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AND OTHER ISSUES

BUDGET 2004

NOTICE TO READER

The following commentary has been prepared by Parker Garber & Chesney, LLP
based on the budget papers presented by the Minister of Finance on March 23,
2004. Parker Garber & Chesney, LLP does not ensure the accuracy of the
information herein provided that may result from errors or omissions in the
budget documents. All calculations provided are based on existing rates as at the
date of the budget and do not anticipate changes in Federal or Provincial rates
after the date of the budget.

Readers are cautioned that this commentary is informational only and that any
issues specific to the reader’s needs be addressed with the appropriate tax
professional.



B UDGET SUMMARY
Introduction

Finance Minister Ralph Goodale presented the first budget of the Paul Martin
governmenton March 23. It contained few surprises as most items were “leaked”
in the weeks leading up to the speech. The government’s seventh balanced
budget in succession, it proposes little of what might be called “pre-election
spending,” such as tax cuts or new social programs. Instead, it seems designed
to reassure taxpayers that the public purse is being managed responsibly.
Program spending is projected to increase by about $3 billion, but much of it will
be financed though re-allocation of funding from existing programs.

The Minister forecast economic growth of 2.7% in 2004 and 3.3% in 2005. The
main risks, he said, were associated with impacts of a rapidly-rising Canadian
dollar, and the sustainability of the U.S. economic recovery.

Tax changes proposed in the Budget are discussed in the following sections.
Some changes are effective immediately and others after the end of this year,
however, readers should be reminded that since this is a pre-election budget, the
outcome of the election could have a bearing on the future of these proposals.

PERSONAL TAX CHANGES
TAX FAIRNESS FOR PERSONS WITH DISABILITIES

The attendant care expenses deduction will be replaced by a disability supports
deduction for the 2004 and subsequent taxation years. This Budget proposal
provides for a broader deduction for disability supports incurred for purposes of
employment or education. Certain costs that were eligible for the medical
expense tax credit will now qualify instead for the disability supports deduction.
The deduction will be based on the current limits for the attendant care
deduction, except that the two-thirds factor will not be applied.

The list of eligible disability supports expenses includes signlanguage
interpretation services, real time captioning services, teletypewriters, electronic
speech synthesizers, Braille printers and optical scanners and large-print on
screen devices to allow visually-impaired individuals to read. In addition, where
the need is certified by a medical practitioner, the following services or devices
will also be eligible: note-taking services for persons with mental or physical
impairment; voice recognition software for those with a physical impairment;
tutoring services for individuals with a learning disability or a mental impairment;
talking textbooks for individuals with a perceptual disability; and attendant care
services.



For 2004 and subsequent taxation years, 25% of the amounts that can be
claimed as disability supports will be eligible for the refundable medical expense
credit.

No indication has been made that the Canada Revenue Agency (CRA) will
reduce what appears to be a constant harassment of claimants who apply for the
disability credit.

CAREGIVER EXPENSES

The Budget proposes to allow a credit for qualifying medical expenses incurred
by an individual in respect of a minor child, without the current requirement to
reduce the claim based on the child’s net income. For medical expenses paid on
behalf of other dependent relatives (a parent, grandchild, grandparent, brother or
sister, uncle or aunt, and niece or nephew), the supporting individual will now be
able to make a claim to the extent that they exceed the dependent’'s normal
threshold for medical expenses (the lesser of 3% of net income or $1,813). The
maximum amount which can be claimed is limited to $5,000 per dependent.
These proposed changes will apply to 2004 and subsequent taxation years.

EDUCATION TAX CREDIT

The education tax credit is presently not available to students who pursue post-
secondary education which is related to their current employment. The Budget
proposes to remove this restriction for 2004 and subsequent taxation years as
long as the education costs are not reimbursed by the employer.

TAXPAYER-REQUESTED ADJUSTMENTS

The Fairness Program allows an individual or testamentary trust to request that
the Minister of National Revenue accept a late-filed return, late-filed, amended,
or revoked elections, or reassess an income tax return beyond the normal
reassessment period. It also allows all taxpayers and partnerships to request the
waiver or cancellation of penalties or interest. The Budget proposes to limit such
requests to any such issues in the previous ten years, commencing for requests
made in 2005. Consequently, any requests for taxation years more than ten
years ago should be made by December 31, 2004.

CANADIAN FORCES PERSONNEL AND POLICE

The Budget proposes that, for 2004 and subsequent taxation years, a deduction
be available to members of the Canadian Forces or a Canadian police force for
employment income earned in a high-risk military or police mission outside
Canada. In order to qualify the individuals must be eligible for a risk allowance at
level three or higher. This proposal will exempt such employment income from
tax up to the maximum rate of pay earned by a non-commissioned officer



(approximately $6,000 per month). This exemption will not cover all foreign
postings but just those considered high-risk. No information has been provided
as to the guidelines to determine eligibility.

MINERAL EXPLORATION TAX CREDIT

Individuals can claim a 15% tax credit for investments in flowthrough shares of
companies engaged in certain minerl exploration. This tax credit has been
extended for another year to the end of 2005.

