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BUDGET 2007:  BUSINESS TAX REFORM 
 
 
PROPOSALS 
 
1. This paper seeks Cabinet’s approval in principle to a number of policy changes.  A 
second paper in April 2007 (Business Tax Review Fiscal Issues Paper) will seek final 
decisions once fiscal parameters are clearer.   
 
2. The key proposals are as follows: 
 

• A reduction in the company tax rate from 33% to 30% with effect from the 
2008/09 income year. 

• A reduction in the maximum tax rate applying to widely held savings vehicles and 
the top portfolio investment entity (PIE) rate to 30% with effect from the 2008/09 
income year. 

• Introduction of an R&D tax credit be introduced with effect from the 2008/09 
income year. 

 
 
EXECUTIVE SUMMARY 
 
3. The Business Tax Review discussion document, released in July last year, sought public 
feedback on a range of possible tax initiatives aimed at increasing the levels of productivity, 
business investment, innovation, exporting and skills levels in the economy.  Responses to 
this consultation and further policy development have resulted in the proposals in this paper.   
 
4. This paper also discusses further work to be undertaken on simplification later this 
year [information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials]. 
 
BACKGROUND 
 
5. The Business Tax Review and the associated review of New Zealand’s international tax 
rules form a substantial and important part of the government’s Economic Transformation 
agenda.  Our aim is to have a sustainable economy built on innovation and quality, producing 
the kinds of products for which the rest of the world will pay a premium.  Tax policy has a 
key role to play in support of these goals and in fostering an environment that enables New 
Zealand businesses to grow and compete successfully in a global economy.    
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6. The Business Tax Review is also a key feature in the government’s Confidence and 
Supply Agreements with United Future and with New Zealand First, and aims to provide 
better incentives for productivity gains and improved competitiveness with Australia.  The 
concurrent review of our international tax rules reinforces these goals and focuses on a 
number of specific proposals to improve the international competitiveness of New Zealand 
companies. 
 
7. The Business Tax Review discussion document, released in July last year, sought public 
feed-back on a range of possible tax initiatives aimed at increasing the levels of  productivity, 
business investment, innovation, exporting and skill levels in the economy.  These possible 
initiatives ranged from reducing the company tax rate to 30%, to tax base initiatives such as 
targeted tax credits, to further reduction of tax-related business compliance costs.  Responses 
to this consultation and further policy development have resulted in the present 
recommendations on the company tax rate and associated changes, and on the introduction of 
a tax credit for R&D.  The Business Tax Review also canvassed other measures including 
further reforms to depreciation, changes to the tax treatment of black-hole expenditures, and 
compliance cost reduction measures (in particular, for smaller businesses).  This paper 
provides an update on these issues. 
 
8. [information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials  
 
 
 
 
    ] 
 
9. This paper seeks agreement in principle to a number of policy changes.  A second paper 
in April 2007 (Business Tax Review Fiscal Issues Paper) will seek final decisions once fiscal 
parameters are clearer. 
 
 
BUSINESS TAX REVIEW MEASURES 
 
Company tax rate cut  
 
10. We recommend reducing the company tax rate from 33% to 30%, with effect from the 
2009 income year.  (For companies with a 31 March balance date, the new rate will apply 
from 1 April 2008.)  This will allow successful businesses to keep a greater share of their 
profits.   
 
11. The New Zealand economy operates in an inter-connected world where profits, 
investment and businesses are increasingly mobile.  When the New Zealand company tax rate 
was last amended, in 1989, it was low by world standards.  Company tax rates worldwide 
have in the meantime reduced, with the risk that New Zealand will become an unattractive 
outlier.  This is a particular concern in the context of Australia, given the increasing 
integration of the trans-Tasman capital market. 
 
12. Reducing the company tax rate would boost the competitiveness of New Zealand-
based companies and encourage more inbound investment by firms that have decided to 
locate in New Zealand.  A lower company tax rate would also reduce incentives for firms to 
stream profits away from New Zealand. 
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13. A lower company tax rate would tend to increase New Zealand’s stock of plant, 
equipment and buildings, which would, in turn, boost labour productivity and wage rates. 
 
