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Chapter 1 – The Logic, Policy and Politics of Tax Law
Terminology

What is a tax?

· ( a charge imposed by government for the purpose of raising revenue to meet its expenses in providing gov’t services
· Taxes must be introduced by statute/legislation (vs. an order in counsel, a regulation, royal prerogative, or the court). 
· Constitutional Requirement

· “Taxation by representation”

· The legislature can redefine the courts’ interpretation of income to include or exclude sources ( Parliamentary supremacy
· Basic formula of taxation: 
tax payable = (tax base x tax rate) – tax credits

Elements of a Tax

1. Tax base 
· Base upon which tax is levied, ie. taxable income (see s. 2(2))
· Taxable income must come from a source that is recognizable as taxable (OE, BorP, CG, other)

· There are 3 bases upon which a broad-based tax might be levied:
a) Income tax – tax the amount an individual earns
· There is no definition of "base" in the ITA, but in Canada it is usually personal income

· In addition to taxing all income, governments may impose payroll taxes to tax only some aspect of income (ie: wages and salaries)

b) Consumption tax – tax the amount an individual spends

· A consumption tax is basically an income tax that exempts the value of the TP’s savings

· There are many ways the tax can be imposed and collected: GST, PST, HST, etc.
· Governments often impose excise taxes that are imposed on only selected goods and services such as gasoline, cigarettes, alcohol, luxury goods, etc.

c) Wealth tax – tax the amount represented by an individual’s property

· Canada is one of the few industrialized countries that does not have a general tax on wealth

· However, countries can impose estate or inheritance taxes on the value of a person’s wealth when they transfer it to some other person by way of gift or upon death
2. Tax rate 
· Rate applied to the base in arriving at the amount of tax owing. So: tax rate x tax base = tax payable
· Tax rates are set out in the ITA. Distinguish between:

· Marginal tax rate: rate of tax that applies to each additional dollar a TP earns; highest rate of tax paid by TP
· Average tax rate: rate of tax that applies to the TP’s income as a whole

· Effective tax rate: rate of tax that applies after exemptions, deductions, and tax credits on tax liabilities are imposed
· Provincial tax rates combine with federal tax rates to determine a TP’s final tax rate
· Amount of income you earn, determines which tax bracket you fall into (income tax rate)
· We have a progressive personal income tax system:
· Tax rate increases as income increases (higher income = higher taxation)

· Other tax systems include regressive, neutral/flat and proportional tax systems

· Regressive: Tax rate decreases as income increases
· Ie. GST (7%), HST (5%), Carbon Tax, sin taxes on cigarettes and alcohol

· Higher income earners pay less tax than the lower income earners
· Neutral/flat/proportional: Tax rate remains the same as income increases. 
· We have a neutral/flat/proportional corporate income tax system.
· Alberta has proportional income tax
3. Tax payer
· Every person beneficially entitled to income is a taxpayer
· Who is beneficially entitled?

· Can be a person of any age

· Common law/married spouses are separate taxpayers

· Parents and children are separate taxpayers

· Corporations and subsidiaries are separate taxpayers
· Trusts and estates are also distinct tax payers
· Each individual = tax payer [s. 2]

· Each taxpayer is responsible for a return and must pay his/her own taxes ( Tax liability is personal to the taxpayer
4. Tax Period 
· Period over which the base is measured and the taxes collected

· Income tax is an annual tax

· “Taxation year”: For individuals, it is the calendar year (January 1st – December 31st) [s. 249(1)(b), p 2060]
· “Filing date”/Balance Due Date s. 248(1): The day taxes are due to be paid (April 30th of following calendar year)
· However, employers remit taxes withheld from employees to the gov’t periodically through the year
Who is subject to Canadian tax? (Ch 3)

· Residents – taxed on worldwide income
· “residence” not defined in ITA – defined in Caselaw (ie. Thomson case)
· Non-residents – live outside of Canada but can still be subject to federal income tax on taxable Canadian sources of income

· Date of residence as of Dec. 31 of tax year

What is taxable / taxed on what?

· Taxed on income from various sources - Source concept of taxation (Chapter 2)
· Income from O or E, B or P plus Capital Gains plus Other sources (ie. Damages, Spousal support)
· File one return that combines all these sources. Different rules apply to each source

· Note: Many items are excluded from income for tax purposes b/c there is no recognized ‘source’ 

· Strike pay – anomaly. Pay for picketing is taxable, but sitting around on strike pay is not taxable
· Gifts and inheritances – there is no death tax in Canada
· Windfalls - money you get by chance, didn’t have to earn it. Ie. lottery/gambling winnings from recreational betting
· Hobby activities – doing it for fun, not for business/profit. Expenses not deductible.  Schwartz, Bellingham: what is a windfall (p 86-87). Lacks organized effort, Payment not expected or sought. No element of recurrence. Payment not customary source of income. Payment not for property, services or anything else.
· Damages/Settlements from personal injury or wrongful death

· ½ of any capital gains realized by a TP

· Transfer of wealth

How is tax payable calculated?

· Although there is no formal definition of “gross” or “net” income in the ITA, s.3 provides a formula for calculating taxable income and Division B of Part I allows for deductions
· FIRST calculate net income (s. 3)
a) Income for the year [other than capital gains] from a sources inside and outside Canada, …  includingthe TP’s income for the year from each office, employment, business, and property (less allowable deductions)
b) PLUS net taxable capital gains
c) LESS [personal] deductions permitted (ie. CPP contributions, moving expenses, RRSP contributions, etc. See s. 60)
d) LESS any loss carry forwards from employment, business, and property.
· Result is taxable income
· Then, calculate basic federal tax payable (Division E of Part 1)
· Determine federal tax payable by applying the rate schedule for the current year (s. 117)
· Subtract tax credits

· Tax credit: an amount that directly offsets against a TP’s liability; unlike tax deductions, their value doesn’t depend on the TP’s marginal tax rate, so they have the same value for all TPs

· Most tax credits are non-refundable, however, there are 3 refundable tax credits: GST, child tax benefit, and medical expense credit
· THIRD, calculate basic provincial tax payable (outside the scope of the ITA)
The Canadian Tax System

Constitutional Constraints
· “No taxation without representation” = All taxes must be imposed by statute/legislation!
· Taxes must be imposed by parliament (federal or provincial) ( Only elected representatives can impose taxes because the governed must consent to be taxed.

· Constitution Act, 1867, s. 53: “Bills for …  imposing any Tax … , shall originate in the House of Commons.”
· The taxation power is divided between the two levels of government (federal and provincial)
· Division of Powers under Canadian Constitution Act, 1867. S. 91, 92
· Federal: s. 91(3) “any mode or system of taxation”

· There are no legal limits on what or who the Parliament of Canada can tax

· However, there are practical limitations on what can be the subject matter of a tax:

· It will be difficult to collect tax from people who live outside the geographical boundary of Canada

· Each country must collect its own tax ( Other counties cannot collect tax for another country 

· Residents of Canada = taxable on worldwide income

· Non-residents = taxable by Canada on income earned in Canada
· Provincial: 

· s. 92(2) “Direct Taxation within the Province in order to the raising of a Revenue for Provincial Purposes.”
· Can’t tax ppl outside of province
· “incidence”/”burden” of taxation – who is ultimately liable?

· Direct taxes: When the taxpayer himself/herself is ultimately responsible for paying the taxes in question

· Both the federal and provincial governments can collect direct taxes

· Includes both personal and corporate income tax

· Indirect taxes: When the taxpayer himself/herself is NOT ultimately responsible for paying the taxes in question. He/she pays the taxes, but recovers the money paid from others

· Indirect taxes can only be collected by the federal government

· Provincial governments CANNOT collect indirect taxes.

Sources of Law
Primary Sources of Law

Statutes

· Income Tax Act

· Income Tax Application Rules (p 2069)
· Income Tax Regulations (p 2107)
· Tax Conventions [Bi-lateral treaties] (lxiii)
Statutory Interpretation

· No longer enforce rule of ‘strict construction’

· Interpreted tax statutes using principles – look at text (words of the provision) in context of other words of statute (in context according to their grammatical and ordinary meaning), having regard to intent of Parliament and the purpose (harmoniously with the scheme and object of the statute) R v. Jarvis
Secondary Sources of Law (not law)
CRA publications: guidance for employees of CRA, the public and tax professionals
· Information circulars (ICs): Set out the practices and administrative policies of the CRA

· Advanced Income Tax Rulings (ATRs)

· A taxpayer can pay a fee to receive an advance income tax ruling to find out how the CRA will interpret and apply specific provisions of existing Canadian income tax law to a potential future transaction ( can revise transaction if the tax consequences are severe.

· Benefits: Ruling is binding on the CRA; fee is tax deductible; allows the TP to reconfigure transaction to make tax consequences more favourable
· Voluntary Disclosure Program

· Interpretation Bulletins (ITs): CRA’s interpretation of statutory provisions and case law on a particular topic

· ITs are not binding on the CRA or the courts ( they do not have the force of the law

Chapter 10 – Dispute Resolution, Statutory Interpretation, and Tax Avoidance
· Note: all disputes in this course are between the individual TP and the federal CRA. Onus/burden of proof is always on the individual TP to disprove any assessment made by CRA

· Individual tax process
a) Return

· s.150 – every individual TP must file and submit a return by April 30 if tax is payable
· form of “self assessment”

b) Original assessment

· Official act of the CRA, who verifies tax return and sends out a Notice of Assessment ("NOA" or “initial assessment”) to the TP by the end of July

c) Further reassessment

· TP can ask for a re-assessment or additional assessment

· CRA can also reassess or do additional assessment of a TP, up to 3 years from date when NOA is sent out by the CRA

d) Objection

· TP files a Notice of Objection ("NOO") within a certain time limit that holds payment

· NOO must state the legal/factual error the claim is based on

e) Appeal

· If the TP disagrees with CRA's reassessment, they can appeal first to the Appeals Branch of the CRA.

· If still unhappy, can file a Notice of Appeal with a certain time limit in the Tax Court of Canada ("TCC")

· Can then appeal to Federal Court of Appeal ( Supreme Court of Canada (with leave)

f) Alternative relief (option)

· TP may seek a Remission Order from the Treasury Board

· allows TP to be relieved of paying taxes where TP has no legal grounds of appeal but Treasury Board agrees it is unreasonable, unjust, or against the national interest to pay the tax, penalty, and/or interest.
· TP must make a case for extreme hardship, reliance on bad advice from the CRA, financial setback, or demonstrate an unintended (inequitable) effect of the legislation
· Tax planning (p 743)

· Effective tax planning

· These measures are consistent with the wording and intent of the ITA ( Taxpayers are allowed to take advantage of these effective tax planning measures

· There are no adverse tax consequences

· E.g. Selling a house of which you are the principal resident; tax-free savings accounts
· Tax avoidance 
· open attempts to take advantage of the tax laws to minimize tax payable

· Abusive tax planning ( These measures comply with the wording of the ITA, but not the intent
· Subject to reassessment

· Anti-avoidance provisions + civil penalties

· Copthorne Holdings (SCC 2011, para 65)

· “Taxpayers are entitled to select courses of action or enter into transactions that will minimize their tax liability (see the Duke of Westminster)”

· Tax evasion 
· Deliberate, wilful violation of the ITA

· serious, criminal offence (p 744); requires traditional criminal elements of actus reus (taxes weren’t paid) and mens rea (intent)

· ITA ss. 238-239 (pp li-lii) - Civil penalties

· If Crown can’t prove intent, then they can levy civil penalties imposed by regulation

A. Returns and Assessments (incl. VDP)
	ITA ss. 150(1) [requirement to file]; 150(1)(d) [Individuals – (i) by the following April 30, or (ii) the following June 15 for person carrying on business or their spouses, or (iii) for deceased TP’s spouse, up to 6 months after their death or date return was normally due ] 150(2) [Minister can “demand” a tax return from any individual]; 151 [Individuals must “estimate” the amount of tax payable in the return; self-assessment]; 152(1) [“initial” or “quick” assessment by Minister “with all due dispatch”]; 152(3.1)(b) [3-year limitation for reassessment by minister on individuals]; 152(4) [Minister can reassess without limit a tax return where individual made error due to neglect, carelessness or wilful default or fraud, or has waived the limitation period]; 152(7) [Minister can make arbitrary or “net worth” assessment]

	150(1): “return…shall be filed with the Minister, without notice or demand…for each taxation year of a TP. ”
S. 150(1)(d)(i): Individuals must file returns by April 30 of the following year

· Taxation year defined as calendar year (January 1- December 31) in s. 249(1)(b)
· Per s. 248(1) April 30 is “balance-due day” 
S. 150(1)(d)(ii): self-employed and spouses have until June 15 to file return. 

