analysts tax notes

- -
Respectfully disagreeable since 1970. I n t e rn at I 0 n a I

Finance Minister Presents 2005

Federal Budget

hy Steve Suarez

Reprinted from Zax Notes Int’/, March 7, 2005, p. 869

1sAleuy xel (D)

sIybu |1y "5002 S

urewop oygnd Aue ui 1ybuAdoo wiejo Jou seop siskleuy xe| ‘pariesel

81u02 Aued paiyy 1o



TAX NOTES INTERNATIONAL

Copyright 2005, Tax Analysts
ISSN 1048-3306

Editor: Cathy Phillips
Special Reports Editor: Alice Keane Putman
Managing Editor: Maryam Enayat
Deputy Editor: Doug Smith
Production: Paul M. Doster
Chief of Correspondents: Cordia Scott (cscott@tax.org)

Executive Director and Publisher: Chris Bergin
Senior Executive Editor: Robert Manning
Editor-in-Chief, International: Robert Goulder
Founder: Thomas F. Field

Correspondents
Africa: Zeikn Kebonang, University of Botswana, Gaborone
Albania: Adriana Civici, Ministry of Finance, Tirana
Angola: Trevor Wood, Ernst & Young, Lisbon
Anguilla: Alex Richardson, Anguilla Offshore Finance Centre, Anguilla
Antigua: Donald B. Ward, PricewaterhouseCoopers Center, St. John’s
Argentina: Cristian E. Rosso Alba, Rosso Alba, Francia & Asociados, Buenos Aires
Armenia: Suren Adamyan, Association of Accountants and Auditors of Armenia, Yerevan

Australia: Graeme S. Cooper, University of Sydney, Sydney; Richard Krever, Deakin
University, Melbourne.

Austria: Markus Stefaner, Vienna University of Economics and Business Administration, Vienna

Bahamas: Hywel Jones, Canadian Imperial Bank of Commerce Trust Company (Bahamas) Ltd.,
Nassau

Bangladesh: M. Mushtaque Ahmed, Ernst & Young, Dhaka
Barbados: Patrick B. Toppin, Pannell Kerr Forster, Christ Church

Belgium: Werner Heyvaert, Nauta Dutilh, Brussels; Marc Quaghebeur, Vandendijk & Partners,
Brussels

Bermuda: Wendell Hollis, Ernst & Young, Bermuda

Botswana: 1.0. Sennanyana, Deputy Director, Tax Policy, Ministry of Finance & Development
Planning, Gaborone

Brazil: David Roberto R. Soares da Silva, Farroco & Lobo Advogados, Sdo Paulo

British Virgin Islands: William L. Blum, Solomon Pearl Blum Heymann & Stich LLP, St.
Thomas, USVI and New York

Bulgaria: Todor Tabakov, Interlex, Sofia
Cameroon: Edwin N. Forlemu, International Tax Program, Harvard University, Cambridge

Canada: Brian J. Arnold, Goodmans, Toronto, Ontario; Jack Bernstein, Aird & Berlis, Toronto,
Ontario; Martin Przysuski, Srini Lalapet, and Hendrik Swaneveld, Transfer Pricing and
Competent Authority Services, BDO Dunwoody, Toronto (Markham) Ontario

Caribbean: Bruce Zagaris, Berliner, Corcoran, and Rowe, Washington, D.C.
Cayman Islands: Timothy Ridley, Maples & Calder Asia, Hong Kong

Chile: Macarena Navarrete, Ernst & Young, Santiago; Alex Fischer, Carey y Cia Ltda., Santiago
China (P.R.C.): Jinyan Li, York University, Toronto

Cook Islands: David R. McNair, Southpac Trust Limited, Rarotonga

Croatia: Hrvoje Zgombic, Zgombic & Partners, Zagreb

Cyprus: Theodoros Philippou, PricewaterhouseCoopers, Nicosia

Czech Republic: Michal Dlouhy, White & Case, Prague

Denmark: Nikolaj Bjgrnholm, Bech-Bruun Dragsted Law Firm, Copenhagen
Dominican Republic: Dr. Fernidndo Ravelo Alvarez, Santo Domingo