14. In addition, since it is not possible to measure and tax economic income perfectly, 
income taxes will inevitably distort investment decisions and impede corporate capital from 
flowing to its most productive uses.  Reducing the company tax rate would boost capital 
productivity by reducing these distortions.    
 
Other changes as a result of reducing the company tax rate 
 
15. Reducing the company tax rate will require a number of transitional and consequential 
adjustments to the legislation.  Most of these are clear-cut and require only technical 
amendments, although four areas require special attention.  We are seeking Cabinet authority 
for us to approve the necessary technical amendments.  The four more substantive issues 
follow.  
 
Tax rate changes for savings vehicles 
 
16. Companies can be used as savings vehicles.  Unit trusts are taxed as companies and 
are also commonly used as savings vehicles.  A reduction in the company tax rate will 
automatically reduce the tax rates on these entities.  Any reduction in the company tax rate 
raises the question of what should happen to the tax rates on other savings vehicles. 
 
17. We recommend taxing widely held savings vehicles at the new company rate of 30 
percent.  We also recommend parallel changes to the recently enacted portfolio investment 
entity (PIE) rules to cap the top PIE rate at 30%, to be consistent with the treatment of other 
widely held savings vehicles.  [information deleted in order to maintain the effective conduct 
of public affairs through the free and frank expression of opinions                     ]          These 
changes are necessary to ensure that there is no bias against saving through these other widely 
held entities.  By reducing taxes on savings they will facilitate growth and productivity by 
increasing the pool of domestic savings available to finance business expansion. 
 
18. Giving effect to these changes will involve minor technical changes.  However, new 
rules will be necessary to ensure that non-widely held superannuation funds and certain group 
investment funds used for private savings purposes will continue to be taxed on trustee 
income at 33%. 
 
Imputation credits 
 
19. The imputation system allows credit for tax paid at the company level to be passed 
through shareholders, offsetting their tax liability on dividends received. The maximum 
imputation credit ratio is set equal to the company tax rate. Allowing the imputation ratio to 
change at the same date as the company tax rate is simple but would adversely affect many 
shareholders (in particular New Zealand individuals and trusts) since dividends are usually 
paid out in arrears. Profits taxed in the company’s hands at 33% would be imputed only to 
30%, leading to an additional top-up tax being paid by shareholders, with imputation credits 
trapped in the company.  The additional tax on the 3% could be criticised as amounting to 
double taxation. 
 
20. To address this concern, we recommend that the current 33% imputation credit ratio 
be available until 31 March 2010.   
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21. Our recommended approach addresses likely shareholder concerns.  However, it does 
have higher costs (of around $130 million) and is more complex.  It also requires preventing 
the use of 33% tax credits on dividend distributions to companies and savings entities that 
will be benefiting from the 30% tax rate. 
 
Resident withholding tax 
 
22. We recommend that resident withholding tax (RWT) on dividends remain at 33% for 
the present.  That recommendation is made in anticipation of the results of a wider reform of 
RWT, to reduce administrative and compliance costs, which is underway at present and 
expected to be completed in 2008. 
 
Qualifying company election tax 
 
23. Qualifying company election tax (QCET) rate is currently set at 33%.  QCET is the 
default tax payable by a company if it elects to be a qualifying company.  It is calculated on 
basis of the dividends that would be assessable if the company were liquidated.  However, 
given present settings, it is a final tax, with the effect that in some circumstances, tax can be 
paid at 33% rather than 39%. 
 
24. We recommend that the QCET rate continue to be matched to the reduce company tax 
rate. This increases the incentives to avoid higher rates of tax by instead paying QCET. The 
avoidance opportunity can be removed by a technical change that brings QCET within the 
imputation system. 
 
 
TAX CREDITS FOR R&D, EXPORT MARKET DEVELOPMENT AND 
WORKPLACE SKILLS 
 
25. The Business Tax Review discussion document explored the idea of introducing tax 
credits for R&D, export market development and workplace skills training.  The government 
recognises there are a number of reasons for intervening in these areas, including to contribute 
to the Economic Transformation objectives of promoting globally competitive firms and 
creating more innovative and productive workplaces and a highly skilled workforce.  
Businesses can lift their performance by investing in innovation to develop improved products 
and processes, by investing in developing new markets for their products and/or by investing 
in their staff.  
 
