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REVIEW QUESTIONS AND SOLUTIONS 

CHAPTER 1

TAXATION― ITS ROLE IN BUSINESS DECISION MAKING
Review Questions

1. 
If income tax is imposed after profits have been determined, why is taxation relevant to business decision making?

2. 
Most business decisions involve the evaluation of alternative courses of action. For example, a marketing manager may be responsible for choosing a strategy for establishing sales in new geographical territories. Briefly explain how the tax factor can be an integral part of this decision.

3. 
What are the fundamental variables of the income tax system that decision makers should be familiar with so that they can apply tax issues to their areas of responsibility?

4. 
What is an “after-tax” approach to decision making?

Solutions to Review Questions
R1-1
Once profit is determined, the amount of income tax that results is determined by the Income Tax Act. However, at all levels of management, alternative courses of action are evaluated and decided upon. In many cases, the choice of one alternative over the other may affect both the amount and the timing of future taxes on income generated from that activity. Therefore, the person making those decisions has a direct input into future after‑tax cash flow. Obviously, decisions that reduce or postpone the payment of tax affect the ultimate return on investment and, in turn, the value of the enterprise. Including the tax variable as a part of the formal decision process will ultimately lead to improved after‑tax cash flow.

R1-2
Expansion can be achieved in new geographic areas through direct selling, or by establishing a formal presence in the new territory with a branch office or a separate corporation. The new territories may also cross provincial or international boundaries. Provincial income tax rates vary amongst the provinces. The amount of income that is subject to tax in the new province will be different for each of the three alternatives mentioned above. For example, with direct selling none of the income is taxed in the new province, but with a separate corporation all of the income is taxed in the new province. Because the tax cost is different in each case, taxation is a relevant part of the decision and must be included in any cost‑benefit analysis that compares the three alternatives [Reg 400-402.1].

R1-3
A basic understanding of the following variables will significantly strengthen a decision maker's ability to apply tax issues to their area of responsibility.

	Types of Income


	‑
	Employment, business, property, capital gains

	Taxable Entities


	‑
	Individuals, corporations, trusts

	Alternative Business
	‑
	Corporation, proprietorship, partnership, limited

	  Structures


	
	partnership, joint ventures, income trusts

	Tax Jurisdictions
	‑
	Federal, provincial, foreign


R1-4
All cash flow, whether it relates to revenues, expenses, asset acquisitions or divestitures, or debt and equity restructuring, will have an impact on the amount and timing of the tax cost. Therefore, cash flow exists only on an after‑tax basis and every decision necessarily has a tax impact whether or not the ultimate result of the decision is successful. An after‑tax approach to decision‑making requires each decision‑maker to think "after‑tax" for every decision at the time the decision is being made and to consider alternative courses of action to minimize the tax cost, in the same way that decisions are made regarding other types of costs.

 
Failure to apply an after‑tax approach at the time decisions are made may result in a permanently inefficient tax structure, and provide inaccurate information for evaluation.

CHAPTER 2

FUNDAMENTALS OF TAX PLANNING
Review Questions

1. 
“Tax planning and tax avoidance mean the same thing.” Is this statement true? Explain.

2. 
What distinguishes tax evasion from tax avoidance and tax planning?

3. 
Does the Canada Revenue Agency deal with all tax avoidance activities in the same way? Explain.

4. 
The purpose of tax planning is to reduce or defer the tax costs associated with financial transactions. What are the general types of tax planning activities? Briefly explain how each of them may reduce or defer the tax cost.

5. 
“It is always better to pay tax later rather than sooner.” Is this statement true? Explain.

6. 
When corporate tax rates are 15% and tax rates for individuals are 40%, is it always better for the individual to transfer his or her business to a corporation?

7. 
“As long as all of the income tax rules are known, a tax plan can be developed with certainty.” Is this statement true? Explain.

8. 
What basic skills are required to develop a good tax plan?

9. 
An entrepreneur is developing a new business venture and is planning to raise equity capital from individual investors. Her advisor indicates that the venture could be structured as a corporation (i.e., shares are issued to the investors) or as a limited partnership (i.e., partnership units are sold). Both structures provide limited liability for the investors. Should the entrepreneur consider the tax positions of the individual investors? Explain. Without dealing with specific tax rules, what general tax factors should an investor consider before making an investment?

10. 
What is a tax avoidance transaction?

11. 
“If a transaction (or a series of transactions) that results in a tax benefit was not undertaken primarily for bona fide business, investment, or family purposes, the general anti-avoidance rule will apply and eliminate the tax benefit.” Is this statement true? Explain.

Solutions to Review Questions
R2-1 
There is a distinction between tax planning and tax avoidance. Tax planning is the process of arranging financial transactions in a manner that reduces or defers the tax cost and that arrangement is clearly provided for in the Income Tax Act or is not specifically prohibited. In other words, the arrangement is chosen from a reasonably clear set of options within the Act.


In contrast, tax avoidance involves a transaction or series of transactions the main purpose of which is to avoid or reduce the tax otherwise payable. While each transaction in the process may be legal by itself, the series of transactions cause a result that was not intended by the system.

R2-2 
Both tax planning and tax avoidance activities clearly present the full facts of each transaction, allowing them to be scrutinized by CRA. In comparison, tax evasion involves knowingly excluding or altering the facts with the intention to deceive. Failing to report an amount of revenue when it is known to exist or deducting a false expense are examples of tax evasion.

R2-3 
CRA does not deal with all tax avoidance transactions in the same way. In general terms, CRA attempts to divide tax avoidance transactions between those that are an abuse of the tax system and those that are not. When an action is considered to be abusive, CRA will attempt to deny the resulting benefits by applying one of several anti‑avoidance rules in the Income Tax Act.

R2-4
There are three general types of tax planning activities: 

· Shifting income from one time period to another. 

· Transferring income to another entity. 

· Converting the nature of income from one type to another.


Shifting income to another time period can be a benefit if it results in a lower rate of tax in that other period. Even if a lower rate of tax is not achieved, a benefit may be gained from delaying the payment of tax to a future time period. By shifting income to an alternate taxpayer (for example, from an individual to her corporation), the amount and timing of the tax may be beneficially altered.


There are several types of income within the tax system such as employment income, business income, capital gains and so on. Each type of income is governed by a different set of rules. For some types of income both the timing and the amount of income recognized is different from other types. By converting one type of income to another, a benefit may be gained if the timing of income recognition and/or the amount recognized is favorable.

R2-5 
The statement is not true. Paying tax later may be an advantage because it delays the tax cost and frees up cash for other purposes. However, the delay may result in a higher rate of tax in the future year compared to the current year. In such circumstances there is a trade off between the timing of the tax and the amount of tax payable.

R2-6 
There is not always an advantage to transfer income to a corporation when the corporate tax rate is lower than that of the individual shareholder. While an immediate lower tax rate results, remember that the corporation may be required to distribute some or all of its after‑tax income to the shareholder which causes a second level of tax. Whether or not an advantage is achieved depends on the amount of that second level of tax and when it occurs. Other factors may also be relevant such as the tax treatment of a possible business failure or sale.

R2-7 
The statement is not true. Knowing the tax rules is, of course, a major element in the tax planning process but it does not guarantee the expected outcome. Planning means that certain steps are taken now in preparation for certain activities that may occur in the future. However, those anticipated activities might not occur and the desired tax result may not be achieved. Tax planning also requires that one must anticipate and speculate on possible future scenarios and relate them to the current tax planning steps. Those scenarios are never certain.

R2-8 
To develop a good tax plan, one must be able to: 

· Understand the fundamentals of the income tax system. 

· Anticipate the complete cycle of transactions. 

· Develop optional methods of achieving the desired business result and analyze each of their tax implications. 

· Speculate on possible future scenarios and assess their likelihood. 

· Measure the time value of money. 

· Place the tax issue in perspective by applying common sense and sound business judgement.

· Understand the tax position of other parties involved in the transaction.

R2-9 
Yes, the entrepreneur should consider the tax position of the potential investors. They will be taking a risk in accepting the investment. If the entrepreneur knows the tax effect on the investors of each alternative organization structure, the entrepreneur can choose the one that provides investors the most favorable tax treatment (i.e., one that reduces their after-tax loss if the investment fails, or increases their after-tax income if it succeeds). Before making the investment the investor should determine the tax impact on: 

· Income earned by the venture. 

· Income distributed to the investor. 

· Losses incurred by the venture. 

· The loss of the investment if the venture fails. 

· The gain on the investment when it is eventually sold.

R2-10
A tax avoidance transaction is a term used within the general anti-avoidance rule (GAAR) of the Income Tax Act. An avoidance transaction is a transaction or series of transactions that results in a tax benefit and was not undertaken primarily for bona fide business, investment or family purposes [ITA 245].

R2-11
The statement is not true. In order for the tax benefit to be denied under the general anti- avoidance rule (GAAR), the transaction, in addition to not being primarily for bona fide business, investment or family purposes, must be considered to be a misuse or abuse of the income tax system as a whole. What constitutes a misuse or abuse is not always clear. However, certain avoidance transactions are permitted and others are not [ITA
245(3), IC 88-2].

CHAPTER 3

Liability for Tax, Income Determination, and Administration of the Income Tax System
Review Questions

1. 
Which of the following entities are subject to income tax?

(a) proprietorship

(b) individual

(c) joint venture

(d) trust

(e) limited partnership

(f) corporation

(g) partnership

2. 
Describe how the income earned by any of the non-taxable entities listed above is included in the Canadian tax system.

3. 
How and when does income earned by a corporation affect the tax position of an individual who is a shareholder?

4. 
In describing who is liable for tax in Canada, the Income Tax Act simply states, “An income tax shall be paid as hereinafter required upon the taxable income for each taxation year of every person resident in Canada at any time in the year.” Accepting that “person” includes both an individual and a corporation, briefly discuss the meaning and ramifications of this statement.

5. 
In what circumstances are non-residents subject to Canadian income tax?

6. 
Can a Canadian resident be subject to tax in Canada as well as in a foreign country on the same earned income? If yes, explain how. Also, what mechanism is available to minimize double taxation?

7. 
Explain the difference between net income for tax purposes and taxable income for the taxable entities.

8. 
Explain what is meant by the statutory scheme, and describe the scheme’s relevance to the Canadian income tax system.

9. 
For tax purposes, would you prefer that a financial loss be a capital loss or a business loss? Explain.

10. 
Explain the difference between income from property and a gain on the sale of capital property.

11. 
One often hears that “corporations are entitled to more deductions for tax purposes than individuals.” Based on your reading of Chapter 3, is this statement true? Explain.

12. 
If an individual earns a living as a lawyer, what possible categories of income, for tax purposes, may he or she generate? Describe the circumstances for each possible classification.

13. 
What types of income for tax purposes may result when a profit is achieved on the sale of property (e.g., land)?

14. 
Individual A, a Canadian resident, owns and operates a profitable small farm in North Dakota, U.S.A. He also has a large amount of money earning interest in an American bank. Individual B, also a Canadian resident, owns 100% of the shares of an American corporation that operates a profitable small farm in North Dakota. The corporation also has a large amount of money earning interest in an American bank.

Describe and compare the tax positions of these two individuals who conduct the same activities but use different organizational structures.

15. 
Jane Q owned an apple orchard for 20 years. During that time, she had cultivated a unique brand of apple that was popular with health food fans. Toward the end of the 20X0 growing season, Q became seriously ill and put the orchard up for sale. Q’s neighbour agreed to purchase the entire orchard for $250,000. It upset Q to have to sell at that time of year because that year’s crop was of high quality and in three weeks would have been ripe for picking.

What types of property might have been included in the total purchase price of $250,000? For tax purposes, what types of income might have been generated from the sale of the orchard? Explain your answer.

Solutions to Review Questions 
R3-1   Of the seven entities listed the following are subject to tax: 

· individuals

· corporations 

· trusts

R3-2
Proprietorships, partnerships, joint ventures and limited partnerships can all earn income as separate entities. However, for tax purposes the income is allocated annually to the owners of the entities and included in their income for tax purposes. The owners are normally one of the taxable entities, individuals, corporations or trusts.

R3-3 
A corporation is a separate legal entity distinct from its owners ‑ the shareholders. Consequently a corporation is taxed on its income earned in each taxation year. However, the after‑tax corporate profits may be distributed as a dividend to the individual shareholder. Upon receipt of the dividend the individual shareholder has earned property income (return on the share capital) and is subject to tax consequences at that time [ITA 12(1)(j),(k)].


Alternatively, if the corporation does not distribute the after‑tax profits but retains them for corporate use, the value of the shares owned by the shareholder will increase in value. If and when the shareholder disposes of the shares a capital gain may result due to the increased share value caused by the corporate earnings retained [ITA 40(1)(a)(i)].

R3-4 
This statement is important because it establishes the basic framework of the income tax system, who is liable for tax, and on what income. The statement indicates that tax is calculated on the taxable income of resident persons for each taxation year. By defining each of the relevant terms in the statement the general scope of the tax system is apparent. It is, therefore, necessary to define the terms person, resident, taxable income, and taxation year [ITA 2(1)].


As stated in the question, both individuals and corporations are considered to be persons for tax purposes. Therefore, resident individuals and resident corporations are liable for Canadian tax [ITA 248(1)].


Individuals are resident of Canada if they maintain a continuing state of relationship with the country. Whether or not an individual has a continuing state of relationship is a question of fact determined from the facts of each situation. To establish this relationship the courts consider the time spent in Canada, motives for being present or absent, the maintenance of a dwelling place, the origin and background of the individual, the routine of life, and the existence of social and financial connections. If an individual does not have a continuing state of relationship, the individual may be deemed to be a resident if the individual is present in Canada for 183 days or more in a particular year [ITA 250(1)(a)].


A corporation is a resident of Canada if it has been incorporated in Canada [ITA 250(4)].


Taxable income is defined as the person's net income for tax purposes minus a limited number of deductions. Net income for tax purposes consists of world income derived from five specific sources: employment, business, property, capital gains, and other sources. These sources are combined in a basic formula known as the statutory scheme. If income does not fit one of the above five categories, it is not taxable. Both individuals and corporations determine net income for tax purposes using the same set of rules.


Tax is calculated on taxable income for each taxation year. The taxation year of an individual is the calendar year. The taxation year for a corporation is the fiscal period chosen by the corporation, which cannot exceed one year, 53 weeks to be exact [ITA 249(1), 249.1(1)].

R3-5
A non‑resident individual or corporation is subject to Canadian income tax in a manner similar to a Canadian resident on taxable income earned in Canada if they are employed in Canada, carry on business in Canada, or dispose of taxable Canadian property [ITA 2(3)].


In addition, a non‑resident who does not have any of the above activities in Canada may be subject to a special withholding tax (a flat tax) on income which has its source in Canada [ITA 212]. (For example, dividends, rents royalties, certain management fees, and so on.)

R3-6
Yes. The resident of Canada is taxed on world income and the foreign country, which is the source of that income, may also impose tax. For example, a Canadian corporation which operates a business branch location in a foreign country will be taxable on the branch profits in both countries. In order to avoid double taxation, the Canadian tax calculation permits a reduction of Canadian taxes for foreign taxes paid on the same income [ITA 126(1), (2)].

R3-7
Net income for tax purposes consists of a taxpayer’s combined net income from employment, business, property, capital gains and other sources. The separate sources of income are combined in accordance with an aggregating formula which takes into account any losses from the above sources. Net income for tax purposes is determined by the same set of rules for individuals and corporations.

 
Taxable income is the base amount upon which the rates of tax are applied, and is determined by reducing a taxpayer's net income for tax purposes (above) by a limited number of specific deductions. While individuals and corporations use the same formula for determining net income, the calculation of taxable income is different. Deductions for individuals include a capital gains deduction on qualified properties, and unused losses of other years. Deductions for corporations include charitable donations, dividends from Canadian corporations and foreign affiliates, and unused losses of other years.

R3-8
The statutory scheme is the fundamental base of the income tax system. It is simply an aggregating formula which establishes the concept of a taxpayer's income for tax purposes in comparison to other concepts of income. The formula defines what types of income are subject to tax and how any related losses affect a taxpayer's income. As the formula is restricted to five basic types of income activities, the scope of the tax system is established. The formula establishes that, although a taxpayer may carry on several separate activities, each separate type of income is not taxed separately but rather forms part of a total concept of income. As a result, with the exception of capital losses, a loss from one activity within a specified time period may be offset against the income derived from other activities. 


In spite of the fact that the formula combines several types of income into a single income amount, each type of income is determined in accordance with its own sets of rules. The formula then binds them together and establishes their relationships.

R3-9 


A taxpayer would normally prefer that a loss incurred be a business loss as opposed to a capital loss. In accordance with the aggregating formula for computing net income, a business loss can be deducted from any other source of income which increases the opportunity to reduce taxes payable as soon as possible. A capital loss, on the other hand, can only be deducted against a capital gain and, therefore, its ability to reduce taxes payable is considerably restricted. In addition, only one-half of a capital loss is included as part of the aggregating formula [ITA 3(b)].


For example, a taxpayer who has employment income of $30,000 and a business loss of $30,000 has no net income under the aggregating formula and, therefore, no tax liability. However, if the same taxpayer has employment income of $30,000 and a capital loss of $30,000, a tax liability would be incurred because the net income for tax purposes would be $30,000 (from employment) and the capital loss would remain unused.

R3-10
Income from property is the return that is earned on invested capital. For example, dividends earned on shares of a corporation are property income because they represent the return from the ownership of capital property (the shares). On the other hand, a gain derived from the sale of capital property is considered to be a capital gain. Using the previous example, if the shares were sold at a profit the gain from that property would be a capital gain and not property income.

R3-11
Based on the determination of net income for tax purposes, the statement is not true. Both individuals and corporations determine net income for tax purposes in accordance with the same aggregating formula. In addition, an individual who earns business income determines that income in accordance with the same set of rules as a corporation that earns business income.


With respect to the conversion of net income for tax purposes to taxable income, individuals are entitled to a capital gains deduction whereas a corporation is not. In this context an individual receives preferential treatment. In arriving at taxable income, a corporation can reduce its net income by dividends received from other Canadian corporations, whereas, individuals cannot. However, corporate income is ultimately distributed to shareholders who are individuals and, therefore, this corporate advantage is temporary [ITA 110.6, 112(1)].

R3-12
Working as a lawyer, an individual may earn either employment income or business income. If the lawyer provides services to a law firm as an employee in return for a salary, bonus, and fringe benefits, the income would constitute employment income. If the lawyer independently provides services directly to clients on a fee‑for‑service basis, the income derived is business income [ITA 5(1), 9(1)].

R3-13
A profit derived from the sale of property may be classified as either business income or capital gain. Using the example of property that is land, business income will occur if the land was acquired for the purpose of reselling it at a profit. Alternatively, if the land was acquired, not for resale, but for long term use to generate income or for personal enjoyment, the profit on the sale will be a capital gain.

R3-14
All Canadian residents are taxed on their world income. The world income of individual A includes the business profits from the U.S. farm plus the interest earned from the U.S. bank account. These amounts are, therefore, taxable in Canada in the year earned. The income would also be taxable in the U.S. but Canadian taxes may be reduced by U.S. taxes on that income.



In comparison, individual B's world income does not include the U.S. farm profits and the U.S. interest. This income belongs to the U.S. corporation and is, therefore, taxed only in the U.S. The foreign corporation is not a resident of Canada and is not subject to Canadian tax. The after‑tax profits of the foreign corporation may be distributed to individual B in the form of dividends at some future time. Such foreign dividends would then be part of B's world income and taxed a second time.


Although both A and B conduct the same activities, the organization structure alters the amount and the timing of the related taxes on the income.

R3-15
The sale of the entire orchard for a total price of $250,000 may include the following separate properties: 

· land 

· the permanent stock of trees 

· the almost mature crop of apples


(The student may also recognize the possibility of including equipment and the intangible property of goodwill.)

 
The sale of the land may result in a capital gain because it is property that was acquired and used to generate income. Similarly the sale of the trees is capital property because the trees are used to produce a regular crop of apples.

 
The profit on the sale of apples would constitute business income because the apples are being produced for the purpose of resale at a profit. Even though the apples are not mature, they represent inventory in process.

CHAPTER 4

INCOME FROM EMPLOYMENT
Review Questions

1. Explain this statement: “It is not the nature of the service that determines whether or not one is employed but, rather, the relationship which exists between the individual providing the service and the entity receiving the service.”

2. Distinguish between:

a. individual A (a student), who spent the summer painting three houses. The contract for one house provided for a fixed fee; the contracts for the other two provided for a fee per hour and materials costs; and,

b. individual B, who worked for a painting company and received a wage of $10 per hour for painting three houses.

3. “Income from employment for tax purposes includes the gross earnings from employment less expenses incurred to earn that income.” Is this statement true? Briefly outline the fundamental rules for establishing income from employment.

4. An individual begins employment on December 16, 20X0. The employer pays salaries monthly on the 15th day of each month. The individual receives her first salary payment of $3,000 on January 15, 20X1. How much, if any, of the $3,000 is taxable in 20X0? How much in 20X1? Explain.

5. An employer follows the policy of awarding bonuses to employees for their exceptional efforts. Bonuses are awarded on the last day of each calendar year but are not paid until two years later. Does this policy benefit the employer and the employee? Explain.

6. In addition to salaries, wages, and commissions, an employer may provide a wide range of benefits to employees. Describe the general tax treatment to the employee of benefits received from an employer, and explain how the value of these benefits is determined for tax purposes. If an employee is permitted to operate an employer’s automobile for personal use, does the treatment of this benefit conform to the general treatment of benefits? Explain.

7. From the employee’s perspective, what benefits, if any, receive preferential tax treatment? Explain briefly and compare the tax treatment these different benefits receive.

8. Distinguish between an allowance and a reimbursement.

9. What effect does the receipt of an allowance have on an employee’s ability to deduct expenses incurred to earn employment income?

10. With respect to deductions from employment income, compare the general tax treatment of an employee who is a salesperson and earns commissions with that of an employee who earns a fixed salary.

11. Can employees who earn commission income and are required to pay their own expenses to generate that income incur losses from employment for tax purposes? Explain.

12. When an employee is entitled to deduct particular expenses incurred to earn employment income, what restrictions, if any, are placed on the amount of expenses that can be deducted?

13. Why is it important for an employer to be familiar with the marginal tax rates that apply to its employees?

14. A number of indirect compensation benefits are considered to be taxable benefits to the employee. What advantage can the employer and/or the employee gain by including such benefits as part of a compensation package?

15. When an employer provides a taxable benefit to an employee at a cost that is lower than the normal retail price, what amount is included in the employee’s income for tax purposes?

16. Certain indirect forms of compensation are deductible by the employer but not taxable to the employee. Does this special tax treatment provide a benefit to the employee or to the employer? Explain.

17. How should the employer describe the value of benefits provided in a compensation package to an employee?

18. What is deferred compensation? How can it be of value to the employee?

19. An employer contributes $2,000 annually to a deferred profit-sharing plan on behalf of an employee for 10 years. The plan invests the funds and earns an annual return of 12%. What is the pre-tax annual salary equivalent of such a benefit for an employee who is subject to a marginal tax rate of 40%?

20. Explain what benefits the employer and the employee can achieve by establishing:

a. a stock option plan;

b. a stock purchase plan; and

c. a stock bonus plan.

Solutions to Review Questions 
R4-1
In order for an individual to derive employment income, an employer/employee relationship must exist. This relationship normally exists when a person agrees to provide their services at the full direction and control of the employer in return for a specific salary or wage. This relationship contemplates that the employer decides when, where, and what work is to be done. In comparison, an individual may provide services as an independent contractor in return for a fee for service. In such circumstances, the individual is not subject to the same direction and control. Income earned in this fashion is business income.

 
For example, an individual may provide accounting services as either an employee or as a business activity. The distinction rests with the manner in which the service is provided as determined by the relationship between the parties and not the type of service.

R4-2
Individual A contracts on a fee for service basis (either a fixed fee or an hourly rate) and bears full risk for the quality of work, how it is performed, and the collection of the fee. As an independent contractor the income earned is business income.


Individual B is under the direction and control of the painting firm which in turn contracts with the customer. Individual B receives a wage and is not responsible to the customer for quality of work or collection of the fees. Therefore, B is employed and earns employment income.

R4-3
This statement is not entirely true. While employment income consists of the gross earnings minus the deduction of expenditures, not all remuneration is taxable and not all expenses incurred to earn that income are deductible. Income from employment is determined from the following basic rules:

a)
Gross employment income includes the salary, wages, commissions and gratuities earned, all benefits which are received or enjoyed by virtue of the employment, and all allowances received from the employer [ITA 5(1), 6(1)(a) & (b)].

b)
By exception, a limited number of benefits and allowances are excluded from income [ITA 6(1)(a) & (b)].

c)
As a general rule, no deductions are permitted in arriving at employment income except a limited number of specifically listed items [ITA 8(1)].


Consequently, certain income earned from employment is not taxable and certain expenses incurred to earn that income are not deductible.

R4-4
The taxation year of an individual is the calendar year ending on December 31 [ITA 249(1)]. Income from employment is included for tax purposes only when received [ITA 5(1)]. Therefore, even though a part of the salary is earned in 20X0 and a part is earned in 20X1, it is all included in the 20X1 taxation year when it was received.

R4-5
Normally an employer deducts expenses for tax purposes on an accrual basis ‑ when incurred, not when paid. However, if the remuneration is not paid before 180 days following the end of the taxation year, the deduction for tax purposes is delayed until the year in which the payment is made [ITA 78(4)] (in this case two years). While this is a disadvantage, the employer has the advantage of increased cash flow for two years which may increase profits for the business.  Even if the employer pays interest on the obligation they should still be able to generate a higher return from the use of the funds.


The bonus is employment income to the employee and is therefore taxable on a cash basis when it is received [ITA 5(1)] (after two years). This may be advantageous if the employee receives interest on the deferred bonus as he/she will be earning a return on amounts that otherwise would have been paid out for tax. If interest is not paid then no advantage will occur unless the future tax rate (after two years) is lower than the tax rate in the year the bonus was awarded.


There is also a possibility that the tax rate after two years will be higher than the current rate which will be a disadvantage to the employee. The employee must therefore consider the potential returns that can be achieved from the use of the bonus and the applicable tax rates before it can be determined if the delayed payment is an advantage or disadvantage.

R4-6
As a general rule, an employee must include in income the value of any benefit received or enjoyed by virtue of their employment. While the term value means fair market value, CRA will, in some circumstances, accept the cost incurred by the employer to provide the benefit as the value to be included in the employee's employment income [ITA 6(1)(a)]. 


The benefit derived from the personal use of an employer's automobile may not always conform to the general rule. Two types of benefits can occur. The employer may provide the use of the car and may also pay for its operating expenses. The benefit derived from the payment of operating expenses is based upon an arbitrary amount of 24¢ (2011 prescribed amount) for each kilometer driven for personal use [ITA 6(1)(k)(v)]. If the employment use is greater than 50%, the employee has the option of determining the operating benefit as one-half of the standby charge [ITA 6(1)(k)(iv)].


The benefit from use of the car itself, referred to as a standby charge, is calculated from a strict formula which allocates a portion of the car's cost or lease amounts to the employee based on its availability for personal use rather than on its actual use. For example, a leased car used by the employee 60% for personal use and 40% for employer business requires that 2/3 of the lease cost be included as a taxable benefit if the car was available for personal use throughout the period [ITA 6(1)(e), 6(2)]. Therefore, in this case, the taxable benefit is greater than the actual benefit. Similarly, if the car is used 100% for personal use, only 2/3 of the lease cost is considered a taxable benefit providing an advantage to the employee. 

R4-7
Although the general rule requires that all benefits are taxable as employment income, a number of specific exceptions are permitted [ITA 6(1)(a)]. These are:

· Employer contributions to a registered pension plan

· Employer contributions to a deferred profit sharing plan

· Premiums for group sickness or accident insurance plans

· Premiums for private health insurance

· Payments for supplementary unemployment insurance plans

· Counseling services relating to mental or physical health, or to the re‑employment or retirement of the employee.


The benefits derived from the above insurance plans are normally not taxable to the employee.  However, benefits for lost wages under the group sickness or accident insurance plans are taxable as employment income to the extent that they exceed the accumulated amount of any premiums paid by the employee [ITA 6(1)(f)]. The benefits from contributions to a pension plan and DPSP are not taxable until they are paid out of the plans to the employee.

R4-8
An allowance is a fixed amount paid to an employee on a regular basis to cover certain undetermined expenses which may be incurred by the employee. For example, the monthly receipt of $400 for travel expenses is an allowance and the employee may or may not incur that amount of expenses. Normally, an allowance is taxable [ITA 6(1)(b)].


A reimbursement is the repayment to an employee by an employer of specific costs incurred by the employee on behalf of the employer. For example, if an employee incurs travel costs for an employer and is repaid for the exact cost of those expenses the repayment is a reimbursement and not an allowance. A reimbursement is not taxable to the employee.

R4-9
Payment of an allowance to employees presumes that they will use the allowance to pay for certain expenses they incur to perform their duties. Whether or not the expenses can be deducted for tax purposes by the employee may depend on the tax treatment of the related allowance received to assist in the payment of those expenses.


Although the general rule is that allowances are taxable, specific exceptions permit certain allowances to be received tax free [ITA 6(1)(b)].  For example, travel allowances may be tax free if certain conditions are met. When an employee receives a tax free travel allowance she/he is not entitled to deduct the following expenses:

· If the employee is a salesperson, no deductions are permitted for any costs incurred to earn the commissions. Therefore, the tax-free travel allowance removes the ability to deduct travel expenses as well as a number of other expenses such as promotion, advertising and so on. On the other hand, if the travel allowance received is unreasonable (too high or too low) the allowance is taxable and all expenses can then be deducted [ITA 8(1)(f)].

· If the employee is not a salesperson, the tax-free travel allowance will eliminate the right to claim only travel expenses incurred by the recipient [ITA 8(1)(h)].

R4-10
The general rule relating to deductions from employment income is that no deductions are permitted except those provided in a limited list of exceptions [ITA 8(2)]. The exceptions for a salesperson are different from those of other employees.


