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Many people use their cars for work or business and personally incur expensesin
doing so. If thisis your situation, you' [l want to be able to deduct those expenses
against the related income. The Canada Revenue Agency (CRA) has strict
requirements for claiming automobile deductions that are designed to ensure that
only true business-related expenses may be clamed. To substantiate your
deduction, you'll have to maintain detailed records of the expenses you incur and
the kilometres you drive on income-earning activities.

That's where your BDO Automaobile Log comes in handy. It's a compact,
easy-to-use booklet for keeping track of all your automobile expenses and
business driving. In it, you'll find forms for recording your gas, oil and other
expenses, and the purpose and details of every trip you make. If you fill out the
log throughout the year, you'll have all the information you need at year-end to
support your tax deductions.

Information isn’t enough, though. There are some complex rules that apply in
determining how much of your expenses can actually be claimed. This bulletin
outlines some of these rules and explains how to use the log to calculate your
actual deductions.

Bear in mind that there may be special rules that apply to your particular
situation. When in doubt, consult your BDO tax advisor for further information,
or for assistance in preparing your personal tax return. We have indicated areas
requiring specific advice with a Q1. As you read through this bulletin, be sure to
note these areas and obtain the details from your BDO tax advisor. Your BDO
Automobile Log should include most of the information your advisor will need to
calculate your deductible automobile expenses. Also, when we refer to tax
benefit amounts and deduction limits in the bulletin, the rate or amount for the
year 2006 is listed. A complete history for prior years is included at the end of
the bulletin.

We hope that you find this bulletin and the log useful. You can abtain
additional copiesfrom your local BDO office.




Who should keep records?

Almost everyone who uses an automobile for work or business should be keeping
records of some kind to substantiate their tax deductions.

If your circumstances match any of the following situations, you should be
mai ntai ning automobile tax records:

1. You own and operate a business, and use your own car for
business purposes.

As a sole proprietor, you may claim car expenses related to your business.
However, you must be able to show that the expenses were incurred for the
purpose of earning income and were reasonable in the circumstances. Because
your car has both personal and business use, you must keep detailed records of
all expenses incurred and the kilometres driven on business-related activities.

If your business is incorporated, you are likely an employee of your
corporation. In that case, your situation falls under item 3 below. If the car is
owned by your company, see item 4 for more information. Note that if a car is
clearly a business asset and is used 100% for business purposes, then there is no
need to keep separate kilometre and expense records. The expenses would be
treated like normal business costs, and would be fully deductible.

Example: A car or van owned by your business is used throughout the day
by you or your employees to visit clients or run errands for the business, and is
left on the premises at night.

2. You are a partner and use your own car in carrying on the
partnership’s busness.

The same points noted under item 1 apply. Y ou must maintain detailed records of
the expenses incurred and the kilometres driven for business purposes.

3. You are an employee and must use your own car in performing
your duties.

In order to deduct automobile expenses, you must meet the following conditions:
" you must be ordinarily required to work away from your employer’s place of
business, or in different places;
you must be required, under your employment contract, to pay automobile
expenses incurred in the course of performing your employment duties;
you must not have received a tax-free car alowance; and
you must have CRA Form T2200 signed by your employer and you should
keep it on filein case the CRA requestsit.

You may be receiving an allowance from your employer to compensate you
for the use of your car. If the allowance is a reasonable reimbursement of your
actual expenses, you would treat it as a non-taxable amount, and not deduct any
automaobile expenses. However, if the allowance is unreasonably low, you can
include it in your income and deduct your actual expenses, provided that you
meet the conditions above. You would then have to keep detailed records of
expenses and kilometres driven.




The CRA would normally consider an allowance reasonable if it does not
exceed the following rates (for the year 2006):

50¢/km for thefirst 5,000 km of business trave

44¢/km for business travel over 5,000 km.

For distance driven in the Yukon, Nunavut and the Northwest Territories,
add 4¢/km.

If the allowance exceeds these amounts, or could otherwise be viewed as
being unreasonably high, it may be wise to track actual expenses and kilometres
driven, in order to substantiate this higher amount, should the CRA ever
challengeit.

Also, note that any allowance not calculated wholly on a reasonable “per
kilometre’ basis, is in most cases automatically considered taxable by the CRA.
This would be the case, for instance, if you received a flat dollar amount per
month.

4. You are an employee and your employer makes a company car
available to you.

In this case, your employer has incurred the cost of the car (either purchase or
lease), and so you would not have these expenses to deduct. However, because
the car is available to you for your personal use, you are considered to have
received a taxable benefit from employment (the “standby charge’), which can
be a significant amount. If you drive the employer’s car only during business
hours and it is left at the employer’ s place of business during non-business hours,
the automobile is not considered to be available to you for personal use and there
is no benefit.