26. The decision on whether to introduce these tax credits has been considered in line with 
the framework provided in the current Revenue Strategy (agreed by Cabinet in April 2006), 
and is informed by the work of the McLeod Tax Review of 2001.  That is to say, the 
government will consider the use of tax exemptions and concessions only in the context of the 
full range of policy options and only if the benefits can be shown to outweigh the costs for 
New Zealand.  There is a relatively high burden of proof required to justify the use of tax 
concessions.  In areas where the case for government intervention is clear, the key question is 
whether intervention through the tax system would be more effective than using existing 
channels for intervention. 
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27. In principle, there are a number of reasons why tax credits can be more effective than 
other interventions, including: 
 

• greater reach and visibility across businesses; 
• lower compliance costs and greater ease of access; and 
• greater certainty and predictability about eligibility rather than the risk of being 

denied on the basis of discretion or a limited budget.   
 
28. Over three-quarters of the countries in the OECD are now providing R&D tax 
incentives.  There is a significant and growing body of international evidence that suggests 
that these tax credits have been effective at encouraging business R&D.  In addition, there is 
some evidence to suggest that non-discretionary assistance such as tax credits may be more 
effective than discretionary assistance such as grants in achieving that objective.  This 
provides a prima facie case in favour of tax credits for R&D.  Submissions on tax credits were 
polarised, with many strong arguments for and against the credits.  However, tax credits for 
R&D are common internationally and were the most strongly supported of the credits.   
 
29. While the same in-principle arguments could apply to tax credits for export market 
development and for skills training, there is less international experience or evidence of the 
relative effectiveness of tax credits in these areas.   
 
30. Tax credits for export market development would be likely to increase expenditure in 
this area.  However, the biggest benefits for economic transformation occur when businesses 
take new products to new markets, opening up new opportunities for New Zealand more 
broadly.  A tax credit for export market development cannot effectively distinguish this high-
value market development from other, similar business as usual activities.  Existing support 
for market development is delivered through a combination of grants and other programmes, 
where it is possible to ensure that assistance is better targeted to those businesses developing 
new markets.  On balance, it seems unlikely that tax credits are a more effective way of 
providing assistance to export market development than the current grants and other 
programmes. 
 
31. Tax credits to employers for developing the skills of their employees would be likely 
to boost the overall productivity of the New Zealand workforce.  However, they would do so 
by encouraging training of the employed rather than the self-employed or those who are not in 
the workforce.  Tax credits would duplicate and complicate the provision of support for this 
training – most or all of the courses that would be eligible for the tax credit would already be 
substantially funded through the tertiary education funding system.  On balance, it is likely 
that directing an equivalent increase in funding through the Tertiary Education Commission’s 
funding mechanisms would pose lower risks and would be more cost-effective at increasing 
the development of skills than a tax credit for workplace skills training. 
 
32. For these reasons we recommend the introduction of a tax credit for R&D only.    
 
 
R&D TAX CREDIT 
 
33. We recommend that the R&D tax credit have a relatively broad definition of eligible 
R&D activities but that it has safeguards to limit its scope to be exploited for tax planning 
purposes.  There are inevitably trade-offs between these objectives. 
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34. There are three main elements to the design of the R&D tax credit – the definition of 
R&D, eligibility criteria, and the definition of eligible expenditure – and those are explored in 
more detail in the following sections.  In addition, there will be a number of further, more 
technical measures and amendments that will be required to implement the tax credit and to 
limit the scope for tax planning.  One of these measures, a proposed cap on in-house software 
R&D, is also discussed. 
 
35. Overall, our aim has been to deliver a well-designed R&D tax credit – informed by 
international experience and reflecting best practice.  Our recommended definition of R&D 
covers both activities to resolve significant scientific or technical uncertainty and activities 
involving appreciable novelty.  A wider set of supporting activities will also be eligible for the 
R&D tax credit, to the extent they are necessary for the core R&D to take place.  This is a 
relatively broad definition that extends well beyond simply scientists in laboratories, and is 
closely related to the definition used in Australia.   
 
