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2006 Consultation Report:
Improving Canada’s Scientific Research and Expemmtal Development (SR&ED)

Tax Incentive Prograrr_11

Executive Summary and Observations

The CATAAlliance, with the support of Deloitte & Touche LLP, hasxdacted a series

of online consultations and roundtable discusswitis the business community across
the country on Canada’s Scientific Research anceExental Development (SR&ED)

Tax Incentive Prograrh.

The objective of the consultations was to identidyv the program could be improved
and the priorities for doing so. The primary foguss on the:

fundamental structural improvements that could laelerto the legislation in
order to make the program a better economic tagbfomoting innovation by
Canadian businesses; and

legislative refinements (changes) that could imprthe effectiveness of the
current program.

The CATAAlliance and the other organizations participating in thesesultations will
be reviewing this report within the context of tieeds of their members.

In understanding which government organizationsazhiress the various issues raised
through these consultations, it is important teertbat the Department of Finance Canada
(Finance) creates the legislation and defines thieypintent for Parliament. The Canada
Revenue Agency (CRA) is responsible for delivetimg incentives on “a timely and

! Developed in association by CABHiance and Deloitte & Touche, LLP. This discussion papas
prepared on behalf of the CAP#liance by Russ Roberts, Senior Director and Jennifer §r8anior Tax
Analyst, Research and Development Tax Servicesid®pDeloitte & Touche’s efforts to promote
discussion on key issues impacting the Canadiasytstem.

The SR&ED program is the federal government's prinmechanism for encouraging innovation by Canadissinesses of all
sizes and in all sectors. Over $2 billion of taedits are claimed each year.

Claimants that make qualifying expenditures onilelégresearch and development (R&D) done in Camaddescribed in the Income
Tax Act are entitled to investment tax credits tiglo the SR&ED program.

In addition to whether claimants’ R&D activitieseagligible and whether their expenditures qualifiythe SR&ED tax credits, the
amount and nature of their entitements are resttiby claimants’ corporate structures and relatigrs, their taxable income of the
previous year, a $2 million expenditure limit, adable capital of more than $10 million employedianada.

Canadian-controlled private corporations (CCPChwdats may obtain tax credits at a rate of 35%tlferfirst $2 million in

qualifying expenditures) and at a rate of 20% oalifying expenditures exceeding this limit. Thejandy, but not all, CCPCs may
be entitled to cash refunds of these tax crediteeaxtent that the credits exceed any incomestpagable in the year of the claim.
Non-CCPC corporate claimants receive tax creditseatate of 20% on qualifying expenditures. Thesecredits are not refundable
(non-refundable), but they can be applied to rediuceme taxes payable in the current year, beemhbrack 3 years or forward 10
years (proposed 20 years in most recent budgetiiace the corporations tax liability.
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cost-effective” basis and for ensuring “consisteany predictability” in the delivery.
Finance can redefine the scope and the intentegbtbigram while the CRA can adjust
administrative practices if the actions of theafsto not effectively deliver the
entitlements to claimants.

Inherently, when such consultations are condu@eudhinistrative issues are also
identified. Administrative issues cannot be sefgalt@ut completely as legislative issues
often arise as the result of problems in interpi@ta Thus, we sought comment on the
effectiveness of CRA’s current administrative pices.

The consultations were conducted this summer and flect the input of
approximately 300 tax executives and managers, tmaeajority of whom (90%) were
current or past users of the program. Commentary was received from businesses
representing more than 30 sectors.

To facilitate the analysis of the input we receiveasimmentary was organized into four
groupings, namely: Information and Communicatioeshinologies Sector,
Manufacturing and Processing Sectors, Natural Res@and Related Equipment
/Services Sectors, and Health & Chemicals Sectors.

Specific topics covered in the online consultatiomduded:

refundability: the availability of the “refundable” tax creditsa businesses in
the form of cash refunds;

scope:the range of activities and costs consideredl@égn an SR&ED project;
and

improving the legislation and policies, and assodied administrative
practices of CRA
- interpretive issues related to the complexity ef ldgislation and
associated policies; and
the impact of CRA’s administrative practices on dfffectiveness of the
SR&ED program, i.e., the effective delivery of iheentives to those who
are entitled to them.

Refundability

The respondents were about equally divided betw#&BCs and Non-CCPCs. Both
groups of claimants considered that increasingsscttethe refundable tax credits is
important. Specifically, raising the caps, which reduce the genditure limit to nil

% “The Federal System of Income Tax Incentives ftieftific Research and Experimental Development”,
prepared by the Department of Finance Canada anelnRe Canada, March 19, 1998.
http://www.fin.gc.ca/resdev/fedsys_e.html
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when reached by corporations, on taxable income andxable capital of the
preceding year above the $500K and $15M limits (fothe 2005 taxation year)
respectively, that determine which firms can utiliz the refundable tax credits is
very important to the vast majority of the respondents.

Over 70% of the Non-CCPCs are looking for access tihe refundable credits to be
broadened to include firms other than CCPCs.Over 45% of the CCPCs are looking
for more universal access to be provided. This reflgct, in part, the number of
restrictions that are placed on the claimantsdhatuse the refundable credits, even in
the case of CCPCs.

The CATAAllianceis a strong advocate for universal access to titst Our position
on this issue is summarized@ATAAlliance Action Report: Improving Access to
Refundable Scientific Research and ExperimentaeDement Investment Tax Credits

Scope

Generally, there was very strong interest for expating support for both the early
front end phase of the development cycle and the monercialization phase of R&D.
Specifically, more than 80% of the respondents ebetter support for both the
concept development phase and the initial intradoatf products and services to the
market, i.e., commercialization. The emphasis ma&n marketing, but rather on the
commercialization of new and improved technologies.

Further discussion of the commercialization issuenithe roundtable phase of the
consultations indicates that it is likely better topromote the commercialization of
new technologies in Canada through other tax mech&ams than through an
expansion of the scope of the SR&ED programThere is concern that such an
expansion would simply add an additional layerahplexity to the SR&ED program.
The CATAAlliance supports this position and is pursuing this igbueugh other
initiatives, e.g., by proposing that the federalggmment create a Canadian
Commercialization Fund (CCR).

Almost 70% of respondents wanted qualified expendifres to be expanded to
include the cost of intellectual property, rights &ad technologies required for
SR&ED projects. The strongest support for this expansion canma fiee Health and
Chemicals sectors.

Interestingly, comments on the kinds of activitesl expenditures that need to be
included as eligible to better capture all aspettie development cycle included
activities and expenditures that are actually alyeaithin the intended scope of the

* CATAAlliance Action Report: Improving Access to Refundable Scientific ReseanchExperimental
Development Investment Tax Creditg Ken Murray, Russ Roberts and Jason Ward, 2003.

® “High Tech Industry Calls for Creation of a CarediCommercialization Fund: CATliance’,
November 15, 2005.http://www.cata.ca/Media and Events/Press Reddesta pr11140501.html
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current definition of SR&ED. Specifically, considéle commentary focused on the
need to include the development of technical spatibns and requirements, and
development related to the commercialization phdge legislation and guidance issued
by CRA demonstrates that such work associated Bvgrerimental Development is,
indeed, eligible. It would seem that there araesshere that go beyond possible
legislative improvements to how the legislationtbese phases of the development cycle
are being communicated.

Another consistent theme in the commentary is theeed to expand the scope of
gualifying expenditures to include at least some dhe costs for SR&ED work

carried on outside of Canada. This improvement was particularly important to
respondents in the Health and Chemicals, and Nd&Rasource sectors where about 82%
and 74% of the respondents respectively considérsdmprovement important.
Commentary on this issue focused on the fact beatetis often need for some work to
occur outside of Canada in order to gain accessttoal testing opportunities, test
facilities, and expertise that are not availabl€anada.

Improving the legislation and policies, and assotmd administrative practices of CRA

Clearly, an issue for the majority of the respondets is improved clarity about what
is supported by the legislation in terms of both thk activities that are eligible and the
associated expenditures that can be claimed?articularly problematic areas include
confusion about what is the full envelope of atiéd and expenditures captured in
Experimental Development projects, the treatmemixpenditures associated with
prototyping, custom products and experimental pctda, and who can claim SR&ED
associated with SR&ED developments conducted uth@eiuspices of a contract.

