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These explanatory notes are provided to assist in an understanding of the draft
amendments proposed to be made to the Income Tax Act, the Income Tax
Application Rules, 1971, the Canada Pension Plan, the Cultural Property Export
and Import Act, the Income Tax Conventions Interpretation Act, the '
Unemployment Insurance Act and certain related Acts. These notes are intended
for information purposes only and should not be construed as an official
interpretation of the provisions they describe.

Cette publication est également offerte en frangais.
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PREFACE

The draft legislation to which these explanatory notes relate contains proposed
amendments to the Income Tax Act, the Income Tax Application Rules, 1971, the
Canada Pension Plan, the Cultural Property Export and Import Act, the Income
Tax Conventions Interpretation Act, the Unemployment Insurance Act and certain
related Acts. These amendments are intended to implement the income tax
measures put forth in the budget of February 20, 1990, as well as all other
proposals that have been announced before July 1990 and which require changes
to the Income Tax Act for their implementation. This draft legislation also
contains a large number of technical amendments that are designed to clarify and,
in some cases, correct the application of the Income Tax Act and associated
statutes,

These explanatory notes describe the proposed amendments, clause by clause, for -
the assistance of Members of Parliament, taxpayers and their professional advisors.

The Honourable Michael H. Wilson
Minister of Finance
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Clause 1
Computation of Income

ITA
3

Section 3 of the Act provides basic rules for determining a taxpayer’s income for a -
taxation year for the purposes of Part I of the Act. That section sets out the .
separate sources of income and losses that are aggregated in determining income. .
New paragraph 3(f), which applies to the 1990 and subsequent taxation years, is
intended to clarify that where there is no excess determined under paragraph 3(d)
in respect of a taxpayer for a taxation year, the taxpayer’s income for that year -is
equal to zero. : : .




Clause 2

Source of Income or Loss

ITA
44

Section 4 of the Act provides general rules for determining a taxpayer’s income or
- losses from a particular source or from a.source in a particular place. Generally,
income or loss from a source or from a source in a particular place is to be
computed in accordance with the Act as if the taxpayer had no other income or
loss except from that particular source or from that source in the particular place.
Only deductions which may reasonably considered to be wholly applicable to that
source or to that source in a particular place may be claimed against income from
such source. , ‘ :

Subsection 4(4) provides that, unless a contrary intention is evident, no provision
in Part I of the Act is to be read to require the inclusion or permit the deduction
of an item more than once in computing a taxpayer’s income for a taxation year
or his income or loss for a taxation year from a particular source or from a source
in a particular place. The amendment to subsection 4(4), which applies to the
1990 and subsequent taxation years, is intended to confirm that, except where a
contrary intention appears, amounts included or deducted in computing a
taxpayer’s income for a taxation year are not required to be included or eligible to
be-deducted in a subsequent year. '




Clause 3
Income from Office or Employment

ITA
6

Section 6 of the Act deals with employment income and provides for the inclusion
of employment-related benefits in an employee s income. :

Subclause 3(1)

ITA
6(1) (@)

Paragraph 6(1)(a) of the Act provides for the inclusion in an employee’s income
of benefits in respect of employment, with a number of specified exceptions.in .
subparagraphs 6(1)(a)(i) to (iv).

Paragraph 6(1)(a)(v) is introduced to ensure that an employee’s benefits in respect
of a salary deferral arrangement (SDA) are not included as benefits under
paragraph 6(1)(a), except as provided in subsection 6(11). Subsection 6(11)
provides for such an inclusion for a taxation year where there are unpaid. benefits
accruing under the SDA at the end of the year that have not been included in
income for a preceding year. Amounts actually paid out of an SDA to an .
employee in a taxation year are included in income under paragraph 6(1)(i),.to the
extent that the aggregate of such amounts exceeds amounts included for a- -
preceding year in the income of the employee in respect of the SDA. .

This amendment is applicable to the 1986 and subsequent taxation. years.
Subclauses 3(2) and (3)

ITA .

6(1)(b)(vii) and (vii.1)

Péragraphs 6(1)(b)(vii) and (vii.1) of the Act provide that allowances which are
not .in excess of reasonable amounts, in respect of travelling and motor vehicle .
expenses incurred in-the performance of the duties of an office or employment,

are not required to be included in computing the income of an individual from
that office or employment.

In addition, an allowance received by a taxpayer in the year for the use of a motor
vehicle will be deemed to be in excess of a reasonable amount and, therefore,
taxable, where the taxpayer receives both an allowance and a reimbursement in
whole or part for motor vehicle expenses in respect of the same use of the vehicle
for performing employment duties or where the measurement of the use of the
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vehicle for the purpose of the allowance is not based solely on the number of
kilometres for which the motor vehicle is used for employment purposes.

These paragraphs are amended, applicable to the 1990 and subsequent taxation
years, to provide that reasonable allowances in respect of travelling expenses
(exclusive of motor vehicle expenses) and motor vehicle expenses will be excluded
in computing the income of an individual from an office or employment.

Where the allowance in respect of motor. vehicle expenses is not based solely on
the number of kilometres for which the vehicle is used for employment purposes
or where the taxpayer receives both an allowance and a reimbursement in whole
or part for motor vehicle expenses in respect of the use of the vehicle for
employment purposes, the allowance will be deemed not to be a reasonable
allowance and must be included in computing the taxpayer’s income. (See
commentary on amendments to subparagraph 6(1)(b)(xi) below).

Subclause 3(4)

ITA
6(1)(b)(x1)

Subparagraph 6(1)(b)(xi) of the Act provides that,-where an employee receives
both an allowance and reimbursement in whole or in part for motor vehicle -
expenses in respect of the same use of the vehicle for performing employment
duties, the whole amount of the allowance will be deemed to be in excess of a:
reasonable amount and must, accordingly, be included in income. Where such
allowances are included in the income of an employee, paragraphs 8(1)(f) and (h)
may -allow a deduction in respect of travelling expenses.

This subparagraph is amended to provide that, where a taxpayer is in receipt of
both a non-taxable motor vehicle allowance for the use of the vehicle in the
performance of the duties of an office or employment, and is reimbursed. in whole
or part for expenses in respect of that use of the motor vehicle, the allowance will
be deemed not to be a reasonable allowance, except where the reimbursement is in
respect of supplementary business insurance or parking, toll or ferry charges and
the allowance has been determmed without reference to such reimbursed expenses.

This amendment is- appllcable to the 1988 and subsequent taxation years, except
that it is not applicable to the 1988 and 1989 taxation years of an individual who
so elects by notifying the Minister in writing before May 1991.




Clause 4
Employee Stock Options

ITA
7

Section 7 of the Act prowdes rules for determining the amount to be included in
a taxpayer’s employment income in respect of the exercise or sale of rrghts arlsmg
under an employment-related stock opuon agreement.

Subclause 4(1)

ITA
(M)

Paragraph 7(1)(a) of the Act treats a taxpayer who acquires shares under an
employee stock option agreement as having received, at the time the shares are
acquired, a benefit from employment equal to the excess of the fair market value -
of the shares at that time over the amount paid by the taxpayer for those shares.
Paragraphs 7(1)(b) to (d) provide similar rules for determining the amount of the
benefit where the employee disposes of, rather than exercises, the option.

Paragraphs 7(1)(a) to (d) are amended, applicablé to the 1988 and subsequent
taxation years,-to clarify that the benefit otherwise determined under these
provisions is to be reduced by any amount paid by the employee to acquire the -
stock option as well as any amount paid for the shares-themselves. In order to
prevent double taxation in respect of the same amount, paragraphs 7(1)(b), (c) and
(d) will not apply where new paragraph '7(1)(e) has prev1ously applred

Paragraphs 7(1)(c) and (d) are also amended"to -include a benefit in the income of
the non-arm’s length transferee if the employee was deceased at the time the
shares were acquired. These provisions will apply to non-resident transferees
where the employee had performed his duties pnmarlly in Canada

Subclause 4(2)

ITA
7(1)(e)

New subparagraph 7(1)(e) of the Act, which applies with respect to deaths of
taxpayers occurring after Announcement Date, provides rules that apply on the
death of a taxpayer who holds unexercxsed optrons under an employee stock optlon
plan.

Paragraph 7(1)(e) treats such an employee as having received an employment
benefit in the year in which he dies equal to the difference between the falr



-6 -

market value of the option immediately before the employee’s death and the
amount paid by the employee to acquire the option.

Subclause 4(3)

ITA
7(1.1)

Subsection 7(1.1) of the Act. provides special rules relating to the time at which an
employee will be considered to have received a benefit in respect of shares,
acquired under an option, of a Canadian-controlled private corporation that is his
employer or is related to his employer. The amendment to this. subsection, which
applies to the 1988 and subsequent taxation years, is strictly consequential to the
amendment to paragraph 7(1)(a) and ensures that the terminology used in
subsection 7(1.1) corresponds with that contained in new paragraph 7(1)(a).

Subclause 4(4)

ITA
7(1.4) and (1.5)

Under subsection 7(1), an employee who disposes of a stock option will generally
be treated for income tax purposes as having received a benefit from employment
at the time of the disposition. , Subsection 7(1.4) of the Act provides an exception
to this treatment where the disposition occurs as a result of an amalgamation or

 merger of corporations and the employee simply exchanges options, receiving no

consideration other than options on the shares of the new corporation resulting
from the amalgamation or merger,

Subsection 7(1.4) is amended, applicable to the 1988 and subsequent taxation
years, to extend this rollover treatment to any exchange of options where certain
conditions are met. New subsection 7(1.4) will apply to any type of corporate
reorganization or capital restructuring within a non-arm’s length corporate group
(provided that the taxpayer receives no consideration on the exchange other than
the new option) and will no longer be restricted to exchanges on an amalgamation
or merger of corporations. However, new paragraph 7(1.4)(c) will require that the
taxpayer not derive an economic gain on the exchange, which is to be determined
by comparing the excess of the fair market value of the new shares immediately
after the exchange over the new option price against the excess of the fair market
value of the old shares immediately before the exchange over the old option price.

Subsection 7(1.1) of the Act provides that, in the case of shares of the capital
stock of a Canadian-controlled private corporation issued under an employee stock
option plan, the employment benefit determined under paragraph 7(1)(a) is, under
certain conditions, to be included in the employee’s income only in the taxation
year in which the employee disposes of or exchanges the shares. Subsection 7(1.5)
of the Act provides an exception from subsection 7(1.1) for an employee who
disposes of such shares in exchange for other shares as part of a share-for-share
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exchange to which subsection 85.1(1) applies or an amalgamation to which
subsection 87(4) applies. For the purposes of subsection 7(1.1) and the two year
holding period required to obtain the special deduction under

paragraph 110(1)(d.1) of the Act, subsection 7(1.5) treats the taxpayer as not
having disposed of the shares under such circumstances.

Subsection 7(1.5) is amended, applicable to the 1988 and subsequent taxation
years, to extend this rollover treatment to any exchange of shares where certain
conditions are met. New subsection 7(1.5) will apply to any type of corporate
reorganization or capital restructuring within a non-arm’s length corporate group
(provided that the taxpayer receives no consideration on the exchange other-than -
shares of the corporation, the amalgamated corporation or a corporation with
which the corporation or amalgamated corporation does not deal at arm’s length)
and will no longer be restricted to exchanges under subsection 85.1(1) or
amalgamations under subsection 87(4). However, new paragraph 7(1.5)(c) will
require; as a condition for the application of this rule, that the total fair market
value of the new shares immediately after. the exchange not exceed the total fair
market value of the old shares 1mmed1ately before the exchange :

‘ Subclause 4(5)

ITA
7(6)

Subsection 7(6) of the Act applies where a corporation has entered into an
arrangement with a trustee whereby shares of the capital stock of the corporation
are held in trust for'sale to an employee. Paragraph 7(6)(a)- has the effect, for the
purposes of section 7, of treating an employee who acquires rights under such an
arrangement in the same manner as an employee who acquires such rlghts direcily
from the corporation. - .

Paragraph 7(6)(a) is amended, applicable to the 1988 and subsequent taxation. : .
years, to ensure that it also applies for the purposes of paragraphs 110(1)(d) and
(d.1) of the Act which provide, in certain cases, for a deduction by an employee of
one-quarter (one-third in 1988 and 1989) of the amount required by Co
subsection 7(1) to be included in the employee’s income.




Clause 5
Deductlons from Employment Income

ITA
8

Section 8 of the Act provides a deduction in respect of various amounts in
computing a taxpayer’s income from an office or employment.

Subclause 5(1)

ITA
8(1)(D)

Paragraph 8(1)(f) permits a commissioned salesperson to deduct amounts expended
for the purpose of earning income from employment, where the salesperson was
not in receipt of a non-taxable travel allowance and was required by the contract
of employment to pay his or her expenses and carry on the duties of employment
away from the employer’s place of business. In order to be deductible, the
amounts cannot be in respect of capital expenditures (otherwise than as provided
in paragraph 8(1)(j)) or in respect of expenses the deduction of which would be
prohibited under paragraph 18(1)(1) if the employee was earning business income
rather than employment income.

This amendment provides that, in addition to the foregoing restrictions, an amount
paid by the employee which resulted in a reduction of the standby charge which
would otherwise be included in computing the employee’s income will not be
deductible under paragraph 8(1)(f). This amendment applies to the 1990 and
subsequent taxation years.

Subclause 5(2)

ITA
8(1)(h)

Subparagraph 8(1)(h)(iii) permits the deduction of travelling expenses incurred by
an employee in the performance of duties of an office or employment, where,
among other conditions, the employee is not in receipt of an allowance for
travelling expenses that was by reason of subparagraphs 6(1)(b)(v), (vi), (vii) or
(vii.1) not required to be included in computing income.

Subparagraph 6(1)(b)(vii.1) refers to an allowance in respect of motor vehicle
expenses. As a result, an employee who is in receipt of an allowance in respect of
motor vehicle expenses, which is non-taxable by reason of

subparagraph 6(1)(b)(vii.1), is prevented from deducting travelling expenses, such
as meal and accommodation expenses, in the course of employment, for which the
employee may not have been reimbursed or otherwise compensated.
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Paragraph 8(1)(h) is amended to permit an employee to deduct travelling expenses,
- other than motor vehicle expenses, where the taxpayer was not in receipt of an

allowance for such expenses which was non-taxable by reason of

subparagraphs 6(1)(b)(v),(vi) or (vii) and the taxpayer does not claim any

deduction for the year under paragraphs 8(1)(e),(f) or (g).

This amendment is apphcable to the 1988 and subsequent taxation years.
Subclause 5(3)

ITA
8(1)(h.1)

New paragraph 8(1)(h.1) prov1des for the deduction by an employee of motor -
vehicle expenses where the employee

- was ordinarily required to carry out the duties of employment away -
from the employers place of buslness or in different places, '

- -was required- under the contract of employment to pay motor vehicle
: expenses incurred in the performance of the employment dutles,

- was not- inreceipt of an allowance in respect of motor vehlcle expenses
o which was, by reason. of subparagraph 6(1)(b)(vii.1), not required to be
included in the taxpayer’s income, and

- did not claim a deduction for the year for travelling expenses under
paragraph 8(1)(f) of the Act.

This amendment is applicable to the 1988 and subsequent taxation years.
Subclauses 5(4) and (5)

ITA
8(1)@G) -

Paragraph 8(1)(j) of the Act is amended consequential upon the introduction of
. the definitions "automobile" and' "motor vehicle" in subsection 248(1), which apply
for the purposes of the Act. Paragraph 8(1)(j) refers to an "automobile" and
permits the deduction, by an employee, of interest expense and capital cost
allowance in respect of an automobile used in the performance of duties of an
office or employment. The new definition of automobile excludes certain vehicles
such as vans and pick-up trucks, thus inadvertently denying the deduction of
interest and capital cost allowance in respect of such vehicles. Accordingly,
paragraph 8(1)(j) is amended to refer to a "motor vehicle" rather than an
“"automobile" in order to reinstate the deductibility of such amounts.
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In addition, paragraph 8(1)(j) is amended to provide for the deduction of interest
payable in respect of the balance of a debt incurred for the purpose of acquiring a
motor vehicle that is used, or an aircraft that is required for use, in the
performance of the duties of the taxpayer’s office or employment.

Paragraph 8(1)(j) is also amended 1o refer to new paragraph 8(1)(h.1) which
permits the deduction of motor vehicle expenses. -

The amendments to paragraph 8(1)(j) are applicable to the 1988 and subsequent
taxation years.

Subclause 5(6)

ITA
8(10)

Subsection 8(10) of the Act provides that expenses will not be deductible by an
employee under paragraph 8(1)(f) or (h) or subparagraph 8(1)(i)(ii) or (iii) unless
the employee files with the return of income a prescribed form signed by the
employer to the effect that the' employee met the requirements of the relevant
provisions for the deductibility of such expenses.- Subsection 8(10) is amended to
include a reference to new paragraph 8(1)(h.1) which permits the deduction of

. motor vehicle expenses. This amendment is applicable to the 1988 and subsequent
_taxation years to coincide with the coming-into-force of new paragraph 8(1)(h.1).

Subclause 5(7)

ITA
8(12)

Subsection 7(2) of the Act applies for the purposes of section 7 and

paragraphs 110(1)(d) and (d.1) of the Act to treat an employee as having acquired
a share under a stock option agreement where the share is held in trust for the
employee, whether absolutely, conditionally or contingently. When a trust acquires
such a share a benefit to the employee may arise under subsection 7(1) and will
be included in the employee’s income from employment. Occasionally, a stock
option agreement will impose conditions that must be satisfied by an employee
before title to the share will vest in the employee. Where these conditions are
not satisfied, the employee may be entitled only to a return of amounts paid under
the agreement, that is, the option price. Under these circumstances, the employee
will have been subject to tax under subsection 7(1) without having received any
economic benefit under the stock option plan.

New subsection 8(12) of the Act, which applies to the 1988 and subsequent
taxation years, is intended to recognize the absence of any net benefit to the
employee in such cases. Where, as a result of the employee having failed to meet
the conditions necessary for him to acquire the share, the trust disposes of the
share to the issuing corporation for an amount that is not greater than that




<11 -

previously paid by the employee for the purpose of acquiring that share,
paragraph 8(12)(e) provides a deduction to the employee, for the year in which
the trust disposes of the share, equal to the amount by which the benefit deemed
under subsection 7(1) to have been received by the employee in the year or a
preceding year in respect of the share exceeds any deductions claimed by the
employee under paragraph 110(1)(d) or (d.1) in respect of the benefit. Since the
amount of the benefit included in the employee’s income, but not received, will be
offset .by the deduction provided under subsection 8(11), new paragraph 8(12)(f) :
will treat any gain or loss of the employee from the disposition of the share to be
nil, :

ITA
8(13)

New subsection 8(13) of the Act is consequential to the tax reform amendments
applicable in respect of home office expenses of self-employed individuals and
extends those rules to home office expenses of employees. No amount may be
deducted in respect of the "work space” in a self-contained domestic establishment
in which the employee resides unless certain conditions are met. The work place
must be either the principal place of employment of the:employee or used by the
employee exclusively for the purpose of earning income from an office or
employment and be used on a regular and continuous basis for meeting customers
or other persons in the ordinary course of performing the duties of the office or
employment. Where these conditions are met, the employee may deduct otherwise
allowable amounts, but only to the extent of income from the office or
employment for the year. To the extent that this latter requirement restricts the
deduction of a portion of work space expenses for a particular year, such expenses
are treated as work space expenses incurred in the immediately following year,
thus permitting an indefinite carryforward of this type of expense for deduction in
computing the employee’s income from the same office or employment. This
amendment is applicable to the 1991 and subsequent taxation years.
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Clause 6
Valuation of Inventory

ITA
10

Section 10 of the Act prov1des rules concerning the valuation, for the purposes of
the Act, of inventory held in a taxpayer’s business. :

Subclause 6(1)

ITA
10(1.1)

Subsection 10(1.1) of the Act permits a taxpayer to include in the cost of land

that is held as inventory, amounts for which a deduction is denied by reason of
subsection 18(2) to the taxpayer, to a person with whom the taxpayer does not.
deal at arm’s length, to a specified shareholder of the taxpayer or to a partner

whose share of any income or loss of the taxpayer is 10% or more.

This amendment is intended to ensure that an addition to the cost of land
inventory may be made in respect of amounts for which a deduction is denied by
reason of subsection 18(2) to certain related parties, notwithstanding that those
parties will also be entitled to a. cost base adjustment in respect of their interest in
the taxpayer pursuant to paragraph-53(1)(d.3), where the taxpayer is a corporation,
or subparagraph 53(1)(e)(xi), where the taxpayer is a partnership.

Subsection 10(1.1) is further amended to refer to an amount that was "added to",
rather than "included in" the cost of any property .in order to provide consistency
with the preamble to subsection 53(1) of the Act which refers to amounts that are
to be added to the cost of property.

These amendments apply to the 1988 and subsequent taxation years.
Subclause 6(2)

ITA
10(2.1)

New subsection 10(2.1) is intended to clarify that taxpayers are required to be
consistent in applying whichever:acceptable method of valuing their inventory they
have chosen for income tax purposes. Subsection 10(2) of the Act requires a
taxpayer to value inventory at the commencement of a year at the same amount as
it was valued at the end of the immediately preceding year. New

subsection 10(2.1), which applies for the purposes of computing income for the
1990 and subsequent taxation years, clarifies that a taxpayer must also value
inventory at the end of a year using the same method as the taxpayer used at the
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end of the preceding year. This subsection does, however, permit a taxpayer to
change the valuation method used in respect of a business where that change is
approved by the Minister of National Revenue.
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Clause 7
Income from Business or Property

ITA
12

Section 12 of the Act requires the inclusion of various amounts in computing a
taxpayer’s income for a taxation year from a business or property.

Subclause 7(1)

ITA
12(1)(0)

Paragraph 12(1)(o) of the Act generally requires a taxpayer to include in
computing income for a taxation year amounts that become receivable in the year
by the Crown as a royalty or similar amount reserved by the Crown in relation to
the production in Canada of petroleum, natural gas, metals or minerals extracted
from property in Canada in which the taxpayer has an interest.

Paragraph 12(1)(o) does not apply in respect of amounts paid or payable by the
taxpayer for which a deduction is denied in computing income under

paragraph 18(1)(m).

Subparagraph 12(1)(o)(v) was amended, with respect to amounts receivable after
1984, to restrict the application of paragraph 12(1)(o) in respect of production
from tar sands and iron ore to such royalties in respect of tar sands production to
the crude oil stage and iron production to the pellet stage. As a result of this
amendment, however, coal royalties were unintentionally excluded from the scope
of the paragraph.

Clause 12(1)(0)(v)(B) is amended with respect to amounts that become receivable
after Announcement Date to correct this unintended result. A similar amendment
to clause 18(1)(m)(v)(B) is also being made.

Clause 7(2)
"investment contract"

ITA
12(11)(a)

Paragraph 12(11)(a) of the Act defines the term "investment contract” for the
purposes of the rules in subsection 12(4) requiring the periodic reporting of
accrued investment income. This paragraph is amended for the 1990 and
subsequent taxation years to exclude from the accrual rules those debt obligations
that are held in connection with a foreign retirement arrangement. For further
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detail, see the commentary on the new definition of "foreign retirement
arrangement” in subsection 248(1).

This paragraph is also amended to clarify the definition by resolving what would

. otherwise have been a circularity in the interaction of the definition of "investment
* contract” (which excludes debt instruments in respect of which the interest is -
reported at least annually) and subsection 12(4), which requires interest on debt
-instruments acquired after 1989 to be included in income on an annual accrual’
basis.” A similar circularity was apparent in respect of the previously applicable
three-year accrual rules. This amendment is. applicable for debt obligations
acquired after 1989 and for those acquired before 1990 whére the investment
income thereon is otherwise included in income at periodic intervals of less than
“three years. :




Clause 8
Amounts Included in Income

ITA
12.2

Section 12.2 of the Act provides for the inclusion in income of income accrued on
certain life insurance policies and annuity contracts. Bill C-28 (1989) amends this
section to change the requirement to report accrued investment income on certain
annuity contracts and life insurance policies at least every three years to a . _
requirement for annual reporting.

Subclauses 8(1) and (2)

ITA
12.2(1) and (3)

The amendments to subsections 12.2(1) and (3) of the Act combine, for life
insurance policies last acquired after 1989, the new annual reporting provision
contained in subsection 12.2(3) of the Act for individual policyholders with the
previous annual reporting provision contained in subsection 12.2(1) for corporate
policyholders. The change to annual reporting for individual policyholders
eliminates the need for the two separate rules for policies last acquired after 1989.

Subclause 8(3)

ITA
12.2(5)

The amendment to subsection 12.2(5) of the Act, which applies to contracts last
acquired after 1989, is consequential on the amendment to subsection 12.2(3).
The amendment also clarifies that an annuity contract that would be subject to
accrual taxation in a year, were it not for the fact that the contract did not have
an anniversary day in the year and while held by the taxpayer, will be subject to
the provisions of subsection 12.2(5) in that year.

Subclause 8(4)

ITA
12.2(8)

Subsection 12.2(8) of the Act provides that an annuity contract acquired before
1990 will be subject to annual investment income accrual where premiums paid
after 1989 were not fixed before 1990. The subsection is amended to confirm that
this rule applies to contracts that are subject to triennial reporting under
subsection 12.2(3), as it applies in respect of life insurance policies last acquired
before 1990, but does not apply to any annuity contract that is already subject to
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annual investment income accrual as a result of an election for that purpose made
under the existing accrual rules. The amendment also allows the portion of a
premium paid after 1989 that was fixed before 1990 to be treated in‘the same way
as premiums paid before 1990, while the portion of the premium that was not
fixed before 1990 is treated as having been paid to acquire a new annuity contract
and will be subject to the annual investment income accrual rule.

Subclause 8(5)

ITA
12.2(11)(b)

The definition of "anniversary day" for life insurance policies and annuity contracts
acquired after 1989 in paragraph 12.2(11)(b) is amended to make it consistent with
~ the definition of that term for the purposes of the accrual rules in respect.of
investment contracts in section 12 of the Act. As a result of this change, the
annual reporting requirement for life insurance policies will apply on the basis of
a full policy year ending in the policyholder’s taxation year, for policies -acquired
after 1989. For example, where a policy'is acquired on July'1, 1990, the growth
accrued therein for the first year of the policy will be required to be included in
income for the policyholder’s taxation year that includes June 30, 1991, unless the
policy is disposed of at an earlier date. The new annual reporting rule is also

. amended to clarify that the rule will apply in respect of life insurance policies last
acquired after 1989.
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Clause 9
Depreciable Property

ITA
13

Section 13 of the Act contains rules governing the treatment of depreciable
property for the purposes of sections 13 and 20 and the capital cost allowance
regulations. :

Subclause 9(1)

ITA :

13(4.1)(b)

Paragraph 13(4.1)(b) of the Act is amended to extend the replacement property
rules relating to depreciable. property to situations where a former business
property was owned by one corporation but used in the business of a related

corporation rather than in-the corporation’s own business. This amendment
applies to dispositions of former properties occurring after Announcement Date.

Subclause 9(2)

ITA
13(4.1)(c)

. Subsection 13(4.1) of the Act describes the conditions under which a depreciable
property acquired by a taxpayer will be a "replacement property" for the purposes
of subsection 13(4). . The replacement property rules under subsection 13(4) of the
Act allow a taxpayer to defer recognition of recaptured depreciation in respect of
the disposition of a depreciable property when that property is replaced by a
similar property within a specified time period.

Paragraph 13(4.1)(c) of the Act is amended to restrict the benefit of the
replacement property rules applicable with respect to depreciable property to
replacement properties that meet the definition of "taxable Canadian property” in
paragraph 115(1)(b) of the Act. Taxable Canadian property includes real property
situated in Canada and capital property used by a taxpayer in carrying on a
business in Canada.

This amendment is generally applicable to replacement properties for former
properties disposed of after April 2, 1990.
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 Subclause 9(3)

ITA
13(6)

Subsection 13(6) of the Act provides that, where an amount in respect of
depreciable property of a prescribed class has been added to the capital cost of
depreciable property of another class, the Minister may direct that the property is
deemed to have been properly included as property of the other class prior to the
commencement of a particular taxation year and to have been transferred to the
correct class at the commencement of that year. The Minister may make such a
direction with respect to any of the taxation years for which he may make an
assessment or reassessment under subsection 152(4) of the Act. Subsection 13(6)
is amended as a consequence of the introduction of paragraph 152(4)(c) to refer
to all of subsection 152(4) rather than only paragraphs (a) and (b) thereof.

* This amendment is applicable after April 19, 1983, the date as of which
paragraph 152(4)(c) was introduced.

Subclauses 9(4) and (6)

ITA

13(7)(a), (b) and (d)

Subsection 13(7) of the Act provides special rules relating to depreciable property,

including those that apply in determining the capital cost and proceeds of
disposition of depreciable property on its change, or. partial change; in use.

Paragraph 13(7)(a) provides that, where a taxpayer acquires property for the -
" purpose of gaining or producing income and subsequently uses the property for a
“purpose other than gaining or producing income, the taxpayer is considered at the
time of the change in use to have disposed of the property for proceeds equal to
its fair market value at that time. New paragraph 13(7)(a) provides that the
taxpayer will also be treated as having reacquired the property immediately
thereafter at a cost equal to that fair market value.

Paragraph 13(7)(b) determines the capital cost to-a taxpayer of depreciable
property acquired for a purpose other than gaining or producing income, -where
the taxpayer commences to use the property for the purpose of gaining or
producing income. Paragraph (b) is amended to ensure that, in determining the
capital cost, the cost included under clause 13(7)(b)(ii)(B) is the or1g1na1 cost of
the property to the taxpayer.

Subparagraph 13(7)(d)(i) determines the capital cost of depreciable property where
the use of the property for the purpose of gaining or producing income increases
relative to other uses made of the property. Clause 13(7)(d)(i)(B) provides that,
on such a change in use, the capital cost of the: property will be increased by a
portion of the excess of the proceeds of disposition of the property, as determined
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under subparagraph 45(1)(c)(ii) of the Act, over the capital cost of the property
(to the extent that no capital gains exemption was claimed in respect of that
excess). The amendment to clause 13(7)(d)(i)(B) provides that it is only that
proportion of the original capital cost of the property that the percentage increase
in income-producing use is of the whole use of the property that is to be included
in determining that excess. - ,

The amendments to paragraphs 13(7)(a), (b) and (d) of the Act apply to changes
in use occurring after May 22, 1985, subject to a transitional provision which
reflects the changes in the capital gains inclusion rate after that date,

Subclause 9(5)

ITA
B)C)

Paragraph. 13(7)(c) of the Act deals with the calculation of the cost, for capital
cost allowance purposes and the calculation of proceeds of disposition, of property
used regularly by a taxpayer in part for the purpose of earning income and in part
for some other purposes. This paragraph does not apply to a motor vehicle which
is subject to the restrictions on the deductibility of certain expenses and capital
cost allowance.

Paragraph 13(7)(c) is amended by deleting the reference to a motor vehicle in
respect of which section 67.3 applies, as a consequence of an amendment to that
section introduced on second reading of Bill C-139 (1988). This amendment is
applicable with respect to changes in use occurring after April 1988,

Subclause 9(7)

ITA
13(7)(e)

Paragraph 13(7)(e) of the Act contains special rules which apply on the direct or
indirect transfer of depreciable property between persons who do not deal at arm’s
length. Such parties are referred to herein as the "transferor" and the "transferee'.
The rules are intended to -prevent taxpayers. from increasing the depreciable base
of property through the use of a non-arm’s length transfer of depreciable property
in respect of which the transferor benefits from. the exclusion of 1/4 of capital
gains from income and the capital gains exemption provided under section 110.6.

Paragraph 13(7)(e) provides two general rules for the purposes of the provisions
relating to capital cost allowance. First, where the cost of depreciable property to
the transferee would otherwise exceed the capital cost of the property to the
-transferor, subparagraphs 13(7)(e)(i) and (ii). generally provide that the capital cost
of the property to the transferee is limited to the sum of the capital cost of the
property to the transferor and the transferor’s taxable capital gain in respect of the
- property minus any related claim by the transferor for a capital gains exemption
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under section 110.6. Second, in the event that the capital cost of depreciable
property to the transferor would otherwise exceed the capital cost of the property
to the transferee, subparagraph 13(7)(e)(iii) provides that the property is treated
as having been acquired by.the transferee at the transferor’s capital cost and that
_such excess is considered to have been capital cost-allowance claimed by the
transferee. in. respect of the property. This ensures that depreciation recapture will
arise if the property is later disposed of by the transferee for an amount in-excess
of the transferee’s capital cost, determined without reference to

subparagraph 13(7)(e)(iii). (These rules also apply in a similar fashion where the
transferor transfers capital property that is depreciable property to the transferee
but not to the transferor.) :

Paragraph 13(7)(e) is amended so that the rules therein do not apply to the direct
or indirect transfer of depreciable property as a consequence of the death of an
individual. This avoids the application of those rules to the acquisition of
property by a testamentary trust on the death of an individual or to the
acquisition of such property by a beneficiary under such a trust.

This amendment is applicable with respect to property acquired after May 22,
1985.

Subclause 9(8)

ITA
13(7)(h)

Paragraph 13(7)(h) of the Act prevents the $20,000 limit on the depreciable
capital cost of a passenger vehicle from being circumvented by a transfer of the
vehicle between parties not dealing at arm’s length. Where a passenger vehicle is
acquired by a taxpayer from a person with whom the taxpayer was not dealing at
arm’s length, the capital cost to the taxpayer of.the vehicle at that time shall be
deemed to be the least of $20,000 (or such other amount as may be prescribed),
its fair market value and its undepreciable capital cost to the transferor
immediately before the transfer.

This amendment clarifies that paragraph 13(7)(h) will govern in situations where a
passenger vehicle is being transferred between non-arm’s length parties,
notwithstanding the general rule contained in paragraph 13(7)(g). This latter rule
imposes a limit on the depreciable capital cost of a passenger vehicle whose actual
cost exceeds $20,000 or such other amount as may be prescribed.

-Subclause 9_(9)

ITA
13(21)(a)

The definition "conversion" with respect to vessels, in paragraph 13(21)(a) of the
Act, is amended to delete the requirement for the approval of conversion plans
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and the determination of "conversion costs" by the. Minister of Regional Industrial
Expansion. Similar amendments, effective for property acquired after
Announcement Date, will be proposed to subparagraph 1100(1)(v)(i) and
subsection 1101(2a) of the Income Tax Regulations in order to eliminate the
requirement for certification of all vessels and.conversion costs by the Minister of
Regional Industrial Expansion. These provisions, which are relevant for the
~purposes of the accelerated capital cost allowance provisions in respect of certified
Canadian vessels, will, in the future, be verified by Revenue Canada as part of the
normal audit process.

" The amendment to paragraph 13(21)(a) of the Act applies to conversions
commencing after Announcement Date,

Subclause 9(10)

ITA
13(21)(e)

"total depreciation"

Paragraph 13(21)(e) of the Act defines "total depreciation”, for the purposes of the
provisions of the Act and the Regulations governing recapture of depreciation,
terminal losses and capital cost allowance, as the aggregate of amounts allowed in
respect of capital cost allowance and terminal losses. This paragraph is amended
by deleting the reference to amounts that would have been deducted in respect of
capital cost allowance but for section 67.3, as a consequence of an amendment to
that section introduced on second reading-of Bill C-139 (1988).

This amendment is applicable to taxation years and fiscal periods commencing
after June 17, 1987 that end after 1987. "Total depreciation” now is defined as the
aggregate of amounts deducted.in respect of capital cost allowance and amounts
deducted under subsection 20(16) in respect of terminal losses or that would have
been so deducted but for subsection 20(16.1).

Subclause 9(11)

ITA
13(26) to (32)

New subsections 13(26)-to (32) of the Act (in conjunction with new

subsections 37(1.2) and 127(11.2)) implement the 1987 tax reform proposals to
postpone any claim in respect of capital cost allowance, investment tax credits and
certain expenditures on scientific research and experimental development until the
time at which the associated property is available for use by the taxpayer for the
purpose of earning income from a business or property. These new subsections
are generally applicable with respect to property acquired after 1989.
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ITA -
13(26)

New - subsection 13(26) of the Act provides that, in computing the income. of a
‘taxpayer from a business or property, no amount in respect of a property is to be
included in computing the undepreciated capital cost of depreciable property of a
prescribed class until the property has become "available for use" by the taxpayer.
The rules for determining the time at which property becomes "available for use”
are provided in new subsections 13(27) to (32), described below.

ITA.
13(27)

New subsection 13(27) of the Act, in conjunction with the provisions of new
subsections 13(29) to (32), establishes the time at which property (other than a
building) is considered to have become available for use by a taxpayer for the
purposes of determining, under new subsection 13(26), the time at which capital
cost allowance may first be claimed. The available-for-use rules are also relevant
for the purposes of new subsections 37(1.2) and 127(11.2) of the Act, which
govern the time at which certain deductions in respect of research and
-experimental development expenses of a caprtal nature and investment tax credlts
may commence to be claimed. : : :

Paragraphs 13(27)(a) .to (k) provide that a property (other than a bulldlng)
acquired by a taxpayer will be considered to be available for use at the earliest of
the followmg times: '

- the tlme at which the property is first used for the purpose of earning income,

- = the beginning of the first taxation year commencing at least-358 days after the
taxation year in which the property was acquired (the two-year "rolling start"
rule),

- the time immediately before the property is dispoeed of by the taxpayer (it
- ..should be noted that this time is deemed not to be relevant for the purposes
of new subsection 127(11 2)),

- the time the property, either alone or in combination with other property in
. the possession of the taxpayer at that time, is capable of producing a saleable
product or performing a saleable service, .

- in the case of air or water pollutlon abatement equipment, the time at which
the property is installed and capable of operating, - -

- in the case of certain public corporations and their subsrd1anes the end of the
year in which the property (or part thereof) commences to. be depreciated for
accounting purposes,
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in the case of property acquired for use in a farming or fishing business, the
time at which the property is delivered and is capable of operating,

in the case of certain transportation equipment in respect of which various
operational permits, licences or certificates may be required, the time at which
those permits, licences and certificates have been acquired,

in the case of spare parts that are capital property, the time at which the
-property for which the spare part may be required is available for use,

in the case of certain offshore oil production facilities, the time at which the
concrete gravity base structure deballasts and lifts the topside facilities, and

in the case of a property that is a replacement property for another property
- involuntarily disposed of that was acquired before 1990 or that had become
available for use, the time the replacement property is acquired.

ITA
13(28)

New subsection 13(28) of the Act establishes the time at which a building is

considered to be- available for use by a taxpayer for the purpose of new
subsection 13(26). Subsection 13(28) provides that a building or part thereof will
be considered to have become available for use at the earliest of the following
‘times: "

the time at -which the taxpayer begins to use all or substantially all of the
building for its intended purpose,

the time at which the construction of the building is complete,

the beginning of the first taxation year commencing at least 358 days after the
end of the year in which the taxpayer acquired the property,

the time immediately before the property is disposed of by the taxpayer (under
new subsection 127(11.2), this time is not considered for the purposes of
determining when an investment tax credit may be claimed), and

in the case of a building that is a replacement property for another building
involuntary disposed of that was acquired before 1990 or that had become
available for use, the time the replacement building is acquired.

A renovation, alteration or addition to a building will be considered to be a

separate building for the purposes of new subsection 13(28).

t
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ITA
13(29)

~ New subsection 13(29) of the Act provides an election in respect of property,
including buildings other than rental buildings, acquired for use in a long-term
project. Where such an election is made by the taxpayer, the general available-
for-use rules will be applied to all project-related expenditures made in the year in
which project property was first acquired after 1989 and in the following year.
However, in the third and subsequent years, application of the available-for-use
rules to expenditures made as part of the project will be limited so that only those
expenditures in any such year in excess of certain threshold amounts will be
subject to the rules. These threshold amounts are determined with reference to
expenditures incurred, on property that is part of the project, after 1989 and
during years ending after the project commenced and at least 358 days before the
beginning of the year under consideration. For example, in the case of a long-
term project.commencing after 1989, the amount of expenditures excepted from
the available-for-use rules in the third year of the project under this special
provision would be limited by the amount of project expenditures incurred in the
first year of the project. The amount of expenditures excepted from the rules in
the fourth year of the project would be limited; in general terms, by the amount
of such expenditures on property in the second year of the project plus the -

- amount of such expenditures from the first year that were not used to exempt
expenditures in the third year. Those expenditures excepted from the application
of the available-for-use rules through this mechanism will be subject to the half-
year convention.

It should be noted that the capital cost of properties that become available for use
under the general available-for-use rule (except by reason of the two-year rolling
start rule) will not be taken into- account in computing the threshold amounts
from earlier years of a project. This restriction reflects the: pOlle underlying this
provision as an alternative to the other special relieving provisions. Projects that
commence before 1990 but end after 1989 are, for the purposes of the rule,
effectively treated as if the expenditures made after 1989 relate to a separate
pro;ect that commenced at the begmnmg of 1990

The following examples illustrate the apphcatlon of an e_lectnon to use the long-
term project rule provided under subsection 13(29).

Example A

A $160 million industrial project commences in year 1 and is completed and put
in use to earn income in.year 6. It is assumed that none of the property
incorporated in the project will be otherwise available for use until the project is
completed (other than property which. becomes available for use during the
construction period by reason of this rule or by reason of the two-year rolling start
rule). The taxpayer elects in year 3 of the project to have the long-term project
rule apply. The application of subsection 13(29) in these circumstances is shown
below.



Current Year

Year Expenditures Additions to U.C.C. Expenditures
Long-term . Rolling Other Deferred
Project - Start ‘ .
1 10 0 - n)a | ’ 10
2 20 0 "~ nfa’ | 20
3 0 100 1Q?2) 60
4 50 - 200 201 30
5 5 35(5) 60(® ‘ 0
6 ’5 0 - - 50 0
TOTAL ’16(_) 65' ' 90 -5

(1) lesser of 70 (year 3 expenditures not avallable for use before the cnd
of that year)
and 10-0=10 (year 1 expenditures less amounts previously determined to
be available for use under this rule)
=10

(2) year 1 expenditures avallable for use under the rolling start rule (not subject
to the half-year conventlon)

(3) lesser of 120-10==110 (year 3 and 4 expenditures not available for use
before the end of the year)
and 30-10=20 (aggregate of year 1 and 2 expenditures less amount
calculated under (1), above)

(4) year 2 expenditures available for use under the rolling start rule (not subject
to the half-year convention)

(5) lesser of 125 (aggregate of year 3, 4 and 5 expenditures) less 10+20+60
(portion of year 3, 4, and 5 expenditures already
available for use at the end of the year)
= 35 (year 3, 4, and 5 expenditures not available
for use before the end of the year)




-27 .

and 100 (aggregate of year 1, 2 and 3 expenditures) less 30 (aggregate
' of amounts calculated under (1) and (3), above) = 70

=35.
(6) remainder of year 3 expenditures available for use under the rolling start rule

(7) year 6 expenditures available for use when the project is put in use -
(paragraph 13(27)(a) of the Act) during the sixth year.

Example B

Another long-term project has a different expenditure pattern. It is assumed that
one-half of the property acquired in year 2 of the project becomes available for
use during year 3 pursuant to paragraph 13(27)(d) (the intermediate-product rule).
None of the other property included in the project will be available for use until
the project is put in use in the fifth year (other than property which becomes
available for use under this rule or the two-year rolling start rule). This taxpayer
also elects in year 3 to have the long-term project rule apply. The application of
the rules in subsection 13(29) in these circumstances is shown below.

Current Year .-

Year Expenditures Additions. to U.C.C. Expendituies
Long-term  -Rolling - - Other Deferred
Project Start

1 25 0 n/a 0 25

2 30 0 n/a 0 30

3 20 209 250 156 0

4 40 209 150 0 .20

5 10 0 0 ‘ 30 0

Total 125 40 40 45

(1) lesser of 20 (year 3 expenditures not available for use before the end
of the year)
and 25-0=25 (year 1 expenditures less amounts previously determmed to
be available for use under this rule)
=20 (subject to the half-year conventlon)

7(2) year 1 expendltures avallable for use under the rollmg start rule, not subject to
the half-year convention

3 portlon of year 2 expenditures available for use durmg year 3 under the
- intermediate product rule (subject to the half-year convention)



(4) lesser of 60-20=40 (year 3 and 4 expenditures not available for use
before the end of the year)
and (55-15)-20=20 (aggregate of year 1 and 2 expenditures less year 1 or
2 expenditures already available for use, determined
without regard to the rolling start rule, less
amount calculated under (1), above)
=20 (subject to the half-year convention)

(5) portion of year 2 expenditures not already available for use that become
available for use under the rolling start rule, not subject to the half-year
convention

6) yéar S expenditures and remainder of year 4 expenditures available for use
when the project is put in use (paragraph 13(27)(a) of the Act) during the -
- fifth year, subject to the half-year convention

ITA
13(30)

New subsection 13(30) of the Act provides that a property which has become
available for use by a taxpayer (other than as a result of a disposition) will also be
treated, for the purposes of subsection 13(26), as being available for use by
another taxpayer who acquired the property in a non-arm’s length transaction or
as a consequence of certain divisive reorganizations.

ITA
13(31)

New subsection 13(31) of the Act provides that property acquired by a taxpayer in
a non-arm’s length transfer or as a consequence of certain divisive reorganizations
is to be treated, for the purposes of the rolling:start rule described in the
commentary regarding paragraphs 13(27)(b) and (28)(c) and the long-term project
rule described in the commentary regarding subsection 13(29), to have been
acquired by the taxpayer at the time it was acquired by the transferor.

ITA
13(32)

New subsection 13(32) of the Act provides an anti-avoidance rule intended to
offset the benefit that a taxpayer may achieve from accelerating, through a lease of
property to a non-arm’s-length person, the time at which the property may be
considered to have become available for use. In such circamstances, the rent paid
by the non-arm’s length person (net of rent received by that person. for the
property) will not be deductible as ordinary rent but, rather, will be depreciable
under Class 13 of Schedule II to the Regulations as.a cost of acquiring a leasehold
interest. As a consequence, the lessee may claim capital cost allowance in respect
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of those additions to Class 13 only after the property becomes available for use by
the lessee, and then only to the extent permitted by the class (whlch gcncrally pro—
rates such claims over the term of the leasc)
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Clause 10
Eligible Capital Property

ITA
14

Section 14 of the Act provides rules concerning the tax treatment of expenditures
and receipts of a taxpayer in respect of eligible capital properties and operates on
a "pooling” basis. Annual deductions, which are calculated as a percentage of this
pool, may be claimed under paragraph 20(1)(b) of the Act.

Subclause 10(1)

ITA
14(1)(2)(v)

Subsection 14(1) of the Act provides that where, at the end of a taxation year, the
amounts required to be deducted from a taxpayer’s cumulative eligible capital
exceed the amounts required to be added to that amount, that excess (for the
purposes of this commentary referred to as the "negative balance”) must be
included in the taxpayer’s income for the year as business income or as a taxable
capital gain. '

Subparagraph 14(1)(a)(iv) provides that, in the case of a taxpayer who is an
individual (other than a trust), the amount that must be included in the taxpayer’s
income is the portion of that negative balance that represents the recapture of
previous deductions taken under paragraph 20(1)(b) of the Act in respect of
eligible capital property. Subparagraph 14(1)(a)(v) provides that, for such a
taxpayer, the remainder of the negative balance is deemed to be a taxable capital
gain of the taxpayer from a disposition of capital property by him in the year and
is, therefore, eligible for the lifetime capital gains exemption.

This amendment to subparagraph 14(1)(a)(v) excludes from the taxable capital gain
an amount equal to one-half of the deductions claimed under paragraph 20(1)(b)
before the taxpayer’s adjustment time and is intended to avoid an overstatement of
the deemed taxable capital gain arising in respect of the disposition of eligible
capital property. ‘A taxpayers’s adjustment time is defined in paragraph 14(5)(c) to
be the time at which the taxpayer’s: cumulative eligible capital was increased by
one-half and all deductions and inclusions in respect of such property became
based on three-quarters of the amount of expenditures and receipts made for and
derived from eligible capital property. For most taxpayers this time is in 1983.

This amendment applies to fiscal periods of individuals commencing after 1987.
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Subclause 10(2) |

ITA
14(3)

Subsection 14(3) of the Act applies where a taxpayer makes an eligible capital -
expendlture in respect of the acquisition of an eligible capital property from a
non-arm’s length vendor, Where the vendor has claimed a capital gains exemption
under section 110.6 of the Act in respect of that disposition, the eligible capital..
expenditure made by the purchaser is reduced in order to deny any deduction
under paragraph 20(1)(b).to the purchaser in respect. of amounts pald to the
non-arm’s length vendor which qualified for the lifetime capital gains exemption.

As the Act is currently structured, the amount of the purchaser’s cumulative
eligible capital is reduced not only for the purposes of the annual deduction under
paragraph 20(1)(b) of the Act, but also for the purpose of calculating any gain or
recapture arising on the disposition of an eligible capital property. This result is
inappropriate where the eligible capital property is disposed of in an arm’s length
transaction for proceeds exceeding its actual cost as it could potentlally cause the
same gain to be recognized twice for tax purposes. :

Subsectlon 14(3) 1s, therefore, amended to prov1de that the deemed reductron of a
taxpayer’s eligible capital expenditure in respect of an eligible capital property will
not apply in cases where the property was acqulred by the taxpayer as a
consequence of the death of the transferor and is, in other cases, reversed to the
extent that the taxpayer has received proceeds of disposition for the property in
excess of that deemed eligible capital expenditure in a subsequent arm’s length
transaction. This amendment applies with respect to acquisitions of property
occurring after 1987.

Subclause 10(3)

ITA
14(7)

Subsection 14(7) of the Act describes the conditions under which an eligible
capital property acquired by a taxpayer will constitute a "replacement property” for
the purposes of subsection 14(6). The replacement property rules under
subsection 14(6) of the Act allow a taxpayer to defer recognition of recaptured
deductions in respect of the disposition of an eligible capital property when the
property is replaced by a similar property within a specified time period.
Paragraph 14(7)(c) of the Act is amended to restrict the replacement property
rules apphcable with respect to eligible capital property to replacement properties
used in a business in Canada.

This amendment is generally applicable to replacement properties for former -
properties disposed of after April 2, 1990.
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Clause 11
Shareholder Benefits

ITA
15(2)

Subsectlon 15(2) of the Act requires certain shareholder loans to be included in’
the shareholder’s income. Subparagraph 15(2)(a)(ii), which provides an exception
to this rule in respect of loans made to enable an employee or the employee’s: -
spouse, to acquire a home, is’amended to extend this exception to loans made to
enable an employee or the employee’s spouse to acquire a share of a co-operative
housing corporation for the purpose of inhabiting a dwelling unit. This
amendment applies to the 1985 and subsequent taxation years.

Subsection 15(2) is also amended to exclude from. its application a loan made to
an employee of a particular corporation by a corporation related to the particular
corporation, where the loan is made to enable the employee to buy shaies of the
particular corporation or a related corporation. This amendment applies to loans
made and indebtedness arising after 1989 and, where a reassessment of the
taxpayers income has not become statute- barred to loans and indebtedness made
-of arising after 1981.
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Clause 12
Leasing Properties

ITA

61 ' - L

Section 16.1 of the Act provides-special rules which may apply-in computing the
income of a lessee of property, other than prescribed property, leased for a term
of more than one year from an arm’s length person who is. resident in Canada or.
who carries on business in Canada through a permanent establishment. These .
rules allow a lessee of property to elect to be treated for income tax purposes.as:
having acquired the leased property at its fair market value and as having financed
the purchase through a loan at a prescribed rate of interest.

Subclauses 12(1) and (2)

ITA
16.1(1)

Subsection 16.1(1) is amended to clarify the reference in the.leasing rules to the
time at which the lease is entered into. It is also amended to ensure that that
portion of each lease payment that does not relate to the use of, or the right to
use, the property (such as, for example, a payment by the lessee for provincial
sales tax) retains its character for income tax purposes and is not recharacterized
as a loan payment. .

The election by a lessee to be treated as having acquired the property is available
where the lessor is non-resident only if the non-resident lessor carries on -business

_ in Canada through a permanent establishment. The amendments add an -

additional requirement that. the non- resident lessor’s income from that business
must be taxable in Canada.. This additional requirement does not apply if the :
lease was entered into before Announcement Date. -

The prescribed rate of interest that is apphcable for the purposes of the leasmg
rules was stated to be the prescribed rate in effect at the time the lease was
entered into. In certain circumstances, however, an agreement to lease property
may be entered into some time before the commencement of the lease. :An. -
amendment to subsection 16.1(1) provides that the rate of interest is that
prescribed at the earlier of the time the agreement to enter into the lease is made
and the time of the commencement of the lease. It also clarifies that the rate of
interest in effect in respect of floating rate leases will be.the prescribed rate in
effect at the beginning of the period for which the interest is being calculated.
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Subclause 12(3)

ITA
16.1(2)(b)

Paragraph 16.1(2)(b) of the Act provides rules which apply where a lessee who has
made the joint election referred to in subsection (1) with the owner of the leased
property assigns the lesseé’s interest in the property or subleases the property to
another taxpayer with whom the lessee deals at arm’s length. That paragraph is
amended to provide that, where such a lessee and assignee or sublessee of the
property have jointly elected, the assignee or sublessee and the owner will be
treated as havmg filed the joint electlon referred to in subsection 16.1(1) with
their returns of income.