36. We also recommend that a number of activities be explicitly excluded from the 
definition.  These sorts of exclusions are relatively common internationally and help target the 
tax credit to areas where significant spill-over benefits to other firms are likely to occur.  This 
exclusion is intended to eliminate any uncertainty in these areas.  We also recommend further 
eligibility criteria and definitions of both eligible and ineligible expenditures to provide 
greater certainty to taxpayers, to help ensure the greatest benefit to New Zealand from the tax 
credit and the R&D it encourages, and to remove identified pressure points for tax planning 
(such as specific types of expenditure or activity that have been prone to abuse in other 
countries). 
 
Definition of R&D 
 
37. We recommend that the following definition of R&D be used for the purposes of the 
R&D tax credits: 
 

(i) systematic, investigative and experimental activities that seek to resolve 
scientific or technological uncertainty or that involve an appreciable 
element of novelty and that are carried on for the purposes of: 

•  acquiring new knowledge; or 
•  creating new or improved materials, products, devices, processes or 

services;   

(ii) other activities that are commensurate with, required for, and integral to, 
the carrying on of the activities in paragraph (i). 

 
38. Paragraph (i) of the definition covers “core activities” for R&D.  Paragraph (ii) 
provides for activities that support a core activity.  This definition is broadly in line 
with that used in Australia.  Legislative clarification of some of the terms, and 
guidelines that expand on the definition, will be required.    
 
Activities excluded from being “core activities” 
 
39. We recommend that the following activities be ineligible as core activities, 
although they can be eligible support activities: 
 

• prospecting, exploring or drilling for, or producing, minerals, petroleum, natural 
gas or geothermal energy; 
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• research in social sciences, arts or humanities; 
• market research, market testing or market development, or sales promotion 

(including consumer surveys); 
• quality control or routine testing of materials, products, devices, processes or 

services; 
• the making of cosmetic or stylistic changes to materials, products, devices,  

processes or services; 
• routine collection of information; 
• commercial, legal and administrative aspects of patenting, licensing or other 

activities; 
• activities associated with complying with statutory requirements or standards; 
• management studies or efficiency surveys; 
• the reproduction of a commercial product or process by a physical examination of 

an existing system or from plans, blueprints, detailed specifications or publicly 
available information; 

• pre-production activities, such as demonstration of commercial viability, tooling-
up and trial runs. 

 
40. Certain activities are routinely excluded from the core definition of R&D.  This is 
necessary because some activities have R&D-like characteristics but are not generally 
considered to be either R&D or to offer the same level of spill-over benefits.  This list is 
based broadly on the Australian list of exclusions.   
 
Eligibility criteria 
 
41. We recommend that claimants be eligible for the R&D tax credit only if they satisfy 
each of the following criteria: 
 

• They must be in business in New Zealand.  The expenditure for which they make 
a claim must be related to that business.  Industry research co-operatives should 
not need to meet the requirement to be in business.  Instead they would have to 
demonstrate that they were undertaking or commissioning R&D primarily on 
behalf of businesses, and that contributions or levies were received from those 
businesses. 

• More than $20,000 of eligible expenditure must be incurred in the year a claim is 
made.  Setting a minimum amount for eligible expenditure is designed to reduce 
both administrative costs and risks of re-characterisation of expenditure.  An 
exception to this general rule is recommended for R&D services purchased from a 
listed research provider.  To be listed as a research provider a firm would have to 
show that it has the capability to perform contracted R&D, has research facilities, 
charges fees on commercial terms, is available to undertake work on behalf of 
multiple unrelated organisations, and maintains suitable records.   

• R&D tax credits will only be available in respect of R&D projects predominantly 
undertaken in New Zealand.  The tax credit for expenditure undertaken overseas 
is limited to no more than 10% of expenditure undertaken in New Zealand.  
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• The R&D must have been carried out by or on behalf of the claimant. Claimants 
must be able to show that they bear both the financial and technological risk 
associated with the project, have control over the R&D work and own the project 
results.   

