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STARTING A BUSINESS AND NOT
GETTING PAID: Can | collect EI?

In a January 10, 2020 Federal Court of Appeal
case, the Court conducted a judicial review of

the denial of the taxpayer’s El benefits. While
receiving benefits in 2010 and 2011, the taxpayer
had incorporated a corporation and engaged in
preliminary work to set up its business. In early
2015, the Canada Employment Insurance
Commission (CEIC) was advised by CRA that the
taxpayer had applied for a business registration
number while collecting EI.

A taxpayer can operate a business while collecting
El benefits where his business activity is to such

a minor extent that a person would not normally
rely on that business activity as a principal means
of livelihood. This is determined based on specific
factors as follows:

a. Time spent — the taxpayer spent significant
time on the business but spent as much time
looking for work. This did not minimize the
significance of time spent setting up the
business.

b. Nature and amount of invested capital and
resources — the taxpayer took on significant
debt (over $100,000) to finance the business,
weighing against the conclusion he was only
involved to a minor extent.

c. Financial success or failure of the business
— little or no net income was generated while
on EIl, but the business had been open for
five years by the time of the review and had
become the taxpayer’s principal means of
livelihood. The Court did not note what this
factor indicated.

d. Continuity of the business — the taxpayer’s
continuous efforts to advance the business
weighed against the conclusion that he was
only involved to a minor extent.

e. Nature of the business — the taxpayer had a
strong desire to stay in his specialized
industry, such as operating this business. The
specific industry was not identified in the case.

f. Intention and willingness to seek and accept
alternate employment - the taxpayer's
submissions that the machines involved
operated unsupervised for twelve to fourteen
hours at a time, that he intended to find full-
time employment and operate the business
on a part-time basis, at least for a time, and

that he was willing to take on full-time work
at any time were accepted.

The CEIC’s conclusion that the taxpayer was not
engaged to a sufficiently minor extent to benefit
from the exception was reasonable. Further, CEIC’s
reasons were transparent and intelligible and
adequately justified that conclusion. In particular,
the Court highlighted the substantial time and
capital invested by the taxpayer. The application
for judicial review was dismissed. The taxpayer
was not eligible to collect El.

ACTION ITEM: If uncertain as to whether you are
eligible for El given your involvement in a
business, please contact an advisor.

TIPS: Reporting Issues

Tips received by servers and other individuals in
the service industry are taxable. However, since
tips do not show up on T4 slips, some taxpayers
are under the false understanding that they are
either not taxable, or only partially taxable.

In a February 3, 2020 Federal Court of Appeal
case, the Court upheld the Tax Court decision that
tips received by the taxpayer from his employment
as a slot attendant at a casino were properly
included in income and were not a windfall or gift.
Further, the Court upheld gross negligence
penalties (an extra 50% of the taxes at stake) in
coming to the conclusion that the taxpayer
displayed a “dismissive and indifferent attitude”
in failing to enquire as to whether he should report
the tips.

The taxpayer also raised the issue of procedural
fairness. The length of time CRA took to process
his objection, the amount of interest owed, and
the fact that CRA may have settled with other
taxpayers were not relevant to the taxpayer’s case.

Canada Emergency Response Benefit (CERB)

During the COVID-19 shutdown of many
businesses, many servers have relied on receiving
payments under the CERB. To be eligible, the
individual must have received at least $5,000 in
2019 (or in the 12 months prior to application), and
cannot have earned more than $1,000 during the
applicable four-week claim period (this rule varied
slightly in the first claim period). Tips earned while
working and declared as income counts toward
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$5,000 required previous earnings. Tips count
towards the $1,000 test as well.

Canada Emergency Wage Subsidy (CEWS)

This subsidy, which aims to cover approximately
75% of the first portion of salaries, is dependent on
the amount of “eligible remuneration” received by
employees prior to, and during, the COVID-19
crisis. Controlled tips are included in eligible
remuneration (and reported on T4 slips), direct tips
are not. Controlled tips are those that an employer
receives, controls (or possesses), and then pays an
employee. Direct tips are those paid directly to the
employee, or those in which the employer is merely
a conduit (the employer has no control over the
amount or distribution.

ACTION ITEM: If you have service staff, remind
them that tips are taxable and that they will now
matter for various reasons. There is more
incentive for CRA to review them, and they have
had success applying gross negligence
penalties.

REAL ESTATE SALES: Taxable or
not?