It is actually very unclear from the commentary wheher there is a need to improve
the clarity of the actual legislation on Experimenal Development and the treatment
of prototyping, custom products and experimental poduction. A large number of
respondents raised issues about what activitie®gpenditures are considered eligible,
because of difficulties being experienced in thegent claim reviews. These are the
same activities and expenditures that other claisnaho are knowledgeable about the
program believe to be eligible and that CRA reviesn®ave historically treated as
eligible during claim reviews. As well, the comntay of the respondents highlighted
inconsistencies in CRA’s application of its owndpmce on these issues and on the
unwillingness of some reviewers to follow estabdidlguidance and policy on these
issues. At this point, this is not a Finance iséug rather one for CRA.

On the other hand, the problems of determining edroclaim SR&ED that is associated
with contracted services does seem to reflectsareisf legislative clarity and one that
Finance could addres3.he respondents in the roundtable discussions suggdhat
Finance amend the legislation to permit contracteet® formally designate which of
the parties to a contract has the right to claim te SR&ED associated with that
contract. This is a simple solution to a very confusing essitat CRA has not been able
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to address effectively through guidance. Thisl@gical solution similar to the
provisions which allow a taxpayer to elect whictated parties can claim the SR&ED
jointly conducted by them. The CAPAliance supports this legislative fix and suggests
that, given the amount of unnecessary confusioatedeby the current provisions, this
fix be considered for the next budget.

The CATAAlliance have completed their initial review of the commerdry in this

report. They see the report as a compelling argunmé for improvement.

Specifically, they see that there is an immediatepportunity and need for the
government to address the issues highlighted in treommentary. The SR&ED

program has become a key tie breaker in many imargtdecisions. The issues raised in
this report truly impact on the effectiveness agldhbility of the credits and the
CATAAlliance has developed a Call for Action containing recomdations considered
important to improving the reliability of this impgant investment incentiveSee

CATA Alliance Call for Action: Maximizing Canada’s Investment in R&D:
Oppourtunities for Improving the SR&ED Tax Creditsnd Leveraging the Results

Contact:

Russ Roberts,

Senior Director, CATAlliance

Senior Director, Deloitte and Touche LLP
roberts-bishop@sympatico.ca
613-290-2911

John Reid, President,
CATAAlliance
johnreid@attglobal.net
613-236-6550
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Introduction and Methodology

The CATAAlliance, in association with Deloitte & Touche LLP, hasdacted a series
of online consultations and roundtable discussammess Canada on the Scientific
Research and Experimental Development Tax Inceiegram. The objective of these
consultations with Canadian business people wdstiermine the issues and priorities
for the users of the program. The aim was nogia gtatistical data, but rather to obtain
informative commentary from parties who use thegpam and are interested in its
development. Respondents represented over 30seftGanadian business.

An online questionnaire was developed to obtainroomity input. The questions were
carefully developed by practitioners familiar witte SR&ED program, the historical
development of the program and the associatedipslids a cross-check, the questions
were also reviewed by senior individuals who wereadly familiar with the program.

The questions were specifically designed to capgheepriority that respondents gave to
the issues covered in the questionnaire. As Wallguestionnaire provided respondents
with the opportunity to include explanatory comnapton each of the topics.

For a breakdown of consultation results see AppeAdiGlobal and Industry Analysis
Also see Appendix BCCPC vs. Non-CCPC Analysis

The consultations were conducted through an omitegface by CATAlliance allowing
easy accessibility for all participants. Kevin Wiekes and Russ Robértirected the
development of the logistics, content, design, ysigland consultative process on behalf
of the CATAAlliance Both are experienced in the development of entionsultative
processes.

All members of the CATAIlliancewere invited to participate. The following pantimg
associations also encouraged their members to edenile questionnaire:

CCPA - Canadian Chemical Producers’ Association
CVMA - Canadian Vehicle Manufacturers’ Association
FPAC - Forest Products Association of Canada

AIAC - Aerospace Industries Association of Canada
NAAA - North American Automotive Association
ADRIQ - Association de la recherche industrielleQiuebec

The online consultations were available from midyMathe end of July 2006 in both
French and English. ADRIQ consulted their full mesrship using a French version of
the questions and the results are included inrépert.

Respondents were generally very familiar with tR&ED program. Extensive detailed
commentary was obtained from the respondents @ubjects covered in the

® Other individuals who contributed to the developmg design of the SR&ED questionnaire include:
Bozica Burlica, Deloitte & Touche, and Muriel Degr@CATAAlliance.
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questionnairé. The commentary expands on their suggestions fprawements and on
their observations and concerns with the program.

The following report has been developed on theshafsinput received from both French
and English respondents. Analysis of the respoinsiesms of some industrial groupings
have been included in this report. Specificalg tollowing groupings were looked at:

Information and Communications Technologies
Manufacturing and Processing

Natural Resource and Related Equipment/Services
Health and Chemicals

These groupings reflect business types that, ietiperience of practitioners familiar
with the program, tend to encounter similar chajksnin utilizing the program.

The questionnaire explored five areas:

availability of the credits to the businesses agueefundability criteria;
scope of activities considered eligible;

scope of costs considered eligible expenditures;

legislative and policy complexity; and

administrative practice.

arwnE

These areas were developed to help us better tadérs

the fundamental changes that were important fréegialative point of view to
make the incentive a more attractive influencaneéstment decisions; and

the changes that could be made to the existing@anogo make it function more
efficiently.

The latter aspect picked up a great deal of comangoin the program’s administration.

Two hundred and eighty-one (281) individuals fromvide range of corporations
responded to the English version of the questiorramd fifty (50) to the French version.
The profiles of the respondents in both languageps were generally similar in terms
of their knowledge of the program and the sizethefcompanies and industries they
represented. The commentary provided by both groups of respatsifocused on the
same areas for improvement. The results of thedhreurvey could not be broken down
into sectors, which limits to some extent, ouriaptb make comparisons between the
two groups of respondents.

" Respondents’ commentary included in this repostteen quoted verbatim, except that commentary
received in French has been translated. Minor ficadions were made to quotations where the exact
guotation might reveal the identity of a respondent

8 For purposes of this report, corporation sizetieen determined based on the number of full-time
employees within an organization. Small 1-50, Medb1-500, and Large 500 or more.
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Corporations from over 30 industries participat&afty-five percent (55%) of
respondents were small corporations; twenty-seeecept (26.5%) were medium-sized
firms; and nineteen percent (18.5%) were largedirmhe bulk of respondents (89.5%)
were Canadian controlled private corporations wrilnary lines of business focused on
product development (41.4%); services (19.0%); rfeanturing (22.2%) and other
(17.4%).

Respondents were very familiar or at least famiiah the SR&ED program (91.5%).
They were generally either currently using the progand/or have used the SR&ED
program in the past (91%). This high degree ofilianty with the program may account
in part for the large amount of detailed commenthat was received.
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Observations and Commentary

The following observations pertain to the Globadlgsis of the consultations performed.
Individual industry group observations follow.

Scope of activities considered eligible

The majority of the respondents want the scopearkwncluded in an eligible project to
be expanded to better capture both ends of a dawelot’'s cycle. Specifically, the
respondents indicated a strong interest in haviegearly phase of a project, where the
technology concept and specifications are develdpeclearly be eligible for the credits.

As well, the respondents are looking for suppartiie initial market introduction of
SR&ED based products or services. Specifically5%8of all respondents indicated that
the scope of work considered eligible under the ER&rogram should be expanded for
front-end work, such as technology concept andipattons development, and 80.1%
indicated that the scope of work should be expariolepost SR&ED work to include the
initial introduction of products/services to theniet.

Eighty-nine percent (89.2%) of the English respartslevho represented CCPCs
indicated an interest in expanding the scope oBR&ED program to more clearly
include technology concept and specifications dgvakent. Eighty-seven percent
(86.9%) of the CCPCs argued for expanded suppothéoinitial introduction of
products/services to the market, and sixty-sevecepe (67.3%) of the Non-CCPCs did
so as well.

Respondents argue that the success of a projgependent on their ability to effectively
define the technology concept of a project. Somedommentary on this subject
includes:

“Evaluation of the technology strategies availdbleuse in development
can be key in assessing which of several possit#ettbns a project can
move in. Setting manageable and realistic (bullehging) specifications
are a key stage of development. In particulamired a broad
technological objective into specific metrics stibbe allowed because it
often involves detailed analysis of precedentsrasdarch into the state of
the art.”

