

 

 
27. The costings are based on data from a MoRST/Statistics NZ survey of over 600 firms 
undertaking R&D in NZ in 2004.  This survey used a slightly narrower definition of R&D 
than that suggested in the issues paper. The responsiveness of R&D expenditure to the 
introduction of the tax credit is estimated using short and long-run elasticity estimates (a 
measure of percentage responsiveness to tax changes) from a study of nine countries that have 
introduced R&D tax incentives.1 
 
28. As set out in the policy report on the design of the R&D tax credit, crown-owned 
businesses that are funded to undertake eligible expenditure, such as Tertiary Education 
Institutions (TEIs) and Crown Research Institutes (CRIs), are likely to be excluded from 
eligibility for the tax credit on the grounds that this would constitute double funding for R&D.  
However, it is likely that these entities would channel government funds into subsidiaries in 
order to attract the credit.  To account for this likelihood, a quarter of R&D conducted by 
TEIs and CRIs is included in the sample for the purposes of the costings. 
 
29. This has a significant effect on the ability of the cap to reduce the fiscal cost of the 
credit.  TEIs and CRIs do large amounts of R&D, pushing up the unconstrained cost of the 
credit.  However, the imposition of a cap reduces the eligible R&D to a small fraction of their 
total expenditure.  As such, the cap not only reduces fiscal costs but substantially limits the 
potential for double funding of public sector R&D.  The distribution of R&D, in general, is 
also skewed strongly towards a small number of firms that do large amounts of R&D. Five 
percent of firms undertake 60 percent of total R&D eligible for a tax credit.  
 
30. Based on this data, the total fiscal cost of an unconstrained 15% credit introduced in 
2008/09 is estimated to be $266 million, rising to $438 million in 2012/13. 
 
31. Costings are provided for three possible caps that restrict fiscal costs by varying 
amounts.  A fixed cap set at $3.5 million would restrict the fiscal cost to $206 million in 
2008/09.  This cap would be binding on 0.1 percent of firms undertaking eligible R&D, and 
these firms would undertake 12 percent of total private sector R&D in the economy.  A cap of 
$200,000 would restrict the fiscal cost to $91 million.  This would be binding on five percent 
of firms undertaking R&D, who would undertake 60 percent of total private sector R&D in 
the economy. 
 
32. Some firms are likely to be in groups captured by the recommended associated person 
rules (discussed below) and therefore have one cap attributed to all.  This is not accounted for 
and may lead to some overstatement of the fiscal costs. 
 
33. Conversely, the use of elasticity estimates to determine the responsiveness of R&D 
spending to the tax credits may not fully include potential recharacterisation of expenditure as 
eligible R&D expenditure.  This may lead to an underestimation of fiscal costs. 
 
Skills training tax credit 
 
34. The detailed design of the skills tax credit is discussed in the accompanying policy 
report and was the subject of an issues paper released in November 2006.  Table 4 details the 
indicative costing for this credit.  
 
 

                                                 
1 Bloom, N., Griffith, R., and Van Reenan, J. (2002) “Do R&D tax credits work? Evidence from a panel of countries 1979-1997”, Journal of 
Public Economics, 85, 1–31. 



 

 

Table 4 
           
 

   

Fiscal 
cost 
($m)    

           
 2008/09 2009/10 2010/11 2011/12 2012/13 

Unconstrained 24 28 32 36 40 
 
 
35. The costings are based on Tertiary Education Commission data on NQF levels 1 to 6 
training expenditure and enrolments for 2005.  This training is broken down into training that 
is undertaken through the Industry Training Organisations (ITOs), and training that is 
undertaken through Polytechnics and Private Training Establishments. 
 
36. “Industry Training” refers to training which employees access through structured 
training arrangements linked to qualifications on the NQF, both on-job and off-job, and is 
delivered by way of a direct link to industry through ITOs. 
 
37. Industry Training accounts for approximately 70 percent of enrolments on NQF1-6 
courses, of which approximately 70 percent of the cash cost is already directly government 
funded.  Data on private sector cash contributions and the number of enrolments, by ITO, is 
available, although we are unable to determine what proportion of private sector contributions 
is employer funded.  As a result, an assumption has been made that all private contributions 
are made by the employer, which may overstate the fiscal costs. 
 
38. Data is also available on non-ITO course fees and enrolments.  It does not include 
associated costs, but course fees are likely to represent the majority of eligible expenditure. 
Again, the assumption is made that all course fees are paid by an employer.  However, in the 
non-ITO case this assumption may be highly inaccurate.  For example, it may be the case that 
an unemployed individual has simply obtained a student loan and enrolled in a polytechnic 
course (within NQF1-6).    This assumption may result in some overestimation of the fiscal 
costs of the credit. 
 
39. In addition, there are some local qualifications offered by tertiary providers that 
incorporate unit standards on the NQF.  No data is available on the extent of this activity, and 
it could potentially increase the fiscal costs. 
 