As you can see, most people who use their cars for work or business must do
at least some recordkeeping. In all cases, you should maintain separate records
for each automobile used. Automobile deductions are usually calculated for each
vehicle separately. However, in certain cases, the CRA will allow a calculation
based on combined data.

Most of the commentary in the remainder of this bulletin deals primarily with
the first three situations. For information on employees who use company cars,
see the section entitled * The standby charge”.

Expensesto track

Once you've determined that you should be keeping records, you'll want to
ensure that you're tracking everything that’ s deductible. When using your car for
work or business, you normally incur two types of expenses — fixed costs and
operating expenses.

Operating expenses
Operating expenses include gasoline, maintenance, oil changes and repairs, car
washes, insurance, licence and registration fees.

Make sure you track all these amounts in your log. The Fuel Costs section
includes several pages for recording your gasoline expenses and other
information to calculate your car’s “miles per gallon” performance. Maintenance,




repairs and car washes should be recorded in the section on Recurring Expenses.
Insurance, licence and vehicle registration fees can be noted under Annual
Expenses.

Fixed costs

Fixed costs are amounts that rdate to the vehicle itself and do not vary with
kilometres driven. They include capital cost allowance (tax depreciation) and
interest expense for purchased vehicles, and lease payments for leased vehicles.
Each of these items is subject to special rules which limit the portion of the actual
cost which can beincluded in your total expenses.

Capital Cost Allowance (CCA)

Most automobiles are “class 10" assets: your purchase price (including sales
taxes) is added to a pool of costs with any other class 10 assets you own. Each
year, you are entitled to claim up to 30% of the pool’s balance as CCA (only
15% in the year of purchase), and include it in your total car expenses for the
year. Any amount claimed in one year reduces the pool balance for the next
year’s calculation.

If you sdl a car in the year, you may have a gain or loss, depending on
whether the proceeds are greater or less than the pool’ s remaining balance. The
rules here are complicated, so we suggest you discuss the consegquences with
your BDO tax advisor. U

Also, if you buy a more expensive car, there are rules which could restrict the
amount you can deduct. Again, the specific rules are complex, and basically
prevent you from claiming CCA on any purchase price greater than $30,000 for
vehicles purchased after 2000, plus applicable GST and provincial sales tax
(PST).

Record the details of any purchases or sales in the year in your log, under the
Capital Cost Information area.

Interest expense

If you borrow to buy your car, you can include the interest on the loan in your
total car expenses. Record on the Monthly Interest Payments page of your log.
The amount you may include is limited to $300 per month for vehicles purchased
after 2000.

L ease payments

If you lease the car you use for work or business, the lease payments also form
part of your total expenses. However, there are limits here as well. The formula
for determining the limits, basically restricts you to deducting only the portion of
the lease payments that relates to the first $30,000 (plus GST and PST) of the
cost of thecar, for leases entered into after 2000.

Again, the calculation can be difficult. Record the terms of your lease in the
Lease Information area of your log and the actual |ease payments paid in the year
in the Monthly Lease Payments area, then discuss it with your BDO tax
advisor.t

If you track all car expenses noted above throughout the year, you'll have the
information you need to determine your tax deduction when the time comes to
prepare your persona tax return. And remember to keep receipts and other




documentation to back up your claims. Although you're not required to file
receipts with your return, the CRA may ask you to produce them at alater date.

Deductible expenses

At the end of the year, you can summarize your information in the “ Automobile
Expense Worksheet” at the end of this bulletin. However, because your car is
used for both business and personal purposes, your total expenses must be
allocated between the two uses on some reasonable basis, with only the business
portion being deductible. The allocation is usually done on the basis of distance
travelled. That is, the proportion of total expenses that is deductible is determined
by dividing the number of kilometres driven for business purposes by the total
kilometres driven:

Business Km x Total Expenses = Deductible Expenses
Total Km

Therefore, it is essential that you keep records of all work or business trips
you make. This is where the kilometre record of your automobile log comes in
handy (see below).

Note that there are some expenses that do not have to be pro-rated. Parking
charges incurred while on business trips are fully deductible, as are car repairs
resulting from accidents that occurred while the car was being used for business.
Using the same rationale, parking expenses and accident repairs resulting from
personal travel are not deductible. Other expenses not related to operating the car,
such as meal and hotel expenses incurred on business trips, may also be
deductible, depending on your particular circumstances.

These amounts can be recorded in the expense column of the kilometre
section of the log, and added to your deductible expenses after pro-rating on the
attached “ Automobile Expense Worksheet”.

