[IN CONFIDENCE RELEASE EXTERNAL]

12 May 2022

Dear

Thank you for your request made under the Official Information Act 1982 (OIA), received
on 21 March 2022. You requested copies of all documents and information in relation to
the current status of policy development concerning the income tax treatment of computer
software developed for sale or licence.

On 31 March 2022, we partially transferred your request to the Minister of Revenue as he
holds information within scope of your request.

On 14 April 2022, the time limit for deciding on your request was extended to 12 May
2022, due to the large quantity of information involved and consultation with other
departments was required.

I have interpreted your request to be in relation to the beginning of Policy and Regulatory
Stewardship’s work on the income tax treatment of software development expenditure,
following the publication of Issues Paper No.10 Income tax treatment of software
development expenditure.

The attached table includes my decisions on the documents within scope of my
interpretation of your request. Some information or documents have been withheld in full
under the following sections of the OIA:

e 9(2)(a) - to protect the privacy of natural persons

e 9(2)(b)(ii) - to protect the commercial position of the person who supplied the
information or who is the subject of the information

e 9(2)(ba)(i) - to protect information which is subject to an obligation of confidence
or which any person has been or could be compelled to provide under the authority
of any enactment, where the making available of the information would be likely
to prejudice the supply of similar information, or information from the same source,
and it is in the public interest that such information should continue to be supplied

e 9(2)(f)(iv) - to maintain the current constitutional conventions protecting the
advice tendered by minister and officials

e 9(2)(g)(i) - to maintain the effective conduct of public affairs through the free and
frank expression of opinions by or between or to Ministers of the Crown or members
of an organisation or officers and employees of any public service agency or
organisation in the course of their duty

e 18(c)(i) - making the requested information available would be contrary to the
provisions of a specified enactment, namely Inland Revenue’s confidentiality
obligation in section 18 of the Tax Administration Act 1994 (TAA). Disclosure of this
information does not fall within any of the exceptions to the confidentiality
obligation listed in sections 18D to 18] of the TAA.

The enclosed documents contain information that is outside the scope of your request.
This information has not been considered for release and has been withheld and marked
as “Not in scope”.

No public interest in releasing the withheld information has been identified that would be
sufficient to outweigh the reasons for withholding.
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The NZ Tech Alliance Survey mentioned in the correspondence is withheld in full under
section 18(d) of the OIA as the summary of the survey is publicly available. You can find
the summary here: https://nztech.org.nz/wp-content/uploads/sites/8/2021/03/NZTech-
Alliance-Software-Tax-Survey-March-2021-Final-Results-002.pdf.

Right of review

If you disagree with my decisions on your OIA request, you can ask an Inland Revenue
review officer to review my decisions. To ask for an internal review, please email the
Commissioner of Inland Revenue at: CommissionersCorrespondence@ird.govt.nz.

Alternatively, under section 28(3) of the OIA, you have the right to ask the Ombudsman
to investigate and review my decision. You can contact the office of the Ombudsman by
email at: info@ombudsman.parliament.nz.

Publishing of OIA response

Please note that Inland Revenue regularly publishes, on its website, responses to requests
that may be of interest to the wider public. Your personal details or any information that
would identify you will be removed prior to it being published.

Thank you again for your request. I trust that the information provided is of assistance to
you.

Yours sincerely

Thomas Allen
Policy Lead
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Date Document description Decision

31/01/2020 | Research notes on the reporting Released in full
treatment (commercial and tax) of
software development expenditure

02/03/2020 Deductibility of software Released in full
expenditure

06/03/2020 Stakeholder Engagement Plan - Withheld in full under section
Timing of deductions of software 9(2)(g) (i)
expenditure

13/03/2020 | Policy Commissioning Paper - Released with redactions under
Timing of deductions of software section 9(2)(ba)(i)
expenditure (for software
developed for sale or licence)

26/06/2020 Items from Inland Revenue’s Released in full

and weekly Status Report to the

16/07/2020 Minister of Revenue

09/09/2020 1993 Policy Statement - Income Released with redactions under
Tax Treatment of Computer section 9(2)(a)
Software

16/10/2020 Consultation letter to MBIE: Released in full
Software Development Expenses
and MBIE policies for innovation

06/11/2020 Software development Released with redactions under
expenditure: Notes from pre- section 9(2)(g)(i)
consultation call with MBIE

24/11/2020 Consultation letter: Software Released in full
development expenses and MBIE
policies for innovation

03/12/2020 | Software development Released with redactions under
expenditure: Notes from pre- sections 9(2)(a) and 9(2)(ba)(i)
consultation call with NZTE

27/01/2021 Software Development Released with redactions under
consultation _Business section 9(2)(a)
stakeholders_2021-01-
25 _V3.docx

28/01/2021 Consultation letter to stakeholder: | Released with redactions under
Software development expenses — | sections 9(2)(a) and 9(2)(ba)(i)
review tax policy settings

03/02/2021 Software Developers - Tax policy Released with redactions under
review of income tax settings for section 9(2)(a)
software development expenditure

04/02/2021 Software expenditure consultation | Release with redactions under
- Callaghan section 9(2)(a)

16/02/2021 IRRUIP 10 Income tax treatment Released with redactions under
of software development section 9(2)(a)
expenditure

18/02/2021 Discussion notes ahead of Released with redactions under

Software developers consultation
meeting 10am

sections 9(2)(a) and 9(2)(ba)(i)
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Date Document description Decision

18/02/2021 Notes from Consultation - Released with redactions under

and [9(2)(ba)(i)] and NZ Tech sections 9(2)(a), 9(2)(b)(ii) and

19/02/2021 9(2)(ba)(i)

19/02/2021 Policy work on software Released with redactions under
development? section 9(2)(a)

24/02/2021 Consultation notes - deductions Withheld in full under sections
for software expenses 9(2)(a), 9(2)(b)(ii) and

9(2)(ba)(i)
03/03/2021 Review of tax treatment of Released with redactions under

software development expenditure | section 9(2)(a)

03/03/2021 Software Development Expenses Withheld in full under section

9(2)(a)
12/03/2021 Consultation letter: Software Released with redactions under
development expenses - section 9(2)(a)
reviewing tax policy settings
15/03/2021 | Memo to Emma Grigg, Policy Released with redactions under
Director section 9(2)(a)
15/03/2021 | Tax treatment of the software Released with redactions under
sector section 9(2)(a)
16/03/2021 Software development Withheld in full under sections
expenditure with [9(2)(ba)(i)] 9(2)(a), 9(2)(b)(ii) and
9(2)(ba)(i)
16/03/2021 Software development Released with redactions under
expenditure with CA ANZ - section 9(2)(a)
Technical Advisory Group
18/03/2021 Results from NZ Tech Alliance Released in full
Survey - Tax Accounting
Treatment for Software
Development — March 2021
23/03/2021 Software development Withheld in full under sections
expenditure with [9(2)(ba)(i)] 9(2)(a), 9(2)(b)(ii) and
9(2)(ba)(i)

26/03/2021 Accounting Treatment of Software | Released in full
Development under GAAP

30/03/2021 Software development Released with redactions under
expenditure section 9(2)(a)
08/04/2021 Purchase price allocation - Released with redactions under
software-related material section 9(2)(a)
15/04/2021 TGC Action points Released with redactions under
section 9(2)(a)
19/04/2021 Software expensing - Withheld in full under sections
consultation: [9(2)(ba)(i)] 9(2)(a), 9(2)(b)(ii) and
9(2)(ba)(i)
22/04/2021 | Software meetings + potential bill | Released with redactions under
timeline section 9(2)(a)
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Date Document description Decision

22/04/2021 Software development sector Released with redactions under
section 9(2)(a)

Attachment partially released,
some information withheld under
section 18(c)(i)

13/05/2021 | Projects for consultation Released with redactions under
sections 9(2)(a) and 9(2)(ba)(i)

31/05/2021 Software Sector consultation Released with redactions under
section 9(2)(a)

10/06/2021 Memo to Emma Grigg, Policy Withheld in full under section

Director 9(2)(f)(iv)

02/07/2021 RE Re: Upcoming consultation Released with redactions under
section 9(2)(a)

02/07/2021 Re: Upcoming consultation Released with redactions under

section 9(2)(a)
Attachment released in full

07/07/2021 Software project policy memo Withheld in full under section
9(2)(f)(iv)
09/08/2021, | Draft policy reports Withheld in full under section
13/08/2021, 9(2)(g)(i)
26/08/2021
07/09/2021 | Draft policy report: Taxation of Withheld in full under section
software development expenditure | 9(2)(g)(i)
21/09/2021 FW IR2021/346 Signhed Withheld in full under section
9(2)(9)(i)
21/09/2021 IR2021/346 Signed Withheld in full under section
9(2)(f)(iv)
24/11/2021 Software developers Withheld in full under section
9(2)(f)(iv)
Undated Memo: Software Development Released in full
Expenses
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Policy and Strategy
Inland Revenue Te Wahanga o te Rautaki me te Kaupapa

Te Tari Taake

File note

Date: 31 January 2020

Author: Craig Phillips

/\&
Subject: Research notes on the reporting treatment (commercial @) of softv@e/)
development expenditure & ~
> o

Background O\J RN
This research arises from a review of IR practice as se in-TIB 4 May g% ,in appendix B
of software developed for sale or licence. However, gf’/relationships for

-0\
software developed for in-house use and commis rre\ tware e related to the
potential for distortion of classifications to obtai@eyost fav

ing treatment for
expenses. ensure that the

Software developed for in-house use: ~/ @é
od

The core principles applied are: %

pre-development expense H}Jcted asin

[ )

e Development expense pitalised untﬂ//m@}e completed (WIP)

e Depreciation 40% D \\_))

e Unsuccessful devql@ educt \én unsuccessful decision made
¢ Ongoing mainte\nanpezgeducteq rred

e Upgrades capi a{\T/se\c/\L ame as for orjginal development)

Commissioned e @
As for softw%de? ped for in-house use except there would be no pre-development costs
Softwa oped for.¢ r license

[ )

ie,y,% pmen eductible in year incurred
. alue of upb)ile rk in progress and unsold completed software must be taken into
count as tradi stock. The value of trading stock at balance date must be included
as inc \infyefur return. (effectively defers deduction until year of sale or licence)

'@u is the tax treatment of expenditures on software developed for sale or

Th
N

OVQ\fyjew of review document

This file note documents key points from a number of sources to build up information about
the various approaches to tax treatment of software development costs around the world.

w document is IRRUIP -10

The core issues:

Deductibility of software development costs

Absorption costing & software development costs

An appropriate timing of deductions for software development costs
An appropriate treatment for disposals of developed software.

Not in scope
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Accounting & software development NZIAS 18

The trend in the accounting field is to capitalize software development costs.54 According to a
recent survey, twenty percent, if not more, of computer industry firms capitalize some of their
software expenditures.

The capitalisation of software increases earnings per share because amortisation is less than
immediate deduction.

Planning & design phase

Post planning and designe phase based on feasibility being established.

Feasibility assurance is typically the point at which capitalisation of software costs begins

Accounting approach is seeking consistency — and tax could follow pri S nderpmr/x
Need to consider changes in practices that might not yet be reflect d |red IF
standards.

x
% o
&
%%
@@d N

Qv
@@ a

K

//

{

N
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Tax base

Principles of

fairness,(horizontal & vertical equity)

administrative feasibility cost of administering & implementing must be as low as possible
and economic rationality — what are the effects of tax/deductions/amortisation?

Haig-Simons
Income = 3 market value of rights exercised in consumption of property rights and change in

value of store of property rights

Consumption tax. &
. \\ )

Spark business Works November 26 2018

Important to financial health and operation of any company th%%&w ding o ftware

to understand the principles of expensing and capitalising that exp dlture nanC|aI

reports of the software developer..

7
and tio da/pltallse However

GAAP is promoted as the basis to determine what to
the purpose of GAAP is to enable investors and c co ast extract and
analyse financial information of an organisation. @

GAAP guidelines are rooted in the concept of the o) re development will result in
an enduring economic benefit - software% ent costs 'can be classified as either:

\\\

e Costs that produce value at a | e; and

e Costs that do not produce value ter é
\
In essence, this is the underly ion for/@x\ﬁ% i y, and the core issues for costs that
produce value at a later dat

The timing of deduct|b|l|ty%
The recovery (includi
sunk expenses.

Types o develo processes under GAAP
Wate %ach

Softvg\édevelo i e&%ws sequential steps.

Expense/ capitali z}t+d depends on the which step the costs are categorised as.
The steps % es differ depending on whether the development is for internal use or

those cos
of re costs on disposal of an asset or on recovery of

external sale or licence or commissioned work)

Softw or internal use:
7 CRM tools; Accounting systems; Project Management Tools, Internal Data tools

| PrOJect Stage | Typical costs | Expense/Capitalise
Planning Creating requirements, Expensed
developing a project plan
Development/Coding Testing, third-party Capitalise

developers, software
purchase costs, encoding

Implementation User training, data usage Expense
analysis

Not in scope



Software for external use (sale, licence/lease)

| Project Stage | Typical costs | Expense/Capitalise

Feasibility & Planning Creating requirements, Expensed
developing a project plan,
creating requirements,
developing a project plan

Software established as Testing, third-party Capitalise
feasible developers, software
purchase costs, encoding
Software available for use User training, customer Expense ﬂ
service, other post-launch \/)
costs.
e Capitalisation is thought to better represent the long te ftware br the

organisation
e Expensing for tax reduces tax expense, and improves cash w for a%perations.
e Expensing for financial reporting can lead to highe @eratlons eﬁo% ios (longer

term) %

Not in scope
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Revenue Canada: R&D projects containing software development
https://www.canada.ca/en/revenue-agency/services/scientific-research-experimental-

development-tax-incentive-program/information-seminars-webinars/eligibility-work-projects-
containing-software-development-transcript.html

Eligibility policy for the credit/benefit : expressed in legislation by definition
Technology definition - similar to NZ definition in DB 34 and now also in R&D tax credit
(2019 rules) ???? [Check new R&D tax credit rules]

The analysis in the webinar is concerned with determining the eligibility R&D tax c/m&
work containing software development ( (/
N

5 questions (all must be yes to qualify):
o Is there a scientific or technological uncertainty?
o Is the development specifically aimed at reducing or eli ng that u%egt inty?
o Is the development approach consistent with the s t|f|c method?§>
o Is the overall development for the purpose of making ﬁntlflc O/I’/ logical

advancement
o Is there a record of the progress of the proce plying (@ ific method.

Examples of new or improved product, process.0
Codec software X
on th

Web information system & document ma
Protein structure prediction software

A new or improved product proces ev ce can @ combination of hardware and
software. (slide 8)

Software development ma pecessary veloped software is not part of the product
process or device (slide ¢
0
3 alla pl|cat| |ent|f|c knowledge and principles. The
C nology% wed a platform for modern big data applications.
Slide 15: Understa g the capability and limitations of systems to develop an information
system is %ﬁroduct a t related to the concept of technology or advancement of
en

technolo tific ty The question is whether the current state of technology is
insufficient esolv p If a system has technological deficiencies that prevent the
desi%ﬁt@ome -th

kept manually it is'no

evelopment but if the new system merely replicates what is
\t/ re than an information database that is developed.
S

Technology is the pr
development of ¢

Not in scope



IAS 38

e Para 4: When the software is not an integral part of the related hardware, the computer
software is treated as an intangible asset.
e Para 5 - IFRS 38 applies to expenditure on advertising training, start-up research and
development activities. R & D activities are directed to the development of knowledge
e Para 8:Definitions
o An intangible asset is an identifiable non-monetary asset without physical
substance.
o Development is the application of research findings to other knowledge to a pla
design or other knowledge to a plan or design of the product| of new or
substantially improved ... systems or services before the sta ommerc a( )

production or use. O
o Research is original and planned investigation undert he pros N
gaining new scientific or technical knowledge or und
Para 9
Software is included in the list of common examples whe a\ﬁrm will expe d-r eeo rce for
developing maintaining or enhancing

Para 10
Definition of intangible asset requires:
o Identifiability, control over a resource an x stence of fu omlc benefit.
Para 11-12 Identifiability
Requires either being able to be separated |cense te or exchanged OR

Arises from contractual or other legal rlg dless not those rights are
severable or tradable.
Paras 13 to 16 Control
Obtain future economic benefits a strlc acce ot rs to those benefits. Legal rights to
enforce demonstrate control but e\ﬂ t a pre- CQ% ion-for control

Paras 18 to 24 - recogn|t|on

Based on probability of flo econ c\be/weflt to the firm AND reliable measurement
Measurement at cost initj
Pars 51 to673 - Internally.. rated Ii Ie assets

Main issues related t lg ification of an asset that gives future economic benefits and
reliability of cost S|
Research costs

ensed i E>
Note onIy develop t costs are capitalised — note also that probable economic benefits are
determin e prmcé@ms 36
Para 61 evant a
COSt{i

T~ \

nsiderations of tax policy
Para 067 - C rnally generated intangible asset is Yexpenditure incurred from
date the asset m¢ e(t ) the recognition criteria in paras 21, 22 and 57

&

(\\J/

Not in scope
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Inland Revenue Te Wahanga o te Rautaki me te Kaupapa
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File note
Date: 2 March 2020
Author: Benjamin Hammond &
Subject: Deductibility of software expenditure @ (KX)

v
The software sector &

|'business nm'l/c;d

for a busi es}sip aCom)
etom @‘&J%Asinesses (Xero)

inter ﬁ gﬁén ing, agritech,

The business of designing and licensin
The business of designing and usin
Fintech).

Designing software, although the details
relatively simple. The key buiIdingQg are

focus ca@w between business model, is
Coding and engineering.% \{x%
Minimum viable product. - %’

* - - - — 7\
3. Customer acquisiti \\ @;7
4. Feedback. ) o 7
5. ( /\\\
6 N

Improvement. J
=/

. Scalability.
'@\ %}
The developm Bfis@‘/tware as. ed rapidly over time, shifting from a traditional

an agil ental” model. Submitters agreed that the
opment i model is now commonplace in the industry. The
el has no cle eginning, middle and end. Agile methodologies may

resu the developed software never being a “finished” product as improvements are
co eing dsed on customer feedback.
- A%

W

N =

e incremental development models go hand-in-hand with the recent boom in
‘ut(scriptép\b S
currin QS|?

Ca%r ware businesses.
ities

jaéss models”. Where consumers receive products or services on a
en for an annual fee (McKinsey report).

(//—\‘\\Dt er initiatives : R&D.
o/

Options

1. Deduction of the expenses in full as they are incurred

2. Deduction of the expense in full when the developed software is first able to be
commercially exploited.

3. Capitalised as a business asset, and the cost amortised over the economic life of
the developed software (this is the general tax policy framework applying to
assets that are used within a business setting).

Technology Investment Network (TIN)

Succeed because they have global ambition — providing inspiration and example for
others to follow. ‘HealthTec'.
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HEALTHTECH IS THE LARGEST SECONDARY SECTOR IM THE TIM REPORT,
GENERATING 51.9B IN REVENUE AND BOASTING A FIVE YEAR CAGR OF 9.1%.

Number of TIN20O % of TIN20D Revenue

HealthTech Companies

22

11.0% of TIN200 Companies

Total HealthTech Revenue

$1.9B

15.4% of TIN20O Revenue

Loplarces

HealthTech Revenue Growth 14.65%

$92m

8.2% of TIN200 Growth

HealthTech 5-Year CAGR

s 1z
8.9% TINZ2 AGR TR TaTE
Sk BT




New Zealand:
Open for Business

A WELL ESTABLISHED ECO-SYSTEM SUPPORTS NEW ZEALAND'S
TECHNOLOGY INDUSTRY GROWTH.

Regional Development Agencies Simple, Predictable and Fair Tax Environment

17 regional Economic Developmeant Agencies provide = Mo general capital gains tax.
local support to technology companies

Mature & Emerging Financial Markets
= Along-established stock market, the N2
The MXT public market for amall and
emerging businesses allows raiging
of capital with lower compliance costs.
Five active eguity crowdfunding platforms
to fumd early stage companiea.

owing number of
collaborative workspaces and
nrovation hubs in all regions
{BizDaojo. Generator, GridAKL,
StartUp Cunedin, and more.)

World-leading Tertiary Insti World-leading Internet Speeds

Mew Zealand universities § = Governmenthas committed to spend over
world's top 50 in 22 sdbse § %28 to provide Ultra-Fast Broadband to 800
goroas 30 subjects of Mew Zealanders by 2022,

= Mumerous grtreprene
program
@mlicy

rhin the Gove

gl development
tudent vent

= Five existing internatvional fibre cables plus
wwwo additional cables due to go live shorthy.

Government Support Agencies

= Callaghan Innovation provides companies
with R&D aupportin the form of grants and
expertand technical advize,

« 280 Mew Zealand Trade & Enterprize [NZTE]
oweraeas advigora help Mew Zealand
compenies expand their offshore operations,

= MNZ‘\erture Imestment Fund (MZVIF) supporta
the early stage investment markeywith
$245m in funds under management,

BAEBUFS and inyestora ©0 creala and

innavation-based venturas from i i
“ " = F330m Elevate NZ Venuure Fund launched in

March 202010 make it easier for high-paotential
wechnalegy companies to raige maney,

tech events acroas the country, “Saurce: Unlverstea Mew 2ealand, Now 2018

44 MZHealthTech nzights Report 2020

Possible consultation parties:
- ANGEL, Angel HQ, MIG Angels, Flying Kiwi Angels, Canterbury Angels, Launch Taranaki.

4.Software and other intangibles

(i ) Software and other intangible asset balances Software development expenditure is
capitalised only where costs are directly attributable, and once the product or process is
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commercially feasible, the benefits are probable, and the Group intends to sell or use the
completed software.

Software assets are amortised over their useful lives of up to seven years on a straight line
basis, and reviewed annually for indicators of impairment.

Intellectual property (IP) assets are amortised over their estimated useful lives, being up to 13
years.

The genetic data in the LIC database increases in value with each successive generation. Both
goodwill and the LIC database have indefinite useful lives. They are recognised at cost and are
not amortised, are allocated to a cash generating unit ("CGU") and tested for impairment
annually.

At reporting date, software includes $20.565 million (2019: $17.290 m f work i
progress, which is not being amortised until it is ready for use. E ;
Capitalised Software Development Costs including impairment

addressed t

italized deve 3@' costs focused on the
ek for estimatingthe time spent by staff on
be capitalized under NZ 1AS

Why significant

Intangible assets make up 79% of the Group's non-current
assets. The most significant of these intangible assets iz
capitalised software development costs.

The Group capitalises costs incurred in the development of
software. These costs are then amortised over the estims s\gcluded the following:

useful life of the software.

The Group's process for calculating the value of inteenally < erts of NZ 1AS 38 to determine if they were capital
developed software involves judgment as it includes

& rates applied to capitalise payroll costs:

¢ Assessing the effectiveness of controls over the processing
of payroll costs:

= Assessing capitalised costs with reference to actual payroll
information for a sample of employees;

gible Aszsets, inclu We assessed the factors that the Group considered regarding
impairment of capitalised development costs and whether any
indicators of impairment existed. This included having

regard to:

(=1

= Significant changes in the extent or manner in which the
aszociated software is used;

= Potential or actual redundancy or disposal of developed
software;

=  Amortisation pericds applied by the Group to developed
software relative to its experience of software lifecycle;

= Significant changes in the market in which the assets are

used; and

We assessed the adequacy of the disclosures related to
capitalized development costs and related impairment
considerations in the conselidated financial statements.

IFRS NZ IAS 38

Intangible assets 9 Entities frequently expend resources, or incur liabilities, on the acquisition,
development, maintenance or enhancement of intangible resources such as scientific or
technical knowledge, design and implementation of new processes or systems, licences,
intellectual property, market knowledge and trademarks (including brand names and
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publishing titles). Common examples of items encompassed by these broad headings are
computer software, patents, copyrights, motion picture films, customer lists, mortgage
servicing rights, fishing licences, import quotas, franchises, customer or supplier relationships,
customer loyalty, market share and marketing rights. 10 Not all the items described in
paragraph 9 meet the definition of an intangible asset, ie identifiability, control over a resource
and existence of future economic benefits. If an item within the scope of this Standard does
not meet the definition of an intangible asset, expenditure to acquire it or generate it internally
is recognised as an expense when it is incurred. However, if the item is acquired in a business
combination, it forms part of the goodwill recognised at the acquisition date (see paragraph
68).

Development phase

57 An intangible asset arising from development (or from the developmie

{a)  the technical feasibility of completing the intangible asse
sale.

(b}  its intention to complete the intangible asset an 0
(c) its ability to use or sell the intangible asset.

(d)  how the intangible asset will generate pr u Eecono enefits. Among other things,
the entity can demonstrate the existen ket for the but f the intangible asset or the

intangible asset itself or, if it is to nessof the intangible asset.

.
N
-
=
H

(e)  the availability of adequate tec
and to use or sell the intangihle asse

(f) its ability to measure reliably
development.

58 Y, in some instances, identify an intangible asset
~future economic benefits. This is because the
the research phase.

59

(a) re-production or pre-use prototypes and models:

(b) e di s, jig dies involving new technology:

(<) 15\ eration of a pilot plant that is not of a scale economically feasible for
ion and testing of a chosen alternative for new or improved materials, devices,
ystems or services.

intangible asset will generate probable future economic benefits, an entity assesses
anoanit benefits to be received from the asset using the principles in NZ IAS 36 Impairment of
will generate economic benefits only in combination with other assets, the entity applies
ash-generating units in NZ [AS 36,
61 wailability of resources to complete, use and obtain the benefits from an intangible asset can be demonstrated
yw gkample, a business plan showing the technical, financial and other resources needed and the entity’s
to secure those resources. In some cases, an entity demonstrates the availability of external finance by
ptaining a lender’s indication of its willingness to fund the plan.

