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Introduction

The primary objective of the Department of Regional Economic Expansion (DREE) is to encourage slow-growth
regions of Canada to realize their potential. The department provides incentives to industry and business to invest
in these slow-growth areas and thus create improved opportunites for productive employment.

The areas and industries eligible for incentives are the following:

s Designated Regions — These include all four Atlantic provinces, Manitoba, Saskatchewan and the Yukon and
Northwest Territories, together with most of the province of Quebec and the northern portions of Ontario,
Alberta and British Columbia. In the designated regions, most manufacturing and processing industries are
eligible for development incentives and loan guarantees.

* Special Areas — These include the Montreal and Magdalen Islands special areas.

— The Montreal Special Area 1 consists essentially of metropolitan Montreal. In this area, incentives are
available for selected industries, specifically certain processed foods, plastic products, primary metal, metal
fabricating, machinery, transportation equipment, electrical products, chemicals, as well as scientific and
professional equipment and industrial research and development.

— The Montreal Special Area 2 consists of the region beyond metropolitan Montreal, stretching 100 kilometres
east and as far west as the city of Hull and its surroundings. This area’s eligible sectors include most manufac-
turing and processing industries and industrial research and development.

— The Magdalen Islands are a special area in which most manufacturing and processing industries, as well as
some primary and tertiary activities, are eligible for incentives.

During its first twelve years of operation to March 31, 1981, DREE received over 20 000 application for incentives
and loan guarantees. The regional development incentives programs have helped to stimulate projects expected to
involve total investments of approximately $5 billion and almost 168 000 direct new jobs.

This booklet is directed to the individual who is interested in doing business with us.

Any Canadian or foreign firm or person may be considered for an incentive or a lean guarantee. The procedures
are not difficult. We will make every effort to assist you, no matter what your requirements, provided that your
project will be located in one of the designated regions or special areas.

The nearest DREE office in your province is the place to start. However, if you are considering a project in
another province, you will save time by dealing with the DREE people there. If you are outside Canada, call the
nearest Canadian consulate for further information.




Development Incentives

This booklet is intended primarily to answer frequently asked questions
about the development incentives program in designated regions. More
detailed information on Special Areas is available in the booklets Montreal
Special Area Industrial Incentives Program and Economic Development
Program for the Magdalen Islands.

There are two basic types of incentives available: development incentives

and loan guarantees. Development incentives include the following:

s non-repayable development incentives;

» specifically repayable development incentives; and

¢ provisionally repayable development incentives (repayable if the project
achieves a certain level of profitability or other objectives specified in the
offer and accepted by the applicant).

Loan guarantees are available for manufacturing and processing and for

certain commercial undertakings.

These incentives are available individually or in combination.




A. Elgibility

What industries are eligible?

Most manufacturing and processing industries are eligible for development
incentives and loan guarantees. The major exceptions are initial processing
operations and certain specific industries, notably petroleum refining and
certain parts of the pulp and paper industry. The processing of natural
products in operations such as sawmills, fish plants or food processing
plants is eligible,

Commercial facilities are not eligible for incentives but loan guarantees may
be provided for business offices, warchousing and freight-handling
facilities, shopping centres, convention facilities, hotel and motel accom-
modations, recreational facilities and research facilities. Only new commer-
cial facilities are eligible for loan guarantees.

Who may apply for an incentive?

Any Canadian or foreign entity may apply, e.g. incorporated companies,
partnerships, cooperatives or sole proprietorships.

What are the requirements with respect to Canadian ownership?

Canadian ownership is not a prerequisite for the authorization of an incen-
tive. However, applicants subject to the provisions of the Foreign fnvest-
ment Review Act must satisfy the requirements of that Act before they can
qualify for an incentive.

Application to DREE can be made before approaching the Foreign Invest-
ment Review Agency,

What size of project is determined eligible?

The approved capital costs for new facilities, new product expansions,
volume expansions and modernizations must be at least $25 000. However,
if a new facility or new product expansion creates at least five direct jobs in
the operation, the capital costs can be as little as $5 000. In the case of a
loan guarantee, projects with total capital costs of $100 000 or more may
qualify for assistance.




