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Executive summary The Government has now released its Consultation Paper for
the new Research and Development (R& D) tax credit regime.
Timin
J The new regime will apply from 1 July 2010 to new and
40 percent R&D tax credit existing R& D activities. There will be a period of public

consultation ending 26 October 20009.
45 percent refundable R&D tax
credit The Consultation Paper contains the following key issues.

e R&D digibility criteriawill require activities to exhibit

Treat t of R&D iture that
reatment of R&D expenditure tha both innovation and high levels of technical risk

is currently deductible at 100

percent e Supporting activities that can be claimed will be limited
Who can claim e Software claimswill be subject to tighter eligibility
requirements

Grouping rules
o e The scope of eligible R&D activities will be narrowed
Tax exempt entities through the implementation of other options detailed in the

o Consultation Paper.
R&D definition changes

) KPMG will actively participate in the consultation process and
Increased compliance and encourages companies and industry bodies to make
monitoring submissions.

Participating in the consultation
process
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May 2009

July-August
2009

18 September
2009

Sep-0ct 2009

26 October
2009

Nov-Dec 2009

Early 2010

1 July 2010

From 1 July for
30 June 2011
financial year

Federal Budget announced new
R&D credit to replace R&D tax
concession

Informal consultation process

Consultation paper released

Formal public briefings and targeted
industry consultation

Submissions close

Drafting legislation and possibly
seeking clarification from those
who lodged submissions

Exposure draft legislation due
for release

New credit system becomes operative

for companies balancing:
-30Jun-1Jul 2010
-30 Sep - 1 0ct 2010
-31Dec - 1 Jan 2011
- 31 Mar - 1 Apr2011

Submission of tax claims under new
system can commence

Timing

The new R&D tax credit system will begin in less than ayear,
which is a short time for the fundamental changes propounded.

40 percent R&D tax credit

A 40 percent R& D tax credit will apply to Australian
incorporated companies with greater than $20million turnover.
Companies will not be able to claim atax deduction for R&D
expenditure claimed, resulting in anet tax saving of 10 centsin
the dollar.

Any unused credit amounts can (subject to integrity rules) be
carried forward to be applied against future income tax liabilities
in accordance with Division 65 of the Income Tax Assessment
Act 1997 (ITAA 1997). Carried forward credits will resultin a
similar outcome to acarry forward loss arising from atax
deduction under the existing R& D tax concession.

The 40 percent R& D tax credit will be applied after ‘useit or
loseit’ tax offsets (such as the tax offset for foreign income tax
under Division 770 of the ITAA 1997) and before refundable tax
offsets (including the Refundable R& D tax credit).

The Consultation Paper states foreign-owned companies can
access the 45 percent R& D tax credit, in contrast to the 2009-10
Federal Budget announcement and innovation policy publication
Powering Ideas. An Innovation Agenda for the 21st Century.

45 percent refundable R&D tax credit

The 45 percent refundable R& D tax credit will be available to
Australian incorporated companies with aR&D company group
turnover of less than $20 million. Companies with Australian tax
losses can therefore receive a cash refund of up to 45 centsin the
dollar for qualifying R&D expenditure in any year. Companies
will not be able to claim atax deduction for the R&D
expenditure claimed, resulting in a net tax saving of 15 centsin
the dollar.

If ataxpayer’sincometax liability is reduced to zero, the unused
refundable tax credit amount can be applied to reduce other tax
liabilities (such as GST). Any residual unused amounts can be
refunded to the company.

Companies can only access refunds after their tax assessment is
completed. The Australian Taxation Office (ATO), in
conjunction with Auslndustry, will apply appropriate risk
management procedures before issuing refunds.

Integrity measures will include limiting deductions for
expenditure accrued but not paid (especially with related
entities).
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Treatment of R&D expenditure that is currently deductible at
100 percent

The Government has yet to decide how the new R&D tax incentive will treat expenditure on
R& D that currently receives a non-enhanced (100 percent) deduction (namely, interest, residual
feedstock, allowable core technology and expenditure that isnot ‘at risk’).

Who can claim

The new R&D tax credit will be available to companies incorporated in Australiafor R&D
conducted in Australia.

L ocation of ownership of the resulting intellectua property (IP) will not be relevant where the
R&D is done for a group member.

Grouping rules

Grouping rules will apply in the context of relevant thresholds for the R& D tax credit, as they
do under the current scheme. References to a‘company’ in this context should be read as
‘company group’. In summary, acompany group for R&D is one where a company controls
more than 50 percent of another company. In addition, de facto control could also create a
company group for R&D.

Tax exempt entities

The new Refundable R& D tax credit will be available to companies with up to 50 percent
ownership by exempt entities (such as universities). Thisis double the 25 percent cap that exists
under the current R& D Tax Offset. Thiswill encourage collaboration between such entities and
small firms. There will be administrative mechanisms to prevent the R& D tax credit being used
to fund R& D that receives public support through other programs.