An entity's costing systems can often measure reliably the cost of generating an intangible asset internally,

such as salary and other expenditure incurred in securing copyrights or licences or developing computer

software.

63 Internally generated brands, mastheads, publishing titles, customer lists and items similar in substance

shall not be recognised as intangible assets.

Proposal

Replacing the current rule of treating software development expenditure as being the cost of
producing trading stock to being treated as the cost of producing a depreciable asset.
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SURGING LEVELS OF INVESTMENT IN NEW ZEALAND TECH COMPANIES

THE NEW ZEALAND TECHNOLOGY EXPORT SECTOR GREW BY MORE THAN ONE BILLION DOLLARS LAST YEAR, AND IS NEW ZEALAND'S
THIRD LARGEST EXPORT SECTOR.

% REVENUE GROWTH (2018) SURGING INVESTMENT IN NEW ZEALAND COMPANIES

RECORD ANGEL INVESTMENT SIGNIFICANT CAPITAL INVESTMENT

$ 9 9 -1 M inangel investment in early stage $ 1 -1 B in private equity and venture capital
HONTRRUCKE N DS RTNEANDE 1 NZ tech companies’ funds invested in NZ companies in 2018°
SOUTH AUCKLAKD 9.4%

GROWTH IN ANGEL INVESTMENT GROWTH IN CAPITAL INVESTMENT
HAMILTON 16.3% 3 1 1 0/

x 0 increase inpast 12 months
CENTRAL NORTH ISLAND 5.0%
1}

WELLINGTON / LOWER KORTH ISLAND 12.3% w

RATE OF GROWTH v

0 »,
1 1 ] 0 /0 P ) revenuewerateﬂ in the past year

SCALE OF GROWTH IECH}D@ISNE'NI
$ 1 -1 B record level of growth @ 3 rd Iargesrem tol

SPREAD OF GROWTH HIGH EXPORT RE
Growth is evident across every Mew Zealarid region;

CANTERBURY/UPPER SOUTHISLAND1.0%  Ngrth Auckland/Northland and Hamilton redy
by over 16%. The highest gro

Fintecn 33.2% s

T incosoumn s

) ]

POPULATION: 4.9 million

PLOYING:

120,350 v

WCAEY May 2019) *TachNZ 2077 Update (NZ Technology

ndustry Association, 2017)

VERVIEW 01

+ Stable, business-friendly goye

tax system and governme
development, training, angdjntsr
-

e 'J_."\_
(@)
A

"E_

%

tax credit of up fo 578m

cerfiment is somitied fo fostering a New Zealand-
JEyatem with g s acus on technology
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5 YEAR 2018 REVENUE CAGR FOR NEW ZEALAND'S HIGHEST GROWTH TECHNOLOGY SECTORS (TOP 200 NZ TECH EXPORT COMPANIES)

Sy CAGH S
k
3

15%

Heswy Manufact uring -

Fintech
Aqgritach
Electronics

Digital Media
Software Solutions
/ @hﬁrﬂ |
A\ ﬁ |
%rﬂlumS
Sj
IT Services

Potential - industry organi @etwor
- TIN, NZTech, IIT i , NZ Rise, TiDA, The MacDiarmid Institute.
Research and Dev og@

- The Gove t has set a target of raising the total amount of R&D performed in New
Zeal to ercen gross domestic product (GDP) by 2028. To meet this goal,
t to b ant increase in the amount of business R&D performed in

O =
- é/ration for,providing R&D tax credits to businesses is that there is under-
investm y businesses in R&D because the investing firm does not capture all the
benefi f investment. Some of the benefit is captured by other businesses or
co ers,rather than by the investing firm. The tax credit is intended to provide an
or the likely spill-over benefits to other firms and individuals in New Zealand.
is.expected to help transform the New Zealand economy into a high-skill,
wledge-based, and productive economy.

Qost types of expenditure incurred on R&D activities are eligible, including the costs of
creating intangible property.

land.

- A $25 million cap applies to eligible internal software development expenditure.

- A person who receives a Callaghan Innovation Growth Grant for the whole or a part of
an income year is excluded from claiming the R&D tax credit for that income year.

-  Excluded R&D activities:

1. Routine de-bugging of existing computer software.
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2. Supporting or making minor improvement to existing computer software, using
known methods.

Routine software and computer maintenance.

Ineligible internal software development.

Converting existing systems to, or Integrating existing systems with, new
software platforms.

new

Ineligible internal software development schedule 21 parts A and B, clause 11 This exclusion
covers software development undertaken for the only or main purpose of the internal
administration of your business. or the business of your associate(s). The purposes of integ%

administration include but are not limited to: ﬂ
{ C
e payroll systems E ; ; \\\//)

e accounting systems
e executive or management information systems

e human resources systems \%
e enterprise resource planning systems %\
e purchasin
purchasing \\
e invoicing systems, and
e inventory systems.
This exclusion covers both core and supporting-.a | sand a b cause the spill over
benefits of the excluded activities are consi c%:; e |nsu warrant the provision of a
government subsidy. This exclusion cover or s

of s velopment other than:
e internal software development that e %ﬁt S serV|c stomers (software used by
customers to access non-software service

e external software development (So are develo e fef the main purpose of sale or disposal
(for example via a licence to@ partle@

Exclusions relating to mt(\ opert an software), software and ineligible
technology acquired for w R&D

- Expenditure on acq iring |nter Lintangible property other than software

- Expenditure on bespoke softwar

- Internal softwa Iopment expe |ture incurred by a person and their associates, to the
extent it exceeds $25'millio
- The cos ing tech%‘@that is used as a basis for further R&D activities

that enha o - ulserﬂ:ﬁmcmmrm
Moha 3 courier bruSiness l.relups software that enables his customers o pinpoint the exact location and
cc-nd.mon air packages Q

This satisfies the defi ofinterndl software development expenditure, because Mohammed's customers are using his
SETVICES [D re delivers, not to use the software he has developed.

The uﬁpmdl\f;u basiness incurred to develop the software is subject to the §15 million cap.
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Example 45: Associated persons with internal software development expenditure
5L Lid incurs $20 million of internal software development expenditure and XW Lid incurs $11.5 million. 5L Lrd and XW Led

are wholly owned by Mayana Lod. As XW Ltd and 5L Led are associated persons for tax purposes, their combined cdaim may
nat exceed 525 million

Exsternal software development

External software development is not subject vo the 5% million cap. Instead, it is subject to the same cap as all other eligible
R&D expenditure, which is 5120 million.

There are two types of external software development.

Software that is sold
If the person’s main purpose behind developing the software is to disposs of it to someone not assodated to them, lh@ @

considered external software development and not subject to the $25 million cap

This software can still be used internally without being subject to the 525 million cag, provided the main purpose b

developing the softwane was (o sell it

Software that is an integral part of goads that are sold &

Software a person develops which forms an integral part of goods that the person sells in their business is also edernal softwaf \%

development, and not subject to the 525 million cap. O %

This exception is targeted at firmware — such as the software that runs inside a washing ing vé oe. \/O
J

Project no. PUB00240/c

Instead of being the cost of producing tradi he issyes-pap

suggested software development expendi Id be trea od a the cost of producing a
depreciable asset.

MO (@9 . The TIB items says software

Starting point: described within TI
development expenditure is the cast
when incurred but may be ad
balance date. However, th
licensed. This means all f\

software is first Iicensid.\ @
First, there was agre the issues analysis that the:

tock approach is inappropriate (and was always so);

. @ epreci t approach is correct; and
| R& ly.
@%] e ovisions can apply
1

e depreciablé)asset approach would adversely affect cash-flows.
2. Its p a lication would raise complex and compliance-heavy issues. This is
considering the practice of incremental development.

produci ﬁd stock. This means it is deductible
as inc% e value of any trading stock on hand at
also t software as sold outright when it is first

develo penditure is deducted in the income year the

3. I
~be met once an asset is recognised.

G(er lly, there was a preference was for the R&D provisions to apply, with the choice of
applyihg the depreciable asset approach.

Incremental development business model is now commonplace in the industry and that this
model blurs the lines between the traditional phases of developing software.

There was also concern that, if finalised, the issues paper’s proposals would have the result of
one arm of government counteracting the efforts of others to promote the industry.

The relationship between the R&D provisions and the depreciable asset approach.

Whether software can also be depreciated as a Fixed Life Intangible Asset.



Not in scope

10
Iran, Singapore, Estonia?
Better aligning Tax and IFRS
Amending s DB 40B (unsuccessful software development).

Reviewing or amending the depreciation rate for software - presumably to increase the
available deductions — The current estimated useful life of software is four years.

International /x&
-

dney,

- Tech hubs (Shanghai, Beijing, Silicon Valley, Toronto, New De aulo,
Sotckholm and Amsterdam. Cape Town?

- $5.3b spent by the Iranian government on technology i ure since 201

- Dublin and Austin. A

- Sydney - tax breaks \ J;

- Ireland - Corporate tax rates have been one of t e@rmC)paI eIe the favourable
enterprise environment in Ireland since the 19 |r|sh t x\ e is open and
transparent and complies with the OECD gwd nd EU on law. Ireland
offers a transparent corporation tax reg| e low Western Europe of
12.5%, accompanied by a growing net ternat| x treaties. The country
also has an OECD-compliant knowle pmen anattractive 25 percent R&D
tax credit, relief for expendlture o} an attr t| ding company regime.

- Israel provides tax relief. \\\

- Singapore low taxes and tax |nc

- Stockholm (up and coming Bsngatore (gr w/@;
- Tel Aviv. J
N

UK - Scotland, Manchester on. M \fogased on R&D tax credits. Blockchain and
Data Al video games bot @1@ for th tax credit. Immigration policy.

i

Beijing and Shanghal\

Exit strategy - v@ ig exits, th osystem is like a roach model, money can come in, but

it doesn’t ge that’ ot a good thing for anyone.
\ /?
Ded ility of co ftware expenditure
- Thed CW of computer software expenditure depends upon the nature of the
exp incurred. For example:

nditure on developing computer software that creates an asset to be used
in the taxpayer’s business can be expected to be of capital nature that may be
allowed as deduction by way of a depreciation loss.
(1 \ . The same outcome applies for expenditure incurred in creating a website.
\E / 3. Expenditure on purchasing computer software with a cost of $500 or less can be
- claimed as an immediate deduction.
4. Expenditure on computer software may be eligible for the deduction allowed fo
research and development
5. S DB 40B allows taxpayers an immediate deduction for the costs associated with
unsuccessful software development where the taxpayer incurs expenditure on
the development of software for use in the taxpayer’s business, the development
is abandoned before the copyright in the software is depreciable property and, if
the development had been completed, the copyright in the software would have
been depreciable property. The deduction is available to the extent to which no
other deduction has been allowed for the expenditure, and it is allocated to the
income year in which the development is abandoned. The section overrides the
capital limitation, but the general permission must still be satisfied.

\\J
o
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6. Software developers
= Development costs may be expensed, the trading stock treatment of
value as income at the end of the income year applies to unbilled WIP
and unsold but completed software, and maintenance costs may be
expensed with upgrading costs to be capitilsed.
7. 1S 17/04 (taxpayers who purchase, lease, license, develop, or commission
software for use in a business.
= Software purchased will generally be a capital asset that must be
depreciated at 50% diminishing value or 40% straight-line.
= An immediate write-off for software costing less than $500 will be
allowed where the conditions in s EE 38 are satlsfle
= Maintenance costs may be deducted when incurre

= Upgrade costs must be capitalised and deprecia \
8. Periodic payments for the right to use or access sof ten onlingtso vare)
are generally deductible when incurred.

9.
\ —
<> / \
7
Background
The Commissioner’s current tax treatment is th deve ment is the cost of
producing trading stock. This means expendlt uctlble inCurred but added back
as income as the value of any asset on han ce dat?
The Commissioner also treats software flrst s sold outright. This means all

C
software development expendlture isd /ed in the @m year the software is first
licensed.

Research and Development ( |S|ons,( spe\c DB 34 allow for immediate deductibility

for expenditure they mcu ch an ent which can apply to some types of

software development.

Issues paper, IRRUI te %prent treatment may not be correct in most cases.
ated as the cost of producing a depreciable asset, not

Suggesting the e
trading stock

Issues
The e asse would adversely affect cash-flow. Cash-flows are essential for
fundi owth an inuing R&D expenditure needed to maintain competitiveness.

Issues increm aidé elopment

Positive e@
| (\\ g
N
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Policy Commissioning Paper

Policy Commissioning Paper - Timing of deductions of software
expenditure (for software developed for sale or licence)

Prepared by: Ben Hammond and Craig Phillips
Date: 13 March 2020

Description of policy issue — what is the problem? @ 6;
N\

. Inland Revenue’s current administrative approach for the in treatment o
development on software for sale or licence is based on tement published\in 1993
(TIB Vol 4 No 10). This administrative approach adopted th ding stock framework for

deduction of costs. N -

QL 72N

o Under this framework, it was intended that the%g/?ti n for o) twg’e evelopment
expenses developed for sale, lease or licence w alloc d) to the yearin
which the software was first able to be exp{z\? he devélop However in practice,
the sector is treating software developm ggp nditure uctible when incurred
under the mechanics of the trading stockt i.e. th e of work-in-progress is
treated, for income tax purposes, a&

o In 2016 OCTC released an issues er)for exte uItation titled IRRUIP 10:
Income tax treatment of software Iop e@tg\e d/ture (IRRUIP 10). This issues
paper suggested Inland Re ue 's 1993 ap _may not be correct and software
development expenditur, |n mosﬂea?se be capitalised and depreciated.

o External subm|SS|o P 10 rc(espread concern at the practical difficulties
and adverse commel%/ ects menting a capitalise and depreciation approach
for software de exp Submitters were also concerned that the
depreciation opose ed on an outdated process for software
developm

o The p is'that if do nothmg, we are left with either the trading stock approach,

at|on oposed in IRRUIP 10. Neither of these two options may be

with pol\;%fra eworks or appropriate for current business practices and the
ent s 9e onomic plan
Policy conte f nd rpose
o Ext issions to IRRUIP 10 raised widespread concern at the practical difficulties
ers commercial effects of implementing the capitalisation approach and it’s

ncy with current software development life cycle processes (often termed an
ethodology) and the use and exploitation of open-source software.

(

\OCTC subsequently referred the income tax treatment of expenses incurred for

developing software for commercial exploitation to Policy in December 2016 (IR
PUB00240/c refers).

o Policy tensions already exist between:

o the research and development incentive rules (the R&D rules) which give
immediate deductibility;

o the timing of software development expenses under the trading stock approach
which is intended to defer the deduction of software development expenses until
the time the software could be exploited; and
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the suggestion in IRRUIP 10 that software development expenditure should be
capitalised and depreciated over the useful life of the software.

The issues raised in IRRUIP 10 requiring policy consideration are as follows:

o

o

uncertainty about what costs should be included in the tax cost base of the asset
due to the changing nature of development processes in the software sector;

uncertainty about when the software asset should be recognised;

tension between the depreciation rules and deductibility for certain research ar&

development expenses; ﬂ
4

IRRUIP 10 precedes and so does not address the relation%;@een s bs§\ /l%y

enacted tax credit rules (R&D tax credits and R&D tax nd the iation
rules;

IRRUIP 10 notes that the question of feasibility §pendi re alsﬁ to be
addressed; - R
O '— AN

depreciation rates for software in New Ze
overseas jurisdictions; and N
thed
without further legislative amendme eprecjable et approach may have a
negative impact on the softwar g;\/% entin ust in New Zealand.

{ )
more vbﬁ*/eﬂzfle than many

will occur i.e.:

y\l
If we continue to delay work on @i\c issues; th% e two possible scenarios that
5N

o

=\
O)

(o]

/
(

\

%@TC continues to wait for Policy to
software developed for sale, lease, or

current trading stock @ nent rent}ai
complete its revie ax trea(/ me%
J)

licence; or P \E

the Capitalisaﬁ%a proach ted — OCTC confirms their public item that

expenses to dev i“fp; tware for commercial exploitation should be either
depreciate less the expenses are subject to the R&D deduction

capitali d\a
ruIes@
Wmn that atively impacts the software market in New Zealand would be

i with n t priorities, as recognised within their 2019 Economic Plan to

producti ,E\& inable, and inclusive economy.

””’r'igks of/@gm hing are as follows:

éu\fj’/ t treatment remains, then software development costs will continue to
tible in the year the costs were reported. This, as mentioned is
onsistent with policy intent and generally accepted policy frameworks for the
timing of deductions relating to expenditure giving rise to revenue account property
or an asset able to be exploited commercially other than by sale or assignment;
and

if the capitalisation approach is adopted in line with IRRUIP 10, Policy would be
concerned that without critical analysis of the capitalisation approach there may be
severe negative consequences and political backlash from New Zealand’s growing
software development industry.

Further concerns identified are as follows:

O

uncertainty and timeliness for the private sector: The private sector expects timely
and certain responses to policy issues raised that have a potential material impact
on commercial activity; and
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o uncertainty for OCTC, which referred the issues for policy consideration in
December 2016. The uncertainty is whether a policy project is to be commenced or
whether they should proceed with implementing the capitalisation and depreciation
approach set out in IRRUIP 10.

Policy impact and quality

o The project will consider the most appropriate treatment of software development costs
for software intended for sale or licence or assignment, and for the treatment of
consideration derived from disposing or assigning (not licencing) of a software asset

. Submissions from members of the industry referred to the effects@‘ﬁvere" “Vﬁ/x
er

damaging”, “massive” and “disastrous”. In their view it would e the gr
[software] industry” or be “stifling to innovation efforts”. (39(2) a
suggested “the result would be software development co mcreasmgly
offshore to establish innovation and development centre note that et dlng
partners in the ASEAN region incentivise the establish ent of\innova '6‘%@

development centres). Common reasons raised for

77,e views w/ere\

o it would adversely affect cash-flows need d on-g g\ 8@ expenditure
essential to maintaining business competi ss and growth;

o its practical application would rals and ¢ e costs - tracking time
and costs;

nnovations grants and the R&D
provisions; and

o it would possibly lead to ter@«'

\
o since 1993, the sale, egip'\ or Ilcenq%sdftware has evolved to include new
for ex mR oftware as a service (e.g. online

ways of delivering

accounting soft @ y hew Wuld need to take account of these
innovations t hat as s possible the effects of tax are neutral on
investment deu@

o The proje %er th
for softwaxé:%/;? ed for sale,

ppropriate treatment of software development costs
e, licence or assignment, and for the treatment of

consideratio ived from dispgsing or assigning (not licencing) of a software asset.

ouId date the tax treatment of software development costs to be
with relev urrent policy settings, including recovery income on disposal of
\

o Note that th é«(e)z ikely to be some pressure to extend the scope of the review to include
issues i y the private sector with the current R&D rules. These are outside the
roject and would be referred to the R&D team, if appropriate. Nevertheless,

es'scope creep a risk.

roach and collaboration

L))
. \Ej-%ctors that contribute to making this project a priority are:
o The importance placed by Government on innovation in its 2019 Economic Plan.

o The uncertainty about the income tax treatment of software development
expenditure developed for sale, licence or lease since consultation was completed
on IRRUIP 10.
o The following policy approach will be undertaken, if the project is accepted:

o Inclusion of the policy project on the internal work programme:
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o consult with the software development sector to clearly define the policy problems
that need to be resolved;

o identify and critically analyse a possible range of high-level policy options (including
the status quo) for consultation with stakeholders, using the generally accepted
evaluation criteria:

. Equity (horizontal and vertical).

. Efficiency.

. Fiscal impacts.

. Compliance costs.

. Administrative costs. i%

] Trade-offs.

@
o As part of this option analysis, engage wit Gavernmeﬁt\s\xlons) and
consider the following at a high level: //
. What is the likely volume of ta r fected @

. Is it likely to change how t xp |nterac and Revenue? Or is this

something new?
. When does it take effe % ht the e retrospective?

. Do these taxpa T'\\se externaI yyﬁaye developers and/or open-source
software? Thi the Iea{:l Jn\ required to implement.

The project’s scope to the tax treatment of expenses incurred to

develop software f rQ/ erC|aI at|on The project will also include consideration
of practical con the t and overlap with the R&D provisions. The R&D
provisions wi n at fa % nd any specific concerns relating to the R&D
provisions re ou e and will be referred to the R&D policy team, where
approprlate

Giv atlon dy undertaken as part of IRRUIP 10, targeted engagement
t\ submltte\rs>w d be sufficient (see consultation plan for further details).

broad t are to complete consultation and consideration of submissions in
2020 with ‘ developing legislation for a bill in 2021.

, been developed (by the Forecasting unit) that identifies the volume and
ax across the sector based on current administrative practices.



RASCI Analysis - Timing of deductions of software expenditure
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Function/Roles Da"'r‘ilgj;;'tga”/ Crla,'r?ng."g'/ps Ben Hammond | Chris Gillion |Phil Whittington| TCO | SD&I
- 1p Policy Advisor Policy Lead Policy Lead (TBC) | (TBC)
director Advisor
Dev_e_lop initial I R R c C C C
position A
Internal consultation I 2 R C I C %\
. R 1

External consultation I A S C @ C\\\/)I
Reporting I i S % - \vfib I
Implementing Policy B _ -
Change c I O\C — - c A

\y’

- (
|
NS @\
Key -\
R: Responsible (the person who does the wor @ &

A: Accountable (the decision maker) N

S: Support (helps the responsible person é@gsj le to t k)

C: Consult (must provide input to aid decisi aking) \C\{kﬂ

I: Inform (needs to be aware of the wo{%ej er upda{@ implementation)

Q\ O =

)
@@

>
% N
()
N



Items from the Status reports

Date issued 26 June 2020 for week commencing 29 June 2020

Tax deduction The software development sector has submitted for more clarity on the

treatment of tax deduction treatment for software development expenses incurred to
software create software for sale, licence, or assignment. There are significant
development differences between the legislation and the current commercial practices

for deducting expenses that relate to the development of software

We intend to consult with the software develop ector and

this has some relationship to their work o very ph ﬁo
COVID-19) in the near future. The purpo cons to

determine whether a policy response is 2&
We will provide your office with a brleflng n on thi Ts%%on uly.

@ \
{ \\ //\
Date issued 16 July 2020 for week commena% 2020 —
Income tax The software development sector ha ht"more clarity on the tax
treatment of deduction treatment fc tware deve p ent expenses incurred to
software create software fo ; licence, assignment. At present, they
development consider there are.s icant rtﬁ% I differences between the income
expenses tax treatm_ent%&se expen the commercial practices followed
in develo g\suc softw<§r
After eral El icials intend to consult with stakeholders
v/t\ r (inc \'n IE) to address the concerns raised, with a
|/ejor1; portin utcomes of consultation.

@@ &
&5
&

()
NS



From: Craig Phillips

To: Yvonne Coghlan
Cc: Chris Gillion; David Cuellar
Subject: RE: 1993 Policy Statement - Income Tax Treatment of Computer Software
Date: Wednesday, 9 September 2020 1:52:39 PM
Attachments: image001.png
NI SEIEE |
Hil Yvonne

I am not sure what you mean by PAS work on the policy (operational) statement in the
TIB from 1993. So I will set out what we are currently working on as this may be of heI

to you.

The policy work we are undertaking is a review of the tax policy se i softwar

development expenditure incurred in the process of developing or comym

exploitation in conjunction with MBIE’s innovation work strea rk is derl

from IRRUIP-13 released by TCO (which reviewed the oper icy setqut m t e

1993 TIB) and for which some considerable number of submlss s were

understand TCO has released a practice memo that un akes to conti ractlces
d our

set out in the 1993 operational statement until such . v e have
policy review.

This policy work will carry on through to 2021 e cons i e Sector as well
as across the various processes in IR before y rec endations to MoR and
cabinet. Should we make recommendation lative chan n this to Cabinet we
would plan any necessary amendments i dinan ay@' able omnibus tax bill in

the latter part of 2021. However, if w
advise TCO at the time we make thi i

Cheers

Kia pai tou ra
Craig Phillips | Principal Polic
Policy & Strategy | Kaupap

Inland Revenue | Te Tari

y contaln confidential information. If you have received this email or
n e’delete the email / attachment, and notify the sender. Please do not
|I any attachment, or any information contained in them. Consider the

ironr y g to print: avoid printing if you can, or consider printing double-sided. Visit
From: Yv an<89(2)@ @ird.govt.nz>

Sent: v, 9 September 2020 9:54 AM

iIIips $9(2)@)  @ird.govt.nz>
t: 1993 Policy Statement - Income Tax Treatment of Computer Software
O« d morning Craig,

Please see the email string below relating to the PAS review of the 1993 Policy Statement on the
Income Tax Treatment of Computer Software. Susan has advised that you are the PAS person to
ask about this.




Can you please advise the present status of the PAS work on the policy statement. Thanks.

Yvonne

Yvonne Coghlan | Tax Counsel
Tax Counsel Office | Inland Revenue
T.

E. @ird.govt.nz
Hours of Work: Tuesday to Friday

From: Susan Price- ird.govt.nz>

Sent: Friday, 4 September 2020 5:32 PM
To: Lynn Smiley S 9(2)@) " @ird.govt.nz>; Yvonne Coghlan ird.govt. nz>
Subject: RE: A question from the past

Sorry a bit late to this — yes PAS are workmg on this — Craig Phillips is @n Graeme
Morrison’s domain...not sure how advanced nor whether it is visible th PAS w

programme

From: Lynn Smiley -@ird.govt.nz> @
Sent: Friday, 4 September 2020 5:04 pm

To: Yvonne Coghlan _ Qird.govt. n

Cc: Susan Price $9(2)(@) " @ird.govt.nz>

Subject: RE: A question from the past...

