Deposits — Can We Bank

on Them?

You are selling a good or service and prior to making the supply, you ask your customer to
provide a deposit. The deposit may be a form of security for an item that is being acquired.
Alternatively, the deposit may be a prepayment (i.e., an initial or partial payment) towards
the purchase of the item. The sales tax consequences vary greatly depending on whether
the amount paid is considered a deposit or prepayment. In some situations, the receipt
of a deposit from a customer will have no sales tax implications, but can we bank on that
outcome? Possibly! To fully understand the answer to that question, we must review the

sales tax rules that apply to deposits.

Deposits — The Basics

For GST/HST and QST purposes, a deposit is
generally not regarded as consideration for a
supply unless and until the deposit is applied
to an amount payable for a supply. This sales
tax outcome will be achieved regardless of
whether a deposit is refundable. As a result,
there are no tax consequences where a deposit
is paid by or refunded to a customer, since no
supply has taken place. These rules are outlined
in section 168(9) of the Excise Tax Act (ETA) and
section 92 of an Act respecting the Québec sales
tax (QSTA).

A security deposit is a classic example of a
deposit and is generally paid where a person
rents real property or tangible personal
property. The deposit, in this case, provides
the owner with security against damages or
excess wear to the property resulting from the
rental. Since the potential damage or excess
wear has not occurred at the time the deposit
is paid, the deposit would not be regarded
as consideration for a taxable supply. In some
cases, a deposit may be a loan by the purchaser
to the supplier. This can occur where the cost
of acquiring an item is so large that the supplier
needs an advance of funds to ensure it has the

necessary operating capital to purchase the
item to be supplied.

Under the legislation, a qualifying deposit
received by a supplier from a customer
will not be subject to GST/HST or QST and,
consequently, there is no requirement to
collect tax. However, once the deposit amount
is applied to the purchase of a taxable supply,
tax will become payable at that time. While
these rules apply to most deposits, they do
not apply to returnable container deposits
paid in relation to the usual coverings or
containers for products, which are typically
taxable (under section 137 of the ETA and
section 33 of the QSTA).

As a rule of thumb, we can look to where
the recipient of a deposit posts the amount
received in its financial records. Where an
amount is posted to a liability account on the
balance sheet, it will most likely be considered
a qualifying deposit and not consideration for
a supply. Alternatively, a deposit taken into
revenue and included in a supplier’s income
statement will generally be regarded as a
prepayment or partial payment towards a
supply. In this situation, where the supply is
taxable, GST/HST and potentially QST will have
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to be collected on the value of the deposit, since it will be viewed
as consideration for the supply.

Deposits — The Details

While the above rule of thumb is straightforward and can be
useful in determining if an amount received from a customer is
a deposit or a prepayment, it is not entirely determinative and
can also lead to incorrect conclusions. Unfortunately, where an
erroneous conclusion about a deposit is made, the recipient of
the amount could fail to collect the required tax and eventually
be assessed on audit. Further complicating matters, a proper
sales tax conclusion is often clouded by other considerations
and the administrative policy of tax authorities. To make the
distinction between a deposit and a prepayment, it is necessary
to review the contract the parties have entered into and ascertain
their intentions.

Often, a deposit is an amount paid by a potential customer to
ensure the performance of an obligation. This means that the
supplier and customer may not have entered into a binding
contract at the time the deposit is paid. This is an important
factor, since if the parties are bound to continue with the supply,
the amount paid is more likely a down payment towards the
full purchase price to be paid at some time in the future versus
a potential damage amount that may be forfeited if one of the
parties decides not to complete the transaction.

An example would be a person wishing to purchase a particular
make and model of car from a car dealer who is asked by the
salesperson to pay a $500 deposit as a show of good faith, and
to allow the potential customer to take the vehicle out for a test
drive before negotiating the ultimate purchase of the vehicle.
At any time after the deposit is paid and before an agreement
to purchase the car is signed, the customer can cancel the
negotiation process and request a return of the deposit. For GST/
HST and QST purposes, this payment would qualify as a deposit,
since when it was paid to the car dealer, the customer was not
legally bound to purchase the car. Where the customer does enter
into an agreement to purchase the car and the $500 deposit is
applied to the purchase price, tax will become payable on the
deposit amount at that time.