40. Based on this data, the unconstrained fiscal cost of the skills credit is estimated at $24 
million in 2008/09, increasing to $40 million in 2012/13. Following policy report 
PAD2006/228 T2006/1998, a number possible eligible expenditure caps have been 
considered for limiting the fiscal cost of the skills credit. These are a cap on the total amount 
of eligible expenditure a business may claim (a “business expenditure” cap), a cap on the 
amount of eligible expenditure incurred on each employee that a business may claim (a “per- 
employee” cap) and a cap based on a fixed amount per employee multiplied by the number of 
employees ( a “total employee” cap). However, there are concerns that that a cap would not 
provide an incentive for further investment in training, as firms subject to the cap would have  
 

 
 

 



 

 

no incentive to increase their expenditure on skills training. In addition, application of these 
caps may bias employees of larger firms, bias lower paid employees and impose significant 
compliance costs.  Therefore, if your intention is to increase training expenditure overall, then 
it may be preferable not set a cap for the skills training tax credit.  
 
41. Alternatively, if you are concerned about base maintenance, a very high cap based on a 
percentage of payroll may be appropriate. A cap set at a high level will act as a “backstop” to 
exclude highly expensive courses that may not be seen as appropriate to receive support while 
not having a significant impact on incentives to increase expenditure on skills training.  
 
42. No minimum threshold is recommended for this credit. 

Common issues associated with using a cap 

 
43. A number of related technical issues associated with using a cap need to be considered. 
They include measures to support the integrity of the cap and what happens to the cap over 
time. Each of these is discussed below. 
 
Measures to support the integrity of the cap and credit 
 
44. An important part of designing a capped credit is consideration of the measures needed 
to ensure integrity of the tax cap and control fiscal risk from tax planning. Under a capped tax 
credit, firms would have an incentive to split up their activities. This would effectively 
multiply the size of the cap the group is subject to.  Firms would also have an incentive to 
“sell” any excess capacity under the cap. 
 
45. To streamline the design of the cap and limit the anti-avoidance rules associated with the 
tax credits, we have focused on using existing measures to control fiscal risk. The design of 
the credits (eligible expenditure, who can claim, definitions) has a significant role in reducing 
fiscal risk. In addition, a number of anti-avoidance rules are already contained in the tax 
legislation. However, officials consider that a number of new provisions would be required to 
ensure the integrity of the cap. These new provisions, along with the other technical rules 
discussed in the next section of the paper, should address any substantial avoidance risks 
associated with the credits. 
 
Associated person rules 
 
46. Transactions between associated parties and tax credits may affect the integrity of the 
cap. Without some form of anti-avoidance rule, taxpayers could establish separate but 
associated companies so that each meets the threshold. We recommend that this issue be dealt 
with through the use of associated person rules.  
 
 
 
 
 



 

 

 
47. We recommend that associated parties be treated as a single entity for the purposes of 
applying the cap. Associated entities (measured at the time expenditure is incurred) would 
need to consider their total eligible expenditure for the purposes of applying the cap. A joint 
election would need to be filed with Inland Revenue in order to claim the credit. As part of 
this joint election, the group cap could be allocated between the individual taxpayers at their 
discretion.  
 
48. While associated person rules are important for a capped credit, it should be noted that 
such rules are complex and can be difficult to apply in commercial situations. In addition, the 
combination of the associated person rules and cap may prove a disincentive to businesses 
partnering with CRIs, TEIs and venture capitalists. 
 
49. As part of any associated person tax credit rules, detailed part year rules would have to 
be provided to cover situations where companies enter or exit a group.  This aligns with the 
treatment of other tax assets like imputation credits and losses. Consultation with Dr Nick 
Bloom2 suggested that one of the major practical policy concerns in the United Kingdom was 
how to deal with mergers and acquisitions.  
 
Carve-out where other credits are available  
 
50. The government already provides a range of assistance for R&D, export market 
development and skills training. In addition, there may also be expenditure which is eligible 
for more than one tax credit. It would be inappropriate for taxpayers to be able to claim 
multiple sources of government funding for the same expenditure.  
 
51. In response to this, the accompanying policy reports on the design on the R&D and 
export market development credits outline an exclusion for grants and co-funding. As a 
precaution, officials consider that it may be prudent to introduce a general rule that prohibits a 
tax credit being claimed twice on the same eligible expenditure.  
 
Intra-group expenditure 
 
52. Transactions between associated parties may not take place at market value, which 
raises questions about the valuation of eligible expenditure. The issue is dealt with to a certain 
extent by the prescription of standard costs for some eligible expenditure. However, where a 
taxpayer does not use standard costs, any intra-group margin should not be eligible for a tax 
credit, and associated parties should be required to use arm’s-length prices.  
 
53. An alternative might be to exclude any expenditure purchased from associated parties. 
However, this would exclude genuine costs from qualifying for the tax credit. 
 
 

 
 
 

                                                 
2 Dr Nick Bloom is Programme Director of Productivity and Innovation at the Centre for Economic Performance of the London School of 
Economics.  He is also an Assistant Professor at Stanford University.  He formerly worked for the Institute for Fiscal Studies, from where he 
was seconded to HM Treasury to work on the policy development of the United Kingdom tax credits 2001-02.  He was mainly involved in 
the conceptual policy design of the UK R&D tax credit. 