By exception, a salesperson is permitted to deduct all expenses incurred to earn commission income to a maximum of the commissions earned [ITA 8(1)(f)].  Therefore, a sales person, meeting certain conditions, can deduct cost such as accounting and legal fees, advertising and promotion, automobile expenses, food and beverages, entertainment, parking, supplies, licences, lease payments for computers, cell phones, copy machines and other equipment, salaries for an assistant, office rent, training costs, travel, work-space-in-the-home expenses (including a portion of house insurance and property tax), and union and professional dues.. 


On the other hand, employees who are not salespeople are permitted only a limited number of specific types of expenses. For example, of the above mentioned expenses, only the legal, automobile, office rent, parking, supplies, salaries for an assistant or substitute, travel, parking and work-space-in-the-home expenses (limited to utilities and maintenance), and union and professional dues are permitted as a deduction for employees who are not salespeople and who meet specific conditions [ITA 8(1)(h), (h.1), (i)].

R4-11
A salesperson is entitled to deduct expenses incurred for the purpose of earning employment income to a maximum of the commissions earned in any particular year. In addition, the salesperson can, as separate deductions, deduct supplies consumed, union & professional dues and capital cost allowance and interest on an automobile (also an airplane) to the extent they are incurred in the performance of their duties of employment [ITA 8(1)(i), (j)]. Therefore, to the extent that these expenses exceed the commission income, a loss from employment can occur.

R4-12
There are several general restrictions imposed:

·  A permitted expense is deductible only to the extent that it is reasonable under the circumstances [ITA 67]. 

· 
The amount of capital cost allowance on a vehicle is limited to 30% on a declining balance basis [Reg. 1100(10]. The maximum cost of an automobile available for capital cost allowance is $30,000 plus tax [ITA 13(7)(g)]. 

· 
The maximum deductible lease cost of a leased automobile is $800 plus tax per month [ITA 67.3]. 

· 
Interest on a loan to acquire an automobile is restricted to a maximum of $300 per month [ITA 67.2]. 

· 
Only 50% of the actual cost of meals and enjoyment of entertainment is permitted [ITA 67.1].

R4-13
Employees are subject to progressive tax rates. Therefore, the after‑tax value of additional compensation varies for employees subject to different tax rates. For example, a 10% wage increase for an employee in the 40% tax bracket results in only a 6% increase in his or her disposable income, whereas, the same increase for a person in a 26% bracket increases disposable income by 7.4%. Certain forms of compensation offer either reduced tax costs, tax deferrals, or are tax free. Analyzing the applicable tax rates of all employees helps to identify which and how many employees within the organization would prefer alternate forms of compensation that minimize their tax and increase disposable income.

R4-14
Taxable indirect employee benefits include such items as the use of an employer's car for personal use, low interest loans, life insurance coverage and so on. Advantages can be gained if the employee would normally acquire these items on their own from after‑tax income and if the employer can obtain the benefits (because of volume buying) at a cost that is lower than what the employee would have to pay on their own. The value of this cost saving can be kept by the employer exclusively for their advantage, or it can be passed on to the employee in whole or in part to provide greater after‑tax income value at no extra cost to the employer.

R4-15
The value of the benefit that must be included in the employee's income is the cost amount of that benefit to the employer. For example, if an employer can purchase group term life insurance for a premium cost of $600 compared to the normal retail cost of $800 that the employee would pay on their own, the taxable amount to the employee is only $600. (Note that the employer’ cost is the market price for the product when purchased in a group environment.)

R4-16
The special tax treatment can provide a benefit to either the employee, the employer, or be shared by them. For example, a $2,000 salary increase for an employee would cost the employer (who is subject to a 25% tax rate) only $1,500 after‑tax ($2,000 ‑ 25% tax saving) and would provide an employee (in a 34% tax bracket) with an after-tax value of $1,320 ($2,000 ‑ tax cost of 34%). If the employer instead provided $2,000 of tax-free benefits, the employer's cost would remain at $1,500 after‑tax, but the after‑tax value to the employee would increase to $2,000 from $1,320. In this case, the full value of the tax treatment is passed on to the employee.


Alternatively, the employer could provide the employee with $1,320 of tax-free benefits which is equivalent to a $2,000 fully taxable salary (above). The employer's after‑tax cost is then only $911 ($1,320 ‑ 25% tax saving) compared to $1,500 for a $2,000 salary. In this case, the preferential tax treatment is fully retained by the employer as a cost reduction.


As a third alternative, the employer could provide tax-free benefits that are less than $2,000 but greater than $1,320 in which case both parties benefit from the special tax treatment.

R4-17
Benefits provided to employees as an alternative to direct salary should be described to employees in terms of their pre‑tax salary equivalents in order that they can appreciate the real value of the compensation package. For example, the receipt of a $1,000 tax-free benefit (such as private medical insurance coverage) is the same as receiving a salary amount of $1,667 for an employee in a 40% tax bracket ($1,667 ‑ tax @ 40% = $1,000). This is especially important when wage settlements are being negotiated in order to obtain cost efficiencies. In addition, providing an annual statement of the value of an employee's total compensation package in terms of pre‑tax salary equivalents can have a positive impact on employee relations and future wage demands.

R4-18
Deferred compensation is a form of compensation that establishes a certain amount of remuneration for an employee in a particular year, but the payment of that amount is delayed until some future time. As such income is taxed only when received, the payment of tax is also delayed. The benefits from this form of compensation can be significant if the delayed payment is invested on behalf of the employee in a manner that the investment returns also accumulate on a tax deferred basis, such as when the funds are invested in a registered pension plan or a deferred profit sharing plan.


The compounding of investment returns on a pre‑tax basis combined with the possibility that future tax rates may be lower if the invested funds are not paid out until retirement, will provide a substantially higher wealth accumulation than receiving annual taxable salaries and investing the after‑tax proceeds.

R4-19
The $2,000 paid annually into a DPSP will earn interest at 12% without tax until the accumulated amount is distributed after 10 years. Its value is as follows:

	
	Future value of regular deposits
	
	
	

	
	  of $2,000 earning 12%
	
	$39,309
	

	
	Less tax on distribution (40%)
	
	(15,724
	)

	
	
	
	$23,585
	



In comparison, an annual salary is taxable annually as received and only the after‑tax amount is available for investment. The investment returns are also taxable annually leaving only 7.2% available for reinvestment (12% ‑ 40% tax = 7.2%). The pre‑tax salary equivalent required to accumulate $23,585 after 10 years is as follows:

	
	Regular deposits for 10 years required,
	

	
	  and invested at 7.2%, to yield $23,585 =
	$1,577


	
	Pre‑tax salary equivalent
	

	
	x ‑ .40x = $1,577
	

	
	x = $2,628
	



Therefore, a $2,000 contribution to a DPSP is equal to direct salary of $2,628.

R4-20
A stock option plan permits an employee to purchase shares directly from the corporation at a specified price for a certain time period. It is attractive to the employer because it does not result in a cash cost. In fact, the company's cash resources are increased by the issue of shares. It also stimulates employees to be concerned about the long‑term profitability of the business. For the employee, an advantage occurs from the fact that the share option price is fixed for a time period even though the stock value may continue to grow. Therefore, any growth in value accrues to the employee even though the stock has not yet been purchased.

When the stock is purchased, a taxable benefit occurs equal to the difference between the value of the shares at the time of purchase and the preferential purchase price.  

If the stock value at the date the option was granted is the same as (or less than) the option price, the employee is entitled to claim the stock option deduction (one-half of the taxable benefit) in arriving at taxable income. 

If the employer is a CCPC, the same taxable benefit occurs but is taxable to the employee when the shares are sold.  Where the employer is a CCPC, the employee is entitled to the stock option deduction even if the options price is below the value of the shares at the date the option is granted provided the employee holds onto the shares for at least two years.


A stock purchase plan is simply a funding program of the employer permitting the employee to purchase shares in the employer's corporation by providing a loan. There is no cash cost for the employer because the funds loaned are returned immediately for the issued shares. The benefits for the employer are similar to the stock option plan above. For the employee, the stock purchase plan provides an investment opportunity without a financial burden.


A stock bonus plan means that an employer issues shares to an employee at no cost in lieu of a cash bonus. While this may be beneficial to an employer because it requires no cash payment, it does not provide a significant benefit to the employee as the full value of the shares received is taxable as if it were received as a salary.

CHAPTER 5
INCOME FROM BUSINESS

Review Questions

1. In order to earn business income, a taxpayer must be involved in an undertaking that constitutes a business. For tax purposes, briefly define “business.”

2. Explain the term “adventure or concern in the nature of trade,” and provide an example of such an activity. 

3. Can an item of property (such as land) that has the potential to provide a long-term benefit to its owner create business income or a business loss when it is sold? Explain.

4. To what extent, if any, does the tax treatment of property that is classified as inventory, rather than as capital property, affect a taxpayer’s financial risk in acquiring such property? 

5. A taxpayer’s income from business for tax purposes is defined simply as “the profit there from.” Explain what is meant by this.

6. What impact do the accounting concepts of revenue recognition, accrual, and matching have on the determination of business income for tax purposes?

7. To what extent, if any, does the definition of business income for tax purposes deviate from the general definition of profit? (Note: this relates to the answer to question 5.)

8. Explain why the following expenditures are not deductible in arriving at business income for tax purposes, even though they may be consistent with the general definition of profit.

(a) Small donations to a large number of charitable organizations.

(b) A fee paid to a real estate consultant for finding an appropriate building for storing the inventory of a wholesale business.

(c) A reserve for the anticipated cost of product guarantees relating to products sold in the current year.

(d) The cost of entertaining business clients at the wedding of the daughter of the owner of the business.

(e) Fees paid to an architect to draw a set of plans for the expansion of a company’s head office building.

(f) Office rent of $40,000 annually, when the building is valued at $100,000 and is owned by the spouse of the corporation’s primary shareholder.

9. 
Explain why a business, in determining net income from business for tax purposes, can deduct a reserve for potentially uncollectible accounts receivable but cannot deduct a reserve for anticipated sales returns.

10.
What is the significance of sections 18 and 20 of the Income Tax Act?

11. 

A business maintains a policy of providing memberships for senior employees at social clubs and clubs with sporting facilities. In some circumstances, such memberships are provided mainly to improve the business contacts of the employers; in others, they are provided solely as compensation. Explain the tax treatment of this kind of expense. In your answer, refer to the general rules for determining income from business.

12. 
What is the tax treatment when an item of inventory is sold in a particular year but the customer is required to pay for the item in equal annual instalments over four years?

13. 
At the end of its taxation year, a business has two unsold items of inventory. Item A has a cost of $10,000 and a market value of $15,000. Item B has a cost of $7,000 and a market value of $4,000. For tax purposes, what valuation methods can be used to determine ending inventory? Determine these amounts based on the information provided.

14. 
One often hears the comment “A business keeps two sets of records—one for the bank and one for tax purposes.” While this comment has sinister connotations, to what extent is it not sinister? Explain how the failure to maintain separate records for tax purposes may reduce a company’s rate of return on business activities.

15. 
Briefly compare and contrast the general treatment for tax purposes of employment income and business income.

Solutions to Review Questions 
R5-1.
The term business is generally defined as a profession, calling, trade, manufacture, or undertaking of any kind whatever and includes an adventure or concern in the nature of trade [ITA 248(1)]. Therefore, activities such as manufacturing, mining, exploration, construction, logging, farming, fishing, selling of property as a retailer or wholesaler, transportation, and selling services are obvious business activities. The size of the activity is not relevant in determining whether or not a business activity exists. Therefore, a person providing hockey lessons to one person for a fee is conducting a business activity in the same way that the operation of a large hockey school is a business.

R5-2.
An adventure or concern in the nature of trade occurs when a taxpayer acquires property for the purpose of reselling it at a profit, even though that activity is not part of the person's normal business activities. For example, an individual, in an isolated transaction, may acquire a piece of land in the hope of trading it at a profit. This isolated transaction is similar to the normal activity of a real estate development and trading business. Consequently, it is an adventure or concern in the nature of trade and is included as a business activity.

R5-3.
Yes. A gain or loss on the sale of property can result in business income (loss) or a capital gain (loss). Property acquired and used for the purpose of providing the owner with a long‑term benefit is capital property and its disposition results in a capital gain or loss. However, property, even though it has the ability to provide a long‑term benefit, will be treated as inventory and the sale will generate business income (loss) if it was acquired for the purpose of reselling it at a profit. Therefore, it is the property's intended use and actual use which determine its tax treatment and not its ability to be used in a certain manner.

R5-4.
The amount of risk a person is willing to accept on a particular investment is influenced, in part, by the potential returns which may be achieved as well as the extent of loss exposure. Therefore, the tax treatment of potential gains and losses is relevant.


On the upside, property that is inventory is fully taxable as business income, whereas property that is capital property is taxable on only one-half of the gain. Therefore, a different classification of the same type of property purchased will result in different after‑tax returns even though the pre‑tax returns are identical.


On the downside, property classified as inventory results in a business loss which is fully deductible against all other sources of income. Therefore, assuming the taxpayer has other sources of income and has a tax rate of 45%, a $100,000 business loss will reduce taxes on other income by $45,000 leaving a maximum loss exposure of only $55,000. In comparison, if the property is classified as capital property, a $100,000 loss can reduce income by only $50,000 (1/2 of $100,000) reducing taxes by $22,500 (45% of $50,000) leaving a net loss exposure of $77,500. In addition, the capital loss can only be offset against capital gains, which reduces the likelihood of recovering all or a portion of the $22,500 potential tax saving.


An investor may be prepared to take a greater risk if the potential loss is $55,000 from inventory property compared to a loss of $100,000 on capital property (if the loss can't be offset) considering that the investment is the same amount.

R5-5. 
The term "profit" is not defined in the ITA. It is, therefore, up to the courts to develop guiding principles to assist in determining profit for tax purposes. For many years the courts have given significant consideration to GAAP when dealing with conflicts between taxpayers and CRA. The Supreme Court of Canada reaffirmed that GAAP is not law but rather a significant interpretive aid to help establish an accurate profit. However, it remains that profit from business is normally first determined using GAAP. The actual profit for tax purposes then becomes a question of law, where income per financial statements (GAAP) is modified according to the ITA, established case law ("rules of law") and established business principles. The intent is to provide an accurate picture of revenues and expenses incurred to earn those revenues.

In general terms, profit is a net concept reflecting the revenues earned minus expenses of the entity. Reference to business income, therefore, means the net amount and not the gross income [ITA 9(1)].

R5-6.
The accounting concepts of accrual, revenue recognition, and matching affect the time period (taxation year) in which revenues and expenses are recognized for tax purposes.

The accrual concept requires that expenses are recognized when they are incurred and not necessarily when they are paid. Therefore, an expense incurred in year one but not paid until year two will normally be deducted for tax purposes in year one. Similarly, the concept of revenue recognition requires that revenue be recognized when the earning process is substantially complete (usually when title to property is transferred or a service is rendered) and not necessarily when payment is received.


The matching concept may further alter the timing of an expense deduction by delaying its recognition until the year in which it contributes to earning revenue. For example, the purchase of inventory may occur in year one but is not sold until year two. Therefore, the deduction of the inventory cost to arrive at business income is delayed until year two.

 
Consequently, each of the concepts affects the timing of recognition for determining income and, therefore, affects the timing of the related tax liability.

R5-7.
Although business income for tax purposes is the profit in accordance with well accepted business principles using the interpretive aid of generally accepted accounting principles, a number of general limitations are specifically imposed which may alter that determination. In particular, six general limitations are imposed on the deduction of expenses:

· 
An expense incurred is only deductible if it was incurred for the purpose of gaining, producing or maintaining income from business [ITA 18(1)(a)].

· 
No deduction is permitted if the expenditure is for, or on account of capital, depreciation, obsolescence or depletion except as specifically permitted [ITA 18(1)(b)]. 

· 
An expense is denied as a deduction if it was incurred to earn income that is not taxable [ITA 18(1)(c)].

· 
No deduction is permitted for a reserve except as specifically permitted [ITA 18(1)(e)].

· 
Expenses on account of personal or living expenses are denied [ITA 18(1)(h)].

· 
No expense is deductible unless it is reasonable under the circumstances [ITA 67].

R5-8.
Although each item listed may be a reduction of income to arrive at profit in accordance with accounting principles, they are restricted for tax purposes by one of the six general limitations described in the answer to question 7.

a)
Donations ‑ They are not for the purpose of earning income [ITA 18(1)(a)] as the small contributions to charities will not enhance or maintain the company's ability to earn income. It is a gift.

b)
Finders fee ‑ The finders fee is on account of capital because it is part of the cost of acquiring the building which is a capital asset [ITA 18(1)(b)]. It will be permitted to be deducted over time as part of the capital cost allowance system which replaces accounting amortization.

c)
Product guarantee reserve ‑ Although consistent with the accounting concept of conservatism it is not deductible for tax purposes as the general limitations do not permit the deductions of reserves [ITA 18(1)(e)]. While there are exceptions, this type of reserve is not one of them.

d)
Entertainment ‑ Although reasonable entertainment expenses are deductible, the cost of entertaining guests who are business clients at a wedding of the daughter of the owner may be restricted because they are personal or living expenses [ITA 18(1)(h)].

e)
Architects fees ‑ The fees are not deductible because they are a capital expenditure as part of the cost of the building expansion [ITA 18(1)(b)]. It may be deducted over a period of time as part of the capital cost allowance system.

f)
Rent ‑ the rent payment of $40,000 appears to be unreasonable as it represents a return of 40% to the owner of the building who is related to the owner of the corporation paying the rent. A reasonable portion would be permitted as a deduction. The remainder is denied [ITA 67].

R5-9.
One of the general limitations for arriving at income from business prohibits the deduction of reserves except as specifically permitted [ITA 18(1)(e)].  No exception is provided for the cost of anticipated sales returns. Therefore, they are not deductible. Actual warranty costs can be deducted as they occur in accordance with the general rules. In comparison, a reserve for doubtful accounts receivable is, by exception, permitted to be deducted provided that it is reasonable and the creation of the debt was included in income [ITA 20(1)(l)]. Accounts receivable from the sale of goods or services is included as part of sales revenue when originated. Therefore, a reserve for uncollectible accounts receivable is permitted.

R5-10.
Although income from business is the profit as determined under ITA 9(1) (see question 5) modified by six general expense limitations, a number of exceptions are permitted. Both section 18 and 20 are significant because they are the source that identifies many of the items that are excepted from the general rules. 


Section 18 lists a number of items that are not deductible even though the general rules would otherwise permit their deduction. Conversely, section 20 lists a number of items that can be deducted even though the general rules would prohibit them.

R5-11.
In accordance with the general rules the payment of club dues for employees would be deductible. Their deduction is acceptable for the determination of profit in accordance with generally accepted accounting principles, if they appear reasonable, are not on the account of capital and are not a reserve. In addition they are incurred for the purpose of earning income either by improving business contacts or as a form of compensation to employees who work to generate income.

 
However, by exception, section 18 of the Income Tax Act specifically prohibits the deduction of club dues for any reason notwithstanding the general rules [ITA 18(1)(l)].

R5-12.
Under generally accepted accounting principles the revenue and the related cost of inventory sold is recognized in the year in which the product is sold even though extended payment terms exist.


However, by exception, paragraph 20(1)(n) permits the deferred portion of the profit to be deducted as a reserve where the property sold is inventory and (except for inventory that is land) all or part of the payment is not due for at least two years from the date of sale. The 

profit referred to is the gross profit (i.e., selling price minus the cost of the product sold) and the reserve is calculated as:


   gross profit              x   amount due after the end of the year  =   reserve. 


gross selling price

 
Therefore, a portion of the profit is recognized in proportion to the deferred payments with the additional constraint that all profit must be recognized by the end of year four.  The reserve can be claimed for a maximum of three years [ITA 20(8)].  The reserve cannot be claimed where the purchaser of the property is a corporation controlled by the taxpayer or is a partnership of which the taxpayer is the majority interest partner [ITA 20(8)].

 
A reserve is permitted for inventory that is land as long as an amount is due after the end of the taxation year in which the property was sold [ITA 20(8)].

R5-13. 
The ending inventory can be valued using two basic alternatives 10(1):

1. All at market [Reg 1801]:

	A
	$15,000

	B
	           4,000

	
	$19,000


2.
Lower of cost or market:

	A
	$10,000
	(cost)

	B
	           4,000
	(market)

	
	$14,000
	



Because the deduction for cost of goods sold is determined as opening inventory plus purchases minus closing inventory, each of the above alternative values will reduce the cost of goods sold (and, therefore, increase profits for tax purposes) by different amounts. Inventory valued at market will increase profits by $19,000. Inventory valued at the lower of cost or market will increase profits by only $14,000. The chosen method must be consistent from year to year except where a change is approved by CRA [ITA 10(2.1)].

R5-14.
Because income for tax purposes may be different from profit determined in accordance with generally accepted accounting principles, it is essential that a taxpayer maintain records for normal accounting purposes as well as for tax purposes. For example, inventory can be valued by two alternative methods, one of which deviates from normal accounting principles. Another example is landscaping costs which are capital items for accounting purposes but are deductible for tax purposes when paid [ITA 20(1)(aa)]. The number of variations is significant and a business must have an information system which highlights this information. The amount of tax payable obviously affects the amount of cash flow which in turn has an impact on the future return on investment.

 
The timing of certain deductions is discretionary and in some cases it may be advantageous to deduct the expense later than sooner. For example if next year's tax rate is expected to be significantly higher than the current year, it may be advisable not to claim the current year’s reserve for doubtful accounts. A reserve for doubtful accounts can, by choice, be excluded this year but claimed next year when the tax rate is higher. Without both accounting records and tax records, the value of such choices and their impact on the amount and timing of cash flow may not be evident.

R5-15.
Based on the general rules for determining employment income and business income the two can be compared as follows:

 a)
Employment income (income minus deductions) is determined on a cash basis. Income is recognized when received (not necessarily when earned) and permitted expenses are deducted when paid. Business income, on the other hand, uses the accrual method requiring income to be recognized when earned and expenses deducted when incurred.

b)
The determination of employment income permits no deductions except those specifically allowed, whereas, the calculation of business income permits the deduction of all expenses incurred to earn income subject to certain exceptions.

 c)
Employees can earn a specified number of non‑taxable and tax deferred benefits. The determination of business income has no specific list of non‑taxable income.

CHAPTER 6

THE ACQUISITION, USE, AND DISPOSAL OF DEPRECIABLE PROPERTY
Review Questions

1. 
Under the income tax system, neither capital expenditures nor amortization/depreciation can be deducted when income for tax purposes is being calculated. The same system imposes an arbitrary and uniform method of cost allocation based on the type of asset used. Explain the reason for this significant departure from generally accepted accounting principles in arriving at income for tax purposes.

2. 
The cost allocation system divides capital assets into two general categories. Identify these categories, and briefly state, in general terms, what types of assets are included in each category.

3. 
Can an individual who earns employment income claim a deduction for CCA in arriving at income from employment? If the answer is yes, are any restrictions imposed?

4. 
A business acquires land for a customer parking lot and incurs the following costs:

	Land 

	$50,000

	Legal fees to complete purchase agreement
	2,000

	Legal fees in connection with obtaining a mortgage loan for the land
	1,000

	Small building for attendant
	10,000

	Exterior landscaping
	    2,000

	
	$65,000


Briefly explain the tax treatment of these costs.

5. 
A business can obtain the right to use property through ownership or leasing. Briefly compare the tax treatment of purchasing land and building with that of leasing land and building. Refer to both the amount and timing of the related deductions for tax purposes.

6. 
What is the meaning and significance of the term “capital cost” of an asset?

7. 
Explain why the deduction of capital cost allowance is a “discretionary” deduction.

8. 
Depreciable properties are divided into a number of different classes, and a specific allocation rate (CCA rate) is assigned to each class. Explain why this system is fair to some taxpayers, unfair to others, and more than fair to others.

 9. 
Briefly explain what is meant by the “pool concept” in the CCA system.

10. 
“In all cases, the acquisition of a new asset in a particular class will result in the reduction of the normal maximum rate of CCA by one-half in the year of purchase.” Is this statement true? Explain.

11. 
To what extent, if any, does the pooling concept inherent in the CCA system affect the tax treatment of any gains and losses that occur on the disposition of depreciable property? In general terms, explain when a gain or loss will occur.

12. 
Describe the possible ramifications of purchasing new depreciable property on the last day of the current taxation year as opposed to the first day of the next taxation year (that is, one day later).

13. 
What is a leasehold improvement, and how does its tax treatment vary from the normal CCA treatment?

14. 
Taxpayer A leases a building for 15 years. Taxpayer B secures the right to lease a building for 15 years by signing a three-year lease with two renewable option periods—one for 2 additional years and a second for 10 years. Both A and B incur leasehold improvement costs at the beginning of the lease. Explain the tax treatment of the leasehold improvements to both A and B. Which taxpayer has signed the better lease? Explain.

15. 
If the sale of an asset results in income from a recapture of CCA, is it necessary to acquire another asset in the same year in order to avoid the recapture? Explain.

16. 
Explain the tax consequences, if any, when an individual proprietor of a new business transfers personal-use office furniture for use in the business.

17. 
Describe two alternative tax treatments that may apply when a business purchases a franchise.

18. 
How does the treatment given eligible capital property differ from that given depreciable property?

19. 
Explain why a businessperson might view the cost of a $100,000 building as being significantly higher than the cost of a $100,000 delivery truck. Make a cost comparison, assuming the taxpayer is subject to a 45% tax rate and can invest funds to generate an after-tax cash return of 9%.  (Assume the building was used by the seller before March 19, 2007).

Solutions to Review Questions
R6-1.
The determination of amortization for accounting purposes is extremely subjective, requiring an estimate of an asset's useful life, annual usage, and salvage value. Consequently, assets of a similar type are subject to a wide range of amortization rates and methods even though they may be used for similar purposes in similar type businesses.


The arbitrary capital cost allowance system overcomes the consequence of subjectivity associated with amortization methods and eliminates the need for an excessive amount of assessment review by CRA. In addition, it treats all assets within a general category in the same manner providing equal treatment to each taxpayer. In some respects the system is unfair because it gives no consideration to the way in which different businesses use similar assets and, therefore, the CCA system may not conform to economic reality.

R6-2.
The two categories are Depreciable Capital Property and Eligible Capital Property. (The Income Tax Act uses the term depreciable property even though accounting uses the term "amortization").


Depreciable property includes primarily tangible assets such as equipment, vehicles and buildings although it can also include certain intangible assets with a defined limited legal life.


Eligible Capital Property consists of intangible assets that have no specified legal life such as goodwill, customer lists, licences, incorporation costs and so on.

R6-3.
Yes, individuals who are employed may claim capital cost allowance in certain circumstances. Employees earning employment income can only claim capital cost allowance in arriving at their travel costs associated with their employment duties. CCA can be claimed only on automobiles, aircraft (and musical instruments). Employment income cannot be reduced by CCA on any other type of asset even if it is used in the performance of employment duties [ITA 8(1)(j) & (p)].

R6-4.
Although total cost of acquiring and preparing the land for use is $65,000, the several component parts are treated differently.


Land ($50,000) is a capital asset because it has a long‑ term and enduring benefit and is not deductible as an expense. In addition, it does not qualify as depreciable property and no capital cost allowance is available.


Legal fees ($2,000) to complete the purchase agreement are capital in nature, associated with the cost of the land. The fees are not deductible but are merely added to the land cost [ITA 18(1)(b)].


Legal fees ($1,000) in connection with obtaining mortgage financing are also a capital item. However, by exception, the expense qualifies as a cost incurred to issue debt and is permitted to be deducted over five years at 1/5 per year [ITA 20(1)(e)].


The small building ($10,000) is a property separate from the land. It is a capital expenditure and not deductible. However the building qualifies as Class 1 property and is subject to CCA at 4%, declining balance.  If the building is placed in a separate Class 1, the CCA rate will increase by 2% to 6%.


Exterior landscaping ($2,000) is a capital item and not normally deductible. However, by exception, ITA 20(1)(aa) permits the full amount to be deducted when paid.

R6-5.
If the property is purchased the cost of the land cannot be deducted for tax purposes. The building cost can be deducted as capital cost allowance at 4% or 6% annually (except year one – ½ year rule applies) declining balance.


In comparison, if the property is leased a deduction for tax purposes is available for the land as well as the building. The full amount of rent for the land and building is deductible in the year in which it is incurred.

R6-6.
The term capital cost refers to the total cost amount associated with the acquisition of a depreciable property. It is significant because it is the base to which the CCA rate is applied. The capital cost includes the original purchase price or construction cost plus all costs incurred to bring the asset to a state of working order.

R6-7. 
The rate of capital cost allowance permitted annually signifies the maximum amount that is available but does not require that all or any portion must be claimed in any one year. Therefore, within the constraint of the maximum annual limit, the timing of the deduction of capital cost allowance is at the discretion of the taxpayer. Failure to claim all or a portion of the maximum in a particular year does not result in any penalty as the undepreciated capital cost of the Class simply remains at a higher amount which increases the deduction available in the future [Reg. 1100(1)].

R6-8. 
When assets are designated to a particular Class the rate of CCA associated with the Class may be indicative of some general average use for those types of properties. To the extent that a particular asset conforms to the average use the tax treatment is equitable. However, if a taxpayer owning the same type of asset uses the asset significantly more than another taxpayer thereby reducing the asset's useful life, the same rate of CCA must be used which is inequitable. Conversely, an asset could be used less than the average use resulting in an increase to its useful life, but the CCA rate permits a faster write‑off making the tax treatment more than equitable.

R6-9.
The pool concept means that all assets of the same Class (e.g., Class 8 or Class 10) are lumped together as a single total for the entire Class. Therefore, each asset loses its individual identity and CCA is not claimed or determined separately for each asset within the class.

R6-10.
The statement is not true. Although it is true that there is a 1/2 rule for new acquisitions it does not always apply.


First of all, the one-half rule does not apply to all classes of property. For example, it does not apply to Class 14, certain assets of Class 12, Class 52 (computers acquired January 28, 2009 – January 31, 2011) and to eligible capital property [Reg. 1100(2)].


Secondly, even where the one-half rule applies, it only applies to the extent that there are net additions for the year. If, for example, there are additions in the year but there are also disposals, the one-half rule applies only on the amount by which the additions exceed the disposals. Therefore, the one-half rule does not apply every time there is an addition.


