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1. Introduction
Functions of government (tax system):

· Allocation of public goods and services (i.e., public education, health care)

· Equalize distribution of goods and services (i.e., progressive tax rates)

· Stabilize market through monetary policy and fiscal policy

Why have a mix of taxes:

· Meet policy objectives

· Correct market externalities through excise taxes (i.e., gasoline)

· Could produce more stable revenue flows

The purpose of income tax:

· Income tax is sensitive to peoples’ personal circumstances (equalize distribution)

· ITA designed to distribute burden to apply more heavily to high-income earners

· Accomplished through:

· Exempting a certain amount of income (personal exemption)

· Graduated progressive tax rates (marginal tax rate, brackets, etc.)

2. Basic Structure of Income Tax Act

Four basic elements of an income tax:

· Tax unit (s.2(1): every person resident in Canada)

· Tax base  (s.2(1): taxable income)

· Accounting period  (s.2(1): each taxation year)

· Tax rates (s.117(2): tax rate brackets for personal income)

Tax Unit

· The person or persons to whom the tax applies

· S.2(1): every person resident in Canada

· SCC defines “residence” as “chiefly a manner of the degree to which a person in mind and fact settles into or maintains or centralizes his ordinary mode of living with its accessories in social relations, interest and conveniences at or in the place of question”

· S.248(1) defines “person”

· S.248(1) defines “individual” as a person other than a corporation

Choice of Unit

· Control principle: 

· Favours individual as base tax unit (i.e., Canada)

· Tax based on the economic power persons derive from their entitlement to and effective control over income

· Benefits shared to varying degrees  given diversity of groupings (i.e., unmarried couples, same-sex couples, extended families)

· Benefit principle:

· Favours family as base tax unit (i.e., US)

· Support allocation of tax burden according to the economic benefits persons derive from household income

· Regard groupings as collective owners and shared beneficiaries

Tax Base

· The amount to which the rate of tax is applied

· Tax base includes all rules of measuring income

· Inclusions: amounts added in computing income

· Deductions: subtracted from income

· Exemptions: excluded altogether

· S.2(2) defines “taxable income” as the taxpayer’s income for the year plus additions and minus deductions permitted by Division C (no longer relevant)

· S.3 defines income by means of calculation (a)+(b)-(c)-(d)

· A: net income from sources includes total income from all sources

· B: Net taxable gains includes net capital gains

· Built in deduction; capital gains minus capital losses

· Capital losses can only be deducted against capital gains

· C: Other deductions: allows subtractions under Division C

· D allows deductions for losses

· Including allowance business investment loss (species of capital loss): loss from shares or debt of small business corporation

· Act does not allow negative income. Net capital loss: can carry 3 yrs back, indefinitely forward. Non capital loss: can carry 3 yrs back, 20 yrs forward

· Source concept of income

· Productive source: UK and CDN traditional definition of income: Activities capable of generating income. Did not tax capital gains or gifts/inheritances

· US concept of income much broader than cdn concept

· Alternative definition: Hague-Simons definition: income should be viewed as net accretion in resources over a period of time: consumption + savings. Based on use of income. Inheritance, capital gain even if property was not sold but appreciated

· Carter commission: found alternative definition of income appealing, recommended taxing capital gains and gifts

· ( government accepted taxation of 50% of capital gains included in 3(b)

Inclusions

· S.3(a): include total of all amounts of income for year, other than capital gains, from each office, employment, business and property. Already a net since all deduction already done 

· S.3(b): include taxable capital gains (50% of gains)

· S.3(c): allows deductions from gross income

· If an expense is deductible both under Subdivision E and under ‘income from a source’, deduct under ‘income from a source’ 

· S.3(d): income from other sources (not closed set), losses from office, employment, business, property allowable business investment losses

· S.4(1): compute income from each source separately

· Governing sections:

· Ss.5-8: office or employment (ss.5-7 inclusions; s.8 deductions)

· Ss.9-37: business or property

· Ss.56-59.1: other amounts that must be included

· “Income” is not defined in the Act; 2 important elements:

· Flow over time (regular)

· Viewed as periodical and recurring

· Consolidated Textiles: income can be irregular and non-recurring

· Consequences of ‘source’ concept:

· Capital gains not taxable as income from a source

· Gifts and inheritance not taxable as income from a source

· Haig-Simons Definition: personal income may be defined as the algebraic sum of (1) the market value of rights exercised in consumption, and (2) the change in the value of the store of property rights between the beginning and the end of the period in question

· US has much broader approach to “income” than Canada

Exemptions

· Amount not included in tax

· S81

Accounting Period

· S.249(1): defines taxation year as a fiscal period in the case of a corporation and a calendar year in the case of an individual

· S.11(1): where an individual is a proprietor of a business, the income from the business for a taxation year is deemed to be the income from the business for the fiscal periods that end in that year

· Interpretation Act, s.37(1)(a): calendar year is a period of 12 consecutive months commencing January 1

Tax Rates

· Whereas choice of tax unit, base and accounting periods are matters of horizontal equity spreading burden among similarly situated taxpayers, tax rate is a matter of vertical equity, spreading the tax burden over differently situated taxpayers

· Who bears the burden of the gap between the average tax rate and the marginal tax rate?

Tax Credits

· Deducted directly from the amount of tax payable, or credited to the taxpayer as a payment of tax

· Where a credit is substracted directly from tax otherwise payable, the credit is called non-refundable; where a credit operates as overpayment of tax, it is described as refundable
· Although a non-refundable tax credit computed at a single rate may have the same value to high-and low-income taxpayers with tax otherwise payable, it has little or no value to persons whose tax otherwise payable is minimal or non-existent

· Refundable credits, therefore, provide equal benefit to all eligible persons (on the distributive model which sees credits as government assistance)

Family Relationships

· S.118(1) discusses personal credits in relation to family relationships for: support of spouse or dependent who earns no more than $751; shared accommodations with aged or disabled relatives over 17

· S.118.2 allows taxpayers to claim medical expenses in respect of services provided to the taxpayer, their spouse, or dependant

· S.118.3 provides for a disability credit which may be claimed by individual in respect whom the disabled person is a dependant

· Rules allowing taxpayers to transfer certain unused tax credits to a spouse, common law partner, parent, or grandparent (ss.118.8, and ss.118.9)

· “Rollover rules” deferring taxes on transfers of property between spouses or common-law partners and on transfers of farm property from parent to child (ss.73(1) and ss.70(6), and ss.73(3), 73(4), and 70(9)-(9.2))

· Refundable tax credits, the amount of which depends on the aggregate income of the taxpayer and his or his cohabitating spouse or common-law partner (ss.122.5, ss.122.6-.64, s.122.51)

3. Introduction to Statutory Interpretation
· Source of law is the statute: Courts refer to statute. Cases are helpful to understand interpretation, however statute is primary positive source.

· Traditional approach is “strict construction”:

· Emphasis on words or text

· No reference to spirit of law (ignore)

· No equitable construction

· UK/CDN: statute had to be clear as to tax imposed otherwise decided in favour of taxpayer. US used more purposive, broad approach in order to resist tax avoidance

· Modern approach (Stubart (1984)):

· Adopted Dreidger’s modern rule of interpretation:

· Read words in entire context 

· Internal context: internal context of statute/four corners of statute that help us determine the meaning  (immediate)

· External context: external assumptions we bring in reading of text: shared cultural meanings, avoid absurdity, concepts of fairness and unreasonableness (broader statute as a whole)

· Read words in grammatical and ordinary sense

· Context will help decide which ordinary meaning that makes most sense. Sometimes must determine whether a technical/legal meaning is suggested

· Associated words principle: read word in context with other words described  (prize as won in competition vs anytime such as bursary)

· Limited class principle: when you see a general word following a list of narrow words or list, the general word is read down to include the other words with which it is connected in identified list
· Harmoniously with scheme of Act, object of Act, and intention of Parliament

· Implements broad purpose of statute, organization of act, ensures coherence of scheme. 

· Legislatures don’t use more word than they need to, see intention in use of extra words (presumption against tautology or redundancy). Same phrases should have similar meaning (presumption of consistent expression), use more specific of provisions that may apply (presumption of internal coherence). If expect to see words that see often in other statutes but don’t appear, can read meaning into absence of those words (presumption of implied exclusion).

· Purpose of provision: preamble, government white paper reports, infer from Act. Purpose is broad, goes to Act itself vs intention: how would legis want this case to be decided

· Intention: referencing Interpretation Act. Can look to specific statements of legislative intent in 3 cases (Pepper v Hart, UK, p 104-105)

· 1- Legis is ambiguous or could lead to absurdity
· 2- one or more statements by minister or promoter of legis
· 3- statement clear on point in issue Plain meaning is emphasized and ‘spirit of the law’ accounted for

· Consequences

· Avoid absurdity, reasonableness: interpretations should be consistent and compatible with the words

Interpretive elements

· The WORDS of the statute;

· The CONTEXT in which the words are to be read;

· The SCHEME of the Act;

· The OBJECT of the statute; and,

· LEGISLATIVE INTENT

Words

· Must take into account the grammatical structure of the sentence containing the word where multiple meanings could be inferred (i.e., “profit” in s.9(1))

· If technical or legal word is used, look to technical / legal definition rather than ordinary meaning

Context

· Internal context: everything contained within the four corners of the Act, including words, title of the statute, headings, preamble, marginal notes, and section numbers

· External context: information about the world outside the statute that sheds light on the text’s meaning, including conventional use of the language, purpose and subject matter of the text, and legal and cultural norms of the society in which the statute operates

· Associated words rule: the meaning of words or phrases that perform a parallel function within a provision are linked by the conjunctions “and” or “or” and are assumed to be influenced by each other

· i.e., Savage: “prize” interpreted by other words in list

· Limited class rule: the meaning of a general word or phrase following a list of specific words or phrases is assumed to be limited to the genus of the narrow enumeration that precedes it (i.e., s.5(1))

Statutory Scheme

· Mediates between the broad social and political goals underlying the statute and the specific provisions through which these objectives are implemented

· Interpretive principles (presumptions):

· Presumption against tautology: every word has a role and meaning within the statutory scheme (do not use any words unnecessarily)

· Presumption of consistent expression: identical words and phrases are given the same meaning

· Principle of implied exclusion: 

· There is meaning behind using different words (different meanings), or excluding words

· If an item has been excluded, and a similar item is expressly included, it is assumed that the legislature intended the exclusion

· Both the provisions and structure of each statute are designed to implement a coherent statutory scheme

· Statutes contain no internal contradictions or inconsistencies

· Principle of implied exception: where there is a conflict between two provisions, the more specific provision will apply

· Interpretive principles should be applied with caution as they both presume that the legislature would have and should have been explicit in drafting

Statutory Purposes

· Political and social goals sought to be achieved in the creation of the statute

· Statutes can have several purposes or objects

· Purposes of Income Tax Act:

· Raise revenue

· Equity

· Social and economic policy

· To establish purpose:

· Extra-statutory materials (where available):

· Technical notes

· Government budget

· Commission reports

· Policy papers (i.e., green paper [still open for discussion], white paper [definitive statement of policy])

· Where materials are absent, inferences about purposes are drawn from the statute itself, read in the context of the scheme of the Act, circumstances in which it was enacted, and the way in which it has evolved through successive amendments

Legislative Intent

· Denotes the specific meaning that the legislature would have given to the provision in the context of a given fact situation

· Express Declarations: where a legislature has enacted specific rules to govern the interpretation of other statutes (i.e., Interpretation Act)

· Effective Intention of Legislature: where those most closely associated with drafting or sponsoring have expressed their views in extra-statutory materials like committee reports, legislative debates and explanatory information from ministry

· To use extra-statutory materials, there must be ambiguity in the legislation, the statement must be made by a significant person, and the statement must be clear

· Intent from Context: words of Act, scheme, external context and evolution

· Intention from Norms and Values of Legal Culture:

· The legislature intends different statutes and regulatory schemes to operate as a coherent whole, so that statutes on the same subject should be construed together as parts of a single system

· Legislation relies on common law and does not intend to override common law rights (unless clear and explicit)

· Legislation is not intended to have retroactive application unless explicitly stated

· The legislature intends its enactments to comply with constitutional and international law

· The legislature does not intend its enactments to apply beyond its own territory

Consequences

· Where consequences of a particular interpretation seem absurd, unreasonable or unjust, courts tend to gravitate toward alternative interpretations that seem more rational, reasonable, and fair

· Court used consequential analysis in Moldowan v. Canada, Friesen v. Canada, and Bronfman Trust v. Canada (but declined to use in Canada v. Antosko)

Interpretive Doctrines

Strict Construction

· Statutory language construed literally, and ambiguities resolved in favour the taxpayer

· Partington v. Attorney-General provides leading statement for strict construction

· Strict construction required courts to adhere to the letter of the law reflected in the words of the statute, notwithstanding the spirit of the law, nor the consequences of the court’s interpretation.

· Presumptions:

· In ambiguity of tax provisions, favour the taxpayer

· In ambiguity of benefit provisions, favour the taxing authority

· Taxation is the rule, exemption is the exception

· Exemption must be expressly stated

M.N.R. v. MacInnes [1954] C.T.C. 50 0(Ex. Ct.) – STRICT CONSTRUCTION
Facts

· Respondent and wife made series of transactions in purchasing securities: husband transferred bonds to wife who then sold bonds and earned interest (which is taxable). She then bought additional shares in a company

· Minister attributed wife’s income to respondent under s.32(2) (now 74.1-75.1)

· Issue: does “property substituted therefore” include property substituted for substituted property?

Analysis

· Court can only fasten tax liability or bring transaction within Act if it within the express terms of the statute (Partington, Tennant v. Smith)

· S.32(2) does not expressly extend liability to property substituted for substituted property

· If Parliament intends to tax on subsequent substitutions, it should express in clear terms – in other section Act defined explicitly that “previous owner” included a “series of previous owners”

Note: amendment introduced in 1950 but not made retroactive to time of case. Amendment deemed any number of a series of substitutions as one substitution making “property substituted therefore” include property substituted for substituted property

Critique:  contrary to intention of act and purpose of act to avoid income splitting 

The Modern Rule

· Stubart: the words of an Act are to be read in their entire context and in their grammatical and ordinary sense harmoniously with the scheme of the Act, the object of the Act, and the intention of Parliament

· Courts combine the textual emphasis of the plain meaning rule with the purposive considerations relied on the in teleological approach

Will-Kare Paving & Contracting Ltd. v. Canada [2000] S.C.J. No. 35

Facts

· Taxpayer owns paving company, constructs own asphalt plant to grow business and to be used in paving work contracts; sold excess asphalt to 3rd parties (about 25% of asphalt produced)

· Claimed accelerated capital costs for plant as property used primarily in manufacturing and processing goods for sale; Minister argued contracts for work and materials primary use

Issue: should legal/technical definition of sale be used or should ordinary sense/meaning of word

Analysis

· Both majority and dissent relied on extra-statutory materials to discern purpose and scope – different characterization of purpose

· Majority and dissent disagreed on whether to apply plain meaning test

· Dissent:

· Dissent said Parliament did not intend to have legal definitions extraneous to Act and not easily accessible to taxpayer to understand act

· Relied on statements made by minister and others to support view that purpose is to give incentives for manufacturers/encourage job creation

· Consequences: Leads to absurd result if someone is able to claim just because has different product/sales mix or if Will-Kare would have been able to claim if had provided services under 2 different contracts

· Majority:

· Majority said ‘sale and lease’ have settled legal definitions; not to apply them would to operate Act in a vacuum – should use private law concepts

· Intent to avoid ppl manufacturing goods at home and claiming, primary purpose is for sale of goods and ability to compete with foreign goods

· Note: lingering attitude of strict construction may influence case as ambiguity over tax benefits are resolved in favour of govt

Result: split 4/3 – in favour of govt

Canada Trustco Mortgage Company v. Canada [2005] S.C.J. No. 56

· Reaffirmed the modern approach to statutory interpretation

· The Act invited a largely textual interpretation since the Act is dominated by explicit provisions dictating specific consequences

4. Tax Avoidance
· Tax evasion: involves an illegal breach of specific statutory duties

· Tax avoidance: involves a legal effort to order one’s affairs so as to minimize tax

· US approach (during 30’s depression) : critical to tax avoidance. (Gregory v Helvering)

· Canada approach (during 30’s depression): laissez-faire attitude (before GAAR); looked at legal relationship, not purpose of transaction

· GAAR enacted in 1988 to counteract tax avoidance

· Sham doctrine: where documents are not bona fide, used as a cloak to conceal another transaction; tax to be assessed according to transaction documents designed to conceal: intermediate steps will be ignored

· Ineffective Transactions Doctrine: where taxpayer fails to follow necessary formalities, court may conclude the transactions carried out are legally ineffective; tax consequences depend on legal substance actually created, not form; tax assessed on basis of transactions actually entered into and legal relationship actually created

· Business Purpose Test: rejected by SCC in Stubart; overruled by GAAR in 1988

US Approach: Gregory v. Helvering (Commissioner of Internal Revenue) 1935
Facts

· Gregory owned UMC, which owned 1000 shares in MSC

· Gregory set up AC and transferred MSC stocks from UMC to AC to minimize tax (otherwise would have been taxed twice on the capital gain (60K) and dividend)

· AC then dissolved week after creation and MSC shares distributed to Gregory tax-free; then sold

Analysis

· Commission’s argument: purpose not for reorganizing, was without substance – will ignore existence of AC as a legal fact

· Court: being tax motivated is not a problem as long as it is within what statute allows. Not consistent w/ statute: not a real company but shell company. Statute requires that for a needs a real business purpose for reorganization rule 

· This transaction outside meaning of Act / plain intent of legislature

· Ratio:

· US courts will look at purpose underlying transaction: must have bona fide business purpose 

( Sham doctrine: economic substance over legal form – can ignore intermediate steps if have no purpose (shell orgs called “sham”); must have bona fide business purpose

Canadian Approach: Commissioners of Inland Revenue v. Duke of Westminster 1936

Facts

· Duke made agreement (deed of convenant: sign over income for certain period of time) with gardener to pay gardener 98pounds annually in weekly payments for 7 years without prejudice to remuneration for services rendered  instead of paying gardener salary 

· Payment under deed taxable to person signed over to, effect is a deduction to transferor

· Duke deducts assignment from his income as allowed deductions for annual payments under the ITA of 1918

· Tax goes after Duke for deductions as payments for services rendered which are not allowable deductions

Issue: Were payments ‘annual payments’ under s.27 entitling Duke to a deduction?

Analysis

· What is legal relationship?

Arguments: 

· 1-Collateral contract argument (Crown claimed there was contract for gardener to receive annuity for services rendered as salary): Court says deed only expresses hope that gardener would not sue but he could still legally sue, not bound to refrain/precluded by contract – not actually a contract

· 2-Nomenclature (form, what parties call it): Court not persuaded by nomenclature – court can go behind what you call it to determine actual substance based on surrounding evidence ( not economic substance-look at real legal effect from legal relationship/legal substance formed by parties. 

· May be exception where documents are cloak/sham, not bona fide  and not intended to be acted upon but not the case here or even suggested here

· 3-Economic or commercial substance: Substance is same as paid wage

· “Every man is entitled if he can to order his affairs so as that the tax attaching under the appropriate Acts is less than it otherwise would be” – if you can find category/loophole that taxpayer can fit himself into then it is valid (court says ignoring legal relationships would lead to court of policy if looking at purpose

· Result: The deed is bona fide and has been given its proper legal operation

· ( laissez-faire attitude, applying provisions based on legal relationships validly entered into by TP regardless of actual purpose 
· Ratio: STRICT CONSTRUCTION – free to arrange affairs to pay less tax

General Anti-Avoidance Rule (GAAR)

· Former s245(1): deduction disallowed where undue or artificial reduction in income

· S.245(1) was repealed and broader GAAR (s245) adopted after Stubar
· Introduce statutory business purpose test (like US)

· Step transactions doctrine

· Applied to transactions on or after Sept 13, 1988

· First case was fall 2005 (Mathew v Canada Trust)

· S.245(2) charging provision of GAAR:

·  tax will be assessed as reasonable in the circumstances in a way to deny the benefit that would have resulted, directly or indirectly, from the avoidance transaction or series of transactions if not for this rule

· S.245(3)(a):  “avoidance transaction” is a transaction that would result, directly or indirectly, in a tax benefit, unless the transaction may reasonably be considered to have been undertaken or arranged primarily for bona fide purposes other than to obtain the tax benefit (business purpose test)

· ( denied if results in tax benefit and transaction is primarily tax motivated

·  (b) part of series of transactions which would result “ …”

· ( For a series of transactions, have to look at each individual transaction and see if tax motivated. If ind transaction primarily tax motivated then will be characterized as tax avoidance even if part of series for bona fide purposes

· S.245(4): (2) will only apply where the transaction(s) would “result directly or indirectly in a misuse of the provisions of” the Act, Regulations, or Application Rules, a tax treaty, or any other relevant enactment

· GAAR applies when:

· There is a tax benefit (s.245(2)) – factual determination, low threshold-any deduction would qualify, decided by tax court judge. Minister asserts what tax benefit is. Burden on taxpayer to argue factual issue.
· Transaction primarily tax motivated (s.245(3)) – factual determination, deference to tax court judge. Minister state purpose. Burden on taxpayer to disprove purpose.
· There is misuse or abuse(s.245(4)) – Burden on minister to state why there is misuse – typically on BOP. Court tend to read down to misuse of specific provision rather than contrary to tax act/spirit as a whole.
· 3 ways Xact occurs in MISUSE/ABUSE (Canada Trustco @ para 45):

1. result is one the provisions relied upon sought to prevent in first place
2. defeats the underlying rationale of the provisions relied upon
3. circumvents certain provisions in a manner that frustrates the object, spirit, or purpose of these provisions
· Transaction s245(1): includes arrangement or event

· Tax benefit s245(1): a reduction, avoidance or deferral of tax or other amount payable under the Act, or an increase in a refund or other amount under the Act … (s.245(1))

· Must determine existence of benefit “in the context of the question of whether or not there is an avoidance transaction” (Canada Trustco Mortgage)

· Any deduction is a tax benefit

· Non-Tax Purpose Test: a transaction will not be characterized as an avoidance transaction if it may reasonably be considered to have been primarily undertaken for bona fide purposes other than to obtain a tax benefit (s.245(3))

· Objective test (“reasonably”)

· Incidental tax benefit or significant tax considerations not enough (“primarily”)

· Series of Transactions s245(1): any step in a series can be tax avoidance if not primarily for bona fide non-tax purposes; Series require that transactions in series be preordained – i.e. specified in a document that outline events/process to occur. “series” includes any other related transactions or events completed in contemplation of the series.  – related transaction can be after the series but requires knowledge of the series

· Misuse or abuse: s.245(4); GAAR will only apply where the transaction would “result directly or indirectly in a misuse or abuse of the provisions of the Act, regulations…”; where the object or spirit of the provisions are violated (Canada Trustco: clear and unambiguous abuse)

· View now that should be decided on BOP

· Tax Consequences: procedural rules in ss.(6)-(8)

· S.245(5) lays out potential tax consequences

· Provision applies to “any person”, even indirectly or marginally involved

· Authorizes adjustments to any amount relevant to current or future tax liability

· Can be used to adjust deductions from income from a source, from net income from all sources under s.2, deductions under s.2(2), and credits under s.117(2)

· 2 limitations: reasonable in the circumstances; determined to deny tax benefit

5. Income from Office or Employment
· Loss: deductions exceed revenues

· Rules governing computation of income or loss from an “office” or “employment” are found in ss.5-8 of the Act
· S.5(1): salary, wages and other remuneration, including gratuities

· S.6: set out specific inclusions – benefits, allowances...

· S.7: set out specific inclusions – options...

· S.8: sets out specific deductions

· S8(2) limit: no deduction unless specified in Act (vs business tax which allows other reasonable unspecified deductions)

· “Office” defined in s.248(1): the position of an individual entitling the individual to a fixed or ascertainable stipend or remuneration and includes … the position of a corporation director, MP, senate, judicial office, and "officer" means a person holding such an office (Note: a corporation cannot hold an office) – “Office” position  exists independent of person filling it
· “Employment” defined in s.248(1): the position of an individual in the service of some other person … and "servant" or "employee" means a person holding such a position 

· Up to courts to draw line – look outside of tax: labour law, employment law, private law...

Characterization

· Employees (contract of service) vs. Independent Contractors (contract for services)

· Old test at 19th century common law: employment relationship traditionally based on control (still applies in QC)

· Contractors may prefer to classify as business income for deductions: payroll tax

Wiebe Door Services Ltd. v. M.N.R. [1986] 2 C.T.C. 200 (F.C.A.) p204

Facts

· Leading case on test for distinguishing between employees and independent contractors

· Applicant in business of installing and repairing doors; on tax assessment, found not to have paid EI and CPP contributions for employees; challenged classification of workers as employees vs independent contractors

Analysis

· Legal substance over nomenclature: court will look at actual relationship despite how parties characterize their relationship

· TEST
1. Control Test: indecisive-some evidence of control, some evidence of independence

2. Ownership of tools: look like independent contractors – only tools provided by employer was rack and drill

3. Chance of profit and risk of loss: more like business, no fixed amt of remuneration – were paid by piece work- greater variation of potential remuneration

4. Integration/Organization test: are employees part and parcel of employer’s business. From employer’s perspective the ind are so integral to the business that they must be employees. Integration of alleged employees work into alleged employers’ business

· ( Tax court held ind were employees

· CA: integration test is legitimate test but should not be dominate feature. 

· The integration test should be carried out from the worker’s perspective – if applied from employer’s perspective, then employees would always be integral to business

· Are employees working for more than one employer? If yes, then lower integration

· Preferred test: are employees carrying on business for themselves or as part of someone else’s business? – look at all steps in 4-in-one test as equally relevant to determine whole picture. Weigh and balance all tests

· The intention of the parties matters (Royal Winnipeg Ballet); in this case, there was a mutual understanding that workers would be independent contractors

· Matter referred back to Tax Court to make determination according to CA reasons since cannot decide on the evidence

RELATED CASES:

Alexander (1969, ExCt) – “Specific Results test” a contract of service is on under which a party agrees for either a period of time or indefinitely and either full time or part time to work for the other party, no or little discretion as to how to do work. A contract for services is one under which a party agrees to a certain specified work that will be done for the other. (ex. 9000 examinations per annum)
Independent Contractor Cases

Martinez (1995 TCC); Tedco Apparel Management Services Inc. (1991) – Principal workplace is a consideration, working out of your home is evidence in favour of independent contractor.
Killbridge – TP held to be an employee because his income was fully earned providing services to company owned by himself and family, AND he had not advertised his services
Incorporated Employees – Personal Services Business
· Doctrines:

· Legal substance over form (nomenclature)

· Sham

· Ineffective transactions

· Business purpose test (US)

Engle v MNR 1982 p220 – Incorporated Employees

· Facts: Raoul Ingle originally employed by Global. Raoul incorporates Reasoned Communications company Oct 20, 1975, Raoul entered into exclusive contract with incorporated co, inc co then terminated his employment contract with Global. Inc co then entered into contract with Global. Contract w/ Global was terminated. CRA went after Raoul.
· Substance over form: look at legal relationships that are actually established. Terms of contract said Raoul would be subject to the absolute control of Global and had to be made fully available to Global. Minister’s arguments that really in law, the actual relationship is an employment transaction

· Issue: what is the actual relationship b/t Raoul and Global

· Result: no employee relationship, amount received by Reasoned Communications

· Reasoning:

·  No privity of contract between Global and Raoul. Point was to terminate direct employment by Global so that Raoul could engage in free-lance work

· Attempt to also run business purpose test – Minister argued company a sham

· What would be analysis under GAAR:

· 1-Tax benefit: helps to compare benefits but for new relationship: 1-deductions, 2-low corporate taxes (CCPLs), 3-income splitting, benefits compared to direct employment relationship

· 2-Primarily tax motivated: whether reasonable to consider transaction primarily tax motivated

· Needed inc co to be able to do independent contract work. Could argue that Raoul did not have any limitations to do independent contract work while direct employee of Global-however had to spend most of his time at Global as an employee which inhibited his ability to promote free-lance business. (Typical argument that person incorporated for limitation of liability/insurance purposes) 

· Wanted to be able to charge mother for financial services 

· Tax benefits were secondary to expansion of free-lance business

· 3-Misuses or abuse: 

· Taxpayer: Act makes distinction b/t employees and independent contractor which encourages purpose to incorporate to allow person to engage in free-lance work provide independent services

· Minister: Act designed to allow certain type of business otherwise would allow any high paid person/highly paid professional to incorporate themselves and obtain tax benefits

· ( Act now limits deductions allowed to incorporated employees-allows deductions for salaries and other few deductions, disallows lower corporate tax rate (s125(7) defines Personal Service Business, only active businesses are eligible to obtain lower corporate tax rate

· Prominent avoidance strategy to interpose corporation b/w individual performing services and person contracting for services (s.248(1) defines positions of “individuals”)

· 1981: government enacted specific anti-avoidance rules for personal service corps

· Amended definitions in s.125(7) and limitation on business deductions in 18(1)(p)

· A personal services business is a business providing services where

· An individual who performs services on behalf of the corporation (incorporated employee), or

· Any person related to the incorporated employee 

· s251(2)(a) blood relationship (s251(6) child/parent/sibling)

· marriage (all in-laws)

· common law, 

· adoption

· Note: related  persons do not include aunts/uncles/nieces/nephews

Is a specified shareholder of the corporation and the incorporate employee would reasonably be regarded as an officer or employee of the person or partnership to whom or to which the services were provided but for the existence of the corporation, unless

· The corporation employs in the business throughout the year more than five full-time employees, or

· The amount paid or payable to the corporation in the year for the services is received or receivable by it from a corporation with which it was associated in the year.

· 248(1) – “Specified Shareholder” means a taxpayer who owns at least 10% of the issued shares of any class of the corporation

· Consequences – a personal services business has its deductions limited by 18(1)(p) and is excluded from the small business deduction in 125(1), but still assesses tax as co. deductions limited to where an amount would have been received by employee in employment contract
· Note: income received by interposed corporation can be distributed to non-arm’s length persons such as the spouse of the incorporated employee and income received from the investment of corporate distributions may escape the attribution rules in 74.1 to 74.5
Dynamic Industries p 235 – Personal Service Business

· Facts: company provided steel work and project management services. Shares originally owned by Stephen Martindale, transferred all shares to wife in 1988. Facts of case were such that transactions was not primarily tax oriented but to get around union rule that member of union or a person who was incorporated but owned all the shares could only contract w/ union company, unless you have corporation and do not own all shares. Had independent contract w/ union firms but able to have contracts w/ no union firms through Dynamic. Entered into number of contracts w. SIIL in order for SIIL to provide services to Fording. 1994-19999 Dynamics only did business w/ SIIL. It appears that SIIL provided parking, office facilities to Martindale and he was paid on hourly basis and he. 

· Minster went after Dynamic under 18(1)(p)  made deduction to wife working for Dynamic. Deduction allowed only for incorporated employee

· Issue: Is Dynamic a Personal Service Business? 

· Held: No, Dynamic is an active business

· Reasoning: Is 18(1)(p) applicable: 

· 1-Martindale is incorporated employee

· 2-Wife is related person and specified employee

· 3-Is reasonable to consider Martindale employee of SIIL but for the incorporated company Dynamic?-Application of integration test

· Control by SIIS: no, Martindale substantially independent

· Chance of profit and risk of loss: more risk, paid hourly
· paid an hourly rate/overtime/bonuses ( employee
· remuneration mostly “clost plus” ( IC
· not compensated work not resulting in K ( IC (risk)
· not paid regularly/on timely basis ( IC (bore risk/cost of financing between)
· bore costs of “warranty” wory ( IC
· Ownership of tools: evidence inconclusive of where he was spending his time, however in consulting services, important tool would be expertise held by Martindale which is his only

· Integration/Organization: can’t look at isolated period of time where there may have been heavy work for SIIL, Dynamics had extensive history work with other contractors before and after work done for SIIL

· History: TP only employed substantially by SIIL for limited time ( lots of other work before/after ( no change in practice before/after SIIL

· RATIO: HISTORY MATTERS! ( can’t just look at years in isolation, but at whole context of rel’p

David T. McDonald Co v. MNR (1992, TCC)

Facts

· McDonald set up corporation to perform sales/marketing services for SS

· McDonald was a also classified as a specified shareholder

Analysis

· Could have fit under Wiebe Door defn of employee before gov’t amendments

· Kept own schedule, not integrated into administration of S, did not participate in benefit plans, not subject to retirement age restrictions, no control, chance of profit…

· If not for the setting up of the company, looks like an independent contractor

533702 Ontario Ltd. (1991 TCC) – Co. providing showroom services had no commercial purpose apart from the plumbing business of the employer and no commercial independence, therefore a personal services business.