Yvonne,

ot be showing up yet. Susan may know more.
peC|aI|st Tax Counsel Office | Inland Revenue

Yvonne Coghlan <89(2)@) " @ird.govt.nz>

: Friday, 4 September 2020 4:26 PM

To: Lynn Smiley <8 9(2)@) " @ird.govt.nz>

Subject: A question from the past...

Hi Lynn,




My question relates to what happened after PUB00240 was closed and the issues referred to
PAS. Do you know if anything came of the referral? | can’t find anything on the PAS work
programme. Do you have any suggestions about who | could contact in PAS about this?
Thanks (and have a great weekend)

Yvonne
Yvonne Coghlan | Tax Counsel
Tax Counsel Office | Inland Revenue @ @

T. —

E. @ird.govt.nz

Hours of Work: Tuesday to Friday 3 @
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Policy and Strategy

|n|and Revenue Te Wahanga o te Rautaki me te Kaupapa
. 55 Featherston Street
Te Tari Taake
PO Box 2198

Wellington 6140
New Zealand

T. 04-890 1500
F. 04-903 2413

Consultation letter &

16 October 2020 ( J
\\)

To: Robyn Henderson, Policy Director EDT, MBIE %

CC: Katie Sadetskaya, Senior Policy Advisor, Innovation Poli B
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Ol()(\pd)/(cy review arises from Inland Revenue publishing an exposure draft of a proposed
change in Inland Revenue’s view on the tax treatment of software development expenses
(IRRUIP10 - Income tax treatment of software development expenditure!). A number of
submissions were received on the views expressed in that document:
¢ Many submitters opposed any change to existing tax accounting practices in the
software development sector.
e Existing provisions in the Income Tax Act 2007 gave inconsistent outcomes for the
treatment of software development expenses. This inconsistency between provisions
has been creating confusion within the software development sector.

° cap

1 https://www.taxtechnical.ird.govt.nz/-/media/project/ir/tt/pdfs/consultations/issues-
papers/irruip10.pdf?la=en&hash=85038059438AB31059D4273F86406A27
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Implications of problem

Submissions to IRRUIP10 were consistent in noting that if the tax policy problem is not solved,
then the software development sector would likely be adversely impacted because of:

e the tax effects on operational cashflows within the sector; and

e anincrease in demand for capital due to the need to fund higher cash flows.

Consultation with MBIE

This letter is written as part of our review, and we have identified some issues for which we
seek your feedback from the perspective of your policy objectives for the innovation sector

In particular, we are wanting to determine an appropriate framework fo taxation o
software development sector’s business income and expenses. Th|s nalysis Gf\
e the size of the software development industry in terms of p S, cont +t0
the economy, and profitability;
e characteristics of business processes used in developln ware;

e characteristics of funding and funding limitations W|th|n the softwar de pment

sector;
e characteristics of an expected life cycle of softw Z veroped fq/o% rcial

exploitation;
ent a eIatlng to the

e Government policies administered by other G
software development sector; and

e Government policies in other jurisdictic eir innovati ectors.
;c?n (and W/E%;lmr the development of
f\

Wide Government policy on supporting in@xI
software) will be relevant when consid% the analysis appropriate tax treatment of
s

development costs for software. To thi c(/we ar m ssted in any insight you can provide

for the following questions:” \\ O —
1. Are you able to either p e ata on )zhe ize of the software development sector
s,/ CO

(number of participa ution Uo\h economy, profitability), or point us to

where this data co be“obtained?
2. Are you able to dif I@ﬁaﬁtlte bet%g\a§ software developers that mainly produce software

for their inter Q{ﬁ/g ba developed software internally to comply with
anti-money a g legi nd other developers?
Ilcl s relate novation sector and are any of these objectives

rticular charactéristics of their business processes and if so, how?
licies r te o capital funding for the innovation sector? For example, are
articu fundlng schemes (e.g. the R&D Loan Scheme developed in
to COVI D?J: and what is the policy purpose of any such funding scheme?
olicies for the innovation sector that are related to the life cycle of
Io nt, and if so what is their objective?
er Government agencies that you are aware of that implement
C|es relating to the innovation sector (we are aware of Callaghan
and if so, who are they and what is their focus?
u able to provide us with an analysis of Government policies relating to the
ion sectors in overseas jurisdictions that you have analysed in the development
/"‘\ innovation sector policies for New Zealand?

Néx\thlfeps

We are wanting to meet with you later in October or early November to receive your feedback
on our questions and to identify any other sources that you may be aware of relating to data
for this sector. We will be in touch to arrange a time to meet, either digitally or in person.

After receiving your feedback, we will be consulting with stakeholders in the software
development sector on issues raised in this letter plus some tax technical matters. We are
planning to undertake this consultation post-general election We also plan to engage you in
this process if you think that is desirable.

We are planning to complete our review by mid-2021, with a view to making any necessary
recommendations to Government after that time.



Not in scope

Software development expenditure
Notes from pre-consultation call with MBIE

Attendees

IR: MBIE (on Teams):

Chris Gillion Robyn Henderson

Craig Phillips Mary Mulholland

David Cuellar Katie Sadetskaya /\

-
‘ \/”>

Notes & \
%Nlth the

MBIE is engaged with Keith and Graham on software @opment issu

Research and Development Tax Incentive (RDTI). 7 \\

\/

Preamble from David, Craig, Chris, on the sco
e Background and objectives.

e Current expectations versus what %é; ing in <- ac businesses claiming
deductions as they go, trading % dels).
e Potential for treatment of so are as&/ﬁ% asset.

)

rojec

Questions (numbered in cons t:qn Ietter) :fff
Q1 @
MBIE will send us n’i\e . MBIE %lr Digital Technology Transformation Plan and
are getting update AIs sector report (seen by IR already). Another
report (behin II) that end to us.
Softwar ment s |mportant with regard to growth potential. MBIE is going
to |nt e of successful companies to understand their success and
e rep
o
Q2 @x/)
Key ce between types of software developers will be skills and employers, e.g.
o) e developers employed by banks for internal use. Want to get a handle on the
/rfll@? of entities of each type.
\J/

Commercially exploitable software is developed over a longer period of time, whereas
internal software is developed on shorter timeframes. Will ask tech sector to clarify.

Agri-tech sector is growing and experiencing a lot of activity. IR interested in the
differences between general innovation and what is required for agri-tech. MBIE says
there are difficulties in defining the agri-tech sector. Software development is not their
main activity; they are more concerned with investment in AI and machine learning to
produce different outputs. More into robotics.



Not in scope

Q3
Innovation policies are sector-agnostic.

RDTI is their flagship one but the software sector is having a lot of challenges with it. CI
helps MBIE with investing in innovative businesses. Note project grants have a

significant proportion of digital and software recipients. /
. L o . \

The overarching goal is to increase business investment in R&D tartto s \<e

initiatives targeted at encouraging businesses to coIIaborat& ell.

Craig asks about the R&D Loan Scheme’s contribution to-the innovation c&&;nd

talking to CI. MBIE has initial figures from CI but not @1at/the mpgﬁt@ icult to

measure; can send over their statistics regardless

CI has digital sector specialists. MBIE's role o] mth& ent objectives and

policies, whereas CI focuses on |mplement d oper nalisation (they are much

closer to individual companies than MB h € goo secto intelligence). MBIE has a

ce

focus on the start-up sector and try rove t e\ base of that sector. Have
just procured a company to bund a )a/se

MBIE has a focus on innovati |ty acr/os conomy Role for these businesses to
play in selling services to tors i Né\]éaland and helping to improve national
productivity.
\ 7/
\ v
Q4 \
Empha5| r-agn tlatlves

E@ entug%ﬂgk/?a fund to create more funds in New Zealand to invest in more
C

Aspire NZ \sz:l - addresses the capital needs of start-ups, a large proportion being

digital/ ector companies and assists at an early stage in fundraising (seed
0 $2 million). Type of venture capital.

stag
W%fo on these funds in a proactively released Cabinet paper titled “"Update on the
\ Vey}ure Capital Fund’s Progress and the Wider Capital Markets.)

Tech incubators fall into this category but are more targeted at tech science, but work
with digital/software firms as well. They are more to do with IP, used to be more focused
on software but moving toward science. MBIE has just signed a new tech incubators
contract.

Project grants - software companies would make use of these. Grants are part of CI, and
MBIE funds them (similar to tech incubators program).
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Q5

Policy settings target different business growth stages rather than different stages of the
software development life cycle. Aspire NZ Seed Fund targeted at building capability
rather than proof of concept.

CI has Regional Business Partner programme, co-funded by NZTE and they provide a lot
of support for companies at early stages.

On the RDTI, the software sector has not benefitted much. There is a b oad spectru?/&
innovation - the RDTI is targeted at the R&D end but eligibility requites’e endlture oﬁ
activities that resolve scientific or technological uncertainty. Softw - pames o{

up front and then spend a lot of the time/effort/money later o? lopment, vv@

previously they were qualifying for CI Growth Grants that c broader ran f
their activities.

Funding to commercialise ideas that come out of univ t@t ies, Centre/F
Excellence in Otago targeted at the early ideas sta stu ents ba ? Unedln can get

funding for ideas related to software developmen
NZTE has digital marketing campai legital enablement for

a fun
exporting firms. Like CI, they do not /a sector—%»( approach; NZTE works with

high-export growth potential co anles regar hat sector they are in. Tech
sector lead at NZTE is worth </ g to, and th -e-working closely within the Industry

Transformation Plan. e \\
L
ﬁ N/
Q7 - 7/ %

v

s 9(2)(9)(i) %
aé%@we ar e> ed in trading partners' tax frameworks and impacts on cross-

eConom/yx ggests that how other countries treat depreciation is important.
3 \ /
//;\%
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Consultation letter &
24 November 2020 \ )
\\9
To: Hayley Horan, Mark Debenham, NZTE; Bruce Jarvis, Call ovation \
a, y Advisor,

CC: Robyn Henderson, Policy Director EDT, MBIE Katie Sad enior Polic

Innovation Policy, MBIE
\ \% :
From: Craig Phillips Q/ \//\‘\\\
-/
P

Software development expenses % olici innovation

Background — @
We are presently reviewing the policy %%s nd pr tig% ating to the taxation of
rmi

software development in order to dete = an app iate tax accounting treatment for
income and expenses within the software develo sector. This review is a “first
principles” review of general inc@x princjfles\ S t’h’éy relate to the software development
sector. This review does not i e within its Gcope any aspect of the research and
development tax incentive/é ther in t&eg/bromoting innovation in the sector.

N

The tax system is based on a broad- ase low>rate approach to taxing profits of businesses on
an annual basis. On afirs \princip sis, profits for each year are determined as the
difference betwe ég eand e ses that relate to each year. The annual determination
of taxable profit ires consideration’of general accounting principles and specific tax rules
that both intéract etermine:

o W i e is derived or'a business expense (which includes the cost of business
, is incurre(\jba
ihether thatin or expense relates to that year or other years (for example, the
<éost/of a pg.*ﬂ ess asset is usually amortised over the economic life of the asset - this
i knownw;a‘iQt% depreciation).
\\\,

for the y of development expenses, including:
o n of the expenses in full as they incurred;
A uction of the expenses in full when the developed software is first able to be
( /‘ﬁo mercially exploited; and
\ ¢ capitalised as a business asset, and the cost amortised over the economic life of the
developed software (this is the general tax policy framework applying to assets that are
used within a business setting).

This revie%i tified a variety of practices that are either being applied or are proposed
ibi

Our policy review arises from Inland Revenue publishing an exposure draft of a proposed
change in Inland Revenue’s view on the tax treatment of software development expenses
(IRRUIP10 - Income tax treatment of software development expenditure!). A number of
submissions were received on the views expressed in that document:

! https://www.taxtechnical.ird.govt.nz/-/media/project/ir/tt/pdfs/consultations/issues-
papers/irruip10.pdf?la=en&hash=85038059438AB31059D4273F86406A27
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¢ Many submitters opposed any change to existing tax accounting practices in the
software development sector.

e Existing provisions in the Income Tax Act 2007 gave inconsistent outcomes for the
treatment of software development expenses. This inconsistency between provisions
has been creating confusion within the software development sector.

Implications of problem

Submissions to IRRUIP10 were consistent in noting that if the tax policy problem is not solved,
then the software development sector would likely be adversely impacted because of:

e the tax effects on operational cashflows within the sector; and

e anincrease in demand for capital due to the need to fund higher flows.

seek your feedback from the perspective of your policy objecti e innoyation

Consultation with other Government agencies
This letter is written as part of our review, and we have identi in% issues for \g@
ctor

In particular, we are wanting to determine an appropriat \rnework for t cation of the

software development sector’s business income and e —This re uf“k&s analysis of:
e the size of the software development industr of pa |p\ ;/ contribution to
the economy, and profitability;
characteristics of business processes use veloping
characteristics of funding and funding limi t s withi he tware development
sector;

e characteristics of an expected life ;;';V;F"softwa C e oped for commercial
exploitation; ~ &\
e Government policies in otherJur ct(ons fo th innovation sectors.
Q-

7
Wider Government policy o innovat on (a nd in particular the development of
software) will be relevant wf% ering the\}alyss of the appropriate tax treatment of
this e

development costs for sof are interested in any insight you can provide
for the following questlon
1. Are you able @/Ac{rowd d he size of the software development sector

to the economy, profitability), or point us to

your agency relate to the life cycle of software development, and if so,

objective?

u able to provide us with an analysis of Government policies relating to the
vation sectors in overseas jurisdictions that you have analysed in the development

/"\ innovation sector policies for New Zealand?

Néx\t/sfeps

We are wanting to meet with you either late November or early December to receive your
feedback on our questions. We will be in touch to arrange a time to meet, either digitally or in
person.

After receiving and analysing your feedback, we will be consulting with stakeholders in the
software development sector on issues raised in this letter plus some tax technical matters.
We are planning to undertake this consultation post-general election. We also plan to engage
you in this process if you think that is desirable.

We are planning to complete our review by mid-2021, with a view to making any necessary
recommendations to Government after that time.



Not in scope

Software development expenditure
Notes from pre-consultation call with NZTE

Attendees
IR: NZTE (on Teams):
Craig Phillips Mark Debenham

David Cuellar

=)

Notes

A
O
Q@ @

General

NZTE comes at this issue from an N@ar pectlv@ associated challenges and
AN

frictions. //

Regarding the RDTI, NZTE busme§s ng to get access to R&D credits but
they either did not know h e\ng ble for the credits or what they needed
to do to access the cr q;ts E wer ring workshops to assist but it became an

expensive exercise obo” ough the ss of accessing the credits.

s9(2)@) -

Quest@ ered intc s atlon letter):

NZTE says fiv y go, tech companies in a broad sense may have been one or two in
ten new ¢ that go through NZTE. Nowadays that is approximately about five
out of has a dedicated tech team, which is the biggest team they have.

yg% been tenfold

Nzﬁ s to talk to firms in sectors including manufacturing, food and beverage, and
get sellers to get them through the door to NZTE. Conversely, tech companies are

much more likely to proactively approach NZTE, so it does not have to make as much of

an advertising effort to tech companies.

1,500 companies at NZTE are managed (in portfolios of ~15 with a lot more focus) and
4,000 are unmanaged (which get help by reaching out to NZTE).

TIN100 and TIN200 reports have a lot of commentary of humbers and the size of the
industry.
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Note that a lot of “tech companies” do not develop and/or sell software but perceive
themselves to be tech companies, especially in the manufacturing space.

Q2

NZTE are enablers and connectors, but not innovators or drivers of policy. Role of NZTE
is to support, push, drive, build awareness of sector so as to position New Zealand in th

world market in accordance with its competitive advantages. Hayley n sits on /x
Government Tech Action Group for NZTech, but NZTE does not ge t policy 0 \)
drive the industry. N
NZTE has access to a lot of industry around the tech sector ligns to some areas
more than others, such as the FinTech sector. Next secto was thé AgTech sector;

a lot of movement around boosting AgTech. Note D a@Tecpnologles/I d|
Transformation Plan that is being developed as a S |p bet éQ\IV@IE and NZTech.

New Zealand is not behind gaming technolog erhaps gettlng into it.
Also, not behind the payments sector as aixa tech pIe s 9(2)(ba)(i)

Ultimately, bigger busm 2S are a eIp themselves before NZTE can get to them.
At the same tlme,\ re toward smaller businesses. There are
misconceptio d\u NZTE b to help pre-revenue firms - they can do but it is
not their focu aI|ty CaIIagh Innovatlon helps with that first gear and NZTE helps

in secon %

dmlnlstefrs th funds. A lot of due diligence undertaken, requires a lot of
|nformat| b\wt?ans and people involved. Amounts are matched dollar for dollar up

to$60%§%§

dation fund is for the first stage where a business is still trying to validate
/ a certain international market is the right one to enter into. Has a cap of

‘ $10 000 contribution from NZTE i.e., for a $200,000 project. Prior to COVID-19, this
would involve sending people into markets, attending conferences, going to trade shows,
etc. Given restrictions imposed by COVID-19, much more of this activity involves paying
people already in the market to undertake those activities. Essentially a feasibility
analysis.

Full international growth fund is for helping to execute in the market, accelerate growth,
double-down on expansion. Has a cap of $500,000 in a two-year period (down from
three) and a business can apply again after that period, though the application has to be
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for expenditure beyond business-as-usual - must be associated with new
projects/processes/products.

Additional funding was provided by the Government in June, doubling the total bucket
from $30 million to $60 million. NZTE not expecting to spend the whole amount. NZTE
does not fund any roles to do with software or product development - all about delivery
and moving the dial with products being sold in market. Funding software developers
would be seen as funding business-as-usual.

//\&
Q4 \ )

% \\)
Not entirely applicable to NZTE. @

A%
Companies grow and get acquired or list/undertaken an IPO. N will |I‘r\%§< with
fgg@w
=/

them insofar as R&D/innovation is still undertaken in g\;v\;galand aP;a[
Zealanders are being employed. — (C\)

In one sense, New Zealand companies getting b utis a success, but it also
represents lost IP. May be nice for New Zeal ids to be ing<that IP. Otherwise

Q5

%w R
J NS
NZTE compares itself to close e uiv&&s/in otE%rj{u@ictions with respect to size and

location. Countries doubling d %\on the tecrl ors-and provide a lot of

romotion/support include: ) -
p /supp (/<\>\
e Australia ﬂ o
$dnd)clo

o Rules a(,,ﬁ/j ser e ic ties have been restricted during COVID-19.
\/ —

Ireland 7
United Ki g\;@ —

i nomic ent Board)
Ukraine gary, other Eastern-Europe countries

ea

ig tec W
N%ea} nd do% ve the same scale - big difference in how careful New Zealand
isin

isbursin (u? compared to the leniency observed in other countries.
\\\/

e o o o o
4
=}
Q
Q

&

=
N



From: Craig Phillips

To: David Cuellar
Subject: RE: Software Development consultation _Business stakeholders_2021-01-25_V3.docx
Date: Wednesday, 27 January 2021 11:01:18 AM

Not in scope
I’'m ok either way on establishing a meeting —happy to follow your thoughts.
Kind regards, have a nice day | Nga mihi, kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki &
/

Inland Revenue | Te Tari Taake
s 9(2)(a)
Email @ird.govt.nz

From: David Cuellar <8 9(2)(a) @ird.govt.nz> &
Sent: Tuesday, 26 January 2021 6:20 pm
To: Craig Phillips <8 9(2)(@)  @ird.govt.nz>; Chris Gillio % @i @
holder. -25_V3.docx

Subject: RE: Software Development consultation Bus@
Not in scop

Thanks Craig, looks good. My only questio need to or a response before
we propose to set up a meeting? We co t clear if we e Xxpecting
acknowledgment before we reach out tation or if v |II just send a follow-up
request for a meeting regardless.
I've drawn up a timetable as foIIows are tryi e introduction of the 2021
Bill: \e L\\7
Software development t abl (tenta

Deadline Completed milestone Comment

(2021)

19 February C‘ 1C first ro Understanding business processes
ation in the software development sector
5 March elop pr §e§>rules and Assuming targeted consultation and
rlte next ¢ ation that we will not go to Cabinet with
document/let an issues paper
2 Apri Conck%cond round of Seeking feedback on the proposed
i rules and making adjustments

report during the moratorium as
Ministers will not want to send a

consultation
/Bgtp}\iv/ %d/ moratorium begins | Unlikely that we will be able to
s - .

\\/ Cabinet paper for consultation
20 May Budget Day TBC Moratorium ends
21 Ma Report to Ministers with
I\% attached Cabinet paper
%e Lodgement for DEV Unlikely to get the paper lodged by
\\‘ this date if reporting after the

moratorium, meaning we would
miss introduction of the Bill

9 June DEV approval
14 June Cabinet approval
I think the key things to bear in mind are:

e I can’t see a path to having policy approval before the Budget moratorium, which
means we need to seek approval after the moratorium.

e It is unlikely that we will be able to send a Cabinet paper to Ministers for their
review/sign-off before 20 May. It sounds like Ministers will not be comfortable
consulting on what might be a net-positive proposal during the moratorium.

e Given that we will likely need to report after the moratorium, we would only have
about two weeks between reporting to Ministers and lodging the Cabinet paper,




which is possible but significantly pushing timeframes. We would need to test this
with Thomas Allen/Paul Young/Paul Fulton.

o If we can’t report and have the Cabinet paper lodged within approximately two
weeks after the moratorium, then we won’t make Bill introduction.

e There are likely to be a number of other projects facing the same constraints as
us, which will make it more difficult to expedite this project from Ministers’ offices’
perspectives.

If we can’t make Bill introduction, then our options are:

¢ Include software development changes in a SOP at the select committee stage.

¢ Include software development changes in a SOP at the COWH stage.

e Delay software development changes until the next bill. &

C
-

Interested in thoughts from both of you. There a number of different utations so~ >
(

you may have alternative views on timelines.

Cheers, -
David

----- Original Message----- &

From: Craig Phillips <8'9(2)(a) @ird.govt.nz>
Sent: Tuesday, 26 January 2021 3:50 PM

To: Chris Gillion <8'9(2)(a) @ird.govt.nz>; David
<8 9(2)(a) @ird.govt.nz>

)
Subject: Software Development consultation _Bus\ takeh \‘202/1-01-
25 _V3.docx ™ )
Not in scope i/ /

Updated as discussed for your comments:-
https://aus01.safelinks.protection.outlook.com/ap/w-59584e83/?
url=https%3A%2F%2Firnz.sharepoint.com% 5% 2 '\‘.’9 scrossdomainwork%2FSha
red%2520Documents%2FSoftware%?2520Development%2520for%2520licence%25200r
%2520sale%?2FSoftware%2520development% FCo sultation%2FSoftware%2520Develo
pment%2520consultation%2520 Business%2520stakeholders_2021-01-
25_V3.docx%3Fweb%3D1&amp:data=04%7C01%7CDavid.Cuellar%40ird.govt.nz%7C1
90chace43fc44433b2008d8c1a5212b%7Cfh39e3e923a9404€93a2b42a87d94f35%7C1%
7C0%7C637472262253025958%7CUnKNowNn%7CTWFpbGZsb3d8eyIWIjoiMC4wLjAWMD
AiLCIQIjoiV2IuMzIiL CIBTiI6Tk 1haWwil CIXVCI6Mn0%3D%7C1000&amp;sdata=alBYBh%
2BclHalsLQ oIP2°/'Fdfa k90%3D&amp;reserved=0
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Policy and Strategy

|n|and Revenue Te Wahanga o te Rautaki me te Kaupapa
. 55 Featherston Street
Te Tari Taake
PO Box 2198

Wellington 6140
New Zealand

T. 04-890 1500
F. 04-903 2413

Consultation letter &

28 January 2021 \\ )
To: s 9(2)(a), s 9(2)(ba)(i) » NZ TeCh

Industry Association, §9(2)(ba)(i) (by email)

CC: Robyn Henderson, Policy Director EDT; Mark Debenham Call@nnovanon

From: David Cuellar and Craig Phillips ég

Software development expenses - ng ta settlngs

Background @
1. We are presently reviewing the poli %tl gs an pf/a% s relating to the taxation of

software development in order to d fmne an opriate tax accounting treatment for

income and expenses within {irq;gftware de l@pme sector.

2. Our policy review arises nd Revenu }u lishing an exposure draft of a proposed
change in Inland Re w on t tljéatment of software development expenses
(IRRUIP10 - Income| téa( ent tware development expenditure?).

3. Several submi SIQ ere re% e views expressed in that document:

e Many sub opposed ch e to existing tax accounting practices in the software

devel ector.
o vision i come Tax Act 2007 have inconsistent outcomes for the
t of softwaﬁe velopment expenses. This inconsistency between provisions is
g conf thin the software development sector.
o~

issions | oQ I
solved, t
of:

o %%acts on operational cashflows within the sector; and
\

/- increase in demand for capital due to the need to fund higher cash flows.

Puﬁpd)s/e of this review

5. The objective of the review is to identify appropriate tax policy settings that are consistent
with:

IP10 were consistent in noting that if the tax policy problem is not
ftware development sector would likely be adversely impacted because

¢ optimal economic efficiency for the sector;
e the nature of business practices in the sector; and
e the broad-base low-rate tax framework underpinning the tax system in New Zealand.

1 https://www.taxtechnical.ird.govt.nz/-/media/project/ir/tt/pdfs/consultations/issues-
papers/irruip10.pdf?la=en&hash=85038059438AB31059D4273F86406A27
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6. Given these objectives and the background, this is a “first-principles” review of general
income tax principles as they relate to the software development sector. This review does
not include within its scope any aspect of the research and development tax incentive or
any other incentives promoting innovation in the sector.