Subclause 12(4)

ITA
16.1(5) to (7)

New subsection 16.1(5) of the Act is added to provide that a lessee of property
who has made an election in respect of that property under subsection 16.1(1) will
be unaffected by the replacement of that property with another similar property of
the lessor unless the amount payable by the lessee as rent is changed. If the rent
payable for the replacement property is greater than or less than the rent payable
for the original property the original lease will be deemed to have been cancelled
and a new lease entered into at that time (see the commentary to new

subsection 16.1(7) of the Act in respect of renegotiated leases).

New subsection 16.1(6) of the Act provides rules which- apply when an addition or
alteration is made to property in respect of which a lessee has made an election
under subsection 16.1(1), and the rent payable-by the lessec of the property is
increased. In such circumstances, the lessee will be deemed to have acquired the
additional property at its fair market value and to have increased the outstanding
principal amount of the earlier deemed loan by the fair market value of the
additional property.

New subsection 16.1(7) of the Act provides that the renegotiation of a lease that
changes the rent payable in respect of the leased property will be deemed to entail
the cancellation of the original lease and the begmmng of a new lease for the
purposes of subsection 16. 1(1) of the Act. :

New subsectlons 16.1(5) to (7) are generaily apphcable to leases and subleases
entered into after 10 p.m. E.D.T. April 26, 1989,
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Clause 13
Prohibited Deductions - Business and Property Income

ITA
18

Section 18 of the Act prohibits the deduction of certain outlays and expenses in
computing a taxpayer’s income from a business or property.

Subclause 13(1)

ITA-
18(1)(m)

Paragraph 18(1)(m) of the Act prevents a taxpayer from deducting amounts in
computing income that are paid-or payable by the taxpayer in the year as a Crown
royalty or similar amount in relation to the production in Canada of petroleum,
natural gas, metals or minerals, Subparagraph 18(1)(m)(v) was amended, with
respect to amounts payable after 1984, to restrict the application of

paragraph 18(1)(m) in respect of production from tar sands and iron ore to such
royalties in respect of tar sands production to the crude oil stage and iron

" production to the pellet stage. As a result of this amendment, however, coal -
royalties were unintentionally excluded from the scope of the paragraph.

Clause 18(1)(m)(v)(B) is amended, with respect to amounts that become payable
after Announcement Date, to correct this unintended result. A similar amendment
to clause 12(1)(0)(v)(B) is also being made. :

Subclause 13(2)

TA -
18(1)(0.1)

Paragraph 18(1)(0.1) of the Act provides that an outlay or expense made or.
incurred under a salary deferral arrangement (SDA) in respect of another person
is generally not deductible except as permitted by paragraph 20(1)(oo) of the Act.
Paragraph 20(1)(oo) allows an employer a deduction in respect of deferred-
amounts under an SDA which have been included in its employees’ income under
paragraph 6(1)(a) by virtue of the application of-subsection 6(11). There is,-
‘however, no deduction provided for an employer in respect of amounts included in
an employee’s income under paragraph 6(1)(i) -- that is, for amounts actually paid
out of an' SDA to an employee in excess of amounts previously included in the
employee’s incomes.

Paragraph 18(1)(0.1) is amended to allow for a deduction under new
paragraph 20(1)(pp). This new paragraph provides for the deduction of payments
under an SDA which have been included in income of another person under
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paragraph 6(1)(i). Paragraph 20(1)(pp) does not apply in the case of an SDA
established primarily for the benefit of one or more non-resident employees in
respect of services to be rendered outside Canada, since such an SDA is not
affected by paragraph 18(1)(0.1).

These amendments apply to the 1986 and subsequent taxation years.
Subclause 13(3)

ITA
18(1)(5)

Paragraph 18(1)(s) of the Act denies an inventory write-down in respect of loans
or lending assets of an insurer, or a taxpayer whose ordinary business includes the
lending of money, where the loan or lending asset was acquired in the ordinary
course of that insurance or lending business. Such a-loan.or lending asset may,
however, be eligible for a doubtful debt reserve under subparagraph 20(1)(1)(ii).
The amendment to paragraph 18(1)(s), which applies to taxation years and fiscal
periods commencing after June 17, 1987 that end after 1987, provides that the
paragraph also applies to loans or lending assets made in the ordinary course of
that business.

Subclause 13(4)

ITA
18(3.1)(a)

Subsection 18(3.1) of the Act denies the immediate deduction of certain costs,
generally referred to as construction period soft-costs, relating to the construction,
renovation or alteration of a building. These costs are required to be added to
the capital cost of the building to which they relate and may be deducted at the
rate allowed in respect of the class of depreciable property in which the building is
included. Paragraph 18(3.1)(a) is amended, applicable with respect to outlays and
expenses made or incurred after 1989, to exclude from the application of this rule
certain construction period costs to the extent that those costs are deductible,
pursuant to new subsection 20(29), against any rental income from the-building,

Subsection 18(3.1) is also amended to allow a taxpayer who owns land to continue
to deduct costs such as interest and property taxes incurred with respect to that
land in cases where an arm’s length person constructs, renovates or ‘alters a
building on that land on that other person’s own behalf. " This latter amendment is
generally applicable to the 1987 and subsequent taxation years.
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Subclause 13(5)

ITA
18(3.5)

Subsection 18(3.5) of the Act provides transitional relief from the application of
subsection 18(3.1) in respect of projects that had commenced before November 13,
1981. Amendments to subsection 18(3.1) of the Act, which were applicable after
May 9, 1985, renumbered certain provisions of that subsection. Subsection 18(3.5)
is amended fo ensure that the references therein to various provisions of
subsection 18(3.1) correspond with the amended version of that subsection. This
amendment applies with respect to outlays and expenses made or incurred after
May 9, 1985. :

Subclause 13(6)

ITA
18(9.1)

Subsection 18(9) of the Act defers the deduction of prepaid expenses in computing
a taxpayer’s income until the taxation year to which the expenses relate. New
subsection 18(9.1) provides that, where a fee is paid to reduce the interest rate on
an outstanding debt obligation, or a penalty or-bonus is paid in consideration of
the early redemption of a debt obligation, the fee, penalty or bonus, as the case
may be, will be treated as prepaid interest for income tax purposes and may be
deducted over the period during which, but for the fee or payment, the obligation
would have remained outstanding. Similarly, the fee, penalty or bonus will be
treated as interest in the hands of the recipient.

This subsection applies to payers of such amounts in respect of amounts paid after
1984 and to recipients of such amounts in respect of amounts received after
Announcement Date. '

Subclause 13(7) and (8)

ITA
18(11)

Paragraphs 20(1)(c), (d) and (e) of the Act permit a deduction for interest and
certain other financing expenses relating to borrowed money used by a taxpayer for
the purpose of earning income from a business or property. These provisions are,
however, subject to subsection 18(11) which prohibits the deduction of such
expenses in respect of indebtedness incurred for the purpose of making a
contribution to an RRSP or certain other deferred income plans. .

Subsection 18(11) is amended to clarify that no deduction is allowed, in respect of
interest expenses incurred to purchase income-producing property, after that
property is transferred to any such deferred income plan. The preamble to
subsection 18(11) is also amended to remove reference to paragraph 20(1)(k),
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which has been repealed, and to add a reference to paragraph 20(1)(e.1) in
consequence of the addition of that paragraph to the Act.

These amendments apply to the 1990 and subsequent taxation years.
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Clause 14

Advertising Expenses

ITA
19

Section 19 of the Act imposes certain limitations on the deductibility of expenses-
incurred for the purposes of advertising in non-Canadian newspapers or '
periodicals. ~ :

Paragraph 19(5)(b) of the Act defines the term "Canadian newspaper or
periodical”, which is relevant in determining whether the deductibility of the cost
of advertising in publications owned by partnerships may be restricted.
Subparagraph (ii) of this definition is amended to include (in addition to
partnerships of Canadian citizens) partnerships of corporations referred to in
subparagraph 19(5)(b)(v) and partnerships composed of a combination of such
corporations and Canadian citizens as publishers of a Canadian newspaper or -
periodical. This amendment also changes the requirement that at least 3/4 of the.
members of a partnership owning the publication rights of a Canadian newspaper
or periodical be Canadian citizens, to a requirement that at least 3/4 of the
income or loss of the partnérship from any source be included in the
determination of the income of Canadian citizens or eligible corporations.

Subparagraph (v) of this definition is also amended to prevent the dilution of
Canadian ownership of "Canadian” publications through tiers of private holding
corporations. For the purposes of the tests for Canadian ownership contained in
clause 19(5)(b)(v)(C), rules similar to the associated corporations rules will
determine the number of shares of a corporation. ultimately owned by Canadlan
citizens. For public corporations, a Canadian-control test will apply.

Clause 19(5)(b)(v)(C) is also amended to replace the reference of 3/4 of the paid-
up capital of the issued shares of a corporation with a reference to 3/4 of the fa1r
" market value of such shares. :

These amendments are generally applicable to publication rights acquired after
Announcement Date or, where the holder of the rlghts so elects, after 1988

In certain circumstances where shares of a corporation holding pubhcatlon rlghts

are acquired after Announcement Date by citizens or subjects of a country other -
than Canada or a company controlled by such persons, the corporation will be °
considered to have acquired those publication rights after Announcement Date.
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Clause 15
Permitted Deductions - Business -and Property Income

ITA
20

Section 20 of the Act provides rules relating to the deductibility of certain outlays,
expenses and other amounts in computing a taxpayer’s income for a taxation year
from a business or property. '

Subclause 15(1)

ITA.
20(1)(c)(iv)

Subparagraph 20(1)(c)(iv) of the Act allows the deduction of interest expenses on
money borrowed to acquire an annuity contract to .which the income accrual rules

apply.- :

Subparagraph 20(1)(c)(iv) is amended to clarify that it will apply for a year in
respect of borrowed money ‘used to acquire an interest in an annuity contract that
would be subject to accrual taxation in the year, were it not for the fact that the
contract did not have an anniversary day in the year and while held by the
taxpayer. The amendment also. removes a reference to paragraph 56(1)(d.1) of the
Act, which is to be repealed under Bill C-28 (1989) with respect to annuity
contracts acquired after 1989.

These amendments are applicable with respect to contracts last acquired after
1989.

Subclause 15(2)

ITA
20(1)(e.2)

New paragraph 20(1)(e.2) will permit a limited deduction in respect of life
insurance premiums where the policy has been assigned as collateral for a loan.
This amendment counters the 1987 decision of the Federal Court of Appeal in the
-case of Antoine Guertin Ltée. and will generally continue, with some modification,
the administrative practice of Revenue Canada described in its Interpretation
Bulletin IT-309R.

The new provision permits a deduction in respect of life insurance premiums
under a policy which is assigned as collateral for a loan, provided that the
assignment is required by the lender, the lender is a corporation whose principal
business is lending money or purchasing debt obligations and the interest payable
on the money borrowed is or, but. for the provisions of subsections 18(2) and (3.1)
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or section-21, would be deductible in computing the taxpayer’s income. The
amount-deductible in reSpect of such eligible premiums for a taxation year may
not exceed the lesser of the premiums payable under the policy in respect of the
year - and the ‘met cost of pure insurance in. respect of the policy for the same
period. Where the taxpayer’s taxation year does not correspond to the policy year,
the premiums payable under the policy should be pro-rated on-a reasonable basis
to the taxation year. Similarly, the net cost of pure insurance, which is determined
by the insurer on a calendar year basis should be pro-rated on a reasonable basis
to the taxation year.

After determining the ceiling amount in respect of the life insurance premiums as
described above, the amount deductible is determined as that portion of the ceiling
amount that may reasonably be considered to relate to the amount owing under
the loan for which the insurance policy has been assighed as collateral. For
example, where the life insurance coverage under the assigned ‘policy is $500,000 -
and the average balance owing under-the loan during the taxation year is $200,000,
the amount deductible under new paragraph 20(1)(e.2) will be limited to 40% of
the lesser of the premiums payable and the net cost of pure insurance for the -
policy in respect of the year. :

It is intended that the net cost of pure insurance in respect of an interest in'a life
insurance policy be determined for these purposes in accordance with section 308
of the Regulations. The net cost of pure insurance, which is determined by
reference to standard mortality assumptions, approximates the cost of the pure.
insurance coverage under the policy for the year. As a result, where the policy
which has been assigned as collateral for a loan has a savings component or some
form of pre-funding, the maximum deduction under the new:paragraph would
normally be limited by the -net cost of pure msurance lrmrtatron

New paragraph 20(1)(e 2) is applicable w1th respect to premrums payable after
1989

Subclause 15 (3)

ITA :
20(1)(mm)

Paragraph. 20(1)(mm) of the Act allows taxpayers to deduct, in computing. their. -
‘income for a taxation year,-certain costs of substances injected into a natural .-~
reservoir to assist in the recovery of petroleum, natural gas or related
hydrocarbons, where. such costs are incurred in the year or'a previous year. It is
amended so that where a taxpayer has a taxation year of less than 51 weeks, the-

- taxpayer’s maximum claim otherwise determined under paragraph 20(1)(mm) is
pro-rated according to the number of days in the year.. The taxpayer is, however,
permitted to deduct an amount equal to the total injected substance costs incurred
in the year.
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The pro-ration of the deduction under paragraph 20(1)(mm) is consistent with the
pro-ration of resource deductions under subsection 66(13.1). The amendment
prevents a deduction under paragraph 20(1)(mm) from being claimed by a taxpayer
in a short taxation year in order to avoid the reduction in the taxpayer’s resource
allowance that would otherwise result from the deduction. being claimed in a year
in which the taxpayer has substantial resource profits.

This amendment applies to taxation years commencing after Announcement Date.
Subclause 15(4)

ITA
20(1(pp)

New paragraph 20(1)(pp) of the Act provides for a deduction by an employer in
respect of amounts included in its employees’ income under paragraph 6(1)(i).
This amendment, which applies.to the 1986 and subsequent taxation years, is
discussed in greater detail in the commentary on the amendment to

paragraph 18(1)(o.1).

Subclause 15(5)

ITA

20(2.2)(c)

Subparagraph 20(1)(c)(i) of the Act provides a deduction in computing a
taxpayer’s income from business or property in respect of interest on borrowed
money used for the purpose of earning such income, but specifically excludes any
deduction in respect of interest on money borrowed to acquire a life insurance
policy. - The term "life insurance policy" is defined in paragraph 138(12)(f) of the
Act and includes an annuity contract issued by an insurer where the insurer’s
reserves for such contracts are based on the fair market value of a specified group
of assets. Subsection 20(2.2) of the Act creates certain exceptions to the definition
of life insurance policy for the purposes of paragraphs 20(1)(c) and (d) which

effectively permit interest on money borrowed to acquire certain insurance
products to qualify for a deduction under those paragraphs.

New paragraph 20(2.2)(c), which applies to the 1987 and subsequent taxation
years, provides an additional exception to the definition of life insurance policy for
the purposes of paragraphs 20(1)(c) and (d) of the Act. Under this new
paragraph, interest on money borrowed to acquire annuity -contracts issued by an
insurer whose reserves for such contracts vary in amount depending on the fair
market value of a specified group of assets will, within:normal limits, be deductible
from income from that source.
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Subclause 15(6)

ITA -
20(4)

Subsection 20(4) provides a deduction in computing income of a taxpayer where it
is established that an amount owing to the taxpayer as or on account of proceeds
of disposition of depreciable property (other than timber resource property) has
become a bad debt in the taxation year. The deduction is equal to the lesser of
the amount owing to the taxpayer and the amount, if any, by which the capital
cost to the taxpayer of the property exceeds the amounts realized on account of
the proceeds of disposition.

This subsection is amended to prohibit a deduction in respect of a bad debt which
has resulted from the disposition of a passenger vehicle having a cost. to the
taxpayer in excess of $20,000 or such other amount as may be prescribed. This
amendment is applicable with respect to debts that are estabhshed after
Announcement Date to have become bad.

Subclause 15(7)

ITA
20(16)

Subsection 20(16) of the Act provides rules for calculating a taxpayer’s terminal
loss at the end of a taxation year. The concluding words of that subsection are
unnecessary as deductions made pursuant to subsection 20(16) are already included
in the definition "total depreciation” in paragraph 13(21)(e). This amendment also
clarifies that terminal losses are included in calculating a taxpayer’s net aggregate
income for the purposes of the rental, leasing and specified energy property rules
and resolves a circularity problem that arises because a taxpayer’s income for the
purpose of those rules is to be computed without regard to paragraph 20(1)(a) of
the Act, while the concluding words of subsection 20(16) currently provide that
terminal losses are deemed to have been deducted under paragraph 20(1)(a).

This-amendment applies to taxation years commencing after Announcement Date.
Subclause 15(8)

ITA
20(20)

Subsection 20(20) of the Act provides a deduction in respect of income accrued
but not received under certain life insurance policies and annuities prior to their
disposition by the policyholder. Such accrued income is included in the
policyholder’s income under section 12.2 of the Act and is added to the cost base
of the policy or annuity by virtue of subparagraph 148(9)(a)(iii.1); conversely,
payments made under an annuity contract reduce the adjusted cost base of the
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annuity. This amendment extends the application of subsection 20(20), with effect
for dispositions occurring after 1989, to accrued but unteceived income in respect
of an annuity (other than a prescribed annuity) under which annuity payments
have commenced at the time of disposition. Prescribed annuities are subject to
the provisions of paragraphs 56(1)(d) and 60(a) of the Act, and are not subject to
section 12.2. .

Subclause 1509)

ITA
20(21)(b) -

Subsection 20(21) provides a deduction in computing a taxpayer’s income for a
taxation year in which a debt obligation is disposed of at fair market value, in
respect of any previous over-accrual of interest on that debt obligation. Certain
debt obligations contain early redemption provisions under which the holders are
entitled to the full rate of interest stipulated on the debt obligation only if they
hold the obligation to maturity. This subsection is amended to ensure that, in
cases where a taxpayer redeems.a debt obligation prior to its date of maturity and
the holder is, as a result, not entitled to the full rate of interest stipulated on the
debt obligation, a deduction with respect to the recovery of the interest paid by
the borrower on the obligation is allowed in the year in which the obligation is
redeemed. This amendment applies to the 1986 and subsequent taxation years.

Subclause :15(10)

ITA
20(28)

New subsection 20(28) of the Act provides a special rule relating to buildings
which overrides the general available-for-use rules.in section 13 of the Act and
permits a taxpayer to claim certain amounts as capital cost allowance in respect of
a building notwithstanding that the building is not yet available for use. The
amount that may be claimed, pursuant to new subsection 20(28), as capital cost
allowance for a year is restricted to the amount by which the lesser of the two
amounts described below exceeds the amount of capital cost allowance that would
have been deductible in respect of the building for the year in the absence of this
subsection. The first of these amounts is the capital cost allowance that would
have been allowed in respect of the building for the year but for the available-for-
use rule provided in new subsection 13(26), and the second of these amounts is
the taxpayer’s income from the building for the year computed without reference
to any deduction under subsection 20(28) (or under paragraph 20(1)(a) in respect
of a portion of the building acquired before 1990) but after taking into account
any deduction made under new subsectlon 20(29) concerning soft-costs.

New subsection 20(28) is. apphcable to taxatlon years ending after 1989. An
example of the operation of -this subsection along with the operation of new .
subsection 20(29) is provided with the commentary to that subsection, below.
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ITA
20(29)

New subsection 20(29) of the Act provides a special rule relating to buildings
which overrides the rules in subsection 18(3.1) of the Act requiring the
capitalization of certain construction period "soft-costs". This new provision
permits a taxpayer to deduct such soft-costs incurred in a year to the extent of the
taxpayer’s income from the rental of the building for the year computed without
reference to this provision and before taking into account any deduction allowed
under new subsection 20(28) in respect of certain capital cost allowance claims:

New subsection 20(29) applies to oﬁtlays and expénses made after 1989.

Example

An office tower is under construction. A portion of the building was acquired
prior to 1990 and is not subject to the available-for-use rules. Only a portion of
the building (less than 90%) is occupied and producing rental income. The owner
of the building has received rental income of $200,000, before any deduction of
capital cost allowance ("CCA"), and has incurred soft-costs of $150,000 in the year.
The owner may claim $40,000 of CCA in respect of costs incurred before 1990 and
could have claimed CCA of $80,000 in respect of costs incurred after 1989 had the
available-for-use rules not applied. Pursuant to new subsections 20(28) and (29),
the taxpayer may deduct from this rental income the following amounts:

Soft costs . lesser of soft-costs ($150,000)
and rental income ($200,000 - $40,000 = $160,000)
= $150,000 -
Plus CCA. amount by which the lesser of rental income, net of deductible
. soft-costs, v

($200,000-$150,000 = $50,000), and

total CCA had the available-for-use rules not applied ($120,000)
= $50,000

exceeds

CCA deductible had subsection 20(28) not applied

(340,000)

= $10,000

If the soft-costs associated with the building were $225,000, the taxpayer could
deduct from his rental income the following amounts:

Soft Costs. lesser of soft-costs ($225,000) and rental income
($160,000) = $160,000
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Plus CCA. the amount by which the lesser of rental income, net of
' deductible soft-costs,
($200,000 - $160,000 = $40,000), and
total CCA otherwise deductible ($120,000)
= $40,000 :
exceeds
CCA deductible had subsection 20(28) not applied
($40,000)
= $0

The balance of the taxpayer’s soft-costs ($65,000) would be added to the capital
cost of the building pursuant to subsection 18(3.1) of the Act.
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Clause 16
Cost of Borrowed Money

ITA
21

Section 21 of the Act allows a taxpayer to capitalize, instead of deducting as a
current expense, the cost of borrowed money used to acquire depreciable property
or used for exploration, development or -the acquisition of a resource property.
Subsections 21(1) to (4) are amended, as a consequence of the addition of - ©
paragraph 20(1)(e.1) to the Act, to allow a taxpayer to capitalize annual financing
fees which relate to such expenditures and which would otherwise be deductlble
under that paragraph. - ,

‘These amendments to section 21 of the Act apply after 1987.
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Clause 17
Ceasing to Carry on Business

ITA
24

Subsection 24(1) of the Act provides a deduction, in computing the income of a
taxpayer for the year in which the taxpayer ceased to carry on a business, in
respect of the residual cumulative eligible capital of the taxpayer.in respect of the
business. This subsection is amended to defer its application until the taxpayer’s
first taxation year in which the taxpayer has not only ceased to carry on the
business but has also disposed of all of theeligible capital property, other than
property of no value, that was held by the taxpayer in respect of the ceased
business.

Subsection 24(2) of the Act provides an automatic rollover of the cumulative
eligible capital in respect of a business of a taxpayer who ceases to carry on the
business in circumstances where the business is thereafter carried on by the
taxpayer’s spouse or a corporation controlled directly or indirectly by the taxpayer.
Subsection 24(2) is amended to provide this automatic rollover only where all of
the eligible capital property, other than property of no value, that was held by the
taxpayer in respect of the business is transferred to the taxpayer’s spouse or the
corporation controlled directly or indirectly by the taxpayer.

These amendments to section 24 of the Act apply after Announcement Date.
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Clause 18

ITA
28

Section 28 of the Act provides rules concerning the computation of income for
taxpayers who use the cash-basis method of accounting in respect of farming or
fishing businesses for income tax purposes. :

Subclause 18(1)

ITA
28(1)

Subsection 28(1) is amended to provide that paragraphs 28(1)(b) (the optional
inventory adjustment) and 28(1)(c) (the mandatory inventory adjustment) do not'
apply in a year in which a taxpayer has died. This amendment, which applies to’
fiscal periods commencing after 1988, provides consistency with subsections 70(2)
and (3) of the Act concerning rights or things owned by a taxpayer at the time of
death. Those subsections include the value of rights or things, such as a farmer’s
inventory, in the taxpayer’s income for the year of death if an election is not made
to transfer the rights or-things to the taxpayer’s beneficiaries. If such an election
is made, no such income inclusion is required but the beneficiaries must include in
their income any eventual proceeds of disposition of the rights or things.

Subclause 18(2)

ITA
28(1.1)

Subsection 28(1.1), which provides a definition of a taxpayer’s inventory for the
purposes -of section 28, is repealed as a consequence of amendments to the _
definition "inventory" in subsection 248(1) of the Act. This amendment applles to
fiscal periods commencing after 1988, :

Subclause -18(3)

ITA
28(1.2)

Subsection 28(1.2) of the Act provides rules for valuing the inventory of cash-
basis farmers for the purpose of paragraph 28(1)(c). A special rule applies to the
valuation of "specified animals", which include all horses and, where a taxpayer so
- elects, bovine animals registered under the Animal Pedigree Act. This subsection
formerly referred to the Livestock Pedigree Act, which was replaced with the
Animal Pedlgree Act on July 1, 1988, - :
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This amendment clarifies that such an election with respect to a particular animal
is effective for the taxation year for which the election is made and all subsequent
taxation years, and is not required to be made annually. This amendment also

ensures that all amounts paid on account of the purchase price of an animal

before the end of a particular yéar, including amounts paid after the year of
acquisition, will be included in calculating the value of the animal at the end of
that particular year.

This amendment applies to fiscal periods commencing after 1988.
Subclause 18(4)

ITA
28(4) and (4. 1)

Subsectlon 28(4) of the Act apphes to taxpayers who carried on a business the
income from which was computed in accordance with the cash method and who
cease to carry on the business or a part of the business and cease to reside in

‘Canada. -Subsection 28(4) requires such taxpayers to include the value of their

inventory and accounts receivable in their income for the year in which they cease
to reside in Canada. This subsection is repealed and replaced by new subsection
28(4), concerning accounts recelvable and new subsection 28(4.1), concermng
inventory, :

ITA
28(4)

New subsection 28(4) of the Act applies, under certain conditions, to require the
inclusion of the value of a taxpayer’s accounts receivable in calculating the

taxpayer’s income for a taxation year.- These conditions will be met where a

taxpayer who carried on a business the income from which was computed in -
accordance with the cash method is, at the end of the year, both not resident in
Canada and not carrying on the business in Canada. For example, this subsectlon
may apply where:

- a Canadian resident ceases to carry on a Canadian farming business and
becomes non-resident,

- a Canadian resident ceases to carry on a farming business in another
country and becomes non-resident, or

- a non-resident ceases to carry on a Canadian farming business.

This test will apply annually with respect to accounts receivable outstanding during
each taxation year, but will only require the inclusion in a taxpayer’s income of
amounts that were not so included in a preceding year. As noted above, the
amount included in a taxpayer’s income under new subsection 28(4) is based on
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the value of the taxpayer’s accounts receivable and, as a result, may be affected- by
evidence that a particular debt is doubtful or uncollectible.

‘Subsection 28(4) applies with respect to taxpayers who cease to reside in Canada,
or cease to carry on business in Canada, after Announcement Date.

ITA
28(4.1)

New subsection 28(4.1) of the Act applies, under certain conditions, to treat a
taxpayer as having disposed of inventory owned by the taxpayer for proceeds of
disposition equal to its fair market value. These conditions will be met at any
time whén property that is inventory of a taxpayer who carried on a business the
income from which was computed in accordance with the ‘cash method is not used
by the taxpayer in a business carried on in Canada and the taxpayer is not resident
in Canada. For example, this subsection may apply where:

- a Canadian resident carrying on business in Canada becomes
non-resident and moves some or all of the inventory of the Canadian
business to another country (note that the taxpayer may or may not
have ceased to carry on the Canadian business),

- a Canadian resident carrying on business in another country becomes
non-resident, or

- a non-resident carrying on business in Canada moves some or all of the
inventory of the Canadian business to another country.

Subsection 28(4.1) is applicable with respect to taxpayers who cease to reside in
Canada, and property that ceases to be used in connection with a business carried
on in Canada, after Announcement Date.




Clause 19
Insurance Agents and Brokers

ITA

32(1)

Subsection 32(1) of the Act provides a reserve in respect of unearned commissions
for taxpayers that carry on a business as an insurance agent or broker. This
subsection is amended, applicable to taxation years ending after Announcement
Date, to limit the amount of this reserve to the lesser of the amount that, based
on a pro-rating of the taxpayer’s commissions over the term of each outstanding
insurance contract, is allowable in subsequent taxation years, and the amount that

would be deductible under paragraph 20(1)(m) of the Act if a deduction under
that paragraph were available to. insurance agents and brokers.
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Clause 20
International Banking Centres

ITA
33.1

Section 33.1 of the Act provides rules relating to the computation of a taxpayer’s
income or loss from an international banking centre ("IBC") business.

Subclause 20(1)

The definition "eligible deposit" in subsection 33.1(1) of the Act limits the deposits
qualifying for an IBC business to those received by a taxpayer from a non-resident
person with whom the taxpayer deals at arm’s length. Subparagraph (iii) of this
definition requires that the taxpayer have no reasonable cause to believe that the
deposit.was made on behalf of, for the benefit of or as a condition of a
transaction with :anyone other than a non-resident. The amendment to
subparagraph (iii), which applies to deposits recorded in an IBC business after
Announcement Date, requires that any third party. with an interest in such a
deposn must also be a person with whom the taxpayer deals at arm’s length.

Subclause 20(2)

Subsectlon 33.1(7) of the Act imposes a limitation on a taxpayers rlght under
subsection 33.1(6) to treat eligible deposits recorded in the books of one IBC
business of the taxpayer on a.particular day as having been recorded in the books
of another IBC business of that taxpayer for that day. In its present form,
subsection 33.1(7) permits the transfer of eligible deposits only to the extent that
such deposits exceed the total amount of outstanding loans, although, pursuant to
subsection 33.1(5), a full deduction in respect of a taxpayer’s income from a
particular IBC business can be achieved by maintaining eligible deposits equivalent
to 96% of eligible loans. :

This amendment, which applies to taxation years commencing after December 17,
1987, allows such transfers to the extent that the aggregate amount of eligible -
deposits held by an IBC business on a particular day exceeds 96% of outstanding
eligible loans on that day.
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Clause 21

Scientific Research and Experimental Development

ITA
37

Section 37 of the Act sets out rules relating to the deductibility of expenditures on
scientific research and experimental development.

Subclause 21(1)

ITA
37(1)(a)

Amendments to section 37 introduced effective after December 15, 1987 ensured
that, in order to qualify for a deduction under section 37, an R&D expenditure
must be related to a business of the taxpayer making the expenditure. This new
requirement may impose administrative difficulties upon non-profit research and
development corporations established to perform pre-competitive basic research on
R&D on behalf of corporate members. The object of these pre-competitive R&D
consortia is to perform selected projects of basic, pre-competitive, R&D research
on behalf of corporate members-whose payments would not be traceable to
specific projects. Section 37 is amended, therefore, to provide for the deductibility
of payments made by a corporation to a non-profit R&D corporation for pre-
competitive basic research to be performed for their future use in augmenting
R&D projects that are more clearly related to the business of the payor.

These amendments are applicable in respect of payments made after December 15,
1987. ‘

Subclause 21(2)

ITA
37(1.2)

New subsection 37(1.2) of the Act provides that no deduction may be made
pursuant to section 37 of the Act in respect of an expenditure of a capital nature
on scientific research and experimental development until such time as the
property acquired with the expenditure is considered to have become "available for
use” within the meaning provided in new subsections 13(27) to (31). The
determination of the time at which a property is considered to be available for use
in described in the commentary to those subsections.

New subsection 37(1.2) of the Act is generally applicable with respect to
expenditures made after 1989.
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Clause 22
Capital Gains and Losses

ITA
39

Section 39 of the Act sets out the meaning of capital gain, capital loss and
business investment loss and provides a number of special rules relating to capital
gains.

Subclause 22(1)

ITA
39(1)(a)(i.1)

Subparagraph 39(1)(a)(i.1) provides that no capital gain arises on the disposition
to designated institutions and public authorities of an object that is certified
cultural property. Subparagraph 39(1)(a)(i.1) refers to sections of the Cultural
Property Export and Import Act, and is amended as a consequence of the re-
numbering of that Act. Clause 39(1)(a)(i.1)(A) is also amended to extend the
period during which the disposition of the property may occur after a taxpayer’s
death, consistent with earlier amendments to s1mllar provisions contained in
section 70 of the Act.

These amendments apply to-dispositions occur'ring after December 11, 1988.
Subclause 22(2)

ITA
39(1)(c)

Paragraph 39(1)(c) of the Act defines a taxpayer’s business investment loss for the
year as his capital loss for the year from a disposition to which subsection 50(1)
applies, or to a person with whom the taxpayer was dealing at arm’s length, of
shares or debt of a small business corporation. 'For the purposes of

paragraph 39(1)(c), a small business- corporation, as defined. in subsection 248(1)
of the Act, includes a corporation that was a small business corporation at any .
time in the 12-month period proceeding the disposition.

This 12-month period is intended to permit investors in a small business
corporation- to claim a business investment loss on the disposition of the shares or
debt of the corporation where it ceases to carry on an active business because it
has become bankrupt or its being wound-up prior to the disposition. :

The -amendment to subparagraph 39(1)(c)(iv), which applies to the 1987 and
subsequent taxation years, extends, in certain circumstances, the application of
paragraph 39(1)(c) to capital losses on disposition of debts of corporations ‘that
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have ceased to qualify as small business corporations. Where the corporation was
a small business corporation when it became a bankrupt or when a winding-up
order was made, by reason of the corporation’s insolvency, in respect of it under
the Winding-up Act, any capital loss realized by the taxpayer on a disposition of a
debt of the corporation will be -eligible for treatment as a business investment.loss.

Subclause 22(3)

ITA
39(4.1)

Subsection 39(4) of the Act allows certain taxpayers to treat all their Canadian
securities as capital property and to treat any gain or loss arising on disposition of
such a security as a capital gain or loss. New subsection 39(4.1), which applies
with respect to dispositions of securities after Announcement Date, clarifies the
treatment of Canadian securities held by partnerships. In such a case, each
partner will be treated as owning the security and each partner will be treated as
disposing of the security. In addition, subsection 96(3) of the Act, which provides
a mechanism for a partner electing on behalf of all members of the partnership
for certain provisions of the Act and for treating each member of the partnership
as having made such an election, is being amended to remove the reference to
subsection 39(4). As a result of this change, each member of a partnership will .
elect on his own behalf under subsection 39(4) and the treatment of his share of
the gain or loss from a disposition of a Canadian security held by the partnership
will depend on whether he has elected under subsection 39(4). An election by a
member of a partnership in respect of a Canadian security held by the partnership
will not longer result in each member of the partnership being treated as having
made the election.

Subclause 22(4)

' ITA
39(12)

New subsection 39(12) of the Act provides a special rule that applies for the
purposes of paragraph 39(1)(c). Paragraph 39(1)(c) defines a taxpayer’s business
investment loss for the year as his capital loss for the year from disposition of
shares or debt of a small business corporation to an arm’s length person or from a
disposition to which subsection 50(1) of the Act applies. For the purposes of
paragraph 39(1)(c), a small business corporation (as defined in subsection 248(1)
of the Act) includes a corporation that was a small business corporation at any
time in the 12-month period preceding the disposition of the shares or debt.

In the case of a payment made by a taxpayer under a guarantee in respect of a
corporation’s liabilities, a debt does not arise between the corporation and the
taxpayer until the payment is made. In such a case, the 12-month period may not
allow sufficient time for the creditor to dispose of his debt or to establish that it
has become bad so that it may be treated as having been disposed of by reason of




- 57 -

subsection 50(1) of the Act. For example, where the guarantor contests his,
liability under the guarantee or where the payments under the guarantee are to be
made over a period of time, the corporation may no longer qualify as a small
business corporation by reason of its having become inactive at the time the
payment is made under the guarantee.

New subsection 39(12) will treat a payment made by a taxpayer under an arm’s
length guarantee of the debts of a corporation as a.debt owing by a small business
corporation where the corporation was a small business corporation both at the
time the debt, in respect of which the payment was made, was incurred and at the
time an amount first became payable under the guarantee. Where these
conditions are met, the taxpayer will be eligible to claim a business investment loss
on any payments made under the guarantee even where the corporation has ceased
to carry on an active business. New subsection 39(12) applies with respect to
amounts paid after 1985,
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Clause 23
Capital Gains - Special Rules

ITA
40(3)

Subsection 40(3) of the Act provides rules relating to capital properties whose
adjusted cost base in a year has beén reduced below nil as a result of the
adjustments required under subsection 53(2) of the Act. In such cases this
"negative” adjusted cost base is generally treated as a capital gain of the taxpayer.

The amendment to subsection 40(3), which applies to the 1987 and subsequent
taxation years, treats the taxpayer, for the purposes of section 93 of the Act, as
having disposed of the property for proceeds of disposition equal to the negative
adjusted cost base. This change is intended to ensure that an election under
subsection 93(1) may be made by a corporation resident in Canada to treat a

portion of the gain arising in respect of shares of a foreign affiliate as a dividend.
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Clause 24
Exchanges of Property

ITA
44

Section 44 of the Act allows a taxpayer to defer the recognition of a capital gain
in respect of certain property where a "replacement property" is acquired.

Subclause 24(1)

ITA
44(1)(e)(iii)

Paragraph 44(1)(e) of the Act governs the computation of a taxpayer’s capital gain
upon the disposition of a capital property where another capital property is
acquired as a replacement property. Subparagraph 44(1)(e)(iii) is amended to
require that any amount claimed under paragraph 44(1)(e) by an individual, as a
capital gain reserve for proceeds of disposition that are not due until a subsequent
taxation year, is to made in the form prescribed by the Minister of National
Revenue. This amendment applies to the 1990 and subsequent taxation years.

Subclause 24(2)

ITA
44(5)(b)

Paragraph 44(5)(b) of the Act is amended to extend the replacement property
rules relating to capital properties to situations where a former business property
was owned by one corporation but used in the business of a related corporation
rather than in the corporation’s own business. This amendment applies to
dispositions of former properties occurring after Announcement Date.

Subclause 24(3)

ITA
43)(©)

Subsection 44(5) of the Act describes the conditions under which a capital
property acquired by a taxpayer will be a "replacement property" for the purposes
of section 44. The replacement property rules under subsection 44(1) of the Act
allow a taxpayer to defer recognition of capital gains realized in respect of the
disposition of a capital property when that property is replaced by a similar
property within a specified time period. Paragraph 44(5)(c) of the Act is amended
to restrict the benefit of the replacement property rules that apply with respect to
capital property to replacement properties that meet the definition of "taxable
Canadian property" in paragraph 115(1)(b) of the Act. Taxable Canadian property
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includes real property situated in Canada and capital property used by a taxpayer
in carrying on a business in Canada.

This amendment is generally applicable to replacement properties for former
properties disposed of after April 2, 1990,
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Clause 25
Property with More than One Use

ITA
45(1)(c)

Subsection 45(1) of the Act provides for a deemed disposition and reacquisition.of
property when its use, or the proportion of its use, is altered from personal use-to
income earning or producing use, or vice versa. Subparagraph 45(1)(c)(i) was

" inadvertently repealed by Bill C-139 (1988) and is now reinstated by this
amendment. In addition, subparagraph 45(1)(c)(ii) provides for the deemed
disposition of property, where there has been a change in the relation between the
use regularly made by a taxpayer for the purpose of gaining or producing income
and the use regularly made for other purposes, where the use regularly made by
the taxpayer of the property for other purposes decreases, but fails to provide for
a deemed reacquisition of the property. This amendment corrects that anomaly by
providing for a deemed reacquisition of the property in an amount equal.to the
proceeds of the deemed disposition. :

This amendment is applicable with respect to ‘the 1972 and subsequent taxation
years.
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Clause 26
Options

ITA
49

Section 49 of the Act provides rules dealing with the granting, expiry, exercise and
renewal of options.

Subclauses 26(1), (2) and (4)

ITA
49(1), (2.1) and (5)

Section 49 of the Act provides a number of rules with respect to options. The
granting of an option in a year by a taxpayer is generally deemed to be the
disposition of property by the taxpayer in that year. However, if an option is
subsequently exercised, the deemed disposition is considered not to have occurred
and the cost or consideration in respect of the option is treated as if it were the
cost or consideration in respect of the property. to which the option relates. In
such a case, in the event an option is exercised by a taxpayer in a taxation year
subsequent to the year in which it.was granted, provision is made for the refiling
of the taxpayer’s tax return for the year in which the option was granted.

There is, however, an exception to this rule where a corporation grants an option
to another person to acquire shares of its capital stock. In this case, the granting
of the option is not considered to be a disposition of property. A disposition of
such property by the corporation will be deemed to have occurred under
subsection 49(2) only if such an option expires.

Section 49 is amended to provide the same treatment for trust units. Thus, an
option granted to a person by a trust to acquire units in the trust is treated in the
same manner as an option granted by a corporation to acquire shares in its capital
stock. ‘

These amendments apply in respect of options granted after 1989.
Subclause 26(3)

ITA
49(3)(b)

Paragraph 49(3)(b) of the Act provides that where an option has been exercised
the adjusted cost base of the option shall be added to the cost of property
acquired by exercising the option.
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Paragraph 49(3)(b) is amended, applicable after Announcement Date, to exclude
its application where the property acquired on the exercise of the option is a
share, the adjusted cost base of which to the purchaser was increased by reason of
paragraph 53(1)(j) of the Act. This amendment ensures that there is not a
duplication of additions to the adjusted cost base of a share where

paragraph 53(i)(j) provides for an addition to the cost base of the share as a result
of the application of section 7 (stock option benefits) and paragraphs 69(1)(c) and
subsection 49(3) apply.
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Clause 27
Shares of Insolvent Corporations

ITA
50(1) and (1.1)

Paragraph 50(1)(b) of the Act treats a taxpayer as having disposed of a share of
the capital stock of a corporation at the end of the year in which certain
conditions are met and as having reacquired it at a nil cost immediately thereafter.
Thus, a shareholder is allowed to recognize a capital loss on the shares of a
corporation even though he has not actually disposed of them.

Subparagraph 50(1)(b)(iii) provides that shareholders of a corporation that has
ceased to carry on business and is insolvent during the year will be treated as
having disposed of their shares at the end of the year where certain conditions are
met, Three changes are being made to this subparagraph. The first change
replaces the requirement that the corporation must have ceased to carry on
business during the year with the requirement that neither the corporation nor a
corporation controlled by it carries on business. This change is being made to
extend the application of subparagraph 50(1)(b)(iii) to shares of holding
corporations.

The second change to subparagraph 50(1)(b)(iii) adds a new clause (B) which
provides that the taxpayer must elect to have subsection 50(1) apply in his return
of income under Part I for the year the conditions in subparagraph 50(1)(b)(iii)
are met. Where a taxpayer does not elect under clause 50(1)(b)(iii)(B) in the year
the conditions in subparagraph 50(1)(b)(iii) are met he will not be precluded from
claiming that loss on a subsequent disposition of the share or a disposition treated
as having occurred under subparagraph 50(1)(b)(i) or (ii).

The third change to subparagraph 50(1)(b)(iii) removes the requirements formerly
contained in clause S0(1)(b)(iii)(B) that the corporation must not commence to
carry on business in the year or within 24 months following the end of the year in
which the disposition is treated as having occurred under subsection 50(1). This
requirement resulted in administrative difficulties since it required a monitoring of
subsequent events in order to determine whether a loss was currently deductible.
New subsection 50(1.1) has been introduced to deal with this issue. Instead of
denying the loss where the taxpayer does not meet this condition, new

subsection 50(1.1) will result in the taxpayer realizing an offsetting gain by treating
him as having disposed of the share at its adjusted cost base determined before
the disposition previously deemed to have been realized under subsection 50(1).

The amendments to subparagraph 50(1)(b)(iii) are generally applicable to the 1990
and subsequent taxation years. Where, however, the taxpayer elects by notifying
the Minister of National Revenue in writing before 1992,

subparagraph 50(1)(b)(iii) will be applicable to the taxpayer’s 1985 to 1989
taxation years. This election will not be available in respect of such a year where
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the corporation or a corporation controlled by it carried on business within.
24 months from the end of that year.

New subsection 50(1.1) is added as a result of amendments to

subparagraph 50(1)(b)(iii). New subsection 50(1.1) applies where a taxpayer was
previously treated as having disposed of a share of a corporation by reason of
subparagraph 50(1)(b)(iii) and the corporation or a corporation controlled by it
commences to carry on business within 24 months of the disposition. In such a
case where the taxpayer or a person with whom the taxpayer was not dealing at
arm’s length owns the share at the time the business is commenced he will be
treated as having disposed of the share. The proceeds of disposition of the share
will be equal to the adjusted cost base of the share prior to the disposition that
was -treated as having occurred by reason of subparagraph 50(1)(b)(iii). As a
result, a taxpayer who owns a share of a corporation and who has prevnously
realized a loss on a disposition of the share by reason of :
subparagraph 50(1)(b)(iii) will be treated as having realized an offsettmg gain- -~
under new subsection 50(1.1) whenever the corporation or a corporation
controlled by it commences to carry on business within the 24 month period

+ following the subsection 50(1) disposition. Where the share has been transferred
by the taxpayer to another person with whom he was not dealing at arm’s length
and that person owns the share then that other person will be treated as having
disposed of the share. New subsection 50(1.1) is applicable to the 1990 and
subsequent taxation years. ‘




Clause 28
Cost of Shares

ITA
52(3)(a)

Subsection 52(3) of the Act establishes the cost of a share received as a stock
dividend by the shareholder of a corporation. This amendment adds new
paragraph 52(3)(a.1) which provides that the cost of a stock dividend which is not
a dividend (within the meaning of the:term "dividend” in subsection 248(1) of the
Act, as amended by this Bill) is.nil. The purpose of new paragraph 52(3)(a.1), -
which applies to stock dividends received after May 23, 1985, is to ensure that
shares received by way of stock dividend are treated as having a cost which
represents the amount included in computing the recipient’s income in respect of
the dividend.
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Clause 29
Adjustments.to Cost Base

ITA
53

Section 53 of the Act sets out rules for determining the adjusted cost base of
capital property for the purposes of calculating any capital gain or loss on its
disposition. -

Subclause 29(1)

ITA
53(1)(e)(ix)

Paragraph 53(1)(e) of the Act provides that the adjusted cost base of a taxpayer’s
interest in a partnership is increased by various amounts, including the taxpayer’s
share of governmental assistance related to a Canadian resource property or an
exploration or development expense incurred in Canada. The reason for such
increase under subparagraph 53(1)(e)(ix) is that such assistance is recognized
through a reduction in the taxpayer’s cumulative Canadian exploration expense
(CEE), cumulative Canadian development expense (CDE) or cumulative Canadian
oil and gas property expense (COGPE). '

Subparagraph 53(1)(€)(ix) is amended so that the adjusted cost base of a taxpayer’s
partnership interest is decreased in the event that assistance which caused an
increase in the adjusted cost base of the interest is repaid pursuant to a legal.
obligation to repay all or part of the amount. The reason for such decrease is -
that the repayment of such assistance is now explicitly recognized through an
increase in the taxpayer’s cumulative CEE, CDE or COGPE under new
subparagraph 66.1(6)(b)(iv.1), 66.2(5)(b)(iii.1) or 66.4(5)(b)(iii.1).

This amendment is applicable for the purposes of computing the adjusted cost.
base of a partnership interest after January 1990.

Subclause 29(2)

ITA
S3(H)®

Paragraph 53(1)(f) of the Act adds to the adjusted cost base of a taxpayer’s
property that is substituted property any superficial loss that was realized by the
taxpayer, the taxpayer’s spouse or, where the taxpayer is a corporation, a person
who controlled the corporation, on the disposition pursuant to which the taxpayer
acquired the property. A superficial loss is defined in paragraph 54(i) and a loss
that is a superficial loss is considered to be nil under paragraph 40(2)(g).
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Subsections 112(3), (3.1) and (3.2) apply to reduce the amount of the loss
otherwise determined from the disposition of a share that is a capital property
where certain dividends have been paid on that share. Where the loss from the
disposition of a share is both a superficial loss and a loss to which

subsection 112(3), (3.1) or (3.2) applies, the addition to the adjusted cost base of
the substituted property under paragraph 53(1)(f) should be reduced by any
reductions to that loss required to be made under subsection 112(3), (3.1) or (3.2).

The amendment to paragraph 53(1)(f) provides that the addition under that
paragraph to the adjusted cost base of property that is substituted property will be
reduced by any reduction to the loss of a taxpayer that would have occurred under
subsection 112(3) if paragraph 40(2)(g) had not first treated the loss as being nil.
Similarly, where the taxpayer is a partnership or a trust, this addition will take
into account any reduction to the loss of a corporate member of the partnership
or a corporate beneficiary of the trust that was made under subsection 112(3.1) or
(3.2). This amendment applies in computing the adjusted cost base of property
after Announcement Date.

Subclauses 29(3) and (4)

ITA
53(1)(h)

Subparagraph 53(1)(h)(i) of the Act, which provides for an addition to the
adjusted cost base of land in respect of carrying charges for which a deduction is
denied by reason of subsection 18(2), is amended as a consequence of amendments
to subsection 18(2) to ensure-that the terminology used in the two provisions is
consistent,

Paragraph 53(1)(h) is further amended to refer to an amount that was "added to"
rather than "included in" the cost of ‘any property, in order to provide consistency
with the preamble to subsection 53(1) which refers to amounts that are to be
added to the cost of property. These amendments apply to taxation years ending
after 1987.

Subclause 29(5)

ITA
53(2)

Subparagraph 53(2)(a)(ii) reduces the adjusted cost base to a taxpayer of a share
of the capital stock of a corporation by the amount received by the taxpayer on a
reduction- of the paid-up capital in respect of the share except to the extent the
amount received is treated as a dividend under subsection 84(4). Subséction 84(4)
allows the shareholders of a class:of the capital stock of a corporation resident in
Canada, other than a public corporation, to receive an amount from the
corporation as a tax-free return of capital provided the payment doesn’t exceed the
reduction in the paid-up capital of the class. In the case of an amount received by
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a taxpayer on a reduction of the paid-up capital of a share of the capital stock of

-a public corporation, subsection 84(4.1) treats the amount received as a dividend.

The amendment to subparagraph 53(2)(a)(ii), applicable for the purpose of

~ computing the adjusted cost base of a share after 1989, ensures that amounts
treated as being received by a taxpayer as a dividend on a share under subsection

84(4.1) will not also reduce the adjusted cost base of the taxpayer’s share.
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Clause 30
Superficial Loss

ITA
54(i)

Paragraph 54(i) of the Act provides the definition of a taxpayer’s "superficial loss".
Pursuant to paragraph 40(2)(g) of the Act, a taxpayer’s loss from the disposition
of property, to the extent that it is a superficial loss, is considered to be nil.

Subparagraph 54(i)(i) has been amended by deleting the word "whether” from the
phrase "controlled, whether directly or indirectly in any manner whatever" therein.
This amendment, which applies to taxation years commencing after 1988, ensures
consistency between the wording of this subparagraph and that of subsection
256(5.1) of the Act, and clarifies that the meaning of control which that subsection
provides is applicable in determining whether a taxpayer has suffered a superficial
loss.
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Clause 31
Other Income

ITA
56

Section 56 of the Act lists certain types of income that are required to be included
in computing a taxpayer’s income for a taxation year from a source other than -
employment business or property and other than from the disposition of capltal
propertles

Subclause 31(1)

ITA
S6(1)(@E(C1)

New clause 56(1)(a)(i)(C.1) of the Act generally requires that payments received
by a taxpayer in respect of a foreign retirement arrangement be included in
‘computing the income. of the taxpayer as a superannuation or pension benefit.. - As
defined in subsection 248(1), a foreign retirement arrangement is a prescribed plan
or arrangement. For ‘this purpose, it is intended to prescribe Individual
Retirement Accounts referred to in paragraphs 408(a) and (b) of the Umted States
Internal Revenue Code. ~

Where a payment in respect of a foreign retirement arrangement established under
the laws of a foreign country would not be subject to income taxation in that

- country if the recipient were resident therein, that payment is not included in .
income pursuant to the new rule. This exception may apply where payments are
transferred from one foreign retirement arrangement to another. It may also apply
where an individual receives a return of contributions from a foreign retirement
arrangement established under:the laws of a foreign country in respect of which
the individual was not initially entitled to a deduction under the laws of that .
country. :

A lump sum payment from a foreign retirement arrangement that is included in
income pursuant to the new rule may generally be transferred to a registered
retirement savings plan or registered pension plan. In this regard, see the
commentary on the amendment to subparagraph 60(j)(ii) and on new

section 60.01.

This amendment is applicable in respect of payments received after Announcement
Date.
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Subclause 31(2)

ITA
56(1)(a)(iv)

Subparagraph 56(1)(a)(iv) of the Act requires unemployment benefits to be
included in the income of the beneficiary. The Unemployment Insurance Act
provides for the. payment of tuition costs to educational institutions as part of
various programs designed to facilitate the re-entry into the labour force of
beneficiaries under that Act. This amendment ensures that, where such a payment
is made for the benefit of an unemployed individual, it will not be included in the
individual’s income. This amendment applies to the 1988 and subsequent taxation
years. :

Subclause 31(3)
ITA

56(1)(a)(vii)

An amendment to the Department of Labour Act, enabling the Minister of
Labour to provide income assistance to eligible older workers under the Program
for Older Worker Adjustment, received Royal Assent in June 1989. This
consequential amendment to paragraph 56(1)(a) of the Income Tax Act provides
that such income assistance payments received after September 14, 1989 are
taxable in the year in which they are received by the beneficiary.

