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CHAPTER 1.  
INVESTMENT 
Investment income includes income you receive as a result of ownership of 
property. The property could, for example, be shares of a corporation, bank 
deposits, bonds, debentures, mortgages, notes, annuity contracts, beneficial 
interests in an estate or trust, or patents. Income from real estate rentals is not 
always considered investment income (see Section 1.3.1). 

If you hold investments in another country, in addition to reporting the income 
and paying tax in Canada, you may have foreign tax withheld from that income, 
or may be required to file a return and pay tax in that country. Some relief from 
this potential double taxation is provided through foreign tax credits and the 
various treaties Canada has with other countries.  (See Chapter 12) 

Also, see the special reporting rules in Chapter 11 if you have investments in a 
foreign country. 

1.1 DIVIDEND INCOME 

1.1.1 Taxation of Dividends 

Dividends received by an individual from a Canadian corporation (public or 
private) are taxed at lower rates than ordinary income (business/employment 
income) to account for the fact that the corporation is paying the dividend out of 
after-tax corporate profits. 

Any dividends received are “grossed-up” and included in income. The 
individual then receives a provincial and federal dividend tax credit (“DTC”) tax 
deduction. Through the gross-up and DTC, the system recognizes the corporate 
taxes paid and results in no element of double taxation. 

Canadians also invest in large public or private corporations that do not have 
access to the small business tax rates.  The DTC is higher for dividend payments 
from income not eligible for the small business rate. These dividends are 
referred to as “eligible dividends”.  Non-eligible dividends are dividends paid 
from the corporation’s retained earnings on income that was taxed at the lower 
small business tax rate. 
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The gross up of an eligible dividend for 2014 is 38%, meaning that the 
shareholder includes 138% of the dividend amount in income. The DTC in 
respect of eligible dividends is 15.02% of the grossed-up dividend amount.  

Because Ontario adopts the federal definition of taxable income, the 38% 
federal dividend gross-up automatically applies for Ontario tax purposes. The 
Ontario DTC for taxable dividends is 6.4% of the grossed-up dividend amount. 
 
The 2013 Federal Budget announced a change in the gross up rate for non-
eligible dividends from 25% to 18% for dividends paid in 2014 and later years.  
Also the federal DTC rate will decrease from 13 1/3% of the grossed-up 
dividend to 11%. The provinces are expected to follow suit with the federal 
changes. 

The following table compares the approximate combined 2013 Federal and 
Ontario tax rates on interest income to the approximate effective tax rate on 
dividend income; the ranges result from provincial surtaxes being applied at 
various income levels: 

  DIVIDENDS DIVIDENDS     
 INCOME LEVEL INTEREST (ELIGIBLE)  (NON-ELIGIBLE) 

$0 to $9,574 0.00% 0.00% 0.00% 
$9,574 to $11,038 5.05% 0.00% 2.09% 
$11,038 to $39,723 20.05% 0.00% 2.77% 
$39,723 to $43,561 24.15% 3.77% 7.90% 
$43,561 to $69,963 31.15% 13.43% 16.65% 
$69,963 to  $79,448 32.98% 14.19% 17.81% 
$79,448 to $82,422 35.39% 17.52% 20.82% 
$82,422 to $87,123 39.41% 19.88% 23.82% 
$87,123 to $135,054 
$135,054 to $509,000         
$509,000 + 

43.41% 
46.41% 
49.53%                         

25.40% 
29.54% 
33.85%         

28.82% 
32.57% 
36.47%          
 

In 2012, Ontario introduced a temporary 2% additional surtax (half in 2012 or 
1%, 2% for subsequent years) on income in excess of $500,000 a year (indexed 
to inflation - $509,000 in 2013).  The government has committed to eliminating 
the new surtax when the Ontario budget is balanced (expected to be in 2017-
2018).  The existing 56% Ontario surtax applies on top of the new surtax, 
resulting in an effective increase in 2013 of 3.12% on ordinary income, 1.56% 
on capital gains, 4.31% on eligible dividends and 3.90% on non-eligible 
dividends for income in excess of $509,000. 
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Tip 

Consult with your HLB advisor to implement income splitting or income 
deferral strategies to reduce the impact of this new surtax. 

Please note that individuals who earn taxable dividends may also be subject to 
Alternative Minimum Tax (“AMT”).  This table does not consider the effect of 
AMT. Before undertaking any tax planning based on the information above, 
please consult with your HLB advisor.    

Maximum rates for each type of income in each province are shown in 
Appendix III. 

Tip 
For 2014, where your sole source of income for a year is Canadian dividend 
income, a resident of Ontario may receive approximately $48,850 of eligible 
actual dividends and $35,100 of non-eligible actual dividends without having 
to pay any income tax (based on 2013 marginal brackets).  You should 
consider the preferential taxation rates that apply to Canadian dividends when 
making your investment decisions. 

1.1.2 Capital Dividends 

Some dividends you receive from private corporations may be tax-free capital 
dividends. If the corporation has a balance in the capital dividend account 
(“CDA”) it can elect to pay a tax-free dividend. Generally, the CDA consists of 
the untaxed portion (currently one-half) of capital gains (net of capital losses), 
less any capital dividends paid in the past.    

1.1.3 Stock Dividends 

Public and private corporations can pay stock dividends by giving you new 
shares instead of a cash dividend. Even though you are not receiving any cash, 
the stock dividend is taxed as a regular cash dividend, with the applicable gross 
up and dividend tax credit. The taxable amount of the dividend is based on your 
share of the increase in the corporation’s paid-up capital resulting from the new 
shares. This is usually substantially less than the full value of the stock dividend.  
You should receive a T5 information slip that will show the deemed amount and 
the taxable grossed up amount of the stock dividend. 
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1.1.4 Stock Split 

A stock split is not taxable and should not appear on a T5 slip. A stock split 
occurs when a corporation increases the number of shares outstanding by 
issuing new shares in exchange for each share outstanding. You need to track 
these splits to determine the tax cost base of the shares you own.   

If you are not sure whether you have received a stock dividend or stock split 
you should contact the paying corporation or your broker. 

1.1.5 U.S. Foreign Spin-off 

A “foreign spin-off” refers to a transaction where a Canadian resident 
shareholder of a foreign corporation receives, from that corporation, shares in 
another foreign corporation. A spin-off that qualifies for a tax deferral under U.S. 
tax law may provide a tax deferral under Canadian tax legislation.   

A tax deferral is available on an elective basis, in respect of certain distributions 
by foreign corporations of spin-off shares to Canadian resident shareholders. 
Individuals, trusts and corporations choosing to elect under the relevant sections 
may exclude from income the amount that would otherwise have been treated 
as a taxable foreign dividend. The election also has implications for the adjusted 
cost base (“ACB”) of the spin-off shares. 

Tip 

If you have received spin-off shares during the year, consult with your HLB 
advisor for further information. 

1.1.6 Capital Gains Dividends 

Capital gains dividends are distributions of capital gains by a mutual fund or 
investment corporation that are taxed as capital gains.  Refer to Section 1.8.8 on 
mutual funds. 

1.2 INTEREST INCOME 

The same tax rates that apply to employment and business income apply to 
interest income. 
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When you invest with an institution such as a bank or trust company, you 
receive a T5 slip showing the interest to report in your income for the year.  The 
T5 slip you receive includes interest earned and paid to you, plus interest 
earned but not yet paid to you if the investment pays interest less than once a 
year.  You must pay tax on the annual interest earned on discount type 
investments such as “strip” or “zero coupon” bonds that do not actually pay 
interest annually. 

Even if you do not receive a T5, as in the case of interest earned on loans to 
individuals, you are still required to report the interest income. 

Tip 

If you are earning a significant amount of interest at interest rates higher than 
the tax prescribed rate (a rate specified in the Income Tax Act), you should 
consider income-splitting possibilities. 

1.3 REAL ESTATE RENTAL - INCOME AND LOSSES 

1.3.1 Income from Property or Business 

Income from the rental of real estate (land, buildings and related assets such as 
furnishings) may be either income from property or income from a business.  
The distinction becomes important for calculating certain tax-related amounts 
such as: 

a) “earned income”, as it relates to the childcare expense deduction; 
b) Capital Cost Allowance (“CCA”); 
c) Cumulative Net Investment Losses (“CNIL”), which restrict access to the 

Capital Gains Exemption (“CGE”); 
d) whether any income or loss transferred to a spouse or minor is deemed 

to be your own (see income splitting rules); and 
e) the deductibility of certain expenses. 

Tip  

This list is not all-inclusive and making the distinction can be difficult.  You 
should consult with your HLB advisor if you have concerns in this area. The 
following discussion applies whether the income is from business or property. 
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1.3.2 Deductible Expenses 

The following types of expenditures are generally deductible from rental 
revenue in the year they are incurred: 

a) advertising; 
b) amounts paid to collection agents; 
c) CCA for buildings on the rented property, to the extent that a deduction 

for CCA does not create or increase a net rental loss; 
d) certain accounting and legal fees (some are not deductible, for example, 

those in connection with the purchase of the property); 
e) certain automobile expenses; 
f) commissions to rental agents; 
g) insurance; 
h) interest on money borrowed to purchase or improve the property, as 

well  as certain related fees to arrange the debt; 
i) office supplies; 
j) property taxes; 
k) repairs, maintenance and landscaping; 
l) salaries and wages paid to employees involved in the operation or 

supervision of the property; and 
m) utilities (gas, electricity, water). 

Tip  

Maintain a detailed list of revenues and expenditures for your rental property.  
You should also retain copies of documents that support your cost of the 
property, revenue earned and deductions claimed, for examination by the 
Canada Revenue Agency (“CRA").  

Tip 

You may be entitled to deduct the cost of some “improvements”, such as 
maintenance. Other costs cannot be deducted but must be added to the tax 
cost base of the property.  Consult with your HLB advisors if you have 
significant costs. 

Tip  

If you intend to acquire commercial real estate for rental purposes, you should 
consider registering for Goods and Services Tax (“GST”) (or Harmonized Sales 
Tax (“HST”) in participating provinces) prior to your purchase so you may 
acquire the property without the payment of GST/HST and recover your 
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GST/HST paid on other expenses.  You will also be required to collect 
GST/HST on your rental revenue and remit the tax to CRA. 

1.3.3 Rental Losses 

Rental expenses are generally deductible in computing net rental income or 
losses only if the expenses are incurred for the purpose of earning income.  
Recent jurisprudence suggests that, provided there is no personal element to the 
rental operation, the rental operation will be considered commercial in nature 
and the expense will generally be considered incurred on account of earning 
income.  CRA has proposed changes to the Income Tax Act, which would 
effectively require a taxpayer to establish an expectation of profit, over the 
expected duration of the particular source of rental income in order for the 
expenses to be deductible against the revenues from that source. These changes 
have been temporarily put on hold. It is unknown when or if legislation of this 
nature will ever be passed.    

Rental losses may also be disallowed if you made the investment with the 
intention of making a gain on the sale of the property rather than a profit on the 
rent.  CRA will aggressively challenge losses from highly leveraged investment 
properties where owners cannot present reasonable projections that ultimately 
show a rental profit.  In such a case, rental losses would not be deductible as 
incurred, but may be deductible in arriving at the gain or loss on disposal of the 
property. 

1.3.4 Business or Rental Use of Your Residence 

If you rent out part of the house in which you live, you may deduct any 
expenses that relate specifically to the rented portion, subject to the discussion 
above.  Those expenses that relate to the property as a whole (such as insurance 
and property taxes) must be apportioned between the rented part and the part 
used personally, normally on the basis of square footage or number of rooms.  
Due to the pending amendments to the Income Tax Act regarding the 
requirement for a reasonable expectation of profit, discussed above, you will 
normally be restricted from claiming any expenses in excess of your rental 
income, unless the rental use is more important than your personal use of the 
property.  In such case, the property may not qualify for the principal residence 
exemption. If you have income after deducting the related expenses, you can 
claim CCA, but claiming CCA can also adversely affect your principal residence 
exemption as discussed in Section 1.8.7. 
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Similar rules exist for deducting the expenses of an office in your home used for 
business purposes (see Section 6.6 for more details). 

1.4 INTEREST EXPENSE 

1.4.1 Deductibility 

Interest is deductible to the extent that it was incurred to earn income from a 
business or property. 

Specific examples of non-deductible interest include interest on: 

a) money borrowed to contribute to a Registered Retirement Saving Plan 
(“RRSP”); 

b) a car loan, except to the extent that the car is used in employment or 
business (see Section 6.5); 

c) your home mortgage, if the mortgage debt relates to your purchase of 
the home, except to the extent that you have a home office used for 
business or rent out a portion of your home (see Section 6.6).  The 
interest on a loan taken out for business or investment purposes will still 
be deductible even if it is secured by a mortgage on your home; 

d) income taxes or instalment liabilities; and 
e) any other personal loans or credit cards, except to the extent the money 

was used to earn property or business income. 

1.4.2  Making the Interest Deductible 

In some cases, you can structure your investments and loans to make the 
interest deductible. 

If you are about to take out a loan to buy a new personal asset, such as a car or 
boat, but you also regularly invest in bonds, term deposits or shares on the stock 
market, use your available cash to first buy the personal asset and then finance 
your investment with the loan proceeds in order to allow for an interest 
deduction.  Similarly, if you have a home mortgage as well as investments that 
that can be sold - consider selling the investments and using the proceeds to pay 
down your mortgage and then at some later date borrow new funds, which may 
be secured by a mortgage, to reinvest in order to allow for an interest deduction. 
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Tip  

Ensure that your borrowed funds can be traced to an investment use that 
provides you with the opportunity to deduct the interest expense.  Be sure to 
consult with your HLB advisor before re-structuring your loans or investments. 
You should also obtain an annual statement from the lender confirming the 
amount of interest paid on your loan for the year. 

Tip  

If you have cash reserved for repaying debt, you should always first pay down 
the interest-bearing debt on which the after tax cost of interest is the highest.  
Normally, this would be debt on which the interest is not deductible. 

1.5 OTHER INVESTMENT EXPENSES 

Expenses such as legal fees, appraisal fees, survey costs and broker fees incurred 
with respect to the acquisition of an investment asset or property are generally 
not deductible.  These items are added to the cost of the asset. 

RRSP administration fees are not deductible if you pay them outside your RRSP. 
If you pay them inside your RRSP these costs reduce the amount in your RRSP 
and consequently reduce the taxable income you receive out of your RRSP 
available upon retirement. 

Investment expenses that are generally deductible include: 

a) investment management fees; 
b) safety deposit box charges  (To be eliminated in 2014); 
c) fees for investment advice, where the advisor’s principal business is 

advising others whether to buy or sell specific shares, or whose principal 
business includes the administration or management of shares or 
securities; 

d) fees for recording or accounting for investment income; and 
e) bank charges, if the bank account is used solely to earn investment 

income. 

1.6 COMPUTATION OF GAIN OR LOSS 

On the sale of an asset, the difference between the net proceeds on the 
disposition and the Adjusted Cost Base (“ACB”) of the asset will result in a gain 
or a loss.  Net proceeds are the actual selling price less the costs of disposition.  
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Costs of disposition may include legal fees, commissions, etc.  The ACB is 
generally your original purchase price plus certain costs of acquisition (e.g. land 
transfer tax, brokers fees, legal fees), plus any additional costs of a capital nature 
incurred since acquisition, such as building improvements.  The ACB is reduced 
by any prior return of capital as may occur with certain investments. 

One hundred percent of an income gain (as opposed to a capital gain) is 
included in your taxable income and any income loss may be deductible against 
other sources of income.  Losses of this nature that cannot be deducted in the 
current year because there is insufficient income from other sources may be 
carried back three years or carried forward twenty years and applied against 
income of any of those years.    

Tip  

Consider carrying back losses to earlier years or high tax rate years.  Consult 
with your HLB advisor. 

Currently one-half of a capital gain is included in your taxable income and one-
half of a capital loss is deductible.  Generally, the deductible 50% (an allowable 
capital loss), can be deducted only against the taxable portion of capital gains.  
There is an exception to this rule for losses that meet the criteria of business 
investment losses (see Section 1.9.2).  Allowable capital losses that cannot be 
deducted in the current year because there are insufficient taxable capital gains 
may be carried back three years or carried forward indefinitely and applied 
against taxable capital gains in any of those years.  There are separate rules for 
the year of death. 

1.6.1 Income or Capital? 

The tax treatment of the gain or loss on the sale of an asset depends on what 
your intention was when you purchased the asset.  If your intention was to buy 
the investment to make a gain on the resale, the profit will likely be considered 
income, taxed at the same rates as employment and business income.  If your 
intention was to hold the asset and earn income from the asset it (e.g. rent, 
dividends, interest, etc.), the gain or loss will likely be considered on account of 
capital. 

Factors considered in making a determination between an income gain and a 
capital gain include: 

a) any relationship between the taxpayer’s business and the transaction; 
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b) length of time the asset was owned; 
c) frequency with which similar transactions are undertaken; and 
d) the nature of the asset.  For instance, is it the type of asset that can 

produce income from holding it? (i.e. gold bullion cannot generate 
income by owning it – only by selling it. Any gain or loss on bullion 
would NOT be capital in nature). 

Tip  

Consider filing an election with CRA to treat the gains or losses on all 
Canadian securities as being on account of capital.  This election guarantees 
gains will be treated as capital gains for those individuals who are not 
considered traders or dealers in securities.  There are a number of factors that 
CRA considers when determining whether an individual is a trader or dealer in 
securities.  Please discuss whether to file the election with your HLB advisor.  

Tip  

Retain copies of documents that support your acquisition costs and selling 
price for examination by CRA.  

Tip  

If you acquired an investment prior to 1972, you may calculate your ACB in a 
preferential manner.  The calculation is beyond the scope of this book.   
Consult with your HLB advisor for further information. 

Tip 

Your ACB of a mutual fund investment is particularly difficult to calculate 
since it is adjusted for any income earned on the fund and reinvested as well 
as capital returned to you.  You should receive T3 or T5 information slips each 
year advising you of the amount of reinvested income taxable to you for the 
year.  Retain copies of the reporting slips issued to you along with your fund’s 
annual statement of change to units owned to ensure that your ACB is 
properly calculated.  If you fail to maintain adequate records, you may 
inadvertently subject yourself to double taxation on the disposition of your 
units. 

Tip  

If you have realized capital gains in the year and have unrealized capital 
losses, consider the possibility of selling shares with a capital loss before the 
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end of the calendar year.  This will allow you to offset your losses against your 
gains.  You must ensure that the transaction is completed before the end of the 
year in order to take advantage of the offset.   This is particularly beneficial for 
the period in which the additional Ontario surtax applies (see Section 1.1.1).  

You should be aware of stop loss rules that can deny the use of a loss where 
you or a related party repurchases the asset within 30 days (see Section 1.8). 

1.7 DISPOSITION OF INVESTMENTS 

1.7.1 Capital Gains Exemption (“CGE”) 

The Income Tax Act provides an “exemption” for gains from the sale of qualified 
small businesses, farm properties and fishing properties up to the lifetime limit 
of $800,000 ($750,000 – 2013).   This exemption is available in respect of gains 
triggered on the disposition of qualified farm properties and/or qualified fishing 
property (see Section 1.7.3), and/or shares of a qualifying small business 
corporation (see Section 1.7.2). 

Until February 22, 1994, a $100,000 general CGE was available on all capital 
property.  This exemption was eliminated for capital gains realized after 
February 22, 1994 and/or not claimed by an election on the 1994 personal tax 
return. 

To the extent that an individual used the general CGE, there is a reduction in 
available CGE for shares of a qualifying small business corporations, qualified 
farm property and/or qualified fishing property. 

Tip 

If you filed the capital gains election for 1994, retain a copy of the election 
form with your investment records to ensure that any future dispositions of 
property elected on reflects the increased ACB of the property. 

1.7.2 Qualified Small Business Corporations 

In order for a capital gain on a disposition of shares to qualify for the CGE, the 
shares must meet the definition of a qualified small business corporation 
(“QSBC”) shares.  

In general terms, shares of company will be QSBC shares if: 
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a) the company is a Canadian Controlled Private Corporation, all or 
substantially all (CRA considers this to be greater than or equal to 90%) 
of the fair market value (“FMV”) of the assets of which  are used 
principally in an active business carried on primarily in Canada, or 
consist of shares or debt of other connected corporations that are small 
business corporations; 

b) throughout the 24-months preceding a sale, more than 50% of the FMV 
of the assets of the company relate to assets that were utilized in an 
active business carried on in primarily Canada; and 

c) the shares have been owned continuously by the individual or someone 
related to the individual for a period of 24 months prior to the sale. 

It is not uncommon for companies that carry on a qualifying active business to 
accumulate excess cash or other investment assets.  Where investment assets 
and/or the value of a foreign division or subsidiary exceed 10% of the value of 
the company’s asset base, the company’s shares will not qualify for the CGE.  
The company may “purify” the corporate asset base to meet the eligibility 
criteria.  However, purifying corporations before a planned sale can be 
problematic.  Annual planning and consultation with your HLB advisor is 
recommended. 

Many individuals believe that the gain realized on the sale of qualified small 
business corporation shares does not have to be reported on the personal 
income tax return because of the offset for the CGE.  This is not the case.  
Where the gain is not reported, it is possible for CRA to disallow the CGE.  

Tip 

An individual who intends to sell his/her business should consider the 
alternative income tax treatment between a sale of his/her shares as opposed 
to the sale of assets by the company.  Steps can be taken prior to a sale that 
may help ensure that the CGE will be available.   

An individual who is not in the process of selling his/her business may utilize 
his/her CGE without actually selling the shares of the corporation to a third 
party.  This type of transaction is commonly referred to as a “crystallization”.  A 
crystallization can potentially benefit individuals by:  

a) enabling certainty in estate planning and shareholders’ agreements that 
the capital gain will NOT be subject to tax; 

b) avoiding AMT by staggering use of the exemption over more than one 
year; and  
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c) preventing future reductions in the CGE that may occur as a result of 
future investment deductions or Allowable Business Investment Losses 
(“ABIL”).   

In addition, crystallizing provides protection against a future repeal of the CGE. 

1.7.3 Qualified Farm/Fishing Property 

The $800,000 CGE can also be used on the sale of family farms, farm quotas 
and family fishing property.  This exemption is available on property such as 
farmland and buildings as well as shares of family farm/fishing corporations.  In 
order to qualify for this exemption, real property needs to be used in 
farming/fishing by the individual, the individual’s spouse, parents or children in 
the year of the sale or in any five years of ownership if it was acquired prior to 
June 18, 1987.  If the real property was acquired on or after that date, it must be 
owned for at least two years and must meet two tests to qualify.  The first test 
requires that, in at least two years of ownership, the individual be engaged in 
farming/fishing on a “regular and continuous basis.”  Additionally, in the same 
two years, the individual’s gross revenue from the farming/fishing business in 
which the property was used must exceed his/her income from all other sources.   

In the case of shares, the exemption is available if the shares are shares of a 
family farm corporation.  A family farm corporation is generally a corporation 
that uses all or substantially all of its assets in a farming business in which the 
individual or members of his/her family are actively involved. 

Similarly, shares owned by an individual will qualify as qualified fishing 
property if the two tests discussed above are met under the definition of family 
fishing corporation. 

1.7.4 Restriction - Cumulative Net Investment Losses (“CNIL”) 

Effective January 1, 1988, a restriction on the utilization of the CGE was 
introduced.  The restriction on the CGE results from the CNIL account, which 
accumulates the excess of investment expense deductions over investment 
income.  The theory behind the CNIL is that if you borrow funds to purchase an 
investment and receive a deduction against taxable income for the interest paid, 
you should not be able to shelter the capital gain from income tax to the extent 
of your net tax deductions.  In effect, your net deductions are recaptured before 
you can access your CGE. 
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The CNIL account represents the cumulative amount, from January 1, 1988, of 
investment expenses in excess of investment income.  Investment expenses 
would include interest paid, rental losses, tax shelter write-offs and deductions 
from flow-through shares.  Investment income would include dividends, interest 
received and rental income. 

Tip 

When a capital gain is being triggered it is necessary to determine whether 
you have a CNIL account balance.  You may be able to eliminate or reduce the 
account by advance planning so as to not jeopardize your CGE claim. 

1.8 SPECIAL CASES 

1.8.1 Personal Use Property 

Personal use property (“PUP”) is defined to include items that are used primarily 
for personal use and enjoyment.  This includes items such as a car or boat.  Any 
gain on the disposition of PUP is subject to income tax if the sale price exceeds 
$1,000.  PUP is deemed to have a cost base of at least $1,000. Any loss 
incurred on the sale of PUP is not deductible and is considered to be a personal 
living expense. 

In response to CRA’s concern about art donations and similar “schemes", there 
has been a change in the law related to PUP.  Donation “schemes” generally 
involved an individual purchasing a series of pieces (e.g. art prints) for 
substantially less than $1,000 per piece and then donating them for $1,000 
apiece.  Based on normal PUP rules, the gain was NOT taxed.  The provisions 
of the Act relating to the deemed proceeds of disposition and ACB applicable to 
personal-use property will no longer apply to property that is acquired by the 
taxpayer after February 27, 2000 as part of an arrangement under which the 
property is gifted to a qualified donee. 

1.8.2 Listed Personal Property 

Listed personal property (“LPP”) includes items such as art, jewellery, rare 
books, stamps and coins.  The rules surrounding LPP are the same as personal 
use property with the exception that any losses incurred on LPP can be applied 
against gains on LPP.  Unused LPP losses can be carried back three years or 
carried forward seven years and be utilized against LPP gains only.  
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1.8.3 Superficial Loss  

The superficial loss rule may be relevant when an individual incurs a capital loss 
on the disposition of property.  If, within 30 days before or after the disposition, 
the individual, the individual’s spouse, or a corporation controlled by either, 
acquires the same or identical property, the superficial loss rule will apply.  This 
is intended to prevent individuals from selling and repurchasing the same 
property in order to obtain the benefit of a capital loss while still retaining the 
property.  A superficial loss is denied and the amount is added to the cost base 
of the replacement property. 

1.8.4 Gift of Publicly Traded Securities to Charities 

For tax purposes, any gift of capital property (as opposed to a gift of cash) to a 
registered charity causes a disposition of that capital property at its FMV.  
However, unlike normal capital gains subject to a 50% inclusion rate, no 
portion of the capital gain is included in income.  Eligible donations include 
shares, bonds, warrants, bills and mutual fund units that are listed on a 
prescribed Canadian or foreign stock exchange (includes most major stock 
exchanges).  Donations of ecologically sensitive land also qualify for the 
reduced inclusion rate.   

The donation receipt received for any capital property should correspond in 
value to the FMV of the property gifted. 

Gifts to private foundations are also eligible for the full exemption from any 
capital gains.  Publicly listed securities that were acquired through employee 
stock options also qualify for the full exemption from capital gains when 
donated to a private foundation. 

 Implications of Donating Shares Versus Cash 

Assume that an individual has shares worth $2,000, which cost him/her $1,000 
to purchase.  The individual wishes to donate the $2,000 to a charity: 

 
Sell shares and 

donate cash 
Donate shares to 
charity (after May 

1, 2006) 
Capital Gain ($2,000 -$1,000)  $1,000  $1,000 
Taxable Capital Gain  (1/2)  $ 500 (0)  $ 0 
Income taxes payable (assume 50% tax rate)  $ 250  $ 0 
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In both of the above cases, the individual would receive a donation receipt for 
$2,000, the FMV of the donation.  By giving the shares directly to the charity, 
the individual saves a further $250 in reduced tax on capital gains. 

Tip  

If you are thinking about making a donation to a registered charity, consider 
taking advantage of the favourable tax treatment provided for gifts of capital 
property.   

1.8.5 Gift of Canadian Cultural Property 

Special rules exist when an individual gives cultural property to institutions 
specified by the Canadian Cultural Export Review Board (certain museums and 
art galleries). Certified cultural property includes items that have outstanding 
significance and national importance to Canada.  To qualify, a certificate must 
be obtained from the Canadian Cultural Export Review Board.   You will 
achieve two beneficial income tax results: you will not have to include a capital 
gain in your income and, at the same time, you will be entitled to a donation tax 
credit for the FMV of the property donated. 

Tip  

If you wish to donate Canadian Cultural Property, consider the benefits 
available under these special rules. 

1.8.6 Deferral for Amounts Not Due in the Year (Reserves) 

If you sell a capital asset and do not receive all of the proceeds in the year of the 
sale, you may defer the taxation of a portion of your capital gain based on the 
proportion of sale proceeds not due in that year, to total proceeds of the sale.  
The reserve reduces the portion of your capital gain that is taxable in the year of 
the sale. A reasonable reserve is generally based on the percentage of the 
proceeds not due, multiplied by the gain realized on sale.  If you sold an asset 
for $200,000 with an ACB of $100,000 and you received $150,000 in the year 
of the sale, the amount of the reserve you could claim in the year of the sale 
would be $25,000 ((200,000-150,000)/200,000 x 100,000). 

The reserve is deducted from the gain in the year of the sale and is included in 
income in the following taxation year.  An additional reserve may be claimed in 
the following year based upon the same calculations.  One restriction is that the 
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reserve cannot exceed 80% of the gain in the first year, 60% in the second year, 
and so on; which effectively limits the reserve to five years. 

Some assets, such as shares of a family farm corporation, shares of a small 
business corporation and certain farm property transferred to children of the 
individual are eligible for a ten-year reserve. 

1.8.7 Principal Residence 

Most people are aware of the fact that the sale of their principal residence is 
generally exempt from income tax.  CRA provides an exemption from income 
tax for the sale of a principal residence.  This is defined to be a house, 
condominium, cottage, chalet, etc. (including the land) which is owned by and 
ordinarily inhabited by the individual.  The term ordinarily inhabited means a 
residence you have lived in at some point during the year.  Therefore, a ski 
chalet used by the individual in the winter months could qualify as his/her 
principal residence, while a chalet that is rented out all year long would not 
qualify.   

The land portion of the property will usually qualify for the principal residence 
exemption provided that it does not exceed approximately 1.2 acres.  For any 
additional land to qualify for the exemption, you must demonstrate that it is 
“necessary for the taxpayer’s use and enjoyment” of the property.  This 
determination is made based on the facts of each individual case. 

For years after 1981, each family unit (husband and wife) may only designate 
one property as their principal residence.  For years prior to 1981, each spouse 
was entitled to designate one property for each year as his/her principal 
residence if the ownership was structured correctly. 

Tip  

Taxpayers who own more than one residence, such as a cottage or vacation 
condo, have additional considerations. When contemplating the sale of any 
property which may qualify as a principal residence, a detailed analysis should 
be prepared to examine which years have already been designated, along with 
the FMVs and the costs of all properties in order to optimize this exemption. 