Economic efficiency, taxation, and the broad-base low-rate system

7. Economic efficiency is important, as it relates to policies that seek to minimise the effects
of deadweight costs arising from the taxation system. Efficiency considerations require an
understanding of both the framework of the New Zealand tax system and the way in whjch

business sectors carry on their business. &
n/{i% ?lts of bup
3 ng th { ?
business activities having similar capital and operation aracteristics are ated on
a similar basis (horizontal equity); and

tax settings do not give rise to distortions for inv ment deC|S|ons

8. The tax system is based on a broad-base low-rate approach to taxi
on an annual basis. This framework supports business activity b

9. A first-principles review is based on the followin n S of th |@Qr@ tax system:
e The annual profits of a business are tax e |nc ystem these annual
profits are known as taxable income.
» Taxable income for a year is the differenc etween ota ssessable income and
deductible expenses relating to t

tax rules for recognising the exi pe and oth assessable income and
deductible expenses.

e The calculation of taxable inco siders apﬂ% unting principles and specific
of

Current practices
10. To date, this review id

oif/fax accounting practices for the deductibility
of software developméﬁy

ding:

e deduction o th

es are amortised (as a deductible expense) over the
ted developed software.

I|f th&r

as part of our review of the tax policy settings for software
enses IRRUIP10 proposes to apply a capitalisation model to recognise
based on a business process that is similar to that applied to traditional
ring activities.

ma
12/ nowledge that the software development sector and the technology sector
( \g erally is an important part of the Government’s economic policy. Up until now, we
a4e been consulting with other government agencies to better understand the economic
and incentive policies for your sector that are promoted and managed by other agencies.

13. Other government agencies have indicated that operational processes in your sector have
characteristics and methodologies that differ from a traditional manufacturing business.
This observation is consistent with several submissions from your sector on the proposals
in IRRUIP10. Consequently, the purpose of this letter is to assist us in understanding
operational processes within your sector before consulting on any changes in the tax policy
frameworks for software development expenditure.

14. Issues for which we seek your feedback are:
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e the size of the software development sector in terms of participants, contribution to the
economy, types of organisations (e.g. agritech) and profitability;

e characteristics of business processes used in developing software;

e characteristics of funding and funding limitations within the software development
sector;

e characteristics of an expected life cycle of software developed for commercial
exploitation;

e Government policies in other jurisdictions for their innovation sectors.

15. To this end, we are interested in any insights or information you have on: &
@the softw\@ f

e Typical business and life-cycle processes adopted across all asp
sector in New Zealand. N \>—

¢ Why Government policies for the innovation sector are or should be linked t@;
specific characteristics and life cycle of the sector’s busin cesses and, if so, how?

e Any specific characteristics of capital funding and fundis that exist for the
innovation sector that differ from general capital funding principles. <\(;\

e The processes of developing and using open sour e@qftware to yje?aite ftware that
can be commercially exploited. \\))

e Any other matter relating to your sector that sider 'aésia%\y insights on

structural or operational differences to tr@ anuf ctivities.

Next steps ©

16. We are wanting to meet with you in l@g\ ry of 2021 to receive your feedback on our
questions. We will be in touch shortly to\arrange a-tir meet, either digitally or in
person. We would also appreciate an. indication rgii\];ﬁu of any other key stakeholders in
this sector for the next consu tign step (se ow);

N - —

17. After receiving and anal feedba@e intend to consult further with stakeholders
on whether the gener/abt icy fra \ //discussed above would be appropriate going
forwards or whether some alternati roach should be considered that appropriately

reflects the secto\ hsg/)/}éss pr{fcg\ .

18. We are planning t& omplete review of tax policy settings for the treatment of software
developmen penses as soon ossible following that second round. We would make
any necessary.recommendations to Government after that time to clarify the tax policy

N
g

setti 0 tware dev ent expenses.
] \ >
19. @ e any@ s, please contact us. Our contact details are as follows:

. \N ) .
David Cuellar, (SL@y/ dvisor | Kaitohutohu Here

Policy & St Kaupapa Here me te Rautaki
Inland e VTe Tari Taake
DD )
(’/‘I;ig\\
Email:

s 9(2)(a) @ird.govt.nz

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki
Inland Revenue | Te Tari Taake

DDIs 9(2)(a)

Email:

s 9(2)(a) @ird.govt.nz
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Meeting Subject: Software Developers - Tax policy review of income tax
settings for software development expenditure

Meeting Date: 3/02/2021 4:00 pm

Location: WGN 8.4.60 Levy

Link to Outlook Item: click here

Invitation Message

Participants
Craig Phillips (Meeting Organizer)
Chris Gillion (Accepted in Outlook)
David Cuellar (Accepted in Outlook)
Benjamin Hammond

s 9(2)(a) @callaghaninnovation.govt.nz (Accepted in Ou 00
s 9(2)(a) @callaghaninnovation.govt.nz Accepted@look %
Notes &/

(IR) - Introductions

Data or comment on the size of the evelo tor?
e CH - Nothing further to elaborat /m what V|ously been provided.

Agency's policy, and link

e CH-Overall, CaII
percentofG
0,

ness p

e CH- Yo rem emb% he 'software market' encapsulates a number of
diff arts

Mg software products e.g. Datacom

s> in-house building for exploitation e.g. Xero

ilding.an
N SAAS mo
@~s . Int ésign and use of software e.g. Banking software

Jectlv mcrease the spend on R&D in New Zealand as a

be sold overseas to contribute to NZ's GDP, and leading to higher paying

e CH- 5\%? centive is not about the internal design and use but about developing

ew Zealanders.

% As you know, internal software use (e.g. banking) would increase output of the

user and therefore contribute to GDP, so | am assuming we see further increases in

GDP from external exploitation of software - some type of spill-over benefits?

e CH - Yes, spill-over benefits are globally recognised within the software industry. As an
example, the number of accounting firms that popped up after Xero, or the Navman
software which created opportunities for marine audio. We don’t see these types of

clear benefits from internally exploited software.



Policies of your agency that relate to capital funding for the @1 n sect

( (

)

Not in scope

NZTE are focused primarily on increasing exports and that link to maximising GDP,
while we at Callaghan are more focused on medium sized businesses. Software is
everywhere, there is a large amount of product services - largely website designs. We
general think the software is a vertical industry, where software is the product being
developed and sold, but a lot of software is horizontal, as different industries try to
integrate software into their businesses (agri-tech, fintech etc.), software is not often

their main business.
Software in fintech is actually a growing industry In NZ, the FMA businesses‘/t? | >
push the boundaries more, and aren't sand-boxed like they are i ’

CH - The main one is the R&D tax incentives. How @)w,e also stillh | roject grants
but these are much smaller. Generally, we see vjies with oc@brbspects have no

issue getting funding via Blackrock, simplicity e . There %mount of
capit ill say they have

capital waiting for a home, and a lot of t @t

money but there aren’t enough oppor@g

t t should be said that some companies
will tell you that they are strugglin& ind i

% apitalpg eral we do not think it is
an issue. \\

‘ AR\
V) SS

"ft(actéd toc niesthat already have traction, that

c rket fit/ e product meets a customer's desires, solves
eco éiyij}truggling with product market fit it is
sstoc L

CH - Venture capitalists ar
have demonstrated pr
a problem in the ma

unlikely they will
—

CH - traction i\§% \ﬂy me ﬁﬁoy demonstrating that product market fit through
growing m racquis% d usage.

C Wnture cach, is a bit of a chicken and egg exercise, businesses
. rafly want fu\n@i 0 grow and scale production to acquire customer acquisitions
n

O d usage. e venture capitalist generally don’t provide funding until the business

””é’monstyét%s that, by that time the businesses may not need funding.

\\?
o C@( 9(2)(a) ) might also be able to help you guys.
Lif@%e
\

- There is no clear end product (and in some cases there will never be a final

\EJ‘/)product). For most SAAS products they will have a minimum viable product that they

will test in the market, and then they’ll see if the product is being used, what
customers want from it, how it can be improved. Xero is again a great example of this
they started off as bookkeeping software, then moved to a full suite accounting
software, now they’ve added tax capabilities.

CH - Once product market fit and MVP is achieved. The next big step for any SAAS
provider is scalability, sales have to be ready to scale - can you create an engine that
creates a cycle.
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e CH-The life stages are 'linear' but they can overlap significantly, there is no clear start
and finish to each stage. Once sales take-off, you need to keep improving your
product, its kind of like 'building a plane while it flies'.

e CH-The largest expense, or the point with the most cost pressures is the coding and
engineering of the software. This is the point businesses are most susceptible to falling
over. Engineers are often in short supply and cost a lot. Generally, businesses prefer&
NZ based engineers and prefer for them not to work remotely, b n when th
grow their engineering base they will look overseas (Bra2|I|an e Once
business is in the scalability stage - family and friends will o rétract their @Q
and the venture capitalists will come in (if needed). The business-during this stage is

have a m@%some

generally more robust (i.e. they have a product market fit and
customers).

e CH-interms of internally used software, mu @g devel
outsourced, e.g. banking software. @

When is an asset formed and valued? % v
e CH-As mention, an asset is ne d. But the company will be able to identify

that their idea is exploitable quit /W If th 1ess has good accounting processes
then in theory they could the business{The-method of valuing the asset may be

another story, but when evelopi are we simply used a contributions of
cost method. Other method @ be based on sales, compound growth
rates, dlscounte oY methc.
i |onaII
aghan I|ttIe uni en you look overseas, most countries don’t
gaco le:

r@ab nd sometimes we see NZ firms being overly reliant on

@; S meng@%abnlty of fintech's to think outside the sandbox (unlike in Aus)
i

mport
N

e CH-~Eve ountry is always trying to tinker to maximise R&D. Estonia is a unique
Ie. hey have a growing digital market, and a big part of that growth is their
ovative procurement process, where many of the big tech contracts go to local

Q s, which then helps them to grow. Singapore is another example with a booming

tech industry, as part of this they try to match up complementary tech firms to help

them both grow. They also have a National Digital Identity (NDI) project - a centralised
identification system.

Closing remarks.
End.



From: David Cuellar

To: Benjamin Hammond; Craig Phillips
Cc: Chris Gillion
Subject: RE: Software expenditure consultation - Callaghan
Date: Thursday, 4 February 2021 5:28:00 PM
Not in scope

Thanks very much Ben, this is great.
I thought it was interesting that they perceived the software development process,
including bringing product/service to market and scalability, to be linear. They did note 3

the overlap between stages, but I had thought from prior reading there.might be a few
more feedback loops. %

I think the distinction between software as a product and software ice will bi\ /\
one of the harder things to grapple with as we think about what approp

tax treatment for certain expenditures within the sector is. @re will be b

grey areas in cases where it’s not clear whether some soft roduc r ser ce.
Cheers,

David 1

From: Benjamin Hammond <8 9(2)(a) @ird. %\7 /f\\

Sent: Thursday, 4 February 2021 2:03 PM
To: Craig Phillips <8 9(2)(@)  @ird.govt.nz>; Da |@II
Cc: Chris Gillion <8 9(2)@)  @ird.govt. nz>

Subject: Software expenditure consultani

s 9(2 éﬁi@%rd govt.nz>

Hey team,
My notes from yesterday’s discu |o W|th Callagh h e. Please make changes and
inclusions as you see fit.

Great job facilitating the di aV|d e eK/the internet issues.
My four crude takeawa e d|scus
1. The software-de ent pr ugh never-ending could be considered linear, in
the sense.th r@ a few a*c eed to be completed (at least partially) for the
compa ress: l\/I| able product (MVP), Product market fit and scalability.

ne as it I|es

|s not an issue for companies with good ideas and traction
point you still need family and friends S).
d accounting processes (unsure what % this is) should be able to
are asset. The method of valuation does vary: Book value, Sales
multi Iekéné/growth rates, Discounted cash flow.
o be clear what software expenditure we are focused on and the different
atments. Internal use, SAAS or building and designing software.
n to hear others key takeaways.

/@a,

Ne



From: Diane Fairbrother

To: Craig Phillips; Sara Bathgate

Cc: Chris Gillion; David Cuellar; Benjamin Hammond

Subject: RE: IRRUIP 10 INCOME TAX TREATMENT OF SOFTWARE DEVELOPMENT EXPENDITURE
Date: Tuesday, 16 February 2021 6:53:09 AM

Thanks Craig,
I appreciate your time.

I found this paper and IS 17/04 INCOME TAX - COMPUTER SOFT
USE IN A TAXPAYER'S helpful - also, the ACTONZ cases.

Thanks for the insight. @
Regards

Diane
Diane Fairbrother | Technical Specialist, Legal Services | Innue
From: Craig Phillips 8 9(2)(@) " @ird.govt.nz @ &

Sent: Monday, 15 February 2021 3:50 PM

To: Sara Bathgate 8 9(2)(@)  @ird.go
S9N @i gov
Cc: Chris Gillion <8 9(2)@)  @ir

Benjamin Hammond

Hi Diane,
We are currently i

review of the taxsettings % pply for the software development sector. We are
working towar ing up a cabinet paper for potential policy changes (one policy issue which
we inte ress is tWatment of sales of the code /IP in software — at present this is
a sal tal asset’and on’t think that is consistent with the treatment of having

3 e ductio t under the trading stock approach or under s 40B or s DB 34 or
everthé prop@ ility rules. It is a very wide review.

0 & Strategy | Kaupapa Here me te Rautaki
evenue | Te Tari Taake

Email -@ird.govt.nz

From: Sara Bathgate 8 9(2)(@)  @ird.govt.nz>

Sent: Monday, 15 February 2021 3:20 pm

To: Diane Fairbrother $9(2)(@)  @ird.govt.nz>
Cc: Craig Phillips -@ird.govt.nz>
Subject: RE: IRRUIP 10 INCOME TAX TREATMENT OF SOFTWARE DEVELOPMENT EXPENDITURE

Hi Diane

No further work has been undertaken on this by the Tax Counsel Office. It’s now been referred




to PAS.

Craig, are you able to help Diane?
Cheers,

Sara

From: Diane Fairbrother $9(2)(@) " @ird.govt.nz>

Sent: Monday, 15 February 2021 12:07 pm
To: Public Consultation <PublicConsultation@ird.govt.nz>
Subject: IRRUIP 10 INCOME TAX TREATMENT OF SOFTWARE DEVELOPMENT EXPENDITURE Eé

Hi,
Would you please tell me what’s become of the issues in this cons per of

20167

Regards @
Diane &
Diane Fairbrother | Technical Specialist, Legal Services | Inland Revenue

T. @ird.govti @

o Q
SeF




From: S 9(2)(a)

To: Craig Phillips; Benjamin Hammond; Chris Gillion; David Cuellar; § 9(2)(a)
s9(2)(a)

Subject: Discussion notes ahead of Software developers consultation meeting 10am

Date: Thursday, 18 February 2021 9:36:25 AM

s 9(2)(a)

Kia ora koutou, discussion notes below per previous email. Talk to you all soon.

A perennial problem for software companies is the treatment of software development
costs in terms of whether to capitalise those costs or not. The underlying difference fror&

any other type of investment really comes from software being infini yable(l e// N
There can be near zero marginal cost for reuse). N //
Consider the following development activities and what we t consid n‘a le in
terms of whether that investment could be capitalised from the p rspect
office combined with the effect on the business. @ — / O\
N\

Situation Capitalisati ) Eﬁ’\c\sgn business if

Approacl@& %ged

A company develops a Tax %\&erlve Uhllkely to affect developers
piece of software for a the bu é}!s
client for an agreed price Azag\{‘tallsed byt @lenjf/

A company develops a Mon profit f\}n;sale. Similar to other businesses.

piece of software for& ome tmay now | Tax disincentive to keep IP if
client but keeps a cOpypf‘ exist % italising a required to capitalise, which
the developed | \e/ he build will lower long-term

> on P %
hope of findi n productivity of the sector
. %
opportunity ply the

same/ﬁw the fthey

deve ps% Some business capitalise, | Tax burden lies heaviest on
p}ece of s re.’ while others treat as the companies that are trading
Mh they résell It

cost of servicing the profitably as they are taxed
multiple m‘é contracts with each client | on both the sales and the
@ growth of the internal asset.
% Less effect on funded
@ startups as they rarely aim
7\\ to turn a profit in early years.
é}&/company develops a Indistinguishable from Being forced to capitalise
piece of software previous case so both would significantly affect
intending to find buyers options plausible profitability threshold
but only achieves low required for a product to
sales “bootstrap” as the minimum

amount of revenue before
the business realised a profit
after tax would increase
markedly.




A company develops or Some combination of Comparable to non-software

purchases a tool for opex and capex with purchases

internal use amortization over the life
of tool’s use

A company develops a In practice never Major reduction in

piece of software which it | capitalised but would contributions to the

publishes as open source | need a special carve out if | commons if businesses are
guidance from forced to capitalise. Potential
government enforced increase in contributions if

. . . N

stronger capitalization given a c@t by itself/ N
rules. \\7

These scenarios illustrate a few key problems with the idea@'
development with broad strokes: ]

Software’s ease of duplication leads to infl

capitalised by everyone using @

Some businesses, especially th@&*
would be heavily affected by

I capitali
sales and the cost of tho esa aé mcc@3

ce sh s\ufaﬂ/software is

&

ing to bu% ucts off the back of profits,
s they would show both

* ‘4\\
While some oft t|ons( \\a\\s:ﬁé growing software startup with many

clients Ieveraglg/oﬁﬁ platfor, ear to make sense for capitalisation it is hard

to know ahea e thata bt isiness will be in that situation - i.e. the business
that ke Copy of aso y suddenly find their solution in demand but they
might Wave bothere eping that copy if it had a negative tax effect in the

s ternv. v
ﬂe e of th %ms could be solved with policy if the government still wished

force strgmge vitalisation there is a significant problem of vagueness around the
ass tvalu‘df &oﬂ are - most software business valuations are done entirely on the

basis o% nue multiples rather than asset analysis.
irect impact of lowering lowing term productivity outcomes for New Zealand,

’// omplex to enforce, and likely generating limited we would recommend against
\\the broad capitalisation of software development costs.

s 9(2)(a), s 9(2)(ba)(i)

s 9(2)(a), s 9(2)(ba)(i)
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Policy and Strategy
Inland Revenue Te Wahanga o te Rautaki me te Kaupapa

Te Tari Taake

Notes from Consultation - $°@®20 = 3nd NZ Tech

Date: 18 and 19 February 2021

Subject: Deductibility of software expenses

18 February 2021 - 5 9(2)(ba)()
Attendees:
s 9(2)(a), s 9(2)(ba)(i)
Hammond (Inland Revenue).

@
Background: @

s 9(2)(ba)(i)

%“ ~\ \\
Setting the scene - %// RN

Our previous submission on this topic and a&)@e; ussions with IRD were about added

flexibility in the area of @img softvygfe\a enses. We agree that the 1993 TIB

needs updating, even-at ime it wa \,e‘ sed it was arguably out of date. This is

because for most seftware produc ere-is' no clear final product. However, any

changes should c n/sij[ér the po y massive adverse impacts on business cash

flows. Questiog;;}%h?ﬂurpos -of\re-visiting the issue, since its been 5 years from when
e

the issues pap relea nondered if it was due to overall tax revenue concerns

following bv\

The sector
Tr f soft Wnses is different across the sector. Many businesses focus
A figu ei::;%ﬁ if this is likely to show the business is more profitable than it
llyis. If t o.down that route, they would prefer immediate expensing. This is
"”ei? to bg/;ﬁ)m for businesses in the product improvement model.

S\,
Itis V@\?{d//z} describe the whole sector, there are some businesses with software

leg s ms, which pay a monthly service type fee, others may give the product out
f (an open source model) where they look to receive revenue through support
i and maintenance fees - i.e. they try to gain traction first. Other businesses
ild bespoke products or develop plug-ins on the big global platform -

icrosoft/google etc.

\\;7
The life-cycle of software has changed significantly and is varied across the sector, you
can get the legacy systems that were created in the 1980s that can still be used today,
others like in the game development can be released and be switched off in a matter of
days or weeks, there can be a huge range. The sector calls this “bit rot” where the
decay of computer software can be exponential and start depreciating immediately.

Software development is similar to creative work like writing. Books can be written
hundreds of years ago and can still be relevant, others might write articles or books
about the book, on the other hand certain news articles are obsolete the day after they
are released.
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It is not worth developing software if the business is not going to constantly improve
the product or provide support for customers.

Other Government interactions and policies -

Callaghan are largely focused on the early-stage and start-up businesses. The
Callaghan grants were very good, we used to receive them for 5-6 years (might have
misheard that). The R&D expensing and the tax credit seem good but we cannot qualify
for that, there is a good guidance document out on it though, so that’s been helpful. I
would be good to see what projects are approved so we know if we could be approv
Especially to see how many Agri-tech or Health-Tech are actually receiving and

for.

Issues facing the sector -
Cashflow is the key driver. Cash to pay salary and wag% er expense .

Simplicity is also important, but less so. Most businesse

loyee a
accountant, but try to limit the amount that the a ntant has to ough to keep
costs down. @

Getting bank finance at an early stage is ofter@hard b essee/are less likely to
I

want to capitalise the expenses because i ttol a t an intangible asset

like IP (also mentioned Banks look at k n risk, i.e: |g customer). However, if
you can show a bank you have good cas! (|mm ensing helps with this) it
can help show serviceability. &

On the other side of financing is%nt/u/re capit ere is a reason these are often

referred to as vultures, it i uthless busi %?s more at the start-up stage. VC is
changing in NZ there is o<§) it available; but-it is still incredibly expensive, far more
than debt financing whi ery cheﬁp@r of finance.

In terms of aI|gn|n/\ ting st \as we really don’t think that’s a big deal at all

(had not even eardﬁf IFRIS, a very little about GAAP). Potentially that’s once
your busmessge; ger, but believed that only 0.5% of business would be impacted.
$92@ did ion that so f businesses they manage were starting to think about
what the

report, but ntioned it was more for publicly listed companies
)(ba)(i)).

(men@ne

Open s d othe s —
<§ﬁpe urce i di% rent model it is underpinned by copyright (back to that analogue
%@éative{w@ permissible license is used, where other business are free to use

softw ‘ré. T provided some examples of a library system (Colab?) and a car

manuf. ur\lj,gatapult?). s 9(2)(b)(ii)
% A good example
*

of anopen’source business is RedHat, which were recently acquired by IBM.
ctor often refers to the benefits of open source software as “buy a brick and you
a house”. The software is not really licensed, no-one owns it.

=)
\
J/Software development is risky- there is no certainty as to whether anyone will buy the

product. It may take some time to receive sales, and often each customer can make
up 5-15% of revenue. Might only be selling to a few customers.

(

Cash flow is king in all models, we think many businesses may not have survived during
the early years if they could not deduct all expenses. That 2™ year when prov tax kicks
in can be very tight, salaries for software development can be very high (hinting at both
the cash flow and the amount of tax paid on wages).

The level of reinvestment required and can be very high, we are often competing with
MNEs who at times have a vast amount of cash due to other ventures or wealthy
owners, we often need as much support as we can get.
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19 February 2021 - NZTech
Attendees:
s 9(2)(a) (NZTech), Chris Gillion, David Cuellar, Craig Phillips, Ben Hammond

(Inland Revenue)

Background:
NZTech are a not for profit NGO whose purpose is to connect, promote and advanc
tech ecosystems and to help the economy grow to create a prosperous digital nation.
The organise the NZ Tech week and Tech story with MBIE. The cosysten {aryye
quite confusing. N

email this out to all our members, and hundreds of small, ium and large software
businesses read each email. D AT
VAN
Capitalisation vs expensing: \\) )
Without seeing the results, I would guess that f com s\wo/uld expense, many
being early stage concerned about cash fi @n 0% w alise.

The sector is very diverse for examp@ evelop@% ften be working on a
game for 12-18months for releas e they release it; it"is available for use - an
asset has been formed. They wilkstill‘have to c nﬁi ly be trying to improve, create
new characters or expand the nm It is %ﬁ ovie that gets better the longer
you watch it. Rocketwerkz are.a good exa @ELQZ is, I can pass on any contact details
and be the link between and the actu sinesses. On the other hand SAAS

companies may neve | ave an asset per se, they might always be improving it
and seeking custo ack th \eéef/Pushpay or Xero who are constantly
,\ —

The questionnaire to our members is now live on how t%{%; oftware expenses, we

improving. ~

Concerns of memb
but businesses are currently struggling with the
ike many fi they are struggling to employee those with the skills

that t . ly 80% of software developers are immigrants. Many businesses
ar i from other countries, which comes with it challenges but it
is (o} . NZ does not get the same benefits from that type of
mployment. Another issue is the Maori and Pasifika communities and how we are still
tQEapturi/A a benefit that can come from these communities, we are also seeing
e use of&g%?‘ ms which import values from big tech companies like Google, which

canb S

Recent r
y a few years ago commissioned NZIER to report on the business models of 20
/J‘\A S companies and where correlations were. I remember one was that they all used
e hich could be a future issue.
( ( \ | li W
\ \\_/ )

Cost pressures
Software companies face massive costs, due to very high wages and salaries - some of
the highest in New Zealand. These are paid every month so if you have a down month
in terms of revenue then this can be tough.