Another example of a deposit would be a person renting a bobcat
from an equipment rental supplier who is asked to provide a
$750 refundable deposit as security in the event the bobcat is
not returned on time or is damaged by the person. The person
renting the bobcat has not agreed to buy the bobcat or have it
repaired at the time the rental takes place and is not considered to
be bound to a supply of this nature. Therefore, the amount paid as
security qualifies as a deposit.

What about prepayments?

A prepayment is consideration for a supply in respect of which
an agreement is already in place where the payor is not required
to trigger any additional conditions to be liable for the amount to
be paid. As a result, a deposit will be considered a prepayment

where two parties enter into a binding contract for the supply
of property and, when signing the contract, the purchaser
pays the deposit as a partial payment towards the purchase. To
illustrate, consider the example of a homeowner who enters into
a contract with a pool company for the supply and installation of
an in-ground pool valued at $60,000, and the contract calls for the
customer to make payments of $20,000 at the time the contract
is signed, another $20,000 when the project is 50% complete,
and the balance at the project’s completion. In this instance,
the initial $20,000 paid by the homeowner when the contract is
signed is not a deposit—regardless of how the payment may be
described—since the homeowner is bound by the contract to
purchase the pool.

For QST purposes, the issue of distinguishing between deposits
and prepayments has been addressed and expanded upon in
Revenu Québec Interpretation Bulletin TVQ. 92-1/R1, “The Notion
of 'Deposit.” In addition, the deposit on account of consideration
concept was the primary focus of a 2011 Tax Court of Canada
(TCQC) case, Tendances et Concepts Inc. v. The Queen." In this case,
the appellant, Tendances et Concepts Inc. (TCl), manufactured
kitchen and bathroom cabinets. When TCl entered into a contract
with a customer, the following payment schedule was included:
payment of a 30% deposit at the time of signing; 60% payment on
the delivery of the cabinets; and a final payment of 10% due at the
time of installation. TCl did not take the initial 30% payment into
revenue at the time of receipt from customers and GST and QST
were only remitted to the tax authorities after the cabinets had
been delivered to customers.

Since TCI was resident in Québec, it was audited by Revenu
Québec for both GST and QST. As a result of the audit, Revenu
Québec assessed TCI for GST (QST was not at issue in this case)
related to a 30% deposit it had collected from a customer in
May 2008. The auditor explained to TCl that the assessment was
being raised because the auditor believed it was a payment on
account rather than a deposit. TCI fought the assessment through
to the TCC, which dismissed the appeal. The TCC concluded that a
deposit is essentially a guarantee that a contract will be completed
and the amount the parties agree will be the damages owed by
the customer if it cancels the contract. A payment on account, on
the other hand, is in effect a partial payment made towards the
final contract price and will be payable by the customer regardless
of whether it completes its end of the contract.

In the TCC's view, the 30% payment received by TCl was an
upfront payment towards the costs to manufacture the cabinets
ordered by the customer, and the customer was fully liable for
the price of the cabinets as outlined in the contract. This finding
was supported by the fact that the payment amount was not
described in the contract as damages owed by the customer in
the event it refused delivery of the completed cabinets. The fact
that TCI did not record the payment received as revenue in its
financial statements had no bearing on its tax status.

' Tendances et Concepts Inc. ¢. La Reine, 2011 TCC 141 (Informal Procedure).
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An interesting side note to the TCl case was that the initial 30%
payment was calculated on the full contract price, including taxes.
Since the GST and QST were clearly included in the determination
of this amount, it was the TCC's view that TCl had collected an
amount on account of tax when it received the initial payment.
The implication of this finding is that TCl was required to remit
the tax when the initial payment was received, as suppliers are
generally liable for tax on the earlier of the day consideration for
the supply is paid or becomes payable.