Subclause 31(4)

ITA
56(1)(d) and (d.1)

Paragraphs 56(1)(d) and (d.1) of the Act require certain amounts received in
respect of annuity payments to be included in the income of a taxpayer for a
taxation year. Paragraph 56(1)(d) is amended to clarify that an annuity contract
that would be subject to accrual taxation in a year, were it not for the fact that
the contract did not have an anniversary day in the year and while held by the
taxpayer, will not be subject to the provisions of the paragraph in that year. This
amendment is applicable with respect to contracts last acquired after 1989. -

Subclause 31(5)

ITA
56(1)(n)

Where an artist receives a project grant in circumstances where the grant
constitutes neither business nor employment income, the grant is included in the
taxpayer’s income pursuant to paragraph 56(1)(n) of the Act (subject to the $500
"scholarship” exemption).
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Paragraph 56(1)(n) is amended, applicable to the 1987 and subsequent taxation
years, to provide that artists who receive project grants' which are included in their
income by reason of that paragraph will be allowed to deduct reasonable expenses
incurred to fulfil the conditions of the grant, not exceeding the amount of the
grant. - ’ : '

Subclause 31(6)

ITA
S56(1)(uw)

As a general rule, social assistance payments are included under

paragraph 56(1)(u) of the Act in computing net income and an equivalent
deduction is provided under paragraph 110(1)(f) of the Act in computing taxable
income. The purpose of this system is to ensure that such payments are not
subject to income tax but are taken into account for the purposes of determining
the amount of certain refundable and non-refundable tax credits. Recent ‘
amendments have been made to ensure that amounts received in respect of a
foster person -are generally not included in income, thus preventing a reduction in
the amount of the income tax credits otherwise available to the caregiver. The .
amendment to paragraph 56(1)(u) requires that all social assistance payments
described in that paragraph be included in income while an amendment to -
'subsection 81(1) of the Act (described in the commentary on new

paragraph 81(1)(h)) clarifies the tax-exempt status of payments made in respect of
-foster:persons. These amendments are applicable to the 1982 and subsequent
taxation years. ' ‘

Subclause 31(7)

ITA
56(1)(aa) -

Subsection 56(1) of the Act requires that certain amounts be included in
computing the income of a taxpayer for a taxation year. New paragraph 56(1)(aa)
requires a taxpayer to include in computing income the value of workshops,
seminars training programs and similar programs provided to any person in the
year in respect of, in the course of, or by virtue of the taxpayer’s membership in a
registered national arts service organization. New paragraph 56(1)(aa) is
applicable with respect to benefits received or enjoyed after Announcement Date.

Subclause 31 3)

ITA - -
56(4:1) to (4.3)

Subsection 56(4.1) of the Act sets out an anti-avoidance rule that requires the
income from a property that an individual loans to a non-arm’s length person to
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be included in the income of that individual under certain circumstances where
one of the main purposes of the transaction is to reduce or avoid tax.

It has been suggested that because the unpaid balance of a purchase price is
arguably not a loan, a taxpayer may circumvent subsection 56(4.1) by acquiring an
income producing asset and selling it to a non-arm’s length person for a non
interest bearing note. To prevent this result, the change to subsection 56(4.1)
extends the scope of that rule to all forms of indebtedness.

The changes to subsections (4.2) and (4.3) are strictly consequential on the
amendment to subsection (4.1).

These changes are applicable to income relating to any periods after
Announcement Date. Thus, for example, dividends received or interest accruing
after Announcement Date are subject to subsection 56(4.1) as amended.

Subclause 31(9)

ITA
56(7)

Subsections 56(5) to (7) of the Act deal with the taxation of family allowances.
Paragraph 56(7)(a) provides that, where a taxpayer claims an equivalent-to-married
credit in respect of a child for-a particular year, the taxpayer is deemed to be the
only individual to have supported the child in the year. This provision is intended
to require that family allowances paid in respect of the child for each month of
the year be included in the taxpayer’s income for the year. However, this rule is
deficient in the case of unmarried parents where one parent receives.the family
allowances for a particular child and the other parent claims the
equivalent-to-married credit in respect of that child. This amendment, which
applies to the 1988 and subsequent taxation years, corrects the unintended result
by treating the claimant of the credit as having received the family allowances paid
in respect of the dependent child.

Subclause 31(10)

ITA -
56(9)

Subsection 56(9) of the Act defines "income for the year" for the purpose of the
rule that requires federal family allowance payments, social assistance payments
and certain grants received by a married person or that person’s spouse to be
included in the income of the spouse having the higher income. The amendment
to the subsection provides that "income for the year" for that purpose is income
computed before the deduction of any unemployment insurance benefit repayment
made pursuant to Part VII of the Unemployment Insurance Act. This amendment
is applicable to the 1989 and subsequent taxation years.
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Clause 32

Resource Property - Involuntary Dispositions

ITA
59.1

“Section 59.1 of the Act allows a taxpayer to shelter gains realized in a taxation
year from the expropriation under statutory authority of resource property with
resource expenses incurred in the ten years immediately following the year. This
special rule applies in respect of "property described in subsection 59(1.1), (1.2), or
(3.1)". These subsections were repealed in 1985 and this amendment substituting
the expression "Canadian resource property" is strictly consequential.

This amendment applies to amounts deemed to have become receivable in taxation
years commencing after 1984. -
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Clause 33
Deductions in Computing income

ITA
60

Section 60 of the Act provides for a number of deductions in computing income.
Subclause 33(1)

ITA
60(j) (i)

Paragraph 60(j) of the Act permits a deduction.in respect of contributions to
registered pension plans and registered retirement savings plans. For the 1990 and
subsequent taxation years, the deduction for a taxpayer under that paragraph is
generally limited to lump sum payments from a pension plan (other than a
registered pension plan) attributable to services rendered while the taxpayer was
not resident in Canada.

Paragraph 60(j) is amended to extend this deduction where the taxpayer has
received an eligible amount determined under new section 60.01. This new section
includes a lump sum payment from a foreign retirement arrangement as an eligible
amount where the payment js included in income pursuant to clause
56(1)(a)(i)(C.1) and derives from contribution made to the foreign retirement
arrangement by the taxpayer or the taxpayer’s spouse or former spouse. (For this
purpose, "spouse” includes a common-law spouse as defined in

subsection 146(1.1).)

These amendments are applicable in respect of payments received after
Announcement Date.

Subclause 33(2)

ITA
60(j.1)

Paragraph 60(j.1) of the Act provides that a taxpayer who receives a retiring
allowance may deduct amounts contributed to a registered pension plan or a
registered retirement savings plan (RRSP). The allowable deduction in respect of
a retiree is generally based on the retiree’s years of service with the employer who
paid the retiring allowance in respect of the retiree or funded the retirement
compensation arrangement under which the retiring allowance was paid. Where
the retiree has vested pension benefits for each year of such service under a
pension plan, the deduction is generally limited to $2,000 per year of such service.
However, such service may also include the retiree’s service with another employer
related to the employer. The limit is intended to apply collectively in respect of
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all retiring allowances for a retiree from two or more related employers or under
retirement compensation arrangements to which any of those employers -
contrlbuted

Clause 60(j.1)(ii)(C.1) is introduced to clarify that, where two or ‘more related
employers each pay a retiring allowance in the same year in respect of the service
of the same retiree, the limits referred to above apply as 1ntended in respect of
those employers collectively.

Clause 60(j.1)(ii)(D) is amended to provide that a deductible return of a retiree’s
contributions from a retirement compensation arrangement will have the effect of
reducing the limit under paragraph 60(j.1) in respect of the retiree’s service with
an employer only where the employer or a person related to that employer
contributed to the retirement compensation arrangement.

Subparagraph. 60(j. 1)(iii) is amended to ensure that the deduction under
subparagraph 60(j.1) is claimed by a taxpayer separately with respect to retmng
allowances paid by each employer in the year. '

The amendments to paragraph 60(j.1) may best be 1llustrated by way of an
example.

EXAMPLE:

A is employed by X Co. and its subsidiary from 1982 to 1991. A receives
retiring allowances in 1991 of $18,000 from X Co. and of $10,000 from the
subsidiary. Assuming that X Co.’s pension contributions in respect of those
years have fully vested in A at the time of the payment of the retiring
allowances, how much of the retiring allowances may be transferred to A’s
RRSP under paragraph 60(j.1)?

1. - The amendments ensure that the paragraph 60(j.1) deduction is claimed
separately in respect of each employer, whether related or not.

2. A will decide in which order the paragraph 60(j.1) deductions will be
claimed in respect of the two retiring allowances. The order chosen by
A will not affect the total limit of $20,000. If A designates $18,000"
under subparagraph 60(j.1) in respect of the retiring allowance paid by
X Co., that amount may be transferred to the RRSP under paragraph
60(j 1) and be fully deducted because A cannot deduct more than $2,000
in respect of the retiring allowance pald by the subsmlary

3. A then may determine the maximum amount in respect of the retmng
allowance paid by the subsidiary. As A is deducting $18,000 in respect
of the retiring allowance from X Co., new clause 60(j.1)(ii)(C.1) limits
the allowable RRSP transfer under paragraph 60(j.1) to $2,000.
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These amendments are applicable to the 1990 and subsequent taxation years.
However, where a taxpayer so elects, the amendments will not apply to the
taxpayer for the 1990 year and the total deduction available to the taxpayer under
paragraph 60(j.1) for that year will be limited to the amount of retiring allowances
paid to the taxpayer after 1989 and on or before Announcement Date.

Subclause 33(3)

ITA
60(1)

Where a taxpayer has received a refund of RRSP premiums or certain other
amounts, paragraph 60(1) of the Act provides a deduction for qualifying payments
(not exceeding the amounts so received) made by the taxpayer to an RRSP or
RRIF or to acquire a specified annuity. Paragraph 60(1) is amended so that an
amount received by a taxpayer in a year from the Saskatchewan Pension Plan as a
consequence of the death of the taxpayer’s spouse or common-law spouse (as
defined in proposed subsection 146(1.1)) will likewise entitle the taxpayer to make
a qualifying payment under paragraph 60(1).

This amendment applies to the 1990 and subsequent taxation years.
Subclause 33(4)

ITA
60(n)

An amendment to the Department of Labour Act, enabling the Minister of
Labour to provide income assistance .to eligible older workers under the Program
for Older Worker Adjustment, received Royal Assent in June 1989. This
consequential amendment to paragraph 60(n) of the Income Tax Act provides that
a taxpayer who has received an overpayment of such income assistance payments
may, where the overpayment was included in computing the taxpayer’s income by
reason of new subparagraph 56(1)(a)(vii), deduct the amount of any repayments
in computing his income for the year in which those repayments were made.

Subclause 33(5)

ITA
60(0.1)

Paragraph 60(0.1) of the Act provides rules for the deduction of legal expenses by
taxpayers in respect of retiring allowances and pension benefits. The French
version of the paragraph is amended, effective for the 1986 and subsequent
taxation years, to ensure that the English and French versions correspond in
meaning.

Subclause 33(6)
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ITA
60(v.1)

This amendment adds new paragraph 60(v.1) to the Act. Part VII of the
Unemployment Insurance Act requires an individual who has received
unemployment insurance benefits in a year and who has income for the year in
excess of a stated limit to repay a portion of such benefits. The existing. law.
‘provides that the amount repaid may be deducted in computing the individual’s
taxable income. New paragraph 60(v.1), together with the repeal of paragraph
110(1)(i) of the Act, provides that the amount repaid is deductible in computing
income rather than taxable income. As a result of this change, the deduction will
be taken into account in determining the individual’s income for other purposes of
the Act - such as the provisions requiring higher income individuals to repay all or
part of old age security pensions and federal family allowance payments. New
paragraph 60(v.1), and the repeal of paragraph 110(1)(i), are applicable to the
1989 and subsequent taxation years.
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Clause 34
Eligible Amount

ITA
60.01

This amendment is discussed in the commentary on the amendment to
subparagraph 60(j)(ii) of the Act.
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Clause 35
Child Care Expenses

ITA
63

Section 63 of the Act provides rules governing the deductibility of child care
expenses. The rules are amended to provide that, for the purposes of those rules,
the income of an individual must be determined before deducting any
unemployment insurance benefit repayment made pursuant to Part VII of the . -
Unemployment Insurance Act. This amendment is applicable to the 1989 and
subsequent taxation years.

Paragraph 63(3)(a) contains the definition "child care expenses” and excludes from
that definition amounts paid to a related person under 21 years of age. The
amendment to this definition reduces the minimum age of the related person from
21 to 18 years of age and is a relieving change made as a consequence of the
general recognition of age 18 as the age of majority. This amendment is
applicable to the 1990 and subsequent taxation years.




Clause 36
Attendant Care Expenses

ITA
64

Section 64 of the Act provides a deduction of up to $5,000 in respect of attendant
care expenses incurred by a disabled individual to enable the individual to work.
The amendment to section 64, applicable to the 1989 and subsequent taxation
years, clarifies that only unreimbursed expenses qualify for the deduction.
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Clause 37

ITA
66

Section 66 of the Act provides various rules relating to Canadian and forexgn
resource properties.

Subclause 37(1)

ITA
66(5)

Subsection 66(5) of the Act provides that the special rules with respect to resource .
expenditures do not apply in computing the income of a taxpayer (other than a
principal-business corporation) where the business of the taxpayer includes trading
or dealing in rights to explore for, drill for, or take minerals, petroleum, natural
gas or related hydrocarbons. Subsection 66(5) is amended as a consequence of the
introduction of the new successor rules under section 66.7, to ensure that the
successor rules also do not apply to such dealers.

This amendment is applicable to taxation years ending after February 17, 1987,
Subclause 37(2)

ITA
66(10.1)(b)

Subsection 66(10.1) of the Act allows a joint exploration corporation (JEC) to
renounce a Canadian exploration expense (CEE) net of assistance related to the
expense in favour of a shareholder corporation. The amount so renounced is -
treated as having been incurred by the shareholder corporation for the purposes
paragraphs 66.1(6)(a) and (b), under which a taxpayer’s CEE and cumulative CEE
are determined.

A taxpayer’s CEE includes “quahﬁed Canadian exploration expendltures as-
defined in section 4608 of the Income Tax Regulations. As a consequence, a JEC
may renounce such an expenditure in favour of a shareholder corporation ‘under
subséction 66(10.1) and thereby allow the shareholder corporation to claim an
investment tax credit under subsection 127(5).

Paragraph 66(10.1)(b) is amended so that the assistanice reducing the amount- that
may be renounced by a JEC excludes investment tax credits to which its
shareholder corporations are entitled as a result of incurring "qualified Canadian
exploration expenditures”. This avoids a problem of circularity since the amount -
of such investment tax credit and the amount that may be renounced would
otherwise depend on each other. The amount of such an investment tax credit is
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recognized as a reduction in a shareholder corporation’s cumulative Canadian
exploration expense under paragraph 66.1(6)(b).

This amendment is applicable to assistance for expenses incurred after
November 30, 1985,

Subclause 37(3) to (5)

ITA
66(12.61), (12.63) and (12.65)

Subsections 66(12.6) to (12.65) of the Act provide for the renunciation by a
corporation in favour of a flow-through shareholder of expenditures incurred by
the corporation. Subsections 66(12.68), (12.69) and (12.7) require the filing by
corporations and partnerships of documents in relation to a flow-through share
offering and in relation to renunciations of expenses in respect of such an offering,
Subsection 66(12.74) permits the late filing of the required documents_for a period
“of 90 days, provided. a specified penalty is paid.

Subsections 66(12.61), (12.63) and (12.65) are amended so that renunciations are
effective only where the filing requirements in subsections 66(12.69) to (12.701)
are met.

These amendments, applicable after the Announcement Date, are strictly
consequential on the amendments to subsections 66(12.69) and (12.7) and the
introduction of subsections 66(12.691) and (12.701), as described below.

Subclause 37(6)

ITA
66(12.69)

Subsection 66(12.69) of the Act requires that a partnership file an information
return on or before the last day of the third month following the end of its fiscal
period reporting allocations to partners of resource expenditures renounced to the
partnership in the fiscal period.” Subsection 66(12.69) is amended so that a
partnership is deemed not to have incurred such expenditures if this filing
requirement is not met, Subsection 66(12.69) is also amended so that the
document required to be filed is referred to as a prescribed form rather than an
information return.

These amendments apply with respect to fiscal periods ending after Announcement
Date. '
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ITA -
66(12. 691)

Subsecnons 66 1(7), 66.2(6) and 66.4(6) of the Act provide for specml rules which
ensure that assistance which a partnership receives or becomes entitled to receive
is attributable to members of the partnership. These rules do not contemplate
circumstances where a partnership receives assistance as an agent on behalf of
members, as is the case w1th ass1stance under the Canadian Exploratlon Incentive
Program. :

Subsection 66(12.691) is introduced to require a partnership to file a prescribed
form reporting allocations of assistance to partners and former partners which it’
has received or become entitled to receive as an agent, where such assistance
relates to resource expenditures incurred by a corporation or renounced under the
flow-through shares rules to the partnership by the corporation. This prescribed
form is generally required to be filed (with the prescribed form under

subsection 66(12.69)) on or before the last day of the third month following the
end of the fiscal period in which the entitlement to such assistance is first known.
However, if the entitlement of members or former members to such assistance is
first known at the end of a calendar year that precedes or follows the end of such
fiscal period, the information return is required to be filed within three months of
the end of such calendar year. If a partnership fails to file.a prescrlbed form
under subsection 66(12.691) on a timely basis, the partnership is deemed not to
have incurred the expenditures to which such assistance relates unless the
prescribed form is filed late under subsection 66(12.74). :

‘This amendment applies-in respect of-assistance that a partnership receives or.
becomes entitled to receive after 1989 and in a fiscal period ending after
Announcement Date.

Subsection 37(7)

ITA
66(12.7)

Subsectton 66(12.7) of the Act reqmres that a corporatlon file a prescnbed form
in respect of resource expenditures renounced by the corporation. The prescribed
form is required to be filed by the end of the month following the month of the
renunciation. Subsection 66(12.7) is amended so that a renunciation of
expenditures by a corporation after Announcement Date will only be effective -

~ where the prescribed form under that subsection has been flled on a tlmely ba51s
or is filed late under subsection 66(12.74). - . S

ITA
66(12.701)

Subsection 66(12.701) of the Act is introduced to require a corporation to file a
prescribed form showing allocations of assistance (e.g. payments under the
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Canadian Exploration Incentive Program) in respect of resource expenditures
incurred by the corporation. This new provision applies where the assistance is
held by the corporation as agent for holders of its flow-through shares. The
prescribed form is required to be filed by the end of the month following the
month in which the entitlement of shareholders or former shareholders is first
known. As a consequence, such a prescribed form would generally be filed with
the information required under subsection 66(12.7). If a corporation fails to file a
prescribed form uhder subsection 66(12.701), it is deemed not to have incurred the
expenditures to which such assistance relates unless the prescribed form is filed
late under subsection 66(12.74).

This amendment applies in respect of assistance that a corporation receives or
becomes entitled to receive after Announcement Date. -

Subclause 37(8)

ITA
66(12.72)

Subsection 66(12.72) of the Act permits the Minister of National Revenue to
verify or ascertain information pertaining to Canadian resource expenditures that
have been renounced by a corporation. This subsection is amended to ensure that
the Minister may verify or ascertain information pertaining to assistance in respect
of such expenditures. Subsection 66(12.72) is also amended by eliminating an
unnecessary reference to the filing of an income tax return by such a corporation.

These amendments are applicable after Announcement Date.
Subclause 37(9)

ITA
66(12.74)

Subsection 66(12.74) of the Act permits the late filing of documents for 90 days
beyond the day the document is required to be filed, where a penalty specified in
subsection 66(12.75) is paid on the late filing. Where the late filing of a
document is permitted, the document is treated as having been ﬁled on a tlmely
basis.

Subsection 66(12.74) is amended to refer to all documents described in
subsections 66(12.68) to (12.701). It is also amended to permit the late filing of
those documents by a corporation or partnership beyond the 90-day late filing
period in appropriate circumstances.

This amendment is applicable to documents filed after June 1988.
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Subclause 37(10)

ITA
66(12.75)

Subsection 66(12.75) of the Act provides a penalty for the late filing of documents
under subsection 66(12.74). The penalty is the lesser of $15,000 and 1/4 of 1% of
the renounced or attributed expenses covered by the document.

Subsection 66(12.75) is amended to provide a penalty of 1/4 of 1% of assistance
(to a maximum of $15,000) in relation to documents under which assistance is
allocated under new subsections 66(12.691) and (12.701). This penalty applies only
with respect to documents filed after Royal Assent. Where such a document is
filed under subsection 66(12.74) after Announcement Date and on or before Royal
Assent, the penalty so provided is nil.

Subsectlon 66(12.75) is also amended to provide a minimum penalty of $100 with
respect to the filing of documents under subsection 66(12.74) after Royal Assent.

Subclause 37(11)

ITA
66(15)(d.1)

Paragraph 66(15)(d.1) of the Act provides the definition of "flow-through share"
for the purposes of sections 66 to 66.2, 66.4 and 66.7. A flow-through share is
generally a-share of the capital stock of a principal-business corporation that is to
be issued to a person pursuant to an agreement in writing under which the .
corporation agrees to incur resource expenditures and renounce those expenditures
to that person. :A "flow-through share" excludes a share prescribed under the
Regulations pursuant to paragraph 66(15)(d.1).

Paragraph 66(15)(d.1) is amended so that the consideration for such an-agreement
may not include property to be exchanged or transferred in circumstances in which
the special rollover rules in section 51, 85, 85.1, 86 or 87 apply. This amendment
applies in respect of shares issued pursuant to an agreement in writing entered
into after Announcement Date.

Subclause 37(12)

ITA
66(16)

Subsection 66(16) of the Act provides that a partnership is deemed to be a person
having a taxation year coinciding with its fiscal period. The rule applies for the
purposes of the provisions under which resource expenditures are renounced in
connection with flow-through share offerings.
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Subsection 66(16) is amended so that it also applies for the purposes of new
subsections 66(18) and (19). These new subsections, which relate to the
attribution of resource expenditures to partnership members and the renunciation
of resource expenditures by corporations, are discussed further below.

This amendment applies in respect of fiscal periods ending after February 1986.-
Subclause 37(13)

ITA
66(17)

Under subsection 66(12.66) of the Act, certain Canadian exploration expenses
incurred in the first- 60 days of a calendar year may be treated as having been
incurred at the end of the preceding calendar year for the purpose of the
flow-through share rules. This rule does not apply where the flow-through share
subscriber and the renouncing corporation do not deal with each other at arm’s
length. The purpose of this exception is to prevent the 60-day rule being used to
accelerate deductions in non-arm’s length groups. Subsection 66(17) defines
circumstances in which a non-arm’s length relationship between a partnership and
a renouncing corporation is considered to exist for the purposes of the

60-day rule,

Subsection 66(17) is amended to provide that, for the purposes of the 60-day rule,
the determination of whether a renouncing corporation and a partnership deal at
arm’s length is based exclusively on whether a share of Canadian exploration
expense renounced in favour of the partnership by the corporation is included, by
reason of subparagraph 66.1(6)(a)(iv), in the Canadian exploration expense of the
corporation (where the corporation is a member of the partnership) or of a
member of the partnership with whom the corporation does not deal at arm’s
length. The amendment thus allows the 60-day rule to be effective in respect of a
partnership unless the rule would otherwise result in an acceleration of the claim
of expenditures by the renouncing corporation or a person not dealing at arm’s
length with the renouncing corporation.

This amendment is applicable with respect to fiscal periods ending after February
1986.

Subclause 37(14)

ITA
66(18)

New subsection 66(18) of the Act is introduced to clarify the tax treatment of a
person (including a partnership) who is a member of a partnership involved in
mining or oil and gas. Where a resource expenditure is attributed by the
partnership to the person, the person is treated under this provision as having
incurred the attributed expenditure at the end of the fiscal period in which that
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expenditure is incurred by the partnership to the extent that such attributed -
expenditure is included in the person’s foreign exploration and development
expense (FEDE), Canadian exploration expense (CEE), Canadian development
expense (CDE) or Canadian oil and gas propetty expense (COGPE). The new -
rule applies for the purposes of subsection 21(2) and sections 59.1 and 66 to 66.7,
except for the purposes of applying the provisions therein defining FEDE, CEE,
CDE or-COGPE in respect of the taxpayer. These latter provisions already make
specific reference to a taxpayer’s:share of a partnership’s resource expenditures.

The new rule also applies for the purposes of the cumulative net investment loss
(CNIL) provisions. This is appropriate because the CNIL of an individual, which
reduces the capital gains exemption available to the individual under section 110.6,
includes 50% of resource expenditures incurred and renounced under the flow-
through share rules by a corporation to the individual. The new rule would be
relevant in this regard only where the renouncing corporation is a member of a
partnership.

As a consequence of subsection 66(18), it is clear that a taxpayer’s share of a
partnership’s FEDE, CEE, CDE and COGPE is included in the cumulative pools
- to which those expenditures relate. The new rule also ensures that a taxpayer
would not be precluded from renouncing-such expenditures under any of
subsections 66(10.1) to (10.3), (12.6), (12.62) or (12.64), subject to the new rule in
subsection 66(19).

This amendment is applicable in respect of fiscal periods ending after
February 1986.

ITA
66(19)

The flow-through share rules are intended to encourage new resource expenditures
by permitting such expenditures by corporations to be renounced in favour of
investors who are better able to take advantage of the related deductions.

Subsections 66(12.6), (12.62) and (12.64) provides that only expenditures incurred
after the relevant flow-through share agreement is entered into may be renounced
by a corporation. However, whete a corporation is a member of a partnership or
is a corporation in favour of which a resource expenditure of another corporation
is renounced under subsection 66(12.6), (12.62) or (12.64), the rules in the Act
generally delay the time at which renounced or partnership expenditures are
considered to be incurred by the corporation. As a consequence,

subsections 66(12.6), (12.62) and (12.64) may allow for the renunciation of
expenditures originally incurred before the relevant flow-through share agreement
was entered into. :

Subsection 66(19) is introduced to limit renunciations by corporations under
subsection 66(12.6), (12.62) and (12.64) to those that would have been effective
had the Act provided for no delay in the time at which a member of a partnership
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or a flow-through share subscriber is considered to incur the resource expenditures
of the partnership or the flow-through share corporation. The rule thus prevents
the "warehousing” of resource expenditures originally incurred before a
flow-through share agreement is entered into for renunciation after the agreement
is entered into. ‘ :

Subsections 66(18) and (19) are also intended to apply to tiers of partnerships and
flow-through share corporations. : For example, the following results would be
obtained where corporation A is a member of Partnership X which is a member of
Partnership Y, the at-risk rules in section 66.8 do not apply and Y incurs resource
expenditures in a fiscal period: '

-X’s share of those expenditures in respect of Y’s fiscal period are considered
to have been incurred by X at a particular time that coincides with the end of
that fiscal period;

-Corporation A’s share of the expenditures considered to have been incurred
by X are considered to be incurred by corporation A at the end of the first
fiscal period of X ending at or after the particular time; and

-Corporation A would only be entitled to renounce its share of X’s
expenditures in favour of a flow-through share subscriber if it would have been
entitled to renounce that amount to the subscriber if its share of partnership
expenditures were attributed to it as of the time that Y incurred such
expenditures.

The introduction of subsection 66(19) is effective in respect of renunciations of
expenditures incurred after Announcement Date, other than such expenditures
incurred pursuant to an agreement in writing entered into before that time.
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Clause 38
Canadian Exploration Expense

ITA
66.1

Section 66.1 of the Act provides the rules ‘relating to the deduction of "Canadian
exploration expense" as defined in paragraph 66.1(6)(a).

Subclause 38(1) to (4)

ITA .
66.1(1) to (3) and (6)

Subsections 66.1(2) and (3) of the Act allow a taxpayer a deduction with respect
to its cumulative Canadian exploration expense (cumulative CEE) at the end of a
year, as determined-under paragraph 66.1(6)(b). Subsection 66.1(1) provides, in
conjunction with paragraph 59(3.2)(b), for the inclusion in a taxpayer’s income for
the year of any negative cumulative CEE balance of the taxpayer.

Subsections 66.1(1) to (3) and (6) are amended, as described further below, to
ensure that a vendor may take advantage of its cumulative CEE in'a year of .
succession irrespective of post-succession adjustments to cumulative CEE.

The amendments to subsections 66.1(1) to (3) and subparagraph 66.1(6)(b)(iv.2)
are intended to recognize the effect of the successor rules on cumulative CEE
under subsection 66.7(12). The latter subsection provides for a reduction of
cumulative. CEE immediately after the time that is immediately after the
succession ‘where a taxpayer has transferred its properties pursuant to the successor
rules under section 66.7. This reduction is equal to the amount by which its
cumulative CEE remaining immediately after the succession exceeds its claim in
respect of cumulative CEE at the end of the year. However, as such claim in
respect of cumulative CEE depends on the reduction of cumulative CEE,

section 66.1 and paragraph 66.7(12)(b) operate in a circular manner. This leads to
an unintended result in the case of a taxpayer whose cumulative CEE is reduced -
in a taxation year after a succession in the year (for example, by the receipt of an
amount of assistance in- excess of CEE incurred-after the succession). Such a
taxpayer would not be able to claim any amount.for the year as a deduction in
respect ‘of cumulative CEE and would have an income inclusion under

subsection 66.1(1) for the year equal to such a reduction in cumulative CEE.

Subsection 66.1(1) is amended so that, where a taxpayer disposes of property in a
year -in circumstances in which the successor rules apply, the taxpayer is required
to. use the cumulative CEE remaining immediately after the succession to reduce
the amount otherwise required to be included in the taxpayer’s income under
subsection 66.1(1) for the year. This amendment applies only in the case,
referred to above, where a taxpayer further reduces its cumulative CEE after a -
succession and in the year of the succession.



Subsections 66.1(2) and (3) are amended so that where a taxpayer disposes of
property in a taxation year in circumstances in which the successor rules apply, the
taxpayer may use the cumulative CEE remaining immediately after the succession
(net of any such amount used to prevent an income inclusion for the year under
subsection 66.1(1)) as a basis for a deduction under subsection 66.1(2) or (3) for
the year. (By virtue of amended paragraph 66.7(12)(b), the taxpayer would
otherwise not be able to use any such pre-succession cumulative CEE.)

Subparagraph 66.1(6)(b)(iv.2) is introduced to provide that the amount of the
cumulative CEE remaining immediately after the succession that is used by a
taxpayer in the year of succession (either as a deduction under subsection 66.1(2)
or (3) or to prevent an income inclusion by virtue of subsection 66.1(1)) is added
to the taxpayer’s cumulative CEE immediately after the year of succession. By
virtue of the interaction of this new provision with subparagraphs 66.1(6)(b)(v)
and (xii), a taxpayer will have a nil balance of cumulative CEE after the year of a
succession in the typical case where no post-succession CEE is incurred in that
year. This is illustrated in the example contained in the commentary to
subsections 66.7(12) and (12.1).

These amendments are applicable to taxation years ending after February 17, 1987
except that paragraph 66.1(6)(b) is amended only with respect to taxation years
commencing after February 17, 1987. However, the amendments are structured so
that they will not have any effect unless the amendments to subsections 66.7(12)
and (12.1) are also effective.- A special transitional rule detailed in the
commentary on those subsections makes subsections 66.7(12) and (12.1) apply to
taxation years ending after February 17, 1987 only where the appropriate election
is filed with the Minister of National Revenue within 180 days of Royal Assent.
Where no election is filed, the amiendments to subsections 66.7(12) and (12.1) are
effective in respect of taxation years commencing on or after Royal Assent.

Subclause 33(5)

ITA
66.1(7)

Subsections 66.1(7), 66.2(6) and 66.4(7) of the Act provide for the allocation to
members of a partnership of assistance and. certain other amounts receivable by
the partnership in a fiscal period. The member’s share of such an amount is
generally recognized as a reduction in the member’s cumulative Canadian
exploration expense (CEE), cumulative Canadian development expense (CDE) or
cumulative Canadian oil and gas property expense (COGPE) for the taxation year
of the- member in which the partnership’s fiscal period ends. The recognition of
such amounts is accelerated under subsection 66.2(7) or 66.4(7) in the special case
where the partnership is deemed to have disposed of property under

subsection 115(4).
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Subsections 66.1(7), 66.2(6), 66.2(7), 66.4(6) and 66.4(7) are amended so that
repayments of assistance by a partnership are allocated to members of the
partnership on the same basis as payments of such assistance. The repayment of
such assistance is now explicitly recognized through the increase in the taxpayer’s
cumulative CEE, CDE or COGPE under new subparagraph 66.1(6)(b)(iv.1),
66.2(5)(b)(iii.1) or 66.4(5)(b)(iii.1). These amendments are applicable after
January 1990.

Subsection 66.4(7) is also amended so that it applies in respect of the disposition
of "Canadian resource property” rather than "property described in any of
paragraphs 59(1.2)(a), 59(2)(c) or (d)". This amendment is strictly consequential
to the repeal of subsections 59(1.2) and (2) in 1985 and the extension at the same
time of the definition "Canadian resource property”. This amendment is apphcable
with respect to taxation years commencing after 1984.
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Clause 39
Canadian Development Expense

ITA
66.2

Section 66.2 of the Act provides rules relating to the deduction of "Canadian
development expense” as defined in paragraph 66.2(5)(a).

Subclauses 39(1) to (3)

ITA
66.2(1), (2) and (5)(b)(iii.2)

Subsection 66.2(2) of the Act allows a taxpayer a deduction for a taxation year in
respect of its cumulative Canadian development expense (cumulative CDE) at the
end of year, as determined under paragraph 66.2(5)(b). Subsection 66.2(1)
requires a taxpayer, in conjunctioni with paragraph 59(3.2)(c), to include in
computing income for a taxation year any negative balance of the taxpayer’s
cumulative CDE at the end of the year. Subsections 66.2(1), (2) and (5) are
amended, as described further below, to allow a vendor to take advantage of its
cumulative CDE in a year of succession.

The amendments to subsections 66.2(1) and (2) and subparagraph 66.2(5)(b)(iii.2)
are intended to recognize the effect of the successor rules on cumulative CDE
under subsection 66.7(12). Where a taxpayer disposes of properties in a succession
under 66.7, the taxpayer’s cumulative CDE is reduced immediately after the time
that is immediately after the succession to nil under paragraph 66.7(12)(c). Where
the taxpayer disposes of oil and gas properties in the succession, any negative
cumulative Canadian oil and gas property expense (cumulative COGPE) resulting
from the succession further reduces. cumulative CDE at the end of the year under
subparagraph 66.2(5)(b)(x) and is brought into income in the typical case where a
taxpayer incurs no further CDE after a succession.

Subsection 66.2(1) is amended so that, where a taxpayer disposes of property in a
taxation year in circumstances in which the successor rules apply, the taxpayer is
required to use the cumulative CDE remaining immediately after the succession to
reduce the amount otherwise required to be included in the taxpayer’s income
under 66.2(1) for the year. This amendment would most typically be relevant on
the application of subparagraph 66.2(5)(b)(x), as described above.

Subsection 66.2(2) is amended so that, where a taxpayer disposes of property in a
taxation year in circumstances in which the successor rules apply, the taxpayer may
use the cumulative CDE remaining immediately after the succession (net of any
such amount used to prevent an income inclusion for the year under

subsection 66.2(1)) as a basis for a deduction under subsection 66.2(2) for the
year. A related amendment to subsection 66.7(4) generally provides that a
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successor is not allowed to claim any amount in its first taxation year following
the succession in respect of such cumulative CDE of a taxpayer, where the
successor and the taxpayer did not deal at arm’s length at-the time of the
succession.

Subparagraph 66.2(5)(b)(iii.2) is introduced to provide that the amount of the
cumulative CDE remaining immediately after the succession that is used by a
taxpayer in the year of succession (either as a deduction under subsection 66.2(2)
or to prevent an income inclusion under subsection 66.2(1)) is added to the .
taxpayer’s cumulative CDE immediately after the year of succession. By virtue of
the interaction of this new provision with subparagraphs 66.2(5)(b)(iv) and (xiii), a
taxpayer will have a nil balance of cumulative CDE immediately after the year of a
succession in the typical case where no post-succession CDE is incurred in that
year. This is illustrated in the example contained in the commentary to
subsections 66.7(12) and (12.1).

These amendments are applicable to taxation years ending after February 17, 1987
except that paragraph 66.2(5)(b) is amended only with respect to taxation years
commencing after February 17, 1987. However, the amendments are structured so
that they will not have any effect unless the amendments to subsections 66.7(12)
and- (12.1) are also effective. A special transitional rule detailed in the
commentary on those subsections makes subsections 66.7(12) and (12.1) apply to
taxation years ending after February 17, 1987 only where the appropriate election
is filed with the Minister of National Revenue within 180 days of Royal Assent. -
Where no election is filed, the amendments to subsections 66.7(12) and (12.1) are
effective in respect of taxation years commencing on or after Royal Assent.

Subclauses 39(4) and (5)

ITA .
66.2(5)(b)(v) and (x)

These amendments are consequential to amendments to paragraphs 66.7(4)(a) and
(5)(a) and are discussed in the commentary on those paragraphs.

Subclause 39(6)

ITA
66.2(6) and (7)

The amendments to subsections 66.2(6) and (7) of the Act are discussed in the -
‘commentary on the amendment to subsection 66.1(7). -
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Clause 40
Canadian Qil and Gas Property Expense

ITA
60.4

Section 66.4 of the Act provides rules relating to the deduction of "Canadian oil
and gas property expense” as defined in paragraph 66.4(5)(a).

Subclauses 40(1) to (3)

ITA
66.4(1), (2) and (5)(b)(iii.2)

Subsection 66.4(2) of the Act allows a taxpayer a deduction for a taxation year in
respect of its cumulative Canadian oil and gas property expense (cumulative
COGPE) at the end of the year, as determined under paragraph 66.4(5)(b).
Subsection 66.4(1), in conjunction with subparagraph 66.2(5)(b)(x), requires any
negative balance in a taxpayer’s cumulative COGPE at the end of a taxation year
to reduce the taxpayer’s cumulative Canadian development expense (cumulative
CDE). The reduction in cumulative CDE will result in an income inclusion for
the taxpayer by virtue of subsection 66.2(1) and paragraph 59(3.2)(c) if a negative
cumulative CDE balance arises.

Subsection 66.4(1) is amended so that, where a taxpayer disposes of property in a
taxation year in circumstances in which the successor rules under section 66.7
apply, the taxpayer is required to use the cumulative COGPE remaining
immediately after the succession to reduce the amount which would otherwise
reduce the taxpayer’s cumulative CDE for the year. The amendment to
subsection 66.4(1) is relevant only where, after a succession and in the taxation
year of the succession, a taxpayer further reduces its cumulative COGPE (for
example, by selling oil and gas properties which remain after the succession).

Subsection 66.4(2) is amended so that, where in a taxation year a taxpayer disposes
of property in circumstances in which the successor rules apply, the taxpayer .may
use any pre-succession cumulative COGPE remaining immediately after the
succession (net of any such amount used to prevent a reduction of cumulative
CDE for the year under subsection 66.4(1)) as a basis for a deduction under
subsection 66.4(2) in the year. A related amendment to subsection 66.7(5)
generally provides that a successor -is not allowed to claim any amount in its first
taxation year following the succession in respect of such cumulative COGPE of a
taxpayer, where the successor and the taxpayer did not deal at arm’s length at the
time of the succession.

Subparagraph 66.4(5)(b)(iii.2) is introduced to provide that the amount of
cumulative COGPE remaining immediately after a succession that is used by a
taxpayer in the year of the succession (either as a deduction under
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subsection 66.4(2) or to prevent a reduction of cumulative CDE by virtue of the
application of subsection 66.4(1)) is added to the taxpayer’s cumulative COGPE
immediately after the year of succession. By virtue of the interaction of this new
provision with subparagraphs 66.4(5)(b)(iv) and (ix), the taxpayer will have a nil
balance of cumulative COGPE immediately after the year of succession in the:
typical case where no post-succession COGPE is incurred in the year.

These amendments are applicable to taxation years ending after February 17, 1987
except that paragraph 66.4(5)(b) is amended only with respect to taxation years
commencing after February 17, 1987. However, the amendments are structured so
that they will not have any effect unless the amendments to subsections 66.7(12)
and (12.1) are also effective. A special transitional rule detailed in the -
commentary on those subsections makes subsections 66.7(12) and (12.1) apply to
taxation years ending after February 17, 1987 only where the appropriate election
is filed with the Minister of National Revenue within 180 days of Royal Assent.
Where no election is filed, the amendments to subsections 66.7(12) and (12.1) are
effective in respect of taxation years commencing on or after Royal Assent.

Subclause 40(4)

ITA
66:4(5)(B))(B)(ID

This amendment is consequentlal to an amendment to paragraph 66. 7(5)(a) of the
Act and is dlscussed in the commentary on that paragraph

Subclause 40(5) and (6)

ITA
66.4(6) and (7)

These amendments are discussed in the commentary on the amendment on
subsectlon 66. 1(7) of the Act. ‘




- 08 -

Clause 41
Successor Rules‘

ITA
66.7

Section 66.7 of the Act provides rules relating to the deduction, by a "successor
corporation”, of unused resource expenses of another person in respect of resource
properties acquired by the successor corporation.

Subclauses 41(1) and (2)

ITA
66.7(1) and (2)

Subsections 66.7(1) and (2) of the Act provides successor deductions for
corporations in respect of Canadian exploration and development expenses and

. foreign exploration and development expenses incurred by other taxpayers. These
subsections are amended, applicable to taxation years ending after February 17,
1987, to ensure that a successor may claim no more as a deduction in this respect
than the unused portions of such expenses.

Subsection 66.7(2) of the Act provides a successor deduction for corporations in
respect of foreign exploration and development expenses (FEDE) incurred by
other taxpayers. The successor deduction in respect of FEDE is limited to income
from the disposition or production of foreign resource property acquired by the
successor in a transaction to which the successor rules apply. However, a
corporation to which the successor rules apply because it has undergone a change
of control may elect under paragraph 66.7(10)(f) that an amount of income related
to production from Canadian resource property owned by it prior to the change in
control be treated as foreign resource income rather than-Canadian resource
income for the purposes of the application of the successor rules. The amount
that may be so elected is limited so that the election will result in no more than a
10% write-off of the pool of unused successored FEDE. This is consistent with
the FEDE rules in subsection 66(4) that allow for a minimum 10% write-off of
FEDE.

Subsection 66.7(2) is amended so that the special election now provided under
paragraph 66.7(10)(f) will also be available in respect of income attributable to
production after 1988 where the successor rules apply in respect of asset
acquisitions, including second and subsequent successions. As a consequence of
the broader application of the election, paragraph 66.7(10)(f) is repealed and
replaced with amendments to the portion of subsection 66.7(2) following
paragraph (a) thereof. As a consequence of the repeal of paragraph 66.7(10)(f),
the reference to that paragraph in paragraph 66.7(10)(h) is also eliminated.

This amendment is applicable to taxation years ending after February 17, 1987.




Subclause 41(3)

ITA
66.7(3)

Subsection 66.7(3) of the Act provides successor deductions for corporations in
respect of Canadian exploration expense incurred by other taxpayers.

Paragraph 66.7(3)(a) is amended to ensure that a successor may claim no more as
a deduction in this respect than the unused portion of such expense. This
amendment is applicable to taxation years ending after February 17, 1987.

Subclause 41(4) and (5)

ITA
66.7(4)

Subsection 66.7(4) of the Act provides successor deductions for corporations in
respect of Canadian development expense (CDE) incurred by other taxpayers.
Paragraph 66.7(4)(a) is amended to ensure that a successor may claim no -more as
a deduction in this respect than the unused portion of such expense. This
amendment is applicable to taxation years ending after February 17, 1987.

Paragraph 66.7(4)(a) is also amended to deny a corporation any successor
deductjon thereunder in respect of an original owner for.the taxation year in
which it acquired Canadian resource property from the original owner where the
corporation and the original owner did not deal with each other at arm’s length at
the time of such acquisition. In addition, the amendment does not apply where
the successor acquired the property by way of an amalgamation-or merger or by
virtue of the application of paragraph 66.7(10)(c). This amendment is related to
the amendments to section 66.2 and subsections 66.7(12) and (12.1) under which
an original owner is entitled to take advantage of its pre-succession cumulative
CDE in the year of a succession. The intent of this amendment to

paragraph 66.7(4)(a) and a related amendment to subsection 66.7(14) is to prevent
non-arm’s length successions from being used as a means by which the deduction
of cumulative CDE may be accelerated because of the parties involved being -
entitled to deduct cumulative CDE in respect of taxation years which coincide or
overlap. _ -

Where the latter amendment to paragraph 66.7(4)(a) does apply, 1t has the effect
of temporarlly reducing to nil the balance of an original owner’s cumulative CDE
that is- available to the first -successor to the original owner. Under

subparagraph 66.2(5)(b)(v), such a balance may be used to reduce an amount that
would otherwise be deducted in determining the successor’s own cumulative CDE
by reason of a disposition by the successor of the original owner’s properties. An
amendment to subclause 66.2(5)(b)(v)(B)(II) provides, for taxation years ending
after February 17, 1987, that this amendment to paragraph 66.7(4)(a) may be
disregarded for the purposes of determining the successor’s own CDE.
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The latter amendment to paragfaph 66.7(4)(a) is effective with respect to
acquisitions from original owners in taxation years of original owners commencing
on or after Royal Assent. However, where the election described in the
commentary to subsections 66.7(12) and (12.1) is made, the amendment is
applicable to acquisitions from original owners in taxation years of original owners
ending after February 17, 1987. - '

Subclauses 41(6) and (7)

ITA
66.7(5)

Subsection 66.7(5) of the Act provides a successor deduction for corporations in
respect of Canadian oil and gas property expense (COGPE) incurred by other
taxpayers. Paragraph 66.7(5)(a) is amended to ensure that a successor may claim
no more as a deduction in this respect than the unused portion of such expense.
This amendment is applicable to taxation years ending after February 17, 1987.

Paragraph 66.7(5)(a) is also amended to deny a corporation any successor
deduction thereunder in respect of an original owner for the taxation year in
which it acquired Canadian resource property from the original owner where the
corporation and the original owner did not deal with each other at arm’s length at
the time of such acquisition.” In addition, the amendment does not apply where
the successor acquired the property by way of an amalgamation or merger or by
virtue of the application of paragraph 66.7(10)(c). This amendment is related to
the amendments to section 66.4 and subsections 66.7(12) and (12.1) under which
an original owner is entitled to take advantage of its pre-succession cumulative
COGPE in the year of a succession. The intent of this amendmeént and a related
amendment to subsection 66.7(14) is to prevent non-arm’s length successions from
being used as a means by which the deduction of cumulative COGPE may be
accelerated because of the parties involved being entitled to deduct cumulative
COGPE in respect of taxatlon years which coincide or overlap. '

Where the latter amendment to- paragraph 66.7(5)(a) does apply, it has the effect
of temporarily reducing to nil the balance of an original owner’s cumulative
COGPE that is available to the first successor to the original owner.” Under
subparagraphs 66.2(5)(b)(X) and 66.4(5)(b)(v), such a balance may be used to
reduce an amount that would otherwise be deducted in determining the successor’s
own cumulative CDE or COGPE by reason of a disposition by the successor of*
the original owner’s properties. Amendments to clause 66.2(5)(b)(x)(A) and
subclause 66.4(5)(b)(v)(B)(II) provide, for taxation years ending after February 17,
1987, that this amendment to paragraph 66.7(5)(a) may be disregarded for the
purposes of determining the successor’s own CDE or COGPE.

The latter amendment to paragraph 66.7(5)(a) is effective with respect to
acquisitions from original owners in taxation years of original owners commencing
on or after Royal Assent. However, where the election described in the
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commentary to subsections 66.7(12) and (12.1) is made, the amendment is
applicable to acquisitions from original owners in taxatlon years of original owners
endmg after February 17, 1987 ’

Subclauses 41(8) and (9)

ITA
66.7(10)

These amendments are- drscussed in the commentary on the amendment to -
subsectron 66.7(2). :

Subclauses 41(10) to (14)

ITA -
66.7(12) and (12.1)

Subsection 66.7(12) of the Act provides rules-to determine an original owner’s
resource expenditure pools after the disposition of resource properties to a
successor corporation in circumstances in which the successor rules apply. The
existing rules generally. require reductions in such accounts of the original owner -

- so that it may not subsequent to the year of a succession take advantage of the -
. portion of such pools created prior to the succession. In:the case of the d
~ deduction in respect of cumulative Canadian development expense (cumulative
CDE) and cumulative Canadian oil and gas property expense (cumulative
COGPE), the existing rules also prevent the original owner from taking advantage
of the pre-succession expenses in the year of succession. The special restrictions
with respect to cumulative CDE and COGPE are intended to prevent the
acceleration of deductions in respect of cumulative CDE and COGPE that could
otherwise occur if an original owner and a successor could both claim a portion of
those pools in their respective taxation years that 1nc1ude the time of succession.

Paragraph 66.7(12)(b) is amended so that the cumulatrve CEE balance’ of an
original owner is required to be reduced to nil immediately after the time that is
immediately after a succession in a taxation year. However, amendments to
subsections 66.1(2) and (3) ensure that pre-succession cumulative CEE may-
continue to be deducted by an original owner in the year of succession. "(In
addition, amended subsection 66.1(1) requrres pre-succession cumulative CEE to
reduce the amount otherwise included in computing income in the year of
succession under paragraph 59(3.2)(b) as:a consequence of the original owner
having a negative cumulative CEE balance at the end of the year of succession.)
For further detail, see the commentary on the amendments to subsections 66.1(1),
(2), (3) and (6). ,

New paragraph 66.7(12)(b.1) is introduced to clarify that the amount of cumulative

CEE used by any original owner is considered to be used by the original owner on
a "first-in, first-out" basis for the purposes of determining the cumulative CEE

pool available to a successor. Thus, even where the original owner has significant
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post-succession expenditures in' the year of succession, the original owner’s
cumulative CEE pool available to the successor would be required to be reduced
by the claim for CEE made by the original owner in the year of succession. New
paragraph 66.7(12)(b.2) is introduced to ensure that, after the year of succession,
the original owner is considered to deduct no amount in respect of pre-succession
cumulative CEE.

Subsection 66.7(12) is also amended to provide, in conjunction with new
paragraph 66.7(12.1)(a), rules in the event that the original owner has more than
one succession in the year to which the successor rules under section 66.7 apply.
Where cumulative CEE is used by the original owner in the succession year
(either as a deduction under subsection 66.1(2) or (3) or to prevent an income
inclusion under paragraph 59(3.2)(b)), new paragraph 66.7(12)(b.1) ensures that
the amount so used is required to reduce the cumulative CEE available to the
successor. In the event there is more than one succession by the original owner in
a year, the amount of cumulative CEE so used is applied first to reduce the
successored CEE pool arising from the first succession in the year and the
remainder is applied in respect of other successions in the year in the order of
their occurrence.

New paragraphs 66.7(12)(c.1), (c.2), (d.1) and (d.2), in conjunction with new
paragraphs 66.7(12.1)(b) and (c), ensure that the appropriate amount of an
original owner’s cumulative CDE and COGPE are available to a successor. These
new paragraphs operate in the same manner as the rules described above with
respect to cumulative CEE.

The application of amended subsection 66.7(12) and new subsection 66.7(12.1), in
conjunction with the amendments to sections 66.1 and 66.2, is illustrated below.

EXAMPLE .

V is the original owner of oil and gas properties substantlally all of which are
sold to Corporatlon A 1mmed1ately before midnight on May 1, 1992 in
circumstances in which the successor rules apply. V sells its remaining oil and
gas properties to Corporation B immediately before midnight on December 1,
1992 in circumstances to which the successor rules apply. The sales of the
properties result in a reduction of cumulative CDE under
subparagraph 66.2(5)(b)(x) of $6,500 at the end of the year. V also becomes
entitled to assistance of $600, in respect of its CEE at the end of the year.
Assume. the cumulative CEE and CDE of V, determined at the relevant dates
without regard to the application of subsection 66.7(12) in respect of the year,
_.are as follows:

: May 2 Dec. 2 Dec. 31
cumulative CEE 1,000 2,400 1,800

cumulative CDE 5,000 9,000 2,500
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How do. the amended successor rules apply to V, A and B, assuming that V
operates for tax purposes on a calendar year basis?