Note: Corporations must file always, whereas individuals need not file if no tax is owing. 

152(1): The Minister will, “with all due dispatch” examine a TP’s return of income for a taxation year, assess the tax for the year, the interest and penalties, if any, payable and determine the amount of tax to be paid or the amount of refund to which the TP may be entitled.

· This is the “initial” or “quick” assessment
· After examination of a return, the Minister shall send a notice of assessment to the person by whom the return was filed. (s. 152(2))
152(7): Minister will make arbitrary NW assessment If TP doesn’t file a return, or if CRA doesn’t trust the TP’s reported figures;  CRA looks at the TP’s change in net worth (assets – liabilities) between the beginning of the year and end of the year (done in Eldridge)


The Voluntary Disclosures Program (VDP)

· If a person is facing penalties under s. 238 or 239 of the ITA (criminal tax evasion), he/she may want to participate in the voluntary disclosure program.

· If the person confesses to tax avoidance and pays the taxes owing and interest accrued (unless he/she can get a waiver from the government) before the CRA starts a tax evasion investigation against the person, he/she will not be subject to the penalties or prosecution for tax evasion (amnesty)

· Requirements: a) Voluntary ( Must happen before the CRA starts a tax evasion investigation b) Facing penalties (ITA s. 238, 239 [criminal tax evasion]) c) More than one year overdue d) Full disclosure

· If a person can meet these requirements, then he/she will receive “tax amnesty”
B. Refunds, Interest and Penalties

Refunds: Repayment of excess income tax

Interest: Rates are prescribed by regulation quarterly

· Interest received on refunds is taxable; Accrues 45 days after April 30th

· Interest charged on late payments is not deductible, s 18(1)(t); Accrues starting April 30th

Penalties
· To be effective, self-enforcing regulatory schemes require not only resort to adequate investigation, but also the existence of effective penalties. (that are not deductible s. 18(1)(t))
· Civil/administrative/regulatory penalties – s. 162(1), 163(1) and (2), 163.1, and 163.2
· Criminal penalties (fines) – tax evasion ss. 238-9
· Section 238(1) sets out a summary conviction offence that is triggered by non-compliance with the filing requirements or with other of the Act’s provisions.

· Section 238’s purpose is inherently pragmatic or instrumental: the offence exists not to penalize criminal conduct but to enforce compliance with the Act.

· Section 239(1) creates a number of additional, more serious, offences. They carry rather significant penalties. They may be proceeded on by way of summary conviction or by way of indictment at the election of the Attorney General.

· Criminal prosecutions 
· Crown has to prove AR + MR in criminal court (R v Jarvis – he was acquitted b/c they couldn’t prove MR)

· Fine and or imprisonment + civil penalties
	ITA ss. 153 (1) [obligation to withhold] 227 (1) [no action lies against any person for deducting or withholding …] (2) [TP must file a return with the payer] (4) [withholdings deemed to be held in trust] (8) [person who fails to deduct is liable to a penalty]; 156(1) [TP can make quarterly instalments]; 161 (1)&(2) [requirement to pay interest]; 162(1) [civil penalty for failing to file]; 163(1) [“civil penalty” for repeated failures to report amount in their return], (2) [“civil penalty” for false statements or omissions]; 163.1 [“civil penalty” for late or deficient instalments]; 163.2 [Misrepresentation of a Tax Matter by a Third Party: civil penalties]; 238-9 [penalties for criminal tax evasion]

	153(1) Every person paying at any time in a taxation year (a) salary, wages …(b) superannuation or pension benefit, (c) retiring allowance, etc…shall deduct or withhold … and remit that amount to the Receiver General on account of the payee’s tax for the year;
Obligation to pay Interest

161(1) Where at any time after a TP’s balance-due day for a taxation year (a) the total taxes payable… exceeds (b) the total amount paid at or before the required time for the year, the TP shall pay interest to the Receiver General on the excess outstanding.

161(2) In addition to interest payable under (1), a TP paying instalments must pay interest if he fails to pay all of an instalment by the required time.
Civil Penalties

162(1) TP who fails to file return for a taxation year as and when required by 150(1) is liable to a penalty equal to total of …
(a) 5% of unpaid tax

(b) 1% of unpaid tax x (# of months (> 12) between month return was to be filed and month it was actually filed)

163(1) every person who fails to report an amount in their return, and failed to report an amount in a return for any of the 3 preceding taxation years, is liable to a penalty equal to 10% of amount not reported, except where person is liable to a penalty under (2) in respect of that amount
(2) every person who knowingly, or… under gross negligence, has made… a false statement or omission in a return…is liable to a penalty of the greater of $100 and 50% of the total of … [complicated formula]

163.1Every person who fails to pay all or any part of a tax instalment before its due is liable to a penalty equal to 50% of the amount by which
a) The interest payable by the person under s. 161

Exceeds the greater of

b) $1,000, and

c) 25% of the interest that would’ve been payable per s. 161 in respect of all instalments for the year if no instalment had been made for that year.

Third party tax liability

163.2 (2) Penalty for misrepresentations in tax planning arrangements; (3) Amount of Penalty; (4) Penalty for participating in a misrepresentation; (5) Amount of penalty; (6) Exception for liability under (2) and (4) where advisor acted/relied “in good faith”

[there are more subsections (7)-(15))
Criminal Offences

S. 238(1). Every person who has failed to file or make a return … or has failed to comply with subsection 116(3) [details or property sale by non-resident], 127(3.1) or (3.2), 147.1(7) or 153(1) [withholding duties]… is guilty of an offence and, in addition to any penalty otherwise provided, is liable on summary conviction to

a) A fine of not less than $1,000 and not more than $25,000; or

b) Both the fine described in (a) and imprisonment for a term not exciting 12 months.
S. 239(1). Every person who has
a) Made … false or deceptive statements in a return, …

b) To evade payment of a tax … destroyed, altered, … or otherwise disposed of the records or books of account of a TP

c) Made false or deceptive entries, or omitted to enter a material particular, in records ro books of account of a TP

d) Wilfully, in any manner, evaded or attempted to evade compliances with this Act or payment of taxes, OR

e) Conspired with any person to commit any offence described in (a) to (d),

Is guilty of an offence and, in addition to any penalty otherwise provided, is liable on summary conviction to
f) A fine of not less than 50%, and not more than 200%, of the amount of the tax that was sought to be evaded, or

g) Both the fine described in (f) and imprisonment for a term not exceeding 2 years.


C. The “Fairness Package”

· Taxpayer relief provisions ( CRA made amendments to the ITA to give the TP a break.

· Purpose is to allow the CRA “to administer the tax system more fairly.” 

· These provisions are subject to administrative discretion. Any objection or judicial review: CRA and Fed. Ct.
· The legislation gives the Minister the discretion to:

1. Provide refunds to individual taxpayers beyond the normal limitation period (3yrs), up to 10yrs (s. 152(4.2))

2. To waive interest and penalties of a TP (s. 220(3.1)) and

3. To allow a TP to make, amend or revoke certain elections beyond their normal filing deadline, up to 10 years (s. 220(3.2)) ( E.g. allowed to file an objection past the deadline

D. Objections and Appeals

	ITA ss. 152(8) [Assessment valid and binding unless subject to being varied or vacated on an objection or appeal and subject to a reassessment]; 165(1) [objection to assessment must be filed, on or before the later of, 1yr after TP’s filing due date for the taxation year OR 90 days after the day of sending of the notice of assessment]; 169(1) [appeal to TCC]

	152(8) Onus of proof is on TP to prove factual error in Minister’s assumptions resulting in assessment
· Johnson v Queen (SCC) every fact found or assumed by the CRA/Minister must then be accepted unless questioned, or disproved by the taxpayer

Notice of objection (letter or optional Form T400A)
165(1) [objection to assessment must be filed, on or before the later of, one year after TP’s filing due date for the taxation year OR 90 days after the day of sending of the notice of assessment]
· Must set out the reasons for the objection and all relevant facts.


Order of Appeal

1. CRA: Tax Services Office, Appeals Branch, Regional Appeals Office, Head Office (Ottawa), 93% resolved 

2. Tax Court of Canada (7% unresolved)

· Can appeal to TCC either after the Minister has confirmed the assessment or reassessment, or 90 days after service of the notice of objection and Minister has not vacated or confirmed the (re)assessment. (s. 169(1))
· Two procedures can be followed at the TCC:
	Informal Procedure
	General Procedure

	· Amount of taxes/penalties in dispute must be $12,000 or less
· Counsel not required

· No costs awarded upon a loss
· Since 2003 decisions fully appealable to FCA 
	· Amount of taxes/penalties in dispute must be more than $12,000

· Legal representation desirable and formal rules of evidence apply

· Costs awarded against the losing party

· Can appeal to FCA, or SCC with leave


3. Federal Court of Appeal (FCA) (formerly Exchequer Court)

· You have 30 days from Tax Court’s judgment to appeal to FCA
4. Supreme Court of Canada (only with leave)

· CRA will refund disputed taxes

· CRA charges interest on disputed taxes (if taxpayer loses case)

· CRA will not attempt collection of the taxes during appeal process
· 10% frivolity penalty can be imposed if there’s “no reasonable grounds for appeal”, and if main purpose is deferral (S. 179.1)
E. Settlements
· Informal negotiation between the TP (or an advisor) and the CRA can begin at the audit stage – many disputes are settled without recourse to the formal objection and appeal procedures.
· Settlement: An agreement to compromise (ie. “split the difference”), not binding on the CRA

· “Minister shall administer and enforce the Act” (S. 220(1))
· CRA can’t accept “compromise settlement” (CIBC World Markets, Galway)
· “Minister has a statutory duty to assess the amount of tax payable on the facts ... in accordance with the law as he understands it… he cannot assess for some amount designed to implement a compromised settlement”
· Sheppard: case demonstrates that CRA is not interested in making compromises. 

· Settlement must be made “on the facts in accordance with the law”
	CIBC World Markets Inc v. The Queen, 2012 FCA – Minister can’t accept offer that can’t be supported on the facts and the law; cannot make “compromises”. Based on statutory duty in s. 220 to administer and enforce the act.

	Facts: CIBC appealed for a higher-than normal costs award for its successful appeal and for having previously offered the CRA a very fair settlement.
Issue: Whether a higher-than-normal award of costs should be made where the appellant was successful and had previously made a settlement offer to the CRA
Discussion:

· Offers of settlement are relevant to the discretion to award costs (set out in TCC rules). Only offers that could have been accepted trigger cost consequences.

· As a matter of law, could the Minister have accepted CIBC World Markets' offer of settlement?
· The issue at the TCC was a yes-no question of statutory interpretation. Circumstances did not allow Minister to accept 90% of the tax credits (0% and 100% were the only options)

· FCA: Minister cannot accept an offer of settlement that requires him to issue a reassessment that cannot be supported on the facts and the law. Also, Minister doesn’t have the power to issue reassessments on the basis of compromise, regardless of the facts and the law before him.
· “This Court is bound by its decision in Galway v. Minister of National Revenue, [1974] 1 F.C. 600 (C.A.). 
“the Minister has a statutory duty to assess the amount of tax payable on the [facts] as he finds them in accordance with the law as he understands it.” In his view, “it follows that he cannot assess for some amount designed to implement a compromise settlement.”

· Court reaffirmed Galway in 2000
Conclusion: It follows from the foregoing that, in this case, there was no factual or legal scenario under which the Tax Court or this Court have granted CIBC World Markets 90% of the input tax credits it claimed. Accordingly, as a matter of law, the Minister could not have accepted CIBC World Markets' offer of settlement.

Ruling: The FCA dismissed CIBC’s appeal.