Does prior commitment render a project ineligible?

Must eligible assets be new?

A development incentive cannot be offered if a contractual commitment
was made for buildings, machinery or equipment —— whether or not the
commitment remains in force — before the day on which the application is
officially received by the department. The purchase of land and the under-
taking of research and development are not normally considered prior com-
mitments.

Are mobile operations eligible?

No. Used buildings, machinery and equipment may be included in eligible
assets, provided they are in suitable working condition. Assets purchased in
a non-arm’s length transaction may be eligible in some circumstances. Ex-
isting assets owned by an applicant or an associated firm which are moved
to the facility are ineligible, but certain rebuilding, transporting and installa-
tion costs may be eligible,

Normally they are not. However, certain mobile operations may be eligible
provided they remain in a specified section of a designated region for a
period of at least five years. Examples of such projects may include mobile
sawmills, feedmills and pelletizers.

How much equity must the applicant invest in a project?

Normally the applicant musi provide equity equal to at least 20 per cent of
the total capital employed {including working capital) in the eligible opera-
tion. For applicants with existing operations, the equity must be equal to at
least 20 per cent of the new capital employed plus 20 per cent of the book
value of existing assets and working capital.

The amount of equity includes share capital, surplus accounts and subor-
dinated shareholders’ loans, adjusted for such items as intangibles, ap-
praisal increases, amounts due from shareholders, or similar items which
may inflate the equity figure unreasonably. However, the equity require-
ment may be increased for high risk or sensitive projects. In certain unusual
circumstances, the Minister may approve a project where the applicant’s
equity is less than that specified above — but never below 20 per cent of the
approved capital costs.




When must equily be provided?

Unless special authorization is given, the equity should be provided at the
latest by the date the facility reaches commercial production. No incentive
payment can be made until the equity is provided.

What are the requirements with respect to insurance coverage?

The facility must be insured to the satisfaction of the Minister against loss
by fire, flood and other acts beyond the control of the applicant.

Is pollution-abatement equipment eligible?

Are lcased assets eligible?

Capital costs incurred to prevent air, water and other types of pollution may
be included in the approved capital costs of a project that is otherwise eligi-
ble for an incentive. However, a project involving only the purchase and in-
stallation of pollution-abatement equipment is not eligible.

The costs of leased machinery and equipment, which fall into classes 8 and
29 of Schedule ‘“B’* to Part XI of the Income Tax Act and Regulations,
may be included {(under certain conditons) in the approved capital costs of a
project.

Can the assets be leased from any leasing company?

Arc leaschold improvements eligible?

No. The lessor must be a company incorporated in Canada and subject to
Canadian income tax legislation.

Costs of leasehold improvements may be included in approved capital costs
provided they reflect improvements essential to the proposed project.




Are takeovers eligible?

Are phased projects eligible?

No, although the takeover of a firm which has qualified for a grant may not
disqualify the grant commitment, Further, an application for an incentive
to purchase the assets of an existing facility may be considered eligible if the
facility has ceased operations and the applicant proposes to make the pur-
chase from non-related interests,

Are feasibility studies eligible?

Phased prejects can be considered eligible provided they are well-defined
when the application is submitted to the department and they meet certain
specified requirements. However, all phases of the project must be com-
pleted within a fixed period starting from the date of commercial produc-
tion.

No. However, capitalized engineering and designing costs which are directly
related to the facility may be included in the approved capital costs.

Are prototype development or research and development costs eligible?

Development incentives, except in certain special areas, are not available for
research and development projects. Assistance on such projects may be
available from other sources such as the federal Department of Industry,
Trade and Commerce and the National Research Council.

[s the expansion or modernization of a facility previously supported by DREE eligible?

The expansion of a facility which has previously been supported by the
department is considered eligible. However, a development incentive can-
not be authorized for the modernization of any facility for which a develop-
ment incentive has previously been authorized under the regional develop-

ment incentives program.
!




B. Offer of Incentive

How is the amount of development incentive determined?

Most category A and B incentives (see below) are determined according to a
standard formula, although exceptions are made in some cases. Large proj-
ects (category C) are administered differently and a specific amount is deter-
mined according to the benefits to the region and the needs of the in-
dividual project.