Tip 

The principal residence exemption is available on foreign property.  Most 
foreign real estate will be subject to foreign taxes that reduce Canadian taxes 
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payable. Since Canadian tax rates are higher than those in most other 
countries, you may be able to use the principal residence exemption for the 
correct number of years so that you pay only foreign taxes. 

1.8.8 Mutual Funds 

A mutual fund is a Canadian corporation or trust formed to pool funds from 
many investors, which are then used to invest in stocks, bonds and/or other 
financial instruments. 

For tax purposes, a mutual fund flows any income earned out to the investors.  
Thus, the investor pays the income tax.  The income allocated from the mutual 
fund is reported on a T3 or T5 information slip.  Any income earned in the 
mutual fund retains its character once it is allocated out to the investor.  Thus, if 
the mutual fund earns dividend income, which is eligible for the dividend tax 
credit the income allocated out to the investor will be considered a dividend. 

Investors may also become subject to an income tax liability when they sell 
their units in a mutual fund.  Redemption of the mutual fund units may give rise 
to a capital gain or loss.  It is important to keep track of the ACB of the units 
held in various mutual funds for this purpose.  The ACB of the units held in a 
fund will be increased by any income that is reinvested in the fund.  As many 
funds automatically reinvest any distributions from the fund into additional 
units, your ACB may be significantly different from the initial investment.   

Some mutual funds, referred to as “switch funds”, allow the investor to dispose 
of units in one mutual fund and acquire another mutual fund in the same family 
of funds.  Normally, a disposition of a mutual fund triggers a capital gain or loss. 
The use of a switch fund allows the investor to defer the capital gain and 
resulting tax on the disposition of the initial fund.  A switch fund is desirable 
when an individual’s investment objectives have changed and an investment in 
a different sector of the market is desired (equity sector vs. money market 
sector). 

1.9 LOSS DEDUCTIONS 

1.9.1 Capital Losses 

A capital loss can occur on the disposition of capital property as discussed in 
Section 1.6.  An allowable capital loss (“ACL”) is defined as 1/2 of the capital 
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loss. Under normal circumstances, the ACL is deductible only against capital 
gains realized in the year.  An ACL is not deductible against other sources of 
income.  An allowable capital loss can be carried back three taxation years and 
can be carried forward indefinitely to be deducted against capital gains. 

1.9.2 Business Investment Losses 

A business investment loss (“BIL”) is a unique type of a capital loss, which 
entitles the taxpayer to special relief in most circumstances.  A BIL is a loss 
incurred on the sale of shares or debt in a qualified small business corporation 
(see Section 1.7.2). 

An ABIL is defined as 1/2 of the BIL.  The ABIL is deductible from any source of 
income in the year in which it is incurred.  In arriving at the ABIL there may be 
certain adjustments, such as a reduction by any CGE you have claimed in the 
past.  Any excess of the ABIL over other income sources in the year can be 
carried back three years or carried forward ten years and deducted against 
income in those years.  After  ten years, any remaining ABIL converts into a 
regular allowable capital loss. 

Tip  

If you still own the shares or debt but the company has become formally 
bankrupt or insolvent, the BIL can be claimed if you file a timely election with 
your personal tax return.  This election deems the individual to dispose of and 
reacquire the shares or debt for nil proceeds. 

1.9.3 Non-Capital Losses 

If an individual incurs losses from a partnership or a business venture in excess 
of his/her other sources of income, the excess is a non-capital loss.  Non-capital 
losses can be deducted against any income.  Special limitations apply for 
taxpayers who are limited partners of limited partnerships.  Non-capital losses 
arising in 2006 or subsequent years can be carried back three years and carried 
forward twenty years.  For non-capital losses arising between March 22, 2004 
and before 2006, the non-capital loss can be carried back three taxation years 
and carried forward ten years.  Non-capital losses arising before March 22, 2004 
could be carried back three taxation years and forward seven years.  

Tip  
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You should apply losses to the years that have income subject to tax at the 
highest marginal rates.  You should consider not reducing income below the 
top marginal tax rate and should ensure that you leave income to fully utilize 
all non-refundable annual tax credits. By utilizing the losses against income 
taxed at higher rates, the overall effect of the losses will be maximized.  

1.10 TAX SHELTERS 

The use of tax shelters as an investment-planning tool has been declining in 
recent years due to various amendments to the Income Tax Act.  Tax shelters are 
usually related to investments in the real estate, film, computer software, 
resource industries and ” flips” to charities of art or shares.  Tax shelters are 
usually promoted as an investment that entitles purchasers to substantial tax 
write-offs that will exceed the initial cash outflow.  Due to the nature of the 
investment and CRA's attitude towards most tax shelters, there is a high level of 
risk attached to these types of investments.  For example, CRA has undertaken 
special projects to disallow tax savings on tax shelters.  Income tax legislation 
has been revised to prevent what CRA considers overly aggressive tax planning. 

Generally speaking, a tax shelter provides the purchaser with significant tax 
write-offs equalling a portion of, or the entire investment. Applying the losses to 
other income generates tax savings.  Where an individual borrows funds to 
purchase these investments, the deductions can be even more significant.   

Some tax shelters are set up as limited partnerships.  The Income Tax Act limits 
the amount of the losses that can be claimed by a limited partner to the amount 
of capital that he/she has invested or placed “at risk”.  The excess of the losses 
over the “at risk” amount can be carried forward and applied against future 
income from that limited partnership. 
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CHAPTER 2.  
 EMPLOYMENT 

2.1 EMPLOYEE AND SHAREHOLDER LOANS 

The Income Tax Act contains various anti-avoidance rules with respect to 
employee and shareholder loans that are designed to re-characterize the 
transaction to reflect the underlying economic realities.   

2.1.1 Employee Loans 

Where a person receives a loan or otherwise incurs a debt by virtue of their 
employment or intended employment, the person may be deemed to have 
received a taxable benefit in the taxation year.  The benefit is measured as the 
difference between the amount of interest calculated on the loan or debt at the 
prescribed rate of interest, set by the government each quarter, and the amount 
of interest actually paid by the employee in the year or within 30 days after the 
end of the year. The provision effectively treats the "deemed interest" as salary. 

These rules also apply if the employer makes a loan to the employee’s child to 
help support his/her university education or if an employee obtains a bank loan 
at a below-market interest rate. 

Regardless of the actual debtor, any imputed interest benefit will be taxable to 
the employee. 

 Loans to Generate Income 

Some employee loans can be related to earning income, such as loans to 
acquire a car used in performing responsibilities of the employee or loans to 
acquire corporate shares.  The amount of the taxable benefit on such loans is 
deemed to be interest paid by the employee.  The deemed interest is deductible 
in exactly the same way as interest actually paid is deductible. 

 Commercial Rate Rule Exception 

The taxable benefit rules do not apply to an employee loan on which interest is 
charged at a rate equal to or above the commercial lending rate at the time the 
loan is made.  This exception may be restricted depending on the terms and 
conditions of the loan. 
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 Qualifying Home Purchase Loan 

Exceptions apply to loans to purchase a residence. A taxable benefit on a 
qualifying home purchase loan arises if the interest charged on the loan by your 
employer is less than a threshold interest rate.  The threshold rate is the lesser of 
the prescribed rate in effect at the date the loan is made and the actual 
prescribed rate for any quarter the loan is outstanding.  All home purchase loans 
have a five-year term for tax purposes.  On each fifth anniversary date, a new 
loan is deemed to be received and the base for the threshold becomes the 
prescribed rate in effect at that anniversary date. 

A qualifying “home purchase loan” can be made to an employee or a related 
person for the purpose of acquiring a dwelling, to refinance a mortgage or other 
debt on such a dwelling, or to acquire a share of a co-operative housing 
corporation for the purpose of inhabiting a dwelling owned by such 
corporation.  The borrower or a related person must live in the dwelling.   

 Home Relocation Loans 

Some employees are eligible for different treatment on the first $25,000 of home 
relocation loans. Employees who have acquired a home at a new work location 
and are otherwise entitled to claim moving expenses are eligible.  Eligible 
employees may deduct an amount equal to the taxable benefit on the first 
$25,000 of the loan, for up to five years.    

2.1.2 Shareholder Loans 

Loans extended to a shareholder of a corporation are subject to interest rules 
similar to those for employees. Additional rules apply because a shareholder can 
have more control over timing or repayment requirements.  The Income Tax Act 
addresses this potential benefit separately. 

Where an individual shareholder or a related person borrows money or 
otherwise becomes indebted to a corporation, the loan must be repaid by the 
end of the corporation’s fiscal year following the fiscal period in which the loan 
was made.  Otherwise, the amount will be included in the income of the 
shareholder in the year in which the loan was received.  That is, the longest 
period a shareholder can have a loan outstanding and only pay tax on the 
deemed interest is 2 years less a day. 

Certain loans or indebtedness arising after April 25, 1995 may be exempt from 
this rule.  The exception will apply to specific types of loans to shareholders 
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whose indebtedness arose by virtue of their employment, rather than 
shareholdings.  To access this relief, taxpayers must be able to demonstrate that 
the company makes loans with similar terms and conditions available to all 
employees.  This is an impossible hurdle for most small corporations. Therefore, 
shareholders of such corporations may not be able to access long-term loans, 
such as housing loans, from their corporations. 

Tip 

If the proceeds of a company loan are used for the purpose of earning business 
or investment income, the interest paid and the imputed interest benefit is 
deductible for tax purposes. Contact your HLB advisor to find out how to 
utilize the exceptions to the shareholder loan rules. 

Tip  

If you are arranging a home purchase loan from an employer, consider 
negotiating or renegotiating the loan when the prescribed rate is low in order 
to minimize your taxable benefit on the loan in subsequent years.   

2.2 EMPLOYEE STOCK OPTIONS 

Employees who acquire shares under an employee stock option plan are subject 
to a taxable benefit on the difference between the value of the shares on the 
date acquired and the cost, if the shares are acquired at a price less than the 
FMV.  Because the employment benefit is taxable as employment income, it is 
100% taxable.  In some circumstances, an amount equal to 50% of the benefit 
qualifies as a deduction from income, making the benefit taxable at effectively 
the same rate as a capital gain.  Generally, when the employee disposes of or 
exercises the option, a taxable event occurs.  However, two exceptions defer the 
taxable event until the shares are subsequently disposed of.  The exceptions 
occur for options on shares of Canadian-Controlled Private Corporations 
(“CCPCs”) and for options on shares of publicly traded shares and units of 
mutual funds.   

For capital gains purposes, the ACB of the shares is the total of the purchase 
price and the taxable benefit.  Your cost includes the cost to you of both the 
shares and the options to acquire them, if paid for. Any amounts paid for 
brokerage fees or transfer taxes decrease any subsequent capital gain on the 
disposition of the shares.  Any increase in the value of the shares after you 
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acquire them is taxed as a capital gain in the year the shares are sold.  Any 
decrease is a capital loss. 

2.3 SHARES OF A CANADIAN CONTROLLED PRIVATE CORPORATION 

Employees of a CCPC include the stock option benefit in income in the year 
they sell the shares, rather than the year the option is exercised or disposed of.   

Employees of CCPCs are entitled to a 50% deduction provided that for shares 
acquired after May 22, 1985, they were held for at least two years, and no 
amount in respect of the benefit has been previously deducted. 

The difference in the treatment of stock option benefits for CCPC and non-CCPC 
shares is based on the status of the company at the time the option is granted.  
Therefore, if you have an option to acquire shares of a CCPC and the company 
goes public, the special tax treatment applicable to CCPC options will continue 
to apply to the stock options previously granted.  Because the benefit is only 
taxable when you sell and the price may change from the time you purchase, 
any increase in value from the acquisition date is taxable as a capital gain.  

2.4 USING YOUR EMPLOYER’S CAR 

2.4.1 Standby Charge 

If a company car is made available to you, you may be in receipt of a taxable 
benefit.  Generally, this benefit, referred to as a standby charge, is equal to 2% 
of the original capital cost of the car per month for each month the car is made 
available to you.  In the case of a leased car, the benefit is 2/3 of the lease cost 
per month, excluding insurance.   

The standby charge benefit may be reduced if at least 50% of the distance 
traveled relates to business use, personal use is less than 1,667 kilometres for 
each month the car is made available to you and you are required by your 
employer to use the vehicle in the course of your employment. 

2.4.2 Operating Costs 

If your employer pays for any operating costs (gas, maintenance, insurance, etc.) 
that relate to the personal use of the company car, you will be subject to a 
taxable benefit.  The operating cost benefit for 2013 is calculated as $0.27 times 
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the number of personal kilometres driven in the year.  The rate for 2014 is 
expected to be announced in late December of 2013. 

If you use the company car at least 50% for business use, you can notify your 
employer to compute the operating cost benefit as one-half of the standby 
charge, reduced by amounts repaid. 

Any amounts repaid to your employer in the year or within 45 days after the 
end of the year will reduce the amount of the taxable benefit.   

Personal parking costs paid by your employer result in a separate taxable 
benefit. 

2.4.3 Per-Kilometre Allowance 

Your employer can pay you a reasonable tax free per kilometre allowance when 
you are required to use your automobile for employment purposes.  However, a 
car allowance calculated without reference to business distance traveled, such 
as a flat monthly allowance, is not considered reasonable and will be included 
in your income.   

The 2013 tax free car allowance for all provinces is $0.54 for the first 5,000 
kilometres and $0.48 per kilometre thereafter.  The 2013 tax free car allowance 
for Yukon, the Northwest Territories and Nunavut is $0.58 for the first 5,000 
kilometers and $0.52 per kilometre thereafter.  The rates for 2014 are expected 
to be announced in January, 2014. 

You may be able to deduct certain automobile expenses if you do not receive a 
tax free per kilometre allowance or you are required to include your car 
allowance in your income because it is not considered reasonable. 

2.4.4 GST/HST and QST Rebates 

For 2014 you may be entitled to a GST rebate of 5/105ths and/or a Harmonized 
Sales Tax (“HST”) rebate of 13/113ths of the reasonable employment expenses 
deducted for tax purposes.  The GST/HST rebate is not available for expenses for 
which you have received a tax-free allowance.  The GST/HST rebate is not 
available to employees of financial institutions or to GST/HST non-registrants. 

A QST rebate is available to employees at the rate of 9.975/109.975ths in 2014. 
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Tip 

Consider whether it is more advantageous for you or your employer to own or 
lease an automobile that you will use for at least some personal use. 

Tip  

If you are required to use your automobile for business or employment 
purposes and your employer does not provide you with a tax-free reasonable 
per-kilometre allowance or reimbursement of expenses, you may be able to 
deduct reasonable automobile expenses if you: 

a) keep a detailed record of business kilometres, dates, places and people 
visited; 

b) keep a detailed record of expenses and retain receipts; and 
c) obtain a signed Form T2200, “Declaration of Employment Conditions”, 

from your employer. 

Tip  

It may be advantageous to compute the operating cost benefit as 50% of the 
standby charge if the automobile is used at least 50% for business, particularly 
if the reduced standby charge applies, provided that you: 

a) notify your employer in writing by December 31st; and 
b) keep detailed records of your personal and business kilometres. 

Tip  

Consider buying an older car from your employer at current FMV to eliminate 
the standby charge benefit that is calculated on the original cost of the car to 
your employer. 

Tip  

Maintain required automobile travel records to identify the personal and 
business kilometres in order to claim the reduced standby charge. 

2.5 TAXABLE BENEFITS 

Employees are taxable on certain benefits received by virtue of or in respect of 
their employment.  

The following is a list of the more common taxable employee benefits: 
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a) board and lodging and rent-free or low rent housing (except at special 
work sites); 

b) life insurance premiums; 
c) provincial healthcare premiums; 
d) employer-paid tuition for personal interest courses taken primarily for 

the personal benefit of the employee; 
e) travel costs for family members, unless required to accompany 

employee and primarily involved in the business activities on trip; 
f) income tax preparation fees and financial consulting fees; and 
g) the personal use of frequent flyer points, where points were earned on 

employer-paid business travel (in certain circumstances). 

The value of any taxable benefits is included in employment income and, may 
be subject to source withholdings for Canada Pension Plan (“CPP”), and Quebec 
Pension Plan (“QPP”) contributions and Employment Insurance premiums (“EI”). 

Tip 

In order to reduce income taxes, employees should seek to minimize the value 
of and the incidence of taxable benefits. 

2.6 NON-TAXABLE BENEFITS 

The following benefits are generally not taxable to an employee: 

a) private healthcare premiums (except in Quebec); 
b) group sickness or accident insurance premiums; 
c) supplementary unemployment benefit plan premiums; 
d) employee discounts; 
e) subsidized meals, where the employee pays a reasonable amount for the 

meals; 
f) athletic or social club memberships, where benefit is primarily for the 

employer; 
g) tuition, if the course is required by employer and is related to the 

employment functions performed; 
h) counselling services relating to mental or physical health; 
i) counselling services relating to re-employment or retirement; 
j) transportation passes for rail, bus or airline employees, in certain 

situations; and 
k) reimbursements for various reasonable job-related travel, entertainment 

and moving expenses. 
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2.7 EMPLOYER AWARDS AND GIFTS 

CRA's administrative policy does not limit the number of tax free non-cash gifts 
and awards you may give your employee in a year.  However, there is a $500 
annual limit for such gifts and awards. Any value above the $500 exemption 
results in a taxable benefit to the employee.  The full value of the gifts and 
awards is deductible to the employer.  

CRA distinguishes gifts and awards by indicating that gifts are given for personal 
reasons such as a birthday, wedding or the birth of a child.  Awards are given for 
an employment-related accomplishment such as long outstanding service, 
employees’ suggestions, or meeting or exceeding safety standards.  An award 
cannot be performance-related.  As well, certain kinds of gifts and awards are 
not eligible, such as cash or cash equivalents (i.e. gift cards). 

As well as the gifts and awards as stated above, once every five years you can 
give your employee a non-cash long service or anniversary award valued at 
$500 or less, tax free.  The award must be for a minimum of five years’ service, 
and it has to be at least five years since you gave the employee the last long 
service or anniversary award.  Any amount over $500 is a taxable benefit. 

These awards do not affect the $500 exemption for the year you give them.  For 
example, you can give an employee a non-cash long-service award worth $500 
in the same year you give other non-cash gifts and awards worth $500.  In this 
case, there is no taxable benefit.  

Tip 
If you are negotiating or renegotiating your compensation package, consider 
employee benefits that are not subject to tax. 
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CHAPTER 3.  
 SELF-EMPLOYED 

3.1 WHY YOUR STATUS IS IMPORTANT 

There are several important differences between self-employed individuals and 
employees. To enjoy all the benefits and avoid any consequences related to 
incorrect or incomplete filing (including interest and penalties on additional 
taxes), you should be aware of the differences between being self-employed and 
an employee. 

The most significant benefit of being self-employed is the availability of 
additional deductions from income as compared to the very restrictive 
deductions available to employees.  

Self-employed individuals must contribute both their own and the employer’s 
portion of the CPP.  Self-employed individuals are not required to make EI 
payments, as they are not eligible to collect EI benefits.  However, self-
employed individuals may apply to pay EI on a voluntary basis, in order to 
collect EI benefits. Self-employed people may also be required to pay income 
tax instalments.  

As a self-employed individual, you may want to, or be required to, register for 
GST/HST if you meet the eligibility criteria. 

3.2 ARE YOU A SELF-EMPLOYED INDIVIDUAL? 

Several factors are considered in determining whether you are self-employed or 
an employee of the organization for which you provide services. The first 
considers the nature of the relationship between the individual performing the 
work and the person for whom the work is performed. The following indicate an 
employer-employee relationship (Note: not all factors need be present for this 
type of relationship to exist): 

a) A person (including a company) directs the work you do and the manner 
in which you complete it; 

b) The tools used to perform the work are not owned by you; 
c) You are economically dependent on the organization; in the sense that, 

to be successful, you rely on what the organization can offer you; 
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d) You receive employee benefits from the organization, such as a health 
plan or dental plan; 

e) You are required to work at prescribed times, or for prescribed amounts  
of time, without reference to a specific result; and 

f) You do not share any risk of loss. 

Alternatively, the following may indicate self-employed status: 

a) It is your decision how a job is to be completed; 
b) You own the tools used in your work; 
c) You share in the profits of the job and your income can be affected by 

the profitability of the job; 
d) You bear a portion of the risk of loss of the business; 
e) You agree to complete specific tasks, rather than to work a specific 

amount of time; and 
f) You provide services to more than one organization. 

Tip 
The above list is not exhaustive and the determination of whether a person is 
performing services as a person in business on his or her own account is made 
on the basis of the particular facts and circumstances.  An incorrect 
determination may have significant tax consequences, including the denial of 
deductions, therefore; you should seek professional advice from your HLB 
advisor. 

3.3 PROPRIETORSHIP, PARTNERSHIP OR INCORPORATED BUSINESS 

The three most common forms of business are individual proprietorships, 
partnerships, and incorporated businesses. Each of these alternatives has 
inherent benefits and drawbacks. As a self-employed individual, it is usually 
your choice as to whether an unincorporated proprietorship or incorporated 
business best suits your needs. The exceptions are cases where certain types of 
professions are not allowed to incorporate because of provincial legislation or 
professional body prohibitions. 

3.3.1 Proprietorship 

The simplest form of doing business is as an unincorporated proprietorship. You 
are your business.  The unincorporated proprietorship does not result in any 
additional income tax filings. All income earned by the business during the year 
is included on your personal income tax return for the year. The amount of 
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money you withdraw from the business has no bearing on the income taxed in 
the year. 

In addition, you are personally liable for any negligence arising from the 
business operations. Your liability is not restricted to your investment in the 
business; all assets owned by you, as the proprietor, are at risk. 

Tip 

Where possible, consider having non-business assets owned by the proprietor’s 
spouse (if the spouse is not also an owner) to protect against seizure of family 
assets to pay business debts. Legal advice should be sought in this area. 

3.3.2 Partnership 

Another form of business is a partnership. For the purpose of computing 
income, a partnership is treated as a separate person whose taxation year is the 
fiscal period of the partnership. The income is calculated at the partnership level 
and then allocated to the partners based on the agreement reached by the 
partners and documented in the partnership agreement. The income allocated to 
the partners retains its characteristics as to source and nature. For example, if the 
partnership receives a dividend that is allocated to the partners, the dividend is 
subject to the gross up mechanism discussed in Chapter 1, and will also result in 
the partners’ entitlement to a dividend tax credit. 

All of the income of the partnership must be allocated to the partners each year. 
Consequently, tax is paid on the entire amount each year at the personal level. 
The partners are not taxed on the amount that they withdraw from the 
partnership; they are taxed on the amount allocated to them. 

Effective January 1, 2011, a partnership that carries on a business in Canada, or 
a Canadian partnership with Canadian or foreign operations or investments, has 
to file Form T5013 for each fiscal period of the Partnership if: 

1. at the end of the fiscal period the partnership has an absolute value of 
revenues plus expenses of more than $2 million, or has more than $5 
million in assets; or 

2. at any time during the fiscal period the partnership is a tiered Partnership 
(has another Partnership as a partner or is itself a partner in another 
partnership); or has a corporation or a trust as a partner; 
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3. the partnership invested in flow-through shares of a principal-business 
corporation that incurred Canadian resource expenses and renounced 
those expenses to the partnership; or 

4. the Minister of National Revenue requests one in writing. 

Where the required information return is filed, CRA has the authority to reassess 
the income of a partner for a time period that is three years from the later of the 
due date of the information return and the date it is filed.  Where the 
information return is not filed, CRA may reassess income tax of a partner with 
respect to the reported partnership income for any of the partners for an 
indefinite period of time. 

Tip  

If you are a member of a partnership, you should ensure that the partnership 
files the required annual partnership information returns with CRA before the 
due date to prevent CRA’s unlimited discretion to reassess any partner’s 
income from a partnership. 

Tip  

A partnership may elect to have a non-calendar year-end. The implications of 
such a decision are discussed in Sections 3.11 and 4.3. 

3.3.3 Incorporated Business - Corporations 

A corporation is a separate legal entity. As such, it is considered separate and 
distinct from its owners. Consequently, the owners of the shares of the company 
are only liable up to their investment in the company. Unless a shareholder or 
director acts negligently, only corporate assets are at risk. 

The corporate form of business results in additional costs that do not exist for the 
individual proprietor. Incorporation of a business usually requires the payment 
of a nominal fee to the jurisdiction in which it is incorporated. Assistance from a 
lawyer may be required to draw up articles of incorporation. The corporation 
must file an income tax return separate from those filed by the business owners.  

The corporation is taxed on the income of the business.  For a CCPC with 
income from an active business of less than $500,000 ($425,000 in Manitoba, 
and $350,000 in Nova Scotia), the tax rates at January 1, 2014 range from 11% 
to 19.0%; depending on the province/territory in which the income was earned.   
For income from an active business over the above thresholds, the tax rate will 
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range from 25.0% to 31.0%; depending on the province/territory in which the 
income was earned.  A tax deferral results on CCPC income that is taxed at the 
low corporate rate and remains in the company.  When this income is paid to 
employees as salary, or is distributed to the owners as dividends, they pay tax 
personally on the amounts received.   

3.4 PROFESSIONALS 

3.4.1 What is a Professional Business for Tax Purposes? 

From an income tax perspective, a professional business includes the 
professional practice of an accountant, dentist, lawyer, medical doctor, 
veterinarian, or chiropractor. The definition is specific so that certain 
“professionals”, for example architects and engineers, are not caught by the 
definition. 

The reference to a professional practice applies equally to one carried on by a 
corporation, a proprietor or a partner. 

3.4.2 Computation of Income  

A professional is required to compute taxable income on the accrual basis of 
income recognition just the same as any other self-employed individual, except 
that the professional may elect to exclude work-in-progress from the income 
calculation. Under this scenario, the professional computes income in the 
regular manner, adds the opening work-in-progress number and subtracts the 
closing work-in-progress number. Other individuals are not entitled to exclude 
work-in-progress from their income calculation. 

Where a professional’s work-in-progress is included in the income calculation, 
he/she should ensure that the amount is computed by reference to the lower of 
cost or market. It is not uncommon for work-in-progress to be carried on the 
accounts at standard billing rates, which may greatly exceed cost.  

The professional makes the election by attaching a note to his/her tax return 
indicating that the election has been made to exclude work-in-progress from the 
income calculation. Once the election is made, the same method of calculation 
must be followed in subsequent years unless CRA gives permission to change. 
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Tip 

If you carry on a professional practice that is eligible to make the election to 
exclude work-in-progress from your income calculation, you should ensure 
that the election is made in your tax return. Where the business is carried on 
in partnership form, a designated partner should attach the election letter to 
the partnership information return. 

Tip  

A professional who intends to “incorporate” his/her practice should consider 
the value and impact of the untaxed work-in-progress income before the 
business is transferred. It is possible to transfer the work-in-progress on a tax 
deferred basis but the method of transfer and the consideration received must 
be carefully selected. 

A professional may carry on his/her practice in association with other 
professionals. Where one or more of the professionals is incorporated, it will be 
important for the parties to review their style of operating to ensure they are not 
carrying on business in partnership. Where separate practices are being carried 
on independently with a cost sharing arrangement for the office overhead, the 
separate corporations should each be entitled to their own low corporate 
income tax rate of approximately 15.5% in Ontario on their annual profits of up 
to $500,000 for the 2014 calendar year.  

Where the practice is, in fact, being carried on as a partnership, the partner 
company will be entitled to its share of the low tax rate on  $500,000 to the 
extent of his/her percentage interest in the overall partnership profits for the 
year. For example, if a corporate partner’s share of the partnership’s income 
represents 30% of the total, the partner company will be entitled to pay the low 
rate of corporate tax of approximately 15.5% (in Ontario) on a maximum of  
$150,000 of allocated profits for the year. The amount subject to the low rate of 
tax is strictly tied to the partner’s percentage of total profits without regard to 
any partner’s status as an incorporated company or unincorporated individual. 

Tip  

If an incorporated professional carries on the practice in a cost sharing 
arrangement with others, the partner should ensure that the legal documents 
and the method of carrying on business clearly convey that result and do not 
indicate that the practice is being carried on in partnership. 
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3.5 LIMITATION ON LOSSES 

In general, the losses incurred in the carrying on of a business are deductible 
against income from other sources. There are limitations however, that exist to 
prevent the sheltering of income by claiming losses incurred while pursuing a 
hobby. Where the business cannot show a reasonable expectation of profit, 
determined through examination of the facts, the loss will not be available to 
offset income from other sources.  

Important changes have been made with respect to how the Courts determine 
whether a reasonable expectation of profit exists. If the Courts are satisfied that 
there is no personal or hobby element present, the taxpayer’s business will be 
considered to be purely commercial and in pursuit of profit. As such, losses 
incurred will be fully deductible.  Where there is some personal or hobby 
element, the business must be carried on in a “sufficiently commercial nature” 
for the losses to be deductible.   

To determine the commercial nature of a business, the taxpayer must be able to 
demonstrate that he/she carried on operations in a business-like manner. The 
determination of a business-like manner includes considering the profit and loss 
experience in past years, the taxpayer’s training and the taxpayer’s intended 
course of action. These are only a few of the relevant factors that may be 
considered. The facts of each particular situation must be considered to 
determine which factors will be more heavily weighted for a given taxpayer.  

Legislative changes were introduced, and are still pending, which would require 
a business to demonstrate an expectation of profit, both in the current year and 
on a cumulative basis.   

Tip 

The reasonable expectation of profit of an enterprise is often challenged by 
CRA.  To avoid the denial of the losses of the business, a formal business plan 
should be drawn up that indicates that the business is expected to earn a profit 
in some year in the near future. 

3.6 SALARY VS. DIVIDENDS 

If you conduct your business in the incorporated form, you have several options 
on how to remunerate yourself for your efforts in the business. The two main 
options are salary or dividends. Salaries are deductible by the corporation and 
are subject to personal tax. Dividends are not deductible by the corporation, as 
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they are paid out of after-tax corporate profits. The dividends are then subject to 
personal tax, which is reduced by the dividend tax credit.  

Remuneration through salary generates “earned income” thereby allowing the 
shareholder to contribute to a RRSP.  As well, payment of salary results in 
contributions to the Canada Pension Plan thereby increasing the individual’s 
entitlement, while dividends do not. 