Camion Holdings (1999 TCC) – to establish commercial independence there must be some relevant and significant indicia of entrepreneurial status. Seems to incorporate a business purpose test of sorts.

IT-753R (1997) – Lists factors indicating employee status: control over amount, nature, direction and manner of work; hourly, weekly, monthly payment; payment of expenses; a requirement of specified hours; services provided for only one payer; provision of tools, materials and facilities.

Inclusions s5(1)

· Income: 3 types:
· 1) Income from a source: s3(a) ( office and employment

· Characteristics: periodid and recurring payment OR payment replacing income (“surrogatum” principle)

· 2) Capital receipts at s3(b) sub c

· ½ taxable
· 3) Gifts/Windfalls
· S.5(1): salary, wages and other remuneration, including gratuities

· S.6(1)(a): boarding, lodging, and other benefits

· S.6(1)(b): allowances for personal or living expenses

· S.6(1)(c): includes director’s and other fees

· S.6(3): deems additional amounts as remuneration

· (a) – during period while payee was an officer or in employment of payer

· (b) – on account, in lieu of payment or in satisfaction of an obligation arising out of an agreement

· (c) – as consideration or partial for accepting the office / employment

· (d) – as remuneration or partial for services as officer / employee

· (e) in consideration or partial for covenant re termination of employment

· Have to have one of (a) or (b), AND one of (c), (d), or (e)

· AND reasonable to regard payment as inducement, or remuneration, or consideration for a covenant

· s.8(2): deductions

Other inclusions:

	· Profit-sharing plan

· Automobile benefits

· Employment insurance benefits

· Employee benefit plan

· Employee trust

· Group term life insurance policy
	· Interest-free or low-interest loans

· Salary deferral arrangements

· Forgiveness of employee debt

· Housing loss

· Employer-provided housing subsidies

· Stock options


· Some benefits are specifically excluded from tax, i.e., disability-related benefits (s.6(16)), and employment at a special work site or remote location (s.6(6))

· Unenumerated sources (i.e., Fries)

· Benefit of the doubt goes to taxpayer (Fries, SCC)

Remuneration

· Fees, salary, wages, gratuities, and remuneration are not defined in the Act ( payments for services
· Up to courts to determine if amount remuneration in context

· Categories of receipts distinguished by Act:

· Income from a source (office + employment) 3(a)

· Capital receipt: large lump sum of amount received as proceeds (3(b)(c), not taxed pre 1972, taxable post 1972 as taxable capital gains = ½ of gains (proceeds-cost)

· Gifts + windfalls

· Look to dictionary definitions:

· Salary: fixed payment made by employer at regular intervals, usu. monthly or quarterly, to person doing other than manual or mechanical work (employment)

· Wages: amount paid at regular intervals esp. by the day or week or month, for time during which the workman or servant is at employer’s disposal (employment)

· Fees: sum payable to a public officer for performing his function (office)

· Gratuity: a gift or present (usu. of money), often in return for favours or services, the amount depending on the inclination of the giver ( a “tip”)

· Remuneration: to pay for services rendered or work done; payment; reimbursement; reward; recompense; salary; compensation

Gratuitous Payments

· S.5(1) requires taxpayers to include gratuities
· Taxpayers often argue gratuities are a gift or windfall, not remuneration for services
Goldman v. M.N.R. [1953] C.T.C. 95 p275 – Gratuitous Payments

Facts

· Appellant chairman of committee; costs and expenses to be paid but committee members not to be remunerated
· Appellant sought payment and received $14,000 from fees charged by legal counsel he retained for committee
Analysis

· Argument: voluntary payment by Mr. Black

· What distinguishes the voluntary payment: expectations/intentions

· Voluntary amount may or not be taxed: distinguishing feature of gratuity (5(1) ) – not expected as part of remuneration. Gratuity will be taxed if already have office of employment for which gratuity was received

· Payment was made IN CONNECTION WITH appellant’s office as chairman; therefore remuneration; even if voluntary and indirect payment: expectation was compensation for services

· The fact that services were completed before payment made and fact that there was no assurance as to remuneration does not prevent amount being taxable income
Ratio: voluntary payment is income IF PAID in exchange for services pursuant to O/E

( voluntary transfer =/= gift ( TP had intended to be paid for services from beginning

RELATED CASES:

Gagnon v MNR -  TP given award for making a good recommendation ( found to be remuneration for a suggestion, and therefore for services rendered

Strike Pay

· Strike pay provided by a union or affiliated organization is typically paid in respect of the non-performance of services by the employee

· In Canada v. Fries, the SCC reversed the imposition of tax on strike pay

Canada v. Fries [1989] (F.C.A.)   OVERTURNED BY SCC
Facts p279

· Union paid strike pay equivalent to net income during strike period. Paid from union dues which are deductible from income tax (8(1)(i)(iv)). In addition unions are exempt from income tax if they invest the money (149(i)(h). Therefore money paid out under strike pay not taxed before paid to union workers.

· Fries was chairman of  liquor board of SK. Agreed to go on strike for 3 weeks if received strike pay equal to his after tax income pay. Assessed on basis that was regular income from a source.

· Court held that Fries had entered into contract w/ larger liquor board and argued amount was remuneration for withdrawing their services and going on strike

Analysis

· Fries argument:

· Not taxable income from a source

· Positive argument: gift or windfall

· Interpretation bulletin issued by govt suggested that strike pay was not taxable ( rejected by court-held that bulletin not the law, law made by the court

· Neither Act nor administrative policy (bulletin) exempts strike pay

· Characteristics resembling income from a source:

· Characteristic of income: regular / periodic/recurring payment, replacing former income; not capital or windfall, thus default is income

· Replaces usual salary 

· Trial judge and CA: agrees that amount taxable as income from a source

· P282-Not a return of capital: collective pool breaks link, not return of individual capital 

· Dues go into common fund, are deductible from employee taxes, so should be taxed now

· Income from a source: strike fund

· Note: Duff said court should have paid more attention to scheme of (8(1)(i)(iv)) and (149(i)(h).

· SCC: Overturned: SCC not satisfied that strike pay was income from a source; gave benefit of the doubt to taxpayer (consistent with residual presumption in favour of taxpayer)

RELATED CASES:

Ferris v. MNR: TP’s union published a newspaper, distributed profits during labour dispute as strike pay

( found to be taxable payments from a commercial venture

Canada v. O’Brien: almost same facts as above ( h/e, union members NOT joint venturers/IC’s as they didn’t do anything to contribute to business

Loeb v. Canada: union contributed to teacher’s pension prior to strike, court rejected TP’s argument it was strike pay( K said it was for pension (taxable benefit), and since bona fide legal relationship no reason to deem payment otherwise ( therefore INCOME 

Tort Damages for Personal Injury or Death

· Where a taxpayer receives tort damages for personal injury or death, this compensation typically includes special damages in respect of lost earnings.

· Now generally accepted that tort damages are not taxable

Cirella v. Canada [1978] C.T.C. 1 – Tort Damages

Facts p268

· Plaintiff awarded special damages for lost income after MVA; due to permanent disability, plaintiff would not be able to continue to be a welder at employer’s workplace, but started a light welding business of his own. $14,5000 special damages, $20,000 general damages

Analysis

· Minister argument: Surrogatum principle: UK case London v Thames Haven Oil: 

· 1-amount received pursuant to a legal right and 

· 2-substitutes amount that would have been taxable as income taxable is taxable as income (not income but substitutes income)

· Note: courts reluctant to apply in employment context – mostly applied in commercial context

· Tort damages not taxable

· Though received pursuant to legal right, it does NOT have the character of income:

· Not remuneration for services rendered

· Compensation for lost EARNING CAPACITY (different) ( capital nature

· Therefore doesn’t satisfy surrogatum test.

· Court labels damages payment as capital: purpose is to compensate for lost earning capacity (capital asset) (*accident occurred before 1972 so no capital gains tax)

· Damages not taxable (paying for restoring human dignity)

Surrogatum Principle
· The surrogatum principle assumes that damage and settlement payments are inherently neutral for tax purposes and must be classified to determine whether they are taxable 
· TEST: would the sum of money for which compensation is replacing have been otherwise taxable, i.e., past wages?(London & Thames)

Inducement Payments

· Payment as inducement to accept an office or enter contract of employment

· Contemplated by s.6(3) (deemed remuneration)

Curran v. M.N.R. [1959] S.C.J. No. 66 – Inducement payments/unenumerated source

Facts p247

· Curran enters agreement to work for one of Brown’s company; Brown to pay $250,000 for lost benefits at current employer, payable on resignation from current employer.

· Curran quits, gets payment from Brown (from one company) and starts work (with another( not privy to other’s agreement), quits one year later; is payment taxable?

Analysis

· Minister: claims amt taxable income. Did not rely on s6(3) b/c Curran did not get amt while employed by Brown and Brown was not his employer. It was reasonable to assume inducement to enter into corporation, regardless of legal form-allowed to look at economic substance regardless of legal form. But s6(3)(b) says requires amt be from employer and amount received from Brown and not company he started working with.

· Curran: payment for lost capital from a source/return of capital. Rejected by court.

· Court:

· Contract is in consideration of Curran quitting his current job whether or not he accepts new job

· Agreement not between employee and employer (Brown not employer), s.6(3) doesn’t fit

· “True character” of payment for personal services not loss of benefits

· “True nature” to be found in terms of agreement and surrounding circumstances: fine line b/t legal substance and economic substance. 

· Legal form suggests that not inducement payment but payment to only quit job – Curran allowed to sue whether or not he goes to work

· Economic substance: context of agreement suggests inducement payment/agreement for personal services

· Case stands for proposition that income can be taxed under s.3 as income from an unenumerated source

Termination Payments

· Generally pay amount in lieu of notice

· S.5 does not include “in lieu of” but the words are used in other parts of the Act
· Authorities have argued that should be taxable under s.5(1), s.6(1)(a), and s.6(3)

· Traditionally found not to be taxable by courts

· Atkins (F.C.A.): not taxable under s.5(1), 6(1)(a), or 6(3), and not under s.(3)

· Jorgensen (S.C.C.): came after Atkins, put in state of limbo

· Subsequently included in under Subdivision D “income from another source”

· (s.56(1)(a)(ii)) now fully taxes retirement allowances!

Retiring Allowances

· S.56(1)(a)(ii): include any amount received in the year on account as, on account of, or in lieu of, or in satisfaction of, a retiring allowance

· “Without restricting generality of s.3”: intent to capture income from all sources

· S.248(1) defines retiring allowance; includes two categories of payments:

· Amounts received upon or after the taxpayer’s long service (actual retirement); and,

· Amounts received in respect of a loss of an officer or employment, including damages or pursuant to an order or judgment of a competent tribunal (termination payment)

Mendes-Roux v. Canada [1997] T.C.J. No. 1287 (T.C.C.) – Retirement Allowance (manner in which terminated)

Facts p1127

· While on maternity leave, appellant is informed her branch was shutting down and would be transferred but she would be assigned another role; she showed up to work and told she was fired since she would not transfer to new branch; argued this was constructive dismissal

· Negotiated settlement with employer; a portion identified for salary and vacation pay

· Minister assesses full amount on basis of loss of employment

Analysis

· S.248 definition “in respect of”: how broad is the scope / what does this include?

· Needs to be causal link between amount paid and loss

· broken if amount paid arises from the way or manner in which the loss came about

· Court refers to other cases and says termination payments paid there were found taxable since there was not enough evidence to establish true nature of payments (Merrins, Niles)

· TAXABLE

· : loss of wages, overtime, earned vacation, and earned sick leave (salary in lieu of notice must be included in computation of income from O+E) 

· NOT taxable:

· damages for mental distress and costs are not within definition of retiring allowance and are NOT TAXABLE
· ONLY those damages that are ATTRIBUTABLE TO LOSS OF EMPLOYMENT are taxable

· Court determines 50% of payment is taxable as a retirement allowance

· Compensation for legal costs: inclusion under s.56(1)(l.1), deduction under s.60.01V(i)

Schwartz v. Canada [1996] S.C.J. No. 15 – Retirement allowance: loss from prospective employment not included

Facts p1134

· Schwartz and new employer Dynacare signed agreement for $250K to commence employment after completion of assignment at current employer; notified current employer of resignation

· Days later, new employer cancelled agreement and offered compensation for release

· Schwartz refused; began employment with another firm after resignation date

· Evidence of negotiation b/t lawyers where Dynacare offered $267K for lost stock options and Schwartz asking $75K for lost salary

· Reached $400K settlement including legal cost with prospective employer later for damages plus costs

Analysis

· TCC found ‘retiring allowance’ did not include prospective or intended employment; finding of fact that damages were in small part for remuneration, in large part for embarrassment, anxiety and inconvenience

· FCA agreed that damages not retiring allowance; found most of damages taxable ($342K) under s.3 for lost salary and stock options

· SCC found FCA wrong to overturn finding of fact by trial judge: Minister should not have the burden of presenting specific evidence of the parties intentions as to apportionment in each case where general award is at issue but some evidence of intention of parties is required. Negotiation b/t lawyers not sufficient evidence as to apportionment since testimony of Shwartz and Dynacare said $400K for general damages and no apportionment for lost income -  rest of analysis should therefore be obiter
· Long service/loss of office or employment: Schwartz never held office or employment

· Employment starts as soon as employee comes under obligation to provide services

· Purpose/intent: 

· Act refers to ‘intended’ office in other sections (interest free and low interest loans); if wanted to tax this under s.56(1)(a)(ii) would have included it

· Act amended twice and still did not specifically include this situation

· 3(a) income from a source: 

· Finding of fact: no evidence as to the allocation of money by parties: w/o proper determination, amt cannot be in whole or in part be found taxable under s3(a)

· cannot apply b/c s56 is the specific provision that would apply

· surrogatum principle not applicable for income in employment context

· payment does not have characteristics of income from a source, not periodic, resembles capital payment ( compensation for loss of a source or 

· s3 Unenumerated source: Where there is a specific provision (s.56(1)(a)(ii)), it trumps general provision (s.3)

Result: appeal allowed, decision of TCC restored

RELATED CASES:

Anderson v. Canada: paid for moving/housing costs after dismissal ( sufficiently connected to o/e to be taxable
Bedard v MNR (1991): TP was terminated from employment and the reasons for his termination were broadcasted on TV and radio were TP lived.  TP settled his grievance for $32K. Court held 50% of damages for defamation (and not within definition of retiring allowance) and the rest in respect of loss of employment and taxable

Merrins (1995 TCC): TP settled his grievance for $60K. The court rejected his argument that the payment was a capital gain from the disposition of his right to have his grievance arbitrated, holding: “There is no doubt that the amount was received by the plaintiff in respect of the loss of his employment with AECL. Had there been no loss . .there would have been no grievance, no settlement, no award . . .. 

Niles (1992 TCC): the court referred to the SCC decision in Savage to conclude that a payment received by the TP in settlement of a human rights complaint following termination was received “in respect of” the TP’s loss of an office or employment.

Stolte (1996 TCC) --  TP received $9, 368.50 from former employer, of which $5, 941 was paid “as compensation for pain, suffering and stress” due to the loss of employment. Even though the amount was based on 2 month’s salary, it was “not income w/in the Act” but “damages for the mental and physical injuries she sustained” due to the egregious actions of her former employer. 

Fourier (1999 TCC) --  lump sum payment in settlement of a grievance and HRC characterized as damages from an injury “against the person of the TP”

Ahmad: look at primary purpose of what payment is for, here wasn’t in respect of loss of o/e
Covenants - Non-Competition Payments 
· Payment to a former employee not to compete with the former employer is generally deemed to be remuneration under s.6(3) taxable as income from office or employment

· In response to unfavourable court decisions, a statutory amendment was proposed in 2003 designed to tax amounts receivable under a restrictive covenant as ordinary income 

· Where a non-competition agreement accompanies the sale of a business, exceptions would allow taxpayers to characterize non-competition payments as capital receipts relating to the sale of the goodwill of the business or as proceeds from the sale of shares in a corporation or interest in a partnership to the extent that the restrictive covenant increases the FMV

· In 2004, draft legislation was released with proposed s.56.4(2)

· The proposed subsection defines “restrictive covenant” as “an agreement entered into, an undertaking made, or a waiver of an advantage or right by the taxpayer … whether legally enforceable or not, that affects, or is intended to affect, in any way whatever, the acquisition of provision of property or services by the taxpayer or another taxpayer that does not deal at arms length with the taxpayer”

· Proposed s.56.4(3) implements the exceptions, stipulating that the inclusion in s.56.4(2) does not apply to an amount received or receivable by a taxpayer in respect of a restrictive covenant granted by the taxpayer to a person if:

· The payment would be taxable as income from employment under ss.5,6

· The payment was required to be taken into account in computing the “cumulative eligible capital” under s.14(5)(E)

· The amount directly relates to the disposition of shares of a corporation or interest in partnership …

· Proposed s.56.4(4) provides that non-competition agreements are to be treated as wages if included in computing income from employment under ss.5 or 6; as an outlay incurred by the purchaser on account of capital if the payment is taken into account in computing cumulative eligible capital; and as a cost of the share or partnership interest in included in proceeds of disposition of either kind of property

· Proposed s.56.4(5) stipulates that s.42 does not apply to an amount received or receivable for a restrictive covenant

Benefits

· S.6(1)(a): includes board, lodging and “other benefits of any kind whatever”

· Received or enjoyed in year in respect of, course of, or by virtue of office or employment
· “any kind whatever” defeats presumption of limited class

· S.67: deductions limited to amount “reasonable in circumstances” (on employer side)

· S.67.1: business meals and entertainment deductible at 50% only (on employer side)

· 3 steps of application - Litigation issues to be determined:

· 1. characterization of benefit

· 2. Determination of relationship between benefit and TP’s employment (linkage test)

· 3. valuation of benefit

· Purpose: to catch superfluous income, prevent incentives to pay “in kind”, expand scope of inclusion to benefits “in kind”

· Merchandise discounts, subsidized meals, transportation discounts are examples of non-taxable benefits; suggests that authorities assess value at cost in some circumstances

· Material Advantage: if no material benefit / advantage, not taxable

· Huffman: clothing allowance not taxable because no material advantage. Reimbursement for out-of-pocket expenses incurred in work relationship. Undercover constable required to purchase clothes to replace clothing used for work.

· Moving expenses not taxable because no material advantage

· If employee is required to accept the benefit, generally not taxable

· Cutmore: taxpayer required to use employer’s accountant for tax return; court determined it was a benefit. Compulsion not a factor

· Deitch: legal aid lawyer had insurance paid by employer; court determined it was a benefit even though employer would have required employee to be insured

· Dunlap 1988: employer put employees up in hotels for Christmas party to prevent drinking and driving; assessed as a benefit. Costs were not trivial – significant benefit to taxpayer even when unilaterally conferred. 

· Seems to go against Lowe where maybe does not consider primary business purpose outside of travel. Can still fit into: primary business purpose w/ personal enjoyment more than incidental

· $100 / person non-taxable (CRA bulletin for business parties)

Interpretation Bulletin IT-470R: “Employees’ Fringe Benefits” (October 8 1999)

· Where employer pays for vacation or lets use of vacation property owned by employer, taxable at FMV less any amount employee paid to employer; benefit can be reduced if evidence of business activities during trip

· Main purpose of trip is business, no benefit where expenditures are reasonable

· Where business trip is extended for paid vacation, taxable equal to the cost borne by the employer for extension

· Where employee acts as a host for an incentive awards trip, considered a business trip so long as employee engaged in business activities a substantial part of each day

Lowe v. Canada [1996] F.C.J. No. 319 (F.C.A.) (Characterization)

Facts p287

· Appellant was account executive, responsibilities included relationship building with independent insurance brokers (who sold company policies)

· Appellant’s company implemented rewards program where brokers and spouses attended a trip; appellant and spouse attended trip at request of employer

· Appellant and officers testified that trip required them to be involved in business activities most of the time, and that their spouses were also required to participate

· Tax assessment included portion of trip on basis that it constituted a benefit

Analysis

· Purpose of s.6(1)(a) is to equalize tax payable between employees who receive compensation in cash and those who receive compensation in kind (Professor v. Krishna)

· Test: (Professor v. Krishna)

· Does the item provide the employee with an economic advantage measurable in monetary terms?

· If yes, is the primary advantage for the benefit of employee or employer?

· Primarily work-related; personal pleasure incidental ( NOT TAXABLE

· Personal pleasure MORE THAN INCIDENTAL ( TAXABLE

· De minimis test

· Characterization turns heavily on the facts (R. v. Savage): appellant claimed that he and wife did not have any time to themselves and had no choice to travel

· “Something of value test” contemplates that a large amount of leisure time is given to employees beyond outside-of-business-hours (Philip v. Minister of National Revenue)

· Incidental personal benefit can still be classified as business trip (Hart v. R) (de minimis test)

· Test: a material acquisition which confers an economic benefit on the taxpayer

· In this case, the appellant had very little time for personal pleasure

· Trip was primarily business motivated; pleasure / enjoyment was incidental

· All or nothing approach; see percentage based approaches below

Result: trip not held as benefit for tax purposes, personal enjoyment incidental to primary business purpose

Ratio: 

· Test-Characterization of benefit: material acquisition which confers an economic benefit

· Test- Travel taxable?: 

· Is travel primarily personal?

· Is personal aspect of trip more than merely incidental to trip (beyond de minimus)?

· OR is travel primarily work related/business and is personal aspect of trip more than merely incidental to trip? (e.g. extending business trip for personal vacation)

· NO benefit if primarily business related and personal aspect is incidental

RELATED CASES:

Cutmore v. Canada – TP exec; company required all execs have company accountant file their tax returns (to prevent shady dealings). Court found taxable benefit, EVEN THOUGH COMPULSORY

Dunlop v. Canada – TP went to work Christmas party. Court found taxable benefit DESPITE BEING UNILATERALLY CONFERRED

Huffman v. MNR – CSI had cleaning allowance for clothing ( not a benefit, because it put him back in position he would be in but for employment (clothes always bloody). BENEFITS VS REIMBURSEMENTS
Gernhart v. Canada – employer paid tax-equalization payments. Argued reimbursement. Court held INCOME, as obvious benefit. If they’d really wanted to reimburse her, they should have considered taxability of “reimbursement.”

Hart v. Canada [1981] C.T.C. 91, and Philip v. M.N.R. [1970] C.T.C. 330: Taxpayer was held to have received a taxable benefit equal to half the cost of a trip involving business and pleasure

Ferguson v. M.N.R. [1972] C.T.C. 2105: Taxpayer received a benefit equal to 10 percent of the cost of a trip to Greece undertaken primarily for business reasons

Dagenais v. Canada [1995] T.C.J. No. 20: Business component of the trip held to be 15%

McMillan v. Canada [1995] T.C.J. No. 281: Taxpayer required to include 40 percent of the cost of two trips he and his wife took at the employer’s request in order to accompany other employees and distributors of the employer’s products

Cales v. The Queen [1996] 1 C.T.C. 2110: Taxable share of the same trips as in McMillan was assessed at 85%

Romeril v. Canada [1998] T.C.J. No. 1044: Referred to Lowe in deciding an employee did not receive a taxable benefit for his and his wife’s attendance at a convention in France

Paton v. M.N.R. [1968] Tax ABC 200

· Wife accompanied taxpayer at employer’s request

· Board found wife’s travel expenses a taxable benefit to taxpayer because:

· She did not spend any time at head office learning the details of banking;

· She did not have any special fitness or training to judge people she would meet at social functions

Woman awarded amount to employee to compensate for higher taxes in Canada vs US. Declared tax benefit. 

R. v. Savage [1983] S.C.J. No. 80 (Relationship to Office or Employment)

Facts p303

· Savage voluntarily took 3 courses related to the business; received $100 per course for passing exams in accordance with company policy

· Employer reported amount as “other income” on T4 supplement indicating it was a prize; Savage did not include in tax return; Minister reassessed and included as income

Analysis

· S.6(1)(n) provides $500 exemption for tuition, scholarships and bursaries

· Savage argued specific provision (56(1)(n)) should apply over general provision (6(1)(a))

· Test: whether the benefit had been conferred on the employee as an employee or simply as a person (Phaneuf)

· S.6(1)(a) “benefit of any kind whatever” is very broad, encompasses her ‘prizes’: no requirement that payment must have character of remuneration for services
· Course increased TP’s knowledge, therefore TP received a benefit ( taxable

· “In respect of office or employment”: widest possible scope (Nowegijick v. The Queen) ( “in relation to”, “with reference to”, or “in connection with”

· The $300 received by Savage was a benefit within the meaning of s.6(1)(a)

· Company policy designed to encourage upgrading

· Courses would make her more valuable as employee, not merely personal

· Took courses to improve knowledge; opportunity for promotion

· Unlike Phaneuf, no element of gift, person bounty or consideration outside employment

Result: amount taxable benefit under s6(1)(a) but exempt under 56(1)(n) (see prizes)

Note: s56(1)(n) amended to exclude prizes received in course of business or employment 

Note: Disinterested gifts possible?: to allow large gift to employee, then employer would likely not deduct it from their revenue. If deduction then likely presumption that not a gift

Note: CRA now allows employer tax free deductions for gifts up to $500/employee

RELATED CASES:

Waffle: benefit need not be directly from employer; if you get by virtue of employment relationship, can be benefit under s.6(1)(a). Taxpayer received trip paid by Ford even though Ford was not employer

Mindszenthy: president of company gave gold Rolex to TP to use in company meetings ( TCC ruled it would not have been given to him had he not been an employee, and therefore was a benefit of employment

Phillips: TP accepted collateral payment for moving expenses to relocate with employer. Taxable benefit, as it was received by virtue of O/E

Guay v. Canda: diplomat had to send kids to special school due to being moved around all the time. Not taxable benefit as it in no way increased net worth, simply put back in position would have been

Detchon v. Canada [1995] T.C.J. No. 1342 (Valuation = cost to employer of providing benefit)

Facts

· Taxpayer, teacher at private school (Bishops), sent children to school for free (required by school)

· Minister assessed value equal to tuition fees

Costing methods:

· Marginal cost ($0): increased cost for adding one student

· Average cost ($5000): average cost of all students

· Alternative cost ($500): cost of sending student to another school

· Tuition cost ($7000): cost of actual tuition at BCS

Issue: how should “value” be interpreted?

Taxpayer argument: value doesn’t have to be fair market value. Could mean cost, and the marginal cost for the extra student is 0. Relied on present in administrative practices accepted by CRA

Analysis

· Court agrees that free tuition was a benefit for the purposes of s.6(1)(a): represents something of value in a material or economic sense to appellant

· Marginal and Alternative Cost are not appropriate methods of valuation – marginal cost not relevant since parents did receive an economic benefit and b/c child did receive a value in the education. Child did not go to another school so no reason to look at alternative cost, value received was value of education at that school

· There is no obligation for an employer to charge its employees for a good or service any more than its actual costs of the good or service (ABC Steel Buildings Ltd. v. M.N.R.)

· Valuing the benefit at the average cost per student is an appropriate method of valuation

RELATED CASES:

Giffen: value of a benefit is not always what cost is to employers

( in case of reward ticket, it is the price in which employee would have been obligated to pay for the ticket on same flight in same class of service and subject to same restrictions are are applicable to reward tickets (but isn’t this alternative cost?)

Wisla: TP given ring for longstanding service. TCC determined it was a benefit, but no resale value since ring personalized with corporate logo (lowers FMV) ( therefore value is scrap value

RATIO: value of items is MARKET VALUE(if personalization decreases market value, decreases taxable value too

Waffle: TP won a free vacation from employer. TCC: benefit, but since not “convertible into money” value is the cost of providing the benefit by the employer

Richmond: TP assessed on benefit of parking space he didn’t use. TCC: if benefit is available, it is a benefit regardless of whether you use it

Benefits in Respect of a Housing Loss

· Enacted in 1998 to limit amount that can be deducted in respect of housing loss

· Exclusion of these amounts provided significant tax advantage for employees who were reimbursed for such expenses

· Many employers require employees to relocate, therefore, first $15,000 paid by employer not taxed; one-half amount in excess included in income and taxable (eligible housing loss)

· Limited effect of Ransom
· S.6(19): amount paid in respect of housing loss is taxable

· S.6(21): housing loss is difference between cost paid for house and price sold for, also contemplates that house is sold for less than market value in previous 6 mos

· S.6(20): amount paid o TP in respect of eligible housing loss only a benefit to extent of (valuation rule (eligible housing loss only)):  

· Yr 1 receive 20K: tax on ½ X 5000 = 2500

· Yr 2 receive 10K: tax on (30K-15K)= 15000-5000=½ X 10000=5000

· S.6(22): defines eligible housing loss as loss in respect of eligible relocation (s248(1): have to move at least 40K closer to new location and for work reasons AND TP ordinarily resided at old residence before relocation and at new residence after relocation) (loss for only one residence))

· S.248(1): defines eligible relocation

· S.6(23) catches housing subsidies paid by employers, including relocation assistance

Ransom v. M.N.R. [1967] C.T.C. 346

Facts

· Employee received partial compensation from employer for loss on sale of his old residence when transferred ($3600)

· Minister assessed as taxable benefit under s.6(1)(a)

Analysis

· Court characterized payment as non-taxable reimbursement for loss incurred in the course of employment, same category as ordinary traveling expenses

· Personal expenses incurred while employee is away from home arise because employee is required to perform duties away from his home temporarily; different from remuneration for services ( reimbursement cannot be characterized as remuneration or a benefit

· Reimbursement of a housing loss is not a taxable benefit
· Effect limited by enactments of housing loss provisions

Moving Expenses

· Pollesel v. Canada [1997] T.C.J. No. 839: taxpayer’s employer reimbursed for moving expenses; court held the taxpayer had not received an economic benefit (and MacInnes)

· CRA views on moving expenses in IT-470R paragraph 35/36: moving expenses for transfers or new employment opportunity are not a taxable benefit; moving expenses out of a remote area on employee’s termination is not a taxable benefit

· Where moving expenses are neither paid nor reimbursed by the employer, the employee may deduct these expenses under s.62

Forgiveness of Debt

· s6(15)(a) taxable benefit “any time an obligation issued by any debtor is settled or extinguished” by the employer ( equal to the “forgiven amount” as per s.6(15.1) and s80(1)

· 6(15.1) forgiven amount

· reverses judgment in Greisinger
· TP moved from Calgary to Edmonton. Employer loaned him 140K to get house in Edmonton. TP could not sell house in Calgary so sold house in Edmonton at a loss. Employer forgave debt remaining.

· Court: did not pay as housing loss, was done as forgiveness as debt and not taxable 

McArdle v M.N.R. 1984 TCC – Forgiveness of Debt

Facts p342

· TP owned employer $14,774.72 which was forgiven by employer when TP left employment. (“resignation allowance”) Minister included forgiven debt in TP’s income

Analysis

· Forgiveness of debt integral part of arrangement under which TP’s employment was terminated by mutual agreement – direct nexus b/t TP’s employment and course of action taken by employer

· Contract of employment motivated the forgiveness of the loan – brings TP under 6(1)(a)

Result: forgiven debt to be included in TP’s income

RELATED CASES:

Norris v. Canada ( TCC: amount forgiven included regardless of source ( can be “indirect benefit” of employment
Interest-Free and Low-Interest Loans

· S.6(9) includes “an amount in respect of a loan or debt” that is “deemed by 80.4(1) to be a benefit received in a taxation year by an individual

· 80.4(1) reads that where a taxpayer receives a loan or otherwise incurs a debt of or as a consequence of a previous, current or intended office or employment, the individual is deemed to have received a benefit in the taxation year equal to the difference between:

· the total of all interest on the loan or debt computed at a ‘prescribed rate’ and all interest paid or payable in respect of the loan or debt by the employer or a person related to the employer, and

· the total of interest paid on the loan or debt within 30 days after the end of the taxation year and any portion of interest paid or payable by the employer or person related to the employer that is reimbursed by the debtor in the year or within 30 days after the end of the taxation year.