An example of a development incentives calculation may be found on page
15,

What are the categories of projects?

At the present time, the three categories are:

Category A — projects with approved capital costs (ACC) of less than
$300 000 and fewer than 40 direct jobs;

Category B — projects other than A cases, but with less than $2 million
ACC and fewer than 100 direct jobs;

Category C — projects with at least $2 million ACC or 100 direct jobs.

What are the standard formulae for categories A and B?

The standard formulae are based on percentages of the ACC, and for cer-
tain projects are based on the average of the approved annual wages and
salaries (W & 5) paid during the second and third years after the commence-
ment of commercial production.

The standard formulae for projects falling under categories A and B are as
follows:
s New facility or New Product Expansion
(a) Atlantic Region — 25 percent ACC plus 30 per cent W & §
(b) Other Regions — 235 percent ACC plus 15 per cent W & S
* Modernization or Volume Expansion
All Regions — 20 per cent ACC




Are there any limitations to the level

of grant?

Yes. The ceilings for development incentives are:
* For new facility and new product expansion, the lowest of the following:
(a} 25 per cent of approved capital costs and $5 000 for each direct job
created in the facility (the initial 20 per cent of capital costs can not
exceed $6 million);
(b) 330 000 for each direct job created;
{c} S0 per cent of the capital employed in the operation; or
(d) 80 per cent of the approved capital costs for most incentives deter-
mined by standard formulae. (In the case of the garment industry,
the maximum is 40 per cent.)
* For modemization and volume expansion, the lesser of the following:
(a) 20 per cent of the approved capital costs; or
(b) $6 million.

Arc there any exceptions to the standard formulae?

Standard formulae were introduced to accelerate the decision-making pro-
cess and to make approvals more systematic. They help the applicant to
estimate the amount of incentive that he may receive under the program.
However, in exceptional circumstances, a deviation from the standard for-
mula may be made.

Can a project qualify for an incentive as well as for financial support from oiher government sources?

How doces the development incentive

Yes. However, assistance offered by the other federal departments and pro-
vincial or muncipal governments will be taken into consideration in deter-
mining the amount of the development incentive. Changes in the amount
of the assistance from other government sources identified at the time of an
offer may be taken into account in determining the final amount of the in-
centive paid.

affect income taxes?
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Development incentives are exempt from income tax. However, for capital
cost allowance purposes in the case of a non-repayable incentive, the value
of the assets of the facility must be decreased by an amount equal to the
development incentive received.



If the incentive is specifically repayable, it does not affect the capital cost
allowance which may be claimed on assets purchased with this incentive. A
provisionally repayable incentive is regarded by the Department of National
Revenue to be a grant for tax purposes and, therefore, the capital cost
allowance is reduced accordingly. If and when repayment of the incentive
commences, capital cost allowance privileges are reinstated in the amount of
the repayment in the year in which the repayment is made.

What are the income tax implications relating to the portion of an incentive based on the cligible leased assets?

The applicant does not have his capital cost allowances reduced by the part
of the incentive that is based on the eligible leased assets. The leasing com-
pany which receives the payment from the applicant must take it into tax-
able income in the year received. However, for taxation purposes the lessor
can charge to income a reserve equal to the unamortized value of the leased
assets. Each subsequent year during the life of the lease, the lessor amortizes
the reserve with a credit to taxable income.

What are the usual terms of the letter of offer?

The letter of offer specifies the estimated amount of the incentive and also
sets the date by which construction must begin and the date by which the
facility must achieve commercial production. These dates are usually deter-
mined by the applicant at the time of submitting his application. The letter
also specifies that the eligible assets must be acquired, installed and utilized
not later than 24 months from the date the facility was brought into com-
mercial production in the case of an expansion/modernization project, or
36 months in the case of a new facility or a new product expansion. The of-
fer remains open for a period not exceeding 90 days.

Is the information provided to the department held in confidence?

All information is held in confidence until an offer is accepted. If the offer
is accepted, the Minister reports to Parliament the name of the applicant,
the location of the facility, the product or process involved, the estimated
capital costs, the number of direct jobs to be created, and the amount of
the incentive. All other commercial information is held in confidence.
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What are the normal conditions respecting development incentives?