Often a salary is used to maintain corporate income at or below the small 
business limit ($500,000 in 2014) to benefit from the small business tax rate.  
Historically, when the corporation was earning income below $500,000, the 
total tax paid between the corporation and the individual would have been 
approximately equal whether the remuneration was through salary or dividends.  
To the extent taxable corporate income exceeded $500,000, it was more 
expensive to remove corporate funds as dividends rather than salary.   

With the introduction of the new dividend tax credit regime and the recent tax 
changes made for ineligible dividends paid after 2013, a shareholder/manager 
will have to re-evaluate whether to receive salary or dividends. Depending on 
the province, there may no longer be any compelling reason to remunerate the 
shareholder in the form of salary. Where the corporation’s pre-bonus taxable 
income is less than $500,000, there will be an advantage to leaving the funds in 
the corporation.  At this level, the corporation could consider not paying any 
salary, as there is also savings from the elimination of Canada Pension Plan 
contributions.   

The optimal mix of salary and dividends is dependent on a number of factors 
including tax brackets, age, province of residence and corporate tax rates.  You 
should seek professional advice from your HLB advisor annually in this area. 

3.7 INCOME SPLITTING 

Being in business as a self-employed individual offers certain income-splitting 
opportunities if the income you receive from your business is high enough to 
expose you to higher tax rates than your spouse or children.  The practice of 
income splitting reallocates some of the income of the higher income individual 
to individuals with lower income, thereby reducing the tax rate applied to the 
income. 

You can pay a salary to a spouse or child if the salary is reasonable in the 
circumstances for the work performed. For example, if your spouse prepares the 
invoices for your business, your spouse can receive a salary that would be 
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reasonable for someone performing this task. If your child cleans up your office 
for you, he/she can receive a reasonable salary.  To receive a tax deduction for 
any salary paid to a family member, you should write regular cheques and 
withhold taxes as you would for any employee.  Naturally, you must file T4 
slips for your business. 

Tip 

Write and issue cheques for salary or wages and employee source deductions 
before your year-end.  It is prudent to write cheques to each family member 
for their exact wages, net of any applicable source deductions.   

CPP premiums must be withheld on wages in excess of the $3,500 basic 
annual exemption if the worker is at least 18 years old.  Also CPP must be 
withheld for individuals over the age of 60 even if they are collecting CPP. 

EI premiums must generally be withheld from any wages paid no matter the 
age of the worker.  See tip in 4.11 for EI premiums paid for family members. 

Tip 

The courts have held that it is sometimes acceptable to pay slightly higher than 
market rates to family members.  Situations where this was successful included 
where a child was being groomed to take over the family business, where the 
family member worked in conditions and at times that regular employees 
would not, or when the family member was required to be at work with 
minimal warning.  As well, employment of family members frequently ignores 
labour laws such as minimum hours of work, holiday pay and vacation pay, all 
of which can also be used to support a premium for the hours actually 
worked. Ensure that you document the reasons for any such premium wage 
rates. 

Tip 

Since it is your responsibility to justify wage levels if CRA questions them, pay 
the amounts by cheque, keep track of hours worked and jobs done. This will 
help prove the validity of the amounts paid to family members.   

CRA has been known to disallow otherwise valid salaries, solely because it 
could not be proven that they had actually been paid.  In a Tax Court case, 
deductions for wages, which appeared reasonable in amount, were denied 
because payments for the exact wage amounts (net of source deductions, 
presumably) were not made to the wage recipients.   
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The Court rejected arguments that payments were made to the employed 
family members indirectly, by paying expenses on their behalf, or that 
payments which did not tie in to the amounts deducted as wages constituted 
partial payment of those wages.   

3.8 WITHHOLDING TAXES 

Whether you are considered an employee or a self-employed individual 
determines who is responsible for withholding and remitting income tax, CPP 
contributions and EI premiums. If you are an employee, it is your employer’s 
responsibility to withhold and remit these amounts.  

If you are considered a self-employed individual, it is your responsibility to 
remit income tax and both the employer and employee portions of CPP 
contributions. A deduction is permitted for one-half of the CPP contributions 
paid by a self-employed individual. You will likely be required to pay quarterly 
income tax instalments if you are an individual proprietor. You are not liable to 
pay EI as a self-employed individual, unless you have opted into the program. 

If you are a sole-proprietor, have more than 40% of voting control in a 
corporation, or are a member of a partnership you are not liable to pay EI as you 
are not eligible to receive EI benefits for those specific ventures. However you 
may opt into the EI program which would allow you to collect maternity, 
parental, sickness or compassionate care benefits. 

Tip 

Please consult with your HLB advisor if you are considering opting into the EI 
program, to ensure you are optimizing your EI benefits. 

3.9 DEDUCTIBLE EXPENSES 

As a self-employed individual, you are entitled to deduct many expenses that 
would not be allowed to an employee. 

If you are considered to be a self-employed individual you may deduct all 
reasonable expenses incurred for the purpose of gaining or producing income, 
with the exception of certain expenses that are specifically not deductible and 
capital outlays. Employees are restricted to a very limited set of deductions that 
are specifically listed in the Income Tax Act. 
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Self-employed individuals can deduct a portion of their home expenses as a 
home office, provided they principally perform their work or regularly meet 
clients in that portion of their home. The costs directly associated with the office 
are deductible, as are portions of the home expenses such as utilities, repairs, 
property taxes, insurance and mortgage interest.  

The portion allowable is generally based on the square footage of the office 
being used divided by the total square footage of the home. CRA’s position is 
that the portion of telephone expenses that are allowable is restricted to long 
distance phone calls made relating to the business, unless a second phone line 
is installed in the home strictly for business use.   

Tip 

The amount you can deduct for work-space-in-your home expenses is limited 
to the amount of income remaining after all other expenses have been 
deducted.  This means that you cannot use home office expenses to create or 
increase a loss.  You can only deduct workspace expenses from the income to 
which the expenses relate, and not from any other income.  Expenses related 
to the workspace include rent, insurance, property taxes, mortgage interest, 
heat and light.  If you cannot deduct all of your workspace expenses in the 
year, you can carry forward the excess indefinitely.  The excess can be used in 
a subsequent year as long as the work space continued to be used such that 
the conditions required for the original deduction continue to be met and 
there is available income in the year. 

As a general rule, you can deduct the proportion of your automobile expenses 
that represent the business use of your vehicle, normally calculated based on 
kilometres driven. 

If you own the vehicle, deductible expenses include gas, car washes, repairs, 
insurance, interest on financing, leasing costs and CCA. There are certain 
maximum limits with respect to these costs. For  2013, the maximum cost for 
which you can deduct CCA for an automobile is $30,000 plus GST and PST or 
HST. The maximum monthly lease payment deductible is $800 plus GST and 
PST or HST with interest at a maximum of $300.00 per month.  

Automobiles with a capital cost less than the maximum ($30,000) are added to 
Class 10 for CCA purposes. Class 10 assets are depreciable at a rate of 30% per 
year, on a declining balance basis.  When the capital cost of the automobile 
exceeds the $30,000 maximum, the vehicle is placed in its own separate class, 
Class 10.1 (Class 10.1 CCA is also calculated at a rate of 30%). Note that for a 
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Class 10.1 asset, the maximum capital cost added to the class is  limited to 
$30,000, plus GST and PST or HST, regardless of the amount actually paid for 
the automobile.  We expect these limits to remain the same for 2014. 

For vehicles included in Class 10.1, no recapture of CCA or terminal loss occurs 
when the vehicle is sold.  Capital losses on the sale of any depreciable asset, 
including Class 10.1, are denied; however, the sale of a Class 10.1 asset can 
give rise to a capital gain. In the year of disposition of a Class 10.1 vehicle, the 
taxpayer may deduct one-half of the CCA that would otherwise have been 
deductible if there had been no disposition.  

If you are acquiring an automobile for business purposes, these maximum limits 
should be considered when making your lease/buy decision. 

There are many other common expenses that are not deductible to an employee 
but that are deductible to a self-employed individual. Deductible expenses 
include but are not limited to advertising and promotion, 50% of meals and 
entertainment incurred for business purposes, the cost of attending a conference 
related to the business, office supplies, salaries to an assistant, rent of an office, 
and equipment rental and lease payments. 

Tip 

It is advisable to maintain separate business bank accounts and credit cards to 
keep track of company expenses. It is also recommended to keep receipts for 
all business related expenses.  

The cost of capital assets purchased in the year for use in the business is not 
deductible in the year in which they are purchased. A deduction is allowed 
(called Capital Cost Allowance, or “CCA”) in respect of the capital cost of 
depreciable property at a specific rate depending on the type of asset acquired.  
The CCA generally applies with respect to assets that wear out or expire with the 
passage of time. 

Tip 

If items such as home computer equipment or office furniture located at your 
home are used primarily in your business, CCA may be deducted on those 
assets. 
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Tip 

If you anticipate acquiring capital assets for the business in the near future, 
you should consider purchasing the assets before the end of the current fiscal 
year so that CCA may be claimed for the current fiscal year.  However, you 
should ensure that the asset is “available for use” in the business before the 
end of the fiscal year as there are rules that may restrict your ability to claim 
CCA. CCA may be deducted subject to the half year rule in the year of 
acquisition.  Under this rule, CCA for an asset, in the year of acquisition, is 
calculated at 50% of the CCA rate normally applicable to the relevant class.  

Tip 

You should consider not claiming optional deductions such as CCA in fiscal 
years that the business has a loss in order to preserve these deductions for 
future years, unless the losses can likely be recovered in the near future.     

3.10 GST AND HST 

If an individual is considered self-employed they are required to register and 
collect GST/HST unless they are considered a “small supplier”. You are 
considered a small supplier if your revenues do not exceed $30,000 in total 
during either (a) the four preceding calendar quarters or (b) the current calendar 
quarter.  Exceptions are made for certain businesses that are not in the GST/HST 
system and are not allowed to register (i.e. medical doctors, insurance brokers 
and dentists, among others). 

Even if you are considered a small supplier you can choose to register for 
GST/HST.  Registering for GST/HST requires you to collect GST/HST on your 
sales and allows you to claim Input Tax Credits (“ITCs”) on the GST/HST you 
paid on your purchases for the business.  

ITC claims are subtracted from the tax collected on goods and services. Where 
ITCs exceed tax payable, you are entitled to a refund. It is important to note that 
GST/HST paid on capital purchases is claimable when paid. This is the case 
even though the asset may last many years. 

Be aware that there are some restrictions on claiming ITCs with respect to 
certain purchases. For example, a full ITC can only be claimed by an individual 
registrant on the purchase of a passenger vehicle if the vehicle is used 90% or 
more in a commercial activity. Otherwise, the ITC claim can only be equal to 
5/105ths (or 13/113ths for HST registrants) of the CCA claimed for income tax 
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purposes in the taxation year. In addition; no ITC will be available on the 
portion of the cost of the vehicle that exceeds the $30,000 maximum.  

Self-employed individuals and small businesses may choose to use the “Quick 
Method” to calculate GST/HST.  The Quick Method can be used by any 
qualifying business with annual sales under $200,000 and eliminates the need 
to record GST/HST on sales separately or track ITCs.  

Under the Quick Method, the business remits a flat percentage of taxable 
supplies of goods and services (including GST/HST).  

Generally, the flat percentage rate depends on your type of business and is 
between 1.8% and 10.4% effective April 1, 2013.  The flat percentage 
applicable to your business should be discussed with your HLB advisor. 

Note that there are some persons who are not eligible to use the Quick Method 
including financial consultants, lawyers and charities, among others. 

Tip 

It may be beneficial to register for GST/HST even if you are a small supplier 
and not required to do so. This option should be discussed with your HLB 
advisor. 

Tip 

Annual GST/HST reporting allows you to defer filing your GST/HST return 
until the June 15th income tax deadline for self-employed individuals. 
However, this does not apply to any partnerships (parent/child, spouses, etc.) 
which must file by April 30th. 

Tip 

Ensure your GST/HST return is filed on time. Although late filing is not a major 
concern if a refund has been claimed, since any penalties are based on the 
GST/HST owing as of the filing deadline, a subsequent reassessment could 
result in penalties.  As well, CRA does not pay interest on GST/HST refunds 
until 21 days after you file your return. 

Tip 

Claim the GST/HST on unpaid bills for the period that they were incurred. 
Remember not to claim this ITC a second time when the bill is actually paid. 
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Tip 

Ensure you claim all of the GST/HST credits you have paid, including GST/HST 
on the business portion of house costs and the GST/HST included in your cash 
paid expenses. 

3.11 BUSINESS YEAR END 

All sole-proprietorships and partnerships must either use a calendar year for 
reporting income or calculate their income based on the alternative method.  

Often sole-proprietors/partnerships will want to defer tax as much as possible. 
Choosing an off-calendar year-end that is after the end of the calendar year 
results in less income in the first year of business. The taxpayer is not required to 
report the income from the months before the end of the calendar year on that 
year’s tax return, thereby resulting in a deferral of tax. 

If the first year of business will result in a loss and the taxpayer has other income 
that he/she would like to offset with this loss, it is more beneficial to choose a 
year-end on or before the calendar year end, thereby making these losses 
available in the year. 

A year-end may also be chosen based on the trends of the particular business 
and when it may be convenient to complete the year-end. For example, a retail 
storeowner may not wish to have their year-end near the Christmas season due 
to the demands on their time during this time of year. 

The “alternative method” effectively computes income from an unincorporated 
business with an off-calendar year-end on a calendar year basis through the use 
of an estimating procedure. The system applies to, for example, a January 31, 
2014 year-end as follows: 

a) Firstly, the taxpayer includes income from the unincorporated business 
for the fiscal period ended January 31, 2014; 

b) Secondly, under a), the taxpayer must add to the amount an estimate of 
business income for the period February 1, 2014 to December 31, 2014. 
The estimate is based on prorating 11/12 or 11 months of income in the 
fiscal period ended January 31, 2014; and 

c) Thirdly, the taxpayer can subtract from the sum of the amounts under a) 
and b) the estimation for the prior year, in this case 2013. The result is a 
12-month income amount reported in the 2014 income tax return.  
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If income is declining, the alternative method will overstate income in the 
current year since the alternative method is based upon the income from the 
previous fiscal period. Conversely, if income is increasing, the alternative 
method results in a deferral of income. 

The choice to use this alternative method can be revoked in any future period, 
in which case the calendar-year fiscal period must be used. Once this choice 
has been revoked you may not return to an off-calendar year-end. 
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CHAPTER 4.  
 OWNER-MANAGER 

4.1 INCORPORATION OF A COMPANY – LIMITED LIABILITY 

An individual may carry on business as an unincorporated proprietor 
(discussed in chapter 3) or as an owner of a legally incorporated company.  
In the latter scenario, the owner incorporates a company to carry on the 
business while he/she manages the day-to-day business activities. 

An incorporated company is treated as a person that is separate and distinct 
from its shareholders. The name of an incorporated company will include 
words such as “limited”, “incorporated” or “corporation” thereby placing 
creditors on notice that the settlement of their claims is restricted to the 
assets of the company and that the shareholders’ assets will not be available 
for this purpose.  That is, the shareholders' personal loss will usually be 
restricted to the amount invested in the company should the corporation 
suffer a financial reversal and default on its debts.  The shareholders may be 
personally responsible for the company’s debts where they provide personal 
guarantees to creditors of the company or where they incur a statutory 
liability through their actions or non-actions as officers or directors.  While 
this publication is primarily directed to the tax implications of incorporation, 
the limited liability protection is an important consideration. 

A shareholder must remember that an incorporated company is a separate 
and distinct person.  It is not uncommon for shareholders of closely held 
companies to believe that they are free to deal with corporate owned assets 
as if they were personally owned.  Shareholders must respect the fact that 
the corporation is a distinct person that can transfer assets to or from its 
shareholders so long as the transactions occur at FMV. If the shareholder 
fails to respect the separate ownership of corporate assets, CRA may assess a 
taxable benefit to the owner based on the FMV of assets used or removed 
from the company.  In addition, the company will be liable for income tax 
on the gain that would have been realized if it had sold the asset to the 
shareholder. 

A company may have to register with various government agencies for such 
matters as employee withholdings, GST/HST, Workplace Safety and 
Insurance Board of Ontario (“WSIB”), Employer Health Tax (“EHT”) and 
provincial sales tax. Generally, you should complete and submit the 
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registrations on or before the day the company commences business. As a 
result, in addition to a corporate tax return, a company’s annual income tax-
related filing requirements may include a GST/HST return, T4/T5 
information return,  WSIB return, EHT return and retail sales tax return. 

Tip 

Many planning objectives rely on appropriately drafted share rights and 
restrictions. Although share rights and restrictions for a company may be 
altered subsequent to incorporation, it is generally more efficient for you 
and your HLB advisor to review your objectives prior to incorporating a 
company so that the company’s share capital can initially be drafted 
accordingly. 

4.2 BUSINESS PLAN 

An owner-manager should carefully prepare a business plan and budget for 
a new business venture. From a management perspective, the business plan 
provides the owner-manager with important information on cash flow 
requirements for the start-up period of operations as well as the anticipated 
financial results of those business activities. The business plan should be 
compared to your actual results and updated as circumstances change. 

If start-up losses are anticipated, the owner should consider operating the 
business as an unincorporated proprietorship.  This way, the owner would 
deduct the annual operating losses from other sources of income thereby 
saving personal income tax. Start-up losses incurred by the corporation are 
trapped inside the company and do not reduce personal income.  Business 
losses incurred by a corporation may be applied against corporate profits for 
the previous three taxation years and the twenty subsequent taxation years 
for losses arising in 2006 and subsequent taxation years.  For losses incurred 
after March 22, 2004 and before 2006, the loss may be carried back to the 
previous three taxation years and the ten subsequent taxation years.  

You may incorporate your business at a later date on a tax-deferred basis 
when it becomes profitable. 

Tip 

A carefully drafted business plan will provide you and your financiers with 
a game plan against which your achievements can be measured.  It may 
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also be used to establish a bona fide business purpose and the deductibility 
of your start-up losses. 

Tip 

If you wish to incorporate your business, you will need to prepare an 
inventory of all business assets including intangibles such as goodwill. You 
may have to file election forms to transfer assets to the corporation in 
order to defer any capital gains, which may arise on the transfer. You may 
need to obtain an independent valuation report or appraisal to support the 
value of the business assets.  The values are relevant for such areas as 
income tax, property transfer tax, GST/HST and provincial sales tax.  You 
should consult with your HLB advisor in this regard. 

4.3 FISCAL YEAR END 

An owner-manager may select a fiscal year end for his/her new corporation 
without regard to the year-end adopted by the former business.  Once a 
fiscal year end has been adopted, the corporation may not change the year-
end date without the express written approval of CRA, which requires a 
“business reason” for the change.   

A further consideration for the selection of a corporate fiscal year end is the 
opportunity to defer the receipt of income from one calendar year to 
another.  Consider, for example, the scenario where a company selects a 
July 31 fiscal year end and owes the owner-manager an amount for 
remuneration in respect of the year.  So long as the unpaid remuneration 
represents a legal liability of the company as of the year-end date and is paid 
within 179 days of the year-end, the amount will be tax deductible to the 
company.  The owner-manager will pay income tax on the remuneration in 
the year received.  Corporate year-ends of July 5th  and later permit a 
corporation to accrue a management bonus in one year and the shareholder 
to receive the taxable salary in the next year. 

Where the company carries on a professional practice as a member of a 
partnership, it will be required to adopt a December 31 fiscal year end for 
income tax purposes. This also includes professional corporations that have 
a share in an investment partnership. 
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Tip 

Corporate partners may have a fiscal year end that is not coterminous with 
the partnership. They will not be allowed a deferral of income as a result 
of the timing difference (see notes in 3.11 for the calculation of the stub 
period income). You should contact your HLB advisor to determine the 
impact of having corporate partners with different year ends than the 
partnership. 

Tip 

You should select a fiscal year end by considering the tax as well as the 
non-tax issues.  In particular, the company should consider a fiscal year 
end that matches the low point in its annual business cycle. 

4.4 FINANCING THE COMPANY’S BUSINESS 

An owner-manager may be required to provide money to finance some or 
all of the company’s business operations from time to time.  The owner-
manager may provide the funds from personal assets or by borrowing. 

The owner-manager must carefully consider the legal form of his/her 
investment, which may be shares or debt of the company. The nature of the 
investment directly impacts the owner’s ability to extract his/her investment 
from the company on a taxable or tax-free basis. The owner’s investment in 
a small privately owned company is most often allocated to a shareholders' 
loan account with a nominal amount allocated to common shares. Under 
this scenario, the company can use its surplus cash from time to time to 
repay the owner’s loan on a tax-free basis.  The owner may achieve similar 
results by acquiring a special class of financing preferred shares that are 
redeemed or repurchased from time to time by the company. 

Where the owner makes a significant financial investment in common 
shares, he/she may find that the amounts returned to him/her represent 
taxable dividends rather than the tax-free return of capital unless specific 
(and complicated) corporate procedures have been adopted to reduce the 
company’s paid-up capital.  The matter is particularly problematic for a 
second shareholder that acquires treasury shares subsequent to the start-up 
period and pays for accumulated growth in goodwill, profits or other assets.  

You should consider the nature and allocation of your investment prior to 
investing funds so that your original investment may be returned without the 
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immediate payment of tax. You should consider the future income tax relief 
or possible lack thereof at the time of your initial investment.  Where your 
investment goes bad, you may be entitled to some tax relief if your loss 
qualifies as a capital loss or a Business Investment Loss (“BIL”). A capital loss 
is deductible only against capital gains.  The loss first reduces gains in the 
year of loss and any excess may be applied against capital gains of the three 
previous years or applied against future capital gains without a time 
restriction.  A BIL is a special type of capital loss that is deductible against 
other sources of income in addition to capital gains.  The deductible portion 
amount is subject to a formula that considers the owner-manager’s previous 
deductions for the lifetime CGE as well as the capital gains inclusion rate for 
the year of loss.  

To be eligible to deduct the loss, you must be able to prove to CRA that 
your bad investment was made to gain or produce income. It is easier to 
assert one’s entitlement to the loss where the investment is structured to 
produce income from the outset. To meet this test, the owner-manager 
should invest in loans that pay interest or common shares that offer the 
prospect of paying dividends. Where an individual borrows money to invest 
in an incorporated business, he/she should ensure that the investment is 
structured to provide a mark-up above the borrowing rate. For example, 
where you borrow at 8% to lend to your company, you should arrange for 
the company to pay you an interest rate of 8.5% or higher.   

Tip 

You should retain all legal and financial documentation relating to your 
investment in a safe place. CRA has a history of being unsympathetic to 
those individuals who are unable to demonstrate that the investment was 
made to earn a profit, or are unable to provide specific information such 
as cancelled cheques, loan agreements, share subscription forms, registers 
or certificates, certificates of incorporation or financial statements of the 
company to support the deduction claimed.  You may contact your HLB 
advisor to obtain a list of the type of information that CRA typically 
requests when verifying a claim for a loss. 

Tip 

You should discuss the possibility of formally securing your investment in 
the company by a registered charge against the assets of the company.  
The security arrangement may allow some or all of your investment to be 
recovered before amounts are paid to unsecured creditors. 



51 

Tip 

You should ensure that your investment in a business is structured to 
clearly demonstrate it was made to gain or produce income.  That is, your 
investment should be designed to yield a profit. 

4.5 INTEREST PAYABLE TO THE OWNER-MANAGER 

The incorporated business will be entitled to deduct interest paid or payable 
to the owner-manager with respect to a loan where the amount is reasonable 
and is payable pursuant to a legal obligation.  Generally, the obligation to 
pay interest is best evidenced by promissory notes or loan agreements. 

In the situation where the owner and/or his/her family control the company, 
the interest on any shareholder loans must be paid by the end of the second 
taxation year after the year in which the loan was incurred. For example, the 
interest owing for the year ended July 31, 2013 must be paid on or before 
July 31, 2014.   The owner-manager must ensure that the company pays all 
non-arm’s length interest expenses within the two-year time period or files 
the required election within the required time period.  If payment is not 
received, a form may be filed with CRA whereby the debtor and creditor 
agree that the unpaid amount is deemed to have been paid.  It is important 
to file the election or pay the interest before the due date; otherwise, the 
company will be unable to deduct the full amount of the interest when it is 
paid. Since most owners of interest bearing debt are deemed to receive 
interest income annually, the non-deduction of interest actually paid by the 
company does not reduce the tax liability of the recipient. 

You should also note that the two-year limit applies to other non-arm’s 
length expenses such as rent, administration fees, and management fees. 
Unpaid remuneration is subject to a shorter time limit (see Section 4.11). 

4.6 TAXATION OF CORPORATE PROFITS 

Corporations pay income tax on their annual profits.  The rate of corporate 
tax depends on a number of factors that include the nature of the 
corporation’s income, the residency of controlling shareholders and the 
province(s) in which the company carries on business.   

Active business income is taxed at a favourable rate and may include 
income that is incidental to the active business, including interest from the 
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temporary investment of surplus funds.  Canadian-controlled private 
corporations (“CCPCs”) that carry on an active business in Canada are liable 
for federal corporate income tax on their active business profits at a rate of 
11.0% on the first $500,000 for 2014. The $500,000 subject to the low rate 
of tax is shared among companies under common management or control or 
who carry-on business in partnership (note: there are several other instances 
in which the $500,000 may be shared).  

Several provinces have lowered the rate of tax on active business profits 
(between $350,000 and $500,000 in 2014) while some have enacted a claw 
back of the low rate where profits exceed a certain threshold. 

A CCPC is not necessarily one that is controlled by Canadians but is 
negatively defined as one that is not controlled by non-residents or public 
companies.  That is, Canadian residents should own no less than 50% of the 
issued shares that are entitled to vote at the annual general meetings.  
Control is not confined to the ownership of voting shares but also considers 
shareholders’ voting agreements and share option agreements. 

The low rate of tax is generally not available for income earned from 
investments or income earned from the activities of a Personal Services 
Business (discussed below). 

For 2014, owner-managers who carry on business through a corporation 
have the ability to defer the personal taxation of corporate income until the 
profits are distributed to the shareholders. A CCPC with active business 
income will be liable for income tax of approximately 13.5% in B.C. (15.5% 
in ON), leaving approximately 86.5% (ON 84.5%) of the profits for 
reinvestment. The corporation has a significant advantage over an individual 
who may be subject to a personal taxation rate of 40% to 50% on business 
income, leaving only 50% to 60% of the profits available for reinvestment.  
If you are carrying on a business in incorporated form, you have a greater 
opportunity to invest more after-tax profits in the business while maintaining 
greater flexibility over the timing of your income subject to personal income 
tax. 

The owner-manager pays personal income tax on dividends or other 
amounts received from the company as a distribution of profits. In the 
meantime, the opportunity to defer the taxation of personal income is a 
significant advantage. 
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4.7 OTHER TYPES OF CORPORATE INCOME 

A corporation that carries on a Specified Investment Business or a Personal 
Services Business will not be entitled to pay tax at the low small business 
rate on its annual business profits but will be subject to a much higher rate 
of corporate tax. 

A Specified Investment Business is one that earns property income including 
interest, dividends, rents, royalties, and capital gains. Specified Investment 
Businesses are subject to a corporate tax rate ranging from 44.7%-50.7% 
depending on the province. A Specified Investment Business may be eligible 
to pay corporate tax at the low small business rate where its income is 
derived from active business income of an associated company that carries 
on an active business or where it employs more than five full-time 
employees in its business. 

Where a CCPC carries on a Specified Investment Business, the company will 
be entitled to a partial recovery of its corporate tax paid on investment 
income when the income is distributed to the shareholders as a taxable 
dividend.  

A Personal Services Business is one in which the company earns income 
from services provided and the person performing the services for the 
company may be considered an incorporated employee. Where a company 
carries on a Personal Services Business, it will be subject to the highest rate 
of corporate tax and will have its deductible expenses severely limited.  

Many Personal Service Businesses arise from the belief that the individual 
can carry on an independent incorporated business where he/she was 
previously an employee of the same organization. Chapter 3 addresses the 
criteria used to differentiate an independent contractor from an incorporated 
employee. We have observed situations where the parties carefully followed 
the legal formalities at the outset of the arrangement but failed to follow 
those relationships over a longer period of time; this can result in CRA 
determining that you have a Personal Service Business, despite the fact that 
you initially structured your affairs to avoid this. 

We suggest that if you wish to establish a Personal Service Business, you 
should discuss the pros and cons with your HLB advisor. 
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Tip  

If you are a self-employed individual who wishes to incorporate your self-
employment income, you should discuss the matter with your HLB advisor. 
If you decide to proceed, you must enter into binding legal agreements 
that reflect your independent status, ensure that the actions of all parties 
are consistent with an independent relationship and be prepared to prove 
your position should CRA investigate and challenge the relationship.  

4.8 TAX INTEGRATION 

In theory, income earned by a CCPC from an active business carried on in 
Canada and distributed to its shareholders should bear no more of a tax 
burden than that payable if the shareholder earned the income as an 
employee. The theoretical world differs from the real world because actual 
federal and provincial rates vary from the theoretical model. 

The total corporate and personal taxes on income generated from an active 
business that is subject to the high rate of tax or investment income earned 
by a non-CCPC is usually higher than if the income was taxed directly at the 
personal level; however the value of the deferral may exceed the additional 
cost. Other factors (as noted in Section 3.6) such as CPP payments or an 
individual’s desire to save for retirement by contributing to an RRSP should 
be considered. Each situation must be examined on its own merits to 
determine the best mix of income to a shareholder. 

Tip  

The owner-manager’s annual income from the incorporated business 
should be carefully reviewed to ensure that the overall income tax burden 
is minimized.  

4.9 SELLING THE BUSINESS 

An absolute income tax savings may be achieved when an owner-manager 
sells an incorporated company.   The savings will arise to the extent that 
owner-manager has access to the $800,000 Capital Gains Exemption 
(“CGE”) for shares of a small business corporation. Refer to paragraph 1.7.  
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Tip  

You should consult with your HLB advisor before you agree to sell your 
business. There may be strategies available to ensure that you can access 
your CGE from the sale of your shares or to otherwise minimize your tax 
burden. 

Tip 

Capital gains realized from the sale of shares of a small business 
corporation can be deferred for tax purposes to the extent the proceeds 
from the sale of the shares are reinvested in another qualifying small 
business corporation and/or to the extent payment is not fully received at 
the sale date. You should consult with your HLB advisor to determine if 
the capital gains deferral can be obtained. 

Tip 

Payments on account of non-competition agreements in the course of 
selling a business may be given capital gains treatment.  Amounts received 
for non-competition where there is no sale of a business will be treated as 
ordinary income.  You should consult with your HLB advisor when 
contemplating entering into a non-competition agreement. 