· Example: 500,000 loan for 5 years @ 5%, prescribed rate of 1%

· a interest at prescribed rate: 5000

· + b interest paid or payable on debt by employer: 10,000

· - c interest paid on loan within 30 days of end of year: 25,000

· - d amount under b reimbursed within 30 days of end of year

· ( no taxable benefit since no excess

· Regulation 4301(c) prescribes a rate of interest based on the yield on 90-day Government of Canada treasury bills. The effect of the rule is to require an individual to include as a benefit an amount equal to the difference between the prescribed rate and amounts paid by the debtor either as interest or by way of reimbursement of interest paid by the employer or a person related to the employer. 

· The section does not apply per 80.4(3) where the rate of interest on the loan or debt is equal or greater than commercial rates and paid by the debtor

· 80.4(1.1): loan or debt deemed received if it is reasonable to conclude but for office or employment, the terms of loan or debt would have been different or loan would not have been received or debt incurred (reverses Hoefele)

· Nexus test: the loan or debt was incurred b/c of or as a consequence of employment ( the benefit does not have to be linked but the loan. Interpretation is more narrow than “in respect of”

Housing Assistance

· S.6(23) overrules Hoefele (nexus test), Splane, and Suet: any housing assistance is a benefit (housing subsidy/assistance in respect of cost of, financing of, right to use, a residence)

· Exception might also apply where an amount is included in taxpayer’s income under s.6(15) on the forgiveness of the loan or debt

· Special rules for home purchase loans and home relocation loans:

· 80.4(4) Prescribed interest rate cannot exceed rate in effect when loan was received or debt incurred for a period of five years, 80.4(6) at which time the balance outstanding on the loan or debt is deemed to be a new home purchase loan for which prescribed interest rate cannot exceed rate in effect at that time for another five-year period, and so on

· S.110(1)(j) exempts any benefit related to first $25,000 of loan by allowing taxpayer to deduct any deemed interest on this amount in computing taxable income

· S.80.4(7) Home Purchase Loan: loan to buy residence for personal habitation

· “Home relocation loan”: received by an individual/spouse/CL partner who starts work at a “new work location” and moves to be >40km closer to that location (and loan used for buying it).

Canada v. Hoefele (subname Krull) [1995] F.C.J. No. 1340

Facts p338

· Court concluded that mortgage interest subsidy was not a benefit; reversed by enactment of s.6(23); analysis of s.80.4(1) continues to apply

· Taxpayers required to relocate from Calgary to Toronto; employer provided mortgage interest subsidy for costlier TO homes: subsidized portion of interest attributed to differential cost of homes

Analysis

· The loan or debt must be incurred “because of” or “as a consequence of” employment 

· S.80.4(1) requires a strong causal relation
· No loan or debt incurred “because of” or “as a consequence of” employment

· All employees owned home before the move and had to get mortgage to cover increased costs independently of employer involvement

· No employee jumped from a rental to mortgage situation

· None traded a principal for non-principal residence

· All traded ‘like for like’

· All had to qualify for loan on own merit

· NO NET GAIN TO TP ( equity did not increase b/c of loan ( NO BENEFIT

· Didn’t get loan because of employment; got low interest loan because of employment

· Dissent: employees would not have received interest subsidy but for their employment and relocation, employer paid monthly subsidy directly to mortgage provider not to employee

Splane v. M.N.R. [1990] F.C.J. No. 622

Facts

· Taxpayer transferred from Ottawa to Edmonton; compensated by employer for increased mortgage interest payments on new residence attributable to higher interest rates prevailing at time of transfer

Analysis

· Court determined that no economic benefit of any significant value was conferred

· The employee moved at the request of the employer, incurred certain expenses on the move, and suffered a loss

· The reimbursement of these expenses cannot be considered a benefit; the employee was simply restored to the economic situation he was in before he undertook to relocate

Phillips v M.N.R. 1994 FCJ p307 note 5 – Taxable: TP received 10K from employer for moving from Moncton to Winnipeg to compensate for higher costs in Winnipeg after stores closed in Moncton. Claimed collateral contract and payment not in respect of/by virtue of/in course of employment. Court: collateral contract can only give objective evidence of subjective intentions of parties-cannot itself be conclusive of payment granted on TP as employee or person. Legal substance over form: payment was on condition that TP continue employment-cannot exclude context of employment relationship.

( BENEFIT under 6(1)(a) b/c allowed TP to buy more valuable house (had it been interest payments, would have been tax deductible under 

Insurance (Compensation for Personal Injury)

· s.6(1)(a)(i) excludes benefits derived from contributions by TP’s employer to or under a group sickness OR accident insurance plan, private health services plan, OR group term life insurance policy
· Group sickness or accident insurance plan; BUT still taxable under S.6(1)(f)
· Group term life insurance policy; BUT still taxable under s.6(4)
· Private health services plan – defined in s.248(1) ( fully exempt. 

· Any contribution by employer taints the plan (makes it a taxable benefit). 

· S.6(1)(f) sets out circumstances where compensation for personal injury/group sickness plans are taxed; two requirements must be met if employment insurance plan benefits are taxed:

· Amount must be payable to the taxpayer on a periodic basis, and

· Amount must be paid pursuant to : i) sickness r accident insurance plan, ii) a disability insurance plan (Tsiaprailis), iii) an income maintenance insurance plan

· S.6(1)(f); deductible where  TP themselves contributed to ALL OF plan (employer did not make contributions/did not pay insurance premiums) Dagenais v. Canada
· Landry: if tax isn’t paid on premiums (because of employer contributions), amount will be taxable; if premiums paid out of after-tax income, amount non-taxable

· Where taxpayer makes contributions, s.6(1)(a) shouldn’t apply because the specific provision s.6(1)(f) exists

· Payment can be lump sum, but payable on a periodic basis (Dragovich)

· Peel: lump sum payment without admission of liability, or in respect of future benefits, is not payable on a periodic basis, so not subject s.6(1)(f), and not to s.6(1)(a)

· What about where there isn’t admission of liability?

· Cook: if s.6(1)(f) doesn’t apply, should rely on general provision s.6(1)(a) (not consistent with principle that specific rule trumps general rule)

Tsiaprailis v. The Queen, [2005] 2 C.T.C. 1 (SCC)

Facts p327

· Tsiaprailis paid long-term disability benefits for 8 years after MVA; insurance provider (through employer) discontinued benefits

· Tsiaprailis sued, and parties settled claim for “all inclusive sum” of $105,000 without admission of liability and with release

· CRA assessed sums as taxable (but legal fees deductable); trial said not taxable; FCA said portion for arrears taxable

Analysis

Dissent:

· When applying the surrogatum principle, the question is what the damage or settlement payment is intended to replace (Canadian National Railway v. R.)
· An “all inclusive sum” covering several heads of damage should be broken down and distributed into taxable and non-taxable segments; in this case:

· Accumulated arrears

· Future benefits

· Costs

· Because company denied liability, dissent found settlement not meant to replace income – payment not made pursuant to the plan

· Portion of settlement for arrears not taxable

Majority

· TP sued for benefits pursuant to the plan then claimed money received was not pursuant to the plan but to extinguish insurance’s liability – court says surrogatum principle would never apply if TP allowed to argue this

· TP also trying to argue she had a legal right to money in case against insurer, but arguing the OPPOSITE in case against CRA? Court wasn’t buying this.

· The determinative questions are (surrogatum): 

· (1) What was the payment intended to replace? And, if the answer to that question is sufficiently clear, 

· (2) Would the replaced amount have been taxable in the recipient's hands?

· Future benefits: payment to extinguish claims to future payments was not required pursuant to insurance plan therefore not intended to replace future disability payments ( capital payment not taxable under 6(1)(f)

· Arrears: Amount paid in satisfaction for past payments (arrears) IS taxable through surrogatum principle. ( paid in satisfaction of taxable benefit, therefore taxable

· Portion of settlement for arrears taxable

· Future benefits taxable as capital gain: has nature of lump sum payment therefore resembles capital payment
Allowances

· S.6(1)(b) requires taxpayers to include “all amounts received … as an allowance for personal or living expenses or for any other purpose”

· The Act does not define “allowance”

· Allowance: money paid to cover special expenses (Concise Oxford Dictionary)

MacDonald v. Canada (Attorney General) [1994] F.C.J. No. 378 (Characterization)

Facts p365

· Respondent is member of RCMP, transferred from Regina to Toronto

· After transfer, paid $700 per month as housing subsidy, as authorized by Treasury Board

· Respondent did not include subsidy in income on tax return

Analysis

·  “ALLOWANCE” for s.6(1)(b):

· An allowance is an arbitrary amount that is a predetermined sum set without specific reference to any actual expense or cost
· S.6(1)(b) encompasses allowances for personal or living expenses, or any other purpose, so an allowance will usually be for a specific purpose
· An allowance is in the discretion of the recipient in that the recipient need not account for the expenditure of the funds towards an actual expense or cost(DISCRETIONARY

· Reimbursement:

· NOT arbitrary(need to submit detailed receipts to be reimbursed for what you actually paid

· Non-taxable benefit if it does not represent payment of employee’s personal expenses

· Accountable Advance:

· Must submit receipts for amount you were given (accounting for the expenses they covered)

Held: taxable

Note: reimbursements and accountable advances are not generally taxable - but can fall under 6(1)(a) as benefit

RELATED CASES:

North Waterloo Publishing Ltd.: TP worked all over, often late ( given meal allowance of $1440. TCC: had he submitted receipts, then not taxable. However he didn’t and 1)arbitrary lump sum 2)for purpose of buying meals 3) spent at taxpayer’s discretion. EVEN THOUGH REIMBURSING EXPENSES, SINCE HE NEVER HAD TO ACCOUNT FOR IT IT’S A TAXABLE BENEFIT

Exceptions

· S.6(1)(b) is subject to exceptions set out in s.6(1)(b)(i)-(ix)

· (v): reasonable allowances for traveling expenses in respect of a period when the employee was employed in connection with the selling of property or negotiating contracts for the employer

· (vii): reasonable allowances for travel expenses for traveling away from :

· (A) the municipality ordinary worked at or reported to, AND 

· (B) metropolitan areas where the establishment was located or duties performed
· (vii.1): reasonable allowances for use of motor vehicle for traveling in performance of duties

· 81(3.1) exempts a reasonable allowance or reimbursement for travel expenses incurred in respect of part-time employment from an employer to which individual was dealing at arm’s length; … if… throughout the period in which the expenses were incurred… the individual had other employment or was carrying on a business or at a designated educational institution… provided the duties of the part-time employment were performed at a location not less than 80km away from both the individuals ordinary place of residence and the place of other employment

Blackman v. M.N.R. [1967] Tax ABC 480 p372 (Travelling vs. Sojourning)
Facts p372

· Employer moved appellant between Montreal and Halifax / St. John for business ops

· Employer paid allowance to lessen cost of living, which covered out-of-pocket and other expenses while away from home; appellants spent 3-4 months away per year

· Assessed as allowance under 6(1)(b); argued was travelling expense under 6(1)(b)(vii)
Analysis

· Allowances were for personal and living expenses, TP was sojourning, not travel expenses

· Travelling: moving back and forth within a short period of time

· Sojourning: living temporarily in a place

· Cannot claim travel expenses for sojourning!

· If an employee can deduct living expenses he is receiving to make up for personal expenditures while living away, then he will be overpaid vis-à-vis other employees who do not need to travel or sojourn away from their ordinary residence

Held: taxable

NOTE: s.6(6) now exempts (below)

Statutory Exclusions

· S.6(6) exempts certain benefits or allowances received by a taxpayer employed at a “special work site” or remote location (response to Blackman)

· S.6(6)(a): while TP is at special work site (board, lodging…)

· S.6(6)(b): travel to/from special work site and principal residence, or b/t remote location and any other location in Canada or country where TP is employed

· S.6(16) exempts certain disability-related benefits or allowances

Employment at a Special Work Site or Remote Location

· Where employees are away from principal place of residence or at special site or remote location for at least 36 hours
· S.6(6) exempts value of, or reasonable allowance in respect of, expenses incurred for 

· a) board and lodging for the period, and

· b) transportation between work site and residence

· “Special work site” defined at s.6(6)(a)(i):

· Jaffar: a work site OTHER THAN employer’s place of business

· of a temporary nature (but greater than 36h)

· CRA: also less than 2 years

· While maintaining a self-contained domestic establishment (s.248) as a principal place of residence at another location
· To which the TP could not reasonably be expected to return daily because of distance

· Smith v. Canada found a 60km commute to work reasonable

· Charun v. MNR 60km commute not reasonable as road treacherous, TP worked 12 hour days 7 days a week

· FACTORS:
· Distance from worksite to principal residence

· Hours of work

· Type of road traveled

· Time of day traveled

· Physical and mental health of taxpayer

Dionne v Canada 1996 TCC – Remote workplace
Facts: 

TP worked at school in remote area. Received allowance from employer for transportation of food which Minister included in his income. TP claimed could not be reasonably expected to establish and maintain self-contained domestic establish in village (400 residents). 
Analysis: 

· size and services of community sufficient to be established community. 

· “self contained domestic establishment”(SCDE) does not require TP to live permanently in location, enough that TP lodged, ate, slept over many months. 

· (Note: even if TP had another SCDE, allowance for home in village would still be taxable as considered 2nd home)

Guilbert v. M.N.R. [1991] T.C.J. No. 127 p377 (Characterization of Special Work Site)

Facts p377

· Appellant accepted job in QC city on condition that employer provided free apartment-job understood as temporary since he was expected to be soon working at employer’s Ottawa location

· Appellant worked 3 yrs in QC city, maintained principle residence and returned every weekend

· Appellant argued QC residence was “special work site”, did not have exclusive use of apartment

Analysis

· In absence of statutory definition, use ordinary meaning for words

· A “work site” is a “work site” and cannot refer to just any place of work
· The QC premises are not a special work site within the meaning intended by Parliament

· Decision not based on examples given in Summary of 1971 Tax Reform Legislation but is confirmed by them (i.e. construction sites…)

· S.6(6) does not apply even if the appellant’s work was temporary and he maintained his principal residence

· However could argue:

· Principal residence: Kids going to school in QC city suggest that former home was not principle residence, however wife remained at principle location, TP returned every weekend and did not have exclusive use of apartment in QC city

· Temporary: no contract stated that he would be moved to Ottawa therefore suggesting position was permanent, however can argue that TP would not have travelled b/t cities and have wife remain at principle residence if it situation wasn’t temporary.

Held: taxable

RELATED CASES:

Jaffar v R 2002 TCC p380 – Not taxable: TP employed at employer main site but transferred to client site for 1.5yrs during which employer paid lodging and travelling expenses to return home. Client site was unusual work place: “special” place is an unusual or exceptional workplace (Oxford English Dictionary) – special work site may be any place in the world including urban centres.

RATIO: special work site can be anywhere; DEF’N: a job at a work place other than usual place of employment

Harle v MNR 1976 p379 - Taxable: TPs excluded subsistence allowances paid to AB MPPs. Parliament could not have intended prov legislative building a special work site and TPs duties not sufficiently temporary in nature.

Rozumiak v The Queen 2005 p380 – Not taxable: TP hired by Vancouver Port Authority but sent to Chicago for 3 yrs to solicit more business– purpose understood as temporary. Held as special work site. 

Note p381: “Temporary” not defined in ITA, however duties considered temporary in nature if can be reasonably expected that they will not provide continuous employment for more than 2 years (Interpretation Bulletin IT-91R4)

Barret v Canada 1997 p382 – Taxable: TP separated from wife. Did not establish that he maintained at another location a “self-contained domestic establishment” as principal place of residence.

Smith v Canada 1998 p382 – Taxable: TP travelled 60km to and from work site to principal residence. Not uncommon in Canada for individuals to commute 60km, spending an hour or more on highway. 

Charun v MNR 1983 p382 – Not Taxable: temporary work site 60km from TP principal residence but TP worked long hours and had complex commute. In interpreting “by reason of distance”, Court considered: number of work hrs required at temporary work site, type of road TP must travel by, travel time and time of day TP must travel, general physical and mental heath of TP, amount of relax time once home. CRA added: means of transportation available and condition of route (para. 9 IT-91R4)

Deductions

· S.8(1) provides that taxpayers may deduct specific amounts as indicated “as are wholly applicable to that source” or “as may reasonably be regarded as applicable thereto”; the remainder of s.8 contains specific rules applicable to deductions permitted under s.8(1)

· S.8(2) limits the amounts that may be deducted to the amounts specifically listed in s.8

· S67: expenses must be reasonable to be deductible

· S.67.1 limits deductions on meals and entertainment to 50%
· S.67.1(4) exception for amounts paid on an airplane, train, or bus.
Legal Expenses

· s. 8(1)(b) – allows people to deduct “amount paid by taxpayer in a year as or on account of legal expenses incurred by the TP to collect OR establish a right to salary OR wages owed to the TP by employer/former employer

Werle v. MNR

· TP can deduct fees incurred to establish an entitlement to salary or wages, which he or she can then collect:

· Litigation does not have to be successful
· “right” that may be litigated is a claim to an entitlement to salary or wages

· therefore does not include claim for wrongful dismissal
Travelling Expenses

· S.8(1)(b) legal expenses to establish a right to or to collect salary, wages

· S.8(1)(h) allows deductions for travelling expenses in the course of the office or employment (other than motor vehicle expenses)

· Includes living expenses while travelling too

· S.8(1)(h.1) allows deduction for motor vehicle expenses incurred in travelling in the course of office or employment

· S. 8(1)(J) 

· TEST: 
 for s.8(1)(h) and (h.1)

1. ORDINARY REQUIREMENT: Employee must have been ordinarily required to carry on the duties of the office or employment away from the employer’s place of business or in different places;

2. PAID FOR THEMSELVES: Employee must have been required under the contract of employment to pay the travel expenses incurred in the performance of the duties; and,

3. NO ALLOWANCE: Employee must not receive travel allowance exempt from tax under s.6(1)(b)

· S.8(10) stipulates that amounts otherwise deductible under s.8(1)(h) and (h.1) shall not be deductible “unless a prescribed form, signed by the taxpayer’s employer certifying that the conditions set out in the applicable provision were met in the year in respect of the taxpayer, is filed with the taxpayer’s return of income for the year”

· S.8(1)(j) allows deduction for interest payments and capital cost allowances related to acquisition of a motor vehicle used to perform work duties or an aircraft required for TP’s office or employment

Nelson v. M.N.R. [1981] C.T.C. 2181 (Place of Business)

Facts

· Appellant, architect and lawyer, accepted position for construction project in Ontario

· Appellant contends the ordinary place of business was Toronto (company HQ) although stationed full-time in Alymer

Analysis

· “the employer’s place of business”?

· establishment of the employer for which the taxpayer was hired, to which he was assigned and at which he ordinarily reports for work (Should be interpreted in relation to the taxpayer
· not necessarily the employer’s head office OR any one of its administrative offices
· It does not necessarily refer to the employer’s head office or any one of its administrative offices, but refers specifically to that

· Here, TP was hired specifically for Alymer project, spent almost all of his time there, employment K did not mention Toronto HQ but only Alymer

· therefore since he reports to Alymer, that is his ordinary workplace

Held: expenses not deductible under s8(1)(h)

Inray v Canada [1998] p398 – Expenses Deductible: Travel expenses incurred by teachers to attend annual teacher’s convention. Attendance at convention was “normal, a matter of regular occurrence, commonly and usually occurs and is a requirement which takes teachers from time to time away from the places which they usually work”.

Canada v. Cival [1983] C.T.C. 153 (Required Under Contract to Pay Travel Expenses)

Facts

· Civl used car to carry out employment duties; reimbursed at mileage rate

· In 1977, expenses exceeded reimbursement; he claimed difference as deduction on taxes

Analysis

· If required by contract to pay expenses incurred in car use ( gets to claim deduction
· Though mileage was reimbursed, 

· TP not OBLIGATED to use car for work (if he had refused, employer could not sue for breach of employment contract), even though reimbursed if he did.

· Therefore, he was not required by contract of employment to use car in performance of his duties

RATIO: if you can REFUSE to use your car, without being in breach of employment K, then not deductible

Rozen v Canada [1985] p402 – Car Expenses Deductible-Broad Interpretation: travelling expenses incurred by auditor at accounting firm travelling to client sites. Implied term of contract: expectation of employer that TP would use own car and TP would probably be dismissed if not willing or unable to use own car. Broad interpretation: even if not required under contract, TP required to pay expenses, if employer not prepared to pay expenses then provision should apply.

Note: para 33 IT-522R: a) employer must indicate that the TP is required to pay travel expenses on form T2200 required under s8(10), b) TP’s reasonable travel costs must not be reimbursed by employer

Yurkovich v. M.N.R. [1986] 2 C.T.C. 2300 (Receipt of Travel Allowance)

Facts

· Yurkovich claimed travel expenses in tax return, based on total car expenses less amount received by employer at mileage rate (under collective agreement) less percentage deducted for personal use

Analysis

· Court satisfied that first 2 conditions under s.8(1)(h) fulfilled (ordinarily required to work away and required under contract)

· Difficulty rested on whether the mileage rate reimbursement constituted an allowance

· Mileage rates not calculated and paid in advance of travel; paid as a result of claims made by appellant subsequent to and dependent on such travel

· This places the amount outside the “allowance” category; if it is not an allowance at all, s.6(1)(b)(vii) and s.8(1)(h)(iii) have no application

RATIO: reimbursements after the fact are NOT an allowance ( s.6(1)(b)(vii) cannot apply but s8(1)(h) can

Note p406: language of 6(1)(b): payments based on distance travelled by employees deemed as “allowance” (treats mileage reimbursements as allowances)

Gauvin v MNR [1979] p406 – Car Expenses Not Deductible: TP’s deductions for car expenses in excess of allowance paid by employer disallowed as an unreasonably low allowance is one set below standard or reasonable amount for functions intended to reimburse not merely below total expenses incurred. 

Canada v Mina [1988] p407 – Car Expenses Deductible: TPs made daily trips to 5 different schools and received small allowance. Car expenses deductions allowed as allowance “woefully inadequate”.

Evans v Canada [1988] p407 – Car Expenses Deductible: Allowance received by school psychologist did not cover travel b/t home and 1st and last school visited each day, TP deducted excess expenses incurred. Exceptions under s8(1)(h.1)(iii) relate only to travel expenses allowance meant to reimburse and does not preclude claim for travel expenses not paid by employer. 

Luks v. M.N.R. [1958] C.T.C. 345 (Travel in the Course of an Office or Employment)

Facts p410

· Taxpayer, electrician, took contract in Oshawa (47 miles away)

· Taxpayer carried necessary tools between work site and home each day b/c of quantity and risk of leaving them at the worksite

· Appellant paid an hourly rate not including travel time

· In computing tax return, deducted travelling expenses from wages (before rule in s.8(10)): claimed that TP was required to supply/bring own tools therefore carrying them to/from work were part of his work duties

Analysis

· To deduct expenses, he must be necessarily obliged to incur them; obliged by the very fact he holds the office and has to perform duties (Ricketts v. Colquhoun, [1926] AC 1)

· Commute time was not part of duties; taking tools home each day not part of duties (even if practical thing to do) – both done before and after TP performed work duties

· The journeys were not made for the employer’s benefit, on employer’s behalf or direction

· Commute made in consequence of employment; not sufficient to meet Act requirements

Held: expenses not deductible ( must be PART of duties to deduct (going to work doesn’t count)

Note: courts have moved away from Luks
Canada v Diemert [1976] p412 – Car Expenses Not Deductible:  TP lived in Regina, deducted expenses for reporting to work in Assiniboia before making other trips. TP employment duties started in Assiniboia not Regina.

Chrapko v. Canada [1988] FCA
Facts p412 note 5

· Employed by Jockey Club, sought to deduct car expenses incurred in travelling from his home in Niagara Falls to each of the three racetracks where he worked: Woodbine and Greenwood in Toronto and Fort Erie

Analysis

· Court allowed for 1 racetrack: Fort Erie, on grounds that s.8(1)(h) applied to expenses incurred in travelling to a place of work AWAY FROM the usual places of work 

· 75% of appellant’s work in Toronto (which was not deductible) 

· To. was metropolitan area of “usual work”, whereas Ft. E was not

M.N.R. v. Merten [1990] FCTD
Facts p 412 note 6

· Taxpayer employed as project manager with permanent office in Calgary

· Sought to deduct travel expenses to different worksites in Calgary area to which he frequently travelled to (some directly to or from home)

Analysis

· All travel to worksites OTHER THAN usual workplace deductible (thanks to Chrapko).

· This includes home( workplace

· On this basis, judge explained “the Luks rationale can no longer be applied so as to preclude all deductibility where the travelling itself is not the performance of a service for the employer”
Evans v. Canada [1998] TCC
Facts p413 note 8

· School psychologist for Calgary Board of Education was required to travel to various schools in order to carry out duties

· Sought to deduct car expenses incurred in travel in excess of allowance paid by employer: allowance did not cover travel b/t home and 1st  and last place of work in day

Analysis

· Court concluded that expenses related to duties required to carry on away from employer’s administrative office and in different places

· Normally, travel between residence and office would be a personal expense; however, appellant required to transport voluminous material in car to various workplaces requiring exclusive use of her trunk on a permanent basis

· Therefore, cost to transport materials via car back and forth at the start and end of each day was a necessary expense incurred in the performance of duties
· COURT: should be able to deduct travel expense in excess of distance from home to administrative office (less reimbursement)

· Note: seems like a reversal of Luks (even uses “only practical way”)

Food Expenses (Meals)
· Travelling expenses include meals consumed during periods of travel

· A deduction for meals under s.8(1)(h) must, under s.8(4) be consumed:
· During a period while taxpayer was required to be away for a period of 12+ hours
· Away from the municipality where the taxpayer ordinary works AND away from the metropolitan area (if applicable) where it is located

Healy v. Canada, [1979] C.T.C. 44

Facts

· Appellant resided in Metropolitan Toronto; employed by Ontario Jockey Club, with HQ in Toronto and several tracks in and outside of Toronto

· Appellant sometimes required to work at Fort Erie, and received no reimbursements

· Appellant deducted costs of transportation, accommodation, and meals under s.8(1)(h)

· Minister allowed deductions for transportation and accommodation but not meals

· Relevant facts:

· Lists posted at each track to inform employees where they are working

· HQ delivers paycheques via courier to employees at their post

· Disciplinary matters handled initially at track but final disposition at HQ

Analysis

· Employee fell under 8(1)(h): matter for regular occurrence that he was required to carry out duties at at least 2 of 3 racing tracks and was not reimbursed

· TEST:
1. where did employee ordinarily report for work: from the facts, it logically follows that the appellant usually worked in Metropolitan Toronto; Fort Erie is not the municipality in which he ordinarily works ( This brings the appellant within s.8(4)

2. was the employee away for more than 12 hrs: YES 

· The objective of s.8(1)(h) is to enable employees required to work away from their ordinary place of work to deduct their out-of-pocket expenses in so doing

· S.8(4) is designed to prevent abuses in the application of s.8(1)(h) but not to prevent legitimate deduction of expenses properly incurred while working at different places

Moving Expenses

· Traditionally viewed as a non-deductible personal and living expense (under s.18(1)(h))

· 1972 amendment allows limited deduction under s.62 for “eligible relocation”

· S.62(3) “moving expenses” includes (NON EXHAUSTIVE):

· Includes any expense incurred as a result of, or on account of, but not limited to:
· Reasonable travel costs (includes meals and lodging) in course of moving to and members of household

· cost of transporting and storing household effects (costs in course of moving)

· cost of meals and lodging near old or new residence for up to 15 days (no reasonableness language, so arguably can be extravagant)

· lease cancellation costs (Patry: subletted @ loss, but couldn’t deduct difference)

· selling costs in respect of old residence

· cost of legal fees related to buying of new residence and cost of transfer taxes of new residence (NOT GST), and only applies if you have sold an old residence (1976)

· carrying costs (includes heating, etc) on old residence up to $5000 while not living there and reasonable efforts to sell (1997)

· cost of new documentation (ie. New drivers licenses, etc) and utility disconnection at old residence and connection at new residence (1997)

· MUST be an “eligible relocation”:

· s. 248(1)

1. from old to new residence 40km closer to new work location
2. in order “to enable” the taxpayer to be employed or carry on a business or post-secondary at the “new location”

3. both old and new are in Canada
· limitations on what you can deduct-->Ie you can only deduct an amount that would result in a gain

· s. 62(1)(a)-(d) can deduct amounts paid in a year that are moving expenses, incurred as a result of moving to new work

· Several provisions of s.62 were enacted as retroactive (see text pp.1236-7)

· Deductions not allowed have included:

· Tuition fees

· Cost of connecting appliances

· Cost of minor renovations to new residence

· Cost of reupholstering furniture and readjusting drapes

· Cost of changing door locks

Storrow v. Canada [1978] C.T.C. 792

Facts

· One of first cases to consider meaning of “moving expenses”

· Tax lawyer sought to deduct various costs associated with moving from Ottawa to Vancouver in July 1975, including:

· Differential cost between sale of old house and purchase of new house

· Mortgage interest on differential cost

· Land registry fees (NOTE: now allowed by s.62(3)(f))
· Installation of dishwasher and new door locks

· S.62(3)(f) and post-amble to s.62(3) were not applicable in July 1975

Issue: were these amounts “paid by him as or on account of moving expenses incurred in the course of moving from his old residence to his new residence”

Analysis

· TP argued moving expenses include all direct and indirect costs from decision to move to actual relocation

· Minister argued amounts in issue are not expenses but extra costs incurred in replacing residence – court agreed

· Where a definition section uses the words “includes” as in s.62(3) it includes not only enumerated items but additional items

· “moving expenses” must be construed in their ordinary and natural sense in the context of statute

· The expenses are not moving expenses in the natural and ordinary meaning, but are the ordinary out-of-pocket expenses incurred by a taxpayer in the course of moving

· “Moving expenses”: do not mean costs incurred in connection with the acquisition of the new residence; only costs incurred to effect the physical transfer of the taxpayer, his household, and belongings to the new residence are deductible

· STRICT CONSTRUCTION: only the normal out-of-pocket expenses in course of changing residence
RATIO: moving expenses def’n still good law

RELATED CASES:

Cusson c. Canada, [2007] p1210: purchasing equipment and installation costs not included in connection and disconnection costs

Hansan v Canada, [2004] p1208: Student tried to deduct rent for old apartment while working over the summer in another city as a deductible expense for “storing household effects”

Court: amount must be paid when a TP physically moves or changes residences”
Pollard v. MNR (1988)

Penalty fee for cancelling old mortgage DEDUCTIBLE ( “selling cost in respect of old residence”
Animals as “members of household”

Critchley v. Canada (1983) TRB
Facts: TP claimed expenses for moving family dog (vet bills for tranquilizer, other required shots)

Court: DEDUCTIBLE: both english/french use “household” rather than “individual” etc ( language broad enough to include family dog as “member of household” 

Yaeger v. MNR (1986) TCC

Family horse ruled “not a household effect”( not deductible
Gold v. Canada, [1977] C.T.C. 616

· Taxpayer sought to deduct room, board and tuition fees for his son

· Court disallowed deductions

· “Moving expenses” mean expenses incurred in physically moving and actually changing residences and certain other very specific expenses relating directly to the actual move and reinstallation, and do not mean an amount to compensate for incidental disturbances or damages not related to the actual move and reinstallation in the new residence

Eligible Relocation

· S.248(1) defines eligible relocation as a relocation that occurs (a) to enable the taxpayer carry on a business or to be employed at a “new work location” or to be a student in full-time attendance enrolled in a program at a post-secondary level; (b) both the new and old residences at which the taxpayer “ordinarily resided” are in Canada; (c) the distance between the old residence and the new work location is not less than 40km greater than the distance between the new residence and the new work location

· Three issues for consideration:

· Purpose of the relocation

· Residences at which the taxpayer ordinarily resided before and after the relocation

· Distance of the relocation

· Purpose: relocation must occur to enable the taxpayer to carry on a business, be employed, or be a full-time student at a post-secondary institution at the new work location (applicable since 1999)
· Unclear whether time limit on move (within x years of new job)
· Residence before and after relocation: moving expenses may only be deducted where both old and new residences are in Canada (see also Distance)

· Distance: new residence must be at least 40km closer to the new work location

· Courts traditionally measured distance on straight-line basis, but reconsidered in Giannakopoulos
Beyette v. M.N.R. [1990] 1 C.T.C. 2001 (Timing of relocation)

Facts p1211

· Case before new purpose test, but consideration of “reason for move” still applicable

· Beyette changed job locations in 1981; intention to move but delayed because of poor supply of homes, lack of equity, high interest rates, and personal health problems; did not move until 1986

· The issue is whether, all other conditions being met, the reason for the move was employment since he did not move until 5 years after the job relocation

Analysis

· The court was satisfied with the reasons provided as to the delay in the move, however, the court feels it is irrelevant

· The taxpayer alone is left to determine the timing of the move, and the costs associated with the move; the Act does not express any time limit

· The respondent has no basis upon which to conclude that there is some time frame that is “reasonable” and another that is unreasonable

· DEDUCTIBLE

RELATED CASES:

LANGUAGE HAS SINCE CHANGED TO “to enable” TP to be employed ( not clear to what extent this overrules Bayette

Beaudin v. Canda (2005) TCC: followed Bayette without commenting on new language

Abrahamsen v. Canada: new language DOES affect people moving IN ORDER TO FIND new employment ( used to be disallowed, but now allowed
“New work location” requirement

DEDUCTION MIGHT BE ALLOWED IF “SUBSTANTIALLY DIFFERENT” JOB AT SAME LOCATION
Grill v. Canada [2009] TCC: TP had commuted to work for 10 years. Sought deduction for moving expenses after he and his wife separated, and he moved 40km closer to work. 

