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	 The key argument in favour of an Intellectual Property (IP) Box, which taxes the income 
generated from intellectual property at a special low rate, is that it defends against 
poaching of highly mobile IP income by low-tax jurisdictions, particularly tax havens. The 
standard response to this argument has been that IP Boxes will intensify competition for 
mobile tax bases, which will eventually drive the tax rate on IP income to zero. 

	 However, this counterargument has lost its force because of the general acceptance that 
preferential tax treatment must be linked to real activity in the implementing jurisdiction 
and because of the tentative agreement on a global minimum corporate tax rate. With 
these two developments, an IP Box protects the tax base without engendering tax 
competition for highly mobile IP income.

	 An IP Box has two other advantages in the current environment: it encourages additional 
investment in research and development (R&D) and commercialization activity in the 
implementing jurisdiction.

	 There are two key design features that must be adopted to maximize the benefits of an IP Box. 
•	 First, income from all assets developed from R&D performed in Canada, not just 

patents, must qualify for special treatment. 
•	 Second, qualifying income must include not only explicit royalties and licensing fees, 

but also implicit IP income embedded in products sold, or in production processes 
developed from R&D performed in Canada. 

	 A carefully designed IP Box is likely to be a more cost-effective way of promoting 
innovation by large firms than an increase of equivalent value in the regular Scientific 
Research and Experimental Development (SR&ED) investment tax credit. The impacts on 
R&D are likely to be similar, but the fiscal cost would be smaller because of a reduction in 
outbound profit shifting.

	 The author thanks Alexandre Laurin, Charles DeLand, Mawakina Befale, Robert Asselin, Robin 
Boadway, William Molson, Nicola Pantaleo, Thomas Wilson and anonymous reviewers for comments on 
an earlier draft. Special thanks to senior OECD officials for their helpful guidance on technical queries. 
The author retains responsibility for any errors and the views expressed.

1	 Preferential IP regimes are often described as patent boxes, reflecting the earliest restriction on 
eligibility and the fact that claimants checked a box on tax returns to indicate income eligible for the 
lower tax rate. 

An IP Box provides a lower corporate income tax rate on income from patents and other 
intellectual property.1 The key motivation for implementing an IP Box is defensive: preferential 
treatment discourages shifting of highly mobile IP income to lower-tax jurisdictions. An IP Box also 
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provides an incentive to undertake more R&D by raising the expected after-tax rate of return on such investment. 
Appropriately designed, an IP box will also encourage additional commercialization activity. However, the impact on 
R&D in the implementing jurisdiction is likely to be small unless there is a requirement that the income eligible for 
the preferential treatment arises from real economic activity in the jurisdiction providing the tax incentive. 

Without this linkage, or nexus, between preferential income taxation and real activity, IP Boxes can be used to 
compete for highly mobile income from intellectual property. As a result, IP regimes without a nexus requirement 
were considered harmful tax practices in the OECD/G20 Base Erosion and Profit Shifting (BEPS) project (OECD 
2015).2 Following endorsement of the BEPS guidance on preferential treatment of IP income, new regimes were 
required to impose a nexus and existing regimes had to be modified by mid-2021.3

The Case for an IP Box

The key argument in favour of an IP Box is that it defends against “poaching” of highly mobile IP income by low 
tax jurisdictions, particularly tax havens. The standard reply to this argument has been that competitive pressures 
may eventually drive the preferential tax rate down to zero, with harmful consequences for all countries where 
IP assets are developed. However, this counterargument has lost its force because of the general acceptance 
of the nexus requirement, which effectively prevents using a preferential tax rate to compete for IP income, 
and because of the tentative agreement on a global minimum tax rate. With these two developments, an IP Box 
becomes a second-best method of taxing highly mobile IP income.4

There is empirical evidence to support the proposition that a preferential tax regime for IP income reduces 
profit shifting out of the implementing jurisdiction. Chen et al. (2016) examine the impact of innovation boxes 
on profit shifting and on real activity using data from western European subsidiaries of European and US 
multinational enterprises (MNEs). They find some evidence of a reduction in profit shifting when innovation 
boxes are introduced as well as an increase in employment and wages. Using data on European patents over the 
1981 to 2014 period, Gaessler, Hall, and Harhoff (2021) find that preferential tax treatment substantially reduces 
transfers of patents, and ultimately income, out of the implementing jurisdiction. 

