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Principles-Based Innovation Test

TAX INCENTIVE for 
early stage INVESTORS 

BENEFIT

The Tax Incentive for Early Stage Investors helps start-ups get 
funding by giving investors:

• a 20% tax offset on investments
• a 10-year exemption on capital gains tax 

ELIGIBILITY

To qualify for the Tax Incentive for Early Stage Investors, your 
company must qualify as an Early Stage Innovation Company 
(ESIC) after the new shares are issued to the investor. 

To do this, the company must meet two requirements:

1. Early stage test
2. Innovation test

HOW TO QUALIFY

There are two options to qualify as an ESIC:

• Innovation Test - prepare the necessary documentation 
to support your innovation status. Either self-prepared 
of use a consultant

• ATO Ruling - either the ESIC or potential investor can 
seek a ruling from the ATO to confirm your status. This 
is not mandatory

TIMING

Have your accountant lodge your ‘Early Stage Innovation 
Company Report’ by 31 July 2018.
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PRINCIPLES-BASED 
innovation TEST

REQUIREMENTS

You must be able to demonstrate how you meet each of 
the requirements. You can use existing documentation as 
supplementary evidence:

• a business plan
• commercialisation strategy
• competitor analysis
• export market assessment

OVERVIEW

There are five requirements of the principles-based innovation test.

• Commercialisation – the company must be focused 
on developing an innovative product or service for 
commercialisation

• Growth Potential – the innovation must have a high growth 
potential

• Capability – the innovation has the potential to be able to 
successfully scale up

• Export – the innovation has the potential to be able to 
address a market outside of its local area

• Competitive Advantage – the company must be able 
to demonstrate potential competitive advantage for the 
innovation

You might want to dedicate some time to collating these 
documents. Otherwise you might have a very unhappy investor 
when the ATO removes your eligibility due to lack of evidence.

EXPERT TIP
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HOW to Become 
ELIGIBLE
PROCESS 

This is the process I would recommend to become eligible:

1. Complete principle-based innovation test template
2. Collate supporting information

OPTIONAL STEP #1  – ATO RULING

You may choose to apply for a ruling from the ATO about whether 
you meet the principles-based innovation test. 

but…
• It may take a long time to get
• You may be deemed ineligible
• Your R&D tax incentive claim is likely to be audited

double but…
You cannot use the ATO ruling:

• in promotional material
• to imply the ATO gives a guarantee or endorsement

If you do, you could be penalised under the ‘promoter penalty 
laws’. Ouch!

OPTIONAL STEP #2  – INDEPENDENT INNOVATION REPORT

Instead of getting an ATO ruling, you could consider: 

1. Obtaining an independent consultant to prepare the Principles-
Based Innovation Test report

2. Provide the potential investor with the Principles-Based 
Innovation Test report for their own assessment and due 
diligence.
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Principles-Based Innovation Test

Innovation Test 1 -  
COMMERCIALISATION 

REQUIREMENT

The company must be genuinely focused on developing 
one or more new or significantly improved innovations for 
commercialisation

EXPLANATION

The innovation that is being developed by the company 
must be either new or significantly improved in relation to the 
addressable market. For example, if the addressable market 
is the Australian market, then the innovation must be new or 
significantly improved in relation to that market.

An innovation could be a product, process, service, or 
marketing or organisational method.

A company’s addressable market refers to the available 
revenue opportunity or market demand arising from 
the innovation, or from the business that relates to that 
innovation. The addressable market identified by the 
company must be objective and realistic.
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Innovation Test 1 - 
EXAMPLE

EXAMPLE

Examples of improvements that are unlikely to be considered 
new or significantly improved innovations include:
customising an existing product

• a minor extension, such as an update to existing 
equipment or software

• changes to pricing strategies
• changes to goods resulting from cyclical or seasonal 

change
• trading of new products for a wholesaler, retail outlet 

or distribution business where the activities are similar 
to the approach of competitors

• ceasing to utilise a process or method.

The company must be genuinely focused on developing the 
innovation for a commercial purpose in order to generate 
economic value and revenue for the company. This 
requirement draws the distinction between simply having an 
idea and commercialising an idea.
‘Commercialisation’ includes a range of activities that 
involve the implementation or sale of a new or significantly 
improved innovation that will directly lead to the generation 
of economic value for the company.