More recently, the deposit versus payment on account of
consideration issue was the focus of a Ryan TaxDirect® call
received from one of our clients. The client had entered into a
contract to refurbish a large conveyance and asked its customer
for a deposit to secure the contract.
The deposit amount was initially
recorded as a liability on the supplier’s
balance sheet. However, the supplier
considered the deposit to be a loan
by its customer to fund the purchase
of inventory required to refurbish the
conveyance. In this instance, the cost
of these materials was substantial,
and the client did not have sufficient
working capital to fund the purchase
on its own.

As in the TCl case, Revenu Québec audited the supplier and
asserted that the deposit paid by the customer was a payment
on account of consideration, resulting in an assessment for GST
and QST not collected on the amount received. Unfortunately, our
client was not able to find sufficient evidence in the refurbishment
contract to establish that the amount paid was, in fact, a deposit
or aloan and, as a result, will likely face a fate similar to TCl.

Where the intent of contracting parties is to have an amount
function as a deposit, rather than a prepayment, it is well worth
the effort to document those intentions in the agreement. That
said, simply referring to an amount as a deposit in a contract will
not be sufficient to relieve a supplier from its obligation to collect
tax when the amount in question has the characteristics of a
payment on account of consideration for a taxable supply.

Forfeited Deposits

Even where a deposit has been properly documented and
treated appropriately for sales tax purposes by the recipient,
sales tax liability exposure can arise from events that unfold after
the deposit has been paid. For instance, in situations where the
customer forfeits the deposit and the amount is then paid as a
consequence of the breach, modification or termination of an
agreement in respect of a taxable (other than zero-rated) supply,
the payment is deemed to be tax-included. As a result, the person
accepting the payment, if a registrant, is required to remit the GST/
HST or QST deemed included. This may come as a surprise to the
recipient of the deposit as, when it was initially paid, there would
have been no sales tax implications.

Simply referring to an amount as a
deposit in a contract will not be

sufficient to relieve a supplier from its
obligation to collect tax.

The Canada Revenue Agency and Revenu Québec both consider
a damage payment to be an amount of money paid to a person
to restore them to the position they were in prior to the damage
occurring, whether for property damage, loss of income, or
inconvenience that the payor caused the recipient to suffer. As
noted above, where a damage payment is made as a result of
the breach, modification or termination of an agreement for the
making of a taxable supply, the amount paid will be deemed
(under subsection 182(1) of the ETA or 318 of the QSTA) to be
tax-included, and GST at 5/105 (or HST at 13/113 or 15/115 and
QST at 9.975/109.975 for supplies in a harmonized province or
Québec, respectively) of the amount will need be remitted. In
essence, where payments under an
agreement would have attracted tax
if the contract had been performed,
any payment made to the supplier
under that agreement or otherwise to
escape the contract will also be subject
to tax. While the supplier receiving the
payment is required to remit the tax,
the payor may be able to claim an input
tax credit or refund.

Since deposit forfeitures are not usually an everyday occurrence,
the recipient of a damage payment may be unaware that the
amount is tax-included, resulting in an exposure for neglecting to
remit the tax. Note that damage payments outside the scope of
these provisions (e.g., where a supplier compensates a customer
for damages resulting from the supply) typically do not have any
GST/HST or QST implications.

Conclusion

It is quite easy to be lured to the conclusion that the receipt of
a deposit will not create any negative sales tax consequences.
However, as outlined above, whether an amount is a deposit
or payment on account of consideration in respect of a taxable
supply will determine if it is subject to GST/HST or QST and when
tax must be collected and remitted. Furthermore, the forfeiture
of a deposit may trigger the special GST/HST and QST rules for
damage payments. Without performing the due diligence
necessary to determine the nature of the amount received, a
supplier may not be able to bank on the fact that a deposit has no
sales tax consequences.