4.10 INCOME SPLITTING – SHARE OWNERSHIP 

An owner-manager can achieve income and wealth splitting by permitting 
family members to invest as shareholders of the company and/or by 
employing family members in the business. While it is easier to introduce 
family members as shareholders of the company at the commencement of 
business, it is also possible to accomplish the same at a later date through an 
estate planning technique known as a freeze.   

In a simple freeze scenario, the owner-manager exchanges his/her existing 
common shares for fixed value preference shares of the new 
corporation/holding corporation. Thereafter, new common shares or 
preference shares of another class are issued to family members for a 
nominal amount. If the family members acquire the common shares they 
will receive the future capital growth of the company.   
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The value of the business must be determined as part of the freeze process. 
It is crucial that the owner-manager receives new preference shares with a 
value equal to the fair market value immediately before the exchange.  

By carrying out a freeze in the fashion described above, the owner-manager 
does not incur an immediate income tax bill and the family members 
acquire shares that allow for dividend payments and participation in the 
future growth.  U.S. citizens resident in Canada must also consider U.S. tax 
consequences as their financial affairs are often more complicated to 
arrange. 

The Income Tax Act contains numerous anti-avoidance provisions that are 
designed to prevent income splitting in specific instances.  Although a 
thorough discussion of the anti-avoidance provisions is beyond the scope of 
this book, it is important to address the provisions with your HLB advisor, 
especially with regard to a freeze transaction. 

Tip  

You should consult with your HLB advisor regarding the proper method of 
valuing your business and assets, receiving fair compensation for your 
investment with or without immediate income tax and for the proper 
method of family members financing the purchase of shares in the 
company. 

Tip  

You should consider the income splitting possibilities for family members 
as shareholders of the company.  Adult individuals with little or no other 
income may receive taxable dividends without having to pay any 
additional income tax.  Consult with your HLB advisor to determine how 
much dividend income you may receive tax-free.  

Tip  

You and your family should retain all original documentation relating to 
the freeze transaction to prove to CRA that the share purchase complied 
with the Income Tax Act. Otherwise, your income and wealth splitting 
plan may be challenged by CRA and result in an unexpected tax bill. 
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4.11 INCOME SPLITTING – REMUNERATION PAID 

The owner-managed incorporated business provides the individual and 
his/her family with a great amount of flexibility in distributing income. The 
owner-manager can determine the amount and form of annual remuneration 
received from the company (salary-dividend mix). The owner-manager’s 
flexibility includes the ability to defer or accelerate the receipt of personal 
income and the ability to create RRSP contribution room (see chapter 9) by 
opting to receive a salary from the company.  The owner-manager has the 
ability to employ family members in the company and pay fair 
compensation to them for services rendered.   

To evidence salary payments, the company should withhold the required 
tax, pension and EI amounts (if applicable) and issue a net cheque to the 
individual for deposit into his/her account. CRA may challenge either the 
validity of the salary or the timing of payment where the amount is not 
remitted to the individual but is merely credited to the shareholder’s 
account.  

Note also that salaries paid to family members must be “reasonable” in 
relation to services actually rendered to the company. CRA often challenges 
the tax deduction claimed for remuneration paid where it believes that the 
amount paid exceeds the amount that would have been paid in an arm's 
length situation. Where CRA disallows a deduction to the payer for some or 
all of the salary expense to a family member, it is under no obligation to 
reduce the income of the recipient. While CRA will generally accept the tax 
deduction for virtually any amount of salary paid to the key people, it is not 
so inclined to accept amounts paid to other family members or as fees to 
management companies.  

Tip  

Remuneration that is reasonable in amount and owing to an employee as 
of the end of the fiscal year is tax deductible so long as it is paid to the 
individual within 179 days of the company’ s year-end. The employer must 
withhold the appropriate amount of tax, pension and EI and ensure that 
CRA receives the withholdings within the required remittance period. 

Tip  

You should consider the employment conditions that apply to family 
members. Where the individual controls more than 40% of the voting 
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shares, he/she will not be eligible for EI coverage and will not have to pay 
the related premiums.  Where the person does not own more than 40% of 
the voting shares and is employed under conditions that would not be 
granted to arm’s length persons, the salaries may not be subject to EI 
premiums and the employee may not be eligible for benefits. It is possible 
to obtain a ruling in this matter from the CRA. 

Tip 

As an employee, you can apply to CRA to reduce the income tax deduction 
that is required to be withheld and remitted to CRA by your employer. You 
must have a valid reason for the application such as making RRSP 
contributions, making spousal support payments or anticipated losses.  Any 
reduction to the income tax withheld would increase your immediate cash 
flow that would otherwise not be received until after filing a tax return for 
the relevant year.          

4.12 USE OF A HOLDING COMPANY 

As noted above, the assets of a company are available for the payment of 
corporate debts. Where the company has earned a considerable amount of 
income, the owner-managers may consider using a holding company to own 
their shares of the operating company. The operating company could 
distribute accumulated profits to the holding company potentially removing 
the funds from the general claims of the company's creditors. 

Where the holding company or related persons hold more than 10% of the 
votes and value of the operating company, the dividends received by the 
holding company will generally be received free of income tax. If the 
operating company needs funds at a later date, it may borrow from the 
holding company and provide a charge on its assets to secure the loan. 

4.13 SCIENTIFIC RESEARCH AND EXPERIMENTAL DEVELOPMENT 

Generally, eligible Canadian Scientific Research and Experimental 
Development (“SR&ED”) expenditures of a current and capital nature 
(capital expenditures will no longer be eligible expenditures and sub-
contractor expenditures are restricted to 80% of the expense, after 
December 31, 2013) are aggregated in a pool each year and may be 
deducted in whole or in part.  Any amounts not deducted in the current year 
may be carried forward indefinitely. 
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Eligible current and capital expenditures for SR&ED may also qualify for a 
federal investment tax credit.  If the corporation is a CCPC, investment tax 
credits not used to reduce federal taxes payable may be refundable in cash.  
Provincial incentives may also be available for eligible SR&ED. 

All claims for SR&ED must be submitted to CRA on form T661.  This Form 
requires details of the nature of the expenditures incurred, the nature of the 
projects undertaken and a description of advancements made and 
uncertainties pursued.  Form T661 is generally filed with the corporate 
income tax return but is not due until 18 months after the end of the taxation 
year in which the claimed project activities were carried out. CRA does not 
accept late filed claims. 

Tip  

If you incur costs for an activity that involves pure research, applied 
research or experimental development, you may have incurred an 
expenditure that qualifies for the scientific research incentives.  Taxpayers 
often do not recognize that the activities carried on represent scientific 
research and therefore miss the tax incentives. You should consult with 
your HLB advisor to review and discuss the matter.   

Tip  

If you incur costs for eligible SR&ED, you should consult with your HLB 
advisor to determine whether provincial incentives are also available. 

Tip  

Many of the rates associated with the SR&ED program are being decreased 
for taxation years that end after December 31, 2013. Consult with your 
HLB advisor regarding the timing of your projects. 

4.14 MANUFACTURING AND PROCESSING 

Corporations that carry on manufacturing and processing activities in 
Canada may be eligible for a reduced rate of provincial corporate tax.  The 
lower corporate tax rate is based on a formula that considers the allocation 
of labour and capital between manufacturing and non-manufacturing 
activities.  You should consult with your HLB advisor to determine if your 
corporation qualifies for the lower tax rate. 
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CHAPTER 5.  
FARMING 
 

Farming is defined in the Income Tax Act as including tillage of the soil, 
livestock raising or exhibiting, maintaining of horses for racing, raising of 
poultry, fur farming, dairy farming, fruit growing and the keeping of bees but 
does not include employment in a farming business.  In addition to the 
expected results, farming has been interpreted to include: 

 wild game reserve/zoo; 
 raising, training and exercising a show jumper horse; 
 raising ostriches, emus, alpacas and llamas; 
 feedlot operations; 
 tree farming, including growing Christmas trees; 
 raising fish; 
 market gardening; 
 nurseries and greenhouses; and 
 a chick hatchery. 

Being categorized as a farmer has some major advantages as noted later in 
this chapter.  However, in the case of an operation that generates losses, it 
can sometimes result in reduced deductions. 

It should be noted that the comments in chapter 3, with respect to self-
employment, also apply to individual farmers. This chapter focuses on the 
special issues that farmers have to deal with and some of the planning 
available to them.   

The commentary in this chapter uses certain acronyms, which are identified 
in Appendix II at the back of this book. 

5.1 CASH BASIS OF REPORTING INCOME 

Farmers and fishermen are in the enviable position of having the opportunity 
to report their income on the accrual basis or on the cash basis. The cash 
basis allows you to be taxed only on income (money) received but permits 
you to deduct your expenses only when paid. As a result, unlike most 
businesses, you do not have to include accounts receivable in income until 
you receive the money.  
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On the other hand, expenses are deductible only when paid. For example, 
the cost of major repair work done in December, but not paid until January, 
is not deductible until January.  As well, you can deduct the cost of growing 
crops or other inventory before they are sold. 

Tip 

Purchase of inventory prior to year-end generally allows a deduction in the 
year of purchase, even if not utilized until next year. Some examples are 
fall applied anhydrous fertilizer bought and paid for prior to year-end, 
cattle bought and paid for before year-end, fuel in tanks, chemicals, etc. It 
should be noted, however, that you cannot create or increase a farm loss 
by purchasing inventory. 

Tip 

Since deferred purchase tickets are not considered to be money, the 
tickets are not taxable until redeemed. Any deductions, however, are 
treated as having been paid immediately. Consider claiming these costs in 
the period the deferred grain ticket was issued rather than the period you 
receive the net amount. 

Tip 

The inability to create or increase a farm loss by deducting purchased 
inventory continues regardless of how long ago the inventory was 
purchased, so long as you own that specific purchased item.  In order to 
maximize tax-planning flexibility, it is important to track both the original 
cost and the year-end value of inventory purchased at any time in the past, 
separately from inventory grown or raised on the farm. 

Tip 

Because home grown and purchased inventory are treated differently, 
when making sales while in a loss situation, it may make sense to sell 
livestock that was purchased and retain home-grown animals.  This 
reduces the amount of your mandatory income inclusion. 

Tip 

Farmers may choose to include some or all of the value of their inventory 
in income each year.  Any amount included in one year may be deducted 
the following year.  This can provide a significant opportunity for 
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smoothing your income over the years, enabling a greater portion of your 
inventory to be taxed at the low personal rates. 

Tip 

Prepayment of the next year’s costs is generally deductible if paid before 
your year-end. Consider prepaying items such as next year's land or 
equipment rental, insurance premiums and technology agreement costs in 
order to reduce this year’s income. 

Tip 

Where feasible, consider having your equipment tuned up or repaired in 
the fall, instead of the following spring. This will often reduce this year’s 
income taxes. 

You should note that deposits paid are not deductible until the service is 
provided (e.g. utility deposit, security deposit on equipment lease). As well, 
the last month's rent on an equipment lease is not deductible if it is for a 
period that is beyond the end of the next taxation year. 

As with all businesses, capital asset purchases cannot be deducted as an 
expense when acquired or when paid for. Instead, the cost can be 
depreciated over a number of years, based on specific rules in the Income 
Tax Act, (see Section 3.9) 

5.2 SALARIES TO FAMILY MEMBERS 

The payment of wages to family members can result in reduced tax liabilities 
for the family unit.  Income that would otherwise have been taxed at a 
higher marginal tax rate may now be taxed at a lower tax rate, or not taxed 
at all if the recipient's income is low enough. Of course, the wages must be 
reasonable based on the work done by the individual for the farming 
operations (see Section 3.7). 

Tip 

Since farms by their nature usually require help from all members of the 
family, to a greater or lesser extent, it is usually possible to justify some 
wages to almost all members of the family. Even relatively young children 
often do work that is of benefit to the farm, for which they can be paid a 
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reasonable wage.  Consider paying wages to all family members for all 
work they perform in the farming operations. 

Since farmers generally report income on a cash basis, it is important that 
wages be paid prior to year-end. Generally, the appropriate source 
deductions must then be made and remitted to the Receiver General by 
the 15th of the following month. T4s must be prepared and filed by 
February 28th of the following year.   

5.3 GOODS AND SERVICES TAX/HARMONIZED SALES TAX 

As mentioned in the chapter on self-employment, you must register for the 
Goods and Services Tax or the Harmonized Sales Tax if your annual 
revenues exceed $30,000. Since most sales by farmers are zero-rated for 
GST/HST purposes, even if your revenue is under $30,000, you should 
consider registering for the GST/HST so you can recover GST/HST incurred 
on your costs. 

Most farmers have the choice of filing monthly, quarterly or annually. 

Tip 

Consider monthly or quarterly GST/HST filings in order to accelerate 
refunds if the additional paperwork is worth it, your accounting is kept up 
to date and you can prepare your GST/HST returns yourself. If you have to 
pay someone to have your GST/HST returns completed, the costs of filing 
more frequently will usually exceed the benefits of quicker refunds. 

If you fail to charge GST/HST on a taxable sale, you are still required to 
remit the GST/HST to CRA.  Consequently, forgetting to charge and collect 
GST/HST on items to which it applies results in between 4.8 and 13 cents of 
every dollar received going to the government.  You should therefore always 
consider the GST/HST rules when you are making a sale.  In many cases the 
buyer does not mind paying the GST/HST, as he/she will be able to claim it 
back on their own GST/HST return.  If you are not sure whether GST/HST 
should be charged, contact your HLB advisor. 

Tip 

When filing your GST/HST return, do not forget to include GST/HST 
collected on items such as: 

a) Sales of vehicles and some smaller equipment; 
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b) Animals raised as pets rather than food (e.g. a puppy farm; 
horses); 

c) Land or equipment rent; and 
d) Custom work done for others. 

GST/HST returns are not prepared and filed on a cash basis. You must 
accrue GST/HST charges when you bill the customer (if the sale is not 
GST/HST exempt) and you can claim GST/HST credits when the bill is 
received, even if it is not paid for some time. 

Tip 

Automobiles and trucks used partially on the farm and partially for 
personal use can create some complex GST/HST issues. Contact your HLB 
advisor to discuss these rules and the additional documentation that may 
be required so that your GST/HST refunds are not delayed, or reduced. 

5.4 FARMING VERSUS CROP-SHARING 

Rental income is taxable on an accrual basis. If you are not farming but are 
renting out your land, the income is reportable as earned, even if not yet 
received. 

Pure crop-sharing, where the landowner receives a percentage of the crop 
but is otherwise not involved in raising the crop, is considered rental income 
not farming income. 

5.5 SALE OF FARMING ASSETS 

The sale of farmland and buildings may qualify for the CGE.  Section 1.7.3 
has a brief summary of these rules; however the actual legislation is very 
complex. 

Tip 

If you are considering selling farmland or buildings, contact your HLB 
advisor well before you make your final decision. Given enough time, it is 
sometimes possible to convert a property that would otherwise not qualify 
for the CGE, into one that does. 

Payments received for seismic access, oil well drilling, utility access, partial 
expropriation, etc. must generally be reported in the year received. One-
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time payments are generally capital gains and may qualify for the CGE. 
Recurring payments, or the recurring portion of the first year's lump sum 
payment, are generally taxable income. 

Tip 

The receipt of seismic and other payments and the sale of incidental parts 
of your farm (e.g. standing timber, topsoil, rocks, gravel etc.) may, in the 
right circumstances, be considered to be a capital gain, eligible for the 
CGE. Before contracting for the sale of such items, contact your HLB 
advisor to discuss planning opportunities to increase your chances of 
receiving tax-free funds. 

If the sale of your farm property includes your principal residence, you can 
allocate your costs and proceeds between the residential and farming 
components, calculate the actual gain on the residence, and claim your 
principal residence exemption based on that gain. Alternatively, you can 
calculate the gain on the whole farm parcel and deduct $1,000 for each year 
of ownership after 1971. 

Qualifying farm property may be transferred to your child, grandchild or 
great-grandchild on a tax-deferred basis, or on a partially taxable basis in 
certain circumstances. The requirements for such a transfer differ from the 
CGE rules. 

The ability to pass farm assets to children on a tax-deferred basis can allow 
inherent capital gains in your farmland to be transferred to other family 
members, enabling access to their CGE.  However, the transfer can 
effectively be undone if the farmland is sold within three years of the transfer 
to your children, so access to these substantial tax benefits requires planning 
well in advance. 

Tip 

Before you finalize any transfer arrangement, you should see your HLB 
advisor to discuss what you should be doing to maximize the income tax 
benefits available on the transfer of property within your family. The tax 
rules in this regard are complex and opportunities are often missed when a 
transfer is undertaken without consideration of all the possibilities.  
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5.6 DROUGHT DEFERRALS 

The Income Tax Act recognizes that, in drought areas, farmers may have to 
dispose of breeding animals due to lack of affordable forage. As a result, the 
Act allows a deferral of the income from certain such sales for as long as the 
area is a "prescribed drought region". 

The theory is that, when the area is no longer affected by a drought, the 
farmer will reacquire breeding animals. The farmer would then report the 
deferred income, but have this offset by the cost of the repurchased animals. 

In order to qualify, an area must be declared a prescribed drought region 
and you must reduce your breeding herd by at least 15%.  Prescribed 
drought regions had historically been announced in the spring of the 
following year, which was much too late to make any plans.  Thankfully, in 
the last few years they have been announced in the fall of each year, and in 
certain extreme cases they have been made known even earlier. 

Tip 

If you are in a prescribed drought region, consider deferring the income 
from the sale of your qualifying breeding animals. This can be done even if 
you do not intend to replace the animals. 

5.7 BUSINESS RISK MANAGEMENT SUITE – GROWING FORWARD 2 

The Business Risk Management Suite was introduced in 2007, consisting of 
five programs, AgriInvest, AgriStability, AgriRecovery, AgriInsurance and 
Advanced Payments Program (“APP”).  The suite was part of the Growing 
Forward initiative which expired on March 31, 2013.  The new program 
introduced on April 1, 2013 will focus on innovation, competitiveness and 
market development through the addition of three new programs.  Growing 
Forward 2 also includes the prior Business Risk Management programs but 
with some changes to the programs. 

AgriInnovation is designed to accelerate the pace of innovation by 
supporting research, development and knowledge transfer. 

AgriCompetitiveness will make directed investments to help the sector adapt 
to rapidly changing and emerging global and domestic opportunities and 
issues and market trends. 
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AgriMarketing is designed to support industry in gaining and maintaining 
access to markets both home and abroad. 

AgriInvest is a savings account for producers, supported by governments, 
which provides coverage for small income declines and allows for 
investments that help mitigate risks or improve market income.  The 
producer receives a matching government contribution up to 1% of their 
allowable net sales. 

AgriStability provides support when a producer experiences larger farm 
income losses.  Beginning in 2013, the program will provide assistance once 
a producer’s margin falls below 70% of their historical reference margin.  
AgriRecovery is a disaster relief framework which provides a coordinated 
process for federal, provincial and territorial governments to respond rapidly 
when disasters strike, filling gaps not covered by existing programs. 

AgriInsurance is an existing program which includes insurance against 
production losses for specified perils (weather, pests, disease) and is being 
expanded to include more commodities. 

APP provides financing for crop and livestock producers and provides 
flexibility for marketing of commodities. 

For further information, please contact your HLB advisor. 

5.8 OTHER GOVERNMENT ASSISTANCE PLANS 

There are numerous other governmental assistance plans, most of which are 
provincially based.  Some of the plans relate to: 

 Business development  
 Environment and climate change 
 Food safety and traceability  
 Canadian agricultural loans 
 Commodity loan programs 
 Feeder association loan guarantees and loans 
 Farm debt mediation services 
 Farm income assistance programs 
 Farm land property tax rebates or classifications 
 Wildlife damage compensation 
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 Livestock predation compensation 
 Risk management programs 
 Agri-Food Innovation 
Education, skills development and training 

Tip 

Contact your HLB advisor to see if there are assistance plans that might 
apply to your situation - the benefits can be quite substantial! 

Some of these programs are based on income determined under a modified 
accrual basis of accounting, not the cash basis.  As a result, farmers often 
qualify for benefits, even where their income tax returns appear to indicate a 
normal or good year.  A grain farmer who sold last year’s crop this January 
may have high income for tax purposes because the prior year was good 
while the current year’s disaster will only be reflected on next year's tax 
return.  Unfortunately, it will be too late to apply for these benefits when 
next year's income tax return is prepared!  Similarly, a farmer who sells off 
his/her accumulated inventory to fund unusually high expenses (for 
example, feed in a drought region) may show high taxable income due to 
these sales when, in fact, the farm may never recover from the disastrous 
year it experienced. 

Tip 

Be sure to discuss how the year really went when you talk to your HLB 
advisor.  There may be a program that can help you. 

5.9 FARM LOSSES 

The ability to deduct farming losses against income from other sources is 
contingent on the farming operations being carried on in a “sufficiently 
commercial manner”.  No portion of the farm loss is deductible if the farm is 
not being operated with a genuine attempt to earn a profit.  Losses generated 
by farms that are operated as a hobby, or for the pleasure of the owner, are 
not deductible. 

Whether a taxpayer operates his/her farm in a “sufficiently commercial 
manner” is an objective determination to be made from all of the facts as 
described in item 5.10 below. 
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Farm losses are scrutinized closely by CRA who believe that many people 
farm as a lifestyle decision and are not bona fide commercial operators 
whose principal motivation is earning income from farming.  CRA and the 
Courts have also indicated that non-traditional farming operations, such as 
raising racehorses, will be subject to more stringent reviews than more 
traditional farming operations. 

CRA and the courts frequently look at the unanticipated factors that resulted 
in losses and the steps the farmer takes to eliminate these problems and 
make the operation more profitable. The courts will often accept several 
years of losses where positive action is taken to eliminate the cause of the 
losses and turn the business around. Where the farmer simply accepts the 
losses and continues to spend money on the operations, with no changes to 
improve profitability, they often conclude the operation is personal rather 
than commercial and deny any deduction for losses incurred. 

Tip 

Document your efforts to realize a profit.  Evidence such as business plans 
and projections may help prove that you have a bona fide business, not a 
hobby.  Accumulate evidence that the farm is being operated in a 
businesslike manner. 

Tip 

Document the reasons for any losses and the actions you have taken to 
improve the farm operations. 

5.10 RESTRICTED FARM LOSSES 

If the farming is being carried on in a sufficiently commercial manner, the 
portion of the loss that can be applied against other income varies 
depending on whether or not you are a full-time farmer.  It is beyond the 
scope of this book to analyze what is or is not a full time farmer; however 
the central concept is whether or not you can look to farming as being your 
chief source of income, even if you suffer a loss in the year in question. The 
existence of a significant source of off-farm income (e.g. another business, 
professional income, wages, etc.) generally suggests that your deductible 
farm loss will be restricted. This can be rebutted where it can be 
demonstrated that the farm is the central focus of an individual’s life and 
income-earning activities. 
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Some of the items that are considered by CRA and the Courts, in 
determining whether or not a person is a restricted farmer are: 

a) Capital committed – is the farm sufficiently capitalized to be, or 
become in the near term, the farmer’s chief source of income?  
This appears to also test the farm’s size and, secondarily, debt 
levels. 

b) Time spent – is the farm the focus of the individual’s income-
earning activities?  Where the farm is a sideline to other 
employment or business operations, losses are more likely to be 
restricted.  The courts also look at the individual’s historical 
involvement in farming.  It is more likely that a full farm loss will 
be available if the farmer was raised on a farm.  If it is a 
professional who comes to farming as an adult, it is more 
difficult to avoid the restricted farm loss limitations. 

c) Profitability – does the farm provide the main source of income 
(for example, occasional isolated losses of a farm which 
generates substantial income in most years), or does the farm 
have the potential for becoming the individual’s main source of 
income in the short term (for example, the operations have been 
built up over time and the farm will be the sole income source 
within the next few years)? 

d) Cause of losses – did the losses result from unusual occurrences 
which could not have been predicted in the business plan?  One 
farmer was able to demonstrate his plan did not materialize due 
first to a medical problem and then due to a legislative change 
which drastically reduced the value of his livestock.  The courts 
have agreed that these unforeseen factors prevented achievement 
of expected farm income and allowed the farmer to claim 100% 
of his losses. 

If you do not look to farming as your chief source of income, any losses 
suffered will not be fully deductible.  

Instead, you may claim the first $2,500 in losses plus the lesser of  

(i) 50% of the amount of the farming loss in excess of $2,500 and 
(ii) $15,000 

The loss may be deducted from other income to an overall maximum 
deduction of $17,500 for taxation years that end after March 20, 2013.  To 
the extent the farming loss is not deductible, as calculated above; the loss 
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becomes a restricted farm loss for the year.  The restricted farm loss may be 
deducted from farming income for the previous 3 years and the following 20 
years.   

Full-time farmers are permitted to offset other sources of income with the full 
farming losses incurred in the year.  If the losses exceed all other sources of 
income, the resulting excess can be carried back three years or forward 
twenty years against income from any source. The time period for applying 
losses incurred before 2006 was ten years. 

Where losses are significant and recurring, CRA often asserts that the losses 
should be restricted especially where income from sources such as 
employment or non-farm business operations is significant. 

Tip 

Because farm inventory is taxed only when sold, a growing farm can often 
look highly unprofitable from a cash basis. Ensure you track your inventory 
growth to show that the losses are not as serious as they appear, or that 
the farm is actually profitable if viewed on an accrual basis. 

Tip 

Deduction of farm losses against other sources of income can create major 
tax savings. Do not lose out by not being able to support the farm’s 
potential for profitability. 

5.11 FARM CORPORATIONS 

Incorporating your farm can be beneficial if you do not require all of the 
profits for your living expenses. Any amounts not required by you can be 
retained by the corporation and taxed at the small business rate of 11% to 
19%, depending on your province of residence.  

This can be significantly better than the 2014 top personal tax rate of 
between 39% and 50%, as more funds are available for debt repayment or 
the purchase of new assets. See chapter 4 for further discussion about 
corporations. 

In addition, incorporating a farm may provide an opportunity to involve 
other family members in ownership of the business, allowing them to share 
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in the future income and growth of the farm.  This will generally result in 
reduced overall income taxes. 

It is possible to operate the farm in corporate form without transferring the 
real estate into the corporation. This is a good strategy if you wish to sell the 
land or the incorporated farm and claim the CGE in the future.  

This chapter mostly addresses the farm tax rules for individuals. The majority 
of the rules, however, apply to both individuals and corporations, with the 
following exceptions: 

a) Corporations are not entitled to the CGE (however, sale of the 
shares of the corporation itself will often qualify). 

b) Corporations can choose their year-end and are not required to 
adjust their income if their year-end is not December 31st. 

 
The filing deadline for a corporation’s annual GST return is three months 
after the corporation’s year end and its income tax return is due within six 
months of that year-end.   

5.12 FARM PARTNERSHIPS 

Many farmers operate in partnership, often with spouses, parents, siblings or 
children.  Where a farm is operated in partnership, there is often some 
flexibility in allocating the annual income among the partners.  While it is 
generally accepted that an equal allocation is “normal”, in the right 
circumstances some other allocation may be supportable.  Of course, CRA 
will question such allocations if they appear to be tax driven.  With proper 
documentation, an allocation, which also results in tax savings, is possible. 

Tip 

Consider how income should be allocated from your farm partnership and 
document the reasons for the allocation.  

Tip 

If you are considering incorporating a farm proprietorship, an interim 
period as a partnership with your spouse or adult child may provide 
significant tax savings.   
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Tip 

If you are looking at changing the structure of your farming activities, 
contact your HLB advisor.  There are snares for the unwary, but also 
significant potential benefits. 

Farm partnerships can provide significant tax and other benefits; however 
the failure to file certain optional tax information returns may mean that 
CRA can audit the farm operations well beyond the normal time frame.  
Although the contents of the rest of your return are subject to the normal 3 
year reassessment period, your failure to file an annual partnership 
information return (T5013) may permit CRA to reassess your farming income 
at any time.  

Tip 

Consider filing the annual partnership information returns to limit the 
period CRA can reassess the allocated partnership income or loss.  

5.13 CONCLUSION 

The tax treatment of farms is a very complex area, more so than almost any 
other business venture. In addition to the significant number of tax rules 
applicable to all businesses, numerous additional rules apply solely to the 
taxation of farmers. As a result, there are a number of pitfalls that can trap 
the unsuspecting.  Equally, there are many opportunities that can be utilized 
in the right circumstances. Contact your HLB advisor to discuss how these 
rules can be used to your benefit. 
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CHAPTER 6.  
DEDUCTIONS 

6.1 DEDUCTIONS VERSUS CREDITS 

A deduction reduces the taxable income on which you pay tax.  If you have 
a $100 deduction, your taxable income is reduced by $100 and your taxes 
payable are reduced by $100 times your marginal tax rate. Some items, such 
as medical expenses or charitable donations, generate  tax credits and 
reduce your taxes payable by a set percentage of the expense or donation.  
The set percentage is the same for all taxpayers, regardless of income level.  
Thus, the tax saving you realize from these tax credits is NOT a function of 
your marginal tax rate.  

Tip 

Whether you receive a deduction or a credit, spending $100 costs you 
money. Making expenditures solely for the tax savings generally is not a 
good financial strategy! 

6.2 SEPARATION AND DIVORCE 

6.2.1 Transfer of Assets 

Most assets can be transferred on a tax-deferred basis to a spouse or 
common law partner. The assets eligible for transfer are capital property, 
including depreciable property, portfolio investments, shares in private 
companies and personal use assets.  Life insurance policies also qualify.  At 
the time of the transfer, both parties must be resident in Canada to qualify 
for a tax-deferred transaction. 

There is no restriction on the transfer if the new owner is a spouse or 
common law partner at the time of transfer.  In this context, a spouse 
remains a spouse until a divorce is processed and approved by the court and 
also during the time when the parties are separated but still legally married.  
For a common law partner the time frame is shorter and would include only 
transfers within the first 90 days after separation. 
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After those time periods expire, similar tax-deferred transfers can be made as 
part of the settlement of property of the marriage or common law 
partnership if required by a written agreement or court order.  

As discussed elsewhere in this book, the term “common law partner” refers 
to a person of the same or opposite sex, with whom the taxpayer has lived 
in a relationship of at least one year or who is the natural or adoptive parent 
of the taxpayer’s child.   

Inventory cannot be transferred on a tax-deferred basis. Accordingly, farm 
crops or livestock, business inventory of a sole proprietorship, land acquired 
for resale and development and other assets for which the only potential 
return is increased value on resale, cannot be transferred without current 
income tax consequences.  