Finally, the half-year rule does not apply to property acquired from a person not dealing at arms length if it was owned by the transferor at least 364 days before the end of the acquirer’s taxation year in which the property was acquired [Reg. 1100(2.2)].

R6-11.


Because all assets of a class are pooled in a single total, it is not possible to establish if the price from the sale of an individual asset is less than or greater than the undepreciated capital cost of that specific asset. The pool concept recognizes that some assets in the pool will be sold at less than their depreciated value and some will be sold at a greater amount. By reducing the pool by the selling price of the asset, any gain or loss simply affects the pool's total and its impact is, therefore, averaged over the life of the pool. Gains or losses on depreciable property are only recognized as follows:

a)
a loss will occur when there is a balance in the pool at the year end but no assets are left in the pool.  The loss is referred to as a terminal loss [ITA 20(16)].

b)
income will occur when, at the end of any year, the pool balance is negative whether assets are left in the pool or not.  This income is referred to as recaptured depreciation [ITA 13(1)].

c)
if, at any time, the selling price of an asset exceeds its original cost a capital gain is recognized [ITA 40(1)].

R6-12.
The timing of a purchase may affect the recognition of both terminal losses and recaptured depreciation [ITA 13(1), 20(16)].


Where a terminal loss is about to occur because there is a balance in the pool but no assets remain, the acquisition of an asset on the last day of the year, regardless of its cost, will eliminate the recognition of the terminal loss leaving the balance to be deducted by normal CCA. If the purchase was delayed until the first of the new year, the full terminal loss would be recognized for tax purposes.


The reverse may be true where a recapture is imminent. A purchase of a new asset before the year end will reduce the amount of the recapture. Delaying the purchase for one day, to the next taxation year, forces the recognition of the recapture and starts a new pool in the next year.

R6-13.
A leasehold improvement is the cost incurred by the tenant of a leased building to improve the premises to their specific needs. Because the improvement is to the landlord's property, it will belong to the landlord at the end of the lease. Nevertheless, leasehold improvements are eligible for CCA under Class 13 [Reg.1100(1)(b), Sch III].


Class 13 varies from the normal CCA rules in that the rate of write‑off is based on a straight line approach (over the term of the lease plus one option period) as opposed to the declining balance method [Sch III].

R6-14.
Taxpayer A has signed a single lease for 15 years with no options to renew. The cost of leasehold improvements are written off at the lesser of 1/5 (arbitrary) or 1/15 (number of years in lease). Therefore the cost is amortized over 15 years.


Taxpayer B has the right to use the property for 15 years (lease plus options) but the cost of the improvements can be written off at the lesser of:

a)
1/5 per year


or

b)
Cost
=          1/5 per year


3+2 


(lease term + one option period)     



Therefore the cost of leasehold improvements for B can be deducted over five years.


It is difficult to determine which taxpayer has signed the better lease. Taxpayer B has the advantage of writing‑off the cost of improvements over five years, thereby enhancing after‑tax cash flow significantly in the early years of the lease. However, the cost of this advantage is that B may have to renegotiate the rental payments whenever the renewal options are exercised. In comparison, A has a lower after‑tax cash flow in the early years because the cost of improvements are written‑off over 15 years, but the rent payments are guaranteed for 15 years and will not increase.

R6-15. Normally, to avoid or reduce a recapture of capital cost allowance in a year in which it is about to occur requires the purchase of another asset before the year end. However, in the case of property that is real estate (Class 1) a recapture in the current year can be avoided or reduced if a replacement property is acquired within one year or 12 months after the end of the taxation year in which the original property was sold. This extension is permitted only where the real estate is used in a business (not as an investment earning rents) and the replacement property is used for similar purposes [ITA 13(4), 44(1)&(5)].

R6-16. The transfer of the property to the business is a change of use from personal to business and therefore results in a deemed disposition at fair market value for tax purposes [ITA 45(1)]. The business is deemed to have acquired the furniture at fair market value and that value qualifies as an addition to Class 8 which is eligible for capital cost allowance at the rate of 20%. This result assumes that the furniture's fair market value is less than its original cost [ITA 13(7)(b)].


If the value of the property is greater than the original cost (resulting in a capital gain to the taxpayer) the amount eligible for CCA is reduced by 1/2 of the capital gain, i.e., the non‑taxable portion of the gain [ITA 13(7)(b)].

R6-17.  A franchise may qualify as a Class 14 asset if it has a limited legal life. As such the full cost is normally deducted on a straight line basis over the legal life of the franchise [Reg. 1100(1)(c)]. A faster write-off rate can apply if it conforms to the asset’s economic value, e.g., where legal agreements and other relevant factors indicate that such is reasonable.  Alternatively, if the franchise has an unlimited life it is not Class 14 but rather is eligible capital property (ECP) and only three‑quarters of its cost can be deducted at 7% per year declining balance [Reg. 1100(1)(c)].

R6-18. Eligible capital property is treated differently from most depreciable properties as follows:

a)
Only 75% of the cost is available for allocation compared to 100% for depreciable property [ITA 14(5) definition of cumulative eligible capital].

b)
The one‑half rule does not apply in the first year.

c)
75% of the selling price of any eligible capital property is credited to the cumulative eligible capital pool even if it is greater than the original amount added [ITA 14(5) definition of cumulative eligible capital].


For depreciable property the pool is credited only to the extent of the original cost of the asset [ITA 13(21) definition of undepreciated capital cost]. 


Therefore, a gain on sale of eligible capital property is business income, whereas a portion of the gain on depreciable property may be a capital gain.  


If the negative balance in the cumulative eligible capital account exceeds the amount of previous deductions from the account, that excess is taxable as business income to the extent of 2/3 of the amount.  This puts that portion of income on an equal footing to capital gains (2/3 x 3/4 = ½ inclusion) but remains classified as business income [ITA 14(1)].

R6-19.
The real cost of a property is equal to its cash cost minus the tax savings that will be achieved from any related tax deductions. In addition, the timing of the related tax savings is important because increased cash flow can be reinvested.  A building may be regarded as having a greater cost than equipment because the cost of the building, in this case, must be deducted at a rate of 4% annually, whereas, the cost of the equipment is deducted at 20% annually. Therefore, the equipment produces greater tax savings in the early years.


By determining the present value of the tax savings from capital cost allowance the after‑tax cost of a purchase can be determined. The building and equipment are compared below using the formula – 



C x T x R

‑‑‑‑‑‑‑‑‑‑

R + I

	 
	Building
	
	Equipment

	
	
	
	

	Cash Price
	$100,000 
	
	$100,000

	Present value of tax savings: 
	
	
	

	Building:
	
	
	

	     $100,000 x .45 x .04
	     (13,846
	)
	

	               .04 + .09
	
	
	

	
	
	
	

	Equipment:
	
	
	

	     $100,000 x .45 x .20
	             .
	
	    (31,034)

	               .20 + .09
	
	
	

	
	
	
	

	    Net Cost
	$ 86,154
	
	  $ 68,966



The above calculations ignore the potential resale value of the properties when they are no longer needed. Obviously, the resale value of the building would be quite different from that of the equipment, and this factor should be considered when comparing costs.


Also, the above formula does not consider the effect of the one-half rule on the first year CCA. The effect is normally insignificant.

CHAPTER 7

INCOME FROM PROPERTY
Review Questions

1. 
Although the Income Tax Act specifically refers to property income as a separate type of income, it does not provide a specific definition of the term. Identify the source from which the definition of property income is derived, briefly explain the term’s meaning, and provide examples of income from property.

2. 
Distinguish between income from property and the gains or losses that may occur from the sale of property.

3. 
Interest income earned on loans by a financial institution may, for tax purposes, be classified in a different way from interest income earned on loans by taxpayers who are investing their savings. Explain why.

4. 
Briefly explain how income from property is determined for tax purposes.

5. 
Compare and contrast the taxation year of an individual with that of a corporation with respect to the determination of business income and property income.

6. 
“An individual can deduct for tax purposes the interest expense incurred on the mortgage loan attached to his or her personal residence.” Is this statement true? Explain.

7. 
A taxpayer has sold property (land) for $200,000 that was originally purchased for $70,000. The property was sold to an arm’s-length party (not related). The terms of sale involve a cash payment of $100,000 on closing, with the balance to be paid at $20,000 per year for five years, with no interest charged on the unpaid balance. For tax purposes, what types of income may result for the vendor from this transaction?

8. 
An individual invests in a bank term deposit on July 1, 20X0. When does the individual recognize the interest income for tax purposes if the investment has a term of three years, with interest compounded annually but paid only at the end of the three-year term? Would your answer be different if the taxpayer were a corporation? Explain.

9. 
Can a taxpayer deduct a reserve for unpaid interest on a loan if the interest appears not to be collectible? Explain. How does the treatment of unpaid interest compare with the treatment of the loan principal when its repayment is in doubt?

10. 
Briefly explain why an individual who receives dividends from a Canadian corporation must include 125% or 138% (141% in 2011) of the dividend received in income for tax purposes, while a corporation receiving the same dividend includes only the actual amount of the dividend.

11. 
“If a loss occurs from the renting of real estate (that is, if annual expenses exceed rental income), the loss is not recognized in determining a taxpayer’s overall net income for tax purposes.” Is this statement true? Explain.

12. 
A building that costs $200,000 and is rental property will always create a terminal loss or a recapture of capital cost allowance when it is sold. The same result may not occur if the building is used directly in a business activity. Explain this.

13. 
An investor in real estate may achieve a higher rate of return by acquiring a small portion (part ownership) of several properties, rather than a lesser number of whole properties. Explain this.

14. 
Why is the purchase of rental real estate often referred to as a “tax-sheltered” investment?

15. 
Often, an enterprise conducting an active business will separate its business operations from its appreciating assets (such as real estate) by establishing a separate corporation for each. How may this type of structure impair future expansion activities?

Solutions to Review Questions 
R7-1.
The definition of property income is derived from common law precedents. From this source income from property can be defined as the return on invested capital where little or no time, labour or attention is expended by the investor in producing the return. Property income includes the interest earned on bonds and loans, dividends earned on shares of corporations and rents earned from real estate [ITA 9(1)].

R7-2.
Income from property refers to the regular returns derived from ownership of the property (such as dividends from shares). The gain or loss which results from the actual sale of the property is classified either as a capital gain (loss) or business income (loss) depending on the purpose for acquiring the property [ITA 38, 39(1)].

R7-3.
Interest income earned by a financial institution such as a bank or trust company is normally classified as business income because substantial cost and effort is expended to earn the interest ‑‑ the loaning of money is a part of the entity’s business. A taxpayer who earns interest from investing their savings earns property income because little effort is required to generate and maintain the returns.

R7-4.
Income from property is determined using the same rules as income from business. It is the profit determined in accordance with well accepted business principles with the aid of normal accounting principles. Similar to business income, the determination of profit is modified by several general limitations and can apply the same exceptions to those limitations [ITA 9(1)].

R7-5.
The taxation year of a corporation is the fiscal period chosen to account for its affairs. Therefore both business income and property income are determined annually for the corporation's fiscal year.

 
In contrast, property income earned by an individual cannot use a fiscal period and must be accounted for on a calendar year basis.  For individuals carrying on business a calendar year end is required, however, an election to use an alternative method is available [ITA 34.1].

R7-6.
Yes, the statement can be true. Interest expense on a loan is deductible in arriving at property income provided that the funds obtained from the loan are used to acquire an investment which in turn can generate taxable income [ITA 20(1)(c)]. Therefore, if an individual borrows money by mortgaging a home and uses the funds to acquire an income generating investment (and does not use the funds to buy the home) the interest is deductible.

R7-7.
Because the property is sold to an arm’s length buyer with substantial deferred payments without interest, it may be construed that the selling price of the property was increased in exchange for the elimination of interest. In such circumstance, a portion of the price may be considered to be property income from interest and taxed accordingly.

The gain on the sale of the land (less the imputed interest) may be a capital gain if the land was originally acquired by the vendor to provide a long‑term benefit and was not purchased for resale at a profit. As the capital gain is only 1/2 taxable, the reduced capital gain and enhanced interest income results in a greater taxable amount. On the other hand, the gain on sale of the land may be business income, in which case treating it as property income (interest) or business income would result in the same taxable amount.

R7-8.

The individual must recognize the interest earned to each anniversary day (annual accrual method) from the issue date of the investment. Therefore, no income would be recognized in 20X0.  But income from July 1, 20X0 to June 30, 20X1 would be included in the 20X1 taxation year [ITA 12(4), (11)].  Income earned from July 1, 20X1 to June 30, 20X2 would be included in the 20X2 taxation year.  And income earned from July 1, 20X2 to June 30, 20X3 would be included in the 20X3 taxation year.


If the taxpayer is a corporation it must use the accrual method at all times. Income from July 1, 20X0 to December 31, 20X0 (assuming December 31 is the corporation’s year end) would be recognized in the 20X0 taxation year [ITA 12(3)].

R7-9.
Using the same rules for determining income from business it can be ascertained that a deduction for a reserve for uncollectible interest on a loan can be made. Although the general limitations prohibit the deduction of reserves, a specific exception is made for uncollectible amounts which have previously been included in income. Provided that the uncollected interest has been previously recognized as income, a reserve is permitted [ITA 20(1)(l) & (p)].


However, a reserve is not permitted for the uncollectible principal of the loan because it did not create income when it was established. If, however, it was part of the taxpayer's normal course of business to lend money, a reserve for the principal is permitted. [ITA 20(1)(l) & (p)].

R7-10.  Dividends received form a corporation represent corporate earnings that have already been taxed in the corporation. In order to diminish or eliminate the incidence of double taxation, a different mechanism exists for shareholders who are individuals and who are corporations. Individuals are taxable on the receipt of dividends, but that tax is reduced by a dividend tax credit which theoretically is equal to corporate taxes paid (27.5% or 20%). Therefore, an individual includes 141% (2011) of the eligible dividend received and 125% of the non-eligible dividend received in income, which is supposed to represent the pre‑tax income of the corporation that has been distributed. For example, corporate income of $125 less corporate tax of 20% ($25) leaves $100 available for a dividend distribution. The individual, on receipt of a $100 non-eligible dividend includes $125 in income, calculates personal tax, and then reduces that tax by the dividend tax credit which is equal to $25 [ITA 82(1)(a), (b), 121].


If, however, the shareholder is a corporation, double tax is avoided by removing the dividend from taxable income altogether. As there is no dividend tax credit there is no need for the gross‑up. A corporation simply includes the actual dividend in net income and removes the full amount when calculating taxable income [ITA 112(1)].

R7-11.
The statement is not true. A loss from real estate rentals can be used to offset other types of income.  However, a rental loss cannot be created or increased by a capital cost allowance (CCA) deduction [Reg. 1100(11)]. Therefore, where expenses before CCA exceed the revenues an actual loss is recognized but the loss cannot be increased further by CCA. 

R7-12.
Each building that is classified as a rental property to its owners and costs more than $50,000 must be included in a separate capital cost allowance class to which no additions can be made [Reg. 1101(1ac)]. Therefore, the sale of one building combined with the purchase of another is not pooled, and the sale will result in a recapture or terminal loss unless the selling price is equal to the property's undepreciated capital cost.


All buildings owned and used directly by the owner in a business are pooled together in a single class. Therefore, the sale of one building in a pool of several buildings, or the sale of a building combined with the replacement of another, may not result in a recapture or terminal loss.  [Note that it is possible to place buildings meeting certain requirements into a separate Class 1.]

R7-13.
If an investor purchases a fewer number of larger real estate properties (each costing over $50,000), the opportunity to dispose of a lower quality property in order to acquire a better quality property is diminished, because the cash available on the sale of the first property may be reduced by tax on the recapture of capital cost allowance. However, if a larger number of lower cost properties (each costing less than $50,000) are acquired, the sale of one to acquire a better quality property may defer the tax on recapture due to the fact that the properties are pooled in a single capital cost allowance class. Therefore more cash is available for replacement.


Of course, one must also consider the marketability of properties that are partly owned compared to properties that are wholly owned.

R7-14.
Real estate is often referred to as a tax-sheltered investment because it permits the deduction of capital cost allowance even when it is not an actual expense and bears no relationship to economic reality. Capital cost allowance is an arbitrary allocation of a building cost which does not take into account the estimated salvage value of the property. In many cases, the sale of a building, results in substantial recapture of capital cost allowance indicating that the previous deductions of capital cost allowance were too high. Therefore, annual rental income is subject to annual reduced tax in exchange for the payment of tax at a later time (recapture). In effect, a portion of the annual rental income is sheltered from tax until the property is sold and this enhances annual cash flows.

R7-15.
By separating the appreciating property from the business corporation the property becomes classified as rental property. Therefore, the normal transaction of selling a smaller building to replace it with a larger building as part of an expansion program will result in diminished cash flows from recapture of capital cost allowance, impairing the expansion capability (each rental property over $50,000 falls into a separate class).

On the other hand, this diminished cash flow could be avoided if the building were held directly in the business corporation as a business asset because the sale and replacement activities are pooled in the same class.  

The replacement property rules allow a taxpayer who incurs a capital gains and/or recapture on the disposition of a former business property to elect to defer the capital gain and/or recapture to the extent that the taxpayer reinvests the proceeds in a replacement property within one year or 12 months after the end of the taxation year in which the disposal takes place [ITA 13(4); 44(1)].  The taxpayer can take advantage of these rules even if the property is held separate from the business as long as the person who owns the property is related to the entity which uses the property to carry on business.   Former business property is defined in ITA 248(1) as a capital property used by the taxpayer or a related person for the purposes of earning income from a business.  These rules are discussed in Chapters 6 and 8.

CHAPTER 8

GAINS AND LOSSES ON THE DISPOSITION OF CAPITAL PROPERTY—Capital Gains

Review Questions

1. 
A capital gain or capital loss is the gain or loss realized from the disposition of capital property. What is meant by the term “capital property,” and how is it different from other types of property?

2. 
Is it necessary for property to provide a long-term benefit to its owners in order for the gain or loss on sale to be considered a capital gain or capital loss?

3. 
When it is unclear whether a gain or loss on a sale of property is of a capital nature, what factors are considered when judging the transaction?

4. 
An investor acquired a residential high-rise apartment as an investment. The property has now been owned for 11 years and annually has provided reasonable net rental income. This net rental income has been reinvested in other types of properties as well as in improvements to the apartment building. The owner is considering either selling the property to another investor or dividing the property into separate condominium units that will be marketed to existing tenants and to the public. Explain how a gain on sale will be treated for tax purposes under each alternative.

5. 
Distinguish among financial property, personal-use property, and listed personal property. Which of these three categories is (are) subject to capital gains treatment?

6. 
Distinguish between a capital gain and a taxable capital gain and between a capital loss and an allowable capital loss.

7. 
Explain why the tax treatment of capital gains is often described as preferential, while the treatment of capital losses is often considered unfair.

8. 
“A capital gain or loss can be recognized for tax purposes only when capital property is sold.” Is this statement true? Explain.

9. 
A corporation acquires a licence that permits it to manufacture a patented product for 10 years in exchange for the payment of a royalty. Describe the tax treatment that will occur if the taxpayer sells the licence for more than its cost or less than its cost to another party before the 10-year term expires. Would the tax treatment be the same if the licence had an unlimited life?

10. 
What advantage can a taxpayer achieve by incurring a capital gain on property and permitting the purchaser to pay for the property over a number of years?

11. 
Because of the tax treatment, an investment in shares of a small business corporation may present less risk than an investment in shares of a public corporation. Explain why.

12. 
What difference does it make when the sole shareholder of a corporation provides $10,000 of additional capital to the corporation as a loan (shareholder’s loan), rather than in return for additional share capital?

13. 
“The sale of a warehouse building used by a taxpayer to operate a business can result in a capital gain but not a capital loss.” Is this statement true? Explain.

14. 
Explain how the tax treatment of personal-use property deviates from the normal tax treatment of capital property.

15. 
When an investor buys some shares of a corporation at one price and later buys more shares of the same corporation at another price, how does the investor determine the cost for tax purposes when some, but not all, of the shares are eventually sold?

16. 
When an investor acquires a commodity or a contract to purchase a commodity in the future, what type of property does that investor own? Can a gain or loss on the sale of commodities or futures contracts result in a capital gain or loss?

17. 
An investment in capital property that appreciates in value at 10% per year is more valuable than an investment in capital property that provides an annual return, such as interest, of 10%. Explain why.

Solutions to Review Questions 
R8-1.
Property acquired for the purpose of providing the owner with a long‑term or enduring benefit is classified as capital property. For tax purposes, it can be distinguished from two other types of property: inventory and eligible capital property. Property acquired for the purpose of reselling it at a profit is inventory, and any gain or loss realized is business income (loss). Certain types of capital properties that are acquired for the purpose of providing a long‑term benefit are, however, classified as eligible capital property and do not receive normal capital gains treatment for tax purposes. As discussed in Chapter 6, eligible capital property includes property of an intangible nature that does not have a defined legal life (goodwill, franchises and licences with an unlimited life, customer lists, incorporation costs, and so on). Gains or losses from eligible capital property are considered to be business income (loss) [ITA 54 definition of capital property]. 

R8-2.
It is not necessary for property to actually provide a long‑term benefit to its owner, but rather the intended purpose of acquisition must be to provide such a benefit. Whether or not property actually achieves its intended purpose is governed by future events which may or may not be controllable by the owner.

R8-3.
A taxpayer's intended purpose in acquiring a property is not always clear, and yet it is necessary for the tax authorities to assess such transactions. The following factors are considered when judging intended purpose:

· period of ownership.

· nature of the transaction, including the point of purchase, use of the property during the ownership period, and the reasons for and the method of the disposition.

· number and frequency of transactions.

· relation of the transaction to the taxpayer's business.


By examining all of the above factors together, a course of conduct may be apparent which supports the intended purpose.

R8-4.
Sale of entire property to an investor - based on the limited information, it would appear that the selling price in excess of the original cost would be a capital gain. The property was held for a long period of time and generated regular annual benefits. As there is no indication of a history of buying and selling such properties, the intended purpose of acquisition as a capital property appears to be supported.


Sale of property by separate condominium units ‑ The selling process under this alternative requires significant effort by the vendor and therefore becomes a factor in assessing the original intention. Three possible results may occur. Because the method of sale is similar to that used by developers, it provides evidence that the property was acquired for the purpose of resale and any gain is business income. Another possibility is that the owner changed intention at some point. For example, once it was decided to dispose of the property, a condo sale was initiated to enhance the proceeds. Because the use of the property changed, it would be appropriate to expect a capital gain up to the value before the condo conversion, and business income on the additional profit. However, neither of these may be appropriate if, for example, a number of tenants requested a condo conversion after they become aware the property was for sale. Such circumstances may nullify the influence of the conversion allowing full capital gain treatment.

R8-5.
Personal-use property is capital property owned by a taxpayer and used primarily for personal use and enjoyment (car, house, boat) [ITA 54 definition personal-use property]. Listed personal property is specific capital property identified as jewellery, rare folios, manuscripts or books, prints, paintings and similar works of art, stamps and coins [ITA 54 definition listed personal property].  Financial property is capital property that provides a benefit from financial returns. All three categories of capital property are subject to capital gains treatment.

R8-6.
A capital gain is the amount by which the proceeds of disposition from capital property exceeds the adjusted cost base and the costs of disposition [ITA 40(1)(a)(i)]. A capital loss is the amount by which the adjusted cost base plus the costs of disposition exceeds the proceeds of disposition [ITA 40(1)(b)].  A taxable capital gain and allowable capital loss is one-half of the capital gain or capital loss determined above [ITA 38(a) & (b)].

R8-7.
The tax treatment of capital gains is considered to be preferential to other types of income because only one-half of the gain is taxable. The treatment of capital losses may be considered to be unfair because they can only be applied to reduce taxable income to the extent of capital gains earned from the sale of capital properties [ITA 3(b)], whereas other types of losses can be applied against any source of income.

R8-8.
The statement is not true. A capital gain or loss is recognized when a disposition of the property occurs. While in most cases a disposition is caused by a sale, there are a number of situations where a deemed disposition occurs for tax purposes even though a sale or exchange has not taken place. A deemed disposition at fair market value occurs when:

· 
property is transferred by way of a gift [ITA 69(1)(b)(ii)]. 

· 
the use of property changes from personal use to business or investment use or vice versa [ITA 45(1)]. 

· 
when a taxpayer ceases to be a resident of Canada [ITA 128.1]. 

· 
a taxpayer dies [ITA 70(5-10)].

In addition, loans receivable are deemed to be disposed of when the debt is considered to be uncollectible [ITA 50(1)(a)]. Similarly, a deemed disposition of shares occurs when the corporation is legally bankrupt or when the business has ceased and the corporation is insolvent (and an election is made under subsection 50(1) [ITA 50(1)(b)].

R8-9.
The licence is capital property that also qualifies as depreciable property under class 14 (due to its limited legal life). If the property is sold for a price in excess of the original cost, one-half of the excess is a taxable capital gain [ITA 38(a)]. In addition, to the extent that capital cost allowance has been claimed on the original cost, a recapture of capital cost allowance will occur which is considered to be business income [ITA 13(1)]. If the license is sold at less than the original cost, a capital loss will NOT occur [ITA 39(1)(b)(i)]. Instead either a recapture of capital allowance or a terminal loss may occur depending on whether the selling price is greater than or less than the undepreciated capital cost of the class 14 depreciable property [ITA 13(1); 20(16)]. A capital loss cannot occur on depreciable property [ITA 39(1)(b)(i)].


If the license was for an unlimited life, the tax treatment would not be the same because the license would be classified as eligible capital property. In that case, three‑quarters of the selling price is credited to the cumulative eligible capital account (see Chapter 6) and may result in business income if and when this account becomes negative [ITA 14(5)].  To the extent a negative balance exceeds the recapture of previous amounts deducted, then 2/3’s of that excess is taxable [ITA 14(1)].


The above presumes that the license was not acquired for the purpose of selling it at a profit. If this was the case, the licence would be inventory and treated accordingly.

R8-10.
With delayed payment of proceeds, the taxpayer can use the capital gain reserve provisions which delay the recognition of a portion of the taxable capital gain within defined limits. This has two possible advantages.

· 
The taxpayer can earn interest (from the purchaser) on amounts that would otherwise have been paid out as tax in the year of sale. Therefore, returns on the investment of the proceeds are enhanced. 

· 
By spreading out the recognition of income over several years, the rate of tax may be lower in some or all of those future years [ITA 40(1)(a)(iii), 40(2)(a)].

R8-11.
If an investment in shares of a small business corporation results in a loss, that loss would qualify as an allowable business investment loss (1/2 of the capital loss) [ITA 38(c) & 39(1)(c)]. The loss can be offset against any other source of income provided that the taxpayer has other sources of income (e.g., from business employment property or other sources) [ITA 3 (d)] and will result in an immediate reduction of taxes otherwise payable.

On the other hand, a loss from the sale of shares of a public corporation can only be offset against other capital gains, which restricts the use of the loss [ITA 3(b)]. Therefore, it is more difficult to obtain a tax reduction from the loss on public corporation shares. Hence, such investments, all else being equal, present greater risk.

R8-12.
In both circumstances the owner provides the same amount of capital to the corporation. However, the ultimate tax treatment to the owner may be different for each method.  If the corporation has financial difficulty and the owners capital is in jeopardy, the loan method results in a better tax treatment. A capital loss on the loan is deemed to occur when the debt is considered to be uncollectible, whereas a loss on the share capital will occur only when the shares are sold or the corporation becomes legally bankrupt or has ceased operations and is insolvent [ITA 50(1)]. Therefore, capitalization by debt provides an opportunity for a faster recognition of a loss for tax purposes. If the owner can use such a loss sooner rather than later, the ultimate loss measured in cash flow terms may be diminished; or the tax savings achieved earlier can be advanced to the corporation to reduce its financial problems and reduce the risk of a business failure.

R8-13.
Yes, the statement is true. The building is depreciable capital property which can result in a capital gain if the selling price is greater than the cost. However, as depreciable property, no capital loss can occur [ITA 39(1)(b)(i)].  Proceeds below the original cost affect only the capital cost allowance class which the building is part of. See the solution to question 9 above.

R8-14.
The tax treatment of personal-use property deviates from the normal treatment of capital property because any loss incurred on personal-use property is deemed to be zero [ITA 40(2)(g)(iii)]. Therefore, gains on personal use property are taxable but losses from such property cannot be used even to reduce capital gains from other personal use properties.

R8-15.
The acquisition of shares of the same class of a corporation is considered to be identical properties for tax purposes. The adjusted cost base of each identical property acquired (in this case, each share) is the weighted average cost of all the identical properties up to the point of the sale of some or all of those properties [ITA 47(1)].

R8-16.
The acquisition of commodities can only provide a benefit to the owner as a result of their resale. Therefore, such properties are always acquired for the purpose of reselling at a profit. The property is inventory and any gain or loss is either business income or a business loss. However, by administrative policy, a taxpayer may elect to treat commodity transactions as capital property resulting in capital gains or capital losses provided that method is used consistently. This option is not available to taxpayers who are associated with the commodity business or who take commodity positions as part of their normal business or trade.

R8-17.
An investment in capital property providing an annual growth rate of 10% will be taxed only when the property is sold, and only one-half of the gain is taxable. The investment, therefore, compounds annually at the pre‑tax rate of 10% and is taxed only when realized.


An investment in capital property that earns 10% annual interest is taxable annually as it is earned, and the full amount is taxable. Therefore, an investment return of 10% can only compound at its after‑tax rate. For example, if the investor is subject to a 40% tax rate, the 10% return will compound when reinvested at 6% annually compared to 10% under the capital gain option. Therefore, over time, holding appreciating property provides an increased rate of return because of the timing and the amount of the tax cost (1/2 is taxable).

CHAPTER 9

OTHER INCOME, OTHER DEDUCTIONS, AND SPECIAL RULES FOR COMPLETING NET INCOME FOR TAX PURPOSES

Review Questions

1. 
In addition to income from employment, business, property, and capital gains, taxpayers must include income from “other sources” when determining their income for tax purposes. How does the Income Tax Act limit the scope of “other sources of income”?