PERSONAL TAX AMOUNTS

Although not part of the budget, we have prepared the following table to illustrate
certain relevant Federal tax amounts:

$

Basic personal amount 8,012
22% bracket threshold 35,000
26% bracket threshold 70,000
29% bracket threshold 113,804
Canada Child Tax Benefit and National Child Benefit supplement

First child maximum 2,719
Second child maximum 2,503
Third and subsequent child maximum 2,507

Phase-out of benefits commences at $35,000 of family net income at a rate of
4% or 2% for single-child families.

Child Disability Benefit 1,653

CORPORATE TAX CHANGES
SMALL BUSINESS DEDUCTION

The Budget proposes to increase the business limit for the small business
deduction to $300,000 for that part of a Canadian-controlled private corporation’s
taxation year that ends after December 31, 2004. This accelerates the change
that was to have occurred after 2005. The limit for 2004 will re main at $250,000.
These limits only apply to Federal taxes as many provinces have separate limits.

SCIENTIFIC RESEARCH & EXPERIMENTAL DEVELOPMENT (SR&ED)

The Budget proposes that certain otherwise associated corporations will not be
associated for purposes of determining eligibility for the 35% investment tax



credit rate for SR&ED. The associated corporation rules provide that any two or
more shareholders that own shares in two corporations constitute a group that
may control, and therefore associate, the corporations. This would be the case
even if each group contains one or more different minority shareholders. For
taxation years ending after March 22, 2004, if there is at least one shareholder
that does not own shares in both corporations, this definition of group control will
not apply for purposes of determining the $2 million SR&ED expenditure limit. An
anti-avoidance provision will prevent taxpayers from artificially structuring
companies to benefit from this change.

CARRY-FORWARD PERIODS

Effective for losses incurred in taxation years ending after March 22, 2004, the
time period for applying non-capital losses against future income will be extended
from seven years to ten years. A similar extension to ten years will be provided
where non-capital losses are applied to reduce Part IV tax, for unapplied
business foreign tax credits and for certain losses of life insurers. The time period
for carrying back losses will remain three years and capital losses will continue to
be carried forward indefinitely.

CAPITAL COST ALLOWANCE (CCA)

The CCA rate for computer equipment acquired after March 22, 2004 will
increase from 30% to 45%. In addition, the CCA rate for data network

infrastructure equipment will increase from 20% to 30%.

FINES AND PENALTIES

It is proposed that any fine or penalty imposed, after March 22, 2004, by law,
whether by a government, government agency, regulator, court or other tribunal,
or any other person with statutory authority to levy fines and penalties, will no
longer be deductible for income tax purposes. This will include fines and
penalties under the laws of foreign countries. If the law does not classify the
amount paid as a fine or penalty, it may be deductible if it is otherwise incurred
for the purpose of earning income.

Penalties under the Excise Act, the Air Travellers Security Charge Act and the
GST/HST portions of the Excise Tax Act will continue to be deductible. The
change will also not apply to penalties or damages under a private contract.

DONATION TRADING

The acquisition of control rules will be expanded to provide that any unclaimed
charitable donations of a corporation cannot be claimed after an acquisition of
control. In addition, if property is acquired by a corporation before the acquisition



of control with the intention that it will be donated after the acquisition of control,
the donation will not be deductible to the corporation.

INCOME TRUSTS

Publicly traded income trusts have become increasingly popular investments in
the last number of years. During the last few weeks much has been said about
the “taxleakage” occurring from the tax-free status of these trusts. It should be
recognized that the tax is paid by the unitholder so the only “leakage” results
from unit-holders that are exempt from tax. Individuals and corporations investing
in income trusts do pay tax on the earnings resulting in zero leakage.

In theory, such investments will result in a greater after-tax return than will shares
of a public corporation because there is only one level of taxaton. If the trust
distributes all of its income annually, such income is taxed only to the unit-
holders. To the extent that income is retained by the trust, it is taxed in the trust

at the highest personal rate, but the after-tax income can be distributed tax-free
to unit-holders.

The government is concerned that tax-sheltered structures such as registered
pension plans (RPPs) will invest heavily in income trusts when, as is anticipated

in the near future, provincial legislation clearly protects unit-holders from trust
liabilities. This would result in all income taxes associated with the income

earned by the trust being deferred until pensions are paid.

To counter this possibility, subject to certain exemptions and transitional rules,
the Budget proposes two measures which will apply after 2004.

If a RPP invests more than 1% of the book value of its investments directly or
indirectly in income trust units, the excess will be subject to a 1% per month
penalty tax.

Also, if a RPP holds more than 5% of the units of a particular income trust, the

fair market value of excess holdings will be subject to a 1% per month penalty
tax.

MUTUAL FUNDS

The government has decided to address the fact that non-residents can escape
Canadian tax on dispositions of “taxable Canadian property” (TCP) by investing
in mutual funds which hold TCP rather than by acquiring it directly.