 
42. The motivation behind these criteria is to enable New Zealand to receive the largest 
possible benefit from R&D concessions.  Limiting claimant eligibility to New Zealand-based 
businesses and requiring the bulk of the R&D to be performed in New Zealand should see 
most of the benefits from the R&D being captured in New Zealand.  Limiting the R&D tax 
credits to the person(s) who bear the costs, the risks, and the potential gains from the R&D 
focuses the concession on the firms making decisions on how much R&D to undertake.   
  
43. We recommend that Crown Research Institutes, tertiary institutions, and District 
Health Boards and their associates and controlled subsidiaries not be eligible for the R&D tax 
credit because the aim of the tax credit is to increase private sector R&D.   
 
44. Legislative clarification of some of the terms, and guidelines that expand on the some 
of these definitions will be required.   
 
Eligible expenditure 
 
45. We recommend that the R&D tax credit apply only if and when expenditure is 
deductible or amortisable under the Income Tax Act 2004 and is incurred in respect of R&D 
activities on: 
 

• salaries and wages of employees;  
• depreciation of tangible assets used primarily in conducting R&D; 
• costs of staff training, recruitment, relocation and travel incurred directly in 

respect of R&D; 
• the cost of materials incorporated into prototypes and pilot plant where the cost is 

immediately deductible; 
• overheads that relate to administration, personnel, repairs and maintenance, 

cleaning and security, rates, utilities, insurance and leasing of buildings, plant and 
equipment; 

• the cost of items consumed, and the net cost of items processed or transformed, in 
R&D activities; and 

• payments to entities conducting R&D on behalf of the claimant.  
 
Ineligible expenditure 
 
46. We recommend that expenditure on the following items will not be eligible for the 
R&D tax credit: 
 

• interest incurred in the financing of R&D activities; 

• core technology (technology used as a basis for further R&D); 
• expenditure in relation to which a grant is provided and the required co-funding; 



9 
 

Treasury:981912v2  

• expenditure on intangible assets (except the cost of the right to use – that is, 
leasing – buildings, plant and equipment used in conducting R&D);  

• the making of donations; and 
• professional fees in calculating what is R&D. 

 
47. Expenditure on these items should be ineligible for the R&D tax credit because they 
pose particular concerns.  For example, experience suggests a cautious approach is prudent in 
allowing expenditure on intangible assets to earn R&D tax credits because these assets are 
frequently used in tax avoidance schemes. The rationale for excluding interest costs is that a 
firm can maximise interest deductions, and therefore the amount of credit it receives, by 
lending to and borrowing back those funds to a third party. Once the R&D tax credit is in 
effect, further work will need to be done to examine the benefits and risks of allowing 
expenditure on intangible assets to be eligible for tax credits.   
 
Cap on eligible expenditure on in-house software use 
 
48. We recommend that a cap of $2 million be put in for eligible expenditure when the 
R&D core activity is in-house-use software.   
 
49. The concern with in-house software is that routine back-office software development 
– for example, in the financial services sector – involving no appreciable element of R&D, 
can easily be re-characterised as software R&D. It is difficult to make the definition of R&D 
sufficiently precise to prevent this re-characterisation without also excluding clear-cut R&D.  
Where attempts at re-characterisation of routine internal-use software development succeed, 
the legal requirements have been satisfied, but nevertheless this is not the type of activity for 
which an incentive is intended.  International experience suggests that allowing tax credits for 
software development poses a significant fiscal risk. 
 
50. The cap would apply only to in-house-use software where this is the focus of the R&D 
activity, and would not apply to expenditure on in-house-use-only software if that software is 
an eligible supporting activity or there is a dominant or primary purpose of sale or license to 
multiple un-associated third parties.  
 
51. The cap is a relatively blunt instrument.  As a result, we expect that in a small number 
of cases, expenditure that would otherwise clearly qualify for the tax credit (not “borderline” 
cases) will not qualify.  To deal with these cases, we recommend a ministerial power to waive 
the cap.  Such a power means a cap could operate to prevent large claims for re-characterised, 
routine development, without removing incentives for large but clearly genuine R&D claims.  
 
52. Measures to ensure the integrity of the cap will be required, to prevent claimants 
seeking to circumvent it by spreading R&D spending on in-house-only use software across 
subsidiaries or related parties.   
 