Cumulative CEE

(1) By virtue of paragraph 66.1(1)(c), V is required to use part of the
total of $2,400 of cumulative CEE otherwise available to A and B to prevent an
income inclusion of $600 under subsection 66.1(1) for the 1992 year and may
use any portion of the remaining $1,800 as a claim under subsection 66.1(2) or
(3) for the year. V claims $150 and therefore uses a total of $750 ($150 +
$600) of its cumulative CEE. At the beginning of the 1993 taxation year, V’s
cumulative CEE is nil, computed as follows:

unadjusted cumulative CEE - $1,800
at end of 1992 year

adjustments under

paragraph 66.7(12)(b) S .
- May 2, 1992 - (1,000)
- Dec. 2, 1992 : (1,400)

adjustment under
subparagraph 66.1(6)(b)(v) oo
at beginning of 1993 year (150)

adjustment under .
subparagraph 66.1(6)(b)(iv.2)
" at beginning of 1993 year : S : 750
nil

(2) The $750 of cumulative CEE so used by V is applled to reduce the
successored cumulative CEE available to A from $1,000 to $250. The
successored cumulative CEE available to B (reduced by $1,000 on May 2 under
paragraph 66.7(12)(b) to reflect the first succession in the year) is $1,400.

Cumulative CDE

(1) By virtue of paragraph 66.2(1)(d), V is required to use part of the
total of $9,000 of cumulative CDE otherwise available for A and B to prevent
an income inclusion of $6,500 under subsection 66.2(1) for the 1992 year and
may use any portion of the remaining $2,500 as a claim under
subsection 66.2(2) for the year. V claims $750 (30% X $2,500) under
subsection 66.2(2) and therefore uses a total of $7,250 ($6,500 + $750) of its
cumulative CDE. At the beginning of the 1993 year V’s cumulative CDE is nil,
computed as follows:
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unadjusted cumulative CDE $2,500
at end of 1992 year

adjustments under
paragraph 66.7(12)(c)

- May 2, 1992 (5,000)
- Dec. 2, 1992 : (4,000)
adjustment under subparagraph 66.2(5)(b)(iv) (750)

at beginning of 1993 year

adjustment under
* subparagraph 66.2(5)(b)(iii.2)
at beginning of 1993 year 7,250
nil

(2) The $7,250 of cumulative CDE so used by V is applied first to
reduce the successored cumulative CDE from available to A from $5,000 to nil.
The remaining $2,250 reduces the successored cumulative CDE available to B
(already reduced by $5,000 on May 2 under paragraph 66.7(12)(c) to reflect the
first succession in the year) from $4,000 to $1,750.

The amendments are applicable in respect of dispositions in a taxation year
commencing on or after Royal Assent. However, these amendments also apply on
the filing of an election in respect of dispositions by an original owner of
Canadian resource property in a taxation year ending after February 17, 1987. "The
election must be filed within 180 days of Royal Assent by the original owner and
each corporation which became a successor to the original owner before Royal
Assent. '

Subclause 41(15)

ITA
66.7(14)

Subsection 66.7(14) of the Act provides that, where a successor
corporation in respect of an original owner subsequently disposes of
Canadian resource property in a taxation year to a subsequent successor
corporation in circumstances to which section 66.7 applies, the
first-mentioned successor corporation is generally not entitled to claim
successor deductions for the year or subsequent years in respect of

"2+ :resource expenditures incurred by the original owner. However, an

exception to this rule.allows the corporation to claim such a successor
deduction for the year of the succession in respect of Canadian
exploration and development expenses and Canadian exploration expense
incurred by the original owner.

Subsection 66.7(14) is amended to allow a successor corporation to claim
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a successor deduction for the year of a subsequent succession in respect

of Canadian development expense (CDE) and Canadian oil and gas property
expense (COGPE). This is consistent with the amendments to'

sections 66.2 and 66.4 and subsection 66.7(12) which are discussed

above. However, this new provision will not apply where the parties to

the disposition do not deal at arm’s length except where the disposition

was made by way of an amalgamation or merger. The purpose of this
restriction and related amendments to subsections 66.7(4) and (5) is to
prevent non-arm’s length successions from being used as a ‘means by which
the deduction of cumulative CDE or COGPE may be accelerated.

This amendment is applicable to taxation years ending after
February 17, 1987. ’
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Clause 42
Entertainment Expenses

ITA
67.1(2)(e)

Paragraph 67.1(2)(e) of the Act provides an exemption from the restriction on the
deductibility of food, beverages and entertainment expenses where an amount in
respect of such expenses is incurred to provide food, beverages or entertainment to
all employees at a particular location. This paragraph is intended to exclude from
the application of subsection 67.1(2) costs incurred in respect of events to which
all employees at a particular location have access, such as a firm party.

This paragraph is amended to clarify that, for this exemption to apply, the food,
beverages or entertainment must be consumed or enjoyed by, and generally
available to, all employees at a particular location of the employer.

This amendment is applicable to taxation years ending after Announcement Date.
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Clauses 43 and 44
Passenger Vehicles

ITA
672"

Section - 67.2 of the Act contains restrictions on-the amount that may be deducted
“in respect of interest expense relating to the acquisition of a passenger vehicle.
The amount of interest is deemed to be the.lesser of the actual amount payable

and the amount as determined by a formula. While the reference to "amounts '
* payable" operates effectively for taxpayers who report income on the accrual basis,
. it produces an unintended result in certain circumstances in respect of taxpayers
"who report income on the cash basis or method of accounting. A taxpayer using
the cash basis or method of accounting who, in the current year, pays an amount
in respect of the preceding year will lose the benefit of the interest deduction
“room" for the preceding year (since the amount was not paid in that year) and
may be denied a deduction of an amount in the current year, if the payment of
both the preceding and current year’s interest expenses exceeds the interest
deductlon "room" for the year of payment.

Accordingly; this section is amended to revise the formula to refer to the number
of days in the period in respect of which the interest was paid or payable as the
case may be. This amendment is applicable to taxation years-and fiscal periods
commencing after June 17, 1987 that end after 1987.

ITA
67.3

Section 67.3 restricts the amount that may be deducted in respect of leasing costs
of a passenger vehicle. The deductible amount may not exceed the lesser of the
amounts produced by two formulae. The first amount is determined by
multiplying $600 or such other amount as may be prescribed by the number of

30 day periods that have elapsed during the lease and before the end of the
relevant year, and deducting from that amount two further sums, where applicable:
the total of all amounts deducted in preceding taxation years in respect of the
lease of the vehicle and an amount in respect of interest that would be earned on
that part of any refundable amount (to the extent that amount exceeds $1,000)
paid in respect of the lease.

The second amount is determined by multiplying the total of the lease charges
paid by the taxpayer during the year by the quotient obtained when $20,000 or
such other amount as may be prescribed is divided by the greater of $23,529 or
such other amount as may be prescribed and the aggregate of the manufacturer’s .
list price for the wvehicle and the provincial sales tax that would have applied if the
vehicle had been purchased, at the time the first lease was entered into, in the
province in which the vehicle was primarily used, and deducting from that amount,
an amount in respect of imputed interest on any refundable amount paid in
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respect of the lease, as outlined above. The effect of this second formula is to
place a restriction on lease expenses of passenger vehicles similar to that imposed
in respect of the depreciable capital cost of such vehicles. This section operates in
a manner similar to section 67.2 with respect to taxpayers on a cash basis.

The formulae in paragraphs 67.3(c) and (d) are amended to permit the deduction
by taxpayers using the cash basis or method of calculating income, of amounts
paid in respect of the cost of leasing a passenger vehicle. The description of "B"
in paragraph 67.3(c) is clarified by a reference to the number of days in the period
commencing at the beginning of the term of the lease and ending at the earlier of
the end of the relevant year and the end of the lease.

The description of "A" in paragraph 67.3(d) is amended to refer to the aggregate
of actual lease charges incurred in respect of the year, or actual lease charges paid
in the year, depending upon the method regularly followed by the taxpayer in
computing income. The description of "C" in paragraph 67.3(d) is amended to
delete the reference to provincial sales tax with respect to leases entered into after
1990. This amendment is applicable with respect to taxation years and fiscal
periods commencing after. June 17, 1987 that end after 1987.

This section is also amended to ensure that, where a person leases a passenger
vehicle and is reimbursed in whole or in part in respect of the lease costs, the
restriction on the deductibility of lease costs will also apply to the person making
the reimbursement, This amendment is applicable to taxation years that end after
Announcement Date. :
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Clause 45
Illegal Payments

ITA
67.5

New section 67.5 of the Act prohibits any deduction in respect of illegal payments
-made to government officials in Canada, officials engaged in the administration of
justice in Canada, persons under a duty as agents or employees and persons
responsible for collecting fares or admission fees. - Deductions for such payments
are prohibited under the new section where the payment is made to induce, or
attempt to induce, the recipient to breach his or her duty and the payment is
made for the purpose of doing anything that is an offence under any of

sections 119 to 121, 123 to 125, 393 and 426 of the Criminal Code. Deductions
are also prohibited under the new section where the payment is made in
furtherance of a conspiracy to commit an offence under one of these sections or a
conspiracy in Canada to commit a similar offence under the law of another
country.- New section 67.5, which applies to outlays made or expenses incurred
after Announcement Date, also empowers the Minister of National Revenue to
reassess taxation years in order to give effect to this prov151on without regard to.
the normal time limits on reassessments.




Clause 46

Inadequate and
Unreasonable consideration

ITA
69

Section-69 of the act provides rules dealing primarily with transactions entered
into for inadequate or unreasonable consideration.

Subclause 46(1)

ITA
69(3)

Subsection 69(3) is an anti-avoidance rule desighed to prevent the understatement
of revenues in computing income. The amendment to this subsection clarifies that
it will apply to treat a reasonable amount as having been received by a taxpayer
only where no amount, or an amount less than a reasonable amount, was paid or
agreed to be paid by a non-arm’s length non-resident person for property received
from or services rendered by the taxpayer. This amendment applies to transactions
and events occurring after 1989. '

- Subclause 46(2)

ITA
69(5)

Subsection 69(5) of the Act sets out rules to ensure that, where property is
appropriated to a shareholder on the winding-up of a corporation, the property is
to be treated as having been transferred at its fair market value with the
consequent recognition of any resulting income or loss on the transfer.
Subsection 69(5) is amended by adding new paragraph (e) which provides that
paragraph 40(2)(e) of the Act does not apply to any loss realized by the
shareholder on the disposition of shares to the corporation on the winding-up.
This amendment ensures that any loss realized by the shareholder on the
disposition of such shares may be recognized in computing the shareholder’s
income for the year in which the disposition occurred. New paragraph 69(5)(e)
applies to dispositions of shares occurring after 1985.
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Clause 47
Death of a Taxpayer

ITA
70

Section 70 of the Act provides certain rules that apply upon the death of a
taxpayer. '

Subclause 47(1)

ITA
70(5.1)

Subsection 70(5.1) of the Act provides a tax deferral where, as a consequence of a
taxpayer’s death, any person, other than the taxpayer’s spouse or a corporation
that was controlled by the taxpayer, has acquired eligible capital property of the
taxpayer. Where an eligible capital property is transferred pursuant to

subsection 70(5.1) from a taxpayer to a person who carries on the business
previOusly carried on by the-taxpayer, the person will be treated as having made an
expenditure in respect of that eligible capital property equal to the aggregate of -
the taxpayer’s cumulative eligible capital and the unrecaptured deductions under
paragraph 20(1)(b) previously taken by the taxpayer in respect of that eligible
capital property. Subsection 70(5.1) is amended to ensure that the amount
referred to in subparagraph 70(5.1)(b)(ii) (that is, the unrecaptured deductions
previously taken by the deceased taxpayer) is grossed up by 4/3 to provide, in view
of the 3/4 inclusion rate in respect of eligible capital expenditures, that the
transferee is placed in the same tax position as the transferor with respect to the
property. ‘In addition, subsection 70(5.1) is amended to clarify the intended
application of this provision in situations where more than one person receives
eligible capital property as a result of the death of a taxpayer. :

Subsection 70(5.1) is also amended to exclude from its application distributions of
eligible capital property made by a testamentary trust where the trust has claimed
deductions under 20(1)(b).

New subsection 70(5.1) of the Act applies to acquisitions occurring as a
consequence of the death of a taxpayer after the commencement of the first fiscal
period of the taxpayer commencing after 1987, except that distributions by a trust
occurring before Announcement Date will also qualify, where all other conditions
are met, for the treatment provided under this subsection.
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Subclauses 47(2), (3), (5) and (6)

ITA
70(6), (9.2) and (9.3)

Subsection 70(6) of the Act sets out certain rules that apply to the transfer of
property on the death of a taxpayer where the transfer is to a spouse or spouse
trust (a "transferee”). Paragraph 70(6)(d) is amended and new

paragraph 70(6)(d.1) is added to provide that, where the property transferred is an
interest in a partnership (other than an interest to which subsection 100(3) of the
Act applies), the taxpayer will be treated, except for the purposes of

paragraph 98(5)(g) of the Act, as not having disposed of the interest immediately
before his death and the transferee will be treated as having acquired the interest
at its cost to the taxpayer. In order to place the transferee in the same tax
position as the taxpayer, any amount added or deducted by the taxpayer under
subsection 53(1) or 53(2) in respect of the partnership interest will be similarly.
added or deducted, as the case may be, in computing the transferee’s adjusted cost
base-of the interest. These amendments apply to transfers, distributions and
acquisitions occurring after January 15, 1987.

Subsection 70(9.2) of the Act sets out certain rules that apply to the transfer of a
share of a family farm corporation or-an interest in a family farm partnership on
the death of a taxpayer where the transfer is to a child of the taxpayer.
Subsection 70(9.3) of the Act provides for a similar transfer on the death of a
spouse where the transfer of a taxpayer’s share or interest is from a spouse trust
to a child of the taxpayer.

Subsections 70(9.2) and (9.3) are amended to provide that, where the property
transferred is an interest.in a family farm partnership (other than an interest to
which subsection 100(3) applies), the interest will be treated, except for the
purposes of paragraph 98(5)(g), as not having been disposed of by the taxpayer or
the spouse trust, as the case may be, and the child will be treated as having
acquired the interest at its cost to the taxpayer or trust. In order to place the
child in the same tax position as the transferor, each amount added or deducted
by the transferor under subsection 53(1) or 53(2) in respect of the partnership
interest will be similarly added or deducted in computing the child’s- adjusted cost
base of the interest. The amendments to subsections 70(9.2) and (9.3) apply to
transfers, distributions and acquisitions occurring after January 15, 1987. -

i

Subclause 47(4)

ITA

70(7)

Subsection 70(5) of the Act generally provides for a deemed realization of
depreciable and other capital property by a taxpayer immediately before the death

of a taxpayer. The realization of depreciable property on death takes place at the
midpoint between undepreciated capital cost and fair market value. The
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realization of other capital property takes place at fair market value. However,
where such property is distributed on a taxpayer’s death to the taxpayer’s spouse -
or a qualifying spouse trust in favour of the spouse, subsection 70(6) provides for
rollover of such property from the taxpayer to the spouse or trust.

A qualifying spouse trust under paragraph 70(6)(b) is one established by the will
of a taxpayer under which the surviving spouse of the taxpayer is entitled to all of
the trust income before the survivor’s death. In addition, only the survivor is
‘entitled to receive or otherwise obtain the use of the income or capital of the
' trust before the survivor’s death. ~

Subsection 70(7) provides rules under which certain "tainted” spouse trusts may be
considered as qualifying spouse trusts for the purposes of the rollover under
subsection 70(6). These rules apply where a spouse trust is not a qualifying-" -
spouse trust because of the-payment of, or provision for payment of, certain
testamentary debts. Essentially, these rules provide for a mechanism by which
such testamentary debts may be applied against money and other property of the
trust specified by the legal representatives of the deceased taxpayer whose will
created the trust. Such specified property would be subject to the normal deemed
realization rules under subsection 70(5) whereas the remaining property subject to
the rollover rules under subsection 70(6). Under paragraph 70(7)(a), such legal
representatives are allowed to file the taxpayer’s terminal return reflecting such
specification of trust property up to 18 months following the taxpayer’s death.
Paragraph 70(7)(a) also provides that the extended filing deadline for the terminal
return does not result in any reduction of arrears interest under section 161.

Paragraph 70(7)(a) is amended to ensure that, where a taxpayer created a tainted -
spouse trust to which subsection 70(7) applied, the legal representatives of the
taxpayer will continue to be allowed to file the taxpayer’s terminal return up to
18 months following the death of the taxpayer. This amendment is strictly
consequential to the amendment to paragraph 150(1)(b) described below in the
commentary on that paragraph.

Paragraph 70(7)(a) is also amended to eliminate the reference to section 161. The
reference is redundant because an amendment to subsection 161(1) in 1988
provided that arrears interest thereunder would be no longer be determined for
the period commencing on the day that an income tax return was required to be
filed. Rather, the amendment provided for the determination of such interest for
the period commencing on the day that a taxpayer was required to pay the
remainder of his or her tax payable.

These amendments are applicable to the 1990 and subsequent taxation years.
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Subclause 47(7)

ITA .
70(9.8)

Subsection 70(9.8) of the Act treats, for the purposes of the provisions relating to
intergenerational transfers of farm property, property owned by a taxpayer but
used by a family farm corporation or partnership of the taxpayer, his spouse or
any of his.children to be property used by the taxpayer in the business of farming.
This subsection is amended to also apply for the purposes of subsection 14(1) and
paragraph 20(1)(b) of the Act, which relate to the amounts that may be included
or deducted in computing a taxpayer’s income in respect of eligible capital
property, and for the purposes of paragraph (d) of the definition "qualified farm
property™ in subsection 110.6(1) of the Act, which relates to a taxpayer’s
entitlement to claim a capital gains exemption in respect of the disposition of

- eligible capital property used in a farming business.

This amendment applies to thevl986 and subsequent taxation years.
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Clause 48
Reserves for Year of Death

ITA
72

Section 72 of the Act provides rules for dealing with certain reserves in the year
of a taxpayer’s death. '

Subclause 48(1)

ITA
72(1)(c)

Paragraph 72(1)(c) of the Act currently provides that, in computing the amount of -
any gain of a taxpayer for the year in which the taxpayer has died, no reserve may
be claimed under subparagraph 40(1)(a)(iii) in respect of proceeds of disposition
not due until after the end of that year. This amendment, which applies to .the
1990 and subsequent taxation years, provides that a capital gains reserve under
subparagraph 44(1)(e)(iii) of the Act is also unavailable in computmg gains in the
year of a taxpayer’s death.

Subclause 48(2) to (4)

ITA
72(2)(b) and (c)

Subsection 72(2) of the Act permits certain reserves that, but for subsection 72(1),
would have been allowed to a taxpayer for a taxation year in respect of amounts
receivable after the end of a taxation year to be claimed by a spouse or spouse
trust of the taxpayer if the right to receive those amounts have been transferred to
the spouse or trust as a consequence of the taxpayer’s death. These amendments,
which apply to the 1990 and subsequent taxation years, extend the application of
the rules in subsection 72(2) to capital gains reserves under paragraph 44(1)(e) of
the Act.
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Clause 49
Inter Vivos Transfers

ITA
73

Subsection 73(1) of the Act permits a taxpayer to transfer capital property on a
tax-deferred basis to a spouse or former spouse or to a trust established for that
person’s behalf. Paragraph 73(1)(d), in conjunction with Regulation 6500,
currently extends the "rollover” treatment available under subsection 73(1) to
situations in which a court has ordered a transfer of capital property as part of its
powers to make an order for support under the Family Law Reform Act of
Ontario (now the Family Law Act).

This amendment to paragraph 73(1)(d), which applies to transfers occurring after
Announcement Date, deletes the requirement that such court-ordered transfers be
made under prescribed provincial laws and to prescribed persons. New

paragraph 73(1)(d) will now provide that the benefits of subsection 73(1) of the
Act will be available in any-situation in which a court, in accordance with the
applicable provincial law and as part of an order for maintenance or support,
directs that a taxpayer’s capital property be transferred to an individual with whom
the taxpayer cohabited in a conjugal relationship before that time.
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Clause 50
Attribution - Capital Gains

ITA
74.2(2)

Subsection 74.2(2) of the Act provides that taxable capital gains and allowable
capital losses attributed to a taxpayer in a taxation year pursuant to certain-
provisions of the Act will be treated, for .the purposes of the lifetime capital gains
exemption under section 110.6, as having arisen on the disposition by. the taxpayer
in that year of the property from which ‘the gain or loss was realized. This
subsection is amended, effective. for the 1987 and subsequent taxation years, to -
include a reference to subsection 75(2) of the Act, which deals with .reversionary
trusts and trusts of similar nature. This amendment is.intended to ensure that
taxable capital gains attributed to an individual by reason of subsection 75(2) will
be eligible for the capital gains exemption to the same extent and in the same:
manner as if the gain had been realized directly by the individual.
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Clause 51

Transfers and Loans to Corporaﬁons

ITA
T4.4(2)

Subsection 74.4(2) of the Act requires an individual who transfers or loans
property to a corporation (other than a small business corporation) in
circumstances where one of the main purposes of the transfer may reasonably be.
considered to be to reduce the income of the individual, and to benefit a person
who is a designated -person in respect of the individual, to include in income the
amount by which interest at the prescribed rate on the loan exceeds the aggregate
of any interest actually received on the loan and 5/4 of any dividends received on
shares issued for the transfer. This subsection is amended, effective for the 1987
and subsequent taxation years with respect to loans and transfers made after
October 27, 1986, to ignore in determining whether a designated person is a
specxfied shareholder of a corporation any shareholdings of the designated person
in a related small business corporation.
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Clause 52
Income Attribution

ITA
74.5(3)

Subsection 74.2(1) of the Act attributes to an individual any taxable capital gains
and allowable capital losses realized on the disposition of property, or property
substituted therefor, that was loaned or transferred by the individual to or for the
benefit of that person’s spouse. However, paragraph 74.5(3)(b) provides an.
exemption from these rules in the event that the spouses separate and the .
individual files an election, completed jointly with the individual’s spouse, in the
individual’s return of income for the year in which the separation occurred. This
paragraph is amended to modify the requirement that the election be filed with
the income tax return for the taxation year during which the spouses separated.
New paragraph 74.5(3)(b) provides that the joint election may be filed for any
taxation year ending after the time of the separation. Where the joint election is
so filed, section 74.2 will not apply for the year in which the election is filed (or
any subsequent year) in respect of any gain or loss from a disposition of property,
ot property substituted therefor, that occurs during the period throughout which
the spouses are living separate and apart by reason of a breakdown of their
marriage.

“This amendment applies to transfers of property made after May 22, 1985 and
loans outstanding on or after May 22, 1985.
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Clause 53
Attribution of Gains and Losses

ITA
75.1(1)

Subsection 75.1(1) of the Act provides attribution rules in respect of certain farm
property transferred by a taxpayer to his child where the transfer was made at less
than fair market value and the child disposes of the property before the taxation
year in which he attained the age of 18. Subsection 75.1(1) is amended, applicable
to property transferred after 1989, to apply to transfers by a taxpayer to his child
of shares of a family farm corporation and interests in a family farm partnership.




- 121 -

Clause 54
Security in Satisfaction of Income Debt

ITA
76(1) and (2)

Section 76 of the Act provides special rules which apply in circumstances where a
taxpayer has received a security, right or debt in consideration for the disposition
of all or part of an existing debt that, if paid, would have been included in the
taxpayer’s income. These amendments to subsections 76(1) and (2), which apply
to securities, rights and indebtedness received after Announcement Date, are
intended to correct grammatical errors currently contained in those provisions.
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Clause 55
Unpaid Remuneration

ITA
78(4)

Subsection 78(4) of the Act delays the recognition for tax purposes of a taxpayer’s
expense in respect of salary, wages or other remuneration, that is not paid within
180 days after the end of the taxation year in which it is incurred. In such a case,
a deduction may generally only be taken in the subsequent taxation year in which
the remuneration is actually paid. The purpose of this rule is to eliminate the
opportunity for tax deferral that would otherwise be available by deducting unpaid
remuneration that is included in employees’ incomes only when it is actually
received by them.

Subsection 78(4) is amended, effective for taxation years ending after
Announcement Date, so that unfunded obligations in respect of pension benefits
and retiring allowances are treated in the same manner. The rule is not intended
to have any application in respect of contributions paid to registered pension plans
or retirement compensation arrangements.
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Clause 56

Foreclosures and Repossessions

ITA
79(1)(e)

Paragraph 79(1)(e) of the Act provides that, for the purpose of computmg a
taxpayer’s income for a taxation year, a reserve taken under

subparagraph 40(1)(a)(iii) in computing the taxpayer’s gain or under

paragraph 20(1)(n) in computing the taxpayer’s income for the immediately
preceding year is deemed to be nil where; as a result of another person’s failure to
pay an amount owing to the taxpayer in respect of the disposition of a property,
the taxpayer acquires or reacquires beneficial ownership of the property in respect
of which the reserve had been claimed. The amount of this reserve is, instead,
deducted from the cost to the taxpayer of the property, thereby deferring

- recognition of any further income or gain in respect of the. property until it is
subsequently disposed of by the taxpayer.

This amendment, which applies after Announcement Date (or, where the taxpayer
so elects before July 1991, after 1985), adds a reference in

subparagraph 79(1)(e)(i) to subparagraph 44(1)(e)(iii) of the Act, and is intended
to extend the treatment described above to capital gains reserves claimed under
subparagraph 44(1)(e)(iii) in respect of dispositions of property for which a
replacement property has been acquired.
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Clause 57
Gain on Settlement of Debt

ITA
80(4)

Subsection 80(4) of the Act treats, for the purposes of subsections 80(1) and (3)
dealing with a debtor’s gain on the settlement of debts, interest payable by a
debtor as having a-certain principal amount. The amendment to subsection 80(4),
which applies with respect to debts-or obligations settled or extinguished after
May 9, 1985, also treats the amount of interest payable to be a debt or obligation
issued by the taxpayer for its principal amount.
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Clause 58
Destruction of Livestock and Drought-Induced Sales

ITA
-80.3

Section 80.3 of the Act provides for a tax deferral in respect of the proceeds of
sales by farmers of breeding livestock herds due to drought conditions. It provides
that the income of a taxpayer for a year that is deferred pursuant to that section
is to be included in the taxpayer’s income in the eatlier of the year following a
drought year, or series of consecutive drought years, as the case may be, or in the
year in which the taxpayer dies. ‘

Subclause 58(1)

ITA
80.3(5) -

Subsection 80.3(5) is amended to provide that the deferred amount must be -
included in income no later than the first year at the end of which the taxpayer is
not resident in-Canada and not carrying on the business through a fixed place of
business in Canada, and to provide for an election by the taxpayer for an carlier
income inclusion. - : ‘ . )

Subclause 58(2)

ITA
80.3(6)(b)

Paragraph 80.3(6)(b) is amended to provide that the income deferral under section
80.3 is not available where at the end of a taxation year a taxpayer is not resident
in Canada and not carrying on a farming business through a fixed place of
business in Canada.

The amendments to subsections 80.3(5) and (6) of the Act apply to fiscal periods
and taxation years ending after 1987.
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Clause 59
Home Purchase Loans

ITA
80.4(7)(a)

Subsection 80.4(1) of the Act treats an individual or a corporation that carries on
a personal service business as having received a benefit in a taxation year in
respect of certain employment-related low-interest or non-interest bearing loans.
The benefit is generally computed by reference to the prescribed interest rate
prevailing during the term of the loan.

Subsections 80.4(4) and (6), however, provide special rules in computing the
benefit for a year in respect of a home purchase loan received by reason of a
taxpayer’s office or employment. As a result of these subsections, the amount of
the benefit. is determined by reference to the lesser of the prescribed rate of
interest in effect during the year and the prescribed rate that was in- effect at the
later of the time the home purchase loan was made and the last five-year
anniversary of the loan.

Paragraph 80.4(7)(a), which provides the definition of the expression "home
purchase loan" for the purposes of these rules, is amended to expand the
definition of "home purchase loan" to include a loan used to acquire a share of a
co-operative housing corporation entitling the purchaser or a related person to
inhabit a dwelling unit owned by such corporation. This amendment applies to
the 1985 and subsequent taxation years.
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Clause 60
Exempt Income

ITA
81

Section 81 of the Act lists various amounts which are not included in computing a
taxpayer’s income.

Subclause 60(1)
ITA

31(1)(d)

Paragraph 81(1)(d) of the Act specifically exempts from income certain payments
made to war veterans and their families. However, there is no specific exemption
for awards made to gallant members of the Canadian Forces for conspicuous and
distinguished service during a war. The annuities paid under these awards
represent relatively small amounts which, prior to recent amendments to
paragraph 56(1)(n), were effectively excluded from income by reason of the $500
exemption provided under that paragraph. This amendment, which applies to the
1986 and subsequent taxation years, adds a reference in paragraph 81(1)(d) to
payments made under the Gallantry Gratuities and Annuities Order.

Subclause 60(2)

ITA
81(1)(e)

Paragraph 81(1)(e) of the Act provides that pension payments received on account
of death or disability arising out of war service, from a country that was an ally at
the time of that service, are exempt from tax under Part I of the Act. New
paragraph 81(1)(e), which applies to the 1988 and subsequent taxation years,
extends this exemption to pension payments received on account of disability or
death arising out of a war from a country that was an ally of Canada. As
amended, this paragraph requires only that such disability or death arise out of a
war rather than out of "war service”, and is intended to permit pensions paid to
civilian war casualties by other countries to benefit from the exemption (provided
that those other countries grant similar relief in respect of Canadian pensions).

Subclause 60(3)

ITA
81(1)(h)

New paragraph 81(1)(h) of the Act specifically exempts from income social
assistance payments made to an individual for the benefit of a foster person (child
or adult) under the individual’s care where the individual and the foster person
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reside together in the individual’s principal place of residence. The exemption also
applies to amounts (often called "bed reservation fees") paid to individuals to
maintain their residence available for use by a foster person. This amendment,
which clarifies the scope of previous amendments made to paragraph 56(1)(u) of
he Act, applies to the 1982 and subsequent taxation years.
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Clause 61
Deemed Dividends

ITA
84

Section 84 of the Act provides that certain transactions involving the shares of a
corporation, such as share redemptions, winding-up distributions and certain
increases and reductions of paid-up capital, will be treated as producing dividends
for tax purposes.

Subclauses 61(1) and (2).

ITA
84(1)

Subsection 84(1) treats a dividend as having been paid by a corporation on the
shares of a class of its capital stock where the paid-up capital is increased by the
corporation in circumstances other than those set out in that subsection. :

Paragraph 84(1)(c.3) of the Act provides that a dividend will not be treated as
having been paid under subsection 84(1) where a corporation, other than an
insurance corporation or a bank, converts into paid-up capital of a class of its
shares any contributed surplus that arose on the issuance of shares of that class
after March 31, 1977, other than an issuance to which certain special prov151ons of
the Act applies. Two amendments are being made to this paragraph.

The first amendment is contained in subparagraph 84(1)(c 3)(11), and expands the
application of paragraph 84(1)(c.3) to include contributed surplus of a corporation
that arose in circumstances where shares were not issued by the corporation - for
example, on a contribution of property by a shareholder. New

subparagraph 84(1)(c.3)(ii) provides that a conversion of contributed surplus into
paid-up capital of a class of its shares by a corporation will not be treated as a
dividend where the contributed surplus arose as a result of a disposition after
March 31, 1977 of property by a shareholder of that class to the corporation m
circumstances where shares of the corporation were not received by the
shareholder as consideration for that disposition.

The second amendment to paragraph 84(1)(c.3) provides that a corporation will
not be able to convert into paid-up capital under that paragraph contributed
surplus that arose as part of a transaction or series of transactions in which the
corporation acquired shares of another corporation that was connected with the
corporation immediately after the transaction or series of transactions. This
amendment is intended to ensure that a shareholder may-not increase the paid-up
capital of his shares by first transferring shares of a corporation to another
corporation with which the first corporation is connected in exchange for shares of
that other corporation and then having the other corporation convert the
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contributed surplus that arose on the transfer into paid-up capital of a class of its
shares. The references to sections 84.1 and 212.1 in paragraph 84(1)(c.3) have
also been removed as a consequence of this amendment, since one of the
conditions for either of those sections to apply is that shares of a corporation
must be transferred to another corporation with which it is connected.

The amendments to paragraph 84(1)(c.3) are applicable to actions taken to convert
contributed surplus into paid-up capital after Announcement Date.

New paragraph 84(1)(f), which applies after 1985, clarifies that a dividend arising
by reason of subsection 84(1) will be reduced to the extent that the increase in the
paid-up capital of the relevant class of shares arose as a result of capitalizing
contributed surplus in circumstances described in paragraph 84(1)(c.1), (¢.2) or
(c.3).

Subclause 61(3)

ITA
84(7)

Subsection 84(7) of the Act provides that an amount treated under section 84 or
212.1 to have been paid at a particular time as a dividend is to also be regarded,
for the purposes of Subdivision h of Division B in Part I of the Act, to have
become payable at that time. This amendment, which applies to dividends paid
after 1988, provides that dividends deecmed to have been paid under section 84.1
will also be treated as having become payable for these purposes, and that
dividends arising under sections 84, 84.1 or 212.1 will be treated as having become
payable for the purposes, of sections 131 (which also has application to investment
corporations under section 130) and 133 of the Act. ‘
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Clause 62
Non-Arm’s Length Disposition of Shares

ITA .
84.1 -

Section 84.1 of the Act is an anti-avoidance rule-designed to prevent the removal
of taxable corporate surplus as a tax-free return of capital through a non-arm’s
length transfer of shares by an individual resident in Canada to a corporation.

Subclause 62(1)

ITA
84.1(1)(b)

Paragraph 84.1(1)(b) of the Act treats a dividend as having been paid by a
"purchaser corporation” to a taxpayer when the taxpayer disposes of the shares of
another corporation (the "subject corporation") to-the purchaser corporation. The
amendment to this paragraph, which applies to dispositions made after May 22,
1985, clarifies that the taxpayer is also considered to have received the dividend
pa1d to h1m for the purposes of the Act. ~

Subclauses 62(2) and 3)

ITA
84.1(2)

Paragraph 84.1(2)(b) of the Act treats a taxpayer as not being at arm’s length with
a "purchaser corporation” if the taxpayer was, immediately before the disposition,
one of a group of less than 6 persons that controlled the "subject corporation”
“and, immediately after the disposition, one of a group of less than 6 persons that
controlled the purchaser corporation. For the purposes of applying this rule,
paragraph 84.1(2)(c) treats shares-that are owned by the taxpayer’s spouse or
certain corporations or inter vivos trusts as being ownéd by the taxpayer and not
by the. person who actually owned them. :

Paragraph 84 1(2)(c) is amended, applicable to dlsposmons of shares occurrlng
after Announcement Date, to treat shares owned by the taxpayer’s child, as defined
in paragraph 70(10)(a) of the Act, as being owned by the taxpayer where the child
is under 18 years of age. For these purposes, therefore, a taxpayer will be treated
as owning shares held by a grandchild or great-grandchild of the taxpayer or by
any person who is under the age of 18, is wholly dependent on the taxpayer for
support and is under the taxpayer’s custody and control.

Subparagraphs 84.1(2)(c)(ii) and (iii) are also amended to include, in determlnlng
whether a taxpayer is part of a group that controls a particular corporation, shares
owned by any trust of which the taxpayer, the taxpayer’s spouse or child or a
corporation controlled by such persons is a beneficiary, as well as shares owned by
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a corporation that is controlled by the taxpayer, the taxpayer’s spouse or child or a
trust of which any such person is a beneficiary.

New paragraph 84.1(2)(d) provides that in determining, for the purposes of
section 84.1 of the Act, whether a taxpayer has disposed of shares to a corporation
with which he does not deal at arm’s length, a trust and a beneficiary of the trust
or a person related to a beneficiary of the trust will be treated as not dealing with
each other at arm’s length. As a result, a disposition by a trust to a corporation
that is controlled by beneficiaries of the trust-or persons related to such
beneficiaries will be treated as a disposition to a corporation with which the trust
does not deal at arm’s length. New paragraph 84.1(2)(d) applies to dispositions of
shares occurring after Announcement Date.

Subclause 62(4)

ITA
84.1(2.1)

New subsection 84.1(2.1) of the Act provides a special rule that applies for the
purposes of subparagraph 84.1(2)(a.1)(ii). Paragraph 84.1(2)(a.1) applies to
determine, for the purposes of subsection 84.1(1), the adjusted cost base to a
taxpayer of a share that was acquired by the taxpayer after 1971 from ‘a person
with whom he was not dealing at arm’s length, or that was a share substituted for
such a share or for a share owned by the taxpayer at the end of 1971. The
taxpayer’s adjusted cost base, otherwise determined, of such a share is reduced
under subparagraph 84.1(2)(a.1)(ii) by the lesser of the capital gain realized by the
taxpayer or a non-arm’s length person in respect of a previous disposition and the
portion of the whole gain in respect of which a capital gains exemption was
claimed by the taxpayer or the non-arm’s length person.- The effect of this
reduction is to allow the adjusted cost base of a share to be increased on a
non-arm’s length transfer only to' the extent that any cap1ta1 gain arlsmg on that
transfer was taxed.

New subsection 84.1(2.1) applies for the purposes: of subparagraph 84.1(2)(a. 1)(11)
to treat, in certain circumstances, the taxpayer or a non-arm’s length person as
having claimed a capital gains exemption in respect of a portion of a'gain arising
on a previous disposition of the share or a share for which it was substituted.
Subsection 84.1(2.1) applies where the taxpayer or the non-arm’s length person
claims a capital gains reserve under subparagraph 40(1)(a)(iii) for the year in
which the previous disposition occurred. In such a case, the transferor will be
treated as having claimed, for the year in which the disposition took place, a
capital gains exemption in respect of the disposition equal to the lesser of two
amounts. The first amount is the total of the reserve claimed under
subparagraph 40(1)(a)(iii) by that transferor and 4/3 of the amount actually
deducted by that person for that year under section 110.6 of the Act. The second
amount is 4/3 of the maximum amount of capital gains exemption that could have
been claimed in that.year by the transferor if no reserve under

subparagraph 40(1)(a)(iii) had been claimed and if the exemption claimed by the
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transferor in the year had been applied first in respect of gains arising from
dispositions of other property. In order to ensure that the maximum amount of
the exemption that could be claimed in a year in respect of a share reflects
amounts that have already reduced the adjusted cost base of other shares in the
year, any amount determined under subsection 84.1(2.1) in respect of a share will
be treated, for the purposes of determining the maximum amount of capital gains
exemption that may be claimed in respect of the share, as having been deducted
under section 110.6. '

The following example illustrates the operation of new -
subsection 84.1(2.1). Assume that a person who was not dealing at
arm’s length with a taxpayer realized a $1,000 gain on the transfer of a
share to the taxpayer. The non-arm’s length person claims a reserve
under subparagraph 40(1)(a)(iii) in respect of $600 of the capital gain
and pays no tax on the remaining $400 capital gain by claiming a $300
capital gains exemption under section 110.6. Assume also that the
non-arm’s length person had $2,000 of unclaimed capital gains
exemption remaining after the.end of the year in which the transfer
occurred. Under new subsection 84.1(2.1) the non-arm’s length person

" would be considered to have claimed a capital gains. exemption in
respect of the whole $1,000 capital gain determined as the lesser of (a)
and (b) where:

(a) - is the total of

(i) reserve under 40(1)(a)(iii) $600
(ii) 4/3 Of the 110.6 deduction $400

and

) is 4/3 of the - maximum. amount that could
have been deducted under section 110.6 in °
respect of the taxable gain if no reserve -
under 40(1)(a)(iii) had been claimed -

SRS $1,000 -

New subsection 84.1(2.1) of the Act apphes to dispositions occurring after
AnnOuncement Date. ) :




- 134 -

Clause 63
Transfers 10 a Corporation

ITA
85

Subsection 85(1) of the Act provides rules under which a taxpayer or partnership
may transfer certain property on a tax-deferred or "rollover" basis to a taxable
Canadian corporation in exchange for consideration that includes shares of the
corporation.

Subclause 63(1)

ITA
85(1)(c.2)

New paragraph 85(1)(c.2) applies when a taxpayer who carries on a farming
business and, for income tax purposes, uses the cash method of accounting in
respect. of that business, disposes of inventory in circumstances to which section 85
applies.

New subparagraph 85(1)(c.2)(i) treats the taxpayer’s proceeds of disposition of
inventory purchased by the taxpayer and the corporation’s cost of the inventory to
be the aggregate of two amounts. The first of these amounts is the proportion of
the amount that would have been included under paragraph 28(1)(c) of the Act in
computing the taxpayer’s income, if the taxpayer’s taxation year had ended at the
time of the disposition, that the value of the purchased inventory disposed of is of
the value of all purchased inventory owned by the taxpayer at that time, The
second of these amounts is, in effect, the amount that the taxpayer would have
been able to elect to include in income for the year under paragraph 28(1)(b) of
the Act in respect of the inventory being disposed of if the year had ended
immediately before the disposition of. the inventory. The purpose of new
subparagraph 85(1)(c.2)(i) is, in part, to prevent the transfer of purchased
inventory by a taxpayer to a corporation at nil cost in order to avoid the
application of the mandatory inventory adjustment under paragraph 28(1)(c).

New subparagraphs 85(1)(c.2)(ii) and (iii) treat the proceeds of disposition of
inventory transferred to the corporation to have been received by the taxpayer and
provides that, where the corporation also computes its income using the cash
method, the corporation’s cost of the inventory shall be deemed to be an amount
paid by the corporation. These amendments are intended to ensure that the
taxpayer will include the proceeds of disposition in income under

subparagraph 28(1)(a)(i) of the Act and that the corporation will be entitled to
deduct the cost of the inventory under subparagraph 28(1)(e)(i) of the Act.

New paragraph 85(1)(c.2) applies to dispositions of property occurring after
Announcement Date. ‘
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Subclause 63(2)

ITA
85(1)(e.2)

Paragraph ‘85(1)(e.2) of the:Act applies where a taxpayer transfers property to a -
corporation under subsection 85(1) but the fair market value of the transferred
property. exceeds the fair market value of the consideration received. In that case,
where it is reasonable to regard any portion of such excess as a benefit that the
taxpayer desired to have conferred on a related person, special rules apply.

A recent modification (S.C. 1988, C. 55, subsection 58(4)) has made this paragraph
applicable with respect to a benefit conferred on the transferee corporation itself.
However, on a policy basis, such result is inappropriate where the transferee
corporation is wholly-owned by the transferor.

For that reason, the amendment to paragraph 85(1)(e.2) exempts a transfer to a
wholly-owned corporation from the application of this paragraph.

The amendment is applicable to dispositions after June 1988. This parallels the
coming into force of the previous amendment that had extended the scope of
paragraph 85(1)(e.2). :

Subclause 63(3) and (4)

ITA
© 85(1.1) and (1.2)

Subsection 85(1.1) of the Act describes the various types of "eligible property” that
may be transferred to a corporation under subsection 85(1). Eligible property
does not include a capital property of a non-resident person (other than a
non-resident insurer) that is real property or an interest in or option in respect of
such property. ‘The exclusion of real property of non-residents from the
application of subsection 85(1) is intended to ensure that Canadian tax-is not
avoided or deferred in respect of capital gains that have accrued on such property.
Under the terms of tax treaties entered into between Canada and other countries,
Canada retains the right to tax residents of another country on their capital gains
that -are realized on dispositions of real property situated in Canada. If a rollover
were provided under subsection 85(1) in respect of a transfer of such property to a
taxable Canadian corporation, however, any accrued gain in respect of Canadian
real property could be deferred or avoided by selling the shares. of the corporation.
Pursuant to many of Canada’s treaties, capital gains of non-residents from
dispositions of shares of a Canadian company may be taxed by Canada only if the
value of those shares is derived principally from real property situated in Canada.

In the case of the incorporation of a Canadian branch by a non-resident person,
the deferral of Canadian tax on real property situated in Canada is not normally a
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significant consideration in arrivﬁing at the decision to incorporate. Accordingly,
subsection 85(1.1) is being amended, by adding new paragraph (h), to allow a
non-resident to transfer real property under subsection 85(1) where the property
was used by the non-resident in the course of cartying on a business in Canada
and the conditions set out in new subsection 85(1.2) of the Act are met.

New subsection 85(1.2) sets out three conditions that must be met in order for a
non-resident to- transfer real property to a Canadian corporation under

subsection 85(1). These conditions are intended to ensure that only those
transfers that are part of the incorporation of a Canadian branch are allowed on a
tax-deferred basis under subsection 85(1). First, the transfer must be to a
corporation controlled by the taxpayer, persons related to the taxpayer or the
taxpayer together with those persons. Second, all or substantially all of the
property used in the course of carrying on the business in Canada in which the
real property is used must be transferred by the taxpayer to the corporation.
Finally, the transfer cannot be part of a series of transactions in which control of
the corporation was acquired by a person or group of persons. In this regard,
subsection 256(7) of the Act has been amended to provide that certain acquisitions
of control, including those involving related persons, will not be considered to be
an acquisition of control for the purposes of new subsection 85(1.2).

New paragraph 85(1)(h) and subsection 85(1.2) of the Act apply to dispositions
occurring after 1989 and, where the transferor is a resident of a country with
which Canada has a tax treaty and a provision of that treaty that was prescribed
for the purposes of section 115.1 was effective for the time at which the
disposition occurred, to dispositions occurring after 1984.

Subclause 63(5) and (6)

ITA
85(4)

Subsection 85(4) of the Act applies where a taxpayer disposes of capital property
or eligible capital property to a corporation that is controlled by the taxpayer, the
taxpayet’s spouse or a person or group of persons by whom the taxpayer is
controlled. Paragraph 85(4)(a) will apply in these circumstances to deny to the
taxpayer any capital loss or deduction under paragraph 24(1)(a) that would
otherwise arise from the disposition. Where the taxpayer owns shares of the
corporation, paragraph 85(4)(b) will add the denied loss to the adjusted cost base
of those shares.

The preamble to subsection 85(4) is amended, applicable to dispositions occurring
after Announcement Date, to remove the requirement that the taxpayer would
have, but for the application of certain other provisions of the Act, realized a
capital loss or had a deduction pursuant to paragraph 24(1)(a). Since the rules in
paragraphs 85(4)(a) and (b) will apply only where a taxpayer realizes a capital loss
or has a deduction pursuant to paragraph 24(1)(a), this requirement is superfluous.
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Paragraph 85(4)(a) currently applies, notwithstanding certain other enumerated
provisions of the Act, to deem a taxpayer’s capital loss or deduction under
paragraph 24(1)(a) to be nil. The amendment to this paragraph, which is
applicable after 1989, provides that it is to apply notwithstanding any other
provision of the Act.

Paragraph 85(4)(b) is amended to provide that where a share is disposed of by a
corporate taxpayer, the amount to be added to the taxpayer’s adjusted cost base in
respect of shares it owns in the controlled corporation is limited to the amount by
which the loss realized by the taxpayer on the disposition of the share to the -
controlled corporation exceeds the amount by which the taxpayer’s loss would, but
for paragraphs 40(2)(¢e) and 85(4)(a), have been reduced by reason of

subsection 93(2) or subsection 112(3) or (3.2). Where the taxpayer is a
partnership, the reduction to the amount added to its adjusted cost base will be
equal to the total amount by which subsection 112(3.1) reduced the amount of the
loss of a corporate member of the partnership. The amendment to

paragraph 85(4)(b), which applies to dispositions occurring after Announcement
Date, is intended to ensure that this provision does not operate to override the
rules in subsections 93(2) and 112(3), (3.1) and-(3.2) by adding the portion of any
loss denied under those subsections to the adjusted cost base of the shares of the
controlled corporation owned by the taxpayer.
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Clause 64
Amalgamations

ITA
87

Section 87 of the Act provides rules which apply on the amalgamation of two or
more taxable Canadian corporations. The amalgamated corporation is generally
treated as a continuation of the predecessor corporations for the purposes of the
Act. '

Subclause 64(1)

ITA
87(2)(b)

Paragraph 87(2)(b) of the Act provides that, where a predecessor corporation has
used the cash method of accounting prior to its amalgamation with another
corporation, the new corporation formed on the amalgamation will be treated as
having acquired the inventory of that predecessor corporation at a cost equal to
the specified value of the inventory to that predecessor for its last taxation year
(as allowed under paragraph 28(1)(b) of the Act).

This amendment to paragraph 87(2)(b) adds a reference to paragraph 28(1)(c) of
~ the Act and is intended to ensure that, where a corporation receives inventory on
an amalgamation from a predecessor corporation that computed its income under

the cash method, the cost of that inventory to the new corporation will include the

amounts, if any, included in computing the predecessor corporation’s income under
both of paragraphs 28(1)(b) and (c) of the Act.

Paragraph 87(2)(b) is also amended to provide that, where the new corporation
also computes its income under the cash method, the cost of the inventory to the
new corporation will be deemed to be an amount paid by the new corporation.
This amendment ensures that the new corporation will be entitled to deduct the
cost of the inventory under subparagraph 28(1)(e)(i) of the Act.

These amendments are generally applicable to amalgamations occurring after 1988.
Subclause 64(2)

ITA
87(2)(d)(ii)(C)

Clause 87(2)(d)(ii)(C) of the Act contains an incorrect reference to subparagraph
13(5)(a)(ii). Subsection 13(5) was amended, effective for taxation years and fiscal
periods commencing after June 17, 1987 that end after 1987, and the previous
subparagraph 13(5)(a)(ii) was renumbered as subparagraph 13(5)(b)(ii). Clause
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- 87(2)(d)(ii)(C) is, therefore, amended as a consequence of the amendment to
subsection 13(5), to refer to new subparagraph 13(5)(b)(ii), effective for taxation
years commencing after June 17, 1987 that end after 1987.

. Subclause 64(3)

ITA
87(2)(1.3)

Paragraph 87(2)(j.3) of the Act provides that a corporation formed as a
result of an amalgamation under section 87 is treated as the same
corporation as its predecessors for the purposes of paragraph 20(1)(00)
and other specified provisions.. A similar rule also applies to a parent
corporation-on the winding-up of its subsidiary under section 88 by

virtue of the reference to paragraph 87(2)(j.3) in paragraph 88(1)(e.2).

The effect of the reference to paragraph 20(1)(00) is to-permit an
amalgamated corporation or parent corporation, as the case may be, to
deduct amounts included in employees’ income as-a deferred amount under
a salary deferral arrangement where such inclusion relates to services
rendered to one of its predecessors or to a subsidiary before bemg wound up.

Paragraph 87(2)0 3) is amended by adding a reference to new

paragraph 20(1)(pp) so that deductions for an amalgamated corporation or

- parent corporation are determined as if such corporation were the same
corporation as each of its predecessors or its subsidiary. This amendment is
strictly consequential to the introduction of new paragraph 20(1)(pp) relating to
salary deferral arrangements.

The amendment applies to'amalgamations occurring and windings-up
commencing after 1985. '

Subclause 64(4)

ITA
87(2)(j.6)

Paragraph 87(2)(].6) of the Act provides that a corporation formed as the result of
an amalgamation is considered, for the purposes of a number of provisions of the
Act, to be the same corporation-as and a continuation of each predecessor
corporation. Paragraph 87(2)(j.6) is amended to provide that this treatment also
applies for the purposes of the newly introduced "available-for-use" rules in

section 13 -- in particular for the two-year rolling start rule in new

paragraphs 13(27)(b) and 28(c) and the special rule for long-term projects in new
subsection 13(29).

The amendment to paragraph 87(2)(j.6) applies with respect to amalgamations
occurring and, pursuant to paragraph 88(1)(e.2) of the Act, windings-up
commencing after 1989,
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Subclause 64(5)

ITA
87(2)(m)

Paragraph 87(2)(m) of the Act provides that, for the purpose of computing the
income of a corporation formed as a result of an amalgamation for a taxation
year, any amount claimed by a predecessor corporation as a capital gain reserve
under subparagraph 40(1)(a)(iii) for its last taxation year is to be treated as having
been claimed by the new corporation for a taxation year immediately preceding its
fiscal taxation year and to be the amount determined under

subparagraph 40(1)(a)(i) in respect of that property. Paragraph 87(2)(m) is
amended to provide equivalent treatment in respect of a reserve claimed by a
predecessor corporation under subparagraph 44(1)(e)(iii) of the Act for its last
taxation year ending before the amalgamation.

This amendment is applicable to amalgamations occurring and, pursuant to
paragraph 88(1)(e.2), windings-up commencing after 1989.

Subclause 64(6)

ITA
87(2)(z.1)

Paragraph 87(2)(z.1) of the Act provides rules for computing the capital dividend
account of a new corporation formed as a result of an amalgamation and
accordingly determines the amount of capital dividends that can be paid by the
new corporation to its shareholders. Paragraph 88(1)(e.2) of the Act applies this
provision to windings-up. '

The amendment to paragraph 87(2)(z.1), which applies to the computation of
capital dividend accounts after Announcement Date, treats the new corporation
formed on an amalgamation to be the same corporation for the purpose of
computing the new corporation’s capital dividend account. The purpose of this
amendment is to ensure that a "negative balance" in a predecessor corporation’s
capital dividend account (that is, deductions that are in excess of the additions .
made in computing that corporation’s account before the -amalgamation) flows °
through to the new corporation, thereby preventing an overstatement of its capital
dividend account and an overpayment of tax-free capital dividends. The rule will
continue to prohibit a flow-through of a predecessor corporation’s capital dividend
account where subsection 83(2.1) of the Act would have applied to restrict that
corporation’s ability to pay capital dividends to its shareholders.
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Subclause 64(7)

ITA
87(2)(bb)

Paragraph 87(2)(bb) of the Act provides rules that apply in calculating the capital
gains. dividend account and refundable capital gains tax-on hand of a mutual fund
corporation formed as result of an amalgamation. Two amendments are being
made to this paragraph. L

The first amendment extends the rules in paragraph 87(2)(bb) to investment.
corporations that are not also mutual fund corporations. The second amendment
provides that the amounts determined under subparagraphs 131(6)(b)(i) and . (ii)
and (d)(i) and (ii) of the Act in respect of a predecessor mutual fund corporation
or investment corporation will be added to the -amounts determined under those
provisions for the new corporation. As a result, the new corporation will continue
to carry any positive or negative balance in the accounts of a predecessor mutual
fund corporation or investment corporation immediately before the amalgamation.
The amendments to paragraph 87(2)(bb) are applicable to amalgamations
occurring after Announcement Date and, where the taxpayer notifies the Minister
of National Revenue before 1993, to amalgamations occurring after 1986.

