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Topics for discussion:

e Federal budget highlights
e Low or no-interest employee loans
e Computation of business profit

e CRA doubling “prescribed rate” for loans July 1, 2022

Federal budget highlights

On April 7, 2022, the Federal government released its annual budget (they missed 2021 because
of the pandemic), which included various income tax measures. Below is a summary of some of
the more significant measures.

As is often the case, there was no detailed draft legislation (technically a “Notice of Ways and
Means Motions”) for many of the tax proposals. As a result, the discussion below relies largely
on the comments made by the Department of Finance in the budget documents.

Tax-free first home savings account

The government introduced a Tax-Free First Home Savings Account (“FHSA”), which is meant to
assist first-time home buyers. The account is available to residents of Canada who are at least 18
years old and have not lived in another owned home in the year the account is set up or during
the four preceding years.

Your contributions to the FHSA will be deductible in computing your income, and all income
earned in the account will be tax-free. Furthermore, withdrawals from the FHSA will not be
included in income as long as the withdrawn funds are used to buy a home and not for other
purposes.
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The lifetime limit on contributions to the FHSA will be $40,000, with an annual contribution limit
of $8,000, which will begin in 2023.

The Budget papers state that “to provide flexibility”, you will be able to transfer funds from your
FHSA to a registered retirement savings plan (RRSP) or registered retirement income fund (RRIF)
on a tax-free basis (and it will not reduce your regular RRSP deduction room). However, like other
withdrawals from an RRSP or RRIF, when the amounts are subsequently withdrawn from the
RRSP or RRIF, they will be included in your income.

Conversely, you will be allowed to transfer funds from your RRSP to your FHSA on a tax-free basis,
but still subject to the $40,000 lifetime and $8,000 annual contribution limits.

The government noted that it will release more details on the FHSA “in the near future” and that
contributions will be permitted “at some point in 2023.”

Multigenerational home renovation tax credit

The Budget introduced this credit, effective for 2023 and subsequent years. It is scheduled to be
a refundable credit, which means that the government will pay it to you even if you have no tax
to pay for the year.

The credit is for a “qualifying renovation”, which generally will be a renovation to a home that
creates a secondary dwelling unit to house an “eligible person” — generally, a person who is 65
or older, or an adult who is 18 or older and who qualifies for the disability tax credit. The
renovation must be made for the purpose of having the eligible person live with a “qualifying
relation”, which includes a person who is 18 years old or more and is a parent, grandparent, child,
grandchild, brother, sister, aunt, uncle, niece or nephew of the eligible person.

The purpose of the credit is to assist in situations where the eligible person lives or moves in with
the qualifying relation, and a construction addition to the home, or secondary dwelling unit, is made
to the home for the living space of the eligible person.

The credit will be 15% of eligible renovation expenses, capped at a maximum of $50,000 of
expenses (i.e., maximum $7,500 credit).

The Budget documents indicate that the credit can be claimed by the eligible person or their
spouse or common-law partner, or the qualifying relation. Alternatively, it can be shared among
these persons, although the total of renovation expenses that can be claimed by all of them
remains capped at $50,000.
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The home must be owned by the eligible person, the spouse or common-law partner of the
eligible person or the qualifying relation. Additionally, it must be a home where the eligible
person and the qualifying relation ordinarily reside, or intend to ordinarily reside within 12
months after the renovation period. The credit is claimed in the year in which the renovation
period ends.

As with the Tax-Free First Home Savings Account, we expect more details from the government
in the near future.

First-time home buyers’ tax credit

The existing First-Time Home Buyers’ non refundable tax credit will double to $10,000 for the
purchase of a qualifying home in Canada, effective for home purchases on or after January 1,
2022.

Home accessibility tax credit

This credit has been around since 2015. It has been 15% of up to $10,000 of eligible expenses
relating to a home, generally meaning expenses to assist a senior person or disabled person to
have more mobility and access to the home (for example, wheel chair ramps, and generally
repairs or renovations that improve the person’s accessibility around the home).

The Budget increased the dollar limit to $20,000, effective as of 2022.
Residential property flipping rule

This rule, effective starting in 2023, proposes to apply where you buy a residential home, including
a rental property, and sell it within 12 months. If the rule applies, the full profit you make will be
included as business income, rather than the 50% inclusion amount for capital gains. In addition,
you will not qualify for the principal residence exemption. This is an arbitrary rule, perhaps meant
to cool down the housing market, but will not really change the law, since the CRA has for many
years been treating sales after less than a year as being business income, and Courts have upheld
the CRA’s position in most cases.

