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SUBMISSION ON SECOND R& D EXPOSURE DRAFT

The Corporate Tax Association (CTA), which représehe taxation interests of
about 120 of Australia’s largest companies, welcothés opportunity to offer
comments on the Exposure Draft (ED) released oM&th 2010. This submission
should be read in the context of the CTA’s eadiglbmissions, including our
submission dated 5 February 2010 in respect obdeember 2009 Exposure draft.

While we appreciate the efforts being made to clbmgth stakeholders, we have
concerns about the very short timeframe availablerévide comments on what are
very substantial changes to the existing R&D cosioes We have received
comments from a number of corporates, but withBaster break and school
holidays it is likely that many others have not lyat time to properly consider this
new material. Our submission should be read indbatext.

Although we can see that a number of the concemexpressed in our earlier
submission have been addressed in the revised, afiemain concerned about
what we see as the re-orientation of the incergway from experimental
development and more towards basic and appliednrese We believe this is likely
to have an adverse impact on a critical elemebusiness R&D in this country.

During the course of the public consultation predest year the CTA and other
external stakeholders urged the government noidode an objects clause that
refers to R&D activities that would not otherwisecar and which are likely to
involve spill-over benefits for the broader comntyniWe are disappointed this
remains a feature of the latest ED because weaemntiere is a risk that, at the
margin, a court or tribunal might be guided by slastguage in resolving disputed
claims.
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While those concepts may be well and good, theynapessible to prove and
therefore should not be part of the statutory fraor& — even as part of an objects
clause. Such language might well be appropriata gecond reading speech but, in
our view, does not belong in the law itself. Wewdbmuch prefer the objects
clause to make reference to increasing the effogiemd international
competitiveness of Australian business, which oeflevhat we regard as the proper
rationale for the incentive.

The September 2009 Discussion Paper indicatedefatcbn of core R&D was to
be brought more in line with the Frascati definmitioVe consider that, broadly
speaking, the existing sec 79B definition alreasfiected the Frascati definition
whereas the proposed new definition does not. pfbposed new definition covers
basic research and applied research, but omitgiexg@al development — yet this
is where much of the R&D undertaken by businessdaiace.

Removing the proposed augmented feedstock rulesisiye in itself, but there is a
risk that some of the remaining provisions will Bawuch the same effect. The
Exposure Dratft still gets it wrong in trying to linclaims arising in an experimental
production environment by introducing a dominantpmse test for supporting R&D
activities that take place in such a setting. €hgrin our view, a serious risk that
much legitimate developmental research conductdalbiness and which
contributes to making Australian business morecigifit and competitive will be
rendered ineligible by this measure — particularhen combined with a definition
of core R&D that expresses a bias towards basi@apptlied research and looks for
experiments using scientific methods.

We are concerned that the language used in theititafi of core R&D will lead the
agencies to look for a high degree of formalitprecisely defining the knowledge
gap, and that it will create unrealistic expectagiabout the kind of scientific
experiments that characterise pure or basic reselant not necessarily applied or
developmental research.

We have previously argued that the government’srreg neutrality objective could
be more easily and transparently achieved by apglgicap on the amount of
eligible R&D expenditure. Such a cap would applgonsolidated groups on a per
annum basis. It would be accepted by most largeocates as equitable and at the
same time avoid the compliance costs and unceyttiat would accompany the
proposed regime.

On the question of new knowledge, a number of comaters have expressed
concerns that the Exposure Draft imposes a “netivdavorld” test rather than a
“new to the company” test, which was a featurehefexisting regime. We are not
sure whether raising the bar on newness in thiswasy in fact, intended. If it was,
we would strongly argue that a “new to the worleiSttwould reflect a fundamental
misunderstanding of how R&D works in a commercralisonment.
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Very few business R&D projects are aimed at makirggindbreaking discoveries
or winning Nobel prizes. Rather, they involve there prosaic but nevertheless
critical process of achieving step improvementthings as mundane as filling
containers with food products while more efficigntlinimising waste. Either way,
the Exposure Draft needs to make it clear thatiegekformation or knowledge
that is not reasonably available on commercial $ef@mxcluding reverse
engineering) is just as worthy a pursuit and shbeldupported by the incentive.

We welcome the revised approach to software irctineent Exposure Draft — this
should enable expenditure on software developnimanis integral to core R&D to
qualify as eligible expenditure.

Finally, we note that no modelling on the revermpact of these changes has been
released. We remain of the view that the remof/&i@premium scheme (which

we support) will in itself go a long way to recongithe cost of the various ways in
which the incentive is to be improved. From whainbers have said to us, many
corporates expect to see their claims reducedfigntly, mainly as a result of the
proposed dominant purpose test for supporting R&fiviéies in a production
environment. In some cases, corporates may foemigw that the compliance
costs involved in working up a claim are not watea and will not register projects
they might have under the existing rules.

If the law is to be changed on the basis of themeExposure Draft, we strongly
urge the government to monitor the level of clathet are accepted on audit —
particularly for large business. In the event thatlevel of claims drops in a way
that was not anticipated the government should ngonvekly to fine tune the
eligibility rules so that an appropriate level nflustry support is restored.

Thank you again for setting up the various consioltameetings that have taken
place and for this abbreviated opportunity to oftether comments.

Best regards,

RN

Frank Drenth
Executive Director
Corporate Tax Association
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