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1 9.  Preface 

Canada needs a fairer, more effective tax system. 

We need it to ensure equitable sharing of the costs 
of public services vital to our economic, social and 
cultural well-being; and to strengthen our capacity 
to create jobs, opportunities and a better life for 
Canadians in a competitive world. 

That is why the government is making important, 
comprehensive reforms in the nation's tax system. 
The first stage of reform, to the personal and 
corporate income tax, will be implemented in 1988. 
In stage two, the federal sales tax will be replaced 
by a better system, following further consultation 
with provincial governments and interested 
Canadians. 

The cornerstone of comprehensive tax reform is a 
fairer tax system with lower tax rates on a broader 
tax base. Lower tax rates are the best incentive for 
Canadians to create economic benefits for 
themselves and for the nation. A broader tax base 
with fewer special tax breaks provides the means to 
bring down tax rates, ensures that taxpayers in 
similar circumstances will be taxed more equitably, 
and strengthens the foundation for further 
measures to reinforce social justice. 

This booklet summarizes proposed changes to the 
income tax system including measures of particular 
interest and benefit to farmers. 

The Honourable Michael H. Wilson 
Minister of Finance 

114P Department of Finance Ministère des Finances 
Canada Canada 



Introduction 

Beginning in 1988, eight of ten Canadian families 
will pay less tax. Higher-income individuals and 
profitable corporations will pay a larger share of 
total taxes. In the second stage of tax reform, the 
federal sales tax will be replaced by a better 
system. The refundable sales tax credit will be 
improved and extended to more Canadians. The 
tax rate structure will be adjusted to further reduce 
income taxes for middle-income earners. 

Highlights for Farmers 

• The $500,000 lifetime capital gains exemption 
on qualifying farm properties is being retained 
for full-time farmers. 

• New rules to distinguish between full-time and 
part-time farmers for tax purposes will permit 
farmers to determine their tax position with 
much greater certainty than now exists. 

• The limit on restricted farm losses that can be 
claimed by part-time farmers will be raised to 
$15,000. 

Let's look at the key general tax changes before 
considering specific changes to the tax system that 
benefit farmers. 

Lower rates 

Personal income tax rates will be lowered. The 
present 10 tax brackets, with federal rates as high 
as 34 per cent, will be reduced to three brackets for 
tax year 1988. 
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Taxable 	 Tax 	Proportion 
income 	 rate* 	of taxpayers 

Up to $27,500 	17% 	66 07o 

$27,501 — $55,000 	26% 	29% 

$55,001 and over 	29% 	5% 

* These rates apply to the portion of a taxpayer's income that 
falls within the ranges shown. 

New Credits 
A number of exemptions and deductions will be 
replaced by tax credits. Exemptions, which reduce 
taxable income, are worth more to taxpayers in the 
higher income brackets than in the lower. The new 
federal tax credits are fairer. They directly reduce 
tax and provide the same tax reduction for all 
taxpayers. 

Many other existing deductions will be converted 
into federal tax credits at 17 per cent of their 
value. These include employees' Canada and 
Quebec pension plan contributions and 
unemployment insurance premiums, tuition fees 
and education deductions (transferable up to $600), 
eligible medical expenses above 3 per cent of net 
income, eligible pension income up to $1,000, and 
charitable donations (17 per cent for the first $250 
and 29 per cent for further donations). The new 
regime for retirement savings contributions 
(money-purchase registered pension plans and 
RRSPs) set out on October 9, 1986, will be 
maintained, although the phase-in of the new 
higher contribution limits will be slowed. 
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New tax credits - 1988 

Federal tax* 
value for all 

taxpayers 

Basic personal  	$1,020 
Married or equivalent  	850 
Age (65 and over)  	550 
Disability  	550 
Dependant under 18**  	65 
Infirm dependant (over 18) 	250 

* The value of the federal credit is about two-thirds of its 
total value in all provinces except Quebec since Quebec 
levies its own personal income tax. For example, the 
basic personal credit of $1,020 on federal tax will reduce 
provincial taxes by an average of about $560 for a total 
value of $1,580. 

Benefits for the Farm Community 

Canada's farmers will share in the broad benefits 
of a fairer, more effective tax system. 