The applicant should review the conditions outlined in the Regional
Development Incentives Act and Regulations before submitting an applica-
tion. A few of the more important ones are:

* Applications for incentives must be received before any contractual com-
mitments are made for buildings, machinery or equipment.

* The applicant must cooperate with Canada Manpower Centres in the
recruitment and training of manpower, and must undertake to employ as
many residents of the region in which the facility is located as practicable.

* Poliution-control systerns must meet standards of appropriate regulatory
bodies.

* The applicant must give Canadian manufacturers a reasonable oppor-
tunity to produce the machinery and equipment for the project.

Are there any special conditions respecting development incentives?

The letter of offer may stipulate special provisions resulting from the
evaluation that has been made. Where such special provisions are included,
they are normally designed to provide additional assurance of viability or
enhance the expected net economic and social benefits.

What happens when the letter of offer is accepted?

If the offer is accepted within 90 days, construction must start within the
time limits specified. However, if the offer is not accepted within 90 days, it
automatically lapses. As the project proceeds, attention should be given to
any posible problems — especially any involving changes of plans. Contact
should be made with the incentives officer to comply with requirements
respecting significant changes and to clarify any concerns which the appli-
cant may have,

As the commencement of commercial production approaches, the appli-
cant should consult with the incentives officer concerning the documenta-
tion required to facilitate the inspection of the plant. Early arrangements
are well worthwhile to ensure early payment — as well as to avoid any con-
flict with the regulations.

On occasion, the letter of offer of a development incentive may include a
reference to the applicant’s eligibility for loan guarantee consideration if
such support is required. Should the applicant anticipate any difficulty in
confirming the availability of a suitable loan, it would be worthwhile to con-

12 tact an incentives officer in order to discuss loan guarantee support.
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C. Payment

When is the incentive normally paid?

The first payment, of up to 80 per cent of the approved total incentive, can
be made after the plant has been in commercial production for 30 days and
after an inspection has revealed that the project is operating in accordance
with terms of the offer. The remainder of the approved incentive will be
paid within 30 months after the start of commercial production of an ex-
pansion or modernization, or within 42 months for a new plant or new
product expansion; but no sooner than 24 or 36 months respectively.

What procedures are followed at the time of incentive paymeni?

The initial payment of an incentive is contingent upon the verification made
by an incentives officer of the department through a physical inspection of
the facility and a review of the firm’s financial and other records. A similar
verification is made prior to the final payment being made.

Are there any provisions for interim payvment?

Yes. Interim payments are permitted in order to reduce financial strains on
an entrepreneur who must install assets over a period of time following
commencement of commercial production. However, interim payments
must exceed 25 per cent of the initial payment.

Are there any provisions for capital cost and job overruns?

Yes, there is an allowance for overruns of up to 25 per cent of the originaly
authorized capital ¢ost and new jobs (or authorized new wages and
salaries). Some higher amounts may be authorized provided that special
authorization is sought before excess costs are incurred.

May the applicant make significant changes to the project after having accepted the letter of offer?

If a significant change — of ownership, management, financing, location,
plant size or timing — is contemplated after the acceptance of the letter of
offer, a formal request must be submitted to the department for recon-
sideration. The offer may then be amended or withdrawn. Under no cir-
cumstances will capital costs already committed be included in the approved
capital costs of the project.
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How is the incentive paid if assets are leased?

Although the incentive is paid to the applicant, he must transfer the amount
directly related to the eligible leased assets to the leasing company upon
receipt of such funds.



D. Calculation

Case Data

Approved capital costs $100 000
Approved wage and salary bill — vear 2 70 000
— vyear 3 93 000
Estimated working capital at full capacity 85 000
Incentive formula — Atlantic: 25% ACC + 30% W&S
— Other:  25% ACC + 15% W&S
Actuoal number of jobs in year 3, tabulated on basis of man-
days divided by number of days plant operated 10 jobs
incentive Calculaiion
Atlantic Region
25% x $100 000 ACC = $ 25000
30% x wage & salary bill
3 (§70 0002+ 93 000} - 24 450
$ 49 450
Other region
25% x $100 000 = $ 25000
.15 (370 00(2) + 93 000) - 12 225
§ 37225
15
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Cross-check to ensure that incentive is within the maxima
established by legislation and guidelines.