Court: DISALLOWED. ITA clearly contemplates a ‘new work location,’ for which there was not one here.
Gelinas v. Canada (2009) TCC: TP commuted 65 km to work for part time position. Moved 40km closer upon obtaining full time position.

Court: ALLOWED. Ignored the “new work location” requirement. TCC thought that the critical words were “enable to be employed…at a location,” NOT the “new work location” part.
Moreland v. Canada (>2009) TCC: TP assigned new employment duties at same location.

Court: DISALLOWED ( rejected Gelinas approach, disallowed on basis that did not meet the ‘new work location’ req’t.
Adamson v. Canada: employer allowed TP to work from home; he moved from city to country for lower expenses, larger house.

COURT: allowed deduction, TP’s claim that he needed bigger house to accommodate home office accepted as good reason for “enabling employment”
Rennie v. M.N.R. [1989] T.C.J. No. 1105 (Characterization of Residences)

Facts p1215

· Appellant employed at McGill for one year, then moved to UofA in Edmonton in 1981 but unsure of contract length, so did not sell Montreal house, and rented apartment in Edmonton

· Then moved to UVic in 1983, and after contract renewed, decided to make it permanent residence

· On 1981 tax return, claimed moving expenses from Montreal to Edmonton-allowed

· On 1983 tax return, claimed moving expenses from Edmonton to Victoria-allowed

· On 1984 tax return, claimed old employer as McGill and new employer as UVic, but claimed former residence as Montreal residence (to include costs of selling home and moving balance of effects)-disallowed

Analysis

· The appellant cannot have 2 simultaneous residences under s.62; “residence” does not govern the provision, rather “ordinarily resident” is the key phrase

· One is ordinarily resident in the place where in the settled routine of his life he regularly, normally or customarily lives

· The appellant was ordinarily resident in Victoria in 1984; he had moved from Montreal 3 years earlier and his home was either in Edmonton or Victoria

Jaggers (1997 TCC) Deductible– TP allowed to deduct cost of sale of house 2 years after move. Held that it is sensible to retain old home where prospects of new job are uncertain.

Neville (1979 TRB) Deductible + delayed move – TP moved from Peterborough to Winnipeg. TP and family live for two years in temporary accommodation at new work location then moved from old home in P. Held that the old residence continued to be Peterborough up to time of move, domestic arrangements were merely temporary

Pitchford (1997 TCC) Deductible – TP moved from Victoria to Moose Jaw and then MJ to Saskatoon sought to deduct expenses incurred in transporting furniture most of which remained in storage until S. Held that the TP had no settled routine of life where they normally or customarily lived until S and therefore did not take up ordinary residence until S.
(NO MOVE UNTIL ROUTINE
Ringham (2000 TCC) Deductible – TP accepted offer to work in Budapest, sold home in Kanata and rented condo in K while travelling weekly to Thornhill where he stayed at a Holiday Inn. TP then moved to Richmond Hill to work full time at his employer’s office in Thornhill after Budapest project cancelled. TP sought to deduct sales cost on the house in K. Held that there was realistically only one move as the rental premises was temporary and not an ordinary residence.
( note, special circumstances: TP living temporarily while waiting for new project to start
Calvano v Canada (2003 TCC) Not Deductible – TP moved from Brampton ON to Coquitlam BC to a rented house but delayed selling former house since tenant insisted on 16 mo lease.  Court held TP ordinarily resident in Coquitlam and disallowed deduction of selling costs for house

Turnbull (1999 TCC) Not Deductible – TP maintained a home in Newfoundland, worked in Edmonton and various other distant places. TP returned to N each year, listed it as his place of residence for taxes and rebuilt a house there. Held that TP was at all times ordinarily resident in N and moving expenses not deductible. 

McDonald (2007 TCC) – TP could not find work in Cape Breton, worked in AB for 6 wks but maintained principal residence and did not change address/bank account/driver’s license and wife stayed at home. Held that TP was at all times ordinarily resident in CB and moving expenses not deductible

Cavalier (2002 TCC) – TP required to move from Delta to Fort McMurray for a 4 month teaching contract, his wife stayed in D, he did not change bank accounts or mailing address. Held that the purpose of the deduction was to encourage mobility in the work force. The settled routine of the TP was that of an ordinary resident for 4-months, he slept, worked and socialized at his new work location.

Giannakopoulos v. M.N.R. [1995] FCA (Distance)

Facts

· Appellant was a research interviewer with UofA; accepted new position and moved from Stony Plain to Edmonton

· Using odometer in car, she calculated the new residence was 44km closer to workplace 

· Distance measured on a straightline basis calculated new residence at 36km closer

Analysis

· It only makes sense to measure distance moved using real routes of travel; a realistic measurement of distance is necessary in order to give effect to the provision’s purpose 

· Court does not go so far to accept measurement based on the worker’s ‘normal route’

· Shortest Normal Route Test: the shortest route that one might travel to work should be coupled with the notion of the normal route to the traveling public

· Deduction allowed

Nagy v. Canada 2007 TCC

Facts

· Minister google-maped route, disallowed based on shortest distance

Judgment

· Minister’s route ridiculous (19 lefts, 19 rights or something)

· Too mechanical! ( makes less sense than “as crow flies” route

· USE REASONABLE ROUTE, based on common sense, that ordinary person would take
Limitations on Deductibility

· S.62(1) limits the deduction of moving expenses in several ways:

· S.62(1)(a): moving expenses are not deductible to the extent that they were paid on the taxpayer’s behalf in respect of the office or employment

· S.62(1)(d): disallows deductions to the extent that reimbursements or allowances received by the taxpayer are not included in computing income

· S.62(1)(c): limits deductible amount for a year to:

· The taxpayer’s income for the year at the new work location or carrying on the business (therefore any employment does not qualify-see Hippola)

· To the aggregate of scholarships, fellowships, bursaries, prizes, and research grants where the relocation occurred (for post-secondary ed.)

· S.62(1)(b) permits any non-deductible expenses to be deducted in computing income from these sources in the immediately following year (where s.62(1)(c) applies)

Hippola v. The Queen, [2002] 1 C.T.C. 2156 p1225

Facts

· Appellant resided in Navan, ON; commenced employment in Waterloo

· While employed there, rented accommodation; wife and children resided in Navan

· 2 years later, appellant moved back to Ottawa area, for purpose of starting own business, but was immediately approached by Mitel and started to work for them 

Analysis

· s.62(1)(c): amount may be deducted for eligible relocation to the extent that it does not exceed the taxpayer’s income for the year at the new work location

· Income from the appellant’s business was 0 so not entitled to any deduction

· Mitel approached appellant after he moved back; if had been approached before moving, could have deducted expenses
RATIO:

· Act says THE business, so he could only deduct against THE business he MOVED TO START.

New language though? This “enabled” him to start new business? (wouldn’t have gotten offer if hadn’t moved…)

6. Income or Loss from a Business or Property and Other Income
· S.3(a) identifies each business and each property as sources of income

· S.3(d) permits taxpayers to deduct their losses from each business or property

· Computation of income or loss from a business or property is governed by ss.9-37

· S.9(1) defines income from a business or property as the profit from that business,  implying deduction of reasonable expenses incurred

· S.9(2) defines loss as “the taxpayer’s loss, if any, … from that source computed by applying the provisions of this Act respecting computation of income from that source with such modifications as the circumstances require”

· S.9(3) stipulates that the expressions “income from a property” and “loss from a property” do not include capital gains or losses from the disposition of that property

· Ss.10 and 11 contain special rules governing timing of various inclusions and deductions

· Ss.12-17 specify various amounts that must be included in computing a taxpayer’s income from a business or property

· Ss.18-21 contain numerous rules both limiting and permitting the deduction of specific amounts in computing income from a business or property

· Ss.22-25 apply where a taxpayer ceases to carry on a business

· Ss.26-37 apply to special cases as indicated

· Where the source of a profit or loss is characterized as a “business” or “property”, income is fully taxable under s.9(1) and s.3(a), and losses are fully deductible under s.3(d)

· Where the gain or loss is of a capital nature, only one-half of the gain is taxable (s.38) whereas the loss is only one-half deductible (s.38), and deductible only against taxable capital gains for the here (s.3(b))

· Where an economic gain or loss is not contemplated by the Act, neither the gain or loss is recognized for tax purposes

· Where a taxpayer realizes a gain, it is to his advantage to argue that the gain is not contemplated by the Act, or, that the gain originated from the disposition of capital rather than business or property

· Where there is a loss, more advantageous to characterize as a loss from business or property (thus deductible)

· Potential issues: characterization, inclusions, deductions, timing issues

Characterization

· “Business”: a habitual occupation, profession, trade (Oxford Dictionary)

· broad in nature; object is the acquisition of gain through utilization of labour and capital in varying combinations

· “Business” (s.248(1)): includes a profession, calling, trade, manufacture or undertaking of any kind whatever and, except for the purposes of paragraph 18(2)(c), section 54.2, subsection 95(1) and paragraph 110.6(14)(f), an adventure or concern in the nature of trade but does not include an office or employment;

· Property: passive return on investment capital: rent, dividends, interest, royalties

· “Property” – ordinary meaning: the right to the possession, use, or disposal of anything

· similarly broad in nature

· “Property”- statutory meaning (s.248(1)): means property of any kind whatever whether real or personal or corporeal or incorporeal and, without restricting the generality of the foregoing, includes

· (a) a right of any kind whatever, a share or a chose in action,

· (b) unless a contrary intention is evident, money,

· (c) a timber resource property, and

· (d) the work in progress of a business that is a profession;

· Court has held right to compete is not property

· The distinction between income from a business and income from property generally depends on the degree of activity involved in producing the income

· A TP would argue that the income from an activity is 1) not contemplated by the Act, or less advantagely 2) a capital gain conversely where there is a loss, the TP would argue that it derives from a business or property to be fully deductible

Business

· For the purposes of the Act, the concept of a business comprises both its ordinary meaning and the extended meaning set out in s.248(1)

· A number of cases have considered the question whether a given activity constitutes a business in its ordinary meaning

· Anything which occupies the time, attention and labour of a man for the purpose of profit is a business (Smith v. Anderson, (1880) 15 Ch. D. 247)

· 1-Organized activity of any kind (objective test)

· 2-carried on for purpose of making a profit (subjective test)

· Extended Meaning: s.248(1) adds “a profession, calling, trade, manufacture or undertaking of any kind whatever and … an adventure or concern in the nature of trade”

· Profession is defined as a vocation in which a professed knowledge or some department of learning is used in its application to the affairs of others, or in the practice of an art founded upon it

· Courts have defined professions according to the “special skill or ability or experience” possessed by persons carrying them on

· Calling is defined broadly as “a business; occupation; profession; trade; vocation”

· Trade means “the buying and selling or exchange of commodities for profit” for tax cases (though it also has a broad meaning of a business)

· Manufacture is defined (for tax purposes) as the production of articles for use from raw or prepared material by giving to these materials new forms, qualities and properties or combinations whether by hand or machinery

· Undertaking is defined as an enterprise or activity, or a proposal, plan or program in respect of an enterprise or activity; within ITA must include an element of danger or risk

· Adventure or concern in the nature of trade (AINT): adventure defined as a daring enterprise or commercial speculation; concern defined as matter that affects a business; for an adventure or concern to be in the nature of trade, the activity must presumably have at least some of the characteristics of a trading enterprise, generally buying and selling of commodities; this category of business under s.248(1) has been a considerable source of litigation (income or loss from business vs. capital gain or loss)

M.N.R. v. Morden [1961] C.T.C. 484 (Ordinary Meaning)

Facts p493

· Along with owning and operating hotel, taxpayer owned a racing stable for 6 years

· Throughout this period (1942-8) he was heavily involved in gambling

· No records of his gains and losses from betting were kept; in 1948 disposed of all horses but continued to gamble at lesser extent

· Minister reassessed 4 tax years, adding amounts in relation to net gains from gambling (provisions allowed Minister to presume income based on net wealth where assets greater than reported income)

Analysis

· Not taxable ( gambled for EXCITEMENT, not as an ORGANIZED COMMERCIAL ENTERPRISE

( therefore hobby/windfall income, not business

RATIO: gambling is taxable only if organized as a business (ie. Organized like a bookie would organize)


No evidence of such organization here, therefore not a business
Note: hobbies imply no reasonable expectation of profit therefore considered windfall/gift by courts and not taxable, but conversely a loss would not be deductible

Treasure-Seeking Cases

· MacEachern (1977 TRB) Business Income – M searched for sunken treasure intending to sell findings for profit. Held that this was income from a business as partners intended to sell anything they found, it was a well organized endeavour (investment of time, money, equipment to locate, acquire, retain and resell), and there was potential for substantial profit. ( partners also motivated by profit AND sufficient organization for business.
· Tobias (1978 FCTD) Loss from Business Income – T involved in unsuccessful treasure hunt. Court: citing MacEachern, hobby had commercial character. Full deductions allowed as uncertainty of profit does not preclude expenses from being considered business expenses.
· RATIO: UNCERTAINTY OF PROFITS  DOESS NOT PRECLUDE EXISTANCE OF A BUSINESS
· Cameron note 10 p 498 Hobby: TP fishing off BC coast and decided to catch killer whales and sell to aquariums, made over 8K over 2 occasions. Minister assessed as business income. TP argued was hobby and attempting to catch fish. Court decided TP got lucky while catching fish and was hobby. Only 2 occasions therefore lacked frequency of organized trade. ( however 3 times?
s.248(1): AINT : adventure or concern in nature of trade

S. 248 (1): 

· “ADVENTURE” defined as a daring enterprise or commercial speculation
· “CONCERN” is a matter that affects a business
· both must presumably have at least some characteristics of a trading enterprise (category of business under 248(1)
M.N.R. v. Taylor, [1956] C.T.C. 189 (Extended Meaning) (AINT)

Facts p500

· Leading case on “adventure or concern in the nature of trade” (AINT)

· Taxpayer, president of subsidiary company, parent company refused future delivery purchase and only allowed 30 day supply of lead to prevent subsidiary from speculating on lead prices; made substantial profit. Lead prices went up and TP obtained permission from parent co to personally purchase lead to supply to subsidiary. Minister assessed transaction as AINT.

Analysis
NO SINGLE CRITERION FOR AINT: requires contextual analysis of situation
· nature and quantity of subject matter

· can have three purposes for purchase: 1. personal use; 2. Resale (“inventory” property); 3. investment

· if you purchased the thing for sale, then it must be for resale, and so it is speculation and has (e.g. Scottish fellow buying Whiskey; guy in Germany buying tonnes of toilet paper)

· if it is too much for personal uses, then it is either for sale or investment

· ones with issue-->e.g. Picasso (it could be ALL three)

· manner of dealing test:

· if you are dealing with it in the same manner as a dealer  would ordinarily do

· quick turn-over

· soliciting buyers

· frequency not necessarily relevant-->if you do it once, it can still be counted as an adventure; if you do it more than once, then it can be more easily inferred that you are AINT

· not essential that an organization be set up (the WHOLE POINT is that this is only LIKE a trade)

· enhancing the quality of the property MAY help in concluding that you have AINT-->not ALL traders do this, so it could be something else

· taxpayer's intention

· intention to make a profit is not sufficient nor necessary, but it could be relevant

· other indices of other business motives are relevant as well

· Fraser: guy buys tons of whisky then resells it, can’t do anything with the whisky except drink or sell it (main uses: personal use, investment (capital gain), or sale which would be business income

· Must include an element of danger or risk (not set out in this case)

· Transaction was an adventure and had speculative nature, TP could not do anything with lead but sell it and bought if for that purpose, dealt with it in same manner as a dealer in the trade, TP did not need intention to profit but had other business motives: benefited by looking good to parent co b/c was able to lock in goods at price.

IT bulletin 3 part test: Manner of dealing, nature of property acquired, TP’s intentions (affirmed by SCC in Friesen)

Investments imply generally: holding a potential source of income (Fraser), income producing asset, long-term holding (Bringam Farm p511)

Regal Heights Limited (1960 SCC) Secondary Intention Doctrine:
 RH buying and reselling of property was an AINT because the TP had a “secondary intention” to resell the property, notwithstanding that his “primary intention” was to build a shopping center [income from an asset]. Subsequent cases establish that a transaction can only be an AINT where “the possibility of re-sale at a profit was one of the motivating considerations that entered into the decision to acquire the property in question” 
· SECONDARY INTENTION DOCTRINE:
· But-For Test: BUT FOR secondary intention (to sell for income), would likely not have entered into deal. ( therefore if they sell, and this had been their secondary intention all along if primary fell through, then TAXABLE.
Reasonable Expectation of Profit

USE IF THERE IS A PERSONAL (ie. Hobby element) TO THE ENDEAVOUR
· Even if a taxpayer has a subjective intention to profit, an activity like gambling may not constitute a business if the activity is “not susceptible” of making a profit (Graham v. Green, [1925] K.B. 37)

· Courts have generally concluded that gambling winnings are not included in computing a taxpayer’s net income, and gambling losses are not deductible

REOP: (stewart)
1. Purely commercial? (meaning NO personal element)
a. YES
· Then BUSINESS ( losses deductible, income taxable
b. NO
i. Was there a REOP?
1. YES
a. Then BUSINESS
2. NO
a. Then FUCKED(hobby, no deductions
Stewart v. Canada, [2002] S.C.J. No. 46 (REOP Reasonable expectation of Income)

Facts p516

· TP bought 4 condo units as a tax shelter (borrowed most of it, large short term losses, capital gains in the end).

· CRA trying to disallow deductions, on basis that no REOP

Court

· COMMERCIAL ENTERPRISE: clearly commercial nature, therefore losses deductible
· If no personal element (CLEARLY COMMERCIAL), then NO REOP TEST
Analysis

· To determine whether an activity is a source of business or property income:

· REOP not independent test to determine whether TP’s activities constitute source of income:

· vagueness and uncertainty of application of REOP test resulting in unfair and arbitrary treatment of taxpayers

· REOP can be helpful in distinguishing b/t commercial and personal activities – ONLY where there is a personal element

· REOP TEST:
· 1. Is the activity of the taxpayer undertaken in pursuit of profit, OR is it a personal endeavour?

· Determines whether a source of income exists

· Purpose: Separates commercial from personal activities

· ( Only required in situations where there is some personal or hobby element to the activity in question

· TP’s subjective intention to profit determined by examining a variety of additional factors (objective), (not exhaustive):

· Does the taxpayer intend to carry on an activity for profit and is there evidence to support that intention? (objective businesslike behaviour)

· The profit and loss experience in past years 
(Moldowan)
· The taxpayer’s training 


(Moldowan)
· The taxpayer’s intended course of action
 (Moldowan)
· The capability of the venture to show a profit 
(Moldowan)
· Overall assessment is whether or not the taxpayer is carrying on the activity in a commercial manner:

· REOP/profit is not conclusive or only factor

· TP’s business acumen/decision-making not a factor
· Point is not to judge TP’s business judgment ( can make shitty investments
· 2. If it is not a personal endeavour, is the source of income a business or property? 

· In this case, the activities of the taxpayer were commercial and thus is a source of income: rented to arm’s length parties and did not intend to use properties for personal benefit
RELATED CASES:

Mohammed: same facts as Stewart, TP invested in realestate tax shelter. Court decided this was commercial, as it was solely for generating revenue with a view to profit (capital gains). Therefore just fine.

Dr. Phela Goodstein: happiness doctor. Deducted ridiculous expenses far in excess of earnings. CRA argued no REOP

Court: She WAS making money, so there was clearly a business here. However the deductions she was making were unreasonable, thus used s.67 (only reasonable expenses can be deducted) to limit.
p538 Legislature introduced draft section 3.1 in response to case: TP has loss form a source that is b or p only if reasonable that TP will realize cumulative profit for the period TP has carried on and can reasonable be expected to carry on that business or has held, and can reasonably be expected to hold, that property. Profit is determined without reference to capital gains or losses

Inclusions (Part 1: Business Income and Other Income)

· S.9(1): income from a business or property is the “profit” from said business or property

· Profit is a net concept implying the deduction of reasonable expenses incurred for the purpose of gaining or producing the income from the business or property from the gross revenues obtained by the business or property

· Ss.12-17 specify various amounts that must be included in computing income from a business or property

· Ss.18-21 contain rules governing allowable deductions

No.275 v. M.N.R. (1955), 13 Tax ABC 279 (Gains from Illegal Activities)

Facts

· Appellant appealed determination of income for years 1949-1952 because earnings were from work as a prostitute; not taxable because illegal

· Taxpayer argued that it’s a bad activity and revenue authorities shouldn’t be involved in taxing because it makes them part of the bad activity

Analysis

· Are earnings from illegal operations or illicit business taxable?

· Court not concerned with the source of income or means by which it is earned, but merely whether the income is liable to tax under the statute

· If it’s liable to tax, it is immaterial that it comes from a legal or an illegal business
· Further, can’t use illegality as a shield ( shouldn’t benefit where honest traders don’t
· Work as prostitute sufficed for definition of “business” under s.248(1) 
RATIO: doesn’t matter WHAT ITS COMING FROM, only whether it fits def’n of income ITA
Smith (1927 PC) – S taxed on profits from illicit traffic in liquor. Held that there was no valid reason for finding that the words of Parliament were intended to exclude these people, particularly as to do so would be to increase the burden on those whose businesses are lawful.

Note that the ExCt cited the rule that it is the office of the judge to make such construction as will suppress mischief and advance the remedy, and suppress subtle inventions and evasions for continuance of the mischief.. according to the true intent of the makers of the Act. 
SURROGATUM PRINCIPLE

Canada v. Manley [1985] 1 C.T.C. 186 (Surrogatum Principle ( damages)
Facts p543

· Taxpayer awarded damages for breach of contract which was to award TP finder’s fee for finding investors for shares in other party’s business; Minister included in computing income for the year

· Issue: whether the damages were required by ss. 3, 9, and 248(1) to be included in computation of income

Analysis

· Limit scope of authority of Atkins: stands for damages for wrongful dismissal is not salary but does not stand for that damages or an amount paid to settle a claim for damages cannot be income for tax purposes 
· Test in London & Thames Haven Oil Wharves: damages included as income if: 
· (1) received pursuant to a legal right, and 
· (2) amount in respect of which damages are received would have been included as income (surrogatum principle)
· The surrogatum principle is to be applied as to whether the award is to properly be regarded as profit from business for the purposes of ss.3 and 9 (applies to income and capital)

· The damages were compensation for failure to receive the fee from the third-party; had the respondent received the fee, it would have been profit from a business under the Act, to be included in income; the damages are to be treated the same way for tax purposes

RELATED CASES:
M.V. Donna Rae Ltd v M.N.R. 1980 note 6 P547 Split b/t Capital/Income: TP in fishing business. Ship passing by destroyed some traps and lost lobsters. Payment to replace traps is capital, payment to replace lobster is lost income and taxable.

H.A. Roberts Ltd v M.N.R. 1969 note 9 p548 Contracts as Capital Assets:
 payment for cancellation of long-term contracts. Loss of contract destroyed mortgage department which was a separate business and which ceased to exist resulting in loss of income. 
TEST: Effect on business: 
1) mortgage dept was separate business, 


2) closure/loss meant business was capital asset of enduring nature




Therefore more capital in nature than income






More likely usable for smaller companies, where K’s bigger % of business
IT-206R bulletin, note 11 p549 Separate Businesses: criteria to determine whether separate business: degree of interconnection, interlacing or interdependence: common factors, operations carried on at same premises, one operation supplying the other, differing year-ends, separate accounting records

Longer-term contract more likely to be capital asset but more importantly significance of contract to business- the smaller the business the more likely to be capital asset (Pe Ben)

Punitive Damages not Income:

· Bellingham (1996 FCA) note 16 p552-- TP receives extra payment under 66(4) of Alta.’s Expropriation Act where authority required to pay additional compensation when the compensation offered is less than 80% of what is determined by Land Compensation Board.  Court holds that it is non-taxable windfall because it is punitive damages, not a result of agreement b/t parties 
· PUNITIVE DAMAGES ARE SURROGATE FOR WINDFALL
· Cartwright and Sons Ltd.(1961 Tax ABC) note 16 p553– TP received punitive damages in a claim for copyright infringement. Held that punitive damages are not taxable as they do not compensate for profits or capital
Voluntary Payments

Federal Farms Limited v. M.N.R. [1959] C.T.C. 98 (Voluntary Payments)

Facts p553

· Taxpayer received voluntary payments from a hurricane relief fund; no legal entitlement

· Minister wanted included as income: amounts replaced revenue from business of growing and selling crops

Analysis:

•Newcastle Breweries stated that if your stock in trade disappears and is given by cash by way of compensation, then that money is taxable-->insurance premiums though

Holding:

•this money was a gift/windfall:

1. The appellant had no legal right to demand payment from the relief fund, and no expectation of getting anything

2. There was no contract between the donor and donee

3. The money received was in the nature of a voluntary personal gift
1. Voluntary payment could be income receipt where payment is for services rendered or arose out of employment or in respect of trading transactions (see: Goldman above)-->no exchange for services here

4. also, this is unlikely to happen again!

Ratio:

•what is a gift?

1. personal in nature

2. unrelated to business activities

3. no legal right to this compensation-->if insurance payment, then there is a legal right and it can be said to fall under the surrogatum principle

4. not recurring

5. no contract

6. no expectation
RELATED CASES:
McMillan (1982 TRB) note 6 p561 Windfall – M lost client, CLAC to MM. CLAC requested that MM make payments to M. Held that these were gratuitous payments for which there was no legal expectation. (what about past services?)
Cranswick (1982 FCA) note 7 p558 Windfall-Indicia of Windfall 

TP owned 640 shares of CDN company WHCL with a US parent WHE. WHE sold off its appliance division, and at some point WHCL sold its appliance division, for 6M less than it was worth. To avoid possible litigation, WHE offered the TP a payment of $2144 ($3.35x640) or to buy shares at 26$ shares.  TP accepted $2144, MNR argues income from property (9(1)) or income from unspecified source (3(a)). Held that this was a windfall—the income was not received from the shares.  Shares make dividends.  The payment was not something the shareholder could have invested in the hopes of getting.  There was no obligation. [It seems to make more sense to characterize this as a capital gain.  It would certainly be a capital gain if he had opted to sell his shares. – should tax consequences depend on the option chosen?]

· Did the recipient have an enforceable claim to payment?

· Was there an organized effort to recover the payment?

· Was the payment sought after or solicited?

· Was the payment expected?

· Did the payment have any element of foreseeable recurrence?

· Was the payor a customary source of income?

· Was it consideration for or in recognition of property, services or anything else provided by the TP, was it earned”

Frank Beban Logging Ltd. (1998 TCC) note 9 p 560 Windfall-- Logging operation ends when province creates a National Park elsewhere; province gives logging co. 800K even though they didn’t technically qualify for compensation under the scheme in place. Held that it is non-taxable windfall because a voluntary gift to which the company had no legal right.
Mohawk Oil Co.(1992 FCA) note 8 p559 Taxable Capital/Income -- TP receive 6M US from Phillips Petroleum Company for negligent construction of oil processing plant. Court applies a London & Thames like test.  Part for profits which becomes taxable as income; part for the plant and land so taxable as capital gains. It doesn’t matter that you haven’t launched the suit yet.  The payment is in consideration for not suing, therefore taxable…

Campbell (1958 Tax ABC) note 10 p561 Taxable Voluntary Payment 
-- C contracts with Toronto Star to swim across Lake Ontario for $5K; doesn’t make it the whole way but gets paid anyway.  Court holds that there was no legal right to the money since contract not completed, but the voluntary payment is taxable income because it was the result of services rendered. Voluntary payments arising out of services rendered are taxable
Prizes and Awards

•Like voluntary payments, prizes and awards are often received without legal entitlement
•However, there may be valuable consideration by recipient to grantor for prize or award, or opportunity to receive a prize or award

•just because it is a prize does not point to anything in particular-->ALWAYS DO THIS ANALYSIS!!!:

· ss. 6(1)(a) and 9(1): see if it falls into office and employment or business income (prizes in competitions)

· If so, then taxable

· s. 56(1)(n): prizes that are not received in the course of a business may be taxable if they are “for achievement in a field of endeavour ordinarily carried on by the taxpayer”
· if so, then taxable but subject to a $500 exemption in s.56(3)(a) UNLESS it falls in next category

· s. 56(3) list of exempt prizes because they are “Prescribed Prizes” 

· “Prescribed Prizes” defined in Regulation 7700: recognized by general public AND for meritorious achievements in arts, sciences, or service to the public

· OTHERWISE, not taxable (Foulds, Labelle)

· Regulation 7700 defines “prescribed prize”:

· Recognized by general public

· For meritorious achievement in arts, sciences, or service to public

· Enacted because judicial decisions were interpreting “prize” broadly

· I.e., Nobel Prize and Governor General Literary Award, community service award

· Not for amounts reasonably regarded as compensation for services rendered or to be rendered, nor student scholarships or bursaries

· 4 approaches:

· 1. business or employment income – 



taxable

· 2. prescribed prize – 




not taxable

· 3. prize for endeavour in field ordinarily carried on by TP– 
taxable above $500
· 4. for post-secondary education – 



not taxable

· Must determine if Prize is by virtue of:

· Office and employment ( 6(1)(a) (benefit)

· Business ( 9(1)

· Achievement in field ordinarily carried on by TP ( 56(1)(n) ($500 exemption)

· Exception for prescribed prizes

· Otherwise windfall

Abraham v. M.N.R. (1960) 24 Tax ABC 133 (Prizes and Awards)

Facts

· Taxpayer operated IGA grocery store in Ottawa; exclusive distributor held draw where clients could win a car; draw tickets accompanied purchase of products

· The taxpayer won but accepted a cash sum instead because he already had a car

Analysis

· Court approved of the reason taxpayer didn’t take the car

· Winning was connected with the business but element of risk (expected value of ticket) severed connection 

· Won by pure chance; not remuneration for services rendered

· If this was taxable based upon chance or a lucky break, the government would have to tax sweepstakes winners, bingo winners and gamblers

· Cash the appellant received was in the nature of a non-taxable prize

· Note: this was different from a windfall because it was clearly connected to the business

· Note: Subdivision (d) was introduced to combat court decisions

· Note-Duff: not really by pure chance since the TP was eligible b/c he purchased from Globe, not really free since TP had made purchases from Globe

Poirier (1968 Tax ABC) note 3 p564 Non-taxable Prize-- TP is a ford Dealer who, having met a sales quota, entered and won a draw for Caribbean trip paid by Ford.  Held that the trip was not conferred on dealer in capacity of employee or shareholder, also rejects argument that it should be included under 9(1) income from a business or property, saying that the advantage did not have any of the “characteristics of taxable income”: “neither rent, nor interest, nor dividend, nor profit, nor salary”
Rumack v. MNR

TP won set-for-life style lotto. Prize money put into an annuity, that paid out TP the allotted money every month.