In general, gains are fully taxable where the
taxpayer buys a property with the intention to
sell for a profit (sold on “account of income"). In
other cases, half the gain is taxable (sold on
“account of capital”). When a sale on “account of
capital” involves the sale of a principal residence,
the tax may be reduced or eliminated by using the
principal residence exemption.

In a December 13, 2019 French Tax Court of
Canada case, at issue was whether two apartment
buildings sold by the taxpayer were on account of
capital (as filed by the taxpayer) or income (as
assessed by CRA).

After acquiring the two apartment buildings, the
taxpayer paid the tenants to voluntarily vacate their
leases. The buildings were then renovated and
sold for a profit. The taxpayer argued that it was
only after the discovery of fundamental
structural problems with the properties that the
original plan to rent the units changed, and that
the taxpayer decided to resell both buildings.

Taxpayer loses

The Court did not accept the taxpayer's argument
that the corporation did not have the funds to
finance the renovations required due to the
substantial structural problems, as it paid large
amounts to the tenants to vacate the property.
Also, it concluded that it was highly improbable
that, at the time of acquisition, the taxpayer was
not aware of the extent of the problems affecting
the properties.
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The following factors were also considered to
indicate the property was acquired for resale:

o the period of ownership (up to 18 months)
was very short;

e the director of the corporation was an
experienced real estate businessman,
indicating that he would likely have known he
could make a profit by buying and selling the
buildings quickly;

e the buildings were located in a popular and
highly sought-after area of Montreal; and

e one of the buildings was funded fully by debt,
with the other largely financed by debt. A
portion of the purchase price was not due until
a number of months after sale.

The Court ruled that, on the balance of probabilities,
the intention of the taxpayer was to resell the
properties at a profit. The sale was therefore on
account of income and fully taxable.

ACTION ITEMS: Retain documentation, (emails,
letters etc.), which occurred at or around the
time of purchase to support your position as to
whether the property was acquired on account
of income or capital.

CONTRIBUTIONS OF GOODS OR
SERVICES TO AN NPO: Tax
Implications

In a January 6, 2020 Technical Interpretation,
CRA considered whether a deduction was
available to suppliers who contributed in-kind
goods or services to an NPO with the expectation
that they would benefit from word of mouth
advertising and promotion.

Where the supplier is providing goods or services
to an NPO in exchange for advertising and/or
promotional services, a barter transaction may
have occurred. As such, the typical rules for barter
transactions would apply. In arm's length barter
transactions, the income is the price which the
taxpayer would normally have charged a
stranger for his services or goods/property. Where
capital property is provided as part of the barter
transaction, the value of the property would be
considered proceeds of disposition. The expense for
the goods or services received by a taxpayer is
generally the same amount as the value of the
goods or services given up, adjusted for any cash
given or received as part of the transaction.
Additional information on barter transactions can be
found in Interpretation Bulletin 1T-490, Barter
Transactions.
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For example, where a landscaper barters
landscaping services to an NPO in exchange for
advertising and promotion for their business, the
landscaper would be required to include the value
of the services provided to the NPO in its income.
The landscaper would claim an equal deduction
for advertising and promotion. The landscaper could
also deduct costs of providing the landscaping
services.

ACTION ITEM: When contributing goods or
services, recognize that the deduction, in
essence, is limited to the cost of producing and
delivering the good or service, rather than its
fair market value.

WORKING FROM HOME DURING
COVID-19: Home Office Expenses

In order for home office expenses to be deductible
against employment income, the employee must be
required by contract to incur such expenses, and
one of the following has to be met:

i The home is where the employee principally
(more than 50% of the time) does their work.

ii. The employee uses the space exclusively to
earn employment income, and it is used on a
regular and ongoing basis for meeting
clients, customers or other people in the
course of performing employment duties.

Given that the COVID-19 pandemic has required
many to work from home, many more will likely be
eligible under (i) than in previous years. However, at
question is whether the workspace must be the
main place of work in context of the entire year or
just a specific period, such as the several months
dictated by preventative COVID-19 measures. While
CRA has not yet provided their comment, the tax
preparation community has been pushing for
guidance in time for next tax filing season.

If qualifying under provision (ii), a problematic issue
is the requirement for regular and ongoing
meetings. CRA has stated that those meetings must
be in person; many tax publishers and journalists
have noted that position is outdated and should
include video and teleconference meetings as well.

What expenses are deductible?