2. 
Explain why the receipt of property from an inheritance is not included in net income for tax purposes.

3. 
Can an individual deduct for tax purposes the amount of regular support payments to a former spouse? Would it matter if that individual’s only source of income were from interest on bond investments? Explain.

4. 
Why is the category “other deductions” considered to be the last test for determining the deductibility of an expenditure?

5. 
Briefly explain why an RRSP is an attractive investment.

6.
If you hold investments both inside and outside an RRSP and usually invest in both corporate bonds and corporate shares, which type of investment would you prefer to hold within the RRSP? Explain.

7.
Briefly explain why a TFSA is an attractive investment.  How does a TFSA differ from an RRSP?

8.
Briefly explain the tax treatment of a RESP.

9. 
What is the significance of the special rules for net income determination, and how do they relate to the five categories of income that are taxable?

10. 
“When in doubt, it is always best to claim a deduction for an expenditure because the worst possible result is that the CRA will simply deny the deduction.” Is this statement true? Explain.

11. 
If a group of business assets is being sold for a total agreed price, is it important that the vendor and the purchaser seriously consider how the total price will be allocated to the separate assets in the group? Explain.

2. 
What are the tax consequences if a parent sells property to a child at a price that is less than the actual value of the property? What difference would it make if the property were simply gifted to the child?

13. 
What are the tax consequences if an individual sells property to his or her spouse at a price that is less than the property’s market value but more than its cost?

14. 
How are property income (losses) and capital gains (losses) treated for tax purposes if the funds used to acquire the property were provided by the taxpayer’s spouse? How does the tax treatment differ if the funds are provided by the taxpayer’s parent?

15. 
What is the implication to the employer and to the employee if the employer delays the payment of remuneration to the employee?

16. 
What difference does it make for tax purposes when an individual’s last will and testament bequeaths property to a spouse, rather than to a child?

17. 
The scope of the income tax system is defined by five specific types of income—employment, business, property, capital gains, and other sources. This being so, why is it necessary for the Income Tax Act to specifically list a number of items that are not included in income?

18. 
Briefly outline the process that can be used to establish the tax treatment of a particular transaction.

Solutions to Review Questions 
R9-1.
"Other sources of income" is a catch‑all category that includes taxable items of income that do not qualify as employment income, business income, property income or capital gains. Its scope is limited because the Income Tax Act defines other sources of income as a specific list of items described in sections 56 through 59. Therefore, the term "other sources" is not open‑ended as it suggests.

R9-2.
The receipt of property from an inheritance would be included in the recipient’s net income for tax purposes only if it qualified as one of the five designated types of income. The inheritance is not income from employment because it was not earned from providing services to an employer. It is not business income because it was not earned from carrying on a business involving the sale of goods or services. It does not constitute a return on invested capital and, therefore, is not property income. It is not a capital gain because it did not result from the disposition of capital property. The inheritance can only be taxable if it qualifies as "other sources of income." A review of the limited list of items in this category does not include wealth enhancement from an inheritance and, therefore, by a process of elimination, it is not part of net income for tax purposes.

R9-3.
Yes, support payments to a former spouse are deductible as part of the "other deductions" category provided that the support payments are pursuant to a legal agreement or court order and are on a periodic basis (not a lump sum) [ITA 56.1(4), 60(b), 60.1(4)]. It does not matter that the payer's only source of income is interest from bonds (which is property income). Items that qualify as "other deductions" are deducted as part of the aggregating formula after income from employment, business, property and capital gains have first been included. Therefore, support payments, as part of "other deductions" can be deducted from any source of income. 

R9-4.
Each of the primary categories of income (employment, business, property, and capital gains) permit certain items of expenditure to be deducted in arriving at the net income from that source. If those categories do not permit an expenditure to be deducted, the only remaining area of the tax system which may permit its deduction is the category of "other deductions." If this category does not mention the specific item then it is not deductible for tax purposes. Therefore, the category of "other deductions" is important because it is the last test in the income tax scheme to determine the deductibility of an expenditure [ITA 60].

R9-5.
Investing in an RRSP is attractive for four reasons: 

· 
Contributions to an RRSP are deductible (within limits) from income and, therefore, reduce the amount of tax otherwise payable. Therefore, the cost of a $5,000 RRSP contribution to a taxpayer subject to a 40% tax rate is only $3,000 ($5,000 ‑ 40% of $5,000 = $3,000). Effectively the tax deduction means that a certain amount of income can be invested before tax rather than after‑tax.

· 
Investment returns on amounts invested within the plan are not subject to taxation when earned and, therefore, compound annually on a pre‑tax basis compared to an investment outside of the plan which compounds at a substantially reduced after‑tax amount.

· 
Funds within the plan continue to be tax sheltered until they are withdrawn from the fund. Therefore, even when the plan is converted into regular pension payments, the undistributed funds continue to earn investment returns without tax. Tax is payable only in proportion to the periodic annual payments from the fund to the beneficiary [ITA 56(1)(h)].

· 
By contributing to a spousal RRSP, future retirement income can be split between wife and husband, which may result in lower tax costs at that time [ITA 146(5.1)].

R9-6.
Given that an individual will invest in both bonds and stocks, it is preferable to hold the bond investments within the RRSP and the stocks personally. Stocks will yield both dividends and capital gains, both of which receive preferential tax treatment. Dividends receive the dividend tax credit, and capital gains are only one-half taxable. By including stocks in the RRSP, the gains will be ultimately returned to the owner as pension income that is fully taxable and the otherwise preferential treatment is lost. On the other hand, bond interest is fully taxable when earned [ITA 12(1)(c), 12(4)] and, therefore, including these returns in the RRSP provides a tax deferral. The income is fully taxable when removed from the plan [ITA 56(1)(h)].

R9-7
The TFSA is an attractive investment because all investment income (interest, dividends and capital gains) are tax free when earned and when withdrawn from the account.  Unlike an RRSP, contributions to a TFSA are not deductible and withdrawals are not taxable.  The annual contribution limit for a TFSA is $5,000 [ITA 146.2].

R9-8
Contributions to an RESP are not deductible.  Income earned in an RESP is not taxable until withdrawn and in that year is normally taxed as the student’s income.  The RESP can receive a Canada Education Savings Grant for children up to age 17. The grant is limited to 20% of the first $2,500 contribution, annually.  Additional grants may be available for low income families. 

R9-9.
The determination of the primary sources of income (employment, business, property, and capital gains) is governed by a set of fundamental rules for each source. However, within each source, unusual transactions may occur for which the treatment cannot be ascertained by the basic rules. In addition, taxpayers often attempt to structure transactions in a manner that will avoid the application of those rules. The special rules for net income determination outlined in sections 67 through 81 of the Income Tax Act are important because they are designed to deal with unusual transactions and tax avoidance schemes. Although, the special rules are provided separately, they effectively modify the general rules of the primary categories of income and, therefore, form an integral part of the rules for determining income from employment, business, property and capital gains.

R9-10.
The statement is not true. In some circumstances, the denial of a deduction is accompanied by a penalty cost to the taxpayer or a related party. For example, if a corporation pays an unreasonable salary to a shareholder or a member of the shareholder's family, the unreasonable portion of the salary is denied as a deduction to the payer [ITA 67] but remains fully taxable to the recipient [ITA 5(1)]. Therefore, amongst the related parties, double taxation will occur. This penalty is severe, and caution must be used for transactions involving related parties.

R9-11.
When a group of assets are being sold for a total agreed price, it is important for the vendor and the purchaser to consider the allocation of the price amongst the assets involved [ITA 68]. For the vendor, the allocation will establish the type of income on the sale (recapture, capital gain or gain from eligible capital property) and consequently the amount of the related tax. For the purchaser, the allocation of the price determines the amount of CCA and eligible capital property deductions that are available in the future. A variance in the allocation can alter the amount of tax payable for the vendor and the amount of tax savings from deductions for the purchaser.


As the decision to buy is influenced by future cash flows, it is important that the purchaser accurately determine what the future tax costs will be. The special rules for determining net income permit the tax authorities to allocate the total purchase price in relation to the fair value of each separate asset. Consequently, to avoid unanticipated tax costs, the vendor and the purchaser should give advance consideration to establishing a proper allocation.

R9-12.
The parent is deemed to have sold the property at its fair market value [ITA 69(1)(b)(i)], even though that amount has not been received as payment, and the gain or loss will be determined accordingly. However, the cost of the property to the child remains at the actual purchase price (i.e., less than the fair value). Therefore, when the child sells the property for its fair value, a taxable gain occurs to the extent the selling value exceeds the purchase cost. Consequently, both the parent and the child are liable for tax on the same gain and double taxation occurs.


If the parent had gifted the property to the child, the parents position is unchanged from that above [ITA 69(1)(b)(ii)] but the child is deemed to have acquired the gifted property at its fair value [ITA 69(1)(c)]. Therefore, double taxation does not occur when a gift is made but it does when an attempt is made to avoid tax by selling to a related person at less than fair value.

R9-13.
The sale of property to a spouse is treated differently than the sale of property to other related persons. In this case, assuming the property is capital property, the vendor spouse is deemed to sell the property for tax purposes at his/her adjusted cost base resulting in no taxable income on the sale [ITA 73(1)(a)(ii), 73(1.01)]]. This occurs even though the actual selling price was higher than the cost amount. Similarly if the property was depreciable property, the deemed selling price would be equal to the property's undepreciated capital cost [ITA 73(1)(a)(i)]. However, the vendor may elect that the transfer price for tax purposes is the fair market value and accordingly recognize the related gain [ITA 73(1)].

R9-14.
If the funds were provided from a spouse either as a gift or a non‑interest or low‑interest loan, both the future property income earned and capital gains from a future sale are included in the income for tax purposes of the spouse who provided the funds [ITA 74.1(1), 74.2(1)]. This result could have been avoided if the spouse providing the funds had done so by way of a loan with normal commercial terms and a proper rate of interest and the interest for each taxation year was paid not later than 30 days after the end of the taxation year [ITA 74.5(2)].


If the funds had been provided by the taxpayer’s parent, by way of a gift or a non‑interest loan, and if the child was under 18 years of age, only the property income would attribute to the parent but not the capital gain [ITA 74.1(2)].  If the child was 18 years of age or older attribution of income normally will not occur regardless of how the funds were transferred. 


Two exceptions exist. First, if a loan is made to a non- arm’s length person who is 18 years of age or older and one of the main purposes for making the loan was to reduce or avoid tax, the resulting income earned by the debtor from the borrowed funds will be included in the income of the lender [ITA 56(4.1)].  Second, dividends from a private corporation received by a person who is under the age of 18 are taxable to that individual at the highest marginal tax rate but are not subject to the attribution rules [ITA 120.4].

R9-15.
If the payment of remuneration by the employer is delayed beyond 179 days after the taxation year in which the expense occurred, the employer cannot deduct the remuneration for tax purposes until the year in which the remuneration is actually paid [ITA  78(4)]. In other words, the accrual method is denied and the cash method is substituted. The tax treatment to the employee follows the normal rules of employment income. Remuneration is included for tax purposes as employment income in the year in which it is received, not when it is earned [ITA 5(1)]. 

R9-16.
On death, a deemed disposition of all property occurs. If the property is left to a spouse, depreciable property is deemed to be sold at a price equal to its undepreciated capital cost, and capital property is deemed to be sold at a price equal to its adjusted cost base [ITA 70(6)]. Therefore, no taxable income is created. The executors of the decedent's estate may elect, if they so desire, to have the deemed disposition occur at fair market value and recognize the related gains [ITA 70(6.2)]. On the other hand, property left to children is treated differently. Capital property and depreciable property left to a child is deemed to be sold at fair market value [ITA 70(5)]. Therefore, capital gains and recapture of capital cost allowance may occur.

R9-17.
Although the five primary types of income define the scope of the Canadian tax system, certain types of income which do not fall within the five categories may be exempt for special reasons. These exceptions are all listed together in section 81 of the Income Tax Act. For example, employment income includes allowances received from the employer [ITA 6(1)(b)]. However, allowances received by a member of a provincial legislature are not taxable as stated in the specific list of items that are not included in income [ITA 81(2)]. The list may affect any of the five normal categories of income.

R9-18.
The process used to establish the tax treatment of a particular transaction is:

· 
Define the nature of the transaction to determine which of the five income sources it relates to.

· 
Apply the principles of income determination for that source.

· 
Determine whether or not the special rules for income determination may override the established principles.

· 
Relate the item to the aggregating formula to determine its overall impact.

CHAPTER 10

INDIVIDUALS:  DETERMINATION OF TAXABLE INCOME 

AND TAXES PAYABLE

Review Questions

1. 
Briefly explain the difference, for individuals, between net income for tax purposes and taxable income.

2. 
Explain the difference between an allowable capital loss and a net capital loss.

3. 
Describe the tax treatment of net capital losses.

4. 
Explain how a non-capital loss is created and how it is treated for tax purposes.

5. 
Is it always worthwhile to utilize a net capital loss or a non-capital loss as soon as the opportunity arises? Explain.

6. 
Is it possible for taxpayers to pay tax on more income than they actually earned over a period of years? Explain.

7. 
How does the risk of not being able to utilize a business loss for tax purposes vary for each of the following individuals?

• Individual A operates the business as a proprietorship.

• Individual B is the sole shareholder of a corporation that owns the business.

• Individual C is a 30% shareholder of a corporation that operates the business.

• Individual D is a 30% partner in a business partnership.

8. 
What can a taxpayer do to reduce the risk of not being able to utilize a net capital loss or a non-capital loss?

9. 
Two separate taxpayers are considering investing in shares of the same public corporation. How is it possible that the risk associated with that investment may be greater for one taxpayer than for the other?

10. 
If an individual has a net taxable capital gain in a year that qualifies for a capital gain deduction, is there any advantage to not claiming the applicable portion of the deduction in that year? Explain.

11. 
If an individual is considering selling his business to a daughter, does it make any difference to him whether that business is a proprietorship or is housed within a corporation?

12. 
What is the difference between the basic federal tax and the total federal tax?

13. 
What is the difference between a tax deduction and a tax credit?

14. 
An individual usually has taxable income in a year of $130,000 and pays federal and provincial taxes totalling $43,000. Would this information be relevant when the implications of investing in a partnership that operates a small retail business are considered?

15. 
Does an individual who lives in Alberta and receives a $100 dividend obtain the same tax reduction from the dividend tax credit as an individual who resides in New Brunswick? Explain.

16. 
In what circumstances may an individual be subject to provincial tax in more than one province in a particular year?

17. 
An individual resides in Manitoba and operates a business that has no profit from its Alberta operations. Is it possible for that person to have a tax liability in Alberta in a particular year?

Solutions to Review Questions 

R10-1.
Net income for tax purposes consists of the aggregate of a taxpayer's current year's income from employment, business, property, capital gains and other sources, taking into account the losses from those sources. Net income for tax purposes is not the base to which the tax rates are applied. Taxable income consists of net income for tax purposes minus certain reductions. For individuals, those reductions consist primarily of losses from other years that were unable to be used in the year incurred and the lifetime capital gain deduction on qualified property. Taxable income is the base to which the annual tax rates apply. 

R10-2.
An allowable capital loss is one-half of the loss incurred on the sale of capital property in a particular year, and forms part of that year's calculation of net income for tax purposes. To the extent that the aggregating formula for a particular year restricts the deduction of allowable capital losses because there are insufficient taxable capital gains, the restricted portion is classified as a net capital loss. Net capital losses, therefore, may consist of the unused allowable capital losses of a number of years, and may be available for deduction in other years in arriving at the taxable income of those other years (see 3 below) [ITA 111(1)(b)].

R10-3.
Net capital losses can be carried back three years and forward indefinitely from the year in which they were incurred. During the carry‑over period, the net capital losses can be deducted in arriving at taxable income only to the extent that the taxpayer has realized net taxable capital gains (gains minus losses) for that year [ITA 111(1)(b), 111(1.1)].There is an exception to this rule for the year of death and the preceding year.  In those two years, an individual may deduct net capital losses against all sources of income [ITA 111(2)].

R10-4.
If, in a particular year, the aggregating formula for determining a taxpayer's net income for tax purposes does not permit the full deduction of employment losses, business losses, property losses, and allowable business investment losses because there is insufficient income in that year, the unused portion is classified as a non‑ capital loss. Non‑capital losses can be carried back three years and forward twenty years from the year in which they are incurred, and can be deducted in arriving at the taxable income of those other years, regardless of the type of income earned in those other years [ITA 111(1)(a)].  [Note the carry forward for non-capital losses incurred in taxation years that end prior to March 22, 2004 is seven years.  For non-capital losses incurred in taxation years ending between March 23, 2004 and December 31, 2005 the carry forward is ten years.]

R10-5.
It is not always desirable to utilize a loss carry‑over as soon as possible. The decision to use the loss carry‑over must consider both the timing and the amount of the tax savings that will occur. Obviously, the sooner they are used, the sooner after‑tax cash flow will be increased.

However, consideration must also be given to the rates of tax that are applicable in the particular year. By forgoing the use of a loss carry‑over in a year of relatively low income in order that it can be used in a subsequent year when income is anticipated to be high (and therefore subject to a higher rate of tax) the amount of tax saved will be greater. The decision to delay the use of a loss carry‑over must consider both the time value of money as well as the degree of certainty for the anticipated earnings.

R10-6. 

Yes, it is possible to pay tax on more earnings than were actually achieved over a period of time. Because non-capital losses have a defined and restricted time period in which they can be used, it is possible that they will remain unused indefinitely. For example, if a taxpayer earns taxable income before the three year carry‑back and after the twenty year carry‑forward of non‑capital losses, the losses simply expire, but income in those other years is subject to tax.

R10-7.
The risk of not being able to utilize a business loss for tax purposes differs for each taxpayer as follows:

· 
Individual A ‑ As a proprietorship, the business loss belongs to the individual and can be offset against all of his/her sources of income. Therefore, the individual will only lose the loss if he/she cannot generate sufficient income in the required time limit.

· 
Individual B ‑ Incurs the loss in a wholly‑owned corporation. The loss is locked in the corporation and can only be used if the corporation earns sufficient income for offset. As the individual shareholder is a separate taxpayer, income earned by the individual cannot be offset against the corporation's loss. Therefore, there is a greater risk of the business loss remaining unused. As the sole controlling shareholder, the individual has some opportunity to transfer income producing activity into the corporation to diminish this risk.

· 
Individual C ‑ The risk in this situation is similar to Individual B (above) except that Individual C does not control the corporation that incurs the losses. Therefore, Individual C is at greater risk of not being able to use the business loss because it is much more difficult for him/her to transfer income producing activities to the corporation. Investing in a business venture with other parties using a corporate structure substantially reduces the shareholders flexibility for loss utilization.

· 
Individual D ‑ Even though this individual is investing with other parties, the use of the partnership structure reduces the risk of not being able to use the business losses. The business losses are allocated directly to the individual and can be used against all of his/her sources of income. Maximum flexibility is therefore achieved.

R10-8.
A taxpayer can use the following discretionary actions to reduce the risk of not being able to utilize a non‑capital or net capital loss:

· 
Delay the deduction of discretionary items such as capital cost allowance, allowance for bad debts and so on.

· 
Speed up the timing of taxable income by not claiming income reserves from deferred proceeds on the sale of capital property or inventory.

· 
Trigger the realization of capital gains and/or recapture of capital cost allowance by selling assets. The assets can be sold to a related entity and leased back for the business operations. The created gains will offset the losses that are about to expire in exchange for an increased tax value for the assets transferred to the related corporation. Alternatively, the property can be sold to a third party under a sale and leaseback arrangement.

R10-9.
Two separate taxpayers investing in shares of the same public corporation may be subject to different risk because of their abilities to utilize a capital loss from that investment if it should occur. For example, one investor may already own other capital properties that have appreciated in value and have potential capital gains. This investor has little risk of incurring a capital loss on the new investment that will remain unused. On the other hand, another investor may have no other capital properties, in which case a capital loss on the new share investment can only be used to reduce taxes if a future capital gain can be created. Therefore, the first investor is ensured that a loss will create a tax saving which reduces the potential cash loss that can occur, whereas, the second investor runs the risk that any loss will not create a tax saving and his potential cash loss is greater.
R10-10.
The use of the capital gains deduction on specific qualified property is optional and in some circumstances it may be desirable to forgo its use until a later year. For example, a person may not want to claim the deduction in a year of low income, and preserve the deduction for a subsequent year when a gain would be taxable at a high rate of tax. Such a decision should not be made unless there is reasonable certainty that a future capital gain on qualified property will occur. In addition, one should be aware that the capital gains deduction, as a tax preference, is subject to continual debate regarding its fairness and runs the risk of being canceled at some future time [ITA 110.6].

R10-11.
If the business is a proprietorship, the sale of the business involves the sale of each separate asset. To the extent that capital gains occur from the sale, the taxpayer cannot use the capital gains deduction to reduce the amount of tax. If the business is housed within a corporation the sale would involve the sale of shares of the corporation rather than the individual assets of the business. In this case, provided that the corporation is a qualified small business corporation (QSBC), a capital gains deduction of $375,000 ($750,000
 x ½) is available [ITA 110.6].

R10-12.
Basic federal tax consists of the normal federal tax based on the standard rate structure minus certain, but not all, tax credits. Total federal tax is the amount determined after deducting all of the permitted tax credits. The distinction may be important because some federal taxes are determined as a specific rate applied to the basic federal tax rather than to the taxable income or total federal tax (for example, the special federal tax for non-residents in place of a provincial tax).

R10-13.
A tax deduction reduces a taxpayer's taxable income and the resulting tax saving is based upon the marginal tax rate of the taxpayer. For example, a $100 tax deduction will reduce taxes by $45 for a taxpayer subject to a 45% tax rate and by $30 for a taxpayer subject to a 30% tax rate. On the other hand, a tax credit is a specific reduction of tax otherwise payable. A $100 tax credit reduces the taxpayer's tax by $100 regardless of whether they are subject to a 45% tax rate or a 30% tax rate.

R10-14.
The fact that the individual paid $43,000 of tax on $130,000 of income is not relevant to the decision to invest in the business partnership. This information simply provides the effective rate of tax paid (33 1/3% ‑ ‑$43,000/$130,000). What is relevant is the marginal rate of tax applicable to the investor. In other words, the rate of tax applicable on each additional dollar of income earned [ITA 117(2)].


Because personal tax rates are progressive, the $43,000 tax amount consists of several rates of tax on different levels of income. This individual will be taxed on each additional dollar of income at the highest rate. The new venture is structured as a partnership, therefore, profits earned or losses incurred are allocated directly to the investor creating additional tax on income at the high rate, and will save tax from losses at the same rate (unless the losses cross the rate boundary).

R10-15.
An individual in Alberta will not receive the same tax reduction from the dividend tax credit on a $100 dividend as an individual in New Brunswick. Although the federal dividend tax credit is the same, the provincial taxes are different. Each province and territory has their own provincial dividend tax credit.  

R10-16.
Normally an individual is taxable in a particular province if he or she resided in that province on the last day of the calendar year.  An exception to this rule requires that an individual, who resides in a particular province but carries on business from a permanent establishment in other provinces, allocate a portion of the business income to those other provinces [Reg. 2600].

R10-17.
Yes, it is possible for this to occur.  A taxpayer residing and operating a business in Manitoba that also has operations in Alberta must allocate a portion of the business profits for tax in Alberta provided that the Alberta operations are carried on from a permanent establishment in that province.  The profit allocation is based on an arbitrary formula that relates to the percentage of sales earned and salaries paid in Alberta and not to the actual profits in Alberta. Therefore, as long as the Alberta operation has sales and salaries, a percentage of the total business profits (Manitoba and Alberta) is allocated to Alberta and is subject to Alberta tax rather than Manitoba tax.  The fact that the Alberta operation did not actually earn a profit is irrelevant [Reg. 402(3)].

CHAPTER 11

CORPORATIONS―AN INTRODUCTION

Review Questions

1.
“A corporation is an artificial person separate and distinct from its owners.” Briefly explain this statement.

2. 
Identify the types of relationships that can exist between a corporation and its shareholders.

3. 
What factors may influence the value of a corporation’s common share capital?

4. 
Identify two ways in which a shareholder can realize a return on a share investment. Describe the relationship between them.

5. 
“Given the choice, individual shareholders of a corporation prefer to receive their return on investment by way of dividends, rather than from the sale of shares at a profit.” Is this statement true? Explain.

6. 
“A shareholder may have a primary relationship as well as secondary relationships with the corporation. The difference between the (two relationships relates to the tax treatment of income flows between the corporation and the shareholder.” Explain.

7. 
Corporations and individuals determine their taxable income in different ways. What are the differences?

8. 
How are the net capital losses and non-capital losses of a corporation affected when voting control of the corporation shifts from one shareholder to another?

9. 
If the shares of a corporation that has non-capital losses are about to be sold and if those losses arise from business operations, why is it important for the vendor to consider the nature of the purchaser?

10. 
An existing corporation that operates a profitable retail business is considering expanding its activities to include manufacturing. The expansion business can be organized in either of two basic ways. Describe them. Also, what factors must be considered when a choice is being made between the two structures?

11. 
How does the tax treatment of intercorporate dividends affect the relationship between dividends and capital gains when one corporation invests in shares of another corporation? (Assume that both entities are taxable Canadian corporations.)

12. 
Explain why the federal tax reduction of 13% (in 2012) or a provincial tax reduction on manufacturing and processing activities may apply to an amount that is greater than or less than the corporation’s actual income from manufacturing. Is it possible for a corporation that earns $500,000 from retail activities and suffers a loss of $50,000 from manufacturing activities to be eligible for the 13% (in 2012) manufacturing reduction?

13. 
What is the marginal tax rate for a public corporation in Ontario on income derived from a chain of restaurants? Show calculations.

14. 
Because income earned by a corporation is first subject to corporate tax and then taxed a second time when after-tax profits are distributed to individual shareholders, shareholders are entitled to claim a dividend tax credit. Does the dividend tax credit eliminate the double taxation of corporate profits? Explain.

15. 
The following statement appeared in the media: “There are 60,000 Canadian corporations that earned a profit for the year but incurred no income tax liability.” Is it possible that this statement is true? If it is, explain the principal reasons why, and state your opinion as to whether changes to the tax system are warranted.

Solutions to Review Questions 
R11-1.
By law, a corporation is recognized as an entity which has the power to act on its own behalf and enter into enforceable legal agreements. It can own property, sell and lease property, and borrow funds in the same way that an individual can. Although the corporation is owned by its shareholders, the affairs of the corporation are separate from the affairs of its owners. Therefore, property owned by the corporation is not property owned by the shareholder, and debts of the corporation are not debts of the shareholders. As a separate entity, the corporation is subject to income tax on its profits. However, when those after‑tax profits are distributed to the shareholders they are again included in the shareholders income for tax purposes [ITA 12(1)(j)].

R11-2.
A shareholder can have both a primary and a secondary relationship with the corporation. Under a primary relationship, the shareholder provides equity capital to the corporation in exchange for shares. The shareholder can receive a return from the shares in the form of dividend distributions and/or share value enhancement. Under a secondary relationship, the shareholders may also act as a creditor, supplier, customer, employee, or lessor to the corporation. They can, therefore, loan money to the company in exchange for interest, lease property to the company in exchange for rent, provide services in exchange for salary and so on.

R11-3.
The following factors may influence the value of a corporation's common share capital.

· 
Profits earned or losses incurred by the corporation. Profits retained belong to the common shareholders and the share value increases accordingly. 

· 
Dividends paid by the corporation. Dividend distributions reduce the equity of the corporation and the share value declines accordingly. 

· 
Increases or decreases in the value of assets owned by the corporation, including tangible assets such as land and buildings, and intangible assets such as goodwill.

R11-4. 
A shareholder who provides share capital to a corporation can realize a return on investment from dividends or from capital gains when shares that have increased in value are sold. The two are related because dividend payments alter the value of the shares, thereby affecting the potential capital gain (loss) on sale. If after‑tax corporate profits are retained by the corporation, the value of the shares increases, which may create a capital gain if the shareholder sells the shares. On the other hand, if corporate earnings are distributed as a dividend, the value of the shares decline, and reduce the amount of capital gain that would otherwise occur when the shares are sold.

R11-5.
It is not always true that a shareholder prefers a dividend over a capital gain. First of all, the shareholder may be entitled to the capital gains deduction on shares of a qualified small business corporation (QSBC), in which case a capital gain is preferable to a dividend. Both dividends and capital gains have preferential treatment (dividends ‑ the dividend tax credit, capital gains – 1/2 taxable). The tax rate on non-eligible dividends is higher than the rate on capital gains, except in the lowest tax bracket where the opposite is usually true. The tax rate on eligible dividends is normally lower than the rate on capital gains in first three tax brackets.  However, the opposite usually occurs in the top tax bracket. See Exhibit 10-8 for the actual marginal tax rates for the top income tax bracket by source for each province.  Using the marginal rates developed in Chapter 10 (Exhibit 10-7) for a particular province, the rates can be compared as follows:

	
	
	Eligible
	Non-eligible

	
	Capital Gains
	Dividends
	Dividends

	
	
	
	

	Low bracket
	12%
	  0%
	 7%

	2nd bracket
	16%
	 10%
	17%

	3rd bracket
	20%
	21%
	27%

	High bracket
	23%
	28%
	33%


Keep in mind that the timing of the tax may be different for each option. Capital gains are taxed only when the property is sold whereas dividends are taxed when received.

R11-6.
In the primary relationship, dividends paid by the corporation are not deductible by the corporation when determining its income for tax purposes, but the receipt of the dividends is taxable to the shareholder. Therefore, corporate income distributed to shareholders as dividends are subject to two levels of tax. In secondary relationships, payments to the shareholder for salary, interest, and rents are all deductible for tax purposes by the corporation and fully taxable to the recipient. Because such payments reduce corporate income before tax it effectively shifts corporate income from the corporation to the shareholder with the result being that there is only one level of tax.

R11-7.
The conversion of net income for tax purposes to taxable income for corporations is different because it includes several special reductions that are not permitted for individuals. In arriving at taxable income a corporation, in addition to deducting net capital losses and non‑capital losses, can also deduct: 

· 
dividends from taxable Canadian corporations included in net income [ITA 112(1)],

· 
dividends from foreign affiliate corporations included in net income [ITA 113], and

· 
charitable donations [ITA 110.1(1)].