Taxable distributions, by mutual fund trusts or corporations, of gains on TCP
realized after March 22, 2004 will be subject to withholding tax.



A special new withholding tax of 15% will also apply to certain previously tax-free
distributions to nonresidents. Such distributions are those made after 2004 by
Canadian mutual funds that are listed on a prescribed Canadian or foreign stock
exchange if the value of the fund is principally attributable to Canadian real
estate or Canadian resource property. Nonresidents who are subject to this new
tax and incur losses on the disposition of units of such funds, can utilize such
losses to recover the special tax otherwise payable. These losses can be carried
back three years and forward indefinitely but only to recover the special tax.

CHARITIES
COMPLIANCE

Currently the only sanction against charities which fail to comply with the income
tax rules is revocation of registration. Since this power is rarely used the Budget
proposes to add monetary sanctions for specific minor infractions. These
sanctions will apply to taxation years that begin after March 22, 2004.

DISBURSEMENT QUOTAS

A charity’s “disbursement quota” is the amount it must disburse annually based
generally on 80% of its tax-receipted donations, other than endowments,
received by it in the previous year. A charitable foundation is also required to
disburse 4.5% of the fair market value of its capital assets which are not used
directly in charitable activities or administration.

The Budget proposes to reduce the current disbursement quota rate on certain
capital assets from 4.5% to 3.5% for taxation years commencing after March 22,
2004. This 3.5% requirement will also be extended to charitable organizations
with a transition period until 2008.

OTHER MEASURES

AFFILIATED PERSONS

Many rules that prevent or defer the realization of losses are based on whether
the parties to a transaction are dfiliated persons. The Budget proposes to
expand the affiliated person rules to determine when a person is affiliated with a
trust. A person, referred to as a “majority interest beneficiary,” who is entitled to
more than 50% of the trust income or more than 50% of the capital of the trust, is
affiliated with the trust. When determining the entitlement to either income or
capital, a discretionary beneficiary will be considered entitled to the maximum
discretionary allocation. Two trusts will be affiliated if a person who lends or



transfers property to one trust, in other than an arm’s length commercial
transaction, is affiliated with a person who lends or transfers property to the other
trust and if the majority interest beneficiaries of each trust are also affiliated. In
determining the affiliation of trusts, the position of trustee is no longer relevant.

GST/HST REBATE FOR MUNICIPALITIES

The GST rebate for municipalities will be increased from the current 57.14% to
100%. This expanded rebate, which also includes the federal portion of the HST,
applies to acquisitions made by municipalities after January 31, 2004.

AIR TRAVELLERS SECURITY CHARGE

The following adjustments will take effect for air travel purchases made after
March 31, 2004:

- for one-way air travel within Canada the charge will be reduced from $7 to $6

- for round-trip air travel within Canada the charge will be reduced from $14 to
$12

- for trans-border air travel the charge will be reduced form $12 to $10

- for other international air travel the charge will be reduced from $24 to $20

CANADA LEARNING BOND

For children born after 2003, whose family is entitled to the National Child
Benefit, the government will provide a Canada Learning Bond. The Bond will be
$500 in the first year of entittement and $100 for each subsequent year of
entitlement until the child turns 15. The first year of entitlement for the Bond can
be any year up to age 15, depending on which year the family is first entitled to
the National Child Benefit. The Bond can be transferred into a Registered
Education Savings Plan (RESP) of which the child is the beneficiary at any time
before the child reaches 18 years of age. When making the first payment of a
Bond into a RESP, the government will contribute an additional $25 to cowver
administration costs.

CANADA EDUCATION SAVINGS GRANT

The government currently provides a $20 grant for every $100 contributed to a
RESP, subject to a maximum. Effective in 2005 this 20% grant will be doubled to
40% for the first $500 contributed to a RESP by families with incomes up to
$35,000. For families with incomes between $35,000 and $70,000 the grant will
be increased to 30% for the first $500 contributed to a RESP. There is no carry-
forward of unused access to the enhanced matching rates, thereby limiting
matching to a maximum of $500 in RESP contributions in any given year.



POST-SECONDARY EDUCATION GRANTS

Effective with the 2005-06 school year, eligible firstyear post-secondary students
from low income families will qualify for a grant equal to one-half the cost of
tuition, to a maximum of $3,000.

Also effective with the 2005-06 school year, disabled students who are eligible
for postsecondary student loans will receive an additional up-front grant of up to
$2,000.

CANADA STUDENT LOANS

Beginning with the 2005-06 school year, the federal ceiling for student loans will
be increased from $165 per week to $210 per week.

To increase eligibility for student loans, the parental contribution expected from
middle-income families will be reduced.

To assist with the repayment of student loans, the income thresholds used to
determine eligibility for interest relief will be increased by 5%.

For borrowers who remain in financial difficulty after the application of interest
relief, the maximum amount of debt reduction will be increased to $26,000 from
$20,000.

COLLECTIONS

As the result of last year's Supreme Court ruling in Markevich v. Canada, the
budget proposes to establish a 10-year limitation period for the collection of tax

debts.



