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On 13 December 2024, the federal government announced in a news release that the
2024 Fall Economic Statement (FES) would include various proposed enhancements to the
scientific research and experimental development (SR&ED) tax incentive program.

On 16 December 2024, the FES confirmed the proposals included in the news release and
announced further clarifications with respect to certain measures. The proposals are
intended to generally come into force for taxation years beginning on or after

16 December 2024.1

Background

In the 2024 FES, the government introduced enhanced fiscal measures to support SR&ED,
with the objective of increasing research and development (R&D) investments by small and
medium-sized Canadian enterprises with high-growth potential.

Currently, the SR&ED tax incentive program offers a limited 15% non-refundable tax credit on
eligible SR&ED expenditures for most corporations, excluding Canadian-controlled private
corporations (CCPCs). For CCPCs, the program provides a fully refundable enhanced tax
credit at a rate of 35% on up to $3 million of qualifying SR&ED expenditures annually, with
this expenditure limit subject to a gradual phase-out for taxable capital employed in Canada
ranging from $10 million to $50 million.

1 For more information on the other measures included in the FES, see EY Tax Alert 2024
Issue No. 63, Federal Fall Economic Statement 2024.
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https://www.ey.com/en_ca/technical/tax/tax-alerts/2024/tax-alert-2024-no-63
https://www.ey.com/en_ca/technical/tax/tax-alerts/2024/tax-alert-2024-no-63

Key highlights

The FES confirmed the following proposed enhancements, which follow from consultations
launched by the Department of Finance earlier this year:

Increased expenditure limit - Increase, from $3 million to $4.5 million, in the annual
expenditure limit on which CCPCs are entitled to earn a 35% SR&ED investment tax credit
ATOC).

Increased phase-out thresholds - Increase, from $10 million and $50 million, to

$15 million and $75 million, respectively, in the prior-year taxable capital phase-out
thresholds for purposes of determining the annual expenditure limit. In addition,
CCPCs will have the option to have their annual expenditure limit determined based on
gross revenue instead of taxable capital, as proposed for Canadian public corporations
(see below).

Extending refundability - Extension of the 35% refundable SR&ED ITC to eligible
Canadian public corporations, up to the increased $4.5 million annual expenditure limit.
However, unlike for CCPCs, the $15 million and $75 million phase-out thresholds for
determining the annual expenditure limit will be based on a public corporation’s average
gross revenues over the prior three years instead of its taxable capital for the preceding
year. In addition, also unlike for CCPCs, qualifying expenditures in excess of an eligible
Canadian public corporation’s annual expenditure limit will not be eligible for a partially
refundable SR&ED ITC.

Reinstating capital expenditures - Reinstatement of the pre-2014 eligibility of capital
expenditures (for property acquired after 15 December 2024, or lease costs first
becoming payable after that date) to both the SR&ED income deduction and the SR&ED
investment tax credit. Qualifying CCPCs eligible to earn a 35% SR&ED ITC will be entitled
to partial refundability of the credit at a rate of 40% on their capital expenditures.

For purposes of the above enhancements, an eligible Canadian public corporation is a
corporation that, throughout the taxation year is resident in Canada; has a class of shares
listed on a designated stock exchange or, if not, has elected, or been designated to be a public
corporation; and is not controlled directly or indirectly in any manner whatever by one or
more nonresident persons. Canadian-resident corporations all or substantially all owned by
one or more eligible Canadian public corporations will also be eligible.

The FES further indicates that the proposed changes represent the first of further reforms
related to the SR&ED tax incentive program and promoting innovation that the government
intends to advance and that more details on the program and updates to qualified expenses
will be announced in Budget 2025.

The proposed SR&ED ITC rates are summarized in the following table.
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SR&ED federal ITC rates?

ITC rate on qualified expenditures®

Taxation years beginning
before 16 December 2024

Taxation years beginning
after 15 December 2024

Current
expenditures

Capital
expenditures

Current
expenditures

Capital
expenditures

CCPCs

; 2 35% 35% 35%
Up to eXpendlture limit (100% refundable) None (100% refundable) (40% refundable)
Over expenditure limit - 15% None 15% 15%
Qualifying corporations3 (40% refundable) (40% refundable) | (40% refundable)®
Over expenditure limit - 15% None 15% 15%
Non-qualifying corporations (non-refundable) (non-refundable) | (non-refundable)
Canadian public corporations

35%

; ia 15% 35% )

Up to eXpendlture limit (non-refundable) None (100% refundable) (non 6
refundable)

. . . 0, 0, 0,

Over expenditure limit 15% None 15% 15%

(non-refundable)

(non-refundable)

(non-refundable)

Corporations other than CCPCs and Canadian

public corporations

No expenditure limit 15% None 15% 15%
applicable (non-refundable) (non-refundable) (non-refundable)
Individuals, partnerships and trusts

No expenditure limit 15% None 15% 15%
applicable (40% refundable) (40% refundable) (40% refundable)®
Endnotes:

1 ITCs may be used to offset Part | tax otherwise payable in a taxation year, may be carried back three years or forward 20 years to
offset Part | tax, or, if applicable, may be refundable.