Keeping a kilometre log

As you can see, keeping a kilometre log is an important part of tracking your
automaobile expenses, since the percentage of business use will determine how
much of your total expenses you can deduct. The BDO Automobile Log includes
several pages for recording kilometres driven.

Generally, the CRA requires that you record your automobile’s odometer
reading at the beginning and end of each year, in order to determine total
kilometres driven. As well, your log should include the details of each trip taken
for work or business by date, destination, purpose and number of kilometres.
Although the log also has columns for personal kilometres and expenses, this
information is not necessary for tax purposes. Use these areas only if you want to
track thisinformation for your own purposes.

Although CCA and lease payments are usually alocated between business
and personal use on the basis of distance travelled, there is no provision in the
Income Tax Act that requires this. The CRA has stated that, in certain
circumstances, they will accept calculations based on a combination of distance
travelled and the time the vehicle is used for business purposes.




If you believe that using only distance to determine your deductible
percentage does not provide a true measure of the business use of your car, you
may want to consider keeping track of the proportion of time the vehicle is used
on business, aswdl. U

Beginning in 2005, employees in Québec (with an exception for certain
members of a police force or fire safety service) are required to maintain a
logbook and must remit a copy of the logbook to their employer on or before the
tenth day following the last day of the year during which they (or a related
person) had the automobile available to them for their use, otherwise a penalty
may apply. The following information must be contained in the logbook:

the total number of days in the year the automobile was available for their

use,

on a daily, weekly or monthly basis, the total number of kilometres traveled

in the year; and

the total number of kilometres traveled each day for work including details

identifying place of departure and place of destination, the number of

kilometres travel ed between the two places and the purpose of thetrip.

Note that for employees or related persons using the automobile for personal
purpaoses only, the employee will only be required to record the number of days
in the year the automobile is available and the kilometre reading on the odometer
at the beginning and end of each period the automobile is available.

Businessvs. per sonal

At times it can be difficult to determine whether a particular trip is business or
persona. The CRA’s long-held pasition is that driving from your home to your
place of work is personal travel. On the other hand, the CRA has stated that the
foI lowing trips will be considered to be business travel:

atrip from your hometo aclient’s place of business and back home,

atrip from your hometo a client’s place of business and then to your regular

place of work, and

atrip from your regular place of work to a client’s place of business and then

home.

Note that a recent court case confirmed that this policy is applicable to long-
term client engagements.

Based on the above, it would appear that you can maximize your business
travel by scheduling business appoi ntments on the way to and from work.

Other motor vehicles

Up to this point, we have referred to the rules for deducting “car” and
“automobile” expenses. It's important to note that the same rules apply with
respect to any motor vehicle, such as a station wagon, van, bus, pickup truck or
other truck. Employees, partners and business persons in general can deduct
expenses relating to these vehicles, as long as they meet the conditions noted
above.

The regtrictions on CCA, lease costs and interest expense for expensive
vehicles discussed above, only apply to “passenger vehicles.” These are motor




vehicles acquired or leased after June 17, 1987, that are designed to carry at most
a driver and eight passengers. Certain types of vehicles are excluded from the
passenger vehicle category and are therefore not subject to the restrictions above.
These include taxis, ambulances, hearses and buses used for transporting
passengers. The exclusion also applies to vans or pickup trucks if they seat no
more than the driver and two passengers and are used primarily for transporting
goods or equipment, or are used more than 90% for transporting goods,
equipment or passengers.

Effective for 2003 and subsequent taxation years, the exclusion from the
passenger vehicle restrictions was extended to clearly marked police and fire
emergency-response vehicles. It was also extended to pick-up trucks that are used
primarily for the transportation of goods, equipment or passengers in the course
of earning or producing income at one or more worksites that are at least 30
kilometres from the nearest urban community having a population of at least
40,000 persons. In addition to the 30 kilometre / 40,000 person test, any of the
regular vehicle occupants must meet the remote worksite conditions. These rules
are complicated, and you should consult with your BDO advisor.

Effective for 2005 and subsequent taxation years, exclusion from the
passenger vehicle restrictions was further extended to clearly marked emergency
medical response vehicles used to provide emergency paramedic services.

As mentioned, the $30,000 limit and the other limits do not apply to the
excluded vehicles noted above.

The standby charge

Most of the recordkeeping requirements discussed above apply to people who
use their own vehicle for work or business. However, even if your employer
provides you with a car for carrying out your duties, you may still be required to
track kilometres driven to calculate your automobile benefit. The benefit will be
based on the purchase price or lease cost of the car (which will be tracked by
your employer), as well as the business and personal kilometres driven (which
should be tracked by you, in the BDO Automobile Log).