“Need more scope for additional time spent planringd evaluating
potential concepts/products. Very important tougimg a company is
pursuing the proper projects.”

“Technology concept specification should be fulbvered under the
program.”
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“Much of the risk in development comes in the alitlecision to enter a
marketplace. If there was an opportunity to rec@eoene of the
investment in research into evaluating optionsywseald spend more and
make better informed decisions.”

“Evaluation of existing technologies for a specéijaplication and
limitations of these technologies provide us wittportant information on
the state of the art and points us away from igffe approaches to
solving technological problems. Specification depenent is an
important part of our development life cycle antenfinvolves significant
research and analysis.”

Likewise, respondents argued that the real suafessesearch and development project
is not simply in making the advancement, but is atsleveraging business opportunities
off of the advancement. Some relevant commentary the respondents includes:

“In our experience the R&D effort through initigitroduction of the
product is significant. A significant portion dfd technical problems with
a new product are discovered when the customatsusiag the product.”

“Small technology companies have most difficultyraducing new
technologies to the marketplace and their sucogssntis on it.”

“SR&ED should be enhanced to enable Canadian coepémanalyze,
develop and enter new markets. The focus shou&hdxbeyond
technical development to also include market €htry.

“The initial introduction of product/service to thearket is a high priority
due to the fact that some companies are requiresktdheir
product/service in the "field" as they can notyykove their technologies
using other smaller scale facilities or the faigtare not available. They
may generate a small amount of revenue from teisgebut it is
incidental to the testing of the technology. CRA kended to administer
the position that any revenue received would indicammerciality and
therefore the end of any eligible SR&ED. Allowirtgd stage in the scope
of the SR&ED program would all for this aspect tobe questioned.”

“Any development of technology requires a markegigment which
incorporates a research element, so this shoutdwered including the
practical aspects of actually promoting the tecbgyplin specific
international markets.”

Interestingly, practitioners familiar with the SR&Eprogram find that CRA will support
many of the front-end costs in eligible SR&ED puatgeas these costs relate to
engineering work intrinsically needed to define tbehnological aspects of the project.
Commentary from the consultations and from the dbainle discussions on the impact of
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CRA'’s administrative practice on the program sugtjes the issue could be more
related to the lack of effective communication amghagement of the issue by CRA than
to the need for legislative change on the scopeook deemed eligible.

It is to be noted that the issue of how to assistanies in leveraging their R&D
successes into business successes has been azedagitical issue for Canada when
senior advisory groups have reviewed Canada’s iathav policy.

Availability to entities - refundability criteria

The majority of CCPCs and Non-CCPCs indicated ttiatcurrent structure of the system
does not allow companies to fully access the benefithe SR&ED tax credits for the
SR&ED activities they currently undertake. Spesifiy, about seventy percent (70.1%)
of all respondents indicated that it was importarmaise the current $2 million cap on the
expenditures that are eligible for the refundabledredit. The $2 million cap has been
in place since the program’s inception in 1985 iafldtion has greatly diluted the
purchasing value of the credits.

“We are constantly hitting the $2 million limit @xpenditures which
removes the incentive for further R&D beyond $2limrl due to lower
credit.”

A majority of all the respondents (52%) argue thatrefundable credits should be
available across the board to all companidst surprisingly, 72% of Non-CCPCs
expressed the need to expand the current scopeswidss entities entitled to receive the
refundable tax credits. Forty-six percent (46%LafPCs also agreed that this is a
priority. While not explicitly addressed, CCPCsg abncerned about the association
rules which limit the availability of the refundablax credits.

Scope of SR&ED costs to be considered eligible exjiteres

Sixty-nine percent (68.7%) of the respondents imgid that it is important to allow costs
associated with the purchase of intellectual prigpeights, and technologies required for
their SR&ED projects to be considered eligible exgprures for the SR&ED program.

“Tax credits should support not only the R&D bigaathe market
development for the products resulting from the R&Ml the protection
of intellectual property. (i.e. patents).”

Another very common theme in the recommendatiotiseisieed to expand the definition
of eligible work to include at least some SR&ED weoonducted outside Canada.
Suggestions range from permitting expendituresoupdefined limit to be conducted
outside of Canada, to permitting essential workhsagspecialized testing not available

® CATAAlliance Action Report: Improving Access to Refundable Scientific ReseanchExperimental
Development Investment Tax Creditg Ken Murray, Russ Roberts and Jason Ward, 2003.
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in Canada to be claimed. Follow-up discussionthese recommendations indicate
concern that such provisions might be misuseava#t suggested that only projects where
the leadership is demonstrably Canadian shouldignble for additional benefits
associated with offshore work. Some examples@ttmments that were received
include the following:

“Expenditures for work performed outside of Canaldauld be permitted
for tax credit purposes provided that the actigitiee directly related and
necessary for SR&ED work conducted in Canada. eMpenditures
should also be verifiable.”

“All the necessary expertise isn't in Canadaaittgobal economy and we
need to source expertise and services worldwide.”

“We conduct work outside of Canada - certain labg testing facilities
are unavailable in Canada.”

“In our industry, certain capabilities do not y&tst within Canada, and
we must pay contractors or companies in the USware not SR&ED
eligible.”

“Canadian companies should be allowed to claineasdtla portion of
SR&ED costs incurred outside of the country esplgdiar such tasks as
highly specialized testing and certification thiien cannot be completed
in Canada because of lack of qualified suppliers.”

“The system does not take into account the globalne of businesses and
the R&D to allow at least a percentage for the ssaey costs that must
now be incurred abroad.”

Legislative and policy complexity

Respondents gave a high degree of importance tittheer clarification of the current
definition of experimental development (71.7%) afthe scope of work to be included
in a project (77.7%). Specifically, companies fthdt a great deal of time is
unnecessarily spent attempting to determine whitiviaes are considered to be eligible
in an SR&ED project.

Both CCPCs and Non-CCPCs gave the highest pristiti€larifying the definition of
experimental development, the scope of work tanbkided in a project and the
treatment of prototypes.

It is unclear from the commentary on this areahefquestionnaire, whether the problem

is the wording of the definitions or simply incostgncy by the CRA in applying the
definitions.
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Specifically, responses to whether CRA’s administegpractices impact on the
program’s effectiveness indicate that at least sohf@RA’s technical reviewers refuse to
follow or do not understand fundamental CRA pobcd guidance that have been
issued. This suggests a systemic issue interr@R#&. Some examples of the
commentary include the following: (See the neariton administrative practices for
additional relevant observations.)

“Our firm has seen much CRA inconsistency in hofwatgons are
applied and various amounts are treated. Also wiékt is considered
SR&ED by CRA often is inconsistent within the sameustry. Finally
more information on materials and prototypes wdaddelpful due to
complexity in this area when units are being sold.”

“Typical government programs are complex and umasao what is
included and what is not. Unlike the tax systersystem that is simple
and clear is needed so that organizations candgedhe program to
encourage Canadian research and development toldectanada as a
centre of international excellence.”

“The legislation is currently too open for interfaton on the negative
side, and is being exploited that way, to the dednt of Canadian
entrepreneurial business.”

“The main factor impacting the effectiveness of 8R&ED program is
the inconsistency of the CRA administration of pihegram. Companies
can no longer depend on funding for their contigypnojects that straddle
taxation years as CRA has shown that they will picoae year and then
completely disallow the next, even though it i-attuing work/phases
of the same project. Therefore companies havedoae the amount of
internal funding allocated to R&D and cause theowation within Canada
to slow down significantly.”

“The cost of compliance appears to be much highem twhat CRA
indicates at its info sessions (only require “ndrimssiness
documentation”) as when the information is presgweCRA they
indicate that they want a much more detailed lefelocumentation that
the company does not provide during its normal sewf business.”

“Definitions of SR&ED are still very unclear for yone who is not
familiar with the system. Definitions are also verrow and should be
expanded especially ED work and especially ingtation to support
activities such as testing, certification, docuraéion, prototyping and
experimental production. Reporting obligations @mgral are quite
onerous. The introduction of the SR&ED Account Rspntative program
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has helped considerably but reporting is still gghaomponent of the
program.”

“Too complex and time consuming. We were obligecetain specialist in
the field at considerable expense. We could cdythiave put his fees to
good use within our company.”

“Simplification of the system would mean that evangditor would make
the same decisions as we get audited every year.”