Tip 

Do not ignore future tax costs when deciding on the division of assets as a 
result of a breakdown in your marriage or common law relationship.  
There could be a substantial inherent tax liability in assets received from a 
spouse or common law partner on a tax-deferred basis. A subsequent sale 
of the asset by the recipient to an external party or an unpaid tax liability 
of the transferor could trigger this liability.  

Tip 

The original owner can recognize gains inherent in assets transferred on 
divorce or separation.  This allows the use of capital losses that would 
otherwise be wasted and/or the CGE. Because of the gain recognition, the 
new owner will have an increased cost base equal to the fair value on 
transfer.  This should be factored into the overall settlement between the 
parties. 

6.2.2 Transfer of Tax-Deferred Assets 

You may transfer assets from your tax-deferred accounts to the tax-deferred 
accounts of your spouse or common law partner provided you and your 
spouse/former spouse, etc. are living apart. Tax-deferred accounts would 
include RRSPs, Registered Retirement Income Funds (“RRIFs”), most 
employer Registered Pension Plans (“RPPs”) Tax Free Savings Accounts 
(“TFSAs”) and Deferred Profit Sharing Plans (“DPSPs”).  To avoid potential 
tax consequences, there must be a direct transfer between plans pursuant to 
a written separation agreement, decree, order or judgment.  You cannot 
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withdraw cash and give it to your spouse or common law partner for them 
to contribute to the plan as this will not qualify for the tax–deferred 
treatment. 

Tip 

In dividing family property, remember that the proceeds of RRSP and 
similar tax-deferred assets will be subject to tax when withdrawn.  Other 
assets will attract taxes only to the extent there are inherent gains. 

Tip 

RRSPs for a spouse or common law partner are subject to a special 
attribution rule, discussed in Chapter 9.  Any withdrawals taken prior to 
separation are subject to the usual two-year test to determine which 
spouse must report the withdrawal as income.  This attribution rule ends if 
the parties are living separate and apart by virtue of a breakdown of the 
marriage or common law partnership. 

6.2.3 Attribution of Income and Gains 

The “attribution” rules discussed in paragraph 8.1.1 do not apply if the 
spouse or common law partner is living separate and apart by virtue of a 
breakdown of the marriage or common law partnership.  Once living 
separate and apart, most income is no longer subject to attribution.  Capital 
gains remain subject to the attribution rules after living separate and apart 
unless you jointly elect with your spouse or common law partner. After 
divorce from a spouse, or a 90-day separation from a common law partner, 
no further gain attribution applies. 

Tip 

If property subject to the attribution rules is sold while you are separated, 
consider how much tax each spouse would pay on the resulting gain.  
Significant tax savings are sometimes available simply by selecting who 
will report the capital gains. 

6.2.4 Payments to Settle Property 

In divorces and separations, there are often payments from one party to 
another.  Generally, these fall into two categories, support or property 
settlement.  The latter are often made by way of property transfer rather than 
wholly in cash.  Payments to equalize or settle matrimonial property 
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generally have no income tax implications for either spouse.  They simply 
divide the property of the family as part of the divorce.  As discussed above, 
transfers of property can take place at cost for income tax purposes. 

6.3 SUPPORT PAYMENTS TO SPOUSE OR COMMON LAW PARTNER 

Qualifying spousal support payments are deductible to the payer and 
taxable to the recipient spouse or common law partner.  Qualifying amounts 
must be: 

a) Payable on a periodic basis; 
b) Pursuant to a written agreement, decree, or judgment (the 

agreement may refer to payments made before signing within 
certain time limits); 

c) Made for the maintenance of the spouse or common law partner; 
d) Explicitly stated in the agreement to be separate from the child 

support component if paid in conjunction with child support. 
The child support component cannot be in arrears; 

e) Paid to a spouse or common law partner living separate and 
apart at the time of payment and for the remainder of that year; 
and 

f) Registered with CRA, by filing form T1158 Registration of Family 
Support Payments. 

Tip 

Support payments are often made prior to a final agreement.  Preferably, 
these interim payments should be made under a written agreement.  If not, 
it is possible to render pre-agreement payments taxable and deductible 
under a written agreement executed later.  Only payments made in the 
calendar year of the written agreement, or the immediately prior calendar 
year, can be included. Interim support payments must otherwise satisfy all 
the criteria listed above. 

Tip 

Direct payments to third parties and payments for specific expenses, will 
not be deductible or taxable unless the agreement specifically describes 
such payments as for the benefit of the spouse or common law partner. 
Payments for the benefit of children would not qualify. Arranging for a 
deductible/taxable situation can be in the best interests of both payer and 
recipient – if the payer’s tax deduction generates a greater saving than the 
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tax the recipient would pay plus the loss of recipient benefits based on 
income levels. More cash is available to the two families if the parties can 
agree on an appropriate division of such savings.  Assuming the above 
criteria are met, these payments can include rent, property taxes, 
maintenance costs, or expenditures for the purchase or improvement of 
the dwelling in which the recipient resides to the extent that they do not 
exceed 20% of the principal amount of a loan or other indebtedness 
incurred to finance the purchase or improvement of the home in which 
the spouse or common law partner lives.  It can also include insurance 
premiums and medical expenses incurred on behalf of the spouse or 
common law partner.  

Tip 

If properly documented, lump sum payments to “catch up” support arrears 
should maintain deductible status.  Except in very limited circumstances 
other lump sum payments are not deductible.  

Tip 

There are many unusual rules related to support payments.  Often, the 
income tax results vary greatly depending on the phrasing of your 
agreement or the timing of its execution.  It would be prudent to have 
your HLB advisor review your proposed agreement before it is executed in 
final form.  Alternatively, instruct your legal counsel to communicate 
directly with your HLB advisor to ensure the best possible tax planning is 
reflected in your final agreement. 

Tip 

The implications of these rules can change if either the payer or the 
recipient lives in or relocates to another country.  The tax system in the 
other country, and any Tax Treaty between Canada and that country, will 
influence the results.  It is possible to have payments that are not 
deductible in one jurisdiction but are taxable in the other, a very 
uneconomic result for both parties.  The taxation of cross border support 
payments is a very complex area.  If you find yourself in this situation, 
consult with your HLB advisor to clarify your tax status. 
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6.3.1 Child Support 

Generally, payments of child support are not deductible to the payer or 
taxable to the recipient.  Where the payments are made pursuant to a pre-
May 1, 1997 agreement, it may still be possible to treat child support as a 
deductible item to the payer and taxable to the recipient parent.   

Tip 

If you have a pre-May 1, 1997 child support agreement, care should be 
taken before making any changes to that agreement.  Even minor 
modifications can result in the loss of deductible status.  In some cases, the 
manner in which an agreement is modified can determine whether child 
support remains deductible or loses that status. This is a very complex 
area. If you find yourself in this situation, consult with your HLB advisor to 
clarify your situation before any changes are made. 

Tip 

Consider filing Form T1157 with CRA if you wish to elect that the non-
deductible/non-taxable rules apply to a pre-May 1, 1997 child support 
agreement.  Both payer and recipient must agree or such an agreement is 
not effective. 

Tip 

Ensure that the allocation of credits (i.e. dependent, tuition), if any 
applicable, to each spouse/common law partner is documented in a 
written agreement pursuant to a breakdown in the marriage or common 
law partnership. 

6.4 DEDUCTION LIMITATION FOR MOST EMPLOYEES 

Businesses generally can deduct most expenses incurred to earn business 
income.  Salaried employees, however, are restricted in their ability to claim 
tax deductions.  Commission employees have some latitude and can claim a 
number of expenses, up to the amount of their commission income. 

Every deduction claimed by an employee must be specifically permitted by 
the Income Tax Act.  Chapters 2 and 3 outline some of the differences 
between employment and business income. 
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In addition to the usual requirements for deducting expenses, employees are 
generally required to have documentation signed by their employers (Form 
T2200) certifying that they are required to incur the specific expenses as part 
of their terms of employment. 

The following sections discuss some of the expenses that may be deductible 
from employment income. 

6.5 AUTOMOTIVE COSTS 

6.5.1 Using Your Own Car for Employment 

The comments in Chapter 2 indicate the criteria that must be met in order to 
deduct auto expenses from employment income.  Assuming you meet these 
criteria, the comments in Chapter 3 are an appropriate guide as to what can 
be deducted for using your own car for employment.  

In addition, you are entitled to deduct 100% of parking expenses related to 
conducting business on behalf of your employer, provided you are not 
reimbursed by your employer for these costs.  

6.6 HOME OFFICE EXPENSES 

If your employer does not otherwise provide you with a workspace and you 
are required to have an office in your home to properly perform your 
employment function, you may be eligible to deduct a portion of the costs 
of owning and maintaining the home.  Your home office must be your 
principal (more than 50%) place of employment activity or must be both 
used exclusively to earn employment income and used regularly to meet 
customers or others in the course of employment.  

Assuming you meet these criteria, the comments in Chapter 3 are an 
appropriate guide as to what can be deducted for the office in home and the 
aggregate restriction on the costs that can be deducted.  These restrictions 
do NOT apply to expenses such as a separate fax or phone line, or supplies 
consumed to earn income. 

Claiming CCA for office use of some of your home is usually not 
recommended because: 

a) That portion of your house on which you claimed CCA will NOT 
qualify for the principal residence exemption.  That portion of 
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the appreciation over original cost realized on sale will be taxed 
as a capital gain; and 

b) If you sell your house and at least recover your costs, you will 
include in taxable income all of the CCA you previously 
deducted.  That could result in income being taxed at a rate 
exceeding the rate at which you received the original deduction. 

6.7 MEALS AND ENTERTAINMENT 

Employees required to incur meal or entertainment costs under their 
contract of employment may deduct the costs of meals incurred on business.  
For example, salesmen who take customers or prospective customers to 
sporting events may claim a deduction.    Eating out alone generally is not 
an eligible cost. You may be able to deduct these expenses, when you are 
required to be away from the municipality where your employer’s place of 
business is located for at least 12 hours. 

Tip 

Everyone who is entitled to claim meals and entertainment expenses 
against business or employment income is generally limited by the 50% 
rule (which restricts the deduction to 50% of the expense). There are a few 
situations in which 100% of the cost can be deducted.  Consult with your 
HLB advisor about these exceptions. 

Tip  

CRA tends to vigorously scrutinize claims for meals and entertainment.  
They require documentation to demonstrate the business purpose of such 
expenditures, including the name of the individual(s) for whom promotion 
was undertaken and their connection to your income-earning activities. 

6.8 PRIVATE HEALTH PLAN PREMIUMS  

Self-employed individuals can choose between deducting private health 
plan premiums in computing their business income or including them in 
their eligible medical expenses.  To be eligible for the deduction, the 
business income from that source must exceed 50% of the individual’s total 
income for the current year or the preceding year, or the other income must 
be under $10,000. 



82 

Medical expense tax credits are allowed at the lowest marginal tax rate for 
qualifying expenses, depending on the province of residence (see Section 
7.8).  Claiming qualifying eligible costs as a business expense will almost 
always be the best alternative, especially if total medical expenses are less 
than the minimum medical expense threshold, or the taxpayer is not in the 
lowest tax bracket. 

Tip  

If possible, claim any qualifying private health service plan premiums, such 
as Blue Cross or out of country medical coverage, as a business expense, 
rather than as an eligible medical expense.  

6.9 OTHER EXPENSES OF EMPLOYMENT 

 Supplies Consumed 

If you are required, as a condition of your employment, to pay for supplies 
you consume, you can deduct these expenses.  Teachers, who are required 
to provide their own paper, pencils, art supplies, etc., would be able to 
deduct these costs.  As well, supplies consumed in a home office, such as a 
separate phone line, Internet connection, fax and computer paper and 
printing supplies would be fully deductible.  Even though these are 
consumed in the home office, they are claimed under a separate provision.  
There is no need to prorate these expenses, as you must with other home 
office costs.  “Supplies consumed” often has a broader meaning than might 
be first thought and has been interpreted to include items such as pagers, 
telephones, and other handheld electronic devices (such as Blackberries, 
iPhones, etc.)  

Tip 

Generally, no deduction can be claimed for capital assets such as tools, 
computers, etc., or for interest to finance the cost of such items.  The cost 
of renting such assets can often be deducted, so it may make sense to rent 
these assets from a third party.  Alternatively, have a family member, such 
as your spouse, purchase these assets.  You can then rent them, enabling a 
deduction against your employment income.  The spouse must, of course, 
report the income but can then claim related costs such as CCA and 
interest expense.  
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 Assistant’s Salary 

If your contract of employment requires you to hire an assistant, these costs 
are deductible.  This could include ongoing costs paid to someone to help 
you fulfill your work requirements, or hiring someone to replace you while 
you are ill, on holidays, or otherwise unavailable.  Wages paid for a 
housekeeper are considered a non-deductible personal cost even though it 
may allow you more time to earn employment income. 

 Disabled Worker 

Disabled individuals (those individuals who are entitled to claim the 
disability tax credit – see Section 7.6) are entitled to deduct the costs of 
attendant care required to enable them to earn income from employment, 
business, or certain research grants. Note that the attendant cannot be the 
individual’s spouse/partner. If any reimbursement or assistance has been 
received for the attendant costs, this must be offset against your costs.  The 
net expenditures are limited to  income from an office or employment, 
grants and scholarships or income from a business.  Alternatively, these 
expenses may be claimed as medical expenses on your return or that of your 
spouse or common law partner. 

A disabled worker may claim a deduction for expenses incurred to acquire 
disability support equipment or services. The expenses include items such as 
sign language interpretation services for persons with a hearing impairment 
and devices designed for persons who are blind. The deduction permitted is 
limited to the lesser of the amounts paid for eligible expenses and earned 
income. There are various restrictions on the deduction of medical attendant 
care and the disability tax credit.  Your HLB advisor can help to determine 
the optimal deduction. 

 Dues and Membership Fees 

If you pay dues or fees to be a member of an organization to maintain a 
professional status recognized by law, these costs may be deductible. 
Initiation or reinstatement fees are not deductible.  You can also deduct 
union dues and payments under a collective agreement.  None of the above 
can be claimed if reimbursed by your employer. 

In some cases, a fee may not be deductible because it does not meet the 
technical requirements.  For example, the payment of fees to a provincial 
law society is generally deductible, as it is required in order to practice law 
in that province.  However, amounts paid to the Canadian Bar Association 



84 

are technically not deductible by an employed lawyer, as the lawyer can 
retain his/her professional designation without paying these fees.  If the 
payment of the fee is for the benefit of the employer, the employer can pay 
them without a taxable benefit to the employee.  However, if the amount 
paid by the employer is included in an employee’s income, then the 
employee may be entitled to claim the deduction. 

Tip 

Ask your employer to pay for business related dues and fees that are 
otherwise not deductible.  There would not be a taxable benefit to the 
employee if the membership has a business advantage to the employer. 

 Commission Expenses 

Where you are remunerated in whole or in part on a commission basis, you 
can deduct many of the costs related to earning that income.  Automotive, 
office in home, meals and entertainment and other expenses noted above 
are generally available.   

Tip 

Review all of the costs you have incurred to earn your employment 
income and ask your HLB advisor whether these costs can be deducted. 

There are significant limitations to the total deductions that may be claimed. 
For example:  

a) Regular employees cannot claim expenses in excess of their 
employment income.   

b) Commissioned employees cannot claim certain deductions that 
exceed commission income and apply the excess to reduce their 
salary.   

c) Self-employed persons cannot create a loss by claiming home office 
expenses. Excess home office expenses carry forward indefinitely 
and may be deducted from the related income in subsequent years.   

6.10 GST/HST AND QST REBATES  

As noted in Chapter 2, employees are entitled to a GST/HST rebate for 
deductible employment expenses, if the employer is a GST/HST registrant.  
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The refund does not reduce the current year’s expense deduction.  Instead, it 
is reported as other employment income in the following year.  Where costs 
are only partially deductible, such as the 50% meals and entertainment 
limitation, the same limitation applies to the GST/HST refund on that 
expense. 

Where a vehicle is used for employment purposes, the GST/HST refund may 
include 5/105 (12/112 or 13/113 for GST/HST and 7.5/107.5 for QST) of the 
current year’s deductible CCA claim.  The portion of the GST/HST refund 
that relates to the CCA claim then reduces the UCC pool in the following 
year.   

Tip 

Claim a refund of GST/HST paid on eligible expenses.  Some professional 
associations charge GST/HST on their annual membership fees.  This 
GST/HST can be recovered in the same fashion. 

6.11 CHILDCARE EXPENSES 

Expenses incurred by a family unit to obtain care for children can be tax 
deductible in certain circumstances. Eligible children include: 

a) Your children; 
b) Children of your spouse or common law partner; and 
c) Other children dependent on you, your spouse, or common-law 

partner if the child’s income does not exceed the income 
equivalent of the basic personal tax credit. 

As discussed elsewhere in this book, “common law partner” for tax purposes 
includes a same sex partner.  These provisions apply to same sex couples 
who have children in their family unit and incur qualifying costs.  

To claim expenses, the childcare must enable you, your spouse or common-
law partner to: 

a) Earn employment income; 
b) Carry on business as a sole proprietor or partner; or 
c) Attend school “full-time” (minimum 3 consecutive weeks of at 

least 10 hours per week) or “part-time” (minimum 3 consecutive 
weeks and at least 12 hours per month). 
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The deduction equals the actual eligible expenses paid per child, subject to 
upper limits determined by the age and status of the child, as follows: 

Child’s Age and Status Maximum 
Deduction 

Overnight Camp 
Limit 

Under 7 $  7,000 $175 per week 

7 to 16 $  4,000 $100 per week 

Any age, entitled to the disability credit $  10,000 $250 per week 

The deduction cannot exceed two-thirds of the taxpayer's “earned income” 
(employment and business income, qualifying scholarships and research 
grants, CPP disability payments and certain special EI payments usually 
involving retraining). 

Eligible expenses include payments to:  

a) individuals, day nursery schools and day care centres for 
childcare services; 

b) educational institutions for the portion relating to childcare; 
c) day camps if the primary purpose is to provide childcare; and 
d) boarding schools, overnight schools or camps, subject to 

additional limits.  

You must be able to prove the amounts expended.  As discussed elsewhere 
in this book, CRA routinely denies legitimate expenses that are not 
supported by proper receipts or similar documentation.  It is suggested to 
have receipts showing a social insurance number if payments are to an 
individual. 

The childcare deduction is based on when services are provided, NOT 
when you pay for them. Prepaying expenses in December will NOT 
accelerate deductions.  

The lower income spouse or partner in the family unit must claim the 
childcare deduction.  If the person with the lower income is a full-time 
student, disabled, or in prison, the higher income person can claim the 
deduction subject to a weekly limit based on the time that situation persists. 
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6.12 LEGAL FEES  

The reason you paid legal fees will determine whether or not you can 
deduct them.  Business people paying legal fees in the course of earning 
income can deduct those fees. Anyone paying legal fees to acquire an asset 
(e.g. real estate) cannot deduct those fees but would add them to the tax cost 
of the asset acquired.  Individuals who own a residence not eligible for the 
principal residence exemption, such as a second or vacation residence, 
should track the legal fees and land transfer tax paid to acquire those 
residences.  Since you may not know until you sell your house and your 
vacation property which property will generate the greater gain, you should 
ensure that these expenses are included in the tax cost for all properties. 

Deductible legal fees include costs: 

a) resulting from objecting to or appealing an income tax, CPP or EI 
assessment; 

b) to collect unpaid salary, wages or other employment income; 
c) to collect a retiring allowance or a pension benefit, to a 

maximum of your income from that source (past and current); 
and 

d) to enforce or defend pre-existing rights to spousal or child 
support. 

You may deduct amounts expended in connection with legal and 
accounting fees incurred for advice and assistance in making representations 
after having been informed that your income or tax for a taxation year is to 
be reviewed, whether or not a formal notice of objection or appeal is 
subsequently filed. 

CRA has accepted that federal and most provincial legislation contain pre-
existing rights requiring the payment of child or spousal support.  
Historically CRA has disallowed legal fees related to spousal or relationship 
breakdowns on the basis that such costs are personal or living expenses or 
on account of capital to create a right for support.  Accordingly, in any 
relationship breakdown, an analysis of the relevant legislation should be 
performed to determine whether pre-existing rights exist.  If so, the costs 
related to pursuing those rights should be deductible.  CRA tends to 
question claims for legal fees in relationship breakdown situations.  You 
should ask your legal counsel to provide a detailed allocation of their fees to 
the various issues.  For example, this could include obtaining the divorce 
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(not deductible), property division (not deductible), custody issues (not 
deductible) and securing spousal support (deductible).   

Most of the above principles have been developed in the context of 
opposite sex relationships.  Likely there will be same sex relationships in 
which legal costs are incurred to resolve issues on relationship breakdown.  
Similar principles and analysis will need to be applied to determine 
deductibility.   

6.13 MOVING OR RELOCATION EXPENSES  

Individuals starting work at a new location can deduct un-reimbursed 
moving expenses if: 

a) your new residence is at least 40 kilometres closer to your new 
work (or school) location than your old residence;  

b) the move is between two locations inside Canada; and 
c) you cease your business or employment at the former location. 
 

Students, under certain circumstances, may also claim moving expenses.  If 
you have been in full time attendance in university or other post-secondary 
institution in Canada, and you move within Canada to take a job, including 
summer employment or to start a business, you may deduct moving 
expenses against the income earned.  If you move to attend full-time courses 
at a university or other post-secondary institution in Canada, you may 
deduct moving expenses, but only against income from scholarships, 
fellowships, or other similar awards. 
 
Students attending foreign education institutions who receive scholarships or 
grants, and individuals considered resident in Canada for tax purposes while 
residing at a foreign location, are not subject to the Canada-to-Canada 
restriction. 

Qualifying costs include: 

a) Reasonable travelling costs to move you and your family; 
b) Transportation and storage costs for possessions and household 

contents; 
c) Meals and lodging near either the old or new location, for no 

more than 15 days; 
d) Lease cancellation costs; 
e) Revising or replacing documents such as a driver’s license; 
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f) Connecting and disconnecting utilities; 
g) Selling costs of your old house – including advertising, notary or 

legal fees and real estate commissions; 
h) A maximum of $5,000 for interest, property taxes, insurance 

premiums and the cost of heating and utilities for the old 
residence while you no longer live there but are trying to sell it; 
and 

i) Legal fees and land transfer tax (not GST) paid to buy a new 
house if the prior house is sold due to the move. 

CRA requires that you keep the receipts, invoices and other documentation 
to support your claim.  To simplify record keeping they will allow you to 
claim meals described above ($17 per person per meal, maximum $51 per 
person per day) without receipts.  If you use your own automobile in the 
move an amount can be claimed based on the kilometres travelled.  The rate 
per kilometre varies by province and is adjusted annually. 

Tip  

Persons unemployed at the original location who move to commence 
employment can also take advantage of these deductions.  

Tip  

Under certain circumstances, persons who transfer to a different 
department and job with the same employer may qualify to deduct moving 
or relocating expenses. Consult with your HLB advisor about these 
circumstances. 

Tip  

Parents should ensure that children attending post-secondary education 
properly account for moving expenses, especially “co-operative program” 
students who may move many times.  Since parents can claim a transfer of 
unused tuition and education amounts, depending on the child’s income, 
claiming a moving expense deduction may lower the student’s income and 
increase the tuition credit transfer. 

Tip  

If you move after a significant period of time following your change in 
employment, CRA should consider the move as being related to the new 
employment, if there were valid reasons for the delay – such as concerns 
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about the job.  If there will be a substantial delay between starting at the 
new work location and moving your home and family to the new location 
or selling your old home consult with your HLB advisor to determine if the 
expenses qualify. 

Non-accountable moving allowances paid by an employer, exceeding $650, 
will be taxed as a benefit.  Reimbursement of specific expenses, based on 
receipts submitted, will not normally trigger a taxable benefit. Employers can 
reimburse the qualifying costs listed above plus: 

a) the cost of house-hunting trips to the new location; 
b) the first $15,000 of an employee’s loss on a sale or a decrease in 

value of a former residence plus one-half of amounts in excess of 
$15,000. Excess reimbursements are included in income; 

c) meals and lodging costs for periods in excess of 15 days; and 
d) operating costs related to the vacant old residence exceeding the 

$5,000 threshold, if reasonable efforts have not resulted in 
selling the home. 

Tip  

Negotiate with your employer to reimburse specific expenses which you 
could not otherwise deduct.  The reimbursement will not be taxable but an 
unaccountable allowance to cover the same costs would be. 

6.14 OTHER DEDUCTIONS 

A number of other amounts may be deductible for income tax purposes, 
depending on your circumstances.  These include: 

a) musical instrument costs (repairs and maintenance, insurance, 
CCA) if you must supply the instrument as part of your 
employment; 

b) Workers Compensation benefits.  These are generally reported 
on Form T5007 and must be included in your net income, but 
are deductible in arriving at taxable income.  Note that 
occasionally these may be included on your T4 slip; 

c) northern residents deduction for individuals living in certain 
northern locations.  Generally, you must live in the specified 
northern areas for at least six months; 

d) social benefits received such as Guaranteed Income Supplement, 
Social Assistance (welfare), and various provincial income based 
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programs such as the Alberta Seniors’ Benefit, the Saskatchewan 
Income Plan, Manitoba’s 55 Plus program, Ontario’s Guaranteed 
Annual Income System, Quebec’s Allocation-Logement, etc.  
These are also normally reported on Form T5007 and are 
therefore included in your net income, but are deductible in 
arriving at taxable income; 

e) new tools acquired by a tradesperson as a  condition of his/her 
employment   will be deductible to a maximum of $500   where 
the  cost  exceeds $1,117 (indexed amount in 2013).  You must 
obtain form T2022 from your employer to claim the deduction.  
Moreover, the cost of a tool that costs less than $500 is eligible 
for the 100% capital cost allowance (“CCA”) write-off (i.e. class 
12).  An apprentice mechanic may be entitled to a similar type of 
deduction calculated by reference to the cost exceeding $1,000 
and 5% of the apprenticeship income; and  

f) income which is subject to special treatment under a tax treaty 
with another country. 

Tip  

Benefits under Canadian tax treaties can change as treaties are 
renegotiated and generally are not identified in CRA guidebooks. If you 
have income, expenditures, or significant assets in another country, you 
should evaluate whether the Canadian treaty with that country has 
implemented or revoked a provision, which benefits you.  As treaty 
interpretation can be quite complex you should consult with your HLB 
advisor about such out of country issues. 
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CHAPTER 7.  
TAX CREDITS 

7.1 PERSONAL TAX CREDITS 

In computing taxes owing of an individual a reduction is allowed for 
available non-refundable tax credits.  As the name suggests, should the 
available credits exceed the amount of taxes payable in the year, no refund 
will result. Personal tax credits are only available to reduce income tax 
payable to nil. 

For example, in 2013, every individual is entitled to a credit that eliminates 
the tax on the first $11,038 of income.  The federal tax reduction is 
accordingly calculated as $11,038 x 15.0% = $1,656. 

With the adoption of Tax on Net Income (TONI) the provinces (except 
Quebec) now have systems of personal tax credits that mirror (with some 
minor differences) the federal system. The percentages used to calculate the 
corresponding provincial tax credits for 2013 are as follows: 

 British Columbia 5.06% Alberta 10.00% 

 Saskatchewan 11.00% Manitoba 10.80% 

 Ontario 5.05% New Brunswick 9.39% 

 Nova Scotia 8.79% Prince Edward Island 9.80% 

 Newfoundland 7.70% Northwest Territories 5.90% 

 Nunavut 4.00% Yukon 7.04% 

Tip 

You should attempt to maximize utilization of non-refundable credits in 
low-income years by not claiming discretionary deductions, such as RRSP 
contributions or CCA on business assets. 

7.2 AGE CREDIT 

Individuals 65 years of age or older in the year qualify for a maximum 
federal tax reduction of $1,028 for 2013.  This credit is reduced as income 
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rises above $34,562 and is completely eliminated once income reaches 
$80,255. 

7.3 SPOUSAL AND “EQUIVALENT TO SPOUSE” CREDITS 

Individuals who support a spouse earning less than $11,038 are entitled to a 
federal tax credit. Common-law (including same-sex) partners who “cohabit 
in a conjugal relationship” and either have had a child or have been living 
together for at least 12 continuous months are also considered eligible for 
this credit. The credit has a maximum federal tax reduction of $1,656.  The 
tax credit is reduced by the net income of the supported person.  

Non-married or separated individuals who support a family member are 
entitled to this same tax relief by virtue of claiming an “eligible dependant” 
credit. 

7.4 CAREGIVER’S CREDIT 

Subject to limitations, individuals who provide care for elderly or infirm 
relatives that live in the same home as the caregiver are entitled to a 
maximum federal tax reduction of $674. 

You may not claim the credit if: 

a) The relative’s income exceeds $19,827 (limited credit available 
for incomes between $15,334 and $19,827); and 

b) You claim the relative as an eligible dependant. 

Tip 

If you are supporting more than one family member, you should consider 
the eligible dependant exemption that maximizes your total credits. 

7.5 CHARITABLE DONATIONS  

Charitable donations trigger a non-refundable tax credit for individuals 
making the charitable gift. The tax credit for the first $200 of donations is at 
the lowest marginal tax rate (15.0% federal) and all amounts thereafter are 
calculated at the top marginal rate (29% federal).  
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Here are some of the implications of this system:  

a) Even if all your income is not taxed at the top rate federally, after 
the first $200, the federal tax deduction will reduce your taxes at 
the highest marginal tax rate. That means, every $1 of donation 
effectively eliminates federal taxes on more than $1 of taxable 
income if your taxable income is less than $135,055 in 2013 (as 
this is the amount of taxable income at which the top marginal 
rate begins to apply); and 

b) Because you get tax credits for charitable donations up to 75% of 
your income there is immediate tax relief for the donor.  

Tip 
Claiming charitable donations is elective. In addition to carrying forward 
donations that exceed your 75% limit, you may also defer claiming 
donations you could otherwise claim. Reducing your claim might be 
appropriate if you had other non-refundable credits that reduce your taxes 
payable to the point where you did not fully benefit from the donations.  
This also applies if you had under $200 of donations in one year. 

Tip 

Publicly traded shares offer a special incentive.  If you donate shares of a 
publicly traded company, no part of the capital gain is subject to tax. You 
still get a donation receipt for the full fair market value amount of the 
shares at the time of donation. 

Tip 

Donations made from pooled family income and receipted in the name of 
the taxpayer’s spouse or dependent children have normally been accepted 
by CRA as legitimate deductions of the taxpayer. Many couples rely on this 
administrative policy and claim all the donations on the return of one 
spouse so that only $200 of donations generate a credit at the low rate.   