Eastern Europe: Iurie Lungu, Graham & Levintsa, Chisinau

Egypt: Abdallah El Adly, PricewaterhouseCoopers, Cairo

Estonia: Helen Pahapill, Ministry of Finance, Tallinn

European Union: Joann M. Weiner, Facultés Universitaires Saint-Louis, Brussels
Fiji: Bruce Sutton, KPMG Peat Marwick, Suva

Finland: Marjaana Helminen, University of Helsinki in the Faculty of Law, Helsinki
France: Olivier Delattre, Latham & Watkins, Paris

Gambia: Samba Ebrima Saye, Income Tax Division, Banjul

Germany: Jorg-Dietrich Kramer, Ministry of Finance, Berlin/Bonn; Rosemarie Portner, Meilicke
Hoffmann & Partner, Bonn; Klaus Sieker, Flick Gocke Schaumburg, Frankfurt

Ghana: Seth Terkper, Chartered Accountant/Tax Expert, Accra
Gibraltar: Charles D. Serruya, Baker Tilly, Gibraltar

Greece: Alexandra Gavrielides, Athens

Guam: Stephen A. Cohen, Carlsmith Ball LLP, Hagatna

Guernsey: Neil Crocker, PricewaterhouseCoopers, St. Peter Port
Guyana: Lancelot A. Atherly, Georgetown

Hong Kong: Colin Farrell, PricewaterhouseCoopers, Hong Kong
Hungary: Daniel Deak, Budapest University of Economics, Budapest
Iceland: Indridi H. Thorlaksson, Reykjavik

India: Nishith M. Desai, Nishith Desai Associates, Mumbai; Sanjay Sanghvi, RSM & Co.,
Mumbai; Shrikant S. Kamath, Mumbai

Indonesia: Freddy Karyadi, Karyadi & Co. Law and Tax Office, Jakarta

Iran: Mohammad Tavakkol, Maliyat Journal, College of Economic Affairs, Tehran
Ireland: Kevin McLoughlin, Ernst & Young, Dublin

Isle of Man: Richard Vanderplank, Cains Advocates & Notaries, Douglas

Israel: Joel Lubell, Teva Pharmaceutical Industries, Ltd., Petach Tikva;
Doron Herman, S. Friedman & Co. Advocates & Notaries, Tel-Aviv

Italy: Alessandro Adelchi Rossi and Luigi Perin, George R. Funaro & Co., P.C., New York;
Gianluca Queiroli, Cambridge, Massachusetts

Japan: Gary Thomas, White & Case, Tokyo; Shimon Takagi, White & Case, Tokyo
Jersey: J. Paul Frith, Ernst & Young, St. Helier

Kenya: Glenday Graham, Ministry of Finance and Planning, Nairobi

Korea: Chang Hee Lee, Seoul National Univ. College of Law, Seoul, Korea
Kuwait: Abdullah Kh. Al-Ayoub, Kuwait

Latin America: Ernst & Young LLP, Miami

Latvia: Andrejs Birums, Tax Policy Department, Ministry of Finance, Riga
Lebanon: Fuad S. Kawar, Beirut

Libya: Ibrahim Baruni, Ibrahim Baruni & Co., Tripoli

Lithuania: Nora Vitkuniene, International Tax Division, Ministry of Finance, Vilnius
Luxembourg: Jean-Baptiste Brekelmans, Loyens & Loeff, Luxembourg

Malawi: Clement L. Mononga, Assistant Commisioner of Tax, Blantyre

Malaysia: Jeyapalan Kasipillai, University Utara, Sintok

Malta: Dr. Antoine Fiott, Zammit Tabona Bonello & Co., and Lecturer in Taxation, Faculty of
Law, University of Malta, Valletta

Mauritius: Ram L. Roy, PricewaterhouseCoopers, Port Louis

Mexico: Jaime Gonzalez-Bendiksen, Baker & McKenzie, Juarez, Tijuana, Monterrey, and
Guadalajara; Ricardo Leon-Santacruz, Sanchez-DeVanny Eseverri, Monterrey