“Current CRA reps have displayed conflicting viewys when reviewing
our companies’ claims. In addition, we were exeédb waive certain
inalienable rights in order for our claim to be ggesed, a process that in
my opinion lacks professionalism and credibility certainly detracts
from the spirit of the program.”

The treatment of contracts was a significant issube majority of the
respondents (approximately 61%), even more schionbon-CCPCs, The issue
here is confusion about which party can claim tleelits and what is considered a
contract for SR&ED.

Administrative practice

Respondents provided a great deal of commentagrdag CRA’s administrative
practices associated with the SR&ED program. Tmrmentary was mixed in nature.
Specifically, in terms of the responses of all véoonmented, CRA’s administration of
the program is considered to have a significarat mroderate negative impact on the
program’s effectiveness (40.4%). About an equahimer (37.5%) of respondents
indicated that it had a significant or moderateifpgsimpact.

Forty-eight percent of CCPCs (48.1%) and Non-CCRCZ9%) in the English
consultations indicated a moderate or significagative impact of the current CRA
administrative practices on the effectiveness efSR&ED program.

In particular, the commentary indicates the neeehtsure that the legislation and policy
is applied correctly and consistently to each claimprinciple, this could be addressed
by increasing training for both CRA financial amghnical reviewers, as well as for the
community.

Specific commentary includes:
“Confusing and inconsistent interpretation by vas@RA offices leading

to inability to approach program on a cohesivesddany CRA SR&ED
project leaders taking their own views of direcsivetc.”
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“The issue with filing is not the legislation, bile way its interpretation is
constantly being revised resulting in changes ¢ovthy the information is

to be presented. Form is becoming more importent substance -- that

seems to be counter-productive to the aims of togrpm.”

“As discussed, the new Account Representative prags a major step
forward in reducing what many new claimants fee¢hesarbitrary nature
of what eligible activity is and what is not.”

“Inconsistent application by CRA SR&ED staff of tgeidelines, rules,
and eligibility criteria based on our past expecei

“The CRA is one of the best run organizations thetve ever dealt with.
Changes implemented in the mid to late 90s madeya lmprovement.
Please, please do not mess with it. Based onxparience over the past
ten years, they are responsive, helpful and higfigctive. We get our
cheque within two to three months of filing. Omanas now been
cleaned up as well.”

“CRA has done a great job in administering the progover the past 10
years. However, as consultants that file claimbemalf of companies,
we find that the review process is very slow andmflifficult owing to
the stringent requirements of the program. Expenital Development
work is often questioned and the record keepingirements are very
difficult to enforce in the client’s workplace. &lprogram is beneficial in
terms of cost recovery but work needs to be dorsenimoth the process
and make it easier for claimants to recover funding

“Industry should not fear the government when sutong legitimate
claims, and yet it does as the current climatb@QRA is very negative
and counter-productive. The CRA should be helpiagdtlian business
achieve positive claim results as that is their daa®, however they are
not remembering that and are, instead, seeing heywdan make it more
difficult to claim.”

“The decisions made by CRA appear arbitrary, instest between
taxpayers, and can lead to large costs to try ahd glaim processed.
They do not appear to have any concept of the timtietme program as an
incentive, not a recovery, process. We have cliehnt®sing not to file, or
not to pursue the process further, because of CRA.”

“Inconsistent and illogical rulings from CRA.”

“The legislation is difficult to interpret and & not done consistently by
CRA representatives.”
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“There appears to be a lack of consistency in gpti@ation of the
SR&ED program. The timeliness does not seem twhsidered by CRA
- when the target response time is not met, it sirdpanges the target.
Timeliness is particularly important to those comipa in which R&D
plays a major role - notably SME's.”

“The administrative burden associated with the @ugliprocess is a
disincentive. The auditors either don't respect GRArmation Circulars
and Application Policies or devise their own intetations. This leads to
serious discrepancies in the way files are treategending on who is
reviewing your file.”
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Industry Summaries

Information and Communications Technologies Sector

A significant portion (41.3%) of the respondentgevigEom the Information and
Communications Technologies (IT) sector. The radpats are voicing concerns similar
to those that CATA’'s members have previously vojecainely, expanding the scope of
work to be included in a project, expanding thetsascluded as eligible expenditures
and improving the definition clarity of experimehdgvelopment.

Respondents from the IT sector represented a gasd-section of the sector, small
corporations (65.5%), medium (23.2%), and large2%d). The majority of respondents
(88.5%) were CCPCs with businesses focused on pragwelopment (43%), and
services (24%). Respondents participating in tresaltations were very familiar or
familiar with the SR&ED program (89.5%) and werther currently using the program
and/or have used the SR&ED program in the pas8{sQ.

Scope of activities considered eligible - IT sector

The majority of the IT respondents want the scdpeark included in an eligible project
to be expanded to better capture both ends of @l@@went cycle. Specifically, 88.8%
of the IT respondents indicated a strong desiteetter support the phase of a project
involving technology concept and specificationselepment. As noted earlier, this is
normally considered to be included in the scopeark for an eligible project by
professionals in the field. Some specific commenfiam this sector includes:

“Technology specification development - full covgeeaof this aspect is
very desirable because it is an integral and atipart of the development
cycle. In our industry, introduction of a new puatlis synonymous with
a testing and proving period for the technology] get must often be
done under terms that would appear to be commedocat external
observer. Even with prototypes, involvement wittuatomer from the
early proposal stage is frequently necessary beaaiuke large scale and
scope that our equipment must be built at.”

“Technology evaluation - must assess in great ldetach technology
path is most strategic, as the first step in dgueakent. Technology
specification - must define what is needed by uaatswhat is feasible.
Initial introduction - must be introduced in a ligavironment for a period
of time to be fully tested.”

“Technology concept specification development -need to strategically
place our development before proceeding to comanielr resources.”
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In addition, 81.2% of the IT sector respondentsiaripat increased support for the initial
introduction of products or services to the marketery important. Some of their
commentary includes:

“A lot of effort is spent by companies to gatheiormation and devise
strategies to insure the success of an R&D projdatrefore strategy
evaluations are close to support work. The initioduction to the
market is decisive for the continuation of the SR&®ork.”

“Initial introduction of a new product or servicghighly critical for its
success and it is also very high risk (often ab laigthe technical content
that SR&ED supports).”

“In our experience the R&D effort through initiadtroduction of the
product is significant. A significant portion dfe technical problems with
a new product are discovered when the customatsusiag the product.”

“Small technology companies have most difficultfraalucing new
technologies to the marketplace and their sucogssrdis on it.”

Avalilability to entities - refundability criteria 4T sector

In response to the issue for the need to expansicihige of businesses able to benefit
from refundable tax credits, 63% of respondenthénlT sector indicated that expanding
the current dollar caps that are used to determirether a company is eligible for
refundable credits is very important. Some key w@mtary on this subject includes:

“Tax Credits are useless for companies in a los#tipa. Unless
refundability is available to all companies, lagganpanies will begin to
ignore this program.”

“Limits small cap public companies to non-refundatalx credits (even
though they are losing money due to investing irCR&

Scope of SR&ED costs to be considered eligible exiteres — IT sector

Sixty-seven percent (66.7%) of the respondents trariT sector gave a high or medium
priority to allowing costs associated with the hase of intellectual property, rights, and
technologies required for their SR&ED projects ¢éodonsidered eligible expenditures for
the SR&ED program.

“Tax credits should support not only the R&D bigaathe market

development for the products resulting from the Ri@&Bpecially export]
and the protection of intellectual property [i.atgnts].”
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Like other respondents, the respondents from theettor would like to see the
legislation changed to allow costs associated &RI&ED work carried on outside of
Canada, e.g., testing, to be considered as eligigpenditures for the program (52%).
Examples of their commentary include the following:

“Even though the technologies are developed in @an&any testing
occurs outside of Canada, the prototypes builtHese purposed cannot
be claimed, even though they were bought and paichfCanada. Though
| agree that expenses for labour done outside Gestaalild not be
claimable, at least the capital equipment purchas€hnada, with
Canadian revenues should be claimable.”

“Work our Canadian employees carried-out outsid€arfiada on eligible
projects are not considered eligible.”

“Majority of R&D is conducted outside of Canada, or
partners/subcontractors are located outside Camadaquivalents in
Canada to Partner with).”