7.6 DISABLED PERSONS 

Individuals who suffer from a severe and prolonged impairment – physical 
or mental – are entitled to maximum federal tax reduction of $1,155; 
however, CRA will require certification by a medical practitioner (Form 
T2201) before allowing the credit. CRA has stepped up their review of 
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claims in this area and are requesting certification to be updated 
periodically. 

Qualifying individuals are those that have severe and prolonged impairment 
or restriction in their ability to perform a “basic activity of daily living.”  
Individuals may not claim this credit if they, or another person, are making a 
claim for attendant or nursing home care in respect of the individual.  

Tax credits unused by a dependent child under age 18 can be transferred to 
your return.  There is also a supplemental federal credit with a maximum 
federal tax reduction of $674. This amount can be reduced by certain 
expenses for childcare and attendant care that are claimed. 

7.7 EDUCATION AND TUITION  

Students are entitled to a tax credit of 15.0% (federal) of qualifying tuition – 
regardless of who pays the tuition.  To qualify, the tuition must exceed $100 
per institution and be paid to either a Canadian post-secondary institution 
(i.e. tuition paid to private schools will not qualify) or an institution certified 
by Employment and Immigration Canada. Many U.S. colleges and foreign 
universities also qualify.  Students attending non-Canadian universities will 
need to have the education institution provide a Form T2202A. 

In addition to the tuition credit, students attending a qualifying institution 
are entitled to a federal tax credit of $60 for each month of full time 
attendance or a federal tax credit of $18 for each month of part time 
attendance (at least 12 hours per month for at least 3 consecutive weeks). 

Students and former students can also claim a 15.0% (federal) tax credit for 
interest paid on qualifying federal or provincial student loans.  The credit is 
available for interest paid in the year (or any of the five preceding years). 

A federal tax reduction of $10 per month for textbooks also is also available 
for full-time students and $3 per month for part-time students. 

Tip 

Eligible tuition includes tuition fees; school charges – e.g. library fees, lab 
certification, examination fees, application fees and health services; and 
the cost of books included in tuition for correspondence courses. CRA has 
even published that the cost of food supplies for a chef student qualifies.  
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Tip 

You may be able to transfer up to $750 (federal) of the unused tuition tax 
credit ($5,000 tuition expenses @15%) to your spouse, parent or 
grandparent. 

Tip 

You can carry forward unused tuition credits to future years; however 
credits generated in one year cannot be transferred to a spouse, parent or 
grandparent in a future year.  

Tip 

Some students have obtained credits for the costs of trips related to 
courses.  This might be available to you.  

7.8 MEDICAL EXPENSES  

To the extent that your total medical expenses exceed the lower of $2,152 
(2013) or 3% of your income, the excess creates a federal tax credit  at 
15.00%.   

You can claim expenses without limitation for: 

a) Yourself, your spouse and your minor children. 

You can claim expenses subject to limitation for: 

b) Other dependent relatives, such as a grandparent, niece or 
nephew. The maximum amount eligible is the lesser of: 

i) the dependant’s calculated eligible amount under the 
normal rules; and  

ii) $10,000. 

CRA's list of what constitutes a medical expense is extensive. You can 
review the entire list by visiting CRA's web page and reading IT-519R2. 

Tip 

Put all medical expenses for the family on one return – usually that of the 
lower income spouse. 
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Tip 

Choose your own 12-month period – medical expenses incurred in any 12-
month period ending in the calendar year will qualify for the credit in that 
calendar year. Pay for major expenses in that period – or change the 
period. Note that a 24-month period may be chosen in the year of death. 

Tip 

Transportation costs can qualify as medical expenses if the medical service 
is provided at a location that is at least 40 kilometres from the patient's 
home and it is reasonable and necessary for the patient to travel.  
Furthermore, CRA is now accepting taxpayers’ claims for per diem 
amounts for meals and per kilometre amounts for travel when using their 
own vehicle to travel for medical service that is at least 80 kilometres from 
the patient's home. 

7.9 PENSION INCOME CREDIT  

If you are 65 or older, the first $2,000 of qualifying pension income triggers 
a tax credit at the low rate – 15.0% federal.  Qualifying pension income 
includes annuity payments from an RRSP, RRIF or DPSP.  

If you are younger than 65 you may still qualify for a credit on annuity 
payments received from a superannuation or pension plan or for amounts 
received as a result of the death of a spouse. 

Qualifying pension income does NOT include CPP/QPP or OAS. 

Tip 

Arrange for at least $2,000 of qualifying pension income as soon as you 
turn 65. This could be from an RRSP annuity if you have no pension. Aim 
for at least $2,000 of qualifying pension income per spouse. 

Alternatively, pensioners and seniors resident in Canada are allowed to 
allocate to their resident spouse or common law partner up to one half of 
their pension income that qualifies for the pension income tax credit.  Be 
sure to take advantage of this limited income splitting opportunity if it will 
be of benefit to you. 
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7.10 OTHER CREDITS  

Other credits are: 

• Canada Employment Credit – credit of up to $1,117 of employment 
income; 

• Public Transit Credit – credit for the cost of public transit passes 
(monthly or longer) in respect of public transit; 

• Adoption Tax Credit – credit for up to $11,669 of eligible adoption 
expenses in respect of the completed adoption of an eligible child 
(to the extent that the adoptive parent(s) has not been reimbursed 
for the expenses and is not eligible to be reimbursed). An eligible 
child means a child under the age of 18 at the time an adoption 
order is issued. Individuals may include eligible adoption expenses 
incurred during the adoption period (generally defined as the period 
that begins at the earlier of the time the child’s adoption file is 
opened with the provincial or territorial ministry responsible for 
adoption or a licensed adoption agency and the time, if any, that an 
application related to an adoption is made to a Canadian court and 
that ends at the later of the time the adoption is finalized and the 
time the adopted child begins to live with the adoptive parent). To 
be eligible for the credit, a parent must submit proof of an adoption 
in the form of a Canadian or foreign adoption order, or otherwise 
demonstrate that all of the legal requirements of the jurisdiction in 
which the parent resides have been met in completing the adoption. 
Individuals must claim the credit in the taxation year in which the 
adoption period ends; and 

• Child Fitness Tax Credit – credit of up to $500 per year of eligible 
fitness expenses with respect to each qualifying child (under 16 
years of age at the beginning of the taxation year) who is registered 
in an eligible program of physical activity.  An eligible fitness 
expense is defined as a fee paid to a qualifying entity as a cost for 
registration or membership in a program of prescribed physical 
activity.  According to the Department of Finance, a program of 
prescribed physical activity must be ongoing, meaning a minimum 
of eight weeks long with at least one session per week, or five 
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consecutive days in the case of children’s camps. In the latter case, 
more than 50% of the program time must be devoted to physical 
activity. The program must be supervised and suitable for children.  
Moreover, substantially all of the activities must include a significant 
amount of physical activity that contributes to cardio-respiratory 
endurance plus one or more of muscular strength, muscular 
endurance, flexibility or balance.  According to CRA, “substantially 
all of the activities” means approximately 90% of the activities in 
the program or, in the case of children’s camps, 90% of the physical 
activities that make up 50% or more of the structured program 
hours.  More information can be found at CRA's website at 
www.cra-arc.gc.ca/fitness/. 

7.11 CHILDREN’S ART TAX CREDIT 

The Children's Arts Tax Credit is a 15 percent credit, provided on up to 
$500 of eligible expenses for programs associated with children's artistic, 
cultural, recreational and developmental activities.  

• The credit is available for children under the age of 16 years for 
registration costs associated with participation in qualifying 
supervised activities. (The age limit will be raised by two years for 
children eligible for the Disability Tax Credit and an additional 
$500 non-refundable amount will be provided).  More information 
can be found at CRA's website at www.cra-arc.gc.ca and search 
“CATC”. 
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CHAPTER 8.  
INCOME TAX PLANNING 

8.1 INCOME SPLITTING  

The Canadian tax system imposes a scale of graduated tax rates on 
individuals such that higher incomes are taxed at progressively higher rates.  
Therefore, a family unit can achieve a financial advantage where income is 
properly shifted from an individual taxed at the top marginal rate to an 
individual taxed at a lower marginal rate.   

Income splitting is the term that refers to techniques that are allowed by the 
Income Tax Act to reduce the total taxes of a family unit. The Income Tax 
Act contains a variety of anti-avoidance and attribution rules to limit income 
splitting.  Therefore, taxpayers must ensure that any strategy followed is 
allowed by the rules of the Act.  If CRA feels that you have set-up your 
affairs with the main intention to avoid tax, they may challenge your 
structure and impose penalties.   

The amounts saved can be significant if a top rate individual successfully 
transfers income to a lower tax rate family member.  The annual savings for 
a family unit vary based on the income earned by the family members, their 
province of residence, and the assets or activities available for income 
splitting.   

Since there is no minimum age limit to a child becoming a taxpayer, a trust 
can be structured to distribute income amongst family members including 
infants.  When considering the transfer of income to minor children, you 
must consider the Kiddie Tax (see Section 8.2) and the attribution rules (see 
Section 8.1.1).  You must also consider the general anti-avoidance rules 
(GAAR), which could be applied by CRA if they felt that the only reason a 
particular scheme was used was to avoid tax. 

8.1.1 Rules to Prevent Income Splitting - Attribution 

Although the income splitting concept remains a valid planning tool, the 
Income Tax Act contains two major obstacles known as the attribution rules 
and the Kiddie Tax.  
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The attribution rules are designed to prevent income splitting by ignoring 
the legal ownership of the property and taxing the transferor on income and 
certain capital gains/losses arising from the transferred property (see also 
Section 8.1.9 below). Attribution results in the income being taxed at the 
transferor’s tax rate even though the income remains the property of the 
recipient. 

Transfers of property to spouses, common-law partners and children may be 
subject to the attribution rules. 

8.1.2 The Attribution Rules Do Not Apply 

The attribution rules do not apply to loans or transfers made where: 

a) the loan for the transferred amount bears interest at a rate that is 
greater than or equal to CRA’s prescribed interest rate and the 
debtor pays interest every year and no later than 30 days after 
the end of the year (i.e. January 30).  The prescribed rate is 
presently 2% (fourth quarter  2013) and is subject to adjustment 
quarterly;  

b) the recipient pays FMV for the property acquired and, where the 
recipient is a spouse, the transferor elects out of the spousal 
rollover rules;  

c) the recipient is a child who has reached the age of majority and 
received the property as a gift;  

d) contributions are made to a TFSA as noted in Section 8.5 below; 
and 

e) one spouse assists the other spouse in earning income from 
business as the attribution rules only apply to income from 
property. 

8.1.3 Child Tax Benefits 

The government pays Child Tax Benefits to qualifying parents. If the benefit 
cheques are deposited to an account segregated for the benefit of the child, 
the income earned from investing the benefits is taxable to the child and not 
the parents.  The benefit payments would not enter the parents’ bank 
account but flow directly to a child or trust account.    
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8.1.4 Income on Income  

The attribution rules do not apply to income earned on previously attributed 
income.  Assume an individual invested $10,000 and received $1,000 
interest, which is subject to attribution.  The second generation interest 
earned on the $1,000 of accumulated interest is not attributable back to the 
original donor or lender. 

8.1.5 Employing a Spouse or Children  

You may pay family members a reasonable amount of salary or wages for 
services provided to your business as noted in Sections 3.7 and 4.11. Where 
the family member invests the remuneration received, the income earned 
thereon will be taxable to the family member.  

Individuals earning employment or business income may be entitled to 
claim a deduction in respect of childcare expenses incurred to earn income.  
You can pay your children over the age of 18, for tending to children under 
the age of 16 and receive a deduction for that payment if it was incurred to 
earn income.  Be careful to document this activity and be prepared to justify 
the expense. 

8.1.6 Pension Plan Benefits  

You can elect to have your spouse receive up to, and be taxed on, 50% of 
your CPP benefits so long as you are both over age 60.  The CPP benefits 
available for the split are computed by reference to the time you lived 
together compared to the period in which you earned your benefits.  If the 
individuals make the election, the CPP of both spouses will be recalculated 
with separate CPP benefit cheques being issued.    The election to split CPP 
can result in a transfer of taxable income from the higher income earner to 
the spouse with the lower taxable income. 

In addition to the split of CPP benefit cheques described above, you are 
eligible to split certain pension plan benefits.  The split is accomplished 
annually by electing for tax return reporting purposes only and does not 
affect your pension cheques. The amounts subject to the election include 
lifetime annuities from registered pension plans, RRSPs, RRIFs and DPSPs.  
The amounts available for the election differs for those individuals who have 
reached age 65 from those who have not reached age 65.  
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In simple terms, a Canadian resident individual taxpayer continues to 
receive his or her eligible pension payments.  Prior to filing the tax return, 
the individual calculates his or her tax under various scenarios to determine 
an optimum split of the benefits for tax purposes.  Both individuals must 
jointly elect to allocate a specific amount of pension income between 
themselves with the pension recipient claiming a deduction for the agreed 
amount and the other reporting the agreed amount on their tax return.     

The election is made annually with the personal income tax return so the 
elected proportion of one year will not affect an election in a subsequent 
year. Accordingly, a taxpayer and his or her spouse or partner will have 
maximum flexibility in splitting pension income from year to year.  

Tip 

Spouses and/or common law partners who receive CPP benefits or other 
eligible pension payments should consider (i) having their CPP benefit 
payments reallocated and (ii) analyzing and electing to have a portion of 
their eligible pension benefits split for tax return reporting purposes.  
Individuals should take the time to carefully review their situation to 
achieve the maximum family tax savings.   

8.1.7 Deferred Income Plans  

If you have RRSP contribution room available for a year, you may contribute 
to your spouse’s RRSP and obtain a tax deduction in your current tax year.  
Your spouse’s RRSP contribution limit is not affected by your contribution to 
a spouse’s or partner’s plan.  Subject to the elective pension benefit splitting 
rules described above, your spouse or partner will, at the time of 
withdrawal, pay tax on your original contribution and all income earned in 
the plan.  The funds must remain in the spouse’s or partner’s RRSPs for the 
year you make the contribution plus the next two calendar years or the 
withdrawal will be taxed to the contributor.  

Assuming you have qualifying income you can contribute to a spousal RRSP 
after you reach age 71.   You may deduct contributions made up to and 
including the calendar year in which your spouse reaches age 71 (See 
Chapter 9). 

You can save for your children’s education by contributing to a Registered 
Education Savings Plan described in Section 8.3. 
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8.1.8 Capital Gains 

Capital gains or losses realized on property transferred to a spouse or partner 
are subject to the attribution rules whilst capital gains or losses on property 
transferred to children are not.  Children may acquire investments such as 
mutual funds to avoid the attribution rules on the capital gains or losses 
realized. 

Tip 

There are many legal minefields associated with a minor’s ability to 
contract.  Most often, an adult would hold legal title pursuant to a 
documented trust arrangement whereby the asset is held for the benefit of 
one or more beneficiaries. 

8.1.9 Maximize Investment Income of Family Members 

The higher income spouse should pay income taxes, and other family or 
personal expenses incurred by the lower income spouse. There is no 
attribution on this transfer as the payment of taxes results in no income to 
attribute.  The lower income spouse would therefore have additional 
investment funds. 

If your residence is owned by your spouse you may be able to achieve 
income splitting by purchasing your spouse’s interest in the property.  This 
would provide funds that your spouse could invest in to earn income. You 
should keep in mind that income tax may be payable if there is a taxable 
gain on the disposition.  If the principal residence exemption is available, 
the gain should be tax exempt. 

If your children are involved in post-secondary education and working part-
time, you could let them save their earnings and earn investment income. 
You could loan them the funds to pay tuition and living expenses without 
triggering any attribution. 

If you are married while attending school, the working spouse could fund 
many expenses by way of loan. The repayment of loans following 
graduation would not be a transfer.  Such arrangements must be properly 
documented. 
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8.2 THE "KIDDIE TAX" 

To combat the growth of income splitting schemes the government enacted 
Kiddie Tax, which applies to certain types of income received by children 
aged 17 or younger.  The Kiddie Tax levies tax at the top personal tax rate 
applicable in a province to the following types of income received by 
children who have not reached 18 years of age during the calendar year: 

a) Income from a partnership or trust, where the income is derived 
from “the provision of property or services to or in support of a 
business carried on” by a related person, corporation or 
professional corporation.  The reference to ‘property’ means that 
Kiddie Tax will apply to interest, rents and royalties from a 
business carried on by a related person, corporation or 
professional corporation. 

b) Taxable dividends and other shareholder benefits, from non-
public corporations. 

c) The reference to “in support of” expands the scope of the 
section, which originally targeted various management structures 
where individuals could direct their salaries or part of their 
partnership income to their children.  Now the Kiddie Tax will 
apply in many more situations.  Depending upon one’s 
perception, some might argue that this could apply to service 
entities providing technical services to patients of a professional 
practice. 

A routine tax planning structure often includes a family trust, which owns 
shares of a private corporation and/or renders services to or realizes 
investment income from the corporation.  The trust’s income would be 
allocated to children who pay tax at their low personal tax rates.  For 
example, an adult child resident in Ontario could be allocated about 
$39,000 in cash as non-eligible dividends (approx.$49,000 with the gross-
up for the dividend tax credit) and incur no personal income tax where 
dividends represent all or substantially all of the child’s income for the year.   

Since the income subject to the Kiddie Tax is taxed at the top rate of tax 
applicable to the child’s province of residence the planning opportunities to 
split income with minor children are limited.  

Historically, the Kiddie Tax did not apply to capital gains allocated to or 
realized by a minor child.  The Department of Finance was concerned with 
the income splitting techniques that developed to use capital gains to avoid 
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the tax on split income.  Accordingly, the Department of Finance introduced 
a provision that extended the Kiddie Tax to capital gains realized on shares 
of a corporation transferred to a person who does not deal at arm's length 
with the minor.  The capital gains potentially caught by the provision will be 
treated as dividends.  The rules are effective for gains realized on or after 
March 22, 2011.  The Department of Finance has warned that they will 
continue to monitor the effectiveness of the Kiddie Tax and will take 
appropriate action should new techniques develop. 

Tip 

There is no Kiddie Tax on second generation income earned (income on 
income). That is, funds subject to top rate tax on the child’s return can be 
invested and the income earned on that investment taxed as normal 
income at normal marginal rates.  You can maximize this potential income 
by paying the Kiddie Tax from other sources leaving more funds available 
for the trust, or child, to invest. 

Tip 

You can loan funds to the trust and avoid attribution rules if you charge 
and receive interest at CRA's prescribed interest rate (Section 8.1.2 a).  
Any income earned over the interest paid to you could be paid to the 
children and taxed at their graduated tax rates. 

Tip 

Consider strategies to let minor children own shares of publicly traded 
companies or the family corporation so they may realize arm's length 
capital gains rather than dividends. 

Tip 

Administratively, CRA does not require annual income tax and information 
returns from trusts that do not receive income, realize gains or distribute 
funds to beneficiaries.  Rather than winding up trusts, leave them dormant 
until the children reach the age of 18 although you must remember that 
most trusts will be deemed to dispose of its assets at fair market value 
every twenty-one years. 
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Tip 

Accumulate income in the family corporations and pay dividends after the 
children reach the age of 18. Many adult children will attend a post-
secondary school and will have minimal taxable income during which the 
Kiddie Tax will not apply. 

8.3 REGISTERED EDUCATION SAVINGS PLANS 

The Registered Education Savings Plan (“RESP”) is a vehicle that will assist 
you to save for the education of your children and close relatives. The plan 
is somewhat similar to the more familiar RRSPs in that the subscriber 
arranges for the plan at authorized financial/insurance institutions, names 
one or more beneficiaries and contributes funds to the plan.  While your 
contributions to RESPs are not tax-deductible and interest paid on money 
borrowed to make contributions is not tax deductible, the income earned in 
the plan accumulates tax-free.   

The Federal government provides financial assistance to RESPs by paying a 
grant based on the amount contributed to the plan.  The basic grant amount 
is 20% of the annual contributions to the RESP for a Canadian resident 
beneficiary to a maximum of $500 of grant ($1,000 if there is unused grant 
room from a prior year) and a lifetime limit of $7,200. In addition, the RESP 
may be eligible to receive an additional $500 grant where the beneficiary is 
under 18 years of age, and calculated by reference to the qualifying net 
income of the child's family. The RESP for a beneficiary of a family with 
modest income may qualify for an additional financial incentive (known as 
the Canada Learning Bond) with a lifetime limit of $2,000.  

There is no annual contribution limit for RESPs although the lifetime limit for 
a particular beneficiary is $50,000. Where the contributions from all 
subscribers for a particular beneficiary exceed $50,000, the subscriber(s) are 
liable for a tax on the excess contribution. 

Qualifying payments from the plan for educational purposes are taxed to the 
designated person who takes post-secondary education. The portion of the 
payment that applies to subscriber contributions are not taxable whilst the 
portion that applies to income earned and government assistance will be 
taxable. 

Contributions may be made to an RESP for up to thirty-one years after the 
plan was created (thirty-five years if the beneficiary qualifies for the disability 
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tax credit).  The RESP must terminate within the year that includes the thirty-
fifth anniversary for the plan (fortieth anniversary where the beneficiary 
qualifies for the disability tax credit). 

Tip 

You can make an unlimited contribution to an RESP for a child subject to a 
lifetime RESP contributory limit of $50,000 for that beneficiary. 

Tip 

The government contributions to your RESP have an annual and lifetime 
maximum amount.  Accordingly, you should establish the RESP as soon as 
possible to ensure that the RESP qualifies for as many of the financial 
incentives as possible. The provinces of Alberta and Quebec also provide 
financial incentives for the RESP. 

8.4 REGISTERED DISABILITY SAVINGS PLAN 

Parents or legal representatives are entitled to establish a Registered 
Disability Savings Plan (“RDSP”) for the long-term financial security of a 
Canadian resident who has a severe disability. The RDSP trust will be 
administered at an institution that accepts RRSP contributions.  The 
essentials of the RDSP are as follows:  

a) the plan must be created and operated solely for the benefit of 
the beneficiary who is a Canadian resident at the time of creation 
and is entitled to the disability tax credit;  

b) the plan and other RDSPs for the same beneficiary may receive 
maximum contributions in the aggregate of $200,000; 

c) contributions to the plan may only be made until the end of the 
year in which the beneficiary attains age 59 and are not tax 
deductible.  Contributions cannot be made if the beneficiary fails 
to qualify for the disability tax credit, is not a Canadian resident 
or has died.  Contributions are not recoverable by the 
contributor; 

d) the interest paid on amounts borrowed to contribute to the plan 
is not tax deductible; 

e) the RDSP can acquire investments that are, generally, the same 
as those qualified for RRSP investment; 
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f) income and net gains realized by the RDSP are not taxed  in the 
year realized but will be proportionately taxed in the year 
withdrawn; 

g) the plan will normally mature on or before the end of the year in 
which the beneficiary reaches age 60.  The plan will, however, 
be terminated by the earlier of the end of the year in which the 
beneficiary dies or throughout the year in which the beneficiary 
is no longer entitled to the disability tax credit; and 

h) the plan will be subject to a penalty tax of 1% per month on 
over contributions, contributions received whilst the beneficiary 
is a non-resident or the plan acquires a non-qualified investment. 

The RDSP will be entitled to a Canada Disability Savings Grant (“CDSG”) 
and a Canada Disability Savings Bond (“CDSB”) from the federal 
government with the amount being dependent on contributions to the plan 
and family income. The amounts received from the CDSG and CDSB are 
not taxed on receipt but will be taxed upon payment to the beneficiary or 
his or her estate. 

TIP 

For deaths occurring after March 3, 2010, RRSP rollover rules will be 
extended to allow a rollover of a deceased individual's RRSP proceeds to 
the registered disability savings plan (RDSP) of the deceased individual's 
financially dependent infirm child or grandchild.    

8.5 TAX-FREE SAVINGS ACCOUNTS 

Canadian resident individuals who are aged 18 or older and who have a 
valid Canadian social insurance number can establish a Tax-Free Savings 
Account (“TFSA”).  Individuals who live in Canadian jurisdictions in which 
the age of majority is higher than 18 will be not be able to establish a TFSA 
until the person reaches the age of majority. You may establish a TFSA at an 
institution that accepts RRSP contributions. Banks, credit unions, trust 
companies and insurance companies can issue TFSAs.  The essentials of the 
TFSA are as follows:  

a) you may contribute a maximum of $5,000 per year to your 
TFSAs, for years beginning in 2009.  This amount is subject to 
indexing, and is $5,500 in 2013. If you do not contribute the 
maximum in the year, the portion not contributed will be 
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eligible to be contributed in any subsequent year.  CRA will 
inform you of your contribution limit annually.  A person who is 
non-resident throughout the year for income tax purposes will 
not be entitled to an increase in contribution room. You can 
contribute to a TFSA up to the date you became a non-resident; 

b) you will be required to provide your social insurance number 
and date of birth to the institution which submits your personal 
information to CRA for a TFSA registration number.  You may 
have more than one plan but be mindful of the contribution 
limits and the penalties for over contributions described below; 

c) contributions are not tax deductible; 
d) interest paid on amounts borrowed to contribute to the plan is 

not tax deductible; 
e) the TFSA can acquire investments that are, generally, the same as 

those qualified for RRSP investment.  A TFSA will not be entitled 
to invest in entities with whom you do not deal at arm’s length 
or in which you and related parties hold a 10% or greater 
interest; 

f) income and net gains realized by the TFSA are not taxable to you 
or the plan in the year realized or the year withdrawn.  Losses 
are not deductible; 

g) your plan will not have a maturity date but its assets will be 
valued at FMV upon your death with income and gains realized 
after that date being subject to tax.  If the TFSA transfers to your 
spouse or partner upon your death, the plan will retain its tax-
free status;   

h) you cannot contribute directly to a TFSA for another account 
holder such as your spouse, partner or child.  You may gift funds 
to the individual to contribute to his or her own plan. The 
income or net gains realized on the gifted funds are not subject 
to the income attribution rules; 

i) you will not be able to establish a TFSA at age 18 in a provincial 
jurisdiction where the age of majority is 19.  Your contribution 
limit for the year in which you turn 18 will carry forward to the 
subsequent year; 

j) withdrawals from the plan will not be taxable and will increase 
your contribution limit for the subsequent year unless you are a 
non-resident of Canada. If you move your TFSA from one carrier 
to another, you should do so by direct transfer arranged through 
the financial institutions.  If you transfer funds indirectly by 
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withdrawing from one account and depositing to another, you 
risk falling into an over contribution situation.  Your transfer of 
funds directly from one TFSA to another is not a withdrawal or 
contribution for establishing your contribution room; and 

k) you will be subject to a penalty tax of 1% per month on over 
contributions, contributions while a non-resident, non-qualified 
investments or where the plan confers a benefit or advantage on 
you or a related person. Where you are subject to the penalty 
tax, you must file tax form RC243 by June 30 of the year 
following the end of the calendar year in which the tax liability 
arose. CRA will levy a late filing penalty and interest should the 
return be late filed. You can inadvertently step into the penalty 
tax issues by failing to arrange direct transfers from one TFSA to 
another or by operating a chequing or other account in a TFSA 
because each deposit will be considered a new contribution. 

Tip 

If you do not have a TFSA, you should consider arranging for an account 
and depositing funds to it.  The TFSA is a rare opportunity to invest 
without incurring an income tax liability on income or gains so long as the 
plan complies with the law.    

8.6 PLANNING FOR THE CLAWBACK OF OLD AGE SECURITY 

The Old Age Security pension is based on the number of years you lived in 
Canada after turning 18.  You must apply for the pension and can receive it 
retroactively for a maximum of one year. Since the pension is not based on 
earnings or contributions, individuals earning more than $70,954 (2013) are 
subject to a clawback on the OAS payments. By the time your income 
approximates $114,600, all your benefits will have been lost to tax.  There 
are three significant matters to consider: 

a) spousal income is not considered for purposes of the clawback 
calculation,  

b) the TFSA discussed in Section 8.5 does not impact on the 
clawback calculation, and 

c) the clawback is an annual computation.  Your loss of OAS 
payments in one year does not affect the clawback in any other 
year. 
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Tip 

You may be better off deferring income to postpone being subject to the 
clawback. 

Tip 

If you have atypical income, such as a capital gain that you could spread 
over a number of years (Section 1.8.6), you might benefit from pre-
recognizing income to minimize the number of years in which you are 
subject to clawback. 

Tip 

You might benefit from shifting income between spouses when possible so 
that only one spouse is subject to the clawback.  

8.7 YOUR WILL – THE BEGINNING OF AN ESTATE PLAN 

Your will is your last chance to accomplish a number of objectives: 

a) Direct your assets to where you think they should go; 
b) Take your last opportunity to minimize tax; and 
c) Establish a structure to minimize the annual portion of income 

tax generated by your assets once they have passed to your 
estate or beneficiaries.   

 
Will preparation and estate planning are extensive subjects outside the 
scope of an annual tax planning exercise. 

8.8 SEPARATION OR DIVORCE 

In many cases of marriage breakdown, former spouses are significant 
adversaries in a bitter conflict.  However, both individuals would be better 
off if they could remember that they continue to share a common participant 
to this struggle – CRA.  The smaller the share of assets that is directed to 
CRA, the greater the pool of assets that remains for the two individuals to 
divide between them. 
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Tip 

After separation, the income from property transferred to your spouse is 
automatically taxed to that person and no longer taxed to you.  For capital 
gains, you must jointly elect that these items are not attributed back to 
you. 

Tip 

Since each individual is entitled to an enhanced CGE of $800,000 on 
capital gains realized on eligible capital property, the separating persons 
should consider taking advantage of the exemption as part of the division 
of assets on separation.  When family assets include shares of a qualifying 
Canadian small business corporation, the taxation of the capital gain and 
access to the exemption are significant issues. 

8.9 LOSS OF EMPLOYMENT 

Individuals who have been with the same employer group since before 
1996 and lose their employment may be in a position to benefit by having 
their severance considered a Retiring Allowance.  A Retiring Allowance is 
an amount received by the employee on or after retirement in recognition of 
long service.    The Retiring Allowance is fully taxable, but may be reduced 
by qualifying amounts paid to your RRSP.  You will not be subject to tax 
withholdings where your employer makes the payments directly to your 
RRSP.  The special contribution limit in respect of Retiring Allowances is: 

a) $2,000 a year for each year of service up to and including 1995; 
plus 

b) $1,500 a year for each year of service up to and including 1988 
where you have no vested pension entitlement. 