Subclause 64(8)

ITA
87(2)(11y

" Paragraph 87(2)(1l) of the Act provides that, for the purpose of computing the

. amount of any reserve under paragraph 20(1)(n) in respect of a property sold in
the-course of business, or under subparagraph '40(1)(a)(iii) in respect of a
disposition of property, a corporation formed as a result of an amalgamation shall
be deemed to be the same corporation as and a continuation of the amalgamating
corporation which sold or disposed of the property. This amendment adds a
reference to subparagraph 44(1)(e)(iii) of the Act in -subparagraph 87(2)(ll)(ii), and
is intended fo treat an amalgamated corporation in the same manner as its
predecessor corporation for the purpose of computing any -reserve available under
subparagraph 44(1)(e)(iii) in respect of a property disposed of by the predecessor.

This amendment is applicable to amalgamatiohs occurring and, pursuant to
paragraph 88(1)(e.2), windings-up commencing after 1989.

Subclause 64(9)

ITA
87(4.2)

Subsection 87(4.2) of the Act treats preferred shares issued on an amalgamation,
in exchange for substantially similar shares issued by a predecessor corporation, as
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having been issued at the same time and under the same circumstances as the
shares issued by the predecessor corporation. New paragraph 87(4.2)(f), which
applies to the 1988 and subsequent taxation years, provides that a new share
issued on an amalgamation in exchange for a share of a predecessor corporation
is, for the purposes of paragraphs 191(4)(d) and (e) of the Act, to be treated as
having been issued for the same .consideration, to be the same share and to have
been issued for the same purpose, as. the exchanged share. This new paragraph is
intended to exempt certain dividends paid on such new shares from tax under
Parts IV.1 and VL1 of the Act where the "specified amount" in respect of the
exchanged share under subsection 191(4) did not exceed its fair market value and
the same amount is specified in respect of the new share,

Subclause 64(10)

ITA
87(4.4)

Under the existing flow-through share rules, a corporation formed as a
consequence of an amalgamation may not renounce resource expenditures incurred
by it after the amalgamation pursuant to a flow-through share agreement entered
into before the amalgamation. New subsection 87(4.4) of the Act is introduced so
renunciations of such resource expenditures will generally not be restricted as a
consequence of an amalgamation under section 87 of two or more corporations
(referred to herein as a "predecessor corporations"”) each of which was a
principal-business corporation (within the meaning assigned by

paragraph 66(15)(h)) or a corporation that had never catried on business.

Subsection 87(4.4) applies where a predecessor corporation issued a

flow-through share before an amalgamation and the terms and conditions

of the new share issued in lieu of the flow-through share on the amalgamation are
the same as, or substantially the same as, the terms and conditions of

the flow-through share. - The new rule also applies where the predecessor
corporation merely granted a right to have a flow-through share issued and the
new share, to be issued by the amalgamated corporation in lieu of such right, is
not a share prescribed under paragraph 66(15)(d 1) (Part LXII of the Regulations
prescribes shares for this purpose).

This amendment is applicable after February, 1986.
Subclause 64(11)

ITA
87(9)

Subsection 87(9) of the Act provides rules dealing with an amalgamation of two or
more corporations in which shares of the corporation controlling those
corporations are issued to the predecessor corporations’ shareholders. New
paragraphs 87(9)(a.1) and (a.2), which apply to amalgamation and mergers
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occurring after 1986, are intended to clarify that subsections 87(4.1) to (4.3) -
which operate to extend the "grandfathering” applicable to certain shares that are
exchanged for similar shares issued on an amalgamation - will also be available, in
certain circumstances, in respect of shares issued on an amalgamation to which
subsection 87(9) applies.
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Clause 65
Windings-Up

ITA
88

Section 88 of the Act deals with the tax consequences arising on the winding-up of
a corporation. Subsection 88(1) provides rules which apply where a subsidiary has
been wound-up into its parent, provided that both corporations are taxable
Canadian corporations and the parent owns not less than 90% of the issued shares
of each class of the subsidiary’s capital stock.

Subclause 65(1)

ITA
88(1)(a) i)

Subparagraph 88(1)(a)(ii) of the Act provides that any eligible capital property of
a subsidiary is deemed to have been disposed of on its winding-up for proceeds
equal to twice the cost amount to the subsidiary of the property immediately
before the winding-up. The purpose of this rule is to treat such property as
having been disposed of for an amount that produces neither income nor loss to
the subsidiary. To preserve this rollover treatment, subparagraph 88(1)(a)(ii) is
amended, applicable to distributions made on the winding-up of a subsidiary in
taxation years of the subsidiary commencing after June 1988, to treat the
subsidiary’s proceeds of disposition of eligible capital property to be 4/3 of the cost
amount to the subsidiary of such property immediately before the winding-up.
This amendment reflects the increase, for taxation years of corporations
commencing after June 30, 1988, in the inclusion rate for eligible capital property
from 1/2 to 3/4.

Subclause 65(2)

ITA
88(1)(a.2)

Subsection 88(1) of the Act treats the property, other than a partnership interest,
~of a subsidiary corporation that is distributed to its parent corporation on a
winding-up of the subsidiary as having been disposed of by the subsidiary for
proceeds of disposition that generally result in a tax-deferred transfer or "rollover"
of the property to the parent corporation.

Paragraph 88(1)(a.2) provides that a partnership interest distributed to the
subsidiary’s parent on the winding-up will be treated as not having been disposed
of by the subsidiary on the winding-up. Instead, paragraph 87(2)(e.1) of the Act,
which applies to windings-up under subsection 88(1) by reason of

paragraph 88(1)(e.2), will treat the parent as the same corporation as and a
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continuation of the subsidiary so that the cost of the partnership interest to the
subsidiary, as well as any adjustments required to be made in computing the
adjusted cost base to the subsidiary of the partnership interest, will be taken into
account in computing any gain or loss from a subsequent disposition of the
partnership interest by the parent corporation.

New paragraph 88(1)(a.2) provides an exception, for the purposes of

paragraph 98(5)(g), from the rule that a subsidiary’s partnership interest will not
be considered to have been disposed of on its winding-up. The purpose of this
-exception is to provide that, where the parent and its subsidiary were the only
members of a partnership and subsection 98(5) otherwise applies, the subsidiary :
will be treated for the purposes of paragraph 98(5)(g) as having disposed of its
partnership interest and the parent will be eligible for an addition-to the cost base
of certain property received by it on the dissolution of the partnership. New
paragraph 88(1)(a.2) is applicable with respect to windings-up ‘commencing after
January 15, 1987.

Subclause 65(3)
ITA

88(1)(c)(i)

Subsection 88(1) of the Act sets out detailed rules dealing with the winding-up of
a taxable Canadian corporation into a parent corporation that owns at least 90 per
cent of its shares. -Paragraph 88(1)(a) of the Act determines the proceeds of
disposition to the subsidiary of any property that was distributed to the parent on -
the winding-up. The amount of the proceeds of disposition of a property to the
subsidiary under paragraph 88(1)(a) is also used in determining the cost of that -
property to the parent corporation under paragraph -88(1)(c). In the case of a:
property of the subsidiary that is not a Canadian or foreign resource property, an
eligible capital property or an interest in a partnership, subparagraph 88(1)(a)(iii)
treats the proceeds of disposition of the property to the subsidiary as being equal
to the cost amount of that property to the subsidiary immediately before the
winding-up. ‘ o

Subsection 80(1) of the Act is intended to apply in certain circumstances where a
debt owing by a subsidiary to its parent is settled or extinguished on a winding-up
for less than its principal amount. The resuiting gain reduces, in turn, the amount
of the subsidiary’s deductible losscarry-overs from preceding taxation years, the
capital cost of its depreciable property and the adjusted cost base of any other
capital property. Since the subsidiary’s proceeds of disposition of a property and
the parent’s cost of the property is determined on the basis of the cost amount of
that property to the subsidiary immediately before the winding-up, it may be -
contended that the reductions in the cost amount of the property to the subsidiary
required to be made under paragraph 80(1)(b) on the winding-up are not reflected
in the cost amount of the property to the parent.

Subparagraph 88(1)(c)(ii) is amended, applicable to windings-up commencing after
Announcement Date, to clarify that the cost amount to the parent of a property
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distributed to the parent by the subsidiary on its winding-up reflects any reductions
of the cost amount to the subsidiary of the property required to be made under
paragraph 80(1)(b) on the winding-up.

Subclause 65(4)

ITA
88(1)(d)

Subsection 88(1) of the Act sets out detailed rules relating to the winding-up of a
subsidiary into a parent corporation that owns at least 90% of its shares. On a
winding-up of such a subsidiary, paragraphs 88(1)(c) and (d) permit the parent to
increase the cost base of certain non-depreciable capital property owned by the
subsidiary in circumstances where the adjusted cost base of the parent’s shares in
the subsidiary exceeds the net tax value of the subsidiary’s assets. This increase in
the cost base under paragraph 88(1)(d) does not apply to depreciable property nor
to assets acquired by the subsidiary as a result of a transfer to it of property in
the course of a "butterfly reorganization" described in paragraph 55(3)(b) of the
Act.

New paragraph 88(1)(d) amends the exception for butterfly reorganizations by
providing that a cost base increase is not available with respect to propetty
transferred to a subsidiary in the course of a reorganization described in
paragraph 55(3)(b) where, in order to effect the direct or indirect transfer of the
property to the parent as required by paragraph 55(3)(b), the subsidiary was
wound-up. Therefore, property which was the subject of a previous butterfly
reorganization: may qualify under paragraph 88(1)(d). For example, where an
arm’s length purchaser acquires for fair market value the shares of a subsidiary
that owns non-depreciable capital property which was the subject of a previous
butterfly reorganization, the purchaser corporation, on a subsequent winding-up of
the subsidiary, may be entitled to an increase in the cost base of that property of
the subsidiary distributed to it on the winding-up. This amendment applies with
respect to windings-up commencing after September, 1988.

New paragraph 88(1)(d) also provides that an increase in cost base will not be
available with respect to property transferred to a subsidiary by the parent or by
any person or partnership that was not, otherwise than by reason of a right
referred to in paragraph 251(5)(b) of the Act, dealing at arm’s length with the
parent. Therefore, property transferred to a corporation by a subsequent
purchaser of the corporation will not qualify for this increase on the winding-up of
the corporation into the purchaser. This amendment applies to windings-up
commencing after Announcement Date.
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Subclause 65(5)

ITA
(D)

Clause 88(1)(d)(i)(C) of the Act provides that, for the purpose of computing the
amount by which the cost of certain capital property of a subsidiary may be
increased on a winding-up of the subsidiary into its parent, any reserve referred to
in paragraph 20(1)(n), subparagraph 40(1)(a)(iii) or section 64 that was deducted
in computing the subsidiary’s income for the year in which it was wound-up is not
to be deducted from the cost amount of the subsidiary’s property (or the amount
of any money on hand). The parent corporation, is, however, entitled to claim any
.such reserve to the extent that the subsidiary would havc been permitted to do so
had the wmdmg—up not occurred.

This amendment, which applies to windings-up commencing after 1989, provides
that reserves claimed under subparagraph 44(1)(e)(iii) of the Act are also not to
be deducted under clause 88(1)(d)(i)(C). Pursuant-to an amendment to
paragraph 87(2)(ll) of the Act, the parent corporation-will, instead, be entitled to
claim a reserve under subparagraph 44(1)(6)(111) in respect of a disposition of
property by its’ subsndlary

Subclause 65(6)

ITA :
88(1)(@)(1.1)

Subparagraph 88(1)(d)(i.1) of the Act limits the amount by which the cost of
certain capital property of a subsidiary may be increased on a winding-up where
the parent corporation or a corporation with which the parent was not dealing at
arm’s length has received particular types of dividends on shares of the-subsidiary.
This amendment, which applies to windings-up commencing after 1987, provides
that in determining for the purposes of subparagraph 88(1)(d)(i.1) whether a
corporation deals at arm’s length with the parent corporation, a right referred to
in paragraph 251(5)(b) of the Act in respect of the subsidiary may be ignored. -

Subclause 65(7) and (8)

ITA
88(1)(e.2)

Under paragraph 88(1)(e.2) of the Act, many of the rules- Wthh apply on the
winding-up of a subsidiary into its parent are established by reference to specific
provisions in section 87 of the Act dealing with corporate amalgamations. This
paragraph is amended, applicable to windings-up ending after June 18, 1987, to
delete ‘the reference to paragraph 87(2)(e.2) which appliés to certain properties
used or held by a predecessor corporation in the course of carrying on the
business of insurance or lending money. This reference is not required since
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subparagraphs 88(1)(a)(iii) and (c)(ii) of the Act provide the rules that apply on a
winding-up to properties described in paragraph 87(2)(e.2).

This paragraph is also amended, as a consequence of an amendment to

paragraph 87(2)(z.1) of the Act, by repealing subparagraphs 88(1)(e.2)(xi) and (xii).
This latter amendment, which relates to the capital dividend account of a
subsidiary, applies to the computation of such accounts after Announcement Date.

Subclause 65(9)

ITA
88(1)(c.8)

Paragraph 88(1)(e.8) of the Act provides that, for the purposes of determining a
parent corporation’s eligibility for certain investment tax credits and for the
one-month extension of the date on which the balance of its tax under Part I of
the Act is due, the taxable income and business limit of its subsidiary, for the
taxation year in which its assets were transferred to the parent on a winding-up,
are to be included in the taxable income and business limit of the parent. This
paragraph is amended, applicable to windings-up commencing after May 23, 1985,
to replace the reference therein to paragraph 127.1(2)(a) with a reference to the
definition "qualifying corporation” in subsection 127.1(2), in order to reflect
amendments made to that subsection as of that date.

Subclause 65(10)

ITA
88(1.1)(b)

Subsection 83(1.1) of the Act permits a parent corporation to claim the non-
capital losses, restricted farm losses, farm losses and limited partnership losses of a
subsidiary that has been wound up if the parent owned at least 90 per cent of the
subsidiary’s issued shares. Paragraph 88(1.1)(b) stipulates that the only losses that
flow through to the parent corporation are those that the subsidiary itself could
have deducted in its first taxation year commencing after the commencement of
the winding-up. Thus a loss which was no longer available to a subsidiary by
reason of the expiry of the carry forward period under section 111 of the Act or
because it was claimed by the subsidiary under Part IV of the Act may not be
utilized by the parent following the winding-up.

Since non-capital losses and other loss carryovers may not be deducted in the
taxation years in which they arise, the rule in paragraph 88(1.1)(b) denies the flow-
through of the losses of a subsidiary which arise before the completion of the
winding-up, but during the subsjdiary’s first taxation year beginning after the
winding-up. In order to allow such losses to be used by a parent corporation,
paragraph 88(1.1)(b) is amended, effective for the 1985 and subsequent taxation
years, to apply to losses that would otherwise have been deductible by the
subsidiary in any taxation year following the winding-up.
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This amendment also clarifies that where the losses of a. subsidiary. become. . .-
available to its parent corporation following the winding-up of the subsidiary,
those losses will. again be flowed through on a subsequent winding-up of the
parent into its parent corporation.

Subclause 65(11)

ITA
88(1.1)(e)

Where control of & parent or subsidiary corporation has been acquired, special
rules in paragraph 88(1.1)(e) of the.Act apply to restrict the amount that the
parent may deduct.following the winding-up of the subsidiary in respect of losses
of the subsidiary incurred before the acquisition of control. This provision is
amended to.clarify, together with the other amendments to subsection 88(1.1)
described above,'that where, following a winding-up the losses of a subsidiary
become available to its parent, those losses will again be flowed through on a
subsequent winding-up of the parent into its parent corporation. However, to the
extent that the deductibility of those losses was limited by paragraph 83(1.1)(e)
following the first winding-up, this paragraph will now ensure that the same .
limitations apply following the subsequent winding-up in computing taxable income
for the 1990 and subsequent taxation years.

Subclause 65(12)

ITA
88(1.1)(f)

Where there has been a winding-up of a-subsidiary corporation, subsection 88(1.1)
of the Act treats the deductible non-capital losses,. restricted farm losses, farm
losses and limited partnership losses of the subsidiary as losses of its parent
corporation for the taxation year of the parent in which the subsidiary’s loss year
ended. This amendment provides that, where this rule applies to deem a
subsidiary’s loss to be a loss of the parent for a taxation year of the parent
commencing after the commencement of the winding-up, the parent may elect to
treat the loss as having arisen in its preceding taxation year. This election, which
may be made in respect of the 1985 and subsequent taxation years, would be made
by a parent corporation in order to enable it to deduct the loss in computing
taxable income for its taxation year in which the subsidiary’s loss year ended.

Subclause 65(13)

ITA | | L
88(1.2) |

Subsection 88(1.2) of the Act allows a parent ‘.corpdratit.)n to utilize the net capitél
losses of a subsidiary corporation which has been wound up if the parent owned at




- 150 -

least 90% of the subsidiary’s issued shares. This provision is amended, effective
for the 1985 and subsequent taxation years, to parallel the changes proposed to
subsection 88(1.1) of the Act which provides a similar flow-through for non-capital
losses, restricted farm ‘losses, farm losses and limited partnership losses.

These changes provide that:

» net capital losses incurred by a subsidiary in its first taxation year commencing
after the commencement of the winding-up may be utilized by its parent
corporation

» where net capital losses of a subsidiary become available to a parent corporation
following the winding-up of the subsidiary, those losses will be flowed through
on a subsequent winding-up of the parent into its parent corporation

« where under subsection 88(1.2) a net capital loss of a subsidiary would be
treated as a loss of its parent for a taxation year commencing after the
commencement of the winding-up, the parent may elect to treat the loss as
being its loss for thé immediately preceding year.

For further information reference may be made to the commentary describing the
parallel amendments to subsection 88(1.1) of the Act.

Subclause 65(14)

ITA
88(1.6)

New subsection 88(1.6) of the Act provides rules that apply where a subsidiary
corporation that calculates its income under the cash method is wound up in
circumstances to which subsection 88(1) applies.

First, new subsection 88(1.6) treats the cost amount of purchased inventory of the
subsidiary immediately before it is wound up to be the aggregate of two amounts.
The first amount is the proportion of the amount that would have been included
under paragraph 28(1)(c) of the Act in computing the subsidiary’s income if its
taxation year had ended at the time of the winding-up that the value of the
purchased inventory being distributed to the parent is of the value of all purchased
inventory owned by the Subsidiary at that time. The second amount is such
additional amount as the subsidiary may elect; not exceeding the excess of the fair
market value of the inventory over the first amount described above. The purpose
of this amendment, in part, is to ensure that the winding-up of a corporation will
not avoid the application the mandatory inventory adjustment under

paragraph 28(1)(c).

Second, new subsection 88(1.6) provides that the subsidiary will be treated as
having received, and a parent that calculates its income under the cash method
will be treated as having paid, an amount equal to the cost amount of the
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inventory distributed to the parent. These amendments ensure that the subsidiary
will include this amount in its income under subparagraph 28(1)(a)(i) of the Act
and that the parent will be able to deduct the same amount under

subparagraph 28(1)(e)(i) of the Act.

These amendments apply to wmdmgs up commencmg after Announcement Date.
Subclauses 65(15) and (17)

ITA
88(2)

Subsection 88(2) of the Act provides rules relating to the computation and- ...
distribution of the capital dividend account, capital gains dividend account (in the
case of a non-resident owned investment corporation) and pre-1972 capital surplus
on hand of a Canadian corporation that is°wound up in circumstances to which
subsection 88(1) does not apply. The amendments to paragraphs 88(2)(a) and (b).
of the Act, which apply to: windings-up commencing after 1988, extend the -
application of the rules currently provided in subsection 88(2) to the capital gains
dividend account of investinent corporatlons and are intended to ensure that such
accounts may be distributed as capital gains d1v1dends to shareholders of an
investment corporation that is wound up.

Subclauses 65(16) and (18)

ITA
88(2)

Subsection .88(2) of the Act applies to a winding-up of a Canadian corporation to
which subsection 88(1) does not apply. Subparagraph 83(2)(a)(vi) provides that
paragraph 12(1)(t) of the Act, which requires investment tax credits claimed in
preceding taxation years to be included in computing a-taxpayer’s income to the
extent that they have not been applied to reduce the tax basis of the related
expenditure, is to also apply in respect of investment tax credits claimed by the
corporation in the year in which all or substantlally all of its pr0perty is
distributed on a wmdmg-up

Subparagraph 88(2)(a)(v1) is repealed applicable after 1987 and re-enacted as new
paragraph 88(2)(c) in order to clarify that it applies for the purposes of computing
.the corporation’s income and not for the purposes of computing the corporation’s
capital dividend account, capital gains dividend account or pre-1972 capltal surplus :
on hand '
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Subclause 65(19)

ITA .
88(3)

Subsection 88(3) provides that shares of a foreign affiliate of a taxpayer that are
transferred to the taxpayer on the dissolution of a controlled foreign affiliate of
the taxpayer will be considered to have been disposed of by the controlled foreign
affiliate, and to have been acquired by the taxpayer, for any amount elected by the
taxpayer that is between the adjusted cost base and the fair market value of the
shares. The taxpayer’s proceeds of disposition of the controlled foreign affiliate’s
shares are equal to the amount by which the elected amount and any non-share
consideration received on the disposition exceeds any debts of the controlled
foreign affiliate that were assumed or cancelled by the taxpayer on the dissolution.

Subsection 88(3) is amended, applicable to. dissolutions occurring after

. Announcement Date, to provide that dividends owing to the taxpayer, or to a
person with whom the taxpayer was not dealing at arm’s length, by the controlled
foreign affiliate at the time of the dissolution will not reduce the taxpayer’s
proceeds of disposition of the controlled foreign affiliate’s shares.

Subclause 65(20)

ITA
88(4)

Subsection 88(4) of the Act provides special rules for determining whether control
of a corporation has been acquired for the purposes of paragraphs 88(1)(c) and
(d). Paragraphs 88(1)(c) and (d) apply in certain circumstances to allow a parent
corporation to increase the adjusted cost base of non-depreciable capital property
acquired from a subsidiary corporation on a winding-up of the subsidiary. This
increase is available only ‘in respect of property that was owned by the subsidiary
since the parent last acquired control of the subsidiary.

Subsection 838(4) currently provides that, in determining whether control of a
corporation has been acquired, control shall not be treated as having been
acquired by reason of an amalgamation and any corporation formed as a result of
an amalgamation of two or more predecessor corporations is to be treated as the
- same corporation as and a continuation of the predecessor corporations. In the
case of a subsidiary formed as a result of an amalgamation, the effect of the rules
in subsection 88(4) is to treat the relevant holding period as commencing at the
time the parent acquired control of the predecessor. Subsection 88(4), however,
applies only for the purposes of determining whether control of a corporation has
been acquired and not for the purposes of determining whether property was
owned by the subsidiary throughout the relevant period. The amendment to
subsection 88(4), which applies to windings-up commencing after March 31, 1977,
provides that the rules in that subsection apply generally for the purposes of
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paragraphs 83(1)(c) and (d) and not only for the purposes of determining whether
control of a corporation has been acquired.
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Clause 66
Definitions Relating to Corporations

ITA
89

Section 89 of the Act defines certain terms that apply in relation to corporations
resident in Canada and their shareholders.

Subclauses 66(1) and (2)

ITA
89(1)(b)

"capital dividend account"

Paragraph 89(1)(b) of the Act defines the "capital dividend account" of a
corporation. Where a corporation has elected to pay a dividend out of its capital
dividend account, the dividend is not subject to tax in the hands of a shareholder
resident in Canada.

A corporation’s capital dividend account excludes that portion of any capital gain
that accrued in respect of a property while it was a property of a corporation that
was not a private corporation or a corporation described in section 130, 130.1 or
131 of the Act and, in certain circumstances, that accrued while the property was a
property of a corporation controlled by non-residents or a corporation exempt
from tax under Part I of the Act. Paragraph 89(1)(b) currently provides that gains
that accrued on "designated property", which is essentially property owned by a
corporation prior to November 13, 1981, are not subject to these exclusions. The
definition "capital dividend account" is amended, for taxation years ending after
November 26, 1987, to provide that capital gains in respect of dispositions of
designated property will be excluded in calculating a corporation’s capital dividend
account to the extent that the gain accrued while the property was owned by a
corporation controlled by non-residents or by an exempt corporation.

Subclause 66(3)

ITA
89(1)(c)

"paid-up capital"

Subparagraph 89(1)(c)(ii) of the Act defines "paid-up capital” in respect of a class
of shares of the capital stock of a corporation. Due to the special attributes of
shares of certain cooperative corporations and credit unions, the definition of
paid-up capital may be difficult to apply in the case of such shares. In
conjunction with the amendment to the definition of "share” in subsection 248(1)
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of the Act, subparagraph (ii) of the definition of "paid-up capital” is therefore
amended, applicable after 1988, to provide that where the statute under which a
cooperative corporation or credit union was incorporated does not provide for the
concept of paid-up capital in respect of a class of shares, the paid-up capital of
that class is to be treated as being the aggregate of all amounts received less
amounts repaid by the corporation in respect of shares of that class issued and
outstanding at the time of computation.

Subclause 66(4)

ITA
89(1)(H)

"private corporation”

Paragraph 89(1)(f) of the Act defines the term "private corporation” which, by
virtue of subsection 248(1), has application for all purposes of the Act.

Two amendments are being made to this paragraph, applicable after
Announcement Date. The first amendment provides that a corporation that is
controlled by one or more federal Crown corporations prescribed under

section 7100 of the Regulations or by a combination of public corporations and
prescribed federal Crown corporations will not qualify as a private corporation.
~The second- amendment provides that a.public corporation. that is a venture capital
corporatlon prescribed under section 6700 of the Regulations will not be 1ncluded
as a publlc corporation for the purposes of this paragraph
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Clause 67
Income from Foreign Affiliates -«

ITA
91(6)

Where a taxpayer resident in Canada has received a dividend on a share out of the
taxable surplus of a controlled foreign affiliate, subsection 91(5) of the Act permits
a deduction, from the amount that would otherwise be included in computing the
taxpayer’s income in respect of the dividend, in respect of the previously taxed
foreign accrual property income that was added to the-adjusted cost base of the
share.

New subsection 91(6) applies with respect to the shares of a foreign affiliate
acquired by a taxpayer that is a taxable Canadian corporation from another
corporation resident in Canada with which the taxpayer was not dealing at arm’s
length. This new subsection provides that, for the purposes of subsection 91(5) of
the Act, any amount of foreign accrual property income required to be added or
deducted. to the adjusted cost base to the other corporation of such shares is to be
treated as having been added or deducted in computing the adjusted cost base to
the taxpayer of the shares. As a result, where the taxpayer receives a dividend out
of the taxable surplus of the foreign affiliate, the taxpayer will be able to deduct
from that dividend an amount representing the foreign accrual property income of
the foreign affiliate that was previously taxed in the hands of the other corporation
from which it acquired the shares. New subsection 91(6) applies to the 1990 and
subsequent taxation years.
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Clause 68
Disposition of Shares of Foreign Affiliates

ITA
93

Section 93 of the Act contains a number of rules relating to the disposition by a
» corporation of shares of a foreign affiliate.

Subclause 68(1)
ITA
93(1)-

Subsection 93(1) of the: Act permits a corporation resident in Canada to treat a
portion of the proceeds from the disposition of a share of a foreign affiliate by it
or another foreign affiliate as a dividend. The dividend is treated as having been -
received, immediately before the disposition, from the’ affiliate by the disposing -
corporation or disposing affiliate and reduces that corporatlon S proceeds of
disposition. - .

The amendments to subsection 93(1) are being made in conjunction with
amendments to subsection 40(3) of the Act to allow-a corporation resident in
Canada to elect to treat a portion of the gain arising under subsection 40(3) as a
dividend. Subsection 40(3) will apply to a share of a foreign affiliate whenever the
adjusted cost base of the share has, as a result of the adjustments required under
subsection 53(2) of the Act, been reduced below nil. This "negative” adjusted cost
base is treated as a-capital gain of the holder of the share and, as a result of
amendments to subsection 40(3), is treated as being proceeds of dlsposmon of the
-share for the purposes of subsectlon 93(1) S

New paragraph 93(1)(b) applies. whenever ‘the drsposmg corporation or’ the
disposing affiliate is treated as having realized -a gain under subsection 40(3) ona
share of a foreign affiliate. New subparagraph 93(1)(b)(i) provides that any
amount which the corporation elects to treat as a dividend and not as proceeds of
disposition will reduce the amount of the gain.” In order to ensure that the
adjusted cost base of the share is returned to nil this reduction will not apply for
the purposes of paragraph 53(1)(a) which adds the gain under subsection 40(3) in
determining the adjusted cost base of the share.

New subparagraph 93(1)(b)(ii) provides that the affiliate will be considered to have
redeemed shares of a class of its capital stock for the purposes of calculating
certain of its accounts in respect of the corporation resident in Canada. This
amendment ensures that the exempt surplus, exempt deficit, taxable surplus,
taxable deficit and underlying foreign tax in respect of the corporation resident in
Canada are appropriately reduced under subsection -5905(2)- of the Regulations to
reflect the portion of these accounts that is utilized as a result of the payment of
the dividend to the disposing corporation.
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The amendments to subsection 93(1) apply to the 1987 and subsequent taxation
years.

Subclause 63(2)

ITA
3(2)

Subsection 93(2) of the Act reduces the amount of the capital loss that would
otherwise arise from the disposition by a Canadian corporation or a foreign
affiliate of a Canadian corporation ("the disposing corporation") of a share of a
foreign affiliate of the Canadian corporation. This reduction is equal to the
amount of all exempt dividends received by the disposing corporation from the
affiliate on that share prior to the disposition. Two amendments are being made
to subsection 93(2).

The first amendment, which applies to the 1985 and subsequent taxation years,
provides that subsection 93(2), applies in determining the loss, rather than the
capital loss, of the disposing corporation. This amendment is consequential on the
changes to subsectlon 112(4) of the Act which provide that, in respect of
corporate shareholders, only taxable dividends deductible under section 112 or
subsection 115(1) or 138(6) will reduce the amount of a loss on a share that is
not a capltal property.

The second amendment to SubSCCthI] 93(2), whlch applies to dlsposmons of shares
occurring after Announcement Date, ensures that subsection 93(2). operates
effectively when shares of a foreign affiliate have been transferred within a
corporate group. As amended, subsection 93(2) will apply to reduce the capital
loss of a disposing corporation on a share of a foreign affiliate by all prior exempt
dividends previously received on that share or a share for which it was substituted
by the disposing corporation, any related corporation or any foreign affiliate of the
disposing corporation or of a related corporation. In order to ensure that exempt
dividends received on-a share do not reduce losses in respect of that share more
than once, the amount required to be deducted in computing the loss of the
disposing corporation in respect of a share under subsection 93(2) will be reduced
by any previous reduction under that subsection in respect of a loss from a
previous disposition of that share by any other corporatlon within the group
described above.

Subclause 68(3)

ITA
93(4)

Subsection 93(4) of the Act applies where a Canadian taxpayer or a foreign
affiliate of a Canadian taxpayer (the "vendor") has acquired shares of a foreign
affiliate (the "acquired affiliate”) on the disposition of shares of another foreign
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affiliate. In such circumstances, any capital loss realized by the vendor is denied
and added to the adjusted cost base to the vendor of the shares of the acquired
affiliate. The loss limitation rule in subsection 93(2), which reduces any loss of
the vendor by exempt dividends previously received on the shares by the vendor
and certain other corporations, may also apply in these circumstances and the
effect of the rule in subsection 93(4) is to override subsection 93(2) and to add-
any loss denied under that latter subsection to the adjusted cost base to the
vendor of the shares of the acquired affiliate. In order to ensure that these two
provisions interact appropnately, subsection 93(4) is amended, apphcable to
dispositions of shares occumng after Announcement Date

Subsection 93(4) is amended to prov1de that the amount to be added to the
adjusted cost base to the vendor of the acquired corporation’s shares is equal to
the amount by which the total of all capital losses realized by the vendor on the
disposition of the shares .of the other affiliate exceeds the amounts required to be
deducted from those losses under subsection 93(2). The purpose of this
amendment is to ensure that only that portion of a capital loss realized by the
vendor on a share that is not attributable to exempt dividends, as defined in .
subsection 93(3), received on that share will be added, pursuant. 10

subsection 93(4), to the adjusted cost base to the vendor of the acquired affiliate’s

shares.
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Clause 69
Non-resident Trusts

ITA -
94(1)(b)(i)

Section 94 of the Act provides for special rules to tax passive income
earned by a trust that is not resident in Canada. In the case of trusts
under which the amount of the income or capital to be distributed to
beneficiaries does not depend on the exercise of discretion, the rules
parallel the foreign accrual property income rules in respect of
non-resident corporatlons

One of the. circumstances under which the rules in section 94 may apply
is where a non-resident trust has acquired property from a

beneficiary or a specified relation to a beneficiary. However, the

rules will not apply in this circumstance in respect of a taxation year
where the transferor of such property is-an individual who has been
resident in Canada for 60 months or less before the end of the year.'

Section 94 is amended for the 1990 and subsequent taxation years so that
the rules provided therein do not apply in respect of.a trust governed

by a foreign retirement arrangement, as newly defined in

subsection 248(1). Thus, where this new exclusion applies, relief from
the application of the rules in section 94 may be provided even where a
beneficiary has been resident in Canada for more than 60 months.
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Clause 70
Definitions

ITA -
95

Section 95 of the Act defines-a'number of terms and provides certain rules that
apply for the purposes of subdivision i of Division B in Part I of the Act, wh1ch
relates to shareholders of non-resident corporations. -

Subclause 70(1) o BN

ITA -
95(1)(a)

"controlled foreign affiliate"

Paragraph 95(1)(a) of the Act defines "controlled foreign affiliate” of a taxpayer as
a foreign affiliate of the taxpayer that was controlled by the taxpayer, the taxpayer
and not more than four other persons resident in Canada or a related group of
which the taxpayer was a member. A related group may not be considered to
control a corporation where one member of that group controls the corporation
alone. As a result, the definition of controlled foreign affiliate is being amended,
applicable to taxation years commencing after Announcement Date, to remove the
concept of a related group. This amendment provides: that a foreign affiliate of a
taxpayer will be a controlled foreign affiliate of that taxpayer where it is controlled
by a person or persons with whom the taxpayer does not deal at arm’s length or-
by the taxpayer and such a person Or persons.

Subclause 70(2)

ITA
95(1)(a.1)

"excluded property"

Taxable capital gains and allowable capital losses from- dispositions of.excluded
property of a foreign affiliate: of a Canadian taxpayer are-generally not included in
the affiliate’s foreign accrual property income. -Paragraph 95(1)(a.1) of the Act
defines "excluded property" of a foreign affiliate of a- Canadian taxpayer as property
used by the affiliate in an active business and shares of other foreign affiliates of
the taxpayer. all or substantlally all of the- property of which is excluded property

A spec1al rule in paragraph 95(1)(a.1) applles to treat a partnership interest of a
foreign affiliate as excluded property where the fair market value of that interest is
10% or more of the value of all interests in the partnership and ail or
substantially all of the property of the partnership is: excluded property. This rule
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treats the partnership as a foreign affiliate and the interest in the partnership as
shares of that affiliate. This rule, however, applies only for the purposes of the
excluded property definition and not for the purposes of determining whether a
non-resident corporation whose shares are owned by a partnership is a foreign
affiliate of the taxpayer. As a result, where a foreign affiliate of a taxpayer owns
an interest in a partnership that, in turn, owns shares in a non-resident
corporation, that non-resident corporation will not be a foreign affiliate of the
taxpayer and its shares will not qualify as excluded property of the partnership.

The amendment to paragraph 95(1)(a.1), which applies after 1989, provides that
where a foreign affiliate of a taxpayer has an interest in a partnership the
partnership is to be treated as a corporation resident in Canada with 100 issued

. shares of a class of its capital stock. The foreign affiliate is considered to own
that proportion of those shares that the fair market value of its interest in the -
partnership is of the fair market value of all such interests. These rules apply for
the purposes of applying the definitions foreign affiliate and equity percentage to
the excluded property definition. As a result, it will be possible for a non-resident
corporation whose shares are held by a partnershlp to qualify as a forelgn affiliate
of a taxpayer for the purposes of the excluded property rules.

Subclause 70(3)

ITA
95(1)(b)

"foreign accrual property income".

Paragraph 95(1)(b) of the Act defines the "foreign accrual property income" of a
foreign affiliate of a taxpayer. Subparagraph 95(1)(b)(i) includes in the foreign
accrual property income of an affiliate for a taxation year its incomes for the year
from property and businesses other than active businesses unless that income
comes within one of the exceptions set out in clauses 95(1)(b)(i)(A) to (C).

Subparagraph 95(1)(b)(i) is amended, applicable to the 1987 and subsequent
taxation years, to add a new exception in clause (D). New clause 95(1)(b)(i)(D)
will exclude amounts included in the income of the affiliate under

subsection 80.4(2) in respect of indebtedness to another foreign affiliate of the
taxpayer or of a person resident in Canada with whom the taxpayer does not deal
at arm’s length. Subsection.80.4(2) imputés an interest benefit to a person (other
than a corporation resident in Canada or a.partnership each member of which is a
‘corporation resident in Canada) who is either a shareholder of a corporation or
connected to a shareholder of a corporation, where by reason of such shareholding
that person receives a low or no interest loan from the corporation or certain
other corporations or partnerships. By reason of subsection 80.4(8), a person will
not be considered to be connected to a shareholder of the corporation where that
person is a foreign affiliate of the corporation or a foreign affiliate of a person
resident in Canada with which the corporation does not deal at arm’s length.
However, where a foreign affiliate of a taxpayer owns shares of another foreign .
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affiliate of the taxpayer and receives a loan from that other affiliate,

paragraph 80.4(2)(a) may apply to impute a benefit to the affiliate in. its capacity
as a shareholder of the other affiliate. New clause 95(1)(b)(i)(D) ensures that a
benefit treated as having been received by a particular affiliate under

subsection 80.4(2) in respect of indebtedness to another affiliate of the taxpayer or
an affiliate of a person resident in Canada with whom the taxpayer does not deal
at arm’s length will not be included in the particular affiliate’s foreign accrual
property income. -

Subclause 70(4)

ITA
95(2)(a)

Subsection 95(2) of the Act sets out certain rules that apply in determining
particular components of the foreign accrual property income of a foreign affiliate.
Subparagraph 95(2)(a)(ii) treats amounts paid to a foreign affiliate of the taxpayer
by another foreign affiliate of the taxpayer or any non-resident corporation with
which the taxpayer does not deal at arm’s length as income from an active
business of the foreign affiliate where the amount was deductible in computing the
payor corporation’s earnings from an active business. :

The amendment to subparagraph 95(2)(a)(ii), which applies to the 1987 and
subsequent taxation years, is intended to provide that, where such a payment is
made to a partnership of which the foreign affiliate is a member, the foreign .
affiliate’s share of the payment to the partnership will be included-in calculating
its earmngs from an active business.

Subclause 70(5)

ITA
95(2)(b)

Paragraph 95(2)(b) of .the Act provides that certain service income of:a controlled
foreign affiliate of a taxpayer will, under certain circumstances, be treated as
income from a business other than an active business. Subparagraph 95(2)(a)(i)
includes in the income of an active business of a foreign affiliate of a taxpayer any
income. that pertains to or is incident to an active-business. carried on by the
affiliate in-a country other than Canada.

Paragraph 95(2)(b) is being amended to clarify that; in computing the income from
an active business of a controlled -foreign affiliate, investment income is to be
excluded to the extent that it pertains to.or is incident to a business that is treated
by that paragraph as not being an active business.  This amendment, which. is
applicable to taxation years commencing after Announcement Date, also provides
that where a controlled foreign affiliate of a taxpayer provides certain services, the
provision of such services will be treated as a separate business and any income.
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pertaining to or incident to that busmess w1ll be income - from a business other
than an actlve busmess :

Subclauses 70(6) and (7)

ITA '
95(2)(d.1) and (e. 1)

Paragraphs 95(2)(d.1) (foreign mergers) and 95(2)(e.1) (dissohition of a foreign
affiliate) provide for the rollover of capital property on a foreign merger or
dissolution where certain conditions have been met. One of these conditions is
that no gain or loss was recognized by the disposing affiliates under the income
tax law of the country in which they were resident. These paragraphs are intended
to apply where the merger or dissolution is not taxed in the country where the
affiliates reside. - Paragraphs 95(2)(d:1) and (e.1) are amended, applicable with
respect to mergers. occurring and liquidations commencing after 1989, to also apply
in c1rcumstances where the country of res1dence has no income tax law.

Subclause 70(8)

ITA
5B2)®)

Paragraph 95(2(f) of the Act sets out rules for determlmng the taxable capital
gains and allowable capital losses of a foreign affiliate of a taxpayer.

Subparagraph 95(2)(f)(i) requires that such a gain or loss is to be computed in
Canadian currency when the gain or loss arises from a disposition of property by a
controlled foreign affiliate of the taxpayer that is not excluded property.
Subparagraph 95(2)(f)(ii) requires all other gains or losses to be calculated using
the calculating currency which is the currency of the country in which the affiliate
is resident or such other currency as is reasonable in the circumstances.

Subparagraph 95(2)(f)(i) is amended, applicable with respect to dispositions of
property occurring after Announcement Date, to provide-that the Canadian
currency will be used on dispositions of shares of a foreign affiliate that are
excluded property where the disposition occurs under certain provisions of the Act
set out in that subparagraph. . The dispositions that will be afforded this treéatment
involve provisions of the Act that allow a foreign affiliate to transfer the shares of
another foreign affiliate at the adjusted cost base of those shares in order to
provide a rollover to the disposing affiliate. These provisions are subsection 88(3)
dealing with a transfer of shares of an affiliate to a taxpayer on the dissolution of
a controlled foreign affiliate of the taxpayer, paragraph 95(2)(c) dealing with an -
exchange -of shares of an-affiliate between two other affiliates where shares are
received as consideration for the exchange, paragraph 95(2)(d) dealing with an
exchange of shares of a foreign corporation by a foreign affiliate on a foreign
merger, and paragraph 95(2)(e) involving a disposition of shares of an affiliate to
another affiliate on the dissolution of a third affiliate. The effect of the
amendment to subparagraph 95(2)(f)(i) is to allow a disposing affiliate to transfers
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shares of another foreign affiliate under the prov151ons set out in that
subparagraph at their original cost expressed in Canadian currency without havmg
to report a gain or loss arising by reason of changes in value of the calculating
currency in relation to the Canadian currency.
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Clause 71
Rules Relating to Partnefships

ITA
96

Section 96 of the Act provides general rules for determining the income or loss of
a partnership and its members

Subclauses 71(1) and (2)

ITA
96(2.2)(d)

Where a taxpayer is a member of a partnership, the taxpayer’s income or
loss in respect of the partnership is generally determined by computing
each income or loss of a partnership at the partnership level and
allocating the applicable share of such income or loss to the taxpayer.
This determination generally allows a partnership to take all relevant
deductions at the partnership level before the allocation of amounts of
income or loss to partners. As an exception to this rule, the income or
loss of a partnership is computed without any deduction for Canadian
exploration expense (CEE), Canadian development expense (CDE) or
Canadian oil and gas property expense (COGPE). Instead, a partner’s
share of such deductions may be claimed by each partner under
sections 66.1, 66.2 and 66.4 of the Act.

Subsection 96(2.1) generally provides that the losses of a partnership
allocated to a limited partner will be deductible by the partner only
the extent of the limited partner’s at-risk amount (minus investment tax
credits allocated to the partner and the partner’s share of resource
expenditures that are not deductible at the partnership level).

Section 66.8 generally limits the deductibility of such resource
expenditures to the partner’s at-risk amount (minus investment tax
credits allocated the partner). For the purposes of both

subsection 66.8 and 96(2.1), the at-risk amount of a partner is defined
in subsection 96(2.2) (with certain modifications for the purposes of
section 66.8 mainly resulting from the later effective date of the rules
under that section).

Subsection 96(2.2) is amended to ensure that the entitlement to

assistance which results in a reduction in a cumulative CEE, CDE or

COGPE does not reduce a limited partner’s at-risk amount. The amendment also
- ensures that "excluded obligations” in relation to a share issued to a

partnership by a corporation do not cause a reduction in the at-risk

amount of a limited partner. As defined in subsection 6202.1(5) of the
Regulations, an "excluded obligation” includes corporate obligations
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in connection with grants under the Canadian Exploration and Development
Incentive Program Act and the Canadian Exploration Incentive Program
Act.

This amendment is applicable to taxation years ending after June 17,
1987. '

Subclause 71(3)

ITA
96(3)

Subsection 96(3) of the Act provides rules that apply where a member of a
partnership makes an election under certain provisions of the Act for a purpose
that is relevant to the computation of the member’s income from the partnership.
In such a case the election will be valid only if it is made on behalf of all of the-
members of the partnership and the member had authority to act for the
partnership. One of the elections included in subsection 96(3) is the election by a
taxpayer under subsection 39(4) to. treat all of his Canadian securities as capital

property. .- -

Subsection 96(3) is amended; -applicable to dispositions occurring after
Announcement Date, to remove the reference to subsection 39(4). As a result,
each member of a partnership will elect on his' own behalf under subsection 39(4)
and the treatment of his share of the gain or loss. from a disposition of a
Canadian security held by the partnership will depend on whether he has elected
under subsection 39(4).
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Clause 72
Disposition of Partnership Interest

ITA
98

Section 98 of the Act provides rules relating to the taxation of partnership
properties and partnership interests where partnerships cease to exist.

Subclause 72(1)

ITA
98(1)(c)

Paragraph 98(1)(c) of the Act applies to partnership interests where, at the end of
a fiscal period of the partnership, the total amount deducted under

‘subsection 53(2) of the Act:in computing a taxpayer’s adjusted cost base of a -

partnership interest exceeds the cost to the taxpayer of the interest and the total
amount added to that cost under subsection 53(1). In such a case and where the
partnership has ceased to exist, the amount of the excess is treated as a gain of
the taxpayer for the year from a:disposition at that time of that interest.

Paragraph 98(1)(c) is amended, applicable to the 1985 and subsequeﬁt taxation
years, to clarify that such gains are to be treated as gains of the taxpayer for his
taxation year that includes the end of the partnership’s fiscal period.

Subclause 72(2)

ITA
98(5)(2)

Subsection 98(5) of the Act contains rules which provide a tax-deferred transfer or
"rollover” of a Canadian partnership’s property where the partnership has ceased
to exist and the transfer is to one member of the partnership who continues to
carry on the business of the partnership as a sole proprietorship.

Paragraph 98(5)(a) provides for the determination of the continuing member’s
proceeds of disposition of his interest in the partnership. Where the proceeds of
disposition are greater than the amount of money and the cost amount of
partnership property received by the member from the partnership, the member
may add the excess to the cost amount of certain property received from the
partnership on its dissolution.

Subparagraph 98(5)(a)(i) provides that the continuing member’s proceeds of
disposition are equal to the aggregate of the adjusted cost base of his interest in
the partnership and the cost to him of acquiring all other interests in the
partnership. New subparagraph 98(5)(a)(i), which applies to partnerships that
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cease to exist after January 15, 1987, provides that in determining this aggregate -
the member must use the adjusted cost base of his interest and of each other
interest so acquired by him. Therefore, where a partnership has ceased to exist by
reason of the winding-up of a subsidiary corporation into its parent corporation,
the adjusted cost base, as determined under subsection 88(1) of the Act, in respect
of the subsidiary’s partnership interest is to be used in determining the parent’s::
proceeds of disposition under subparagraph 98(5)(a)(i).
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Clause 73

Residual Partnership Interest

ITA
98.1

Section 98.1 of the Act provides rules applicable to a taxpayer who ceases to be a
member of a partnership but who continues to have a residual interest in the
partnership. '

Paragraph 98.1(1)(c) applies in respect of residual partnership interests where the
total amount deducted under subsection 53(2) in computing a taxpayer’s adjusted
cost base of a residual partnership interest exceeds the cost to the taxpayer of that
interest and the total amount added to that cost under subsection 53(1). The
amount of such excess is treated as a gain of the taxpayer for the year from a
disposition at that time of the residual interest.

Paragraph 98.1(1)(c) is amended to clarify that such gains are to be treated as
gains of the taxpayer for his taxation year that includes the end of the
partnership’s fiscal period. In order to ensure that such gains are eligible for the
capital gains exemption, paragraph 98.1(1)(c) is also amended, applicable to the
1985 and subsequent taxation years, to treat the taxpayer as having disposed of
that interest in the year for the purposes of determining his entitlement to claim a
capital gains exemption under section 110.6 of the Act.
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Clause 74
Beneficiary’s Taxable Capital Gain

ITA
104(21.2)

Subsection 104(21.2) of the Act provides rules for determining the extent -to which
a beneficiary of a trust is entitled to claim a capital gains exemption under
section 110.6 in respect of.net taxable-capital gains of the trust allocated to the
beneficiary by reason of a designation made under subsection 104(21).

Paragraph 104(21.2)(b) provides that, for the purposes of section 110.6, the
beneficiary’s taxable capital gain is the proportion of the trust’s eligible taxable
capital gains (as defined in subsection 108(1)) that the designated amount is of the
trust’s net taxable capital gains for the year. The beneficiary’s net taxable capital
gain is determined separately for gains realized on the disposition of qualified farm
property, qualified small business corporation shares and other capital properties.

Where, as a result of incurring investment expenses, a trust has a cumulative net
investment loss (as defined in subsection 110.6(1)) at the end of its taxation year,
the eligible taxable capital gains of the trust for that year may be less than the
trust’s net taxable capital gains for the year. Since the amount in respect of which
a beneficiary may claim the capital gains exemption in respect of designated gains
is limited to a proportion of the trust’s eligible taxable capital gains, the
beneficiary’s exemption under section 110.6 may be inappropriately limited in
certain circumstances. In effect, the cumulative net investment loss may be
accounted for twice.

For example, assume that a trust with only one beneficiary realizes in a taxation
year a $100 taxable capital gain on the disposition of a capital property that is
neither a qualified farm property nor a qualified small business corporation share.
The trust incurs a $20 investment expense in that year and has no other income
or losses in the year. Its cumulative net investment loss at the end of the
previous year was nil and it has not realized capital gains in the past. The trust
designates under subsection 104(21) $80 as being the taxable capital gain of the
beneficiary. Applying the formulae of paragraph 104(21.2)(b), where

$100,
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results in only $64 being designated to the beneficiary for the purposes of the
capital gains exemption.

The description of "C" in paragraph 104(21.2)(b) is therefore to be amended,
applicable to the 1988 and subsequent taxation years, so that "C" will be the net
taxable gains of the trust for the designation year minus the excess of the trust’s
investment expense over its investment income for that year. The amount used for
"C", however,‘may not be less than the aggregate of all amounts used for "B" in
the formulae.  In the foregoing example, the amount to be used for "C" would be
$80, instead: of $100, resulting in designated- taxable gains of the beneficiary, for
the purpose of the exemption, of $80, as opposed to $64. This is the result that
would have been achieved had the beneficiary realized the galns and incurred the
investment expense dlrectly ‘
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Clause 75 -
Capital .Interest in Trusts

ITA
107

Section 107 of the Act provides certain rules relating to the acquisition and
disposition of interests.in, and the property of, trusts. -

Subclause 75(1)

ITA
107(1)

Subsection 107(1) of the Act contains special rules applicable on the

disposition of a capital interest. in a trust. - Paragraph 107(1)(a) ensures that a

~ disposition-of an interest in a personal trust will not give rise to a capital gain -
unless the proceeds of disposition exceed both the adjusted cost:base (determined
without reference to the paragraph) and. the cost amount of the interest (for this
purpose, the "cost amount" of a capital interest-in a.trust is determined under
paragraph 108(1)(d) with reference to the cost amount of trust property).