There are several exceptions to this rule where your sale or disposition of the home results from
certain “live events”. The exceptions will include:

e Death: a disposition of the property because or in anticipation of your death or that of a
related person.

e Household addition: a disposition because of a related person joining your household, or you
joining a related person’s household.
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e Separation: a disposition because of the breakdown of your marriage or common-law
partnership.

e Personal safety: a disposition because of a threat of your personal safety, such as the
threat of domestic violence.

e Disability or illness: a disposition resulting from you or a related person having a serious
disability or illness.

e Employment change: a disposition because you or your spouse or common-law partner
move to work at a new location, or because of an involuntary termination of your
employment. In the case of work at a new location, your new home must be at least 40
kilometres closer to the new work location than was your old home.

e Insolvency: a disposition because of insolvency, or to avoid insolvency.
Medical expenses related to a surrogate mother or sperm, ova or embryo donor

Under current rules, certain expenses relating to in-vitro procedures are eligible for the medical
tax credit. The Budget broadens the types of expenses that qualify. This change applies to 2022
and subsequent years. For example, the credit will apply to reimbursements paid to a surrogate
mother for her expenses, and expenses for an in vitro fertilization procedure or prescription
medication related to her pregnancy. The credit will also be allowed for fees paid to fertility clinics
and donor banks to obtain donor sperm or ova.

Reporting requirements for RRSPs and RRIFs

Under current rules, financial institutions must report your withdrawals from registered
retirement savings plans (RRSPs) and registered retirement income funds (RRIFs) to the Canada
Revenue Agency (CRA). However, they are not required to report the value of these plans.

Beginning in 2023, the institutions will be required to report the fair market value of your plans
to the CRA as of the end of the year. According to the Budget, the rationale for this new rule is to
“assist the Canada Revenue Agency in its risk-assessment activities regarding qualified
investments held by RRSPs and RRIFs.” In other words, if you have a very high value in your RRSP
(such as due to having invested in stocks that multiplied many times), the CRA wants to review it
and make sure that it has not invested in non-qualified or prohibited investments.

Flow-through shares
In general terms, flow-through shares allow investors / shareholders to claim a deduction or

credit in respect of certain qualifying expenses incurred by a corporation. The corporation
“renounces” the expenses to the investor, who then gets the tax benefit.
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The Budget introduced a new 30% Critical Mineral Exploration Tax Credit for businesses
investing in certain minerals. The minerals that will qualify include copper, nickel, lithium, cobalt,
graphite, rare earth elements, scandium, titanium, gallium, vanadium, tellurium, magnesium,
zinc, platinum group metals and uranium. The new credit applies to flow-through share
agreements entered into after April 7, 2022 and on or before March 31, 2027.

At the same time, the Budget eliminated the flow-through share treatment for oil, gas, and coal
expenses incurred by a corporation. As a result, a corporation will not be allowed to renounce oil,
gas and coal exploration or development expenditures to a flow-through investor. This change
will apply to flow-through share agreements entered into after March 31, 2023.

Small business deduction

The small business deduction allows certain Canadian-controlled private corporations (CCPCs) to
pay a preferential rate of tax on up to $500,000 of active business income per year. The federal
tax rate is 9%, and the provincial rate depends on the province.

Under current rules, the small business deduction is phased out starting when the CCPC has
taxable capital in excess of $10 million and is totally eliminated once its taxable capital is $15
million or more.

The Budget allows a more gradual phase-out. Although the deduction is still phased out starting
when the CCPC has taxable capital over $10 million, the phase out will occur between that
amount and $50 million of taxable capital. This new rule applies to taxation years beginning on
or after April 7, 2022.

The Budget provides the following examples:

e a CCPC with $30 million in taxable capital would have up to $250,000 of active business
income eligible for the small business deduction, compared to SO under current rules; and

e a CCPC with $12 million in taxable capital would have up to $475,000 of active business
income eligible for the small business deduction, compared to up to $300,000 under
current rules.

Amendment to the general anti-avoidance rule (“GAAR”)

The GAAR allows the CRA (or ultimately the courts) to adjust certain tax attributes of a taxpayer.
The GAAR can apply where you undertake an avoidance transaction (subject to other conditions).
Generally, an avoidance transaction is one that provides you with a tax benefit, unless it was
undertaken primarily for bona fide purposes other than to get the tax benefit.
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The Budget extends the GAAR as a response to a Federal Court of Appeal decision which
narrowed its scope. In that decision, the Court of appeal held that the GAAR did not apply to a
transaction that resulted in an increase in a tax attribute in a previous year that had not yet been
used to reduce taxes in a current year.

The Budget addressed this issue, and provides that the GAAR can apply to transactions that affect
tax attributes that have not yet become relevant to the computation of tax. This change is
effective for notices of determination issued by the CRA on or after April 7, 2022.