Legislative and policy complexity — IT sector

Respondents in the IT sector placed a high dedreepmrtance on the need to clarify the
current definition of experimental development @®6) and the scope of work to be
included in a project (71.4%).

They find that a great deal of time is unnecesgapkent by corporations attempting to
determine the type of activities performed that lddae considered eligible for the
program by CRA. They find that CRA’s vision of wtha eligible is inappropriately
narrow and that individual CRA reviewers take vagypositions on eligibility. In
addition, they are concerned about the time itsdkecome to an agreement with CRA
on eligible activities and note that it takes spbksis to get it right.

These responses, coupled with the responses adthaistrative practice area of the
guestionnaire regarding some CRA reviewers apparesfusing to follow policy and
guidance or not understanding it in terms of whatligible in the software sector,

suggest that there is more to this issue than githpl clarity of the definition. That is,

this is not clearly a definitional issue, but aidea communication and management issue
internal to CRA.

“The line between scientific research/experimed&lelopment and the

product development that many companies undertakegossible to
draw. The attempt to draw the line results in aressive filing burden.
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We are aware that many companies use consultantake sure that as
many activities as possible fall on the right sfi¢he line.”

“Definitions of SR&ED are still very unclear for yone who is not
familiar with the system. Definitions are also vearrow and should be
expanded especially ED work and especially ingtation to support
activities such as testing, certification, docuraéinn, prototyping and
experimental production.”

“Definition of ED - consideration of the producigigrements and the
interaction with the Technological Advance sougitiot considered.
Definition of ED - application of legislation by @Rends to divide up a
project according to individual advancements withiproduct rather than
viewing them in their interrelated context, unifiegthe technological
objectives and advance of the product.”

Administrative practice — IT sector:

As in the case of other respondents, the commefrarythose in the IT sector is mixed
about CRA’s administrative practices, i.e., bothyvgositive and very negative
comments were received. Thirty-four percent (34.08ported that CRA’s
administrative practices have a significant or nmatéepositive impact on the program’s
effectiveness while 39.0% indicated a significamdi@rate negative impact.

“The narrow interpretation of research and develepinmeans getting IT,
and especially software development projects, ohedluas eligible is very
difficult. CRA staff regularly rejects legitimateqgects.”

“CRA technical reviewers differ on their opinionsesigible support
activities, and some are much more restrictive thtaers, tying it to a
specific technological advancement or uncertairaher than on an
overall project view.”

“Currently, CRA staff in the field is a positivefinence on the delivery of
the program; however recent changes in CRA heaceddfe starting to
have detrimental effects on program delivery. Hethey currently
balance things out but it looks like the negatimpact of the head office
changes will eventually dominate and the net efiegrogram delivery
will swing to the negative side.”

“Concern is that based on the experience and obgscdf the specific

Science auditor, opinions will vary and changeskRs$ huge if based on
earlier input; expenditures are made and thenaetineely disallowed.”
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“The SR&ED Account Executive program in which a CRE visits
companies several times a year to review & distsR&D program
allows timely discussion of eligibility and avoidasty surprises.”

“It's a long process from gathering financial artey details to writing
the report, having it reviewed by the technicaliady amending the
report, preparing the tax returns and filing, themting for 4 months to
get a cheque.”

“Program is administered with very narrow definitsp and this means
CRA administrators are inflexible. This makesdorery challenging
claim acceptance process that REQUIRES consulimotsler to fight the
system and what should be reasonable claims actépte

In particular, the commentary suggests the neethfoeased effective training for both
CRA financial and technical reviewers, as well@stifie community. Historically,
training has been seen to be quite effective imeaahy a consensus between CRA and
its clients on eligibility when jointly conductedti the private sector. Specific
commentary includes:

“I have seen the good years and the bad year®qgfrttgram. It appears
that we are currently headed for another rouncbatl“years” like the
second half of the 1990’s.”

“We are increasingly seeing both RTA and Finanauaditors who are
either deliberately ignoring or chose to be unavedrthe different
application guidelines. As well, there is a greabnsistency RTA to
RTA as to how they interpret various aspects ofgilneelines.”

“The SR&ED HQ staffs in Ottawa have abandoned theport role for
the CTSO, and are moving towards being solely &ypgroup. This is
very disturbing, as it will mean we will lose maofythe gains that have
been made in the past six years, and lead to ussatly strained
relationships between CRA and Industry.”

“The bigger issue is the quality and approach ef@RA science advisor.
There is a significant variation between advisbet encourage R&D vs.
some advisors who are little more than nitpickessraerminology and
hence what activities qualify. In my opinion tleshe most serious
problem today and increasingly the CRA is movingaads the latter type
of advisor.”

“The guidelines need to be re-emphasized to préRemenue Canada
Science Advisors and Outside Consultants from apglgheir own
definitions of SR&ED, and re-interpreting the foations of the
program.”
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Manufacturing and Processing Sectors

About 18% of all the respondents were from the Macturing and Processing sectors.
About 50% of the respondents represented smalbcatipns, 26% medium-sized
corporations and 24% large-sized corporations. magrity of respondents were
CCPCs (76%).

Historically, the majority of policy concerns ofropanies in these industries has been
associated with getting CRA to recognize the SR&EDBurring in shop floor
developments and in the introduction of new proegesd he issue actually goes well
beyond what is considered eligible to issues alunatt costs or activities can be claimed.
The costing issues and problems that are beinguaet@®d in the claims of respondents
in the Manufacturing and Processing sectors aleatetl throughout the commentary

Scope of activities considered eligible — Manufaghg and Processing sectors

Like respondents in other sectors, the majoritthefrespondents want the scope of work
included in an eligible project to be expandedédtidy capture both ends of the
development cycle. Specifically, 73.3% indicatestrang desire to have work on
specifications development included. Seventy-texcent (71.7%) want the initial
introduction of products or services to the matkebe supported. As well, their
commentary specifically highlights the need fortéetreatment of prototype
developments even when sales occur.

“Although we don't feel that the program should@npass market
evaluations, technology evaluations can be verymant at the beginning
of a project in determining direction. Technologyncept specification
development often involves significant research amalysis of
alternatives to which technical specifications barreasonably pushed.
Full evaluation of the success of a developmentireg us to test our
products in a field environment. Without this tygfeesting we have no
way of evaluating performance under the compleximaf "real-world"
conditions that apply to our marketplace.”

“Any development of technology requires a markegigment which
incorporates a research element, so this shoutdvered including the
practical aspects of actually promoting the tecbgyplin specific
international markets.”

“Technology concept specification should be fulbvered under the
program. The other aspects | do not see as redsamthey are only
peripheral aspects to the R&D process.”

“Technology concept specification development isasonable
component for government R&D support. While marigtelated
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activities are an essential component of innovaiimnoducing them into
the SR&ED program would open up the program tchierabuse and
contribute to pressures to scrap the program éntire

“The SR&ED program today forces the research comparigo cold
turkey" once they leave the development stage atet the commercial
stage -- making it a difficult transition; betterwean the company off the
program through product introduction.”

Avalilability to entities: refundability criteria -Manufacturing and Processing sectors

Sixty-two percent (61.9%) of the respondents in@iddahat expanding the current dollar
caps that are used to determine whether a compaaligible for refundable credits is
important and 52.4% believed it important to expHracurrent scope of business
entities entitled to receive the refundable taxitse

Scope of SR&ED costs to be considered eligible exjiteires — Manufacturing and
Processing sectors

Considerably fewer respondents in the Manufactuaimg) Processing sectors considered
that there was a need to broaden the scope of amsssdered eligible. About fifty
percent (51.2%) wanted some work carried on outSeleada to be supported by the
credits and about 50% of the respondents indidaida high to medium priority should
be given to allowing costs associated with the Ipase of intellectual property, rights,
and technologies required for their SR&ED projeotbe considered eligible
expenditures for the SR&ED program.

“Testing performed in locations outside of Canadasinot qualify.
SR&ED eligibility is limited by world wide profit.”

“Costs incurred outside Canada are not currenigybdé, even if the
employee performing the work is based in Canada.”

“We sometimes need to perform R&D in foreign looas...where
conditions are not available in Canada; this mestdrved out at present.
Also we have collaborative R&D programs that crossders, it would be
better to have international collaboration mechartis handle these rather
than just cut these activities out as ineligible.”