Middle East: Aziz Nishtar, Nishtar & Zafar, Karachi, Pakistan

Monaco: Eamon McGregor, Moores Rowland Corporate Services, Monte Carlo
Mongolia: Baldangiin Ganhuleg, General Department of National Taxation, Ulaanbaatar
Morocco: Mohamed Marzak, Agadir

Myanmar: Timothy J. Holzer, Baker & McKenzie, Singapore

Nauru: Peter H. MacSporran, Melbourne

Nepal: Prem Karki, Regional Director, Regional Treasury Directoriate, Kathmandu

Netherlands: Eric van der Stoel, Otterspeer, Haasnoot & Partners, Rotterdam; Dick Hofland,
Freshfields, Amsterdam; Michaela Vrouwenvelder, Solvay NV, Amsterdam;
Jan Ter Wisch, Allen & Overy, Amsterdam

Netherlands Antilles: Dennis Cijntje, KPMG Meijburg & Co., Curagao; Koen Lozie, Deurle

New Zealand: Adrian Sawyer, University of Canterbury, Christchurch

Nigeria: Elias Aderemi Sulu, Lagos

Northern Mariana Islands: John A. Manglona, Saipan

golrway: Frederik Zimmer, Department of Public and International Law, University of Oslo,
slo

Oman: Fudli R. Talyarkhan, Ernst & Young, Muscat

Panama: Leroy Watson, Arias, Fabrega & Fabrega, Panama City

Papua New Guinea: Lutz K. Heim, Ernst & Young, Port Moresby
Peru: Italo Ferndndez Origgi, Yori Law Firm, Lima

Philippines: Benedicta Du Baladad, Bureau of Internal Revenue, Manila
Poland: Dr. Janusz Fiszer, Warsaw University/White & Case, Warsaw

Portugal: Francisco de Sousa da Camara, Morais Leitao & J. Galvdo Teles, Lisbon;
Manuel Anselmo Torres, Galhardo Vildo, Torres, Lisbon

Qatar: Finbarr Sexton, Ernst & Young, Doha

Romania: Sorin Adrian Anghel, Senior Finance Officer & Vice President, The Chase Manhattan
Bank, Bucharest

Russia: Scott C. Antel, Ernst & Young, Moscow; Joel McDonald, Salans, London

Saint Kitts—Nevis: Mario M. Novello, Nevis Services Limited, Red Bank

Saudi Arabia: Fauzi Awad, Saba, Abulkhair & Co., Dammam

Sierra Leone: Shakib N.K. Basma and Berthan Macaulay, Basma & Macaulay, Freetown
Singapore: Linda Ng, White & Case, Tokyo, Japan

Slovakia: Alzbeta Harvey, Principal, KPMG New York

South Africa: Peter Surtees, Deneys Reitz, Cape Town

Spain: José M. Calderén, University of La Corufia, La Corufia

Sri Lanka: D.D.M. Waidyasekera, Mt. Lavinia

Sweden: Leif Mutén, Professor Emeritus, Stockholm School of Economics

Taiwan: Keye S. Wu, Baker & McKenzie, Taipei; Yu Ming-i, Ministry of Finance, Taipei
Trinidad & Tobago: Rolston Nelson, Port of Spain

Tunisia: Lassaad M. Bediri, Hamza, Bediri & Co., Legal and Tax Consultants, Tunis
Turkey: Mustafa Camlica, Ernst & Young, Istanbul

Turks & Caicos Islands, British West Indies: Ariel Misick, Misick and Stanbrook, Grand Turk
Uganda: Frederick Ssekandi, Kampala

United Arab Emirates: Nicholas J. Love, Ernst & Young, Abu Dhabi

United Kingdom: Trevor Johnson, Trevor Johnson Associates, Wirral; Eileen O’Grady, barrister,
London; Jefferson P. VanderWolk, Baker & McKenzie, London

United States: Richard Doernberg, Emory Univ. School of Law, Atlanta GA.;
James Fuller, Fenwick & West, Palo Alto

