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YEAR-END TAX PLANNING

56(1)
Some 2001 year-end
tax planning tips
include;

1. If the following
expenditures
are made by in-
dividuals by
December 31,
2001 they will be eligible for 2001 tax
deductions: moving expenses, child
care expenses, safety deposit box fees,

charitable donations, political contribu-

tions and medical expenses.

2. 2001 eligible Registered Retirement
Savings Plan (RRSP) contribution
amounts are noted on the 2000 per-
sonal income tax return assessment
notices. You have until March 1,

2002 to make tax deductible RRSP

contributions for the 2001 year.

Consider contributing to a spousal
RRSP to achieve income splitting in
the future.

The maximum 2001 addition to de-

ductible RRSP contribution room is

$13,500. $75,000 of 2001 earnedin-
come is needed to reach this maxi-
mum.

3. Personsturning age 69 in 2001 must
maturetheir RRSPinto cash, an annu-

ity or a Registered Retirement Income

Fund by December 31, 2001. Certain
2001 excess contributions may be de-

ducted in the year 2002 if contribution
room isavailable.

If you own abusiness, consider paying
areasonable salary tofamily members
for their services rendered to the bus-
ness.

Ensure that al deductible alimony or
maintenance payments are made by
December 31, 2001.

Anindividua whose 2001 net income
exceeds $55,309 will lose all, or part,
of their old age security.

Senior citizens will begin to lose their
income tax age credit if net income
exceeds $26,941.

Individuals facing these problems
should contact their professional advi-
sors for assistance in managing their
2001 personal income.

Consider purchasing assets eligible for
capital cost allowance before the
yearend. For example, employees may
claim capital cost dlowance on auto-
mobiles, aircraft and musical instru-
ments required to be used in their
employment.

If you had taxable capital gainsin the
year, or any of the preceding three
years, consider selling capital proper-
ties with an underlying capital loss
prior to the yearend. This capitd loss
may be offset against capital gains in
the year, or in the three preceding
years.

If incomein aninter vivostrustisto be
taxed on a beneficiary's return, the in-
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come must be paid or payable to the
beneficiary by December 31, 2001.

10. Individuas may claim a tax credit re-

lated to the interest portion of student
loan payments made in 2001.

11. Registered Education Savings Plan

(RESP)

A Canada Education Savings Grant
(CESG) for RESP contributionswill be
permitted equal to 20% of annual con-
tributions for beneficiaries up to and
including age 17 (maximum $400 per
child per year).

However, contributions for 16 and 17
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12.

13.

14.

15.

year olds will only qualify for certain
previous plans.

Health and dental premiums for the
self-employed

Individuals will be alowed to deduct
amounts payable in respect of the year
for Private Health Service Plan cov-
erage in computing business income
provided they are actively engaged
alone, or asapartner, intheir busness,
and ether sdf-employment is their
primary source of income or their in-
come from other sources does not ex-
ceed $10,000.

Tax on Split Income

The Income Tax Act applies the
maximum marginal tax ratetocertain
passive income of individuals under
the age of 18.

Thisincludes:
1. Taxable dividends, and other
shareholder  benefits, on

unlisted shares of Canadian and
foreign companies (received di-
rectly or through a trust or
partnership); and

2. Income from a partnership or
trust where the income is de-
rived from providing goods or
servicesto abusiness carried on
by arelative of the child or, of
which the relative participates.

Therefore, consider minimizing
this type of incomein 2001.

Same-Sex Common-Law Couples

The Income Tax Act extends benefits
and obligations to same-sex couplesef-
fective2001. If the coupleelects, it will
also be effective for the years 1998,
1999 and 2000.

The tax rate for higher income indi-
viduas is now significantly lower on
capital gains than on dividends
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16.

thereby presenting an incentive to re-
ceive capita gains.

Canadian resident sharehol dersreceiv-
ing shares in foreign tax-free reor-
ganizations will be able to treat the
shares as a reduction in adjusted cost
base, as opposed to ataxable dividend.