8

Principles-Based Innovation Test

Innovation Test 1 - CASE 
STUDY

CASE STUDY

A company that is not developing a new or 
significantly improved innovation for commercialisation

PQ Technology Co is a new wholesale distribution 
company specialising in wearable technology 
products. It begins to sell a new product that was 
released by one of their offshore suppliers.

Even though the product is new to the Australian 
market, PQ Technology has not developed a 
new or significantly improved innovation for 
commercialisation. Therefore, it would not meet the 
principles-based innovation test.
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Innovation Test 2 - 
GROWTH POTENTIAL

REQUIREMENT

The business relating to that innovation must have a high 
growth potential

EXPLANATION

The company must be able to demonstrate that it has the 
potential for high growth within a broad addressable market.

This can be distinguished from typical small to medium sized 
enterprises such as a café, local retail store or local service 
provider that services a local market. As these enterprises 
are limited to supplying to local customers, they do not have 
the potential for high growth within a broad addressable 
market.

CASE STUDY

The company must be able to demonstrate that 
it has the potential for high growth within a broad 
addressable market.

This can be distinguished from typical small to medium 
sized enterprises such as a café, local retail store or 
local service provider that services a local market. 
As these enterprises are limited to supplying to local 
customers, they do not have the potential for high 
growth within a broad addressable market.
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Innovation Test 3 -  
CAPABILITY

REQUIREMENT

The company must demonstrate that it has the potential to be 
able to successfully scale up that business

EXPLANATION

The company must have the potential to successfully scale 
up its business. This means that the company must have 
operating leverage as it increases its market share or enters 
into new markets, where its existing revenues can be 
multiplied with a reduced or minimal increase in operating 
costs.

CASE STUDY

Siegel Co is a start-up manufacturing company that is 
developing a new formula for a perishable consumer 
goods product that allows the product to have an 
extended shelf life.

The company has outlined its strategy to purchase 
its own manufacturing plant as the demand for 
its product grows. If production is increased, the 
company has indicated that the cost per unit can be 
reduced by leveraging the existing operating costs of 
the plant as it sells the product into new markets.

Therefore, Siegel Co will be able to demonstrate that it 
has the potential to successfully scale up the business.
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Innovation Test 4 - 
EXPORT

REQUIREMENT

The company must demonstrate that it has the potential to be 
able to address a broader than local market, including global 
markets, through that business.

EXPLANATION

The company must demonstrate that it has the potential to 
address a market that is broader than a local city, area or 
region.

While the company does not need to have a serviceable 
market at a national, multinational or global scale at the test 
time, it does need to show that it is capable of addressing a 
market that is broader than a local market. It must also show 
that its business can be adapted to a national, multinational 
or global scale in future.

CASE STUDY

Allen Co, the developer of the new mobile app 
providing an on-demand concierge services, plans 
to initially test and sell its new product to Victorian 
consumers. 

If the test is successful, it plans to eventually adapt its 
product for the Asia-Pacific market. 

As a result, Allen Co has the potential to service a 
broader than local market and to adapt its business to 
access global markets.
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Innovation Test 5 -  
COMPETITIVE 
ADVANTAGE
REQUIREMENT

The company must demonstrate that it has the potential to be able to 
have competitive advantages for that business.

EXPLANATION

The company must demonstrate that it has the potential to have 
competitive advantages over its competitors, such as cost or 
differential advantages, that are sustainable for the business.

For example, if a product provides unique benefits to the customer, 
this may be a differential advantage that sets the company apart from 
its competitors.

One method of testing whether the company has competitive 
advantages could be to measure the level of value provided to 
customers relative to its competitors, or to consider whether the 
product is rare, whether it is capable of being imitated and whether 
substitute products are readily available.

CASE STUDY

STS Tech Co is developing a new peer to peer service 
providing website for the Australian market. After conducting 
a competition analysis of the marketplace, a differentiating 
competitive advantage identified was the website’s use of a 
marketplace platform.

STS Tech Co has identified that this feature will allow the 
company to outperform its competitors. In addition, the 
company has taken initial steps in developing the platform 
and has also started to engage with service providers to be 
part of the website’s network. 

As a result, STS Tech Co can demonstrate that it has the 
potential to have competitive advantages.