Paragraph 107(1)(a) is amended so that it.also applies to prescribed trusts. The
purpose of this amendment is to provide consistent: treatment for prescribed trusts
under paragraph 107(1)(a) and subsection 107(2). h

It is intended that trusts prescribed for the purpose: of paragraph 107(1)(a) will be
the same-as those prescribed for the purposes of subsection- 107(2). As provided
under section .4800.1 of the Regulations, a trust maintained principally to secure a
debt owing to a beneficiary, a voting .trust and a trust to hold an employer’s shares
for the benefits of the employer’s employees are each prescribed trusts for this
purpose. : : S

This amendment applies to dispositions after 1987.
Subclause 75(2) |

ITA
107(2)

Subsection 107(2) of the. Act provides a roll-over on the distribution of property
from a personal or prescribed trust to a beneficiary in satisfaction of all or part of
the beneficiary’s capital interest in such a trust. Thus, where trust property is
distributed to a beneficiary in these circumstances, the trust is generally not
taxable on the distribution. In addition, the beneficiary is generally deemed to
have acquired the property at its cost amount (as defined in subsection 248(1)).
The cost at which the beneficiary acquires the property is generally increased to
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the extent of any excess of the adjusted cost base of the beneficiary’s former -
capital interest in the trust over the cost amount (as defined in

paragraph 108(1)(d)) to the beneficiary of such interest. The beneficiary is
deemed to have received proceeds of disposition for the trust interest equal to that
cost, :

Paragraph 107(2)(e) is introduced to permit eligible capital property of a personal
or prescribed trust to be transferred from the trust to a beneficiary under
subsection 107(2) for proceeds of disposition equal to 4/3 of its cost amount.
Paragraph 107(2)(e) also provides, in conjunction with subsection 107(3), that the
same grossed-up amount, plus one-half of any increase referred to in the previous
paragraph, would be considered the cost of the property to the beneficiary. In
addition, the beneficiary’s interest in the trust would be considered to have been
disposed of for that grossed-up amount plus the entire amount of any such
increase.

This amendment is appropriate because only 3/4 of the proceeds with respect to
the distribution of an eligible capital property by a trust are deducted in
computing the cumulative eligible capital of the trust under paragraph 14(5)(a).
Similarly, only 3/4 of the beneficiary’s cost.of the eligible capital property is
included in computing the beneficiary’s cumulative eligible capital: In order not to
allow a trust to claim an inappropriate deduction under paragraph 20(1)(b) or
section 24 after the transfer of eligible capital property to a beneficiary, the
proceeds from the disposition: of such property ‘for a trust are grossed-up by 4/3 so
that the trust would have a nil balance of cumulative eligible capital in the event
that it transfers all of its eligible capital property to beneficiaries.

Paragraph 107(2)(e) also provides that an eligible capital property transferred
under the provision maintains its tax characteristics after its transfer to a
beneficiary. Thus, where the eligible capital-expenditure of the trust in respect of
such property exceeds the cost at which the trust’s beneficiary is deemed to acquire
the property, 3/4 of such excess is deemed to have been allowed as a deduction to
such beneficiary under paragraph 20(1)(b). The purpose of this measure is to
ensure that a beneficiary will not be entitled to claim a deduction under

section 110.6 on a subsequent disposition of such property in respect of amounts
that would have been recaptured and included in the income of a trust under
section 14 had the trust continued to hold the property until its disposition to a
third party.

These amendments are applicable with respect to distributions made after
Announcement Date.
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- Subclause 75(3)

ITA
107(2.01)

Spousal trusts are permitted to take advantage of the principal residence
exemption by virtue of subsection 40(5) of the Act. New subsection 107(2.01) of
the Act is introduced to allow a spousal trust to. take advantage of the capital
gains exemption for principal residences on the rollover of such property to a
beneficiary of the trust. The rule will generally only be of advantage to pre-1972
spousal trusts because of the deemed realization of gains for post-1971 spousal
trusts under subsection 104(4).

The new rule is intended to correct an anomaly arising from the application of
subsection 40(7) to beneficiaries of pre-1972 spousal trusts after the death of the
spouse who has a life interest under the trust: Under subsection 40(7), property
distributed to a trust beneficiary is considered to have been acquired by the trust
beneficiary at the time it was last acquired by the trust. As a consequence, the
trust beneficiary’s principal residence exemption will generally be reduced under
paragraph 40(2)(b) unless the trust beneficiary (or the spouse or minor child of
the trust beneficiary) ordinarily inhabited the property. (or the housing unit to
which the property relates) during the period after the trust last acquired the
property. This result is anomalous because the principal residence exemption
could have been claimed by the pre-1972 spousal trust if it had actually been sold
by the trust rather than distributed to a trust beneficiary on a rollover basis.

New subsection 107(2.01) will apply on a distribution to a beneficiary under
subsection 107(2) of property by a spousal trust which so elects in its tax return -
for the year of the distribution, except where the distribution is made by a post-
1971. spousal trust under subsection 107(4). Where the property would, if it had
been designated by the trust under paragraph 54(g), be a principal residence,
paragraph 107(2.01)(a) provides that the trust shall be treated as having disposed
of the property at its fair market value immediately before the particular time that
is immediately before the time of the distribution. Paragraph 107(2.01)(b)
provides that the trust shall-be treated as having reacquired. the property at such
particular time at that fair market value and, as a consequence, the cost amount to
the trust of the property for the purposes of the distribution of the property to
the beneficiary under subsection 107(2) will be equal to the same amount.
Accordingly, pursuant to subsection 40(7), the principal residence exemption in
paragraph 40(2)(b) will apply to the trust beneficiary, on a subsequent disposition
of the principal residence, without regard to the period during which the propérty
was held by the trust. '

-Subsection 107(2.01) is applicable in respect of distributions occurring after May 9,
1985. A special transitional rule will allow a trust to elect to have

subsection 107(2.01) apply to distributions occurring after May 9, 1985 and on or
before Royal Assent where written notice is given to the Minister of National
Revenue before April 1, 1992,




Clause 76

Definitions re: Trusts

ITA
108

Section 108 of the Act sets out certain definitions and rules that apply for the-
purposes of subdivision k of the Act which deals with the taxation of trusts and
their beneﬁcnanes ~

Subclause 76(1) " :

ITA
108(1)(d)

Paragraph 108(1)(d) of the Act defines the "cost amount” to a taxpayer of a; capltal
interest in a trust. ‘Where the capital interest of a taxpayer in a trust is fully or
partially satisfied on the distribution of property by the trust; the cost amount of
the taxpayer’s interest so satisfied is the sum of any cash so distributed and the
cost amounts to the trust of other propertles so distributed. In any other case,
the cost amount of the taxpayer’s interest in a trust is determined by pro-rating
the amount obtained by subtracting the trust’s debts from the sum of the trust’s
‘cash on hand and cost amounts of trust property. The pro-ration factor for this
purpose at a particular time with respect to a taxpayer’s capital interest in a trust
is the fair market value of the interest at the particular time divided by the falr
market value of all capltal interests in the trust at the partlcular time,

Paragraph 108(1)(d) is amended so that, for the purposes of determining the "cost
amount" of a taxpayer’s-capital interest in a trust, the "cost amount” to a trust of
its eligible capital property is grossed-up by 4/3. This amendment, like the
amendment to.subsection 107(2) described earlier, recognizes that only 3/4 of -
~eligible capital expenditures are included in computing cumulative eligible capital
and are thus relevant in determining the cost amount of eligible capital property
pursuant to-the definition of "cost amount" in subsection 248(1).

This amendment is applicable after Announcement Date.
Subclause 76(2)

ITA
108(1)()

. Paragraph 108(1)(j) of the Act defines "trust” for the purposes of a number of
rules that apply to trusts for tax purposes. Excluded from this definition are a
number of trusts governed by other provisions in the Act for which these rules
would not be appropriate. Paragraph 108(1)(j) is amended for the 1990 and
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subsequent taxation years to exclude a trust governed by a foreign retirement
arrangement, as that expression is defined in subsection 248(1).

Subclause 76(3)

ITA
108(2)(b)(iv)

Subsection 108(2) of the Act sets out the conditions under which a trust qualifies
as a "unit trust” for the purposes of the Act. The definition is relevant for a
number of purposes, including subsection 132(6) under which mutual fund trusts
are required to qualify as "unit trusts”. Subsection 108(2) is amended so that a
trust’s taxable capital gains arising from the application of new subsection 49(2.1)
are disregarded for the purposes of meeting the condition that at least 95% of its
income be derived from, or from the dispositions of, specified investments. A
parallel amendment is also being made to the definition of "investment
corporation” in‘ subsectlon ‘130(3). : :

Subsection 108(2) is also-amended to ensure that, in determining whether a trust
meets the 95% test described above, deductions. under subsection 104(6) in respect
of amounts paid or payable to its beneficiaries are disregarded. As a result, a
trust may qualify as a unit trust under paragraph 108(2)(b) even where all of its
income for a year is paid or payable to benefic1ar1es

These amendments apply to the 1990 and subsequent taxatio‘n years.
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Clause 77

Deductions in Computing Taxable Income

ITA
110

Section 110 of the Act provides various deductions that may be claimed in
computing a taxpayer’s taxable income for a year.

Subclause 77(1)

ITA.
110(1)(d)

Paragraph 110(1)(d) of the Act' provides a deduction in computing an employee’s
taxable income in respect of the benefit realized on the exercise of certain
employee stock options. This deduction is equal to 1/4 of the amount (1/3 in
1988 and 1989) of the benefit considered under subsection 7(1) of the Act to have
been received by the employee in respect of the share. In order to qualify for the
deduction, subparagraph 110(1)(d)(iii) requires that the option price be not less
than the fair market value of the share at the time the option was acquired.

Paragraph 110(1)(d) is amended, applicable to the 1988 and subsequent taxation
years, as a consequence of amendments to subsection 7(1.4) which treat an
employee as not having disposed of an option where it is simply exchanged for a
new option on a corporate reorganization or capital restructuring. Where
subsection 7(1.4) has applied in respect of a new option acquired on an exchange,
the fair market value test under paragraph 110(1)(d)(iii) will be considered to have
been met in respect of the new option where the exercise price under the original
option was no less than the value of the old shares when the original option was
granted. This amendment is intended to provide that any increase in the fair
market value of a share between the time at which an option is first granted and
the time of the corporate reorganization or capital restructuring will not preclude
a deduction under paragraph 110(1)(d).

Subclause 77(2)

ITA
110(1)()

Subparagraph 110(1)(f)(iii) of the Act currently provides a deduction in computing
taxable income in respect of social assistance payments to the extent that the
payments are received by the individual in respect of whom the social assistance
was provided or by a person who resided with the individual at the time the
payment was made. This amendment clarifies that the deduction will be allowed
to an individual in respect of such payments where they are included in the
individual’s income by reason of paragraph 56(1)(u), that is, where they do not

i
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constitute income from a business or property and are not exempt income under
new paragraph 81(1)(h). This amendment applies to the 1991 and subsequent
taxation years.

Subclause 77(3)

ITA
110(1)(i)

Part VII of the Unemployment Insurance Act requires an individual who has
received unemployment insurance benefits in a year and who has income for the
year in excess of a stated limit to repay a portion of the benefits réceived. The
amount reépaid may be deducted in computing the individual’s taxable income.

The repeal of paragraph 110(1)(i) of the Act, together with the addition of new
paragraph 60(v.1) of the Act, provide that the amount repaid is deductible in
computing income rather than taxable income. As a result of this change, the
deduction will be taken into account in determining the individual’s income for the
purposes of the provisions requiring higher-income individuals to repay all or part
of old age security pensions and federal family allowance payments. The repeal of
paragraph 110(1)(i) and the addition of paragraph 60(v.1) are applicable to the
1989 and subsequent taxation years.

Subclause 77(4)

ITA
110(1.5)

~ New subsection 110(1.5), which applies to the 1988 and subsequent taxation years,
is intended to ensure that certain changes in share structures that occur after a
stock option is granted are considered in applying subparagraph 110(1)(d)(iii) of
the Act. For example, where subsequent to the granting of a stock option, the
stock split two for one and, as a result, the value of the shares changed from $10
to $5 each, the relevant amount for the purposes of subparagraph 110(1)(d)(iii)
will be $5. ,
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Clause 78
Charitable Donations

ITA
110.1(1)

Subsection 110.1(1) of the Act provides a deduction in computing taxable income
in respect of corporate charitable donations, gifts to Her Majesty and gifts of
certified cultural property to designated institutions and- public authorities.
Subsection 110.1(1) is amended to adopt wording which is consistent with that .
used in new subsection 118.1(10) and the charitable donation tax credit for
individuals. Paragraph 110.1(1)(c), which refers to sections of the Cultural .
Property Export and Import Act, is also amended as a consequence of the re-
numbering of that Act.

These amendments épply after December 11, 1988.
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Clause 79
Forward Averaging

ITA
110.4(8)(b) (i)

Section 110.4 of the :Act provides the rules for including "forward-averaged"
amounts in the taxable income of an individual. Such amounts are. drawn from
the individual’s accumulated averaging amount, the amount of which is determined
under subsection 110.4(8). That subsection provides that the accumulated
averaging amount of a deceased individual for the year of-death is equal to the
individual’s accumulated averaging amount at the end of the preceding year minus
any forward-averaged amount brought back into taxable income for the year of
death. Subparagraph 110.4(8)(b)(ii) currently refers to the amount determined
under paragraph 110.4(8)(b)(a) where, in fact, it should refer to the amount
determined under subparagraph 110.4(8)(a)(i) for the year of death.. This
amendment, which applies to the 1988 and subsequent taxation years, corrects this
errot.
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Clause 80
Lifetime Capital Gains Exemption

ITA
110.6

Section 110.6 of the Act sets out the rules for calculating an individual’s capital
gains exemption in respect of capltal gains arising from dispositions of property
after 1984. .

Subclauses 80(1) to (11)
110.6(1)

Subsection 110.6(1) of the Act defines a number of terms which apply for the
purposes of the lifetime capital gains exemption. The amendments to this
subsection alter a number of those definitions.

Subclause 80(1)
"interest in a family farm partnership”

An individual’s interest in a fam11y farm partnershlp constitutes qualified farm
prOperty of that individual and, as such, capital gains realized on the disposition of
that interest will be eligible for the $500,000 capital gains deduction provided
“under subsection 110.6(2). The definition "interest in a family farm partnership"
requires that all or substantially all of the property of the partnership at the time
of disposition must have been used, by the partnership of certain persons, in the
course of carrying on the business of farming in Canada throughout a period of at
least 24 months before that time.

Two changes have been made to this definition, applicable to the 1988 and
subsequent taxation years. First, the reference to "all or substantially all of the
property” has been replaced by a reference to "all or substantially all of the fair
market value of the property”: This amendment will prov1de greater certainty in
determining whether the partnership meets the tests set out in the definition and
is consistent with fecent amendments made to the definitions "small business
corporation” and "qualified small business corporation share".

Second, the requirement that particular partnérship property be used in a farming
business throughout the 24 month period is not appropriate where, for example,
large amounts of inventory have turned over in that period or new structures have
been erected on the partnership’s land. In order to accommodate these situations,
the definition is further amended to require that, throughout any period of at least
24 months before the relevant time, all or substantially all of the fair market value
of the partnership property was attributable to property used principally in the
course of carrying on a farming business in Canada. Thus, in applying this
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definition, the relevant test will be based on the use made of the various assets
held by the partnership during the 24 month period, rather than to the length of
time that the specific assets of the partnership held at the time of disposition had
been used. In order to ensure, however, that an interest in a family farm
partnership does not qualify as such long after the partnership’s farming assets
may have been disposed of in favour of non-farming assets, new paragraph (b) of
the definition imposes the requirement that, at the relevant time, all or :
substantially all of the fair market value of the partnership property was :
attributable to property that has been used principally in the course of carrying on
a farming business in Canada by the partnership or persons referred to in

paragraph- (a).
Subclauses 80(2) to (4)
"investment expense"

The definition "investment expense” in subsection 110.6(1) of the Act applies for
the purposes of determining an individual’s cumulative net investment loss which,
in turn, is relevant in determining the individual’s entitlement to the capital gains
exemption. An individual’s cumulative net investment loss is calculated as the
total of the individual’s investment expenses for each year after 1987 over the total
of the mdmdual’s mvestment income for those years. :

Paragraph (a) of this definition requires an individual to include as an investment
expense all amounts deducted in computing the individual’s income for the year
from property except to the extent that such amounts were otherwise included in
computing the individual’s investment expense under any other provision of that
definition. This paragraph is intended to ensure that only those deductions from
property that are not otherwise accounted for in computing the individual’s
‘cumulative net investment loss are included under that paragraph. Paragraph (a)
is amended to exclude from its application not only those expenses that are
otherwise included in computing an individual’s investment expense, but also those
expenses that have been deducted in computing the individual’s investment income
for the year. For example, where an individual earns $1000 of rental income in'a
year but also incurs and deducts $200 in respect of expenses associated with that
income, the individual’s investment income for the year will be $800. New
paragraph (a) ensures that the $200 of expenses is not also added to the
individual’s investment expense when they have already been applied to reduce his
investment income for the year. '

Paragraph (a) of this definition has also been amended to exclude from an
individual’s investment expense interest and other expenses deducted under
paragraphs 20(1)(c), (d), (e), (e.1) or (k) in respect of indebtedness incurred for a
purpose set out in subsection 18(11), irrespective of when the indebtedness was

. incurred. This exclusion will apply to-such deductions claimed in respect of
indebtedness incurred, generally prior to November 13, 1981, for the purposes of
‘making a payment or paying a premium under or to acquire an income-averaging
annuity contract, a registered retirement savings plan or a registered pension plan.
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Also excluded from the definition is any amount deducted by an. individual under
_paragraph 20(1)(j) as a repayment of a shareholder loan the amount of which had
previously been included in the.individual’s income under subsection 15(2). A
similar amendment to the definition "investment income" ensures that both the
income inclusion under subsection 15(2) in respect of the loan and the deduction
under paragraph 20(1)(j) in respect of the repayment are to be ignored for the
purposes of the cumulative net investment loss rules.

The a’mendménts to paragraph (a) apply to the 1988 and subsequent taxation
years, subject to a special transitional rule in respect of certified productions.

Paragraph (b) of this definition includes in a individual’s investment expense for a
taxation year certain amounts deducted in computing his income for the year from
a partnership of which he was a specified member (as defined in subsection 248(1)
of the Act). This paragraph is amended, effective for the 1988 and subsequent
taxation years, to clarify that certain expenses relating to financing costs incurred
by a partnership that has subsequently ceased to exist are also. to be included in a
specified member’s investment expense when deducted by that member pursuant to
subparagraph 20(1)(e)(vi) of the Act.

Paragraph (c) of this definition includes in an individual’s investment expense
amounts deducted in computing his income for a taxation year in respect of the
individual’s share of any losses, including allowable capital losses, of a partnership
of which he was a specified member. Since allowable capital losses are otherwise
accounted for in computing an individual’s annual and cumulative gains limits,
paragraph (c) is being amended, applicable to the 1988 and subsequent taxation
years, to exclude an individual’s share of partnership capital losses from his
investment expense.

Paragraph (e) of this definition includes in an individual’s investment expernse the
individual’s loss for the year in respect of certain property owned by him or by a
partnershlp of which he was a member. This amendment clarifies that the
individual’s share of losses from a partnership of which he was a specified member
in. the fiscal period of the partnership ending in the year is not to be added to his
investment expense under paragraph (), since such losses are included in
paragraph (c) in computing the individual’s investment expense for the year.
Subject - to a special transitional rule for certified productions, the amendment to
paragraph (e) applies to the 1988 and subsequent taxation years.

Subclause 80(5)

"investment income"

The definition "mvestment income" in subsectlon 110.6(1) of the Act applies, in
conjunction with the definition "investment expense" to determine an individual’s
cumulative net investment loss which, in turn, is relevant in determining the
individual’s entitlement to the capital gains exemption. A number of amendments
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are being made to this definition, applicable to the 1988 and subsequent taxation
years.

Paragraph (a) of this definition requires an individual to include in his investment
income all amounts included. in computing the individual’s income for the year
from-property except to the extent that such amounts were included in computing
the individual’s investment income under any other provision of that definition.
Paragraph (a) is intended to ensure that only amounts not otherwise accounted for
in-computing an individual’s cumulative net investment loss.are to be included
under that paragraph.. The exception in this paragraph for amounts otherwise
included in computing an individual’s investment income will not apply where that
income has been applied to reduce the amount of an individual’s investment
expense. As a result, paragraph (a) is being amended to exclude from its
application all income amounts that were otherwise included in his investment
income, or deducted in computing his investment expense, for the year.

Paragraph (a) is also amended to exclude from an individual’s investment income

for a taxation year any amount included in the individual’s income: for the year in

respect of shareholder loans by reason of subsection 15(2) of the Act. Both the

income inclusion. under.subsection 15(2) and the subsequent deduction available

under paragraph 20(1)(j) on repayment of the loan will be ignored for the purpose
. of computmg an md1v1dual’s cumulative net investment loss.-

‘Paragraph (b) of this definition includes in investment income an. md1v1dual’s share
of the income, including taxable capital gains, of any partnerships of which he was
a specified member in the year. Since taxable capital gains are otherwise
accounted for .in computing an individual’s-annual and cumulative gains limits,
paragraph (b).is being-amended to exclude an individual’s share of partnershlp
cap1ta1 gams from his mvestment income.

Paragraph (d) of th1s defmltron requires.an mdrvrdual to mclude in hlS investment
income the individual’s income for the year from. certain property owned by the .
individual or. by a partnership of which he was a. member. The amendment to this
paragraph excludes the individual’s share of income from a partnership of which
the individual was a specified number (as defined in subsection 248(1) of:the Act),
since this income is included under paragraph (b) in computmg the individual’s
investment income for the year. : : .

New paragraph (e) of this definition ensures that amounts-received in a year by an
individual in respect:of an annuity (other than an-income-averaging annuity
contract or an annuity purchased pursuant to a deferred profit sharing plan)-and
included in the individual’s income under paragraph 56(1)(d) or 56(1)(d.1) of the

. Act will be included-in the individual’s investment income for the year. In the .

case of an annuity payment required to be included under paragraph 56(1)(d), the
capital portion of that payment that is deducted under paragraph 60(a) of the Act
will also be deducted from the amount of the annuity payment in determlnmg the
md1v1dual’s investment income. ‘
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Subclauses 80(6) to (8)
"qualified farm property"

Subsection 110.6(2) of the Act piovides to individuals an enhanced exemption for
capital gains realized on the disposition of qualified farm property, as defined. A
number of changes have been made to this definition.

First, the definition has been modified to clarify that the property is not required
to be used-in the course of carrying on the business of farming at the time of its
disposition. Provided that the other conditions of the definition have been
satisfied, prior use of the property in the circumstances described in
subparagraphs (a)(vi) or (vii) will suffice. -

Second, the application of the tests set out in subparagraphs (a)(vi) and (vii) has
been modified. Subparagraph (a)(vii), which provides a revenue test and a holding
period requirement, was added to this definition as a result of tax reform and is
generally applicable to property acqulred after June 17, 1987.

Subparagraph (a)(vi), which applies to property acquired on or before that date,
preserves the use tests that were originally enacted with the introduction of the
capital gains exemption in 1985. In certain situations, however, taxpayers who
have acquired farm property before June 18, 1987 may find that, although they are
able to satisfy the generally stricter requirements of subparagraph (a)(vii), they
cannot meet the conditions set out in subparagraph (a)(vi) and are not, therefore,
eligible for the enhanced exemption in respect of capital gains realized on the
disposition of that property. The application of these provisions is therefore
modified, applicable to the 1988 and subsequent taxation years. The tests
currently set out in subparagraph (a)(vii) will become the general rule, applicable
to all property whenever acquired. Taxpayers who fail to meet those tests and
who last acquired the property before June 18, 1987 will still qualify for the
enhanced exemption if they are able to satisfy the tests currently set out in
subparagraph (a)(vi). The substance of each.of these tests remains unchanged;
however, subparagraph (a)(vii), being the general rule, has been renumbered as
subparagraph (a)(vi) and subparagraph (a)(vi) has been renumbered as
Subparagraph (a)(vii).

Finally, paragraph (d) of the definition, which provides that eligible capital
property will constitute qualified: farm property under certain circumstances, is
being amended, applicable to the 1988 and subsequent taxation years. Generally,
real property acquired by an individual from, for example, a deceased parent will
constitute qualified farm property of the individual if the parent had met the tests
set out in the definition, even where the individual does not carry ot the business
of farming. This result does not arise for eligible capital property, however, since
paragraph 70(5.1)(b) of the Act provides, under these circumstances, that such
eligible capital property of the parent becomes capital property and not eligible
capital property of the individual. In order to more closely parallel the treatment
afforded real property under these circumstances, new subparagraph (d)(ii)
provides that, for the purposes of the definition "qualified farm property", eligible
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capital property will be considered to include capltal property to which
paragraph 70(S. 1)(b) applied.

Subclauses 80(9) and (10)
"qualified small business corporation share"

Only capital gains on dispositions of "qualified small business corporation shares"
of individuals qualify for the $500,000 capital gains exemption for small businesses.
In order to be a qualified small business corporation share, one of the tests
applied is whether a share was a share of a corporation that meets an active
business asset test throughout a holding period. This active business asset -test
requires that more than 50% of the fair market value of the assets of the
corporation must have been used by it or a related corporation in an active
business carried on primarily in Canada or must be shares or debt of connected
corporations that meet an-active business asset test throughout a-required holdmg
period. :

~ Subparagraph (c)(i) of this definition is amended to require that assets must be

" used principally in an active business-in order to qualify as active business assets.
Subparagraph (c)(ii) of this definition provides that, where a holding corporation
owns shares or debt of connected corporations, the shares or debt will qualify as
active business assets of the holding corporation only where they satisfy a holding
period -requirement and an active business asset test throughout that required

. holding period. The holding period requirement in subclause (c)(ii)(A) provides
that the shares or debt must not have been owned by anyone other than the
corporation or a person or partnership related to it throughout the 24 months
preceding the determination time. For this purpose, paragraph 110.6(14)(e) treats
a person as being related to the holding corporation in respect of shares
transferred to the holding corporation where all or substantially all of the
consideration which that person receives on the transfer consists of common shares
of the holding corporation. . : -

The amendment to subclause (c)(ii)(A) of this definition provides that the holding
period requirement will be met where the shares or debt of the connected
corporation were not owned by anyone other than the holding corporation, a
person or partnership related to the holding corporation or a person or
partnership related to such a person or partnership. This amendment ensures that
the holding period requirement operates appropriately when shares of an operating
corporation are transferred by the original shareholder through more than one
level of holding corporations.

Clause (c)(ii)(B) of the definition requires a connected corporation to meet an

active business asset test throughout a required holding period. The amendment

to this clause is consequential on the change to the required holding period in
clause (c)(ii)(A) of the definition.
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Where any particular corporation in a chain of corporations does not meet.a 9%
active business asset test, paragraph (d) of this definition requires that all other
corporations connected with particular corporation (within the meamng of
subsection 186(4) of the Act) to meet a 9% active business asset test. This
special rule is intended to ensure that the 50% fair market value requirement
cannot be circumvented through the stacking of several holding companies below
the particular corporation. Inappropriate results may occur under this special rule
where corporations are connected by reason of. the application of

subsection 186(2) of the Act to subsection 186(4) since, under the extended
definition of control in subsection 186(2), corporations other than corporations in
which the particular corporation owns shares directly or indirectly through other
corporations could be treated as being connected.

The amendment to paragraph (d) of the definition "qualified small business
corporation share” restricts its application to those corporations connected with
the particular corporation in which.the particular corporation has a direct or
indirect interest. Specifically, new subparagraph (d)(ii) provides that, in order for
the special rule in paragraph (d) to apply to a corporation, the particular
corporation must own some of its shares. For this purpose, shares owned
indirectly by the particular corporation through any number of levels of other
corporations are considered to be owned by the particular corporation.

Paragraphs (e) and (f) of this deﬁmtxon are intended to ensure that the holding
period and active business asset tests in that definition operate effectively where
shares are received in substitution for other shares. Those paragraphs provide that
the original share must, throughout the part of the 24-month period preceding the
determination time that is before the time of substitution (referred to as "the
holding period"), not have been owned by a person or partnership other than a
person or partnership described in paragraph (b) or subparagraph (c)(ii) of the
definition.

In addition, the original share must be a share of a corporation that meets an
active business asset test throughout the holding period.

In order to accommodate shares of newly incorporated companies that are
substituted for other shares, the active business asset test in both of those
paragraphs is amended to require that the original shares mect the active business
asset test only throughout the part of the holding period during which the shares
- were owned by a person or partnership described in paragraph (b) or
subparagraph (c)(ii) of the definition.

All of the amendments to this definition apply with respect to dispositions of
shares occurring after June 17, 1987.
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Subclause 80(11)
share of the capltal stock of a family farm corporatlon

An individual’s share of the capital stock of a family farm corporation constitutes

- qualified farm property of that individual and, as such, capital gains realized on. -
the disposition of that share will be eligible for the $500,000 capital gains
exemption provided under subsection 110.6(2). The definition "share of the capital
stock of a family farm corporation” requires that all or substantially all of the
property of the corporation at the time the share is being disposed of was either
used by the corporation or certain other persons-in the course of carrying on a
farming business in Canada throughout a period of at least 24 months before that
time or consisted of shares of or obligations issued by other corporations that met
that requirement (or was a combination of both types of property).

Three changes are being made to this definition, applicable to the 1988 and
subsequent taxation years. First, the reference to "all or substantially all of the
property” has been replaced by a reference to "all or substantially all of the fair
market value of the property”. This amendment will provide greater certainty in
‘determining whether the corporation meets the tests set out in the definition and
is consistent with recent amendments made to the definitions."small business
corporation" and "qualified small business corporation share". Second, the scope
of paragraph (b) of the definition has been broadened to include property of the
corporation that is any. indebtedness, whether issued or not, of other corporations
that satisfy the conditions of the definition. This change is also consistent with
amendments being made to the definitions "small business corporation” and

"qualified small business corporation share” and provides- flexibility to corporations
whose assets include receivables or other indebtedness of, for example, a subsidiary
corporation that are not bonds, debentures, bills, notes, mortgages, hypothecs or
similar obligations issued by the subsidiary.

. Finally, the requirement that the particular property be used in a farming business
throughout the 24 month period is not appropriate where, for example, large
amounts of inventory have turned over in that period or where new structures
have been erected on the land. In order to accommodate these situations, the
definition is further amended to require that, throughout any period of at least
24 months before the relevant time, all or substantially all of the fair market value
of the corporation’s property was attributable to property used principally in the
course of carrying on a farming business in Canada (or to shares or indebtedness
of other. corporations that meet this test). Thus, in applying this definition, the. .-

. relevant test will be based on the use made of the various assets owned by the
corporation during the 24 month period, rather than to the length of time that the
specific assets owned by the corporation at the time of disposition had been used.
In order to ensure, however, that a share of the capital stock. of a family farm
corporation does quallfy as such long after the corporation’s farming assets have
been disposed of in favour of non-farming assets,: new paragraph (b) of the
definition imposes the requirement that, at the relevant time, all or substantially
all of the fair market value of the corporation’s property was attributable to
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property that has been used principally in the course of carrying on a farming
business in Canada by the corporation or by a person or partnership referred to in
paragraph (a) (or to shares or indebtedness of corporations that satisfy those
criteria).

Subclauses 80(12) and (13)

ITA
110.6(14)

Subsection 110.6(14) of the Act provides certain rules that apply for the purposes
of the definition "qualified small business corporation share"

subsection 110.6(1). Paragraph 110.6(14)(c) treats a beneﬁmary of a personal trust
as being related to the trust while he or she is a beneficiary. ‘This may enable the
beneficiary to claim the enhanced capital gains exemption in respect of gains
realized on the disposition of small business corporation shares acquired from the
trust, notwithstanding that the beneficiary has not met the holding period
requirements set out in the definition "qualified small business corporation share".

Paragraph 110.6(14)(c) is amended, applicable. to the 1988 and subsequent taxation
years, to provide that a personal trust will also be treated as being related, in
respect of shares of the capital stock of a corporation, to any. person from whom
it acquired those shares where; at the time the trust disposes-of the shares, all
beneficiaries (other than registered charities) of the trust are related to the person
from whom the trust acquired the shares (or would be related to that person if he
or she were living at that time). - This amendment may; in conjunction with
subsection 104(21.2) of the Act, enable a trust beneficiary to claim the enhanced
capital gains exemption in respect of gains realized on the disposition of small
business corporation shares by the trust, notwithstanding that the trust has not
met the holding period requirements set.out in the definition "qualified small
business corporation share”.

In order for a share to constitute a "qualified small business corporation share", it
must be a share of the capital stock of a small business corporation at the time of
its disposition. Pursuant to the definition "small business corporation” in
subsection 248(1) of the Act, a Canadian-controlled private corporation will be a
small business. corporation at a given time if all or substantially all (generally 90%
or more) of the fair market value of its assets at that time is attributable to assets
used in an active business carried on primarily in Canada by the corporation or a
related corporation or to indebtedness or shares of connected small business
corporations or to any combination thereof. : Occasionally, a corporation will
temporarily lose its small business corporation status due to an accumulation of
passive investments or other non-business assets. This occurrence will usually not
pose a problem, in terms of the enhanced capital gains exemption, to a prospective
vendor of the corporation’s shares, as the corporation can often be. "punﬁed" prior
to the disposition of its shares in order to. ensure that it meets the "all or
substantially all" test at the time of disposition. Where, however, a disposition is
deemed to have occurred as a consequence of the shareholder’s death and the
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corporation fails to meet the "all or substantially all" test immediately before the
time of death, the opportunity to utilize the enhanced exemption may be forgone.

New paragraph 110.6(14)(g), which applies to the 1988 and subsequent taxation
years, is intended to provide relief in such situations. Where the shares of a
deceased shareholder would otherwise be qualified small business corporation
shares immediately before the shareholder’s death (that is, but for the fact that the
corporation was not a small business corporation at that time), those shares will
be treated as being qualified small business corporation shares of the shareholder
at that time if the corporation was a small business corporation at any time in the

12-month period preceding the shareholder’s death. Expressed more simply, a
share disposed of on an individual’s death will constitute a "qualified small
business corporation share" at the time of disposition if it met the terms of that
definition at any time within the 12 month period preceding that disposition and
failed to meet those terms at that time by reason only of the corporatlon s loss of
status as a small business corporatlon :

Subclause 80(14)

ITA
110.6(15)

Subsection 110.6(1) of the Act defines "qualified small business corporation share”
and "share of the capltal stock of a family farm corporation” for the purposes of
the enhanced capital gain deduction available on the disposition of such shares.
Under these definitions, certain tests relating to the fair market value of assets
used in an active business or farming business carried on by the corporation or a
related or connected corporation must be met in order to quahfy for the enhanced
‘deductnon

_ Where a corporation holds a life insurance policy under which a shareholder of
that corporation (or of any connected corporation or of any corporation connected
to a connected corporation) is the life insured, the fair market value of the policy
can escalate substantially if, for example, it is known that the shareholder is
terminally ill. This increase in the value of the policy could have the effect of the
corporation failing to meet the asset tests set out in the definitions described
above with the result that the enhanced deduction would not be available on, for
example, the deemed disposition of the corporation’s shares that would arise
immediately before the shareholder’s death. New paragraph 110.6(15)(a) of the
Act, which applies to dispositions of shares occurring after June 17, 1987, is
intended to avoid this result by providing that, for the purposes of the definitions
*_"qualified small business corporation share" and "share of the capital stock of a

" family farm corporation”, the fair market value of such a policy at any time prior
to the shareholder’s death will be considered to be its cash surrender value at that
time,

Where a corporation is the beneficiary of a life insurance policy under which a
shareholder of that corporation (or certain other corporations) is the life insured,
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proceeds of that policy received or receivable by the corporation as a consequence
of the shareholder’s death would normally not be considered to be used in an
active business carried on by the, corporation if they are to be distributed by the
corporation in order to fund an acquisition or redemption of shares under the
terms of a buy-sell agreement. This use of such proceeds could result in the -
corporation failing to meet the asset tests set out in the definitions "qualified small
business. corporations share” and "share of the capital stock of a family farm
corporation”. To deal with such situations, new paragraph 110.6(15)(b) will, for
the purposes of those definitions, treat (until the acquisition, redemption or '
cancellation of the shares) the fair market value of such proceeds as not exceeding
the cash surrender value of the policy immediately prior to the shareholder’s death
to the extent that they have been used by the corporation to redeem, acquire or
cancel shares of the capital stock of that corporation (or of a connected
corporation or a-corporation connected to a connected corporation) that were
-owned by the person whose life was insured under the policy. The redemption,
acquisition or cancellation must occur within 24 months after the death of the
person whose life was insured under the policy, although the 24-month period may
be extended upon written application to the Minister of National Revenue within
that period (the relevant period will be 12 months after Announcement Date
where the disposition occurred before that date).

Example

FMYV of life. insurance proceeds lmmedlately o

after the death of the insured: - : . $1,000,000
FMYV of assets attributable to life insurance - :

proceeds 12 ‘months after the death: $1,200,000
Cash- Surrender Value of policy: immediately

before the death of the insured: $ 100,000
Amount used to redeem, cancel or acquire shares: $ 800,000

Application of Paragraph 110.6(15)(b)

FMV of assets attr1butable to life insurance -policy:

$ 100,000 (deemed FMV of proceeds of $800000 used in buy—out)
200,000 (FMV of proceeds not used'in- buy-out)
200,000 - (proflt generated from proceeds) -

$ 500,000

ITA
110.6(16)

The definition "qualified small business corporation share’ of an individual requires
that the share be owned by the individual or a related person throughout the
24-month period ending immediately before the disposition of the share. For this
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purpose, paragraph 110.6(14)(c) treats a personal trust as being related to an -
individual for any period throughout which the individual was a beneficiary of the
trust.

New subsection 110.6(16), which applies to dispositions occurring after June 17
1987, extends, for these purposes, the definition of personal trust in

subsection 248(1) of the Act to include employee stock purchase trusts referred to
in- subsectlon 7(2) of the Act. g
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Clause 81
Losses

ITA
111

Section 111 of the Act establishes the extent to which a taxpayer is permitted to-
deduct amounts in computing his taxable income for the year in respect of losses
of other taxation years.

Subclause 81(1)
ITA
111(1.1) and (2)

Where a taxpayer claims an amount under paragraph 111(1)(b) in respect of his
net capital losses, the amount that may be deducted in respect of those losses
under that paragraph against taxable capital gains (and, in the case of an
individual, against $2,000 of other income to the extent of the individual’s
pre-1986 capital loss balance) is determined under subsection 111(1.1) of the Act.
The amount that may be deducted under paragraph 111(1)(b) in respect of net
capital losses will differ from the amount claimed under paragraph 111(1)(b)
where the inclusion rate for capital gains and losses for the year in which the loss
is realized differs from the inclusion rate for the year in which it is to be
deducted. This adjustment of net capital losses under subsection 111(1.1) is
intended to apply only where the loss is deducted against taxable capital gains.
The amendment to subsection 111(1.1), which applies to the computation of
taxable income for the 1985 and subsequent years, ensures that this adjustment to
net capital losses claimed to reflect different inclusion rates will not apply where
the loss is a pre-May 23, 1985 loss of an individual that has been deducted against
$2,000 of other income.

Subsection 111(2) of the Act permits the deduction of an individual’s net capital
losses claimed under paragraph 111(1)(b) in the year of death and in the
immediately preceding taxation year against all sources of income. The amount
deductible under paragraph 111(1)(b) is the aggregate of two amounts. The first
amount is the amount of net capital losses claimed by the taxpayer in one of those
years, as adjusted under new subsection 111(1.1), that is sufficient to shelter
taxable capital gains from tax for those two years. The adjustment under
subsection 111(1.1) is intended to reflect any difference between the taxpayer’s
capital gains inclusion rate for the loss year and the year in which the net capital
loss is deducted. The second amount is the excess of the total amount of net
‘capital losses claimed for deduction over the amount of such unadjusted losses
that were used to offset the net taxable capital gains for the year. This excess is
deductible against income from other sources in those two years after being
reduced by any previous capital gains exemptions deducted by the individual.
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Two amendments are made, to subsection 111(2), applicable to the computation of
taxable income for the 1985 and subsequent taxation years. The first amendment
provides that, for the year of death and the immediately preceding taxation year,
previously undeducted net capital losses of all taxation years are deductible under
paragraph 111(1)(b). This amendment ensures that net capital losses for the year
of death and the immediately preceding taxation year will be deductible against -
income from other sources in those two years. The second amendment clarifies
that the amount deductible under paragraph 111(1.1)(b) for one of those two years
is the excess of the amount of net capital losses claimed for that year over.the
amount of those net capital losses claimed that, after being adjusted, were
sufficient to offset the taxable capital gains of that year.

Subclause 81(2)

ITA
111(3)

Subsection 111(3) of the Act sets out limitations on the deductibility in a taxation
year of a loss carryover. Generally, the amount of a loss that may be deducted-in
a particular year is reduced by amounts that have been deducted in respect of that
loss in preceding years. In the case of a net capital loss, the loss is reduced by -
amounts claimed in respect of the loss rather than amounts deducted. The
amount that is deducted in respect of the loss under paragraph 111(1)(b) will
differ from the amount claimed under that paragraph whenever subsection 111(1.1)
adjusts the net capital loss ‘that may be deducted under paragraph 111(1)(b). This
adjustment will occur where the inclusion rate for the year in which the loss is to
be deducted differs from the inclusion rate for the loss year. The amendment to
subsection 111(3) provides that the amount that may be claimed in respect of a
net capital loss is reduced by amounts claimed in respect of that loss in prior
years. This amendment to subsection 111(3) applies to the computation of taxable
income for the 1985 and subsequent taxation years.

~ Subclause 81(3)

ITA
111(4)(e)

Paragraph 111(4)(e) of the Act provides that, where control of a corporation has
been acquired, the corporation may elect to treat itself as having disposed of
certain capital properties and, in doing so, recognize income or gains accrued in
respect of the properties prior to the time at which its control was acquired. This
amendment clarifies that no such election may be made in respect of depreciable
property of a prescribed class to which subsection 111(5.1) applies (that is, where
the undepreciated capital cost of the class exceeds the fair market value of
property within the class and the amount allowed as capital cost allowance under

. paragraph 20(1)(a) or deductible under subsection 20(16) in respect of property of
the class for the taxation year immediately preceding the acquisition of control)
and limits the amount which the corporation may designate as its proceeds from




- 196 -

the disposition of a property - and its new cost - to the lesser of (i) the fair
market value of the property immediately before the acquisition of control, and
(ii) the greater of the adjusted cost base of the property to the corporation and
the amount designated by the corporation in respect of the property.

This amendment applies to acquisitions of control occurring after’ Announcement
Date, other than such acquisitions in which the persons acquiring control were
obliged on that date to acquire control pursuant to written agreements entered
into on or before that date.

Subclauses 81(4) and (5)

ITA
111(8)(b.2)

Paragraph 111(8)(b.2) of the Act defines "pre-1986 capital loss balance", which
represents an individual’s net capital losses realized before May 23, 1985. These
losses continue to be deductible at the rate of $2,000 a year against income other
than taxable capital gains. The amendments to this paragraph, which apply to the
computation of taxable income for the 1985 and subsequent taxation years, ensure
that this balance is reduced by net capital losses claimed in a year rather than net
capital losses deducted in the year. The amount claimed in a year will differ from
the amount deducted in the year whenever subsection 111(1.1) applies to adjust
the net capital loss that may be deducted under paragraph 111(1)(b) to reflect a -
difference between the inclusion rate for the year in which the loss is to be
deducted and that for the loss year.
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Clause 82 -
Taxable Dividends Recelved by Corporatlons

ITA
112 ¢

Sectlon 112 of the Act is one of the principal provisions dealmg with the - -
treatment of dividends received by a corporation resident in Canada from another
corporation. Subsection 112(1) permlts a corporation to deduct, subject to certam
exceptions, taxable dividends received in computing its taxable income.

Subclause 82(1)

ITA
112(2:4) -

Subsection 112(2 4) of the Act denies the intercorporate dividend deduction for
dividends received on shares in respect of which certain security arrangements have
been made. This amendment, which applies after 5:00 p.m. Eastern Standard
Time, November 27, 1986, corrects a punctuatlon error in

, subparagraph 112(2 4)(b)(i).

Subclause 82(2)

ITA
112(4)

Subsection 112(4) of the Act provides a "stop-loss" rule in respect of losses from
sales of shares held as inventory. The amount of such a loss is reduced by any
dividends received by the taxpayer on the share unless the taxpayer owned the
share for at least 365 days and did not own more than 5% of any class of shares
of the corporation that issued the share disposed of. This amendment, which
applies to the 1985 and subsequent taxation years, provides that the stop-loss rule
in subsection 112(4) will apply to an individual only if the corporation that issued
the share is a taxable Canadian corporation. In addition, new subsection 112(4)
will apply with respect to taxable dividends received by a corporate shareholder
only to the extent of the amount of the dividends that was deductible in
computing the corporation’s taxable income or taxable income earned in Canada.

Subclause 82(3)

ITA
112(4.1)

Subsection 112(4.1) of the Act provides that for the purpose of valuing a share
held as inventory, dividends received on the share must be added to the fair
market value of the share unless the taxpayer has owned the share for at least
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365 days and does not own more than 5% of any class of shares of the
corporation that issued the share. This amendment, which applies to the 1985 and
subsequent taxation years, provides that where the holder of the share is an
individual the valuation adjustment provided in subsection 112(4.1) will apply only
if the corporation that issued the share is a taxable Canadian corporation. In
addition, where the holder of a share is a corporation new subsection 112(4.1) will
apply with respect to taxable dividends only to the extent of the amount of the
dividends that was deductible in computing the corporation’s taxable income or
taxable income earned in Canada.

Subclause 82(4)

ITA
112(4.2)

Subsection 112(4.2) of the Act provides a "stop-loss” rule in respect of losses from
sales of shares held as inventory by a partnership. A partner’s share of such a loss
is reduced by the amount of dividends received by the partner on the share unless
the partnership held the share for at least 365 days and the partnership, the
partner and non-arm’s length persons did not own more than 5% of any class of
shares of the corporation that issued the share disposed of. This amendment,
which applies to the 1985 and subsequent taxation years, provides that the stop-
loss rule in subsection 112(4.2) will apply to partners that are individuals only if
the corporation that issued the share is a taxable Canadian corporation. In
addition, new subsection 112(4.2) will apply with respect to taxable dividends
received by a corporate partner only to the extent of the amount of those
dividends that were deductible in computing the partner’s income or taxable
income earned in Canada.
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Clause 83
Part-Year Residents

ITA
114

Section 114 of the Act provides the rules with respect. to' déductions allowed in
computing the taxable income of an individual residing in Canada during only part
of a taxation year. This amendment, which applies to the 1988 and subsequent
taxation years, clarifies that, in such a case, the individual may not claim, in
respect of amounts described in sections 110 to 111, amounts in excess-of those
available to individuals who are resident in Canada throughout the year.
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Clause 84
Taxable Income Earned in Canada

ITA
115

‘Section 115 of the Act determines the amount of a non-resident person’s income
which is subject to tax under Part I of the. Act. This amount is referred to as the
non-resident’s "taxable income earned in- Canada”.

Subclauses 84(1) and (2)

ITA
115(1)

Paragraph 115(1)(d), (e) and (f) provide for particular deductions in computing
taxable income earned in Canada. New paragraph 115(1)(d), which applies to the
1988 and subsequent taxation years, corrects the reference therein to

paragraph 110(1)(d) of the Act. New paragraph 115(1)(d.1), which applies to the
1983 and subsequent taxation years, provides a deduction in respect of
intercorporate taxable dividends to the extent that such dividends were deductible
under subsection 112(1) or (2) or 138(6) of the Act and were included in
computing the non-resident taxpayer’s taxable income earned in Canada.

Subclause 84(3)

ITA
115(3)

Subsection 115(3) of the Act provides that, for the purposes of section 115, -
taxable Canadian property as described in subparagraphs 115(1)(b)(i) to (ix)
includes an option in respect of any such property irrespective of whether or not
the property is in existence. Subsection 115(3), which applies after Announcement
Date, is amended to ensure that an interest in respect of any such property is
similarly included.
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Clause 85
Dispositions by Non-Residents

ITA
116(5.2)

‘Subsections' 116(5.2) and (5.3) of the Act provide procedures for the reporting and
" payment of taxes by a non-resident with respect to-a. proposed or actual

disposition of a life insurance policy, a Canadian resource property and certain
depreciable property of non-residents. Generally, tax is required to be withheld by
the purchaser of such property except where a certificate issued by the Minister of
National Revenue is provided by the non-resident to the purchaser evidencing that
the required tax has been paid.

Subsection 116(5.2) is amended to extend the same procedures to a disposition of
timber résource property (of any interest in or option in respect of such property)

by a non-resident and to property (other than capital property) that-is real

property situated in Canada or'any interest in or option in respect of such
property. ' o

This amendment applies to dispositions occuring after February 20, 1990, other
than dispositions pursuant to agreements in writing entered into before
February 21, 1990.
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Clause 86
Charitable Gifts - Individuals

ITA
118.1

Section 118.1 of the Act provides rules for determining the availability and amount
of a tax credit in respect of charitable gifts made by individuals.

Su‘bclause 86(1)

ITA
118.1(1)

Subsection 118.1(1) of the Act describes gifts made by an individual that are
eligible for-a tax credit.. Subsection 118.1(1) is amended, applicable after -
December 11, 1988, as a consequence of the re-numbering of the Cultural Property
Export and Import Act and to provide consistent wording throughout the
provisions conoermng charitable donations.

Subclause 86(2)

ITA
118.1(10)

New subsection 118.1(10) of the Act provides. for the determination by the
Canadian Cultural Property Export Review Board of the value of objects which are
certified cultural property for the purposes of the rules relating to the tax
treatment of gifts of certified cultural property to designated Canadian institutions.

New subsection 118.1(10) of the Act applies in respect of gifts made after
February 20, 1990.
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Clause 87
Medical Expenses

ITA
118.2

Section 118.2 of the Act provides rules for determining the amount which may be
claimed, as a tax credit, in respect of an individual’s medical expenses.

Subclause 87(1)

ITA
118.2(2)(h)

As a result of the conversion of the deduction for medical expenses into a tax
credit, eligible medical expenses previously described in paragraph 110(1)(c) of the
. Act are now found in subsection 118.2(2). Former subparagraph 110(1)(c)(viii.2)
provided that, where certain other conditions were met, reasonable expenses for a
patient (and, where applicable, an accompanying individual) to travel to a place
80 kilometres or more from the locality of the patient’s dwelling to obtain medical
services could be claimed as medical expenses. Paragraph 118.2(2)(h) of the Act,
which was intended to impose the same conditions as former

subparagraph 110(1)(c)(viii.2), currently requires, in all cases, a patient to be
accompanied by another individual in order to claim an amount under that
paragraph. This amendment, which applies to the 1988 and subsequent taxation
years, ensures that a patient may be entitled to claim an amount under

paragraph 118.2(2)(h) even where the patient travels alone.

Subclause 87(2)

ITA
118.2(2)(m)

Subsection 118.2(2) sets out the medical expenses that may be included in the
computation of a person’s medical expense credit. Under paragraph 118.2(2)(m)
the cost of a device or of equipment may qualify as a medical expense if it is of a
kind the Governor in Council has prescribed by regulation. The proposed
amendments would increase the scope of the regulations by allowing the Governor
in Council to stipulate not only what kind of device or equipment constitutes a
medical expense, but also what it must be used or purchased for in order to
qualify as a medical expense.
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Clause 88
Mental or Physical Impairment

ITA
1183(2)(a)

Subsection 118.3(2) of the Act provides criteria for determining the entitlement of
a supporting individual of a disabled person to claim the disabled person’s unused
disability tax credit. Paragraph 118.3(2)(a) is amended to clarify that this credit
will only be available to the supporting individual where the spouse of the disabled
person is not already claiming, in respect of the disabled person, the disability tax
credit or any other non-refundable tax credits. This amendment applies to the
1988 and subsequent taxation years.
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Clause 89
Tuition Fees

ITA
1185

Subsection. 118.5(1) of the Act provides a tax credit in respect of tuition fees paid
to certain educational institutions in Canada. Paragraph 118.5(1)(a) is amended to
ensure that, where tuition fees are paid under a federal or provincial job training
program for the benefit of an individual and no amount is included in the
individual’s income in connection with the costs incurred to provide such training,
the fees do not qualify as tuition fees for the purpose of the tuition fee tax credit.

This amendment applies to the 1988 and subsequent taxation years.
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Clause 90
Education Tax Credit

ITA
118.6

Section 118.6 of the Act defines certain terms which apply for purposes of
determining eligibility for the education tax credit and provides the formula for
calculating the amount of the credit. ,

Subclause 90(1)

ITA
118.6(1)

Subsection 118.6(1) of the Act provides the definitions "designated educational
institution” and "qualifying educational program” for the purposes of the education
tax credit. This amendment extends the application of these definitions to all of
subdivision a in Division E of Part I and will, as a result, apply for the purposes
of the tuition fee credit and the transfer of the tuition fee and education tax
credits.

Subclause 90(2)

ITA
118.6(1)

The definition "qualifying educational program" in subsection 118.6(1) of the Act is
being amended to require, except in the case of courses provided by educational
institutions certified by the Minister of Employment and Immigration, that, in
order to be considered a qualifying educational program, a program must be at a
post-secondary school level.

Subclause 90(3)

ITA
118.6(2)

Subsection 118.6(2) of the Act is amended to remove the requirement that an
individual be in full-time attendance at a designated educational institution to
benefit from the education tax credit. The purpose of this amendment is the
ensure that the credit is also available to full-time post-secondary students enroled
in distance education programs or "correspondence courses".