Jeffrey Shaw
Director, Client Support Services

jeffrey.shaw@ryan.com
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Deburlking 7S ABout SREED

Let's just get the cat right out of the bag: the Scientific Research
and Experimental Development (SR&ED) tax credit program is a
bit confusing. Okay, it can be more than just a bit confusing. Even
after using a multitude of available resources to learn about SR&ED
and how to determine eligibility, it is understandable to feel lost
about whether a project or any of its costs qualify for the SR&ED
program.

You're not alone if SR&ED remains a mystery to you, as evidenced
by the hundreds of articles online attempting to explain what
work qualifies. While it can seem quite complex to determine
SR&ED eligibility, it isn't necessarily so.

Unfortunately, many Canadian businesses fail to take advantage
of available SR&ED tax credits simply because they believe that a
project must revolutionize their industry to qualify—a common
and widely held misconception. Before you dismiss any of the
costs for a research and development project as ineligible,
consider the following common myths about SR&ED.

Myth: Eligible Projects Revolutionize the Industry

Perhaps the top misconception about accessing funding via the
SR&ED tax credit is that a project is not eligible because it doesn't
revolutionize the industry. Businesses often believe that they
must be transforming a product, process, or system within their
industry to qualify for the SR&ED program. This is false.

The truth is that the SR&ED program isn't only for “revolutionary”
development projects. What might be considered routine for one
business isn't necessarily so for another, and industry capabilities
differ widely too. Many SR&ED tax credit claims are based on
incremental improvements working towards an advancement or
resolving a technological uncertainty. If progress is being made
towards an advancement required to develop a new or improved
product or process, then the project costs may be SR&ED eligible.

An eligible project need not be a cutting-edge innovation.
Consistent attempts at improving a product, process, or system
can qualify as SR&ED. This can include incremental improvements
to existing processes too, such as reducing emissions or improving
production efficiency.

Myth: SR&ED Projects Must be Original

An extension of the top misconception, Canadian businesses
often believe that SR&ED projects must be original or one of a
kind. This, too, is false. First, projects don't need to be completely
unique to be eligible for SR&ED and, second, much more than
being first is required to qualify for the tax credit.

Eligible SR&ED projects may have been undertaken before but in
another industry or under different circumstances. In some cases,
such as when research and development work is undertaken by

a competitor, the findings of the previously completed work may
not be in the public domain, making a new taxpayer’s project in
the same area eligible for the SR&ED program.

Whatever prior projects may have been attempted or completed,
it's important to consider how other variables in a different
environment might impact the research and development work
undertaken by your organization. These differences can raise the
possibility of a project being eligible for SR&ED. Indeed, there are
many examples of comparable projects taken on by separate
taxpayers both qualifying as SR&ED due to the specific knowledge
needed to be obtained in each environment.

Myth: Only Successful Projects Qualify

While one always hopes for the best possible result, a project
doesn't need to be successful to be eligible for SR&ED. The notion
that the program only rewards success is a myth. The truth is that a
project will be eligible for SR&ED tax credits, regardless of the results,
as long as it attempts to further an organization’s technological
knowledge or help resolve a technological uncertainty.

Unsuccessful projects can still allow a business to obtain valuable
information, such as what worked, what didn't, and why, and help
close the knowledge gap when faced with a technological challenge
or uncertainty. For SR&ED tax credit purposes, why and how
development activities occur are more important than the outcome
of those actions. In fact, unsuccessful results often underscore the
significance of a technological challenge and the lack of existing
knowledge to address it — a strong indicator of SR&ED.

Provided that a project is undertaken to address a scientific or
technological uncertainty that cannot be overcome with existing
knowledge and the work involved follows a methodical, organized
approach to address that challenge, it should be eligible for the
SR&ED tax credit.

Myth: Unfinished Projects Don’t Qualify

Taxpayers don't have to wait until an otherwise eligible project
has been completed to apply for the SR&ED tax credit. One
unique aspect of the program is that it is not driven by a project’s
start or end date. Research and development activities can span
several years, even decades, and the SR&ED program is designed
to provide continuous funding for such work throughout the
life cycle of the project. Eligible expenditures are claimed for the
taxation year in which they are incurred, regardless of when a
project starts or ends.