A further difference is that a corporation is not entitled to the capital gains deduction which exempts $750,000 of gain on certain qualified properties.

R11-8.
If voting control of a corporation shifts from one shareholder or group of shareholders to another, any net capital and non‑capital losses are affected as follows: 




  
·  Net capital losses are deemed to expire [ITA 111(4)(a)].

· 
Non‑capital losses that were incurred from a business operation continue to be carried forward, but can only be offset against profits earned by the business that incurred the loss or a similar business. In addition, the loss business must be carried on at a profit or with a reasonable expectation of profit throughout the taxation year in which the losses carried forward are deducted. If the loss business is terminated before the losses are used, the loss carry‑overs will not be available [ITA 111(5)].

·  Non-capital losses that were incurred from ABILs and property losses, i.e., rent, are deemed to expire [ITA 111(5)].   

· 
A deemed year end occurs at the date of the control change [ITA 249(4)]. This causes operating losses (if any) up to that date to be included as restricted non‑capital losses.

· 
Depreciable property, eligible capital property and capital property are deemed to be sold at FMV on the date of the control change if the specific property is valued below its tax cost [ITA 111(4), (5.1) & (5.2)]. This has the effect of triggering unrealized losses and including them in the above restrictions.


(Note: control must be acquired by an arm's length party for the above to apply [ITA 256(7)(a)])

R11-9.
A change in control from a sale of the shares will restrict the use of the loss carry‑overs so that they can be used only by the business that incurred the loss or a similar business [ITA 111(5)]. If the purchaser is in a similar line of business they can, after the share acquisition, take steps to combine their profitable operations with the acquired loss corporation.


The loss carry‑overs can then be used against the future profits of the purchaser's operations. This would not be the case if the purchaser was in a different line of business. Therefore, a loss corporation has greater value to a purchaser in the same line of business that can easily use the prior losses to create tax savings. The vendor should seek out such buyers.

R11-10.
The existing profitable retail corporation can expand its new manufacturing activity by using a separate corporation to house the new activity, or it could operate the manufacturing operation as a division of the existing corporation. In addition to any legal and administrative considerations, the following tax items should be considered when making the choice:

· 
If the new manufacturing operation should incur losses, they could not be immediately used if a separate corporation structure was used, as those losses would belong to the new corporation as a separate taxpayer. However, under a division structure, any losses from the manufacturing operation could be immediately offset against the retail profits creating additional cash flow from tax savings. This cash flow could be used to help fund the cost of the expansion. If the new venture fails, the divisional structure leaves the existing corporation fully liable for the obligations, whereas the separate corporation structure may limit the liability.

· 
The alternate structures will have an impact on the amount of income that is subject to the Manufacturing and processing profits (M&P) deduction (13% - 2012) [ITA 125.1(1)]. The general tax reduction (13% - 2012) [ITA 124.4] is applicable to other types of income.  Therefore, most corporate income is subject to a net federal tax rate of 15%.  Certain provinces have special rates for manufacturing and processing income.  It is the possibility of provincial tax savings that makes the allocation of M&P income important.

Under the separate corporation structure, the maximum profit eligible for the reduction is the actual manufacturing profits earned. However, when the operations are combined in the same corporation with the profitable retail activity, the manufacturing profits available for the M&P deduction is determined by an arbitrary formula ‑‑ based on the ratio of manufacturing capital and labour to total capital and labour of the combined operating profit [Reg. 5200]. This formula may produce an arbitrary manufacturing income for tax purposes that is greater than or less than actual. The magnitude of this difference can be estimated and once determined should be considered as part of the decision process.

R11-11. 
The owner of shares of a corporation can realize a return on that investment from dividends and/or capital gains when the shares are sold. The payment of dividends reduces the value of the share and therefore reduces the potential capital gain on the shares. With respect to corporate shares, dividends and capital gains are closely related.


However, when one corporation invests in shares of another corporation, the consequence of the capital gain/dividend relationship is altered. Dividends received by a corporation from another Canadian corporation can be deducted from the recipient's net income when arriving at taxable income thereby providing a tax free return on investment [ITA 112(1)]. In comparison, if dividends are not paid, allowing the share value to grow, the capital gain on the future sale of shares will be taxable to the investor corporation. This difference in tax treatment is significant and creates a strong incentive for dividend returns compared to capital gains. This is quite different than the relationship of dividends and capital gains where the shareholder is an individual. (Certain refundable taxes may be applicable to particular dividends received by a private corporation - see Chapter 13)

R11-12.


The 13% federal tax reduction on manufacturing profits may apply to an amount that is  tax calculation is based upon an arbitrary formula as follows: [Reg.5200]

	Manufacturing Capital
	
+
	Manufacturing Labour

	‑‑‑‑‑‑‑‑‑‑‑------------------------------------------------ x Total business profits

	Total
	+
	 Total

	Capital
	
	Labour



The above formula arbitrarily allocates a portion of the total business profits as "manufacturing profits" based upon the ratio of manufacturing capital and labour to total capital and labour of the whole corporation. For example, assume that the ratio in the above formula is 20% (i.e. MC + ML is 20% of TC + TL) and the corporation's profits are as described in the question.

	Retail profits
	$500,000
	

	Manufacturing loss
	  (50,000
	)

	  Total profits
	$450,000
	



For tax purposes, the manufacturing profits would be $90,000 (20% of $450,000) even though the manufacturing activity actually suffered a loss of $50,000. The arbitrary formula converted $140,000 of retail profits into manufacturing profits eligible for the 13% (2012) M&P deduction (and certain provincial and territorial reductions) ($90,000 + $50,000 loss = $140,000). The availability of the small business deduction may limit the use of the M&P deduction (see Chapter 13)

R11-13.
The marginal tax rate is 26% (2012) calculated as follows:

	Federal rate
	38
	%

	Less federal abatement
	(10
	)

	General tax reduction
	 (13
	) 

	  Federal tax
	15
	

	Provincial tax
	
	

	  Exhibit 11-8 
	11
	

	
	
	

	Combined rate
	26
	%



A portion of the restaurant profits may be considered as manufacturing and processing income because the conversion of raw food into cooked meals represents a processing activity [ITA 125.1(3)]. Therefore, the tax rate on income of this nature (based on the arbitrary formula) may be reduced due to a provincial reduction of 1.2%.

R11-14.
The dividend tax credit is designed to reduce or eliminate double taxation that would otherwise occur when after‑tax corporate profits are distributed as dividends to shareholders who are individuals. The federal dividend tax credit, together with the corresponding provincial dividend tax credit, reduces the shareholder's personal tax in recognition of the fact that the corporation has already paid tax on its corporate income. However, this reduction makes the assumption that the corporate tax rate is approximately either 27.5% or 20%. If the corporate tax rate is higher than these assumed rates (27.5% and 20%) an element of double taxation will occur.  If the corporate rate is lower than these assumed rates, an element of tax savings will occur.  Provincial tax rates vary widely.  Thus, the element of double tax or tax savings depends on the province in which the income is earned.  Business income eligible for the small business deduction provides a small tax savings when passed through a corporation in all but one province, Quebec [Text page 406].  There is some amount of double taxation when business income not eligible for the small business deduction is passed through a corporation, for all provinces [Text page 405]. 

R11-15.
Yes, it is possible for corporations to earn income in a year but pay no tax in that year. There are two primary reasons why this may occur:

· 
The corporation may have suffered losses in previous or subsequent years which are carried forward or back and deducted against the profits of the year in question. This reduces the corporation's net income when arriving at its taxable income and no tax is payable [ITA 111(1)(a)]. Therefore, although there is net income for the year there is no taxable income.

· 
The corporation may simply be a holding corporation that owns shares of another corporation. For example, the corporation in question may own all of the shares of its subsidiary corporation that in turn operates an active business. The subsidiary corporation earns business income and pays tax on that income. When the after‑tax profits are transferred to the parent corporation as dividends, the parent corporation has dividend income but can deduct that amount in arriving at taxable income, thereby paying no tax [ITA 112(1)].

 
It is the authors’ opinion that no changes to the tax system are warranted. The carry forward of unused losses seems fair and equitable. Individuals are also entitled to the same treatment. Also, taxing intercorporate dividends would magnify the amount of double taxation as profits that have already been taxed would be taxed again and again as they pass from one corporation to another. Although, it can be argued that a fully refundable tax on intercorporate dividends could avoid excessive taxation (see the discussion on refundable dividend taxes in Chapter 13).


The process of publicly comparing corporate taxes to net income for the year, rather than to taxable income, is misleading and is usually stressed for political reasons rather than for tax reasons.

CHAPTER 12

ORGANIZATION, CAPITAL STRUCTURES, AND

INCOME DISTRIBUTIONS OF CORPORATIONS

Review Questions

1. 
“To function, a corporation must have some capital contributed by its shareholders. When capitalizing a corporation, the shareholder must provide only share capital.” Is this statement true? Explain.

2. 
Why is it that a corporate debt owed to a shareholder may be considered as part of the shareholder’s equity of the corporation? How is a shareholder’s loan treated for tax purposes?

3. 
“When a corporation is partly capitalized with shareholder debt, the amount of corporate income that may be subject to double taxation is reduced.” Explain. Does it matter whether the shareholder debt pays interest or not?

4. 
If a corporation that is in financial difficulty has been capitalized with shareholder debt and a small amount of share capital as opposed to the reverse, the shareholder may be at less financial risk and the corporation may have a better chance of surviving. Why is this so?

5. 
A corporation owned solely by shareholder A has a value of $100,000. Individual B intends to acquire a 50% equity interest in the corporation. The cost to that individual of acquiring 50% of the corporation’s shares may be either $100,000 or $50,000. Explain.

6. 
What is a buy-back of corporate shares?

7. 
Describe the tax treatment to the shareholder when a corporation buys back its own shares. Is the tax treatment to the shareholder different if that shareholder sells the shares to another party, rather than back to the corporation that issued them?

8. 
“If a corporation no longer requires the initial common share capital provided by the shareholders, all or a portion of it can be returned to the shareholders without any tax consequences to the shareholders.” Is this statement true? Explain.

9. 
Would your answer to question 8 be different if the share capital consisted of nonparticipating preferred shares or if the initial capital had been provided by the shareholders as a shareholder loan?

10. 
Identify and briefly explain two alternative tax treatments that can apply when assets are transferred to a corporation by a shareholder or a proposed shareholder.

11. 
When a shareholder sells property to his or her corporation at fair market value for tax purposes, what impact may the sale have on the shareholder and on the corporation?

12. 
If a shareholder sells property to a corporation at fair market value for legal purposes but elects an alternative price for tax purposes, what are the tax implications to the shareholder and to the corporation acquiring the asset? Why is this election option referred to as a “roll-over”?

13. 
When a shareholder sells property to a corporation, that property has a value greater than its cost amount, and the shareholder chooses to use the elective option for tax purposes, what is the maximum amount of non-share consideration that the shareholder can receive from the corporation as payment?

14. 
A corporation purchases an asset from a shareholder for the market value price of $20,000 and pays the shareholder by issuing preferred shares of $8,000 and a note payable to the shareholder for $12,000. Both the shareholder and the corporation elect that the transfer price for tax purposes is $12,000. What are the tax consequences for the shareholder if the corporation pays the debt and buys back the shareholder’s preferred shares? What would the tax consequences be if the shareholder sold the acquired preferred shares to another party?

15. 
What types of property, if any, are not eligible for the elective option when they are transferred to a corporation?

16. 
Can the elective option be used when one corporation transfers property to another corporation?


17. 
What are the tax consequences to a corporation and its shareholder when that corporation declares a dividend but, instead of paying cash, distributes to the shareholder property that has a value greater than the cost amount to the corporation?

Solutions to Review Questions 
R12-1.
The statement is not true. A shareholder may capitalize a corporation by providing share capital only or by providing a combination of share capital and debt. In other words, the shareholder can act both as shareholder and as a creditor in providing capital funds to the corporation.

R12-2.
In some circumstances, a shareholder will loan money to their corporation for terms that are favorable compared to the terms that would be required if funds were borrowed from a third party. This normally occurs in closely held corporations, where the affairs of the corporation and the shareholder are closely linked. For example, a shareholder may capitalize a new corporation with $50,000 consisting of $1,000 of share capital and a shareholder loan of $49,000. It is unlikely that the corporation could have borrowed $49,000 from an arm's length party with an equity base of only $1,000. In such circumstances, the shareholder debt is, in fact, a part of the shareholder's equity. It is a debt in form only, but not in substance. However, for tax purposes, a shareholder loan is always considered to be a debt and is treated accordingly.

R12-3.
A debt owing to a shareholder may require that the corporation pay interest on that debt. Interest paid by the corporation is deductible from its income and is taxable to the shareholder. Because corporate income is reduced by the amount of interest paid to the shareholder, the amount of corporate income that is subject to two levels of tax (corporate tax plus shareholder tax on future dividends) is reduced. Capitalization by shareholder debt provides the shareholder with a return in the form of interest which is taxed only once in the hands of the shareholder. In comparison, capitalization with share capital provides a return in the form of dividends which means that two levels of tax are paid and, if the corporate tax rate exceeds the rate where perfect integration occurs, either 28% or 20%, an element of double taxation will occur. The element of double taxation is not avoided if the shareholder debt does not pay interest, as this increases corporate income and converts a portion of the shareholder's return to dividends where double taxation may occur.

R12-4.
Capitalization with more shareholder debt and less share capital may provide a tax advantage when a corporation experiences financial difficulty. The tax advantage is provided to the shareholder and relates to the timing of the loss recognition for tax purposes. A loss on a shareholder loan is recognized by the shareholder/creditor for tax purposes when it is established to be uncollectible. In comparison, a loss on share capital is only recognized when the shares are actually sold, the corporation has become legally bankrupt or when it is insolvent and the business operation has ceased [ITA 50(1)].


Therefore, a loss on a shareholder loan can normally be recognized for tax purposes before a loss on share capital. Provided that the related capital loss, or allowable business investment loss, as the case may be, can be used to reduce the shareholder’s taxable income, cash flow from tax savings may be created sooner from a loan loss. This cash flow can be reinvested in the corporation to enhance its chances of survival, or can simply be retained by the shareholder to diminish the real loss in after‑tax cash terms from the investment.

R12-5.
The cost of acquiring 50% of the equity for a company valued at $100,000 may be $50,000 or $100,000 as a consequence of the method by which the shares are acquired. The new shareholder can acquire a 50% interest in the corporation either by purchasing 50% of the existing shareholder’s stock, or by purchasing new shares directly from the corporation. If shares are acquired from the existing shareholder, the cost will be $50,000 (1/2 of $100,000) and cash will be paid to the existing shareholder. The value of the company remains at $100,000.


However, if new shares are acquired directly from the corporation, the existing shareholder will retain all of his/her shares in the corporation which must remain at a value of $100,000. The contribution of new share capital increases the resources and the value of the corporation. Therefore, to obtain a 50% interest, the new shareholder must contribute an amount equal to the existing 
shareholder's value of $100,000. After the issue of new shares, the corporation has an increased value of $200,000 of which 50% ($100,000) belongs to the existing shareholder and 50% ($100,000) belongs to the new shareholder.

R12-6.
A buy‑back of corporate shares means that a shareholder sells previously issued shares back to the corporation that issued them. The transaction is also referred to as a share redemption, and involves the distribution of corporate property (normally cash) to the shareholder in return for the cancellation of all or a portion of the shares. A share buy‑back diminishes the resources and the value of the corporation as it involves the direct return of share equity to the shareholders.

R12-7.
When a corporation buys back its own shares, the shareholder is deemed to have received a dividend and also has a disposal of shares for capital gains purposes. The deemed dividend is equal to the amount by which the redemption price (i.e., the fair value of the shares) exceeds the paid‑up capital (normally the original issue price) of the shares [ITA 84(3)]. The treatment is identical to when the corporation pays a dividend to its shareholders. The shareholder, who is an individual, is entitled to claim a dividend tax credit on the deemed dividend.


Because the shareholder has given up shares, a disposition also occurs. For tax purposes, the proceeds of disposition is equal to the redemption price minus the amount that is deemed to be a dividend [ITA 54]. Effectively, the proceeds of disposition is equal to the paid‑up capital of the shares. The proceeds of disposition is compared to the shareholder's cost base of the shares to determine whether or not a capital gain or loss occurs. Keep in mind that the shareholder's cost base of the shares is not always equal to the paid‑up capital as the shares may have been acquired from other shareholders and not from the corporation. 


If the shareholders had sold the shares to a new shareholder rather than back to the corporation, only a capital gain or loss would occur as opposed to a deemed dividend. Therefore, the sale of shares back to the corporation is referred to as the dividend option whereas the sale of shares to new shareholders is referred to as the capital gain option. The tax consequences to the shareholder are quite different.

R12-8.
The statement is not true for public corporations. The amount of retained earnings within the corporation and the enhanced value of any corporate assets belong to the common shares. Normally, if a public corporation does not require all of its common share capital it can return it to the shareholders by buying back a portion of the issued common stock. The buy‑back price must be the proportionate value of the common shares, which means that for each share redeemed both the initial paid‑up capital plus the value increase is distributed, resulting in a deemed dividend. However, a private corporation can, if it takes the appropriate legal steps, return its share capital to the shareholders without triggering a taxable dividend.

R12-9.
If a public corporation obtains capital by a combination of common shares plus non‑participating preference shares, the accumulated earnings and any asset value increases would accrue only to the common share equity and would not affect the value of the preference shares. Therefore, the preferred shares normally can be repaid to the shareholder without tax consequence. For example, the redemption price of preferred shares would likely be equal to the paid‑up capital (the initial issue price) and no deemed dividend would occur. Therefore, capitalizing a public corporation with a small amount of common shares and greater amount of preferred shares permits the return of the initial share capital to the shareholder without returning the proportionate value increase of the corporation. 


For private corporations, shareholder loans, preferred share and common share capital can all be returned without tax consequences. However, it is simpler to carry this out through the repayment of a shareholder loan.

R12-10.
For tax purposes, an existing or proposed shareholder can transfer assets to a corporation either:

· at a price that is equal to fair market value, or 

· at an elected price that is normally equal to the asset's cost amount for tax purposes [S.85(1)]

 
The transfer of assets to the corporation constitutes a sale for tax purposes. Therefore, regardless of which of the above options are chosen for tax purposes, the transfer price for legal and accounting purposes is usually the fair market price and includes an equivalent amount of consideration.

R12-11.
In general terms, when property is sold at fair market value by a shareholder to the corporation, the fair market price becomes the proceeds of disposition. Where the value of the property is greater than the cost amount, the shareholder will incur taxable income such as capital gains, recapture of capital cost allowance or business income from the sale of eligible capital property. However, the corporation having acquired the property at fair market value has an increased cost which forms the basis for determining future deductions in arriving at taxable income.


The reader should be aware that a number of specific exceptions may modify the general treatment described above, and reference should be made to the following sections of the Income Tax Act.

· 
ITA 13(7)(e) does not permit the corporation to claim capital cost allowance on a portion of the purchase price of depreciable property. For example, where the shareholder realizes a capital gain on the transfer, the non-taxable portion of the gain (i.e., 1/2) is not eligible for CCA in the corporation. The capital cost is limited to the shareholder’s cost for the property plus the taxable capital gain.  This applies where the shareholder and the corporation do not deal at arm's length.

· Where the shareholder has a capital loss on the transfer, the recognition of the capital loss is deferred until the corporation disposes of the asset.  This applies where the shareholder and the corporation are affiliated persons.  The loss is a superficial loss [ITA 54] and is denied [ITA 40(2)(g)].  The denied loss is added to the ACB of the property acquired by the corporation [ITA 53(1)(f)].  Where the shareholder is a corporation, the denied capital loss remains with the transferor corporation [ITA 40(3.4)] and cannot be recognized until one of the following occurs:

1) asset no longer owned by affiliated person,

2) asset deemed disposed under other provisions of the ITA, or

3) control of transferor is acquired by an unrelated person.

· Where the shareholder has a terminal loss on the transfer to an affiliated person, the terminal loss is denied [ITA 13(21.2)].  The positive balance remains in the UCC of the class.  CCA can continue to be claimed on the positive balance.  The remaining terminal loss cannot be recognized until one of the following occurs: 

1) asset no longer owned by affiliated person,

2) asset deemed disposed under other provisions of the ITA, or

3) control of transferor is acquired by an unrelated person.

R12-12.
The shareholder is considered to have sold the property to the corporation at the price elected notwithstanding that the legal sale price and fair market value is higher [ITA 85(1)]. If the elected price is equal to the property's cost amount for tax purposes, the shareholder will not incur taxable income on the sale. For example, no taxable gain will occur if the elected price of depreciable property is equal to its undepreciated capital cost, or the elected price for non‑depreciable capital property is equal to its adjusted cost base. Similarly, if the property is eligible capital property an elected price that is 4/3 of the balance in the cumulative eligible capital (CEC) account will create no income because only 3/4 of the elected price is credited to the CEC account. [ITA 85(1)(a)-(e)].


The corporation, even though the legal price was at fair market value, has a cost amount for tax purposes that is tied to the elected amount [ITA 85(1)(a)]. Therefore, the adjusted cost base of non‑depreciable capital property acquired by the corporation is equal to the elected amount for tax purposes. If the corporation subsequently sells the property it will incur a capital gain to the extent that the selling price exceeds the original elected amount.  If the property transferred is depreciable property and the elected amount is equal to the UCC, the corporation is deemed to have a UCC equal to the elected amount and future CCA is based on that amount. The corporation is also deemed to have a cost of the property equal to the shareholder’s cost [ITA 85(5)]. For example, depreciable property that had an original cost of $10,000, but at the time of transfer had a UCC of $6,000, means that the corporation takes over the asset with a cost of $10,000 and a UCC of $6,000. If the corporation subsequently sells the property, say for $11,000, the corporation will incur a recapture of $4,000 ($10,000 ‑ $6,000) and a capital gain of $1,000 ($11,000 - $10,000).


The election option is referred to as a rollover because the potential taxable income that would have been incurred by the vendor (shareholder), and had been avoided by the election, is effectively transferred to the corporation. In other words, the potential taxable income is not eliminated but is "rolled over" to the corporation.

R12-13.
When the legal price or fair market value of the asset transferred to the corporation is greater than the elected price for tax purposes, the maximum non‑share consideration (i.e., cash, debt to the shareholder, or assumption of the shareholder's liabilities by the corporation) that can be given to the shareholder as payment is equal to the elected amount [ITA 85(1)(b)]. For example, an asset transferred at an elected price of $4,000 that has a legal price of $6,600 can receive only $4,000 in non‑ share consideration. The balance of $2,600 ($6,600 - $4,000) must consist of share capital if the taxable income is to be deferred.

R12-14.
After the asset transfer, the shareholder owns two capital properties ‑‑ a note receivable of $12,000 and preferred shares of $8,000. The maximum adjusted cost base that can be assigned to these properties is the amount elected for the transfer price of the property ‑‑ in this case $12,000. This amount is first assigned to the non‑share consideration and then to the share consideration [ITA 85(1)(f), (g), (h)]. The cost base of the note is, therefore, $12,000 and the cost base of the preferred shares is zero. The repayment of the note for $12,000 would have no tax consequences to the shareholder.


The preferred shares of $8,000 have a cost base of zero but upon redemption are also deemed to have a paid‑up capital of zero. Therefore, if the corporation buys back the preferred shares, a deemed dividend of $8,000 will occur for the shareholder [ITA 84(3)]. Since the proceeds of disposition are reduced by the deemed dividend [ITA 54] no capital gain results. If the shareholder sold the preferred shares to another party, the tax consequences would be different than the buy‑back. The sale to a third party results in a capital gain of $8,000 ($8,000 ‑ ACB of zero) of which one-half is taxable.

R12-15.
Most types of property are eligible for the elective option with only a couple of exceptions. The most significant exception is real estate (raw land or land and building) that is not held as capital property but instead is classified as inventory because it is being held for resale.  The other notable exception is real estate owned by a non-resident [ITA 85(1.1)].

R12-16.
Yes, the elective option is available when property is transferred from one corporation to another [ITA 85(1)].

R12-17.
When a corporation distributes property other than cash in satisfaction of a dividend payment, the following occurs [ITA 52(2)]:

· 
The shareholder is considered to have received a dividend for tax purposes equal to the fair market value of the property distributed.

· 
The corporation that distributed the property is deemed to have sold that property at its fair market value. If the property has a market value greater than its cost amount, taxable income will be created (capital gain and/or recapture of CCA depending on the nature of the property). 

CHAPTER 13
THE CANADIAN-CONTROLLED PRIVATE CORPORATION

Review Questions

1. 
Explain why a Canadian corporation whose voting share capital is owned 50% by Canadian residents and 50% by non-residents is classified as a Canadian-controlled private corporation.

2. 
Canadian-controlled private corporations differ from public corporations in the rate of tax, the extent of double taxation, and the degree of secondary relationships with shareholders. Briefly describe these differences.

3. 
“A business that derives its income from selling personal services (plumbing repairs, for example) cannot be viewed as earning active business income.” Is this statement true? Explain. How is a personal services business different from an active business?

4. 
Why may a Canadian-controlled private corporation that earns business income of $100,000 in year 1 and $500,000 in year 2 (total: $600,000) pay less tax than a corporation earning $50,000 in year 1 and $550,000 in year 2 (total: $600,000)?

5. 
In question 4, what might the latter corporation be able to do to ensure that it pays the same amount of tax as the first corporation? If these options are, in fact, available, what other factors must be considered before a decision is made to take such actions?

6. 
“The use of the small-business deduction by a Canadian-controlled private corporation does not result in a tax saving; rather, it creates a tax deferral.” Explain.

7. 
Interest income and/or rental income earned by one Canadian-controlled private corporation may be treated as specified investment business income. At the same time, income from the same source(s) earned by another Canadian-controlled private corporation may be treated as active business income. Why is this? And to what extent will the rate of tax applied to that income be different for the two corporations?

8. 
Identify and briefly explain the mechanism that is used to reduce the incidence of double taxation when specified investment business income is distributed by a Canadian-controlled private corporation to its shareholders.

9. 
Does double taxation occur when a Canadian-controlled private corporation earns capital gains and distributes those gains as dividends to individual shareholders? Explain.

10. 
“An investor can achieve a tax deferral on portfolio dividends received from public corporation shares if those shares are owned by his or her private corporation.” Is this statement true? Explain.

11. 
There are several advantages to deferring tax by utilizing the small-business deduction. Briefly state two of them.

12. 
A Canadian-controlled private corporation can obtain a tax deferral from the small-business deduction. Will the corporation’s owner always benefit from investing the extra cash flow that results, regardless of the type of return that may be received from the investment? Explain.

13. 
Briefly state the advantages and disadvantages of earning investment income in a Canadian-controlled private corporation.

14. 
Why may it be worthwhile for a corporation to pay an additional salary or bonus to its shareholder/manager, even though he or she does not require additional funds?

15. 
Is it possible for a shareholder to obtain personal use of corporate funds without first declaring a dividend or salary? Explain.

16. 
Individual A is about to acquire 30% of the shares of a new corporation (a Canadian-controlled private corporation) that will carry on an active business. The remaining 70% of the shares will be owned by X Corporation, a company that also owns an active business. What concern should individual A have regarding the tax treatment of the new corporation’s income?

Solutions to Review Questions 
R13-1.
A Canadian-controlled private corporation is defined as a Canadian private corporation that is not controlled directly or indirectly, in any manner whatever, by one or more non-residents or by one or more public corporations. In this particular case, even though the corporation is not actually controlled by Canadians (50%) it is also not controlled by non-residents (50%). Therefore, by definition, the corporation is a Canadian-controlled private corporation [ITA 125(7)].

R13-2.
Basic differences between public corporations and Canadian - controlled private corporations:


Rates of Tax (2012) - The rates of tax applicable to a public corporation and a CCPC differ in several ways. In a CCPC the first $500,000 of annual active business income is eligible for the small business deduction [ITA 125(1)] of 17% reducing federal taxes (after the 10% abatement) to 11%. In most provinces, the provincial rate is also reduced for this income. A CCPC pays an additional 6 2/3% refundable tax on its investment income [ITA 123.3] and is entitled to a refund of Part I tax equal to 26 2/3% of its investment income.  As well, dividends from non-connected corporations are subject to a 33 1/3% Part IV tax [ITA 186(1)] which is not the case for public corporations. 


Double Taxation – The Canadian tax system is intended to be integrated; the combined tax rate - corporate plus shareholder tax on the dividend distribution - approximates the individual shareholders' personal rate of tax. This is achieved by the dividend gross-up and tax credit.  As well for CCPCs integration tools include the small business deduction on active business income, the refund mechanism on property income and taxable capital gains [ITA 129(1)], and the special tax-free dividend distribution on certain non-taxable income such as one-half of capital gains [ITA 83(2)].

 In some cases the integration is not perfect and results in an overall tax cost or tax savings.  Where a tax cost occurs, this is referred to as double taxation.  At the high corporate rate (25%) some double taxation occurs.  This rate applies to all income earned by a public corporation and business income over $500,000 earned annually by a CCPC.

Secondary Relationship - A secondary relationship exists when a shareholder also acts in another capacity with the corporation such as a creditor lending funds to the corporation, a lesser leasing property to the corporation, or as an employee of the corporation. Such relationships are common in a CCPC because the number of shareholders is usually small and the affairs of the corporation and the shareholders are closely associated. In a public corporation, there are a large number of shareholders who do not participate in the management of the corporation and, therefore, secondary relationships are rare.

R13-3.
The statement is not true. Active business income is defined as any business carried on by the corporation other than a specified investment business or a personal service business. While the definition excludes a personal service business it does not mean income from selling services is excluded. The term personal service business has a special and narrow definition and relates to providing services in a particular manner (i.e., where there is an employer/employee relationship between the entity receiving the service and the individual shareholder of the corporation that is providing the service). As this type of relationship is not common, it can be said that corporate income derived from selling services (e.g., consulting services) is normally considered to be active business income eligible for the small business deduction [ITA 125(7)].