From: Chris Gillion

To: Craig Phillips; David Cuellar; Benjamin Hammond
Cc: Paul Fulton
Subject: RE: Policy work on software development?
Date: Friday, 19 February 2021 12:24:09 PM
Attachments: image001.jpg

[UNCLASSIFIED]
Hi everyone

I think we should engage tax agents as soon as possible. We can explain to them that
we have been doing some talking to other govt depts and some businesses to get an
idea of how the industry works but now we are going to consult more ctly on the

issues. I would simply give 82@@ from PWC a call to explain. I will ! the age d{/

for the next CTG meeting, for example, and Stewart can do the sam A AN s
raise awareness and we can start talking to tax agents.

Hope that helps.

Chris

Chris Gillion| Policy Lead | Kaihautl Kaupapa Here

Policy & Strategy | Kaupapa Here me te Rautaki Q “
Inland Revenue | Te Tari Taake @

s 9(2)(a)

£.89(2)(@)  @ird.govt.nz

From: Craig Phillips <$9(2)(@)  @ird. go

Sent: Friday, 19 February 2021 11:36

To: David Cuellar <8 9(2)(a) @ird. 2%@ Benja mond

<s 9(2)(a) @ird.gov@ns Gillion <8 9(2 @ird.govt.nz>
Subject: FW: Policy work on s0 evelop

i
Can we have a chat this or to agr aresponse to PWC? The tax advisors would have
been the last group on Xb?)hsultatlo my line of thinking but it’s ok from my

perspective to engage.sooner — % important that we don’t duplicate effort and waste
time —I'm ke al about o@ se — | have some thoughts but maybe it will be best to
bounce th each other asa

Kind r %ave a ch?gy;t Nga mihi, kia pai tou ra

i i Princi Advisor | Ka/tohutohu Kaupapa Here

g@tegy | ere me te Rautaki

\Taake

@ird.govt.nz

£ 19 February 2021 11:31 am

wart Donaldson <8 9(2)(a) @ird.govt.nz>
ect: RE: Policy work on software development?
[UNCLASSIFIED]

Yes we will respond

Kind regards, have a nice day | Nga mihi, kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake

s 9(2)(a)
Email @ird.govt.nz
From: Stewart Donaldson <8 9(2)(a) ird.govt.nz>

Sent: Friday, 19 February 2021 10:24 am



To: Craig Phillips 8 9(2)(@)  @ird.govt.nz>; Chris Gillion 8 9(2)(@)  @ird.govt.nz>; David
Cuellar <8 9(2)(a) ird.govt.nz>

Subject: FW: Policy work on software development?
[UNCLASSIFIED]

Hi guys

After the CA ANZ / NZLS meeting today, S 9(2)(@) from PWC sent me the below query
about software development expenditure.

| see from the PAS work programme register that this topic sits with you.

Am | able to leave it to you to send an appropriate response to* %2)@ >

Thanks

Sent: Friday, 19 February 2021 9:55 AM

p
Stewart
From: 8 9(2)(a) @pwc.com> \ <

N

To: Stewart Donaldson <8 9(2)(a) ird.govt.nz> <) L

Subject: Policy work on software development?

Hi Stewart

A question for you (which I didn't want to tal veryone' s ng on the call just
now) - the NZ Technology Industry Associ sent out essage below to its
members. This isn't something that app e curre 3 programme, and it is

the first I and others at PwC have hea%
Are you able to give me any further ation or

IR? We have a large number of chen e tec ry space that this is relevant to,
so would be very keen to get @d in or pr ack in relation to any project
happening in IR on this.

Thank you!

s 9(2)(a)

D @

: @

Q 16 1RD a/g\p tly reviewing the policy settings and practices relating to

the tax i@oftware development in order to determine an appropriate tax

accoun reatment for income and expenses within the software
%ment sector.

QI this will impact your business we would like your feedback.
Please complete this very short (10 questions, 2 minutes) survey.

Complete Survey

The information will be used to help inform the discussion within IRD and
between IRD and the software sector as they aim to improve the tax
treatment of software development. The results will be used to produce

w or who to contact within



industry facts to support the development of a tax policy that benefits the
majority of software companies.

Thank you for your time.

PwC Legal | s 9(2)(a)

Office:

Email: @pwec.com

PwC Legal New Zealand <

15 Customs Street, Private Bag 92162, Auckland ‘// N
.CO. \\/

pwe.co.nz/legal \7 )

This document may be a tax advice document. Tax advice doc ﬁts should be f1 ntial and

are not required to be disclosed to Inland Revenue. Inland e cah request di S(;l sure of 'tax

contextual information'.

This email message and attachments are confiden
privilege. If you have received this email in error,

: @r rgamsa@y be subject to legal

vise the send mediately and destroy

the message and any attachments. If you are oﬁ e intended re 'pj\e/n u are notified that any use,
distribution, amendment, copying or any ac@;\v en or omltt aken in reliance of this
message or attachments is prohibited. lectronic com ion'is not received by PwC until the

contents of that communication have com t e attenti

electronic communication. Only P gﬁ&rtners or pringipals-
obligations on behalf of PwC me @/ rms. If yo existing client, this email is provided in
s 0 y:%gh\/v have agreed with you. Prior to opening this

accordance with the latest terms n agement wi
email or any attachment, ck them
PwC is not responsible f y'viruses.i ema|l or any attachment; or (ii) any effects this email

or any attachments ve hr net@ puter system.
Q= g ;

person who is the addressee of the
authority to enter into legal




From: Craig Phillips

To: Benjamin Hammond

Cc: David Cuellar

Subject: RE: Consultation notes - deductions for software expenses
Date: Wednesday, 24 February 2021 5:00:51 PM
Attachments: image001.png

Thanks Ben, | have gathered quite a bit of info from conferences and maybe next week | can run

through what is in our teams folder so we have better awareness of what we have already
gathered as a resource. i

Kind regards, have a nice day | Nga mihi, kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here @
Policy & Strategy | Kaupapa Here me te Rautaki
Inland Revenue | Te Tari Taake &

@ird.govt.nz

ird.govt.nz>

tionfon bit rot was interesting, and we’ll be pushed on whether the
re for tax purposes reconciles with how fast software

Cheers,
David

. Phillips 89(2)(@) | @ird.govt.nz>
ednesday, 24 February 2021 4:34 PM
jamin Hammond < 9(2)(@) " @ird.govt.nz>; David Cuellar
@ird.govt.nz>
Cc: Chris Gillion 8 9(2)(@)  @ird.govt.nz>

Subject: RE: Consultation notes - deductions for software expenses

Thanks Ben, I'll read through later on today.

Kind regards, have a nice day | Nga mihi, kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake

Email @ird.govt.nz



From: Benjamin Hammond <$9(2)(@) " @ird.govt.nz>

Sent: Wednesday, 24 February 2021 4:33 pm

To: Craig Phillips <S9(2)(8)| @ird.govt.nz>; David Cuellar $9(2)@) @ird.govt.nz>
Cc: Chris Gillion -@ird.govt.nz>

Subject: Consultation notes - deductions for software expenses

Hey team

As promised here are my notes from the consultation meetings with $*@®0 and NzTech. Happy /5\

for you to make changes where there are gaps or where | may have misunderstood something
as mentioned this morning, | think given the current plan for targeted cons n having

meeting notes that are well documented (and accurate) is important.

To continue on with my 3(ish) takeaways from each consultation, m these we disc

after the meeting:

NZ Tech:

| Policy Advisor | Kaitohutohu Kaupapa Here
apa Here me te Rautaki | Kaitiakitanga




Craig Phillips

From: David Cuellar

Sent: Wednesday, 3 March 2021 11:14 am

To: s 9(2)(a)

Cc: Craig Phillips; Chris Gillion; Benjamin Hammond; Stephanie Luxford

Subject: Review of tax treatment of software development expenditure

Attachments: 2016-08-25 - Public Rulings Unit Issues Paper - IRRUIP10 - Income tax treatment of

software development expenditure.pdf %

[IN CONFIDENCE RELEASE EXTERNAL] { (\ 9
=
Hi §3@8), @

A%
Quick introduction as I haven’t been in touch before. I work in Policy and Regu tg%tewardship at

Inland Revenue - Steph has passed on your details. \ =
I am emailing to let you know about a review that offici dertaki \mjd?/e taxation of software

development. Craig, Ben, Chris, and I make up the t m\ ing on this. project is a first-
principles review on the tax treatment of software \%Qp‘ ent ex iture. This review is motivated

by uncertainty within the sector and inconsistency a ow différent firms involved in developing

software account for their expenses. For exa %} e business ay take tax deductions as

software development expenses are incurr ?w%gl thers \ a capitalisation and depreciation
\

model. I have attached an issues paper fro%m)ﬁ (available e Inland Revenue tax technical

website) that serves as background. N - Q\i
N) - —

We do not yet have any options endatq/o/fﬁ‘s\}‘q isclose. At this stage, we are just giving an

early heads-up to interested Eag ut o\g@v:‘é\w//amd are seeking views on business models within

the software development sector. S revi ot confidential, and we expect that some NZLS

members may have inter e\i'fH;e/nts. O@ aim is to finalise any legislative amendments in

t rently expected to be in August). We expect to be going

time for introduction of th@ﬂ tax bi

back and forth on co ation with i S parties for the next three months. Toward the end of

March/beginning of A e will be seeking to send out a consultation letter that outlines the taxation
ide

options under W ion, at which.point we will invite feedback more specifically on those options.

Unless yo Sﬁ, ason to th rary, we would like to undertake consultation with members of the
NZLS T {é mmitR they are interested, rather than seeking the formal views of the NZLS.

This is the first ti f\l@tye are emailing you with respect to this review. We have a couple of
questions at thi Z%‘

@" rs of the NZLS Tax Law Committee be interested in engaging on this project and, if

1. W

SO would they like to engage?
2.(@\7’“{ bers be interested in engaging with us to inform our understanding of the software
\Ject

ill
/o‘r, or only on proposed amendments once we have firmed our understanding of the sector?

As we have not been in touch before, please let me know if there is anything else that you wish to
bring to our attention at this stage, whether to do with this project or more generally.

Kind regards,
David Cuellar

David Cuellar | Policy Advisor | Kaitohutohu Kaupapa Here
Policy and Regulatory Stewardship | Kaupapa me te tiaki i nga ture
Inland Revenue | Te Tari Taake



From: Craig Phillips

To: s 9(2)(a) @charteredaccountantsanz.com)
Cc: David Cuellar; Benjamin Hammond; Chris Gillion

Subject: Software Development Expenses

Date: Wednesday, 3 March 2021 11:08:59 AM

[IN CONFIDENCE RELEASE EXTERNAL]

Hi® 9(2)(a)

First thanks for your feedback. We envisage a two-step consultation process, the first being to

tap into the Advisory Group’s skill set so that we are able to develop a bett@rstanding p
in \_/

(from an accountant’s perspective) of the various business processes wit ctor, the U
4

% of softwarewassets
tanding about their

ks and i f risks on

relative importance of clear and settled tax settings for the sector, t

and obsolescence (We are also canvassing the sector to develop

business processes, the different types of software development, the

their capital needs and business processes, all with a view ablishing ho X'system
Eplablshing how e

could address those concerns. Q )
icy proposals
‘%{; roposals would likely

The second stage we envisage will be about developing
for addressing key concerns raised in the first stage;
be included in an omnibus tax bill that could be.int
would mean both stages of consultation wo

We would like to engage with you and t in the advis roup that have a particular interest

in this sector via a digital meetin {Sﬁorm within thé next two weeks. We envisage a time
commitment for the first sta oximat n r. We are happy to accommodate your
time frames to maximise )‘@%{éfon by ?@ the advisory group that have a particular

interest in this sector ag ﬁﬂ\a ourta vmore generally.

Kind regards, have-a \rﬁg&ay | N kia pai tou ra
Craig Phillips | Pr olicy

aitohutohu Kaupapa Here
Policy & Strat qlpapa He autaki
Inland Revenu ari Taake

s9(2)(a v
Emai i 0 z
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Policy and Strategy
|n|and Revenue Te Wahanga o te Rautaki me te Kaupapa

; 55 Featherston Street
Te Tari Taake
PO Box 2198

Wellington 6140
New Zealand

T. 04-890 1500
F. 04-903 2413

Consultation letter &
March 2021 (

From: David Cuellar and Craig Phillips %

Software development expenses - reviewing ta)N}olicy tﬁflﬁf
- |
(C))

&
Background Q \

@ \://
1. We are presently reviewing the policy settin{g{;s actice@ to the taxation of

software development in order to determi propriate tax treatment for income and
expenses within the software development sector. >

blishi issues paper on the tax
treatment of software development expens 10 - Income tax treatment of
",Urgl). This issues) paper asked whether the current tax

En‘;t expen/d4“ s outdated and inappropriate.
gt

2. Our policy review arises from Inland Revente pu
es (

software development expen
treatment of software devel

(<)
3. Submissions we recei hﬁjﬁﬂuded:

t doc%ir
é@@éing th % rent treatment is outdated but opposed change

to existing tax\practices in re development sector.

e Many sub aising ¢ rnsthat existing tax rules create inconsistent outcomes
for the tr of software development expenses. This inconsistency between rules
is creating fusionwithin the software development sector.

| ;
noted tﬁ% e tax policy problem is not solved, then the software
W

o Id likely be adversely impacted because of:

erational cashflows within the sector; and

7 ~
. X impact c;g?
e an in\ emand for capital due to the need to fund higher cash flows.
i

Purpos Qgg review

5. Tk%je ive of the review is to identify appropriate tax policy settings that are consistent
/e

\\\\gf/bptimal economic efficiency for the sector;

e the nature of business practices in the sector; and
e the broad-base low-rate tax framework underpinning the tax system in New Zealand.

6. Given these objectives and the background, this is a “first-principles” review of general
income tax principles as they relate to the software development sector. This review does
not include within its scope any aspect of the research and development tax incentive or
any other incentives promoting innovation in the sector.

1 https://www.taxtechnical.ird.govt.nz/-/media/project/ir/tt/pdfs/consultations/issues-
papers/irruip10.pdf?la=en&hash=85038059438AB31059D4273F86406A27



[UNCLASSIFIED]

2

Consultation

7. This letter is written as part of our review of the tax policy settings for software
development expenses. IRRUIP10 proposes to apply a capitalisation model to recognise
software assets based on a business process that is similar to that applied to traditional
manufacturing activities.

8. We acknowledge that the software development sector and the technology sector
generally is an important part of the Government’s economic policy. Up until now, we
have been consulting with other government agencies to better understand the economi
and incentive policies for your sector that are promoted and managed by other agenci

9. Other government agencies have indicated that operational proc
characteristics and methodologies that differ from a traditional
This observation is consistent with several submissions from
in IRRUIP10. Consequently, the purpose of this letter is to
operational processes within your sector before consulting on any changesi

frameworks for software development expenditure. D AN
VAN
( \ )

o

our sect(@sa/}e
uring business
or on the posals

10. Issues for which we seek your feedback are:

N
e characteristics of business processes use @L\E veloping software;
e characteristics of funding and funding limitatiops within the software development
sector; —
e characteristics of an expected life % 0

)f oftwar\ eveloped for commercial

exploitation; \ ~ A\
« Government policies in other jurisdictions for theirinnovation sectors.

11. To this end, we are interes @ny insig/r‘ltsg@fo/rmation you have on:
/ /‘\

( ) )
e The life-cycle proc23§ evelopj Qeﬂ{ﬂg and improving a product.
e How and when is a(product read xploitation or sale?

e Does the decisi

ether to't Il the product or license the rights to the product

change the life-cycle or exploitation process?
o Any specifi ékr cteristics-of capital funding and funding risks that exist for the
innovatio that differ from general capital funding principles.
e The pfoces of developing and using open-source software to create software that
ercia ed.
r matter relating to your sector that you consider provides any insights on

can pe €
e A he
@u ural or g@a\i nal differences to traditional manufacturing activities.
Next s

| N )
\;j
12. After disci and consulting with software businesses in an attempt to understand the
pro s within the software sector, we intend to consult further with stakeholders on
h neral tax policy frameworks would apply to the software sector and whether that
/{/aRR tion is appropriate.

ps

\

{ ) )
13\.\\[\fé/are planning to complete our review of tax policy settings for the treatment of software
development expenses as soon as possible following that second round. We would make
any necessary recommendations to Government after that time to clarify the tax policy
settings for software development expenses.

14. If you have any questions, please contact us. Our contact details are as follows:

David Cuellar | Policy Advisor | Kaitohutohu Here

s 9(2)(a) @ird.govt.nz

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
s 9(2)(a) @ird.govt.nz
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Policy and Strategy

Inland Revenue Te Wahanga o te Rautaki me te Kaupapa
. 55 Featherston Street
Te Tari Taake b0 Box 2198

Wellington 6140
New Zealand

T. 04-890 1500
F. 04-903 2413

Memorandum

15 March 2021 E @}

To: Emma Grigg

From: Craig Phillips

Benjamin Hammond @<§ \/
David Cuellar /
S &9
CC: Kerryn MclIntosh-Watt
Chris Gillion

Tax treatment of the sof?«% velopgnQ @r (2020-005-P)

NZTech. We understand that t y was rais a conversation with TGC. This memo
provides relevant context a detail ab\ou the survey.

:@7\

The purpose of this memo is to I@ to your r c@aét r a note on a survey being run by

Background

OCTC (now TCO) r Ieh& n issu per; IRRUIP10 in 2016 that proposed a capitalisation
and depreciatio tm nt for s evelopment expenditure. This conflicts with the
trading stock trea endorsed in 993 TIB item. As a result, there is uncertainty and

it

inconsisten gard t w oftware development expenditure should be treated for tax

, \ %>
The@ec >

A policy prOJecjgd n;r nced on the software development sector, in part because of

inconsistent ent within the software sector and in part because of strong opposition
by the sof tor to TCO's proposed change to the treatment of expenditure.

The f| of this project, the “discovery” stage, is to seek to understand the business

nd risks within the software sector. This knowledge will support the second stage of
th(e p\oyect the “options analysis” stage, which is to identify the preferred tax treatment of
softw e expenditure.

Project update

Since November 2020, we have been consulting with Government agencies, tax practitioners
and software businesses to understand the nature of the sector (the “discovery” phase). Once
we conclude these initial discussions with the sector, we will consider appropriate tax settings
for the sector and engage in consultation targeted at determining what those settings should
be.



Not in scope
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The survey

As part of our consultation to date, we have engaged with NZTech’s § 9(2)(a)
NZTech is an industry body within the software sector with more than 1000 members.

NZTech designed and launched a survey titled "Tax Accounting Treatment for Software
Development”.! The survey is an NZTech initiative and was published on NZTech’s website on
18 February 2021. The purpose of this survey is to gather feedback from members of NZTech
on practices and attitudes of businesses involved in software development. The survey is
NZTech’s initiative and was not requested by PaRS. We were informed of it before it was &

launched. The questions asked in the survey are contained in Appendix 1: f
The survey’s landing page notes that “the results will be used to pro @stry f ts\i;\mﬁ
support the development of a tax policy that benefits the majorit are compapi .
This is contrary to the language we have been using in our constltation to dat has not
been about benefitting the software sector. We have been consis in sayi % e are
beginning the project from a stance of tax neutrality and ave no pre-c ideas
about what changes we may recommend to the tax treatment of the s of the
project’s core objectives is to provide more certainty ector.

Attached to this memo in Appendix 2 are preli \y\l ights f urvey as of 19
February 2021. NZTech has noted that the full Qu{}s ill be s ough soon. The survey is
now closed.

If you have any further questions, pleagg}/m touch@y of us.

Craig Phillips @</

Principal Policy Adviso

Benjamin Hammond
Policy Advisor

David CueIIar @?

@@@\@
&S

( (

>/

1 The survey landing page can be found here.
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Appendix 1: NZTech Submission Survey — Tax Accounting Treatment for Software
Development

Screening question: Do you develop software for use in a business?
a. Yes
b. No

If = yes: continue
If = no: This survey is only for companies that develop software for use in a business. Thank
you for taking the time to consider this survey, please keep an eye out for other NZTech &

survey’s in the future.
%T\r \
1. Do income tax implications for developing software for use in SS pose @hﬂlcant
issue for your business?
. Yes A
No 1
2. What accounting treatment is predominantly us @yevelop gks\\/t are for use in a
business?
. Expensing <\> @
. Capitalisation
c. Comments (comment box) %
3. Are existing rules on the accounting treat nt of ev/% software for use in a business
adequate or inadequate and why? //‘ %
. Adequate ~ -
. Inadequate @J <§
c. Comments (comment bo e \\

o Q

o Q

o Q

4. In your experience, f@‘/t other ie that have a superior accounting treatment of
developing software fo j/e ina bx i than New Zealand?

a. Yes

b.

C. Unsure

d. Comme (co entb

5. How eIop oftware for use in a business primarily funded?

a.

b. btismess

C. eqwty‘ ‘ /

d. Commen% nt box)

6. What describes your development software for use in a business?

a. St

b. Software as a service

c //C 0 ased
\A?pllcatlons

her (comment box)

N

Which percentage represents the contribution to business revenue of developing software
for use in a business?

1-10%

11-20%

21-30%

31-40%

41-50%

51-60%

61-70%

71-80%

ST A0 To



®

(o} TTO Q0T

Poo0 oo

o

Not in scope
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81-90%
91-100%

How many staff and/or contractors today, are engaged developing software for use in a
business (full-time equivalent basis)?

1-9

10-19

20-29

30-49

50-99

100+

What has been average expenditure developing software for use mess ef\\he&
past three financial years (or most recent financial year if les ee)
$100,000-$500,000

$501,000-$1,000,000

$1,000,000-$2,500,000 %
$2,500,001-$5,000,000 \\

$5,000,000+ @

. What would improve the taxation treatmen @ ping s r use in a business?

Comment box %
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Appendix 2: Initial insights from early NZTech survey results (verbatim comments of
s 9(2)(a) NZTech)

78% think there are issues with tax treatment of software development

70% expense and 30% capitalise, but in the comments about 10 said they use a mix,

so we have added that as a new option.

Pretty much no one thinks any other country is doing this better. Most are unsure.

64% fund software development from revenue, 29% from equity and 7% from other

business units.

46% are developing SAAS solutions, 29% custom applications, 18% cloud solutions

7% standalone software.

The revenues from the software development as a proportion of enues is | ;:I
_/

but it was 100% for 30% of respondents.
Most respondents have less than 20 software developers, over H
ing

Most were spending up to $500K on development, with over $5m year.

Full results still to come. %
::7 \\
/

S
9 §

ANRESS

77\ @ |
) B 7
@ﬁ// | (\// ‘\\

N/
J/&\ -

-
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From: David Cuellar

To: Thomas Allen
Cc: Craig Phillips; Benjamin Hammond; Chris Gillion
Subject: Tax treatment of the software sector
Date: Monday, 15 March 2021 11:53:00 AM
Attachments: image003.png

Not in scope
Hi Thomas,

This is a qU|ck email to let you know about a piece of work that we are in the early
stages of in relation to software development. It is a review of the tre ent of mcorpex
and expenditure within the software sector that was approved by PPAC.i ne 2020/ 4
The industry is complex, and regulators (including for the tax syste struggle\tgﬁ
keep up with how the software sector develops Our project WI|| C hat are

andwhatare

Q?ftwa c are particularly
for why ‘the re’industry
fy having imﬁﬂs{c pecific tax
M*mst/er may hear
a to report to the
e project. Currently,

siness models within
. ey have offered to

o developing options for
ax practitioners.

interested in understanding the reasons (if there are
is Idifferent from other industries in a way that would.j
rules.

We are emailing because we anticipate there is a
about our review from interested stakeholders
Minister on it for a while since we are still in
we are talking to stakeholders within the |

the sector; NZTech has launched a surv

share with us. Our next stage of cons

any potential changes and testing tho

Let us know if you have any questi

Cheers,

David
David Cuellar | Policy AdV/ | }ltohutoh

Policy and Regulatory Ste | Kaupapa-me Tiaki i nga Ture
Inland Revenue | Te Tarj \\//
E: s 9(2)(a) @ird. g@ﬁg %%\J

DDI:



Policy and Regulatory Stewardship
Inland Revenue Kaupapa me te Tiaki i nga Ture

Te Tari Taake

Consultation - Software development

Date: 16 March 2021
Subject: Software development expenditure with CA ANZ - Technical Advisory Group
~
\\ \\/ )i
Attendees: § 9(2)(a) )

N
(CA ANZ - TAG), Craig Phillips, David Cuellar, Ben
Hammond, Sam Rowe (Inland Revenue). &

Consultation letter provided prior to the meeting: \ N
Software Development consultation_Business Stakehol Q 7 {/(‘\\
N/

1. Introduction and project background - €r\
2. Open question - Craig @ &

|

\\;/

3. Consistency with accounting

- It generally follows accounting pri \jarles, see- Intangible Assets.

- The difference between s@q license s o@dtb; ontemplated within the rules.

- R&D expenditure. The continua@the ded@ s in DB 33-40B work well.

o The rules curren pear to fayg;:rr\i 2 seller not the retainer.
- In 2016, a business I adyising wa{s@}ksng changes on the fly and we found it
difficult to know wha . ~/
- The Depreciation \@% s ap te from what I know of it.

—/

4. Is Softwar &\f@%nt? —
\
- When dev ing when do&% business start expensing vs capitalising.

- Itis capital@enditure question, and although difficult is not exclusive to

SO fﬁ
- hen is an asset generated?
@o/ There@ rent phases of software development.
6 We nt a situation where everything just defaults to capitalisation.
o I s‘w to the retirement home business you need to make judgement calls,
at'planning and construction costs are expensed vs capitalised.
light difference between when software is created than other assets.
This is because there is a practical overlay, around the question of when is the
oftware ‘available for use’.

- There'i

P re could be an argument that the sector should be treated different. You build the
( r/\\}s et and have to continuously add to and develop and maintain it.