F. Audit (civil) and Investigation (criminal)
	ITA ss. 230(1-4) [TP must keep books and records, for 6 years]; 231.1 [power to inspect, audit or examine books/records of TP or examine property in an inventory, and the power to enter any premises or business place and for TP to provide reasonable assistance]; 231.1(2) [if occupant does not consent, a judicial warrant may be obtained (under s. 231.1(3)) for entry into a dwelling house); 231.3 [Minister can obtain a search warrant, search a premise and seize a document or thing that provides evidence of the commission of an offence]; 231.4 [Power to conduct an inquiry]; 231.7 [Compliance order]; 232 [solicitor client-privilege]

	231.7 On application by the Minister, a judge may, …, order a person to provide any access, assistance, information or document sought by the Minister under 231.1 or 231.2 if the judge is satisfied that
(a) The person was required under 231.1 or 231.2 to provide access and has not done so; and

(b) In the case of info or document, it is not protected from disclosure by solicitor-client privilege, within the meaning of section 232(1)


Audit

· Following initial assessment (s. 152(1)), CRA has 3 years to reassess (s. 152(3.1)), or no limit if error by neglect, fraud, waiver, etc. (s. 152(4))
· CRA conducts desk, office (CRA’s), or field audit

· Entry into business’ premises and dwellings (with consent or warrant): s. 231.1
· Demand information/documents: s. 231.2

· Inquiry – examination on oath: s. 231.4 (right to presence of counsel)

· No right to silence: self-incrimination, taxpayer and third persons must produce financial records during audit

· Until CRAs predominant purpose becomes penal liability (R v Jarvis)

	R v. Jarvis, [2002] SCC – TP have no Charter rights when subject to CRA audit, but when the “predominant purpose” becomes a criminal investigation, then TP’s Charter rights become engaged. Evidence legitimately collected during audit can be used in criminal prosecution if predominant purpose at the time was tax liability assessment/civil. Case provides factors to consider in deciding pred. purpose

	Facts:
· Jarvis wife died. He sold off his dead wife’s art for considerable sums, but didn’t report the majority of it in his income. 
· CRA began civil audit, although they had some suspicion that he was evading taxes. They knew from bank that there was income that had not been reported. 
· Auditor brought Jarvis in for interview, in front of supervisor who auditor stated was “assistant”.  Auditor assured Jarvis that it was a civil matter and worst would be civil penalties. Jarvis cooperated. Then auditor handed all the information gathered during civil audit procedure to special investigations branch of CRA. SI branch conducted further inquiries and collected more information through valid search warrant. 
· Ultimately criminal charge of tax evasion was laid against Jarvis. All the documentation that was collected in audit was entered into evidence by Crown, for criminal proceeding. 
· Jarvis argued that evidence should be thrown out b/c collected in violation of Charter rights. CA disagreed. Appealed to SCC. 
Issue: Was CRA conducting a civil/regulatory audit or an investigation of criminal tax evasion? Could evidence collected in audit be entered as evidence in criminal trial? YES
Law:

· SCC agreed with CRA that while the audit procedure is going on, the tax payer has no rights. It is only when a criminal investigation begins or becomes the “predominant purpose” that a TP’s Charter rights come into play. Up until that point, CRA has complete freedom.

· SCC held that an apparently civil inquiry became a criminal investigation only when the CRA’s predominant purpose turns towards the determination of a penal liability, and the inquiry turns adversarial.

Audit

Investigation

· Civil penalties?
· S. 231.1, 231.2

· No Charter rights
· Criminal

· Tax evasion (ss. 238-9)
· Fines/imprisonment

· Special investigations
· Charter rights: s. 7 Self-incrimination; s. 8 unreasonable search and seizure (search warrant); s. 10 right to counsel

· Case provides list of factors for determining when “predominant purpose” becomes criminal investigation

1. Did the authorities have reasonable grounds to lay charges? Does it appear from the record that a decision to proceed with a criminal investigation could have been made?

2. Was the general conduct of the authorities such that it was consistent with the pursuit of a criminal investigation?

3. Had the auditor transferred his or her files and materials to the investigators?

4. Was the conduct of the auditor such that he or she was effectively acting as an agent for the investigators?

5. Does it appear that the investigators intended to use the auditor as their agent in the collection of evidence?

6. Is the evidence sought relevant to taxpayer liability generally? Or, as is the case with evidence as to the taxpayer's mens rea, is the evidence relevant only to the taxpayer's penal liability?

7. Are there any other circumstances or factors that can lead the trial judge to the conclusion that the compliance audit had in reality become a criminal investigation?
· All evidence collected during legitimate audit process can be used in prosecution, as long as predominant purpose was assessment of tax liability/civil

 Application:

· SCC found criminal investigation began when his file went from audit group to SI branch. It was then that the ‘predominant purpose’ of the process became possibility of criminal prosecution of tax evasion

· Court found warrant was valid and thus TP’s rights were protected when SI collected evidence
· Evidence collected during legitimate audit process could be used in prosecution b/c SCC found that CRA’s predominant purpose at the time was assessment of tax liability/civil

· In the end, Jarvis was acquitted of all charges of tax evasion because he was able to demonstrate lack of mens rea
Result: SCC decided to allow the disputed evidence.


G. Collections
· TP must pay ALL income tax by April 30, not just file (or else face wrath of CRA collections)

· If individual can't pay taxes by the "balance due date" (April 30), at least file, as failure to file is an offence

· After NOA is delivered, TP has 30 days after NOA is delivered to pay taxes
· Any amount not paid after this is subject to collection by CRA

· Collection powers
· Seizure of third party gifts (s. 160): 160(1) [Where a person transfers property to a non-arm’s length person, or a child, both are jointly and severally liable to pay a part of the transferor’s tax]
· CRA can file “liens on real property” (s. 223)
· The CRA issues itself a certificate and registers it in the BCSC as a judgment of the court. The CRA can then avail itself of the powers to execute against property.
· Limitation period is then extended (s. 222(5))
·  “third party demand”, garnishment, freezing of bank account (s. 224)
· CRA employs court bailiff’s to enforce judgments by “seizure and sale”  (s. 225)
· There’s a pecking order among creditors – Crown/CRA has priority
· Tax payers’ options when dealing with tax debt problems

1. Pay off the debts – with available cash, by selling assets, or even borrowing

2. Work on a repayment plan with CRA – you need a plan that CRA will accept and that will fit with all your other monthly commitments

3. Apply for CRA Fairness – a gov’t program that could reduce the interest and penalties, but not the principal portion (though not binding on CRA)

4. File a consumer proposal; or

5. File for personal bankruptcy

	ITA ss. 222 [Limitation period for collection of tax debts ~10 years]; 223(1) [Amount payable includes federal tax payable, EI, UI, CPP, provincial tax where there’s an agreement]; 223(2)-227 [Collection Remedies]

	222
· (3) Minister cannot commence an action to collect a tax debt after the end of the limitation period

· (4) The limitation period for the collection of a tax debt of a TP is 10 years after day that is 90 days after date of last notice of assessment served on TP 

· (5) Limitation period restarted if TP acknowledges tax debt, the Minister commences an action to collect the tax debt, or the Minister assesses any person in respect of the tax debt

· (8) Extension of limitation period

· (9) Bar to claims

Collection Remedies

223(2) [Amount payable may be certified by the Minister as an amount payable by the debtor]

223(3) [Certificate shall be registered in court and has same effect as a judgement obtained in Court against the debtor for a debt plus interest per the statute]

223(5) [Minister can obtain a charge/lien or priority on a property held by the debtor]

223(9) [Sheriff cannot sell any property without consent of Minister]

224 [Minister can issue a third party demand to someone who owes money to the TP; garnishment]

224.2 [Minister can buy an interest in debtor’s property, and dispose of it in any manner that the Minister considers reasonable]

225(1) [Minister can give 30 days notice that it intends to seize and sell TP’s goods and chattels]

225(2) [Seized property will be kept for 10 days and if TP doesn’t pay, then they will be sold at auction]

225.1 (1) [Collection Restrictions]
227.1(1) [Where a corporation has not paid tax, directors are jointly and severally liable to pay that amount and any interest/penalties]

227.1(2) [Director is not liable unless a certificate is registered, the Corporation has commenced liquidation, or the corp has made an assignment in bankruptcy]


Chapter 2 – Source Concept of Income
I. Legislative and Judicial Development of the Source Concept of Income
A. Legislative Framework

Taxable income = net income from each of O/E/B&P + NTCG + Other Sources of Income

	ITA ss. S. 2(1) [“An income tax shall be paid, … , on the taxable income for each taxation year of every person resident in Canada at any time in the year”]; S. 3(a) [determination of TP’s income – “from a source”…”including…each O, E, B & P”]; S. 3(b) [Net Taxable Capital Gains]; S. 4(1) [Income from each source calculated separately]; S. 56 [Income from other sources]

	2(1)

· ITA doesn’t define ‘income’

· "Taxable income" = tax base = net income from each income source (revenue – expenses = profit/loss) 
· "Taxation year" = tax period; for individuals ( calendar year (ie: January - December)
· “of every person” - who is beneficially entitled to the taxable income ??

· Field (he didn’t withdraw the funds from his RRSP, didn’t have benefit of income, not liable), Buckman (made himself beneficially entitled to the money he stole, liable to pay tax on it)
· Tax payable = tax rate x taxable income

3(a)  “to determine the TP's income for the year, determine the total of all amounts each of which is the TP's income for the year (other than a taxable capital gain from the disposition of property) from a source inside or outside Canada, including, without restricting the generality of the foregoing, the TP's income for the year from each office, employment, business, and property
· If a receipt does not come from a recognized source, it's not considered income and not taxable
· Source concept demands that we “look at the nature and purpose of a particular payment or award when assessing how it will be dealt with for tax purposes” (Bellingham); must allocate amongst the sources

3(b) - You add NTCG to taxable income
· ½ capital gain = Taxable capital gain
· ½ capital loss = allowable capital loss

· Generally it’s the amount of all capital gains for the year from dispositions of property less any losses

· TCGs – ACLs = NTCG; 
· ACLs only deductible from TCGs (in the current year and up to 3 previous years, and forward to death)

4(1) - Income from each source is calculated separately, and then the income (or loss) from each source is aggregated to compute a TP’s total income
56 [Income from other sources]
· Includes in income certain types of receipts, such as pension benefits, EI benefits, income pulled from RRSP, and retiring allowances, which might otherwise not be considered attributable to a source

· Parliament’s attempt to “broaden the tax base”


B. Role of the Courts in Defining Sources of Income

· Courts have played a critical role in determining what amounts are to be considered income from a source, since Act does not define Income

· Courts can help guide TPs about what is meant by a source, and what are the boundaries between the sources. 
· General rule: if income does not fit into one of the s. 3 recognized sources or another s.56 source, it is not taxable because it lacks a source
Ordinary Income
· Concept of "ordinary income" is set out in s.3(a) ITA, which includes several recognized sources:

(a) Office and employment: "Office" = judge, MP, etc…holds an office and receives income from a source

(b) Business: Self-employed individuals get income from business

(c) Property: Yield from investments of bonds, stocks, real estate, etc…

(d) Taxable capital gains: Since 1972, ½ of capital gain taxable and ½ of capital loss is deductible (against capital gains)

(e) Other sources: s.56: Parliament can add "other sources of income", such as pension benefits, employment insurance benefits, RRSP payments, termination pay, etc…
· “Ordinary Income” 1. Results from TP's activities or from TP's property "earnings"; 2. is periodic or recurring (like a crop from a tree), and is 3) Cash or convertible into cash "received"

· s.3(a): notes "without restricting the generality of the foregoing”; 
· Can the courts add new sources of income? No it’s unconstitutional, must be left to Parliament 
· This phrase simply opens the door for Parliament to enact new sources and put them into s. 56 or some other section.
· Parliamentary supremacy, taxation by representation (Bellingham, Schwartz)
· Fundamental distinction between capital and income ( Capital (source) yields income (return on capital)
Non-taxable sources

1. Gifts: Usually not taxable, unless from an ER as consideration/quid pro quo (Savage). However, if a trust is set up and there is income flowing periodically, this income from the estate or trust is treated as income from the trust property

2. Windfall gains – not taxable. Unexpected/unplanned payment not of a recurring nature. Subject to chance. (Bellingham)
· Graham: includes betting, lottery money, accidental finding of valuable property

· Walker: gambling as a business/vocation could become a taxable source (ie: bookies)

3. Strike pay – anomaly. Pay for picketing is taxable, but sitting around on strike pay is not taxable
4. Life insurance proceeds
5. Hobby activities – doing something for fun or enjoyment, not for business/profit. Expenses not deductible. Lacks organized effort, Payment not expected or sought. No element of recurrence. Payment not for property, services or anything else.
6. Lump sum/periodic damages: ie. for personal injury wrongful death, as what is being replaced is a capital asset.
7. GST/HST refundable tax credits

8. Inheritances of property – no death tax in Canada. Just a transfer of wealth, not a generation of new wealth. Some taxes may be triggered if you inherit property.
· Courts have helped in interpreting

· “gambling” (Bellingham)
· Gambling does not flow from a productive source that produces income.

· (tax-free) hobby or (taxable) business?

