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R&D tax credit for software: expenditure cap 

Executive summary 

This report recommends a cap on the amount of software R&D expenditure eligible for R&D tax 
credits.  A cap would reduce the risk of reclassification of routine software development as eligible 
R&D, and would reduce fiscal risk.  This report discusses three options for a cap, and these could 
be used individually or in combination. 
 
Information, communication and technology software accounts for nearly a fifth of New Zealand 
R&D expenditure, so any R&D incentive should not exclude software.  However, software R&D 
has been a problematic area for overseas tax authorities administering R&D tax incentives.   
 
In Canada, uncertainty about the eligibility of software development of tax credits appears to have 
led to routine development expenditure being reclassified as R&D by claimants.  In Australia, 
internal-use software development was excluded from eligibility for R&D tax concessions, but it 
has proved relatively easy to escape the internal-use restrictions.  In both countries, industries which 
do not do software development as their core business have claimed credits for hundreds of millions 
of dollars of software development. 
 
There are two problems in principle.  First, it is difficult to formulate a simple legislative definition 
of R&D which stops routine software expenditures, not normally considered as R&D according to 
the ordinary meaning of that phrase, being classified as eligible R&D, without at the same time 
excluding some eligible R&D expenditures.  Second, taxpayers may misinterpret the definition and 
incorrectly claim credits, tying up the resources of the tax authority in disputes and litigation. 
 



 

 

Officials have identified three measures, which could be used in combination, to limit the risk of 
reclassification of routine software expenditure, not normally considered as R&D according to the 
ordinary meaning of that phrase, as eligible R&D: 
 
• a general cap on eligible expenditure on all software; 

• a specific cap on eligible expenditure on internal-use software; and 

• a stronger definition for internal-use. 

A general cap on eligible software expenditure would limit the scope to benefit from reclassifying 
routine software development as eligible R&D, but would also exclude many cases of genuine 
software R&D from the tax credits unless set at a high level.  It would also mean a reduction in the 
tax incentive to undertake software R&D in New Zealand rather than Australia.  Officials do not 
favour this measure. 
 
A specific cap on eligible internal-use software R&D expenditure would reduce the potential 
benefits from reclassification while maintaining a level of incentive similar to or greater than that in 
Australia.  However, this approach is still likely to allow a significant amount of reclassification 
because the internal-use definition – no purpose of sale – is currently weak. 
 
A more restrictive definition of internal-use software (no primary or dominant purpose of sale), in 
combination with an internal-use cap, would further reduce the risk of reclassification.  Officials 
favour this option on the grounds that it provides the most robust defence against the 
reclassification of routine software development as eligible R&D expenditure.  Parity with Australia 
would be reduced though. 
 
If there is an internal-use cap, officials recommend it be $2 million per year.  Our initial enquiries 
suggest this would allow claims for R&D of factory automation software for large manufacturing 
firms, but would be significantly less than the (potentially reclassifiable) total software budgets of 
large firms.   
 
A minority of genuine software R&D claims are expected to be restricted with a cap at this level.  If 
this is undesirable, a Ministerial power could be provided to waive the cap where the software R&D 
clearly meets the eligibility definitions (it is not a “borderline” case).  This power carries some risk 
– the expectation is that the combination of the cap and such a power would be used solely to avoid 
the Canadian experience of unjustified claims tying up resources, without excluding legitimate 
claims.  [Information deleted in order to maintain the effective conduct of public affairs through the 
free and frank expression of opinions] The rationale here is that the cap is not intended to limit the 
ability to claim tax credits against genuinely eligible software R&D expenditure; rather it is 
intended to limit the ability to make large claims for R&D tax credits against expenditure which 
ultimately should not be eligible.   



 

 

Recommended action 

We recommend that you: 
 
(a) Agree to a cap on internal-use software with a strengthened internal-use test, to discourage 
reclassification of routine software development as eligible R&D expenditure. 
 
Agreed / Not agreed Agreed / Not agreed 
 
(b) Agree that the cap for eligible internal-use software R&D expenditure be set at two million 
dollars.   
 