Evaluation and review 
 
53. It is important that the effectiveness of the design and delivery of the R&D tax credit in 
achieving the desired outcomes is monitored and evaluated.  We will report back to Cabinet 
on this issue when we report on the Business Tax Review fiscal package.   
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OTHER ISSUES RAISED IN THE BUSINESS TAX REVIEW 
 
54. The Business Tax Review discussion document also raised a number of other possible 
areas of business tax reform for discussion and debate.  The main areas raised were the 
depreciation rules, specific pressure points in the current business tax rules, and the possibility 
of measures to reduce compliance costs, in particular for smaller businesses. 
 
Depreciation 
   
55. The depreciation rules were substantially reformed in Budget 2005, to more closely 
align depreciation for tax purposes with the way assets lose value in practice.  Further changes 
to the depreciation rules were not seen as a priority in submissions.  We propose that officials 
do not investigate further significant changes to depreciation at this time. 
 
Black-hole and other issues  
 
56. A number of submissions on the Business Tax Review highlighted the existence of 
black-hole expenditure – expenditure that can neither be immediately expensed nor 
depreciated or amortised over a number of years – as an area for concern.  There was also 
some concern about the other issues raised, including the issue of greater ability to carry-
forward losses across certain changes in ownership.  It has not yet been possible to investigate 
these further concerns.  The priority of these issues relative to other tax policy reforms will be 
considered in the context of the next tax policy work programme. 
 
Reducing compliance costs, in particular for smaller businesses 
 
57. Submissions on the Business Tax Review also raised compliance costs.  We ask you 
to note that we have asked officials to report to us on a series of measures (including fiscal 
implications) that could simplify the tax rules for small- and medium-sized enterprises 
(SMEs).  We plan to issue a discussion document on this matter later this year. [information 
deleted in order to maintain the current constitutional conventions protecting the 
confidentiality of advice tendered by ministers and officials  

•  
•  
•  

 
58.  
 
     ] 
 
INTERNATIONAL TAX REVIEW 
 
59. The review of New Zealand’s international tax rules is progressing well.  The 
discussion document New Zealand’s International Tax Review: a direction for change, was 
released on 15 December 2006.  Since then, officials have been consulting extensively with 
businesses across the country.  We will be reporting back to Cabinet shortly on the outcomes 
of these consultations, setting out proposed policy changes and the associated fiscal 
implications. 
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[information deleted in order to maintain the current constitutional conventions protecting 
the confidentiality of advice tendered by ministers and officials  
60.  
 
 
 
 
 
 
 
61.  
 
 
62.  
 
 
 
 
 
 
 
 
 
63.  
 
     ] 
 
 
FINANCIAL IMPLICATIONS 
 
64. This paper is seeking in principle agreement to a number of policy changes, subject to 
subsequent approval of the associated funding decisions, and confirmation of the final Budget 
package. A companion Cabinet paper will be provided shortly. This will provide detail on the 
fiscal implications of the full Business Tax Review fiscal package, and potentially including 
options for phasing and scaling back components of the package. 
 
65. [Information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
           ]
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66. Inland Revenue’s initial estimates of the administrative costs associated with these 
policy changes are: 
  

• [Information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials  

•  
     ] 

  
67. We emphasise that these represent approximate ranges, and that further work 
(including confirmation of the underlying assumptions) is required in order to refine them.  
We note that the ongoing operating cost of the company tax rate cut is likely to reduce. 
  
68. These estimates are yet to be reviewed in detail by Treasury, and are subject to the 
resulting Treasury assessment and ensuing detailed policy decisions, as well as consideration 
and confirmation of the wider Budget package.  Detailed costings, including discussion of 
options (and their associated risks and benefits) will be provided in the Business Tax Review 
Fiscal Issues Paper in April 2007. 
 
 
CONSULTATION 
 
Public consultation 
 
69. The Business Tax Review discussion document sought public feed-back on a range of 
possible tax initiatives to increase productivity and boost New Zealand’s international 
competitiveness. Further issues papers on the design of possible tax credits resulted in 
additional submissions. 
 