· Tax- free unless one is in the business of gambling

· Can’t deduct expenses if tax-free.
· Windfall – tax free income

· 1) TP had no enforceable claim to the payment, 2) there was no organized effort, 3) payment was not sought after or solicited by the TP, 4) payment was not expected by the TP, 6) payment had no foreseeable element of recurrence, 7) the payor was not a customary source of income to the TP, 8) payment was not consideration for or in recognition of property, services or anything else (Bellingham)
· “illegal business”: Taxable on revenues (Buckman) and can deduct expenses (Eldridge)
· “Damages” (Monetary awards by a court) and “Settlements” (Agreement of the parties):
· Source concept applies – have to allocate and apportion to different taxable sources and tax free elements 

· Must look to nature and purpose of payment (Bellingham)
· Personal injury and wrongful death award are usually tax-free, but have to look to how award is broken down. 

· Tax free elements: Permanent/long term disability, Temporary disability, Pain and suffering, Medical costs, see below
· Taxable: lost income
· In Bellingham: Court applies the source concept of income doctrine and adopts Cranswick’s indicia of income that can be applied when assessing whether a receipt is income from a source:

a) TP had no enforceable claim to the payment

b) There was no organized effort on the part of the TP to receive the payment

c) Payment was not sought after or solicited by the TP in any manner

d) Payment was not expected by the TP either specifically or customarily

e) Payment had no foreseeable element of recurrence

f) Payor was not a customary source of income for the TP
g) Payment was not in consideration for or in recognition of property, services, or anything else provided or to be provided by the TP
h) Payment was not earned by the TP, either as a result of any activity or pursuit of gain carried on by the TP or otherwise

· Bellingham: Surrogatum (substitution) principle test: amounts received by TP in place of income from a source may be included in income as if such amounts were income from that source

· Q: what is the money replacing?  What does it relate to?  Is it replacing income or capital?

· A: if an amount received is a substitute for a capital right/earning potential, it is tax-free

· Must look to the nature and purpose of a particular payment when assessing how it will be dealt with for tax purposes
Heads of damage (Allocation??)

· (1) compensation for loss of employment
· “retiring allowance” taxable per ss. 56(1)(a)(ii), 248(1),
· “to compensate for … loss of contract of employment” OR for embarrassment, anxiety and inconvenience (as in Schwartz)
· SCC in Schwartz: no factual basis on which FCA could make apportionment under these headings (from a unitary sum). They said all of it was for embarrassment, anxiety and inconvenience, based on wording of the contract which precluded the amount being for lost earnings. 

· Basic point of case: when considering litigation, one has to look at what are the tax consequences going to be on the award or settlement of the case. Should look at awards on an after-tax basis 

· (2) Other tax-free heads of damages

· Schwartz [loss of capital asset/contract]

· Punitive/exemplary damages [punishment: Bellingham]

· Mental distress/aggravated damages [compensation: separate cause of action – documentation]

· Defamation

· Discrimination/harassment

· Assault and Battery

· As a Plaintiff, you want to consider 

· what amounts would be taxable/tax free (based on source concept)

· business or property – surrogatum principle ?

· Employment – retiring allowance?

· Personal injuries/wrongful death – tax free damages or employment income?

· deductibility of costs – can only deduct legal costs if the head of damages is taxable

· As a Defendant, you want to consider 

· whether any payment would be tax deductible
· Deductibility of costs – should be tax deductible if expense is tax deductible (same as with plaintiff)

	Bellingham v. The Queen, 1996 FCA – Case highlights use of Surrogatum (substitution) principle. “must look to the nature and purpose of a particular payment or award when assessing how it will be dealt with for tax purposes.” Provides indicia of income from a source. Punitive damages are a windfall and tax-free. (speculation = B income)

	Facts:
· Town of Grand Centre expropriated Bellingham's land, paid too little and late. B appealed to the Land Compensation Board who gave B a compensation award 6 times what the town offered

· Had he sold the land, it would’ve been income from business; instead, gets a settlement offer

· Further litigation ensued, B ultimately accepts a settlement, that can be broken down into 3 components

1. Compensation for value of land

2. “Ordinary interest” on the principal compensatory amount under the Court Order Interest Act

3. "Additional interest" under the Expropriation Act

· B paid tax on 1. as income from business, 2. as interest, and nothing on 3. Lower courts viewed it as income from business and found B taxable. B appealed the rulings on the character of compensatory payment and additional interest. 
Issue: Should “proceeds of disposition” be viewed as received on account of income or capital? (Income) Is the “Additional interest” taxable as income? (no)
Law/Application:

· FCA notes that s.3(a) of the ITA makes it clear that the named sources of income are not exhaustive and thus income can arise from other unidentified sources

· Parliament chose to define income by reference to a restrictive doctrine (source concept) while recasting it in such a manner as to achieve broader ends

· That said, there are several categories of funds that are excluded from taxation (ie: gambling gains provided TP is not a professional gambler, gifts, inheritances, and residual category of windfall gains)
· The Court in Cranswick referred to several indicia which could be applied when assessing whether a receipt constitutes income from a source

· For the compensation of value of land award, there were two arguments:

· Bellingham – it was a capital gain that should be investment income from property

· MNR – B was going to flip the property immediately so it was income from business

· Test: breaking down heads of damages into elements, what is each sum of money replacing?

· Here, the Court applied the surrogatum principle to the different heads of damage:

a) Compensation for the value of the land (taxable as business income)
· B’s intent was to flip it (land speculation = business), not hold it for investment
· In a way, she was being compensated for lost future business profits

· Thus, this component should be taxable as business income (not capital gain, which has more favourable tax treatment)
b) “Ordinary interest” on the principal under the Court Order Interest Act (taxable as business income)
· This was an award to B to compensate him for the delay in getting the case resolved

· Since the underlying award was taxable (as business income), the interest on damages is a head of damages itself and gets the same tax treatment as the underlying sum

· Note: under this reasoning, if this was “ordinary interest” on tax-free personal injury damages, the interest award would also be tax-free

C) “Additional interest” under the Expropriation Act (not taxable – windfall)
· This was a punitive award treated as a tax-free windfall, as it was merely a statutory slap on the wrist to the town for treating B poorly
· It did not flow from an agreement between the parties, there was no consideration, bargain or quid pro quo
· Additionally, it was "unusual and unexpected"

· “In my view, you cannot treat a non-compensatory receipt in the same manner as a compensatory one simply b/c both arise from the same transaction. As the law presently stands we must look to the nature and purpose of a particular payment or award when assessing how it will be dealt with for tax purposes.
Result: Court found that B was taxable on the first two components as income from business, but the third component was tax free.


• Employment contract is a capital asset

• Employer ( Contract of Service (capital source) ( $$$ ( Employee

• In 1980’s – Parliament changed the rules and said if you lose your employment, the consequence and damages (retiring allowance) are taxable. Previously if you lost your job, you lost a capital asset.

	Schwartz v. The Queen, 1996 SCC – **Application of source concept** While income from unenumerated sources can theoretically be taxable under the general provision of s.3(a) of the Act, the Courts will not add sources of income if Parliament has specifically tried to deal with it in another provision. Have to consider what damages are really for (source?) to determine if it’s taxable. If you’re let go after being hired, but before starting work, you can have a windfall which is not a taxable source.

	Facts:
· Dynacare hired Schwartz for a senior position; they executed the employment K but before Schwartz started work, Dynacare changed its mind and said he was no longer needed

· S sues for wrongful dismissal; after negotiations, Dynacare pays him a lump sum of $360,000 in settlement of his claim for breach of his employment K, plus $40,000 for legal costs
· Minister included the settlement amount in the TP’s income as a retiring allowance, later argued it could also be an employment benefit. Tax court judge rejected this.
Issue:  Under the source concept of income, were the damages from wrongful dismissal from a source?
Discussion:

· Two arguments here:

· Schwartz – employment was capital asset; without an employment K, no source

· CRA – “employment” starts the moment the employment K is entered into by the parties, regardless of whether or not the EE actually starts working…offer was taxable “retiring allowance”

· La Forest J. considers the following and eventually concludes that the settlement and legal costs were received tax-free:

· a) Was it employment income?

· s.248(1): “Employment” is “position of an individual in the service of some other person”

· Since S was never “in the service” of Dynacare, nor could he have “lost” employment when the K was unilaterally cancelled by Dynacare

· b) Was it a “retiring allowance”?

· If S was never an EE,  sum can’t be considered a “retiring allowance” under s.56(1)(a)(ii)

· Damages for wrongful dismissal was a retiring allowance, but since S never started working for Dynacare, this was merely compensation for loss of a capital asset – the employment K

· c) Was it from another source?

· Unenumerated source – s. 3(a) “without restricting the generality of the foregoing”
· This was previously interpreted as Parliament leaving the door open for itself to create new sources, not for the courts to create new sources
· Parliament already chose to deal with the taxability of such payments in the “retiring allowance” provision, but didn’t anticipate this situation where employer receives a payment before actually starting work

· After starting work (“in the service”), if you are dismissed/resigned/retired, then there is a taxable source called a “retiring allowance”
Result: SCC reinstates Tax Court judge’s findings and ruling. 


II. Losses
A. Current Year Losses

	ITA ss. S. 3(d) [“net out” losses from ordinary income]; 39(1)(c) [creates exception for Allowable Business Investment Losses to quarantining rule on capital losses]

	


· Income from a source

· Taxable revenue - Deductible expenses = Net income/profit or (loss)

· Profit is taxable

· (loss) – no “refund” from gov’t

· ITA allows TP to net out losses against positive sources of income 

· net out these losses from ordinary sources (O/E, B, P, NTCG, Other): “netting out” s. 3(d)

· Losses deductible against income from all other sources (O/E, B, P, TCG, Other)
· Allowable capital losses are “quarantined” by s. 3(b) and can only offset taxable capital gains 

· EXCEPT allowable business investments losses (ABIL’s) which are deductible against all sources (s. 39(1)(c))
· You must subtract current year losses from current year income, in so far as you can

· However you can choose in which year you want to claim carry forward losses
B. Loss Carryovers
	ITA ss. 111(1) [TP may deduct from taxable income …]; (a) [non-capital losses for the 20 taxation years immediately preceding and the 3 taxation years immediately following the year]; (b) [net capital losses for taxation years preceding and the three taxation years immediately following the year;]; (2) [explains how losses are deductible in year of TP’s death]; 111(8) [“net capital loss”, “non-capital loss”]

	111(1) “For the purpose of computing the taxable income of a taxpayer for a taxation year, there may be deducted such portion as the taxpayer may claim of the taxpayer’s… 

Note: (b) You can carry forward capital losses until death 


Loss carryovers
· Provide significant taxable income deductions
· If using a loss in current year would result in negative balance (no refund), the losses may be carried over to another year (either forward or backward) and deducted in the calculation of taxable income for that year
· The carryover period and deductibility rules differ depending on the source of the loss
1. Non-capital losses

· Carry back up to 3 years (s. 111(1)(a)), or carry forward up to 20 years
· Nets against other sources (E, B, P, TCG, Other)
· Makes more sense to claim the money now (present value) rather than wait many years b/c of declining power of money

2. Capital Loss

· Can carry it back 3 years or forward until death
· Carry-over to other years only against NTCG
· Except on year of death can deduct against all other sources and in previous years (s. 111(2))
· Ss. 3(b): NTCG = TCG + taxable net gain from personal property – allowable capital losses
· S. 39(1)(b) – no capital loss on depreciable property
· TP gets to deduct depreciation as expense throughout life of capital asset
· If asset sells for more than remaining value, “recaptured depreciation” added back to income
· Accrued v realized

· Capital gain or loss = proceeds from disposition – (Adjusted cost base + expenses)

· ½ - Allowable Capital Loss (ACL) vs Taxable Capital Gain (TCG)

· “netting out” – losses are only deductible from TCG 

· Net ACL from TCG So NTCG = TCG - ACL
· quarantining rule applied to capital gains/losses because TP can decide when to sell, and can manipulate their gains and losses
· quarantining rule does not apply to ABIL’s – deductible against all income sources (s. 3(d), 39(1)(c))
· Net Capital Loss Carryover = negative balance from subtracting allowable capital loss from taxable capital gain (p 104) (ACL is bigger than TCG)

· Can’t be used to offset income from other sources, so has to be carried over

3. Restricted farm losses
· Restricted farm losses (ITA s. 31) may be carried back 3 years and forward 20 yrs in accordance w/ s. 111(1)(d) and (c)
· Farm losses may be deducted against income from any source.

· However restricted arm losses are only deductible from farming income
· Max loss $8,750, can carry over other losses to other years
· Business or property

· Can still deduct losses even if you didn’t have expectation of profit. 