A second argument in favour of an IP Box is that it will encourage additional investment in R&D by raising 
the after-tax return on successful R&D projects. The empirical evidence offers some support for this proposition. 
In addition to the evidence provided by Chen et al. (2016) discussed above, Mohnen, Vankan, and Verspagen 
(2017) report that the Dutch patent box had a positive impact on the person-hours allocated to R&D by 
participating firms. Schwab and Todtenhaupt (2021) examine how multinational firms active in Europe during 

2	 The OECD Forum on Harmful Tax Practices has developed a comprehensive set of criteria to assess whether a 
preferential tax regime constitutes a harmful tax practice. With respect to IP Boxes, a key criterion is that “The regime 
encourages operations or arrangements that are purely tax-driven and involve no substantial activities.”

3	 None of the 12 IP regimes provided by OECD member countries in 2015 had a nexus requirement. Almost all of 
these countries were members of the European Union, who were prohibited by the Treaty on the Functioning of the 
European Union from imposing a nexus requirement (Evers, Miller, and Spengel 2015). Nevertheless, some of these 
countries imposed local development requirements that partially linked the tax benefit and the performance of R&D.

4	 In a globally coordinated tax system, the optimal policy would be either a uniform corporate income tax rate, or a 
higher tax rate on IP income if it generates above-normal profits (Haufler and Schindler 2020). A higher rate could be 
appropriate because taxing above-normal profits, or rents, does not affect the optimal level of investment.
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the 2000-2012 period responded to implementation of a patent box in one of the jurisdictions in which they 
operate. The authors find that firms increase their patent output in response to the reduction in the after-tax cost 
of investing in R&D arising from implementation of a patent box.

A third argument in favour of an IP Box is that it can encourage additional commercialization activity. For 
this to occur, however, all income from qualifying IP assets must qualify for special treatment. Firms with royalty 
income and other explicit returns to IP assets developed from R&D performed in Canada would not need to 
undertake commercialization activity in Canada to benefit from the preferential rate. It would be sufficient to 
book the royalty income in Canada. In contrast, if the return to IP assets is embedded in the price of products 
sold, the preferential rate can only be accessed if the real activity takes place in Canada. 

Additional commercialization activity has several potential benefits. Pantaleo, Poschmann, and Wilkie (2013) 
draw attention to how co-locating R&D and commercialization activities can lead to favourable agglomeration 
effects. Many commentators focus on the quality of jobs – particularly relatively high wages – created by 
innovative firms, implicitly suggesting that subsidy-induced changes in the composition of employment will 
raise overall income. Balsillie (2021), chair of the Canadian Council of Innovators, highlights the role of above-
normal profits, or rents,5 earned by innovative firms that can be shared by investors and workers. 

The “good jobs” approach contrasts with the conventional economic analysis that market forces allocate 
capital and labour to their best uses, which implies that policy-induced shifts in the composition of output cannot 
raise real income. However, markets deviate from the competitive ideal, leaving open the possibility that policy-
induced shifts in real activity will improve economic performance. There is abundant evidence of large and 
persistent productivity differentials across firms in the same industry that are observably similar.6 This finding 
implies that some firms are obtaining returns higher than those available in a perfectly competitive market. 
Further, there is evidence that these above-normal profits are being shared with workers.7

Although none of the evidence is based on an analysis of R&D-intensive firms, it is plausible to argue that a 
policy-induced increase in commercialization activity in Canada would raise productivity and hence incomes in 
Canada. However, some caution is appropriate. Card et al. (2018) find evidence that high-productivity firms hire 
more productive workers and pay wage premiums to all workers, but state that more analysis is required before 
they could recommend that governments pursue industrial policies in a bid to raise national income. It is difficult 
to identify firms that are earning rents. Relatively high wages may reflect skill differences rather than rents being 
shared, and relatively high profits may include compensation for risk. Further, even if some R&D-intensive firms 
are earning rents and are sharing them with workers, an expansion of the sector may draw workers and capital 
from other firms that are also earning above-normal profits.

A Comparison with the SR&ED investment tax credit

In contrast to the SR&ED investment tax credit, which is payable when the R&D is performed, the tax benefit 
from an IP Box is paid only if the R&D has been successfully commercialized. Firms performing R&D do not 

5	 In a market economy, competition generally drives down the rate of return on investment to the firm’s cost of capital. 
If firms exceed this competitive rate of return, they are earning rents.