Court: Though the lump-sum non-taxable, the INTEREST INCOME ON THE ANNUITY WAS



( odd because the TP didn’t actually control the annuity, just received money pursuant to ticket prize
Rother v. M.N.R. (1955), 12 Tax ABC 379 – Non-taxable prize received in Competition

Facts (note 5 p564)

· Taxpayer was professional architect who received $2,000 as one of six participants in a design competition for the National Gallery of Canada

Analysis

· Taxpayer was not an officer of the Gallery or Government of Canada

· Did not receive money in payment for services or as purchase price for designs

· Characterized as non-taxable prize received in the course of a competition

· Note: could argue that designs were closely related to their business-have to create designs: way of advertising and winning business. Now could also argue that is prize for achievement for endeavour

M.N.R. v. Watts, [1966] C.T.C. 260 – Taxable prize from a contractual relationship

Facts (note 6 p564)

· Taxpayer was an architect who entered a design competition conducted by the Canadian Mortgage and Housing Corporation

· He received $4,000 as one of five entrants asked to submit further drawings, and $15,000 as a prize for best design

Analysis

· On appeal, the court characterized both payments as taxable income from a “contractual relationship” that had been created between the taxpayer and CMHC by virtue of entering into the competition and filing drawings pursuant to it
· Money was for filing further drawings, this amounted to a K ( therefore business income
Rumack v. M.N.R. [1992] F.C.J. No. 48 – Paid Annuity as Taxable Income

Facts

· Taxpayer won “cash for life” lottery paying $1000 per month for life; annuity purchased and owned by sponsor but paid directly to taxpayer

· Minister argued income; taxpayer argued windfall

Analysis

· The court held the income element was taxable by virtue of ss.56(1)(d) and 60(a)

· Lottery winnings originally exempted from tax because not “income from a source”

· When capital gains tax was introduced, lottery winnings were exempt from capital gains tax by the introduction of ss.40(2)(f) and 52(4)

· S.52(4) doesn’t help respondent because it deals with capital gains, not income

· Features strongly indicative of income are:

· Payments are periodic, regular, certain, foreseeable, expected and enforceable

· Endure for the payee’s lifetime

· The payments are inexhaustible

· Class note: misconstrued who owns the annuity

· Note on s.52(4): “deemed fair market value”; is in subdivision C, dealing with capital gains and losses; is defined as a residual?
Canada v. Savage, [1983] S.C.J. No. 80 – Prize for achievement in a field of endeavour

Facts (p1171)

· Leading case on meaning of “prize for achievement in a field of endeavour”

· Taxpayer received $300 from her employer on successfully completing 3 courses 

Analysis
· Ordinary meaning of “prize” doesn’t require competition

· Dict. Def’n refers to “feats”

· Other items, such as bursaries and scholarships, don’t require competition either

· Therefore Taxable under 6(1)(a) and 56(1)(n), BUT subject to $300 deduction for “endeavours in a field”

· NOTE: ammendments would now exclude, as it’s a prize in b/o/e

“Turcottte v Canada note 5 p1175 Prize Not Taxable: welfare recipient in QC, previously worked as cinema manager. Entered a game show and answered questions relating to culture and won. Minister taxed on basis that was field of endeavour ordinarily carried on by TP. Court said area of culture too broad: means a defined specific field continuously engaged in by TP
Foulds v. Canada [1997] T.C.J. No. 87 – Prescribed Prizes (not taxable)

Facts (p1176)

· Taxpayer operated business, principle function to manage a band called “Real World”

· Business received 2 music prizes worth 31K; taxpayer regarded as “prescribed prizes”

· Minister assessed as awards received in course of business within s.56(1)(n) amendment

Analysis

· Could argue that prize in course of his business

· Court determined that the prize was for “achievement in the field of endeavour” and was not received in the course of business or employment

· Then considered whether the awards fit into the definition of “prescribed prize”

· Ample evidence that prizes were awarded for “meritorious achievement in the arts”

· Evidence also discloses that the contest was very well advertised in the press and on the radio (recognized by the general public)

· Court found that the prizes received by the appellant are “prescribed prizes”

· Note: regulation includes “community services” awards which allows for a broad interpretation (backfired against govt?)

LaBelle v. The Queen [1994] T.C.J. No. 836 – Prescribed Prize (not taxable)

Facts (note 2 p1177)

· Taxpayer, an accounting professor, won a prize of $5,000 at the second international Accounting Case Writing Competition

Analysis

· Crown argued the prize was taxable under s.56(1)(n) and not excluded as a prescribed prize on the basis that it was not recognized by the general public

· Court allowed appeal because the Minister did not explain why he was of the opinion that the prize was not recognized by the general public, and had reassessed other recipients of the same prize on the basis that the prize was recognized by the general public
RATIO: minister must adopt only one position wrt specific prize, and must EXPLAIN that position
Inclusions (Part 2: Property Income)

· Types of property income:

· Interest

· Dividend

· Rent

· Royalties

Interest

· S.12(1)(c) includes interest income in the computation of income from a business or property (general rule)

· Include any amount received or receivable by taxpayer in the year as, on account of, in lieu of payment of or in satisfaction of, interest to the extent that the interest was not included in computing the taxpayer’s income for a preceding taxation year

· Interest is not defined in the ITA; Oxford Dictionary defines as: money paid for the use of money lent or for not exacting repayment of debt

· Note: interest is a federal government power; constitutional challenge over division of powers can arise
· LEGAL INTEREST
· COMPENSATION for use or retention of principal sum

· interest is REFERRABLE to principal sum (percentage of) (Halsbury)

· ACCRUES day by day (Halsbury, even if payable only at intervals)
· S.16(1)(a) is an anti-avoidance rule designed to enable the courts to characterize a reasonable part of a payment as interest where it is reasonable to regard the payment as being part capital and part interest

· Courts can characterize “irrespective of when the contract or arrangement was made or the form or legal effect thereof”:

·  where parties describe payments as something other than interest, and 

· where the payments would not otherwise be characterized as interest on the basis of the legal relationships actually established

· S.16(1)(a) determines tax consequences on the basis of economic or commercial substance of the contract rather than its legal form (substance over form)

· Where a debt obligation is acquired at a price less than the principal amount payable on maturity, this “discount” constitutes an economic return in addition to any interest that may be payable on the debt (interest factored into purchase price)

· i.e., treasury bonds

· To the extent that these kinds of economic returns can substitute for the payment of interest, in order to characterize these amounts as “legal interest”, judicial decisions have traditionally suggested that they must not only compensate for the use of borrowed money, but refer to the principal amount and accrue day by day

Perini Estate v. M.N.R. [1982] F.C.J. No. 12 (Definition of Interest)

Facts p566

· TP sold company for initial amount + additional payments (based on profits). Additional payments included interest backdated to “closing date” of deal
· TP argued that there was no specified principal amount upon which interest could accrue, argued that was part of capital receipt

· Minister assessed as interest income and included under s.12(1)(c)
ISSUE: is this interest taxable?

Analysis

· TP claimed amounts not interest b/c did not accrue day-to-day on an existing principal amount since principal amount not known

· Obligation to pay additional sums on account of the purchase price was a contingent liability (there must be profits, and the seller had to be living)

· There was a legal right to the amount; the amount of payment was all that remained to be determined (distinguished from R.G. Huston)

· Even though payments were contingent, they became retroactive when the conditions were satisfied, thus the payments can be deemed interest (compensation for delay in payment)

· Name given by parties not conclusive of nature: payments calculated like interest although principal amount not yet known – had characteristics of interest:

· Return or consideration or compensation for the use or retention by one person of a sum of money belonging to or owed to another (Saskatchewan Farm Security)
· Referable to a principal sum or an obligation to pay money (Saskatchewan Farm Security)
· Accrues day to day (Barfried)
· Charge for use of money accruing day to day (Tomell Investments Limited)
· Interest adjustments to retroactive payments are interest

· Note: leading case but distorted by Sherway
RATIO: interest can accrue retroactively, as long as referable to principal amount.

1. There was a LEGAL RIGHT to the amount; the amount payable was all that remained to be determined

2. Even though payments were contingent, they became retroactive WHEN THE CONDITIONS WERE SATISFIED, thus the payments can be deemed interest.
Miller (1985) Interest Retroactive Effect– TP received retroactive salary increase with “interest” payable from the time of the initial salary payment; court followed Perini in finding that principal amount does not need to be absolutely fixed in order for there to be interest

Participatory Interest Cases:

Yonge-Eglinton:  Participatory interest case. Amount not deductible: amount not interest, not referable to principal sum. Does not accrue from day-to-day as it can only be known once profit is determined

Court allowed deduction in Sherway-distorted concept of interest established in Perini. In response, legislature expanded rules for allowing deduction of these types of payments: Minster wanted to allow more deductions for those who borrowed money and made payments similar to interest

Sherway Centre Ltd. v. Canada [1998] F.C.J. No. 149 (Interest Deductions)

Facts p573 note 6

· Taxpayer financed construction of a shopping centre by issuing bonds paying fixed interest at 9.75% plus “participatory interest” equal to 15% of the taxpayer’s “operating surplus” (percentage of profits) over 2.9M for a combined interest rate of 10.25. 
· TP could not afford going rate (10.25%), so creditor arranged loans based on lower fixed rate + profit amount.
· TP sought to deduct interest paid

Analysis

· Note: case occurred in the context of interest deductibility
1. ACCRUE DAY BY DAY: appropriate interpretation to be given to daily accrual of interest is that each holder’s entitlement to interest must be ascertainable on a daily basis: participatory interest was paid yearly but since based on surplus was capable of being calculated on a day to day basis
2. REFERRABLE TO PRINCIPAL SUM: it need not be directly related to the principal amount, but clearly related to that amount: participatory interest was payable only as long as principal amount was outstanding therefore related to principal amount
· EXPANDED “LEGAL INTEREST”: court wanted to include interest deductions it felt were “reasonable.” But in doing so they expanded the concept of “legal interest.”

· Note: This case has blown the “legal interest” definition apart, because it focuses on the first element

· The court felt like this business expense should be deductible, so bent the concept of interest to allow the deduction; this case is only relevant to deductions

· For an inclusion, it would probably be treated like a royalty

· Duff thinks this case is wrong for what it says about interest because it ignores the second and third elements of the legal definition – focuses only on compensation for use of principal sum
· Case redefines “referable to principal” ( if payable so long as principal is outstanding, then “referable to the sum”.

Interest Pursuant to Statutory Compensation Scheme

RG Huston et al. (1962 ExCT) Grant vs Interest– payments received from war claims fund though called and calculated as interest were simply grants as TP had no property or legal or equitable right of any kind to the amount on which the interest was computed.
Bellingham (1996 FCA) Punitive Damages vs Interest -- expropriation payment included an additional interest payment, computed at a higher amount, on the amount by which his compensation was increased by the court. Held that while this amount would be taxable if it was a simple interest payment, it was actually a form of punitive damages, and thus not taxable. 

Puder v M.N.R. note 2 p588 Payment not in lieu of interest: P loaned money sum to TP secured by a mortgage and agreed to release mortgage prior to eligible time but for a bonus calculated on unearned interest. Capital receipt for loss of source of income: not interest nor payment in satisfaction of interest: amount never earned as interest, bonus not paid for use of money or retention of money.
Deemed Interest:  where capital and interest payments are combined

•S.16(1)(a) is an anti-avoidance rule designed to enable the courts to characterize a reasonable part of a payment as interest where it is reasonable to regard the payment as being part capital and part interest-->determines tax consequences on the basis of economic or commercial substance of the contract rather than its legal form (substance over form)

•s. 16(1)(a)

1. to apply, must be reasonable to regard part as interest and part as capital

2. part that can reasonably be regarded as interest is deemed  to be interest-->would not otherwise be interest under the formal definition of interest

•s.16(3)

1. regardless of form or legal effect

2. Courts can characterize “irrespective of when the contract or arrangement was made or the form or legal effect thereof”: where parties describe payments as something other than interest, and where the payments would not otherwise be characterized as interest on the basis of the legal relationships actually established

Groulx v. M.N.R. [1967] C.T.C. 422 (Interest and Capital Combined)

Facts p576

· Leading case on s.16(1)

· Appellant owned farm near Montreal; approached several times to sell but refused

· Approach by Thorndale and negotiated sale for 395$; 85K on closing, balance in annual instalments; contract set out total selling price, payable over several years without interest, any late installment would be subject to 6% interest

· Note: pre-capital gains tax, so if it’s all capital, none of it is taxable

Analysis

· 1. Relationship between purchase price and fair market value:

· TP sold at ABOVE FMV ( excess is interest
· 2. Tax avoidance “Intention”

· Court felt there was intention to avoid tax (no intention element in s.16(1)

·  interest waived proposed by TP

· evidence that TP did not want to double his income

· 3. Business Purpose Test

· Regular business practices are relevant

· regular practice for balance of purchase price to carry 5% interest

· In standard practice, interest is charged on delayed payments

· 4. Terms of Agreement
· if late, had to pay interest

· if early, 5% discount (ie, interest portion removed)

· therefore PRETTY CLEAR INTEREST WAS CONTEMPLATED
· Full amount of instalment received in 1958 and portion of 1959 instalment was interest

Van West Logging Co. Ltd. v. M.N.R., [1971] C.T.C. 199

Facts (note 2 p579)

· Taxpayer sold tract of timber, payable in part on the closing date with the remainder due in 5 equal installments over the next 5 years; agreement provided for payment on interest only in the case of overdue installments

· The Minister applied s.16(1) to characterize portions of the installments as interest

Analysis:

· In order to determine whether part of each installment payment could reasonably be regarded as partly a payment of interest, it is necessary to consider 4 criteria:

· 1. The terms of agreement reached between the parties

· 2. The course of the negotiations between them leading to it

· 3. Relationship of price paid to apparent market value of property at the time
· <most important in subsequent cases>
· 4. Common practice wrt payment of interest on the sale of timber limits

· None of the factors on which Groulx was concluded are present in this case: 

· There was no evidence that interest was considered by the vendor and affected the price it charged to the purchaser, 

· No evidence that it is the invariable practice to charge interest on deterred payments in such sales, and

· No evidence justifying a conclusion of fact that the price was excessive

· Note: subsequent cases involving installment sales have considered the four criteria referred to in Vanwest Logging, but have tended to regard the relationship between the price paid for the property and its fair market value at the time of the purchase as the most important factor
RELATED CASES:

Rodman Construction:

Emphasizes relationship to FMV as main factor (Duff doesn’t like, because this is the most incoherent factor)

To be determined by EXTRINSIC EVIDENCE


( if >FMV, excess must be profit (interest)

Discounts and Premiums

•act of loaning is an act of buying-->buying an entitlement to a payment

•many debt instruments that do not pay interest at all( ie. Short-term government bonds.

•S.16(1)(a): Where a debt obligation is acquired at a price less than the principal amount payable on maturity, this “discount” constitutes an economic return in addition to any interest that may be payable on the debt (interest factored into purchase price)

•To the extent that these kinds of economic returns can substitute for the payment of interest, in order to characterize these amounts as “legal interest”, judicial decisions have traditionally suggested that they must not only compensate for the use of borrowed money, but refer to the principal amount and accrue day by day
O’Neil v. M.N.R., [1992] T.C.J. No. 314 (Discounts and Premiums)

Facts p584

· Appellant acquired Govt of Canada treasury bill (sold at discount rate), redeemed on maturity date for maturity value; on that day purchased another treasury bill of similar value, also redeemed on maturity date 

· Purchased bills did not carry a stated interest, and it was mutually agreed that the rate of discount was higher than the bank rates

Analysis

· Appellant argues capital gain; Minister argues income under s.12(1)(c) or s.9

· It is reasonable to liken this investment to a loan to the Govt of Canada, and to find the difference between the purchase price and maturity value is interest pursuant to s.16(1)

· Court finds the discount a clear substitute for interest (fits legal definition):

· Accrues day by day

· Can be made referable to the principal sum

· Clearly compensation for use of money

Lomax v. Peter Dixon & Sons (1943 KB – UK CASE) p587–
· If NO INTEREST, then any discount/premium will USUALLY BE CONSIDERED INTEREST

· If there IS interest (at a reasonable rate for a reasonably sound security) then it probably won’t be.

West Coast Parts Co. (1964 ExCt) p588 – TP loaned money with BOTH an interest AND a “bonus” (ie premium)

Court: as there was sufficient interest, the lump sum wasn’t interest but was instead AINT (inducement to risk capital), but not interest. ( TP got fucked. Won on interest argument, but still taxable as AINT
Pre-judgment interest

· If an amount is substituting for interest, it is taxable (payment in lieu of)

· With respect to damages awards, the plaintiff had a legal right to the compensation as soon as the tort was committed; so, often get pre-judgment interest from time of tort up to time of damage award; is this interest?

· Ahmad v. Canada [2002] T.C.J. No. 471 note 4 p571 : court rejected the Minister’s characterization of a pre-judgment interest amount as interest income on the basis that there was no principal amount in reference to which interest could accrue until the judgment determined that he had been wronged, that he had suffered a loss from the wrong, and the amount of the loss (therefore not ‘legal’ interest because don’t have the ‘accrues from day to day’ criterion)

· Coughlan v. Canada [2001] T.C.J. No. 449: court rejected the taxpayer’s argument that pre-judgment interest should be characterized as an additional damage award, stating the payment was “interest on liquidated amounts wrongfully withheld” and properly taxable under s.12(1)(c)

· In Coughlan, pre-judgment interest was part of an award against a corporation whom he had been a director of to indemnify him for the cost of defending himself against legal proceedings by the company

· IT-396R:  after 1982, an amount included in or augmenting an award for damages made either by a court or out-of-court settlement is will constitute interest for purposes of the Act

Deductions (Part 1: Illegal Payments, Damage Payments, Fines and Penalties)

Must pass six different tests to be an allowable deduction:

1. INCOME NATURE: ie. Not capital nature

· s. 9(1) “profit”-->net concept = revenue-expenditure (capital not included in this calculation

2. REASONABLE AMOUNTS
· s.67-->cannot deduct for expenses if they are not “reasonable in the circumstances” 

3. INCURRED TO GAIN/PRODUCE INCOME
· s. 18(1)(a)-->no deduction except to extent expense made or income for the purpose of gaining or producing income

4. NOT PERSONAL
· s.18(1)(h)-->cannot deduct personal or living expenses, other than travel expenses incurred by TP while away from home in the course of carrying on his business

5. NOT EXPRESSLY PROHIBITED
· s. 67.1-->meals and entertainment not allowed to deduct

· s.18(12)-->limits the amount that may be deducted in respect of a home office
· no membership fees or dues in “any club the main purpose of which is to provide dining, recreational or sporting facilities

· S.18(1)(l)(ii) prohibits these deductions

6. NO GAAR
· s.245 GAAR

· S.9(1) implicitly authorizes deduction of legitimate expenses incurred to earn income from the business or property to which the expense relates

•Ordinary and well-accepted expenses allowed-->two tests:

1. Business practices test: 

· whether it was made or incurred in accordance with ordinary principles of commercial trading or well accepted principles of business practice (s.9(1))

2. Income producing purpose test 

· in s.18(1)(a) disallows the deduction of any expense “except to the extent that it was made or incurred by the taxpayer for the purpose of gaining or producing income from a business or property”

· in Imperial Oil, this was seen as a remoteness test

· 65302 BC, on the other hand, downplayed the business practices test, favouring the income-producing approach; rejected avoidability and public policy tests; held that fines and penalties might be non-deductible where breach was “so egregious or repulsive” that subsequent fines cannot be justified (ONLY APPLIES TO FINES/PENALTIES????)

Deductions – Categories of Issues:

· Legal defence costs

· Fines and penalties

· Damage payments

· Illegal expenses

Illegal Payments

· In computing income of an illegal business, courts have concluded that taxpayers may deduct ordinary expenses incurred for the purpose of gaining or producing this income (see Angle v. M.N.R. [1969] Tax ABC 529)

Espie Printing Co. v. M.N.R., [1960] C.T.C. 145 

Facts

· Can taxpayer deduct payments that are themselves illegal?

· Taxpayer sought to deduct sums over paid overtime wages which were found to be incurred in suggestively illegal circumstances; business itself not shown to be illegal

Analysis

· Other than the suggested illegality, the wages would be proper deductions

· The illegality of the arrangement with employees or of the payments doesn’t have any bearing on whether the wages were laid out for the purpose of earning income

· Net profit cannot be properly computed without deducting these expenses regardless of whether they bear the taint of illegality; therefore, DEDUCTIBLE

RATIO: illegal payments are generally DEDUCTIBLE, so long as they were incurred for gaining/producing income

RELATED CASES:
Knee
Facts: Drug dealer busted with $6m worth of Hash. CRA going after him for tax evasion now, he’s claiming seizure deductble.
Holding: Allowing a deduction would be contrary to public policy ( shouldn’t be subsidizing illegal business.
Issue: 67.5 seems to show that gov’t has contemplated these kinds of payments, and chose not to include them.
Damage Payments

· Is the deduction consistent with the “business practices” test (s.9(1))?

· Was the expense incurred for the purpose of gaining or producing income (s.18(1)(a))?

Imperial Oil Limited v. M.N.R., [1947] C.T.C. 353 Ex.Ct

Facts p626

· Leading judgment on deductibility of damage payments

· Taxpayer in shipping business; incurred a substantial damage payment in settlement of a boat crash resulting from negligence of one of its employees

· Taxpayer argued it was an ordinary risk and hazard of the marine business
Holding:

•Appellant satisfies “business practices” test and these are NOT “extraordinary or unusual” expenses, so they therefore fall outside the excluding provision of s.18(1)(a)

Analysis

· s.18(1)(a) disallows deductions for expenses not incurred solely for the purpose of producing or earning the income

· absent a specific excluding provision, the deduction should be allowed if it is in accordance with ordinary principles of commercial trading or well accepted principles of business and accounting practice

· (Deductibility of expenses is to be determined according to the “business practices” test:

· If the loss is really incidental to his trade then the amount is deductible (Strong & Co Limited v Woodifield [1905] King’s Bench – brewery company owned inn where chimney fell in and injured customer, damages not deductible since not incidental to brewery business)

· Expenses must be looked at in light of its connection with operation, transaction or service by which TP earned income

· Was the liability incurred as part of the operation by which the taxpayer earned his income?

· Where the nature of operation is such that risk of negligence by employees is really incidental to operations, damages and costs are property deductible – where negligence and consequent liability form a normal and ordinary risk incidental to business

· Appellant satisfies “business practices” test and therefore falls outside the excluding provision of s.18(1)(a)

Ratio

•s.9(1) allows for deductions, NOT s.18(1)(a))-->BUT s.18(1)(a) is a sort of a remoteness test that excludes those deductions that satisfy s.9(1)

•thus, to be deductible, expenses must:

1. satisfy first the “business practices” test in s.9(1):

1. whether these expenses were made or incurred in accordance with ordinary principles of commercial trading or well accepted principles of business practice?

2. if this test is satisfied, deductions are allowed UNLESS they do not satisfy the income-producing test (a sort of remoteness test) in s.18(1)(a):

1. the losses can be deducted ONLY if they are really incidental to his trade or pursuant to the course of his operations and NOT mainly incidental to some other vocation
McNeil (2000 FCA)

Facts:

•TP entered in agreement to sell his practice and provide consulting and accounting services to the purchaser for 3 years and to refrain from competing for a further 5 years-(Ordered to pay damages for breach of covenant. 

Holding:

•Citing 65302 BC Ltd (2000 SCC) it was held that the breach was for the purpose of keeping clients and business. Avoidability and public policy tests rejected after 65302 BC

Ratio:

•court here stated that these expenses were deductible under s.18(1)(a)-->this is CONTRARY to Imperial Oil, which stated that it was s.9(1) that allowed deductions

•furthermore, didn't this guy's actions go against the “ordinary principles of commercial trading or well accepted principles of business and accounting practice”?

Notes:

•in other words, this case is FUCKED!!!!

1. just say that 65302 doesn't necessarily apply to damage payments, regardless of what stupid McNeil has to say, as it did not pay close attention to its reasoning and dealt with fines and punishments

2. furthermore, I much prefer the test put forth in Imperial Oil so just argue that that is the proper case, since it is the most correct when you read the statute

RELATED CASES: Not Deductible Where too Remote:

Davis (1964 Tax ABC) note 4 p633 – pig farmer sought to deduct damages and legal costs arising out of auto accident that occurred on way to inspect pigs purchased by his brother. Held that accident was not incidental to business of farming or hog-raising.

Fairrie v. Hall (1947 KB) note 5 p634– sugar broker mad at government uttered a malicious libel against government sugar broker. Held that libel was only remotely connected to the trade of sugar broker.

Poulin v Canada, [1996] FCA note 7 p634 - real estate broke sought to deduct damage payments for fraudulent misrepresentation made to client. Denied because was not a risk that was necessary for TP to assume to carry on his business as a real estate broker. ( NOT an accepted business practice
McNeill (2000 FCA) note 7 p635 – CA entered in agreement to sell his practice and provide consulting and accounting services to the purchaser for 3 years and to refrain from competing for a further 5 years. Ordered to pay damages for breach of covenant. Citing 65302 BC Ltd (2000 SCC) it was held that the breach was for the purpose of keeping clients and business and deductible.

· Avoidability and public policy tests rejected after 65302 BC
Fines and Penalties

· Note: Fines and penalties now legislatively denied under s.67.6
· Introduced after 65302 BC v. Canada
· Canadian courts have traditionally disallowed the deduction of fines and penalties on the grounds either that such payments were not incurred for the purpose of gaining or producing income, or that deductibility would contradict public policy:

· Horton Steel Works Ltd. v. M.N.R.[1972]: the business of the taxpayer could have been carried on without any infraction of the law, the penalty is not an outlay made for the purpose of producing income

· M.N.R. v. E.H. Pooler & Co. Ltd. [1962]: disallowed deduction of fine imposed by TSE on grounds that the actions taken in respect of which the fine was imposed were “at most a remote circumstance” and not done in the course or for the purposes of the business (as per s.18(1)(a))

· Luscoe Products Ltd. v. M.N.R. [1956]: disallowed deduction of fines arising under the Liquor Control Act for cough medicine ingredients on the public policy basis that deductibility would allow the taxpayer “to share equally with the public revenue the loss to which it was condemned by its own unlawful act”

Day & Ross Inc. v. Canada [1976]: 
FACTS:  truck company regularly paying fines for overweight trucks.
COURT:
· Fines “resulted from day to day operation of its transport business and were a necessary expense” and that the availability of overweight permits indicated that weight restrictions can be easily overcome and thus violations are not outrageous transgressions of public policy

· Two-fold test:

· Whether the expense was incurred for the purpose of gaining or producing income
· “Avoidability” component added: the fine or penalty cannot fulfill the income producing test unless in all the circumstances the incurring of the fine must be seen as an unavoidable incident of carrying on the business

· Whether its deduction would be contrary to public policy
65302 British Columbia Ltd. v. Canada, [1999] S.C.J. No. 69

Facts

· Taxpayer ran poultry operation in Prince George; had “layer” chickens, decided to produce over quota in order to supply major customer, planned to purchase additional quota later on at a cheaper price

· Quotas set by BC Egg Marketing Scheme
· Board determined taxpayer exceeded its quota for 1984-88 and issued over-quota levy

· Taxpayer agreed to pay levy over years with interest; deducted full amount of fine in 1988 return, resulting in a business loss which he carried back to 1985 (In 1989 return TP also deducted interest amount paid on fine and legal expenses incurred)

Issue: 
· should TP be allowed to deduct levies, fines and penalties as business expenses – did TP incur over-quota levy for purpose of gaining or producing income from his business?

Analysis

· 9(1) profit: well accepted ordinary business practice

· 18(1)(a) income producing purpose test, incidental to business (not too remote)

· Minister argues based on distinction b/t “loss connected with business” and “fine imposed upon the company personally” and deduction would be against public policy, TP’s decision was avoidable

· Deductions should be allowed unless otherwise explicitly prohibited under Act

HoldingRatio:

•SCC states all fines and penalties are deductible (Note: NOW overruled by s.67.6 ITA):

1. rejects “avoidability” test (Imperial Oil)

· NOT in Act, do not read it into the Act (not in s.18(1)(a))

2. rejects public policy

· do NOT read this into the Act because it is too uncertain

· if the person has met the Act, then they are afforded the deduction
· if parl’t wished to prevent such deductions, it could have done so (as it did in 67.5)
3. rejects incidental to business test (Imperial Oil)

· do NOT read this into Act

· remoteness concept kicked with old language (Imperial Oil decided under old s.6(a) legislation)

4. Endorses the strict “income producing purpose” test [as required by the words of 18(1)(a)] as the only benchmark to evaluate the deductibility of expenses in general. 

· Even if the expense passes the “income producing purpose” test, it could conceivably still be denied if the breach is so “egregious or repulsive” that “the fine subsequently imposed could not be justified as having been made for the purpose of producing income”
· Puts back in PUBLIC POLICY for certain extreme examples.
· Criticism: there is no concept of profit in s18(1)(a), lies in 9(1)(a)

· if a practice is generally avoidable then it is not likely to be a well accepted business practice for s9(1)

· can apply a looser remoteness test under s18(1)(a) than under previous language

Deductions (Part 2: Personal versus Business Expenses) 

· S.18(12): home office expenses

· S.18(1)(h): travel expenses incurred while away from home in the course of carrying on the business are excluded from “personal living expenses” (so deduction allowed)

· S.18(1)(l)(i): non-deductibility of costs for use or maintenance of yacht, camp, lodge, or golf course or facility
· INCLUDES expenses which are INCIDENTAL to this use (Sie-Mac Pipeline Contractors)
· S67 reasonableness limitation (only reasonably expenses deductible)
· S.67.1(1) limits meals and entertainment deduction to 50% of the lesser of the amount paid and the amount reasonable in the circumstances

· For amounts incurred after June 17, 1987 the deductible amount is 80%

· For amounts incurred after February 21, 1994 the deductible amount is 50%

· S.67.1(4)(b) defines entertainment to include amusement and recreation

· S.67.1(4)(a) excludes items such as airplane meals and in-flight movies from the operation of the rule (not subject to 50% only deductibility)

· S.67.1(3) deems the amount payable in respect of food, beverages and entertainment at a conference, convention, seminar or similar event at $50 per day

· S.67.1(2) lists a number of exceptions to the percentage rule in s.67.1(1) (page 1290)

· A) business of providing food or entertainment for compensation

· B) amount relates to fund-raising event that benefits a registered charity

· C) amount is compensated and amount is reasonable and specifically identified in writing to the person paying the compensation (i.e. sending client bill for restaurant meal)

· D) anything included in employee income by s. 6

· meals at work site or special work site that would be exempt under these provisions

· E) whole tonne of shit, including amount for one of 6 special events in the year where food/entertainment is available to all employees employed by employer and consumed by those individuals, 
The Royal Trust Company v. M.N.R. [1957] C.T.C. 32 Ex.Ct.