Capital Gains Exemption 

The $500,000 lifetime capital gains exemption was 
introduced by the federal government in 1985, to 
be phased in for most Canadians over six years. 
In recognition of the special importance and needs 
of Canada's farmers, the full exemption was made 
available immediately for sale of qualifying 
farm property. 

As part of tax reform, the capital gains exemption 
for individuals for property other than farm land 
and small business corporations will be limited to 
its 1987 level of $100,000. This will help to broaden 
the tax base, lower tax rates and improve the 
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Federal tax value of current 
exemptions with new rates 

0 — $27,500 of 
taxable income 

Over $55,000 of 
taxable income 

	

$725 	 $1,240 

	

635 	 1,085 

	

455 	 775 

	

495 	 845 

	

65 	 115 

	

250 	 425 

** Under present law, the child tax exemption is scheduled 
to equal the value of the family allowance by 1989. The 
new credit has been set at a level equal to 17 per cent of 
the estimated family allowance payable in 1988. 

fairness of the tax system, while continuing to 
encourage entrepreneurship and risk-taking. 

The full $500,000 lifetime capital gains exemption 
will be retained for gains realized by full-time 
farmers on qualifying farm properties. The existing 
definition of qualified farm property will remain 
unchanged with respect to farm land and buildings 
acquired before June 17, 1987. Property acquired 
after June 17, 1987, to qualify for the 
$500,000 exemption, must have been owned by the 
taxpayer or the taxpayer's spouse or children for 
at least 24 months immediately before its 
disposition and: 

• in at least two years prior to disposition, the 
gross revenues of the taxpayer, or the taxpayer's 
spouse or children from the farming business in 
which the real property was used, must exceed 
such person's net income from all other sources 
in the year, or 
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• throughout any 24-month period prior to 
disposition, it must be used by the family farm 
partnership or family farm corporation of the 
taxpayer or the taxpayer's spouse or children in 
the course of carrying on the business of 
farming in Canada. 

New Accounting Rules 

Cash accounting provides an important benefit to 
the agricultural sector. Tax reform introduces new 
rules which will maintain the benefits of cash 
accounting for the purposes of reducing positive 
farm income to zero, while limiting opportunities 
to offset losses against non-farm income. 

Table 1 

Example 
Cash Statement for Livestock Operation 

Sales 	  

Expenses 
Livestock 	  
Crop 	  
Farm insurance(I ) 	  
Property taxes(2 ) 	  
Capital cost allowance 	  
Interest 	  
Machinery operating 	  
Wages (3) 	  
Building repair 	  
Miscellaneous 	  

Total expenses 	  

Net income 	  

(1) Farm insurance is paid annually in June. Prepaid 
insurance is $1,200 for year 1 and $1,400 for year 2. 
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The tax treatment of farm income will be adjusted 
so that this income is calculated on a simplified 
accrual accounting method. Positive farm income 
calculated on this method may be reduced to zero, 
but not below zero, through the use of a cash basis 
accounting adjustment for the amount by which 
the total of inventories on hand, prepaid expenses 
and "receivables" exceeds "payables". As a result, 
while farmers will retain the full benefit of cash 
basis accounting in calculating the profits of their 
farms for tax purposes, taxpayers will not be able 
to create farming losses using cash basis 
accounting. 

The following tables illustrate how this accounting 
system would work for different types of farmers. 

Year 1 	 Year 2 

$110,000 	 $132,000 

	

$40,000 	 $41,000 

	

7,000 	 7,200 

	

2,400 	 2,800 

	

1,500 	 1,600 

	

13,000 	 12,000 

	

20,000 	 21,000 

	

3,000 	 2,900 

	

1,500 	 1,600 

	

2,000 	 2,500 

	

5,000 	 5,500 

	

95,400 	 98,100 

	

14,600 	 33,900 

(2) Property taxes are paid six months in advance. Prepaid 
taxes are $750 for year I and $800 for year 2. 