1. one half of capital employed
5 (3100 000 + 85 000)

2. 25% of $100 000 ACC
$5 000 x 10 jobs

3. $30 000 per job
$30 000 x 10 jobs

4. 80% of $100 000 ACC
Since the incentive does not exceed any of the four ceil-

ings, the Atlantic offer is $49 450, and elsewhere the of-
fer is $37 225.

i

$ 92 500
$ 25000

50 000
$ 75 000

$300 000

$ 80 000




Loan guarantees

Why was the loan guarantee program included in the incentives program?

The loan guarantee program was included in the incentives program in
order to help enterpreneurs obtain adequate term debt financing for proj-
ects located within the designated regions.

What are some of the significant features of a loan guarantee from the point of view of a lender?

A loan guarantee ensures the lender of repayment of up to 90 per cent of
the original amount of any loan. It is not a guarantee of prompt payment
but a guarantee against loss. The percentage of a loan to be guaranteed and
the type of guarantee extended are matters for negotiation by the lender,
the applicant and the department.

What are the basic types of loan guarantee?

There are two types of loan guarantee agreements used by the department.
Each type guarantees the repayment of a certain pre-negotiated percentage
of the loan but differs in its manner of application. The two types of
guarantee are:
1. Shared Loss:
Under a shared loss guarantee the lender is protected for a specified
percentage (up to 90 per cent) of any loss sustained on a loan after liqui-
dation of all security.
2. Incremental:
Under this type of puarantee, the department and the lender do not
necessarily share ail losses. The department will pay 100 per cent of any
loss sustained up to a pre-negotiated maximum dollar amount. Up to 25
per cent of the total amount of any loan may be guaranteed on an in-
cremental basis.

Any losses beyond the guaranteed portion are absorbed 100 per cent by the
lender.
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Are there any legislative limitations regarding repayment terms of guaranteed loans?

No. Terms are a matter for mutual agreement between the applicant, the
lender and the department.

Can total financing of a project consist of a loan guarantee and granis from government agencies?

No. Loan guarantees are not intended to cover the entire cost of the proj-
ect. They are provided to help the applicant secure the debt financing he re-
quires from private lenders on normal terms and conditions to finance the
project over and above what he provides through his own equity,
unguaranteed loans and grants from government agencies.

Who may qualify for a loan guarantee?

Manufacturing or processing firms which could be, are, or have been eligi-
ble for a development incentive are eligible provided their project is not ful-
ly established. In some cases, a project may be ruled ineligible for a develop-
ment incentive because the facility could be established, expanded or
modetnized without the assistance of a development incentive. Such proj-
ects temain eligible for loan guarantee support. Firms planning certain new
commercial facilities may also qualify.

Docs the rule concerning prior commitments apply for loan guarantees?

Manufacturing or processing projects that have been ruled ineligible for
development incentive support due to a prior commitment, are also ineligi-
ble for loan guarantee assistance. However, for commercial facilities a prior
commitment in the development stage of the project would not prevent the
department from offering a loan guarantee.

What is the maximum guarantee?

By regulation, the guarantee cannot exceed 90 per cent of the total amount
of the advances made by the lender. The Act precludes a loan guarantee if
the loan exceeds 80 per cent of the estimated total capital costs, after
deducting the DREE development incentive or assistance from other
government agencies.

18



[s any lender acceptable to the department?

Any lending institution which is active in the Canadian financial community
and has a demonstrated capacity to administer the loan would be accept-
able. Exceptions are lenders who are directly related to the applicant, and
government bodies or agencies. Guarantees are made to specific lenders
regarding a specific loan. The guarantee is neither iransferable nor
negotiable without prior approval from DREE.

Who is responsible for sclecting the lender?

It is the applicant’s responsibility to find an appropriate lender, although
guidance may be provided by the DREE office nearest you.

Are there any fees attached (o a guarantee?