2001 REMUNERATION

56(2)

Somegenera guide-
lines to follow in
remunerating the
owner of a Cana
dian-controlled pri-
vate

corporation

earning "active businessincome" include:

1.

In general, bonus down active bus-
ness earnings in excess of $200,000.
However, leaving corporate active
businessincomeat over $200,000 but
lessthan $300,000, may present atax
deferral but there will likely be an
overall higher tax to pay when divi-
dendsarefinaly paid out. Some com-
panies may find it advantageous to
bonus down to $300,000.

Elect to pay out tax-free "capital divi-
dend account" dividends.

Consider paying dividends to obtain a
refund of "refundabledividend tax on
hand".

Corporate earnings in excess of per-
sond requirements could be left in the
company to obtain atax deferral. The
effect on the "Qualified Small Busi-
ness Corporation" statusshould bere-
viewed before selling the shares.

Dividends, as opposed to salaries, will
reduce an individual’ s cumulative net
investment loss balance thereby pro-
viding greater access to the capital
gain exemption.

10.

11.

Retaining income in the corporation
may adversely effect provincid and
federal capital tax and certain provin-
cial clawbacks.

Excessive personal income affects
receipts subject to clawbacks, such as
old age security.

Salary payments requiresourcededuc-
tions to be remitted to Revenue Can-
adaon atimely basis.

Individuals that wish to contribute to
the Canada Pension Plan or a Regis-
tered Retirement Savings Plan may re-
quire a salary to creaste "earned
income".

Saaries paid to family members must
be reasonable.

Some provinces have "payroll taxes'
thereby increasing the costs of paying
salaries versus dividends.

PERSONAL TAX

56(3)
MEDICAL EXPENSES

In a Tax Court case,
the Court found that
$703 paid to apharma-
cist for vitamin sup-
plements by an HIV
patient, as prescribed
by a physician, were
eigible medica ex-

penses.

Also, travel costs and expenditures to re-
ceive therapeutic touch treatment in\Wash-
ington State by medica doctors were
considered as medica expenses even
though the same type of treatment was
available in her town in Victoria, but not
nearly the same quality.

Also, in another Tax Court case, the tax-
payer suffered severe chronic pain andwas
prescribed by a doctor to take various
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herbs, enzymes and vitamins. The Court
permitted a medical expense for the herbs
and vitamins purchased at two pharmacies
for atotal of $533. The Judge noted that
thiswas not an “open invitation” for vita-
min and herb medical expenses. The deci-
sion is limited to those taxpayers in rare
situationswho suffer severemedical prob-
lems and acquire vitamins and related mat-
tersthrough a pharmacist asprescribed by
amedica practitioner or dentist.

In another Tax Court case, the Court per-
mitted as a medical expense the costs to
replace car peting with hardwood floor and
install an air cleaner to resolve the serious
asthmatic condition of their son as pre-
scribed by amedical doctor.

Also, in a Technical I nterpretation, Can-
adaCustomsand Revenue Agency (CCRA)
noted that a custom-built shower with ap-
propriate grab bars and seat would qualify
as a medical expense for a person with a
severe and prolonged mobility impairment.

MOVING EXPENSES

InaTechnical I nterpretation, CCRA con-
firmed that where an individual moves and
isreimbursed by hisemployer for themort-
gageinterest on the former house pending
its sale, this reimbursement is normdly a
taxable benefit.

However, they permit adeduction for inter-
est, property taxes, insurance premiums and
hesting and utility costs, to a maximum of
$5,000, for the old residence during the
period that reasonable efforts are being
made to sdll it, and it is neither rented out
nor occupied by the taxpayer or a member
of the taxpayer’ s household.

EMPLOYMENT

56(4)

LONG-TERM DISABILITY
INSURANCE SETTLEMENT

In a Tax Court case, the taxpayer was in-
jured in amotor vehicle accident and had to
suetheinsurer for thelong-term disability
benefit payouts. He received a Court-
ordered settlement of $82,500.

