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THE NEW FEDERAL EXPLORATION
INVESTMENT TAX CREDIT

A Brief Explanation

On October 18, 2000, the Honourable Paul Martin, Federal Minister of Finance, introduced an
Economic Statement, popularly referred to as a “mini-budget,” which included a temippéoyation
Investment Tax Credfor flow-through share investors. This measure is specifically designed to re-
stimulate investor interest in mine exploration in Canada, which has been severely impacted by a deep
and protracted down cycle over the past four years affecting the sector worldwide.

The Exploration Investment Tax Credit (EITC) is a response by the federal government to a concerted
effort by the Prospectors and Developers Association of Canada over the past twelve months to garner
industry consensus across the country and develop national political support for the introduction of a
federal exploration incentive.

The mini-budget also included the lowering of the inclusion rate for the federal capital gains tax from
66 2/3% to 50%, an important measure designed to stimulate investment and entrepreneurship across all
sectors, including the mining industry.

The objective of thisCommuniqués to present the facts and implications of the EITC based on
information available as of November 3, 2000. The information and calculations set out below were
assembled with the assistance of the PDAC Taxation Committee and officials in the federal government.
However, investors are encouraged to consult with their own professional tax advisors.

What is it and how does it work?

The EITC will be available to those individuals (other than a trust) who invest in flow-through shares.
Currently the investor who purchases flow-through shares is allowed to deduct up to 100% of the cost
of those shares against personal income tax. The EITC will add to that benefit in the form of a 15% tax
credit (see part (a) on Table 1).

The EITC is a temporary measure covering eligible exploration expenditures incurred after October 17,
2000, and before 2004. The sunset provision means that exploration expenditures have to be incurred by
no later than the end of the day on December 31, 2003.

The fact that this is a non-refundable tax credit, not a tax deduction, means that it will act to reduce
federal income taxes to the maximum extent of the federal income taxes payable in that year or in any
following year.

Normally tax credits are applicable to an individual, corporation, partnership or trust. In this case, however,
the EITC will be available only to individuals. The expenses eligible to earn the credit can be renounced
to the individual directly, or indirectly through a partnership of which the individual is a member.

The investor may choose to carry forward the flow-through share deduction and apply it to a future
year instead of using it in the current year. At this time, it is not clear whether this provision will apply
to the EITC.
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Use of the tax edit will also act toeduce the westors Canadian Explation Expense (CEE) poolb
the amount of the tax edit daimed

What exploration expenditures will be eligble?

The EITC is designed to stirlate grassoots eploration. It is limited to actiity conducted fom or
above the surdice of the e#in and br the pupose of detenining the &istence locaion, extent or
guality of a mineal resouce as defied in thdncomeTax Act (seeAppendix B and C belw). Eligible
expenditues will indude pospecting; golagical, geoplysical and godemical sweys; and diling
(rotary, diamond percussion or other methods). Bulk sampling and the aoetgin of undeground
access to a minarresouce (shaftsgedines,adits,drifts, etc) will not be eligble.

How will it r elate to potential provincial tax credits?

Whetras the cuent flow-through shae deductions@ply to both £deal and povincial income tags,
the EITC aplies ony to the &deanl potion. However, the fedeal govemment has encoaged
provincial govemments to complement the EITC with a similar tax ineerdi the level they consider
appropriate. If provinces decide to inbduce a tax incem, there ae a umber of diferent options
available with respect to ho they may choose to sticture it. Some jusdictions mg decide to
introduce an enhanced deduction or thein éax cedit, the exact mebanics of vich may or may not
be the same as the EITC. Othary introduce a tax inceme which is resticted to irvestos who reside
in tha jurisdiction and to xploration work conducted in thgurisdiction.

When will it come into efect?

The EITC is in dect as of October 18000,0n the basis of Ways and Means Motion thavas passed
by patiament on October 19rhe motion will equir a corespondingVays and Means Bill to be
eventually passed yp patiament in oder for it to become la. However, the substance of tax meassir
introduced g aWays and Means Motion is usualinaintained in the subsequent bk sud, it is
unlikely tha the EITC will be dfected ly the outcome of the upcoming election.

Due to the nare of paliamentay sthedulesJong peiods of time can occur bedgn the passing of a
Ways and Means Motion and the megponding bill (6r instancetheWays and Means Billdr the 2000
federl budget has et to eceve final reading in pdiament). Because of thid, is a long-standing
practice of Canada Customs andv&eie to administer umlget items vinich have been passed as a
motion, but not et as a billas if theg were aliead in effect.All the tax danges in the mini-bdget,
including the EITCwill be treaed in this manner

How does the EITC compae with the former
Miner al Exploration Depletion Allowance (MEDA)?