“We should be allowed to cover the entire costheffirst prototype even
if it's a deliverable. We used to be able to ds 20 years ago.”
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“Prototypes are important and should be totallyezed. Also capital costs
of production equipment should be relaxed, for gglanthe acquisition of
used equipment for development should be allowedcegital cost.”

“Rules are simple yet effective. However, some @itwork that was
done by someone outside the country because wedade internally
cannot be counted, which is a problem.”

Legislative and policy complexity — Manufacturinghd Processing sectors

About sixty-seven percent (66.7%) of the Manufaotyand Processing respondents
indicated that it is important to improve the diaregarding the treatment of material
costs (tools, etc.) and the scope of work consalehgible. As well, 61.5% of
respondents indicated a need to clarify the cutreatment of prototypes used for the
SR&ED program.

“Legislation is not specific and so open to intetption. Interpretation by
CRA may change over time or be inconsistent. Reggrekperimental
development, prototypes, and sales of prototypésvorolume
production where R&D and production are overlapporgates
considerable confusion. Yet these very areas arédk@aunching new
innovative products with a competitive advantag€amada, and to
Companies willingness/ability to invest in furtiiR&D to sustain these.
To some extent business level risk needs to badenes!, where this is
interdependent with technical risks.”

This reinforces the fact that the definition of ekmental production (EP), in particular
with relation to activities undertaken by Manufaatg and Processing SR&ED
performers, requires attention. Collaborative éftvetween CRA and the community
have developed a joint policy to clearly define tyy@es of activities that would be
considered eligible for SR&ED and meet the EP digdim. However, a great deal of
time is still spent by SR&ED performers defendihgit claims against CRA due to
inconsistencies in policy and legislative interptietn and application. Consistent
application of the joint policy across the courtould significantly help reduce the cost
of compliance, and promote the use of the progratidse corporations within this

group.

Administrative practice — Manufacturing and Procdasg sectors

While 34% of respondents indicated CRA’s admintgiraof the program has a
significant or moderate positive impact on the paog's effectiveness, 41% indicated a
significant or moderate negative impact. Someveslecommentaries from
Manufacturers follow:
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“Have found that certain individuals in CRA are yéelpful in ensuring
our claim is processed quickly in the interesta gfall business.”

“The amount of time and related cost required fanpliance create some
inefficiencies and therefore lessen the effectigsrad the program,
however, overall the program has been positiv@fwrcompany and we
are continually looking for more efficient waysreport our R&D
activities.”

“Need consistency across all offices.”

“We are very concerned with the consistency ofatheinistration of the
program. We have seen inconsistent applicationfA£own policies
both from year to year and from one RTA to anothkleich leads us to
guestion whether any consistency of applicatidreisg enforced within
the SR&ED program.”

“We would like to express some concerns over thesparency of the
review process. We have only recently become athatenot all reviews
that involve a field visit by CRA can be relied upas guidance for
eligible work in future years. Thus, even if CRArbally expresses an
opinion on a project in one year the client haserainty in subsequent
years that they have been investing in eligible ER&rojects. This has
resulted in significant frustration and consideeatdevaluation of our
development program.”

“The definition of SR&ED is too restrictive, andetinterpretation of what
is acceptable is not consistent. When we contlaanteaccounting firm to
assist in preparation of the claims, the defingiarhich they applied are
far less restrictive than our internal interpretatf

“The administrative burden associated to the angliprocess is a
disincentive. The auditors either don't respecAQformation Circulars
and Application Policies or devise their own intetations. This leads to
serious discrepancies in the way files are treategending on who is
reviewing your file.”

“Rules and interpretation change from one audaartother.”
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Natural Resource and Related Equipment/Services Secs

Eleven percent of respondents operate within tusg Over the last several years,
CRA and companies in these sectors have workedtbaftaracterize what is eligible
and not eligible for the program in these sectamnsspite of this effort, the respondents
generally give higher priority to finding ways tmprove the program than do
respondents in other industry groups.

The results and commentary suggest that both pastilehave different perspectives of
what is supported by the current program, i.e.cWiaictivities are considered eligible
and what should be included. About 50% of the adpnts were small corporations,
while medium and large corporations were represelonye29% and 23% of the
respondents, respectively. The majority of respotslwere CCPCs (68%), with primary
lines of business operations focused on consu{88&o) and services (30%).

Specifically, main areas of concern in the NatiResource sectors included CRA’s
administrative practices, the need for the expanesiceligible expenditures to include
market/introduction activities, technology evaloas and technology concept and
specifications development, as well as the compjedithe policy and legislation.

Scope of activities considered eligible — Naturadd®urce and Related
Equipment/Services sectors

The majority of the respondents wanted the scopeodk included in an eligible project
to be expanded to better capture both ends ofdhelopment cycle. Specifically, 88.5%
indicated a strong desire to have the phase objagirinvolving technology concept and
specifications development to be eligible for thedits. In addition, 82.6% are looking
for the scope of work considered eligible to in@wlipport for the initial introduction of
products or services to the market.

“Testing, which can occur simultaneously with iaitintroduction to the
market, may be necessary in a commercial envirohtoestablish
consistent capability under defined parameters... @R&\had great
difficulty with any combination of such situatioaad denied eligibility
even though all SR&ED criteria were met. Technoleggcification
development should be permitted because it ocaurenjunction with the
development of objectives, an integral part of SR&ED process. CRA
has sometimes taken the position that a projegtleedins when
technological uncertainties are actually encountére

“Technology specification development - full covgeaof this aspect is

very desirable because it is an integral and etipart of the development
cycle. In our industry, introduction of a new pratlis synonymous with a
testing and proving period for the technology, gatmust often be done
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under terms that would appear to be commerciahtexéernal observer.
Even with prototypes, involvement with a custonrent the early

proposal stage is frequently necessary because ¢tdtge scale and scope
that our equipment must be built at.”

Avalilability to entities: refundability criteria Natural Resource and Related
Equipment/Services sectors

About seventy-three percent (72.7%) of the respotsdadicated that expanding the
current dollar caps that determine whether a comsaaligible for refundable credits is
desirable.

“Unreasonable restrictions on related parties aildudcaps are causing
companies to be downgraded to non-refundable status

Almost sixty percent (59.1%) of the respondentscaieéd that expanding the current
scope of entities entitled to receive refundabéslits is important.

Scope of SR&ED costs to be considered eligible exjiteires — Natural Resource and
Related Equipment/Services sectors

Sixty-one percent (60.9%) of respondents indicéatia high to medium priority should
be given to allowing costs associated with the Ipase of intellectual property, rights and
technologies required for their SR&ED projects éodonsidered eligible expenditures.

The respondents (73.9%) strongly suggest thatdbts @ssociated with activities such as
testing that are not available in Canada, shoulcoibsidered eligible expenditures for the
program, even if conducted offshore.

Legislative and policy complexity — Natural Resoarand Related Equipment/Services
sectors

Respondents in these sectors gave the highestedefjiraportance of all sectors to
clarifying the current definition of experimentaalopment (78.3%) and the scope of
work to be included in a project (81.8%). Theyusmrghat a great deal of time is
unnecessarily spent by corporations in attempbndetermine the type of developments
that are considered eligible for the credits. ddition, there is the time spent coming to
agreement with CRA on which activities can be ideld.

“It appears to us that it is still very time consagito make applications

and work our way through the system. The paybaciot worth the
effort.”
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The respondents indicated a need to address ttenget of contract payments and
prototypes, 72.7% and 78.3%, respectively.

“To develop a new technology and gain market expoand test data
requires numerous prototypes in order to completetocess in a
reasonable time. SR&ED does not specify what somable time frame
is, how many prototypes may be required, how mashdata is
considered sufficient etc. More clarification carstlardization of this is
required.”

“Experimental development occurring in an organarathat is
commercially driven is not clearly defined or irgeted. Contract
payments are often an extension of the organizaigerform
development work related to the projects. If thjfget of work is eligible
under traditional claims why would it not be eligilunder proxy.”

“The necessity in our industry to build full-scgetotypes is not
appreciated, nor are differences in performancealwéippes accepted as
indicative of Technological Advancement.”

Administrative practice — Natural Resource and R&ld Equipment/Services sectors

Respondents in the Natural Resource sectors irdiGagreater negative impact of the
current CRA administrative practices on the effesiess of the program than did
respondents in other sectors. Only 27.0% of redpats indicated CRA’s administration
of the program has a significant or moderate pasitnpact on the program’s
effectiveness, while 50.0% indicated a significarttderate negative impact. Some
extracts of their commentary include:

“The principles of open communication, access, witithgness to work
cooperatively with industry, are not being consisitepracticed.”