The settlement was based on $1,389 per
month, minus $516 for CPP disability, leav-
ing $873 per month for 6.5 years plus
$15,000 as acontribution to legal expenses.

Good News!

The Court found that the lump-sum settle-
ment was not taxable because the Income
Tax Act only taxes amounts received on a
periodic basisunder adisability insurance
plan. Thiswas alump-sum payment.

REDUCED STANDBY CHARGE

In a Tax Court
case, the tax-
payer clamed a
reduced auto-
mobile standby
charge on the
basis that his
business use of the vehicle was more than
90% even though hedid not maintain alog
for the period in question. The Court al-
lowed the reduced standby charge and
noted that even though the gppellant does
not have any records pertaining to the use of
his company car for the years under audit
(1996, 1997 and 1998), this does not nec-
essarily bar him from claiming a reduced
standby charge. Corroborating oral and
other evidence, if credible, can discharge
the Appellant’s evidentiary task of proving
on a balance of probability that he used the
car more than 90% for employment pur-
poses.

Thetaxpayer prepared atravel log for 1999

and stated that his work duties and travel
schedules in 1999 were the same asin the
years under audit.

Editor’'s Comment

Keeping a log for the year under audit may
prevent the cost, time, inconvenience and
uncertainty of a Court case.

INVESTMENT INCOME

56(5)
INTEREST

Individuals are re
quired to report ac-
crued interest
annually on the anni-
versary date of the
investment. For exam-
ple, if an August, 2001
Treasury Bill is ac-
quired for $89,000 to maturein November,
2001 for $90,000, the $1,000 of interest
must be reported in 2001. However, if the
Treasury Bill matured in January, 2002, the
reporting of the interest could be delayed
until 2002.

If, say, afive-year term deposit is acquired
for $80,000 in October, 2001 and accrues
interest of $4,000 a year, the $4,000 must
be reported in income each year beginning
with the 2002 year.

Planning

A maturity or anniversary date in Janu-
ary, rather than, say, December, will defer
the reporting for one year.

MARRIAGE BREAKDOWN

56(6)

EQUIVALENT-TO-SPOUSE
CREDIT

In a Tax Court case, Mr. and Mrs. B
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divorced and had
joint custody of
their daughter.
In 1998 Mr. and
Mrs. B agreed
that the daughter
would live with
Mr. B for al of the year, except for week-
ends, and Mrs. B would give up the $500
child support onthe basisthat Mr. B will be
responsible for clothing, school and extra-
curricular activity expenses. Both parents
claimed the equival ent-to-spousetax credit
because they could not agree as to whom
may claim the credit.

The Court permitted the credit to Mr. B on
the basis that the daughter was wholly de-
pendent for support on Mr. B and livingin
hisresidence.

SAME-SEX PARTNERS - RRSP
ROLLOVER

InaTechnical I nterpretation, CCRA note
that beginning with the 2001 taxation year
the term “common-law partner” extends
spousal provisionsto unmarried same-sex
couples. For example, atransfer of RRSPs
on a breakdown of a common-law partner-
shipisallowed if thetransfer is made under
adecree, order or judgment of acompetent
tribunal, or under a written separation
agreement relating to adivision of property.

Editor’s Comment

Thismay aso apply to theyears1998, 1999
or 2000 if jointly elected by the common-
law partners.

ARREARS

In a District Office Memo, CCRA notes
that wherearrears aresettled for an amount
which is less than the tota periodic
amounts due, the amounts paid and re-
ceived, whether asalump sum or by way of
installments, would not generaly be de-
ductible to the payor or taxable to the re-
Cipient.

STOCK OPTIONS

56(7)
Stock options were discussed in aMay 7,
2001 Paper by CCRA which notesthat:

History

Stock options are
used by corpora
tions to attract
and retain key
employees, most
notably in the
fast-growing high
technology indus-
tries. Also, cash strapped startup companies
may use stock optionsasthe primary source
of future revenue for employees.

