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MORE TAX CUTS

In the Economic Statement of October 30, 2007, the federal government
announced several tax cuts:

e The GST will be reduced from 6% to 5% in January 2008. (See next
article below.)

e The lowest personal tax bracket, for taxable income up to about
$37,000, will be reduced from 15.5% federal tax to 15%. This takes
effect for 2007, so the reduction will show on the tax return you
file this coming spring.

e The basic personal amount — the initial amount of income you
can earn without paying any tax — will be increased, as of 2007,
from $8,929 to $9,600. The credit for a dependent spouse will be
similarly increased.

e The general federal corporate income tax rate for small businesses
(on the first $400,000 of active business income) will drop from
12% to 11% effective January 2008 (pro-rated for taxation years
that cross the calendar year).

e The federal corporate income tax rate, for large corporations and
public corporations, will be reduced faster and farther than had
been previously announced. Effective January 2008, it will become
19.5%, and will gradually drop to 15% beginning 2012.

The reduction in the lowest personal tax bracket rate from 15.5% to 15%
does not reduce tax as much as you might think. The new 15% rate will
now apply, instead of 15.5%, to all personal credits — including the basic
personal credit, credits for dependents, for seniors, for medical expenses,
for disabilities, for the first $200 of charitable donations and various other
credits. In fact, for someone with very high medical expenses, the reduc-
tion in the rate can actually cause an increase in tax!

ANOTHER GST
REDUCTION COMING

As noted in the previous article, the Goods and Services Tax (GST)
will be reduced from 6% to 5% effective January 1, 2008. In the
Harmonized Sales Tax (HST) provinces (Nova Scotia, New Brunswick



and Newfoundland & Labrador), the HST will drop from 14% to 13%, as
the provincial component of the tax remains 8%.

This is the second reduction in the GST, which was 7% from the time it
was introduced in January 1991 until July 2006, when it dropped to 6%.

Timing

In general, the new lower rate will apply if the GST becomes “payable”
on or after January 2008 without having been paid. There are a number
of rules for determining what “payable” means. Generally, it is when an

invoice is issued, or when you pay for the purchase, whichever comes first.
There are a number of exceptions and special rules, however.

For importations, GST applies at the new rate if the importation takes
place, or the goods are released by Canada Customs, on or after January 1,
2008.

New housing

While the GST reduction is straightforward for the most part, the gov-
ernment has introduced complex transitional rules to deal with some
difficulties in the changeover. The trickiest area is that of new housing.

New homes are almost always sold “GST-included”. In fact, they are
almost always sold “net GST included”, taking the New Housing Rebate
into account. For purchasers who intend to make the home their “primary
place of residence” (and where the home costs no more than $350,000), 36%
of the GST is available as a rebate. Before July 2006, this effectively reduced
the GST from 7% to 4.48%. Under the current 6% GST rate, it reduces the
GST from 6% to 3.84%.

(The new housing rebate is phased out as the home becomes more expen-
sive, disappearing entirely at $450,000.)

Thus, before July 2006 a builder selling a new home for $100,000 would
advertise it for $104,480, which would include the GST, and as part of the
sales agreement would arrange to credit the rebate to the purchaser but

would also arrange for the purchaser to transfer the rebate value back to
the builder. The net result was GST of 4.48%.

Under the 6% GST, the new housing rebate is still 36% of the GST, so it
effectively reduces the GST to 3.84%. The same builder will now advertise
a $100,000 home for $103,840.



Under the coming 5% GST, the new housing rebate will remain 36% of
the GST, so it will effectively reduce the GST to 3.2%. The same builder will
now advertise a $100,000 home for $103,200.

The reduction in the GST rate is supposed to go to consumers, not ven-
dors. If the GST had simply been reduced from 7% to 6% effective July 1,
2006, and to 5% effective 2008, builders would have benefited from the

(" reduction on any existing deals signed before the announcement — since
the builder would have factored the 7% or 6% GST rate (and corresponding
JeLo0 rebate) into the sale price in the first place.
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As a result, for purchasers who signed a deal for a new home by May
2, 2006, the GST has been left at 7%, with a “transitional 1% rebate” to
the purchaser. Thus, the original price is preserved, and the purchaser can
apply to the Canada Revenue Agency for a rebate. The rebate rules factor
in the effect of the New Housing Rebate. For closings in 2008 or later, the
purchaser will be entitled to a 2% rebate, reducing the GST to 5%. (This
transitional rebate is, in all cases, adjusted downward to reflect the impact
of the new housing rebate.)
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Similarly, under the new rules, for purchasers who signed a deal for a
new home by October 30, 2007 (but after May 2, 2006), the GST has been
left at 6%, with a transitional 1% rebate to the purchaser if the closing is in
2008 or later. Again, there are adjustments for the new housing rebate.

If you signed your deal after October 30, 2007, the GST will be simply 5%
when you close (in 2008 or later).

Make sure to claim your transitional rebate from the CRA. Your builder
might not tell you about it!