Substantive CCPCs

As noted earlier, a CCPC is taxed at a preferential rate on business income owing to the small
business deduction.

However, it is taxed at very high rates (typically around 50% or more) on its investment income,
including taxable capital gains. The CCPC does get a significant refund of the tax if and when it
pays a dividend to its shareholders.

However, a corporation that is not a CCPC is not subject to those high rates on investment
income. The government is concerned that some taxpayers are structuring their private
corporations to deliberately fall outside of the CCPC high rates on investment income.

For example, the Budget papers indicate that some taxpayers may seek to avoid CCPC status by
continuing a corporation under foreign corporate law, while maintaining Canadian residency.

As a result, the Budget proposes that “substantive CCPCs” be subject to the same income tax
regime for investment income that applies to regular CCPCs. Generally, a substantive CCPC will
be a private corporation resident in Canada that is not a regular CCPC, but is ultimately controlled
by Canadian-resident individuals. Other conditions apply. In most cases, this new rule applies to
taxation years that end on or after April 7, 2022.

International tax reform
The Budget indicated Canada’s willingness to adopt the two “pillars” of the Organisation for
Economic Co-operation and Development’s Base Erosion and Profit Shifting initiative (known as

the “BEPS”), which is intended to reduce tax avoidance for multi-national enterprises.

The proposals are quite complex. In general terms, as the Department of Finance explains:
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“Pillar One is intended to reallocate a portion of taxing rights over the profits of the largest and
most profitable multinational enterprises (MNEs) to market countries (i.e., where their users and
customers are located). Pillar Two is intended to ensure that the profits of large MNEs are subject
to an effective tax rate of at least 15%, regardless of where they are earned.”

More details are expected in the near future. The government has asked prospective
stakeholders for their comments and consultation.

Low or no-interest employee loans

If you receive a loan from your employer, you may be subject to tax on an “imputed interest”
inclusion in your income.

Basically, the amount included in your income for a year will be the amount by which the
prescribed rate of interest on the loan during the year exceeds the amount of interest, if any,
that you paid on the loan in the year or by January 30 of the following year. For the current
quarter of 2022 (April 1 to June 30), the prescribed rate is 1%.

Example

On January 1 of a particular year, you received an interest-free loan of $100,000
from your employer. We will assume the prescribed rate of interest for the first
half of the year is 1% and 2% for the second half.

Your income inclusion will equal 1% of $100,000 x % (since only half of the year)
plus 2% of $100,000 x %.

So you would include $500 plus $1,000, or $1,500, in your income for tax
purposes. As noted above, if you ended up paying some or all of the interest, the
inclusion would be reduced accordingly.

There is an exception to the rule, which basically says that if you pay a reasonable arm’s length
rate of interest on the loan, there is no income inclusion for you.

So that’s the downside of the rule.

There is a potential upside, if you use the loan for the purpose of earning investment income or
business income. In such case, you get an offsetting deduction equal to the interest — so in the
above example, you would get an offsetting deduction of $1,500. You can also can claim a
deduction if you use the loan to purchase a motor vehicle used in your employment duties, but
in such case the amount of the deduction will be pro-rated based on your employment use of the
vehicle relative to your personal use (since the personal portion is not deductible).
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Home purchase loan

If you use the loan to purchase a home in which you live (so this doesn’t include a property you
rent out to someone else), the prescribed interest rate is capped at the rate at the time of the
loan. The cap lasts for 5 years. If the loan remains outstanding after 5 years, then a new cap kicks
in based on the prescribed rate of interest at that time.

So if the prescribed interest rate increases over time, you will only be taxed on the lower
prescribed rate that was in effect at the time of the loan. Right now — April through June 2022 —
is likely the last quarter that the rate will be at 1% (as it has been since July 2020), as interest
rates are rising.

Forgiveness of loan

If your employer subsequently forgives the repayment of the principal amount of the loan, then
the remaining unpaid principal amount is fully included in your income. Although that result
might seem a bit harsh, the rationale is that your employer gave you some money, which you
didn’t have to repay, so that it’s similar to them giving you extra remuneration for your work.

Computation of business profit

There are major differences between income tax rules and financial accounting rules.

However, in one area, there is significant overlap. That area is the computation of business
income or profit.

Thus, for income tax purposes, in most cases the basic rule is that you start with the net income
or profit for financial accounting purposes. But, since there are still some differences between
the tax and accounting rules, you make adjustments based on those differences. For example, if
an amount is deductible for accounting purposes but not deductible for tax purposes, you add
back that amount when converting the accounting business income to income for tax purposes.
Or if an amount is deductible for tax purposes but not accounting purposes, then you deduct that
amount when converting from accounting to income for tax purposes.