\\—jXIapitaIisation is probably the correct outcome.

- Members disagreed about whether software was inherently different or similar to
businesses that develop tangible assets.

- A commercial building example was used.

o Maintenance of a building could be ripping out tilling or walls, those things are
now gone. With software maintenance is different.

- Some agreement that at the early stage there might be more of a case to depreciate

until the asset is available for use but this is difficult to apply.



. Abandoning/blackhole

There is always concerns here.

If you have partial completed the software for commercial exploitation, then you use
EESO.

It is always fact specific.

DB40B means that abandoned items should be covered.

. Sales of outright code

Is not the norm

If this happens the purchaser will just purchase the whole com d not qup@c |
assets. \\/
This is not their usual business. From experience, one busj vised dind
treated the software like it was trading stock, and there Id be on revenue
account.

Other members of the group confirmed it is quite@ 1\5;,,\
Q=

%

~ N
2%
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Policy and Regulatory Stewardship
Inland Revenue Kaupapa me te Tiaki i nga Ture

Te Tari Taake

File note
Date: 18 March 2021
Subject: Results from NZ Tech Alliance Survey — Tax Accounting Treatment for Softw
Development — March 2021

\//i /N
>
Background &

1. NZTech is assisting the Inland Revenue consultati \hase by ug}e%% g-a survey
across a broad range of member organisations gageins fﬂ: evelopment.

The survey, ran in March 2021, had 60 respo samp 31\ ee}/n only be treated

as indicative and not statistically significan
)
different s are development

approach s to tax.

2. The survey was to support understandi
business models and the resulting d&

Results and key takeaways

Demographics - responders le\primarily
business of software develo, nt)( mainl

/\

1. The majority (71%

\\J/

businesses WI n 20 ged in developing software on a daily basis.
However, 1 re res have more than 50 staff developing software on
daily basi 0\1 half of ts develop SAAS products.

pond g uld be regarded as small software development

2. 59% es dents or ed that the majority (>60%) of there revenue was sourced
plng softw he majority (72%) reported average annual expenditure of

$2.5 million

'e maJor “(é%’/y) of respondents’ fund development of software through revenue,
ith ab u%cy ter (28%) funding expenses through equity.

Account - Responders primarily expensed software for accounting purposes
but felt ul s were inadequate.

rly two-thirds (62%) of respondents are expensing software development for
\}c ounting purposes. Common responses to the accounting treatment question,
\\J/(ncluded
a. Depended upon the nature of the project.
b. Software development costs are expensed due to uncertainty of the outcome.
c. We expense to align with R&D cash out, RDTI and Callaghan reporting.
d. We capitalised in the past and now have that asset on our balance sheet and it
doesn’t feel correct.

5. The majority of respondents (68%) found the existing accounting rules for developing
software as inadequate. Common answers to why, included:
a. Current rules are heavily focused on the traditional fixed asset-reach or service-
based technology businesses, but poorly address agile process or current trends.
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b. Software by its very nature is a continuously evolving product. Hence it is hard
to define completion of a product.

c. The don't cover the wide range of software activities taking place in NZ. It
seems to me the IRD doesn't understand the sector and what is involved in

software.
d. Typical approach with US companies is to capitalise, and so the fact we expense
everything always raises questions with potential investors or acquirers.

and thought better access to tax credits would help improve the tax treatment of

software ,
1. The majority of respondents (75%) confirmed that income ta tions p se\q
significant issue for their business. @
nt of

2. Respondents though the following could help |mprove t tion tr ;ax\

developing software for use in a business:

Improved ability to classify software d’z@ ’nt as R [6\0 DTI.

All expenditure able to be deductible i i er

Reduce blackhole expenditure risk

Clear understanding of the ruIe we can‘féverage incentives to grow
this sector.

Existing rules are fit for pur o nme %d accounting is critical.
The switch from Growth DTI %% ork for loss making software

Tax rules — Responders signalled that tax poses a significant issue for the business

o0 oo

o

businesses. We rer ont /hflow to he fund R&D.
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Policy and Strategy

Inland Revenue Te Wahanga o te Rautaki me te
Te Tari Taake Kaupapa
File note
Date: 26 March 2021
Author: Craig Phillips &
Subject: Accounting Treatment of Software Development under @ f

G

Purpose of this note %
This note provides background from accountancy practic s@hat/could b for resolving

the policy issue in the software development project e lack ﬁ stat ory of clarity on
how to account for development costs for tax purpos note \tl nto 4 parts:
e PART 1: Why the timing of cost recognltl i rtant f ctor
e PART 2: An outline of the financial acc reporting Work mandated by the
External Reporting Board (this hast u of seco legislation) [NZ Conceptual
Framework]. —
e PART 3: An outline of the flnan ent r NZ IAS 1]. This part of the

note also outlines:

o core terms (and t eanlngs) u % untlng standards; and

o tax minimum rep eqwre
e An overview of the el XRB st

analysis: _/ /
o NZIAS 38, e Asse@
o v T

o

For completene
'ncu
1

hat could be relevant to our policy

Part ecogni‘g@g, sts for Accounting Purposes: Research Stage & Development

Stage @\/
Why do oghition of costs matter to investors?

IRUIPP-13 identified that both high-tech start-ups and new projects generally
ignificant amount of their time and money into software development.

Theiad;/ountlng and tax treatment of these costs likely have a huge impact on both the current
and future financial performance of the entity. There are a few things that need to be
understood prior to diving into how the accounting rules for NZ IAS 38 might be thought of as
a conceptual resource for tax policy frameworks.



Not in scope
2
Part 2: NZ's Financial Reporting framework
Various enactments prescribe specific types of preparers of general-purpose financial reports
(GBFR) (e.g. Financial Reporting Act, Charities Act, Incorporated Societies Act. These
preparers may be required to comply with reporting standards set by the External Reporting

Board (XRB).

The XRB standards are developed using the principles set out in the NZ Conceptual Framework
(issued by the XRB, 2018) and modified from time to time.

that are important to understand each of the standards.

NZ Conceptual Framework /x&
The NZ Conceptual Framework (NZCF) sets out the objectives of GPF e definl\ti@n?
T
n

A%
The main objective for GPFR is about providing financial infor out the reporting
entity) that is useful for investors (existing and potential), lender d othe ~§g\dgtor in making
decisions relating to providing resources to the entity. D T

NZCF where regulators stated as not being a primary PFR. {&éye/r,‘ as tax is a major
cost to the company, it is recognised with its own r stand —

IR as a creditor does not seem to fall within this conce%t. ﬁ's‘iﬁiyclearly@e@u n para 1.10 of

—\
At para 1.12 the framework identifies that GP ides informa about the reporting
entity’s economic resources and claims against-the entity, t cts of transactions and other
events that change economic resources %ﬂ‘f , based on\the accrual accounting concept.
As such the nature of GPFR may have rele to our-BB base, as our tax system seeks
to tax the economic outcomes of transactions subject to considerations related to the
government objectives as to appr ,Qg)te tlmlngf l@om/ and expenditure.

Tax outcomes may differ fro unting congffuaﬁ s to timing, in particular the treatment
as expenditures as a capital riod co \idji)éo generally does not take account of

a

economic impacts not having a transacti ect (exceptions exist, including impairment of
trading stock and imp 'rmee/f/& revaluati lease asset values - recent IFRS 16 provisions).
\ v % ,
tics
arch or development), nexus for deductions

Qualitative chara s of tran ional effects for GPFR - likely also relevant for tax policy
settings
n IS 12/01 R&M statement

e R g. na
e M iality e.g. r c
o <55|t repre tapi n: complete, neutral and error free but does not mean error free
.G+ the di;ﬁ;):e les of offence in the penalties’ regime is largely based on this
inciple ( (
e Comp N&yﬁz?.g.(year—by—year trends), verifiability e.g. record storage rules, IR audit,
timeline .g. annual return of income enables forecasting of revenue information),
a
a

derstandability (e.g. foreign exchange conversion rules, language requirements)
central factors to the concept of integrity of the tax system.

G FR\\B@ ifies and values: assets, liabilities, equity, income and expenses and also provides
ndx{tgafncial information on assets labilities don't meet recognition criteria (e.g. future events
having potential effect on current value of net assets e.g. effects of pandemic on a health
insurer).

Key definitions of GPFR elements

Asset: a present economic resource controlled by the entity because of past events. An
economic resource is a right that has the potential to produce economic benefits.

This principle is probably relevant to BBLR tax settings in determining when an asset is created
(see paras 4.3 to 4.25 of the NZ Accounting Framework)

Liability: a present obligation to transfer an economic resource because of a past event.
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(e.g. a right to receive contractual cash flows or produces cash flows related to a resource
implies an asset exists for the entity.

This principle is relevant to BBLR as it has a high relevance to determine timing of deductions
- i.e. when an expenditure is incurred (whether capital or revenue)

Executory contracts combined right and obligations to transfer economic resources A
contract, or a portion of a contract, that is equally unperformed—neither party has fulfilled any
of its obligations, or both parties have partially fulfilled their obligations to an equal extent..

Contractual rights - Need also to consider the impact of FA leasing rules’)and IFRS 16
leased software.

Income : an increase in assets or decrease in liability that result crease |

(other than equity transactions)

Expense: a decrease in assets or decrease in liability tha uIts in an |nc % equity
(other than equity transactions) 0:7

Potential to produce economic benefit: Does no@@e certa| Jﬂélihood - however
the right (to own/control the resource) must alr (e.q. , ownership) i.e.
until the right exists, there is no potential to p e conon@

e Exchange of economic resource e@

e Receipt of cash or other re ces by disp @g e resource

e Extinguishing liabilities b@ferrmg the urce (e.g. distributing the asset to settle

a liability); or (
e Receiving cash o%tﬂg r-avoidin imoy:flows by using the resource to either:

A potential to produce economic benefits '
e Receipt of contractual cash flow %
ourabl

o produce g qd} rvices yud services); or
o enhanc th\ev/?)ﬂe of ano source (e.g. using data to produce reports); or
o leasin \ ng?) th ce to another party.

! — this might be a cornerstone of any legislative change around capitalising software - it doesn’t answer the question
of what the tax value of that right should be - I will go to NZ IAS 38 to explore this question.
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Part 3: XRB Al - Application of the Accounting Standards Framework

Entities having public accountability (defined in XRB Al: Application of the Accounting
Standards Framework) must comply with generally accepted accounting practice (GAAP). In
this context public accountability arises because the entity either has:

e debt or equity instruments traded in a public market; or

e holds assets in a fiduciary capacity (e.g. banks, credit unions, insurance companies,
securities brokers etc)

e Smaller reporting entities are subject reduced disclosure requirements for complianc
cost reasons. These RDRs are identified in the relevant NZ IAS standard &

e However, most small, and medium sized for-profit entities do public | /
accountability and, consequentially, have no obligation to pre anC|aI tém ts
that comply with GAAP. Companies not required to co AAP are required
under the TAA to file annual financial statements that tory mini
financial reporting requirements (ss. 21B and 21C, an ed reg la%gs)z

Public benefit entities and not-for profit entities mIfcmglbIe ay be required
to prepare financial statements under the public ent| rds whi h do ot require full
compliance with GAAP (e.g. NZ Automobile Associ weve ay optionally
elect financial reports in accordance with GAAP. Q

For-profit entities are required to com ply% AS as va%
e Tier 1 entity: has public acco i (e.qg. li té« ZX) or is a large for-profit

public sector entity with totaI ex }z/s > $3
e Tier 2 entity has no publi ountability nd isn t a large for-profit public sector
entity with total expens Q mHhon/anck lects to be in Tier 2.

Public benefit entitieséﬁe( -for-profi \bﬁﬂ sector) are required to comply with the
ards,

Public benefit entity stan follow

)
lic a@ty or is a large PBE with total expenses greater

e Tier 1 entity \haﬁ

than $30

e Tier i has no public accountability, is not large, has total expenses less than
$30mi tér{\%’@ $2million, and that elects to be in Tier 2 follows the PBE
S s Reduce\d@| osure Regime.

)
o%er@ en '/ public accountability and has total expenses less than $2million
at elec s‘ / in Tier 3, follows the PBE Simple Format Reporting Standard.
o T|e y has no public accountability and is allowed by law to use cash accounting,
ct to be in Tier 4.

Ac;ou} g requirements under NZ IAS 1

Tie/l\( rompulsory) and Tier 2 (by election) for-profits must comply a range of accounting
standards, as to the types of financial statements e.g. they must produce a statement of
financial position, a statement of profit or loss and other comprehensive income, a statement
of changes in equity and a statement of cash flows: NZ IAS, NZ IAS 2, NZ IAS 7, NZ IAS 8, NZ
IAS 27.

There are many standards that apply to specific elements of a balance sheet or income
statement. Some are likely to have relevance to policy analysis within the software project as
they provide an understanding how accountants think about the economics involved.

2 Tax Administration (Financial Statements) Order 2014, and also for trusts under section 59 of the TAA and the Tax

Administration (Financial Statements—Foreign Trusts) Order 2017, and new trust reporting requirements for trusts
(sections 59BA and 59AB of TAA).
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Standards that apply to Intangible assets and associated revenue flows —-are NZ IAS 38
(intangible assets), NZ IFRS 15 (revenue from contracts), NZ IFRS 16 (leases - lessor and
lessee)

Statutory accounting requirements (tax laws)

Note there are minimum financial statement requirements for a company (also applies to look
through companies) in the TAA under subpart 3AC - ss 21B, 21C, and the

Small companies (including incorporated societies & small look-through companies) are
exempt from the minimum financial statement requirements (income < =< 30,000 and n
tax loss and not part of a group of companies. However, if another enac nt prescr|b
minimum requirements then the other act must be complied with e.g, s Act
requirements, large company Part 11 of Companies Act.

Minimum statutory accounting requirements (Tax laws)
e Balance sheet (A - L = OE) and P&L.
e Must use double-entry & accrual accounting and my with certain <%J on rules.
Reconciliation of accounting income to taxable , fixed as ;esg le (tax

values), and certain associated persons trans 3 //
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Part 4: Standards relevant to software development costs

NZ IAS 38: Intangible assets

This part of the note provides an overview of NZ IAS 38 and comments how it could be used a
resource in considering appropriate policy settings for the software development sector.

as to how it could relate to our software project.

Objective of NZ IAS 38:prescribe when to recognise and how to measure the value of
intangible assets not otherwise dealt with specifically in another standard (e.g. NZ IAS 32,
intangibles held for sale in ordinary course of business (inventory).

IAS 38 doesn’t apply to: Software that is integral to the operation of har re — that is

the hardware, e.g. the operating system of a laptop is part of the lap )
Software development costs for internally created software

Under NZ IAS 38, the accounting treatment of software costs termally cr ted glbIe
asset is the same whether the software asset is created to be used\by the created for

commercial exploitation.®> The only issue is whether the r
(future economic benefits* from an existing right and r

Under NZ IAS 138 - Intangible Assets, software c ither>; @
e Capitalised to an asset, with the asset v osts® ; or
e Expensed in the year in which they ar i cur (research

The accounting treatment of software co§f§\ pend on wi i%{?whether they are either:
e costs of research % ‘\ AN

e costs of development; or devel me/nt costs;

e occur within either a research phase or a e(%je ;
NB if the research phase cann i tinguis}%e the development phase, the
A :

expenditure is treated as r

n|t|on crite b satisfied
ity of cost | qr ment satisfied).

angible asset is the same as for assets generally under
ents (typically, these are the same things that are considered
|§&?@' taxation purposes):
\
ntrol ovéra resource; and
nce future economic benefits i.e. the economic benefits must exist and be
essed (assuming the software is not acquired in a takeover/merger).
uires:

[ )
lefassignment/other disposal); or
tractual or legal rights relating to the software (e.g. acquired/ licensed)
Cbi\}) requires:
The “owner” to have the power to obtain the future economic benefits;
e Generally, requires existence of enforceable legal rights (e.g. copyright, trademarks) ,
but may have this control through other means.

3 This raises the issue as to whether IS 17/04 and our work should be aligned - this has an impact for TOC
4 Future economic benefits can be either receiving cash outflows or avoiding cash outflows by using the resource to
either:
0 produce goods or services (e.g. cloud services); or
o enhance the value of another resource (e.g. using data to produce reports to meet regulatory oversight
requirements); or
o lease (license?) the resource to another party.
5> Paragraphs 52 to 67
® This treatment depends on identifying the existence of a present right to future economic benefit to the entity and
their reliable measure
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Future economic benefits include:
e revenue from the sale of products or services,
e cost savings, or
e other benefits resulting from the use of the asset by the entity (e.g. software that
reduces production costs).
Key requirements for recognition of an intangible asset — 7
e probable that the expected future economic benefits that are attributable to the asset
will flow to the entity; and
e the cost of the asset can be measured reliably.

An intangible asset is normally measured using historic cost principles.8 Historic cost is-the
basis of for measuring an expense or a revenue in the tax system. ([ |
N,

Accounting treatments differ for an intangible asset: °”’ @ > -
The Standard sets out recognition and measurement criteria f e software development
expenses as they relate to a stated “characteristic” of how the as has become "owned”:

e acquired (unique items) R )
acquired in a business combination @7:7 f\\

acquired by way of a government grant )/
exchanges of intangible assets —
internally generated intangible assets (s > treatment @es ther used internally
asset Q\ﬁ% ance sheet can only occur if
\\\

or commercially exploited)?°.
e
p9llcy settin @we/ ed to analyse what effects recent

N J -
(’/‘/‘\\\
e Check if to be sub;ee/t e recen w@zfd purchase price allocation rules in GC 20

and GC 21. (N
tﬁe;dcould

For each of the above “classes”, recogniti

the recognition requirements are satisf@ \
Whatever outcomes we arrive at f
law changes will have:

e Check if feasibility
especially DB 67

should apply or should be excluded - note
eases (recognition of asset & sale of)

e diff@t“c asses/characteristics” of how an asset has become

; \ >
@e\b@% } n /\?
Sis’is prigé/%ai d other attributable costs that relate to the acquisition. Para 27 sets
out attributable costs toinclude, and para 28 sets out examples of directly attributable costs,
and paras 29 ist’'examples of costs not included in the carrying cost. Para 32 addresses

contempla ed payment contracts where the cost and the inherent interest component

are trea parately.
Acg;ﬁre\ in @ business combination
Féi\@/}l le, if separable from aggregate assets. Fair value must be supported by evidence.

Subsequent expenditure following acquisition
Apply approach in paras 54 to 62 for both research and development expenditure, i.e.

7 Paras 21 — 23 of NZ IAS 38 : probability of expected future economic benefits based on reasonable and supportable
assumptions that represent management’s best estimate of the set of economic conditions that will exist over the
useful life of the asset. Judgement is used to determine the degree of certainty attached to the flow of future economic
benefits that are attributable to the use of the asset on the basis of the evidence available at the time of initial
recognition, giving greater weight to external evidence. (relevant to how most assets are recognised for tax).

8 What is included in the historic cost of an asset is set out in paras 25 to 53, recognition of an expense of an
intangible item is set out from paragraph 68. The type of costs included in the cost of an intangible asset is set out in
paragraphs 54 to 67

° Paras 25 ff

10 This has relevance to our work as it relates to the discrepancies between IS 17/04 and IRRUIP-10
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e Research costs expensed
e Development costs expensed if do not meet recognition criteria

¢ Development cost capitalised if meet recognition criteria

Acquired by way of a government grant (e.g. Maori settlements)
NZ IAS 20 may apply - fair value plus costs of preparing for use e.g. software included in 1!

Exchanges of intangible assets
Fair value of exchanged assets, subject to no commercial substance exception and subjec&

reliable measurement criterion
Internally generated intangible assets x\\/\/ )
e Is there an identifiable asset? > —
e Reliably measure the cost!? - as per paras 52 to 67 of
e Cost classification required — Research/Development w eveIop nt costs
capitalised ~

Definitions O':f / \
Research: Research is original and planned investig nderta htﬁe prospect of
gaining new scientific or technical knowledge aniﬂ/ ndlngii
Research phase!4: the period in which an entit not de trate that an intangible asset
exists that will generate probable future ic eneflx

o feasibility analysis:

e search for alternati ces, products, processes, systems, or

services.

. formulatlom@ek n, eval
/

Development: D e@nt is ication of research findings or other knowledge to a

plan or design t e new or s ntially improved materials, devices, products,

processes, s te r serV| es before the start of commercial production or use.

Develo ase

The p hich t en? can demonstrate it meets all the stated requirements in para
57. pbes of cyxg t activities are given in para 59

If the stated %jm nts are not met, satisfied, the software cost is expensed

Costs of ternally generated intangible asset are set out in the standard 1>

Nb par, vents reinstatement of costs previously expensed.

Ifane can't distinguish whether a cost is in the research phase or in the development

phéseK costs is expensed.

\_/
No\é t‘n/at interest costs may be capitalised — NZ IAS 23 applies
See example 65 in NZ IAS 38.

Recognition of expense requirements
Expenditure is expensed as incurred unless:

1 Nb -government grants in ITA are netted off against cost of asset so only additional costs should be recognised for
tax to be consistent

12 Constant issue is distinguishing cost of running day to day operations vs cost of the internally generated asset - we
will need to draw a boundary here if we adopt a capitalisation route

13 Note the exclusions in para 67 and the example

14 Paras 54 to 56

15 paras 65 to 67
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e It is part of the cost of an intangible asset that meets the recognition criteria; or
e The expenditure relates to an item acquired in a business combination and can’t be
recognised - intangible goodwill on consolidation.
Expenditure in intangible to provide future economic benefits but no intangible asset exists -
expensed
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Appendix 1: Comparison of IS 17/04 (in house use) & IRRUIP-10(commercial exploitation) to NZ IAS 18 16

Issue

IS 17/04
Software developed internally for use in own
business

Asset recognition

Remains a matter of judgment as to when
intangible property can be use and available for
use - see example 5

Valuation includes direct and some indirect costs
not allowed as below. Also includes installation
costs and integration costs

Created for sale or exchange - treated as
inventory

If not created for sale or exc
consider when the softw
Cloud or SaaS services
point.

Valuation includes Ect and so irect costs
not allowed as —Also inc d i staIIatlon
costs and inte costs k:/ally refers to
coding and, testing Costs

Recognition criteria must be met

Early stage feasibility

Deduction as incurred per IS 17/01 (a limited set)
but this is likely to be modified given enactment of
DB 66 & DB 67

Same a
expen

17/04. Pre—f*:t/e\&@on as to development

Research expenditure expensed

Research expenses

para 20-21
DB 34 - recognised for FR purposes or an
immaterial expense- deduction as incurred

As@S 17/04@\1}3& paras 74 & 75

Research expenditure expensed

Development expenses

Para 22
DB 34, EJ 23
deduction as incurred or electively deferred \/\\‘

for I@QW but note paras 74 & 75

Development expenses expensed if not related to
an existing intangible asset.

Post-development
maintenance

Maintenance expense deduction as incur </

:s@\gs 17/04

Generally same as tax

Post-development upgrade

\As for IS 17/04

Generally same as tax

Other post-development
costs

As for IS 17/04

Generally same as tax

Depreciation

Upgrade capitalised and depreciated
All costs not deductible und
depreciated

Usually deduction as incurred

|I|ty r Ié\?
Depreciation rate determln @
Depreciation when available for us,
Must be listed on schedule 14 - %pyrlght in

software, right to use softwar cluded
under EE 7

As for IS 17/04

Amortisation over useful life unless no useful life
can be identified.
Indefinite useful life - no amortisation.

©

16 Nb feasibility rules in ARFER Act not intended to apply to software development expenses ss DB 66(1B) & DB 671B ITA 07 if an intangible asset
already exists - but are intended to apply to an intangible asset within an acquired company that is abandoned so that the abandonment rules
don’t apply? Wait for TIB /special report
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Issue

IS 17/04
Software developed internally for use in own
business

Depreciation recovery
income/depreciation loss on
disposal

Does not apply if "same kind” intangible property
replaces

Outright sale (no copy retained) depreciation
recovery/loss rules apply

Not usable, no longer used - write off TBV
(subject to exceptions listed in para 41

As for IS 17/04

Gain/loss on sale calculated - sale proceeds less
carrying costs and costs of sale.

Unsuccessful software
development

Accumulated costs deduction on abandonment.
Suggest costs from prior years have been carried
as WIP

As for IS 17/04

Sale of a copy of developed
software
Original asset retained

Sale proceeds assessable

Original asset retained continues to be depreciated

Sale proceeds as able
May include as%<

Commissioned software

Same as all the above

Finance lease

Para 44 - relevant if developer leases the software
they have developed for internal use. Deemed
sale and loan with interest component.
Depreciation applies

Lease end - retained by lessee [lessee has rollover
but may be subject to tax on subsequent disposal]

As for IS 1
é@)

@@

IFRS 16 applies

Lease end - returned to lessor and FA 10 apply )
Operating lease Becomes a finance lease - adjustments required> |\As for 1$17/04 IFRS 16 applies
IFRS 16 Check new rules Check/mewriles

&S

%
i

@@@




From: Joshua Fowler

To: David Cuellar; Paul Fulton

Cc: Craig Phillips; Benjamin Hammond
Subject: RE: Software development expenditure
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Not in scope
Thanks David — I've removed this policy project from the s/s (or rather, noted it as “removed”)

Joshua Fowler | Policy Advisor | Kaitohutohu Kaupapa
Policy and Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture E? //x

DDI. 8 9(2)(a) (
E.s9(2)(a) @ird.govt.nz @ @\}
&

—

From: David Cuellar <8 9(2)(a) @ird.govt.nz> L

Sent: Tuesday, 30 March 2021 11:50 am O’J @

To: Paul Fulton <8 9(2)(@)  @ird.govt.nz>; Joshua F <s'9(2)(a) @\dﬁ%vt.np
Cc: Craig Phillips <8 9(2)(@)  @ird.govt.nz>; Berjamin | mmong&

<s 9(2)(a) @ird.govt.nz>

Subject: Software development expendit - @
JKE% e
Hi Paul and Josh, @
I'm briefly emailing to let you w that'we ar ?)Jg r seeking to include any

amendments relating to the e develo rﬁ%ﬂ%ject in the 2021 omnibus bill. Let
me know if you have any : /QQ\

Cheers,
David @\
W



From: Craig Phillips

To: David Cuellar; Benjamin Hammond; Sam Rowe
Subject: RE: Purchase price allocation - software-related material
Date: Thursday, 8 April 2021 4:48:00 PM
Attachments: image001.png

[UNCLASSIFIED]

Thanks for this.

