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The author of this paper, now retired, was for many years an advisor to knowledge-based companies on tax matters, including the tax incentives for Scientific Research and Experimental Development.  These remarks are a summary of the presentation given by the author to the Research and Development Review Expert Panel recently convened by the federal government.  They represent the personal opinions of the author. 
The Scientific Research and Experimental Development (SR&ED) program is a Federal tax incentive program that grants a tax credit to Canadian businesses of all sizes and in all sectors that conduct eligible SR&ED in Canada. The SR&ED program, which has existed in more or less its current form for 25 years,  is the largest single source of Federal Government support for industrial research and development. The Federal Government consistently reports that the program provides over $3 billion in tax assistance annually. The program is administered by the Canada Revenue Agency (CRA) through their tax services offices across the country. Some provinces add a credit of their own based on SR&ED.
Periodically, questions are raised about the value of the SR&ED program.  Does it in fact incent companies in Canada to do more SR&ED, or to locate R&D facilities in Canada?  Does it help close the gap in R&D as a percentage of GDP, where Canada lags most other G8 countries? 

In order for a tax incentive to be effective, it must make a significant monetary difference to the company (net of the cost of complying with the tax rules), it must be competitive with other jurisdictions where the company could operate, and receipt of the incentive must be predictable.
Design of the SR&ED tax credit regime

Currently the SR&ED program functions in two ways depending on the nature of the claiming company. Small Canadian controlled private corporations (CCPCs) can earn a refundable tax credit of 35% of eligible SR&ED expenditures, up to $3 Million.   To the extend the tax credits exceed federal tax payable, the difference is provided in cash to the company.   For many young technology companies, this is an important, predictable contribution to cash flow. Depending upon the province in which the SR&ED takes place, the impact of the program may be close to 50% of the value of the R&D investment.
Emerging R&D intensive businesses may require lengthy R&D cycles prior to reaching a position where the product under development begins to earn revenue and, eventually, profit. SR&ED credits for CCPCs make a huge contribution to the firms’ ability to keep the research and development activity funded until the enterprise can begin to turn a profit, provided the company can maintain its status as a small CCPC.  Generally, the design of the incentive works well as long as companies remain eligible for the 35% credit.
Access to capital is challenging for many emerging companies and even with SR&ED credits, many companies fall by the wayside in their struggle to bring an innovation to market in time to cover its accumulated costs of development. Access to capital, therefore, is another issue that requires consideration in the overall assessment of Canada’s R&D infrastructure. Because the success of knowledge-based enterprises is so dependant on their ability to generate private equity or other sources of funding, many organizations who advocate for a stronger knowledge-based sector have pressed for measures to improve the capital climate. Some, for example, have called for ‘flow through shares’ an approach whereby the SR&ED incentive is directed as a benefit to investors rather than the enterprise.

Larger Canadian enterprises and  foreign owned multinational companies performing R&D in Canada qualify for a non-refundable investment tax credit of 20%. This takes the form of a deduction from corporate income taxes. This seems like a sound incentive except that there can be a very long period until the company is profitable, and still longer until it has used up its tax loss carryforwards and can start using the tax credits.  Even for companies that have achieved profitability, the cyclical nature of R&D intensive business can play havoc with the company’s ability to access credits. For example, in the early part of this decade, the information and communications technology (ICT) industry experienced a major (and global) downturn. The result was that many larger Canadian ICT companies could not access the full value of their credits because they were not in a tax position. Ironically, at the very time when companies sought to innovate their way out of the downturn, the credits were of no value.  .Billions of dollars of credits went into ‘carryforward’ pools and it is unlikely, even with the return to health of the ICT industry, that they will ever be fully used in many companies. However, for profitable Canadian companies, the SR&ED incentives can be significant and can contribute to keeping and growing R&D investment in Canada.
For foreign-owned R&D performers, the value of the SR&ED credits is also uncertain. Global companies can place their R&D facilities virtually anywhere in the world. Where they locate this work is influenced by an array of factors including the size of the market in the prospective country (always a challenge for Canada), the availability of trained researchers, labour and infrastructure costs as well as the availability of direct and indirect incentives for investment. The ferocity of the global competition to attract high value investment and jobs cannot be overstated. Many countries with markets much larger than ours and with rich, highly qualified labour pools, use a broad array of incentives to bring multinational R&D investment to their jurisdictions.  And this fight for R&D dollars is taking place at the same time that the Canadian dollar, and thus R&D costs, continues to rise.
Another reason that the 20% tax credit for this group of companies can be discounted is that for many U.S.-based multinationals, a reduction in Canadian tax is offset by an increase in U.S. tax. This means that there is no net incentive for placing the investment in Canada. Even in cases where the tax credit does deliver a benefit, locating a large R&D facility in Canada may result in tax credits that are higher than Canadian tax payable given the relatively small size of the Canadian market, and thus Canadian profit.

We like to think that SR&ED credits are the most generous in the world – and they are generous for a segment of SR&ED performers. But closer examination of their actual impact combined with a clearer picture of the inducements rival jurisdictions offer to encourage investment in R&D may illustrate that this is not necessarily the case. It may also help us to understand the current conundrum of why, if our incentive program is so generous, do we continue to languish at mid-tier in terms of business investments in R&D.
Delivery of the SR&ED tax incentives

The delivery of SR&ED tax incentives also presents challenges to potential claimants. The effectiveness of a tax incentive can be eroded by complexity, cost of compliance, and uncertainty of receipt.   The SR&ED tax rules are complex.  And, over the years, this complexity has grown (much as it has for the tax system in general.)  Therefore, it is critical that the incentives be administered in a consistent and predictable way, and with a view to helping taxpayers access the credits. 
CRA by its nature and mandate is focussed on tax compliance. not upon the strategic objective of incenting R&D investment. This has always produced a dynamic tension between the investing companies and CRA. Long time participants in the process have observed alternating cycles in CRA’s approach - in some years focussed on effective delivery of an incentive,  in others focussed on strict enforcement of the law.  In the author’s experience, CRA is most effective when it consults with taxpayers on how best to balance compliance with understanding the business and R&D needs of companies.
It must be noted that SR&ED is difficult to audit. It requires scientific expertise to assess the nature of the research and development being conducted combined with an auditors’ focus on ensuring that the costs being claimed are appropriate under the complex regulations and laws. CRA’s scientific experts are also required to keep current with the evolving science especially as it applies to work at the border of technological advancement and commercial production.  . To function effectively, the SR&ED program requires close cooperation between CRA and the company seeking credits.

