In Confidence

Office of the Minister for Research, Science and Innovation
Chair, Cabinet

Reducing the impact of Covid-19 on business R&D

Proposal

1. This paper seeks Cabinet’'s agreement to changing the application date of the)R&D*Tax
Incentive’s broader refundability rules, so that these rules apply one yeargearly (from the
2019-20 income year, rather than the 2020-21 income year).

Relation to Government Priorities

2. This proposal supports the Government’s response to Coyid-19, “by" providing additional
support to R&D performing businesses.

Background

3. The R&D Tax Incentive was introduced in the, 2049/20,income year to replace the existing
Callaghan Innovation Growth Grant regime.“lhe aim of the Incentive is to help the
Government achieve its goal of increasingiR&D spending to 2% of GDP by 2027.

4. Policy development on the R&D Tax Ineentive was undertaken in two phases. The first
phase came into force on 1 Marehy,2049 for most businesses (the 2019/20 income year,
which is referred to as “year 1” in this paper).

5. Phase 1 included a limited*fermiof R&D tax credit refunds for loss-making businesses.’ The
year 1 refundability fulestare based on rules used in the R&D Tax Loss Credit,? and are
fairly restrictive. This means-that only a small proportion of R&D Tax Incentive claimants will
be able to access fefundable credits in year 1 of the scheme. Loss-making businesses who
do not qualify for year A refundability cannot benefit from their credits in year 1, but can
carry their créditsiforward and potentially get them refunded in a future year if they satisfy
certain criteriafThese limited refundability rules were used because there was not enough
time to develep“more comprehensive refundability policy rules as part of the first phase of
work¢

6. The R&D Tax Incentive provides tangible benefits to profitable businesses, and for those
businesses who are eligible for refundability in year 1. It provides no tangible benefit in year
1however, for loss-making businesses who do are not eligible for refundability under the
year 1 rules. There is a risk that these businesses, in particular, will cut their R&D spending
in response to Covid-19, unless we make year 1 refundability accessible to more
businesses.

" In this paper, references to loss-making businesses also includes businesses who are not in a tax loss
position but have insufficient income tax liability to offset their R&D tax credits against. This would include,
for example, a business who has brought losses forward from a previous year and has used these to reduce
its income tax liability in year 1, and as a result has excess R&D tax credits.

2 An existing tax measure that supports R&D Intensive loss-making businesses.
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7. Phase 2 policy development developed broader refundability rules, which were intended to
apply from the 2020-21 income year for most businesses (referred to as “year 2” in this
paper). These proposed new refundability rules are contained in the Taxation (KiwiSaver,
Student Loans, and Remedial Matters) Bill, which recently completed its Third Reading.

8. | am proposing that the application date of these new broader refundability rules apply
retrospectively from year 1 (rather than year 2), so that more businesses are able to access
more R&D tax credit refunds. This will help provide additional cashflow to loss-making R&D
performers who might otherwise have to cut their R&D labour and spending in response to
disruptions caused by Covid-19.

Problem definition and proposal

9. There is a significant risk that businesses will cut their R&D spending in response,to Covid-
19, particularly loss-making businesses who cannot benefit from their R&Dtax eredits this
tax year because they do not qualify for refundability under the existing yean 1 refundability
rules.

The year 1 refundability rules

10.  The year 1 refundability rules restrict refundability to “aysmall subset of eligible entities.
These rules only allow refunds for New Zealand tax resident R&D-intensive unlisted
companies who do not receive tax exempt incomes(other than from intercompany
dividends). In addition, a $255,000 cap appliesftollimitérefundability in year 1. Loss-making
businesses who do not qualify for refundabhility in_year 1 currently have no choice but to
carry their credits forward to year 2 of the regime (the 2020-21 income year), and cash
these credits out in year 2 if they qualify for refundability under the proposed new broader
refundability rules.

11. It is these loss-making businesses who need additional support for their R&D now, to
encourage them to retain theinf R&D, staff @nd continue their R&D investments despite
Covid-19. One way of providing these businesses with that additional support is by
changing the application date of the"proposed new broader refundability rules.