(3) $300 in wages payable for December of year 1 are paid 
in year 2. 
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Table 2 

Example 
Accrual Statement for Livestock Operation 

Sales 	  
Inventory change 	  

Total 	  

Expenses 
Livestock 	  
Crop 	  
Farm insurance (1) 	  
Property taxes (2) 	  

Capital cost allowance 	  
Interest 	  
Machinery operating 	  
Wages 	  
Building repair 	  
Miscellaneous 	  

Total expenses 	  

Net farm income 	  

Add last year's adjustment 	  
Subtract this year's adjustment 	  

Adjusted net farm income 	  

Inventory 	  

Adjustment 
Year 1 = 58,000 + 1,2000) + 750(2) = 59,950 
Year 2 = 60,000 + 1,400 + 800 = 62,200 

(1) Farm insurance is paid annually in June. Prepaid 
insurance is $1,200 for year 1 and $1,400 for year 2. 
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Year 1 	 Year 2 

	

$110,000 	 $132,000 

	

58,000 	 2,000 

$168,000 	 $134,000 

	

40,000 	 41,000 

	

7,000 	 7,200 

	

1,200 	 2,600 

	

750 	 1,550 

	

13,000 	 12,000 

	

20,000 	 21,000 

	

3,000 	 2,900 

	

1,500 	 1,600 

	

2,000 	 2,500 

	

5,000 	 5,500 

	

93,450 	 97,850 

	

74,550 	 36,150 

	

- 	 59,950 

	

(59,950) 	 (62,200) 

	

14,600 	 33,900 

58,000 	 60,000 

(2) Property taxes are paid six months in advance. Prepaid 
taxes are $750 for year 1 and $800 for year 2. 
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Table 3 

Example 
Cash Statement for Grain Farm 

Sales 	  

Expenses 
Seed 	  
Fertilizero) 	  
Chemicals 	  
Machinery repairs 	  
Machinery operating 	  
Building repair 	  
Property taxes(2) 	  
Farm insurance( 3 ) 	  
Crop insurance 	  
Western Grain Stabilization premium 	 
Capital cost allowance 	  
Interest 	  

Total expenses 	  

Net farm income 	  

(1)Fertilizer expense in year 2 includes $2,500 of purchases 
that will be used to produce the following year's crop. 

(2) Property taxes are paid six months in advance. Prepaid 
taxes are $750 for year 1 and $900 for year 2. 
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Year 1 	 Year 2 

$106,000 	 $108,000 

	

$12,000 	 $12,000 

	

10,000 	 12,500 

	

21,000 	 21,000 

	

12,000 	 11,000 

	

9,000 	 9,500 

	

1,000 	 1,200 

	

1,500 	 1,800 

	

1,800 	 2,000 

	

3,000 	 3,000 

	

900 	 900 

	

12,000 	 11,000 

	

8,000 	 7,500 

92,200 	 93,400 

13,800 	 14,600 

(3) Farm insurance is paid annually in October. 
Prepaid insurance for year 1 is $1,500 and $1,667 for 
year 2. 
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Table 4 

Example 
Accrual Statement for Grain Farm 

Sales 	  
Inventory change 	  

Total 	  

Expenses 
Seed 	  
Fertilizer 	  
Chemicals 	  
Machinery repairs 	  
Machinery operating 	  
Building repair 	  
Property taxes(2) 	  
Farm insurance(3) 	  
Crop insurance 	  
Western Grain Stabilization premium 	 
Capital cost allowance 	  
Interest 	  

Total expenses 	  

Net farm income 	  

Add last year's adjustment 	  
Subtract this year's adjustment 	  

Adjusted net farm income 	  

Inventory 	  

Potential Adjustment 
Year 1 = 65,000 + 750(2) + 1,500(3) = 67,250 
Year 2 = 66,000 + 900(2) + 1,667(3) = 68,567 

(1) Fertilizer includes $2,500 of purchases that will be used 
to produce the following year's crop. This amount is 
included in inventory in year 2. 
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Year 1 	 Year 2 

$106,000 
65,000 

$108,000 
1,000 

$171,000 	 $109,000 

12,000 
10,000 
21,000 
12,000 
9,000 
1,000 

750 
300 

3,000 
900 

12,000 
8,000 

89,950 

81,050 

- 
67,250 
13,800 

65,000  

12,000 
12,500(1) 