R13-4.
The corporation that earns $100,000 in year 1 and $500,000 in year 2 has all of its income ($100,000 + $500,000 = $600,000) eligible for the small business deduction because in both years the income does not exceed the annual $500,000 limit. The corporation will pay less tax than the other corporation which also earns $600,000, but in year 2 has income in excess of $500,000. This corporation will receive the small business deduction on $50,000 in year 1 and $500,000 in year 2 (total $550,000) leaving $50,000 to be taxed at a higher corporate rate. This major difference in tax cost results from the imposition of an annual limit, which means that not only is the amount of income earned important but also when that income is earned.

R13-5.
In question 4 above, the second corporation could take steps to increase the income in the first year and reduce the income of the second year. This would qualify more of the total income for the small business deduction. These steps do not change the real income of the entity but change the time period in which they are recognized. For example, the corporation could choose not to claim a reserve for doubtful accounts in year 1 but recognize the deduction in year 2. Similarly, owners’ salaries could be reduced in year 1 and increased in year 2.


While such actions reduce the rate of tax payable, it also speeds up the timing of tax. In other words, the total tax for the two years is less but more tax is payable in the first year than would otherwise be payable. Therefore, the impact on cash flow must also be considered before this decision is made.

R13-6.
The use of the small business deduction results in a corporate tax rate of approximately 15%. This rate is substantially lower than the top marginal rate of tax that an individual would pay if the business income was earned by a proprietorship (or partnership) rather than a corporation. However, when the corporate structure is used, the after-tax income of the corporation is subject to a second level of tax when it is paid to the shareholder as a dividend or, if not paid as a dividend, when the shares are sold and a capital gain occurs. This second level of tax, although deferred, normally will eliminate most of the tax saving achieved from the use of the small business deduction. Consequently, the small business deduction is useful if the corporate earnings are retained in the corporation; its benefit is a deferral and not permanent.

R13-7.
A CCPC has specified business investment income if it earns income from property (interest, rents, royalties) other than dividends from Canadian corporations. Property income is achieved from these sources when the return on investment is earned with little attention or labour of the owner; otherwise it is business income. For a CCPC, such income is arbitrarily classified as active business income if the corporation employs more than five full-time employees who work to generate that income. Therefore, based on this arbitrary factor one CCPC may have active business income and another CCPC may have specified business investment income [ITA 125(7)].


When classified as active business income, the income is eligible for the small business deduction resulting in a tax rate of 15% provided that it is within the $500,000 annual limit.  Active business income in excess of the $500,000 annual limit is subject to the higher corporate rate (25%). If the income is classified as specified business investment income, it is subject to the highest rate of corporate tax (44 2/3%) but is eligible for a partial refund when that income is distributed to the shareholders as dividends [ITA 129(3)].

R13-8.
Specified business investment income is taxed in a CCPC at the highest corporate rate (44 2/3%). In spite of this high rate, the element of double taxation is avoided by a refund mechanism [ITA 129(3)]. The potential refund is 26 2/3% of specified business investment income earned and the refund is paid to the corporation when a dividend distribution is made to the shareholder. Although the corporate tax rate may be as high as 44 2/3% when the income is earned, this amount is reduced by 26 2/3% to 18% when distributed. The combination of the refund plus the dividend tax credit for the shareholder eliminates almost, if not all, of the double taxation.

R13-9.
Double taxation generally does not occur when a CCPC earns a capital gain. One-half of the capital gain is taxable at the high corporate rate of 44 2/3%. However, of this tax, an amount equal to 26 2/3% of the taxable gain is refunded to the corporation when the gain is distributed as a taxable dividend to the shareholder [ITA 129(3)]. This reduction of corporate tax plus the dividend tax credit avoids double taxation. One-half of the capital gain is not taxable. This tax-free portion of the gain can be distributed as a tax-free capital dividend [ITA 83(2), 89(1)]. The refund mechanism plus the tax-free dividend are designed specifically to avoid double taxation for a CCPC on this type of income.

R13-10.
Dividends received by a CCPC are not subject to normal corporate rates of tax because the dividends are excluded from taxable income. However, portfolio dividends (from public corporations) and certain dividends from Canadian private companies are subject to a special Part IV tax of 33 1/3% [ITA 186(1)]. This tax is fully refundable to the corporation when the dividend income is distributed to the shareholder. Once distributed to an individual shareholder, the dividend will be taxed in the ordinary manner.


If the portfolio dividend was a non-eligible dividend and was received directly by an individual in the top tax bracket, the rate of tax would be approximately 33%.  Therefore, earning portfolio dividends in a CCPC normally does not result in a tax deferral.  (Depending on the province, actual rates in 2012 on non-eligible dividends vary from a low of 28% in Alberta to a high of 41% in Prince Edward Island). 

R13-11. The tax deferral from the small business deduction results in two basic advantages.

· 
The increased cash flow from the lower tax rate (compared to the personal tax rate) can be reinvested in business expansion or passive investments resulting in greater long-term return on investments.

· 
The increased cash flow, especially at the early stages of a new business, reduces the risk of business failure by providing greater liquidity for responding to changing business needs.

R13-12   The tax advantage from incorporating a proprietorship business results from the reduced tax rate on active business income that is subject to the small business deduction. This tax reduction is only a deferral as ultimately the shareholder must realize their investment through dividend distribution and/or a disposal of the shares. The increased cash flow in the corporation, when reinvested, will provide returns to the corporation that are subject to tax. If those additional returns are also subject to the small business deduction or are specified investment business income (subject to the high corporate tax rate combined with a refund when distributed), no double taxation on those returns will occur. However, when the returns from investing the tax deferrals from the small business deduction earn active business income subject to the high corporate tax rate, some double taxation on those returns may occur at some future time.


It is important to recognize that the additional cash flow provided from the small business deduction may be critical to the success of the business and the expansion opportunities that it can participate in.

R13-13.
The incorporation of investment income (other than certain dividends) does not provide a substantial advantage. In a CCPC investment income such as interest and rents, as well as taxable capital gains, are subject to the highest corporate tax rate (44 2/3%) which, in many provinces, is higher than the top individual tax rate. Therefore, incorporation does not provide a tax deferral. 



Investment income in the form of dividends from Canadian public corporations and non-connected private corporations are subject to a special refundable tax of 33 1/3% (Part IV tax) when received by a Private corporation. The rate is about the same as the top marginal personal tax rate on dividends. Therefore, incorporating this income provides no tax deferral. Dividends received by a CCPC from a connected corporation are normally not subject to Part IV tax and a substantial tax deferral will occur [ITA 186(1)].


One disadvantage to incorporating investments should be noted. If an investment in shares of a qualified small business corporation is made through another corporation, any gain on the subsequent sale of those shares will not be available for the capital gains deduction since only individuals can claim a capital gains deduction [ITA 110.6].

R13-14 It may be advantageous for a corporation to pay an additional salary or bonus to the manager/shareholder in situations where the corporation has earned active business income that is not subject to the small business deduction. Such income is subject to the high corporate tax rate (25% in some provinces on income over $500,000) and is subject to further taxation when distributed as dividends to the shareholder at some future time. The result is some double taxation. The payment of an additional salary reduces the amount of corporate income by shifting it directly to the shareholder. Although the shareholder’s tax rate is perhaps higher than the corporate rate, the double tax is avoided.   


When the shareholder does not need the funds, the additional salary or bonus can be loaned back to the corporation (the bonus amount minus personal tax). However, in this case the decision is difficult. The corporate rate of 25% is lower than the top personal tax rate but still results in some double taxation at some future time.  The combined corporate and personal tax on the dividend distribution is approximately 46%.  Therefore, if the shareholder does not need the funds immediately, a decision to leave the funds in the corporation to gain a 20% tax deferral (45% personal rate v 25% corporate rate) must be weighed against the impact of the small amount of double taxation at some future time. It should be recognized that the payment of an additional salary or bonus must pass the test of reasonableness before it can be deducted from corporate income [ITA 67].

R13-15.
Under certain circumstances, a shareholder may be able to secure temporary use of corporate funds without the corporation declaring taxable dividends or paying salaries. If the shareholder is also an employee or officer of the corporation, the corporation may loan funds to the shareholder for acquiring a personal residence, for acquiring treasury shares of the corporation, or for acquiring an automobile to be used in performing employment duties. The loan will have no tax consequences to the shareholder provided that reasonable repayment terms are made and the loan is received because of employment and not because of someone’s shareholding [ITA 15(2.4)].  However, there

will be an imputed interest benefit included in the employee’s employment income if the loan is interest-free or at a low interest rate [ITA 80.4(1) & (3)].


Loans made to shareholders for any other purpose must be repaid within one year from the end of the taxation year of the corporation in which the loan was made. Otherwise, the amount of the loan will be considered as income to the shareholder in the year received [ITA 15(2.6)]. If this occurs, a subsequent repayment of the loan is permitted as a deduction from the shareholder’s income in the year of repayment [ITA 20(1)(j)].

R13-16.
Because 70% of the new corporation's shares are owned by X Corporation, the two corporations are associated [ITA 256(1)(a)].  X Corporation controls the new corporation. Consequently, the $500,000 small business deduction limit must be shared between the two corporations [ITA 125(3)].  As X Corporation also carries on an active business, it would be to X Corporation’s advantage to use the full $500,000 limit and not share any of it with the new corporation that is owned 33% by individual A. As a minority shareholder of the new corporation, individual A should be concerned about not having the use of the small business deduction in the new corporation. This issue could be resolved by a shareholders’ agreement that establishes the allocation of the $500,000 annual limit for future years [256(1), 125(3)].

 SEQ CHAPTER \h \r 1CHAPTER 14

MULTIPLE CORPORATIONS AND THEIR REORGANIZATION

Review Questions

1. 
“A corporate reorganization usually involves a change in form, rather than a change in substance.” Explain this statement.

2. 
What unique tax treatment does a corporate reorganization provide? What is the logic for permitting this to occur?

3. 
Is it possible for unrelated corporations to combine their business activities through a reorganization? If it is, what must occur in order to ensure that the transaction will not be treated as an outright sale of property at fair market value?

4. 
Identify four basic reorganization techniques.

5. 
Briefly describe two alternative tax treatments when the business assets of one corporation are transferred to another corporation. Are these two alternatives available only if the corporation acquiring the assets is owned by the corporation selling the assets? Explain.

6. 
If Corporation A wishes to transfer its business operations to Corporation B by way of an asset transfer, must all of the assets relating to that business be transferred? Explain. How will the future income of each corporation be different if some but not all of the business assets are transferred?

7. 
Describe what takes place when two or more corporations amalgamate.

8. 
Distinguish between a wind-up of a wholly owned subsidiary corporation and an amalgamation of the parent and subsidiary.

9. 
What is the tax treatment of a corporation’s unused net capital losses and/or non-capital losses after that corporation has been amalgamated with another corporation or has been wound up into its parent corporation?

10. 
What form of reorganization permits the current common shareholders to retain their existing value in the corporation and, at the same time, alters the ratio relating to the sharing of future growth beyond the existing value? Explain how this reorganization can be accomplished without any immediate tax consequences to the shareholders.

11. 
What is a holding corporation?

12. 
Dividends received by a corporation from another taxable Canadian corporation are excluded from taxable income and therefore are not usually subject to tax. However, in certain circumstances, a Canadian-controlled private corporation may be subject to a special refundable tax on the receipt of Canadian dividends. In what circumstances will this special tax apply? What is the rate of tax, and why is it referred to as a “refundable tax”?

13. 
What is the primary benefit of using a holding corporation to hold investments in the shares of other corporations, rather than holding those investments personally?

14. 
Briefly explain why a holding company may be useful when the shares of an active business corporation are being acquired.

15. 
Briefly explain how using a holding company to own the shares of an active business corporation may be beneficial when the shares of the active business corporation are about to be sold. In what circumstances may using a holding company be disadvantageous when the shares of the active business corporation are being sold? Explain.

Solutions to Review Questions 
R14-1.
A corporate reorganization normally involves the relocation of a business, or specific assets, from one corporation to another corporation that is owned by the same shareholder or group of shareholders. In other words, the owner continues to conduct the same activities but from within a different entity. This is a change in form but not in substance, because the owners before the reorganization continue ownership after the reorganization.

R14-2.
The relocation of a business or specific assets from one corporation requires the transfer of assets (i.e., a sale and a purchase). Normally this would be at fair market value resulting in the creation of taxable income to the transferor. However, when a corporate reorganization occurs, the parties involved in the reorganization may, if they so desire, choose a form of transaction which, for tax purposes, does not result in the fair market value disposition of assets. Consequently, the creation of taxable income is deferred.


The logic for permitting this tax treatment was explained in the answer to question 1 above. A real change in ownership has not occurred because the same owner(s) continue to conduct the same activity but from a different entity. In effect, this change in form (but not substance) does not constitute a real sale and so the special tax treatment is provided.

R14-3.
Yes, unrelated parties can combine their operations in the form of areorganization, thereby permitting the opportunity to defer tax. This may be accomplished provided that each of the separate parties has a continued interest in the combined or reorganized entity. For example, the business of two separate corporations owned by different shareholders may combine both businesses into a single entity, whereby the ownership of the new entity includes the shareholders of the other separate entities. In other words, both parties continue ownership. This is different from an outright sale which requires that one party gives up their interest in the business in exchange for cash, notes receivable, or other assets other than shares in the continuing activity.

R14-4.
The four basic reorganization techniques are as follows:

· 
Asset transfers: this method permits activities to be combined or separated by transferring assets related to the activity from one entity to another. It is a simple form of reorganization, because it does not involve the restructuring of the corporations. It also provides flexibility, because either all, or only a specified portion, of an entity's activities can be transferred.  [ITA 85]

· 
Amalgamations: this method involves the merging of two or more corporations into a new single corporation [ITA 87].

· 
Wind-up: this technique combines the entire activities of a subsidiary corporation with its parent corporation [ITA 88(1)].

· 
Share reorganization: this technique does not alter the activities within the corporation but rather alters the ownership rights of the shareholders [ITA 86].

R14-5.
The transfer of assets from one corporation to another involves the actual sale of property with an established price and payment terms. In spite of the established legal price, the transfer price for tax purposes is automatically considered to be equal to the asset's fair market value or, if the corporations so elect, an agreed transfer price can be chosen. The agreed transfer price is normally the property's cost amount for tax purposes.


Normally a transfer at fair market value results in the creation of taxable income to the vendor corporation. However, the corporation acquiring the asset has a higher cost base for tax purposes which may create future tax savings from capital cost allowance deductions. On the other hand, taxable income will not be created for the vendor when the elected transfer price is equal to the asset's cost amount. In this case, the purchaser's cost amount of the assets is tied to the elected price, and future tax deductions are based on the lower elected price.


The ability to use the election option is not restricted to the sale of property from a parent corporation to its owned subsidiary corporation (a vertical transfer). The election option can be used on the sale of corporate assets to any other corporation provided that the rules of the election option are adhered to. For example, the election option can be used when corporation 1 (owned by shareholder X) sells property to corporation 2 (owned by shareholder Y). This is referred to as a horizontal transfer.

R14-6.
If Corporation A wants to transfer its business operations to Corporation B it is not always necessary to transfer all of the assets associated with that business. For example, the business operations in Corporation A may utilize land, buildings, equipment and inventory. Corporation B could acquire the right to operate the business by purchasing only the inventory and goodwill, and lease the land, buildings, and equipment from Corporation B. To acquire a business does not mean that one must purchase all of the assets associated with that business, but rather one must obtain the right to use those assets.


While leasing avoids any complications associated with asset transfers, it does, however, change the amount of profits that are shifted from Corporation A to Corporation B. Because Corporation B must pay a rent for the use of the land, buildings, and equipment, the profits associated with the business may decline leaving some rental income in Corporation A.

R14-7.
An amalgamation involves the complete merging of two or more corporations by combining their assets and liabilities as well as their shareholdings. All of the predecessor corporations cease to exist and a new legal corporation is born. Effectively, all assets and debt of the old corporations are transferred to a new corporation and each of the shareholders gives up their shares in the old corporation. Shares of the new corporation are distributed to the shareholders in proportion to the value of their shares in the former corporations. [ITA 87]


For tax purposes, the predecessor corporations are deemed to have sold their assets to the new corporation at their tax values. Similarly, the shareholders are deemed to have sold their shares of the former corporation at their cost amounts (ACB) in exchange for shares of the new corporation having the identical cost base. In effect, all former tax positions of the corporations and their
shareholders are preserved in the new entity.

R14-8.
The wind-up of a subsidiary corporation involves the transfer of all of the assets of the subsidiary to its parent corporation followed by the elimination of the subsidiary corporation. Effectively, the parent continues to exist but in an expanded form [ITA 88(1)]. In contrast, the amalgamation of a parent and subsidiary results in the termination of both corporations and the creation of an entirely new combined entity [ITA 87].


The tax treatment of a wind-up is similar to an amalgamation in that the assets are normally transferred, for tax purposes, at their tax values resulting in no immediate tax consequences. However, in order for this special tax treatment to apply on a wind-up, the parent corporation must own at least 90% of each class of the subsidiary's shares. This requirement does not exist for an amalgamation of a parent and subsidiary.

Under both an amalgamation and a wind-up tax account balances, including losses, carry forward into the combined corporation.  However, after a wind-up, the losses of the former subsidiary are not available to the parent until the parent’s taxation year commencing after the year in which the wind-up occurred. 

R14-9.
Normally, when a corporation that has unused non-capital losses and/or net capital losses is wound-up or amalgamated with another corporation, those losses simply continue to be carried forward in the new entity. In addition, any restrictions that were previously attached to those losses (such as a limited time period for carry forward or a restriction of the types of income that they can be offset against) simply continue in the combined corporation [ITA 87(2.1), 87(2.11), 87(1.1)].


In some circumstances, the status of unused losses of a predecessor corporation may change upon amalgamation. Non-capital losses from a business activity can normally be offset against any other source of income. However, upon a change in control by the shareholders, these unused losses can only be offset against future profits from the business that incurred the loss or from a similar business [ITA 111(5)]. A change in control completely eliminates the unused net capital losses [ITA 111(4)(a)]. An amalgamation within a related group does not constitute a change in control for this purpose. However, the losses may be affected when unrelated corporations are amalgamated. This occurs only when the shareholders of the corporation that has the unused losses does not control the new combined corporation after amalgamation. When this occurs, the net capital losses expire and the non-capital business losses can only be offset against the business profits of the business that incurred the losses or a similar business. If the predecessor corporations are in a similar line of business, the change in control has no real effect on the non-capital losses.

R14-10. The common shareholders of a corporation can alter their sharing ratio of future growth of the entity, but still retain their existing value in the corporation by using the reorganization technique referred to as a reorganization of share capital [ITA 86].


For example, consider a corporation whose common shares are valued at $200,000 and are owned equally by shareholder A and B ($100,000 value each). At this point, all future growth is shared fifty-fifty. Through a reorganization of share capital, A and B could exchange all of their common shares for preferred shares having a value of $200,000 ($100,000 each). At this point, the full value of the company is attached to the preferred shares which are fixed in value and will achieve no further growth. Because the full value of the company is attributed to the preferred shares, new common shares can be issued (as part of the reorganization) at a nominal value. If A subscribes for seven common shares and B for three common shares, any growth in value of the company beyond $200,000 will accrue 70% to A and 30% to B. Therefore, both A and B retain their existing equity value of $100,000 each but share future growth on a 70-30 basis rather than 50-50.


A reorganization of share capital permits the shareholders to convert their common shares to preferred shares without tax consequences. In other words, the tax status (ACB and paid-up capital) of the new preferred shares is the same as the old common shares [ITA 86(2.1)].

R14-11.
A holding corporation is a corporation, owned by an individual or group of individuals, the primary purpose of which is to own shares of other corporations. For example, rather than directly owning the shares of an active business corporation, an individual may own all of the shares of a holding corporation which in turn owns shares in the active business corporation, and perhaps shares of other active business corporations. A holding corporation can be a private corporation owning shares of other private corporations or public corporations. It can also be a public corporation created for the purpose of investing in shares of other public corporations.

R14-12.
A Canadian private corporation is subject to a special tax (referred to as a Part IV tax) on the receipt of dividends from other Canadian corporations when the dividend received is from a corporation that is not connected for tax purposes. Normally, a corporation is not connected if it owns 10% or less of the other corporation's voting shares [ITA 186(4)]. The Part IV tax is equal to 1/3 of the dividend received [ITA 186(1)(a)]. It is referred to as a refundable tax because the tax is fully refundable to the corporation when it decides to distribute its earnings to its own shareholders as dividends [ITA 129(1)&(3)].


In some circumstances a Part IV tax will be payable on dividends even when the receiving corporation owns more than 10% of the other corporation's voting shares and is connected for tax purposes. This occurs when the paying distributing dividends from its accumulated investment income. In such cases, the Part IV tax is not 1/3 of the dividend received, but rather is equal to the proportionate share of the paying corporation's refund [ITA 186(1)(b)].

R14-13.
The primary benefit of the holding company is that it permits the shareholder to receive dividends from the operating company tax free to be reinvested in other ventures. This would not have occurred if the shares of the operating company were owned directly by an individual. In effect, the holding corporation permits corporate profits to be distributed and then reinvested without immediately paying the second level of tax on corporate distributions. Therefore, a greater amount is available for reinvestment and the second level of tax is delayed until such time as the individual requires the funds for personal use.

R14-14.
The holding corporation is especially useful for acquiring the shares of an active business corporation when the purchaser must borrow a portion of the funds required to make the purchase and also looks to the acquired corporation to provide cash dividend distributions to retire the debt. If the shares are acquired by an individual, the corporate profits are first taxed in the corporation and are then taxed a second time when distributed to the shareholder. Therefore, the two levels of tax must be paid before payments can be made against the loan principal.


However, if the individual created a holding corporation that borrowed the funds and purchased the shares of the business corporation, the dividends would flow tax free to the holding corporation which could, in turn, pay off the debt. Because the second level of tax has been avoided, the debt can be retired faster. Also, in some cases, the acquired corporation may have assets that are not needed to operate the business. These assets

 can be liquidated and paid to the holding corporation without tax and used to retire the debt further.


In the above situation, the holding corporation could pose a problem because it has no taxable income which can be used to offset the interest costs on the debt. This can be solved by amalgamating the holding corporation with the acquired operating company.

R14-15.
If the shares of an operating company that are about to be sold are owned by a holding corporation, a substantial tax-free dividend can be paid to the holding company before the operating company shares are sold. As a result, the value of the operating company's shares will diminish by the amount of the dividend. The shares can then be sold for a lesser amount resulting in less tax on the disposition, and increasing the after-tax proceeds (from the dividend and share sale) available for reinvestment in another venture. This could not have been achieved if the shares of the operating company were owned by an individual.


If the shares of the corporation being sold qualify as small business corporation shares, the holding corporation may create a disadvantage. An individual who sells shares of a qualified small business corporation (QSBC) is entitled to a capital gains deduction on such shares which exempts $750,000 of the gain from tax [ITA 110.6]. However, if the shares are sold by a holding corporation the deduction is not available.

 SEQ CHAPTER \h \r 1CHAPTER 15

PARTNERSHIPS

Review Questions

1. 
Identify three “non-taxable entities.” Does “non-taxable” mean that the income earned by these entities is not subject to tax? Explain.

2. 
What is a standard partnership, and how is it different from a joint venture and from a co-ownership?

3. 
What types of entities can be partners in a standard partnership? Does each partner in a partnership have to be the same type of entity? Explain.

4. 
Must each partner in a partnership contribute an amount of capital that is proportionate to its profit-sharing ratio? Explain.

5. 
To what extent is each partner liable for the obligations of the partnership? Compare this with the obligations of shareholders in a corporation.

6. 
How can a partner that has a substantial net worth organize its investment in a partnership so that its liability exposure is limited?

7. 
“The amount of tax paid on partnership profits depends on the nature of the separate partners and not on the nature of the partnership itself.” Explain.

8. 
“Profits of a partnership are included in the income of the partners only when those profits are distributed to them.” Is this statement true? Explain.

9. 
A partnership may be preferable to a corporation when the business venture is new and expects to incur losses in its early years. Explain why.

10. 
When net income from business for tax purposes is being determined, the timing of certain expense deductions is discretionary. For example, a taxpayer may claim all of, some of, or none of the available capital cost allowance. Similarly, the deduction of certain reserves is discretionary. In a partnership structure, is the deduction of discretionary items decided by the partnership as a whole, or can each partner make a separate decision on its proportionate share? What conflict can arise as a result?

11. 
“Partnership profits or losses allocated to the partners retain their source and characteristics.” What does this mean? How does this compare with the manner in which a corporation’s profits or losses affect its shareholders?

12. 
On distribution, for tax purposes, accumulated partnership profits to partners are treated differently from accumulated corporate profits to shareholders. How?

13. 
What is a partnership interest? What type of property is it considered to be for tax purposes?

14. 
The value of the shares of a corporation changes when corporate profits or losses are accumulated and when corporate assets change in value. The value of a partnership interest changes in exactly the same manner. Explain how the tax treatment applied to the sale of a partnership interest differs radically from that applied to the sale of corporate shares.

15. 
Explain the general tax implications, both to the partner and to the partnership, when a partner transfers property to the partnership that has appreciated in value beyond its cost amount. Is there an alternative treatment? Explain.

16. 
“A Canadian-controlled private corporation that earns $100,000 from its own active business plus an additional $400,000 from its 50% interest in a business partnership is entitled to apply the small-business deduction to its combined income of $500,000.” Is this statement correct? Explain.

17. 
Identify four factors that managers must consider when deciding whether a new business venture with other parties will be organized as a partnership or as a corporation.

18. 
An investor may be able to afford to lose more money from a failed business venture if it is organized as a partnership, rather than a corporation. Explain why.

Solutions to Review Questions 
R15-1.
Partnerships, limited partnerships, and joint ventures are all referred to as non-taxable entities. The reference to "non-taxable" does not mean that the income of each entity is not subject to tax, but rather refers to the fact that the entities themselves are not directly liable for the tax on the income earned. Instead, the income from these entities is allocated, for tax purposes, directly to their owners who are liable for the tax.

R15-2.
A partnership is the relationship that exists between entities that carry on a business in common with a view to profit. It implies a continuing relationship or going concern. In contrast, a joint venture (which also involves a group of entities carrying on a business activity together) is usually formed for a single purpose or transaction and, therefore, suggests a common activity for a narrow purpose and limited duration. A co-ownership refers to the joint ownership of property by several parties (for example, a unit of investment real estate is often owned by several individuals).

R15-3.
A partner in a standard partnership can be any type of entity. Normally, the partners are either individuals or corporations, although other entities such as trusts or other partnerships may also be partners. There is no requirement that the type of partners be the same. In other words an individual, a trust, and a corporation can form a partnership.

R15-4.
The contribution of capital by each partner is not the sole basis for determining the profit sharing ratio of the partnership. A partner can participate in a partnership and share profits by contributing capital (money or other property), effort, or a combination of capital and effort. Therefore, a partner may share in profits by providing special expertise or greater management effort even though their financial contribution is non-existent or substantially less than other partners.

R15-5.
Each partner is fully liable for all debts and obligations of the partnership. This means that each partner's liability exposure not only goes beyond the amount of their invested capital but may also go beyond their proportionate share of partnership involvement. A partner with a 10% partnership interest may be liable for 100% of the partnership's obligations if the other partners are unable to meet their proportionate commitment. In contrast, shareholders of a corporation are normally at risk only to the extent of their capital invested in the corporation's share capital.

R15-6.
A proposed partner that has a substantial net worth can limit its liability exposure from the partnership by organizing a limited value separate corporation to act as the partner. For example, if the required partnership contribution is $100,000, the proposed partner can first contribute $100,000 to his or her holding corporation. The corporation, in turn, becomes the partner by contributing $100,000 to the partnership. As a result, the corporate partner has the full risk exposure but because its net worth is only $100,000, the risk is effectively limited to that amount.  [S.96(2.4), 96(2.2)]

R15-7.
As the partnership entity is not liable for tax, its earned income is allocated proportionately to the partners for inclusion in their income for tax purposes. Consequently, the amount of tax paid on partnership profits is dependent, in part, on the nature of the partners. For example, if one partner is a corporation and the other an individual, the allocation of business income to each may be subject to different rates of tax. The corporate partner may be able to use the low rate of tax as a result of the small business deduction on some, or all, of its share of the business profits. A second level of tax will also be incurred

when those profits are distributed to the corporate partner's shareholders. On the other hand the individual partner will be subject to tax at his or her personal marginal rate.

R15-8.
The statement is not true. Partnership profits are allocated to the partners on the last day of the partnership's fiscal year regardless of whether or not such profits have been distributed. It is conceivable then that a partner may be liable for the full tax liability on its share of income even though the income is retained in the partnership for reinvestment.  [S.96(1)]

R15-9.
A new venture that is expected to incur losses in its early years and is organized as a partnership allocates those losses to the separate partners as they are incurred. Consequently, the partnership losses can be offset against the other income of each partner creating additional immediate cash from the reduction of taxes otherwise payable on other income. This additional cash flow can be used by the partners to assist the funding requirements of the new venture (i.e., its losses) thereby increasing its chances of success. If the new venture was organized as a corporation, the losses would remain unused until the new venture was profitable, and the cash flow advantage from reduced taxes would be delayed.

R15-10.
In a partnership structure, the application of discretionary items such as capital cost allowance, reserves, and method of inventory valuation must be determined and applied by the partnership entity before profits or losses are allocated to the partners. Therefore, each partner cannot make separate decisions with respect to their share of such items. In some circumstances this creates conflict. For example, a partner that has significant losses from other non- partnership activities may want to maximize the partnership profits (e.g., by not claiming capital cost allowance) whereas another partner who has income from other sources would want to minimize the partnership profits.  [S.96(1)(c)]

R15-11.
Profits or losses allocated to partners retain their source and characteristic. This means that the different types of income earned by the partnership (business income, capital losses and so on) are allocated in the same form to the partners. Therefore, a capital gain earned by a partnership, when allocated, is a capital gain to the partner. In effect, the partnership is a conduit that earns different types of income but then passes it on to the partners as if it was earned directly by them. In contrast, a corporate structure changes the nature of its income when it is passed on to the shareholder. Business income earned by a corporation, once taxed, is paid to the shareholder as a dividend and, therefore, constitutes property income for the shareholder.  [S.96(1)]

R15-12.
Profits earned and retained by the partnership become part of the partners' capital or equity and can be distributed whenever the partners decide to do so. The distribution of accumulated profits constitutes a return of capital and does not constitute the receipt of income when received by the partners. In comparison, the 
corporate entity accumulates its after-tax profits as retained earnings and when distributed becomes a taxable dividend to the shareholder.