The year 2 broader refundability rules

12.  The proposed new brodder refundability rules will replace the year 1 rules and apply from
year 2 of thegS€hemes The new rules remove the restrictive eligibility criteria referred to
above and allow businesses to be eligible for refundability provided they are eligible for the
R&D Taxsfneentive more generally. In addition, the new rules replace the existing $255,000
refundability cap with a labour-related tax cap, which allows firms refunds up to the total
amaunt ofiabour-related taxes paid in the relevant income year.

Théproposal: bringing the application date forward to year 1

13. Ifthe application date of the year 2 refundability rules is brought forward by a year, so that
they apply from year 1 of the scheme, this will provide more businesses with access to R&D
tax credit refunds sooner. It will also provide some businesses with larger refunds than they
would have obtained under the year 1 refundability rules. By providing more businesses
with more cash sooner, this amendment provides important support to businesses, and
encourages them to continue doing R&D so that they can continue to receive this support in
future.
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Giving businesses a choice between year 1 and year 2 rules

14. A small minority of businesses may be able to access more refunds under the year 1
refundability rules than the proposed year 2 refundability rules. To ensure business
certainty in the regime is maintained, and that no business is disadvantaged by the urgent
amendment, officials recommend that businesses be allowed to choose which refundability
rules they would like to apply to their year 1 R&D Tax Incentive claim. From year 2, all
businesses would have to apply the year 2 refundability rules (they would not be able to
choose to apply the year 1 rules).

New Zealand’s future economic recovery

15.  This amendment provides targeted support to innovative businesses, to enable them to
retain their R&D programmes and the high-skilled jobs that will be necessanyste oursduture
economic recovery. The amendment will provide more support for businesses already
intending to claim the R&D Tax Incentive in year 1, and could encourage®them,io enrol and
file their year 1 claims with Inland Revenue sooner (rather than waiting teffile closer to their
claim due date). If this amendment is not made, businesses aregmore likely to reduce or
stop their R&D, resulting in a deeper and more protracted declinegin ‘eeonomic activity. It
would also weaken the economy’s ability to recover onéeSthenglobal economy has
stabilised.

Risks
Fraud risks

16. There is a risk that bringing forward the, application of broader refundability rules could
increase the risk of fraudulent claims in year 1 of the scheme. Year 1 of the scheme ends in
less than two weeks, which will “providellittle opportunity for fraudulent claims to be
developed during year 1 in response to,the amendment. There are also safeguards built-in
to the proposed new broader refundability rules, in the form of a labour-related tax cap,
which ensures businesses havela _tangible economic presence in New Zealand before
refunds will be allowedy The _combination of these two factors mean the risk of successful
fraudulent claims is very ‘small.

Implementation risks

17. A dedicated goreyteam has been established to administer the R&D Tax Incentive. This
core team comprises staff from Inland Revenue and Callaghan Innovation and is funded
through & transferf from Vote Business, Science and Innovation to Vote Revenue of up to $6
milliom ajyear,

18. Inland“Revenue systems are set up to administer R&D Tax Incentive claims and Inland
Revenue has confirmed that they will be able to implement and administer the proposal.

19.  Callaghan Innovation has offered use of its resources to manage any extra communications
that may come in because of this proposal. Callaghan Innovation have also agreed to assist
with any other work associated with this proposal, if Inland Revenue does not have
sufficient capacity.
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Financial Implications
Fiscal cost

20.  The proposal is revenue neutral, and has no effect on our estimate of the fiscal costs of the
R&D Tax Incentive. The model of fiscal costs used treats tax credits and cash payments (in
the form of refunds) as equivalent.

Cash support for businesses

21.  Officials asked all stakeholders consulted to provide an estimate of the amount of@ash
support this proposal would provide to businesses they are connected with in New,Zealand.
Based on the sample of businesses who responded to this request we estimate this
proposal will provide approximately $50-70 million of cash support to the surveyed
businesses. Cash sensitive businesses will be incentivised to file as soon as pessible.
Businesses that file close to the end of the tax year could expect to recegive these'refunds
within the next few months.