Agreed / Not agreed Agreed / Not agreed 
 
(c) Agree to the creation of Ministerial power to waive the cap, to ensure software R&D which 
clearly meets the definition of eligible expenditure is not affected by the cap.   
 
Agreed / Not agreed Agreed / Not agreed 
 
 
 
 
 
[information deleted in order to protect the privacy Keith Taylor 
of natural persons, including deceased people] Policy Manager, Inland Revenue  
for Secretary to the Treasury 
 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 



 

 

Background 

1. Software development is a significant proportion of total R&D, and so any R&D incentive 
should ideally not exclude software.  The information, communication and technology software 
sector accounted for 18.7 per cent of New Zealand R&D expenditure in 2004 ($126.6 million).  In 
Australia in 2004/05, 25.1 per cent of the R&D expenditure qualifying for a tax concession was on 
information, computer and communication technologies (A$1,953.8 million).   
 
2. Software development – particularly development of software for purely internal uses – has 
been a problematic area for tax authorities administering R&D tax incentives: 
 
• In Canada, uncertainty about the eligibility of information technology development for R&D 

tax credits contributed to a backlog of C$5 billion of claims in 1999, including hundreds of 
millions of dollars worth of claims in each of the finance and telecommunications industries.  
There was a strong suspicion that claimants who did not undertake software development as 
part of their core business had reclassified routine internal-use software projects as R&D. 

• In Australia, software not developed for the purpose of sale (internal-use software) has been 
excluded from eligibility for R&D tax concessions.  In practice, however, the “purpose of 
sale” test has been relatively weak.  The courts have held that the purpose only has to be one 
of the purposes, and need not be the dominant or primary purpose.  This has led to high values 
of claims from industries such as finance and telecommunications which do not undertake 
software development as their core business, just as in Canada.  In 2004/05, the Australian 
finance, insurance and telecommunications industries claimed tax concessions for A$830 
million of eligible R&D expenditure, or 10.6% of all eligible R&D expenditure. 

 
3. In principle, there are two sources of risk due to the inclusion of software development as an 
eligible activity for an R&D tax credit: 
 
• The legislative definition of R&D cannot be made precise enough to exclude all 

reclassification of routine processes, not normally considered to be R&D according to the 
ordinary meaning of that phrase, as R&D without also excluding genuine (not reclassified) 
R&D.  This is a generic difficulty with the definition, but it has been more problematic in 
relation to software because of the intangible nature of software. 

•  The definition of R&D is precise enough to prevent certain other reclassification of routine 
software development as R&D, but taxpayers are not certain of this, leading to prolonged 
disputes and legal battles.  This appears to have been the case in Canada, where the Canadian 
tax authority determined that “substantially all of these [disputed] claims reflect the 
application of available technology, which result in business improvements but do not embody 
technological advancement that the SR&ED program is intended to benefit”. 

 



 

 

Options for an expenditure cap 

4. Inland Revenue will be providing clear guidelines for taxpayers to reduce the potential for 
disputes.  Officials have also developed three options, which could be used in combination, to limit 
the fiscal risk of including software as an eligible activity for the R&D credit.   

Option 1: Cap on all eligible software expenditure. 

5. An eligible expenditure cap could be imposed on all software expenditure.  No entity would 
be able to claim a credit for expenditure on software in excess of the cap.  This would limit the 
scope to benefit from reclassifying routine software development as eligible R&D. 
 
6. Because software R&D is a significant proportion of overall R&D expenditure, imposing such 
a cap would exclude many cases of genuine software R&D unless it was set at a self-defeating high 
level.  This would significantly reduce the incentive provided by the tax credit.   
 
7. The imposition of a broad cap would also put entities undertaking software R&D in New 
Zealand at a significant disadvantage compared to entities in Australia.   
 
8. To the extent that other options are available (see below) to partly or fully counteract the 
problem of reclassification of routine software development, a broad cap is an unnecessarily harsh 
measure.  Officials do not favour this option.   

Option 2: Cap on internal-use software.  