U.S. Virgin Islands: Marjorie Rawls Roberts, Attorney at Law, St. Thomas, USVI
Uruguay: Dr. James A. Whitelaw, Whitelaw Attorneys, Uruguay

Uzbekistan: Tan P. Slater, Arthur Andersen, Almaty

Vanuatu: Bill L. Hawkes, KPMG, Port Vila

Venezuela: Ronald Evans, Baker & McKenzie, Caracas

Vietnam: Frederick Burke, Baker & McKenzie, Ho Chi Minh City

Western Samoa: Maiava V.R. Peteru, Kamu & Peteru, Apia

Yugoslavia: Danijel Pantic, European Consulting Group, Belgrade

Zambia: W Z Mwanza, KPMG Peat Marwick, Lusaka

Zimbabwe: Prof. Ben Hlatshwayo, University of Zimbabwe, Harare

“Jueiuoo Aued paiyy Jo urewop aignd Aue ui 1ybuAdoo wiejo Jou seop sisAleuy xe|l ‘pantesal syb |1V "S002 SisAleuy xel (D)



Reprinted from Tax Notes Int’l, March 7, 2005, p. 869

Respectfully disagreeable since 1970.

tax notes
international

Finance Minister Presents 2005 Federal Budget

by Steve Suarez

Canadian Minister of Finance Ralph Goodale on
February 23 delivered the government’s 2005 bud-
get.

Following the federal election of June 28, 2004,
the federal budget is the product of a minority
government for the first time in more than 20 years,
and as such, it will require the support of at least
some opposition members to pass the House of
Commons. (The House of Commons currently has
133 members of the Liberal Party, 99 Conservatives,
54 members of the Bloc Quebecois, 19 New Demo-
cratic Party members, and 2 Independents, with 1
seat vacant.)

The government had been negotiating to some
extent with opposition parties before the budget’s
introduction, and the opposition Conservatives have
already announced their intention to support it.

In general, the Canadian economy remains strong
(a 2.9 percent growth rate is predicted for 2005), and
the government continues to run modest surpluses
despite pressure from the provinces and municipali-
ties for increased transfer payments and some new
spending initiatives (in particular, several billion
dollars over five years for Canada’s military forces,
ever-increasing healthcare expenditures, and a new
child-care program). The government anticipates
continued balanced budgets (or modest surpluses)
over the next several years, and sets the further
target of reducing Canada’s debt-to-gross-domestic-
product ratio from the current 38.8 percent to 25
percent by 2014-2015 (it had been as high as 68.4
percent in 1994- 1995). However, Canada’s accumu-
lated federal debt remains quite significant at about
C $500 billion.

At one time, federal budgets were used by the
finance minister as the primary way of announcing
most significant tax initiatives. That aspect of the
federal budget has declined in recent years as the
Department of Finance has made greater use of
separate technical amendment bills and (in some
cases) press releases to announce changes in tax
policy and legislation. However, the federal budget
usually contains some tax initiatives, and this year’s
version is no exception.

Corporate Income Tax Measures

The budget includes some modest tax reductions
for corporations. First, it would reduce the general
corporate tax rate (not including the corporate sur-
tax described below) from 21 percent to 19 percent.
However, the reduction would be phased in, and
would not begin until 2008, when the rate would be
reduced by 0.5 percentage point to 20.5 percent. The
remainder of the reduction would occur in 2009 (0.5
percentage point) and 2010 (1 percentage point),
thus leaving the tax rate at 19 percent for 2010 and
thereafter. Given that there will almost certainly be
an election between now and 2008, prospective rate
cut beneficiaries can be forgiven for curbing their
enthusiasm.

The proposed reductions would not apply to some
forms of income that are already preferentially
taxed, such as income earned by some credit unions,
investment corporations, mortgage investment cor-
porations, or mutual fund corporations and, in the
case of Canadian-controlled private corporations,
business income that is eligible for the small-
business deduction or that is investment income.
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The proposed rate reductions appear to be a re-
sponse to recent reductions in U.S. corporate tax
rates, reflecting Canada’s need to offer tax rates that
are competitive with those of its closest neighbor.
Hopefully, provincial governments will resist the
temptation to divert the forgone federal tax revenue
to their own coffers by increasing provincial corpo-
rate income tax rates.