Legislative Implications

22. Implementing these proposals requires changes to tax legislatien(including the Income Tax
Act 2007 and potentially also the Tax Administration Aet®,994).

23. If approved, | propose including the Jéqislativemschanges resulting from these
recommendations in the Urgent Covid-19 Tax Matters,Bill, scheduled for introduction and
passage through all stages under urgency on 7“April.

Impact Analysis

Regulatory Impact Assessment

24. A regulatory impact assessmeént is,net required as the broader refundability proposals have
already been discussed imthe'regulatory impact assessment for the Taxation (KiwiSaver,
Student Loans, and Remedial Matters) Bill. Producing a new regulatory impact assessment
would substantively duplicatethis analysis.

25.  While this policy propasal moves the start date for the broader refundability proposals
forward, the appropriation for the Tax Incentive in Budget 2018 already allows for the fiscal
cost of full refundability, as the existing fiscal cost model assumed no constraint on
refundapility:\yThere is therefore no change to the analysis already developed in the
regulatory impact assessment for the Taxation (KiwiSaver, Student Loans, and Remedial
Matters) Bill'as a result of this proposal.

Climateflmplications of Policy Assessment

26. Officials do not consider that the policy would have significant implications for the climate.
The policy does not aim to reduce greenhouse gas emissions and will not have any notable
impact on emissions, waste, or other environmental factors.

Population Implications
27.  The proposal will have a positive impact on the population on New Zealand, as it will help

encourage businesses to retain their R&D labour and continue purchasing the goods and
services necessary to continue performing R&D.
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Human Rights

28. There are no human rights implications arising from the proposals in this paper.

Consultation

29. Each of the Big 4 accounting firms (EY, Deloitte, PwC and KPMG), some businesses, and a
representative of the Corporate Taxpayers Group® have been consulted on the proposal. All
stakeholders consulted strongly support the proposal.

Communications

30. | will make an announcement on the contents of the Bill, including this prop®sal, fellowing
enactment of the Legislation. A commentary on the Bill will also be released, and Inland
Revenue will update its guidance material. Inland Revenue will includé details®of the new
legislation in a Tax Information Bulletin after the Bill is enacted. There'will also be targeted
communication to businesses likely to be affected by the amendment,

Proactive Release

31. | propose to proactively release this Cabinet paper,g@SSeciated minutes, and key advice
papers with any appropriate redactions withing30 working days of Cabinet making final
decisions.

Recommendations

The Minister of Research, Science and Inhevatien recommends that Cabinet:

1. Note that the new refundability rules,that are contained in the Taxation (KiwiSaver, Student
Loans, and Remedial Matters). Bill,f#which recently completed its Third Reading, are
intended to apply from the 2020-2dgificome year for most businesses (referred to as “year
2” in this paper).

2. Agree that the application date of these new broader refundability rules apply
retrospectively from year 1 (rather than year 2), so that more businesses are able to access
more R&D tax eredit,refunds.

3. Note thatgthis(will' help provide additional cashflow to loss-making R&D performers who
might otherwise have to cut their R&D labour and spending in response to disruptions
causéd by, Covid-19.

% The Corporate Taxpayers Group is an organisation of major New Zealand companies that works with
officials to achieve positive changes to tax policy in New Zealand. The Group’s members include Air New
Zealand Limited, Airways Corporation of New Zealand, AMP Life Limited, ANZ Bank New Zealand, ASB
Bank Limited, Bank of New Zealand, Chorus Limited, Contact Energy Limited, Downer New Zealand Limited,
Fisher & Paykel Healthcare Limited, Fletcher Building Limited, Fonterra Cooperative Group Limited, General
Electric, Genesis Energy Limited, IAG New Zealand Limited, Infratil Limited, Lion Pty Limited, Meridian
Energy, Methanex New Zealand Limited, New Zealand Post Limited, New Zealand Racing Board, New
Zealand Steel Limited, New Zealand Superannuation Fund, Opus International Consultants Limited, Origin
Energy New Zealand Limited, Pacific Aluminium (New Zealand) Limited, Powerco Limited, Shell New
Zealand (2011) Limited, SKYCITY Entertainment Group Limited, Spark New Zealand Limited, T&G Global
Limited, The Todd Corporation Limited, TOWER Limited, Vodafone New Zealand Limited, Westpac New
Zealand Limited, Z Energy Limited, and ZESPRI International Limited.
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4, Agree that in year 1 of the scheme, businesses should be able to choose whether to apply
the year 1 refundability rules or the year 2 refundability rules.