6	 The existence of industry-level rents has also been examined. This evidence is less compelling given the difficulty of 
adequately controlling for differences in firm or worker characteristics. An exception is Green (2015), who finds 
evidence of industry-level rents using Canadian data by comparing wages in a given sector in different cities. 

7	 See Lester and Warda (2020) for a more detailed review of the evidence referred to in this paragraph.
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expect all projects to be successful, so the hurdle rate for investing rises to compensate for unsuccessful projects. 
An IP Box therefore implicitly subsidizes all R&D performed, not just successful projects. The question remains, 
however: do firms react the same to an incentive received before they make an investment (ex ante) as to ex post 
incentives that have the same present value? Both measures raise the expected return on R&D investment by a 
known amount, so unless a firm is credit-constrained they should have the same impact on investment. Large 
firms are likely to be able to finance investment with internal cash flow or by accessing financial markets. In 
contrast, many start-ups and small firms would respond less strongly to an ex post incentive because of limited 
cash flow and limited access to financial markets.8

An IP Box could affect the composition of investment by, for example, restricting the type of IP asset that 
would qualify for a tax preference. The reduction in the tax rate could also affect the composition of investment. 
Loss offset provisions (e.g., carry forwards) in the corporate income tax system cause governments to share in 
both profits and losses. This reduces the variance of returns, which may increase risk-taking. Empirical studies, 
for example Langenmayr and Lester (2017), find that risk taking rises with the corporate income tax rate. The 
lower IP Box rate would therefore encourage a shift in R&D spending to lower risk projects.

Not all analysts expect a strong response of R&D to an IP Box. For example, Gaessler, Hall, and Harhoff 
(2021) conclude that Patent Boxes are a “relatively inefficient” way of stimulating inventive behaviour. This 
conclusion reflects in part the assumption that only income from patented inventions would be eligible for 
preferential treatment. Allowing all IP income to be taxed at a lower rate eliminates the incentive to favour 
patented inventions over other inventions. 

The analysis in this section suggests that a preferential tax rate on IP income is likely to be a more cost-
effective way to promote innovation by large firms than an equivalent increase in the SR&ED investment tax 
credit. Cost effectiveness is defined here as the net social benefit per dollar of tax revenue forgone while the net 
social benefit is defined as the increase in aggregate real income arising from the policy initiative. Knowledge 
spillovers arising from R&D are an unambiguous social benefit and are likely to be similar per dollar of 
additional R&D for both measures. An IP Box will be more costly to administer and comply with relative to 
program benefits than an increase in the SR&ED credit (Box 1) while the other social costs are likely to be 
similar for both measures. However, the lower fiscal cost of a patent box is highly likely to tip the balance in 
its favour. The additional commercialization activity arising from an IP Box could provide a further advantage. 
Since the SR&ED investment tax credit ranks highly in terms of cost effectiveness among economic development 
subsidies (Lester 2018), an IP Box is certain to compare favourably to other business subsidies.

The benefit-cost analysis presented in Lester (2021) indicates that support for R&D performed by large firms 
is below its optimal level, which means that additional support would increase the net social benefit.9 It would 
therefore be good public policy to maintain the SR&ED tax credit at its current level when implementing an IP 
Box.10

8	 Another way to make this point is that the discount rate used to calculate the present value of an ex post incentive 
would be much higher for credit-constrained firms than for other firms.

9	 The combined federal-provincial effective subsidy rate from tax credits is 18 percent compared to an optimal value of 
25.5 percent. 

10	 Since the SR&ED regular credit is below its optimal value it would be good public policy to raise the credit rate, but 
this issue is independent of the decision to implement an IP Box. 
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Box 1: IP Box Compliance Costs

Relatively high compliance costs of IP Boxes are a potential concern. Participants in the preferential IP 
income regime will have to implement a tracking and tracing regime to demonstrate that income earned 
is linked to R&D performed and that only qualifying IP income benefits from the preferential tax rate. 
Identifying embedded income could be particularly burdensome. Fortunately, Canada will be able to 
benefit from experience in Quebec and other jurisdictions when implementing an IP Box. 