Kind regards, have a nice day | Nga mihi, kia pai tou ra

Policy and Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture
Inland Revenue | Te Tari Taake

.
5 9(2)(a) Ve N

Email @ird.govt.nz @ &$//

From: David Cuellar <8 9(2)(a) @ird.govt.n Q/ :
Sent: Thursday, 8 April 2021 2:38 pm

To: Craig Phillips <8 9(2)(@)  @ird.govtnz jamin Ha o%é

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa : pore

<5 9(2)(a) @ird.govt.nz>; S e <s 9(2)(a) .govt.nz>
Subject: FW: Purchase price alloc t1 SO tware r ed;7 erial
</ [UNCL ss ED]
Hi all,
FYI - Thomas IIy ext @soﬁware areas traversed during the legislating
of the PPA r @
Cheers
Davi@
om: Thomas %l;@(a) ird.govt.nz>
Tuesday 021 5:37 PM
To: DaV|d (2)(a) ird.govt.nz>

Subje% e price allocation - software-related material
@ [UNCLASSIFIED]

/ y Dave,

A while ago you asked me if I could dig up any purchase price allocation material related
to software. Below are some nuggets.

From officials’ issues paper

2.14 The possibility of depreciable property having a value greater than cost has
increased considerably since fixed life intangible property and software became
depreciable. Such property is often self-created, which tends to produce a very low
cost-base due to a failure to accurately capitalise expenditure. However, it can have a



very high value. The asymmetry between the vendor’s treatment (on capital
account, to the extent it exceeds cost) and the purchaser’s (depreciable, sometimes
over a relatively short period) means that the parties may have a common interest in
overstating the amount allocated to such property.

Excerpts from submissions on issues paper

Deloitte
‘Concerning software, Officials should focus on reviewing and reforming the tax
treatment of software more generally instead of correcting capital / revenue issues by
legislating on PPA.’ e

. o . . SN D
‘As with other integrity issues we believe that specific concerns wit supp =
involving commercial property, software and fixed life intangi Y (“FLIP’*)
be resolved without affecting all mixed supplies.' &
‘We consider that the issues paper presents a ‘sledgehammer’ reactlon to %

concerns about the asymmetric tax treatment of tra ons/mvolw gcQ ercial
property and, potentially, FLIP (most notably soft

‘Noting previous discussions we have had WI evenue fﬁc concerning the
tax treatment of software, we consider tha of commer property, the core
problem is the tax code’s archaic capital /re e treat software. Instead of
changing the PPA rules as they relate <§o§> re, we at Officials should focus
on reviewing and reforming the taxtre t of so M%vbre generally. This will
resolve the underlying issues that g%;e to th interest’ issue described at

[2.14].' /‘\

N .
‘Software is highlighted of pote@ﬂo cern, due to taxpayers failing to

adequately cap|taI|se expendi eQFIfH is a capital / revenue issue which is
quite separate to the, |s§u e of purch ce allocations. The tax treatment of software
is a broader matt 'should ha x policy review applied to it (including

provisions overri mg capltat i tatl n) if Officials consider the current policy
t 1

framework |s%
Corporav yers
\The% aper rai e\s>

N
{%ﬁiroﬁp ack e/s that there is a concern in some parts of the Inland Revenue
ab softwal e and the Group is aware of protracted disputes being undertaken in this
space wit@%?\;mber of taxpayers. However, the Group does not consider that it is

Se maintenance concern about software at paragraph 2.14.

appropria ursue a law change for all business sales as a consequence of a few
disputes focused around software.

lncu ar, a change to law around purchase price allocations would not address the
/ % ved concern that there is “a failure to accurately capitalise [software]
\fxp nditure”. Whether or not expenditure should be capitalised relies on a number of

ctors, including the application of the general permission, the capital limitation and
specific provisions overriding the capital limitation.

A business who is undertaking software development may expense a wide range of costs
associated with the creation of software, and this may be permitted under financial
reporting standards, in particular NZ IAS 38 (Intangible Assets). NZ IAS 38 specifies
when amounts related to intangible assets should be expensed as research or
development. In particular paragraph 57 of NZ IAS 38 specifies:

An intangible asset arising from development (or from the development phase of an
internal project) shall be recognised if, and only if, an entity can demonstrate all of the
following:



a) the technical feasibility of completing the intangible asset so that it will be available

for use or sale.

b) its intention to complete the intangible asset and use or sell it.

c) its ability to use or sell the intangible asset.

d) how the intangible asset will generate probable future economic benefits. Among

other things, the entity can demonstrate the existence of a market for the output of the

intangible asset or the intangible asset itself or, if it is to be used internally, the

usefulness of the intangible asset.

e) the availability of adequate technical, financial and other resources to complete the

development and to use or sell the intangible asset.

f) its ability to measure reliably the expenditure attributable to the in /e asset /\

during its development. ' N
\\//

Paragraph 65 of NZ IAS 38 also specifies:
The cost of an internally generated intangible asset for the &e of pa g h 24 is
the sum of expenditure incurred from the date when t "ntanglble asset ets the

recognition criteria in paragraphs 21, 22 and 57. Par 71 prohuﬁts\\e atement
of expenditure previously recognised as an expen

Section DB 34 overrides the capital limitation ;:I\Ep ifically alfows>a deduction for
expenditure on research or development whic s/been expénsed in accordance with

NZ IAS 38. S
\\\v

The Group submits that if legislativ g&m istob a e which applies to software that
Inland Revenue first needs to under fuII an k hat the tax policy framework

is intended to be for mtanglrtrilgii\:ts as the me Tax Act 2007 (and its

predecessors) clearly conte te the abilit i% im immediate deductions for certain
software expenditure de ite pital |Il‘4fatl his project should not be used as a

back door way to mtr% d partial c %@F}mﬂs tax on software assets.

If, after the policy re\nevf it is felt tk e is evidence of a “failure to adequately
capitalise [softwa{m\e;?e%dlture ¢ n Inland Revenue should look at providing
guidance in %for\ of an inte on statement (or similar) in relation to software

expend|ture ‘as appropri en orcement action to ensure that there is
complianc e little.merit invadvancing law if the real issue is compliance, simply
becau ho do n%@p with the current law are equally as likely to not
any ne
7
Mas ‘/‘/ N

<§ o/
Tho inot | Policy Advisor | Kaitohutohu Kaupapa

%

\/

Poli Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture
/Jjn Revenue | Te Tari Taake
| S
N



From: David Cuellar

To: Emma Grigg
Ce: Craiq Phillips; Benjami
Subject: FW: TGC Action points

Date: Thursday, 15 April 2021 12:11:00 PM

Attachments: 2021-03-15 - Memo - Tax treatment of the software development sector (3) docx

Hi Emma,

Responding on your action point re: software developers.

This looks like a reference to a survey that was undertaken by NZTech on their own initiative. In the preamble
to the survey, NZTech stated that “the results will be used to produce industry facts to support the
development of a tax policy that benefits the majority of software companies”. This is not,what we have be
saying to the sector in our initial consultation. We have been consistent in stating tha e coming at
review from a tax neutrality perspective and to provide certainty to the sector - I thi what you
looking for regarding “what we’ve said to people externally”.

Please let us know if you have any more questions. I've attached a memo t ha re detail on th
background of the project and the survey itself.

Cheers,

David

From: Graeme Morrison <€ 9(2)(@)  @ird.govt.nz>
Sent: Tuesday, 13 April 2021 5:07 pm

To: Craig Phillips 8 9(2)(@) ~ @ird.govt.nz>

Cc: Sam Rowe <§'9(2)(@) @ird.govt.nz>

Subject: Fwd: TGC Action points

Hi Craig - any ideas on the question re software inEmma/s email beo@
Cheers @

G @ @

April 13, 1
ittington; rawley; Graeme Morrison; Stewart Donaldson

: 2
: n McKinn erryh McIntosh-Watt; David Carrigan
Subject: FW: T io ints

[UNCLASSIFIED]

On software developers - Graeme are you aware of the survey response referred to and what they mean by
referred to externally.

Thanks



Emm

From: Megan Tayler € 9(2)(@)  @ird.govt.nz>
Sent: Tuesday, 13 April 2021 12:42 PM

To: Emma Grigg <6 9(2)(@) ' @ird.govt.nz>
Subject: TGC Action points
Hi

Please see your action points below.

a. Software Developers Clarify what the survey mentioned in the\h(s)z E
column entitled “what we've sai people
externally” concerns. )

- P

Megan Tayler

EA to Miche i , Chief Tax Counsel {4nland Revenue Department |
DDI: i : ;>




Not in scope

From: Benjamin Hammond
Sent: Thursday, 22 April 2021 5:20 PM
To: David Cuellar
Subject: RE: Software meetings + potential bill timeline
Not in scope
Yes good point — | was just thinking about what we should put in the summary comm nd thought a th

processes up to release is comparable to a standard manufacturer (waterfall type mo
release you get into the difficulties regarding whether the “improvements” to the as

(R&M). 8 9(2)(b)(ii) 3

\

VP) but\t 4n?)?ter
a caplta

But the question of ongoing expenses is closer to the age-old capital re@e e ten5|on/7ho\/s§ Qapply the rules are
unlikely to be different from any other sector. \\ //

In might just be the small sample of businesses and groups e eard fr re appears to be many
businesses that are not comparable to a standard manufact ‘ 9(2)(ba)(| hen the asset became available it
was largely complete). | wonder what type of sector e should fook into he other side of the story where
they release a MVP quite early... | guess ] a;'not bec%h y necessarily had a short gestation
period but the period before release would be d%(fe by the on«é%rw elopment period.

From: David Cuellar <8 9(2)(a) @ird. @ / %& -
N

Sent: Thursday, 22 April 2021 4:58 p
To: Benjamin Hammond <8 9(2)(a @|rd %\&;/Cralg Phillips < 9(2)(@)  @ird.govt.nz>
Subject: RE: Software meetmgs ht | bill time

scope
Thanks heaps Ben. @/e capture&your detailed notes but I found the conversation about
their revenue terest| n that games have to be finished before being released, it may
be easier to ate th api evenue distinction for the game development sector compared to
other soft ar cts become available for use much earlier.
Q/ 2%
Cheers,

David

d <8 9(2)(a) ird.govt.nz>
7 ril 2021 12:16 pm
To: Da:gd ellar <8 9(2)(a) @ird.govt.nz>; Craig Phillips $9(2)@)  @ird.govt.nz>
Subje Rgxo ware meetings + potential bill timeline

From: Benjami
Sent: Thursday

Not in scope

s 9(2)(ba)(i)

Apologies, link to notes: note (WIP).docx

From: Benjamin Hammond
Sent: Thursday, 22 April 2021 12:15 pm
To: David Cuellar <8 9(2)(a) @ird.govt.nz>; Craig Phillips S 9(2)(@)  @ird.govt.nz>

Subject: RE: Software meetings + potential bill timeline

Not in scope

1



Hey David, these documents look really good.
Timeline: No comment looks good.

Stakeholder summary: Framework is good, | might add a column for contact details this afternoon. Have made a few
tweaks to the comments but nothing major.

Below are my notes from-.

Key takeaways: .

Keen for thoughts you both had. @

Ben

From: David Cuellar
Sent: Wednesday, 21 April,2
To: Craig Phillips

jamin Hammond _@ird.govt.nz>; Sam Rowe

S8R @ird.govt.n:
Subject: Softwa?? i s+potenWimeline
Hi all, ; @g

I've created a pew document to log all the meetings we are having with stakeholders - I'm struggling
to keep tab Sqlfgterﬁ/all mentally so hopefully this is helpful for knowing who we need to follow up
Q?§J o

with as th progresses. Please feel free to update it as we have meetings and revise the
s/insert any meetings I've missed.

comment-b
I havupdated the timeline to presume that any proposals arising from this project will make the

next known bill, which will be the 2022 annual rates omnibus Bill. I talked to Carl as he was involved
in the bill bids for this term of Government and (apart from Budget-related bills which I assume we
cannot rely on using as a vehicle for legislation) this is the next known bill for our project to go into.

Happy to discuss.

Cheers,
David

David Cuellar | Policy Advisor | Kaitohutohu Kaupapa
Policy and Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture
2



From: Benjamin Hammond

To: David Cuellar; Craig Phillips
Subject: FW: Software development sector
Date: Thursday, 22 April 2021 3:23:38 PM
Attachments: image001.png

ETR Software companies - Update.xlsx

Not in scope

Hey David and Craig,

| was speaking to Vincent the other day about the software project and h @ to do fur@

work extracting data for us.

| have put together a few further questions (see live document) t interest%no ing.
Feel free to add any questions either of you had within the |j x‘jocument and then--will fire it

off to Vincent after next week’s Wednesday catchup. % 0;7 ‘/fs

Cheers,

&

From: Vincent Kleinbrod <8 9(2)(a) Mird.govtq >

Sent: Wednesday, 14 April 2021 4:50.pm

To: Benjamin Hammond <8 9 i

Subject: FW: Software dev sector ~, | )
.

r

c\ L/_\\
nﬁ‘e{f}(ﬁo data l% different than the old analysis. Happy to run with

Here is the update t's
most up to date ?ﬁ' like. 3%
Vincent Q

From:

: Tuesday, 2020 5:10 pm
To: Craig Philli ird.govt.nz>
Subject: o e development sector

5

\ vase find attached an updated version of the analysis. | kept the previous structure:

N/

The tab denoted ‘IR4’ shows ETR, taxable income, residual income tax, etc. for companies that
filed an IR4 and IR10. The tab denoted ‘IR3’ shows ETR, taxable income and tax paid for persons
that received schedular payments and persons that were self-employed. In both tabs you find
two tables, one showing the data for all industries (total, including software companies) and one
for persons/companies in the software industry.

As said previously, please note that the ETR for schedular payments recipients and self-employed
is calculated using a different formula than for companies (the reason is that IR10 info is
problematic for persons with schedular payments). Also note that the data for the 2019/20 year



is not yet complete (as taxpayers still file returns).

| am also happy to come by your place and go over the data in person after we finish of
forecasting on Thursday . In case you have any questions /would like some additional info please
do not hesitate to contact me.

Best,

Vincent

From: Craig Phillips -@ird.govt.nz> @ @
Sent: Wednesday, 11 November 2020 11:58 am

To: Vincent Kleinbrod <8 9(2)(@)  @ird.govt.nz>

Subject: RE: Software development sector @ @
Yes please &

Nga mihi, kia pai tou ra | Kind regards; a niced \ >

Craig Phillips | Principal Policy Adviso aitoh papa Here

Policy & Strategy | Kaupapa He e@ e Rautaki

Inland Revenue | Te Tari Taake @

L

incent Kleinbrod <8 9(2)@) " @ird.govt.nz>
: ednesday, 11 November 2020 11:46 AM
o Craig Phillips $9(2)(@) | @ird.govt.nz>

Subject: FW: Software development sector

Hi Craig,

| had a look over the excel file previously sent. The analysis stops in 2018/19 and notes that the
data for the 2018/19 year is not yet complete.

| am happy to provide an update (and include companies that already filed for 20/21) if you like,
please let me know.



Best,

Vincent

From: Vincent Kleinbrod

Sent: Wednesday, 4 March 2020 9:45 am

To: Craig Phillips <8 9(2)(a) ird.govt.nz> &
Cc: Sandra Watson <8 9(2)(a) @ird.govt.nz> @ ((/X ‘
Subject: RE: Software development sector \\\:9

Not in scope & %
. ~ ,ﬁ
Hi Craig, <)7:7 /(\\

= @)
Hope you well. | believe the attached excel sheet h @?matio \\éTt/er. Please note
the following: Q )
The spreadsheet contains four tabs. The @d ‘R4

income tax, etc. for companies that fil nR4 and IR10:
taxable income and tax paid for persons Jtreceiv

were self-employed. In both ta@ind two tables,

(total, including software companies)and one‘,d’%ﬁqe\s s/companies in the software industry.

The tab ‘IR4 names’ sho % name \héﬁ'végest’ software companies in terms of
%&f’[ are co s with more than 500,000 NZD accounting profit).

—

" taxable income, residual
denoted ‘IR3’ shows ETR,

accounting profit ( A |iSu\

ablés providemor , detail where the data is from, the calculation
_Note that the E r schedular payments recipients and self-employed is
differenwla than for companies (the reason is that IR10 info is

h

persons wi edular payments). Also note that the data for the 2018/19 year
tefas taxpayers still file returns).

Iso happy to e by your place and go over the data in person . In case you have any
guestion @\d—!ﬂé some additional info please do not hesitate to contact me.

B&%

1@e nt

From: Craig Phillips <8 9(2)(a) ird.govt.nz>
Sent: Monday, 2 March 2020 3:37 pm
To: Vincent Kleinbrod <8 9(2)(a) ird.govt.nz>

Subject: RE: Software development sector
Not in scope

I would like data from both because an individual is likely to be a business in this
context.



Kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake

Email @ird.govt.nz

N
@w@

us online at ird.govt.nz

From: Vincent Kleinbrod <
Sent: Monday, 2 March 2020 1:01 PM

To: Craig Phillips -

%tly W ng your request and the following question came up:

%e that file an IR 4 and IR10) sufficient for your request or
0

i ies as well as data from contractors ?
IVl
Vincent @
Fr, %

Phillips -@ird.govt.nz>
‘I ursday, 27 February 2020 10:58 am
ubject: RE: Software development sector

incent Kleinbrod <8 9(2)@) " @ird.govt.nz>

Yes all the data by business code, by company and an aggregate list summing all the
data forf all business codes (by company)

Kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki



Inland Revenue | Te Tari Taake

s 9(2)(a)
Email @ird.govt.nz

copy, disclose or use the email, any attachment, or any information contained int nsider th
environment before deciding to print: avoid printing if you can, or consider prin Ie-sid; isi

This email and any attachment may contain confidential information. If you have recgived this email o &
any attachment in error, please delete the email / attachment, and notify the se lease do not@

us online at ird.govt.nz

From: Vincent Kleinbrod <8 9(2)(a) ird.govt.nz> N
Sent: Thursday, 27 February 2020 10:37 AM @
To: Craig Phillips <8 9(2)(a) ird.govt.nz>

Subject: RE: Software development sector @ ; %
Q

Not in @

WL \e confirm hing please, however, where | am not sure

at the moment: Q

\f@g for a) all ies corresponding to industry code M700xxx and
1542xxx and b) far 3 isting coz@ aggregate?
Thank yo& @ :
Vi @ @
QAN
From:

Craig Phillips <829(2)(@)  @ird.govt.nz>
Sent: Thu ) ebruary 2020 10:16 am
To: Vi brod <8 9(2)(a) @ird.govt.nz>

Sl@@: Software development sector
@ Not in scope

Thanks Vincent,

Thank you Craig,

| will get onto your request n

That seems to be a good coverage of the class of business activities I am interested in
determining the effective tax rates.

Am I able to get for each of the most recent 5 years filed for the different sectors
(business codes) and in aggregate:
e the taxable income,

e the income tax liability,
e tax credits used



the terminal tax/refund
the effective tax rate; and
the quantum of available losses

And a list of the names and IR numbers of each taxpayer in each category - this will
allow me to look at any published financials and judge how the tax rate relates to
financial reporting results.

Thanks in anticipation

& &
Ve

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapd Ker:
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake @

s 9(2)(a)

Email @ird.govt.nz Q 3
§ @®

This email and any attachment ma tain confidentia ormation. If you have received this email or
any attachment in error, please -:~ email @~ pt, and notify the sender. Please do not

copy, disclose or use the ema attachment, ¢ formation contained in them. Consider the
environment before deciding. te pfi avoid printing if-you can, or consider printing double-sided. Visit
us online at ird.govt.nz

From: Vincen !;d <S 9(2)%§ ird.govt.nz>
Sent: Thursday, ebruary 2020 10:10 AM
To: Crai W@ 9(2)(a)§ in@b_rd.govt.np
Subje oftware ent sector
i ; : @ Not in scope

Hi Craig
%ssiﬂcation for website developers which might fit:

| fi
net website design service (M700040): This includes website development and website
désign consulting services.

Given that the codes fall around M700xxx and J542xxx , we could use all codes belonging to the
level 4 categories are ‘Computer Systems Design and Related Services” and ‘Software Publishing’
? Maybe easiest to chat in person?

Thanks

Vincent



From: Craig Phillips 8 9(2)@) | @ird.govt.nz>

Sent: Thursday, 27 February 2020 9:44 am

To: Vincent Kleinbrod < 9()(@)  @ird.govt.nz>

Subject: RE: Software development sector

Thanks Vincent,

I am not familiar with how we classify businesses so I have two qu i@ @
Would these categories also include website developers and d @that uset

open source technologies?

Thanks

Kia pai tou ra @@ @
upap&#e@

Craig Phillips | Principal Policy Advisor | Kaitoh L
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake

@ird.govt.nz
This email and ap¥y a ‘, Tent ma n confidential information. If you have received this email or
any attachme ror, please de mail / attachment, and notify the sender. Please do not

de

copy, disclose 0 e email, any at ment, or any information contained in them. Consider the

environm befqg cidin print: avoid printing if you can, or consider printing double-sided. Visit
us on@ t.nz

: RE: Software development sector
Hi Craig,

| had a look on industry classifications for software to narrow it down and | think the following 3
categories would fit :

Development of computer software for mass production (J542005) : This includes developing

and publishing non-customised (off-the-shelf) computer software. Excludes developing
computer software on behalf of publishers



Development of customised computer software not elsewhere classified (M700050): This
includes customised software development, database development, software testing, and
computer systems design and related services not covered by any other code.

Computer Software publishing (1542010): This also includes leasing software, and developing
and publishing non-customised mobile apps.

Please let me know what you think. Happy to come by to talk in person if you like.

Best, &
Vincent é@i

From: Sandra Watson <8 9(2)(a) ird.govt.nz> Qj VAN ‘

Sent: Wednesday, 26 February 2020 3:59 pm

To: Craig Phillips <8 9(2)(a) ird.govt.nz>

Cc: Vincent Kleinbrod <8 9(2)(a)
Subject: RE: Software development sector

I've got Vincent looking at t i :7
At some point he will com o you own the industry code selection
(BIC code). There’s a fe e ca I@
Regards %
Sandra
From: Cr P@S 9(2) @ifd.govt.nz
Sent: % 26 F 20 9:05 AM
To: S@ atson <8 @ird.govt.nz
{}ég@;amln Ha -@ 9(2)(a) @lrd govt.nz>; Chris Gillion
(@) ﬁh 2>

Subject: S velopment sector
o

m working on a project looking at the tax treatment of software development
expenses for businesses that develop software for sale or licencing.

Not in scope

Do we have any information that would tell me what the effective rate of tax is for this
sector/group of taxpayers for the last, say, 5 years.

Timing - is it possible that your answer to the question could be given by the end of the
2nd week in March?