A few of the differences between business income for tax purposes and accounting purposes
include:

e Depreciation or amortization for accounting purposes is not allowed for tax purposes.
Instead, you use the capital cost allowance provisions under the Income Tax Act.

e For meals and entertainment expenses incurred for business purposes, in most cases only
50% of the expenses are deductible for tax purposes. There is no similar rule for
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accounting purposes.

e Government fines and penalties, even if incurred in the course of your business, are not
deductible for tax purposes.

e For motor vehicle expenses, there are arbitrary dollar limits for tax purposes.

e Landscaping and site investigation costs are deductible in full in the year they are paid for
tax purposes. For accounting purposes, they are sometimes amortized, depending on the
facts.

e For tax purposes, you cannot deduct amounts paid for the use of a golf club, or
membership fees paid to a recreational club.

e If a corporation issues new shares or debt, its financing costs (e.g. investment bank and
legal fees) are amortized over five years for tax purposes. There is no similar rule for
accounting purposes.

CRA doubling “prescribed rate” for loans July 1, 2022

Leith Wheeler asked our Jeff Brockman, CPA, CA, Partner, to contribute to their Planning Matters
newsletter writing about the merits of prescribed rate loans and we’ve included it in our
newsletter as well.

A quick recap a good place to start.

Prescribed Rate Loan Planning can be a compelling way to reduce a family’s overall income tax
burden as it essentially allows for income to be split away from an income earner at the top rate
of tax to another family member who may pay little to no tax. Tax savings per individual could be
as much as $35,000 per year depending on the type of income earned. It is safe to say the tax
savings can be over $30,000 per year across most provinces in Canada.

So how does it work? A formal interest-bearing loan is made by the lender to the borrower. The
borrower can be a spouse/common law partner or a trust for under-aged children. Of course,
proper documentation does need to be put in place. The key to the impact of income splitting is
the rate of interest required to be paid on the loan. The rate must be at least the “prescribed
rate” as set by the Canada Revenue Agency (CRA) on a quarterly basis. With the historically low
interest rate environment we have enjoyed, that rate has been set at 1% for the past two years.
Accordingly, if a portfolio returns say 6% per year, 1% of that is taxed in the hands of the lender,
the high-income earner, and the balance, 5% in this case, is now able to be taxed at the lower
marginal tax rates of the borrower. If using a trust structure, the trust can elect to allocate all the
income out to its named beneficiaries, thus avoiding tax in the trust — which would otherwise be
at the top rate generally.
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Consider the following example where a trust is created so that the income can be split with
minor children (generally under 18 years of age):

Assume that Mrs. X, the mother of Mrs. Y, settles a family Trust for the benefit of
Mrs. Y’s five children. Mrs. Y lends the trust $1,000,000. In the first year of the
Trust, the income earned with Leith Wheeler is $60,000. The Trust pays Mrs. Y
$10,000, being the 1% interest charged on the loan. This leaves $50,000 of net
income in the Trust. Mrs. Y, being the trustee of the Trust, causes the Trust to
allocate $10,000 to each of her five children. Therefore, the Trust pays no tax and
absent any other income, each child would pay no tax, assuming this is their only
source of income. Had Mrs. Y earned that additional $50,000 personally she would
have owed just over $25,000 of tax on that income. This can continue year over
year. Just like the documentation is important, it is very important that trust pays
the interest annually within the prescribed period.

Finally, it also matters where the “excess” accumulated wealth is invested. If you have large
RRSPs, or tax-free registered accounts | would not suggest withdrawing funds to implement this.
Where the wealth is invested corporately and if tax were needed to be paid to extract the funds
from the corporation, that too would not be preferential. The plan works best where the high-
income earner has the personal cash in either bank accounts or relatively liquid assets held in
non-registered brokerage accounts. Simply put, | would not suggest incurring a large tax bill to
implement this.

So, why am | revisiting this now — after implementing numerous plans over these past few
years? The CRA announced in April that it will be increasing the prescribed rate from 1% to 2%
effective July 1, 2022. I'd say 2% is still historically low but knowing this, and if the fact scenario
fits, | would do my level best to get the structure and documentation in place prior to the July 1
rate increase. In the example above, an additional $10,000 — or double the previous amount —
will now be taxed in the hands of Mrs. Y. That’s an approximate bump of $5,000 to her tax bill.

Once the rate is set on a prescribed rate loan, it does not change with increases set by the CRA.
So, this could be your last opportunity to implement a prescribed rate loan at the lower 1%
interest rate. With July 1 just around the corner, I'd suggest contacting your tax planner sooner
than later.

* 3k ok

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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