The availability of the car is considered a taxable benefit to you, and a
standby charge will be included in your income. If your employer owns the car,
the standby charge is 2% per month of the car’s original cost (1-1/2% for
automabile salespersons). If the car is leased, it is 2/3rds of your employer’s
monthly lease costs (excluding insurance). In either case, the taxable benefit is
calculated on a daily basis for each day that the car is made available to you,
regardless of whether or not you use it for personal purposes. As noted earlier, a
car driven only during business hours and left at the employer’s place of business
during non-business hours is not available for your personal use and
consequently, thereis no benefit.

Y our employer must report this benefit on your T4 at year-end and withhold
taxes against the benefit throughout the year, just asif it was part of your salary.

If your total persona driving is less than 20,004 kilometres per year and
represents less than 50% of total use, you may qualify for a reduction of the
standby charge. If the reduction applies, you would include in income only the
fraction of the normal standby charge that your personal distance travelled is of
20,004 kilometres (annual basis). However, you will have to track kilometres
driven to support the reduction. Note that for 2002 and prior years, the thresholds
were 12,000 kilometres per year and 10% of thetotal use




If you are just over 50% in personal kilometres, then it is likely worthwhile
for you to try to reduce personal driving below this limit before year-end. Also,
you can reduce the overall standby charge by surrendering control over the
automabile to your employer during periods when you will not be using it, such
as vacations. However, this may not always be practical.

If you are well over the 50% limit, then you will be subject to the full
standby charge and there will be no need to track kilometres driven to support a
reduction. However, you will still have to do so if your employer pays operating
expenses (both business and personal) or reimburses you for these expenses.

The payment of personal operating expenses by your employer is also a
taxable benefit. The amount of this benefit is calculated as (for travel in 2006):

Number of persona kilometres x 22¢
subtract
Amounts reimbursed by employee

Note that this amount may bear no relationship to actual operating expenses paid
by the employer. The 22¢ per kilometre rate is reduced to 19¢ for automobile
salespersons. Any reimbursements must be made within 45 days of the year-end
in order to reduce the benefit. If all personal operating expenses are reimbursed
to the employer within the period, then no 22¢ per kilometre amount will apply.

If business driving is more than 50% of the total, you have the option of
basing your operating cost benefit on 1/2 of the standby charge described above.
Y ou must notify your employer before the end of the taxation year, if you wish to
use this method.

A worksheset is attached which can be used to estimate the amount of the
taxable benefit from an employer-provided automabile.

GST considerations

When you incur automobile expenses, you also pay GST on these expenses. If
you are an employee or a partner in a business, and your employer or partnership
pays you a reasonabl e allowance to reimburse you for the expenses incurred, the
employer or partnership will likely claim an input tax credit of 7/107ths of the
allowance to recover the GST on the expenses.

If you do not receive an allowance for business travel or the allowance is
unreasonable, you are entitled to claim a special rebate of 7/107ths of your
deductible expenses that were subject to the GST. Most automobile related
expenses such as gas, oil, maintenance and CCA claimed on automobiles on
which GST was paid will qualify for the rebate, so that it is not necessary to track
the actual GST paid.

The rebate is claimed by filing CRA Form GST 370 with your personal tax
return. The rebate in respect of CCA must be reported in the year received as a
reduction in the balance of the CCA poal to which it relates. Therest of the GST
rebate claimed (in respect of operating costs) is taxable asincome in the year it is
received.

If you are a proprietor of a business, the GST paid on expenses, including
automaobile expenses, is only recoverable if you become a GST registrant and
claim input tax credits (ITCs) on a GST return. Therefore, you will have to keep
track of the actual GST paid and follow the rules for registrants.




Summary

This bulletin has outlined some of the rules you should be aware of if you intend
to deduct automobile expenses. As we noted at the start, they're not simple. If
you need any assistance, see your BDO tax advisor. The records and
documentation you keep through your automobile log and the attached
worksheets should be all you need to calculate your automobile deductions.

And remember, drive carefully!

For more information, call your local BDO office or contact our National office at:
Telephone: 1-800-805-9544 Fax: (416) 367-3912
I nternet: www.bdo.ca e-mail: info@bdo.ca

Thisbulletin isa publication of BDO Dunwoody LLP on developmentsin the area of taxation. This material is
general in nature and should not be relied upon to replace the requirement for specific professional advice.

Theinformation in this bulletin is current as of December 6, 2005.
© 2005 BDO Dunwoody LLP
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Information
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Standby Char ge Benefit

Operating Cost Benefit®




Summary of Automobile Benefit Amounts and Deduction Limits
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