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Fiscal cost – company cut, savings cut and R&D tax credit  

Executive summary 

This report provides updated estimates of the fiscal cost for the following possible Business Tax 
Review (BTR) measures: 

 
• a reduction in the company tax rate to 30%; 
• a reduction in the tax rate for savings vehicles to 30%; and 
• the introduction of a tax credit for research and development. 

 
Aside from the BTR initiatives outlined above, Ministers have also indicated that a number of other 
business tax initiatives may also need to be taken into account as part of the BTR fiscal package, 
but are not included in the costings set out in this report. These include the SSCWT exemption 
extension and international tax review.  Reports on [  ] and SME simplification have also been 
provided for Ministers’ consideration. Officials are also currently working on BTR administration 
costs and these will be advised separately.  
 
Summarised below is the estimated fiscal costing for three potential elements of the BTR package 
over a four-year horizon. These take into account a number of adjustments discussed in the body of 
the report.  
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Reduction in the company tax rate 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost $60 million $675 million $695 million $705 million 
 

Reduction in the tax rate for savings vehicles 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost $5 million $50 million $60 million $65 million 
 

Introduction of a research and development tax credit 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost – 
30% tax rate 

$10 million $140 million $220 million $260 million 

 
Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Total fiscal cost $75 million $865 million $975 million $1,030 million 
 

Recommended action 

We recommend that you: 
 
(a) Note the contents of this report. 
 
Noted Noted 
 
 
 
 
 
Benedikte Jensen Matt Benge 
for Secretary to the Treasury  Assistant Deputy Commissioner 
  Policy Development  
 Inland Revenue  
 
 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 
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Background 

1. In the July 2006 Business Tax Review (BTR) discussion document, the government raised a 
number of possible reforms to business taxation.  
 
2. Following the submission process and further reporting, Ministers have indicated their interest 
in three reforms arising from the business tax review. These are: 
 

• a reduction in the company tax rate to 30%; 
• a reduction in the tax rate for savings vehicles to 30%; and 
• the introduction of a tax credit for research and development. 

 
3. This report provides updated estimates of the fiscal cost for each of the possible BTR     
measures above. 
 
4. Aside from the BTR initiatives outlined above, Ministers have also indicated that a number of 
other business tax initiatives may also need to be taken into account as part of the BTR fiscal 
package, but are not included in the costings set out in this report. These include the SSCWT 
exemption extension and international tax review.  Reports on [   ] SME simplification 
have also been provided for Ministers’ consideration. Officials are also currently working on BTR 
administration costs and these will be advised separately.  
 
5. This report is part of a package of three reports, two of which seek decisions associated with 
the possible reduction in the company tax rate, should the government proceed with this option. We 
are reporting separately on the detail of the company tax rate reduction and the reduction in the tax 
rate for savings vehicles. 

Reduction in the company tax rate 

6. The business tax review discussion document provided an estimated annual fiscal cost of 
$540 million for a reduction in the company tax rate to 30%. This figure was based on the Inland 
Revenue 2005 Half-Year Update (HYEFU) forecast. 
 
7. Following new fiscal forecasts and further policy design, we have updated this costing. The 
amendments are discussed below. 

Fiscal 

8. As discussed above, the BTR discussion document fiscal costings were based on the Inland 
Revenue 2005 HYEFU forecast. The updated BTR forecasts are now based on the Treasury’s 2006 
HYEFU forecast. There has been an increase in the company tax forecast between the 2005 and 
2006 updates which results in a $60 million increase in the cost of a reduction in the company tax 
rate.  
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Methodological and behavioural changes 

9. As part of updating the fiscal numbers, we have reviewed the method used for the company 
tax rate cut costing, resulting in a small number of refinements, and incorporated possible 
behavioural impacts.  
 
10. The costings provided in the discussion document had been primarily prepared on a static 
basis assuming no behavioural change from taxpayers. However, it is recognised that some 
behavioural change is likely as a result of any tax cut.  
 
11. As a basis for our behavioural costings we have assumed that company profits are distributed 
one year in arrears. However, taxpayers may be incentivised to change their dividend distribution 
policies as a result of any tax cut. While some indications of behavioural change can be observed 
from the introduction of the 39% individual tax rate, we have had to make a number of assumptions 
in order to model the potential behavioural reaction to the proposed reduction in the company tax 
rate. 
 
12. These assumption have included: 
 

• The split between direct and portfolio investments. This is necessary as we have 
assumed that shareholders may have some influence on when, and how much, profit is 
distributed by directly owned (controlled) companies but have no ability to alter the 
distribution policies of portfolio investments. Despite this assumption, we note that 
there is still a risk that there could be a behavioural change in respect of portfolio 
investments.  

• The level of distributions that will be advanced prior to any tax cut (transitional 
impact). Taxpayers may advance the level of dividends distributed prior to any tax cut 
in order to avoid the claw-back effect of a higher dividend (resulting from higher after-
tax profits) and lower imputation credits as a result of applying the new dividend 
imputation ratio. This has a transitional impact. The level of advancement possible is 
likely to differ for different types of shareholder (individuals on different rates, trusts 
and savings vehicles). For example, companies controlled by trusts are likely to advance 
dividend payments to avoid the 3-cent claw back that will arise at the shareholder level 
following any company tax rate cut (as the company will have a 30% tax rate while the 
trust will have a 33% tax rate).  

