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The proposed changes to the Research and Development (R&D) tax 
regime contained in Labor’s second Budget, represent a fundamental shift 
in the Federal Government’s approach to rewarding businesses engaged in 

research and development, and present a significant opportunity for evaluating 
their R&D activities in order to ensure they are positioned to achieve the 
maximum government concessions related to their investment in innovation. 

The announced changes, which coincided with the release of the government’s long 
awaited white paper, Powering Ideas: An Innovation Agenda for the 21st Century, are 
geared towards providing a simpler, more predictable and more equitable scheme to 
reward leading-edge work of Australian businesses, when compared to the current one.

By introducing the new R&D tax credit program, the government is clearly seeking 
to motivate Australian companies with an additional incentive to dedicate increasingly 
scarce resources to R&D activities. At the same time, the government’s reforms also 
appear to be aimed at providing them with clarity and certainty as to the financial 
benefits they can expect from their investment in innovation, something that is widely 
acknowledged as a weakness in the current R&D tax concession program.

Faced with the challenges associated with keeping a burgeoning deficit under 
control, the government’s decision to commit $1.4 billion in spending on the R&D 
tax credit program over the next four years is a strong reaffirmation of the integral 
nature and pivotal role research and development plays in assisting businesses to 
come up with original ideas and products. The government hopes these ideas and 
products will enable Australian companies from all industries and regions to prosper 
and increase their competitive advantage on a global scale.

Current r&D tax ConCession benefits
For companies engaged in eligible R&D activities, the tax concession enables 
them to deduct up to 125 per cent of eligible R&D expenditure, instead of the 
100 per cent deduction provided in their income tax return. It also enables them 
to access a permanent tax benefit, which provides significant value to claimants, 
being 7.5 cents per dollar spent on R&D activities. 
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After three years of continuous R&D claims, companies may be 
entitled to a premium R&D tax concession, which is a deduction 
of 175 per cent of their eligible expenditure instead of the normal 
125 per cent deduction for spending in excess of its previous 
three year average R&D spend. This effectively provides long-
term R&D claimants with an almost double deduction for 
eligible spending, providing a benefit of up to 22.5 cents for 
each dollar spent on appropriate R&D activities.

Small companies and corporate groups that have an annual 
group turnover of less than $5 million and spend of less than $1 
million on research and development may be able to access the 
R&D tax offset, whereby they can effectively ‘cash out’ their 
entitlement to the R&D tax concession. Companies that are 
more than 25 per cent owned by a tax exempt entity are not 
entitled and eligibility is subject to R&D grouping provisions. 
In essence, a business could be eligible for a rebate of 37.5 
cents for each dollar it has spent on eligible research and 
development. Combined with the premium tax concession, 
the R&D tax offset rebate can be up to 52.5 cents for every 
dollar spent. 

What Currently Constitutes r&D aCtivities?
In order for activities to be classified as eligible R&D, they must:

l be undertaken in a systematic, investigative and 
experimental manner, generally following a scientific 
method involving hypothesis development, trial,  
analysis, etc;

l involve innovation or have a high level of technical risk 
associated with them, such that the success of the project 
cannot be known in advance of undertaking the activities 
(i.e. the project could fail for technical reasons); and 

l seek to develop new knowledge or create new or improved 
materials, products, devices, processes or services. 

Common activities currently eligible for the R&D tax concession 
include those associated with:

l Products – developing higher quality, creating ones with 
different physical attributes, using significantly different raw 
materials, etc;

l Processes – developing new production procedures or 
techniques, developing ones that result in higher 
productivity or lower waste, automation, etc; and 

l Environmental – developing processes or techniques to 
reduce water usage, power usage, emissions, etc.

What is Currently eligible for r&D 
expenDiture?
The type of expenditure that is eligible to claim under the 
current R&D tax concession includes:

l salary and wages, including costs, benefits, etc;

l contracted expenditure (such as payments to a CRC, etc);

l contractors or consultants;

l travel;

l consumables;

l depreciation;

l trial costs; and 

l spending related to raw materials (if scrapped at the end of 
the project).

There are, however, a number of rules that limit the level of 
expenditure claimed with respect to R&D activities. These 
include the inability to claim types of expenses, the payment of 
which are guaranteed by another party and costs incurred in 
undertaking R&D activities on behalf of another person. 

proposeD Changes – key highlights 
The current R&D tax concession program is viewed by the 
Federal Government as overly complex and does not motivate 
Australian businesses to invest in research and development. As 
such, for income years commencing from 1 July 2010, the 
current 125 per cent and 175 per cent R&D tax concession 
scheme will be replaced with a tax credit scheme instead. 

Key points in relation to the changes include: 

l 45 per cent refundable tax credit (the equivalent to a 150 
per cent deduction) will be provided to small businesses 
with a turnover of less than $20 million per annum;

l 40 per cent non-refundable tax credit (the equivalent of a 
133 per cent deduction) will be provided to companies 
with a turnover of more than $20 million per annum and to 
those that undertake R&D on behalf of foreign parents; and

l the increased benefits to businesses are balanced by 
removal of the overly complex R&D tax concession 
premium provisions and a tightening of a number of key 
definitions in order to better target the government’s 
support for these activities.

the Detail

Groups with turnover less than $20 million

A refundable tax credit of 45 per cent will be available to firms 
with a group turnover of less than $20 million per annum. This 
change not only represents a doubling of the rate of support 
currently available under the tax concession, it also opens up the 
ability to access immediate funding, by way of a refundable tax 
credit, to a much wider range of businesses when compared to 
the current tax concession program. Under the current tax offset 
provisions, only businesses with a group turnover of less than $5 
million and R&D expenditure of less than $1 million are eligible 
to ‘cash out’ losses associated with their expenditure on research 
and development.