Facts (p684)2

· Appellant company required senior officers to join a social club for business promotion; sought to deduct expense for club and membership fees
· CRA disallowed, saying these were personal expenses (and not used for gaining/producing income(against 18(1)(a))

Analysis

· Start with s.9(1): profit
· Includes IMPLIED EXCLUSION OF EXPENSES (since profit, not revenue)
· The deductibility of disbursements is inherent in the concept of annual net gain – profit
TEST:
1. Does the expense satisfy the business practices test?
·  (s9(1) is a legal test Symes [1993] SCC note 4 p691) 
· is it in accordance with ordinary principles of commercial trading OR well accepted principles of business practice and accounting?
2. Was it made for the purpose of producing income? 
· (s.18(1)(a) limitation)

· Only need intention to earn income; don’t actually have to earn income

· In this case, court finds that expense satisfies both tests

NOTE: Reversed by s.18(1)(1)(ii): no deduction for club membership fees where main purpose to provide dining, recreational or sporting facilities to members

RELATED CASES:
Damon Developments Ltd, [1988] TCC note 9 p 692 – TP deduction membership fees to SK Roughrider Football Club. Disallowed as main purpose of club was to provide sporting facilities.

S.18(1)(l)(i): non-deductibility of costs for use or maintenance of yacht, camp, lodge, or golf course or facility

Sie-Mac Pipeline (1992 FCA) affirmed by SCC note 12-13 p693 –Not allowed– TP deducted expenses to send customers and employees to a fishing lodge to show appreciation and inform them of new products. 
Court: DISALLOWED – “use” in 18(1)(1)(i) doesn’t  only mean own or rent or exclusively controlled. Court also rejected argument that deduction should be allowed for other expenses related to the trip, such as food, transportation, etc.

RATIO: things in 18(1)(l) are disallowed along with ALL EXPENSES INCIDENTAL TO THEM


( disallows expenses and all expenses directly or indirectly linked to them. (YIKES!)
John Barnard Photographers [1979] CTC p694– Allowed: TP deducted expenses to maintain boat use for research purposes. Allowed -“yacht” should be determined by considering the use made.

Contrast MNR v CIP [1988] FCTD – TP deducted payment made to rent converted tugboat for entertainment purposes. Allowed – converted tugboat is not a yacht (even though it was converted into a yacht…).

s.18(1)(h) : no deduction for personal or living expenses

Roebuck (1961 Tax ABC) note 16 p697–Not deductible: TP tried to deduct some expenses for daughter’s bat mitzvah because some clients were invited; disallowed because not in accordance with principles of commercial trading or accepted business practice and not for purpose of producing income (9(1)) or under 18(1)(a) test
Fingold (1992 TCC) note 17 p698– Not deductible: TP was shareholder of company, and was assessed as receiving taxable benefit from company for amounts paid by company for daughter’s bat mitzvah and step daughter’s wedding because some clients were invited; court said no evidence that business clients knew that they were invited as guests of company, not TP; expenses have to be either business or personal, not both 
Grunbaum (1994 TCC) note 18 p698 –deductible: unlike in Fingold, invitations to TP’s daughter’s wedding sent under company name, all correspondence through company, so business guest expenses were deductible (portion of expenses relating to personal guests i.e. family and friends not deductible).

S.67.1(1) limits meals and entertainment deduction to 50% 

Scott (1998 FCA) note 20 p699– bike courier allowed to deduct additional food and water consumed during his work in excess of the average person’s intake.  These were held not to be personal and living expenses, but rather fuel, like gasoline used by couriers who deliver packages by automobile. Apparently limited by 67.1(l) 

Stapley v. Canada [2006] F.C.J. No. 130 (Meals and Entertainment under s.67.1)

Facts p1292

· TP purchased gift certificates for meals, tickets to concerts and sport events for clients; gave in expectation of business referrals (marketing expense); did not use any himself ( wanted to deduct the cost
· Minister reassessed and disallowed 50% of the deductions pursuant to s.67.1(1)

HOLDING:

( provision refers to “consumption of” food, etc.  Doesn’t say the consumption has to be BY the TP! ( broad application


( therefore taxable to TP even though it was clients doing the consumption
Analysis
· Proper approach to interpretation in Canada Trustco Mortgage Co. v. Canada
· Text (words): Grammatical and ordinary sense of the words

· Context: Scheme of the Act 

· Purpose (intent, object): Mischief sought to be cured by the provision

· Favours disallowing:
· Text: The plain wording of the section suggests that there is no requirement of taxpayer use

· Context: Statutory scheme: s.67.1(1) contains exceptions, so:

· 1. If Parliament intended pure marketing expenditures to fall outside the scope, it would have added an exception for it

· 2. At least two of the exceptions in s.67.1(2) suggest that there is no requirement of taxpayer consumption or enjoyment under s.67.1(1) (would be redundant)

· Favours allowing:
· Purpose: s.67.1 to mitigate potential for tax avoidance and abuse; respondent’s deductions not an abuse targeted by s.67.1(1), many quotes emphasizing personal consumption which is not present case

· In a conflict, clear language trumps court’s view of object / purpose (65302 BC)

· Given that the expenses do not fall under any of the express exceptions, court must find he can only deduct 50% (however, court notes that this seems unfair)

· Note: there is personal consumption by clients, clients presumably not deducting-could say receipts are gifts. Could it be by virtue of their business? Unlikely, since they are just buying and selling their homes

No. 360 v. M.N.R. (1956), 16 Tax ABC 28 (Clothing Expense)

Facts p700

· Appellant deducted $950 for “the cost of making and altering her wardrobe, accessories for various dresses and purchase of dresses for television purposes”

· Minister rejected on basis that expenses were personal expenses under s.18(1)(h)

Analysis

· Although appellant is a TV star, success due in part to grooming, and she is required to furnish her own dresses, she can wear the clothes ‘off stage’

· The issue has arisen before and is always considered a personal or living expense

· The court could find nothing in the present case warranting a different decision

· These are, in principle, personal or living expenses under s.18(1)(h) of the Act and thus not deductible

· Courts reluctant to decide on policy – deduction allowed where clothing sufficiently distinctive and cannot likely be worn in personal life

· If similar benefit is not taxable – likely deduction would be allowed for similar purpose (Huffman: cop’s allowance for undercover clothes he has to buy not taxable benefit)

Giroux v M.N.R note 2 p702-partly allowed: TP, a stage and television artist deducted expenses for clothing and dry cleaning expenses. Court: distinguished between clothing an artist could not suitably wear except on stage or TV but which he is required to provide and clothing an artist can wear on stage and in personal life. Cleaning expenses purely personal expense and not allowed. 
RATIO: DISALLOWED for clothes that can be worn for PERSONAL life.  Allowed if ONLY for work/business.
Home Office Expenses

· S.18(12): home office expenses

· a) no deduction for any part of self-contained domestic establishment in which TP resides (“work space in home”) unless

· i) work space in home is TP’s principal place of business OR
· ii) work space used exclusively for purpose of earning income AND regular and continuous use for meeting clients/customers/patients

· b) cannot generate a loss (though can be carried forward to future years)
· c) any amount not deductible b/c of (b), can carry forward in computing income in subsequent year(s) subject to (a) and (b) ( indefinite carry forward amount 

· must be applied to same business (not transferable)

Locke v. M.N.R. (1965), 38 Tax ABC 38 (Home Office Expenses)

Facts p703

· Lawyer set up home office and claimed 1/6 of total home expenses; deduction disallowed

· Appellant did not hang a sign at his home nor was listed in Yellow Pages

Analysis

· Where a portion of the house has been definitely set aside for business purposes, and an appreciable amount of business has been transacted therein, the taxpayer might be entitled to deduct a reasonable amount

· Very similar to Heakes v MNR where deductions were not allowed
· FACTORS:
· Was the room in question definitely separate from living quarters of his family?

· Was an appreciable amount of business transacted in said room or was it just used for his convenience?

· Was his house partially municipally assessed for business purposes?

· Was his telephone ordered for business purposes?

· Was there a sign on his house announcing to the general public that a law office was being maintained therein?

· If he already has an office where he regularly practices his profession, was his home office, in fact, a second branch office?

( onus will be high for TP’s who clearly have another place of business

RELATED CASES:
Vanka (2001 TCC) – doctor allowed to deduct as office was used regularly and continuously for meetings with patients (7 a night over the telephone) – lowered threshold for test (phone/emails can apply to s18(12)(a)(ii))
RATIO: “meeting clients” can include on the phone
Generating loss / Separation from domestic establishment
Ellis (1994 TCC)-loss not allowed -- TP sold pottery and stained glass out of a studio/store above over garage. Held that there was no deduction.  Workplace part of self contained domestic establishment per 18(12)(a)—utilities bill was the same for the home and studio.
Dufour (1998 TCC)-loss NOT allowed -- Office in garage. No deduction.  Workplace part of self contained domestic establishment per 18(12)(a)—office physically connected to home.
Maitland (2000 TCC) –loss NOT allowed-- Home purchased to run as B&B business, with owner living on top floor. No deduction. Whole house is the self contained domestic establishment.
Sudbrack (2000 TCC) –loss ALLOWED- Country Inn—separate quarters for family/operators. Deduction. Business separate from self-contained domestic establishment.
Broderick (2001 TCC) loss ALLOWED – TP lived in basement apt and operated B&B. distinguished Sudbrack on basis that the residence was seasonal and so fully available during off-season (7mos).

TRAVEL EXPENSES

s.18(1)(h): travel expenses incurred while away from home in the course of carrying on the business are excluded from “personal living expenses” (therefore deductible if you meet the test)
Cumming v. M.N.R., [1967] C.T.C. 462 (Travel Expenses) BASE OF OPERATIONS test
Facts p714

· Taxpayer worked as anesthetist at Ottawa Hospital but maintained home office for administrative functions of his practice

· Taxpayer claimed deduction for use of car to travel to and from hospital or elsewhere in connection with his practice

Analysis

· Other anesthetists practicing in Ottawa were allowed deductions for vehicle use

· Base of appellant’s operations was his home, not hospital (or equally home and hospital) - no space available for him to work at hospital

· Travel between the two points required since he needed both locations to carry out all functions of the business

· Because he chose to live reasonably close to hospital, no portion should be personal expense
RATIO:

· Find base of operations

· Factual analysis ( here records at home, business calls came to home, etc. No business connection to hospital other than seeing patients there
RELATED CASES:
Henry (1972 SCC) p720 note 2  DISALLOWED– travel expenses disallowed for a TP who travelled between home and a hospital where he also had an office where records were kept and accounts made up. Held that hospital his base of operations.
Cork (1990 FCA) p721 note 3-ALLOWED –Mechanical draftsperson maintained office in one room of his rented house sought to deduct travel expenses to construction sites to which he brought his own tools and materials. Deduction allowed. Home was base of operations for drafting business, arranged work from his home. ( no other “base of operations” than home
Forestell (1991 TCC) p721 note 4  ALLOWED -- TP an independent contractor who lived in Campbellford & commuted to Toronto weekly because exclusive contract with ROM. Court held that base was Campbellford, even though only a very small part of total business conducted there & TP maintained an apartment on Bloor Street (for which he also deducted home office expenses). 
RATIO: have choice as to where base of operations is.
travel deductible when in the course of a single business, but not when from one business to another
Randall (1967 SCC) allowed -- TP managed a horse racetrack in BC and took a contract with a track in Portland, Oregon. Is this a single business—travel part of business—or a separate job in Portland, travel from home to which would not be deductable? Single business carried on in various geographical locations, therefore travel expenses deductible.
Waserman (1969 Tax ABC) allowed-- Furrier shops in Toronto and Ottawa a single business, must be considered as a whole: TP had offices, business telephones, bank accounts, fur storage service and advertised in both locations
RATIO: if traveling between the SAME business, then FULLY DEDUCTIBLE.
A1 Steel and iron Foundry Ltd. (1963 Tax ABC) – TP sought to deduct trip to Europe by its president. Partial deduction allowed on the basis that only part of the trip was business related.

s. 67 reasonableness requirement

Cipollone (Dr. Phela Goodstein) v Canada, [1995] T.C.C (Reasonableness)

Facts p1283

· Taxpayer owned “humourolgist” business. TP had expenses greatly exceeding revenue in each year resulting in substantial losses and sought to claim these deductions. (Example: $85 revenue vs $14,588 expenses in 1987)

· Minister reassessed years 1987-99 due to no REOP and deductions were not reasonable

Analysis

· Found as fact that TP spent money in order to earn to earn a profit and expectation of earning a profit was reasonable despite small revenues, good faith-potential for taxable income

· Problem was attempt to deduct unreasonable expenses – expenses greatly disproportionate to revenues, many expenses that had a personal nature (travel, meals, clothing)
COURT: commercial enterprise(therefore no REOP; HOWEVER, only expenses that are REASONABLE are allowed
Deductions (Part 3: Interest and Other Financing Expenses) 

· S.20(1)(c)(i): permits a deduction for an amount paid or payable in respect of the year pursuant to a legal obligation to pay interest on borrowed money used for the purpose of earning an income from a business or property, or a reasonable amount in respect thereof, whichever is the lesser

· TEST: (Shell Canada Limited v. Canada, [1999] S.C.J. No. 30)

· The amount must be paid in the year or be payable in the year in which it is sought to be deducted

· The amount must be paid pursuant to a legal obligation to pay interest on borrowed money (“legal interest” definition)

· The borrowed money must be used for the purpose of earning non-exempt income from a business or property; and,

· The amount must be reasonable, as assessed by reference to the first three requirements

· S.20(3): where taxpayer has used borrowed money; to repay money previously borrowed, or to pay an amount payable for property described in subparagraph (1)(c)(ii) previously acquired, … the borrowed money shall … be deemed to have been used for the purpose for which the money was used or was deemed by this subsection to have been used, or to acquire the property in respect of which the amount was payable, as the case may be
· Funds used to refinance loan deemed deductible as well.
Bronfman Trust v. Canada [1987] S.C.J. No. 1

Facts p725

· Trustees elected to make discretionary capital allocations to Bronfman in 1969 and 1970

· Used funds borrowed from bank rather than liquidating assets

Analysis

· Parliament created s.20(1)(c)(i) to encourage the accumulation of capital which would produce taxable income; not all borrowing expenses are deductible
1. eligible vs ineligible uses (rejected by Singleton, Shell, Ludco)

· Eligibility is contingent on the use of borrowed money for the purpose of earning income; focus of inquiry must be on the use to which the taxpayer puts borrowed funds

2. current use vs original use (rejected by Singleton, Shell, Ludco)

· Current, not original, use of borrowed funds is relevant focus in assessing deductibility

3. direct vs indirect use [ONLY THING LEFT!!]

· A direct ineligible use of money should not be overlooked for an indirect eligible use

· thus, you use the borrowed funds for the purpose of making income (modified in Ludco)

· Eligibility is contingent on the use of borrowed money for the purpose of earning income; focus of inquiry must be on the use to which the taxpayer puts borrowed funds

· Current, not original, use of borrowed funds is relevant focus in assessing deductibility

· A direct ineligible use of money should not be overlooked for an indirect eligible use: borrowed money was originally used for allocations to beneficiary, even if indirectly preserved income, borrowed money was for direct ineligible purpose not entitled to deduction

· Exception for ineligible direct use but w/ indirect purpose/effect: onus on TP to prove bona fide purpose: trustees had no reasonable expectation that income yield from trust’s portfolio would exceed interest payable on borrowed funds

· No interest deductible

RELATED CASES:
Mark Resources Inc. (1993 TCC) p737 note 6- not allowed- Bronfman bona fide purpose test - TP was a successful Canadian Co with an unsuccessful US subsidiary loaned it US$ which it paid back as dividends. Held that the overriding economic and primary purpose was to import the tax losses into Canada, not to receive dividends. Held that even if the direct use was to earn income, if the bona fide purpose is not to earn income, you don’t get the deduction. 
( OVERRULED BY LUDMER

Singleton (2002 SCC) p740 note 10–allowed- rejects Bronfman bona fide purpose test –
Facts: TP took funds out of partnership to buy house, then took out mortgage against house to “reinvest” into partnership

COURT: 
· S.20(1)(c)(i) is a strict test. Trace legal source of funds, not economic purpose of them

· Commercial/Economic reality test rejected
· Simply trace legal source of funds.

· Here TP used borrowed money to invest in partnership.

· As long as there is a direct link between borrowed money and an eligible use, it is deductible

· Absent a sham or window dressing, or other vitiating circumstances, taxpayer does not have to demonstrate a bona fide purpose ( ie a STRICT CONSTRUCTION approach to 20(1)(c)(i)
MNR v Attaie (1990 FCA) p741 note 13 not allowed – TP came from Iran and borrowed 45K for house in Toronto at over 10% although had 200K of available personal funds in Iran. When got money out of Iran, used money to invest due to higher interest rates instead of paying loan. FCA: not allowed-current use eligible but done with personal funds-not traceable to original mortgage as loan still used for maintaining house
Grenier (1992 FCTD) p742 note 14 partly allowed – TP borrowed 66K on security of his home which was used to earn income from a garage. When TP moved to a new residence, he used the proceeds to pay off the loan and borrowed 151K to buy the new home. TP sought to deduct full interest on 151K on grounds it had replaced earlier loan. The court uses 20(3), which deems money borrowed to pay off a loan to be borrowed for the same purpose as the loan was originally for to allow deduction of interest on 66K of loan

Tennant (1996 SCC) p744 note 16 allowed– TP borrowed $1M to buy shares, then sold shares at fair market value of $1000 in exchange for shares of the arm’s-length company to whom he sold the shares. Court allows TP to continue to deduct interest on the full original loan because implicit in Bronfman that you can change from one eligible use to another, borrowed funds could be traced to subsequent exchange shares. The amount of interest deductible relates to the amount of the loan, not to the value of the replacement property, as long as replacement can be traced to entire amount of loan.  If only replacement traced to only a portion, then only a proportionate amount may be deducted.
Shell (1999 SCC) – undermines Bronfman bona fide purpose test: TP engaged in weak currency loan, which is a complicated set of loan swapping between different countries with differing interest rates. Basically, the TP got high interest deductions up front and a foreign exchange gain (deferred), plus treatment of the gain on capital account. SCC said use for earning non-exempt income from its business. This scheme was shut down by s.20.3 (weak currency borrowing – borrowing money in currency now operating in). 

Ludco Enterprises (or Ludmer) – allowed-undermines Bronfman bona fide purpose test:

Facts: borrowed money through family company in Canada to invest in 2 offshore companies in Panama, those companies reinvested returns and only paid 600K in dividend over 8 years. Value of shares would increase due to accumulating wealth in companies, plan to sell shares. Family company deducted interest of 6M then realize gain of 9.24M partially taxable, also generated current tax loss. Real purpose of using borrowed fund was to get capital gain

Reasoning-SCC:  the “purpose” requirement in s.20(1)(c)(i) need not be bona fide but can be “ancillary”; concept of “income” in s.20(1)(c)(i) only refers to taxable income: is gross income or revenue, not net income or profit; ancillary purpose to earn income is sufficient to satisfy the statutory test, even if the primary purpose is to obtain a capital gain or avoid tax
· ( income under 20(1)(c)(i) now means gross income, no regard to concept of net income in s9
· Note: GAAR came into effect in 1988.  GAAR principle could have been applied to Singleton but deemed not necessary in light of  Bronfman and Mark Resources
· Tax benefit: low threshold therefore only have to say there is interest deduction. Otherwise would argue mismatch b/t full tax deduction and partial tax on capital gain

· Transaction primarily tax motivated: accumulate wealth in off-shore company to realize capital gain

· Misuse or abuse of provision: is 20(1)(c)(i): purpose is to accumulate capital to produce taxable income capital/reinvest in company not to produce capital gain

RATIO: considers the “income” requirement of 20(1)(c)(i) to be REVENUE

· Don’t need to produce PROFIT, only REVENUE ( therefore the “profit” component need not be bona fide
· An “ancillary” purpose to produce income is enough, including an intent to produce capital gains.
Other Financing Expenses

· Other financing expenses that do not satisfy the legal definition of interest may be deducted under s.20(1)(e)-(g)

· A key requirement of the application of s.20(1)(e) is that the expense be incurred “in the course” of specific kinds of financing listed in subparagraphs (i)-(ii.2)

M.N.R. v. Yonge-Eglinton Buildings Ltd. [1974] C.T.C. 209

Facts

· Although payments at issue expressly excluded from deduction in s.20(1)(e), this is the leading statement on the kinds of expenses permitted under s.20(1)(e)

· Respondent obtained financing for construction of office building; contract for loan included undertaking to pay 1% of gross rental revenue to lendor for 25 years

· Issue was whether respondent was entitled to deduct 1% gross revenue payments

Analysis

· Test is whether the expense, in whatever taxation year it occurs, arose from the issuing or selling or borrowing

· The words “in the course of” are not a reference to the time when the expenses are incurred but are used in the sense of “in connection with” or “incidental to” or “arising from” and refer to the process of carrying out or the things which must be undertaken to carry out the issuing, selling or borrowing

· Since the amounts here arose from and were incidental to the borrowing of money required to finance construction of a building they fall within (now) s.20(1)(e)(ii)

Timing Issues: Inclusions 

Three methods of accounting:

· CASH BASIS (o/e context)
· you count the amount in your taxes when you received/paid those amounts 

· ACCRUAL BASIS (business context)
· receivable/payable method

· you have a legal right to the amount (receivable) or you have a legal liability to pay that amount (payable), but you have not received or paid that yet

· pure accrual method

· do not yet have a legal right to the amount or to pay that amount, nor have you been paid this amount yet

· just place it in your income, even though you have not been the paid the amount (but don't tax it when you're paid the amount-->double-taxing is horseshit)

· e.g. interest income-->interest accumulates but is not payable for five years; thus, I have accrued an amount after a year, but I have not been paid this amount (just accruing in an account) nor do I have the legal right to receive that amount (paid in five years is the time when I have legal right to the amount)

· e.g. Principal income falls under the “Realization Principle”:

· the capital gain in my apartment that I have not sold yet; there is a distinction between this type of accrual (which is taxed when I sell the apartment) and interest income accrual (which is taxed as received even if it hasn't been yet)

· Starting point is 9(1) “profit…for the year” (net concept)

· GAAP – generally accepted accounting principles (soon to be replace by IFRS-international financial reporting standards)

· ( true picture of taxpayer income/health of company

· (conservation

· S.12 includes a number of additional rules:

· Unearned amounts that are received by the taxpayer in the year in the course of a business (s.12(1)(a)) (offset by s21(m) which allows deductions for goods and services delivered after the year)

· Amounts receivable in respect of property sold or services rendered in the course of a business in the year, notwithstanding that the amount or part of is not due until a subsequent year, unless the method of computing income does not require the taxpayer to include the amount receivable under the Act (s.12(1)(b))

· Amounts received or receivable on account of, in lieu of payment, or in satisfaction of interest to the extent it was not included in previous years (s.12(1)(c))

· Amounts received that were dependant on the use of or production from property (royalties) (s.12(1)(g)) ( cash basis

· Amounts received on account, in lieu of payment, or in satisfaction of dividends of corporations (s.12(1)(j),(k) and ss.82 and 90) ( cash basis

· Amounts received in the course of earning income from a business or property as an inducement, refund, reimbursement, contribution or allowance, or as assistance in respect of an expense included in, or deducted as, the cost of property (s.12(1)(x))

· Interest income (s.12(3),(4),(9),(11), and reg.7000)

· Courts have interpreted “method regularly used” by TP should still consider method that gives true picture of TP’s income

· Corporations, partnerships trusts,

· Accrual: 12(3), (4), (11)

· 12(4) individuals or personal trusts, interests that has accrued on “investment contract” up to end “anniversary”

· 12(11) Investment contract: debt obligations except where you would include interest included annually

· 100 for 1 yr @ 10% interest – assignment of debt

· Jan 1 2009 dec 31, 2009: if sell on july 1st , then would get~ 105$, seller(A) would have capital gain of 5$

· Buyer B would get 100$ principal/10$interest (Capital loss)

· Need rules to make 10$ of interest split b/t buyer of seller for tax purposes

· 20(14)10$ interest allocated b/t buyer and seller (5$ accrued before amount of transfer)

· Transferee entitle to amount of interest accured before assignment (5$)

· B will have interest inclusion of 5$

· S52(1)?? Capital-A is able to add 5$ to cost of debt

· Income received? – note 

· Kenneth Robertson Ltd (1944 Ex Ct): insurance premiums took premiums w/o knowing payroll for yr so company paid advanced fees to be offset against known payroll at end of yr. there was a minimum amount and companies could get a refund if had lower payroll. Revenue authority included all. TP argued successfully that minimum amount wasn’t income but a deposit or advance. Held was deposit, did not have quality of income - foundational case.

· Association of taxi owner took fees for membership which they called a deposit. SCC looked at substance held had character of deposit 

What is receivable?

West Kootenay Power & Light Co. v. M.N.R. [1991] F.C.J. No. 1263

Facts p759

· Taxpayer generates and distributes hydro-electric power; bills on bi-monthly basis

· Taxpayer historically did not include unbilled amounts for delivered electricity, but began to do so in 1979

· Switched back to “billed” basis for tax but continued “accrual” basis for accounting

· Minister added unbilled revenue to income; parties agreed GAAP allowed either method

· Trial judge: according to principle of conformity, TP required to use same method on financial statement and tax return

Analysis

· Is unbilled revenue a “receivable” under s.12(1)(b) of the Act? 

· The taxpayer had a clear legal right to payment – looked at property law and Sales of Goods, electricity was a “good” delivered

· Amounts in question were sufficiently ascertainable to be receivables

· The principle to be applied for this Part is the “truer picture” or “matching principle”: incurred expenses this year for unbilled amounts which they deducted

· Here denies appellant the right to use the billed account method
Ratio:

•“true picture principle”

1. there is no absolute requirement that there must always be conformity between financial statements and tax returns

2. what is required is that there is a “truer picture” of TP's revenue, which more fairly and accurately portrays income, which “matches” revenue and expenditure

•“amounts receivable” in s.12(1)(b) from the John Colford Rule:

1. it must be sufficiently ascertainable

2. you must have a legal right to the amount, though not necessarily immediate

Note: courts later held in Canderel and Ikea matching is a guideline, trumped by realization principle

RELATED CASES
Canadian General Electric co. (1961 SCC) – TP borrowed funds from US parent and included a foreign exchange gain on the value of the debt in terms of Can$. SCC held that profit must be determined on ordinary commercial principles unless otherwise indicated by the Act. The valuation of the liability should be assessed each year.

Ikea (1998 SCC) -- SCC reaffirmed the “realization principle”. An inducement payment received by Ikea in order to enter into a long-term lease had to be included into income the year it was received (i.e. realized). The court rejected Ikea’s proposition to spread recognition of the payment over the life of the lease, as it said it would have been a distortion of Ikea’s taxation picture to ignore the fact that the entire amount was freely available to it as of the year it entered into the lease.
John Colford Contracting Co. (1960 SCC) p775 note 6– TP installed equipment based on contracts where payment was held back until the work was certified by an architect. Held that uncertified holdbacks were not receivable in the taxation year as there was no legal right to the $$$ until certification, which was discretionary
Canada v. Antosko [1994] S.C.J. No. 46

Facts

· Board gave several loans from bank to company it controlled

· Board sold company shares to Antosko and Trzop for $1 and covenanted to ensure company was debt free except for debts to Board; agreed to postpone obligation of repayment and interest for 2 years

· At end of 2 year period, agreement to sell debt to A&T plus interest for $10 (it did)

· Appellant included received interest payments as income under s.12(1)(c) and claimed deduction of the amounts under s.20(14)(b)

· MNR disallowed deductions

Analysis

· Interpretation of s.20(14) which permits a transferee of a debt instrument to deduct the interest accruing on the instrument prior to the date of transfer

· Two conditions must be met for s.20(14) to apply:

· There must be an assignment or transfer of a debt obligation, and

· The transferee must become entitled, as a result of the transfer, to interest accruing before the date of transfer but not payable until after that date

· Motives, circumstances, and consequences not relevant where it is not a sham

· S.20(14) operates to apportion accrued interest between transferor and transferee so as to avoid double taxation
· Where the Act intends to make the tax consequences of one party conditional on acts of another party, the sections are drafted so the interdependence is clear
· The ability of a taxpayer to claim a deduction pursuant to s.20(14)(b) is not dependant on the inclusion by the transferor of the amount in their income under s.20(14)(a)
· The interest which accrued during the 2-year period was payable after the transfer as meets the terms of s.20(14); to say the interest became payable at the moment of transfer is somewhat artificial; the appellants could not have made a valid demand for payment of the interest until the debt was fully transferred to them
· The appellants are entitled to a deduction of interest accruing prior to the transfer and payable thereafter; meets the requirements of s.20(14)
Timing Issues: Deductions

· Accrual basis: expenses deductible in year incurred, even if not paid

· Cash basis: not deductible until actually paid

· S.18(1)(a): disallows deduction except to extent it was made(paid) or incurred(assumed)

· Outlay made  - cash payment (cash basis)

· Expense incurred – obligation payable (payable)

· Therefore method depends on what is better picture

· S18(1)(e) no deduction for contingent liability (expense not realized yet)
· S.20(1)(c): permits deduction for interest paid or payable in the year

· Other rules defer year in which taxpayers may deduct otherwise deductible expenses

· Other rules permit a deduction in respect of amounts previously included in computing income from a business or property, even if not paid or payable in that year

· Matching principle

· Inventory accounting

· Capital expenses: s18(1)(b), 20(1)(a)

· Prepaid expenses: s18(9)

· ( paid an amount but must defer deduction to when better matched to future revenue

· However running expenses: court have held to difficult to match so can deduct full amount when incurred

J.L.Guay Ltee v. MNR [1971] C.T.C. 686 

Facts p783

· Leading case on what is an “amount payable”
· Respondent is a general contractor; pays a portion of pay to sub-contractors based on estimates and withholds a percentage, as per contract, until work is approved. 
· On tax return, doesn’t respondent include balances owing to the sub-contractors
Analysis

· For amounts to be “receivables”, they must be amounts which “the intended recipient has a clearly legal, though not necessarily immediate, right to receive” (John Colford Contracting Ltd. v. MNR)
· Therefore REVERSE APPLIES TO AMOUNTS PAYABLE only when certain and mandatory will it satisfy s.18(1)(a)

· Only amounts which can be exactly determined are accepted; provisional amounts or estimates are rejected, and it is not recommended that data which is conditional, contingent or uncertain be used in calculating taxable profits: subcontractor had legal right to be paid for work if not approved however contractor had right to keep holdback in full if damages from faulty work exceeded the pay, or if less subcontractor would be entitled to difference

· (No legal obligation to pay until work approved

RATIO: Cannot deduct until TP has legal obligation to pay  ( “true picture” test

RELATED CASES:

Buck Consultants Ltd. (1996 TCC, aff’d 2000) – TP entered into 15 year lease in which the first 14 months were free. TP sought to deduct amounts during rent free period based on notional payment scheduled by which rent was amortized over the duration of the lease. Held that no outlay or expense had been made or incurred for the period.
Transport Direct System ltd. (1984 TCC) – TP sought to deduct its estimated liability for goods that were lost, damaged or destroyed in the course of its transport business. Held that as this amount was only a contingent liability and not fixed as it was based on damages incurred for which the TP has received no claims and claims received for which liability had not been determined.