More information

For more detail about all aspects of the GST rate change, and a detailed
Q&A with specific examples, see the CRA web site at cra.gc.ca (search for
“Notice226”).

OWNING A RENTAL
VACATION PROPERTY

Do you own a vacation property, such as a condominium at a skiing
resort, that is rented out or placed in a rental pool when you are not using
it?




The Canada Revenue Agency has been cracking down on claims for
income tax deductions, and GST input tax credits, on such properties.

Many taxpayers have taken the position that the property is held for
rental, so that all the property’s costs are business expenses that are deduct-
ible, except for the period when the property is being used personally by
the owners.

The CRA disagrees, and the Courts are so far upholding the CRA’s posi-
tion.

In the CRA’s view, if you use the property personally and rent it out the
rest of the time, your business use is only the period when you can reason-
ably expect to rent out the property.

Suppose, for example, you own a condominium at a ski resort where the
skiing season runs for 12 weeks. In theory, you could rent out the condo the
rest of the year, but no-one wants to rent it during the summer because this
particular resort is used for nothing but skiing. If you use the condo for 6
weeks and it is rented out the remaining 6 weeks, then you are making 50%
personal use of the property, and you can deduct half the expenses. The
CRA will not accept your claim that you are making the property available
for rental for 46 weeks out of 52.

The Tax Court of Canada has agreed with the CRA’s position in recent
cases, including Dean v. The Queen and Morris v. The Queen.

The same issues apply to the GST. If you claim an input tax credit to
recover all the GST you pay on buying such a condominium, on the basis
that you are “using” the property primarily to rent it out, expect the CRA
to disallow your claim unless you can show that the property is actually
expected to be rented almost all of the time. (For the CRA’s discussion of
this issue see Info Sheet GI-025, “The GST/HST and the Purchase, Use and
Sale of Vacation Properties by Individuals”, available on the CRA’s web
site.)

EMPLOYER-PROVIDED
CHILD CARE

There are a number of tax benefits available for employer-provided child
care.

First, such child care is considered a non-taxable benefit by the CRA if
it meets certain conditions. (For those who want to look this up, see Guide



T4130, Employer’s Guide — Taxable Benefits, available on cra.gc.ca.) The con-
ditions are:

e The child-care services are provided at the employer’s place of busi-
ness.

e The services are managed directly by the employer.

e The services are provided to all of the employees at minimal or no
cost.

and
e The services are not available to the general public, only employees.

Second, there is a new investment tax credit for new child-care spaces.
This was introduced in the March 19, 2007 federal budget. The legislation
to implement this change was recently tabled in Parliament and is expected
to be passed this month.

The credit is for employers who create licensed child care spaces for the
children of their employees and, potentially, for other children. The credit is
25% of eligible expenditures incurred after March 18, 2007 to a maximum
of $10,000 per child-care space created in a licensed facility. The credit is not
for businesses that are in the business of providing child-care; it is for other
businesses that set up child care for their employees. The credit is “non-
refundable”, meaning it can reduce the employer’s federal tax payable for
the year but not below zero.

Eligible expenditures for this investment tax credit include the cost of
the building or portion of the building in which the child care facility is
located, as well as the cost of furniture, appliances, computer equipment,
audio-visual equipment, playground structures and playground equip-
ment. Allowable start-up costs for the credit include landscaping costs for
a playground, architect’s fees, initial regulatory inspections, initial licens-
ing fees, building permit costs and costs to acquire children’s educational
material.

This incentive may help encourage more employers to provide child-care
on their premises. Consider asking your employer about it!

Finally, the Income Tax Act provides a deduction to parents for the cost of
child care. (This is the regular deduction, not specific to employer-provided
care.) The deduction can only be claimed by the lower-income spouse, and
is subject to specific dollar limits and limited to 2/3 of the lower-income
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spouse’s “earned income”.



IMMIGRATING TO CANADA

Have you or a family member recently immigrated to Canada? Do you
know someone who will be moving here?

There are many tax issues which the prospective immigrant should take
into account. Consultation with a professional familiar with this field is
always advisable. Below are some tips and traps to be aware of.

Tax on worldwide income

The most important thing to know is that, once a person becomes resident
in Canada, they are taxable on their worldwide income from all sources,
including foreign income. This will include, for example:

e pensions from the home country
* interest being earned in bank accounts in the home country
e gains from selling property in the home country.

You should also know that Canada has tax treaties with over 80 countries,
which allow the exchange of tax information. More agreements are con-
templated, even with “non-treaty” countries, specifically for the purposes
of exchanging information. Expect the Canada Revenue Agency to find
out about pension income, bank interest, sales of real property and other
sources of income in the home country. Taxpayers who do not report their
income can be subject to severe penalties and even jail.

Reporting foreign assets and trusts

All Canadian residents must state, on their annual income tax return,
whether they have foreign investments (cost exceeding $100,000), or are
beneficiaries of foreign trusts or own shares (directly or indirectly) in for-
eign corporations.

New immigrants need to take particular note of this requirement, and
disclose assets or investments they have left behind in the home country.