Government departments 
 
70. Consultation occurred with the relevant government departments throughout the policy 
development process.  They included the Ministry of Economic Development, Ministry of 
Foreign Affairs and Trade, Ministry of Research, Science and Technology, Ministry of 
Education and the Tertiary Education Commission.  The Department of Prime Minister and 
Cabinet have been informed. 
 
 
HUMAN RIGHTS IMPLICATIONS 
 
71. The proposals contained in this paper are consistent with the rights and freedoms 
affirmed in the New Zealand Bill of Rights Act 1990 and the Human Rights Act 1993.   
 
 
LEGISLATIVE IMPLICATIONS 
 
72. Implementing the amendments will require changes to the Income Tax Act 2004.  We 
recommend that the amendments to the company tax rate and tax rate on savings vehicles be 
introduced through Budget night legislation, with the remainder of the changes being included 
in the 2007 tax bill intended to be introduced in May 2007.    
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REGULATIORY IMPACT AND BUSINESS COMPLIANCE COST STATEMENTS 
 
73. A Regulatory Impact Statement is not required because of the exemption that applies to 
Budget decisions where the decision is to repeal, impose or adjust a tax.   
 
 
PUBLICITY 
 
74. The Minister of Finance will make announcements on the changes to the tax rates for 
companies and widely held savings vehicles, and the introduction of R&D tax credits as part 
of the Budget 2007 and when the bill is introduced into the House.  
 
 
RECOMMENDATIONS 
 
75. The Minister of Finance and the Minister of Revenue recommend that the Cabinet 
Business Committee: 
 

Reduction in the company tax rate 
 
1. Agree that subject to there being adequate fiscal scope, the company tax rate be 

reduced from 33% to 30%, with effect from the 2008/09 income year.   
 
Other changes as a result of reducing the company tax rate, subject to agreement 
to recommendation (1) 
 
2. Agree to reduce the tax rate on widely held savings vehicles and to cap the 

Portfolio Investment Equity (PIE) top rate to 30% with effect from the 2008/09 
income year. 

 
3. Agree that the current 33/67 imputation credit ratio be available to 31 March 

2010.   
 
4. Agree that resident withholding tax on dividends remain at 33%.   
 
5. Agree that the Qualifying Company Election Tax rate be reduced to 30%. 
 
6. Agree that the Qualifying Company Election Tax paid be treated as a credit to the 

company’s imputation credit account. 
 
7. Note that a number of further, more minor technical amendments will be required 

as a consequence of the reduction in the company tax rate. 
 
8. Authorise the Minister of Finance and Minister of Revenue to make decisions on 

these technical amendments. 
 
Research and development tax credit  
 
9. Agree that subject to there being adequate fiscal scope, an R&D tax credit be 

introduced with effect from the 2008/09 income year. 
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10. Agree to basing the tax credit for R&D on the description in the attached annex.  
 
11. Note that we have directed officials to report back on an evaluation process for 

the new tax credits regime, which should also indicate how data will be collected 
for reviewing the effectiveness of the tax credits in relation to cost and 
effectiveness in achieving the set outcomes, by April this year. 

 
12. Authorise the Minister of Finance and the Minister of Revenue to make decisions 

on the necessary technical amendments for R&D tax credits. 
 
Legislative process 
 
13. Agree to include amendments to reduce the company tax rate, the tax rate on 

widely held savings vehicles and the cap on the top rate for PIEs in Budget night 
legislation in accordance with recommendations (1) and (2). 

 
14. Agree to include the remainder of the amendments in accordance with 

recommendations (3) to (12) in the taxation bill scheduled for introduction in May 
2007. 

 
15. Invite the Minister of Revenue to instruct Inland Revenue to draft legislation so 

as to give effect to the proposals contained in this paper. 
 
Further reporting 
 
16. Note that once fiscal parameters become clearer in April 2007 we will report 

further on the Business Tax Review fiscal issues. 
 
Reducing compliance costs for small- and medium-sized enterprises 
 
17. Note that we have asked officials to report to us on a series of measures 

[Information deleted in order to maintain the current constitutional conventions 
protecting the confidentiality of advice tendered by ministers and officials] that 
could simplify the tax rules for small and medium sized enterprises, with the view 
to the government issuing a discussion document later this year.   