Tip 

You can arrange for your employer to transfer a portion of your Retiring 
Allowance directly to your RRSP and have the full amount earn income 
right away rather than having tax withheld at source and waiting for your 
tax refund. 
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CHAPTER 9.  
REGISTERED RETIREMENT SAVINGS PLAN 

The RRSP program is one of the best tax deferral opportunities available to 
the average Canadian.  Contributions, up to a maximum amount, are tax-
deductible.  The tax on the income earned is deferred and not taxed until 
the funds from the RRSP are withdrawn.  

9.1 WHO CAN CONTRIBUTE? 

Canadian residents and, in certain circumstances, non-residents with earned 
income (as defined below) can contribute to an RRSP.   

Minors who have “earned income” may contribute to an RRSP, if they can 
find an institution willing to allow the minor’s legal guardian to establish the 
plan; however, an RRSP issuer may be reluctant to enter into a contract with 
a minor and will normally require that an annuitant be at least 18 years of 
age. There is no over contribution allowance for persons who have not 
attained the age of 18. 

Tip 

Minors with “earned income” for RRSP purposes but no taxes payable 
should still file their income tax return to accumulate available RRSP 
contribution room.  

Tip 

Consider making a final RRSP contribution immediately prior to maturing 
your RRSP if sufficient contribution room is available or will be available 
in the subsequent year. 

9.1.1 Timing for RRSP Contributions 

You may deduct RRSP contributions, subject to your RRSP deduction limit 
for the year, made in the year (to the extent that they were not deducted in a 
previous year) and, up to 60 days after the end of the year.  



115 

9.1.2 Deduction Limit for 2014 

Your RRSP deduction limit determines the maximum tax-deductible 
contributions that you may make in the year.  This limit applies to both 
RRSP contributions made to your own plan or a spousal RRSP.  A 
contribution you make to a spousal RRSP does not affect your spouse’s RRSP 
deduction limit for the year. 

Your RRSP deduction limit for 2014 is determined as the total of: 

a) your unused RRSP contribution room that is carried forward from 
2013, if any; 

b) your “annual RRSP deduction limit” which is the lesser of: 

(i) the RRSP maximum dollar limit of $24,270 (2013-$23,820);  

(ii) 18% of your 2013 “earned income” (as defined below), less; 

c) the Pension Adjustment (“PA”) reported for 2013 to CRA by your 
employer; and  

d) your Pension Adjustment Reversal (“PAR”) for 2013; less; 

e) your Past Service Pension Adjustment (“PSPA”) for 2013. 

The PAR is reported by the RPP administrator or DPSP trustee so that 
additional RRSP contribution room can be restored for an individual who 
leaves the company’s RPPs or DPSPs before retirement and receives 
termination benefits that are less than their accumulated PAs.  The PAR is 
added to the individual’s contribution room for the year of termination. 

The PA is designed to ensure that members in either a defined benefit or 
money purchase RPP or DPSP, with varying benefit rates, receive equal 
access to the benefits under the RRSP.  The PA reflects the value of benefits 
accruing to an employee under an RPP or DPSP, or both.  The PA for the 
calendar year is used to determine the RRSP deduction limit for the 
following year. 

A PSPA represents past service benefit upgrades added to the plan with 
respect to services after 1989 and reduces your deduction limit. 
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9.1.3 Determination of “Earned Income” 

Your earned income for the immediately preceding year is an important 
factor in determining your current year deduction limit.   

Earned income for residents 

The following is the calculation of the “earned income” for an individual 
who is resident in Canada throughout the year.  For part-year residents it 
applies to the period of residence in Canada.  

Total “earned income” includes: 

a) net remuneration from an office or employment (including all 
taxable benefits and excluding allowable employment-related 
expenses other than RPP contributions); 

b) net rental income from real property, whether active or passive; 
c) current year income from self-employment or carrying on a 

business in which one is an active member; 
d) alimony and maintenance receipts included in income; 
e) royalties for work or an invention for which the individual is the 

author or inventor; 
f) net research grants received; 
g) disability benefits under CPP or QPP; and 
h) supplementary unemployment benefit plan payments received 

(excluding EI benefits). 

Less: 

a) current year losses from self-employment or business in which 
one is an active member; 

b) net rental losses from real property, either active or passive; 
c) deductible alimony or maintenance payments; and 
d) the portion of business income from the disposition of eligible 

capital property in excess of recaptured tax deductions. 

Superannuation or pension benefits, investment income, taxable capital 
gains, retiring allowances (see section on retiring allowances below), death 
benefits, scholarships and bursaries are not included in earned income. 

Earned income for non-residents 

a) Individuals who are non-residents throughout the year may 
include income from employment performed and business 
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carried on in Canada either directly or as an active partner, to the 
extent that tax treaties do not protect the income from being 
taxable in Canada.  Business losses and alimony deductible for 
Canadian tax purposes reduce earned income. 

b) A non-resident will be entitled to make RRSP contributions in the 
year he/she becomes a Canadian resident to the extent that 
he/she has unused contribution room carried forward from 
previous years. 

9.1.4 Unused RRSP Deduction Room 

If you contribute less than your RRSP deduction limit for the year, you can 
carry forward the “unused RRSP deduction room” indefinitely (or, until the 
year you reach age 71).  For example, if your 2013 RRSP deduction limit is 
$12,000 but you make a $10,000 RRSP contribution, you will be able to 
carry the remaining $2,000 as “unused RRSP deduction room” and make the 
additional deductible contribution of $2,000 in a future year. 

Tip 

If your current year taxable income is low, consider carrying forward the 
RRSP deduction to a future year. This will be advantageous if you expect 
your income to rise and be subject to a higher marginal tax rate. 

9.1.5 Retiring Allowances 

Retiring allowances that are received from your employer or out of a 
retirement compensation arrangement can be transferred directly into your 
RRSP.  The maximum amount that can be transferred is the total of: 

a) $2,000 for each full or partial year of service prior to 1996 with 
your employer; and 

b) $1,500  for each full or partial year of service prior to 1989 for 
which employer contributions to an RPP or DPSP has not fully 
vested. 

Tip 

If you receive a retiring allowance, consider making a direct transfer into 
your RRSP, up to the allowable amount, to avoid withholding of tax at 
source. 
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9.1.6 Lump Sum Receipts 

Lump sum payments out of an RPP or DPSP may be transferred directly to 
an RRSP (generally a locked-in plan depending on provincial legislation) on 
a tax-free basis, although some limits may apply to transfers from a defined 
benefit plan.  If these payments are received personally, the amounts will be 
included in your income in the year withdrawn and you will not be able to 
re-contribute them to your RRSP. 

A transfer of your RRSP funds to an RRSP for your spouse, common-law 
spouse or former spouse may be available in the event of marriage 
breakdown. 

Tip 

Ensure that lump sum payments out of an RPP or a DPSP are transferred 
directly into an RRSP. 

9.1.7 Borrowing to Finance an RRSP Contribution 

Interest on funds borrowed to make RRSP contributions is not tax-
deductible.  

9.1.8 Fees Charged for an RRSP 

Several types of fees may arise in connection with an RRSP.  Annual 
administration fees, and investment counselling or management fees are not 
tax-deductible, whether paid inside or outside the plan. 

Brokerage fees incurred in connection with the purchase and sale of assets 
held in an RRSP should be paid by the RRSP.   

Tip 

In order to claim the maximum RRSP deduction in 2014 your earned 
income for 2013 must be at least $134,833. 

Tip 

Make RRSP contributions early in your career and contribute as much as 
you can. 
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Tip  

Make your RRSP contributions early in the year to take maximum 
advantage of income tax sheltering available. 

Tip  

Consider paying the RRSP administration fees outside the plan, to 
maximize the capital for future growth. 

Tip  

If you are over 71 years old, make contributions to a spousal RRSP if your 
spouse has not attained the age of 71. 

Tip  

If you are 65 or over and have no pension income, you can still access the 
tax credit for pension income. You can use a portion of your RRSP to 
purchase an annual annuity of $2,000.  That $2,000 will qualify as pension 
income and generate the pension credit. 

Tip  

The deadline for making RRSP contributions that are deductible in the 
calendar year is 60 days after the calendar year end. 

9.2 SPOUSAL PLANS 

You can make deductible RRSP contributions for the benefit of your spouse 
whether or not your spouse makes his/her own RRSP contributions.  A 
spousal RRSP is an RRSP that names your spouse as the annuitant, but to 
which you made the contribution. 

Your 2014 total contributions to both your plan and your spousal plan 
cannot exceed your annual RRSP deduction limit.  You may not transfer 
your own RRSP or RPP to a spousal RRSP, or rollover certain termination 
payments.   

If your spouse makes a withdrawal from an RRSP to which you have 
contributed in the year or either of the two preceding calendar years, the 
withdrawal will be taxed as though it was your income.  An exception is 
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permitted where you and your spouse are separated and living apart by 
reason of marriage breakdown. 

Tip 

It is possible for the legal representative of an estate to make a 
contribution to a spousal RRSP, within 60 days of the year in which an 
individual dies, if the spouse is under age 71.  The deceased taxpayer is 
allowed a deduction on his/her final income tax return. 

9.3 RRSP OVER-CONTRIBUTIONS  

RRSP contributions made in excess of your RRSP deduction limit for the year 
will result in an RRSP over-contribution.  Under current rules, if the total 
RRSP over-contributions exceed $2,000, the excess is subject to a 1% 
penalty per month. 

If you made over-contributions up to $8,000 prior to February 27, 1995, the 
over-contribution in excess of $2,000 can remain in the plan if you did not 
have sufficient RRSP contribution room since to use this excess.   

If you make contributions to your own or a spousal RRSP in excess of the 
allowable amount deductible, the funds may be withdrawn tax-free only if 
withdrawn in the same year in which they were contributed. 

There is a situation where it may be practical to incur the 1% penalty tax on 
over contributions. If an individual is turning 71 in 2014, he will not be 
allowed to make an RRSP contribution after 2014 (to his own plan), even if 
he has earned RRSP contribution room through his 2014 earned income.  
That contribution room does not technically exist until January 1, 2015, but 
at that point, he will be prohibited from contributing to an RRSP. As a result, 
he may wish to make an additional contribution in December, 2014 equal 
to the RRSP contribution room generated in 2014.  Since he will not have 
the available contribution room until January 1, 2105, this will result in an 
over contribution for the month of December, 2014.  A penalty tax of 1% on 
the over contribution will result, but he will be able to deduct the amount 
contributed in December, 2014 on his 2015 tax return. For example, 
assuming an RRSP over contribution of $22,000 is made in December, 
2014, the individual would be subject to a 1% penalty tax of $200 
(($22,000-$2000) x 1%) for the over contribution.  In return for this penalty, 
the individual would be entitled to deduct the $22,000 RRSP contribution 
on his 2015 tax return. 
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Tip 

Generally you should limit your RRSP over-contributions to $2,000 since 
over-contributions in excess of $2,000 at the end of any month will result 
in a penalty of 1% per month. 

Tip 

If you have RRSP over-contributions and are about to retire, you should 
reduce the current year’s contribution to avoid double taxation on any 
undeducted contributions. 

Tip 

Under certain circumstances, you might consider it advantageous to make 
a $2,000 over-contribution, where the over-contribution may be deducted 
in a future year.  In the meantime, the over-contributed RRSP will earn tax-
deferred income.  

9.4 WITHDRAWALS FOR EDUCATION LIFELONG LEARNING PLAN 

Eligible individuals can make tax-free withdrawals from an RRSP of up to 
$10,000 per year, but not exceeding $20,000 overall, over a period of up to 
four calendar years to pursue qualifying educational studies.  

An eligible individual includes the recipient or a spouse enrolled as a full-
time student in a qualifying educational program of at least three months 
duration at an eligible educational institution.  These terms appear to have 
the same content as those used for the education tax credit. 

RRSP withdrawals under this plan must be repaid in equal instalments over a 
period of 10 years.. 

Tip 

If you or your spouse require financing to pursue educational studies, 
withdrawals under the RRSP Learning Plan are an alternative. 

9.5 WITHDRAWALS FOR A HOME PURCHASE 

The Home Buyer’s Plan (“HBP”) permits a home buyer, who has not owned 
and occupied a home in the last 5 years, to borrow up to $25,000 from an 
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RRSP to finance the purchase of a home.  The home must be acquired by 
September 30th of the year following the year of withdrawal.  Special rules 
apply to a disabled individual moving into a home that is more accessible. 

The withdrawals under the HBP must be repaid within a 15-year period, 
with annual repayments required to be made within the year or the first 60 
days of the following year.  The 15-year period commences in the second 
calendar year after the year of withdrawal. 

CRA will provide an annual statement informing you of the minimum 
repayment required.  To the extent that the minimum payment is not made, 
the shortfall will be included in your income for that year.   

A contribution to an RRSP made 90 days prior to a HBP withdrawal is 
generally not tax deductible unless certain specific conditions are met.  
Please contact your HLB advisor. 

Tip 

By withdrawing funds from your RRSP under the HBP, you are foregoing 
the tax-free compounding of income during the period of withdrawal. 

9.6 SELF-DIRECTED RRSPS 

A self-directed RRSP provides you with a high degree of control over the 
investment of your RRSP contributions.  It allows you to choose from a full 
selection of allowable investments such as: bonds and debentures of the 
Government of Canada, a province, municipality, or Crown corporations, 
shares and debt obligations of Canadian public companies, shares of 
Canadian private companies, units of a mutual fund trust and a mortgage 
secured by real property inside Canada. 

You cannot invest more than $25,000 of RRSP funds in a qualifying active 
business company in which you or your family members hold an interest of 
10% or more.  

Self-directed RRSPs carry an annual administration fee that is not tax 
deductible, whether paid inside or outside the plan. 



123 

Tip 

Shares of small and medium-sized Canadian private corporations carrying 
on an active business will qualify for RRSP investment if certain conditions 
are met. Consult with your HLB Advisor for additional information.  

9.7 MATURING THE PLAN 

You must mature the RRSP by the end of the year in which you turn age 71.  
If you are age 71 at the end of 2014, you must mature the RRSP by the end 
of the calendar year.  Any final-year RRSP contribution must be made by 
December 31, 2014 and not 60 days after the end of the year. 

You do not have to wait until you reach age 71 to obtain retirement income 
from your RRSP.  If you have no other sources of pension income, taking 
early retirement allows you to take advantage of the $2,000 non-refundable 
pension income credit. 

There are several options to provide you with retirement income in varying 
amounts: 

a) RRIFs are a continuation of your RRSP except that you are 
required to withdraw a minimum amount each year; 

b) Life Annuities; and  
c) Fixed Term Annuities are described under annuities. 

Tip 

If you will be age 71 at the end of 2014, consider making an RRSP 
contribution before December 31, 2014.   

Tip  

If you have sufficient earned income, consider making the $2,000 over-
contribution before the end of the year in which you turn 71 and claim the 
deduction in a future year. 

Tip  

If you are over age 71 and your spouse is younger than age 71, consider 
making contributions to a spousal RRSP until your spouse reaches 71, to 
the extent of your contribution room. 
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Tip 

If your RRSP is maturing in the near future, investigate the various 
maturity options available to you. 

9.7.1 Registered Retirement Income Fund 

At the maturity of your RRSP, a RRIF can be a continuation of your RRSP: 
you can keep the same investments held in the RRSP and transfer them to a 
RRIF plan. 

A minimum amount must be withdrawn each year and included in the 
annuitant’s income.  The minimum amount is determined by a fixed 
percentage set out in government regulations.   

Withdrawals from the RRIF in excess of the minimum amount are subject to 
withholding taxes, which are credited against your taxes payable for the 
year. 

All amounts earned in the RRIF continue to be tax-free until the funds are 
withdrawn.   

You may also operate a self-administered RRIF, continuing your investments 
from your self-directed RRSP. 

Tip 

It may be preferable to not withdraw large amounts from your RRIF, since 
this will reduce the size of payments in future years. 

9.7.2 Annuities 

The alternative to an RRIF is an annuity.  An annuity leaves investments in 
the hands of the issuer, usually a life insurance company, who guarantees to 
pay a fixed amount.   

There are two types of annuities: life and term-certain. 

Under a life annuity, you must receive periodic payments at least once a 
year, until you die.  The amount payable is based on factors that include the 
average life expectancy for someone your age and current interest rates. 
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Term-certain RRSP annuities are payable to age 90, or to the year your 
spouse turns age 90.  Payments will cease after your 90th year.  The amount 
payable is based on current interest rates. 

Tip 

If the security of income is more important to you than the management of 
assets, then you should consider an annuity.  
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CHAPTER 10.  
PAYING YOUR TAX 
As at the time of this publication, Canada Revenue Agency has not issued 
any release or commentary regarding 2014 tax instalments. The information 
provided below is based on the premise that the legislation, criteria and 
basis that apply to 2013 will remain unchanged for the 2014 year.  

10.1 INSTALMENTS 

You may have to make quarterly instalment payments for 2014 if in 2014, 
and, in either 2013 or 2012 your net tax owing is more than $3,000 ($1,800 
for Quebec residents).   

Instalments are due on March 15, June 15, September 15 and December 15. 
Where instalments are due on a Saturday, Sunday or holiday recognized by 
CRA, payment will be due on the following business day. 

Farmers and Fishers – Different rules apply if your main source of income in 
2014 is self-employment income from farming or fishing. Discussion of 
these alternate rules is not presented here. 

Instalments are due on March 15, June 15, September 15 and December 15. 
Where instalments are due on a Saturday, Sunday or holiday recognized by 
CRA, payment will be due on the following business day. 

There are three methods to calculate your instalments.  Your instalments 
(which include CPP contributions and voluntary EI contributions) are to be 
determined by one of the following methods: 

Method A - No-calculation option - The March and June instalments are 
each one quarter of the tax for year 2012 and the September and December 
instalments are each half of the difference between the 2013 tax owing less 
the instalments made in March and June.  Your total instalments for 2014 
will equal the 2013 amount owing. 

Method B - Prior year option - Each instalment can equal one quarter of 
your 2013 tax owing.  In this case, your total instalments for 2014 will equal 
the 2013 amount owing. 
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Method C - Current year option - Each instalment can equal one quarter of 
your estimate of tax owing for 2014.  In this case, your total instalments for 
2014 should equal your estimated tax owing for the 2014 year. 

Method A is the method CRA provides on the notices sent to you advising 
you of your instalment obligations. 

If you choose method C but underestimate the net tax owing, you will incur 
interest costs.  Paying the amounts shown on the remittance notices sent by 
CRA will ensure that you will not incur any interest costs. 

10.2 INTEREST AND PENALTIES ON LATE PAYMENTS 

CRA charges interest at prescribed interest rates plus 2%, compounded 
daily, on late or insufficient tax instalments and on the balance of taxes if not 
paid by April 30 of the following year. The prescribed rate charged by CRA 
is approximately four points higher than the Bank of Canada rate and is 
adjusted quarterly. 

CRA may also assess a penalty if your instalment payments are late or less 
than the required amount. The penalty applies if your instalment interest 
charges are more than $1,000.  The penalty is one-half of the amount by 
which the instalment interest exceeds the greater of the following amounts: 

a) $1,000; or  
b) one-quarter of the instalment interest that you would have had to 

pay if you had not made any instalment payments for 2014. 

All interest and penalties paid to CRA are not tax deductible. 

10.3 INTEREST ON REFUNDS  

CRA does not refund the interest on instalments you made early, but you 
can reduce or eliminate the interest charges or penalties by overpaying 
subsequent instalments or paying them before their due dates.  So if you 
have made a late instalment payment, consider making an extra or early 
payment to earn interest to offset the interest that would otherwise be 
charged, with only the net interest charge being payable. 
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Generally, interest will be paid to you on your refund from the date that is 
the later of: 
 

a) 120th day after the end of the tax year (if the return was filed on 
time). 

b) 30th day after the return was filed (if the return was filed late). 
c) The date of the overpayment. 

10.4 APPLYING FOR AN EARLY REFUND 

CRA offers alternative methods of filing tax returns.  Generally these returns 
are processed more quickly than if you filed on paper. 

Efile – This paperless, electronic method of filing is available to almost 
everyone. Non-residents, people who have declared bankruptcy or pay 
income tax in more than one province are examples of people not eligible 
to Efile.  You must use the services of a CRA-approved Efile service provider 
to submit your return.  You can usually expect your refund within two 
weeks using this method. 

Telefile – CRA announced in 2012 that Telefile was being discontinued.   

Netfile – This alternative allows you to file your return via the Internet.  
Netfile requires you obtain CRA approved software and that your browser is 
able to comply with the security standards set by CRA.  Netfile is available 
from February to November. You can expect your refund within two weeks. 

Direct Deposit - Using the “Direct Deposit” service should also speed up 
your refund.  Your income tax refund, GST credits and Child Tax Benefit 
payments can all be deposited directly into your bank account.  Complete 
Form T1-DD to use Direct Deposit. If you are registered for “My Account”, 
you can enroll for direct deposit immediately. 
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CHAPTER 11.  
FOREIGN PROPERTY REPORTING REQUIREMENT 

In principle, residents of Canada are taxed on their worldwide income.  
However, during the past several years, the Government has become 
increasingly concerned with its ability to enforce that principle. 

To counter the impact of books and magazine articles glorifying the use of 
offshore tax havens and aggressive marketing of tax havens in Canada, the 
Government implemented its foreign income verification rule. This rule 
helps ensure that all Canadians pay their fair share of tax.  It requires that 
taxpayers annually report specified foreign assets with a cost amount over 
$100,000, and the related income. 

This foreign income verification rule is in addition to other foreign reporting 
requirements that generally became effective after 1995. These other foreign 
reporting requirements apply if a taxpayer: 

a) has transferred or loaned funds or property to a foreign-based 
trust; 

b) has received funds or property from, or is indebted to, a foreign-
based trust; or 

c) has one or more foreign affiliates. 

CRA can impose substantial penalties if taxpayers fail to disclose the 
required information, file the required information after the filing deadlines, 
or under report their income from these sources. Therefore, you should 
consult with your HLB advisor. 

11.1 FOREIGN PROPERTY HOLDINGS  

Canadian resident individuals, including trusts and most corporations 
holding “specified foreign property” which cost more than $100,000 
(Canadian) in the aggregate on any particular day in the year are required to 
file Form T1135.  You are required to file the form for any taxation year in 
which you met the $100,000 aggregate cost test at any time in the particular 
year.  Partnerships are also reporting entities unless 90% or more of their 
income or loss for the particular fiscal period would be attributable to non-
residents of Canada. 
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Specified foreign property includes: 

a) deposits or intangible property situated, deposited, or held 
outside Canada (such as foreign bank accounts or shares of 
Canadian companies deposited with foreign brokers); 

b) tangible property located outside Canada; 
c) any interest in or right to a non-resident entity (e.g., shares in a 

foreign corporation whether or not held in or out of Canada by 
the taxpayer or by a Canadian or foreign broker) other than a 
foreign affiliate subject to reporting under the foreign affiliate 
rules discussed below;  

d) debts owed by non-resident persons (e.g., bonds issued by 
foreign entities or simply loans to non-resident persons); 

e) interests in partnerships unless 90% or more of their income or 
loss for the particular fiscal period would be attributable to non-
residents; 

f) interests in non-resident trusts where you or a person related to 
you paid an amount to acquire the interest; 

g) interests in foreign insurance policies; 
h) any interest or right, immediately or in the future, absolute or 

contingent, in specified foreign property; and 
i) any property that is convertible to or exchangeable for specified 

foreign property. 

Specified foreign property does not include: 

a) property used or held exclusively in the course of carrying on an 
active business; 

b) personal-use property (i.e., property used primarily for personal 
use and enjoyment, such as a vacation property used primarily 
as a personal residence); 

c) an interest in a U.S. Individual Retirement Account (IRA); 
d) shares of the capital stock, or indebtedness of a foreign affiliate; 
e) an interest in a non-resident trust that is a foreign affiliate; 
f) an interest in a non-resident trust that neither the taxpayer nor a 

person related to the taxpayer had to pay for in any way; 
g) an interest in a non-resident trust principally providing 

superannuation, pension, retirement or employee benefits 
primarily to non-resident beneficiaries, that does not pay income 
tax in the taxing jurisdiction where it is resident; and 

h) an interest in, or a right to acquire any of the above-noted 
excluded foreign property. 



131 

Tip  

The rules on foreign property holdings are complex. Consult with your 
HLB advisor to verify whether you have specified foreign property. 

If you have specified foreign property with a total cost of $100,000 or 
more, ensure that you accumulate the necessary information and file the 
required reporting forms within the filing deadline. 

Tip  

If you neglected to file the required reporting forms for 1998 or any 
subsequent year, you should consult with your HLB advisor and attend to 
the filing as soon as possible to minimize the amount of penalties that may 
be levied. 

11.2 TRANSFERS AND LOANS TO FOREIGN TRUSTS 

Taxpayers who have transferred or loaned funds or property to a foreign-
based trust at any time before the end of the trust’s taxation year have 
special reporting requirements. Generally such taxpayers must file Form 
T1141 by the filing due date for the taxpayer’s income tax return for the 
particular year that includes the end of the trust’s taxation year before which 
the transfer was made.  

The filing requirements regarding transfers and loans to foreign trusts are 
very complex and therefore should be referred to your HLB advisor.  

Tip  

If Form T1141 is required to be filed for 2013 or 2014 you should consult 
with your HLB advisor and ensure that you accumulate the necessary 
information and file the forms by the filing due date to avoid any late filing 
penalties. 

11.3 DISTRIBUTIONS BY AND LOANS FROM FOREIGN TRUSTS 

Recipients of funds or property from, or persons indebted to, a foreign-based 
trust, must file Form T1142. The filing is due no later than the taxpayer’s 
income tax return for the particular taxation year during which any such 
distribution was received, or during which the taxpayer was indebted at any 
time to the foreign-based trust.  In the case of a partnership, Form T1142 is 
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required to be filed by the filing due date for the partnership’s annual 
information return, whether or not the partnership is required to file such a 
return. 

Consider an example where an individual received a distribution of funds 
from a foreign-based trust on March 31, 2014.  The individual will be 
required to file Form T1142 on or before April 30, 2015.  The filing deadline 
may be extended to June 15, 2015 if the individual or his/her spouse or 
common-law partner were self-employed.  

Form T1142 must be filed for taxation years that commence after 1995. 

Tip  

Consider repaying any indebtedness owed to a foreign-based trust in order 
to avoid filing Form T1142 for future taxation years (assuming that no 
further indebtedness is incurred or any distributions are received from the 
foreign-based trust). 

Tip  

If Form T1142 is required to be filed for any particular taxation year 
consult with your HLB advisor and ensure that you accumulate the 
necessary information and file the return before the filing due date to 
avoid any late filing penalties. 

11.4 INTERESTS IN FOREIGN AFFILIATES 

Taxpayers who own shares of foreign affiliates are required to file an annual 
T1134 information return each year.  On December 31, 2012, CRA released 
a new version of form T134.  It is to be used for both controlled and non-
controlled foreign affiliates.  This new form replaces the former T1134-A, 
which was for non-controlled foreign affiliates, and form T1134-B, which 
was for controlled foreign affiliates.  Generally, you will have to consider 
your foreign affiliate filing obligations if you own 1% or more of the issued 
shares of any class of a foreign corporation and you and persons related to 
you own 10% or more of the issued shares of any class of shares of that 
foreign corporation. Since the foreign affiliate rules are extremely complex, 
we suggest that you obtain professional advice from your HLB advisor in this 
matter.  
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Form T1134 must be filed on or before 15 months after the end of the 
taxation year in respect of which they are filed.  For example, a taxpayer 
who owned shares of a foreign affiliate on December 31, 2014 will be 
required to file form T1134 on or before March 31, 2016. These forms are 
rarely filed by individuals. 

Tip  

If form T1134 is required to be filed for the 2014 taxation year consult 
with your HLB advisor and ensure that you accumulate the necessary 
information and file the return before the filing due date to avoid any late 
filing penalties. 

11.5 DEEMED INCOME FROM INTERESTS IN FOREIGN INVESTMENT 
ENTITIES 

Additional rules apply to taxpayers that hold participating interests in foreign 
investment entities.  The rules can result in amounts being included in 
taxable income in each year that the participating interest is owned whether 
or not income is actually earned by the investment.  The rules can apply 
where the taxpayer holds an investment interest that participates in the 
growth of foreign assets including shares, debt, annuities, insurance policies, 
commodities, real estate, resource properties, derivatives, currency or 
options thereon.  

The foreign investment entity rules, as well as the exemptions and 
exceptions to them, are highly complex and will often require that an 
interest in a foreign investment entity be reviewed every year.   

Tip 

Consult with your HLB advisor to assist in determining if the foreign 
investment entity rules apply. 
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CHAPTER 12.  
UNITED STATES (U.S.) TAX FILING REQUIREMENTS 
 
The most recent tax legislation and information made available to the public 
by the U.S. and Canadian tax authorities is contained in this chapter.  
Historical information is presented where more current information and data 
are not available. Readers are cautioned to contact their tax advisor before 
adopting any planning so as to be aware of any changes subsequent to the 
writing of this planning guide. 
 
Both U.S. citizens and green card holders are referred to in this chapter as 
“U.S. tax persons”. 

12.1 SOME U.S. TAX ISSUES FOR CANADIANS WHO ARE NEITHER U.S. 
CITIZENS NOR GREEN CARD HOLDERS 

Many Canadians have diversified their economic interests by carrying on 
business directly in the U.S., or indirectly by investing in partnerships, trusts 
and limited liability companies.  In each case, the individual will be 
allocated a portion of the annual net profit or loss for U.S. income tax 
purposes and may be subject to U.S. tax filing requirements or obligations. 

Canadians who are neither U.S. Citizens nor green card holders are subject 
to U.S. tax only on (1) U.S. source income and (2) foreign source income 
effectively connected with the conduct of a U.S. trade or business. 
Canadians subject to US tax are taxed at regular U.S. rates on income 
(regardless of source) that is effectively connected with the conduct of a U.S. 
trade or business. 

Canadians who are neither U.S. Citizens nor green card holders must file a 
U.S. non-resident tax return for any tax year they are engaged in business in 
the U.S. or deemed to be so engaged even if (i) they have no income 
effectively connected to such business or other U.S.-source income, or (ii) 
their income is tax-exempt (by treaty or otherwise). 