“The time consumed in the process is not in accureavith the
undertakings or intent of the SR&ED program.”

“The concepts of the multi-year project and incratakimprovements
appear to be problematic to CRA. Assistance froamagers and the
Assistant Director is not available as promise@rovided on a reasonable
basis.”

“The Technical Reviewer appears to have unreaseralibnomy and
power.”

“Appeals are also stretching out over an inordimegeod of time -
currently we are expecting in excess of 1 year.”

Improving Canada’'s SR&ED Tax Incentive Program 30




“The reviewer [sic] has not been consistent onstimae project from year
to year despite a continuation of Technological éitainty, approval of
the project in the prior year, and no indicatioranff change in CRA
opinion [sic] in that prior period.”

“Of projects having similar attributes in termsamfvance and uncertainty,
one is allowed and the others ... are not. No adegexgilanation is given
simply a statement that the activity is "routingieeering."

“Timeliness and consistency are critical componehtke program. The
length of time associated with processing our cla@s unreasonable and
was a significant issue for our company.”

“Over the last 5 years, CRA has made a very steffayt to be consistent
in application, timely in delivery, fair in assessmh and appeals, open to
listening to taxpayers' concerns, which has greatfyroved the delivery
of the program.”

“Current CRA reps have displayed conflicting viewys when reviewing
our companies’ claims. In addition, we were expedb waive certain
inalienable rights in order for our claim to be g@esed, a process that in
my opinion lacks professionalism and credibility certainly detracts
from the spirit of the program.”
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Health and Chemicals Sectors

About 5% of the respondents came from the HealthGlmemicals sectors. Although the
issues of priority are generally similar to thosghlighted by other groups, the
experience of the Health and Chemicals sectorshisrently differentiated from the other
groups because many have a much greater portihreiofR&D focused on applied
research. As well, a greater portion of R&D iseaftonducted through dedicated R&D
efforts.

Respondents in these sectors represented smal) (d6%0omedium (38%) corporations
with 15% of respondents from large corporationie Tajority of respondents were
CCPCs (84%), with primary lines of business focusegroduct development (45%)
and manufacturing (35%).

Scope of activities considered eligible — Healthda@hemicals sectors

The majority of the respondents want the scopearkwncluded in an eligible project to
be expanded to better capture both ends of thdajgwent cycle. Specifically, the
respondents indicated a strong desire, even htbherin other groups, to have the phase
of a project involving technology concept and speations development (91.7%)
considered eligible for the credits, and to incecid® scope of work considered eligible
to include the initial introduction of products services to the market (100%).

“Introducing new products into the market is extedyrdifficult and
costly. In most cases, you are trying to displagstieg products. This
requires a heavy capital input and may requirectimstruction of large
Product Development Plants to enable you to debweiugh products to
capture a market (to allow the construction of watale plants).”

“The current SR&ED program is not open to thesgdderoduct
Development Plants ... it is focused on bench tdploreactor size units.
The world has changed. You will not capture thekatwith 100 pounds
of product - you need thousands. To do this, yadrie construct 'small’
production units that can deliver enough produztsnable your
customers to conduct trials. This is a big investime that is now going to
the US.”

“Generation and concept analysis should be eligible
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Availability to entities: refundability criteria/catract relations — Health and Chemicals
sectors

About eighty-two percent (81.8%) of the Health &ttemicals group respondents gave a
high or medium priority to the expansion of thereat scope of business entities entitled
to receive the refundable tax credit.

“Make credits refundable for small public entities.

“No, the current structure is not intended to lacgepanies having well-
defined research divisions. In smaller entitiesgarch is done
simultaneously with daily activities.”

“Because of the size of one of our shareholdexscitadit granted is low
compared to our competitors.”

About sixty-four percent (63.6 %) of respondentdicated that expanding the current
dollar caps that are used to determine whethen®aay is eligible for refundable
credits would help.

“Proxy cap is too low. Refund percentage too snealinpared to the US
SBIR [small business innovation research] program.”

Scope of SR&ED costs to be considered eligible exjiteres — Health and Chemicals
sectors

A very high proportior(81.8%) of respondents in this group have indic#tetla high or
medium priority should be given to allowing cosss@ciated with the purchase of
intellectual property, rights, and technologiesuiegg for their SR&ED projects to be
considered eligible expenditures for the SR&ED paog A similar proportion of this
group supported the inclusion of the costs of d@RKED work outside of Canada.

“Several clinical sites are outside Canada andlitimigs the company to
claim various cost incurred outside the country.”

Legislative and policy complexity — Health and Cheails sectors

Respondents found it important to clarify the cotréefinition of experimental
development (63.4%) and the scope of work to bleided in a project (72.7%).

“Very little information on the coherence of theogram application and
its clarity.”
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“The definition of R&D always seems to revert tquestion of
perspective depending on the competencies of trs@peassessing the
projects which creates doubt in obtaining tax d¢seti

In addition, 63.6% of the respondents in this grouficated the need to address the
treatment of contract payments and prototypes.

“Prototype eligibility is ambiguous.”
“Contractors outside of Canada are ineligible.”

“R&D Contracts with cross-border partners do nadliy.”

Administrative practice — Health and Chemicals sexd

Forty-five percent (45.0%) of respondents in thisup indicated CRA’s administration
of the program has a significant or moderate pasitnpact on the program’s
effectiveness, while only 18% indicated a signifitenoderate negative impact. This is
the most positive response of any sector groufpeiflthere are still concerns.

“This program is efficient and really helps our quany.”

“Because of the uncertainty of the claim and theetit could take for the
submission to be approved, work is going to the’US.

“The costs associated with submitting a claim arsubstantial that unless
one has a very large claim, it is not worthwhiledosmall business to
bother.”

“Our experience with the audit process severals/ago was very bad and
has discouraged our company from considering apphor credits, even
though we are doing a lot of original research armdiuct development.”
“More aggressive position in audit over the last feears and changes in
the personnel in charge of files which are notjaHlified to perform the
science/technical reviews.”

“We have not experienced any complication.”
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Appendix A: CATA Alliance SR&ED Consultation Results - Global & Industry

Analysis

Global percentages are cumulative results from twtEnglish and French questionnaires and based on
actual number of respondents to each questiorustngdpercentages are based on respondents tohenly
English questionnaire as French results could actdparated.

Priority given to expand the scope of the SR&ED prgram to include the following aspects of the produdife cycle:

Product Life Cycle Aspect Global | Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and

Technologies Equipment/Services| Chemicals

High/Medium Priority
Market/Technology strategy 70.0% 74.7% 48.8% 75.0% 45.5%
evaluations
Technology concept 88.5% 88.8% 73.3% 88.5% 91.7%
specification development
(partially covered)
Initial introduction of 80.1% 81.2% 71.7% 82.6% 100.09
product/service to the market
Market support for expanded | 63.0% 66.7% 57.4% 41.7% 60.0%
penetration of the
product/service

Low/Not a Priority

Market/Technology strategy 27.5% 23.2% 46.7% 16.7% 45.5%
evaluations
Technology concept 9.0% 8.2% 20.0% 3.8% 8.3%
specification development
(partially covered)
Initial introduction of 17.9% 16.8% 21.7% 13.0% 0.0%
product/service to the market
Market support for expanded | 33.9% 31.3% 36.2% 45.8% 40.0%
penetration of the
product/service

Does the current structure of the system allow youcompany to fully access the benefits of the SR&Efax credits
for all of the SR&ED you currently undertake?