 
[Information deleted in order to maintain the current constitutional conventions 

protecting the confidentiality of advice tendered by ministers and officials] 
 

 
 
 
 
 
Hon Dr Michael Cullen Hon Peter Dunne 
Minister of Finance Minister of Revenue 
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ANNEX 
 
Definition of R&D 
 
 (i) systematic, investigative and experimental activities that seek to resolve scientific or 

technological uncertainty or that involve an appreciable element of novelty and that are 
carried on for the purposes of 

•  acquiring new knowledge; or 
•  creating new or improved materials, products, devices, processes or services;   

(ii) other activities that are commensurate with, required for, and integral to, the carrying on 
of the activities in paragraph (i). 

 
Exclusions from the definition of R&D 
 
• prospecting, exploring or drilling for, or producing, minerals, petroleum, natural gas or 

geothermal energy; 

• research in social sciences, arts or humanities; 

• market research, market testing or market development, or sales promotion (including 
consumer surveys); 

• quality control or routine testing of materials, products, devices, processes or services; 

• the making of cosmetic or stylistic changes to materials, products, devices,  processes or 
services; 

• routine collection of information; 

• commercial, legal and administrative aspects of patenting, licensing or other activities; 

• activities associated with complying with statutory requirements or standards; 

• management studies or efficiency surveys; 

• the reproduction of a commercial product or process by a physical examination of an 
existing system or from plans, blueprints, detailed specifications or publicly available 
information; and 

• pre-production activities, such as demonstration of commercial viability, tooling-up and 
trial runs. 

 
Eligibility criteria 
 
• They must be in business in New Zealand.  The expenditure for which they make a 

claim must be related to that business.  Industry research co-operatives should not need 
to meet the requirement to be in business.  Instead they would have to demonstrate that 
they were undertaking or commissioning R&D primarily on behalf of businesses, and 
that contributions or levies were received from those businesses. 

• More than $20,000 of eligible expenditure must be incurred in the year a claim is made.  
An exception to this general rule is recommended for payments made for R&D services 
purchased from a listed research provider.  To be listed as a research provider a firm 
would have to show that it has the capability to perform contracted R&D, has research 
facilities, charges fees on commercial terms, is available to undertake work on behalf of 
multiple unrelated organisations, and maintains suitable records.   
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• R&D tax credits will only be available in respect of R&D projects predominantly 
undertaken in New Zealand.  The tax credit for expenditure undertaken overseas is 
limited to no more than 10% of expenditure undertaken in New Zealand.  

• The R&D must have been carried out by or on behalf of the claimant. Claimants must 
be able to show that they bear both the financial and technical risk associated with the 
project, have control over the R&D work and own the project results.   

• Crown Research Institutes, tertiary institutions, and District Health Boards [information 
deleted in order to maintain the current constitutional conventions protecting the 
confidentiality of advice tendered by ministers and officials]   

 
Eligible expenditure 
 
• salaries and wages of employees;  
• depreciation of tangible assets used primarily in conducting R&D; 
• costs of staff training, recruitment, relocation and travel incurred directly in respect of 

R&D; 
• the cost of materials incorporated into prototypes and pilot plant where the cost is 

immediately deductible; 
• overheads that relate to administration, personnel, repairs and maintenance, cleaning 

and security, rates, utilities, insurance and leasing of buildings, plant and equipment; 
• the cost of items consumed, and the net cost of items processed or transformed, in R&D 

activities; and 
• payments to entities conducting R&D on behalf of the claimant. 
 
Ineligible expenditure 
 
• interest incurred in the financing of R&D activities; 
• core technology (technology used as a basis for further R&D); 

• expenditure in relation to which a grant is provided and the required co-funding; 
• expenditure on intangible assets (except the cost of the right to use – that is, leasing – 

buildings, plant and equipment used in conducting R&D);  
• the making of donations; and 
• professional fees in calculating what is R&D. 
 
Cap on in-house-use software development 
 
A cap of $2 million be put in for eligible expenditure where the R&D core activity is in-
house-use software and that appropriate rules are introduced to maintain the integrity of the 
cap. 
 