These amendments to section 118.6 of the Act apply to the 1991 and subsequent
taxation years.
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Clause 91

Tuition Fees and
Education Credit Transfer

ITA
118.9(1)

Section 118.9 of the Act governs the transfer of the tuition fee an& education
credits of an individual to the individual’s parent or grandparent. This
amendment, which applies to fees relating to periods after June 1990, requires

‘that, for the purposes of the transfer of the tuition fee credit, only tuition fees

paid in respect of a qualifying educational program of a designated educational
institution will be eligible. The expressions "qualifying educational program” ‘and
"designated educational institution" are defined in subsection 118.6(1) of the Act.
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Clause 92
Part-Year Residents

ITA
118.91

Section 118.91 of the Act provides the rules with respect. to non-refundable tax
credits allowed to individuals residing in Canada during only part of a taxation.
year. This amendment, which applies to the 1988 and subsequent taxation years,
corrects an anomaly by ensuring. that an- individual who is resident in Canada. .
during part of the year is entitled to at least the same non-refundable credits that
are available to an individual in similar circumstances who is non-resident
throughout the year. The amendment also clarifies that an individual. residing in
Canada only part. of the year is not entitled to non-refundable credits in. excess of
those available to individuals residing in Canada throughout the year.
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Clause 93
Non-Resident Individuals

ITA
118.94

Section 118.94 of the Act provides the rules with respect to non-refundable tax

- credits allowed to individuals who did not reside in Canada-at any time in a
taxation-year. Subject to the special rule in section-217, such individuals are
allowed to claim certain non-refundable credits only where all or substantially all
(90%) of their income for the year is included in computing their taxable income
earned in Canada. This amendment ensures that the 90% rule does not apply to
the tuition fee and CPP/UI contribution tax credits. The removal of this
limitation in respect of these credits is consistent with the treatment of tuition fees
and CPP/UI contributions prior to tax reform, where such amounts were allowed
as deductions in computing net income and were not subject to the 90% rule that
was applicable to certain deductions allowed in computing taxable income. This
amendment applies to the 1988 and subsequent taxation years.
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Clause 94
Forward Averaging Credit

ITA
120.1(3)

Subsection 120.1(3) of the :Act provides for an adjustment to the amount deducted
in computing tax payable as a result of a forward averaging election made by an
individual whose income, in whole or in part, is not earned in a province. The
rate of this adjustment, which is currently set at 47%, is being increased to 49.5%
for 1989 and to 52% for the following years as a consequence of a similar increase
introduced under ‘Bill C-28 (1989) in the surtax payable by individuals on their
income not earned in a province. : "
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Clause 95
Overseas Employment Tax Credit

ITA
122.3(1)(b)

Section 122.3 of the Act provides an "overseas employment tax credit” to

* individuals resident in Canada who are employed for at least six consecutive
months in a foreign country by a specified employer in connection w1th a resource,
construction, installation, agricultural or engineering project.

Paragraph 122.3(1)(b) is amended to prov1de that the overseas employment tax
credit will be available where an individual is employed outside of Canada, rather
than in a country other than Canada. This amendment, which applies to the 1985
and subsequent taxation years, is intended to clarify that this credit may, where all
other conditions have been met, be available, for example, in connection with an
individual’s employment on a project in international waters.
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Clause 96
Specified Partnership Income or Loss

ITA
125(7)(f) and (g)

Paragraphs 125(7)(f) and (g) of the Act define, respectively,. the "specified
partnership income" and "specified partnership loss" of a corporation that is a
member.of a partnership. These amounts are relevant in determining a corporate
partner’s entitlement to the small business deduction provided under

subsection 125(1) of the Act.

Paragraphs 125(7)(f) and (g) are amended, effective for the 1985 and subsequent
taxation years, to clarify that amounts deducted by a corporate partner in a
taxation year will be taken into account in determining the corporation’s specified
partnership income or specified partnership loss for that year if those amounts
were deducted in computing the corporation’s income from the business carried on
in Canada by the corporation as a member of the partnership. Such deductions
will serve to reduce the corporation’s specified partnership income or increase its
specified partnership loss.

EXAMPLE

Corporation A holds a 50% partnership interest in each of Partnerships X, Y and
Z. The income of Partnership X from an active business carried on in Canada for
its 1990 fiscal period is $200. The income of Partnership Y from an active
business carried on in Canada for its 1990 fiscal period is $1,000. The loss of
partnership Z from an active business carried on in Canada is $200.

Corporation A deducts, in its taxation year that includes the end of each
partnership’s 1990 fiscal period, $300 in respect of expenditures made by it for the
purposes of earning income from the business carried on by it as a member of
Partnership X and deducts $100 in respect of expenditures made for the purposes
of earning income from the business carried on by it as a member of

partnership Z. Corporation A’s net parinership income that, subject to any other
limitations that may apply under section 125 of the Act, is eligible for the small
business deduction would be determined as follows:
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Specified Partnership Income

Partnership X: 125(7)(B)E)(AX(T) (50% of $200)
less 125(7)(f)(i)(A)(T)

plus 125(7)(£)(ii)

Partnership Y:  125(7)(H)()(A)(D) (50% of $1,000)
less 125(7)(f)(i)(A)(IT)

plus 125(7)(f)(ii)
Partnership Z:

Aggregate:

Specified Partnership Loss
Partnership X:  125(7)(g)(i)

plus 125(7)(g)(ii) ($300 - $100)
Partnership Y:
Partnership Z:  125(7)(2)(i)

125(7)(g)(ii) ($100 - NIL)
Aggregafe:
Income eligible for the small business deduction

125(1)(a)(ii): (specified partnership .
. income) .

. less  125(1)(a)(iv) (specified partnership
C loss)

$100
($300)
NIL
NIL

$500
NIL
NIL

NIL

_$200

$100
$100

$500

$100

NIL

Z
=

2

|

3

$2
NIL

g

2
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Clause 97

Manufacturing and Processing
Tax Credit

ITA
125.1(3)

Section 125.1 of the Act provides for a reduction of federal corporate income tax
where a corporation engages in manufacturing or processing activities. The
reduction for a year is up to 5% of the corporation’s "Canadian manufacturing and
processing profits” ("M&P profits") for the year. The latter expression is defined
in Part LII of the Regulations.

Paragraph 125.1(3)(b) is amended so that the processing of foreign ore is included
in the list of activities the income from which is eligible to be included in a
corporation’s M&P profits. The purpose of this amendment, in conjunction with
proposed amendments to Part LII of the Regulations which would phase-in the
manufacturing and processing tax credit in respect of foreign ore processing, is to

allow income from foreign ore processing to be eligible for the manufacturing and
processing tax credit. ,

A corporation’s M&P profits for a taxation year, as defined in section 5200 of the
Regulations, is a pro-rated amount of its "adjusted business income" (ABI) for the
year. The corporation’s ABI for the year is generally its active business income
for the year minus, where it engages in the production or processing of resources,
its "net resource income" (NRI) for the year. The corporation’s ABI for the year
is pro-rated to reflect the proportion of its M&P capital and labour costs for the
year (as defined in Part LII of the Regulations) to its total capital and labour
costs for the year (also so defined). However, pursuant to section 5201 of the
Regulations, certain small manufacturers and processors are not required to
pro-rate their ABI for a taxation year in determining their M&P profits for the
year.

It is proposed that the rule allowing a small manufacturing and processing
corporation not to pro-rate its ABI in determining its M&P profits continue not
to apply to corporations engaging in the processing of foreign ore. This
amendment is strictly consequential to the proposed amendment to section 125.1
of the Act, described above, under which such activities may now qualify for the
reduction in tax under that section.

It is also proposed that section 5203 of the Regulations be amended so that,
subject to transitional measures, a corporation’s income from the processing of
foreign ore be excluded from its NRI for the year. The transitional measures
would provide that the amount so excluded in respect of a corporation for a
taxation year would be equal to a specified percentage of the excess of its foreign
ore processing income for the year over its earned depletion base at the end of
the year. The specified percentage would be equal to 10% for a corporation with




- 215 -

a 1990 taxation year coinciding with the 1990 calendar year and would. rise in 10%
increments to 100% for taxation years commencing after 1998. (For a corporation
with a taxation year straddling two calendar years, the specified percentage for the
taxation year would be determined by reference to the number of days.in the -
taxation year that are in each calendar year.)

It is also proposed that sections 5203 and 5204 of the Regulations be amended so
that the cost of capital and the cost of labour for a corporation include costs in
respect of foreign ore processing. Because of the proposed amendments to
section 125.1 of the Act, a corporation’s M&P labour and capital (as defined in
section 5202 of the Regulatlons) would also reflect costs in respect of foreign ore
processing. -

This proposed treatment of foreign ore processing is consequential on the recent

" phase-out of earned depletion. The amendment recognizes that income: from such

- activity is similar to.income from the other activities to which section  125.1
applies. The amendment does not apply to Canadian ore processing because .
income from such activity benefits from the resource allowance provided under
paragraph 20(1)(v 1). .

The amendment is applicable to the 1990 and Subsequent taxation years.
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' Clause 98

Part VI Tax Credit
(Transitional Rule)

ITA
-125.2

Section 125.2 of the Act provides a deduction, in computing a financial
institution’s tax payable for a taxation year under Part I of the Act, in respect of
the institution’s Part VI tax liability for the year as well as its unused Part VI tax
credits in respect of the seven preceding and three following taxation years.’

New-paragraphs (d) and (e) of the definition "financial institution" in subsection
190(1) of the Act extend the tax applying under Part VI to life insurance
corporations and certain holding corporations. The tax payable under Part VI of
the Act by these financial institutions is pro-rated on the basis of the portion of
their taxation year which falls after February 20, 1990, and the purpose of this
transitional rule affecting section 125.2 is to limit the credit of such institutions’
Part VI tax to their Part I tax that, based on the same pro- -ration, is attrlbutable
to the period-after February 20,:1990.
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Clause 99
Foreign Tax Credit

ITA
126

Section- 126 of the Act provides a deduction, from a taxpayer’s tax otherwise
payable under Part I-of the Act, in respect of foréign income taxes. :

Subclause 99(1)

ITA
126(2.1)(a) (i)

" Subsection 126(2) of the Act permits a taxpayer to claim a credit for amounts paid
by him in respect of foreign business income taxes. Subsection 126(2.1) of the ‘Act
sets out rules to be applied in determining the amount of the credit available.
Subparagraph 126(2:1)(a)(i) is- amended, applicable to taxation years ending after
Announcement Date; to provide that a taxpayer is not entitled to claim a credit in
respect of taxes paid on foreign source business income which is exempt. from :
taxation in Canada by virtue of a treaty provision.-

Subclauses 99(2) and (3) -

ITA
126(7)(a) and (c)

Paragraphs 126(7)(a) and (c) define the terms "business-income tax" and
"non-business-income tax" for the purposes of determining a taxpayer’s foreign tax
credit under section 126 and the amount of any deduction which may be available
under subsection 20(12) of the Act in computing the taxpayer’s income for a
taxation year. These paragraphs are amended, applicable to taxation years ending
after Announcement' Date, to provide that.a taxpayer’s "business-income tax" and
"non-business-income tax" do not include-any foreign taxes paid in respect of
amounts: that are deductible in computing the taxpayer s taxable 1ncome under
subparagraph 110(1)(t)(1) of the Act. - :
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Clause 100
Investment Tax Credit

-ITA
127

Subsections 127(5) to (17) of the Act provide rules relating to the deductibility of
a taxpayer’s investment .tax credit from his tax otherwise payable under Part I of
the Act.

Subclause 100(1)

ITA
127(9)

"investment tax credit"

Subsection 127(9) of the Act defines the investment tax credit of a taxpayer at the
end of a taxation year. This definition is amended to ensure that an investment
tax credit will be generated only in circumstances where the income from the

_ business to which a particular expenditure or property relates is subject to tax.

This amendment is generally applicable to property acquired and expenditures
made after Announcement Date.

Subclaqses 100(2) to (4)

ITA
127(9)

"qualified property"

The definition of "qualified property” in subsection 127(9) of the Act, which
applies for the purposes of the investment tax credit, includes certain prescribed
buildings and prescribed machinery and equipment that are used primarily for the
activities described therein. The first amendment to this definition extends the list
of activities for which qualified property may be used to include the harvesting of
peat. This amendment applies to the 1985 and subsequent taxation years.

The second amendment to this definition is intended to clarify that, where the
taxpayer is a corporation carrying on a business in Canada whose principal
business is manufacturing property that it sells or leases, the property acquired by
the taxpayer to be leased, that is "qualified property”, is restricted to the property
that is manufactured by the taxpayer. This amendment, which applies to property
acquired after Announcement Date, also clarifies that where the principal business
of the corporation is selling or servicing property, the property acquired to be
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leased, that is "qualified property", is restricted to prbperty of the type that the
corporation sells or services. . .

The third amendment to this definition, which applies after February 25, 1986,

provides- that for the purposes. of this definition, "Canada” includes the offshore
region prescribed for the purpose of the definition of "specified percentage” in

subsection 127(9).

Subclause 100(5)

ITA
127(10.7)

Subsection 127(11.1) of the Act requires that the base upon which an investment
: tax credit is earned be reduced by any assistance receivable in respect of the
related expenditure. Where the assistance is repaid, the investment tax credit is
reinstated by reason of paragraph (f) of the definition "investment tax credit" in
subsection 127(9) at the specified percentage in respect of the original expenditure.
Under subsection 127(10.1) of the Act, however, an additional investment tax
credit is available to eligible small business corporations in respect of the first

$2 million of expenditures on research and development incurred in a year to
effectively "top-up” the investment tax credit rate in respect of such expenditures
to 35%. In the case of a repayment of assistance previously received in respect of
such an R&D expenditure, ‘however, the "top-up" to the 35% high rate credit is
not reinstated under the existing provisions.

New subsection 127(10.7), therefore, requires an addition to the amount otherwise
calculated under subsection 127(10.1) for a year where assistance in respect of an

amount which would otherwise have qualified for the high-rate ITC is repaid.

New subsection 127(10.7) is applicable in respect of amounts repaid after May 23,

1985. :

Subclause 100(6)

ITA
127(11)(a)

Section 127 of the Act provides for an investment tax credit in respect of certain
‘expenditures on "qualified property" (as defined in subsection 127(9)). Qualified
property includes certain new buildings and equipment acquired after June 23,
1975 to be used primarily for one of activities described in subparagraphs (c)(i) to
(xiii) of the definition. One of these activities is "manufacturing or processing"
goods for sale or lease. :

Strictly as a consequence of the amendments to paragraph 125.1(3)(b) described
previously, paragraph 127(11)(a) is amended so that the processing of foreign ore
will continue not to be regarded as "manufacturing or processing” for the purposes
of the investment tax credit rules. Nevertheless, the cost of property in respect of
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the processing of such ore still may qualify for. the investment tax credit provided
the foreign ore processing is described in subparagraphs (vi) to (vi.2) of the
"qualified property” definition.

This amendment: ié applicable to. the 1990 and subsequent taxation years.
Subclause 100(7)

ITA
127(11.2)

New subsection 127(11.2) of the ‘Act provides that property will not be considered
to have been acquired and expenditures will not be considered to have been made
for investment tax credit purposes until such time as the property that is acquired
is considered to have become "available for use” (determined without reference to
paragraphs 13(27)(c) and 13(28(d), concerning dispositions). The. determination of
the time at which a property is considered to have become available for use is
described in the commentary to new subsections 13(27) to (31) of the Act.

New subsection 127(11.2) of the Act applies with respect to property acquired and
expenditures made after 1989.
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Clause 101

Labour-Sponsored Funds
Tax Credit -

ITA
127.4

Subclause 101(1)

ITA
127.4(1)

Section 127.4 of the Act provides a tax credit for individual taxpayers equal to
20% of the cost of "approved shares" of a prescribed labour-sponsored venture
capital corporation. The credit may not exceed $700 and is available only if the
individual is the first purchaser of the shares.

The definition of "approved share" in subsection 127.4(1) of the Act is expanded
to include not only a share of a prescribed labour-sponsored venture capital
corporation acquired by an individual but also such a share irrevocably subscribed
and paid for by the individual. Therefore an irrevocable subscription by an
individual for such a share, if fully paid in a year or within 60 days thereafter, will
qualify under subsection 127.4(3) for the 20% labour-sponsored funds federal tax
credit for that year.

The definition of "net cost" in subsection 127.4(1) of the Act is amended,
consequential to the amendment to the definition "approved share” contemplating
shares subscribed for but not yet issued, to refer to consideration paid in respect
of a subscription for an approved share.

Subclause 101(2)

ITA
127.4(3)

Subsection 127.4(3) of the Act provides for a federal labour-sponsored funds tax
credit to an individual to a maximum of 20 per cent of the net cost of approved
shares acquired by the individual, where a province provides a provincial tax credit

- of at least 20 per cent of the net cost of the shares. A similar 20% federal

labour-sponsored funds tax credit is provided under subsection 127.4(3) to a
purchaser of shares of a national labour-sponsored venture capital
corporation (LSVCC).

Subsection 127.4(3) is amended to clarify that the federal labour-sponsored funds
tax credit is applicable in respect of the purchase of shares in a registered LSVCC
even if no province provides a matching tax credit in respect of the purchase of
those shares or if such a matching tax credit is less than 20 per cent.
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This subsection is also amended to provide that amounts paid in respect of an
irrevocable subscription for an approved share will be included in the computation
of an individual’s labour-sponsored funds tax credit even though the share may not
have been issued at the time the credit is claimed. In order to claim the federal
tax credit in respect of shares of a registered LSVCC, however, the individual must
include the information return required to be provided by the issuer of the share
with his or her income tax return.

These amendments are applicable after 1988
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Clause 102
Minimum Tax

. ITA
127.52

Section 127.52 of the Act defines the "adjusted taxable income" of an. individual
_for a taxation year for the purposes of determining his minimum tax liability under
Division E.1 of Part I of the Act. Adjusted taxable income is calculated on the
basis of the various assumptions set out in paragraphs 127.52(1)(a) to (j).

Subclause 102(1)

ITA
127.52(1)(h)

Paragraph 127.52(1)(h) of the Act provides that only certain deductions available
in computing taxable income are allowed for minimum tax purposes and the
amount deductible for minimum tax purposes is equal to the amount claimed for
the purposes of computing the individual’s basic Part I tax liability. Among those
allowable deductions is that provided under paragraph 110(1)(f) which permits a
deduction in respect of an amount exempt from tax by reason of a tax convention
or agreement with another country.

Paragraph 127.52(1)(h) is amended, effective for the 1986 and subsequent taxation
years, to ensure that the deduction allowed under paragraph 110(1)(f) for
minimum tax purposes reflects any increase in adjusted taxable income resulting
from the application of the minimum tax to a capital gain in respect of which a
deduction under paragraph 110(1)(f) is provided. '

Subclause 102(2)

ITA
127.52(1)(i)(i)

Under subsection 111(1) of the Act, losses for a taxation year may be carried over
~and deducted in computing taxable income of other taxation years.

Paragraph 111(1)(e) provides for an indefinite carry-forward of limited partnership
losses.

The French and English versions of subparagraph 127.52(1)(i)(i) are slightly
different. The French version provides that, for the purposes of computing the
adjusted taxable income of an individual for a year, the amounts deductible under
subsection 111(1) are limited to those provided in paragraphs 111(1)(a), (c) and
(d). The English version of subparagraph 127.52(1)(i)(i) provides that, for the
_purposes of computing the adjusted taxable income of an individual for a year,
only the amounts deductible under paragraphs 111(1)(a), () and (d) are restricted.
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Neither the French nor English versions of subparagraph 127.52(1)(i)(i) make
express reference to paragraph 111(1)(e) -- "limited partnership losses".
Subparagraph 127.52(1)(i)(i) is amended to provide that limited partnership losses
will be taken into account in computing the adjusted taxable income of an

individual for a taxation year.

This amendment is applicable to-taxation years commencing after 1985.
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Clause 103
Minimum Tax - Spousal Trusts

ITA
127.55

Section 127.55 of the Act, which exempts individuals from the application of the
minimum tax in certain limited circumstances, is amended to. exempt a trust -
described in paragraph 104(4)(a) from its application for the trust’s taxation year

. that includes the time of the beneficiary spouse’s death. This relieving

. amendment, which is retroactive to the 1986 taxation year - the first year -

of application of the minimum tax, is consistent with existing paragraphs 127.55(c)
and (d). which provide that the minimum tax does not apply to an individual in
the year of death. : : :
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Clause 104
Refundable Dividend Tax on Hand

ITA
129(3.5)

Subsection 129(3.5) of the Act defines the "reduction at December 31, 1987 of
refundable dividend tax on hand" of a corporation, for the purposes of determining
the amount to which the corporation is entitled as.a dividend refund under
subsection 129(1). Paragraph 129(3.5)(d) currently provides that this reduction
does not apply to any amount added under paragraph 88(1)(e.5) to a corporation’s
refundable dividend tax on hand ("RDTOH") in respect of the RDTOH of a
subsidiary for a taxation year commencing after 1987. This amendment, which

..applies to the 1988 and subsequent taxation years, provides that such a reduction
will also not apply in respect of the RDTOH of a subsidiary for a taxation year
commencing before but ending after 1987.
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Clause 105
Investment Corporations

ITA
130

Section 130 of the Act sets out special -rules relating to the taxation of investment
corporations. :

Subclause 105(1)

ITA
130(3)(a)(iii)

Subsection 130(3) of the Act sets out the conditions under which a corporation is
considered to be an "investment corporation” qualifying for a reduction of income
tax under section 130. It is amended to exclude a corporation’s taxable capital
gains arising from the application of subsection 49(2) for the purposes of meeting
the condition that at least:95% of its income derived from, or from the
dispositions of, specified investments. Subsection 49(2) gives rise to a capital gain
where an option expires that had previously been granted for consideration by a
corporation to allow others to acquire shares of its capital stock. A parallel
change is also being made to the deflnmon of "unit trust" in subsection 108(2).

This amendment apphes to the 1990 and subsequent taxation years
Subclause 105(2).

ITA
130(4)

One of the conditions that a corporation must meet in order to be considered an
"investment corporation” is set out in subparagraph..130(3)(a)(vi) of the Act, which
requires that the corporation may not have more than 10% of its property
invested in shares or debt of any one corporation. or debtor, other than a
Canadian federal, provmc1al or mun1c1pal government

Inappropriate results may arise where more than 10% of an investment
corporation’s property consists of shares and debt of a wholly-owned subsidiary
corporation, but less than 10% of the property held by the Subsidiary, together
with other property of the investment corporation, represents their combined
investment in any single corporation or debtor. New subsection 130(4) of the Act
is intended to deal with such situations, and permits an investment corporation to
exclude its investments in wholly-owned Canadian subsidiaries, and to include the
property of those subsidiaries with its own, in determining whether it satisfics the
10% limitation imposed under subparagraph 130(3)(a)(vi). The application of new
subsection 130(4) is elective and applies to taxation years ending after 1986.
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Clause 106
Mutual Fund Corporations

ITA
131

Section 131 of the Act sets out special rules relating to the taxation®of mutual
fund corporations.

Subclauses 106(1) and (2)

ITA
131(8) and (8.1)

Subsection 131(8) of the Act defines the expression "mutual fund corporation” for
the purposes of the Act. A mutual fund corporation is, in general terms; a public
corporation 95% or more of the shares of which are redeemable and the only
undertaking of which is the investment of its funds. A mutual fund corporation is
entitled to distribute certain dividends to shareholders which it may elect to have
treated as capital gains and to receive a refund representing tax paid on its net
taxable capital gains. These rules integrate the taxation of such gains at the
corporate and shareholder levels.

Subsection 131(8) is amended so that it is subject to new subsection 131(8.1),
under which a corporation generally does not qualify as a mutual fund corporation
at any time where it was reasonable to conclude before that time that the
corporation was established or maintained primarily for the benefit of non-resident
persons. Such a corporation would only qualify as a mutual fund corporation at
that time where

- throughout the period commencing on February 21, 1990 (or if
~later, the date of its incorporation) and ending at that time, all or
substantially all of its property consisted of property other than
Canadian real estate, options therein and other taxable Canadian
property referred‘to in subparagraphs 115(1)(b)(ii.1) to (ix), or

- the corporation did not issue a share of its capital stock, other
than a stock dividend, after February 20, 1990 and before that
time to a person ‘that, after reasonable inquiry, it had reason to
believe was not resident in Canada, except where the share was
issued pursuant t0 an agreement in writing entered into before
February 21, 1990.

The purpose of new subsection 131(8.1), which applies after February 20, 1990, is
to discourage the use of MFCs as an intermediary through which non-resident
individuals may invest in Canadian real estate and other taxable Canadian property
without being effectively subject to Canadian tax either indirectly at the corporate
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level or directly at the shareholder level. Such tax planning would have most
relevance with respect to investments in Canadian real estate since non-resident
persons generally do not benefit from any tax treaty relief with respect to gams
from such property.

The definition "mutual fund corporation” is also amended, applicable to the 1990
and subsequent taxation years, to provide that a prescribed labour-sponsored
venture capital corporation will be considered to be a mutual fund corporation for
income tax purposes. The application of section 131 to such corporations is
described in the commentary to new SlleCCthIl 131(11), below.

Subclause 106(3)

ITA
131(11)

While amended subsection 131(8) of the Act treats prescribed labour-sponsored
venture capital corporations (LSVCC’s) as mutual fund corporations for the
purposes of the Act generally, new subsection 131(11) of the Act contains several
overriding provisions concerning the application of the Act to prescribed LSVCC's,
New subsection 131(11) provides that taxable capital gains, allowable capital losses
and net capital losses are excluded by new subsection 131(11) of the Act from the
determination of the refundable dividend tax on hand (RDTOH) of a prescribed
LSVCC that is a private corporation. Similarly, such a corporation is precluded
from declaring a capital dividend under section 83 of the Act. These provisions
are described in further detail below.

New paragraph 131(11)(a) of the Act provides that, for purposes of computing the
RDTOH of a prescribed LSVCC under subparagraphs 129(3)(a)(i) and (ii), the
amount, if any, deducted by the corporation in respect of net capital losses
pursuant to paragraph 111(1)(b) shall be deemed to be nil. This provision is a
corollary to the exclusion of taxable capital gains from the definition of Canadian
investment income for the purpose of calculating the RDTOH of a prescribed
LSVCC. (Reference may be made to the commentary describing new

paragraph 131(1)(b).)

New paragraph 131(11)(b) of the Act provides that paragraph 129(4)(a), which sets
out the definition of Canadian investment income for the purposes of the
calculation of a corporation’s RDTOH in subsection 129(3), shall, in order to
exclude taxable capital gains and allowable capital losses from being taken into
account in determining the RDTOH of a prescribed LSVCC, be read without
reference to subparagraph 129(4)(a)(i).

New paragraph 131(11)(c) of the Act permits a prescribed LSVCC to elect that,
with respect to the current and all subsequent taxation years, subsection 84(1) of
the Act relating to deemed dividends from an increase in a corporation’s paid-up
capital shall apply notwithstanding the provisions of subsection 131(4) of the Act
which would otherwise preclude such an application of subsection 84(1). '
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New paragraph 131(11)(d) of the Act clarifies that subsection 131(5) shall not
apply to a prescribed LSVCC. Subsection 131(5) enables a mutual fund
corporation to claim a refund under section 129 of tax paid under Part IV of the
Act in respect of its dividend income. A prescribed LSVCC, however, is exempt
from Part IV tax by reason of section 186.1.

New paragraph 131(11)(e) provides that the capital dividend account of a
prescribed LSVCC shall be deemed to be nil at all times. This rule will prevent
such a corporation from paying a capital dividend, and is appropriate since
corporate and investor tax payable in respect of the net taxable capital gains of the
LSVCC is already integrated through the treatment afforded capital gains
dividends.

These amendments are applicable to the 1990 and subsequent taxation years.
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Clause 107
Mutual Fund Trusts

ITA
132(6) and (7)

Subsection 132(6) of the Act defines the expression "mutual fund trust” for the
purposes of the Act. A mutual fund trust (MFT) is, in general terms, a
widely-held -unit trust whose only undertaking is the investment of its funds.

An MFT is effectively allowed to flow-through taxable capital gains to unitholders
through designations under subsection 104(21) or, alternatively, reccive a refund in
respect of those taxable capital gains at the trust level on the redemption of.trust
units. These rules prevent the taxation of such gains at both the trust and
beneficiary levels.

Subsection 132(6) is amended so that it is subject to new subsection 132(7), under
which a trust generally does not qualify as a mutual fund trust at any time where
it was reasonable to conclude before that time that the trust was established or
maintained primarily for the benefit of non-resident persons. Such a trust would
only qualify as a mutual fund trust at that time where

- throughout the period commencing on February 21, 1990 (or, if
later, the date of its creation) and ending at that time, all or
substantially all of its property consisted of property other than
Canadian real estate, options therein and other taxable Canadian
property referred to in subparagraph 115(1)(b)(ii.1) to (ix), or

- the trust did not issue any of its units, other than as a
capitalization of an income distribution, after February 20, 1990
and before that time to a person that, after reasonable inquiry, it
had reason to believe was not resident in Canada, except where
the units were issued pursuant to an agreement in writing entered
into before February 21, 1990.

As in the case of the amendment to the definition of mutual fund corporation
discussed above, the purpose of this amendment is to discourage the use of MFTs
.as an intermediary through which non-resident individuals may invest in Canadian
real estate and other taxable Canadian property without being effectively subject to
Canadian tax either indirectly at the trust level or directly at the unitholder level.

This amendment applies after February 20, 1990.
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Clause 108
Cooperative Corporations

ITA
136(1)

Subsection 136(1) of the Act tréats cooperative corporations that would otherwise
be private corporations not to be private corporations except for certain purposes
of the Act.. This amendment to’ subsection 136(1) provides that a cooperative -
corporation may be treated as a private corporation for the purpose of

section 125.1 of the Act, which provides a tax credit for a corporation’s Canadian
-manufacturing and processing profits to the extent that those profits did not
qualify for the small business deduction under section 125 of the Act. This
amendment also deletes the reference to section 123.1 of the Act, which levied a
corporate surtax from July, 1985 to the end of 1986.

This amendment applies after June 1988, except that the reference in
subsection 136(1) to section 152 of the Act is applicable only after April 27, 1989.
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Clause 109
Credit Unions

ITA |
137(5.1) and (5.2)

Section 137 of the Act contains special rules relating to the taxation of credit
unions.

Subsection 137(5.1) of the Act allows a central credit union to allocate taxable
dividends and taxable capital gains to its member credit unions. Any taxable
dividend so allocated reduces, pursuant to paragraph 137(5.2)(a), the amount of
the deduction available under section 112 to the central credit union in respect of
intercorporate taxable dividends, and any taxable capital gains so allocated are
added, pursuant to paragraph 137(5.2)(b), to the income of the central credit
union for the year in respect of which the allocation is made. Each amount
allocated to a member credit union is, pursuant to paragraph 137(5.2)(c),
deductible by that member in computing taxable income for the allocation year.
These ‘provisions, in conjunction with subsection 137(4.1), effectively transfer the
dividend income and taxable capital gains realized by the central credit union to
the. member credit unions for income tax purposes.

Two amendments have been made to these provisions, applicable to the 1988 and
subsequent taxation years. First, new paragraph 137(5.1)(c) permits:member credit
unions to- flow-through. amounts which have-been allocated to them from a central
credit-union to their own members that are also ciedit unions. This change
accommodates credit unions whose corporate structure involves more than: two
tiers of credit unions. Second, paragraph 137(5.1)(b) has been amended to correct
a technical deficiency that arose when the inclusion rate for capital gains was
changed from one-half to two-thirds. In order to flow-through capital gains from
a central credit union to its members for income tax purposes, the amounts ~ °
allocated under paragraph 137(5.1)(b) must, in effect, represent the amount by
which the non-taxable portion of capital gains exceeds the non-allowable portion
of capital losses. In conjunction with the payer’s income inclusion under
paragraph 137(5.2)(b), the member’s income deduction under

paragraph 137(5.2)(c) and the interest treatment provided under

subsection 137(4.1), the amendment to paragraph 137(5. 1)(b) achieves the desired

) ﬂow—through of capital gains.
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Clause 110
Insurers

ITA
138

Section 138 of the Act sets out detailed rules relating to the taxation of insurance
corporations.

Subclause 110(1)

ITA
138(2)

Subsection 138(2) of the Act provides that in computing the income and loss of
an insurer, other than an insurer that is a resident of Canada that does not carry
on a life insurance business, the income and loss from carrying on an insurance
business is to be limited to the income or loss from carrying on that insurance
business in Canada. In the case of an insurer that is a resident of Canada and
carries on a life insurance business, subsection 138(2) provides an exception from
the general rule that residents of Canada are taxed on their worldwide income,
Non-resident persons are not subject to Canadian tax on their foreign income and
as a result an exception is not required to restrict the income or loss of a
non-resident insurer to its income from carrying on an insurance business in
Canada. The amendment to subsection 138(2), which applies to the 1990 and
subsequent taxation years, restricts the: application of that subsection to residents
of Canada that carry on a life insurance business.

Subclause 110(2)

ITA
138(11.3)

Subsection 138(11.3) of the Act provides for a deemed disposition and
reacquisition of property at fair market value where an insurer changes the use of
the property in the circumstances described therein. This provision applies for all
purposes of the Act except for the purposes set out in the preamble 10 the
subsection. Subsection 138(11.3) is amended to remove the reference in'the
preamble to "amortized cost" which, by reason of the repeal of paragraph 138(3)(c)
of the Act, is no longer applicable. This amendment applies to taxation years
commencing after June 17, 1987 and ending after 1987.
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Subclause 110(3) and (4)

ITA
138(11.5)(b) and (k)

Subsection 138(11.5) of the Act provides rules which allow a non-resident insurer
to transfer, on a tax-deferred basis, the property of an insurance business carried
on in Canada to a qualified Canadian corporation.

One of the tests which must be satisfied in order to obtain this "rollover”
treatment is set out in paragraph 138(11.5)(b), which requires that a transferor
transfer all or substantially all of the insurance property used or held by it in the
year in which it ceases to carry on the Canadian insurance business. New
paragraph 138(11.5)(b) clarifies that this test applies only in respect of property
owned by the transferor at the time it ceases to carry on the business.

Paragraph 138(11.5)(k) provides that, for certain purposes, the transferee
corporation will be treated as the same person as and a continuation of the
transferor. The amendment to paragraph 138(11.5)(k) provides that this treatment
will also apply for the purpose of Part XIL3 of the Act, and is intended to allow
any "grandfathering" available to the transferor under that Part to apply to the
transferee. :

New paragraphs 138(11.5)(b) and (k) apply to transfers of insurance businesses
occurring after December 15, 1987,

Subclause 110(5)

ITA
138(12)(e)

Subsection 138(9) of the Act requires a multinational life insurer to include in
computing its income for a year from a Canadian insurance business, among other
amounts, the gross investment revenue that is derived from property used or held
by the insurer in that insurance business. Paragraph 138(12)(e) of the Act defines
"gross investment revenue” to include amounts such as taxable dividends, interest,
rents and royalties included in the insurer’s gross revenue for the year.

Paragraph 138(12)(e) is amended, applicable to the 1990 and subsequent taxation
years, to clarify that gross investment revenue includes amounts included in an -
insurer’s gross revenue as substitutes for interest, rents or royalties, as well as
interest earned under an annuity contract.
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Clause 111
Gains and Losses of Insurers

ITA
142

Subsection 142(1) of the Act provides special rules for the purposes of computing
the taxable capital gains and allowable capital losses of an insurer that is not a
resident of Canada or is a resident of Canada and carries on a life insurance
business. Where such an insurer carries on an insurance business in Canada and
in another country it does not include in its income any taxable capital gains and
allowable capital losses from dispositions of property used by it in the year in, or
held by it in the year in the course of, carrying on an insurance business outside -
of Canada. In the case of an insurer that is a resident of Canada and carries on a
life insurance business, subsection 142(1) provides an exception from the general
rule that residents of Canada are taxed on their worldwide income. In the case of
non-resident insurers, however; the rule in subsection 142(1) is already provided
for in subparagraph 115(1)(b)(ii.1) of the Act. As a.result, subsection 142(1) is
amended, applicable to the 1990 and subsequent taxation years, to restrict its
application to insurers that are resident in Canada and carry on a life insurance
business.
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Clause 112
Communal Organizations

ITA
143

Section. 143 of the Act contains a special rule governing the taxation of certain
communal organizations that do not permit members to own property in their own
right. Under subsection 143(1), the collective income of such organization for a
taxation year is deemed to be income under a trust. Under subsection 143(2),
such income may be allocated to adult members of the communal organization
(rather than being taxed at the trust level) in the manner specified and included in
the income of designated adult members in each family.

Section 143 of the Act is amended to allow a communal organization which makes
an election under subsection 143(2) to elect to have its charitable, Crown and
cultural gifts made in a year treated as having been made by its adult members for
whom an amount is included in income for the year under subsection 143(2). The
new election would allow such an adult member to take into account a percentage
share (equal to the member’s percentage share of trust taxable income under
subsection 143(2)) of such gifts in computing the member’s tax credit under
subsection 118.1(3). ‘

This amendment is applicable to the 1990 and subsequent taxation years.
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Clause 113
RRSP Advantages

ITA
146(2)(c.4) (i)

Subsection 146(2) sets out conditions that a plan must satisfy before it may be
accepted by the Minister of National Revenue as a registered retirement savings
plan. Paragraph 146(2)(c.4)(i) is amended to ensure that the English and French
versions of the paragraph correspond in meaning.
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Clause 114
Registered Education Savings Plans

ITA
146.1

Section 146.1 of the Act contains the prov151ons that deal with registered
education savings plans

‘Subclauses 114(1) and (2)

ITA
146.1(1)(c.1)

Subsection 146.1(1) of the Act defines a number of terms for the purposes of
section 146.1 and, pursuant to this amendment, for new Part X.4 of the Act.
Paragraph 146.1(1)(c.1) adds a definition of the term "post-secondary educational
institution". This definition is relevant to new paragraph 146.1(2)(g) of the Act,
which requires that payments from a registered education saving plan to a
beneficiary may be made only where the beneficiary is a student in full-time
attendance at a post-secondary educational institution and is enrolled in a
qualifying educational program. Subparagraph 146.1(1)(c.1)(i) defines
post-secondary educational institutions in Canada, to be identical to the definition
provided in paragraph 118.6(1)(a) of the Act. Subparagraph 146.1(1)(c.1)(ii) deals
with educational institutions outside Canada and provides that in order to meet
the definition of post-secondary educational institution in such cases, a beneficiary
must be enrolled in a course of not less than 13 weeks duration. This definition
is applicable after February 20, 1990,

Subclause 114(3)

ITA -
146.1(1)(d.1)

New paragraph 146.1(1)(d.1) adds a definition of the-term "qualifying educational
program" by importing the definition contained in subsection 118.6(1) of the Act.
This definition requires, among other factors, that a program be of not less than 3
consecutive weeks duration and that the program provide that each student taking
the program spend at least 10 hours per week on courses or work in the program.
This definition is applicable after February 20, 1990.
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Subclauses 114(4) and (5)

ITA
146.1(1)(h)

Paragraph 146.1(1)(h) of the Act defines a trust as any person who irrevocably
holds property or money pursuant to an education savings plan for a number of
limited purposes. This amendment to the paragraph updates the wording used in
the definition (without changing its meaning) by removing the words "or money"
which are redundant in this context, because any money held will be included
within the definition of property. -

Subparagraph 146.1(1)(h)(v) is intended to accommodate transfers of property
between registered education savings plans. This amendment to

subparagraph 146.1(1)(h)(v) provides that one of the permitted purposes of a trust
under section 146.1 is the transfer of property to another registered education
savings plan. "This requirement will ensure that property held by a registered
education savings plan cannot be transferred to an unregistered plan which, for
example, may be non-resident or may not meet the other requirements for
registration. This amendment is applicable after Announcement Date.

- Subclauses 114(6) to (9)

ITA
146.1(2)

Subsection 146.1(2) of the Act contains a number of conditions that must be met
before an education savings plans will be accepted for registration. ‘The
amendments to this subsection reflect in some cases a codification of the existing
administrative practice of the Department of National Revenue, and in other cases
represent new .requirements. The amendments to subsection 146.1(2) will be
applicable to plans entered into after February 20, 1990, except that the
amendments contained in paragraphs 146.1(2)(c), (f) and (j) apply to plans entered
into after Announcement Date.

The amendment to paragraph 146.1(2)(a) adds a requirement that the property of
any trust established under a plan be held by a licensed. trustee. Prior to this =
amendment, this same requirement was imposed by the administrative practices of
the Department of National Revenue. :

The amendments to paragraphs 146.1(2)(c) and (f) update the language used in
these provisions. The amendments to both paragraphs substitute the phrase
"governed by the plan” for the phrase "established under the plan” in describing
the trusts created by registered education savings plans. These changes bring the
language used in these paragraphs into accordance with the language used
elsewhere throughout section 146.1. As well, the term "or money" used in
paragraph (f) has been deleted. The amendments make no substantive changes to
these paragraphs.
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New paragraph 146.1(2)(g) provides, as a condition of registration, that educational
assistance payments to beneficiaries of registered education savings plans may be
made only where the beneficiary is a student in full-time attendance at a
post-secondary institution and enrolled in a qualifying educational program

New paragraphs 146.1(2)(h) and (i) limit the existence of a registered education
plan. Paragraph (h) allows that payments into a plan may be made over a-period
not exceeding 21 years. The 21-year contribution limit, along with the $1,500 -
annual contribution ceiling, result in a maximum lifetime contribution limit of
$31,500. Paragraph 146.1(2)(i) limits the maximum period over which income
generated in a plan may be sheltered from tax to 26 years -

New paragraph 146.1(2)(j) accommodates plans that may prov1de for more than
one beneficiary to be named at.any given time. . It recognizes that an individual
may wish to open one registered education savings:plan to provide funds for the
education of any number of his or her own children or grandchildren. In such a
situation, it should be ' noted that, although the limits on contributions that may be
made for a beneficiary are, of course, still applicable, there will be some degree of
flexibility in determining the allocation of educational assistance payments from
the plan among the quallfymg children, as no specrﬁc allocation of income is
requlred by law

New paragraph 146. 1(2)(k) ensures that a registered educatlon savings plan w1ll
not accept payments in respect of a beneficiary which exceed the $1,500 annual
limit. Payments in excess of this limit that are made to-a number of plans are
dealt with under the penalty tax provisions of new Part X. 4

New paragraph 146. 1(2)(1) re-enacts the prov1srons of paragraph 146. 1(2)(g) of the
ex1st1ng Act.

Subclause 114(10) - B

ITA
146.1(4)

Subsection 146.1(4) of the Act provides that education savings plans in existence
on October 15, 1973 are exempted from the requirement to file a prospectus that
is contained in paragraph 146.1(2)(¢). The amendment to this subsection provides
that the exemption will apply to any plan where the promoter of the plan is not
otherwise required to file a prospectus under any existing securities legislation. It
is expected that, where a promoter need not otherwise file a prospectus, he or she
will be required to provrde to the Minister of National Revenue such information
as would normally appear in a prospectus, in order for the Minister to evaluate
the plan for registration purposes. The exemption for plans in existence before
October 16, 1973 has been deleted, as it is no longer required. This amendment
is applicable to plans registered after February 20, 1990.
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Subclause 114(11)

ITA
146.1(6.1) to (6.3)

New subsection 146.1(6.1) ensures that where a beneficiary under a plan is
changed to another beneficiary, the contributions made into the plan for the
original beneficiary shall be effectively transferred over to the new beneficiary, and
will thus affect the calculation of any penalty tax under Part X.4 in respect of that
beneficiary. This amendment is applicable after February 20, 1990.

New subsection 146.1(6.2) is intended to deal with a registered education savings
plan which provides that there may be more than one beneficiary at any particular
time. It recognizes that, in such plans, in addition to changing beneficiaries (as
provided for in new subsection (6.1)), an individual subscriber may in some

. circumstances wish to reduce the number of beneficiaries under the plan. This
subsection permits a beneficiary to be removed from a plan, without ‘the
substitution of a new beneficiary. In such circumstances, the subscriber must fully
allocate the payments made into the plan in respect of the beneficiary who is
being removed among the remaining beneficiaries. The manner of the allocation
is otherwise left to the discretion of the subscriber. It should be noted that any
amount allocated to each remaining beneficiary will increase the total payments
made into the plan in respect of that beneficiary . for the purpose of calculating
any penalty tax under new Part X.4. This amendment is applicable after
February 20, 1990. :

New subsection 146.1(6.3) ensures that where transfers of property are made from
one registered education savings plan to another, as provided for under .
subparagraph (1)(h)(v), the plan to which any transfer is made will effectively
abide by the conditions under which the original plan was entered into. Thus,
transfers will not be available, for example, as a means by which the life of a plan
could be extended beyond the limits contained in new paragraphs 146.1(2)(h) and
(i). This amendment is applicable after February 20, 1990.
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Clause 115
Registered Retirement Income Funds

ITA
146.3(2)

Subsection 146.3(2) of the Act imposes certain conditions which must be met
before the Minister of National Revenue may accept a retirement income fund for
registration. One of these conditions, contained in paragraph 146.3(2)(¢), is that
the carrier of the fund be required to transfer all or part of the property held in
connection with the fund where the annuitant requests it to do so. Where the
annuitant requests a transfer of all the property from one fund to another before
the transferor carrier has made the minimum payment for the year in which the
transfer is made, subparagraph 146.3(1)(f)(i) will operate to restrict the amount to
be paid to the value of the property held in the fund immediately before the time
of the payment and, as a result, the minimum amount to be paid out of the fund
for the year will be nil. -

Paragraph 146.3(2)(e) is amended, strictly as a consequence of the introduction of
. paragraph 146.3(2)(e.1), to require that a carrier of a retirement income fund that
is directed to transfer property in the fund to another fund withhold a portion of
such property in accordance with new paragraph 146.3(2)(e.1). This amendment
also applies to funds entered into after Announcement Date.

New paragraph 146.3(2)(e.1), which applies to arrangements entered into after
Announcement Date, requires a retirement income fund to provide that, where an
annuitant directs that the carrier transfer all or part of the property held in
connection with the fund, or an amount equal to its value, to another fund, the
carrier must retain all the property or sufficient property to pay the minimum
amount under the arrangement for the year. For this purpose, the carrier may

“assume that the fair market value of the property does not decline after the
transfer.
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Clause 116
Life Insurance Policies

ITA
148

Section 148 of the Act provides for the inclusion of various amounts in computing
a taxpayer’s income for a taxation year in respect of certain life insurance policies.

Subclause 116(1)

ITA
148(2)

Subsection 148(2) of the Act treats, in certain situations, a life insurance policy as
having been disposed of for particular proceeds of disposition. This amendment,
which applies to dispositions occurring after 1989, extends the application of
subsection 148(2) to amended subsection 20(20) of the Act in order to provide a
deduction under that latter subsection in respect of income accrued but not
received under certain annuities which are deemed to have been disposed of by
reason of subsection 148(2).

Subclause 116(2) and (3)

ITA
148(8) to (8.2)

Subsection 148(8) of the Act permits the transfer of a life insurance policy to the
policyholder’s spouse or child, where the spouse or child is the life insured under
the policy, on a tax-deferred basis. There are no comparable provisions for the
transfer, to a spouse or former spouse, of a life insurance policy where the spouse
is not the life insured or of an annuity contract.

In order to provide that the transfer of a life insurance policy or an annuity
contract to a spouse or former spouse may be made on the same tax basis as the
transfer of capital property to any of these parties, subsection 148(8) has been
amended and subsections 148(8.1) and 148(8.2) have been added to the Act. New
subsection 148(8.1) provides that an inter vivos transfer of a life insurance policy
(which, by definition, includes an annuity contract) will be treated as a disposition
for proceeds equal to the adjusted cost basis of the policy. New

subsection 148(8.1) also applies to the transfer of a policy where, in accordance
with the applicable provincial law and as part of an order for support or
maintenance, a court has directed that the policy be transferred to a person with
whom the policyholder cohabited in a conjugal relationship before that time.
Similarly, new subsection 148(8.2) provides "rollover" treatment with respect to
dispositions to a spouse as a consequence of death. These two subsections are
intended to parallel subsection 70(6) and 73(1) of the Act which deal with
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testamentary and inter vivos transfers of capital property, except that new
subsections 148(8.1) and 148(8.2) are mandatory rather than e¢lective provisions.

These amendments apply to transfers and dispositions occurnng after 1989
Subclauses 116(4) and (5)

ITA
143(9)(2)

Section 148 of the Act provides for the inclusion of various amounts in computing
the income of a taxpayer for a taxation year in respect of certain life insurance
policies. Subparagraphs 148(9)(a)(v.1) and (x) of the Act are amended, effective
with respect to policies last acquired after 1989, to provide that they apply in
respect of an annuity contract that would be subject. to accrual taxation in the
relevant year, were it not for the fact that it did not have an anniversary day in
the ycar and while held by the taxpayer.
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Clause 117
Exempt Taxpayers

Section 149 of the Act exempts certain persons from tax under Part I of the Act
and provides special rules relating to such taxpayers.

Subclause 117(1)

ITA
149(1)(t)

Paragraph 149(1)(t) of the Act provides an exemption under Part I of the Act in
respect of the taxable income of certain insurers for a period in which not less
than 25 per cent of the gross premium income (net of reinsurance ceded) earned
by the insurer and all other insurers that were specified shareholders of, or were
related to, the insurer (or, where the insurer is a mutual corporation, that were
part of a group that controlled or were controlled by the insurer) was from the
insurance of residences and other property of farmers and fishermen ("farm risks").
The amendment to paragraph 149(1)(t) provides that, in the case of prescribed
insurers, eligibility for this exemption will be determined without reference to the
gross premium income (net of reinsurance ceded) of other insurers. New
paragraph 149(1)(t) applies to the 1989 and subsequent taxation years.

Subclause 117(2)
ITA
149(4.1) to (4.3)

Subsection 149(4.1) of the Act limits the exemption provided under

paragraph 149(1)(t) for a taxation year where not less than 25 per cent and not
more than 90 per cent of an insurer’s gross premium income (net of reinsurance
ceded) was from the insurance of farm risks. In such a case, the exemption will
be restricted to that portion of the insurer’s taxable income for the year that the
insurer’s gross premium income (net of reinsurance ceded) earned for the year
from the insurance of farm risks is of its total gross premium income (net of
reinsurance ceded) earned for the year. In determining its taxable income for the
purposes of this subsection, the insurer will be treated as having claimed or
deducted in preceding taxation years the greater of its actual capital cost allowance
and reserve claims and deductions and the amount which it was entitled to claim
or deduct under paragraphs 20(1)(a), 20(7)(c) and 138(3)(a) and section 140 of the
Act (to the extent of the insurer’s taxable income otherwise determined for those
preceding years). Subsection 149(4.1) is amended to delete the requirement to
recompute an insurer’s taxable income on the basis that the maximum capital cost
allowance and reserve claims and deductions had been taken in preceding taxation
years. This requirement is now provided in new subsection 149(4.3), and is
generally applicable for the purposes of Part 1.
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Subsection 149(4.2) of the Act provides that all of an insurer’s taxable income for
a taxation year will be exempt where more than 90 per cent of the gross premium
income (net of reinsurance ceded) earned by the insurer and all other insurers that
were specified shareholders of, or were related to, the insurer (or, where the
insurer is a mutual corporation, that were part of a group that controlled or were
controlled by the insurer) was from the insurance of farm risks. The amendment
to subsection 149(4.2) provides that, in the case of prescribed insurers, eligibility
for this exemption will be determined without reference to the gross premium
income (net of reinsurance ceded) of other insurers.

New subsection 149(4.3) of the Act provides that in determining, for the purposes
“of Part 1, the taxable income of an insurer for a particular taxation year, the.
insurer will be treated as having claimed or deducted, in each preceding taxation
year in respect of which. any of its income was exempt by reason of -
paragraph 149(1)(t), the greater of its actual capital cost allowance and reserve
claims and deductions and the maximum amount which it was entitled to claim or
deduct under paragraphs 20(1)(a), 20(7)(c) and 138(3)(a) and section 140 of the
Act (to the extent of its taxable income for the year before any such deductions or
claims are taken into account). This subsection, which replaces a similar rule in
subsection 149(4.1), is intended to ensure that an insurer does not accumulate or
"bank" certain discretionary tax deductions in years in which it is exempt from tax
on all or part of its taxable income. »

New subsections 149(4.1) to (4.3) apply to the 1989 and subsequént taxation years.
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Clause 118 - .

ITA
149.1

Charities
Section 149.1 of the Act provides rﬁles governing charitable organizations.
Subclause 118(1)

ITA
149.1(1)(e)(i)

Paragraph 149.1(1)(e) of the ‘Act contains the definition "disbursement quota”. .
- Subparagraph (i) of this definition is amended, applicable to the 1988 and
subsequent taxation years, to correct references to the provisions which require -
. official receipts for charitable donations made by individuals and corporations.