Under the new R&D tax credit scheme, the turnover limit of $5 
million has been increased to $20 million, and the upper R&D 
expenditure limit of $1 million has been completely removed. 
This fundamental change should provide a significant economic 
advantage for small to medium Australian enterprises, rewarding 
investment in innovation by freeing up cash reserves in the form 
of a refundable tax credit.

As a transitional measure for the 2009/2010 income year, the 
R&D expenditure cap associated with the R&D tax offset 
program will be increased to $2 million. This measure should 
provide a significant number of additional businesses with access 
to the cash benefits under this program.
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Groups with turnover greater than $20 million

A 40 per cent non-refundable tax credit will be available to 
businesses with a group turnover of more than $20 million per 
annum. This equates to a saving of 10 cents for every dollar 
incurred on eligible R&D expenditure – an increase from the 
7.5 cents in the dollar available under the current scheme.

In addition, the 40 per cent non-refundable tax credit scheme 
will be extended to circumstances where Australian businesses 
are conducting R&D in the country on behalf of a related 
overseas company, even though the foreign company may hold 
the intellectual property resulting from the R&D activities. 

aDDitional proposeD Changes
The replacement of the R&D tax concession scheme with the 
new R&D tax credit scheme also brings to an end the 175 per 
cent premium tax concession. This means that the 2009/2010 
income year will be the last opportunity for companies to access 
this concession. As highlighted in the Cutler Review of 
Australia’s innovation policy, the 175 per cent concession was 
viewed as a particularly complex incentive and, as such, it was 
difficult for businesses to predict the benefit they could be 
entitled to. 

The Cutler Review also came to the conclusion that the 
additional 175 per cent concession did not materially influence 
business attitudes to the conduct of R&D activities, and 
provided little or no incentive for companies to undertake 
more. In recognition of Cutler’s findings, the 175 per cent 
premium concession no longer forms part of the government’s 
innovation policy.

The other major change alluded to in the Budget is that the 
eligibility criteria for the R&D tax credit will be ‘tightened up’ 
to ensure that the government’s support of R&D is more 
targeted. When the Cutler Review was released in late 2008, it 
specifically singled out the ability to make ‘whole of mine’ and 
‘whole of project’ R&D claims as an area the government should 
seek to address. In Dr Cutler’s view, the scale of such claims was 
not in the spirit of the R&D legislation. In terms of progressing 
this issue, the Budget Papers indicate that the government will 
release a consultation paper in mid 2009, to seek industry input 
into any proposed legislative changes in order to understand the 
potential impact these may have in particular circumstances and 
to specific industries.

neeD for ClarifiCation
One of the government’s motivations for introducing an R&D 
tax credit system was to bring clarity and transparency to what is 
currently a very complex series of concessions. By omitting 
some basic details as to how the government intends to administer 
the program, many companies will be confused as to whether 
they are eligible to make a claim under the new one.

One initial concern is related to the issue of how non-refundable 
tax credits are to be treated in the hands of loss-making businesses. 
If, for example, there is no facility to carry unused non-refundable 
tax credits forward (to be credited against future tax liabilities), a 
significant number of Australian businesses will have no ability 
to access the government’s key innovation incentive.

Recent discussions with the Treasury, Innovation Australia and 
ATO officials have indicated that the intention is to allow unused 
non-refundable tax credits to be carried forward to use in future 
years. However, this also raises the issue of the order in which tax 
credits can be used, particularly where a business also has ‘use it 
or lose it’ tax credits (such as some foreign tax credits). 

Additional areas that perhaps need clarifying sooner rather than 
later are the potential adverse effects that the increased concession 
will have on a company’s ability to issue a fully franked dividend 
and the government’s ability to reach deadlines for presenting 
the draft legislation to parliament given the tight timeframe they 
are operating to. 

What next?
Given that the changes to the current R&D incentive program 
will not take effect until 1 July 2010, this provides companies 
with an excellent opportunity to start thinking strategically 
about maximising the benefits associated with their R&D spend. 
For example, businesses with increasing levels of expenditure 
may wish to bring their spending forward, in order to take 
advantage of the 175 per cent premium concession while it is 
still available.

Those that would benefit from the increased incentives offered 
under the new changes may investigate their ability to hold off 
incurring R&D expenditure until the new scheme takes effect. 
Also, companies would be prudent to consider whether there 
may be scope to legitimately maximise their claims prior to the 
tightening of the definition of R&D activities.

It is encouraging that the government is seeking industry 
consultation with respect to the redefinition of R&D from a 
taxation perspective, however, it is essential that the associated 
tax credit scheme stays focused on incentivising businesses to 
achieve commercially focused outcomes. l
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