Wawang forest products note 2 p787: TP had to pay workers compensation premiums but could hold back until received clearance from board. Never paid 1-5%, court: had legal obligation to pay, could withhold amounts for security therefore could deduct. Inconsistent with J.L Guay Ltee (not mandatory)
Samuel investments p791: TP sought to deduct management bonus of $147K to corporation president and sole s/h in 1978 tax year even though not paid in 78 or 79 and cancelled in 1980. Court: definition of contingent liability: any uncertainty to make a payment in respect of 1-whether the payment will be made, 2-the amount payable, 3-time by which payment will be made

Inventory

Two Types of Property:  “Capital Property” (produces capital gains) vs “Inventory Property” (produces business income)
· S.248(1) defines “inventory” as “a description of property the cost or value of which is relevant in computing income from a business”

· Inventory costs deductible only in year sold or disposed of (matching principle)

· Subject to a number of statutory rules in s.10 of the Act

· GP=proceeds –cost

· Cost = C0 + C1- C2 = (value at beginning of year) + (cost of inventory acquired during year) – (value of leftover inv.)
· GP (Gross Profits) = Proceeds – C0 – C1 + C2

Neonex International Ltd. v. Canada [1978] F.C.J. No. 514 

Facts p795

· Illustration of dependency of ‘inventory’ on general principles

· Appellant produces and sells / rents custom-built electrical signs

· Most under conditional sales contracts in which title doesn’t pass until sign fully paid for

· Appellant previously treated uncompleted signs at year end as “work in progress inventory” for tax and accounting purposes

· Then switched; deducted for tax purposes on basis they represented period expenses not required to be carried for tax purposes as the cost of “work in progress” inventory

Analysis

· The matching method makes sense for inventory 

· The method used by the appellant in calculating its income accorded neither with GAAP nor with the proper method of computing income for tax purposes ( NOTE: Tax/Financial Statements do not need to use same method
· “TRUE PICTURE” TEST: Inventory expenses should be deducted when the signs were sold

RELATED CASES: what is left over inventory?
Anaconda American Brass Ltd. (1955, PC) note 6 p799; – AAB adopted a LIFO method just as the price of raw materials was  dramatically rising (this would obviously increase cost of products sold during year, reduce taxes).  
Court: upheld MNR’s use of FIFO to calculate TP’s tax; said in this case it was a more accurate measure. Note: last case to go to PC. Followed in Handy & Harman of Canada Ltd. (1973, FCTD)
RATIO: court will use the APPROPRIATE method for valuing inventory 
What happens if inventory decreases in value-when to make deduction: when inventory is worth less than cost and haven’t sold it yet, then can take deduction now (e.g. electronics)– principle of conservative accounting  value inventory at end of year at lower of cost or fair market value ( deduct unrealized decrease in value of inventory - Codified in Act s10(1) 

Friesen- bought property in AB for speculative gain, not capital property. Held in adventure in nature of trade. Value of real estate fell. Could sell it and get loss but didn’t want to sell. Looked at 10(b): claimed loss for each taxation yr it lost in value at market value since less than cost. Got exception to realization principle all th way to SCC – reversed by legistlature – 10(1) does not apply to business in the adventure in the nature of trade

· 10(1.01) property must be deducted at cost
RATIO: Ss. 10(1) and (1.1) CANNOT be used for AINT.
Running Expenses

· Courts have traditionally held that expenses that cannot be easily matched with specific revenues may be deducted in the year in which they are incurred (i.e., running expenses)

Oxford Shopping Centres Ltd. v. Canada [1980] C.T.C. 7 (Running Expenses)

Facts p902

· TP paid $490,000 “in lieu of local improvements and taxes

· Inducement payment to get municipality to upgrade road in front of shopping centre to compete w/ rival.
· Deducted whole expense in current year but amortized expense over 15 yrs for accounting/financial statement purposes; Minister wanted it amortized for taxes too
Analysis

· Matching principle does not apply to running expenses ( 15 yrs was arbitrary period, not sure how long benefit would last and if there would be any benefit due to possible increased competition
· due to highly speculative nature of payments, amortizing not “true picture” of expense
· The nature of the amount in question is a running expense that is not referable or related to any particular item of revenue; the amount is deductible only in the year in which it was paid
NOTE: see prepaid expenses( 18(9) would likely catch this expense today and force it to be deferred
Canderel Ltd (SCC) p906 note 7-running expense
FACTS:–TP made tenant inducement payments (TIPS), amortized over term of each lease for accounting purposes but deducted full amount in current year. 
Court:
· RUNNING EXPENSES: payments that produce benefits in current year AND future years
· Thus neither amortization nor a full deduction in the year of payment would provide an accurate picture of revenues or expenses

· not clearly referable to rents generated by induced leases.  Allowing full deduction now would only distort income for one year

Tower Investment Inc. (1972, FCTD) p905 note 5-- TP, a landlord, spread advertising expenses out over a number of years; this was upheld by the court-appropriate method that was likely more accurate.  In Oxford Shopping Centres, Thurlow ACJ said that this case merely said that the expenses could  be spread out, not  that they couldn’t be fully deducted in the year in which they were incurred
RATIO: TP can CHOOSE to deduct running expenses now OR amortized over period. ( note CRA can’t force them
Prepaid Expenses

· S.18(9) requires taxpayers to defer the deduction of various “prepaid expenses” prohibiting deduction in the year they are made or incurred, and allowing them to be deducted in the “subsequent year to which they can reasonably be considered to relate”

· i.e., prepaid rent, interest, insurance and taxes, for services to be rendered in a subsequent taxation year

· Purpose: more closely align determination of business or property income for tax purposes with generally accepted financial reporting practice (“truer picture”)
· NOTE: could probably have caught Oxford Shopping Centre
· Urbandale Realty Corp v. M.N.R. [2000] F.C.J. No. 184: s.18(9) does not require the amortization of a regional development charge on the grounds that the one-time tax did not relate to a “period” indicating in s.18(9)(a)(ii) and was not imposed in respect of a period “after the end of the year”

· Toronto College Park Ltd v. Canada [1996] F.C.J. No. 893: rejected taxpayer argument that absence of tenant inducement payments under s.18(9) implicitly authorizes their immediate deduction on basis that the kinds of expenses subject to s.18(9) are mostly expenditure that, unlike these payments, cannot easily be matched to a specific source of income in the subsequent taxation year

· Canderel Ltd. v. Canada [1998] S.C.J. No. 13: taxpayer not required to amortize amounts paid to induce tenants to enter into long-term leases on grounds that s.18(9) does not include tenant inducement payments in list of amounts that must be amortized (if Parliament wanted it, they would have included it)

· Note: could argue that Oxford Shopping payment should be amortized b/c falls into prepaid taxes – however can they be easily matched, increased taxes was not certain, period/number of years was arbitrary

Timing Issues: Capital Expenditures 

· S.18(1)(b) PROHIBITS the deduction of capital losses or “CAPITAL EXPENDITURES” and “allowances in respect of depreciation, obsolescence or depletion”

· Depreciation: the decrease in the value of property over time, which typically occurs when tangible property is used to obtain income from a business or property

· Obsolescence: a decrease in the value of property due to innovation

· Depletion: a decrease in the value of a resource property from exploitation of the resource

· S.20(1)(a) permits deduction for “capital cost allowances” on a schedule
· S.20(16) permits deduction for a “terminal loss” in the value of depreciable property

· Capital losses (deductions allowed at ½) are only taxable against capital gains

· CAPITAL EXPENDITURES ARE ADDED TO THE UCC OF THE PROPERTY, and either subtracted from proceeds to compute a capital gain or loss, or deductible over varying periods of time

· Like inventory accounting, the statutory scheme for capital expenditure ensures a “truer picture” of income by matching the deduction of expenditures with the inclusion of revenues in subsequent tax years

· Characterization and computation of deductible allowances with respect to “depreciable property” (capital cost allowance), and “eligible capital property” (eligible capital expenditures)

· (Categories of capital property:

1. Depreciable

· Depreciable property: wears out over time
· 20(1)(a) capital cost allowance: schedule for amortization, typically for tangible, depreciable property

2. Non-depreciable: land, securities

· Land, securities: tangible or intangible but do not wear out. Can’t deduct cost, add expense to cost of property on disposition-offsets gains/proceeds. They could also be inventory

3. Eligible capital property

· Intangible property: i.e. goodwill, patents may wear out over time
· The Act does not define “outlay of capital”, “replacement of capital”, or “payment on account of capital” (under s.18(1)(b))

· Capital expense: on account of capital (vs. on account of revenue)

Characterization (capital expense?)

Canada v. Johns-Manville Corp. [1985] S.C.J. No. 44 (Characterization) p808

Facts

· Taxpayer operated open-pit asbestos mine in Quebec

· It was necessary to purchase land on a regular basis to extend the parameter of the mine to maintain gradual slope and prevent landslides (over period of 40 yrs)

· Deducted the cost of land acquired during the year as an ordinary business expense

· Minister disallowed on basis that it was a capital expenditure
HOLDING: recurring expenses in the process of earning income, NOT capital expenses
Analysis

· Court said no tax recognition if characterized as capital expenditure and would leave TP w/o any deductions from income. (Note: However when sold land in future they would get recognition for ½ of gain or loss)

· TCC: deductible expense- expense incidental to production

· FCA: capital expense-lands incorporated into operating structure

· Characterization “depends on what the expenditure is calculated to effect from a practical and business point of view rather than upon the juristic classification of the legal rights, if any, secured, employed or exhausted in the process” (Hallstroms in BP Australian Ltd. v. Commissioner of Taxation of the Commonwealth of Australia, [1966] AC 224)

· British Insulated “Enduring Benefit Test”: expense incurred once and for all to bring into existence an asset for the enduring benefit of the trade. 

· Australian test: expense in order to set up the structure of the business vs. recurring expenses to keep the business structure running

· (Expense is constant requirement from producing ore from mine, However what would have happened if they had purchased land at the beginning and not over 40yrs?

· If the statute is unclear, and one reasonable interpretation leads to relief for taxpayer, and the other doesn’t, and the expenditures were bona fide in the course of business activities, favour interpretation that provides relief

· (Expense was small portion of annual revenue, policy reasons-ambiguity should be resolved in favour of TP ( expenses were deductible as expenses

· Decided on amalgam of cases:

· AUSTRALIAN TEST: BP Australia Ltd. (1966, P.C.) p819: (1) use common sense (no rigid test); (2) were the sums in question expended on the structure within which profits were to be earned or were they part of the money earning process?
· structure vs money earning process / means of production vs use of means / implements vs efforts
· Halstroms Pty. Ltd. (1946) p820: difference between capital expenditures and expenses is the difference “between the acquisition of means of production and use of them; between establishing or extending a business and carrying on the business; between the implements employed in work and the regular performance of the work; between an enterprise itself and the sustained effort of those engaged in it”

· Sun Newspapers Ltd. (1938) p820: 3 factors in making distinction: (1) character of advantage sought; (2) manner in which it is to be used (recurrent or not); (3) means adopted to obtain it (periodic or one-time payment)

· UK TEST: British Insulated (1926): a capital expenditure is going to be spent once and for all; an income expenditure is a thing that will recur every year; when expenditure is not made once and for all but with a view to bring into existence an asset or an advantage for the enduring benefit of the trade
RATIO

· TEST: capital expenses = once and for all AND to produce an enduring benefit
· Can use either UK or AUSTRALIAN test (when ambiguity which, use residual presumption in favour of TP)
Cases in which British Insulated Test Applied:
British Columbia Electric Railway Co. (1958, SCC)-capital:  Payment to terminate a long-term agreement. Termination of an unprofitable business held to be a capital expenditure due to its enduring benefit. Benefit is the termination of something negative  Decision followed on similar facts in Mandrel Industries Inc.
Central Amusements Co p818- deductible: TP deducted costs to replace circuit boards in numerous video and arcade games to create new games that satisfied market for next few months. Court held that payments required on a recurring and regular basis, advantage obtained was temporary in nature.

Haddon Hall Realty Inc. (1961, SCC)-capital: Cost to landlord to replace appliances in rental units a capital expenditure due to the fact that the expenditure was made once and for all to create a benefit of an enduing nature

Damon Developments Ltd.(1988, TCC) p819-deductible: TP owned a hotel, was allowed to treat costs to replace furniture and appliances as income expenditures.  Distinguished form Haddon Hall (the landlord case) b/c in a hotel such items have a much shorter life, expenditures to replace them are very regular

Algoma Central Railway (1967, SCC)-deductible:  Railway had major survey done of all its lands to try to spark resource & development interest & increase traffic on its rail lines; court said the chance of a benefit resulting was too remote to be classified as capital nature.  Instead the court analogized the outlay to an advertising expense.

Canada Starch Co. Ltd. (1968, Ex. Ct.)-deductible:  TP made a payment to a trademark holder to be allowed to partially infringe their trademark.  Court said this was an income expenditure; value in a TM is in its relation to the business, not in mere registration / permission to use it; hence there is no advantage of enduring benefit created by the payment.

Oxford Shopping Centres Ltd. (1980, FCA)-deductible:  Payment by a mall owner to city of Calgary to construct a road interchange is in an income expenditure; not enough connection b/w the road work and a benefit to the business; analogous to the geological survey in Algoma

Cases in which BP Australia Applied:

Cormack (1965) p820-capital:  Travel expenditures incurred to research similar businesses and thereby improve one’s own constitute a capital expenditure b/c it’s meant to improve one’s business. 

D.M. Firestone v. The Queen (1987, FCA) p821-capital:  TP bought troubled companies & tried to fix them.  Expenses incurred in researching potential acquires held to be a capital expenditure in the course of putting together a new business structure.
J.S. Bancroft (1989, TCC) p821-capital:  TP was going to build a resort; held property for a couple of years before he abandoned the project.  Tried to deduct expenses incurred as income expenditures; court said they were capital expenditures b/c TP was in the process of creating a business structure

Bowater Power Co. Ltd. (1971, FCTD) p823-deductible:  Engineering studies to determine if business could be expanded by addition of a capital asset were held to be part of the cost of business b/c business was already up and running & such studies are part of the course of business

Acquisition and Maintenance / Repair of Tangible Property
Canada Steamship Lines Ltd. (1966, Ex. Ct.) note 19 p830-mix of capital and non-capital: 
 TP made two types of repairs to his ships:  replaced floors & walks of cargo carrying holds, and replaced boilers powering ship.  Former held to be income expenditures, latter to be capital expenditures.  

· Floors and walks:

· Rejected Minister’s argument that they were capital expenditures due to substantial cost especially relative to value of ship and previous repairs (similar to Thompson Construction and Vancouver Tugboat)

· the skin is normal wear & tear in the course of business and were repair expenses. If asset is not severable than cost of repairing an integral part of an asset used in business remains a current expense. Relative costs not as significant in this case than in the case of a severable asset

· Boilers: 
· court relied on to Thompson Construction and Vancouver Tugboat:
· boilers are essential to the operation of the ship and constitute new plant and equipment, cannot be regarded as merely integral part of ship. Distinction b/t repairs which are deductible and upgrades which are capital
· asset-within-an-asset ( more of an upgrade than a repair, therefore CAPITAL

RATIO: 

· REPAIRS: do not change the asset, costs of regular wear and tear ( deductible COST
· UPGRADES: fundamentally change character the asset, or are an asset-within-an-asset ( CAPITAL expense
Severable assets

Thompson Construction (1957, Ex. Ct) note 20 p832- capital: cost of acquiring engine to go into power shovel was capital expense. Old engine had useful life of 5 yrs - new engine brought into existence an advantage for the enduring benefit of the trade which was the engine itself. Engine was severable from shovel and could be used for other purposes. Cost was large relative to repair costs in other years and to power shovel. When item is severable from other items: is the cost large relative to other assets?  Is the cost large relative to other repair expenses in other years?
Vancouver Tugboat (1957, Ex. Ct) note 21 p833 -capital: cost of new engine for tugboat (similar to Thompson Construction). Cost very high compared to previous repairs. Cost was to cover accumulations of past wear and tear and to prevent future repairs and losses in time. (Note Duff: Also, Act has separate capital allowance section which includes tugboats suggesting that it is capital)

Canaport (1993, TCC) note 23 p834 -deductible:  TP spent $4 million putting a fiberglass liner in an oil pipeline to extend its life.  Held to be an income expenditure (!); high cost alone not determinative. Compared this cost to cost of repairing cargo-carrying holds in Canada Steamship
Reynolds Ltd. (1996, FCA) note 23 p834 - capital:  TP replaced lining in pots used to make sodium.  B/c they would last for 9 years, the cost was characterized as a capital expenditure. 

( inconsistent with Canada Steamship, as regular repairs from wear and tear?
Shabro Investments Ltd (1979, FCA) note 25 p 834 - capital:  
TP owned a building on a garbage landfill; had to make very, very substantial modifications to the floor and foundation b/c the first one was unstable.  
Court: characterized these as CAPITAL expenditures.  
Analysis:  with repairs/modifications, ask if the change is merely remedying damage to the fabric of the building as it had theretofore existed OR whether it was an integral component of a work designed to improve the building by replacing a substantial part thereof with something essentially different in kind.  This idea has been upheld in numerous cases described in note 25.
REPAIRS: merely remedying damage to fabric of structure that had hitherto existed?

MODIF’N: integral component of a work designed to improve the building by replacing a substantial part thereof with something essentially different in kind.

( if the repairs replace a SUBSTANTIAL part of an asset, it may be a capital expense
Hypotheticals: gives examples on how to distinguish capital vs income expenditure

a) Building built with thatch roof: repairing hole is deductible repairs, replacing roof  with modern, metal or wooden roof is capital expense since improvement to structure
b) Building built w/o a wall: but partially protected by metal awning: repairing awning is deductible repair expense, adding wall is capital improvement
c) Building built with lower floor consisting of dry fill: remedying losses of fill and smoothing it out would be deductible repair expense, replacing dry fill with concrete is capital improvement 
Gold Bar Develpments Ltd  (1987, FCTD)-deductible- Added subjective test:  
FACTS: Apartment building owner had to repair a brick wall that had become unsound.  Repairs were major, replaced wall with metal wall, cost $250,000. 
ISSUE: Repair or Upgrade? 
Court: characterized expense as an income expenditure.  
ANALYSIS

· court looks at purpose for which outlay was made

· was it elective, or  a 
· repair that had to be made?  
· Here repair had to be made (about to be served with order).  
· NOTE: Acknowledges rule from Canada Steamship Lines that where repairs are so major as to substantially replace a capital asset, that will be deemed a capital expenditure.  Here, repair cost was only 3% of the value of the apartment building.  Also acknowledges rule from Shabro Investments Ltd. that if repairs substantially improve a capital asset they will be deemed a capital expenditure.  Here, TP had replaced brick wall with metal wall – but this was still an income expenditure b/c metal had become the leading construction technique for this sort of wall. Added subjective test
Timing Issues: Capital Cost Allowances

· Notwithstanding s.18(1)(b), s.20 allows taxpayer to deduct a number of expenses that might otherwise be non-deductible capital expenditures

· s.20(1)(a) and (b) allow deductions for “capital cost allowances” and “eligible capital expenditures”. Allow small part of capital cost as allowed by regulation
· preamble to 20(1) uses words “there MAY be deducted” ( therefore CCA can be deferred (called “banking”)

· CCA’s are deducted by class method, depreciating a whole class rather than individually
· The cost of tangible property with a limited useful life is generally depreciated over its expected life to match the expense of the asset with related revenues

· “straight line” deprecation deducts in equal annual increments over the course of its useful life until the cost reached zero

· “declining balance” deprecation deducts a percentage of the cost per year, i.e., 40% per year, causing the value to approach but never reach zero

· 1000$ asset over 10 years

· Yr1: deduct 40% of 1000 = $400 (remaining value is $600)

· Yr2: deduct 40% of 600 = $240 (remaining value is $360)

· Yr3: deduct 40% of 360 = $144 and so on

· Used for cars, patents…

Capital Cost Allowances

· Incentives created by system deals with different kind of property differently

· non-depreciable capital property

· shares, land

· if purchase property can’t offset cost until dispose of property; cost offset against proceeds, only half of gain taxable; in effect, one half of cost allowed on disposition

· depreciable property
· S.13(21) defines “depreciable property” as property acquired by the taxpayer in respect of which the taxpayer has been allowed, or would be entitled to, a deduction under s.20(1)(a) (also defined in s.248(1))

· cost can be added to unappreciated capital cost of assets of that class and can start deducting on percentage basis; fully deductible

· has different classes with different rates

· Depreciable property: property for which capital cost allowance may be claimed under s.20(1)(a) 

· 3 basic features of capital cost allowances:

· computed on a declining balance basis (part XI and schedule II set out rates)

· computed by a “class method” according to which specific rates are applied to the cost of the undepreciated capital cost of the class as a whole

· deduction of CCAs under s.20(1)(a) is optional 

· Only half of the cost of new property can be deducted in the first year
· Starting point: Regulation 1100(1)(a) sets out the various CCA rates applicable to specific classes of depreciable property (under s.20(1)(a)):

· Class 1 (most buildings): 4%

· Class 3 (buildings acquired before 1988): 5%

· Class 6 (frame buildings): 10%

· Class 8 (tangible property not included in other classes): 20%

· Class 10 (automotive equipment, computer hardware): 30%

· Class 10.1 (passenger vehicles over $30,000): 30%

· Class 12 (certain films and computer software): 100%

· Class 43 (manufacturing or processing equipment): 30%

· Class 44 (patents or rights to use patented information): 25%
· Classes: definition of UCC in s13(21) – undepreciated capital cost

· (A+B) – (E-+F) = A-E-F+B (applies to entire life of asset)

· A: total of capital cost of any asset of this class
· B: recaptured amounts (amount from 13(1), recaptured depreciation)

· E: total depreciation (mainly amounts deducted under 20(1)(a) +  20(16)) or (CCA + TL)
· F: lesser of proceeds of disposition or capital cost

· Adjustments needed to reflect actual value remaining:

· When all assets in a class are sold the UCC should be 0:

· adjustments must be made to capture too little or too much depreciation resulting from disposition price or capital gain

· Terminal loss: when sale procedes < undepreciated value.

· therefore deducted too little for depreciation-difference b/t remaining value and sale price. Amount added to E to get actual total depreciation

· Recaptured depreciation
· value of “B”: amount resulting when sell asset for more than remaining value of asset after depreciation, therefore deducted too much for depreciation-difference b/t sale price and remaining value which must be added back

· To account for all these issues – value of “F”: TP must include lesser of sale price of each item (minus allowable expenses for the purpose of making disposition) OR capital cost 

· Definition of disposition in s248(1) for purposes of s13; s13(21) lists what transactions are included in a disposition

· Note: If sell for more than original price then difference b/t sale price and original cost would result in taxable capital gain

· (13(1) when UCC of a class is negative amount, negative amount is included in TP income from b or p

· 20(16) terminal loss allowed on a class basis

· Courts have consistently held that lease arrangements constitute acquisition of property by the lessee, so that the lessee and not lessor may deduct CCA (civil law differs)

· S.16.1 allows arm’s-length parties to a leasing agreement for a term exceeding one year to elect to characterize the lease as a contract of purchase and sale (after April 26, 1989)
· EXCLUSIONS: in regulations 1102(1) and (2):

· 1102(1)

· Amounts already deductible in computer income

· B) Property acquired or manufactured for sale (inventory)
· C) Property not acquired for the purpose of gaining or producing income (**most litigated) (18(1)(a), 20(1)(c)(ii)) (Ludco Enterprises)

· F) Recreational facilities (s.18(1)(l))

· All land from the categories of depreciable property in respect of which CAA may be claimed

· 1102(2): and disallowed property

· Intangible property not described in schedule II of the Regulations is defined as eligible capital property, a percentage of which may be deducted on a declining-balance basis under s.20(1)(b)
· Ie. Patents, which are intangible and have a declining value.
· Capital Property

· PUP: personal use property 40(2)(g)(iii)

· Can’t deduct for cottage-no tax recognition for losses, can only have 1 principal residence

· Can have tax recognition for collectible items (listed personal property)

· Investment property

· Dividing line b/t inventory and AINT/course of business

Deductions

· Regulation 1100(11) prevents taxpayers from using CCA deductions to create or increase rental losses in order to shelter income from other sources

· Regulation 1100(15) has virtually identical provisions relating to the rental of a “leasing property”

· Regulations 1100(1.1)-(1.3) prescribe a detailed set of rules to prohibit the deduction of CCA in respect of “specified leasing property” acquired as part of a sale-leaseback transaction that is functionally equivalent to a loan of the purchase price to the vendor

Ben’s Limited v. M.N.R. [1955] C.T.C. 249 – NOT CONSISTENT with Ludmer
Facts p855

· Reg.1102(1)(c) excludes property not acquired for purpose of producing income
· Appellant owns and operates bakery; purchased three adjoining residential properties with intent that houses would be removed and land used as site for extension of business

· After purchase, appellant had land rezoned, and contract awarded for construction of site

· Included cost of acquisition in tax return and deducted 10% for CCA for buildings

COURT: – not allowed

· The TP did not purchase the buildings for the purpose of producing income
· only bought the LAND for this purpose, intended to tear down the buildings straight away.
· Therefore S.1102(1)(c) bars the TP from deducting the CCA on the buildings

· To deduct CCA, the ACTUAL CAPITAL ASSET the deduction is being claimed on must have been bought to produce income, not just the land it sits on

· TP tried to argue that they had actually received rent from the tenant

· Court: tenant was just a “nuisance”( would have kicked him out of they could, and they tore the buildings down as soon as he left
· Note: would GAAR apply if rented out building for short period purposefully get tax deduction
· NOTE: Ludco lowered the threshold for the “income producing purpose” test to just producing SOME income (ie. Only producing revenue). Would this apply here? They did produce SOME income?
Hickman Motors (1998 SCC) note 9 p 860, allowed- CONSISTENT WITH LUDMER !!
FACTS: TP had a subsidiary that was losing money leasing trucks. Parent company wanted to sell out the assets, and claim the CCA for itself. Parent wound up the sub into itself.  The parent thus “inherits” the UCC from the sub. Assets were held for 5 days, generating rental income of 20K. Parent claimed a CCA of 2M and sold assets.
HOLDING: CCA deductions ALLOWED

ANALYSIS: The fact that the assets did earn income is sufficient. They did have the purpose of earning the $20 000, which is income, therefore the CCA is allowed. The income did not have to exceed the CCA (not abusive, GAAR should not apply)
RATIO: consistent with Ludmer ( if you made ANY income off the capital property you get the CCA deduction.
Note: that this limits the Ben’s decision.  Calls into question the courts dismissal of the residual income as sufficient evidence of purpose to earn income to realize the CCA.
Acquisition

· Governed by Wardean Drilling: acquire property when assume normal incidents of title
WHAT is the capital cost of the depreciable property?

· As Commonly Understood: There is no difference between the capital cost of a particular depreciable property and its cost as commonly understood (the actual, factual or historical cost to the taxpayer of the depreciable property; 
· Cockshutt Farm Equipment of Canada Ltd. v. MNR (1966), 41 Tax ABC 386)

· Ordinary Business Principles: meaning of the word cost should be interpreted in light of ‘ordinary business principles’, thus a number of costs associated with acquisition or construction of depreciable property have been held to be part of capital cost, 
· i.e., architect fees, cost of preparing a site for construction, interest and other financing expenses incurred to finance construction) ( ie. Canada Steamships test
· Contingent Liability not Capital Cost: where part of acquisition price represents contingent liability, courts have held this is not included in capital cost
· Capital Cost includes: legal, accounting, engineering and other fees incurred to acquire property, and materials, labour and overhead costs reasonably attributable to the profit where it’s manufactured for the taxpayer’s own use (Interpretation Bulletin IT-285R2)

· Capital costs of certain kinds of depreciable property are subject to specific rules in s.13
WHEN can capital cost be added to the undepreciated capital cost of the class?

· S.13(21) suggests that the capital cost of a property may be added to the undepreciated capital cost of a class only when the property is “acquired” by the taxpayer
· The proper test as to when property is acquired must relate to the title to the property in question or to the normal incidents of title, either actual or constructive, such as possession, use and risk (M.N.R. v. Wardean Drilling Ltd.)

· IT-285R2 paragraphs 17 adopts this, stating that a taxpayer will be considered to have acquired depreciable property at the earlier of (a) the date on which title to it is obtained, and (b) the date on which the taxpayer has all the incidents of ownership such as possession, use and risk
NEWLY ACQUIRED PROPERTY
· The ability to claim CCA on newly acquired property is subject to s.13(26) and regulation 1100(2)

· S.13(26) prohibits any addition to undepreciated capital cost of a class of a property before the time the property is considered to have become available for use by the taxpayer

· Ss.13(27)-(32) provide detailed rules on the time when particular kinds of depreciable property are considered to have become available for use

· S.20(28) allows a taxpayer who acquires a building to deduct an amount equal to the CCA which is disallowed under s.13(26) up to the amount of any rental income from the building for the year

· Regulation 1100(2): “half year rule” permits taxpayers who acquire depreciable property to claim only half the CCA in respect of that property during the taxation year in which the property is acquired

· Prior to this TP would acquire depreciable property right before end of year and get full CCA deduction – rule therefore limits CCA in first year

· Reg 1100(11):

·  No losses from CCA on rental properties: compute income and losses w/o taking into account CCA then compute CCA not in excess of net profit computed w/o reference to CCA. Can’t use CCA to create a loss

· By virtue of the preamble to s.20(1) which says that amounts “may be deducted”, taxpayers may defer the deduction of CCA in respect of one or more classes of depreciable property where it is to their advantage to do so
· Called “banking” your CCA
· Unclaimed CCA cannot be carried forward, but a failure to claim allowable CCA in respect of a specific class of depreciable property will preserve the balance of the taxpayer’s UCC, permitting higher CCA deductions in subsequent years
· Don’t get to deduct double next year
Wardean Drilling Ltd.(1969, Ex. Ct) p 863 
RULE: that in order to fall within any of the specified classes in Schedule II, there must be a right in the property , not just contractual rights in respect of property.
The TP can only add the costs to UCC when she acquires the property, not when she acquires rights to the property by paying and completing the contract. A purchaser acquires property, although legal title remains in the vendor, when the purchaser has all the incidents of title such as possession, use and risk.
Acquisition requires POSSESSION, USE, and RISK
Constructino Berou

COURT: found that leased vehicles were “acquired” by the TP ( had possession, use, and risk ( need not have legal ownership

RATIO:

· ACQUISITION: does NOT require full legal ownership

· Conditional sales agreements, financing leases, etc where legal title remains with lessor still fulfills req’t of “acquisition”
Disposition

Classes and Rates

· Where a taxpayer disposes of a depreciable property of a particular class in a taxation year, the taxpayer must subtract the lesser of its proceeds of disposition and its capital cost in computing the UCC of the class

· Where the proceeds of disposition exceed the original capital cost of the property, the excess is subject to tax as a taxable capital gain

DISPOSITION: 
S.248(1) defines “disposition of property” to include “any transaction or event entitling a taxpayer to proceeds of disposition”

· “Disposition of property” should be given the broadest possible meaning, including destruction of tangible property, or extinction of intangible property (Canada v. Compagnie Immobiliere BCN Ltee, [1979] S.C.J. No. 13 p871)

· S.13(21) defines proceeds of disposition to include (also defined in s54):

· Sale price

· Compensation for property unlawfully taken

· Insurance and compensation for lost and destroyed property

· Expropriation 

· Compensation for property injuriously affected, whether lawfully or unlawfully or under statutory authority or otherwise

· Insurance compensation for damaged property except to the extent that the compensation has within a reasonable time after the damage been expended on repairing the damage

· Amount by which liability to mortgagee or hypothecary creditor is reduced

· Amount included because of surrender of property to a creditor
· Replacement property for property unlawfully taken, lost or destroyed, or expropriated, is reduced from the proceeds to eliminate tax consequences

· Property is replacement property where: (s.13(4.1)):

· It is reasonable to conclude that the property was acquired by the taxpayer to replace the former property, and

· It was acquired by the taxpayer and used by the taxpayer or a person related for a use that is the same as or similar to the use to which the former property was put

· S.13(7)(a): deemed to dispose of at FMV where property was acquired for purpose of gaining or producing income, but later used for a different purpose

· S.13(7)(d)(ii): deemed to dispose of at FMV where partly used for income producing and partly for another purpose

· S.13(21.1): adjusts proceeds of disposition of a building that is disposed of in same year as subjacent or contiguous land is disposed of for gain; reduces amount of loss on building by amount of any capital gain by increasing proceeds of disposition for building and decreasing proceeds for disposition of land

· Disposition by one party equals acquisition by the other; reliance on rule in MNR v. Wardean Drilling (essential aspects of ownership even if legal title remains)

· TERMINAL LOSS: s. 20(16) allows deduction

· Where proceeds are less than the undepreciated cost at the time of disposition, the person disposing of the asset suffers a “terminal loss”

· RECAPTURED DEPRECIATION:  s. 13(1) forces inclusion
· Where the proceeds are more than the undepreciated cost, the person realizes a gain on the disposition equivalent to the excessive depreciation recognized in previous accounting periods 

· The courts are hesitant to recognize a disposition in cases where the taxpayer retains some measure of control over the property in question, and still bears some of the risk

Olympia & York Developments (1980, FCTD) p871: relied on Wardean Drilling Ltd.(1969, Ex. Ct):   disposition of property occurs when the vendor divests himself of “all the duties, responsibilities, and charges of ownership and also all of the profits, benefits and incidents of ownership” even though they retain legal title

M.N.R. v. Browning Harvey Ltd. [1990] F.C.J. No. 28

Facts

· Taxpayer, a manufacturer and distributor of soft drinks, sought to deduct terminal losses on refrigerators costing $1500 that were sold under supply agreements to shopkeepers for $2; one half payable at the time of the agreement, and one-half payable at the end of the 7 year agreement

Analysis

· Taxpayer did not dispose of the refrigerators at the time of the agreement

· Court characterized shopkeeper possession as “limited possession” contingent on fulfilling the conditions of the agreement and subject to repossession by the taxpayer in the event that conditions were not fulfilled

· Use of refrigerators was limited to the purpose of storing and displaying soft drinks manufactured by the taxpayer at shopkeepers premises unless otherwise authorized by TP

· Shopkeepers had insurance but any damagers from losses were to be paid to TP

· Also not entitled to destroy the coolers, dispose of them, or use them as security of loans

· Did not meet essential aspects of ownership

Borstad Welding Supplies (1972) Ltd. v. Canada, [1973] F.C.J. No. 892

Facts

· Taxpayer sold all working assets to another company under agreement providing certain gas cylinders would be sold over the course of 5 years, 1/5 purchased each year and the remainder leased for monthly rent

Analysis

· Court held that taxpayer did not dispose of property until dates stipulated in agreement

· Parties expressly contracted that property to remain in Borstad during the period of lease, Borstad had right to install tags on property for identification

· Company obligated to indemnify Borstad for any claims arising out of the negligence of the company or failure to keep cylinders in repair

· If the company defaulted on the contract, Borstad could terminate the agreement

· The company did not acquire all the incidents of title except legal title ( acquired rights in a contract relating to property not to property itself

Terminal Loss and Recaptured Depreciation

· Terminal loss or recaptured depreciation of individual property on disposition are typically resolved by the UCC calculation requirements of the entire class (see above)

· However, the Act does recognize these when the disposition of individual property has consequences affecting the class as a whole

· S.13(1): where the aggregate of CCA claimed for a class of depreciable property and proceeds of disposition exceed the capital cost of depreciable property acquired (causing the UCC of the class to become negative) the excess amount is added to the taxpayer’s INCOME
· Where the taxpayer disposes of all property in a class for proceeds less than the UCC of the class, such that the taxpayer owns no property but retains a positive balance in the UCC account, s.20(16) prohibits deduction of any CCA and requires the deduction (from INCOME) of a terminal loss equal to the amount of the remaining UCC

· Regulations require specific kinds of depreciable property to be categorized as separate classes to avoid a terminal loss or recaptured depreciation going unrecognized:

· Rental properties with a capital cost of $50,000 or more Regulation 1101(1)(a)(c)  as distinguished from Reg 1100(11) (regulation 1100(14)???)
· Property for producing income where there are several different business (each business must have a separate class) (regulation 1101(1))

· Rapidly depreciating electronic equipment (taxpayer can elect to have in separate class to be eligible for terminal loss on disposition) (1101(5p),(5q)); however where the property is held for 5 years it must be transferred back to the class it would have been included in but for the election (1103(2g)

Deemed Proceeds

· Ss.68 and 69 are anti-avoidance rules that specify the amount at which certain transfers of property are deemed to have occurred for tax purposes (same language as s6(3) and s16(1))

· S.68 applies where an amount received or receivable from a person can reasonably be regarded as being in part the consideration for the disposition of a particular property or as being in part consideration for the provision of particular services

· The part of the amount that can be reasonably be regarded as consideration for disposition shall be deemed to be proceeds of disposition regardless of legal form or effect
· Ie. You allocate too much to the building to get the CCA you wouldn’t get on the land
· S.69 applies to various kinds of non-arm’s length transfers

· How should global proceeds be allocated among the various kinds of property or services included in the sale?