· REOP was eliminated by Stewart case
III. Nexus Between a Taxpayer and a Source of Income
	ITA ss. 248(1) [“taxpayer”, “person”, “individual”]; 248(24) [Accounting methods]

	248(1)

· Taxpayer: includes any person whether or not liable to pay tax;
· Person: … includes any corporation, and any entity exempt, …, from tax  … and the heirs, executors, liquidators of a succession, administrators or other legal representatives of such a person, …
· Individual: means a person other than a corporation
248(24)

· … unless specifically required, neither the equity nor the consolidation method of accounting shall be used to determine any amount for the purposes of this Act.


There are 2 important questions to be resolved by this part:

a) Who is a taxpayer?

- s.248(1): each individual is a "person" under the ITA, regardless of age, capacity, etc…

- Therefore, TPs can be individuals, shareholders, company/corporations, B’s of a trust/estate, partners of a partnership (but not the partnership itself), etc…
- in Canada, each individual person is a TP
- Four points on specific TP’s:

i) Subsidiary corporations – each corporation in a corporate group is a separate TP, so losses of one subsidiary can’t offset profits of another company in the same group

ii) Trust/estate – entity isn’t taxable, but income from it is.  Trustee not personally liable for taxes, not beneficially entitled to the income like beneficiary, money just passes through their hands. Beneficiary has to pay taxes on income – beneficially entitled.
iii) Sole proprietorship – not a legal entity; TP is proprietor who gets income from business
iv) Partnership – Taxable for income from partnership. Share income from business based on partnership agreement


b) What is a business?



- Buckman: a business is an enterprise that’s entered into for the purpose of earning income

- Unlike property, which is passive income from investment, business is active income from effort, risk, trading, multiple transactions, ect…


	Field v. The Queen, 2001 TCC – TP not liable to pay taxes related to unauthorized withdrawal of funds from an RRSP by a third party, which the TP never received. He wasn’t “beneficially entitled” to it.

	Facts: Peter Field established an RRSP. Not taxable until he withdraws the funds. Field’s spouse was a financial planner. She had control of his RRSP. They divorced and she embezzled the contents of the money in his RRSPs. Mrs. Field breached her fiduciary duty to Mr. Field in doing this. CRA said Mr. Field was taxable for the withdrawal of this money from the RRSP. Mr. Field applied to tax court for relief on assessment by CRA.  
Issue:  Should Mr. Field be liable for tax owing on funds withdrawn from his RRSP account?
Discussion:

· Tax court agreed with Mr. Field and said he is not taxable on this money b/c he never received it - he was not beneficially entitled to it (he was in law entitled to it but never actually got it). 
· Court couldn’t find that he “received” any amounts, in the ordinary sense, as “benefits out of or under” an RRSP within the language used in the ITA
· “it is more sensible… for the Minister to include the amount of the fraudulently acquired funds into the income of the offending party
· Should be taxed in the hands of the person who received the benefit
Result: Court held Mr. Field was not liable.


	Buckman v. MNR, 1991 TCC – Taxability arises where nexus is established (receipt + benefit). Money taxed as income from biz where it’s obtained illegally during the course of a biz and has the earmarks of a biz.

	Facts: A solicitor had 2 businesses: the solo practice of law/mortgage broker, and embezzlement. He embezzled funds from clients, and MNR taxed the shady lawyer on the embezzled funds. B argued that embezzled funds weren't income because they didn't come from recognized source.
Issue:  Was the income B earned through embezzelement taxable?  Did embezzlement carry the "hallmarks of a business"?
Discussion:

· General rule: money from criminal activity is not taxable unless it comes from a recognized source

· Here, Buckman argued he shouldn’t be taxable on the funds b/c under GAAP they wouldn’t be included in profit from business.  Law prevails over accounting theory.
· Since he recognized an obligation to repay the funds, he argued he should be treated as a borrower rather than a thief

· Court held otherwise, finding that 
· Taxability resulted since Nexus was established: receipt + benefit
· Benefit – beneficially entitled where you’re entitled to spend benefit as you see fit

· the number of appropriations and methods employed by Buckman had all the earmarks of a business (risk/reward)

- Risks in stealing the funds and being found out (ie: loss)

- Reward in hope of escaping detection and keeping the funds for his own use (ie: profit motive)

· Therefore, embezzlement was 2nd business separate and apart from his law/brokerage business

· No difference whether the thief acted as solicitor, agent, or employee; the fact that the funds are being treated as income flowed from the reality of the situation

· Since TPs can have multiple sources of income over the year, he had 2 taxable sources

· court rejected embezzlement as a new, unrecognized source of income under s.3(a) "without restricting the generality of the foregoing", as was simply income from a business (of embezzlement)

Result: Court ruled in favour of MNR and found the money taxable as income from business.


Taxability of ponzi scheme

· Ponzi Scheme is not a “source” ( windfall, like gambling (Johnston) 

· “income” of “up investors” is tax-free 

· “down investors” can’t deduct for losses 

· Victims are fighting for a refund of tax paid on fictitious income
IV. Income Splitting
· Income splitting: involves the transfer of income from one person to another who is taxed on the income at a lower marginal tax rate than that applicable to the transferor

· Strategy is employed in jurisdictions with progressive tax rates

· The optimal outcome is to have the same marginal tax rate across all family members, and greater after-tax income available to the economic group (ie. family)
· Attribution rules

· Gov’t tries to counteract income splitting by attributing split income back to original earner of that income

· Rules apply to gifts, interest-free loans, etc.
· CRA had a lot of trouble making these attribution rules apply

· Evident in the 2 cases: Neuman, Boutilier
· Gov’t enacted what is known as the “kiddie tax” (s. 120.4) – highest marginal personal tax rate imposed on certain types of income received by a kid under 18 years. Applies to:
1. taxable dividends and SH benefits on shares of a corp. not listed on a recognized exchange

2. income from a partnership or trust, etc.
· No kiddie tax on spouse, adult child, child’s income from employment or business
· S. 67 – reasonable amounts
· It is okay to split income with spouses, and adult children. But splitting income is more difficult now b/c of this kiddie tax

Income Splitting Methods
1) TP has contract of service with employer, seeks to establish contract of service with family member
· Taxpayer establishes a contract of service with family member

· TP hires or pays family member as an assistant 

· Employee “assistant or substitute” – s. 8(1)(i)(ii)
· TP can deduct expense, reducing taxable income
· S. 67 requires that amounts split be reasonable in the circumstances; expenses must be reasonable in amount 
· Income splitting also has to follow source concept, so can’t just ‘give’ money to another person, has to fall into employment income, business income, etc.

2) Solo Practitioner (TP) – contract of service – family member (as employee)
· Hires/pays family member as employee (ie. receptionist)

· Deductible expense reduces TP’s business income
3) Solo Practitioner (TP) – contract of service – family member (SE)
· Family member is hired as self-employed business person (ie. accounting professional, or lawyer)

· Deductible expense reduces TP’s business income

· Question is: will the deduction of the expense by primary taxpayer stand up to scrutiny by CRA?

4) Partnership (TP is a partner with family member) – contract – partner’s family member (employee or self-employed)

5) Law corp ( family member (SH, $$$ dividends)); law corp ( contract of service ( TP (Employee)

· Neuman (income-splitting with dividends) – Mrs. Neuman’s income from dividends were seen as her income, and not attributed back to Mr. Neuman

· There can be a contract of service between lawyer and law corp, and family members can be shareholders. Lawyer gets a salary – deductible expense in computing income of corporation. Corporation will pay tax on its income (revenue – expenses). Balance remaining can be distributed as dividends to shareholders. 
· Dividends – effective way of splitting income

· Different class of shares for each recipient/family member

· Directors’ discretion to “sprinkle” dividends among classes

· Each family member pays for their shares with their own personal funds
· Dividends receive favourable tax treatment 
· This is a widely used method of splitting income

6) Family Trust
· In Boutilier case, Mr. Boutilier created the trust by putting the shares of the family company into the family trust. The idea was that he was the settlor and would become the trustee. Trustee has the discretion to distribute dividends to family members (“discretionary power”). The family member who doesn’t want to work in the business becomes a trust beneficiary. The money earned by the business goes to the trust and then the trustee decides how to distribute those dividends through the trust as income to beneficiaries.
· A trust is a “conduit” (Buckman case) - not taxed because income is flowed through to beneficiaries. Trust makes no ‘profit’. 
· Trustee taxable on share of income they take as a beneficiary
· Family member/beneficiary receives passive, dividend income. 

· “Kiddie tax” can make this method problematic
· Must have a paper trail to document legitimate income splitting system
A. Indirect Receipt

	ITA ss. 56(2) [attribution rule regarding indirect payments to 3rd party for TP’s own benefit]; 56(4) [Transfer of Rights to Income / Income Assignment to 3rd party]; 56(4.1) [Attribution rule re: Interest Free of Low-Interest Loans]

	56(2)“A payment or transfer of property made pursuant to the direction of, or with the concurrence of, a TP to another person for the benefit of the TP or as a benefit that the TP desired to have conferred on the other person (other than by an assignment of any portion of a retirement pension …) shall be included in computing the TP’s income to the extent that it would be if the payment or transfer had been made to the TP.”
· Neuman represents attempt to try to get around this
56(4)  “Where a TP has, …, transferred or assigned to a non-arm’s length person the right to an amount (other than a pension …) that would, if the right had not been so transferred or assigned, be included in computing the TP’s income for the taxation year, the part of the amount that relates to the period in the year throughout which the TP is resident in Canada shall be included in computing the TP’s income for the year unless the income is from property and the TP has also transferred or assigned the property.”


- Neuman: in order for income to be attributed back to the TP from another "person" per s. 56(2), 4 conditions must be met:


a) Payment must be to a person other than the reassessed TP


b) Allocation must be at the direction or with the concurrence of the reassessed TP

c) Payment must be for the benefit of the reassessed TP or for the benefit of another person whom reassessed TP wished to benefit; (ie. reduce TP’s income and thus tax payable)
d) Payment would've been included in the reassessed TP's income if it had been received by him/her
- If payment wasn’t made to 3rd party, would it have been made to TP instead and thus included in their income?
- Sprinkling dividends: choosing which family members with different classes of shares should receive dividends doesn't violate any attribution rules (unless they're under 18 due to s.120.4)

	Neuman v. The Queen, 1998 SCC – **s. 56(2)** Discretionary dividends will not be caught by attribution rules – doesn’t meet 4th req’t. Income splitting to spouse in family corp/hold co scenario is valid (no attribution), even where spouse only contributes capital by way of purchase of shares. Also, no “legitimate contribution” req’t.

	Facts:
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· Mr. N was a lawyer in a partnership. The partnership incorporated a management company (Newmac) which provided professional management services (ie: collections, clerical, bookkeeping, ect…) for the firm, and charged a fee for services.
· Mr. N also incorporated a family holding company, Melru, which held his shares in Newmac. His wife acted as sole director of Melru and both of them were officers. His wife held all the Class F shares, and he held all the Class G shares. 
· The effect of this structure was to reduce profits of law partnership, which would’ve otherwise gone directly to Neuman and his partner, and to effectively transfer and split income through dividends to his wife.

· In 1982, Mrs. N declared a dividend of $5k to be paid to on the Class G shares (to Mr. N), and a dividend of $14,800 to be paid on the Class F shares. She then lent her husband the $14,800 through a demand promissory note. She died and the loan was not repaid.

· MNR attributed the dividend income to the husband as being a payment or transfer of property made pursuant to direction or with concurrence of her husband

· Basically, CRA accused Mr. N of income splitting by effectively reducing the income from his partnership, paying money to Newmac, and then declaring a dividend that went to Melru, and then to his wife.
Issue:  Should dividend income, paid by a closely-held family corporation to a non-arm's length shareholder who has not contributed or participated in the business of the corporation, be attributed to the shareholder's spouse?  Is the dividend income paid to Mrs. Neuman attributable to Mr. Neuman? (NO, s. 56(2) does not apply to discretionary dividend income)
Discussion:

· Prior to this case, it was thought that income splitting through this structure was only valid where the spouse made valid contributions to the business
· “SH does not have to contribute anything more than capital to a company by way of purchase of shares”. (Mrs. Neuman had bought her shares from the company, and she was a legitimate SH. Corporate form had been maintained (resolutions had been passed, mgmt K was all in writing). There was no evidence that anything untoward was going on. “bogus requirement of a legitimate contribution”.
· s.56(2) doesn't apply to dividend income because it fails to satisfy the 4th pre-condition for attribution
· Q: if dividends had not been paid to Mrs. N, would they have been included in Mr. N’s income?
· Under corporate law, the SH is not entitled to any income until dividends are declared

· The dividend, if not paid to a SH, remains with the corporation's retained earnings

· If dividends had not been paid to Mrs. N, can’t say they would’ve been paid to Mr. N. He has no entitlement to the money, and therefore the dividend wasn't a diversion of a benefit the TP would've otherwise recovered

· Note: if Neuman had given shares to the wife, or if Newman bought the shares for her, s.56(2) attribution rule would've applied

· Case demonstrates you can't impose taxes by looking at the "substance" of the transaction or the "intention" of the TP; instead must look to the general "form" of the documented transactions

Conclusion: Dividend payment can't be attributed to TP because it fails to meet the 4th condition of s.56(2), and no requirement of “legitimate contribution”, although spouse’s capital contribution (as SH) is valid. 
Result: SCC upheld this as valid income splitting method, and found Mr. N was not taxable on money he received as loan from dead wife.