Also, the existing corporate surtax would be
eliminated, beginning in 2008. The surtax, which is
equivalent to 1.12 percentage points in the corporate
tax rate, originally was introduced in 1987 as a
means to reduce the federal deficit.

While that budget proposal is certainly welcome,
with the federal deficit having been eliminated
many years ago, there is no obvious tax policy reason
for the initiative to be deferred until 2008. It ap-
pears that the current government is not quite ready
to give up the additional revenue that the surtax
generates.

Changes also have been proposed to the tax
depreciation system (capital cost allowance or CCA),
which allows businesses to deduct the cost of most
capital property over time on a declining-balance
basis. In addition to some environment-related ini-
tiatives discussed separately below, the following
adjustments to the CCA rate (thereby affecting how
quickly most expenditures on such property are
deducted for income tax purposes) were announced
in the budget, generally effective for equipment
acquired on or after February 23, 2005, that has not
been used or acquired for use before that date:

e the rate for electricity transmission and dis-
tribution assets would increase from 4 per-
cent to 8 percent;

e the rate for electricity-generating combus-
tion turbines would increase from 8 percent
to 15 percent;

e the rate for oil and gas transmission pipe-
lines would increase from 4 percent to 8
percent, with a 15 percent rate for compres-
sion and pumping equipment on those pipe-
lines; and

e the rate for telecommunications infrastruc-
ture cables would increase from 5 percent to
12 percent.

The adjustments are meant to more closely align
the rate of depreciation with the useful lives of those
assets. Some expenditures, if incurred in Canada, on
scientific research and experimental development
also would entitle taxpayers to tax incentives.
Otherwise-qualifying expenditures made after the
date of the budget and within the 200-nautical-mile
limit off Canada’s coastline, which Canada claims as
its Exclusive Economic Zone, would also qualify for
those incentives.

Tax Compliance

Canadian tax authorities are showing increasing
interest in tax leakage through international tax
avoidance or evasion, as illustrated in the 2004
federal budget that included a proposal that brought
a misuse or abuse of the provisions of a tax treaty (as
opposed to the domestic tax legislation) within the
scope of Canada’s general antiavoidance rule
(GAAR). That proposal, made on a retroactive basis
and allegedly “for greater certainty” (notwithstand-
ing some jurisprudence and the view of most prac-
titioners to the contrary), still does not clearly re-
solve the relationship between GAAR and tax
treaties (and in particular whether Canada can
unilaterally amend its treaty obligations by denying
treaty benefits based on an amendment to GAAR).
In any case, however, it demonstrates the direction
Canadian tax authorities are taking in dealing with
perceived tax avoidance involving international is-
sues.

The 2005 budget announces that C $30 million
per year will be allocated to increased audit and
collection activities in the area of cross-border and
international transactions. No further elaboration is
included on what forms of cross-border tax planning
is being targeted, but it is noteworthy that the
government indicates that it expects to recoup that
annual expenditure through “additional revenues
generated through increased audit and enforce-
ment.”

Environmental Initiatives

After committing itself to the Kyoto Accord some
time ago, the Canadian government has been strug-
gling with how to meet the environmental targets
set for it under that agreement. The 2005 budget
contains several spending announcements regard-
ing that, including funding to reduce greenhouse
gases and expenditures in support of alternative
energy sources.