Complying with the reporting requirements of an IP Box absorbs resources that could have been 
used productively elsewhere, which reduces the net social benefit of the preferential regime. There is no 
evidence available on compliance costs for IP Boxes. However, average compliance costs for the regular 
SR&ED tax credit provide a useful benchmark. These compliance costs represent 4.6 percent of tax 
credits claimed (Lester 2012) and reduce the SR&ED subsidy rate by the same percentage.a As discussed 
in Box 3, the implicit R&D subsidy from an IP Box will be about one-quarter the size of the subsidy 
provided by the regular R&D credit. If the dollar amount of compliance costs is the same for both 
programs, their impact on the R&D subsidy rate arising from an IP Box would be four times greater than 
for the SR&ED subsidy, reducing it by 18.4 percent. This is likely to be an overstatement since large firms 
claiming the regular SR&ED tax credit already incur costs to demonstrate that they are performing R&D, 
which reduces the cost of participating in a preferential IP regime. While substantial, compliance costs 
are not likely to be high enough to restrict participation in a preferential regime for IP income.

a	 Average compliance costs as a share of the subsidy provided can be written as c/(sRD)=.046, where c = 
compliance costs, s is the subsidy rate (12%), and RD is the level of R&D investment. The reduction in the 
effective subsidy rate arising from compliance costs (c/RD) is given by 12%*.046 = .55%, which is, of course, 
4.6% of the subsidy rate.

Choosing the Preferential Rate 

The preferential rate on IP income should be set low enough to discourage outbound profit shifting and to 
make Canada an attractive location for commercialization activities. Almost all the 140 members of the OECD/
G20 Inclusive Framework on BEPS, including all tax havens, have agreed in principle to impose a 15 percent 
minimum corporate tax rate on large MNEs, with a target effective date of 2023 (OECD 2021).11 The 15 
percent minimum is an effective rate (taxes paid divided by income earned) calculated by jurisdiction for 

11	 The US imposed a minimum tax on the foreign earnings of US companies in 2017. The Global Intangible Low-taxed 
Income (GILTI) rules will be assessed in 2022 by the OECD to determine if they can coexist with the global minimum 
tax rules. 
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each “in scope” MNE.12 If the effective rate is less than 15 percent, the MNE pays a top-up tax to bring it up 
to the minimum rate.13 Tax havens therefore would have no incentive to undercut the minimum rate. While 
countries implementing an IP Box could set the preferential rate below the minimum if the overall effective tax 
rate remains above 15 percent, such an approach is unlikely to be cost effective. If the agreement is ratified by 
enough countries,14 setting the IP Box rate at 15 percent, or slightly above, could eliminate outbound shifting of 
IP profits over time. Since the nexus requirement prevents IP Boxes from being used to attract mobile IP income, 
undercutting the minimum rate would not result in a further increase of the tax base. 

A preferential tax rate on IP income is also intended to affect the location of commercialization activity. 
Canada’s key competitor for commercialization activity is the US. The relevant comparison tax rate when 
assessing where to invest to serve the US market is about 26 percent, the combined federal-state rate.15 Most 
other developed countries have general corporate income tax rates well above 15 percent. The exception is 
Ireland, which has a 12.5 percent rate. However, even with such a low statutory rate, the minimum effective rate 
may not come into play since the agreement contains a “carve out” that allows a jurisdiction to offer incentives to 
attract tangible investments.16

Nevertheless, the IP Box rate should be aligned with the global minimum tax rate. The preferential rate could 
be set slightly higher than the minimum. Profit shifting could be eliminated with a rate above 15 percent because 
firms incur costs, including reputational risk, setting up and maintaining the infrastructure required to shift 
profits (Pantaleo, Poschmann, and Wilkie 2013, 5). However, the tipping point for eliminating profit shifting will 
be pushed down by the costs incurred by firms to participate in the preferential IP regime. 

Federal-provincial Issues

Achieving the target rate through federal action has two key advantages over relying on provincial initiatives. 
A national program would not create barriers to the interprovincial mobility of R&D, which would arise if 
provincial programs include a provincial nexus requirement. A national program would also result in lower 
administration and compliance costs. A federal program could be implemented as a tax credit or as a deduction 
from taxable income. If the federal government implemented a preferential IP regime with a tax credit, it would 
bear the entire cost of the program. In addition, provincial governments would receive a windfall tax revenue 
gain from the reduced outflow of IP profits.

12	 The effective tax rate is lower than the statutory tax rate due to deductions and exclusions from income, and credits 
against tax payable. 