As illustrated by the compason of par (a) to pat (b) in Table 1,it can be corladed thathe EITC
benefi to the ivestor would be maginally better than theetleal potion of the Mineal Explostion
DepletionAllowance (ME\) which existed in the 1980syere this pogram to be e-introduced todga

The potential dr a distinction beteen the EITC and ME®occuss & the povincial level. For MEDA
the funds could be spentyavhere in Canada tceceve the tax sangs. For the EITC it dpends entily
on whether or not the pvinces and teitories intoduce a tax incem@ and hw it is stuctured As
staed edlier, provinces m§ decide to estict their tax incentie to esidents of thigprovince or etend
it to residents of other Canadianigdictions.



Table 1: [llustr ation of new federal tax credit vs.
former Mineral Exploration Depletion Allowance (MEDA)

Investor incus g-assoots
exploration expenses $ 1,000.00

Fedenl tax rtes br different irvestos 29% 26% 22% 16%

a) Fedenl tax reduction fom curent fow-
through shaes (FTS) deduction plus the EITC

Equity investment $1,000.00 $1,000.00 $1,000.00% 1,000.00
Less EITC 815% - $150.00 - $150.00 - $150.00 - $150.00
Net deductite expensé") $850.00 $850.00 $850.00 $850.00
Value of £deal tax deduction $246.50 $221.00 $187.00 $136.00
Plus EITC 415% $150.00 $150.00 $150.00 $150.00
Total net &deal tax eduction $396.50 $371.00 $337.00 $286.00

b) Fedearl tax reduction fom curent fbw-
through shaes (FTS) and thefmer Mineal
Exploration DepletionAllowance (MER\)

Equity investment $1,000.00 $1,000.00 $1,000.00 $1,000.00
MEDA premium (133%) $1,333.33 $1,333.33 $1,333.33 $1,333.33
Fedenl tax eduction $386.57 $346.58 $293.26 $213.28

(1) This amount will not educe the $1,000 to $850 in theay in which the fbw-through shae is
purchased the CEE is deductednd the adit is daimed The $150 imestment tax edit will be
included in income in theoflowing year As a lesult,the tdle shavs the net déct to the taxpger over
a two year peiod.

Appendix A Excerpt from the Ways and Means Motion tcAmend the IncomeTax Act,
as presented to the House of Commongytihe Honourable Paul Martin,
Minister of Finance, October 18,2000

“Flow-Through Shaes

Tha the definition “investment tax @dit” in subsection 127(9) of th&ct be amended to gvide a
15 per cent nonefunddle investment tax @dit to an indridual (other than aust) for expenses

(@) incured ty a coporation after October 172000 and befre 2004,

(b) renounced indvour of the indiidual (directly, or indirectly through a panership of which the
individual is a member) psuant to a @w-through shae agreement made after October 2000,

(c) incured in conducting miningx@loration actvity from or dove the suidice of the e#n for the
purmpose of detenining the &istence or lodion of a mineal resouce desdbed in paagraph (a)
or (d) of the defiition “mineral resouce” in subsection 248(1) of thct, and

(d) tha would be desdped in paagraph (f) of the defiition “Canadian gploration expense”in
subsection 66.1(6) of thct, if that palegraph were read without the wrds“digging test pits and
preliminary sampling”in subpaagraph (v) thereof, and thathe indvidual's curulative Canadian
exploration expense gary time in a taxaon year be educed @ the amount of this edit daimed
for a peceding taxdgon year’



Appendix B Definition of “miner al resouice” as it gopears in subsection 2438(1)

of the federal Income Tax Act

“miner al resouice” means

a)
b)
c)
d)

base or pEcious metal dmsit
a coal dposit
bituminous sands gesit or oil shale dmosit,or

a mineal deposit in espect of wich

i) the Minister of N&ural Resoutes has céfied tha the pmcipal mineal extracted is an
industial mineral contained in a non-bddd d@osit,

i)  the pincipal mineal extracted is ammoniteggnstonecalcium dloride, diamond gypsum,
halite, kaolin or sylvite or

i) the pincipal mineal extracted is silica thas extracted fom sandstone or quaite

Appendix C Definition of grassioots eploration as it gopears in Section 66.1(6)

of the federal Income Tax Act

ary expense incued ly the taxpger (other than arxeense incued in dilling or completing an

oil or gas well or in kuilding a tempaary accessaad to,or prepaling a site in espect gfary sud

well) for the pupose of detenining the gistencelocdion, extent or quality of a minat resouce

in Canada inading ary expense incued in the coige of

i)  prospecting

i) carying out geolagical, geoplysical or gothemical suveys

iif)  drilling by rotary, diamond percussion or other methods,

iv)  trending, digging test pits and ptiminaly sampling

but not induding

v) ary Canadian deslopment gpenseor

vi) ary expense thmay reasonbly be considexd to be elaed to a mine thishas come into
production in easonble commecial quantities or to beetaed to a potential or actual
extension thezof.

For further information, contact Dave Comba & the PDAC, telephone 416 362 196%xt. 233;
fax 416 362 0101; email dcomba@pdaa
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