9. A cap on internal-use software R&D reduces the potential benefits to the taxpayer of 
reclassification while preserving more of the incentive provided by the tax credit.  As in Australia, 
companies with an intent to sell the software would not face any cap, but eligible expenditure would 
be capped where there is no intent to sell.  As discussed in Option 3 below, the risk of 
reclassification remains relatively high with the Australian definition of internal use, and we 
recommend that it be strengthened, notwithstanding some loss of incentive relative to the Australian 
case. 
 
10. Initial enquiries suggest that the level of the internal-use cap should be approximately two 
million dollars of eligible expenditure per year.  It appears this would allow large manufacturing 
companies to claim credits for all R&D of factory automation software, at the same time as being 
substantially less than the total (and potentially reclassifiable) software budgets of large businesses.    
 
11. An associated persons test is required when a cap is imposed.  Without a cap, expenditure 
may be divided up amongst subsidiaries to ensure no subsidiary exceeds the cap.  We recommend 
that companies plus their 66-per-cent-or-greater subsidiaries be classified as associated persons for 
the purposes of the cap.  A wider definition of associated persons is not regarded as necessary for 
the cap because taxpayers will not want to risk putting key internal-use software into arrangements 
with less than total control.  However, if the definition of associated persons proves to be too 
narrow in operation, it could later be amended.  
 
 12. An associated persons test is also required to prevent sales to associates to escape the internal-
use cap altogether.  A comprehensive definition of associated persons – wider than the definition for 



 

 

the purposes of the cap – will be used to decide when there is a purpose of sale to a non associated 
party. 

Option 3: Strengthen internal-use test 

13. In Australia, where R&D of internal-use software does not qualify for tax concessions, 
claimants need only show a purpose of sale to avoid the exclusion, and that purpose need not be the 
dominant, primary or exclusive purpose.  For this reason, the internal-use restriction is relatively 
weak – reclassification of routine software development as R&D is still possible as long as there has 
been some documented and significant discussion of intent to sell. 
 
14. To strengthen the internal-use test, Inland Revenue could require that the purpose of sale be a 
dominant or primary purpose, or that the purpose of sale be more dominant than all purposes of 
internal use combined.   
 
15. For clarification, the sale of software includes the software embedded in physical goods such 
as home appliances and industrial equipment, so R&D of these types of software is not subject to 
any internal-use cap.  Also, a primary or dominant purpose of rent, lease or hire of software will be 
regarded as equivalent to a purpose of sale for the purposes of determining whether the internal-use 
cap applies. 
 
Ministerial discretion 
 
16. We expect some cases in which the cap will be binding even where there is no 
reclassification.  For example, large amounts of software R&D can take place in the film and 
television industries without any intent to sell the software (as opposed to the content the software 
produces).  If there is a desire to remove the cap in these cases, the legislation could provide for 
Ministerial discretion to waive the cap.   
 
17. The expectation is that the discretion would be used to avoid the Canadian experience of 
resources being tied up by claims which appear to be obviously non-qualifying, without excluding 
legitimate claims.  The rationale for the Ministerial power is that the cap should not prevent tax 
credits being claimed for clearly eligible software R&D expenditure, but rather should limit the 
ability to make large claims and tie up administrative resources when the expenditure is clearly not 
eligible or is of highly questionable eligibility (“borderline” cases). 
 
18. Officials note a risk that the exercise of such discretion will be seen as arbitrary (the Minister 
last had powers over the tax affairs of specific individuals in the Income Tax Act 1976). 
 

Conclusions 

19. If you intend that the tax incentive to undertake software R&D be at least as great as in 
Australia, we recommend you adopt a cap on internal-use software and no other measures, and 
accept a higher level of fiscal risk.  Officials expect that this option will not be particularly effective 
in discouraging reclassification of routine software development as software R&D, but it does 
provide some limited protection. 



 

 

 
20. If you intend to go further in discouraging reclassification of routine software development as 
R&D, we recommend a cap on internal-use software and a strengthening of the internal-use test.  
Officials prefer this option because it is more likely to limit the risk of excessive reclassification of 
routine development as R&D, and provide protection for the tax base. 
 
21. We recommend that the internal-use cap, if any, be set at two million dollars.  Additionally, 
there could be a ministerial power to waive the cap to ensure R&D which is clearly not reclassified 
routine expenditure is not affected by the cap.   
 