Other than in the case of stock options
granted by certain Canadian-controlled
private corporations (CCPCs) and certain
publicly listed shares, stock option benefits
are generally taxed in the year that an em-
ployeeacquiresa shareequal to thediffer-
ence between the fair market value of the
share at thetimethe option isexercised and
theamount paid to acquirethe share. Con-
sequently, employeeswith insufficient cash
to pay the income taxes resulting from the
stock option benefit inclusion may beforced
to sell some of their shares. In the case of
CCPCsand publicly listed shares, the tax-
able employment benefit is generdly de-
ferred until the year of disposition of the
share.

Publicly Listed Shares

The February 28, 2000 Budget, subject to
an annua $100,000 limit, defers the em-
ployee income inclusion from exercising
stock options after February 27, 2000 until
the earlier of the employee’ sdesath, the em-
ployee ceasing to be aresident of Canadaor,
the employee' s disposition of the shares.

A number of conditions must be met to
qualify including the employee must be a

Canadian resident, the shareis listed on a
Canadian or foreign prescribed stock ex-
change, the amount paid by the employee
to acquire the security wasnot lessthan the
fair market value of the security when the
option was granted, the employee was deal-
ing a arm’s length immediately after the
option was granted with the employer, the
share is an ordinary common share, and
immediately after the option was granted,
the employee was not a specified share-
holder of the employer. (A 10% test)

Subsequent Decrease in Fair Mar-
ket Value

Many employees had to report significant
taxable benefits in 2000 even though the
shares had dropped significantly in value
as aresult of the recent declinein the mar-
kets. For example, if sharesvalued at $100
are acquired under a stock option for $20
and then subsequently drop in valueto $20
when they are sold, the employee will have
a $80 taxable employment benefit and a
$40 allowable capital |oss ($80 capital loss
@ 50% alowed). Any allowable capital
loss can only be offset against taxabl e capi-
tal gainsand cannot be applied against pre-
vious employment benefits.

However, this issue is under review and
when afina determination is made by H-
nance taxpayerswill be informed.

Possible Changes

The Canadian Advanced Technology
Alliance (CATA) are lobbying CCRA and
the Department of Finance for changes
which would prevent this problem.

CATA wantsemployeeswho exercise stock
options to only pay tax on the difference
between the option price and the price at
which the employee finally sells the
shares.

[Tax Tips & Traps |

2001 FOURTH QUARTER

ISSUE NO. 56

PAGE 4



FARMING
56(8)

SALE OF TIMBER RIGHTS

In a Tax Court
case, the farmer
sold timber rights
in 1992 thereby
triggering a capi-
ta gain of
$76,000 which was incorrectly not re-
ported on the return.

Upon discovering the 1992 taxable capital
gain, CCRA reassessed this and did not
allow the capital gain exemption.

Good News!

Upon review, the Court found that the tax-
payer should be allowed to claim the capi-
tal gain exemption because the omisson of
claiming the exemption was done inno-
cently and not with the intent to defraud
CCRA.

CANADA CUSTOMS AND
REVENUE AGENCY (CCRA)

56(9)
TAX PROTESTER HIT

On August 30, 2001, CCRA announced
that Mr. L and his corporation were fined
more than $2.4 million after being found
guilty of tax evasion. Mr. L was aso sen-
tenced to more than five yearsin jail. Mr.
L failed to file both personal and corporate
tax returns for the 1993 through 1998 tax
years and failed to report more than $8 mil-
lion of income.

Mr. L unsuccessfully argued that income
tax was unconstitutional and that the In-
come Tax Act wasinvalid and unenforce-
able.