	Boutilier v. The Queen, 2007 TCC – **s. 56(4) – Family Trust** Trailer Fee’s were properly attributed back to the TP who earned them, would’ve been the transferor’s income, family company was non arm’s length. Need proper documentation to support income splitting.

	Facts:
· Boutilier was a registered financial planner, working as an independent contractor for Hicks.

· Trailer fees (TFs) are paid on a regular basis by MF managers and are attributable to the services which the brokers provide on an ongoing basis to those clients that continue to maintain their MF units with the broker.

· B set up a Corporation which he controlled as director and officer, and also set up a family trust where he acted as trustee and members of his family were beneficiaries. He then transferred into this corporation the portion of his business activities dealing with trailer fees in exchange for 200 preferred shares.

· H agreed to pay the TFs into the corporation. Corporation declared these fees as income and paid tax on them.

· B was reassessed pursuant to s. 56(4) to include in his income the TFs

Issue:  1) Whether the TFs were properly included in B’s income (YES) – What is the nature of TFs, 2) Whether the TFs were earned by the corporation or whether B earned the TFs and assigned them to the corporation such that s. 56(4) applies? (Yes).
Court:

· B’s actions were caught by the attribution rules: s. 56(4)
1) transfer of right to income

-B’s problem was that had he transferred his right to trailer fees to the company

-B argued he transferred an opportunity to the company, not the right

-Court looked at the documents, B’s oral agreement with Hicks is not proper documentation

2) to a non-arm’s length person

-B was the person earning the income, and since the family company was controlled by him, the relationship between B and company was not arm’s length 

3) would have been transferor’s income (who earned it and was entitled to it?)
-B argued that commissions were never his income

-Court rejected,  the company did nothing in order to earn the income since B was the one that dealt with the customer in selling the funds and keeping them, B incurred all expenses personally and deducted them from his income, and again there was no contract between B and company in terms of B working for company

Conclusion:
· Company had no beneficial entitlement to the trailer fees. The company had no assets 

· So the income that was passed to the company was attributed back to B for tax purposes under s. 56(4)

· Note though that the scheme could have been done legitimately, but proper documentation required to show. Paperwork needs to conform to the intended form of the transaction.

Result: The income is properly attributed back to B for income tax purposes.


B. Property Transfers and Income Attribution

	ITA ss. Transfer or loan to a minor (ss. 74.1(2), 74.3 to 74.5); Transfer or a loan to a spouse, future spouse, CL partner (s. 74.1(1), 74.2 to 74.5)

	Transfer or loan to a minor (ss. 74.1(2), 74.3 to 74.5)

· 74.1(2) addresses attempts to shift income by transferring property to a person under 18 yrs of age who either does not deal at arm’s length with the TP or is the TP’s niece of nephew

· any income or profit from that transfer is attributed back to the TP until 

1. TP ceases to be a resident in Canada

2. the minor turns 18

3. the transferor dies

· Capital gain or loss realized on a disposition of the property is not attributed to TP
· No attribution if transferor receives consideration equal to value of property or charges interest equal to that prescribed by Act (s. 74.5)

· S. 74.3: if the taxpayer makes the transfer/loan to a trust for the benefit of a non-arm’s length minor or minor niece/nephew, attribution also applies to the extent that the income is paid by the trust to the minor

· Note: difference between this and the “kiddie tax”

· kiddie tax only for income from dividends or trust benefits

· this transfer has to be property, being strictly limited to investments

Transfer or a loan to a spouse, future spouse, CL partner (s. 74.1(1), 74.2 to 74.5)

· s. 74.1(1): a transfer or loan of property to or for the benefit of the transferor/creditor’s spouse results in attribution of income or loss from the property to the transferor (TP)

· S. 74.2: when the recipient spouse disposes of the relevant property, the cap gain/loss is also attributed to the transferor/creditor
· ( legislation allows spousal rollover, but with attribution

· roll over: asset is transferred free of tax consequences

· Transferor does not have to realize cap gain/loss on asset when transferred to spouse, allowed to defer it until spouse disposes of it
· a kind of tax-deferral arrangement: deferral of taxable capital gains/allowable capital losses

· Attribution of income, gain or loss continues for the period that the transferor/creditor: 
a) is resident in Canada, 
b) has not been divorced from the transferee/debtor, 
c) is alive, and 
d) is cohabiting with the transferee/debtor

( if the spouses live separate and apart b/c of marital breakdown, attribution of income from property ends, and attribution of capital gains/losses ends
· S. 74.5: you can avoid the attribution back to the spouse if the recipient spouse pays FMV for the property and the transferor recognizes that value as proceeds of disposition, or in the case of a loan if the debtor is charged a rate of interest prescribed by the Act

· Transfers to a trust: s. 74.3

· There will be attribution of the trust income back to the settlor

· Transfer to a corporation:  s. 74.4

· There will be attribution there as well 
· In order to avoid attribution ( Must avoid actual transfers


Concepts of a “transfer and “income from Property”

· Property in this context means investments

· Attribution rules do not apply to:

· Employment income to child

· income from property used to carry on an employment or business
______________________________________________________________________________________________________________
Chapter 3 – Who is Subject to Canadian Income Tax

I. What Jurisdictional Bases are Available?

· The common jurisdictional bases for imposing income taxation are citizenship or nationality, residence and the source of income
1. Citizenship or nationality – USA

· All citizens must pay cost of gov’t services, regardless of whether they are living in the country

2. Residence – Canada

· “Benefit theory”: only those who benefit from gov’t services should pay tax to support it (Thomson)

· Closer relationship with country than citizenship (but not as close as domicile as no intent)

3. Source of income

· Most countries imposes tax on non-residents who derive their income from a source in the country
· Residents taxed on ability to pay - “worldwide income” 
· Income earned abroad must be converted into C$
· Residence important internationally as well as nationally

· As a Canadian resident you have to report your income from all sources both inside and outside Canada 

· Residents of Canada have to report investments outside of Canada if more than 100K

II. Residents: What is Residence?
	ITA ss. S. 2(1) “An income tax shall be paid, as required by this Act, on the taxable income for each taxation year of every person resident in Canada at any time in the year.”; S. 2(3) [Non-resident TPs are liable to tax only on income from Canadian sources]; S. 248(1) [“individual”, “non-resident”, “person”]
S. 249(1) [“taxation year”]

	S. 2(1) “An income tax shall be paid, as required by this Act, on the taxable income for each taxation year of every person resident in Canada at any time in the year.”

· Worldwide income of TPs who are resident in Canada at any time in a taxation year is subject to tax

· Usually considered resident for whole year (all income taxable), if resident at any time during the year

· The impact of this provision is lessened by part-time residence rules in s. 114
S. 2(3) [Non-resident TPs are liable to tax only on income from Canadian sources]

S. 248(1) [“individual”, “non-resident”, “person”]

· Individual: means a person other than a corporation
· Non-resident: means not resident in Canada
· Person: … includes any corporation, and any entity exempt, …, from tax  … and the heirs, executors, liquidators of a succession, administrators or other legal representatives of such a person, …
S. 249(1) [“taxation year”]

· Taxation Year: (a) in the case of a corporation or Canadian resident partnership, a fiscal period, and (b) in the case of an individual, a calendar year,


A. Individuals

1. Case Law Principles

	ITA ss. S. 250(1)(a) “… a person shall, …, be deemed to have been resident in Canada throughout a taxation year if the person (a) sojourned in Canada in the year for > 183 days or more”; 249(1)(b) [“taxation year” is in the case of an individual, a calendar year]; S. 250(3) [any reference to resident includes ordinarily resident]; 114 [part-time resident ( income less permitted deductions for portion of year they were resident in Canada]

	114: …the taxable income for a taxation year of an individual who is resident in Canada throughout part of the year and non-resident throughout another part of the year is [the amount of income that exceeds permitted deductions for the portion of the year they were resident in Canada]


Four ways of being considered a resident of Canada:

1) Factual resident

· Residence not defined in ITA
· Common law residence is residence according to the dictionary meaning of residence
· it’s a question of the degree to which the a person in mind and fact “centralizes his mode of living” (Thomson)
· you are resident, where you dwell permanently (Thomson)
· people who live in Canada
· CRA: considers significant residential ties and secondary ties (IT 221R3)
2) Ordinarily resident (s. 250(3))
· a person can be “ordinarily resident” even if they are physically absent from Canada for months or years (Reeder, IT 221R3)
· People who live in Canada ordinarily but are absent for a certain time
· CRA: where an individual maintains residential ties with Canada while abroad, the following factors will be taken into account in evaluating the significance of those ties:
(a) evidence of intention to permanently sever residential ties with Canada,

(b) regularity and length of visits to Canada, and

(c) residential ties outside Canada.
· TP must effectively sever all significant ties in Canada and have no immediate knowledge or intention of returning, in order to avoid being considered “ordinarily resident” for taxation purposes and be taxable on worldwide income (Reeder)
3) Deemed resident (s. 250(1)(a))
· Irrebuttable presumption in ITA

· “deemed resident” of Canada for entire year if you sojourn in Canada for more than 183 days out of a year
· Entire Year: From January 1, not date or arrival. To Dec. 31, not date of departure
· To "sojourn" means to make a temporary stay in the sense of establishing a temporary residence, although the stay may be of very short duration.
· Inapplicable to tax treaty persons who are resident elsewhere 

· Might apply to Tourist (vacationers), international students

· Aggregate days of actual physical presence for “temporary residence or residence for a temporary purpose” Thomson, p 144
· Part of a day sojourning = one day (IT-221R3)

· Days don’t have to be consecutive
· Not every day you are in Canada will automatically be considered sojourning – the nature of each particular stay must be determined separately (IT-221R3)

· Cross-border commuter = non-resident (ie. American commuting to Canada for work is still resident in America)
· If you’re not a resident but you earn income on a source in Canada, then subject to tax on source
4) part-time resident (s. 114)
· Two scenarios:

1. resident leaves Canada with intention of severing ties with Canada, or 
2. non-resident enters into Canada with intention of establishing residence in Canada

· if a TP comes or leaves the country permanently, the taxation year will be split and the TP will only be taxable on worldwide income for the part of the year they were resident in Canada, and taxed as a non-resident for the other part of the year. 
· the date of arrival or date of departure is key

· Emigrating from Canada to establish residence elsewhere: 
· Intention to Sever – CRA will consider (IT 221R3, paras 11, 12)
1. length of stay abroad  and whether individual’s return to Canada was foreseen at the time of departure 

2. whether the individual took into account and complied with the provisions of the Act dealing with departure tax, accrued capital g/l on investments while resident in Canada, etc.
3. whether the individual informed any Canadian residents making payments to the individual that the individual intended to become a non-resident upon leaving Canada
· Immigrating into Canada to establish residence here: From Jan 1 to point of arrival, non-resident and taxable on sources in Canada. From point of arrival onward, he is a resident and taxable on worldwide income.