13	 The top-up tax may be imposed by either the home or host country of the MNE.

14	 The agreement contains a “backstop” rule (the Under-Taxed Payments Rule) to ensure that MNEs are subject to the 
minimum tax even if they operate in or through other jurisdictions that have not ratified the agreement. 

15	 The relevant comparison rate when assessing the US as a location to serve other markets is the tax rate on foreign-
derived intangible income (FIDI), which is about 15 percent. 

16	 The base for the effective rate calculation can be reduced to account for substantive activity occurring in a jurisdiction. 
The reduction is 5 percent of the sum of the value of tangible assets and payroll costs in the jurisdiction.
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In contrast, implementing the IP Box as a deduction would de facto constrain all provinces except Alberta 
and Québec to participate in the federal initiative. (Other provinces have signed tax collection agreements 
that require them to use the same tax base as the federal government.) The federal government could reduce 
the combined tax rate on IP income in tax collection provinces from about 27 percent to about 16.5 percent 
by providing a 40 percent deduction from IP income. Saskatchewan already has a preferential regime that 
reduces the IP income tax rate to 6 percent. With a 40 percent reduction in the tax base, the combined federal-
Saskatchewan rate on IP income would be about 13 percent. This is likely to be below the revenue-maximizing 
rate, so Saskatchewan would have an incentive to raise its preferential IP rate.17

Participation by Alberta and Quebec, which have not signed tax collection agreements, would be optional. 
No special considerations arise for Alberta, but Quebec also has a preferential IP regime. Quebec’s regime taxes 
selected IP income earned in Quebec at 2 percent, a 9.5 percentage point rate reduction from the standard 
rate for large firms. If the federal government provided a 40 percent deduction, reducing the federal rate to 9 
percent, the combined rate in Quebec would fall to 11 percent. Quebec would have an incentive to increase its 
preferential rate, particularly if the effective tax rate on some MNEs operating in the province were to fall below 
15 percent.

If reducing the tax rate on IP income to 16.5 percent is low enough to eliminate IP profit shifting, the impact 
on the fiscal cost of the preferential regime could be substantial. The net fiscal cost is the loss of tax revenue on 
IP profits booked in Canada less the revenue gain on profits that would have been shifted to other jurisdictions.18 
For a given tax rate reduction, the net fiscal cost depends on the ratio of profits that would have been shifted 
abroad to profits booked in Canada. If no IP profits would have been shifted abroad, a 40 percent deduction 
applicable federally and in tax collection provinces would reduce tax revenues on IP income by 40 percent. If 
profits shifted abroad are slightly more than 60 percent of profits booked in Canada, the overall net fiscal cost 
would be zero (Figure 1). 

In the absence of a global minimum tax, Canada’s key competitor for mobile IP income would be Barbados. 
The corporate income tax rate schedule in Barbados is regressive. The rate on the first million Barbados dollars 
(C$630,000) of taxable income is 5.5 percent, falling to 1 percent for taxable income exceeding 30 million 
Barbados dollars (C$19.7 million). In addition, Barbados has a tax treaty with Canada that facilitates profit 
shifting.19 In order to discourage shifting IP income to Barbados, the combined federal-provincial corporate 
income tax rate would have to fall to about 2 percent. Such a low rate would result in a large percentage loss of 
tax revenue on IP income.

17	 The Saskatchewan program does not impose a nexus requirement, making it incompatible with the OECD guidelines. 
It is scheduled to sunset in 2026.

18	 As discussed below, allowing income from existing IP to qualify for the tax preference would encourage repatriation of 
IP income that has been shifted abroad.

19	 The International Business Companies provision also facilitates profit shifting to Barbados. This measure was 
eliminated effective January 2020 after it was classified as a harmful tax practice by the OECD. The impact of this 
change on the ability to shift profits into Barbados is not clear. 
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Other Design Features of an IP box

The 2015 OECD report on harmful tax practices (OECD 2015) sets out guidance for determining the income that 
may be taxed at a preferential rate (Box 2). The guidance is flexible enough to capture virtually all the income 
generated from successful R&D projects. The OECD recommendations have been almost universally accepted.20

In addition to requiring a linkage to R&D performed in Canada, a well-designed IP Box would apply the 
preferential tax rate to the income that arises from all assets created by performing R&D, as permitted in the 
OECD guidance. IP income is both explicit, arising from royalties and other licensing arrangements, and implicit, 
arising from the in-house commercialization of IP and from IP assets used to reduce in-house production costs. 