 

 

 
Recovery rules 
 
54. It is normal for jurisdictions that offer a tax credit based on eligible expenditure to claw 
back the value of the credit if, in the future, this eligible expenditure is reversed. For example, 
a taxpayer who has depreciated a piece of equipment and then makes a gain on sale on 
disposal would be required to return a portion of the tax credit previously earned on the 
depreciation expenditure. The same applies to expenditure that is refunded at some future 
point. However, a claw-back calculation with a cap would involve significant compliance 
costs as taxpayers would need to track when an asset/expenditure was used against their 
annual claims for a tax credit. As a result, there was strong opposition to a claw-back 
mechanism in submissions.  
 
55. Compliance costs could be controlled by settling a minimum level for the level of 
expenditure/cost of assets that would be subject to the claw-back (for example, $1 million). 
However, this is likely to mean that only a small number of assets are subject to claw-back, 
particularly when the proposed caps are taken into account. Therefore we recommend that 
there is no claw-back of the credit.   
 
56. As an alternative, to prevent associated entities double dipping on credits, the 
accompanying policy report on the design of the R&D tax credit recommends that when 
depreciable property is sold to an associate for a price in excess of the vendor’s tax book 
value, the excess over the vendor’s tax book value does not attract the credit in the hands of 
the purchaser.  So, for example, if A Co sells an asset with a tax book value of $100 to 
associated B Co for its market value of $130, the $30 is not eligible for the credit in the hands 
of B Co. Any loss on sale of depreciable property would also not attract the credit. 
 
Rules to prevent the cap being “sold” 
 
57. Where a firm incurred eligible expenditure over and above the cap, there would be an 
incentive to avoid the cap to ensure a tax credit was still available for the expenditure. This 
could be achieved by “outsourcing” the activity to a third party. The results of the expenditure 
would then be purchased for a fixed price (which incorporates the value of the tax credit 
received by the third party) by the original firm. To counter this type of arrangement, the 
United Kingdom and Canada allow tax concessions to apply only to expenditure that is 
relevant to the existing trade of the company.  The business must also own or be entitled to 
exploit the results of the expenditure.  Expenditure that a taxpayer incurs in respect of an 
unrelated business results in no tax credit and possibly no deduction.  
 
58. The issue has been addressed in the design of the individual credits. For example, 
taxpayers must control their R&D and have their funds at risk in order to qualify for the R&D 
tax credit. Arrangements to sell a cap are also likely to be subject to the specific and general 
anti-avoidance provisions. 
 
 
 
 



 

 

 
Specific anti-avoidance rule  
 
59. The tax legislation contains a number of specific anti-avoidance provisions which 
complement the general anti-avoidance rule.  It is recommended that a similar rule be 
included for targeted tax credits. This would apply where a taxpayer is subject to an 
arrangement or series of related or connected arrangements for the purpose or purposes of 
obtaining a tax credit so as to defeat the intent or application of these rules. Where this is the 
case the taxpayer would be denied a tax credit. 
 
Evolution of the cap over time 
 
60. Thought also needs to be given as to what happens to the cap over time. The illustrative 
costings set out above have been prepared using a fixed cap. However, the design of the 
targeted tax credits, and in particular what happens to the cap over time, depends on the 
reasoning behind opting for a cap.  
 
61. If the rationale for the cap is to limit initial fiscal risks, an increasing cap may be 
suitable. This would limit the initial fiscal cost but increase the benefit from the credits over 
time. Similarly, if the reason for the cap is because of implementation concerns, an increasing 
cap might also be suitable. An initial cap on the level of credit available would control fiscal 
risk until the effectiveness of the tax credits could be reviewed. Once any concerns over fiscal 
risk had eased, the cap could be increased. 
 
62. An increasing cap has the advantage that it would reduce the number of firms subject to 
the cap, increasing the effectiveness of the tax credits and providing the greatest incentive, 
over time, for firms to increase eligible expenditure.  This is because as long as a cap is 
binding on some taxpayers, there would be no incentive to increase expenditure beyond this 
level.    
 
63. If the intention of the cap is to target the tax credits towards smaller firms, then a flat cap 
may be more appropriate. It would keep the credits restricted to smaller enterprises.   
 
64. One problem with a fixed cap is that, in real terms, the level of the cap will fall – 
meaning that the credit will be less effective over time as more taxpayers become subject to 
the cap. This could be resolved through a periodic review of the fixed cap or by indexing the 
cap over time. Sustainability of a fixed (or inflation-indexed) cap may also be an issue as 
lobbying groups are likely to attempt to have the cap removed or increased over time. The 
Ministry of Economic Development supports the idea of a periodic review of any cap 
proposed for the R&D tax credit. 

Consultation 

65. In the preparation of this report, we have consulted with officials from the Ministry of 
Economic Development, the Ministry of Foreign Affairs, the Ministry of Research, Science 
and Technology, the Department of Labour, the New Zealand Qualifications Authority and 
the Tertiary Education Commission. 