· The interests of vendor and purchaser are generally opposed

	Vendor (order of preference)

Non-depreciable capital property

Depreciable capital property with low CCA rate 

Depreciable capital property with high CCA rates
	Purchaser (order of preference)

Depreciable capital property with high CCA rates

Depreciable capital property with low CCA rates

Non-depreciable capital property


· Example: 

· Land: non-depreciable capital qty

· Bldg: 5% class 3

· Vehicle: 30% class 10

· Purchaser order of preference: vehicle, bldg, land

· Vendor order of preference: land, bldg, vehicle

· Approach to s.68: (from Golden)

· Consider viewpoint of both vendor and purchaser

· Consider all of the relevant circumstances surrounding the transaction

· Where the transaction is at arm’s-length and is not a mere sham or subterfuge, the apportionment made by the parties is an important circumstance and one which is entitled to considerable weight (but not determinative)

· To apply/trigger s.68, courts seem to require:

· A lack of hard bargaining

· Considerable difference between amount allocated and FMV

M.N.R. v. Steen Realty Ltd. [1964] C.T.C. 133

· Taxpayer sold land and buildings to purchaser who immediately demolished buildings to construct office building

· Court concluded that it is not reasonable to regard any part of the sale price as consideration for the disposition of the buildings

Stanley v. M.N.R. [1972] C.T.C. 34

Facts

· Taxpayer owned land and building that was expropriated for Vancouver School Board

· Compensation determined by appraiser for land, building (at $61,500) and other items

· Minister assessed taxpayer on recaptured depreciation

Analysis

· Taxpayer argued that the building had been sold for the price the school board received in exchange for removal of the building ($200)

· SCC held that at least the original capital cost of the building could reasonably be regarded as the proceeds of disposition of his depreciable property ($47,312)

Canada v. Malloney’s Studio Ltd. [1979] S.C.J. No. 52

Facts

· Hospital notified adjacent restaurant of plans to expropriate; taxpayer (restaurant owner) made agreement to deliver vacant premises clear of buildings

Analysis

· S.68 requires part consideration for disposition and part for “something else”

· Here the contract relates only to the land (no “something else”)

· Note: in response, government introduced s.13(21.1), which prevents taxpayer from claiming a terminal loss on disposition of a building where subjacent or contiguous land is disposed of at a gain in the same year (effective Nov.12,1981)

Golden v. Canada [1983] C.T.C. 112

Facts p1319 note 14

· Leading case on s.68

· Taxpayers owned apartment complex on which they claimed substantial CCA. TP had building, land and vehicles.

· Received unsolicited offer to purchase complex for $5.6 million, allocating $2.6 million to land, $2.4 million to the buildings, and $600,000 to other depreciable property

· Sold complex for $5.85 million; $5.1 million allocated to land
( thus increase in land capital gain (50% taxable) but loss in building is terminal loss (100% deductible)
· Minister argued that it was an unreasonable allocation: had independent evaluator assessing land to 2.32M

Analysis - FCA

· Determination of reasonable consideration should be approached from perspective of purchaser AND vendor, and should consider all of the relevant circumstances surrounding the transaction: trial judge erred in considering point of view of vendor only

· Where arm’s-length parties agree to an allocation, and its not a sham or subterfuge, the agreement is an important consideration entitled to considerable weight: 

· “Reasonable” does not mean FMV; there is flexibility to parties to negotiate their own agreement: not unreasonable that land itself was worth 5.1M

· Court can substitute allocation where allocations is not reasonable
RATIO: 

1.  Consider BOTH buyer and seller

2. consider all relevant circumstances surrounding transaction (was the amount paid reasonable?)

3. if transaction ARMS-LENGTH, and isn’t a SHAM or SUBTERFUGE, then the apportionment negotiated in good faith by the parties should be entitled to considerable weight (though isn’t determinative)
Petersen v. M.N.R. [1988] 1 C.T.C. 2071

Facts-note 15 p1322

· Taxpayer sold day-care centre; agreement allocated $45,000 to goodwill (depreciable intangible capital property)
· License had been cancelled, and suffered losses for 5 consecutive years up to time of sale

· Two appraisal reports concluded that Centre’s goodwill was non-existent

Analysis

· Appropriate approach to s.68: (from Golden)

· Consider viewpoint of both vendor and purchaser

· Consider all of the relevant circumstances surrounding the transaction

· Where the transaction is at arm’s-length and is not a mere sham or subterfuge, the apportionment made by the parties is an important circumstance and once which is entitled to considerable weight (but not determinative)

· Evidence of negotiations leading to apportionment is an important factor in determining weight; in this case, there was no bargaining between the parties as to allocation; lack of evidence regarding existence of goodwill suggested amount allocated to goodwill was unreasonable

RATIO: Golden principle only applies if there actually WAS an agreement as to apportionment (here there wasn’t, as they never considered or bargained for one)


Important Factors: 1) lack of hard bargaining  2) considerable difference between allocation and FMV
H. Baur Investments v. M.N.R. [1987] T.C.J. No. 1112

Facts

· Taxpayer sold apt. building; allocation of purchase price done by amending agreement

· Taxpayer valued building differently on basis of appraiser’s report for purpose of determining recaptured depreciation

Analysis

· While an agreement is not the only or even most important factor in some circumstances; in this case, because it is the sole reflection of the purchaser’s view, it cannot be overlooked and must be the deciding factor

Leonard v. Canada [1990] T.C.J. No. 340

Facts

· Taxpayers purchased a farm in Quebec after selling one in Ontario

· Sought to deduct expenses pertaining to livestock and milk quota based on their appraised values rather than the allocated proceeds in the deed of sale. 

Analysis

· The circumstances of the sale cannot be ignored (Golden)

· Apportionment provided to the appellants at the last minute before signing the contract; it cannot be said that there were serious negotiations (hard bargaining) between the parties

· The differences between market value in the report and the allocation in the contract were 120% for livestock and 193% for milk quota; this is not reasonable

7. Taxable Capital Gains and Allowable Taxable Losses

Subdivison C

· S.3(b) net taxable capital gains: in computing income, include taxable capital gains less allowable capital losses

· S.3(b)(ii): losses deductible only against taxable capital gains

· SS.38-55

· S.38: taxable capital (a)gain and (b)loss is half of the capital gain and loss

· S.39(1): capital gains and losses are gains and losses from disposition of property

· Exclusions: eligible capital property (separate rules)

· S.39(1)(b)(i): no capital loss from the disposition of depreciable property
( this is a TEMINAL LOSS instead
· S.40:

· S.54: “disposition” – any transaction of event entitling the taxpayer to proceeds of disposition of property and any transaction by which:

· a share, bond, debenture, note, certificate, mortgage, agreement of sale or similar property is redeemed in whole or in part or is cancelled;

· any debt or other right to receive an amount is settled or cancelled;

· any share is converted by virtue of an amalgamation or merger;

· any option to acquire or dispose of property expires
· Proceeds of disposition: the sale price of property, as well as compensation for property that is unlawfully taken, destroyed, taken under statutory authority, injuriously affected or damaged.

· Act defines “property” in s.248(1); courts have held that a right to compete is not property within the meaning of the Act
· “REALIZATION PRINCIPLE”: capital gain/loss is taxed/deducted when gain is REALIZED (ie. Disposed of)
Characterization

· Act does not define “capital”; capital gains and losses are defined as “residual”, meaning that a capital gain or loss is one that would not otherwise have been included in income / been deductible
· Courts must distinguish between inventory and capital property

· Capital Property: any property that would give rise to a capital gain or loss (s.54) (distinguished from inventory)

· Inventory: where the gain or loss would be characterized as income from a business, the property is described as inventory

· A gain or loss from disposition of property will be characterized as income or loss from a business where the disposition takes place in the course of business in its ordinary meaning, or pursuant to an AINT
· If taxpayer doesn’t carry on a business, and disposes property not in a venture in trade, it is capital property giving rise to a capital gain

· Proposed s.56.4 would seek to include the full amount of non-competition agreements as income from another source under s.3(d); currently viewed as taxable capital gains

· Capital Property

· PUP: “personal use property” 40(2)(g)(iii)

· Can’t deduct for cottage-no tax recognition for losses, can only have 1 principal residence

· Can have tax recognition for collectible items (listed personal property)

· Investment property

· Dividing line b/t inventory and AINT/course of business

Manrell v. Canada [2001] T.C.J. No. 792

· The taxpayer received amounts in exchange for an agreement not to compete with the purchaser of a business that he had carried on

· Court held that the payments were proceeds from the disposition of a property right and therefore taxable as capital gains

Real Property

· 2 kinds of property: real property, and corporate shares

· Corporate shares: taxpayer can opt into capital gains treatment

· VACANT LAND: If a taxpayer buys vacant land, courts are more likely to invoke the secondary intention doctrine – suggests not using land in order to make income from property (unless building personal property on it, i.e. cottage)
· Ie. Buying and selling vacant land means you’re doing it speculatively (ie. AINT)
· DEVELOPED LAND: If a taxpayer buys developed land, it is more readily assumed they are holding it with some other purpose than reselling with profit
· TEST: (Taylor):
 (1) nature and quantity of subject matter;
 (2) Manner of Dealing (dealt with property in same way trader would)
· Manner of Dealing test: expanded in characterizing property:

· How long do you hold onto the land? 
· The shorter the holding period, the more likely courts will determine it is business income from AINT

· Circumstances of sale: 
· unsolicited offer to buy may counteract short holding period

· How property is financed, and is there a reasonable expectation of profit?

· Other activities of the taxpayer

Regal Heights v. Minister of National Revenue (1960 SCC)

Facts p961

· Leading case for treatment of real property

· Taxpayer company acquired property to establish a shopping centre in Calgary

· Assembled property through purchase of 3 separate lands; then transferred property to corporation for shares

· After engaging in a number of efforts to develop the property, the taxpayer abandoned the project and started disposing the land

· Taxpayer made a gain of $135,000 on an investment of $90,000

· Taxpayer argued not taxable as capital gain (pre-1972); Minister argued business income as AINT

Analysis-SCC

· TP argued wanted to hold lands long-term and were not in business of buying and selling land

· Court concluded it is taxable as an adventure in the nature of trade (business income) -  project contingent on getting major company to lease space in shopping centre-no reasonable expectation that project was viable

· Court determines taxpayer had intent to sell from outset because of speculative nature; looks to objective manifestation of intent. Even if primary intent was to develop shopping centre, a reasonable person would have known that there was a high risk due to project’s speculative nature and that would have to sell lands for a profit (secondary intention)

· Dissent: focuses on “motivating intention”; taxpayer’s motivating intention was not to flip property – would you buy property but for the fact that you could sell it as profit then AINT

· Stands for that even if primary intention was capital in nature – secondary intention may be sufficient to characterize property as business income

Racine, Demers et Nolin (1965 Ex. Ct.)
Facts p964

· Taxpayers each had real estate business experience

· Borrowed money to purchase land and machinery of bankrupt corporation which they turned over only 4-6 weeks later at a gain of $20,000 each

Analysis

· In order to characterize as AINT would require that the purchaser had in mind at that exact moment of purchase the possibility of resale as operating motivation

· Must be motivating in that BUT FOR possibility of resale you wouldn’t have bought it: uncontradicted testimony that TP had intention to carry on business as long-term investment

· (capital

Morev Investments (1972, FCA)
Facts

· Secondary Intention Doctrine

· Taxpayers acquired acreage in industrial area and sold it 6 years later at nice profit

Analysis

· The possibility of resale at a profit must be secondary but motivating reason

· Here the court characterized income as business income as motivating intention was possibility of resale at profit if the land would not be required for business

Crystal Glass Canada Ltd v. The Queen [1989 FCA]: Stresses that secondary intention does not require just thought of possibility of sale at profit, but that the prospect of profit upon sale be an operating motivation

Hiwako Investments v. The Queen [1978 FCA] 

Facts

· Company bought and sold 8 high-rise apts at $1 million profit in 11 months (TP had long history of real estate transactions)

· Argued this was a capital gain, not an AINT

Analysis

· Tax review board and federal court characterized as income

· Choice of income-producing property with prospect of increasing capital value is not sufficient to find AINT

· Intention to resell at profit does not mean it is an AINT

· Intention to sell off profit-producing properties if not profitable does not imply AINT

· ( capital

· Note: unsolicited offer of purchase tends to point against land as inventory

M.N.R. v. Lawee [1972] C.T.C. 359: court characterized sale of vacant farmland by taxpayers to a development company controlled by their children as a capital gain, because the taxpayers, who had escaped religious persecution in the Middle East, invested in real property as a secure store of wealth

Reicher v. The Queen [1975, FCA] – R was professional engineer. After encountering financial difficulties in attempt to maintain share of his office building, a third party bought out the shares of the P.eng and his partners and leased the building back to them.  Held that possibility of resale was not a motivating consideration as their “Unswerving purpose” to obtain office building for themselves. Early sale insufficient basis for holding otherwise.  

De Salaberry Realties v. MNR [1976 FCA] -- Sale of land originally intended for shopping centres (until the zoning fell through.) Court affirms characterization as business income as TP had secondary intention to sell the land

Corporate Shares

· Shares can be purchased for the purpose of receiving income, for the purpose of resale at a profit or for both purposes.

Irrigation Industries Ltd. v. MNR (1962 SCC) 

Facts

· Newly incorporated company bought debt obligations (investments); purchased and sold shares of Brunswick; made a profit of $26,500 in 4 months

· Taxpayer claims it is capital property (pre-1972); Minister claims AINT

Analysis

· Trial judge determines it is business income: short holding period; speculative nature; borrowed funds from bank

· Majority (SCC) determines it is capital property

· Purchase of corporate shares constitutes itself an investment; well recognized method of investing capital (basically says corporate shares are always capital property)

· Manner of dealing and intention: difficult to conceive of any case where securities are purchased and not sold when value increases (court concerned that all securities would be considered AINT)

· Response: resale at profit must be motivating intention so won’t capture all cases

· Note: this case led directly to the Carter Commission, which recommended taxation of capital gains introduced in 1972

· Foreign Power Securities (1967) limited scope of decision

· Another case distinguished on basis that this case involved treasury shares; reasoning wouldn’t apply to regular shares on the market

Foreign Power Securities (1967 SCC) – the question is essentially one of fact depending on the subjective intention with which the TP bought the shares.

Bossin (1976 FCTD) – Distinguishes II on the basis that it concerned the acquisition of treasury shares obtained from the issuing corporation rather than a secondary market.
Canadian Securities Election

· In 1977, s.39(4)-(6) introduced to encourage investment in Canadian securities

· S.39(4): where a Canadian security is disposed of and a taxpayer so elects, (a) every Canadian security shall be deemed to be capital property and (b) every disposition shall be deemed to be a disposition of capital property

· Allows individuals to elect to treat securities as capital gains (half-taxable)

· S.39(6): defines Canadian security as a share of capital stock of a corporation resident in Canada, unit of a mutual fund trust, or similar obligation issued by person resident in Cda

· S.39(5): provision does not apply to a taxpayer who at the time is a trader or dealer in securities

· Who is a trader or dealer? A trader is a business (frequency and intent tests); a dealer has professional knowledge (Vancouver Art Metalworks)

· Recent cases comment:

· Number and quantity of shares (more you hold more likely trader)

· Duration of holding (longer less likely)

· Method of financing (if borrow to buy more likely trader)

Vancouver Art Metalworks

Facts

· Taxpayer, a holding corporation of a steel fabrication company, sold its share in the company in 1986; took proceeds and acquired other investments

· From 1975-86, had received income from investments and bought and sold shares when investment manager determined sensible

· Filed election under s.39(4); Minister defined as trader or dealer and disallowed election

Analysis

· If taxpayer is simply engaged in AINT, can use election

· If taxpayer is actually a trader (business), cannot elect

· Who is a trader? Use standard tests for determining whether carrying on a business:

· Frequency

· Organized activity

· Purpose is profit

· Intention 

· Who is a dealer?

· If act uses different words, it must mean something different

· Kane: dealer has some professional knowledge

Satinder

· Taxpayer held treasury bills to maturity

· Tried to say get capital gains treatment through electing under s.39(4)

· Court said if holding discounted debt obligation to maturity, getting interest on maturity not capital gains; can’t elect to recharacterize interest income as capital property

Computation

· 38(a) and (b) define the taxable portion as ½ of that otherwise determined, or ¼ in the case of charitable donations of shares or ecologically sensitive land.

· 39(1)(a) and (b) define the concepts of capital gains or losses

· 40(1) contains the key statutory rules:

· 40(1)(a)(i):    Definition:  the amount by which proceeds from disposition exceed the total of the adjusted cost base to the TP, including the costs incurred for the purposes of the disposition.

· A capital loss has the converse definition, the amount by which costs of acquisition and disposition exceed the proceeds of disposition.

· 40(1)(a)(ii) and (iii) allow the creation of a reserve to defer portions of proceeds that are payable in future taxation years.

· 40(1(b)(ii):  Losses must be claimed in the full amount in the year the disposal occurs

8. Non-Arm’s Length Transactions

· Anti-avoidance rules designed to prevent income splitting

· S.69 deems non-arm’s length relationship for related persons

· S.69(1) is subject to other rules in the Act

· s.69(1)(a): where taxpayer has acquired anything from someone at non-arms length, at excess of FMV, deemed to acquire at FMV

· s.69(1)(b): where taxpayer has disposed to someone at non-arms length for no proceeds or less than FMV, deemed to have received proceeds equal to FMV

· An outright gift is deemed to been sold at proceeds equal to FMV and (s.69(1)(b)(ii)) and receipt acquired at FMV (s.69(1)(c))

· Ways to transfer: cost=50, FMV=125

· cost=50, FMV=125, NAL transfer at 50, family member sells at $125– 69(1)(b) deals with this issue

· family member is deemed to have transferred at FMV – however 69(1) does not say that recipient is deemed to have received property at FMV

· cost=50, FMV=125, person buys for 200 then resells at 125 generating $75 loss - 69(1)(a) deals with this issue

· family member is deemed to have acquired at FMV (not at 200 therefore no loss)– however 69(1) does not say that transferee is deemed to have received property at FMV

· courts tends to want to deal with double-taxation result

· Courts are uncomfortable with double taxation that can result in these circumstances, and favour adjustments on both sides of the transactions (Allfine Bowlerama)

· Non-Arm’s Length Relationship

· s.251(1)(a): related persons are deemed to deal not to deal with each other at arms length

· S.251(1)(c): factual non-arms length

· Related persons (s.251(2)(a)): individuals connected by blood relationship, marriage or common law partnership, or adoption

· S.251(2)(b)(i): person who controls corp; (ii) related to person who controls corp

· S.251(6)(a): child or descendant or sibling (blood)

· S.251(6)(b): spouse or to someone connected by blood of spouse (includes brothers, sisters, etc.) (includes common law partner)

· All linear descendents (parents, grandparents, siblings, children, etc.)

Mark Antonio (p.1358)

Facts

· Husband operates eye exam business in same store as wife operates retail business to sell frame and lenses (*customers don’t know they are separate companies)

· From customer receipt, husband (taxpayer) retained amount for exam fees and paid to wife amount listed for lens and frames less 18% charge for rent and office supplies

· Taxpayer deducts payments to wife of $155,000

· Revenue authorities claim he acquired something in excess of FMV from non-arm’s length person under s.69(1)(a)

Analysis

· Taxpayer controls company which is related to a company controlled by someone he is related to (s.251(b)(ii)) (deemed non-arm’s length)

· Her business was “part an parcel” of his business; she is effectively a wholesaler to him

· Acquiring frames and lenses at retail prices, but should be acquiring at wholesale prices, therefore acquiring something in excess of the FMV

Rollover Rules

· Deemed disposition/recognition rules:

· 69(1) Deemed disposition/recognition rules:

· 70(5) death

· 45(1)(a) change in use

· Rollover/ non-recognition rules:

· 73(1) inter vivos transfers: to spouses and common law partners  

· 70(6) transfer at death to spouse or common law partner

· S.69(1) is subject to other rules, i.e., rollover rules (trumped by rollover rules)

· S.73(1) only applies to capital property; s.69(1) applies to anything

· S.73(1) does not trigger gain when property is transferred to a spouse (overrides s.69), tax consequences deferred until transferee disposes of property

· Inter vivos transfer

· S.73(1)(a)(ii): deem the proceeds to be the adjusted cost base and (b) deem the cost to the acquirer (spouse) to be that of cost base; deferred gain calculated as disposition price less original cost to transferor (not deemed FMV when transferred to transferee) therefore complete gain is transferred (example, property would be deemed transferred at $50)

· Only applies for capital property

· Have to elect out of rule

· Purpose: to allow spouses to transfer property between themselves without triggering gain; allows income splitting

· Rules to prevent income splitting:

· Attribution Rules – property (i.e., stocks, real estate) given to spouse or kids, who then earn income, it will be attributed back to transferor for taxation (ss.74.1-75.1)

· Constructive Receipt – cannot make arrangements to direct income to spouse or kids; it will be taxed to earner (s.56(2))

· Non-Arm’s Length Transactions – transfer of property to someone non-arm’s length (i.e., children, spouse, siblings, parents) deemed to have disposed of property at fair market value, and must pay tax on the gain (s.69); def’n of non-arms length persons is found in s.251(2)

· Kiddie tax – where there’s a distribution to a kid under 18 of dividends (passive income) it will be taxed at top marginal rate (s.120(4))

· An outright gift is deemed to been sold at proceeds equal to FMV and (s.69(1)(b)(ii)) and receipt acquired at FMV (s.69(1)(c))

Attribution Rules

· 3 core attribution rules: s.74.1(1), s.74.1(2), and s.74.2(1)

· Include all future gains

· s.74.1(1) attributes property income or loss from property transferred or lent to spouse or common law partner

· Only applies when individual transfers or loans property

· Can be direct or indirect

· To or for benefit of spouse or someone who has since become spouse

· Any income or loss from property or property substituted therefore is attributed

· Only applies to property income, not business income

· s.74.1(2) attributes property income or loss from property transferred to a related minor

· Includes nieces and nephews (wouldn’t be included ordinarily)

· Rules apply only if under 18 years old

· Note: No attribution back on capital gain to minors, 74.2(1) does not include minors

· s.74.2(1) attributes gains or losses from property transferred to a spouse

· Same thing as s.74.1(1); circumstances when it applies are the same

· Instead of attributing property income, attributes gain or loss

· Note: extended definition of substituted property in s.248(5)(a) ad infinitum
· s.73(1): circumstances allow you to transfer property without triggering gain, but on subsequent disposition of property (if capital property) gain will be attributed back to transferor (under s.74.2(1)) 

· if you transfer property to spouse at FMV rule doesn’t apply (s.74.5(1))

· can get FMV and still have rollover (Lipson)

· s.74.5(1)(a): attribution does not apply if transfer is for FMV

· s.74.5(1)(c): for attribution rules not to apply:

· IF transfer to spouse and TP elects out of s.73(1) (for transfer to spouse)

· Gain triggered at transfer; no rollover

· Starting point: don’t want attribution on future gain

· Allows transferor to deem transfer at cost even though received FMV – allows to accrue gain

Special Rules

· S.74.5(1): rules do not apply if (a) FMV of property transferred does not exceed FMV of property received as consideration, AND (c) if property transferred to or for benefit of spouse or common-law partner, transferor elects out of s.73(1) rollover rule

· S.74.5(11) artificial transactions (anti-avoidance rule): S.74.5(1) do not apply to transfer or loan “where it may reasonably be concluded that one of the main reasons for the transfer of loan was to reduce the amount of tax that would, but for this subsection, be payable under this Part on the income and gains derived from the property or from property substituted therefore”

· Designed to deal with reverse attribution: transferring to lower income spouse to generate a loss (Lipson)

Lipson

Facts

· If Mr. Lipson sells “Lipson Family Investment” shares to buy house, then takes out mortgage to repurchase shares, there will be a capital gains tax on the sale of shares, SO:

· Mrs. Lipson takes out a bank loan for $562,500 (condition that she pay it back next day)

· Uses money to purchase “Lipson Family Investment” shares from Mr. Lipson at FMV

· Mr. Lipson takes money and buys house; then mortgages and repays loan.

· Mrs. Lipson deductions interest from dividend payments generating losses attributing back to Mr. Lipson due to operation of 74.5(1)

· Example: 1994- interest of 13K but no dividends, 1995: interest of 44,700, dividends of 12,400 so net loss

· Minister disallows interest expenses for Mr Lipson as true economic purpose was to buy house but due to Singleton decision (rejection of bona fide purpose test) had to argue under s245 GAAR rule instead

Analysis

· Rules in play:

· 20(1)(c)(i)

· 20(3) allows refinancing in commercial context: allows deduction for interest on borrowed money to repay previously borrowed money if interest on original loan deductible

· 73(1)

· 74.1(1)

· TP wants interest deduction in Mr. Lipson’s hands; small payout of dividends from LFI coupled with big interest expense on mortgage would be a net loss to Mr. Lipson under s.74.1(1)

· Under 20(1)(c) Mrs Lipson used loan to buy shares which is income producing purpose and allowed

· S.73(1) allows spouses to transfer property and defer the tax

· Lipson sold shares for FMV to spouse (so attribution rules don’t apply) but didn’t elect out of rollover rule (s.73(1)), so attribution rules do apply and income from shares attributed to Mr. Lipson under s.74.1(1)

· However, s.74.5(11) states that attribution rules won’t apply if one of the main reasons for the transfer is to reduce the amount of tax that would, but for this section, be payable on income and gains derived from the property

· Revenue authorities assessed the true economic purpose was to buy a house

· But before trial, Singleton gets to SCC and “true economic purpose” is dead

· Tax Trial Court: admission that he received a tax benefit and transactions primarily tax motivated, but they followed all the rules

· Court finds that need to successfully show the rules “worked as intended to work” to defeat GAAR; they did not in this case

· S.20(1)(c)(i), s.20(3), and attribution rules abused

· FCA unanimously endorses TC decision

· Look at the overall result or purpose, not each provision on its own

· SCC: majority concluded that the tax benefit of interest deductions constituted a misuse or abuse of the attribution rule in s.74.1(1) but no misuse or abuse of s.20(1)(c)  or 20(3) (Singleton still not GAAR-able) ( interest deduction denied under s245(2) and attributed back to Mrs Lipson

· Rothstein’s Dissent: fixates on s.74.5(11) which he thinks should apply

· If there is a specific anti-avoidance rule, apply it, not GAAR

· GAAR can’t be used to reverse a Singleton-type transaction

· ( However, transaction was not reducing tax payable – amount was attributed to higher producing income on served to get a loss

· Binnie / Deschamps Dissent: the transactions did not misuse or abuse any provisions at issue; Parliament must have contemplated that the taxpayers would take advantage of the rules to minimize their taxes

Interest / Singelton:

s.20(1)(c)(i) – allows deduction for interest on loan

· “borrowed money, used for purpose of earning income from business or property, other than borrowed money used to acquire property …”

· available for borrowed money used to earn taxable income from a business or property

· Singleton case:

· s.20(3) deems use of refinancing by debt to be the same as the original use ???

· Singleton took out $300,000 loan for partnership; put money into partnership; then took $300,000 out of partnership to personally buy house

· Bronfman Trust is the authority

· The true economic purpose was to buy the house so no interest deduction (Tax Court)

· FCA 2:1 decision; reverses Tax Court; what Bronfman said is look to direct use of borrowed funds – borrowed funds went into partnership; view transactions independently; concluded amount deductible

· SCC (2002) 5:2 decision; agree with FCA

· Whether you adopt a substantive approach to legislation or stop at first transaction and adopt ‘formalistic’ approach to interpretation of s.20(1)(c)(i)

· Pre-GAAR decision

· Lipson is Singleton “with a spousal twist”
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