20	 A potential exception is the US, which taxes foreign-derived intangible income (FDII) at a preferential rate. Since 
the preference is based on export earnings, it is likely to be considered a harmful tax practice. An assessment of this 
measure by the OECD-sponsored Forum on Harmful Tax Practices has been suspended given the intention of the US 
administration to eliminate it.

Figure 1: Percentage Change in Tax Revenue Arising from an IP Box  
Federal Government and Tax Collection Agreement Provinces – 10.4 Percentage Point Rate Reduction

Source: Author’s calculations based on assumptions about where IP profits are booked.
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Box 2: OECD Guidance on Preferential IP Regimes

Intellectual property assets qualifying for preferential treatment comprise patents and other assets 
that are functionally equivalent to patents. The OECD guidelines specifically mention copyrighted 
software, utility models, protection granted to plant and genetic material, orphan drug designations, and 
extensions of patent protection as assets that are functionally equivalent to patents. Correspondence with 
OECD officials has confirmed that this list is not exhaustive. Notably, assets developed from R&D and 
protected by trade secrecy are qualified assets. This is an important consideration because a substantial 
fraction of inventions is protected by trade secrecy and such assets can be assigned or licenced to other 
parties, much like patents. 

The broad definition of qualifying assets is, in principle, particularly beneficial for smaller firms who 
have a lower propensity to patent inventions. However, it may be difficult for smaller firms to demonstrate 
that assets not protected by patents qualify for preferential treatment. As a result, inventions by smaller 
firms that could be patented (i.e., they embody ideas that are non-obvious, novel, and useful) may be 
certified as qualifying assets by a government agency that is independent of the tax administration.

In Canada, inventions resulting from R&D can be protected by patents, data protection for innovative 
(orphan) drugs under the Food and Drug regulations, Certificates of Supplementary Protection for 
patented drugs, software copyright, plant breeders’ rights, and trade secrecy. It is therefore reasonable to 
conclude that all successful R&D projects will result in qualifying IP assets. Note that while copyrighted 
software, which is generally the result of R&D, is a qualified asset, other copyrighted assets are not. 
Marketing-related assets such as trademarks are not considered qualifying IP assets since they are not 
developed from R&D. 

Income derived from qualifying assets may include royalties, capital gains and other income from the 
sale of the asset, and “embedded” income from the sale of products and the use of processes directly 
related to the qualifying IP asset. Income qualifying for the preferential rate must be net of expenditures 
incurred in the same year to earn that income. 

The nexus requirement is implemented by applying the share of qualifying expenditures on R&D 
in total R&D expenditures to qualifying income. Jurisdictions may adopt their own definitions of 
qualifying expenditures, subject to the general constraint that they include only the types of spending that 
typically qualify for R&D tax credits. R&D outsourced to unrelated parties may be included in qualifying 
expenditures. In addition, a portion of the cost of acquiring IP assets and R&D outsourced to related 
parties may be included in qualifying expenditures. The adjustment is capped at 30 percent of qualified 
R&D spending, with the further constraint that the nexus ratio cannot exceed unity. However, jurisdictions 
outside of the European Union may include all R&D outsourced to related parties resident in the 
implementing jurisdiction. 

The modified nexus guidance contains provisions to prevent disadvantaging firms that undertake R&D 
that cannot be linked to a specific IP asset. The nexus ratio can be increased by including “general and 
speculative R&D” in qualifying spending on R&D as well as in total R&D. Without this adjustment, the 
nexus ratio would decline and only part of income from IP assets would benefit from a lower tax rate for 
firms undertaking general and speculative R&D.
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Implicit IP income is described as “embedded” IP income in the OECD guidance. Excluding embedded income 
from preferential treatment would cause distortions in the type of R&D undertaken and affect the decision to 
protect intellectual property with patents or by other means.21 The preferential rate should also apply to capital 
gains and other revenue from the sale of IP assets. 

The OECD guidance allows some exceptions to the nexus requirement. For jurisdictions outside of the 
European Union:

•	 R&D outsourced to unrelated parties may be included in qualified spending, while R&D outsourced to 
related parties may be included only if the performer is in the implementing jurisdiction. 

•	 Acquired IP and R&D outsourced to related parties not in the implementing jurisdiction can be included 
in qualifying expenditures, capped at 30 percent of otherwise qualifying R&D spending. 