A portion of household costs can be deducted,
such as electricity, heating, water, rent, security
and maintenance. If, and only if, the individual is a
commissioned salesperson, a portion of property
tax and insurance can also be deducted. No
employee (neither commissioned sales persons nor
regular employees) can deduct mortgage interest
or capital cost allowance.
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When calculating the deductible percentage, a
reasonable basis should be used, such as the area
of the workspace divided by the total finished area
(including hallways, bathrooms, kitchens, etc.).
Expenditures that relate solely to the workspace
and employment duties do not have to be
prorated.

Other cautions
In addition, the employee must:

e obtain a completed T2200 (Declaration of
Conditions of Employment) from the employer;

e prorate the personal usage based on space
(portion of house) and time (portion of the day
used for work);

e prorate expenses that do not relate to the
portion of the year when working from home;
and

e limit expenses to the amount of related
income earned during the year.

For more information, see CRA Guide T4044.

ACTION ITEM: If uncertain as to whether your
home office expenses are deductible, retain
receipts so that a determination can be made as
CRA rolls out more guidance and as the filing
season approaches.

BUSINESS USE OF THE HOME:
Eligible Expenses

A November 27, 2019 French Tax Court of Canada
case reviewed various deductions claimed against
the taxpayer's business income derived from
engineering and arbitration services related to the
business use of his home. The taxpayer and CRA
had agreed that 35.83% of the home, mainly the
basement which was used as a business office,
was used for business purposes.

CRA had disallowed gardening and swimming
pool maintenance costs which the taxpayer
argued were business related as he met clients
at his home and sometimes conducted
arbitrations in the garden. He also argued that
there was no personal use of the pool, but clients
sometimes used it. CRA had also disallowed
costs for repair and renovation of the living room,
which the taxpayer argued made that room suitable
for hosting arbitrations.

Taxpayer wins — in part

The Court accepted that the gardening expenses
were ordinary home maintenance costs,
deductible in proportion to business use of the
home (35.83% as noted above), allowing a
deduction of $1,271. The pool expenses were not
allowed, on the basis these were not ordinary
expenses of a business of this nature, and the
Court was not convinced that clients used the
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pool. It was not relevant that the taxpayer and his
wife did not use the pool.

Claims for repairs and renovations to the living
room were denied as the taxpayer had ample
space in the basement office and the garden to
host arbitrations and conduct his other business
activities. The living room was not part of the floor
space making up the agreed 35.83% business
portion of the home. As well, the evidence showed
the renovations were required to comply with city
regulations, including removal of a wood fireplace.

ACTION ITEM: Consider which portions of the
home, and which expenditures clearly tie to the
business use of your home. Retain and obtain
documents (like client emails and photos of
work-spaces), which demonstrate how different
portions of the home were used for business,
and to what extent.

UNCOLLECTIBLE ACCOUNTS: Making
Them Valuable

Tax Possibilities — Bad Debt Write-off

As many businesses are struggling to collect
outstanding amounts, it may be worthwhile to
identify any receivables which have previously
been included in income that can be written off as
bad debts. This allows for a deductible expense to
reduce taxes. A number of factors should be
considered, including:

e the history and age of the debt;

e the financial position of the debtor, its
revenues and expenses, whether it is earning
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income or incurring losses, its cash flow and
its assets, liabilities and liquidity. These should
be compared to prior years as well;

e changes in total sales as compared with prior
years;

e the general business conditions in the
country, the community of the debtor, and in
the debtor’s line of business; and

e the past experience of the taxpayer with
writing off bad debts.

While the expense as a result of the bad debt will
provide relief on the filing of the tax return
associated with that period, GST/HST can
generally be recovered sooner on the filing of the
return for the period. So, for a monthly remitter with
a December year-end, a bad debt with GST/HST
written off in April would yield a GST/HST refund
when the April GST/HST return is filed. The
expense would be claimed in the following year
when the tax return for the December 31 year-end is
filed.

While a bad debt is one that will not be collected
in the future, a business may claim a reserve for
doubtful account which is a reasonable amount in
respect of doubtful accounts. The reserve for
doubtful debts claimed in one year must be included
in income in the next subject to a new reserve being
taken in that following year. The GST/HST on a
doubtful account is not recoverable — the debt
must be entirely bad to recover GST/HST.

The preceding information is for educational purposes only. As it is impossible to include all situations, circumstances
and exceptions in a newsletter such as this, a further review should be done by a qualified professional.

No individual or organization involved in either the preparation or distribution of this letter accepts any contractual,

tortious, or any other form of liability for its contents.

For any questions contact Buckberger Baerg & Partners at (306) 657-8999
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