Thank you in anticipation



Kia pai tou ra

Craig Phillips | Principal Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki

Inland Revenue | Te Tari Taake

Email @ird.govt.nz

This email and any attachment may contain confidential information. I u ha

& &

eceived.this emajl or

any attachment in error, please delete the email / attachment, and notify the.sender. Please.do nct

copy, disclose or use the email, any attachment, or any information.contain
environment before deciding to print: avoid printing if you can,

us online at ird.govt.nz %




Notes:

Not in scope

Schedular payments & self-employed, all industries

Self-employed

Schedular payments

Average
Taxable Income Income Tax Taxable Income Income Tax Average Tax
. Tax rate s o

(Sm) Liability (Sm) (%) (Sm) Liability (Sm) rate (%)
2014/15 140,292 4,340.41 1,060.59 24.44% | 112,070 2,389.64 580.99 24.31%
2015/16 146,376 4,609.49 1,134.75 24.62% | 114,095 2,730.35 683.59 25.04%
2016/17 151,951 4,939.43 1,222.81 24.76% | 117,769 2,863.91 719.18 25.11%
2017/18 152,775 4,792.55 1,185.22 24.73% | 125,997 3,249.15 828.91 25.51%
2018/19 153,652 4,867.30 1,211.57 24.89% | 111,159 3,373.00 871.92 25.85%
2019/20 112,685 3,244.23 800.27 24.67% 50,502 2,116.82 567.82 26.82%
Schedular payments & self-employed from selected industries (NAICS = M7000-M7210 & J5420-)J5510) /ﬂ

Self-employed Schedular payments
Average
Taxable Income Income Tax Taxable Income Income Tax e Tax
N oy Tax rate N
(Sm) Liability (Sm) (%) (Sm) Liability ($ ate (%
(]

2014/15 4,826 328.36 89.97 27.40% 654 20.99
2015/16 5,145 359.93 98.47 27.36% 707 23.59 6
2016/17 5,449 390.85 107.54 27.51% 686 25.11 6 67
2017/18 4,603 245.14 68.06 27.76% 2735 245.15 </ 68. 08 7/776
2018/19 3,927 221.37 61.02 27.56% 2872 253. 28.54%
2019/20 3,385 183.31 50.98 27.81% 2285 22@8\ 29.08%

Taxable Income - Schedular payments for contractors (Field 12D in IR3

Income Tax liability for recipients of schedular payments is calculat
Income Tax liability for self-employed is calculated as : (Calculate
N denotes the number of a) schedular payments reciepients

BLt

o

lculated

oyment |nc§>r self-employed (Field 23 in IR3)

tal Income - Calculuated Tax on sum of Total Income -Schedular Payments)

quated Tax on sum of Total Income -Self-employed Income)

Average Tax Rate (%)=Income Tax Liability (Sm)/Taxable Income (Sm) E \\)

@%

otal Inc
numbe sons W|th income derived from self-employment

17/18

many new contractors
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Not in scope

All Companies, All Industries

Data sources:

Notes:

Findings:

Taxable Income Tax Credits used _ Residual Income Tax _ Effective Tax rate
N (Sm) Income Tax liability (Sm) (Sm) (Sm) (%) Losses claimed(Sm)
2014/15 151,170 16,578.90 4,646.50 467.81 4,155.68 25.47 1,539.00)
2015/16 159,476 16,695.46 4,680.53 525.36 4,155.31 26.12 1,592.42
2016/17 178,485 20,517.15 5,740.44 671.57 4,919.04 26.17 2,126.19
2017/18 189,539 21,544.80 6,031.40 637.19 5,394.21 26.30 2,441.35
2018/19 194,457 22,930.29 6,445.34 756.33 5,689.01 25.41 2,390.15
2019/20 95,983 9347.42 2619.2 253.2 2365.99 25.85 702.}/’7 =
1 \/)
Companies from selected industries (NAICS = M7000-M7210 & J5420-J5510) B
Taxable Income Tax Credits used  Residual Income 1ax Effective 1
(Sm) Income Tax liability (Sm) (Sm) (Sm) %)25% Lossgs&h{ed\gm)
2014/15 4,308 318.89 89.29 9.59 79.90 Ly 27.44 \ - 37.98
2015/16 4,491 344.02 96.38 10.47 86.24 /27.25 Q 44.46
2016/17 4,959 367.73 102.96 6.44 94.38 @ 25 u 37.73
2017/18 5,271 403.21 112.84 13.09 10 <> ‘ 44 38.59
2018/19 5,393 416.23 117.80 14.26 1 2 43.91
2019/20 3,155 191.5 53.785 7.928 &} MAZ 16.61
N \
NS

Taxable Inco.me.-. From IR4 (Fleld‘28) \\ @\/

Income Tax liability - From IR4 (Field 29B): Based on Taxable Incom %) /”

Tax Credits used - Difference between Income Tax liability and r, | Income Tax | Q

Residual Income Tax - From IR4 (Field 29]) - Tax after tax credi 5
Effective Tax rate : 28*( Net profit before Tax / current year t
Current year taxable profit is field 29 on IR10. The dlffer
Losses claimed - From IR4 (field 25B)

om the IR10; Net profit before tax is field 27 on IR10
to tax adjustments (field 28 on IR10).

The aggregates are for companies that filed and an he year
Only includes companies that had net prof =0 and v ar taxable profit>=0
Software industry has a higher effectiv t r{te tha?ﬁb rk (all industries).

@@U
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From: Joshua Fowler

To: David Cuellar
Subject: Re: Re: Projects for consultation
Date: Thursday, 13 May 2021 4:12:26 AM
Attachments: image002.png

image003.png

That is excellent. Ta sir

Get Outlook for Android

From: David Cuellar <8 9(2)(a) @ird.govt.nz>

Sent: Wednesday, May 12, 2021 6:21:05 PM \\;//\
To: Joshua Fowler <8 9(2)(a) @ird.govt.nz>; Craig Phillips <8 9( ird.govt. r@

Cc: Emma Grigg <8 9(2)(@)  @ird.govt.nz>; Stewart Donaldson

<s 9(2)(a) @ird.govt.nz> - g

N -
Subject: RE: Re: Projects for consultation <§ /f\\
Not in scope @ @

Hi Josh, Q &

In response to the questions in reIatloQO\ tware de/v% ent expenditure:

_/

a. Officials are currently rev ev*ng {tax \m of software development
expenditure. This is met ated by an OC€ t issues paper that was released in
2016 indicating a d capitali Fa\on and depreciation of software
development eyzp@n e (as o \th trading stock treatment which has
largely been aplee/fd to date)\.;% oject is intended to be a first-principles review
to consider e appropriate_tax treatment of software development
expen should be. of\the project’s aim is to provide clarity/certainty for
softwar elopers as thete are inconsistencies in how they treat software

gp iture for ta rposes (some expense and some depreciate the same type

nditure s

~
% A/ this gﬁaﬁe have not formulated any options or recommendations, and it is
not g;( @ed that we will recommend any legislative changes (we may consider

issues are better dealt with from a compliance or educational viewpoint,
ple). To date, officials have mostly talked to industry bodies and
@ vidual software developers, as well as other Government agencies (MBIE,
/ \ ZTE, CI). At the moment, we are seeking to understand software, software
businesses, and any business/process reasons that the sector would require
different tax rules from other sectors (if any). This is part of the first stage of
consultation (a discovery phase), which is ongoing and expected to be completed
within the next month. Next steps will be to consider whether any issues identified
are best addressed by a legislative solution. We will engage in a second stage of
consultation with the industry and tax practitioners over the second half of 2021
to outline possible options and seek feedback, with any recommendations going to
Ministers in early 2022.

c. This project has already been discussed with software industry bodies (e.g.



NZTech, $%@®30) some individual software developers, and briefly with tax bodies
(CTG and CA ANZ). The NZLS Tax Law Committee has been notified of the project.
There is no issue with this project being released as one of the upcoming projects
for consultation, though I have noted that consultation is targeted so we are not
expecting a consultation document to go on the Tax Policy website (consultation

on options will occur via a targeted consultation letter).

d. A memo is attached regarding a survey that NZTech undertook in relation to this
project. The survey landing page had already publicly indicated that IR officials ar,
reviewing the tax treatment of software development expendit //x

Let me know if you need anything else

Cheers, &

David
<> 7

N
S

)/
David Cuellar | Policy Advisor | Kaitohutohu @
Policy and Regulatory Stewardship | Kaupap laki i

Inland Revenue | Te Tari Taake
E: s 9(2)(a) @ird.govt.nz
DDI: %

2] </ \/
From: Joshua Fowler < vt.nz>
Sent: Wednesday, Y 021 5:5 @@g
To: David Cuellar'<8'9(2)(a) nz> Gordon Witte <8 9(2)(a)
Phillips <8 9(2 @ird. govt nz>
9(2)(a) .govt.nz>; Stewart Donaldson

{§;E§nsultatlon

N Not in scope

Hi Bo

@ird.govt.nz>; Craig

be aware we are working on providing external stakeholders with a list of upcoming

|te s for consultation.

Emma has asked whether we could have some further information about the items below, for

example:

What is the issue or problem we are seeking to address?
How far progressed is the work?

o o o o

schedule should be published.

How much discussion, if any has occurred with external stakeholders to date?
Anything else that might be helpful or relevant in determining whether the consultation



4 Software Craig Targeted January/December

development Phillips,
expenditure David

2021

Let me know if you need anything

Best
Josh

Policy and Regulatory Stewardship | Kaupapa me te Ti

DD §2)E)

Joshua Fowler | Policy Advisor | Kaitohutohu Kaupapa ‘%
ak% g3 Jure

E._@ird.govt.nz @

©@

@@



From: Benjamin Hammond

To: S 9(2)(3) ; David Cuellar; Craig Phillips; Sam Rowe
Cc:
Subject: RE: Software Sector consultation
Date: Monday, 31 May 2021 11:48:15 AM
Attachments: image002.jpg
image003.png
image001.png

Good morning 8 9(2)(a),

Weekend was largely sheltered inside, lets hope for a better Queen’s Birth% //&

N
Yes, we have had several helpful discussions with a number of tech fj ther Gove ent
agencies. Thank you again for referring us to many of the firms w e ken to,

. . N\ . —
The consultation to date as been about understanding the ware sector th\g%tlcular
g @S re yw

focus on business processes, commercialisation and pr ife-cycles. | %?? our intention
i n e

sector and

to be consulting on specific tax options, instead we \I\L%
re appropriate.

subsequently identify if the tax rules for softwar d@ pment ex ing

Throughout the consultation we have ref %\ e IR Ruli gssues paper, that you
identify below, this was as a way of int cm\g hy we i vere looking into the tax
treatment of software development exr;%é/é In short; Opic had been referred to us by our

colleagues in the Rulings Unit f@ that draft @ri&; referred to above, it was our goal to
afi

/

look at the tax treatment fro ) ‘rinciple;;/fje\?é\ taking a step back and trying to
understand the sector an r'a prob \\e\i@ge/‘d before thinking of whether changes were
necessary (and what those changes co 4

< ig
e’Up to with thereview, we are currently going through an internal
rogramme so put further consultation on hold until this refresh is

In terms of wh
refresh of ou

finalised. should have agreater understanding on what this refresh means for the project in
the comi s. We wi ou updated, alongside other stakeholders, on where this gets

to
S
| would like to\@} u for the offer though (and your ongoing support on this project).

Warm

Bep\(%2
\//Bﬁa in Hammond (he/him) | Policy Advisor | Kaitohutohu Kaupapa
cy & Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture

s 9(2)(a)
E.s 9(2)(a) @ird.govt.nz | W. taxpolicy.ird.govt.nz
From: S 9(2)(a) @nztech.org.nz>

Sent: Monday, 31 May 2021 9:04 am



To: David Cuellar <8 9(2)(a) @ird.govt.nz>; Craig Phillips S 9(2)@)  @ird.govt.nz>;

Benjamin Hammond <8 9(2)(a) @ird.govt.nz>; Chris Gillion
s9(2)(@) @ird.govt.nz>
Cc: s 9(2)(a) @techalliance.nz>; 8 9(2)(a) @nztech.org.nz>

Subject: RE: Software Sector consultation

Good Morning Gents
| hope you had a relaxing weekend. &
PN
| \

i ing wi i irms? Th ask is thati\y
i ing ght be tracking the
wrong way. The impression they got was that IR was very focused pitalisation

Are yous st gth|s as the
basis of your thinking or are you developing a new app at | better li %y)th the reality
that software development is not a vanilla exeruse?& Oisou @maybe we can
help with the comms on any new papers or thmk{(// &

Would it be valuable if we organised a zo <§§ a bro er of tech firms where we
can discuss this? We often run what % ech Inform er zoom calls where | have a

chat with an agency on a subJect they &t/hew IQ ing, and then we open up for
<> )

questions. —

Keen to catch up to hew@t thinki \\\J
Best regards

s 9(2)(a)

Website | Linkedin | Eacebook | Twitter
ubscribe to the NZTech newsletter

ird.govt.nz>
riday, 19 February 2021 12:11 pm
( @nztech.org.nz>; Craig Phillips <8 9(2)(@) ird.govt.nz>;
\iB/ jamin Hammond <8 9(2)(a) @ird.govt.nz>; Chris Gillion

<s 9(2)(a) ird.govt.nz>
Subject: RE: Software Sector consultation

[IN CONFIDENCE RELEASE EXTERNAL]
Hi 8 9(2)(@),
Thanks again for your time this morning and for providing this update on your survey so

far. We will be in touch again soon but feel free to contact us in the meantime if you see
fit.



Cheers,
David

David Cuellar | Policy Advisor | Kaitohutohu Kaupapa Here
Policy & Strategy | Kaupapa Here me te Rautaki
Inland Revenue | Te Tari Taake

E: s 9(2)(a) @ird.govt.nz

@ @&
&

From: S 9(2)(a) @nztech.org.nz>

Sent: Friday, 19 February 2021 11:57 AM

To: Craig Phillips <8 9(2)(a) @ird.govt.nz>; David Cuel <§( .nz>,'
Benjamin Hammond <8 9(2)(a) ird.govt.nz; illion

<s 9(2)(a) ird.govt.nz>

Subject: RE: Software Sector consultation </

Morning @

It was good to be able to chat brief Mmg »f r ard to assisting where relevant as
you look into this complex issueg,

/\
In case it is useful a coup@o points \t\h&«%spondents to our survey so far. While 78

have responded, only 4 \j compete@S Il survey.
j are issue treatment of software development
nd 30% capitalis€, but in the comments about 10 said they use a mix, so we

that as Wptlon.
uch no© hinks any other country is doing this better. Most are unsure.

o) 64%fund s are development from revenue, 29% from equity and 7% from other
%smes%ﬁts

o 46% @ping SAAS solutions, 29% custom applications, 18% cloud solutions, 7%

software.

nues from the software development as a proportion of all revenues is spread,
was 100% for 30% of respondents.

ﬁ\@ost respondents have less than 20 software developers, but 3 had over 100.

\\\y Most were spending up to $500K on development, with 5 spending over S5m a year.

Hope that is useful.
Will send a final version once the responses stop coming in.

Cheers
s 9(2)(a)



From: Craig Phillips <8 9(2)(a) ird.govt.nz>

Sent: Tuesday, 16 February 2021 1:29 pm

To: Craig Phillips; David Cuellar; Benjamin Hammond; Chris Gillion;

s 9(2)(a) @nztech.org.nz; WGN 8.4.60 Levy

Subject: Software Sector consultation

When: Friday, 19 February 2021 10:30 am-11:00 am (UTC+12:00) Auckland, Wellington.
Where:

As suggested by 8 9(2)(@), meeting reduced to 30 minutes. @ //x&

Microsoft Teams meeting @

S
Join on your computer or mobile app @ @
Click here to join the meetin
Or call in (audio only) @
+64 4-280 7330, 1/611/827# New Zea llington @
@ —

Phone Conference ID: 176 117 827

Find a local number | Reset PIN Q\

Learn more | Meeting OOI/KN@ %\\

This email an achment rrﬁ}%%tain confidential information. If you have received this
email ora ment |Wlease delete the email / attachment, and notify the sender.
Pleas e se the email, any attachment, or any information contained in

ider the‘environment before deciding to print: avoid printing if you can, or consider
doubl i

Thls email a dachment may contain confidential information. If you have received this
email or %ﬁ? ment in error, please delete the email / attachment, and notify the sender.

Pleas

ded. Vjsit us online at ird.govt.nz

py, disclose or use the email, any attachment, or any information contained in
t ider the environment before deciding to print: avoid printing if you can, or consider

@ double-sided. Visit us online at ird.govt.nz
N4



From: David Cuellar

To: Joshua Fowler

Cc: Craig Phillips; Benjamin Hammond; Sam Rowe; Emma Grigg
Subject: RE: Re: Upcoming consultation

Date: Friday, 2 July 2021 10:13:00 AM

Attachments: image001.png

Not in scope

Hi Josh, <§
The software development expenditure item should be removed frorr@lble thar‘yl@
Cheers,

David ; %

From: Joshua Fowler <8 9(2)(a) @ird.govt.nz>
Sent: Friday, 2 July 2021 10:08 am Qj @
To: PaRS All Staff <8 9(2)(a) @ird.govt.nz>

Q - \
Subject: Re: Upcoming consultation Q §®
Not in

Hi All,

ing consultation to external
enclosed.

We're hoping to send out our r se chedule of
stakeholders early next We@ be bas t
Please let us know if th ny corr. or add|t|ons by COP, today.
Many thanks@; ; §§

Josh
ler | /sor | Kaitohutohu Kaupapa
%d Reg ardsh/p | Kaupapa me te Tiakiinga Ture
9(2)(a
E.S 9(2)(



From: Joshua Fowler

To: Sam Rowe; David Cuellar
Subject: RE: Upcoming consultation
Date: Friday, 2 July 2021 10:15:49 AM
Attachments: image001.png

That's fine — will take out the software item —

Joshua Fowler | Policy Advisor | Kaitohutohu Kaupapa @
Policy and Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture @

E._@ird.govt.nz &

<
From: Sam Rowe <8 9(2)(@)  @ird.govt.nz> @
Sent: Friday, 2 July 2021 10:14 am

To: Joshua Fowler _@ir@z ”David

Subject: Re: Upcoming consultation

Hi Josh %@ @
For software we are re@ ether to inue this project in light or other government
ison ho

H:i! todiscuss

Cheefts @g
o
GetQu for iOS

@ird.govt.nz>

priorities so the co

oshua Fowler SO@IEIIN @ird.covtnz>

nt: Friday, July 2, 2021 10:07:45 AM
To: PaRS All Staff $9(2)(@) @ird.govt.nz>
Subject: Re: Upcoming consultation

Hi All,

We're hoping to send out our revised schedule of upcoming consultation to external
stakeholders early next week. This will be based on the enclosed.



Please let us know if there are any corrections or additions by COP, today.

Many thanks,

Josh

Joshua Fowler | Policy Advisor | Kaitohutohu Kaupapa
Policy and Regulatory Stewardship | Kaupapa me te Tiaki i nga Ture

s9@@ @

E. _@ird.govt.nz
&%



Not in Scope

SCHEDULE OF EXPECTED TAX POLICY PUBLIC CONSULTATION: MAY — DECEMBER 2021

expenditure

Project title (on Work Project or |Policy lead / argeted [If Targeted, Can we notify [Topic Expected | Expected ny other
Programme Register) reference [contact(s) nd/or who are likely | external Month(s) | Month(s) omments

on Work Public to be stakeholders & Targeted | Public bout

Programme consulted now? (if no@ ‘6 consultation

Register why not) \\j
Software development 2020-005-P (Craig Phillips, |Targeted [Software Yes @s@ Reviewing the anuary-
expenditure David Cuellar, development alrea ave ings for the |[December

. ~N e —_
Ben Hommond ndustry Qeeg/ notlﬁe/ds@freatment of 021
k software
@ development




Date:

To:
From: Ben Hammond and Craig Phillips

Software Development Expenses

Purpose of this memorandum
1.

Not in scope

Policy and Strategy

Inland Revenue Te Wahanga o te Rautaki me te Kaupapa
Te Tari Taake 55 Featherston Street
PO Box 2198

Wellington 6140
New Zealand

T. 04-890 1500
F. 04-903 2413

Memorandum 3@
7

Project Prioritisation and Allocation Committee (P<B

This memo:

a. responds to PPAC’s request to con r th fcommencmg a policy project to
develop appropriate tax p \settlngs for wawe development expenses that results
in the sale, lease or lic softwa/yey\\

b. outlines the issues e pro Q\dogs not proceed; and

c. recommends that ommencement of this project (the relevant policy
commissionin reviously submitted to PPAC).

n-to initiate a full policy project on the tax treatment of
t expense iS memo:

In support of
software de

a. icy pro m referred to PAS by the Tax Counsel Office (TCO) following its

f a pr atment for software development expenses under the
wiﬁ Income tax treatment of software development expenditure

%' w (IR
b. “raises con e!r t delaying policy action would be undesirable including issues

identifi h our Tax Counsel Office and submitters in response to the propose

trea %?t out in IRRUIP 10; and

c. s risés and comments on key policy issues raised by submitters in response to the
osed treatment set out in IRRUIP 10).

Baé\BrOund

”.I/uly 2016, the TCO released a draft interpretation statement IRRUIP 10 for external
consultation. IRRUIP 10 was released as part of a review of an IR practice (published in
TIB Vol 4, No 10 - May 1993) that that the trading stock rules should apply to software
development expenditure that results in a sale, lease or licence of that software.

IRRUIP 10 suggested the current treatment may not be correct in most cases and
suggested the expenditure should be treated as the cost of producing a depreciable asset,
not trading stock.

Several submissions were received on IRRUIP 10, mostly adverse to the suggested
capitalisation and depreciation proposal.



Not in scope

6. Consequently, the TCO did not progress the suggested treatment and instead referred the
matter to PAS to consider fully.

7. The project was then considered for the Tax Policy work programme; a project to consider
the treatment of software development expenses incurred in developing software for sale,
lease or licence.

8. PPAC initially considered, at its 26 September 2019 meeting, a policy commissioning
document titled “Deductibility of Software development expenditure ( 11 February 2019).”

9. After its October meeting, PPAC requested that research be undertaken on the risks arising

from further delaying this policy project This memo responds to that request. ié
Delaying policy action
10. Delaying policy action would result in three major consequences re outli d\Béwzv
a. Continued mistreatment of software development expe inues;

b. Continued uncertainty for software businesses;

c. Continued non-recovery of previously deducted cos on a sale or a@ﬂt of

copyright in software; and Q- —

d. Potential ramifications if Inland Revenue chan irtreatm tb}ut considering
policy considerations. %

Continued mistreatment of software dev t expense
11. As identified within IRRUIP 10 there ar %pr ctical issues with existing law. In summary
these are: -\ \

software development ex s\és mcurred to dev elop software for sale, lease or licence
to be outdated and i |ate fo;ﬁs@
and

b. current practice apA con5|st i t/e Income Tax Act 2007, that generally
would require ft\Na” develoi pendlture to be capitalised and depreciated.

EK anded
what cost uld be included in the tax cost base of the asset due to

ature of development processes in the software sector.
software asset should be recognised.

a. Inland Revenue’s considers its lo andwgO \t/e for treating as trading stock

rms of software business operations;

12. These issues ¢

a. Uncertai

recently enacted R&D tax credit rules (R&D tax credits) and possible
W(R&D tax losses) to the depreciation rules. The question of feasibility
also needs to be addressed.?

n rates for software in New Zealand differ from those applying in our major
partners, without clear reported justification.

75

Col@‘rmed uncertainty for businesses

13\Nth/ough submitters, in general, agreed that the trading stock approach is inappropriate
and that the depreciable asset approach is correct (in principle), they raised concerns on
what impact the depreciable asset approach would have on the software market.?

14. Submitters suggested the proposed depreciable asset approach would have “severe”,
damaging”, "massive” and “disastrous” consequences on the software market in New
Zealand. Submitters said it would “undermine the growing [software] industry” or be
“stifling to innovation efforts”.

” \\

very

1 IRRUIP 10 precedes these changes and does not address these changes.



Not in scope

15. Failure for Inland Revenue (especially Policy) to fully consider the effects of shifting to the
proposed depreciable asset approach would be inconsistent with our responsibilities as
regulatory stewards of the tax system.

16. Furthermore, an interpretation that negatively impacts the software market in New Zealand
would be inconsistent with the Government’s priority, as recognised within their 2019
Economic Plan, to build a productive, sustainable, and inclusive economy. Software can be
a key driver in shifting to “investing in new technology and being at the forefront of digital
innovation”.3

a. Continued non-recovery of previously deducted costs on a sale or assignment of
copyright in software; and )
(C,
Continued non-recovery of previously deducted costs on a sal ignm@#&
A%

copyright in software; and
17.The trading stock approach allows deductibility of developn&os s of s are the “as
‘. 2

incurred” basis. This arises because the value of any work-in-progress at.year.end is nil
and so no costs are carried forward from year to yea és?wgr;nally o/e@:\ er the trading
stock principles. \\\J‘/’
18. As a result, on sale or assignment of the copyrig tware Uceeds are entirely
untaxed because the copyright sold or assigned is a apital%a d there are no
th

provisions that would recover the capital c developi oftware.

%
Agile policy within an increasingly agi . {%
19. The development of software has ch /d rapidly ov Fti e, shifting from a traditional

“waterfall” model to an agile “i 'C're\mer\ffal" madel. 'S itters agreed that the incremental

development business mod% '@w comm/e/[rgl\  in the industry. The incremental model

has no clear beginning, dend.: [ )
Potential ramificationig'; elayed

) licy woﬂ\\ﬂ
20. On the other han ,@1 epreci . -model proposed is based on the increasingly outdated
waterfall or i Frg del for ing software. Illustrated by TSL within Example 1.

result in the developed software never being a “finished”
constantly being made based on customer feedback, see ZSL

s of this non-linear incremental approach, include:

c. M -365.
22.0ne c er the number of versions, updates and annual subscriptions when
co how widespread and popular incremental development models are. The

ental development models go hand-in-hand with the recent boom in “subscription
( fT:)‘Dsis ess models”. Where consumers receive products or services on a recurring basis often
\th/dn annual fee. According to consultancy company McKinsey, the subscription e-
commerce market has grown by more than 100 percent a year over the past five years*
23. Adopting the depreciation model, for businesses using the agile methodologies or the
waterfall methodologies, would:
24. have an adverse cash flow impact on the software development industry; and

a. consequently, have an adverse effect on innovation in New Zealand.

3 Government Economic Plan - For a productive, sustainable and inclusive economy, September 2019, at pg 6.
4 https://www.mckinsey.com/industries/technology-media-and-telecommunications/our-insights/thinking-inside-the-
subscription-box-new-research-on-ecommerce-consumers




Not in scope

25.The depreciation model would raise compliance costs because of the uncertainties about
when and which costs are to be capitalised particularly under:

a.

agile methodologies for developing software; and

b. differing business practices (e.g. non-exclusive licensing, services; websites),

26. Submitters also raised a number of technical issues mainly focusing on the lack of clear
guidance as they relate to software development. Some of the key questions were:

a.

C.

d

whether the traditional capital /revenue model is appropriate for agile SDLC
methodologies;

whether capitalisation of open-source software code is appropriate, particularly&
this may not generate revenue.; f

the nature of revenue streams (relevant for withholding ta ) and ‘\i\/)

Callaghan Institute.

{

N

. uncertain relationship between copyright and patent rul
27.The depreciation model proposed is also inconsistent with Q& ies an<<p\ es of the

| x%@

{

e § %

/\

RS

Qv
@@ a
&
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