 21,000 
11,000 
9,500 
1,200 
1,650 
1,833 
3,000 

900 
11,000 
7,500 

93,083 

15,917 

67,250 
68,567 
14,600 

66 ,000( ' ) 

(2) Property taxes are 
property taxes are 

(3)Farm insurance is 
insurance for year 

paid six months in advance. Prepaid 
$750 for year 1 and $900 for year 2. 

paid annually in October. Prepaid 
lis  $1,500 and $1,667 for year 2. 
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1992 	'88, '89, '90, 
'91, '92 

1993 	'88, '89, '90, 
'91, '92, '93 

1994 	'88, '89, '90, 
'91, '92, '93, '94 

1 of 5 

2 of 6 

3 of 7 

Objective Tests to Determine 
Eligible Farm Losses 

Tax reform introduces two objective tests that will 
permit farmers to determine with certainty the 
business status of their farm operation and any 
farm loss they are entitled to deduct from other 
sources of income. These rules replace the existing 
subjective tests that are both difficult for farmers 
to comply with and for Revenue Canada to 
administer. 

Test No. 1: Profitability 
Requirement: Qualifying Farmers 

Starting in 1992, subject to transition rules 
indicated in Table 5, an objective test will be used 
to determine whether losses from a farm operation 
can be deducted against other sources of income. 

Table 5 

Transition Period for Profit Test for 
Determining Deductibility of Farm Losses 

Number of 
Year in 	Reference 	profitable 
question 	years 	years required 

Qualifying farmers will be those with a farm 
operation that has earned at least $1 of net farm 
income determined on the accrual basis in a 
minimum of three of the last seven years (including 
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the filing year). In this case, losses in the filing 
year will be deductible against income from other 
sources either in full, or in certain circumstances 
described below, to a limit of $15,000. 

Taxpayers presumed not to be qualifying farmers 
on the basis of the test may present evidence to 
Revenue Canada to show that, on an ongoing 
basis, the farm operation will be able to meet 
this requirement. Accrual-basis farm losses denied 
under the profit test will be eligible for a three-year 
carry-back and a 10-year carry-forward to be 
deducted against any farm income in those years. 

Prior to 1992, to qualify as a farmer, a taxpayer 
will have to comply with the existing "reasonable 
expectation of profit" test. 

Test No. 2: Gross Revenue 
Requirement: Full-Time Farmers 

A taxpayer who qualifies as a farmer, on the basis 
of the test described above, will be considered to 
be a full-time farmer if gross revenues from 
farming are greater than the taxpayer's total net 
income from all other sources in at least three of 
the most recent seven years (including the filing 
year), subject to transition rules set out in Table 6. 

Farm losses calculated on the simplified accrual 
method, incurred in a year in which the taxpayer is 
a full-time farmer may be deducted against other 
sources of income without restriction. Farm losses 
incurred in a year in which only the profit test is 
satisfied may be deducted against income from 
other sources to a maximum deduction of $15,000, 
compared to the present $5,000 maximum. Losses 
exceeding this limit may be carried back for up to 
three years and forward for up to 10 years, to 
offset farm income in those years. 
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1988 	'86, '87, '88 
1989 	'86, '87, '88, '89 
1990 	'86, '87, '88, 

'89, '90 
1991 	'86, '87, '88, 

'89, '90, '91 
1992 	'86, '87, 

'88, 
'89, '90, '91, '92 

3 of 7 

1 of 3 
1 of 4 
2 of 5 

2 of 6 

Table 6 

Transition Period for Gross Farm Revenue Test for 
Determining if Farm Losses Are Fully Deductible 

Number of years 
required where 

gross farm revenue 
Year in 	Reference 	exceeded net income 
question 	years 	from other sources 

Start -up Farmers 

Special provisions will be introduced to assist sta rt
-up farmers who have provided a form to Revenue 

Canada establishing themselves as start-up 
farmers. For such farmers, full accrual losses 
generated in the first four years of the operation 
will be deductible against other sources of income. 
In the fifth to seventh years, the gross revenue test 
and the profit test will be phased in. 

Forward and Block Averaging 

The general lowering of tax rates has reduced the 
need for averaging provisions, including five-year 
block averaging for farmers, and this will 
be removed for block periods that commence 
after 1987. 
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