Tip  

The U.S. Income tax may be reduced or eliminated if a tax treaty applies.  
Therefore, it is important to determine whether you may be eligible for 
benefits under a tax treaty. 
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Tip  

If you earn business income in the U.S., you should report your income 
and claim your related expenses on an annual U.S. income tax return filed 
on a timely basis.  If you fail to file the U.S. return within a prescribed 
time period, you may forfeit the right to deduct expenses from that 
income. 

Tip  

If you carry on business directly or indirectly in the U.S., you will be 
required to obtain an Individual Taxpayer Identification Number (ITIN). 
We can help you obtain your ITIN.  

Generally, entities paying Canadian individuals passive income, such as 
dividends and interest, are obligated to withhold taxes at a 30% rate (or 
lower treaty rate) on the gross amount of investment income remitted or 
earned from the United States. In most instances, interest income paid to 
arm’s-length non-residents will be excluded from the withholding tax 
requirement beginning in 2010.  Typically, an individual who is a non-
resident of the U.S., whose entire U.S. source income is subject to 
withholding tax and who has had taxes withheld, often has no further filing 
obligations to the U.S. Generally, the individual will be entitled to use the 
amount of foreign taxes paid as a tax credit on his/her Canadian income tax 
return. 

Tip 

You should obtain and retain documentary evidence of U.S. tax withheld 
so you may satisfy CRA that taxes were paid to the U.S. and are eligible for 
relief against Canadian income tax. 

Tip 

The general rate of U.S. withholding tax is 30% and may be reduced 
pursuant to the Canada-U.S. tax treaty.  For example, the tax treaty will 
reduce withholding tax to 15% on portfolio dividends. CRA will only grant 
tax credit relief for the minimum amount of taxes that are payable to the 
foreign jurisdiction.  Where your tax withheld exceeds the tax treaty limit, 
you may obtain a refund of tax by filing a U.S. income tax return on a 
timely basis. You will need an ITIN to file this return. Generally, you 
should file this return on or before June 15 of the following year.  You can 
save yourself this effort by providing the payer with sufficient information 
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to substantiate that you are a Canadian resident and the beneficial owner 
of the income.   This information can be provided to the payer using 
Internal Revenue Service (“I.R.S.”) Form W-8BEN.  For some types of 
income, you may need to provide an ITIN to the payer in order to receive 
the benefit of the tax treaty. 

Tip 

You are entitled to elect to pay tax on net rental income rather than gross 
rental income. You make the election on a property-by-property basis and 
it is generally not revocable. Once you make this election, you must file an 
annual U.S. income tax return reporting the income or loss of the 
property. Note that you may deduct expenses only if you file the U.S. 
return within a prescribed time period.   

In certain situations, it is possible that U.S. income tax may not have been 
withheld from your gross real estate rentals.  Many persons believe that this 
is the proper result where the rental expenses exceed rental revenue and 
that they need not file a U.S. income tax return.  As noted above, the 
individual is not entitled to offset expenses against revenue unless he/she 
has filed the proper election form and U.S. tax return on a timely basis. 

Tip 

Non-residents who receive rental revenue on U.S. real estate on which tax 
was not withheld should ensure that they either file a U.S. individual 
income return on a timely basis or remit the proper amount of withholding 
tax to the I.R.S. 

A Canadian who owns U.S. real estate will generally be subject to a 10% 
U.S. federal withholding tax on the selling price of his/her property.  Tax 
will not be withheld where the purchaser intends to use the property as 
his/her residence and the selling price is less than a specified threshold 
amount ($300,000 in 2013).  It is also possible to reduce the withholding tax 
by submitting relevant information to the I.R.S. Some States also impose a 
withholding tax. 

The withholding tax does not settle the non-resident’s income tax liability.  
The individual must file U.S. federal and State income tax returns and report 
the actual gain and pay any additional taxes owing.  Filing of the U.S. 
federal and State income tax returns will also allow you to receive a refund 
for any overpayment of taxes.   
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Tip 

The Canada - U.S. tax treaty may provide some relief for the taxation of a 
gain in the U.S.  In particular, tax on a gain realized on personal use 
property owned continuously since September 27, 1980 may be reduced.  
The tax treaty does not necessarily provide relief from State taxation as 
States are not bound by the Treaty. 

Tip 

U.S. income taxes payable on the gain of the sale of U.S. real estate may 
be deductible as a foreign tax credit against Canadian income taxes 
payable.  Accordingly, you should prepare and file your U.S. return on a 
timely basis and retain evidence of the payment of taxes. 

A Canadian who wins at the gaming tables or slot machines may find that 
his/her winnings are subject to a 30% withholding tax.  Gambling losses 
sustained during the year may be allowed as a deduction against gambling 
gains in the year resulting in a refund of some or all of the tax withheld.  The 
30% withholding tax does not apply to gambling winnings on table games.  
The I.R.S. will allow the losses only if the individual maintains an accurate 
diary or similar record of his/her losses and winnings.  Many individuals 
cannot obtain a refund because their only documentation available is the 
U.S. form reporting the winnings and the tax withheld. 

Tip 

Maintain a detailed daily diary of your gambling activities for each 
calendar year if you expect to receive some consideration from the I.R.S. 
on a refund request.  The detail will include machine or table numbers, the 
name and address of each gambling establishment, the names of others 
present with you at the establishment and the amount won or lost. 

12.2 U.S. RESIDENCY RULES FOR A NON-U.S. CITIZENS/RESIDENTS 

A non-U.S. tax person (i.e. neither a U.S. citizen nor a green card holder) 
who is not ordinarily resident in the U.S. may be considered to be resident 
(i.e. a U.S. tax person) and subject to U.S. taxation in certain circumstances.  
Snowbirds or other visitors to the U.S. may be considered resident when 
they are present in the U.S. for (1) 31 or more days in the current year and 
(2) 183 days during the three-year period that includes all the days present 
during the current calendar year, and 1/3 of the days in the first previous 
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calendar year, and 1/6 of the days in the second previous calendar year. 
These rules are often referred to as the “183-day rule.”   

Generally, a Canadian who has obtained a green card will be liable for U.S. 
income tax as a U.S. resident even if he/she was not present in the U.S. at 
any time in the year. An individual who adopts a U.S. filing position that 
he/she is not resident notwithstanding his/her green card risks the loss of 
his/her card. 

Tip 

Students who are permanent tax residents in Canada may exclude some or 
all of the days they are present in the U.S. to attend school under the 183-
day rule.  Students who meet the exception must still complete a series of 
special non-resident alien filings. Students earning income while in the 
U.S. may also need to file a U.S. tax return. 

If a foreign student cannot meet the exceptions, the general filing 
requirement applies and the student must file a U.S. a tax return. This 
typically happens when a non-resident alien student: (1) has wages in 
excess of a personal exemption, (2) has non-wages income connected with 
the U.S. or (3) has income not connected with a U.S. trade or business, and 
the income did not have adequate tax withholding when it was paid. 

Tip 

Students who are permanent tax residents in Canada may receive 
scholarships or grants while in the U.S. The student may be required to 
report the amounts received on a Canadian tax return even though the 
amount may be tax free in the U.S.   

Tip 

A Canadian resident student may claim a tax credit for tuition amounts 
paid to a qualifying U.S. educational institution.  The student should have 
the educational institution complete CRA Form TL11A.   

Tip 

Snowbirds or other visitors to the U.S. should carefully monitor the 
number of days spent in the U.S. to ensure that they are not considered 
resident under the 183-day rule. 
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Tip 

Snowbirds or other visitors may qualify for exemption from U.S. residence 
even where they exceed the cumulative 183-day threshold but only if they 
are present in the U.S. for less than 183 days in the current year and have 
a closer connection to Canada.  The claim should be made on Form 8840 
filed with the I.R.S. on a timely basis. It is also possible to file a tax treaty 
based claim for exemption where the individual is present in the U.S. for 
more than 183 days in the current year.  The claim should be made on 
Form 8833 along with Form 1040NR filed with the I.R.S. on a timely basis.  

12.3 U.S. INCOME TAX ISSUES FOR U.S. CITIZENS LIVING IN CANADA 

A U.S. citizen who resides in Canada is subject to Canadian tax on his/her 
worldwide income.  At the same time, the U.S. citizen is subject to U.S. tax 
on his/her worldwide income notwithstanding the fact that he/she does not 
reside in the U.S.  Generally, the U.S. citizen will be entitled to a foreign tax 
credit on his/her U.S. tax return for some or all of his/her income taxes paid 
to Canada.  In addition, the U.S. citizen may be entitled to a U.S. foreign 
employment income exemption of $97,600 for 2013 and $99,200 for 2014.  

A U.S. citizen will have to file reports with the I.R.S. disclosing such items as 
foreign bank accounts, share investments in foreign corporations, interests in 
trusts, RRSPs, RRIFs, and RESPs.  All U.S. citizens and green card holders are 
required to report Foreign Bank and Financial Accounts (“FBAR reporting”) 
regardless of residency.  

Certain individuals must file new Form 8938 to report the ownership of 
specified foreign financial assets if the total value of those assets exceeds an 
applicable threshold amount (the “reporting threshold”). The reporting 
threshold varies depending on whether an individual lives in the United 
States or files a joint income tax return with his or her spouse. 

Tip 

If you are a U.S. citizen who fails to make the required income tax and 
financial disclosure requirements you may be subject to severe penalties.  
You should ensure that you file all tax returns and financial disclosure 
documents with the I.R.S. on a timely basis. 
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Tip 

If you are a U.S. citizen who intends to immigrate to Canada, you should 
seek Canadian and U.S. income tax advice prior to your move.  Planning 
strategies will prevent or minimize the double taxation of income. 

A child born to a U.S. born citizen is automatically a U.S. citizen and may 
face the same filing issues as those noted above for his/her parents. 

Tip 

If you are a child of a U.S. citizen, discuss your U.S. tax filing 
responsibilities with your HLB advisor. 

It is not uncommon for individuals to incorporate their investment holdings 
for a variety of income and estate planning purposes.  Where the company’s 
income is earned from investments such as dividends, rents, interest, 
royalties or personal services, the U.S. tax person may be subject to U.S. 
personal income tax on the undistributed income of the holding 
corporation. The U.S. citizen who owns issued shares of such a holding 
company must file an information return (Form 5471) either annually or 
where there is a change in ownership, subject to certain ownership 
thresholds.    

The IRS will automatically assesses penalties where Form 5471 is late filed. 
Form 5471 discloses certain earnings, asset and shareholder information of 
non-resident corporations. It is filed as an attachment to the U.S. tax return. 
This is of importance to anyone who is a U.S. citizen or resident and has 
shareholdings in, or are officers or directors of, Canadian corporations.  

Persons potentially liable for filing Form 5471 include U.S. citizens, U.S. 
residents, U.S. domestic corporations, U.S. domestic partnerships, and U.S. 
domestic trusts. 

A $10,000 late filing penalty applies to each late filing.  

Tip 

If you are a U.S. citizen who controls a foreign holding company (which is 
a Canadian company that is considered foreign by the U.S.), you should 
discuss “foreign personal holding company” issues with your HLB advisor 
and ensure that the required forms are filed on a timely basis. 
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Tip 

Select a calendar year for such corporations to minimize compliance costs. 

A U.S. citizen who disposes of Canadian assets may have a capital gain or 
loss for both Canadian and U.S. tax purposes.  It is possible for the U.S. 
citizen to have no capital gain or loss for Canadian purposes but have a gain 
or loss for U.S. purposes.  One of the possibilities for such a variance in 
capital gains or losses will be the change in the Canada – U.S. exchange rate 
during the period of ownership. 

Some transactions such as the sale of a qualified small business corporation, 
a qualified farm property, or a principal residence may be subject to little or 
no tax in Canada but may incur substantially higher amounts of U.S. tax.   

Tip 

Maintain complete records relating to the purchase and sale of assets.  This 
information should include a record of the foreign currency exchange rate 
in force at the time of purchase and sale.   

A U.S. citizen who is a resident of Canada will generally not be subject to 
the withholding tax on investment income received from U.S. sources. The 
individual will generally be entitled to a deduction against Canadian income 
taxes payable for the U.S. taxes that would have been payable on that 
investment income on the assumption that he/she was not a U.S. resident. 
For example, consider a situation of a U.S. citizen resident in Canada 
earning investment income.  The treaty may reduce or eliminate the 
withholding tax. CRA will limit the foreign tax credit (i.e. the extent to which 
they consider foreign taxes as a reduction of Canadian taxes) to the lesser of 
the Treaty withholding tax rate or the proportionate U.S. tax paid or payable.   
The Canada-U.S. treaty allows the individual to claim a tax credit against 
his/her U.S. income tax liability for Canadian taxes paid on that income. 

Tip 

U.S. citizens should be aware of the credits granted by both CRA and the 
I.R.S. for U.S. source income.  Since the tax credit calculations are 
complex, we strongly suggest that you consult with your HLB advisor in 
this regard. 
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Tip 

U.S. companies or individuals that pay investment income to a U.S. citizen 
residing in Canada may withhold U.S. tax from their payments.  U.S. 
citizens may receive the payments free of withholding tax by advising the 
payer of their U.S. status.  I.R.S. Form W-9 can be used to advise a payer 
of your U.S. citizenship.  

12.4 U.S. ESTATE AND GIFT TAXES FOR NON-U.S. CITIZENS/RESIDENTS 

The U.S. imposes an estate tax on the value of the worldwide estate of its 
citizens and residents.  It also imposes both a gift and estate tax on non-
residents, such as Canadians, who own U.S. property.  Canadians could 
trigger U.S. gift tax by transferring U.S. real estate, such as a Florida 
condominium, to a family member.    Also, Canadians could trigger a U.S. 
estate tax liability by holding stocks in U.S. corporations or the Florida 
condominium at the time of death.   

The U.S. levies “transfer taxes” on gifts, both during life and at death, rather 
than an income tax. Canada triggers tax on death using a “deemed 
disposition” (i.e. where the deceased is deemed to “sell” his/her assets to 
his/her estate) to trigger income tax. Because the two systems are based on 
different concepts, the tax base and resultant tax can be very different. For 
example, there might be no Canadian income tax on a U.S. money market 
account balance of USD $5 million dollars, but there could be significant 
U.S. estate tax. In other circumstances, the U.S. Estate tax combined with 
Canadian income tax laws could potentially exceed 58% of the value of the 
assets.  

There is little legislative protection for Canadians since the U.S. code affords 
relief from the estate tax on the first US$60,000 of U.S. assets.  The only 
additional limited relief from U.S. estate taxes is the potential to increase the 
tax credit pro rata based on the fraction: the part of the gross estate situated 
in the United States (including shares of U.S. corporations) compared to the 
value of the entire worldwide estate.  A Canadian filing for this protection 
becomes entitled to that percentage of the full credit available to U.S. 
citizens.  The tax credit amount is USD$5.25 million dollars in 2013.  

To access the “pro rata unified credit” the executors must provide all 
information necessary to verify and compute the credit.  The estate's 
representatives will be required to demonstrate satisfactorily to the I.R.S. 
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both the value of the worldwide estate and the value of the U.S. portion of 
the estate.  Many testators will be reluctant to place that obligation on their 
executors. 

For larger estates, benefit from the Canada-U.S. Tax Treaty to offset U.S. 
Estate Taxes against any Canadian capital gains taxes are subject to specific 
provisions of the Treaty. Therefore, it is very important to understand the 
implications of those taxes on your property.  Assets that are subject to the 
U.S. estate tax regime include but may not be limited to: 

a) real property located in the U.S.; 
b) shares of U.S. companies even if held in your RRSP/RRIF; 
c) cash in U.S. bank accounts used in connection with a U.S. business; 
d) cash in U.S. brokerage accounts;  
e) debts issued by U.S. residents; and  
f) other tangible personal property located in the U.S.   

The consequences of owning U.S. partnerships are less clear and can be 
influenced by the terms of the partnership (e.g. if the partnership is dissolved 
at death of a partner, you look through the partnership to the nature of the 
assets).  

It is important to note that the death benefit proceeds paid on a life 
insurance policy are tax free in Canada but subject to U.S. estate tax where 
the proceeds are payable to the estate or the premiums were paid by the 
deceased.  Since there is no Canadian income tax payable on the receipt of 
the death benefit, the resulting U.S. estate tax cannot be used to reduce any 
Canadian taxes otherwise payable by the deceased.  

While the estate tax is payable on a net estate basis, most debts do not 
directly reduce the value of the assets to which they relate.  For example, a 
non-recourse mortgage on U.S. real estate reduces the value of that real 
estate for estate tax purposes whereas a regular mortgage on that property 
would not reduce the value for estate tax. Instead, the regular mortgage 
reduces the value of the U.S. taxable estate on a prorated basis determined 
by the U.S. component of the estate.  

The U.S. also imposes a tax on the amount of gifts made by a donor at the 
time that the gift is made.  Canada does not impose a gift tax but levies 
income tax on unrealized gains on assets at the time of transfer unless the 
assets are transferred to a spouse or a qualifying spousal trust. The gift tax 
provisions apply to persons who are U.S citizens or residents as well as non-
resident aliens.  Non-resident aliens who gift tangible personal property or 
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real estate located in the U.S. will be subject to gift tax to the extent that the 
gift qualifies for and exceeds an annual exclusion for a non-citizen spouse 
(U.S. $143,000 in 2013) or other person (U.S. $14,000 in 2013).  Non-
resident aliens are not subject to gift tax on the transfer of intangible 
property or any other property located outside the U.S.  Where a non-
resident alien is subject to gift tax, he/she must file the gift tax return on a 
timely basis. 

Tip 

If you intend to invest in the U.S., you should seek tax advice prior to 
making the investment.  If you presently own assets located in the U.S., 
you should seek tax advice for the continued ownership of those assets as 
well as for the minimization of taxes and/or the generation of cash to pay 
the taxes. 

Tip 

Executors of an estate with assets located in the U.S. may be personally 
liable for U.S. estate taxes and should seek tax advice with regard to the 
reporting of assets for U.S. estate tax purposes. 

Tip 

If your family unit consists of a U.S. citizen and a non-U.S. citizen, you 
should seek tax advice with regard to the ownership of assets and the 
minimization of U.S. estate taxes.  As noted below, individuals should be 
aware of U.S. gift taxes. 

Tip 

If you intend to gift U.S. property, you should consider the U.S. gift tax 
implications of the transfer. 

12.5 U.S. ESTATE AND GIFT TAX ISSUES FOR U.S. CITIZENS 

U.S. Citizens, including those resident in Canada are subject to the U.S. 
Estate and Gift taxes (“transfer taxes”) in addition to being subject to 
Canadian income taxes as outlined in the previous section.  

For American citizens married to American citizens, estate tax is something 
that impacts on family wealth on the death of the second spouse.  A deferral 
is achieved by allowing an unlimited deduction for transfers to spouses, 
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either during life or on death.  The situation is much more complicated 
when only one spouse is American.   

Americans married to Canadians, to the extent that they have not planned to 
avoid estate tax, can defer the estate tax due on their death.  Estate tax can 
be deferred if the estate flows into a Qualifying Domestic Trust (“QDOT”).  
Using this trust defers estate tax until the earlier of when the surviving 
spouse removes capital from the trust or dies.   

The major disadvantage of relying on a QDOT is that it is not possible to 
reduce the estate tax – the trust can only defer the timing of payment. On 
the other hand, planning in advance can actually reduce the U.S. estate tax 
payable.  That planning may have the added benefit of allowing the estate to 
avoid the administrative expense of meeting the conditions of being a 
QDOT. 

From our experience, most Americans living in Canada have organized their 
affairs without considering the U.S. tax consequences.  Canadian planning 
unaltered for U.S. issues becomes a serious consideration well before death 
if children decide to go to school in the U.S. or move there for employment.  

For example, Canadians can transfer any asset to a spouse or trust for that 
spouse with no income tax consequences.  However, if the transferor spouse 
is a U.S. citizen and more than U.S. $143,000 (in 2013) goes to a non-
citizen spouse or into the trust, the transfer to the trust is subject to U.S. gift 
tax. In many cases, modifications to the usual Canadian planning can avoid 
triggering U.S. taxes payable. 

Further, many Americans have wills drafted that do not in any way address 
the obligations to pay estate tax.  Parents should be aware of the fact that 
appointing children as executors passes that obligation onto them 
personally. If the transferor spouse is Canadian and the beneficiary spouse is 
American, the U.S. rules can result in the American spouse being liable for 
tax on the income earned in the trust while the Canadian rules will make the 
transferor liable for the taxes.  Regulations are pending to compensate for 
this situation.  Even if the individuals avoid income tax consequences, a 
normally drafted Canadian trust will result in the value of the trust being 
subject to U.S. estate tax.   

When considering a QDOT as an alternative to planning to defer estate tax, 
you should bear in mind that specific conditions must met for the trust to 
qualify as a QDOT.  
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If the trust meets all conditions, the executor must make a timely election to 
have the trust qualify as a QDOT.  

You can expect that the normal spousal trust drafted in Canadian wills will 
not meet a number of the conditions and even if it could be varied to do so, 
many Canadian executors would not be aware of the election obligation. 

Tip 

If you are a U.S. citizen, you must ensure your HLB advisor knows that 
you and your children are American from the perspective of the I.R.S.  You 
should adjust your planning accordingly. 



 

147 

APPENDIX I – WEB RESOURCES 
CRA has made business registration simpler and faster with the introduction 
of the business registration section at its www.cra-arc.gc.ca website. This 
site is tailor-made for small and medium-sized businesses and offers links to 
the various provinces, information and self-help registration in one 
convenient location.   

By visiting the website, businesses can register for the following programs: 

CRA Programs 

 GST/HST (If a business's main mailing address is in Quebec, the 
business must contact the Ministère du Revenu du Québec to 
register for a GST/HST account)  

 Payroll deductions  
 Corporate income tax  
 Import/export  

 
Provincial Programs 

Use the links for information 
 



 

148 

APPENDIX II – ACRONYMS 
ABIL Allowable Business Investment Loss 
ACB Adjusted Cost-base 
AMT Alternative Minimum Tax 
BIL Business Investment Loss 
CCA Capital Cost Allowance 
CCPC Canadian Controlled Private Corporation 
CDSB Canada Disability Savings Bond 
CDSG Canada Disability Savings Grant 
CESG Canadian Education Savings Grant 
CGE Capital Gains Exemption 
CNIL Cumulative Net Investment Loss 
CPI Consumer Price Index 
CPP Canada Pension Plan 
CRA Canada Revenue Agency 
DPSP Deferred Profit Sharing Plan 
EHT Employers’ Health Tax 
EI Employment Insurance 
FBAR Foreign Bank and Financial Accounts Reporting 
FIE Foreign Investment Entity 
FMV Fair Market Value 
GAAR General Anti-Avoidance Rule 
GIC Guaranteed Investment Certificate 
GST Goods and Services Tax 
HBP Home Buyer’s Plan 
HST Harmonized Sales Tax 
I.R.S. Internal Revenue Service 
ITC Input Tax Credit 
LLP Limited Liability Partnership 
LP Limited Partnership 
LPP Listed Personal Property 
LSVCC Labour-Sponsored Venture Capital Corporation 
OAS Old Age Security 
PA Pension Adjustment 
PAR Pension Adjustment Reversal 
PSPA Past Service Pension Adjustment  
QST Quebec Sales Tax 
RDSP Registered Disability Savings Plan 
REOP Reasonable Expectation of Profit 
RESP Registered Education Savings Plan 
RPP Registered Pension Plan 
RRIF Registered Retirement Income Fund 
RRSP Registered Retirement Savings Plan 
SBC Small Business Corporation 
SR&ED Scientific Research and Experimental Development 
TFSA Tax-Free Savings Account 
UCC Undepreciated Capital Cost 
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APPENDIX III – TOP PERSONAL MARGINAL INCOME TAX RATES 

AATT  DDEECCEEMMBBEERR  3311,,  22001133  

 

Province or Territory Maximum combined federal and provincial 
marginal tax rate %  

Salary, interest 
and taxable half 
of capital gains 

Dividends  
(non-eligible - 
note below) 

Dividends  
(eligible - note 
below) 

Alberta 39.00 27.71 19.29 

British Columbia 43.70 33.71 25.78 

Manitoba 46.40 39.15 32.27 

New Brunswick 45.08 33.06 24.92 

Newfoundland 42.30 29.96 22.47 

Nova Scotia 50.00 36.21 36.06 

Ontario 49.53 36.47 33.85 

Prince Edward Island 47.37 38.56 28.71 

Quebec 49.97 38.54 35.22 

Saskatchewan 44.00 33.33 24.81 

Northwest Territory 43.05 29.65 22.81 

Nunavut Territory 40.50 28.96 27.56 

Yukon Territory 42.40 30.41 15.93 

Note:  The rate for dividends applies to the cash portion of dividends 
received while the amount reported on your tax return includes a gross up 
and dividend tax credit (see Section 1.1.1).  Generally, eligible dividends 
reflect dividends paid from public companies and income from private 
companies subject to the high corporate tax rate. Generally, non-eligible 
dividends reflect dividend payments from private companies subject to the 
low corporate tax rate. 
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APPENDIX IV – MEMBERS OF HLB CANADA 
Internet website: www.hlbi.com 

BRANTFORD 
Millard, Rouse & Rosebrugh LLP Telephone: (519) 759 – 3511 
96 Nelson Street, PO Box 367 Facsimile: (519) 759 – 7961 
Brantford, Ontario, N3T 5N3 Website: www.millards.com 
 

PARTNERS 

PARTNERS PHONE E-MAIL SPECIALTY 

John O. Carr 519-754-2710 jcarr@millards.com Taxation 

Martin J. Dixon 519-754-2754 mjdixon@millards.com General practice 

Stacey E. Goodwin 519-754-2720 sgoodwin@millards.com General practice 

Geoff S. Gravett 519-754-2724 ggravett@millards.com General practice 

Robert E. Hooton 519-754-2734 rehooton@millards.com General practice 

Bill A. Hyde 519-754-2728 bhyde@millards.com General practice 

H. Cameron Johnston 519-754-2732 cjohnston@millards.com General practice 

Scott D. Klein 519-754-2744 sklein@millards.com General practice 

Ted J. Leyzer 519-754-2748 tleyzer@millards.com General practice 

Marlene M. McGraw 519-754-2758 mmcgraw@millards.com General practice 

Simon Salole 519-754-2764 ssalole@millards.com General practice 

Ron D. Sciannella 519-754-2766 rsciannella@millards.com Valuations 

T. Brad Sinclair 519-754-2723 bsinclair@millards.com Taxation 

Mike E. Terdik 519-754-2778 mterdik@millards.com General practice 

PRINCIPALS 

Darin A. Cleary 519-754-2714 dcleary@millards.com General practice 

http://www.millards.com/
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MONTREAL 
Schwartz Levitsky Feldman llp Telephone:  (514) 937 – 6392 
1980 Sherbrooke Street West, 10th Floor Facsimile:  (514) 933 – 9710 
Montreal, Quebec, H3H 1E8 Website: www.slf.ca 
 

PARTNERS & ASSOCIATES 

NAME PHONE E-MAIL SPECIALTY 

Hashim Ali 514-788-5634 hashim.ali@slf.ca Assurance and Advisory 

Luciano D’lgnazio 514-788-5613 luciano.dignazio@slf.ca Assurance and Advisory 

Bernard Jeanty 514-788-5614 bernard.jeanty@slf.ca Assurance and Advisory 

Pierre Kirouac 514-788-5632 pierre.kirouac@slf.ca Taxation 

Morty B. Lober 514-788-5603 morty.lober@slf.ca Assurance and Advisory 

Jason Yudcovitch 514-788-5623 jason.yudcovitch@slf.ca Assurance and Advisory 

  PRINCIPALS  

Richard Scheim 514-788-5601 richard.scheim@slf.ca Assurance and Advisory 

Richard Schnurbach 514-788-5628 richard.schnurbach@slf.ca Assurance and Advisory 

Patrick Vanier 514-788-5639 patrick.vanier@slf.ca Assurance and Advisory 

 

http://www.slf.ca/
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TORONTO 
Schwartz Levitsky Feldman llp Telephone: (416) 785 – 5353 
2300 Yonge Street, Suite 1500 Facsimile: (416) 785 – 5663 
Toronto, Ontario, M4P 1E4 Website: www.slf.ca 
 

PARTNERS & ASSOCIATES 

NAME PHONE E-MAIL SPECIALTY 

Sanjay Arora 416-780-2232 sanjay.arora@slf.ca Accounting and Advisory 

Kai Chang 416-780-2228 kai.chang@slf.ca Assurance and Advisory 

Jeffrey L. Feldman 416-780-2245 jeffrey.feldman@slf.ca Valuations, Litigation 
and Forensic Accounting 

Ralph S. Ginzburg 416-780-2208 ralph.ginzburg@slf.ca Assurance and Advisory 

Gerry Goldberg  416-780-2203 gerry.goldberg@slf.ca Assurance/Corp Finance 

Warren Goldberg 416-780-2244 warren.goldberg@slf.ca Assurance and Advisory 

James Graham 416-780-2214 james.graham@slf.ca Bankruptcy 

Jonathan Hames 416-780-2300 Jonathan.hames@slf.ca Valuations, Litigation 
and Forensic Accounting 

Stacy Mitchell 416-780-2218 stacy.mitchell@slf.ca Accounting and Advisory 

Brian Mozessohn 416-780-2211 brian.mozessohn@slf.ca Valuations, Litigation 
and Forensic Accounting 

Alan Page 416-780-2206 alan.page@slf.ca Bankruptcy 

Jonathan Ragnauth 416-780-2227 jonathan.ragnauth@slf.ca Assurance and Advisory 

Brett M. Starkman 416-780-2226 brett.starkman@slf.ca Taxation 

Armando Valeri 416-780-2248 armando.valeri@slf.ca Assurance and Advisory 

 
 
 
 

http://www.slf.ca/
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VANCOUVER 
Cinnamon Jang Willoughby Telephone: (604) 435 – 4317 
4720 Kingsway, Suite 900 Facsimile: (604) 435 – 4319 
Burnaby, British Columbia, V5H 4N2 Website: www.cjw.com 
 

PARTNERS & ASSOCIATES 

NAME PHONE E-MAIL SPECIALTY 

Peter Cha 604-454-6208 pcha@cjw.com Owner managed 

Brian Gardiner 604-454-6257 briang@cjw.com Forensic 

John Henderson 604-454-6211 JSHInc@cjw.com Owner managed 

Troy Nikolai 604-454-6229 tnikolai@cjw.com Owner managed 

Brock Norwich 604-454-6225 bnorwich@cjw.com Owner managed 

Jonathan Osten 604-454-6204 josten@cjw.com Taxation 

Brian Peets 604-454-6210 bpeets@cjw.com Taxation 

 

http://www.cjw.com/
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