· Deemed to acquire capital property at FMV

· Establishes cost base for calculating future capital gains and losses

	Thomson v. MNR, 1946 SCC - *factual residence – T never properly severed residential ties* “residence” according to dictionary meaning, highly flexible. It’s a question of fact. Residence is where a person settles into or maintains an ordinary mode of living, including social relations, interests, and conveniences

	Facts:
· T was born in New Brunswick, became wealthy, and got pissed off paying high Canadian income tax

· He sold his home, went to Bermuda for a week, and got a UK passport there which stated Bermuda as his domicile in order to stay a non-resident

· He built a home in North Carolina but rented a house in New Brunswick where he spent several months each year for the next 3 years (but always under 183 days so as not to be a “sojourner”)
Issue:  Was T residing, ordinarily resident, or sojourning in Canada in 1940? (Yes, fell within factually resident or ordinarily resident)
Law:

· Common law residence is residence according to dictionary meaning of residence; term residing is highly flexible

· It’s a question of mind and fact

· Ordinary residence means residence in the course of the customary mode of life of the person concerned, and it is contrasted with special or occasional or casual residence
· Residence is different from “stay” or “visit”
· “sojourns” applies to presence in Canada where the nature of the stay is either outside the range of residence or is what is commonly understood as temporary residence
Application:

· Here, T was found to be resident or ordinarily resident on a “factual basis” even though he was not physically present in Canada for more than 183 days because he made a regular return to Canada:

a) Permanence and purpose of stay abroad – temporary stays abroad for purpose of golf

b) Residential ties within Canada – primary = house, secondary = social and family ties

c) Residential ties elsewhere – those ties were only of a temporary nature

d) Regularity and length of visits to Canada – occasional v. regular visits

Conclusion: T was found to be taxable as a Canadian resident. Permitted to deduct any taxes paid to US.


· Each person must be resident somewhere, dual/multiple countries of residence
· “tie breaker rules” decide where TP is taxed

	Canada-US Income Tax Convention, Art IV, Residence ( “tie breaker rules”

	Tie Breaker rules to decide residence

A) Permanent home/centre of vital interests
· he shall be deemed to be a resident in the place where he has a permanent home available to him; if he has a permanent home available to him in both or neither places, he shall be deemed to be a resident of the place with which his personal and economic relations are closer (centre of vital interests);

B) Habitual Abode
· if the place in which he has his centre of vital interests cannot be determined, he shall be deemed to be a resident of the place in which he has an habitual abode;

C) Citizenship
· if he has an habitual abode in both or neither places, he shall be deemed to be a resident of the place of which he is a citizen; and

D) Competent Authorities
· if he is a citizen of both or neither places, the competent authorities of the Contracting States shall settle the question by mutual agreement.


	Lee v. MNR [1990] TCC - *Lee went from non-resident to resident. Part-time resident provision s. 114 applied* Residence is a question of fact and depends on the specific facts of each case; the more ties a TP has within Canada (especially residential ties), the more likely they will be considered a resident

	Facts:
· L held a UK passport, employed full-time by a non-resident corp with all work done out of Canada

· However, L married a Canadian who bought a house using a mortgage guaranteed by L (swore he was resident in bank application)
· L would come into Canada to visit his wife, but each time he would have to leave within the prescribed time period for a “temporary visitor” stay (about 20 days)

· L paid no income tax anywhere else, so he was living his life income tax free
Issue:  Was L a resident of Canada for tax purposes? (YES)
Court:

· Even though L was a temporary visitor upon each entry into Canada, the lack of immigrant status does not preclude someone from being a resident for tax purposes

· Most important factor is whether the individual establishes residential ties in Canada

· Here, marrying a Canadian woman and co-signing mortgage on home as “resident” (residential tie in Canada) made him a resident, and taxable on worldwide income for the remainder of the year
· “part-time resident” – person who acquires residence during the year is only responsible for portion of year that they were resident – he could split his income between non-resident portion and resident portion of the year (ITA s. 114)
Result: L was found to be a resident and taxable on worldwide income (but only partly in the year he became resident)


	Interpretation Bulletin IT-221R3 (Consolidated), Determination of an Individual’s Residence Status (Oct. 10, 2002) – Meaning of Factual Residence and Ordinarily Resident

	“factual residence” when leaving Canada
· Unless an individual severs all significant residential ties with Canada upon leaving Canada, the individual will continue to be a factual resident of Canada and subject to Canadian tax on his or her worldwide income.

· Factors CRA considers important to determining whether or not an individual leaving Canada remains resident in Canada for tax purposes while abroad:
· Significant residential ties

(a) Having dwelling place in Canada (that isn’t left to an arm’s length third party)
(b) Having spouse/CL partner in Canada

(c) Having dependents in Canada

· Secondary ties (paras. 8-9 of IT, pp 148-149 leigh case)

(a) personal property in Canada (such as furniture, clothing, automobiles and recreational vehicles),

(b) social ties with Canada (such as memberships in Canadian recreational and religious organizations),

(c) economic ties with Canada (such as employment with a Canadian employer and active involvement in a Canadian business, and Canadian bank accounts, retirement savings plans, credit cards, and securities accounts),

(d) landed immigrant status or appropriate work permits in Canada,

(e) hospitalization and medical insurance coverage from a province or territory of Canada,

(f) a driver's license from a province or territory of Canada,

(g) a vehicle registered in a province or territory of Canada,

(h) a seasonal dwelling place in Canada or a leased dwelling place referred to in ¶ 6,

(i) a Canadian passport, and

(j) memberships in Canadian unions or professional organizations.

· Other Residential Ties that courts have considered (generally of limited importance except when taken together with other residential or secondary ties)
(a) the retention of a Canadian mailing address, post office box, or safety deposit box
(b) personal stationery (including business cards) showing a Canadian address
(c) telephone listings in Canada,

(d) and local (Canadian) newspaper and magazine subscriptions,

· Note: If MNR can find one significant residential tie, and point out some additional secondary residential ties, they can almost always classify an individual as a resident of Canada
· Sheppard: So if you want to avoid being considered a “resident” when you leave Canada, sever all residential ties with Canada and almost all secondary ties. Then report to CRA, tell them you will be leaving the country permanently, fill out and submit the ‘Determination of Residency Status’ form NR74 and get CRA to rule that you’re no longer resident of Canada.
Ordinarily Resident

· Where an individual has not severed all of his or her residential ties with Canada, but is physically absent from Canada for a considerable period of time (months or years), the Courts have generally focused on the term “ordinarily resident”

· Where an individual maintains residential ties with Canada while abroad, the following factors will be taken into account in evaluating the significance of those ties:

(a) evidence of intention to permanently sever residential ties with Canada,

(b) regularity and length of visits to Canada, and

(c) residential ties outside Canada.
· The CRA does not consider intention to return to Canada, in and of itself in the absence of any residential ties, as a factor whose presence is sufficient to lead to a determination that an individual is resident in Canada while abroad

· Intention to sever (s. 114 may apply)– CRA/courts will consider

1. length of stay abroad (evidence of individual’s intention when leaving). Generally, if there is evidence that an individual’s return to Canada was foreseen at the time of his or her departure, the CCRA will attach more significance to the individual’s remaining residential ties within Canada

2. whether the individual took into account and complied with the provisions of the Act dealing with the taxation of a) persons ceasing to be resident in Canada, and b) persons who are not resident in Canada.

3. whether the individual informed any Canadian residents making payments to the individual that the individual intended to become a non-resident upon leaving Canada
Sojourners (“Deemed Residents”)
· any individual who has not established sufficient residential ties with Canada to be considered factually resident in Canada, but who sojourns (is temporary present) in Canada for a total of 183 days or more in any calendar year, is deemed to be resident in Canada for the entire year (250(1)(a))

· Deemed resident – taxable on worldwide income for entire year


	The Queen v. Reeder [1975] FCTD - *ordinarily resident or part-time resident* A TP must effectively sever ties in Canada before going abroad, and have no immediate knowledge or intention of returning, to avoid being considered “ordinarily resident” in Canada and taxable on worldwide income for entire year (or period of absence)

	Facts:
· Reeder accepted a job with Michelin Canada and was sent to France for training

· He sold his house and put his furniture into storage; couldn’t sell his car but stored it in a garage

· Upon arrival in France, he rented a furnished apartment, bought a car, and drove with Ontario DL

· He kept a bank account in Canada where Michelin deposited pay

· R tried to claim part-time residency under s.114 for March to November when he was in France
Issue:  Was Reeder considered to be “ordinarily resident” of Canada under s.250(3)? (YES!)
Court:

· Residency is now a question of fact in every case whether someone should be considered a non-resident for the purpose of going abroad
· Important thing Court found was that Reeder didn’t permanently sever his ties in Canada, and he knew from the beginning that he would return to Canada (in less than a year’s time)

· Letter from employer set out that his time in France would be temporary and then he would return to N.S. for his full-time position
Conclusion: Thus, the Court found he was ordinarily resident and taxable on worldwide income


B. Corporations

1. General

· Under ITA, corporation is considered to be a “person” and a “taxpayer”, thus taxable. 
· As a separate TP, a corporation may be resident or non-resident of Canada for IT purposes.

· Resident in Canada – taxable on worldwide income (regardless of location)

· Non-resident – taxable on sources in Canada

· Key Question: Where is company resident for IT purposes? Taxed as resident if:
1) Corporation is incorporated in Canada after 1965 (s. 250(4)(a))
· Irrespective of where central management and control is, Canadian resident for the indefinite future
· unless it goes through process of “continuation” to change incorporation to another jurisdiction
2) Corporation is incorporated in Canada before 1965 AND is either


i) a resident according to CL– central management and control in Canada; Or

ii) carrying on business in Canada (s. 250(4)(c))
3) Not incorporated in Canada, but meets the CL definition of resident (“central management and control actually abides in Canada” in the taxation year)
· Can change from year to year

· If company isn’t incorporated in Canada (non-resident corporation), and doesn’t have central management and control in Canada, it’s still possible to be taxable in Canada but ONLY on business income from Canadian source

2. Deemed Residence per ITA (applies to Companies incorporated in Canada)
	ITA ss. 250(4)(a) [Resident in Canada if incorporated in Canada after 1965]; 250(4)(c) [resident in Canada, if it was incorporated in Canada before 1965 AND (resident in Canada (per caselaw) OR carrying on business in Canada)

	250(4) …, a corporation shall be deemed to have been resident in Canada throughout a taxation year if 

(a) in the case of a corporation incorporated after April 26, 1965, it was incorporated in Canada; 

(c) in the case of a corporation incorporated before April 27, 1965 (…), it was incorporated in Canada AND, at any time in the taxation year or at any time in any preceding taxation year of the corporation ending after April 26, 1965, it was resident in Canada OR carried on business in Canada.


3. Case Law Principles (for determining residence)
· Apply to determining whether a company incorporated outside Canada, or whether a company incorporated in Canada before 1965, is considered resident in Canada for income tax purposes and taxable on worldwide income
	De Beers v. Howe, [1906] H.L (England) – A corporation’s residence is “where central management and control actually abides”. This is relevant for companies incorporated outside Canada and inc’d in Canada pre 1965.

	Facts:
· DBMC incorporated in South Africa, carried on diamond-mining business there 
· Regular meetings were held at the head office in SA, where some of the directors resided
· However, the majority of the directors resided in England, and the meetings in London were those at which much of the company’s business was conducted
Issue:  IS DBCM resident in the UK?
Court:

· Basic test , from De Beers
a. “where central management and control actually abides” p 172

· What does that mean?

a. Legal/de jure: where do the directors meet? (In de Beers meetings were held in London)
b. De facto: Where are the highest-level strategic decisions made? (In case – London)
· This is a pure question of fact
Conclusion: Company was determined to be resident in London, and was taxable on worldwide income in England


· The legal test is applied, unless CRA is of the opinion that where the directors meet and where the company is incorporated is not reflective of where the management of the company is really taking place. In that case CRA uses the de facto  approach

· Greater chance CRA will do this if they can find some decisions being made in Canada
· This is an annual determination, so if the CRA finds de facto control in Canada, the corporation will be considered a resident of Canada for tax purposes (ie: non-resident one year, then resident for tax purposes the following taxation year)
C. Trusts and Estates

· Section 104-108 deal with the taxation of trusts and estates

· Players

· Settlor – person who puts assets into the trust
· Trustee – a person who holds legal title to property, for the benefit (paying income and capital) of the Beneficiary; fiduciary duty to beneficiary; supposed to make the management decisions

· Beneficiary – holds equitable title to the trust; usually not involved in management/control of trust

· Trust is not a legal person (not like individual or corporation)

· Residence of a trust is determined according to case law principles

· Rule prior to Fundy was always that the Trust is resident where the Trustees are resident

· In Fundy, court departed from the normal rule and applied the “central management and control test” to a trust.
· New test: where does the trust’s “central management and control actually abide”?

· De jure: where the majority of trustees make their decision

· De facto: where the highest level of decision-making occurs (ie. A trustee or beneficiary in Canada)

· Note: position of CRA is that a trust can be resident in more than one jurisdiction. In cases where it is unclear who has management and control of a trust, the CRA will examine other factors, such as a) the location where the legal rights wrt the trust are enforceable, and b) the location of trust assets. (IT-447)
	Fundy Settlement v. Canada, 2012 SCC 14 – Change in the law – test for residency of trusts is where “central management and control actually abide”. Example of a de facto decision.