Global Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and
Technologies Equipment/Services| Chemicals
Yes 45.0% 46.0% 42.0% 33.0% 45.0%
No 55.0% 54.0% 58.0% 67.0% 55.0%
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Refundability: Priority given the following:

Global | Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and
Technologies Equipment/Services| Chemicals

High/Medium Priority

Expanding the current scope of 52.0% 49.0% 52.4% 59.1% 81.8%
business entities entitled to
receive the refundable tax
credit

Expanding the current dollar 70.1% 63.0% 61.9% 72.7% 63.6%
caps on net revenues and
capital tax that are used to
determine whether a company
is eligible for refundable
credits

Low/Not a Priority

Expanding the current scope of 41.3% 42.0% 45.2% 27.3% 18.2%
business entities entitled to
receive the refundable tax
credit

Expanding the current dollar 24.6% 31.0% 23.8% 22.7% 27.3%
caps on net revenues and
capital tax that are used to
determine whether a company
is eligible for refundable
credits

SR&ED Costs included as eligible expenditures: Pority given to the inclusion of additional costs agligible
expenditures including:

Global | Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and
Technologies Equipment/Services| Chemicals

High/Medium Priority

Costs for SR&ED work carried 63.4% 52.0% 51.2% 73.9% 81.8%
on outside of Canada e.g.

testing

Costs associated with the 68.7% 66.7% 50.0% 60.9% 81.8%

purchase of intellectual
property (IP), rights, and
technologies required for your
SR&ED project

Low/Not a Priority

Costs for SR&ED work carried 36.0% 45.1% 44.2% 26.1% 18.2%
on outside of Canada e.g.

testing

Costs associated with the 28.6% 32.4% 45.2% 34.8% 18.2%

purchase of intellectual
property (IP), rights, and
technologies required for your
SR&ED project
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Legislative and Policy Complexity: Importance forimproving the clarity/reducing complexity of the falowing

technical issues associated with the current SR&EDax Credit legislation:

Technical Issue Global | Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and
Technologies Equipment/Services| Chemicals
High/Medium Priority
Definition of scientific research 58.9% 54.1% 48.7% 56.5% 45.5%
Definition of experimental 71.7% 66.7% 53.8% 78.3% 63.6%
development
Treatment of contract paymenfs  60.9%6 52.6% 47.5% 1982 63.6%
Scope of work to be included in 77.7% 71.4% 66.7% 81.8% 72.7%
a project
Filing requirements 55.5% 47.4% 46.2% 47.8% 36.49
Treatment of the costs of 62.2% 44.9% 66.7% 65.2% 45.5%
materials, tools, etc. used in a
project
Treatment of prototypes 67.89 53.6% 61.5% 78.3% 6%3.
Impact of sales on what can bg 62.1% 51.5% 50.0% 56.5% 55.5%
included in the claim
Somewhat Important
Definition of scientific researcH] 19.6% 20.4% 23.1% 8.7% 36.4%
Definition of experimental 15.9% 14.1% 33.3% 4.3% 27.3%
development
Treatment of contract paymenfs  22.6%6 22.7% 32.5% .2%8 9.1%
Scope of work to be included in 16.5% 17.3% 28.2% 13.6% 18.1%
a project
Filing requirements 25.0% 22.1% 35.9% 26.1% 54.59
Treatment of the costs of 22.2% 23.5% 23.1% 26.1% 36.4%
materials, tools, etc. used in a
project
Treatment of prototypes 19.09 20.6% 33.3% 8.7% %8.1
Impact of sales on what can bg 18.1% 16.2% 25.0% 26.1% 36.4%
included in the claim
Low/Not a Priority
Definition of scientific researcH] 17.8% 21.4% 20.5% 34.8% 18.2%
Definition of experimental 10.0% 16.2% 5.1% 17.4% 9.1%
development
Treatment of contract paymenfs  13.1%6 17.5% 17.5% 1%9. 27.3%
Scope of work to be included in 5.1% 9.2% 2.6% 4.5% 9.1%
a project
Filing requirements 17.3% 26.3% 12.8% 26.1% 9.19
Treatment of the costs of 12.0% 22.4% 7.7% 8.7% 18.1%
materials, tools, etc. used in a
project
Treatment of prototypes 10.09 17.5% 2.6% 13.0% %8.1
Impact of sales on what can bg 12.6% 21.2% 10.0% 13.0% 9.1%
included in the claim
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How do you believe that current CRA administrativepractices impact on the effectiveness of the SR&ED

program? Some factors to consider are consistendymeliness, cost of compliance, etc.

Global | Information and | Manufacturing | Natural Resources Health
Communications | & Processing & Related and
Technologies Equipment/Services| Chemicals
Significant/Moderate Positive | 37.5% 34.0% 34.0% 27.0% 45.0%
Impact
Significant/Moderate Negative | 40.4% 39.0% 41.0% 50.0% 18.0%
Impact
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Appendix B: CATAAlliance SR&ED Consultation Results - CCPC vs. Non-CCPC

Analysis

All percentages are based on English questionnedtdts only as French results could not be segérat
The percentage is based on the actual numbermdmdents to each question. Remaining respondents

indicated no opinion.

life cycle:

Priority given to expand the scope of the SR&ED prgram to include the following aspects of the produc

High/Medium Priority

Product Life Cycle Aspect CCPCs Non-CCPCs
Market/Technology strategy evaluations 64.7% 68.0%
Technology concept specification development (pHytcovered) 89.2% 84.0%
Initial introduction of product/service to the matk 86.9% 67.3%
Market support for expanded penetration of the pet/dervice 65.4% 48.1%
Low/Not a Priority
Market/Technology strategy evaluations 32.9% 32.0%
Technology concept specification development (pHytcovered) 10.8% 14.0%
Initial introduction of product/service to the matk 13.1% 30.8%
Market support for expanded penetration of the petdervice 34.6% 51.9%

credits for all of the SR&ED you currently undertake?

Does the current structure of the system allow youcompany to fully access the benefits of the SR&ExX

determine whether a company is eligible for refinlda@redits

CCPCs Non-CCPCs
Yes 45.0% 37.0%
No 55.0% 63.0%
Refundability: Priority given the following:
CCPCs Non-CCPCs
High/Medium Priority
Expanding the current scope of business entitigdezhto receive the 45.8% 72.0%
refundable tax credit
Expanding the current dollar caps on net revenndscapital tax that are used o 68.7% 71.4%
determine whether a company is eligible for refundaredits
Low/Not a Priority
Expanding the current scope of business entitigdezhto receive the 53.0% 26.0%
refundable tax credit
Expanding the current dollar caps on net revenndsapital tax that are used o  30.1% 24.5%
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SR&ED Costs included as eligible expenditures: Pority given to the inclusion of additional costs as

eligible expenditures including:

CCPCs Non-CCPCs
High/Medium Priority
Costs for SR&ED work carried on outside of Canadatesting 60.7% 68.0%
Costs associated with the purchase of intellegtagerty (IP), rights, and 67.9% 59.2%
technologies required for your SR&ED project
Low/Not a Priority

Costs for SR&ED work carried on outside of Canadga testing 39.3% 32.0%
Costs associated with the purchase of intellegraderty (IP), rights, and 32.1% 38.8%

technologies required for your SR&ED project

Legislative and Policy Complexity: Importance forimproving the clarity/reducing complexity of the
following technical issues associated with the cuent SR&ED Tax Credit legislation:

Technical Issue CCPCs Non-CCPCs
High/Medium Priority
Definition of scientific research 44.4% 58.3%
Definition of experimental development 63.4% 72.9%
Treatment of contract payments 48.8% 57.4%
Scope of work to be included in a project 68.7% 72.3%
Filing requirements 49.4% 43.8%
Treatment of the costs of materials, tools, etedun a project 56.1% 58.3%
Treatment of prototypes 61.7% 64.6%
Impact of sales on what can be included in therclai 54.2% 56.3%
Somewhat Important
Definition of scientific research 24.7% 18.8%
Definition of experimental development 23.2% 14.6%
Treatment of contract payments 28.0% 29.8%
Scope of work to be included in a project 22.9% 23.4%
Filing requirements 23.5% 37.5%
Treatment of the costs of materials, tools, etedun a project 24.4% 27.1%
Treatment of prototypes 24.7% 20.8%
Impact of sales on what can be included in therclai 24.1% 22.9%
Low/Not a Priority

Definition of scientific research 29.6% 18.8%
Definition of experimental development 12.2% 8.3%
Treatment of contract payments 19.5% 12.8%
Scope of work to be included in a project 7.2% 4.3%
Filing requirements 25.9% 16.7%
Treatment of the costs of materials, tools, etedus a project 15.9% 14.6%
Treatment of prototypes 11.1% 12.5%
Impact of sales on what can be included in therclai 10.8% 16.7%
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How do you believe that current CRA administrativepractices impact on the effectiveness of the SR&ED

program? Some factors to consider are consistencmeliness, cost of compliance, etc
CCPCs Non-CCPCs
Significant/Moderate Positive Impact 35.8% 31.3%
48.1% 47.9%

Significant/Moderate Negative Impact
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