The environment-related fiscal measures in the
budget illustrate the use of the tax system for
purposes other than simply raising revenue. The
budget includes tax incentives designed to induce
Canadian businesses and consumers to reduce their
output of greenhouse gases. Accelerated CCA is
being introduced for equipment used in environmen-
tally friendly forms of energy production such as
cogeneration (the simultaneous generation of heat
and electricity from the same fuel) and renewable
energy generation (such as wind or solar power or
geothermal energy). The annual rate at which quali-
fying equipment acquired on or after February 23,
2005, and before 2012 may be depreciated for tax
purposes will increase from 30 percent to 50 percent.
The write-off rate is being accelerated as an incen-
tive, rather than simply matching the useful life of

Tax Notes International

"Jusju00 Aued payy 4o urewop oijgnd Aue ul JybuAdoo wielo Jou seop sishjeuy xe| ‘panesal siybu |y "'S002 SisAleuy xel (D)



Reprinted from Tax Notes Int’l, March 7, 2005, p. 869

the asset as is more typically the case. Also, that
favorable CCA treatment will be extended to quali-
fying equipment used in some additional forms of
environmentally friendly energy generation, such as
biogas production systems.

Foreign Property Restrictions

Various pension plans and similar tax-deferred
retirement entities (collectively, “plans”) that are
otherwise generally exempted from income tax are
nonetheless subject to restrictions and potential
penalty taxes based on the type of property they
invest in. One such restriction is the limit on how
much “foreign property” plans may hold without
incurring a penalty tax. Under the current rules, in
any given month plans are subject to a tax of 1
percent of the amount by which the cost of their
foreign property exceeds 30 percent of the cost of all
of their property at month-end. Hence, plans are
generally unwilling to hold more than 30 percent of
their property in foreign property, and prefer invest-
ments that do not count toward their 30 percent
foreign property limit.

Foreign property generally includes interests in
foreign corporations, equity interests in most part-
nerships and some trusts, and property situated
outside Canada. Shares and debt of Canadian cor-
porations can also constitute foreign property, if the
value of the Canadian corporation’s shares is de-
rived primarily from other foreign property. The
foreign property rule was originally introduced in
1971 with a 10 percent limit, which was subse-
quently increased to 20 percent and later 30 percent.
The stated purpose of the rule was to require plans
to invest primarily in Canadian entities and capital
markets, thereby lowering the cost of capital for
Canadian businesses.

The 2005 budget calls for the elimination of the
foreign property rule, effective as of 2005. Hence,
plans would no longer be required to invest any
specific proportion of their assets in nonforeign
property. According to the government, the in-
creased ability of Canadian companies to access
global capital markets over the years has made the
foreign property rule unnecessary.

The repeal of the foreign property rule was not
entirely unexpected. While taxpayers were certainly
obliged to respect the rule and plan around it (al-
though it is doubtful that much, if any, revenue was
being raised from the penalty tax), Canadian tax
authorities had to some extent been taking a benign
approach to the rule for some time. For example, the
Canada Revenue Agency had ruled favorably on
some structures created to plan around those provi-
sions, and the rule itself allowed interests in Cana-
dian corporations that held primarily foreign prop-
erty not to constitute foreign property when the

Canadian corporation simply incurred C $250,000 of
expenditures annually on qualifying Canadian-
source services. Nonetheless, the elimination of the
rule will make life much simpler for plans. Some
plans have other tax restrictions on the type of
property that they hold (for example, personal re-
tirement savings vehicles are generally required to
hold only “qualified investments,” as defined in the
Income Tax Act (Canada)), which remain in place
unaffected by the repeal of the separate foreign
property rule.

Canadian capital markets have recently seen a
proliferation of business income trusts, which (as
discussed below) essentially serve as tax flow-
through vehicles to allow the income of the business
to be received by investors without any corporate tax
leakage. The repeal of the foreign property rule will
affect the structure of many income trusts, some of
which include an intermediary trust solely for the
purpose of dealing with foreign property restrictions
(which can now be dispensed with). One issue that
the removal of the foreign property rule creates is
the potential for increased use of partnerships as
investment vehicles, including for plans. Because
virtually all interests in partnerships were deemed
to be foreign property, they were generally unattrac-
tive investments for plans (some plans also have
other tax-related restrictions involving investments
in partnerships), and public investment vehicles are
often structured to accommodate investment by
plans. To the extent that tax-exempt investors such
as plans are now more able to invest in limited
partnerships (which are generally a better flow-
through entity for Canadian tax purposes than
trusts), this may have important implications for the
Canadian tax system. Some tax impediments to the
widespread use of public limited partnerships (par-
ticularly as regards nonresident investors) remain,
which is likely giving the Department of Finance
some comfort as to the risk of potential tax leakage.
However, one expects that the Department of Fi-
nance will be watching the reaction of plans and
other tax-exempts closely.