TAX SHELTERS

Inan August 14,
2001 Publica-
tion, CCRA
warned potentid
investors to be
wary of any tax
shelter promo-
tion where the
anticipated net return in thefirst few years
comes mainly from projected income tax
refunds, especialy where:

(i) norea business activity will be carried
on,

(i) thebusinesshas no reasonable expecta-
tion of profit,

(iii) the expensesareinflated or unreasona-
bly high,

(iv) lossesfor tax purposeswill exceed the
amount of the investment that is actu-
aly at risk, or

(v) thepromoter or others are making ver-
bal assurances of income tax conse-
quences that are different from, or are
not confirmed by, professona opinions
contained in the investment docu-
ments.

Even if the tax shelter has an Advance I n-
come Tax Ruling, CCRA warn that they
do not generally Rule on the above
mentioned items. Therefore, the Ruling
does not necessarily guarantee proposed
deductions.

CHARITABLE DONATIONS

56(10)

REGISTERED CHARITIES
NEWSLETTER NO. 11

This eight-page newsdletter notes that:
1. Anexample

of charities
that were

challenged by CCRA involved Mr. J,
the executive director of threereligious
charities. Mr. Jwasfound guilty of tax
evasion when he unsuccessfully ar-
gued that he did not have direct
knowledge of the donations tendered
and that hiswifefilled out the particu-
lars on the receipts.

The evidence showed that he issued
tax receipts far in excess of the
amounts received from the donors.

Mr. J was ordered to perform 240
hours of community work and was
fined $32,000 (50% of the $64,000in
tax evasion).

2. Fromtheyear April 1, 1999 to March
31, 2000 the CCRA Charities Direc-
torate received 3,974 new applica-
tionsfor registration, registered 3,285
organizations, advised 885 applicants
that they did not qualify, revoked
2,742 charitiesbecausethey did not file
their annual Registered Charity In-
formation Return (Form T3010) in
the six month period after their fiscal
year-end, and audited 419 charities,
most of whom had complied with the
Income Tax Act.

Some charities misunderstood the re-
quirement to keep adequate books and
records and were given a letter of ex-
planation by CCRA.

CULTURAL PROPERTY

On August 22, 2001 CCRA introduced
revised | T-407R regarding donations of
cultural property (example, works of art,
antiques) to designated Canadian institu-
tions (example, art galleries, museums).

The advantagesinclude anexemption from
the capital gains redized on the disposi-
tion, and a donation for the fair market
value.
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REGISTERED RETIREMENT
SAVINGS PLAN (RRSP)

56(11)
LOCKED-IN RRSP

Up to 10,000
investors in
Ontario, Quebec
and  Western
Canada were
taken in by a
scheme where
locked-in retirement savings were swapped
for near-worthless sharesin private corpo-
rations for a fee of 30% or more of a pen-
sion’svalue.

In another version, “loans’ were given to
the RRSP holder using the locked-in ac-

counts as collateral. CCRA notes that this
triggers a deregistration of the RRSP.

Securities and pension authorities are co-
operating with the RCMP and commercid
crime divisions to attack these schemes.

GST

56(12)

NEW RESIDENTIAL RENTAL
PROPERTY REBATE

On August 7, 2001 CCRA introduced a
twenty-nine page Guide RC4231 -
GST/HST New Residential Rental Prop-
erty Rebate.

The Guide provides information for land-
lords of residential rental properties on
how to apply for the rebate and how to com-

complete Forms GST524 and 525.

GST/HST TELEFILE

Businesses may now file GST/HST returns
through
TELEFILE  of-
fered to business
clientsonaninviter
tion-only basis.

An Access Code
will be printed on the business' persondized
GST/HST return.

Thereturn must also have anil balanceor a
refund of $10,000 or less, and cannot be
making arebate claim.

For more information, see
www.ccra.ge.ca./gsthst-telefile

others'.

The preceding information isfor educational purposes only. Asit isimpossibletoinclude all situations, cir-
cumstances and exceptionsin acommentary such asthis, afurther review should be done. Every effort has
been made to ensure the accuracy of theinformation contained in thiscommentary. However, because of the
nature of the subject, no person or firm involved in the distribution or preparation of thiscommentary accepts
any liability for its contents or use.
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