R & D relief on qualifying expenditure is not available to sole traders or partnerships. It is available for
SMEs, as defined by the European Commission for State Aid purposes, and for large companies with
accounting periods ending on or after 1 April 2002.

A SME is defined as a company that, together with any other company in which it holds more than 25%
of the capital or voting rights, has

e Less than 250 employees

And either or both of

e An annual turnover of not more than Euro 40 million ( approx. £25 million)

e An annual balance sheet total of more than Euro 27 million ( approx. £17 million)

Conditions apply where a company has more than 25% of its capital or voting rights held by a company
which is not, itself an SME.

A large company is defined, not surprisingly, as a company that is not an SME.
OTHER CONDITIONS

The revised rules apply for accounting periods ending on or after 1 April 2000 for SME’s and 1 April
2002 for large companies.

Qualifying R & D expenditure must not be less than £25,000 in a 12 month accounting period, and it is
proposed in the 2003 Budget to reduce this to £10,000. Where the accounting period is more or less
than 12 months the amount is proportionately adjusted and where an accounting period straddles 1 April
2000, only the period after that date will qualify under the new rules.

R & D expenditure does not need to have been incurred in the UK to qualify for relief.

QUALIFYING EXPENDITURE

For an amount to qualify as R & D expenditure there are a number of statutory conditions.
For a large company the expenditure has to be; -

e on direct research & development that it carries out itself or as a sub-contractor, sub-contracted to
certain organisations or contributions to certain independent research & development organisations.

o Where a company incurs expenditure carrying out activities contracted out to it, the expense will not
qualify as R&D unless the contracting out was done by a large company or a person not in the
course of a trade or profession assessable under case 1 or 2 of schedule D.
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product. However, normal commercial development is not R & D. Any period after the investigative
stage for R & D would no longer qualify. For example the period after the completion of a prototype,
where the research qualified for R & D would no longer qualify as it then enters a pre-production stage.
Other examples of the boundaries for R & D are given below.

Trading Activities

Included

Excluded

Medicine

Special investigations into the
effectiveness of new cancer
treatments to set a programme for
research.

Routine testing — i.e. blood tests,
autopsies and body scanning.

Physical Phenomena

Investigating climate change to
devise improved methods for
measuring temperature and
pressure, or develop new
materials, as well as the
evaluation and analysis of such
data.

Routine monitoring of temperature
and pressure, or quality control on
material composition.

Engineering

Development of and research in
innovative prototypes, or pilot
plants

Standard design work for existing
products or tools, or promotional
sales work

The Government is currently in consultation on the definition of R & D and to extend the definition to

include software licenses.
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qualified in the contractor company the sub-contractor company will be able to claim the R&D tax relief.

A SME (the principal) may claim relief for payments to a sub-contractor for relevant R&D work it
contracts to that person but the treatment of the payment depends on whether the two parties are
connected or not.

Connected

For the principal to claim the relief in the accounting period in which payment is made the sub-contractor
must include the payment and expenses incurred in carrying out the work in its accounts for the period
ending not more than 12 months after the end of the principal’s accounting period in which it makes the
payment. The principal claims the lower of

e The payment that it makes to the sub-contractor, and

e The amount that the sub-contractor actually spends on staffing costs and consumables when it
carries out the work for the principal in its accounting period ending not more than 12 months after
the end of the principal’s accounting period in which the payment was made.

Not connected

The principal may claim R&D tax relief on 65% of the payment it makes to the sub-contractor. This
percentage is taken to cover an element of profit for the sub-contractor and any other non-qualifying
expense that may occur.

As they are not connected a joint election can be made to treat them as if they were connected. The
election must be in writing and be made within 2 years of the end of the principal’s accounting period in
which payment is made.

Work sub-contracted to an SME

Under the SME scheme, a SME cannot claim R&D Tax relief for work it does as a sub-contractor but in
some cases it may be able to claim under the large company scheme where the relief goes to the
company that does the work rather than the company that pays for the work to be done. The SME
obtains the tax relief at the large company rate if it sub-contracts to a non-SME. This could be a large
company or a Government department or university.
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e For an SME the total 150% deduction for qualifying R & D expenditure.

e The total loss of the trade in which the R & D is carried out for the accounting period. This must be
reduced by losses that have or could be set against profits of the same accounting period, or loss
relief already obtained by the company in respect of the loss, including group or consortium relief.

The maximum amount of tax credit payment a company can claim for an accounting period is 16% of the
amount of the surrenderable loss for the period (which is equivalent to 24% of the actual expenditure).

However, the tax credit cannot exceed the total amount of the company’s PAYE and National Insurance
(NIC) liabilities for all payment periods ending in the accounting period.

A payment period ends on the 5" day of a month and the company is liable to account for income tax
and NIC to the Inland Revenue. For the purposes of R & D tax credit, you disregard any authorised
deductions for statutory sick pay, statutory maternity pay, working family tax credit and disabled persons
tax credit.

A company'’s trading losses to carry forward, for a period in which it claims an R & D tax credit, are
treated as reduced by the amount of the loss surrendered.

In the 2003 Budget it is intended that SME’s will be able to claim the R&D tax credit where they receive
state aid or subsidies as well, under existing legislation they are unable to do this as the tax credit is a
state aid approved by the European Commission. This will bring them into line with large companies, as
a tax credit to a large company is not a state aid.

CLAIMING THE R & D TAX CREDIT
R & D tax credit paid is not counted as income of the company for any tax purpose.

A claim must be included in the company tax return for the accounting period for which the claim is
made. It can be on the original return or an amendment. It must specify the amount of the relief due,
and quantify the credit claimed.

A claim for an R & D tax credit may be made, amended or withdrawn at any time up to the first
anniversary of the filing date of the company SA return for the accounting period for which the claim is
made. There is a clause, which gives the Revenue power to allow a later claim.
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No part of this fact sheet should be copied or transmitted to-any third r;arty.

If you wish to adapt the fact sheet for your own internal use, you must contact
the Helpline before doing so.

This fact sheet is not a substitute for accessing the Helpline

If you currently subscribe to an insured advisory service through Croner
Consulting your insurance for a particular issue covered by this policy could
be invalidated if you do not access advice via our Helplines Service and follow
such advice in accordance with the terms of your policy.

Wolters Kluwer (UK) Ltd, registered in England no. 450650 is a member of the Wolters Kluwer Group. Croner Consulting is a trading
name of Wolters Kluwer (UK) Ltd. Registered Office: 145 London Road, Kingston Upon Thames, Surrey KT2 6SR
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