Previously Announced Income Tax
Initiatives

The status of a number of important income tax
initiatives that have been the subject of prior an-
nouncements (either in previous budgets or other-
wise) was updated in the latest federal budget.
While most of the updates offered little in the way of
substantive information, it is nonetheless interest-
ing to note the apparent priority of the different
initiatives from the wording used by the government
in its update.
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Deductibility of Interest and Other Expenses

In response to some court decisions that it felt
produced unacceptable changes in the law, the De-
partment of Finance released draft legislation in
October 2003 denying a taxpayer’s loss from a busi-
ness or property for a particular year, unless it is
reasonable in that year to expect that the taxpayer
will realize a profit (excluding capital gains) from
that business or property on a cumulative basis.
Hence, if a particular business or property gener-
ated a loss in a tax year, that loss could not be
deducted against other income unless there was a
reasonable expectation that at some point the busi-
ness or property would generate a profit, taking
prior years’ losses into account. In particular, Fi-
nance was concerned with the creation of losses on
activities that generated gross income but no net
income (after expenses), and generated losses in the
expectation of ultimately producing capital gains
(which are taxed at 50 percent of normal income).

The tax community was extremely concerned
with those proposals, which appeared to change the
law significantly beyond what it had been before the
court decisions in question, and numerous represen-
tations were made to the Department of Finance. To
its credit, Finance appears to have acknowledged
those concerns, and in the budget it is stated that an
alternative proposal based on “a more modest legis-
lative agenda” will be released “at an early opportu-
nity,” for further comment. It is anticipated that this
proposal will take a more targeted approach to the
government’s concerns, hopefully in a way that does
not impair ordinary commercial transactions in the
way that the October 2003 proposals could have.

Cross-Border Share-for-Share Exchanges

In October 2000 the government announced its
intention to introduce specific provisions to allow a
Canadian-resident shareholder to exchange shares
of a Canadian corporation for shares of a foreign
corporation on a tax-deferred basis. No details were
forthcoming as to the terms and conditions of such a
rollover transaction, which could obviously have
important implications for cross-border mergers and
acquisitions. Subsequent federal budgets reiterated
the government’s intention to follow through on the
proposal, and the 2005 budget does the same, indi-
cating that draft legislation detailing the proposal
will be released “in the near future.”

At present, many foreign corporations acquiring
the shares of a Canadian corporation in a share-for-
share exchange use an “exchangeable share” struc-
ture to provide tax-deferred treatment to the Cana-
dian corporation’s Canadian-resident shareholders.
Essentially, the Canadian shareholder exchanges
the share of the existing Canadian corporation for
an “exchangeable” share of a Canadian subsidiary of
the foreign corporation. The exchange can occur on a

tax-deferred basis for Canadian purposes (since the
exchangeable share is issued by a Canadian corpo-
ration), and the exchangeable share is the economic
equivalent of a share of the foreign corporation,
entitling the holder to the same dividends as are
paid on the foreign corporation’s share and to ex-
change the exchangeable share for a share of the
foreign corporation on demand. The Canadian-
resident shareholder can thereby defer Canadian
taxation of accrued gains until the exchangeable
share is exchanged for the share of the foreign
corporation.

Enactment of the new proposed rollover (plus the
repeal of the foreign property rules announced in the
budget) would take away some but not all of the
benefit associated with exchangeable share struc-
tures. In particular, exchangeable share structures
provide favorable tax treatment to Canadian holders
receiving dividends from a Canadian corporation,
compared with dividends from a foreign corporation.
It is unclear whether that proposed rollover (in
whatever form it ultimately takes) would eliminate
the use of exchangeable share structures.