Consistent with the SR&ED tax incentive, qualified spending should include only R&D performed in-house or 
outsourced to unrelated parties resident in Canada. Acquired IP should qualify only if it is developed from 
R&D performed in Canada. Further, since income from the sale of the asset would be taxed at a preferential 
rate, allowing the purchaser of IP developed in Canada to benefit from the lower rate would amount to double-
dipping. Either the seller or the buyer should benefit from the preferential tax regime, but not both. 

The OECD guidance requires that the preferential rate be applied to qualifying income net of expenses 
incurred in the same year. Expenses incurred during the commercialization phase are therefore deducted at the 
incentive rate22 while R&D expenses incurred to develop the IP asset were deducted at the regular rate. With this 
approach, a 10 percentage point tax preference for IP income is roughly equivalent to a 2.8 percent investment 
tax credit for large firms (Box 3). Some countries opt for a more symmetric treatment of income and expenses 
by requiring that R&D expenses be “recaptured” and deducted from gross IP income, so the incentive rate 
determines their value. Adopting this approach in Canada would eliminate the subsidy provided by an IP Box. 
A Canadian IP Box should therefore not require that expenses incurred to perform the R&D be deducted from 
income at the preferential rate. 

There is no OECD guidance on the treatment of existing IP. Countries may choose to include existing IP in 
qualifying assets or to link qualifying IP to R&D performed after the implementation date. The impact on R&D 
will not change with the inclusion of existing IP. However, there will be a windfall tax reduction on IP profits 
booked in Canada and a tax revenue gain on repatriated IP profits. If profits from newly created IP are shifted 
abroad in the same proportion as profits from existing IP, including existing IP will raise the absolute value of 
the net fiscal cost or gain by a constant multiple as the ratio of profits shifted abroad rises relative to domestic 
profits.23 On the other hand, the tax reduction on income from existing IP assets will encourage repatriation 
of commercialization activity over time. The relative importance of profits shifted abroad should be a key 
determinant of whether to include or exclude existing IP from the preferential regime.

21	 See Boadway and Tremblay (2017) for a more detailed discussion. 

22	 Prior to adoption of the OECD guidance, some countries applied the preferential rate to gross IP income and allowed 
commercialization expenses to be deducted from non-IP income, so the value of the deduction was determined by the 
regular corporate income tax rate. This approach substantially increased the generosity of the IP regime. 

23	 Figure 1 above would look the same excluding and including existing IP assets, but the size of the tax base would be 
larger when existing IP assets are included.
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How should small firms be included in the preferential regime?

Small businesses should be encouraged to participate in the preferential IP regime by adopting the simplified 
approach permitted under the OECD guidance to determining qualifying IP assets for small firms. Some small 
firms could benefit from both an IP Box and the enhanced SR&ED tax credit (Box 4). Since support for small 
firms now exceeds the socially optimal level, the extra benefit should be offset by a reduction in the rate for all 
recipients of enhanced benefits. 

Conclusion

An IP Box would encourage firms to undertake more R&D and to commercialize more of it in Canada. If the 
tentative agreement to set a global minimum corporate income tax rate is ratified by enough countries, setting 
the preferential rate at or slightly above the global minimum rate could eliminate outbound shifting of IP profits, 
which would substantially reduce the fiscal cost of the IP Box. A national program would be more efficient than 

Box 3: Effective R&D Subsidy Rate from an IP Box

An IP Box implicitly subsidizes R&D by reducing 
the tax rate applied to the income it generates. 
Lester and Warda (2018) develop a methodology 
to calculate this implicit subsidy in a user cost 
of capital framework. Assuming a 10 percent 
average rate of return on R&D investment, a 
two-year lag between performing the R&D and 
receiving commercialization income, and that the 
tax preference applies to all IP developed from 
R&D, a 10 percentage point tax preference for 
IP income would reduce the user cost of R&D 
capital by 2.8 percent (see Table). Assuming the 
average rate of return on R&D is 15 percent rather 
than 10 percent increases the implicit subsidy 
rate to 3.2 percent. By way of comparison, the 
federal 15 percent investment tax credit available 
to large firms reduces the user cost of R&D 
capital 12.1 percent. The calculation is made for 
profitable firms for both measures.