Myth: Tax Credits and Government Grants Can’t Be
Combined

Many businesses assume that they can't claim SR&ED tax credits
because they've already received a grant or some other form



of government funding for a project. Perhaps one of the most
important things to know about offsetting your research and
development project costs is that most government funding
programs also allow SR&ED tax credits to be claimed. This is often
referred to as "stacking” programs.

In most cases, if the cost of a project activity has been covered
or partially offset by another source of government funding, it

can still be included in a SR&ED tax credit claim, but the funding
amount received will reduce the level of qualifying expenditures.
Note that a limited number of government programs do not allow
stacking with the SR&ED program and expenditures in such cases
can only be claimed in one place. However, in these relatively
uncommon scenarios, project expenditures not covered by
government funding remain eligible for the SR&ED program and,
potentially, vice versa.
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Stacking funding is better than only accessing individual
programs, which is why it's important to take a holistic approach
to the funding of research and development activities. Building a
strategic plan with the help of professional advice can maximize
the amount of government support received by an organization
conducting research and development.

For further help separating myth from reality or to learn more
about the benefits of the SR&ED program, please contact your
Ryan representative.
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Canada’'s UHT Catching Property Owners by Surprise

The Underused Housing Tax (UHT), which took effect on January 1,
2022, continues to catch many property owners by surprise. The 1%
tax on the value of vacant or underused residential housing in Canada
was intended to address foreign, non-resident ownership of vacant
or underused residential housing, but
Canadian residential property owners
may also have UHT reporting obligations
and liabilities.

Originally announced in the 2021 federal
budget, the UHT has flown under the
radar of many taxpayers, undoubtedly
due in part to the fact that full details
about the new tax were only recently
released. However, as the April 30, 2023,
deadline for 2022 UHT returns approached, media coverage about
the impending reporting and remittance requirements helped
bring this tax to the attention of many concerned Canadian
residential housing owners.

Fortunately, the Canada Revenue Agency (CRA) recently
announced penalty and interest relief for affected owners. Under
this transitional relief, which is expected to apply for the first year
only, the application of interest and penalties will be waived for
late 2022 UHT returns and tax remittances, provided the return is
filed and any associated tax liability is paid by October 31, 2023.

For UHT purposes, residential housing includes detached homes,
semi-detached homes, units in a rowhouse or townhouse,
residential condominiums, cottages, cabins, and chalets. However,
anyone considered to be an excluded owner of Canadian
residential property has no liability or reporting obligations under

Canadian residential property owners

may have UHT reporting obligations
and liabilities.

the UHT. The list of excluded owners is lengthy and includes
individuals who are Canadian citizens or permanent residents
and Canadian corporations with shares listed on a designated
Canadian stock exchange.

Residential housing owners that do
not qualify as an excluded owner (i.e,
affected owners) must file UHT returns
for each residential property owned on
December 31 of a given year. Returns
and any tax owing are generally due
on April 30 of the following year and
returns must be filed even if there is no
anticipated tax liability due to one of
several available exemptions.

Common examples of affected owners include individuals who
are not Canadian citizens or permanent residents of Canada
and corporations incorporated outside Canada or not listed on
a designated Canadian stock exchange. Exemptions under the
UHT are generally based on owner type, residential property
availability, property use and location, and occupancy status.

Significant penalties can apply for failing to file a UHT return as
required, including a minimum $5,000 penalty for individuals and
minimum $10,000 penalty for corporations.

Listen to our experts discuss the UHT in Episode 20 of the
Ryan Talks Tax Podcast at https://www.ryan.com/canada/
podcasts/2023/ryan-talks-ep-20/. For further details on the
application of this tax, see our tax development at https://
www.ryan.com/canada/about-ryan/news-and-insights/2023/
underused-housing-tax-returns-due-april-30/.