Income Trusts

As noted above, income trusts have dominated
Canadian capital markets in the past few years. All
manner of businesses have been effectively removed
from corporate form for tax purposes and put into
business income trusts, such that the income from
the business is paid out to investors without
corporate-level tax having been paid. The 2004 fed-
eral budget contained various proposals directed at
the potential for tax revenue loss as a result of the
proliferation of income trusts, and in particular
sought to limit the investment of pension funds and
similar tax-exempt entities in income trusts.

After vigorous opposition from pension funds and
the income trust industry, the most serious propos-
als in the 2004 federal budget were deferred, pend-
ing further study and consultation. The 2005 budget
reiterates that further study of income trusts “and
other flow-through entities” will continue and that
Finance will release a consultation paper shortly for
further comment and discussion. Clearly the govern-
ment is concerned about the potential for erosion to
the corporate tax base through the use of income
trusts and limited partnerships (which as noted
above are particularly efficient flow-through ve-
hicles from a tax perspective). The tax community
will be interested to see what the Department of
Finance has in mind in that area.

Other Pending Legislative Proposals

Finally, the 2005 budget refers to a number of
other previously announced tax measures, in par-
ticular the fourth draft (dated October 30, 2003) of
proposals dealing with “foreign investment entities”
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and nonresident trusts, which proposals were origi-
nally announced in 2000, and the second draft of
various tax technical amendments (including impor-
tant changes to the foreign affiliate and foreign
accrual property income rules) released on February
27, 2004. The new budget states that legislation
implementing those proposals will be introduced at
a “suitable time, consistent with other legislative
priorities” — wording that does not suggest immi-
nent activity.

Personal Income Tax Measures

Canada’s income tax system for individuals is a
progressive one, with federal rates increasing from
16 percent up to 29 percent as taxable income
increases. Effectively, no tax applies below a specific
threshold of taxable income (the “basic personal
amount”), which is being increased under the 2005
budget from about C $8,000 to C $10,000 by 2009.
The budget would also increase the tax credit for
dependent spouses, common-law partners, and
wholly dependent relatives. The government esti-
mates that those proposals (when fully imple-
mented) will remove over 800,000 low-income indi-
viduals from the tax rolls.

To encourage individuals to save for their retire-
ment, the tax system also allows individuals to claim
a tax credit for contributions they make to tax-
exempt personal retirement savings accounts
(RRSPs), up to a limit of C $16,500 per year. The
2005 budget would increase the contribution limit to
C $18,000 for 2006, with subsequent increases to C
$22,000 by 2010 (thereafter the limit will be indexed
to inflation). Corresponding changes are proposed
for similar retirement savings vehicles. RRSPs
(along with various other tax-exempts) will also
benefit from the elimination of the foreign property
limitation described above. Moreover, RRSPs and
similar entities are also now being permitted to
purchase investment-grade gold and silver coins,
bars, and certificates.

Other personal tax proposals in the budget in-
clude:

e various enhancements to the tax credit for
disabled individuals;

e expansion of the range of expenses eligible
for the medical expense tax credit and a
doubling of the maximum amount of tax-
credit-eligible expenses for caregivers paying
medical or disability-related expenses on be-
half of dependent relatives; and

e a new tax credit for expenses incurred in the
course of adopting a child.

Goods and Services and Excise Taxes

The 2005 budget also includes relatively minor
changes to the federal goods and services tax, which
will also generally apply to those provinces whose
sales taxes have been harmonized with the federal
GST. Most notably, as an extension of the existing
rule making a director of a corporation personally
liable for a corporation’s unremitted net GST, the
budget would expand director liability to any GST
net tax refund amounts (but not rebates) received by
the corporation to which it is not entitled, applicable
to refunds received after the passage of legislation.
Personal liability applies only when the director has
failed to exercise due diligence.

Also, a publicly accessible Web-based GST regis-
try will be established, allowing users to verify a
supplier’s GST registration. The 83 percent GST
rebate for hospitals will be expanded to eligible
charities and nonprofit organizations that provide
healthcare services similar to those traditionally
performed in hospitals effective January 1, 2005.
Finally, the 10 percent excise tax on jewelry will be
eliminated, with an immediate 2 percentage point
reduction followed by successive 2 percentage point
rate reductions over the next four years. *
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