The Table also shows that deducting R&D expenses at the incentive rate rather than the regular 
corporate income tax rate would eliminate the implicit subsidy. Immediate deductibility of R&D  
expenses reduces the user cost of R&D capital 8.6 percent when net income is taxed at the regular rate 
of 26.2 percent. A 16.2 percent incentive rate reduces the benefit of expensing by 2.9 percentage points 
after adjusting for the time lag in applying the incentive rate.

Table: R&D Subsidy Rate from a 10% Point 
Tax Preference for IP Income1 – Large 
Profitable Firms

Notes: 
1. Income arising from R&D investment earning an average 
10 % return.
2. Current expenses incurred to commercialize R&D are 
deducted at the incentive rate. R&D expenses are deducted at 
the regular rate. See Lester and Warda (2018) for additional 
detail.
Source: Author’s calculations.

percent

IP income net of current expenses2 2.8

R&D expenses deducted at the 
incentive rate -0.1
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Box 4: Including Small Firms in the Preferential IP Regime

Firms with up to $10 million in capital are eligible for a refundable 35 percent federal SR&ED investment 
tax credit. This enhanced rate is reduced to the regular 15 percent as capital rises to $50 million. Firms 
with up to $10 million in capital and $500,000 in net income benefit from the special low income tax 
rate for small business, which is phased out as capital rises from $10 to $15 million. Firms that receive 
the enhanced SR&ED tax credit while paying the general corporate income tax rate would benefit from an 
IP Box, while firms paying the special low rate, which averages 11.7 percent including both federal and 
provincial taxes, would not. The benefit-cost analysis presented in Lester (2021) shows that adding to the 
already high level of support for R&D performed by small firms would harm rather than help economic 
performance.a The additional support provided to recipients of the enhanced credit through the IP Box 
should therefore be financed by a reduction in the rate for all recipients of enhanced benefits. 

A second issue is whether small firms (i.e., firms not paying the general corporate income tax rate) 
should be encouraged to participate in the preferential regime. One way to encourage participation 
would be to adopt the OECD guidance allowing firms with less than $11 million in revenue to use a 
less rigorous method than large firms to determine qualifying IP assets (Box 2). However, increased 
participation by small firms may not pass a benefit-cost test. Small firms are less likely than large firms 
to increase R&D spending in response to a backend subsidy and profit shifting would not reduce the 
fiscal cost of the tax preference. On the other hand, increased participation would encourage additional 
commercialization, in part by making takeover targets less likely to leave Canada. Adopting the OECD 
guidance could be seen as a quid pro quo for reducing the enhanced SR&ED rate.

Another way to encourage small firms to participate in the preferential regime would be to further 
reduce the special low income tax rate for small business as it applies to IP income. This initiative 
does not have much to recommend it. In general, small firms are less likely than large firms to adjust 
R&D spending in response to a back-end subsidy and the low cap on the income eligible for the small 
business rate further weakens this response. 

a	 The combined federal-provincial statutory credit rate is 42.5 percent for small firms and 20.1 percent for 
large firms. In addition, the federal Industrial Research Assistance Program tops up investment tax credits 
for about 2,000 small firms, bringing the total subsidy rate to 55 percent for these firms. The subsidy rate for 
R&D performed by smaller firms exceeds the rate that maximizes the net social benefit, so adding to support 
would reduce the net social benefit.

separate provincial initiatives. Further, since provincial governments would receive a windfall revenue gain from 
decreased outbound profit shifting, there is a strong case for the federal government to implement an IP Box 
using a deduction, which would reduce the tax base of provinces that have signed a tax collection agreement with 
the federal government. Participation by Quebec and Alberta, which have not signed tax collection agreements 
with the federal government, would be at their discretion. 
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In addition to aligning the preferential rate with the global minimum tax rate, the cost effectiveness of an IP 
Box will be maximized if:

•	 Qualified spending includes only R&D performed in-house or outsourced to unrelated parties resident in 
Canada and acquired IP developed from R&D performed in Canada.

•	 Income from all IP assets created from R&D, not just patents, qualifies for the preferential rate.

•	 Embedded IP income qualifies for the incentive rate.

•	 There is no recapture of R&D deductions.

A carefully designed IP Box would be a more cost effective way to stimulate innovation by large firms than an 
increase of equal value in the regular SR&ED investment tax credit. However, increased support for innovation 
by larger firms would be good public policy, so the IP Box should be implemented without reducing the regular 
SR&ED tax credit.
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