Lenders are required to pay the department a fee of one per cent per annum
calculated on the declining monthly balance of the portion of the loan
which is guaranteed.

19




Hints for applicants
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At the time of applying for regional development incentive inducements,
the applicant should, if possible, meet with a provincially located DREE in-
centives officer in the province where the project will be located. This will
avoid delays and clarify any points on eligibility and type of information
that should be submitted with the application.

Each application is assigned to an officer, who will be responsible for that
case until the evaluation is completed, The officer's task is to ensure that all
necessary information is obtained and analysed, and that there is liaison
with other government departments as may be required. Once all pertinent
information is submitted, the application is promptly reviewed. Each
evaluation decision results in a letter of offer or rejection.

At any time during the progress of the project, the applicant may contact
the incentives officer for assistance and advice. This can avoid later prob-
lems. As the date for commencement of commercial production ap-
proaches, the applicant should consult the incentives officer to ensure that a
suitable date for inspection of the facility can be arranged.




Glossary

Approved Capital Costs (ACC)

The terms outlined here are explanatory only and are not meant to be legal
definitions.

Capital Emploved

The capital costs of assets approved by the Minister as forming the whole or
part of a facility or commercial facility, but does not include land and a few
other types of assets which are described in article 2(1) of the Regulations.

Commercial Production

Capital to be employed in the operation means, in relation to the establish-

ment or expansion of a facility, the aggregate of:

* the approved capital costs;

s the value, as accepted by the Minister, of the fixed assets that are to be
employed in the operation and that are not included in the approved
capital costs; and

* such amount in respect of the working capital required for the purposes
of the operation at full capacity, as is approved by the Minister.

Control Period

The Minister may determine that a new, expanded or modernized facility
has been brought into commercial production when the facility has been
utilized in the continuous production of marketable goods in commercial
quantities for a period of not less than 30 days, and that more than 50 per
cent of the eligible assets, as forecast for the purposes of the authorization
of the development incentive, are being and will continue to be used in the
manufacturing or processing of those goods.

The general period within which specific requirements of the Regional
Development Incentives Act and Regulations must be met, For a new facili-
ty or a new product expansion, the control period is usually 36 months after
the facility is brought into commetcial production; for a volume expansion
or a modernization, the control period is usually 24 months after the facility
is brought into commercial production.

In the case of an eligible mobile operation, the control period is extended to

60 months. For leased assets on which an incentive is paid, the control
period is the economic life of the project.
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Equity

Direct jobs include only those involving employment that relates to the
manufacturing or processing of products for which the facility is established
or expanded. The total number of direct jobs is the sum of eligible and in-
eligible jobs created directly in the operation.
s Eligible Direct Jobs
For a developent incentive which is based in part on the number of jobs
created directly in the operation, the department establishes an estimate
of the number of eligible jobs to be created, on the basis of information
supplied by the applicant. This number will be declared in the offer, and
is the departmental estimate of the number of jobs on which payment
will be based, whether as a percentage of the wages and salaries relating
to those jobs, or as an amount per job.
* Ineligible Direct Jobs
These are the direct jobs which do not enter into the specific calculation
of the incentive.

Modernization

The aggregate of the share capital, the earned surplus, contributed surplus,
other surplus or deficit accounts, shareholders’ loans that are subordinated
to all other liabilities, and the proprietot’s or partners’ capital accounts; less
such amounts that, in the opinion of the Minister, unreasonably inflate the
net worth of the applicant.

MNew Facility

A project involving capital expenditures for the modernization of an ex-
isting facility, without significantly increasing its capacity.

To qualify as a new facility, the proposed operation must use independent
services and plant management separate from any existing facility. It must
be a self-supporting operation, capable of existence independent of any ex-
isting facility,




MNew Product Expansion

The determination of a new product expansion is related to the following

key points:

(a) the product is one that is significantly different from any product that
on the date of application is, or within the three years immediately
preceeding that date was, being manufactured or processed in the
operation of which the facility constitutes the necessary components;
and

{b) the product cannot be economically manufactured or processed in that
operation without the acquisition of additional assets.

Volume Expansion

An expansion of an existing facility to produce more products which are the
same or similar to those previously produced in the facility.
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