2 The expenditure limit is proposed to be increased from $3 million to $4.5 million. The expenditure limit is reduced when the
taxable capital of the corporation (or associated group) for the preceding year exceeds a proposed $15 million threshold
(previously $10 million), with a proposed phase-out limit of $75 million (previously $50 million). The expenditure limit must be

w

IN

shared among associated corporations. It is proposed that CCPCs will have the option to have their expenditure limit determined
based on gross revenue instead of taxable capital employed in Canada, as proposed for Canadian public corporations (see below).

A corporation is a qualifying corporation if it is a CCPC in the taxation year and its taxable income for the previous year does not
exceed its qualifying income limit for the taxation year. Where a corporation is associated with one or more corporations in the
taxation year, the taxable income of all the associated corporations for the preceding year cannot exceed the qualifying income
limit of the corporation for the taxation year. The gqualifying income limit is $500,000 less any reduction where the taxable capital
of the corporation (and of all its associated corporations) exceeds a proposed $15 million threshold (previously $10 million), with
a proposed phase-out limit of $75 million (previously $50 million).

The expenditure limit is proposed to be $4.5 million and is proposed to be reduced when the average gross revenue of the
corporation (or members of a corporate group that prepares consolidated financial statements) over the three preceding years
exceeds $15 million, with a phase-out limit of $75 million. The expenditure limit must be shared among members of a corporate
group that prepares consolidated financial statements.
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5 The rate at which the prescribed proxy amount is calculated is 55% — the prescribed proxy amount, which is used to calculate
“notional” overhead expenditures in lieu of itemizing them, is included in the computation of qualified expenditures of taxpayers
that elect to use the proxy method. In addition, 20% of the otherwise qualified expenditures made by a taxpayer for SR&ED
performed for or on behalf of the taxpayer by an arm’s length person are disallowed. It is proposed that qualified expenditures will
include eligible capital expenditures in respect of property acquired after 15 December 2024 or lease costs first becoming
payable after that date (similar to pre-2014, qualified expenditures will include expenditures for share-use equipment).

& We have assumed refundability will be the same for qualifying corporations and individuals, partnerships and trusts as under the
pre-2014 rules.

Conclusion

Canadian companies generally have been investing less in R&D now than in the past. The need
to increase investment in R&D makes the SR&ED program more important than ever.

On 15 April 2024, in response to a consultation launched by the Department of Finance on
31 January with respect to cost-neutral ways to modernize and improve the SR&ED program,
a submission was made by EY Canada with various recommendations, including:

Revising the program to make the ITC refundable for all companies to have the greatest
impact on incenting more R&D investment in Canada;

Reviewing the ITC rate of 15% for non-refundable claims to assess whether the rate is
globally competitive; and

Reconsidering the current requirement to be a CCPC to earn a 35% ITC, as well as the
related $50 million taxable capital limit, in light of the current Canadian business
environment.

The changes tabled in the FES on 16 December 2024 should help Canadian companies
increase their investment in R&D and, in turn, help boost the percentage of GDP spent on
R&D activities. The FES indicates that these proposed changes should provide support to
innovative businesses estimated at $1.9 billion over six years, starting in 2024-25, with
$370 million per year ongoing. It further states that a portion of this support will be sourced
from existing Budget 2024 funding (i.e., $750 million over five years, starting in 2025-26,
with $150 million per year ongoing).

It is our view that the changes proposed in the FES are consistent with the recommendations
included in our submission to the Department of Finance.

Learn more

For further information or assistance in reviewing the proposed changes and how they may
impact your business, please contact one of the following EY advisors.
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EY exists to build a better working world, helping to create
long-term value for clients, people and society and build
trust in the capital markets.

Enabled by data and technology, diverse EY teams in over
150 countries provide trust through assurance and help
clients grow, transform and operate.

Working across assurance, consulting, law, strategy, tax and
transactions, EY teams ask better questions to find new
answers for the complex issues facing our world today.

EY refers to the global organization, and may refer to one or
more, of the member firms of Ernst & Young Global Limited,
each of which is a separate legal entity. Ernst & Young Global
Limited, a UK company limited by guarantee, does not provide
services to clients. Information about how EY collects and uses
personal data and a description of the rights individuals have
under data protection legislation is available via ey.com/privacy.
For more information about our organization, please visit
ey.com.

About EY's Tax Services

EY's tax professionals across Canada provide you with deep
technical knowledge, both global and local, combined with
practical, commercial and industry experience. We offer a range
of tax-saving services backed by in-depth industry knowledge.
Our talented people, consistent methodologies and unwavering
commitment to quality service help you build the strong
compliance and reporting foundations and sustainable tax
strategies that help your business achieve its potential. It's how
we make a difference.

For more information, visit ey.com/ca/tax.

About EY Law LLP

EY Law LLP is a national law firm affiliated with EY in Canada,
specializing in tax law services, business immigration services
and business law services.

For more information, visit eylaw.ca.

About EY Law's Tax Law Services

EY Law has one of the largest practices dedicated to tax
planning and tax controversy in the country. EY Law has
experience in all areas of tax, including corporate tax, human
capital, international tax, transaction tax, sales tax, customs and
excise.

For more information, visit http://www.eylaw.ca/taxlaw
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