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RESEARCH AND DEVELOPMENT - A GUIDE
TO THE TAX BREAKS

Introduction

Research and development (R&D) is not always a straight
forward concept and it can mean different things to different
businesses. Tax relief for R&D is only available to trades, not
professions or vocations and certain enhanced relief is only
available to companies. In addition, there are different types of
relief depending on whether the expenditure is capital or
revenue, with the most generous tax breaks restricted to
revenue expenditure.

Meaning of research and development

For corporation tax purposes, the meaning of R&D is given at ICTA 88,
Section 837A as ‘activities that fall to be treated as research and development
in accordance with generally accepted accounting practice’. The
accountancy definition is then modified by guidelines, issued on 5 March
2004, which set out the meaning of R&D for a variety of tax purposes.

The 2004 guidelines state that R&D for tax purposes takes place when a
project seeks to achieve an advance in science or technology. The activities
which directly contribute to achieving this advance in science or technology
through the resolution of scientific or technological uncertainty are R&D.
Certain qualifying indirect activities related to the project are also R&D.
Activities other than qualifying indirect activities which do not directly
contribute to the resolution of the project’s scientific or technological
uncertainty are not R&D.

R&D tax credits

These represent enhanced tax relief for certain categories of revenue
expenditure incurred by companies, over and above the tax relief normally
available for revenue expenditure. Currently, large companies can claim an
additional 30% tax credit for qualifying R&D incurred on or after 1 April 2008
(previously 25%) and a SME can claim an additional 75% for expenditure
incurred on or after 1 August 2008 (previously 50%). The tax credits can be
used to reduce a profit or create a loss. The large company scheme is set
out in Finance Act 2002, Schedule 12 and the SME scheme is set out in
Finance Act 2000, Schedule 20.



For the purposes of tax credits, a large company is
any company that is not an SME. The qualifying limits
for a company to qualify as a SME were doubled with
effect from 1 August 2008 so that broadly, a company
is a SME if it (together with any company in which it
holds 25% or more of the capital or voting rights) has:

fewer than 500 employees; and either

an annual turnover not exceeding 100 million; or
an annual balance sheet total not exceeding 86
million.

Tax credits, under either the large company scheme or
the SME scheme, are only available on certain
categories of expenditure as follows:

Staffing costs (including externally provided
workers).

Consumable or transformable materials.
Power, water and fuel.

Computer software.

Subcontracted R&D (generally not available for
large companies).

Clinical trials.

Contributions to independent research (large
companies only).

The minimum level of qualifying R&D for tax credit is
£10,000 for a twelve month accounting period. Whilst
there is currently no cap on the level of R&D tax credit
that can be claimed by a large company, Finance Act
2008, Section 29 and Schedule 10 limits the total ‘aid’,
which a SME can receive on each R&D projectto 7.5
million. For the purposes of this cap, ‘aid’ is defined as
the total benefit that the SME receives (including
payable tax credit - see below) over and above the
benefit that would be due if it was a large company
instead. If a SME does not meet all the conditions of
the SME scheme, then it may be possible for the SME
to qualify for tax credits under the large company
scheme.

Payable tax credit

This is only available to SMEs, not large companies.
The loss created by the tax credit can be surrendered
by the SME for a cash payment equivalent to 14% of
the qualifying R&D expenditure. This is equivalent to a
cash sum of £24.50 for every £100 spent on qualifying
R&D (i.e. £100 x 175% x 14%). In accordance with
paragraph 20 of Schedule 20, the payable tax credit is
not treated as income of the company for tax
purposes.
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The payable tax credit is particularly beneficial for start-
up companies that may be making losses in their early
years. It can also be claimed in respect to pre-trading
expenditure as a deemed trading loss before the trade
has commenced.

Research and development allowances (RDAS)

The rate of allowance is 100% of the qualifying
expenditure. The meaning of research and
development for RDASs is given at Section 437, which is
similar to ICTA 88, s837A, but with the addition of oll
and gas exploration and appraisal.

Qualifying capital expenditure must be incurred by a
person on R&D or on providing facilities for carrying out
R&D directly undertaken by him or on his behalf, but
does not include the acquisition of rights in or arising
out of R&D. Capital expenditure on construction,
developing or acquiring a building (but not land),
therefore, can qualify for RDAs. Expenditure on
residential dwellings is excluded. Where part of the
building consists of a residential dwelling, the whole
building can still qualify for RDAs provided no more
than 25% of the capital expenditure relates to the cost
(either directly or by apportionment) of the dwelling. If
the cost of the dwelling is over 25%, then it will need to
be deducted from the total cost of the building.

RDAs are not available until the trade commences.
They need not be claimed in full, but whatever amount
is unclaimed cannot be claimed in a later period. A
balancing charge will arise on disposal of the R&D
asset, equal to the disposal value less the level of
unclaimed RDAs. Unless the trader has only made a
partial claim, the balancing charge is likely to result in a
full claw-back of the RDAs. No balancing event arises,
however, if the original use of an asset created or
acquired for R&D subsequently ceases. The key factor
is that there must be intent to undertake R&D when the
asset was created or acquired.

Time limits for claims

A claim for tax credits, repayable tax credit or RDAs
must be made within the normal self-assessment time
limits, being 12 months from the filing date for the
period in which the expenditure was incurred or for the
period when the trade commenced if later.

For further advice concerning any of the issues raised
in this briefing, please contact one of our key individuals
detailed overpage, or alternatively call our helpline on
0800 526262. Information on other property tax related
topics can also be found on our website at
http://bankingtaxfinance.davislangdon.com.
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Whilst every effort has been made to ensure accuracy at time of publication, dated September 2010, information contained in this document may not be comprehensive or reflect individual circumstances or

may be subject to subsequent revision and legislative changes. Recipients should therefore not act on any information without seeking professional advice.