R15-13.
A partner's equity position in a partnership is referred to as a partnership interest for tax purposes. A partnership interest exists whenever a party has rights and obligations as defined by the partnership agreement. For tax purposes, a partnership interest is considered to be capital property to the partner if it was acquired for the purpose of providing a long-term benefit to the owner. Therefore, any gain or loss on disposition results in a capital gain or loss.

R15-14. Similar to the sale of corporate shares, the sale of a partnership interest may result in a capital gain, if its proceeds of disposition exceed its adjusted cost base, or a capital loss, if the cost base exceeds the proceeds of disposition. However, the sale of a partnership interest will not create a capital gain or loss to the extent that its value has been affected by profits retained in the partnership or losses incurred by the partnership. Capital gains or losses occur only to the extent that the individual assets owned by the partnership change in value. [S.100(2),(4)]


The above concept is achieved by an arbitrary annual adjustment to the adjusted cost base of the partnership interest. The ACB is automatically increased by the profits earned by the partnership and allocated to the partners. Therefore, if profits are retained, the value of the interest increases but so does the ACB by an equivalent amount. Similarly, the withdrawal of profits by the partner reduces the value and the ACB. A loss incurred by the partnership has the reverse effect.  [S.53(1)(e), 53(1)(c)]


In comparison, a corporate share increases in value when profits are retained but there is no corresponding adjustment to the ACB. And a capital gain will result with respect to that value when the shares are sold.

R15-15.
A partnership, although not a taxable entity, is considered to be a separate entity for purposes of holding property. Consequently, if a partner transfers property to the partnership, either as a sale or as a capital contribution, the partner is deemed to have sold the property at its fair market value. If the property's value is greater than the partner's cost amount, taxable income will be created. The partnership acquiring such a property has a cost for tax purposes equal to the property's fair market value. As an alternative, the partner can choose, by means of an election, to transfer the property for tax purposes at the partner's cost amount. This will eliminate taxable income to the partner, but the cost of the property to the partnership is based on the elected amount and not its fair market value. [S.97(1),(2)]

R15-16.
The statement is not correct. It is true that a CCPC is entitled to the small business deduction on $500,000 of its active business income. However, the amount of income allocated from a partnership that is eligible to be applied to the limit is restricted. Only the first $500,000 of partnership active business income qualifies for small business deduction eligibility by the corporate partners. The question indicates that the corporate partner's 50% share of partnership profits is $400,000. Therefore, of that amount only $250,000 (50% of the partnership's $500,000 limit) is eligible for the small business deduction provided that the corporate partner has not used up its $500,000 limit. In this case, the CCPC can claim the small business deduction on:

	It's own profits
	$100,000

	Partnership profits
	  250,000

	
	$350,000

	
	



This indicates that the CCPC could have earned an additional $150,000 from its own activities which would have qualified for the small business deduction.  [S.125(1)(a)(ii), 125(2)]

R15-17.The four factors to be considered when deciding between a partnership and a           corporation for a new venture are as follows:

· 
What will be the tax cost on annual profits from the new venture?

· 
How can anticipated operating losses, if any, be utilized against other sources of income from either the new venture itself or the participants?

· 
What are the tax implications if the new venture fails and the participants lose all or a portion of their invested funds? In other words, what is the after-tax cost of the loss?

· 
How can the invested capital and future profits be returned to the participants with the minimum amount of tax?
R15-18.
An investor in a failed business venture can afford to lose more money if it was organized as a partnership rather than a corporation because the partnership structure permits the investor to recover a greater amount of tax savings and at an earlier time. For example, a taxpayer in a 45% tax bracket that loses 
$100,000 from an investment in corporate shares will suffer a capital loss of which only 1/2 is allowable at the time the shares are sold or when the corporation is insolvent. Assuming the capital loss can be used, the after-tax loss will be $77,500 ($100,000 - 45% [1/2 of $100,000]). However, under a partnership structure, the $100,000 loss would take the form of business losses allocated from the partnership thereby allowing tax savings on the full $100,000. The after-tax partnership loss would be only $55,000 ($100,000 - 45% of $100,000). Therefore, the partnership could have lost $140,909 before tax leaving an after-tax loss of $77,500 ($140,909 - 45% of $140,909) which is the same as the $100,000 loss incurred on the corporation structure.

 SEQ CHAPTER \h \r 1CHAPTER 16

LIMITED PARTNERSHIPS AND JOINT VENTURES

Review Questions

1. 
A limited partnership consists of two general classes of partners. Identify these classes, and describe the rights and obligations of each.

2. 
What can be done by a general partner to limit the extent of its obligations to the limited partnership?

3. 
“The tax treatment of limited partnership income and losses depends on the tax position of each partner.” Explain.

4. 
What key factors distinguish the limited partnership from the standard partnership?

5. 
“A limited partnership provides broader access to sources of capital.” Is this statement true? Explain.

6. 
Why is there less risk for the passive investor when a business venture is organized as a limited partnership, rather than a corporation?

7. 
Why is it that the passive investor in a profitable business venture may receive a higher rate of return if the venture is organized as a limited partnership, rather than a corporation?

8. 
What is a joint venture, and how is it different from a partnership?

9. 
With respect to the following, how does the tax treatment applied to a joint venture differ from that for a partnership? 

(a) Determination of capital cost allowance. 

(b) 
Active business income eligible for the small-business deduction.

Solutions to Review Questions 
R16-1.
The two classes of partners required in a limited partnership structure are general partners and limited partners. The general partner is fully liable for the obligations of the partnership entity (i.e., beyond its proportionate ownership ratio) and is also responsible for managing its business affairs. Limited partners, on the other hand, are responsible for the partnership obligations only to the extent of their investment in the partnership entity (similar to the limited liability aspect of a shareholder in a corporation). In addition, to qualify as a limited partner, the investor must not take part in the management and control of the partnership business. By definition, limited partners are passive investors. [s.96(2.4), 96(2.2)]

R16-2.
An investor who intends to be a general partner (and, therefore, is exposed to full risk) can limit the extent of its financial risk by creating a separate corporation with a limited amount of capital to act as the general partner. As the corporation has limited capital (i.e., the amount required for investment in the partnership) and is itself a limited liability entity, it can only suffer losses to the extent of its net worth, even though it is liable for the partnership's obligations.

R16-3.
Similar to the standard partnership, the limited partnership is not a taxable entity. Instead its net income or loss is allocated, for tax purposes, to the general and limited partners in accordance with their profit sharing ratios. The income or loss allocated retains its source and characteristic and is included in the partners’ income calculation in its original form. The tax treatment of the income allocated is thus dependent on the nature of each partner (i.e., whether they are individuals or corporations). For example, dividends allocated to an individual partner are subject to a gross-up and dividend tax credit, but if allocated to a corporate party would be treated as an intercorporate dividend excluded from taxable income (but perhaps subject to a Part IV tax).

R16-4.
The factors that distinguish a limited partnership from a standard partnership are as follows: [s.96(2.4)]

· 
Some partners in a limited partnership have limited liability. In a standard partnership each partner is fully exposed to the entity's obligations.

· 
Limited partnerships must have some partners who are not active in management (i.e., are passive investors). The standard partnership does not have this requirement.

· 
In a limited partnership, the losses allocated to the limited partners can only be used by them to a maximum of their "at risk" amount. In a standard partnership, all losses allocated are available for partner use.

R16-5.
Yes, the statement is true when made in comparison to a standard partnership. In a standard partnership, the unlimited liability feature tends to discourage the participation of investors who are not active in management. In particular, it discourages the interest of a large number of small passive investors from investing a small amount for a minor partnership interest because the risk of unlimited liability is too high.


However, in a limited partnership, the requirement that limited partners be passive investors in exchange for limited liability permits the partnership base to be divided into a large number of small units. A small investor can, therefore, participate with a limited amount of risk. This is similar to a corporation issuing shares to a number of smaller investors except that the limited partnership has the added advantage of being able to allocate its losses to the limited partners to create tax savings for them personally.

R16-6.
As a passive investor, an investment in a corporation or a limited partnership has limited liability. Therefore, the amount that the investor can lose in each structure is finite and in this sense each structure presents equal risk. However, the tax savings that can result from suffering a loss in each structure is different. An investment loss from corporate shares results in a capital loss of which only 1/2 is allowed for tax purposes at the time the shares are disposed. In a limited partnership, the passive investor can usually deduct the full amount of the loss, and the loss is recognized annually as the partnership allocates business losses to the partners. For example, a taxpayer in a 45% tax bracket who lost $10,000 in a share investment would suffer an after-tax loss of $7,750 ($10,000 - 45% [1/2 of $10,000]), but in a limited partnership investment would lose only $5,500 ($10,000 - 45% of $10,000). Therefore, the downside risk of a limited partnership structure is less for the passive investor than in a corporate structure.

R16-7.
A passive investor in a profitable venture that is organized as a corporation distributes its profits as dividends. When the passive investor is an individual, the dividend is taxable and, therefore, two levels of tax occur (corporate and personal). Where the corporation is a public company or a CCPC earning income in excess of the small business deduction limit, some double taxation will occur. For example, from $1,000 of venture profits the investor may receive a return of $540 as follows: 

	Corporate income
	$1,000
	

	Tax @ 25%
	   (250
	)

	  Dividend distribution – Eligible
	750
	

	Tax @ 28%
	    (210
	)

	  Net to investor
	$  540
	



However, under a limited partnership structure, the venture income is taxed only once at the partner level. Therefore, $1,000 of venture profits may provide an after-tax return to the investor of $550 ($1,000 - personal tax @ 45%). Because the limited partnership can avoid double taxation for individual partners, greater after-tax returns can be achieved.

R16-8.
A joint venture is an association of two or more entities for a given limited purpose without the usual powers and responsibilities of a partnership. The primary feature that distinguishes a joint venture from a partnership is the concept of limited purpose. A partnership usually represents an ongoing business relationship whereas the joint venture is formed for the purpose of completing a single transaction or activity of a limited duration.

R16-9.
In a partnership, the amount of capital cost allowance must be established by the partnership and each partner is subject to that determination. In a joint venture, title to property remains in the hands of the participants and, therefore, each participant can claim all or a portion of the CCA permitted annually. This same treatment applies to other types of discretionary items for tax purposes (e.g., reserves).


Active business income earned by a partnership is subject to a notional small business deduction limit of $500,000 which must be shared by the corporate partners in their profit sharing ratios. In a joint venture structure, no such limit applies. For example, if a joint venture earns $700,000 of active business income, a 50% corporate joint venture participant (CCPC) would be entitled to apply the small business deduction on its full share of joint venture profits ($350,000) provided that it has not already used its limit from its own other business activities.

CHAPTER 17

TRUSTS

Review Questions

1. 
What is a trust, and how does it differ from a partnership and corporation?

2. 
Briefly explain the basic unique features of a trust?

3. 
What are the definitions of a testamentary trust and an inter vivos trust?

4. 
What are the differences between a personal trust and a commercial trust?

5. 
Explain when a trust is liable for tax in Canada.

6. 
What are the unique features for determining the taxable income of a trust?

7. 
“A trust is considered to be an individual for tax purposes and therefore its taxation year is the calendar year.” Is this statement true? Explain.

8. 
Compare the methods for calculating tax payable for testamentary trusts and inter vivos trusts.

9. 
A trust can deduct from taxable income amounts allocated to a beneficiary. Identify the unique features of this process and how the allocation may differ from allocation made by a partnership.

10. 
“Capital assets held by a trust are only subject to tax on a disposition that results from a sale or when they are distributed to beneficiaries.” Is this statement correct? Explain.

11. 
How does a spousal testamentary trust differ from a non-spousal testamentary trust?

12. 
What is an income trust? Briefly explain why they are used.

Solutions to Review Questions 
R17-1.
A trust is an arrangement whereby a person (the settlor) places property under the management of a trustee for the benefit of one or more persons (beneficiaries).


Unlike a corporation, a trust does not have the status of a legal person.  The format of a trust is closer to that of a partnership in that its existence is created by the writing of a trust document or deed spelling out the obligations of the trust.


Unlike a partnership, a trust is a separate taxable entity.

R17-2. Unique features of a trust:

· Income earned by a trust can be taxed in the trust or all or some of the income can be allocated to beneficiaries and taxed as part of their income [S104(13)].

· The trust claims a deduction in computing net income for income allocated to beneficiaries [S.104(6)].  Thus, trust income is only taxed once.

· Income taxed in the trust forms part of the trust’s capital and is not subject to further tax when it is eventually distributed to the beneficiaries [S.108(1)].

R17-3.
An inter vivos trust is created during the settlor’s lifetime whereas a testamentary trust is created on the settlor’s death [S.108(1)].

R17-4.
Personal trusts include both inter vivos and testamentary trusts whose beneficiaries did not purchase their trust interests.  Commercial trusts generally refer to trusts whose beneficiaries purchase their trust interests or units.  

R17-5.
A trust is taxable in Canada if it is resident in Canada at any time during the year.  The residency of a trust is determined by the resident status of the trustees who manage and control the trust property.

R17-6. Unique features for determining taxable income of a trust include the following:

· Income allocated to beneficiaries is deductible in determining the net income of the trust [S.104(6), (24)].  Income not allocated to beneficiaries is taxable to the trust, but thereafter can be distributed to the beneficiaries tax free.

· A trust can designate for tax purposes an amount that is actually payable to a beneficiary, not to have been payable. The designated amount is taxed in the trust [S.104(13.1),(13.2)].

· In some circumstances, a trust can allocate income for tax purposes even though it is not payable to the beneficiary.  This may occur when trusts are created for minor children and income is accumulated on their behalf until they are 21 years of age or older. [S.104(18)]. 

R17-7.
It is true that a trust is considered to be an individual and as such its taxation year is automatically the calendar year, December 31 [S.249(1)].  The taxation year for an inter vivos trust is always the calendar year.  However, a testamentary trust may  choose any taxation year end that ends within twelve months of the trust’s inception [S.104(23)].

R17-8.
To calculate tax, a testamentary trust uses the graduated tax scale applicable for individuals.  An inter vivos trust must use the highest federal personal tax rate (29%) and the applicable province’s highest tax rate for all of its income [S.122(1)].  Neither trust can deduct personal tax credits.

R17-9.
The trust can allocate income to beneficiaries thereby reducing the trust income [S.104(6)].  In making the allocation, the trust designates the type of income being allocated.  The income designated by the trust can be net taxable capital gains (net of current year capital losses) [S.104(21),(21.3)], taxable Canadian dividends –  (Eligible) or (Non-eligible) [S.104(19)], tax-free capital dividends [S.104(20)], foreign income and related foreign tax paid [S.104(22)], and other income.  All other income allocated from the trust does not retain its character and is taxed in the beneficiary’s tax return as income from property [S.108(5)].  The beneficiary may claim the related dividend tax credit, foreign tax credit, and capital gains deduction if the taxable capital gain allocated qualifies [S.104(21.2)].  


The trustee can allocated income types to beneficiaries in different proportions.  For example, if attribution is a concern, the trustee may allocate more capital gains to a beneficiary who is under age 18 (since capital gains earned by minors are not subject to attribution).  Other beneficiaries may then receive a greater proportion of other types of income.   

R17-10. The statement is not correct.  Inter vivos and testamentary trusts are deemed to have disposed of certain properties at fair market value on its 21st anniversary date and every 21 years thereafter [S.104(4),(5)].  The properties include:

· capital property [S.104(4)]

· depreciable property [S.104(5)]

· land that is inventory [S.104(4)]

· resource property [S.104(5.2)]

The trust is deemed to reacquire the properties at that market value, which becomes the new cost for tax purposes of the property for the trust.  Property owned by a spousal trust is excluded from this 21-year deemed disposition rule.

A trust can often successfully avoid the deemed disposition rule by transferring the particular properties to the beneficiary prior to the 21-year anniversary date.  Such transfers are normally deemed to be a disposition at the property’s cost amount [S.107(2)].  The beneficiary simply takes over the tax position of the property received from the trust.  Once the property is in the hands of the beneficiary, the gain will be taxed when the property is sold by the beneficiary or upon his/her death.   

R17-11.
A trust is a spousal trust if the spouse of the settlor is entitled to receive all of the income of the trust and no person other than that spouse can use or receive the capital of the trust before the death of the spouse [S.70(6)&104(4)].


When the trust is a spousal trust, the following unique rules apply:

· When property is transferred to the trust, the settlor is deemed to have sold the property at its tax value [S.70(6)].  Therefore, the tax value of the property prior to its transfer is assumed by the trust.

· The 21-year deemed disposition requirement is waived for the first 21-year anniversary [S.104(4)].  Therefore in most situations, the property remains without tax until the death of the beneficiary spouse.

· Upon the death of the spouse who is the beneficiary, the spousal trust property is deemed to be sold at market value [S.104(4)].

R17-12.
An income trust is used as a structure to operate a business.  The primary incentives for using income trusts (prior to October 31, 2006) as an alternative to the corporate structure were:

· The trust income was not taxable because its income could be allocated to the unit holders (beneficiaries) and taxed as part of their income; and

· The allocation to unit holders retained its source and characteristic for tax preferred income like capital gains and dividends.

A corporation pays tax on its earnings and distributes after-tax income.  An income trust that is an investment trust (used to operate an active business) created after October 31, 2006 pays a distributions tax on the amount of distributions to investors [ITA 122(1)(b), 122(1.01)].  The rate of tax is a combination of a federal rate plus an additional rate in lieu of provincial tax.  The combined rate of tax is 25% (2012) (15% federal + 10% addition).  This rate is similar to the combined federal and provincial general tax rate for corporations.  The distribution does not retain the characteristics of its source in the trust.  Instead, the trust distribution is deemed to be an eligible dividend.  Investment trusts are referred to as “specified investment flow-throughs (SIFTs).

The new rules apply to income trusts (excluding REITs) in existence before October 31, 2006 starting in 2012.

CHAPTER 18

BUSINESS ACQUISITIONS AND DIVESTITURES― 

ASSETS VERSUS SHARES

Review Questions

1. 
“The sale of business assets by a vendor corporation normally results in two levels of tax, rather than a single level of tax, as is the case when the shares of the business corporation are sold.” Explain this statement.

2. 
In general terms, what types of gains or losses may occur for tax purposes when specific business assets are sold?

3. 
If a business is to be sold on terms that require deferred payments, why may the timing of the related tax cost to the vendor be different if the specific business assets, rather than the shares of the business corporation, are sold?

4. 
If a group of business assets is sold with specific values attached to each item, what difference, if any, does it make whether the terms of payment (that is, the amount of cash and deferred payments) are expressed separately for each asset sold or as a total for the group of assets sold?

5. 
When a corporation sells its business by disposing of its business assets, the amount of tax to the corporation resulting from the sale can be determined with relative certainty. Does the same degree of certainty exist with respect to determining the second level of tax when the proceeds of the asset sale are distributed to the shareholder? Explain.

6. 
The after-tax cash flow from the earnings of the acquired business may be different for the purchasers if they acquire the shares of the vendor corporation, rather than its specific assets. Explain why.

7. 
Why is it important for the purchaser to establish an accurate value for each individual asset acquired when a group of business assets is being purchased for an agreed-upon total price?

8. 
“When a purchaser acquires the shares of a vendor corporation, it may be assuming a potential tax liability of the vendor corporation.” What is meant by this statement? To the extent that such a potential liability exists, what impact may this have on the purchase price, and how can it be measured?

9. 
To what extent, if any, should the vendor to be concerned about the tax status of the purchaser when contemplating the sale of a business?

10. 
Why is it important for the purchaser of a business to anticipate the post-acquisition organization structure before making the acquisition?

11. 
When a business can be sold under either an asset sale or a share sale, why is it important that both the vendor and the purchaser attempt to determine the vendor’s tax cost from the sale under a worst-case scenario?

12. 
What is the worst-case scenario when an individual who owns the shares of a business corporation is considering the sale of that business? How is that individual’s tax position affected if the business for sale is held within a corporation that is a subsidiary of a large public corporation?

13. 
What are the three major tax issues that a purchaser must examine when deciding whether to acquire the assets or the shares of a business?

Solutions to Review Questions 
R18-1.
When a vendor corporation sells its specific business assets (land, buildings, equipment, goodwill and so on) the corporation will incur a tax liability on gains arising from the asset sales. While this leaves after‑tax proceeds in the corporation for possible investment, those proceeds must ultimately flow to the shareholder at which time a second level of tax will occur. Even if dividend distributions are not made, the shareholder may incur a second level of tax when the shares are sold or deemed to be sold on death.


If the shares of the business corporation are sold, the corporation does not incur a tax liability because it retains ownership of all of the business assets. Only the shareholder may incur a tax liability resulting from the gain on the share sale. Therefore, the amount and timing of tax to the vendor is different under each alternative.

R18-2.
In general terms, the sale of business assets will consist of inventory, depreciable property, capital property, and eligible capital property. As a result, the sale of a group of business assets will normally produce the following types of income/loss:


Inventory ‑ business income/loss


Depreciable property ‑ recapture of capital cost allowance/terminal loss (business income) and perhaps

 
taxable capital gains (no capital losses on depreciable prop)


Capital property ‑ capital gains/losses


Eligible capital property ‑ business income/loss

R18-3.
If the shares of the corporation are sold, the entire gain would be a capital gain to the vendor. As a result, the full amount would be eligible for the application of the capital gains reserve provisions which permits (within limits) the gain to be recognized for tax purposes over a period of years in relation to the receipt of the deferred proceeds. However, if the corporation sells specific assets it will incur several types of gains depending on the nature of the property sold (recapture of CCA, capital gains, and eligible capital property gains). The capital gains reserve provisions would therefore apply only to the capital gain portion of the income created. Keep in mind that eligible capital property gains cannot be recognized in relation to the payment terms (see Chapter 6). Therefore, under an asset sale, the recapture of CCA and eligible capital property gains cannot be deferred even if the terms of payment are deferred. The timing of the tax liability will vary between an asset sale and a share sale.

R18-4.
If the deferred payment terms are expressed in the agreement as a portion of the total price (i.e., the combined price of several assets), the amount of the deferred portion is allocated proportionately to each of the assets in the group. Consequently, some of the deferred payments would be allocated to assets that will create income that is not eligible for a reserve (e.g., depreciable equipment creates a recapture of CCA) and a lesser amount of the deferred proceeds applies to the assets that are eligible for the reserve. If the agreement defines the terms of payment separately for each asset in the group, the maximum deferred proceeds can be allocated to those assets which qualify for deferred recognition of income such as capital gains.

R18-5.
When corporate assets are sold, the amount and timing of the resulting tax to the corporation can be determined with relative certainty because the selling price, cost amounts, and payment terms are known for each asset sold. However, the timing of the second level of tax on the distribution of the corporation's after‑tax proceeds to the shareholder are discretionary. In other words, after the sale, the corporation can retain its proceeds for reinvestment, distribute all of the proceeds immediately, or distribute the proceeds over a period of time. A delay in the distribution means that the tax rates that may apply at some future time are uncertain and therefore an accurate assessment of the decision to delay the distribution is more difficult.

R18-6.
When a purchaser acquires a business, it obtains ownership of a group of assets as well as the right to carry on the acquired business to generate profits. The amount of pre‑tax profits acquired will be similar regardless of whether assets or shares of the acquired business are purchased. However, when assets are purchased, the amount of deductions from capital cost allowance and eligible capital property write‑offs are based upon the fair market value of each asset purchased. On the other hand, when shares are acquired, the specific assets housed within the acquired corporation remain at their undepreciated value at the time of the sale. Therefore, the amount of deductions for tax purposes will be different under each method.

R18-7.
A major factor in deciding on the acquisition of a business is the amount of after‑tax cash flows that are expected after acquisition. Therefore, the amount of CCA and eligible capital property deductions for tax purposes that will be available is of paramount importance in projecting that cash flow. When a single purchase price is specified for the entire group of assets acquired, the purchaser must know how the total price will be allocated to each asset in order to determine the expected tax costs on future profits. As CRA has the power to allocate the unspecified value of each asset in accordance with its apparent fair market value, consideration of this issue by the purchaser before the purchase provides a greater degree of certainty with respect to anticipated after‑tax cash flows.

R18-8.
When shares of a business corporation are acquired, the asset base within the acquired corporation is not disturbed. Consequently, the cost base and undepreciated capital cost of the assets within the company remain unchanged. In effect, the purchaser, through the share acquisition, takes over the tax position of the vendor corporation. If the acquired corporation should subsequently sell some of its assets at values greater than their cost amounts, the corporation will incur a tax liability. Because of this inherited potential tax liability, the purchaser may attempt to discount the price of the shares as compensation. It is difficult to measure what the discount should be because it is not certain if or when the potential tax liability may occur. The final discount achieved, if any, is therefore a function of the negotiation process.

R18-9.
The purchaser’s willingness to purchase and the price that they are prepared to pay is dependent largely upon the expected after‑tax profits after acquisition. The tax 
status of the purchaser may result in the acquired profits being subject to a different tax cost than that applied to the vendor. For example, the vendor may be entitled to use the small business deduction whereas the purchaser may not because of its other sources of income. This will affect the price the purchaser is willing to pay. As different purchasers may each have a different tax status, the vendor may achieve the highest price from the one which will incur the lowest tax cost on future profits. The vendor must therefore attempt to anticipate a proposed purchaser's tax position.

R18-10.
It is important to recognize that the post‑acquisition structure for the purchaser is not static. For example, if a corporate purchaser acquires the shares of a vendor corporation it will, immediately after the purchase, have a parent‑subsidiary structure where the operations of each are separated. However, after the acquisition the two corporations could be amalgamated, combining their operations. This may or may not present tax advantages for the purchaser. For example, combining manufacturing activities with other types of income may expand the M & P profits for tax purpose as a result of the arbitrary formula, thereby decreasing the provincial tax in provinces with M&P tax incentives.  Knowing that this advantage will occur will assist the purchaser in establishing the expected cash flows from the purchase and the maximum purchase price that it is willing to pay in exchange for those cash flows.

R18-11.
Once a business has been targeted for acquisition, it is important to establish the worst case scenario for the vendor. Both the vendor and the purchaser are interested in this analysis. For example, if the worst case scenario for a vendor is an asset sale and the net after‑tax proceeds from this type of sale are known, the vendor can then establish a price for the sale of shares which would provide the same after‑tax proceeds. This information is critical to vendors because it permits them to establish a minimum share price that equates, on an after‑tax basis, to an asset price. Presumably a vendor would not accept a share price that is below this minimum.


At the same time, if a purchaser knows the tax position of the vendor and what share price equates to an asset price in a worst case scenario, they have a starting point from which to begin their negotiations.

R18-12.
Normally, when an individual who owns the shares of a business corporation is considering the sale of the business, the worst‑case scenario is an asset sale whereby the vendor corporation pays tax on the sale of the individual assets, and then immediately winds‑up the corporation by distributing the after‑tax proceeds, resulting in a second level of tax to the shareholder. In this case, because the corporation is closely held, the full impact on the corporation and the shareholder must be considered.


When the business for sale is held in a subsidiary of a public corporation, the distribution of after‑tax proceeds from the subsidiary's sale of assets does not create a second level of tax as inter-corporate dividends to the parent corporation are tax free. It would be unrealistic to examine the tax impact on the shareholders of the public parent corporation as the sale would not likely alter its normal dividend policy.

R18-13.
When contemplating a business acquisition, the purchaser should examine the following issues:

· 
The rate of tax that will apply, after acquisition, on expected profits.

· 
The amount of cash flow to be generated from tax savings on deductions of CCA and eligible capital property write‑offs.

· 
Where the purchase is a share acquisition, assess the likelihood of incurring additional tax liabilities if the acquired corporation should subsequently dispose of any of the assets it holds.

CHAPTER 19

BUSINESS ACQUISITIONS AND DIVESTITURES― 

TAX‑DEFERRED SALES

Review Questions

1. 
While vendors may gain a tax advantage by selling a business using a tax-deferred method, they may be subjecting themselves to more risk in terms of ultimately realizing the proceeds from the sale. How is a tax-deferred sale of a business distinguished from a taxable sale? Why does a tax-deferred sale involve greater risk?

2. 
Give three basic reasons that a vendor may be prepared to accept a greater risk in exchange for a tax deferral on the sale of a business.

3. 
What four basic methods can be used to achieve a tax-deferred sale?

4. 
What advantages and disadvantages may arise for the purchaser when the specific business assets are acquired from a vendor corporation and the parties elect transfer prices for tax purposes at amounts that will defer tax to the vendor?

5. 
What is a share-for-share exchange? How does it differ from a sale of shares in which the vendor and the purchaser elect a specific price for tax purposes?

6. 
Why is a business acquisition using the share-for-share technique attractive to both the purchaser and the vendor?

7. 
A tax-deferred sale of a business by a reorganization of share capital may present more risk to the vendor than a sale of its shares to a corporate purchaser and an election of a transfer price for tax purposes. Explain why.

8. 
When a business owned by a closely held corporation is being sold, the vendor is often persuaded to use tax-deferred methods to structure the sale. What is a closely held corporation? What features may such a corporation have that make a tax-deferred sale attractive?

9. 
Why may the owner of a business want to transfer a business to children during his or her lifetime, rather than by way of an estate transfer upon death?

10. 
What feature is often found when a business is being transferred to a family member? How is the tax-deferred method of sale consistent with this feature?

11. 
How may the sale of a corporation’s specific business assets to a purchaser with limited resources provide greater flexibility than the sale of shares of the corporation?

Solutions to Review Questions 
R19-1.
In order to achieve a deferral of tax on the sale of a business (from either an asset sale or a share sale) the vendor must be prepared to accept all or a specified portion of the payment in the form of shares of the purchaser's corporation or of the vendor corporation. Such shares can be common shares or preferred shares. In other words, the vendor maintains a partial continuing equity interest in the business being sold. In comparison, a taxable sale normally results in the exchange of business assets or shares of the business corporation for assets other than shares. Payment terms from a taxable sale usually include cash and/or the deferred payment of cash secured by notes bearing interest.