• The additional level of profits retained at the company level post any tax cut 
(permanent impact). Once any tax cut takes effect, taxpayers may be incentivised to 
retain a higher level of profits at the company level to avoid any additional shareholder 
tax that would result on distribution. This has a permanent impact. The level of retention 
at the company level is also likely to differ for different types of shareholder. For 
example, companies controlled by trusts may increase the level of retained earnings to 
avoid the 3-cent claw back that will arise at the shareholder level following any 
company tax rate cut. 

  
13. We have also assumed that there is no change to personal tax rates or thresholds and that 
dividends are imputed at a 30/70 ratio. This is discussed in more detail in the accompanying 
company tax rate consequential report.  
 
14. The net result of the estimated behavioural changes is an increased long-tem fiscal impact of 
$35 million and a higher transitional year impact of $75 million.  
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15. Overall, on the basis of the assumptions made, a reduction in the company tax rate to 30% 
would have an estimated fiscal cost of $675 million in 2009 and $705 million in the out years. As 
the assumptions made are difficult to test, we have performed some sensitivity analysis. This 
indicates that these estimates could move within a range of plus or minus $35 million.  

Reduction in the tax rate for savings vehicles 

16. The Business Tax Review discussion document asked for submissions on the most 
appropriate treatment of savings vehicles if there were to be a reduction in the company tax rate. 
 
17. Following submissions and further reporting, Ministers have indicated their preference for a 
reduction in the tax rate for savings vehicles to 30%. The accompanying report on the treatment of 
savings vehicles provides further detail on this proposal. Based on the design of the savings tax cut 
detailed in the accompanying report, it is estimated that the fiscal cost of reducing the tax rate for 
savings vehicles is $50 million in the 2009 fiscal year. This does not take into account the potential 
impact of the Portfolio Investment Entity regime. 

Introduction of a research and development tax credit 

18. Policy report T2007/116 PAD2007/31 reported on the potential design of an R&D tax credit. 
Illustrative costings for this tax credit were provided in policy report T2007/112 PAD2007/22. 
Following discussion with officials, Ministers have indicated their support for introducing a R&D 
tax credit with a limited software expenditure cap.  
 
19. The illustrative costing for a 15 percent R&D tax credit previously provided had an estimated 
fiscal cost of $266 million for the 31 March 2009 year, rising to $438 million for the 31 March 2013 
year. Following discussions with Ministers and further policy design, we have updated this costing.  
 
20. The amendments made to the R&D tax credit costing are summarised below. 
 

• Updating the treatment of Crown Research Institutes (CRIs) and universities. The 
initial costing was completed on the assumption that majority owned CRI and university 
subsidiaries would be eligible for the credit.  Ministers have indicated that a 50% 
ownership rule would be more appropriate. As such, the costing has been altered to 
reflect this. This would make it far more difficult for such subsidiaries to access the 
credit, substantially reducing the cost. 

• Adjusting the behavioural response to the credit. The costing includes a behavioural 
response as the R&D tax credit should generate an increase in the level of R&D 
performed.  International evidence suggests that a 15 percent unconstrained volume tax 
credit should result in approximately 30 percent additional growth, above the trend 
growth of 10 percent, in the long run.  We have assumed that the long run is reached 
after five years and have calculated the level of R&D on this basis.  However, we note 
that there is a large degree of uncertainty about the convergence path from introduction 
of the credit to this new long-run equilibrium. We have smoothed the convergence path, 
which results in a slightly reduced cost in the years up to 2013. 
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• Including a consumption tax effect resulting from the R&D tax credit. The updated 
costing figures for the R&D tax credit now include the impact of additional 
consumption in households which may result in increased GST in future years as a 
result of the credit. This slightly lowers the costing in each year. 

• Including a percentage of government department R&D. A minor change has been 
made to include a small percentage of R&D conducted by government departments 
(including local authorities) or purchased by government departments from other 
government departments.  While we consider such R&D to be less likely to meet the 
required business test to be eligible for the credit, there is likely to be a small proportion 
(estimated at ten percent) that will be eligible via subsidiaries.  This slightly increases 
the costing in each year. 

• Alignment of forecast years. The initial costing was calculated for years ended 31 
March. In order to allow a consistent comparison of costings across the BTR package, 
the R&D tax credit costings are now provided for a 30 June fiscal year. This has pushed 
some cost into later fiscal years. 

 
21. We note that both the original costing and the amended costing ignore the impact of increased 
deductibility and of higher future profits (and therefore increased company tax) from increased 
R&D as a result of the tax credit.  The likely magnitudes of these effects are difficult to predict, and 
will at least partially act to offset each other. We also note that the amended costings do not reflect 
the possible software cap currently being developed.   
 
22. If there is a reduction in the company tax rate to 30%, the introduction of an R&D tax credit is 
estimated to have a fiscal cost of $140 million in year ended 30 June 2009 rising to $340 million in 
year ended 30 June 2013. 

Fiscal cost – company cut, savings cut and R&D tax credit 

23. Summarised below is the estimated fiscal costing for each of the three potential elements of 
the BTR package covered in this report (company rate cut, savings rate cut and R&D tax credit) 
over a four-year horizon. These take into account all the adjustments discussed above.  
 

Reduction in the company tax rate 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost $60 million $675 million $695 million $705 million 

Reduction in the tax rate for savings vehicles 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost $5 million $50 million $60 million $65 million 

Introduction of a research and development tax credit 

Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Fiscal cost – 30% 
tax rate 

$10 million $140 million $220 million $260 million 

 
Year 30 June 2008 30 June 2009 30 June 2010 30 June 2011 
Total fiscal cost $75 million $865 million $975 million $1,030 million 

 