Steps before immigrating to Canada

There are a number of tax planning steps that the prospective immigrant
should consider before moving to Canada.

e Buying goods before immigrating, and immigrating with them, will
generally avoid Canadian sales taxes on the goods, as there is no tax
on “settler’s effects”. If the goods are bought in Canada, they would
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have to be shipped out of Canada and used outside Canada before
immigrating.

* Arrange to receive all payments for pre-immigration employment
outside Canada before you immigrate. If employment income is
received after immigration, Canada will tax it.

e For immigrants with substantial assets, consider setting up an
“immigration trust”. If structured properly, this can allow the immi-
grant to keep funds offshore and not pay any Canadian tax on the
income for five years.

* Note that capital property (e.g., real estate) is generally deemed dis-
posed of and reacquired at fair market value on immigration. This
will boost the cost base of the property up to its current value, for
purposes of future capital gain or loss calculations. The immigrant
may want to obtain a formal valuation of such properties (preferably
on the high side if the home country does not impose tax on emigra-
tion!), to document the value for later.

e Any Canadian professionals who are advising the immigrant (e.g.,
lawyers or accountants) should render an account for time spent to
date before the immigrant moves to Canada. The account will not
bear GST.

Tax issues after becoming resident

If you are a new immigrant, you should consider the following:

* As noted above, you will pay tax on your worldwide income from
all sources. Make sure to identify and report these to the CRA, even
if you have left the income offshore. Note that some forms of income
(e.g., pension income) may be given special relief by the tax treaty
between Canada and your home country.

e Obtain a Social Insurance Number upon arriving in Canada. This
number will be used as your Canada Revenue Agency account num-

ber.

e If you are carrying on business, consider whether you need to regis-
ter for GST, and to collect and remit GST on your revenues.

* Have you become resident in Canada for tax purposes? Aside from
the ordinary meaning of “resident”, if Canada has a tax treaty with
the home country, check how the “tie-breaker” rule applies if you
might still be resident in both countries. For example, if you still




have a home in both countries and travel back and forth, the answer
may not be obvious.

If you control a foreign corporation, you generally have to report its
passive income as “foreign accrual property income” (FAPI), and
pay Canadian tax on it each year. The FAPI rules are very complex
and you will need professional advice.

If you receive income that is subject to foreign tax (e.g., foreign
withholding tax on interest or pension income), you can normally
claim a “foreign tax credit” for this tax on your Canadian return, up
to a limit of your Canadian tax on the same income. The rules can
become complex, but in general you end up paying the higher of the
two countries’ tax rates.

If you are a US citizen, you must continue to file US tax returns
even though you are no longer resident there. To reduce the impact
of double taxation, you will want to claim the US “foreign earned
income exclusion” against your employment or self-employment
income in Canada, as well as US foreign tax credits and any relief
provided by the Canada-US tax treaty. Professional advice from a
specialist in both Canadian and US tax law is usually recommend-
ed.

After your first year of earning employment or business income, set
up a registered retirement savings plan (RRSP) and contribute the
maximum possible to it (unless you are planning to emigrate from
Canada within a few years, in which case there could be negative
consequences).

If you have children under 6, apply to the CRA for the Universal
Child Care Benefit. If you have children under 18 and your family
is relatively low-income, apply for the Canada Child Tax Benefit. If
your family is low-income, apply for the GST/HST Credit. (See cra.
gc.ca for more information.)

Payments under pre-existing spousal support obligations may be
deductible for Canadian tax purposes. If the payments qualify, keep
good records and make the claim on your Canadian tax return.

A person who dies while owning property in the US, or a US citizen

who dies, is subject to US estate taxes. A credit to reduce or eliminate
this tax is provided by the Canada-US tax treaty.



AROUND THE COURTS

Driving to work was a deductible employment expense

The CRA, and the Courts, have normally ruled that driving to work is a
personal expense. In the recent case of Hudson v. The Queen, Hudson was
an Economic Development Officer for the government of Newfoundland
and Labrador. He had to travel regularly for his work. He claimed all of his
work driving, including driving to the office from home, as a deduction on
his income tax return. The CRA denied this portion of the deduction, and
Hudson appealed to the Tax Court of Canada.

The Tax Court allowed Hudson’s appeal. It was notable that Hudson
testified that if he had not needed the car for work, he would have found
cheaper transportation to get to the office, such as getting a ride from his
son, carpooling or taking the bus. The Court ruled that his driving to work
was an expense required by his employment, so he was allowed the deduc-
tion.

This case is a surprise. It will probably be ignored by the CRA, as it was
decided under the Tax Court’s Informal Procedure and so is not binding.
However, it does show that the Courts may allow driving to work in some
cases. If you want to read the case, you can find it on the Tax Court of

Canada web site at www.tcc-cci.gc.ca.
* % %

This letter summarizes recent tax developments and tax planning opportunities; however, we recommend that
you consult with us before embarking on any of the suggestions contained in this letter, which are appropriate
to your own specific requirements.
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L] Please contact me to discuss my financial and tax needs. The Newport Gr()up
L] Please add my name to your tax letter mailing list.
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