A tax deferred sale results in a greater risk for the vendor because the deferred payment portion of the price that consists of shares is less secure than debt. Subsequent realization of the common or preferred shares depends upon the continued success of the purchaser corporation after it has met its own obligations. In comparison, the rights of a creditor take precedence over the shareholders.

R19-2.
A vendor may be prepared to accept a greater risk to achieve tax deferral on a business sale for the following reasons:

· 
The vendor wants to participate in the continued growth of the business and the sale actually constitutes a business combination or merger of two active business enterprises.

· 
The vendor wants to enhance his or her after‑tax return on investment from the proceeds of sale. By deferring the tax, the full amount of the proceeds from the sale may provide annual returns from a combination of dividends and interest. In comparison, in a taxable sale, only the after‑tax proceeds provide annual returns.

· 
The desired purchaser may not have sufficient capital to fund the purchase and no other acceptable buyers are available.

R19-3.
To achieve a tax‑deferred sale of a business, the following basic alternative methods are available.

· 
Sale of assets from the vendor to the purchaser corporation at fair market value but, for tax purposes, electing a transfer price equal to the assets' tax values [S.85(1)].

· 
Sale of the vendor corporation's shares to the purchaser corporation using an elected transfer price for tax purposes equal to the vendor's adjusted cost base of the shares [S.85(1)].

· 
An amalgamation of the vendor corporation and the purchaser corporation [S.87(1)].

· 
A reorganization of the share capital of the vendor corporation whereby the purchaser obtains common shares but the vendor maintains a continuing interest in the form of preferred shares [S.86(1)].

R19-4.
The purchase of business assets using the elective option for tax purposes requires that a portion of the purchase price be paid by the purchasing corporation issuing preferred and/or common shares (this portion is the difference between the elected tax price and the fair market value). The major advantage for the purchaser is that the acquisition can be achieved with the minimum amount of cash and/or debt. Depending on the terms attached to the share consideration, this method may provide greater future cash flow to the purchaser and may not impair its borrowing capacity thereby enhancing the probability of the continued success of the acquired business.

However, this form of purchase has the following disadvantages:

· 
The assets acquired have a lower cost amount for tax purposes which limits the amount of future CCA and eligible capital property write‑offs. Consequently, future tax costs on profits are greater.

· 
Because the assets acquired have a cost amount for tax purposes that is lower than the fair market value price paid, a potential tax liability for the purchaser 
exists if, subsequent to the acquisition, it is necessary for the purchaser to dispose of all or some of the assets purchased.

· 
Normally, the purchaser is required to pay regular dividends on the shares issued to the vendor. While the dividend rate may be less than a normal interest rate, the dividend costs are not deductible from the purchaser’s income for tax purposes. Therefore, the after‑tax cost of servicing the shares may be greater than the after‑tax cost of servicing debt.

R19-5.
A share for share exchange occurs when a purchasing corporation acquires the shares of another corporation (from the existing shareholders) and the payment to the vendors consist entirely of shares issued by the purchasing corporation. When this occurs, and provided that certain other conditions are met, each separate vendor is entitled to arbitrarily decide that, for tax purposes, the transfer price is equal to the cost amount, thereby deferring tax on the sale [S.85.1(1)]. This could also have been achieved by using the formal election option [S.85(1)]. However, unlike the election option, the share for share exchange is decided by only the vendor without the purchaser’s participation. The purchaser's cost of the shares acquired is the lesser of fair market value or the paid up capital of the vendor’s shares [S.85.1(1)(b)].


The election option is a formal process requiring the filing of certain forms (i.e., T5027) whereas the share-for-share exchange method is informal and each vendor decides on their position when completing their annual tax return. In addition, the share for share exchange method must have no non‑share consideration [S.85.1(2)(d)], whereas the election option permits non‑share consideration within specified limits.

R19-6.
The share for share exchange method is attractive to the vendor because it provides maximum flexibility. If some of the vendors want to realize cash from the sale, they can tender for sale all or a portion of their exchanged shares after the share for share transaction has occurred. On the other hand, if they wish to remain as a shareholder of the purchaser corporation, they can do so without incurring a tax liability on the sale of their old shares, thereby earning investment returns on the pre‑tax proceeds of sale rather than on the after‑tax proceeds.  The share for share exchange method is attractive to the purchaser because the acquisition can be achieved without a cash or debt requirement. However, there is also a negative aspect for the purchaser. The ACB of the acquired shares is normally the shares paid up capital amount [S.85.1(1)(b)] (normally lower than market value) and, therefore, a subsequent sale may result in a higher than normal taxable capital gain.
R19-7.
When a business is sold using the share reorganization technique [S.86(1)], the previous shareholder normally exchanges his or her common shares for preferred shares of the vendor corporation. This presents two risks for the previous shareholders. First of all, the entire payment consists of share capital with no debt or cash. Secondly, the share capital received represents a continued interest in the vendor corporation only. Consequently, the ability to realize the value of the preferred shares at a future time rests solely with the continued success of the vendor corporation.


In contrast, the sale of shares to a purchaser corporation using the election option provides payment by a combination of cash, share capital, and debt from the purchaser corporation. The existence of cash and debt by itself presents less risk of realization. In addition, the ability to realize the share consideration (and the debt) at some future time depends upon the continued success of the purchaser corporation and the vendor corporation combined. This is especially important when the purchasing corporation has substantial value of its own.

R19-8.
A closely held corporation is one that is owned by a single shareholder, or a relatively small number of shareholders, such that the relationship between the corporation and the shareholders is very close. Often, the following features of a closely held corporation are evident that induce a preference for a tax‑deferred method of sale:

· 
The owner(s) of the business is usually under greater pressure to sell the business to family members or to senior employees who have provided long service to the entity. Typically, both employees and family members do not have substantial cash resources to make the purchase and, therefore, require substantial and long‑term financing from the vendor.

· 
A closely held business is often sold in response to the owner's desire for partial or full retirement. Therefore, there is a desire to maximize future income from investment of the sale proceeds. A taxable sale diminishes to amount of proceeds available to reinvest and accordingly reduces the amount of future income for retirement.

R19-9.
When an individual leaves shares of his or her business corporation to children by way of an estate transfer on death, the shares are deemed to have been sold for tax purposes at their fair market value at that time. The resulting tax diminishes the value of the estate. If shares are transferred to the children at an earlier time, presumably the tax liability would be lower because the value of the shares would be lower. This, combined with the opportunity of using a tax‑deferred method of transfer, results in a lower tax liability on death than would otherwise have occurred. In other words, at the time of transfer, the shareholders' potential capital gain is "frozen" at the value at that time, permitting continued growth to accrue to the benefit of the children. A further reason for a transfer before death is to provide an orderly succession and continuity of management responsibility.

R19-10.
When a business is sold to a third party the vendor is usually concerned with the security of the payment terms in order to ensure the full realization of the value of the business. The vendor will, therefore, only use the tax deferred method if they are satisfied that the payment in the form of shares is reasonably secure. However, when a sale is being made to a family member, the vendor is often less concerned about security because the value of the business will likely be transferred to that family member on the death of the owner in any case. Therefore, the deferral of tax often becomes the primary factor in choosing a method of sale to a family member. As the tax deferral methods provide less security (because of the requirement for full or partial payment in the form of shares) they are consistent with the owner’s desire and need for security and, therefore, become a viable option.

R19-11.
When a business is sold to a purchaser who has limited resources, it may require that the vendor finance a large portion of the purchase price by granting deferred payment terms. Therefore, security for the vendor becomes a primary issue. It is recognized that in order to own and operate a business it is not always necessary to own all of the assets needed for its operation. The business can be operated by having the right to use those assets without their ownership. If the sale of a business is structured as an asset sale (as opposed to a share sale) the vendor can retain ownership of some of the assets (e.g., land, buildings, and equipment) and lease them to the purchaser in exchange for rent. This is attractive to the purchaser with limited resources because less cash and debt is required to complete the purchase.


It is also attractive to the vendor because retained ownership of the certain assets provides maximum security and, at the same time, defers the related tax liability that would have occurred from the sale. In comparison, a sale of shares of the vendor corporation does not permit specific assets to be retained unless certain reorganization activities are carried out first.  Therefore, the sale of assets appears to provide greater flexibility.

CHAPTER 20

DOMESTIC AND INTERNATIONAL BUSINESS EXPANSION
Review Questions

1. 
Domestic and international expansion decisions, like any investment decisions, should attempt to utilize a structure that will minimize the start-up cash requirements and maximize the cash returns to the initiator. Briefly outline the fundamental tax considerations that are relevant to the expansion process.

2. 
What are the two basic organization structures that can be used for domestic expansion activities without the participation of new equity investors? What is the major difference between these structures regarding tax?

3. 
The rates of applicable provincial tax and tax on manufacturing profits may be different solely as a result of the expansion structure chosen for new activities. Explain why.

4. 
What are the basic organization structures that can be used for domestic expansion activities requiring additional capital from new equity participants?

5. 
When new equity participants are required in order to complete an expansion, what decisions must be made before an analysis of the organizational structure is performed?

6. 
Is it possible to increase the after-tax rate of return by choosing to give up more equity, rather than less, when new equity participants are required for expansion? Explain.

7. 
What are the primary business structures used to conduct foreign expansion activities?

8. 
In most cases, what must be true before a Canadian entity will be subject to foreign taxes on foreign business activities?

9. 
When the tax rates in a foreign country are lower than Canadian tax rates, will the use of a foreign branch structure to conduct the Canadian entity’s foreign activities be advantageous? Explain.

10. 
In what circumstances is a foreign branch structure preferable to a foreign corporation structure?

11. 
Assume that a Canadian individual owns a substantial portion of a foreign corporation’s shares and receives a dividend from them. Would the tax treatment applied to that dividend be different if it were first paid to a Canadian corporation owned by that individual?

12. 
“If foreign tax rates are the same as Canadian tax rates, a Canadian corporation conducting profitable foreign activities will not care whether a foreign branch or a foreign corporation is used to house the foreign operations.” Is this statement true? Explain.

13. 
A Canadian business corporation may, in addition to providing equity capital, support its foreign operations by providing loan capital, management services, technology, and equipment. What general implications does the foreign organization structure (branch versus corporation) have on these additional support activities?

14. 
Why may a Canadian business entity attempt to underprice or overprice products sold to its foreign subsidiary corporation? How do Canadian tax laws treat such transactions?

15. 
What tax consequences may result when the business operations of a foreign branch are transferred to a newly created foreign subsidiary corporation? How does this compare with the tax treatment resulting from the transfer of a Canadian branch operation to a Canadian subsidiary corporation?

Solutions to Review Questions 
R20-1.
When choosing an expansion structure, the decision‑maker should consider the tax implications of future profits, the utilization of possible start‑up losses, an expansion failure, and the repatriation of both the capital invested and accumulated profits.

R20-2.
Domestic expansion without the participation of new equity investors can be structured as either a division of the existing corporation or as a separate subsidiary corporation. The major tax difference between these two structures relate to tax savings that occur from the utilization of losses, both in the start‑up phase and those resulting from a complete failure. In the division structure, the losses are merged for tax purposes with the existing operations, creating immediate tax savings whereas, in the corporate structure, the losses must await the arrival of profits from the expansion activity.


Therefore, when start‑up losses are expected, the divisional structure requires a reduced cash commitment. If the expansion fails completely, the losses that are locked into a separate corporation may be utilized by the parent entity if a wind‑up or an amalgamation occurs but the tax savings are delayed until after that has occurred. Such a reorganization may not be available where the failed expansion corporation is permitted to become bankrupt to limit the losses.

R20-3.
Under a divisional structure, the amount of income subject to tax in other provinces (which may apply different rates of tax) is determined by an arbitrary formula based on the ratio of sales and wages in the other province to the total sales and wages of the entire entity. Consequently, the amount of expansion income subject to tax in the new province may be different from the actual expansion profits. In contrast, expanding to another province by housing that expansion in a separate corporation, results in the actual expansion profits being subject to tax in the new province.


Similar differences can occur for manufacturing activities because of the requirement to determine M & P profits eligible for the rate reduction (13% in 2012) by the arbitrary formula (based on the ratio of manufacturing capital and labor employed by the entire entity). By separating the expansion activity in a separate corporation, this ratio is affected.

R20-4.
When the expansion project requires additional capital from outside investors, the primary available structures are:

· separate corporation

· standard partnership

· limited partnership

R20-5.
Before choosing an expansion structure that involves outside equity participants, the project initiator must decide:

· whether or not the new investors will participate only in the expansion project or in the existing operations as well.

· if the new participants will be active in management or passive investors.

· if funds should be sought from a large number of investors (each investing small amounts) or from a small number of investors (investing large amounts).

· whether or not the project can be divided into separate parts attracting different participants for each.

· the amount of equity that will be given up to obtain the expansion funds.

R20-6.
In some circumstances, giving up additional equity may increase after‑tax returns if it results in lower tax rates on the project profits. For example, retaining 50% equity in an expansion project organized as a Canadian‑controlled private corporation may create the ability to obtain a new small business deduction limit on the new project profits, as it would not be associated with the initiator corporation. Consequently, a portion of the initiator's share of profits would be taxed at 15% (in some provinces) rather than at the higher corporate rate of approximately 25%. In comparison, if the initiator had retained 55% of the project's equity, all profits would be subject to the high tax rate. Therefore, although giving up additional equity results in a lower share of pre‑tax profits, the after‑tax profits may be higher.

R20-7.
Foreign business expansion activities can be achieved through direct sales from the home based entity, or by establishing either a foreign branch location or a separate foreign corporation to house those activities.

R20-8.
A Canadian entity will normally be subject to foreign tax on their foreign business activities if they carry on business in the foreign country from a permanent establishment located in that country. The term "permanent establishment" is usually defined in the tax treaty between Canada and the particular foreign country. In most treaties, the term means a fixed place of business from which foreign operations are conducted and includes a place of management, a branch, an office or factory (although a fixed place of business used primarily for storage or display of merchandise is usually excluded). Therefore, direct sales do not qualify as carrying on business in the foreign country and are not subject to the foreign tax.

R20-9.
The profits of a foreign branch location will be subject to tax in the foreign country. However, because the foreign branch is formally a part of the Canadian entity (i.e., it is not a separate corporation) and the Canadian resident entity is taxable on its world income, the foreign branch profits are also taxable in Canada. The applicable Canadian tax can be reduced by the tax paid to the foreign country (foreign tax credit) thereby eliminating double taxation. Consequently, no advantage is gained under the branch structure when the foreign tax rate is lower than the Canadian tax rate because the higher Canadian rates prevail.

R20-10.
Although the branch structure does not result in preferential tax rates on annual foreign profits, it has one major advantage over the corporate structure. If losses are incurred from the foreign branch operation, they can be used immediately to offset income from the home‑based operations thereby creating cash flow from tax savings. This improved cash flow can be retained in Canada or reinvested in the foreign branch to enhance the opportunity for long‑term success. In effect, it reduces the amount of funding required to service the foreign expansion.

R20-11.
The receipt of a foreign dividend by a Canadian individual is included in his or her income as fully taxable property income without the benefit of the dividend tax credit that would apply to the receipt of Canadian dividends. For example, an individual in a 45% tax bracket would pay a tax equal to 45% of the actual dividend. While the foreign country would impose a withholding tax on the dividend, Canadian taxes are reduced by an equal amount from the application of the foreign tax credit.


In contrast, if the foreign dividend was first paid to a Canadian corporation and then passed on as a Canadian dividend to the individual shareholder, the result is quite different. The foreign corporation would qualify as a foreign affiliate of the Canadian corporation and, therefore, the foreign dividend is not subject to Canadian corporate tax. This means that the foreign withholding tax on the dividend becomes a cost because no foreign tax credit can be applied. However, when the foreign dividend income is passed on to the shareholder as a dividend from the Canadian corporation it becomes eligible for the dividend tax credit. For example, if the foreign withholding tax rate is 10% and the individual tax rate is 28% on Canadian eligible dividends - after the dividend tax credit, the total tax paid is only 35% as follows:

	
	
	
	Income
	
	Tax

	
	
	
	
	
	

	
	Foreign dividend
	
	$100
	
	

	
	Foreign withholding tax (10%)
	
	   10
	
	$10

	
	  Net to Canadian corporation
	
	90
	
	

	
	Tax on Canadian dividend (28%)
	
	  25
	
	  25

	
	
	
	
	
	

	
	  Net to individual
	
	$ 65
	
	$35


R20-12.
The statement is not necessarily true. In a branch structure, if the foreign operation is subject to a 25% foreign tax rate which is the same as the Canadian tax rate, the total tax paid upon repatriation of the foreign profits is 25%. In other words, the foreign tax of 25% reduces the Canadian tax by an equivalent amount from the foreign tax credit mechanism and there is no further tax when those profits are transferred to Canada (this may not always be the case as some countries impose a special branch tax that is similar to a withholding tax).


In comparison, a foreign corporation would be subject to 25% tax on its profits but a further withholding tax would be paid on a dividend distribution of those profits to the Canadian corporate shareholder. Because the foreign dividend (received from a foreign affiliate) is not taxable to the Canadian corporation, a foreign tax credit for the withholding tax would not be available. Therefore, the foreign corporate structure tax cost is ultimately higher by an amount equal to the withholding tax rate.

R20-13.
Providing support activities to a foreign branch operation such as capital funds, equipment, technology and management services does not alter the normal tax treatment of the foreign activities. Because the branch is a part of the Canadian entity, it simply requires a cost allocation to the foreign branch for the costs incurred on its behalf. However, when a foreign corporation is established, there is an actual separation of the foreign activities from the Canadian entity. As a result, providing the above mentioned support activities to the foreign corporation require compensation in the form of interest, rents, royalties and management fees.


These costs to the foreign corporation reduce the amount of foreign income that is subject to foreign corporate tax and increases the income of the Canadian entity. Most countries impose a withholding tax on the payment of interest, rents, royalties and management fees paid to Canada. However, because the receipt of these payments is taxable in Canada, the foreign tax credit will eliminate the impact of the imposed withholding tax.

R20-14.
In some situations, the process of selling in a foreign market involves activities in both Canada and the foreign country. For example, a Canadian manufacturer may sell finished goods or component parts to its foreign corporation for completion, packaging, and selling. Therefore, an element of profit belongs to both countries. Where the tax rate in the foreign country is lower, there is a tendency to under‑price the sale of product to the foreign corporation in order that they may earn a greater portion of the profit. Where the foreign country has a higher tax rate, the reverse is true.


Canadian tax law deals with this by imposing a reasonableness test on the transfer prices of products and services to the foreign corporation. Therefore, regardless of the price established, the products and services sold to the foreign corporation are, for tax purposes, deemed to be sold at a price that would reasonably have been expected if the sale had been to an arm's length party.

R20-15. 


Properties of a foreign branch are owned by the Canadian corporation. Therefore, the incorporation of a foreign branch involves the sale of assets (inventory, equipment, goodwill and so on) from a Canadian corporation to a foreign corporation. The sale of assets at fair market value may, therefore, result in taxable gains. In comparison, the transfer of assets to a Canadian corporation can eliminate the creation of taxable income by electing to transfer the assets at tax values rather than at fair market values. Under Canadian tax law, this option applies only where the assets are transferred to another Canadian corporation. Therefore, in choosing an initial expansion structure, it is important to anticipate the potential tax implications if it should become necessary to alter the initial structure.

CHAPTER 21

TAX ASPECTS OF CORPORATE FINANCING
Review Questions

1. 
Why is it important to examine the corporate cost of financing alternatives in conjunction with the tax position of the potential investors?

2. 
If a corporation is subject to a 25% tax rate, why may it be advantageous for it to issue debt as opposed to preferred shares?

3. 
If the corporate tax rate is 15%, what difference does it make whether the corporation issues debt bearing 8% interest or preferred shares with a 6 3/4% dividend rate?

4. 
A corporation issues 7% bonds as well as preferred shares with an annual 5.5% dividend rate. Excluding the risk factor, what type of investor would prefer the bond and what type would prefer the shares? Explain.

5. 
An investor who is an individual could earn a 10% return either from shares that pay a low dividend and have high growth or from shares that pay a high dividend and have low growth. Assuming that the risk related to each is the same, which investment would the individual prefer?

6. 
If the cost of preferred share financing is so much greater than debt, why are such securities issued by public corporations?

7. 
Briefly describe the tax treatment applied to expenses incurred to issue shares or borrow money (the cost of a prospectus, commissions to brokerage firms, and the like). What impact does this tax treatment have on the after-tax cost of financing?

8. 
If a corporation issues a bond at a price less than the face value of the security, the discount is amortized, for accounting purposes, over the life of the bond. How does this treatment of the discount compare with the treatment for tax purposes?

9. 
If a corporation issues a bond at a discount, will the after-tax cost of financing to the issuing corporation be higher or lower than if it had issued the bond at its face value? Explain.

10. 
Is the after-tax return to a casual investor who purchases a bond at a discount greater than or less than the after-tax return on a bond purchased at its face value? Explain.

11. 
How does the issuing of a bond at a premium affect the after-tax cost of financing to the corporate issuer?

12. 
Explain the difference between a financial lease and an operating lease.

13. 
What is the difference, in tax terms, between leasing and owning?

Solutions to Review Questions 
R21-1.
The buyers of corporate securities include individuals, private corporations, other public corporations, and an array of pension and other investment funds. The tax treatment of investment returns for each type of investor may vary. Therefore, certain investors prefer certain types of securities because of the particular tax treatment, and may be prepared to pay a higher price than other investors for the same investment. In order to take advantage of a tax sensitive market, the corporation issuing securities must be familiar with investor tax concerns in order that a cost efficient financing structure is developed.

R21-2.
Debt financing is serviced by the payment of interest that is fully deductible from corporate income for tax purposes. In comparison, preferred shares are serviced by the payment of dividends which are not deductible and, therefore, must be paid from after‑tax corporate income.


For example, a corporation that incurs an interest cost of 10% on $100,000 of borrowed funds ($10,000) can fund the cost of the borrowed funds by investing them to provide a minimum return of 10%. If this occurs, the after‑tax income available to the common shareholders remains the same. In comparison, issuing preferred shares with a dividend rate of 8% requires that the capital be invested by the corporation at a minimum rate of 10.67% in order that it would not affect the after‑tax income available to common shareholders. A 10.67% return results in an 8% after‑tax return (10.67% ‑ 25% tax = 8%) that is required to make the dividend payments. Therefore, even though a dividend rate may be lower than an interest rate (8% versus 10%), the real cost of the dividend is significantly higher.

R21-3.
If the corporate tax rate is 15%, the cost of issuing debt with interest at 8% or preferred shares with dividends of 6 3/4% is very similar. In both cases, the corporation will have to invest the acquired funds to return a minimum of 8% in order to service the debt or preferred shares.


This is demonstrated below assuming that $100,000 of funds are obtained from the financing arrangement and invested by the corporation to earn an 8% pre‑tax return.

	Debt:
	
	

	  Corporate income earned
	$8,000
	

	  Less interest (8% of $100,000)
	(8,000
	)

	    Net income to corporation
	      $       0
	

	
	
	

	Preferred shares:
	
	

	  Corporate income earned
	$8,000
	

	  Less corporate tax (15%)
	  (1,200
	)

	
	6,800
	

	  Less dividend (6 3/4% of $100,000)
	  6,750
	

	    Net to corporation
	      $   50
	


R21-4.
Each type of investor may be subject to different tax treatments on the returns provided by the two securities. Interest returns are fully taxable to each investor at their marginal rates of tax. However, dividend returns vary considerably. Public corporations are not taxable on the receipt of Canadian dividends, Canadian-controlled private corporations are subject to a special refundable tax of 33 1/3%, and individuals are eligible for the dividend tax credit. The approximate marginal tax rates and after‑tax yields for each investor are summarized below:

	
	7%
Bond
	5.5%
Shares

	
	Tax
	After‑tax
	Tax
	After‑tax

	
	Rate
	Yield
	Rate*
	Yield

	Individual:
	
	
	
	

	  Low bracket
	 24%
	5.3%
	   0%
	5.5%

	     2nd bracket
	 32
	4.8
	 10
	5.0%

	  3rd bracket
	 40
	4.2
	 21
	4.3%

	  High bracket
	 45
	3.9
	 28
	4.0%

	
	
	
	
	

	Private Corporation
	 44 2/3
	3.9
	 33 1/3**
	3.7%

	
	
	
	
	

	Public Corporation
	 25
	5.3
	 0
	5.5%




*  Dividend assumed to be Eligible.



** 33 1/3% refundable part IV tax



 


Based on the above, individuals and public corporations prefer the 4% preferred shares over the 7% bonds ; private corporations prefer the bond. 

R21-5.
The tax rates on capital gains and dividends vary by different amounts for individuals in the four applicable tax brackets. Therefore, the preference for obtaining returns as dividends versus capital gains also varies. The applicable tax rate and after‑tax yields for each tax bracket are summarized below. The rates exclude provincial surtaxes and relate to an unspecified province. (See Chapter 10).

	
	Dividend                 (Eligible)
	Capital Gain

	
	Tax
	After‑tax
	Tax
	After‑tax

	
	Rate
	Yield
	Rate
	Yield

	
	
	
	
	

	Low bracket
	.00
	10.0%
	.12
	8.8%

	2nd bracket
	.10
	  9.0%
	.16
	8.4%

	3rd bracket
	.21
	  7.9%
	.20
	8.0%

	High bracket
	.28
	  7.2%
	.23
	7.7%



Based on the above, individuals in the first two tax brackets prefer the investment with high dividends and low growth. Individuals in the third tax bracket and the highest tax bracket prefer capital gains over dividends.  The timing of the tax cost may also be a factor as dividends are taxed as they are received but capital gains are taxed only when the shares are sold. 

R21-6.
In spite of the fact that preferred share issues result in a higher cost than debt securities they are still considered viable when debt loads reach their maximum level. As long as the preferred share capital can be invested at a rate of return that is higher than the after‑tax cost of the preferred share issue, common shareholders will benefit. In addition, the added equity base may relieve the pressure of current debt loads (especially if the preferred shares have no fixed redemption requirements) permitting future debt to be obtained at a lower interest cost.

R21-7.
Expenses incurred to borrow money or issue shares are permitted to be deducted for tax purposes over a five year period at the rate of one‑fifth of the total cost per year [S.20(1)(e)]. Therefore, the after‑tax cost of financing must consider the timing of the tax savings that occur from such costs. While the costs associated with interest or dividends are spread out over the life of the security, the implementation costs create tax savings in the first five years.

R21-8. 
While the discount cost of issuing a bond at less than face value is amortized over the life of the bond for accounting purposes, the tax treatment is dramatically different. For tax purposes the cost is recognized only when the bond is repaid. In addition, the amount of the deduction may be limited. If the initial discount is a "shallow" discount (issued at 3% or less than its face value), the full discount cost is deductible when the debt is repaid. However, if the initial discount is greater than 3% ("deep" discount) only one-half of the discount is deductible when the loan is repaid [S.20(1)(f)]. Therefore, the primary difference is the timing of the deduction and the related tax savings, although the amount of the deduction may be different as well.

R21-9.
Where it is anticipated that a bond with a stated interest rate will have to be issued at a discount, the discount can be eliminated by increasing the interest rate to the amount demanded by the marketplace. If this is done, the additional cost occurs in the form of an actual interest payment creating tax savings annually as payments are made.


In comparison, if the interest rate is not adjusted and the discount remains, the cost of that discount, which reflects the higher required interest rate, is deductible for tax purposes when the loan is repaid rather than annually over the term of debt. Therefore, the timing of the tax savings from the cost deduction is later rather than sooner. Consequently, the after‑tax cost of financing when measured on a time basis is greater under the discount approach. The discount approach may result in even greater costs if it is a "deep" discount and only one-half of the cost is deductible (see solution to question 8).

R21-10.
An investor who purchases a bond at a discount will receive a lower than normal annual interest return but will receive a gain when the debt is repaid (difference between the discount price and face value) such that the combined pre‑tax yield is the same. The tax treatment of the investor’s gain from the discount is, therefore, important in establishing an after‑tax yield comparison.


Where the purchasing of bonds is part of the investor's business, the gain from the discount is fully taxable. However, where the investor is not in the business of buying and selling securities but rather is investing savings from time to time, the gain may be considered as a capital gain for tax purposes of which only one-half is taxable. For this type of investor acquiring discounted bonds will provide greater after‑tax returns.

R21-11.
Issuing a bond at a premium means that the security is issued at a price greater than the face amount but the annual interest cost is equal to the stated rate of interest on the face value. This premium reflects the fact that the stated interest rate is too high. Consequently, the issuer incurs a higher annual interest cost in exchange for a premium gain because they must repay only the face value of the bond rather than the higher amount received on issuance.


The premium gain is not taxable to the issuing corporation (unless it is in the business of lending money) but the actual higher interest costs remain deductible for tax purposes even though that higher cost is recovered from the premium. In comparison, if the corporation reduced the interest rate to eliminate the premium, only the lower interest would be deductible even though the pre‑tax cost is the same. Therefore, issuing debt securities at a premium normally results in lower after‑tax financing costs.

R21-12.
A financial lease is one that provides the lessee with the right to use an asset for a long period of time, normally for most of its useful life. In most cases, the lessee will be the only user of the property. The lease payments are usually structured to permit the leasing company to recover the full cost of the property plus a reasonable return on their investment. Financial leases are a direct alternative to purchasing assets with debt financing as the payment terms are based on similar variables.


In comparison, an operating lease normally has a short term and is used to obtain the use of assets that have a lower cost and short‑term life such as furniture and small office equipment.

R21-13. 
Annual rent payments under a leasing arrangement are deductible for tax purposes annually as they occur. Therefore, provided that the business entity has taxable income, the rental payments directly reduce income taxes in proportion to the lease payments. If assets are purchased, the timing of the related tax savings may be significantly different. Cash payments are required for the down payment as well as the principal and interest on a loan. However, the tax deductions occur in accordance with the applicable capital cost allowance rate and the payment of interest. Therefore, the timing of cash payments and the tax savings that occur are not in proportion as is the cash under a lease arrangement.

� $750,000 applies to transactions after March 19, 2007; previous limit was $500,000.
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