Subclause 118(2)

ITA
149.1(1)(e. 1) (ii)

Paragraph 149.1(1)(e.1) defines the non-qualified investments of private charitable
foundations. Subparagraph (ii) of this definition refers to "a qualifying share
within the meaning assigned by subsection 192(6) if that subsection were read
without reference to the words "after June 30, 1983 and before 1987™.

Subsection 192(6) of the Act was subsequently amended to change the date
referred to therein and, as a consequence, subparagraph 149.1(1)(e.1)(ii) is
amended to make reference to the dates that are currently referred to in
subsection 192(6).

This amendment applies to shares issued after May 22, 1985, other than shares
issued before 1986 to which subsection 192(6), as it read on May 22, 1985, is
applicable.




- 249 -

Subclause 118(3)

ITA |
149.1(1)(e:1)

- Part 'V of the Act imposes a tax on a corporation. in certain circumstances when
shares of the corporation are held by a private charitable foundation. This
amendment to paragraph 149.1(1)(e.1), which applies to the 1983 and subsequent
taxation years, is intended to provide that no Part V tax will be payable in
circumstances where a private foundation owns all of the issued shares of a
partlcular corporatlon

Subclause 118(4)

mA
149.1(6.4) and (6.5)

New subsection 149.1(6.4) of the Act provides that a national arts service
. organization that is designated by the Minister of Communications and registered
by the Minister of National Revenue as meeting prescnbed criteria shall be
treated, for income tax purposes, as if it were a registered charity that is designed
as a charitable organization. The criteria are to be prescribed in the Regulations
and will include the following: =

(1)- the organization must be an organization

(a) that is, by reason of paragraph 149(1)(1) of the Act,
not required to pay tax under Part I of the Act;

(b) -which represents a majority of artists from one or
more of the following sectors of activity in the arts
community in an official language of Canada: theatre,.
' opera, music, dance, painting,  sculpture, drawing, crafts,

design, photography, the literary arts, film, sound

- recording and other audio-visual arts, and such other
sectors as the Minister of Commumcatlons may recognize;

' (c) no part of the income of which may be payable to, or
otherwise available for, the personal benefit of any
proprietor, member, shareholder, trustee, or settlor of
the arts service organization except where the payment
is for services rendered or is an amount to which
paragraph 56(1)(n) of the Act apphes in respect of the
recipient;

(d) all of the resources of which are devoted to the
activities and objects described in. its application for its
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last designation by the Minister of Communications
pursuant to subsection 149.1(6.4) of the Act;

(¢) more than 50% of the directors, trustees, officers or
like officials of which deal with each other and with each
of the other directors, trustees, officers or officials at arm’s
length; :

(f) no more than 50% of the property of which at any
time may be contributed or otherwise paid into the
organization by one person or members of a group of
persons who do not deal with each other at arm’s length
and, for these purposes, a reference to any person or to
members of a group does not include a reference to Her
Majesty in right of Canada or a province, a municipality,
or a registered charity (other than a private foundation or
a club, society or association described in

paragraph 149(1)(1)); and

(2) the activities of the organization must be confined to one or
more of

(a) promoting of one or more art forms;
(b) conducting research-into-one or more art forms;
(¢). sponsoring art exhibitions ‘or performances;

(d) representing interests of the arts community or a
sector thereof (but not of individuals) before legal or
governing bodies;

(¢)’ conducting workshops, seminars, training programs
and similar development programs relating to the arts for
members of the organization where such activity results in
members including the value of the program in income
under paragraph 56(1)(aa) of the Act;

(f) educating the public about the sector represented by
the organization; '

(g) organizing and sponsoring conventions, conferences,
competitions and special events relating to the sector
represented by the organization; -

(h) conducting arts studies and surveys of interest to
.members of the organization relating to the sector
represented by the organization;
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(i) acting as an information centre by maintaining
resource libraries and data bases relating to the sector
represented by the organization;

(j) disseminating information relating to the sector
represented by the organization; and

(k) paying amounts to which paragraph 56(1)(n) of the
Act applies in respect of the recipient and which relate to
the sector represented by the organization. :

While the above activities would be permitted activities of a registered national
arts service organization, the operations of the organization will be subject to the
overriding considerations of those provisions of the Income Tax Act relating to
registered charities. By reason of new subsection 149(6.4), those provisions will be
made applicable to registered national arts service organizations, with such
modifications as the circumstances require. An example of this interaction would
arise where a registered national arts service organization engages in activities,
such as those permitted in paragraph (2)(d) above, which may include political
activities. Subsection 149.1(6.2) of the said Act, however, limits the extent to
which a charitable organization may engage in political activities to an amount
which is ancillary and incidental to its charitable activities. Accordingly, while a
registered national arts service organization could engage in certain activities
described in paragraph 2(d) above that could be considered to be political
activities, the extent of such activities would, by reason of subsection 149.1(6.2) of
the Act, be limited to activities that are ancillary and incidental to the activities of
the registered national arts service organization.

New subsection 149.1(6.5) of the Act authorizes the Minister of Communications
to revoke a designation of an organization as a national arts service organization
and provides that, where this is done, the registration of the organization as a
registered national arts service organization may also be revoked.

-New subsections 149.1(6.4) and (6.5) of the Act are applicable after
Announcement Date except that, where an organization has applied to the
Minister of National Revenue for registration before the date these provisions
receive Royal Assent, and is subsequently accepted for registration, the
organization shall be deemed to have become registered on the day the application
for registration of the organization was made or on such later day as is specified
in the application for registration.

Subclause 118(5)

ITA
149:1(9)
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Subsection 149.1(9) of the Act treats property accumulated by a charity for a
particular purpose accepted by the Minister of National Revenue, but not used by
the charity for that purpose, to be income for.the purposes of calculating its
disbursement quota. This. amendment, which applies to the 1988 and subsequent
taxation years, corrects a reference to the provision relating to official receipts for
charitable donations-made by corporations. :
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Clause 119
Returns

ITA
150(1)(b)

Subsection 150(1) of the Act requires taxpayers to file their income tax returns on
or before specified dates. Where a taxpayer dies before filing a return, the legal
" representative of the taxpayer is given 6 months from the date of death to. file the
return under paragraph 150(1)(b). (This rule is modified in -the case where a- -
tainted spouse trust was created by the taxpayer’s will, as discussed in the
commentary above on the amendment to paragraph 70(7)(a).)

Paragraph 150(1)(b) is amended to apply only in respect of returns for a year
where a taxpayer has died after October 31 in the year and before May 1 in the
following year. In these circumstances, whether or not the taxpayer actually filed
the return. for the year, the legal representative of the taxpayer continues to be
permitted to file the taxpayer’s return for the year,up to 6.months after the date.
of death. As a consequence, it is clear that paragraph- 150(1)(d) will apply in the
case of -terminal. returns for individuals who die in the first 10 months of a year.so
that such returns are not required to. be filed on or before April 30 in the
following year. - As it relates to the filing deadline for terminal returns; the
amendment is consistent with Revenue Canada’s. existing administrative practice. -

This amendment applies-to the 1990 and subse(juent-'taxation- years. .
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Clause 120
Withholding

ITA
153

Section 153 of the Act authorizes the withholding of tax from any of the payments
described in subsection 153(1). The person making the payment is required to
remit any tax so withheld to the Receiver General on behalf of the payee. The
amount of tax to be withheld is determined in Part I of the Regulations.

Subclause 120(1)

ITA
153(1)(H)

Paragraph 60(1) of the Act allows a deduction to an individual who receives a
refund of premiums out of a registered retirement savings plan (RRSP) on the
death of an annuitant who was the individual’s spouse (or a person on whom the
individual was dependent by reason of infirmity), and transfers the refund to
another RRSP, to a registered retirement income fund (RRIF) or to an eligible
annuity. The deduction is also available where the commuted value of the
retirement income under an individual’s RRSP or payments under his RRIF in
excess of the minimum required payments are directly transferred to any of the
permitted inveéstments. The investment options under this provision include an
eligible annuity which may provide for its full or partial commutation.

Although paragraph 153(1)(f) of the Act refers to "an annuity payment”, this term
may not be sufficient to cover a commutation payment under such an eligible
annuity. Therefore, this amendment ensures that there is authority for requiring
the withholding of tax in respect of such a commutation payment.

Paragraph 153(1)(f) is amended to require the withholding of tax from such
commutation payments. This amendment is applicable with respect to payments
made after Announcement Date. The Regulations will be amended effective as of
the same date to require withholding on such payments.

Subclause 120(2)

ITA
153(1)(1)

Paragraph 146(12) of the Act provides that where a retirement savings plan has
been accepted for registration but is subsequently revised or amended so that it no
longer complies with the requirements for registration, the amended plan will be
deemed not to be a registered retirement savings plan ("RRSP"). Similarly,
section 146.3(11) of the Act provides that where a retirement income fund has
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been accepted for registration but is later revised or amended so that it does not-
comply with the requirements for registration, the amended -fund will. be deemed
not to be a registered retirement income fund ("RRIF").

While paragraph 153(1)(j) of the Act provides that a payment out of or under an
RRSP or a plan referred to in subsection 146(12).of the Act as an "amended -plan"
is subject to the withholding requirements imposed under subsection 153(1),
paragraph 153(1)(1) refers only to a payment out of or under an RRIF and not to
an "amended fund". This amendment to paragraph 153(1)(1), which applies to -
payments made after Announcement .Date, is intended to provide that payments
out of or under an amended fund are subject to the withholding requirements
under subsection 153(1) of the Act. It is intended that the Regulations will also
be amended, effective as of the same date, to require withholding in respect of
payments from a fund referred to in subsection 146.3(11) of the Act as an
amended fund.

Subclause 120(3)

ITA
153(1)(m.1)

A legislative amendment to the Department of Labour Act, enabling the Minister
of Labour to provide income assistance to eligible older workers under the ‘
Program for Older Worker Adjustment, received Royal Assent in June, 1989, This
- consequential amendment to subsection 153(1) of the Act, which applies to
payments made after Announcement Date, confirms that any person making such
an income assistance payment will be required to deduct, in accordance with Part I
of the Regulations, and remit a part of that payment to the Receiver General on
account of the beneficiary’s tax under Part I of the Act.

Subclause 120(4)

“ITA
153(2)

Subsection 153(2) of the Act, in conjunction with subsections 155(1) and 156(1),
has the effect of relieving individuals from the obligation to pay instalments of
income tax for a taxation year where the individual’s income from which tax has
been withheld at source is at least 75% of the individual’s total income for the
year. In such a case, the individual is required to pay his or her income tax
balance on or before April 30 of the following year. For income tax purposes, an
inter vivos trust is regarded as an individual. ‘

Subsection 153(2) is amended so that inter vivos trusts and deceased persons are
required to have their income tax balances for a taxation year paid on or before
their "balance due day" for the year. As defined in subsection 248(1), an
individual’s "balance due day" for a taxation year coincides with the normal
deadline for filing the individual’s income tax return for the year. Thus, inter
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vivos trusts would be required to pay their income tax balances for a year within
90 days of the end of the year rather than on April 30 following the year. By
virtue of amended paragrpah 150(1)(b), the deadline for the payment of a
deceased individual’s income tax balance for a year by the legal representatives of
the deceased is six months- after the day of death where the individual died after .
October 31 in the year and before May 1 in the following year.

This amendment is applicable to the 1990 and subsequent taxation years.
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Clauses 121 and 122
Instalments of Tax:

ITA -
155(1) and 156(1)

Subsections 155(1) and 156(1) of the Act provide rules for the payment of income
. tax instalments by individuals who are not exempted from the payment of
instalments under subsection 153(2) or section 156.1. Subsection 155(1) applies: to
individuals whose chief source of income is farming: and fishing and generally
provides for the payment of two-thirds of an individual’s tax in respect of a
taxation year on or before December 31 of the year, with the remainder to be paid
on or before April 30 of the following year. Subsection 156(1) applies in other:
cases and generally provides for quarterly instalments of an individual’s tax in
respect-of a taxation year-on or before March. 15, June 15, September 15 and
December 15 of the year, with the remainder to be paid on or before April 30 of
the following year. For income tax purposes, an: inter vivos trust is regarded as an
individual. : -

Subsections 155(1) and 156(1) are amended so that inter vivos trusts and deceased
individuals to whom these rules apply are required to have their tax balances paid
on or before their "balance due day" for the year. As defined in subsection 248(1),
the "balance due day" of an individual for a taxation year coincides with the
normal deadline for filing the individual’s income tax return for the year. Thus,
inter vivos trusts would be required to pay their income tax balances for a year
within 90 days of the end of the year rather than on April 30 following the year.
By virtue of amended paragraph 150(1)(b), the deadline for the payment of a
deceased individual’s income tax balance for a year by the legal representatives of
- the deceased is six months after the day of death where the individual dies after
October 31 in the year and before May 1 in the following year.

These amendments apply to the 1990 and subsequent taxation years.
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Clause 123
Exemption from Instalments

ITA
156.1

Section 156.1 of the Act is a rule which relieves individuals (including inter vivos
trusts) from any obligation to pay instalments where the income tax payable in
respect of a taxation year is less than $1,000. - In such a case, the individual is
required to pay his or her tax balance on or before April 30 of the following year.

‘Section 156.1 is amended so that inter vivos trusts and deceased individuals to
whom the rule applies are required to have their tax balances paid on or before
their "balance due day” for the year. As defined in subsection 248(1), the "balance
due day" of an individual for a taxation year coincides with the normal filing
deadline for the individual’s income tax return for the year. This amendment is
consistent with the amendments to subsection 153(2), 155(1) and 156(1) which are
discussed earlier in the commentary.

Section 156.1 is also amended so that the legal representative of an individual is
not required to remit income tax instalments that would otherwise become due

. after the death of the individual. This is consistent with Revenue Canada’s
current administrative practice.

These amendments are applicable to the 1990 and subsequent taxation years,
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" Clause 124
Tax Payments by Corporations

ITA
157(2.1)(a)

Paragraph 157(2.1)(a) of the Act provides that where a corporation’s tax payable
for the year under Parts I, 1.3.and VI.1 is less than-$1,000, the corporation is
exempt from the requirément to make instalment-payments. Paragraph 157(2.1)(a)
is amended to delete the reference to Part 1.3. As a result, instalments are not
required where the aggregate of a corporation’s tax payable under Parts I and VI.1
is not more than $1,000. An amendment to section 181.9 provides corporations
with a separate $1,000 instalment exemption in respect of taxes payable under
Part 1.3. These amendments are applicable to the 1990 and subsequent taxation
years.
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Clause 125
Certificates

ITA |
159(2) ,

Subsection 159(2) of the Act requires certain persons who are responsible for
administering, winding-up, controlling or otherwise dealing with the property,
business or estate of another person to obtain, prior to making a distribution of
any property over which that person has control, a certificate from the Minister of
National Revenue verifying that all amounts for which any. taxpayer is liable under
the Act, and. for the payment of which that person is or may be liable in the
capacity of responsible representatlve, have been pald or that acceptable security
for payment has been provided. -

This amendment, which applies with respect to applications made after Royal
Assent, provides that an application for the certificate required under
subsection 159(2) is to be made in prescribed form.
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Clause 126
Excess Refunds

ITA
1601

Section 160.1 of the Act provides that an amount refunded to-a taxpayer in excess
of that to which he was entitled under the Act is to be treated as an amount .
payable by the taxpayer on the day it was refunded and will be subject to interest
at the prescribed rate from that day to the date on which it is repaid.

New paragraph 160.1(1)(b), which applies to the 1989 and subsequent taxation
years, ensures that no interest is charged on that portion of the excess refund that
represents a repayment of the goods and services tax credit. -

New subsection 160.1(4), which applies to the 1990 and subsequent taxation years,
provides that section 160.1 will also apply where -an amount in excess of that to
which a taxpayer was entltled as a refund is instead apphed to a liability of the

taxpayer.
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Clause 127
Interest on Unpaid Taxes

ITA
161

Section 161 of the Act provides for interest to be payable by taxpayers with
respect to their income tax arrears for a taxation year, including income tax.
instalment arrears. :

Subclause 127(1)

ITA

161(2.2)(b) .

Subsection 161(2.2) provides for a reduction in arrears interest where. the taxpayer
has remitted income tax instalments earlier than the taxpayer was required to do
so or in larger amounts than were required. For an individual, the period in
respect of which "offset" interest is computed under subsection 161(2.2)

commences on January 1 of the taxation year to which the early or excessive tax
payments relate and ends on April 30 of the following year.

Although the period for the computation of "offset” interest ends for an individual
on April 30 following the relevant taxation year, the individual is entitled to
receive interest under subsection :164(3) with respect to excessive amounts paid on
account of income tax for the period after that date. In the case of an individual,
such "refund” interest for a taxation year is generally determined in respect of the
period commencing on the day the income tax return is required to be filed and
ending at the time that the tax and interest is refunded.

Subsection 161(2.2) is amended so that the period for the computation of "offset”
interest for a taxation year for a deceased individual or an inter vivos trust extends
to the "balance due day" for the year rather than to April 30 following the year.
As defined in subsection 248(1), the "balance due day” of a trust or deceased
individual for a taxation year coincides with the normal deadline for filing the
income tax return for the year. This ensures that "offset” interest under subsection
161(2.2) and "refund” interest under subsection 164(3) may be determined in
respect of successive and non-overlapping periods of time for deceased individuals
and jnter vivos trusts.

This amendment applies to the 1990 and subsequent taxation years.
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Subclause 127(2)

ITA
161(3)

‘Subsection 157(2) of the Act relieves a cooperative corporation or credit union
from the obligation of making instalment payments of its tax under Part I in a
taxation year where its taxable income did not exceed $10,000, and no tax was
payable by it under Patt. VL1, for that year or its immediately preceding year.
Subsection 161(3) of the Act charges interest for a taxation year where a
corporation that paid tax under: subsection 157(2) had taxable income of more
than $10,000 for the year.of had a tax payable for the year under Part VL1. Since
the charge imposed under subsection 161(3) could exceed the interest which would
be payable by a corporation under the general corporate instalment provisions in
subsection 157(1) (for example, where a corporation had tax payable under Part I
or VL1 of the Act for the current year but none in respect of the preceding year),
- this subsection is to be repealed with respect to the 1988 and subsequent taxation
years.
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Clause 128
Penalties

ITA
162(11)

Subsections 162(1) and (2) of the Act provide penalties for a person’s failure to
file a return for a taxation year. - These penalties are computed on the basis of the
person’s tax for the year that was unpaid at the time the return was due. New
subsection 162(11) clarifies that, for the purpose of computing the amount of such
penalties, the person’s tax for the year is to be determined without reference to
deductions that arise from subsequent years’ .events, such as loss carrybacks from
subsequent years or unused foreign tax credits for subsequent years
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Clause 129
Penalties

ITA
163

Section 163 of the Act imposes penalties in respect of more serious failures such
as making false statements or omitting to report income.

Subclause 129(1)

ITA
163(2.3) -

New subsection 163(2.3) of the Act provides a penalty where a taxpayer knowingly,
or under circumstances amounting to gross negligence, makes a false statement or
omission in a prescribed form allocating assistance under new

subsections: 66(12.691) or (12.701)., The penalty is 25% of the under-reported
amount of such assistance.

ThlS amendment is applxcable after Royal Assent.
Subclause 129(2)

ITA
163(4)

Subsection 163(2) of the Act provides a penalty for understating income in a
return for a taxation year. This penalty is based, in part, on the amount of the -
understatement of income for the year in question. New subsection 163(4) is
intended to clarify that, in determining the understatement of a person’s income
for a year, his income is to be computed without reference to certain deductions
that arise from subsequent years’ events, such as listed-personal-property loss
carrybacks from subsequent years.

This amendment applies with respect to amounts referred to in new
subsection 163(4) in respect of subsequent taxation. years ending after
Announcement Date.
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Clause 130
Child Tax Credit Prepayment

ITA
164.1

Section 164.1 of the Act provides for the prepayment of up to two-thirds of the
refundable child tax credit.

Subclause 130(1)

ITA
164.1(1)(a)

Paragraph 164.1(1)(a) of the Act provides for a higher prepayment of the child tax
credit in respect of an eligible child under. 6 years of age at the end of the
preceding year since an additional credit of up to $200 (indexed) is provided for
such a child. Where child care expenses are claimed in respect of the child, an
amount equal to 25% of these expenses is applied in reduction of the additional
credit. Where child care expenses have been claimed for the preceding year in
respect of one or more children of the individual eligible for the prepayment, it is
not always possible, at the time of the prepayment, to ascertain whether the child
care expenses have been claimed in respect of the particular child in respect of
whom a higher prepayment of the credit is contemplated. This amendment -
which is made for the purpose of determining entitlement to a prepayment of the
credit and not entitlement to the credit itself - provides that, where child care
expenses were claimed in the preceding year in respect of any child of the
individual under 6 years of age at the end of that year, no prepayment will be
made to the individual with respect to the additional credit of $200. This
amendment applies to the 1989 and subsequent .taxation years.

Subclause 130(2)

ITA
164.1(1)(d)

Section 164.1 of the Act permits the Minister to prepay to an eligible individual
up to two-thirds of the individual’s estimated refundable child tax credit for the
year. Paragraph 164.1(1)(d) currently provides that the prepayment of this credit
will be made only to those individuals whose family income for the preceding
taxation year does not exceed two-thirds of the family income threshold for the
credit itself. This amendment, which applies to the 1990 and subsequent taxation
years, increases the prepayment income threshold from two-thirds of the income
threshold for the.credit to 100% of that amount for families having three or more
children eligible for the prepayment of the credit.
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Clause 131
Objections to Assessments and Determinations

Section 165 of the Act provides rules governing a taxpayer’s right to object to an
assessment or determination by the Minister of National Revenue of tax, interest,
penalties and certain other amounts under the Act.

Subclause 131(1)

ITA
165(1.1)

Pursuant to subsection 165(1) of the Act, a taxpayer who wishes to object to an
assessment or determination may serve a notice of objection on the Minister
~within 90 days from the day on which the notice of assessment or determination
was mailed to him. Where the Minister issues a notice of assessment or a
determination pursuant to subparagraph 152(4)(b)(i) or subsection 152(6),
164(4.1), 165(3) or 245(8) of the Act or in accordance with a court order, the
taxpayer may, through the application of subsection 165(1), object with respect to
issues other than those raised in the assessment or determination. This
amendment, applicable to objections filed after Royal Assent, restricts the matters
to-which the taxpayer may object in such cases to those which gave rise to the
assessment or determination.

(Similar rules for appeals from assessments and-determinations are described in
the commentary on section 169.) :

Subclause 131(2)

ITA
165(7)

Subsection 165(7) of the Act provides that where a taxpayer has served a notice of
objection to an assessment in respect of a taxation year and the Minister of
National Revenue subsequently reassesses the taxpayer’s tax for that year, the
taxpayer may appeal the reassessment to the Tax Court of Canada without first
serving a notice of objection to- the reassessment. This amendment to -

subsection 165(7), which is applicable to the 1986 and subsequent taxation years,
provides that a taxpayer may also appeal directly to the Tax Court where the
reassessment in question relates to other amounts such as interest or penalties.
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Clause 132
Extensions of Time

ITA
166.1 to 167

New sections 166.1, 166.2 and 167 of the Act rﬁodify thé provisions governing
applications for extensions of time for objecting to, or appealing from, assessments
of tax. There are two significant changes.

First, in the case of applicationsz to extend the time for making objections or
requests under subsection 245(6) there will be a two-tier application process.
Currently, under section 167 of the Act, all‘applications .are made to the Tax
Court of Canada. Under these amendments the applications will first be made to
the Minister of National Revenue who may grant the application. if the applicant
can demonstrate that the requirements of the section are met.

If the Minister refuses the application, the applicant may make a further
application to the Tax Court of Canada.

Time extension requests with respect.to notices of appeal will continue to be made
directly to the Tax Court- of Canada. :

The second change concerns the requirements for obtaining an extension. The
new wording provides that the applicant must demonstrate that during the period
when he could have objected or appealed he must either have been unable to act
or to instruct someone else to act in his name or he must have had a bona fide
intention to object, appeal or make the request.

Extension of Time by Minister

ITA
166.1

New section 166.1 of the Act allows a taxpayer.to apply-to the Minister of
National Revenue for an extension of time to-object to an assessment or make a
request under subsection.245(6) of the Act. The application must set out the
reasons why no objection or request was made during the time allowed for doing
so. - ' D

The Minister must consider the application and either grant or refuse an extension
of time. When an extension is granted the notice of objection is considered to
have been filed on the day the Minister’s decision is mailed.

No extension may be granted unjess the application was made within one year of
the time limit for objecting or making a request. In addition, the taxpayer must
demonstrate that he was unable to object or have someone else act for him, or he
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had a bona fide intention to object or make a request. Finally, under

section 166.1 in order for an application to succeed the taxpayer must show that it
would be just and equitable to grant the extension and the application was made
as soon as circumstances permitted.

ITA
166.2

If the Minister refuses an application under section 166.1 of the Act or more than
90 days have elapsed since an application was made under-section 166.1, the
taxpayer may make a further application to the Tax Court of Canada under:

-section 166.2. Such an application may not be made more than 30 days after the

Minister mails to the taxpayer his decision on the application under section 166.1.

The Tax Court may dismiss or grant the application and, in granting an
application, may impose terms. No application may be granted unless the
applicant meets the same conditions as.in section 166.1.

Extension of Time to Appeal
ITA
167

Section 167 of the Act allows a taxpayer to apply to the Tax Court of Canada: for
an order extending the time for filing a notice of appeal. If the Court grants the
application it may impose terms.

No extension shall be granted unless the application was made within one year of
the expiration of the time limit for filing a notice of appeal. In addition, the
taxpayer must demonstrate that he was unable to appeal or have someone act for
him or he had a bona fide intention to object or make a request.

Finally, in order for an application to succeed under section 167 the taxpayer must
show that it would be just and equitable to grant the extension, the application
was made as soon as circumstances permitted, and there are reasonable grounds
for the appeal.

The modification to section 167 and new sections 166.1 and 166.2 will come into
force on a day to be fixed by order of the Governor in Council and will apply to
applications for extensions of time filed on or after that day. Applications already
pending before the Tax Court of Canada or the Federal Court of Canada on that
day will be heard and disposed of as though these legislative changes had not
come into force.
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Clause 133

Appeals to Tax Court of Canada

ITA
169

Section 169 of the Act provides that a taxpayer may, after having served a notice
of objection, appeal to the Tax Court of Canada after either the Minister has
confirmed the assessment or reassessed or 90 days have elapsed since the service
of the notice of objection and the Minister has not notified the taxpayer he has
vacated or confirmed the assessment or reassessed.

Section 169 -- which, as a consequential amendment, is being reenacted as
subsection 169(1) -- provides that a taxpayer may, under certain conditions,
institute an appeal to have an assessment vacated or varied. New subsection
169(2), which applies to appeals instituted after Royal Assent, provides that a
taxpayer’s right to appeal an assessment or a determination made under
subparagraph 152(4)(b)(i) or subsection 152(6), 164(4.1), 165(3) or 245(8) of the
Act is limited to cases where the reasons for the appeal may reasonably be
regarded as relating to a matter that gave rise to the assessment or determination.
The taxpayer will not be permitted to appeal on the basis of unrelated issues. (The
rules for objection to assessments or determinations are described in the
commentary on subsection 165(1.1).)
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*. Clause 134

Appeals to Federal Court of Canada

ITA
172(3)(a)

Paragraph 172(3)(a) of the Act provides -a taxpayer with a right of appeal to the
Federal Court of Appeal where the Minister of National Revenue has refused to
accept its application for registration as a charity. - This paragraph is amended,
applicable after 1989, to clarify that such a right of appeal also exists for a
registered charity the registration.of which the Minister intends to revoke under
subsection 149.1(2), (3), (4) or (4.1) of the Act.




Clause 135

Rules re: Appeals to Federal Court

ITA
180(1)(b)

Section 180 of the Act sets out rules governing appeals to the Federal Court of
Appeal of certain decisions made and actions taken by the Minister of National
Revenue. -Paragraph 180(1)(b) is amended, applicable after 1989, to clarify that
these rules also apply in respect of the Minister’s decision to revoke the . .

registration of a charity under subsection 149.1(2), (3), (4) or (4.1) of the Act. -
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Clause 136
Individual Surtax

ITA
180.1

Section 180.1 of the Act levies a surtax on individuals at a rate of 5% of tax
payable under Part I of the Act. Individuals whose.tax payable under Part I for a
taxation year exceeds $15,000 are required to pay.an additional surtax on the
excess. This amendment, which applies to the 1991 and subsequent taxation years,
increases the rate of the additional surtax from 3% to 5% and reduces from
$15,000 to $12,500 the tax threshold used for the purposes of determmmg the
excess on which the additional surtax is computed.
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Clause 137
OAS/FA Benefit Repayment

ITA
180.2

Section 180.2 of the Act provides for the repayment. by an individual of family
allowance and old age security benefits included in computing the individual’s
income under Part I for the year, to the .extent that the taxpayer’s income is in
excess of a $50,000 (indexed) threshold. This amendment, which applies to the-
1989 and subsequent- taxation years, excludes from the computation of the
individual’s income for the purposes of the repayment of those benefits capital
gains realized on foreclosures.
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Clause 138
Part 1.3 - Definitions

ITA
181(1)

Subsection 181(1) of the Act defines the term "“financial institution" for the
purposes of Part 1.3. This amendment, which applies to taxation years ending
after June 1989, extends this definition to include mortgage investment
corporations, and deletes the reference to deposit insurance corporations which’
are, as a consequence of an amendment to subsection 181.1(3) of the Act, exempt
from tax under Part 13. ‘




Clause 139

Tax on Large Corporations .

ITA
181.1

Part L3 of the Act levies an anﬁual tax on a corporation’s taxable capital
employed in Canada in excess of $10 million.

Subclause 139(1) ,

ITA
181.1(1)

This amendment to subsection 181.1(1) of the Act changes the rate of tax payable
under Part 1.3 of the Act from 0.175% to 0.2%. This amendment applies to the
1991 and subsequent taxation years, but is subject to a transitional provision which
maintains the 0.175% tax rate under Part L3 for that portion of a corporation’s
1991 taxation year which falls in 1990.

Subclause 139(2)

ITA
181.1(3)

Subsection 181.1(3) of the Act provides that certain corporations are exempt from
tax under Part 1.3. This amendment, which applies to taxation years ending after
June 1989, extends this exemption to deposit insurance corporations (as defined in
section 137.1 of the Act).
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Clause 140

Part 1.3 - Corporations

ITA
.181.2

Section 181.2 of the Act provides rules for determining the capital, taxable capital,
taxable capital employed in Canada and investment allowance of corporations
(other than financial institutions) resident in Canada for the purposes of Part L.3.

Subclause 140(1)

ITA
181.2(3)

Subsection 181.2(3) of the Act defines the "capital” of a corporation (other than a
financial institution or a corporation not resident in Canada) for. the purposes of
Part 1.3. Subsection 181.2(3) is amended, applicable to taxation years ending after
June 1989, to provide a deduction in computing a corporation’s capital for a
taxation year in respect of patronage dividends for which a deduction was taken
under subsection 135(1) in computing the corporation’s income under Part I for
the year. This deduction is available only to the extent that the amount deducted
under subsection 135(1) was otherwise included in computing the corporation’s
capital for the year. ’

Subclause 140(2) and (3)

A
181.2(4) and (5)

Subsections 181.2(4) and (5) of the Act define the investment allowance of a -
corporation (other than a financial institution or a non-resident corporation) for a
taxation year under Part 1.3 of the Act. These amendments provide, effective for
taxation years ending after June 1989, that an investment allowance will also be
available in respect of accrued dividends which the corporation has recorded as an
asset at the end of the year. These amendments are also intended to ensure that
an investment: allowance is not provided in respect of other corporations which are
resident or carry on business in Canada but are exempt from tax under Part 1.3.
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Clause 141

ITA
181.3

Section 181.3 of the Act provides rules for determining the capital, taxable capital,
taxable capital employed in Canada and investment allowance of financial
institutions (as defined in subsection 181(1)) for the purposes of Part 1.3.

Subclause 141(1)

ITA
181.3(3)(a)

Subsection 181.3(3) defines the "capital” of a financial institution for the purposes
of Part 1.3. Subsection 181.3(3) is amended, applicable to taxation years ending
after June 1989, to provide a deduction in computing a corporation’s capital in
respect of amounts deducted under subsection 130.1(1) or 137(2) of the Act in
computing the corporation’s income for the year. This deduction is available only
to the extent that the amount deducted under subsection 130.1(1) or 137(2) was
otherwise included in computing the corporation’s capital for the year.

Subclause 141(2)

ITA
181.3(3)(d)

The French version of subparagraph 181.3(3)(d)(i) of the Act is amended, effective
for taxation years ending after June 1989, to ensure that the English and French
versions correspond in meaning.

Subclauses 141(3) to (5)

ITA
181.3(4)

Subsection 181.3(4) of the Act defines the investment allowance of a financial
institution for a taxation year for the purposes of Part 1.3 of the Act. These
amendments provide, effective for taxation years ending after June, 1989, that
accrued dividends payable on shares of related financial institutions will also be.
eligible for an investment allowance, and that no allowance is to be provided in
respect of a related financial institution that is exempt from tax under Part 13 by
reason of subsection 181.1(3). '

This subsection is also amended by deleting the rules which treated deposit
insurance corporations as being related to their member institutions. Since a
deposit inisurance corporation, under other amendments to Part 1.3, is neither a
financial institution nor subject to tax under the Part, no investment allowance is
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available to its member institutions irrespective of their relationship with. the
corporation..
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Clause 142
Part 1.3 - Non-Resident Corporations

ITA
181.4(d)

Section 181.4 of the Act provides the rules for determining the taxable capital
employed in Canada of a non-resident corporation (other than a financial
institution) for the purposes of Part 1.3. New paragraph 181.4(d) is added,
applicable to taxation years ending after June 1989, to provide that such a
corporation may deduct, in computing its taxable capital employed in Canada, the
amount representing the carrying value at the end of the year of any asset that is
a ship, aircraft or related property that is operated by the corporation in
international traffic and was used by the corporation in the year in connection
with a business carried on through a permanent establishment in Canada.
Paragraph 181.4(d) provides that this deduction is available only where the country
in which the corporation is resident does not impose a capital tax on similar assets
of a corporation resident in Canada.
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Clause 143

ITA
181.7(1)

Subsection 181.7(1) of the Act provides that a corporation which is liable to pay a
tax under Part 1.3 of the Act for a taxation year is required to pay the remainder
of its tax payable (that is, net of any instalments paid during the year) no later
than the-day on which its.final income tax payment under Part I of the Act is due.
This amendment is intended to clarify that a Canadian-controlled private
corporation that, as a.result.of having no tax payable for the current year and the
preceding year, claimed no deduction under subsection 125(1) in computing its
Part I tax liability for either year is nonetheless permitted to pay the remainder of
its tax under Part 13 of the Act three, rather than two, months after its year-end
where the corporation carried on an active business in either year and the
aggregate of its taxable income and that of all associated corporations for the
preceding year does not exceed $200,000: :

This amendment applies to taxation years ending after June, 1989.
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Clause 144
Elections under Part III

ITA
184

Under subsection 83(2) of the Act, a corporation may elect to have a dividend
payable by it treated as a capital dividend paid out of its capital dividend account.
Similarly a mortgage investment corporation or a mutual fund corporation may
elect to pay capital gains dividends from its capital gains dividend account
pursuant to subsection 130.1(4). or 131(1), respectively. Where, however, the
dividend exceeds the amount of the corporation’s account at that time,

Subsection 184(2) of the Act requires the corporation to pay a special tax equal to
3/4 of such excess unless the corporation has elected under subsection 184(3) to
treat the excess as a separate taxable dividend. This election be made only with
the concurrence of all the shareholders who received or were entitled to receive
the dividend and whose addresses were known to the corporation.

New subsection 184(4) provides that, in addition to this requirement, an election
made under subsection 184(3) will be valid only where it is made within

30 months of the day on which the dividend became payable or where all of the
shareholders concur in the election. New subsection 184(4) further provides that
where all of the shareholders have concurred with the election, the Minister of
National Revenue will be empowered to make any assessment or reassessment of
those shareholders’ tax, interest and penalties for any year as is required to-
recognize the recharacterization of the dividend as a taxable dividend.

This amendment, which applies to elections made under subsection 184(3) of the
Act after Announcement Date, also removes the reference in subsection 184(4) to
elections made under subsection 184(3.1), which applied in respect of "qualifying
dividends" payable after March 31, 1977 and before 1979 under subsection 83(1) of
the Act, and to elections made under 184(3.2), which applied in respect of capital
dividends paid after December 3, 1985 and before 1986.
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Clause 145
Liability for Tax under Part III

ITA
185

Where a corporation elects to have a dividend that is payable by it treated as a
capital dividend or capital gains dividend and the amount of the dividend exceeds
its. capital dividend or capital gains dividend account at that time, the corporation
is liable to pay a special tax, under Part III of the Act, equal to 3/4 of the excess.
Section -185 contains the rules for the assessment and payment of tax and interest
payable under Part IIT of the Act. :

Section 185 is amended by adding new subsections 185(4), (5) and (6). New
subsection 185(4) provides that every person who receives a dividend in respect of
which a corporation has made an election under subsection 83(2), 130.1(4) or
131(1) of the Act is jointly and severally liable with the corporation for the
amount of tax that, based on the total amount of the dividend to which the
election applies, was payable under Part III in respect of the dividend received by
that person. New subsection 185(5) provides that certain provisions of Part I of
the Act relating to assessments and appeals are applicable to amounts payable by
reason of new subsection 185(4). Finally, new subsection 185(6) provides that
where a corporation and another person have become jointly and severally liable
for an amount payable under Part III, a payment by the other person will, to the
extent of the payment, serve to discharge his joint liability. A payment by the
corporation, however, will discharge the other person’s liability only to the extent
of that proportion of the payment, in excess of any other liability of the
corporation under the Act, that the amount of the dividend reccived by the other
person is of the total amount of the dividend.

New subsections 185(4) to (6) of the Act apply to dividends paid after
Announcement Date.
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Clause 146
Excepted Dividends

ITA
187.1

Paragraph (a) of the definition "excepted dividend" in section 187.1 of the Act
deals with the treatment of dividends received on shares of a foreign affiliate for
the purposes of Part IV.1 of the Act. The amendment to this paragraph, which
applies to dividends received after 1987, provides that dividends paid on a share of
a foreign affiliate will be subject to tax under Part IV.1-only where they are
received by a specified financial institution and the shares were acquired in the
ordinary course of business.
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Clause 147
Part V - Charities

ITA
188(1)(b)

Section 188 of the Act imposes a tax on:charities whose registration has been
revoked by the Minister of National Revenue. This amendment, which applies to
the 1988 and subsequent taxation years, corrects the reference to the provisions
which . require official receipts in respect of charltable donations made by
individuals and corporatlons »
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Clause 148
Definitions

ITA
190

Section 190 of the Act defines certain terms which apply for the purposes of Part
VI. The definition "financial institution" in subsection 190(1) is being amended to
extend the application of the tax under Part VI of the Act to life insurance
corporations and, in order to accommodate certain corporate structures required
by the regulators of some institutions, holding corporations whose assets are all or
substantially all shares or debt of related financial institutions,

The amendment to subsection 190(1.1) of the Act provides that the meaning of
the terms "attributed surplus”, "Canadian reserve liabilities” and "total reserve
liabilities" may be prescribed under the Regulations. These terms are relevant in
determining the tax liability of life insurance corporations under Part VI and it is
intended that the meaning accorded to these terms for the purposes of Part L3 of
the Act be used for the purposes of Part VI

The amendments to section 190 of the Act apply to taxation yeafs ending after
February 20, 1990,
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Clause 149
_ Part VI - Tax Payable

ITA
190.1

Section 190.1 of the Act establishes the rate of tax payable by a financial
institution under Part VI. This transitional rule provides that the liability of life
insurance corporations and certain holding companies under Part. VI is, for
taxation years commencing before February 21, 1990, to be pro-rated on the basis
of the portion of their year that falls after February 20, 1990. -
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Clause 150
Part VI - Taxable Capital Employed in Canada

ITA
190.11

Section 190.11 of the Act determines a financial institution’s taxable capital
employed in Canada for the purposes of Part VI. The amendments to this
section, which apply to taxation years ending after February 20, 1990, maintain the
current rules in the Act applying to financial institutions that are not life
insurance corporations, and provide that the taxable capital employed in Canada of
a life insurance corporation resident in Canada is the total of: (a) the portion of
its taxable capital that, based on the ratio of its Canadian reserve liabilities to its
total reserve liabilities, is attributable to its Canadian operations; and (b) the
amount by which its reserves relating to its Canadian operations exceeds (i) any
portion thereof that was deductible (in the case of reserves described in
subparagraph 138(3)(a)(i) of the Act) or deducted (in the case of other reserves)
in computing its income for the year, and (ii) any amount outstanding in respect
of a policy loan made by the corporation, to the extent that the amount was
deducted in determining its deduction under clause 190.11(b)(ii)(C) in respect of
its reserves described in subparagraph 138(3)(a)(i). New section 190.11 also
provides that the taxable capital employed in Canada of a non-resident life
insurance corporation is its taxable capital, which is determined in accordance with
new section 190.12 of the Act.
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Clause 151

Part VI - Capital
- Investment Allowance

ITA
190.13 and 190.14

Section 190.13 of the Act applies for the purposes of determining a financial -
institution’s capital for a taxation year for the purposes of Part. VI. The
amendments to this section, which apply to taxation years ending after February
20, 1990, maintain the current rules in the Act applying to financial institutions
that are not life insurance corporations, and provide that the taxable capital of a
life insurance corporation resident .in Canada is the amount by which its long-term
debt (as defined in subsection 190(1) of the Act),.share capital, retained earnings-
and surpluses ‘exceeds the amount of any deferred tax debit balance or deficit. in its
shareholders’ equity.

The capital of a non-resident life insurance corporation for a.taxation year is the
total of (a) the greater of its surplus funds derived from operations (as defined in
paragraph 138(12)(o) of the Act) and its attributed surplus, (b) any other
surpluses and any long-term debt that relate to its Canadian insurance businesses,
and (c) the amount by which its reserves relating to its Canadian operations
exceeds (i) the portion of those reserves that was.deductible under subparagraph
138(3)(a)(i) of the Act, or otherwise deducted, in computing its income for the
year, and (ii) any amount outstanding in respect of a policy loan made by the
corporation (to the extent that the amount was deducted in determining its
deduction under clause 190.13(c)(iv)(C) in respect of its reserves described in
subparagraph 138(3)(a)(i)).

Section 190.14 of the Act applies for the purposes of determining, under Part VI,
the amount of a corporation’s investments in related financial institutions; this
amount is deductible from the corporation’s capital, as determined under section
190.13, in computing its taxable capital under section 190.12. The amendments to
section 190.14, which apply to taxation years ending after February 20, 1990,
extend the current rules in the Act to all financial institutions, including life
insurance corporations and certain holding corporations described in the definition
"financial institution" in subsection 190(1), that are resident in Canada. Under
paragraph 190.14(b), the investment allowance of a non-resident life insurance
corporation is limited to shares and long-term debt of related financial institutions
that are used in or held in the course of carrying on the corporation’s Canadian
insurance business, and to surplus of such related institutions that was contributed
by the corporation.



- 290 -

Clause 152
Part VI - Capital Deduction

ITA
190.15

Part VI of the Act levies a tax on the capital of financial institutions. ' In
calculating the base to which this tax applies, a financial institution is entitled to a
capital deduction of up to $200 million or, where it is a member of a related
group of financial institutions, such amount that, in combination with the capital
deduction of other members of the group, does not exceed $200 million.

Subsections 190.15(1), (2) and (3) of the Act are amended to provide that a
financial institution’s capital deduction is to be determined by reference to its
“"taxable capital employed in Canada" rather than its "taxable capital’. The
amendments also delete, in paragraph (b) of each of those subsections, the
requirement to calculate a financial institution’s taxable capital employed in
Canada as though its capital deduction were nil; a corporation’s taxable capital
employed in Canada is not affected by its capital deduction and, accordingly, no
adjustment in respect of this deduction is required for the purposes of

section 190.15. :

These amendments are applicable to the 1990 and subsequent taxation years.
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Clause 153
Part VI - Instalments and. Final Payxhents”

ITA |
190,21 to 19023 -

Section 190.21 of the Act requires corporations which are liable to tax under Part
VI to make monthly instalments based on either their current year’s estimate of
Part VI tax, their preceding year’s Part VI tax liability, or a combination of their
preceding and second-preceding year’s Part VI tax liability. Any remainder of tax
payable is required to be paid within two months of the end of the year.

As a result of amendments to the definition "financial institution" in subsection
190(1) of the Act, liability for tax under Part VI is being extended to life
insurance corporations and certain holding corporations. This transitional rule
provides that such corporations wil], for taxation years ending after February 20,
1990 but before July 1990, not be required to pay any instalments of their tax for
the year and will be obligated to pay that tax only before the later of July 1, 1990
and the end of the second month after the end of the year.

For a taxation year commencing before July 1990 but ending after June 1990, an
instalment will be required by July 1, 1990 based either on the corporation’s
estimated Part VI tax liability for the portion of the year that is after February 20,
1990 and before July 1990, or on a pro-rated amount of the corporation’s notional
Part VI tax liability for the preceding year (see below). For each month in the
year ending after June 1990, the corporation will be obligated to make an
instalment payment equal to either: its current year’s estimate, less its first
instalment payment required by July 1, 1990, divided by the number of such
 months; or its preceding year’s tax liability divided by the total number of months
in the year. Any remaining tax payable by the corporation will be required to be
paid by the end of the second month following the end of the year.

Subsection 190.23(3) of the Act provides that, for the purposes of computing a
corporation’s liability for interest in respect of late or deficient Part VI
instalments, the corporation will be considered to have been liable to make
instalments based on either its actual (as opposed to estimated) tax payable under
~ Part VI for the year, its tax payable for the preceding year, or its tax payable for
the two preceding years. The transitional rule applying in this regard is intended
to ensure that the appropriate references in subsection 190.23(3) to section 190.21
are maintained in relation to life insurance corporations and financial institution
holding corporations for taxation years commencing before July 1990.

Section 190.22 of the Act defines a corporation’s first and second instalment base,
which are relevant in determining its obligation to make monthly instalments of
tax payable under Part VI. The transitional rule relating to section 190.22
provides that life insurance corporations and financial institution holding
corporations will, for the purpose of calculating their Part VI instalments on the
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basis of a preceding year’s tax liability, be considered to have been liable to tax
under Part VI for that preceding year equal to the tax that would have been
payable: where the year ended before February 21, 1990, if Part VI had applied to
the corporation for that year and it had claimed a capital deduction under section
190.15 of the Act equal to that claimed for its first year ending after February 20,

1990; and, where the year ended after February 20, 1990, if Part VI had applied to
the full year. »
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Clause 154
Private Holding Corporation

ITA
191(1)

Subsection 191(1) of the Act defines certain expressions used in Part- VL1 of the
‘Act.’ The definition "private holding corporation” defines certain corporations
which may pay dividends on taxable preferréd shares that are not subject to the
Part VL1 tax. ' - ‘

The amendment to paragraph (b) of this definition, which applies to the 1988 and
subsequent taxation years, corrects a circularity problem that existed in determining
the corporations to which this definition is intended to apply.
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Clause 155
Transfers of Part VI.1 Tax Liability

ITA
191.3(2)(€)

Subsection 191,3(2) of the Act sets out certain conditions which must be met
before an agreement to transfer a corporation’s Part VI.1 tax liability to a related
corporation will be considered to be valid. This subsection is amended, applicable
to the 1989 and subsequent taxation years, to eliminate the requirement that a .
transferring corporation have no Part 1 tax liability for the year,
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Clause 156

Registered Labour-Sporis&réd Venture Capital Corporations -
ITA

Part X.3

Section 127.4 of the Act provides a tax credit to individuals in respect of their
investment in- the shares of prescribed labour-sponsored venture capital
corporations (LSVCC’s). Prescribed LSVCC’s are intended to include those
national LSVCC’s registered under new Part X.3 of the Act which governs the
activities of such corporations. Labour-sponsored venture capital corporations
established under provincial legislation will also continue to be prescribed in the
Regulations. New Part X.3 applies after 1988. .

ITA
204.8

New section 204.8 of the Act defines various terms for the purposes of new
Part X.3.

"Annuitant" is defined as having the meaning assigned by subsection 146(1),
namely, the individual in respect of whom retirement income will commence upon
the maturity of a contract or arrangement held in a Registered Retirement Savings
Plan (RRSP), and, after the death-of the individual, the individual’s spouse, who
may be entitled to receive benefits paid out of or in respect of the contract or
arrangement.

"Eligible business entity" is defined as a Canadian partnership or taxable Canadian
corporation, where all or‘substantially all of the fair market value of the property
of the partnership or corporation is property used in an active business carried on
in Canada by the entity or corporation controlled by the entity or shares or debt
of an eligible business entity related to the particular entity. After a start-up
period of S years, a national labour-sponsored venture capital corporation
(NLSVCC) is required to invest 60% of its sharcholdcrs equlty in equity or
unsecured debt of eligible business entities.

"Eligible investment" of a NLSVCC is defined as:

- a share of a corporation that was an eligible business entity at the time
the share was issued to the NLSVCC. The share must have the
characteristics of shares that are prescribed for the purposes of
subsections 110.6(8) and (9) of the Act. These subsections deny the
lifetime capital gains exemption where it may reasonably be considered
that a significant portion of the taxable capital gain from the disposition
of a share is attributed to the fact that dividends were not paid on the
share;
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- a debt obligation of a corporation or partnership that was an eligible
business entity at the time the debt was issued to the NLSVCC, The debt
obligation must not restrict the issuing entity from incurring other debits,
may be secured solely by a floating charge on the assets of the entity or by
a guarantee of the NLSVCC and, in general, must be subordinate to all
other debt obligations issued by the entity. An exception to this last
requirement is permitted, where the entity is a corporation, with respect to
debt obligations issued by the corporation that are small business
securities, prescribed for purposes of paragraph (a) of the definition of
"small business property" in subsection 206(1)-of the Act or a debt
obligation issued by the entity to one of its shareholders or a person
related to one of its shareholders.

- a guarantée provided by the NLSVCC of a debt obligation that would be
described above if it had. been issued to the NLSVCC at the time the
guarantee was provided, and

- an option or right granted by the entity, together with the issue of a share
or debt obligation that is an eligible investment, to-acquire a share of the
capital stock of the entity.

Immediately after the issue of the eligible investment, as described above, the
following conditions must also be met:

- the cost-to the NLSVCC of all shares, debt obligations, options, rights .and
25% of the amount of all guarantees, in respect of the eligible business
entity and all corporations related thereto, does not exceed the lesser of
$10 million and 10% of the shareholders’ equity in the NLSVCC,

- the carrying value of total assets of the eligible business entity and all
corporations related thereto does not exceed $35 million, and

- the number of employeeé of the eligible business entity and all
corporations related thereto does not.exceed 500.

"Labour-sponsored funds tax credit” is defined as having the same meaning as that
provided for in subsection 127.4(1) of the Act.

"National central labour body" is defined as an organization comprised of at least
two trade unions as defined in the Canada Labour Code. Each trade union for
this purpose must represent employees in at least two provinces.

"Original purchaser” of a share is defined as the individual to whom the share was
issued.

"Registered labour-sponsored venture capital corporatibn" is defined as a
corporation registered under the provisions of new subsection 204.81(1) of the Act.
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"Reserve” is defined as property of the following descriptions:
- cash (mcludmg certain funds on depos1t),

- bonds, debentures, notes, mortgages or 51m11ar obligations of or guaranteed
by the government of Canada, of a province or municipality, of a crown
corporation or, if guaranteed by the government of a province, of an
educational institution or hospital,

- bonds, debentures, notes, mortgages or similar obligations of a corporation
whose shares are listed on a prescribed stock exchange in Canada,

- guaranteed investment certificates issued by a trust company 1ncorporated
o 'federally or prov1nc1ally, and

- investment contracts issued by a corporation approved by the Governor in
Council for purposes of section 146 relating to registered retiremént
savings plans.

"Revoked corporation” is defined as a labour-sponsored venture capital corporatlon
the registration of which has been revoked under the provisions of
subsection 204.81(6).

"Specified active business” is defined as an active business carried on in Canada
where at least 50% of the full-time employees of the business are employed in
Canada and at’least 50% of the wages and salaries paid to employees of the active
business are attributable to services rendered in Canada by employees.

ITA
20481(1)

New subsection 204 81(1) permits the Minister of National Revenue to register a
corporation as a labour-sponsored venture capital corporation if the corporation

* applies-in prescribed form, the corporation itself was incorporated under the
Canada Business Corporations Act by a national central labour body and the
articles of incorporation of the corporation contain various conditions mandated by
new paragraph 204.81(1)(c). These conditions, which govern the operation and
investment activities of the corporation and the type of shares which the
corporation may issue, are as follows:

- The business of a registered labour-sponsored venture capital
~ corporation (RLSVCC) is restricted to assisting the development of small and
medium-sized businesses, and to creating, maintaining and protecting jobs by
providing financial and managerial advice to such businesses and by investing
" funds of the corporatlon in accordance with the requirements of
section 204.81. - :
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