Where there is complexity, there is almost inevitably cost and the compliance costs of SR&ED can be material. Ideally, the documentation required by CRA should align with the documentation needed by the company to effectively carry out its R&D activities. Unfortunately, this is not always the case and companies are frequently required to redesign how they document and track the costs of their R&D activities to meet CRA’s requirements.  
Compliance with SR&ED rules is generally easiest for pure R&D facilities with teams of researchers in situ. Complying with SR&ED in cases of shop floor R&D, or R&D done in connection with commercial products, such as software, is more difficult. The tax law does not allow R&D incentives for ‘commercial production’ and the line is often difficult to draw. The company’s focus is of course to get their product to market as soon as possible and in the scramble, documentation may suffer.   
One of the most significant frustrations for taxpayers is uncertainty in whether they will receive the credits they claimed.  Especially in “gray” areas, the inability to predict outcomes reduces the value of the tax credits as an incentive.  And recent complaints by taxpayers about variability of treatment depending on which CRA science advisor or which taxation office the claim is filed in have contributed to the uncertainty, and to the costs of complying with the program.
The costs of compliance are a serious issue for users or potential users of SR&ED. Many R&D investors choose to outsource claim preparation and other compliance matters to third parties. Indeed, a robust consulting industry has grown up around SR&ED. Some companies set the fee at a percentage of the tax credits received, others are based on hourly rates. Because this is highly specialized work, the fees can be significant. This presents both a source of frustration to R&D investors and a diminution of the value of the credits. The greater the uncertainty of CRA approving the claim filed, the more likely the claimant will use a “percentage” fee consultant, and the higher the percentage they will pay.  This is another significant cost of uncertainty.  

Even in cases where the claimant assembles and defends their claim using in-house expertise, there can be significant cost.  These resources are generally highly valued and well paid and, as in the outsourcing option, represent an additional opportunity cost of SR&ED – a salary diverted from the R&D facility.
General comments

The observations above are opinions resulting from long experience with the SR&ED program.   They are not intended to be a litany of complaints. These observations are offered in a wish to make a useful innovation in public policy even better. It must be stated clearly – SR&ED is a useful program. While many seek improvements, few  from the R&D intensive business communities would ever seek an end to SR&ED.

SR&ED, as a tax delivered system, has significant advantages over a program of direct grants. In a granting program, the government decides which sectors and which companies to support.  Companies mistrust the ability of government to pick who should get funding.  Delivering incentives through the tax system, on the other hand, means that provided the work meets the definitions and limitations in the Income Tax Act, tax credits will be forthcoming without government assessing it as worthy of support.  And in many cases, the cost of applying for and complying with government grant rules can be similar to SR&ED compliance.  . It should also be noted that the competition among jurisdictions using direct incentives is just as fierce, and potentially even more costly than SR&ED. Canada simply cannot compete with the level of government expenditures on direct incentives in  the United States, for example, which spends heavily on defence research that has delivered spin-off effects.
Recommendations

1.  It is important that the percentage of SR&ED  performers who can actually benefit from the incentives be increased. While making all of the 20% tax credits cash refundable would be very costly, there are less expensive alternatives.  One option would be to allow companies to choose between a refundable wage credit, similar to that in effect in Québec today, and the non-refundable SR&ED credit that now exists. The choice would be made choosing between a cash refundable credit of a lower amount (say, a 10% credit) or.claiming the current 20% non-refundable credit. The refundable credit would be a percentage of wages (including an amount in respect of wages of Canadian contractors performing SR&ED for the company). This would focus the refundable credit on companies with significant R&D work forces in Canada, helping to keep and grow their  R&D centre here. The wage credit level could be set at whatever level resulted in an acceptable level of tax expenditure. To the extent that  companies would choose the refundable wage credit over the non-refundable SR&ED credit, this could actually lower the government expenditure in the longer term while providing a more flexible and effective incentive.

2.  It is imperative that CRA administer the program in as clear and consistent a manner as possible, in line with the incentive nature of an R&D tax incentive.  This should be mandated by Parliament so that the policy objective of assisting taxpayers to claim all that they are entitled to is clear to CRA.  And there should be ongoing monitoring of the satisfaction of SR&ED performers with the administration of the program.  It is vital that lack of predictability about the ability to claim the SR&ED incentives not deter companies from doing R&D in Canada. 

3. SR&ED incentives by themselves cannot close Canada’s productivity gap.  It is also important that Canadian companies adopt innovations that others have invented.  Unless this is a technological advancement to the taxpayer, the SR&ED incentives would not apply.  So SR&ED incentives must be part of a larger policy objective that targets adoption of technology as well as its development. 

� Anecdotally, one hears of companies doing SR&ED in Canada who do not bother to claim the incentives, either because they are of no immediate use or because their experiences of dealing with CRA have deterred them from doing so.   Not only is this likely to cause them to consider moving their activities to other jurisdictions in the future, but it also means that R&D is not captured in Canadian statistics. 
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