5. Invite the Ministers of Research, Science and Innovation and Revenue to instruct Inland
Revenue to draft legislation to give effect to the policy proposal and its intent contained in
this paper.

6. Agree to introduce legislative provisions to give effect to the proposal in the Urgent Covid-

19 Tax Matters Bill.

7. Agree to include any consequential legislative amendments necessary to give effect to the
proposal in the Urgent Covid-19 Tax Matters Bill.

8. Note that the Urgent Covid-19 Tax Matters Bill is scheduled for introduction”and“passage
through all stages under urgency on 7 April, and includes amendments to the Ineome Tax
Act 2007 and the Tax Administration Act 1994.

9. Note that this proposal is revenue neutral and has no effect on @ur; estimate of the fiscal
costs of the R&D Tax Incentive. The model of fiscal costs used treats tax credits and cash
payments (in the form of refunds) as equivalent.

10. Note that agreeing to recommendation 2 above, will have atene-off cash impact, increasing
net core Crown debt by up to $70 million in 2019/20.

Authorised for lodgement

Hon Dr Megan Woods
Minister of Research, Science and Innovation
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IN CONFIDENCE

Cabinet

CAB-20-MIN-0128

Minute of Decision

This document contains information for the New Zealand Cabinet. It must be treated in confidence and
handled in accordance with any security classification, or other endorsement. The information can only be
released, including under the Official Information Act 1982, by persons with the appropriate authority.

R&D Tax Incentive: Reducing the Impact of COVID-19 on Business'R&D

Portfolio Research, Science and Innovation

On 23 March 2020, Cabinet:

1 noted that the new refundability rules that are contained in th€ TaXation (KiwiSaver, Student
Loans, and Remedial Matters) Bill, which recently completed'its Third Reading, are
intended to apply from the 2020-21 income year for mestibusinesses (referred to as ‘year 2’
in the paper under CAB-20-SUB-0128);

2 agreed that the application date of these new broadeéffefundability rules apply
retrospectively from year 1 (rather than year 2), sg, that more businesses are able to access
more R&D tax credit refunds;

3 noted that this will help provide additional*¢ashflow to loss-making R&D performers who
might otherwise have to cut theigR&D labous’and spending in response to disruptions
caused by COVID-19;

4 agreed that in year 1,0f the séheme, businesses should be able to choose whether to apply
the year 1 refundabilityyrules,or the year 2 refundability rules;

5 invited the Minister of Research, Science and Innovation and the Minister of Revenue to
issue draftingginstzuctions to Inland Revenue to draft legislation to give effect to the policy
proposal and‘it§'intent contained in the paper under CAB-20-SUB-0128;

6 agreed to introduce legislative provisions to give effect to the proposal in the Urgent
COVID-19Tax Matters Bill;

7 agreed to include any consequential legislative amendments necessary to give effect to the
proposal in the Urgent COVID-19 Tax Matters Bill;

8 noted that the Urgent COVID-19 Tax Matters Bill:

8.1 includes amendments to the Income Tax Act 2007 and the Tax Administration Act
1994;

8.2 is scheduled for introduction and passage through all stages under urgency on
7 April 2020;
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IN CONFIDENCE
CAB-20-MIN-0128

9 noted that:

9.1 the above proposal is revenue neutral and has no effect on the estimate of the fiscal
costs of the R&D Tax Incentive;

9.2  the model of fiscal costs used treats tax credits and cash payments (in the form of
refunds) as equivalent;

10 noted that agreeing to paragraph 2 above will have a one-off cash impact, increasing net
core Crown debt by up to $70 million in 2019/20.

<

Michael Webster
Secretary of the Cabinet

Hard-copy distribution:

Prime Minister
Deputy Prime Minister
Minister of Research, Science and Innovation @
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