Research & Development Tax Credit

The Government has introduced a new 15% tax credit for qualifying research and development (R&D) expenditure. The
objective of the tax credit is to provide a sustainable and efficient incentive to increase business R&D conducted in New
Zealand with the aim of fostering transformation to a high-skill, knowledge-based economy and to improve international

competitiveness.

The tax credit is a cash credit of 15c¢ for each eligible R&D dollar spent. The tax credit will be offset against the tax liability of
the business or refunded in cash where the business is an exempt taxpayer or in a loss position. There is no cap on the level
of tax credits claimed except in relation to internal software development. A minimum R&D expenditure threshold of $20,000
applies, except where the R&D is outsourced to a listed research provider. The tax credit will be administered by the IRD and
detailed guidelines will be issued to assist businesses to calculate their R&D claim.

How the tax credit will work:
Sales $4,000,000
Less:
$200,000
$3,000,000
$800,000
$240,000

Eligible R&D expenditure
Other expenditure
Taxable profit
Tax @ 30%
Less:
R&D tax credit * $30,000

$210,000

Income tax to pay

* A company will be able to credit its ICA for the amount of the R&D tax credit.

How does a business claim the tax credit?

The tax credit will be claimed in the annual tax return. A supporting
R&D statement must also be filed electronically within 30 days of
the due date for filing the tax return. However, there is a 2 year
extension of time to file the supporting R&D statement for the
2009 and 2010 income years in certain circumstances. The R&D
statement will provide details of R&D activities and expenditure.

When does the tax credit apply?

The tax credit applies from the beginning of a business’s
2008/2009 income year.

Eligibility requirements
Who qualifies for the tax credit?
To qualify for the tax credit a business must:

e either carry on business in New Zealand or be an industry
research co-operative; and

e control, bear the financial risk and effectively own the results of
the R&D activities.
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The tax credit will not apply to CRls, tertiary institutions, DHBs or
other entities associated with, controlled by, or in partnership with
them. The tax credit will apply to a company, trust, partnership or
sole trader.

What R&D activities qualify for the tax credit?

Core R&D activities undertaken mainly in New Zealand and their
closely related supporting activities will qualify for the tax credit.

Core R&D activities are systematic, investigative and experimental
activities that are performed for the purposes of acquiring new
knowledge, or for creating new or improved materials, products,
devices, processes or services and that:

e are intended to achieve an advance in science or technology
by resolving scientific or technological uncertainty; or
e involve an appreciable element of novelty.

Support activities are those carried on wholly or mainly for the
purpose of, required for, and integral to the core R&D activities.

Core and supporting R&D activities must be carried out
predominantly in New Zealand. The tax credit can be claimed
for R&D carried out overseas where the R&D project is based in
New Zealand, but only up to a limit of 10% of the eligible R&D
expenditure incurred in New Zealand on the project.

Some activities are expressly excluded from being core R&D
activities. However, these may meet the criteria for a support
activity. Amongst others these include:

research in social sciences, arts or humanities;
making stylistic or cosmetic changes;

market research; and

quality control or routine testing.

What costs qualify for the tax credit?

If a business has an eligible R&D activity then the following
expenditure relating to that core R&D activity will be eligible for the
tax credit:

e employee remuneration and associated costs;

e directly related costs of staff training, travel and recruitment;

e depreciation of tangible assets to the extent they are used
for R&D;



e capital expenditure incurred in seeking to create a depreciable
intangible asset or a prototype intended for use solely in the
R&D activities;

e certain overhead costs;
expenditure to the extent it exceeds the sale proceeds of items
processed or transformed as part of the R&D activities;
consumables; and

e payments to entities conducting the R&D on behalf of
the business.

Eligible R&D expenditure is still deductible for income tax
purposes.

Ineligible R&D expenditure includes interest, the loss on sale
or write-off of depreciable property, the cost of acquiring core
technology (ie technology used as a basis for further R&D),
expenditure funded from a government grant or the required
co-funding, expenditure on intangible assets used in R&D and
professional fees in determining eligibility.

Internal software development

Software development may qualify as a core or supporting R&D
activity if it meets the R&D definition. If the software is created for
internal use in the business then the expenditure eligible for the
tax credit is capped at $3 million per year (applying across core
and supporting activities on a group basis).

Internal software development includes software that is used for
internal administrative functions of the business or for providing
customers with a service other than a computer technology or
software service.

The cap will not apply to software developed for the main purpose
of sale, rent, licence, hire or lease to third parties; or firmware,
which is software embedded in a good developed for sale, rent,
licence etc.

R&D Contacts

Auckland

Francine Corbett

Director

Ph: + 64 9 355 8351
francine.corbett@nz.pwc.com

-

Alex Howes

Director

Ph: + 64 9 355 8390
alex.c.howes@nz.pwc.com

Paul Wilkinson

Senior Manager

Ph: + 64 9 355 8624
paul.a.wilkinson@nz.pwc.com

Wellington

Helen Peters

Senior Manager

Ph: + 64 4 462 7008
helen.l.peters@nz.pwc.com

Christchurch

Mark Lodder

Senior Manager

Ph: + 64 3374 310
mark.w.lodder@nz.pwc.com
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Eligibility flow chart

Are you in business

in New Zealand? The activities will

not be eligible for
the R&D tax credit

Are you a CRl, tertiary
institution or DHB
or controlled by,
associated with or in
partnership with one?

Do you:

- control the R&D

- bear the financial risk

- effectively own the
results?

Is the purpose of the
activities to create new
or improved materials,

products, devices,
processes or services?

Is the purpose of the
activities to acquire
new knowledge?

Are the activities systematic,
investigative and experimental?

Do the activities seek to achieve an
advance in science or technology by
resolving scientific or technological
uncertainty OR involve an appreciable
element of novelty?

You may have
eligible R&D activities
ie core R&D activities

or core and
supporting R&D
activities.

Are the activities
essential to performing
the core R&D
activities (ie support
activities)?

The activities are
unlikely to be eligible
for the R&D tax
credit

This overview sets out only some of the issues and eligibility criteria that should be considered by potential claimants of R&D Tax Credits.

Readers are advised to seek professional advice before acting on any matters contained in this overview.
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