R&D definition changes

The R&D definition will be changed to require activities to exhibit both innovation and high
levels of technical risk and to exclude from R&D €ligibility certain supporting activities which
might previously have been eligible for R&D. The consultation process will focus on the nature
of these exclusions.

The Consultation Paper advises that more extensive guidance material will be available to assist
companies in self-assessing their R&D activities.

Supporting R& D will continue to be recognised under the new R& D tax credit, but claims will
be significantly restricted.

The Consultation Paper suggests a range of options to restrict the eligible claims:
e acap for supporting R& D, as a proportion of expenditure on core R&D

e supporting activities should only be eligible where they are for the sole or dominant purpose
of supporting core R&D activity

e exclude production activities or dual role (i.e. commercial/business-as-usual) activities
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e certain costs of supporting activities should only be eligible on a net expenditure basis (e.g.
sale of product or prototype reduces the credit)

e supporting activities should attract alower rate of assistance than core R&D

e preventing named non R& D activities of a marketing/routine nature being claimable as
supporting activities.

The Government is also seeking to limit software claims by tightening or modifying the
multiple sale criteria or restricting the type of claims that the R& D credit should support.
Submissions are being sought on the type of claims that the R& D credit should support.

The new R&D tax credit will retain the rule that a company can only claim eligible R&D
conducted by the company or on its behalf.

Thiswill be tested by reference to whether, on balance, the claimant company:
e bearsthe financia risk associated with a R&D project

e has control over the R& D project

o effectively owns the project results.

The new scheme will also retain the exception to the ‘on own behalf’ rules that currently exist
for foreign-owned R&D. An Australian company will, subject to certain requirements being
met, claim the R& D tax credit for R&D carried out on behalf of a grouped foreign associate in a
treaty country. The new R&D tax credit will aso retain the rule that where R&D is exploited, it
must be done so on commercial terms.

Increased compliance and monitoring

Monitoring and audit will increase significantly to ensure the new R&D tax credit is not subject
to excessive claims. It isimportant the compliance framework will be transparent, consistent
and ensure timely service delivery.

The R&D tax credit will continue the current joint administration model, where the Innovation
Australia Board (a group of independent experts assisted by Auslndustry) will continue to
assess Whether an activity is eligible R&D. The ATO will continue to determine whether an
amount of expenditureisvalidly incurred on that activity aswell as other tax interpretation
issues.

Participating in the consultation process

The Consultation Paper does not cover all aspects raised in the Federal Budget announcement of
May 2009. Stakeholders are encouraged to raise issues not covered in the paper. Such issues
may include:

e treatment of activities conducted overseas

e removal of the unlimited time frame for amendment of assessments relating to R& D by the
Commissioner

e whether the credit will be treated as above the line
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e thetreatment/eligibility of payments to associates
e recoupment of expenditure.

Companies should consider making submissions directly or through their industry bodies. The
deadline for submissionsis 26 October 2009 and submissions can be either public or
confidential.
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www.taxreform.kpmg.com.au

KPMG Contacts

For more information about taxation reform in Australia, or for assistance with completing a
submission, please contact one of the following professionals:

R&D Incentives

National Partner

David Gelb
+61 3 9288 6160
Email: dgelb@kpmg.com.au

Adelaide

Mathew Herring
+61 8 8236 3163
mherring@kpmg.com.au

Brisbane

Adrian Carroll
+61 7 3233 3297
acarroll @kpmg.com.au

Melbourne

Alan Garcia
+61 3 9288 6094
afgarcia@kpmg.com.au

Perth

Phil Renshaw
+61 8 9263 7136
prenshaw@kpmg.com.au

Sydney

Paul Van Bergen
+61 2 9455 9373
pvanbergen@kpmg.com.au

Australian Tax Centre

Matthew Hayes
+61 2 9335 7503
mwhayes@kpmg.com.au

Anthony Petrilli
+61 8 8236 3167
apetrilli@kpmg.com.au

Mark Prentice
+61 3 9288 5508
mprentice@kpmg.com.au

Stephen Carroll
+61 8 9263 7497
scarroll2@kpmg.com.au

Todd Fielding
+61 2 9335 8127
tfielding@kpmg.com.au

Jenny Wong
+61 2 9335 8661
jywong@kpmg.com.au

KPMG's Tax practice is not licensed to provide financial product advice under the Corporations Act and taxation is only one of the matters
that must be considered when making a decision on a financial product. You should consider taking advice from an Australian Financial

Services Licence holder before making any decision on a financial product.

The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or
entity. Although we endeavour to provide accurate and timely information, there can be no guarantee that such information is accurate as
of the date it is received or that it will continue to be accurate in the future. No one should act upon such information without appropriate
professional advice after a thorough examination of the particular situation. Additional information may be obtained from our offices.
Liability limited by a scheme approved under Professional Standards Legislation.
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