U.S. Employee Retention Tax Credit Still Available

Businesses with sales and more than ten employees in the U.S.
should closely evaluate whether they qualify for the 2020-
2021 Employee Retention Tax Credit (ERTC). Created under the
Coronavirus Aid, Relief, and Economic Security Act in March 2020
and expanded by President Biden in the American Rescue Plan
Act of 2021, the ERTC is a significant refundable payroll tax credit
for qualified businesses. However, Ryan has seen many eligible
businesses with U.S. operations fail to take advantage of the credit.

For 2020, the credit is capped at $5,000 per employee. For 2021,
the credit is capped at $7,000 per employee per quarter for the
first three quarters. This creates the opportunity for a refund of up
to between $5,000 and $26,000 per employee — and a significant

improvement in an organization'’s cashflow.

Generally, a business will qualify for the ERTC if there was a
government order (whether federal, state, or local) in place that
restricted businesses operations or there was a material reduction
in business revenue as compared on a quarter over quarter
basis against 2019 results. For 2020, a revenue reduction of more
than 50% in comparison to the corresponding quarter in 2019 is
required. Similarly, a corresponding quarterly revenue reduction of
more than 20% is required for 2021.

For further information about the ERTC, please contact your Ryan
representative at ERTC@ryan.com.
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Change to GST/HST Treatment of Cryptocurrency Mining Activities

The Department of Finance Canada has announced draft
legislative changes concerning the application of GST/HST to
cryptocurrency mining activities and remuneration earned by
performing these activities. In addition, the CRA recently released
GST/HST Notice 324, "Proposed Amendment Addressing Mining
Activities in respect of Cryptoassets’, to outline how the proposed
new rules will apply to supplies of cryptocurrency (referred to as
‘cryptoasset”) mining activities.

Under the proposed changes, generally
effective February 5, 2022, cryptoasset
mining activities are deemed not to be
a supply for GST/HST purposes in most
situations. Therefore, a person providing
such activities is not required to collect
GST/HST on any consideration received
as remuneration. Similarly, if all or a part
of the payment or remuneration for
the performance of a mining activity
iS @ property or service, its provision is
deemed not to be a supply.

Furthermore, a person is not eligible to claim input tax credits (ITCs)
in respect of GST/HST payable on any property or services acquired

Cryptoasset mining activities are

deemed not to be a supply for GST/
HST purposes in most situations.

in relation to cryptoasset mining activities, as such supplies are
deemed to have been acquired for consumption, use or supply
otherwise than in the course of a person’s commercial activities.
ITCs may also not be claimed for GST/HST paid or payable by a
person on supplies acquired for consumption, use or supply in the
provision of payments or remuneration for mining activities.

The terms “cryptoasset” and “virtual payment instrument”
are specifically defined and only prescribed cryptoasset
mining activities are covered by the
proposed legislation. The new rules
are also subject to exclusions for
mining activities provided in certain
circumstances and property used
primarily as part of a gaming platform
or rewards or affinity program. Where
an exclusion applies or the cryptoasset
mining activities were performed prior
to February 5, 2022, the general GST/
HST rules continue to apply.

For further information, see the Ryan Canada website at https:/
WWW.ryan.com/canada/about-ryan/news-and-insights/2023/
proposed-gsthst-cryptoasset-mining/.

Alberta Addresses Unpaid
Oil and Gas Property Taxes

Effective May 1, 2023, the Alberta Energy Regulator (AER) requires
evidence that licensees have resolved any unpaid property taxes
exceeding an initial threshold amount of $20,000 before a new
well or well license transfer application will be approved.

The new requirements apply to both new well license and well
license transfer applications.

If you have any questions or concerns regarding this change and
how it might impact your operations, please contact our regulated
property tax experts at industrial@ryan.com.

Canadian Budgets

In case you missed any of this year's Canadian federal, provincial, or
territorial budget announcements, Ryan has summarized the key
tax and government funding program changes, by jurisdiction,
in one convenient location at https://www.ryan.com/canada/
budgets/.

For further information on these and other recent tax developments, please visit our News & Insights
page or contact the Ryan TaxDirect® line at taxdirect@ryan.com or 1.800.667.1600.
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