	Facts:
· Trustee set up Fundy Trust in Barbados

· Beneficiaries were in Canada

· There was a departure from usual trust set up: Beneficiaries were directing the trustee how to manage the trust, trustee was really just administrative
· CRA decided to come after this trust

Issue:  What is the appropriate test for determining residency of a trust?
Court:
· In this case, court departed from the normal rule and applied the “central management and control test” to a trust.

· In this case, it was being managed from Canada

· Trust resides “where its real business is carried on” 
Conclusion: Trust was found to be resident in Canada


III. Non-Residents: Canadian-source Income
A. Introduction

· Non-residents: individuals who live abroad (are resident elsewhere), are taxable on sources of income in Canada

· Two methods of taxing non-residents
1. Part 1 of act: federal income tax on taxable income (s. 2(3))
(a) Net income from employment in Canada

(b) Net income from carrying on business in Canada
(c) Taxable capital gains on disposing of taxable Canadian property
· These individuals file an IT return in the same was as other residents and are taxed at the relevant marginal rates.

· Tax assessed on a Net basis (revenue – expenses = profit/loss)

· Temporary withholding as an interim measure
2. Part 13 of Act (s. 212, 215)
· Deals with non-resident’s income from property that is situated in Canada

· S. 215(1): where certain payments are made by a resident of Canada to a non-resident (ie. interest, rent, royalties, and dividends), a withholding tax must be paid on the gross amount by the payer on behalf of the recipient non-resident
· 25% tax on gross amount to Receiver General (s. 212)
· No deduction for expenses, no tax credits s. 214(1)
· Exception: Interest earned by non-resident by lending money to Canadians is exempt from the ITA per s. 212(1)(b) since 2008
· Meant to attract foreign capital
· Must be arm’s length relationship
· Non-residents do not file a tax return wrt Part 13 income, except in some circs 

· Important difference between Part 1 and Part 13
· Under part 1, tax is on net amount but under part 13, non-resident is taxable on gross amount and cannot deduct expenses.

· As resident, important to protect yourself from personal liability for non-compliance by non-resident (s. 215(6))
· Non-resident can elect to not have taxes deducted on gross amount and instead receive gross amount and file tax return to pay income on net basis (s. 216(1))
· Double taxation

· If you’re resident somewhere but not resident in Canada, you’ll probably be subject to double taxation b/c you’re taxable on source you earn in Canada

· However, country of residence should offer foreign tax credit for taxes paid to the country of source, p 195

· Dollar for dollar credit if you have paid tax to foreign source country, which you can apply to Canadian income tax (although Canadian tax rate is probably higher)

· There should be similar provisions within tax treaties. 
B. Non-residents – Under Part I
	ITA ss. 2(3) [Part 1 taxation on income of non-residents from: a) E, b) B, and c) disposition of P]

	2(3) Where a person who is not taxable under subsection 2(1) for a taxation year

(a) was employed in Canada,

(b) carried on a business in Canada, or

(c) disposed of a taxable Canadian property,

at any time in the year or a previous year, an income tax shall be paid, as required by this Act, on the person’s taxable income earned in Canada for the year determined in accordance with Division D.


1. Employed in Canada (s. 2(3)(a))
· Canadian employer has contract of services with non-resident

· Witholdings: Every employer is required to deduct sums of money (from employee’s gross pay) for employee’s income tax, CPP contributions and EI, whether employee is resident or not
· Pro-rate time – have to apportion or allocate income to diff. sources based on time they spent here (whatever is fair – could be based on dollars earned here or how much time they spent here)
· As with other Part 1 incomes, employee has to file T1 tax-return, reporting that employment income in Canada
	ITA ss. 115(1)(a)(i) [Non-resident taxable on income from office and employment]

	115. (1) …, the taxable income earned in Canada for a taxation year of a [non-resident] is the amount, if any, by which the amount that would be the non-resident person’s income for the year under section 3 if
(a) the non-resident person had no income other than

(i) incomes from the duties of offices and employments performed by the non-resident person in Canada and, if the person was resident in Canada at the time the person performed the duties, outside Canada,


2. Carrying on Business (s. 2(3)(b))
· “business” s. 248(1), 

· Bellingham: speculating on land is a “business”; surrogatum principle 
· Buckman includes illegal activities that have the “earmarks of a business”
· See Chapter 5 for meaning of “business” (1. organized activity, 2. pursuit of profit, 3. concern or adventure in the nature of trade)
· Active pursuit of profit vs. income from property (passive investment income)
· “in Canada” 

· Case law: Grainger v Gough, Greenwood elaborates on this, GLS Leaseco
· + ITA s. 253 (extended meaning)
· Grainger v Gough: with Canada vs within Canada

· Established basic test that location of source of income is: where the sales contracts were made, or where acceptance took place
· The key is where the contracts were made (at place of acceptance)

· Still basic common law rule, but it’s supplemented by: ITA s. 253(a)
· place of sales contract not conclusive

· Broadens the idea to “produces, grows, mines, creates, manufactures, fabricated, improves, packs, preserves or constructs anything in Canada” whether or not sold before export
· Even if the contract of sale is made outside of Canada and delivery takes place outside of Canada, if these activities are conducted in Canada then business is being carried on in Canada
· ITA s. 253(b), 

· “solicits orders or offers anything for sale in Canada through an agent or servant, whether the contract or transaction is to be completed inside or outside Canada or partly in and partly outside Canada,”

· Ie. Agent in Canada has authority to bind non-resident principal 
· Ie. Employee/Servant in Canada has contract of service with non-resident Employer/Master

· “orders or offers” = binding offers

· In Grainger, he was not an agent b/c he had no authority to bind. He was an independent contractor so not an employee/servant either.

· Sudden Valley  - they had employees in Canada but they weren’t really “soliciting” binding “offers or orders” 

· FL Smidth and Co v Greenwood, 1921
· Broader definition of carrying on business in a country was adopted in case law

· In addition to looking at where the acceptance took place, can also look at “Where do the operations take place from which the profits in substance arise?”
· Profit-making operations in different countries – have to apportion profit among the various countries

· Non-resident: reasonable allocation of profit to Canadian operations

· GLS Leaseco v MNR
· Courts had to determine whether GLS was carrying on a business in Canada (CRA was trying to allege they were simply passively receiving rental income from Canada – P income)
· It seems that the Canadian courts adopted the Smidth v Greenwood test: “Are there operations in Canada from which profits of business arise?” Where is the substance of the business? Place of activity
· Courts applied this in this case and found, based on the facts, that GLS was carrying on a business in Canada

· Sudden Valley Inc v Canada
· Court again made a decision based on the facts. 

· In determining whether SV was carrying on a business in Canada, the court considered objective evidence particularly related to where the contracts were being concluded to determine that no real business was being carried on in Canada (just a satellite call centre that set up appointments to visit the properties and had no real authority to enter into binding contracts to sell property)
· “there was no Canadian income from this business undertaking and the payment of interest on the agreements resulting from its US real estate business is without a doubt much too remote from the Canadian activities”
· Sheppard: Basic conclusion to withdraw: absolute unpredictability of what courts will do. What is the diff. b/w GLS Leaseco and SuddenValley – have to distinguish these two cases. Where was contract made?
· If this case came up today, s. 212(1)(b) would apply and exempt interest payments made by borrowers in Canada to lenders abroad from withholding tax
· “fully exempt interest”

· Refers to interest on a mortgage specifically, related to property outside Canada

· S. 212(3)(b), p 1865 interest on a mortgage

· Fifth protocol to the Canada/US Tax Treaty. P 194, pp 2906, Ixviii [United States] effective 2010

· This applies only to Canada/US, but applies to both arm’s length and non-arm’s length borrowing

· “zero rate of withholding”

· We’re talking about exemption from taxability in Canada, a US lender would still have to pay US tax on that interest income – “worldwide income”

	ITA ss. 115(1)(a)(ii) [Non-resident taxable on income from business]; 248(1) [“business”]; 253 [extended meaning of business]

	115. (1) …, the taxable income earned in Canada for a taxation year of a [non-resident] is the amount, if any, by which the amount that would be the non-resident person’s income for the year under section 3 if
(a) the non-resident person had no income other than
(ii) incomes from businesses carried on by the non-resident person in Canada …

248

“business” includes a profession, calling, trade, manufacture or undertaking of any kind whatever and, …, an adventure or concern in the nature of trade but does not include an office or employment;
253 …, where in a taxation year a person who is a non-resident person or [trust]
(a) produces, grows, mines, creates, manufactures, fabricates, improves, packs, preserves or constructs, in whole or in part, anything in Canada whether or not the person exports that thing without selling it before exportation,,

(b) solicits orders or offers anything for sale in Canada through an agent or servant, whether the contract or transaction is to be completed inside or outside Canada or partly in and partly outside Canada, or

(c) disposes of

(i) Canadian resource property, except where …
(ii) property (other than depreciable property) that is a timber resource property or an interest therein …, or

(iii) property (other than capital property) that is real property situated in Canada, …,

the person shall be deemed, in respect of the activity or disposition, to have been carrying on business in Canada in the year.


	Grainger v. Gough, 1896 H.L. – Exporting to Canada ≠ carrying on business in Canada. Court established basic test that location of the source of income is where the sales contracts were made (or where acceptance took place)

	Facts:
· (Gough was the tax assessor)

· In England, Grainger & Sons were sales reps. They solicited wine orders from customers in UK and sent them to a Mr. Roederer who would fill the sales orders in France, but could reject.

· Gough thought that he was doing business in England with Grainger acting as his agents.
· English customer made offer to purchase.  Roederer accepted in France
Issue:  Whether Mr. Roederer exercises any trade, employment or vocation within the UK, and whether he is liable to be assessed to the income tax in the name of the appellants as being his agents …?
Court:

· Basic test according to court:

· Location of source: where the sales contracts were made – place of acceptance

· Doing business “with” a country vs. “within” a country
· Many companies export their goods to other countries. What is key is where the contracts were made (at place of acceptance)
Conclusion: Court found that Mr. Roederer was not doing business “in the UK” and is thus not liable to pay tax.


	GLS Leaseco, McKinlay Transport Ltd. v MNR, [1986] TCC – Determining whether GLS operated a business in Canada is a question of fact. The place of activity, substance of the business was in Canada. (Smidth v Greenwood)

	Facts:
· GLS Leaseco and McKinlay were part of the trucking empire of Centra (located in Michigan, incorporated in Delaware). Centra had an operating division called Central Cartage, whose Canadian sub was McKinlay. Centra also had US subsidiary GLS Leaseco. Arrangement was the GLS would lease trucks to the operating subs in both Canada and the US.
· CRA’s position was that GLS Leaseco was earning rental income from McKinlay in Canada, but that this income was passive income. In CRA’s opinion, GLS Leaseco was like a landlord renting these trucks in a passive way to McKinlay. McKinlay should be deducting from its payments and withholding Part XIII tax for GLS Leaseco.

· GLS said they are carrying on business in Canada. 

· Said they purchase equipment in Canada, lease it out and receive rent

· Didn’t have or need much infrastructure in Canada

· It used office space at McKinlay’s office in Canada, for signing documentation and as a mailing address.

· Had a bank account in Canada and two employees of McKinlay helped when required

· Operated using name GLS Leaseco Canada

· However, due to nature of structure, accounting and cheques were issued from US
· GLS Leaseco wanted to be taxed under Part 1 and treated as carrying on business in Canada so they could deduct big losses they incurred in earlier years of operations. GLS wanted to utilize the losses from 1977/8 to offset all the income earned by GLS Leaseco in 1979 & 1980.
· If GLS Leaseco is simply a passive recipient of rental income from Canada then income is subject to tax under Part XIII at 25% with no deductions for expenses or tax-relief for losses.  

Issue:  whether GLS was carrying on business in Canada during the years in question, so that it could deduct expenses 
Discussion:

· Rental income can either be a business or passive income, depending on the level of activity.
· It’s a question of fact – look at extent of activities by owner of the property (ie. GLS Leaseco). 

· Part I: Income from carrying on business in Canada (s. 248, 253)
· Applying Smith v Greenwood test ask “are there operations in Canada…from which profits in business arise” s. 248(1) [“business”]

· Revenues – expenses = profit/(loss)

· Loss carryover relief

· Part XIII: Income from Property
· Withholding tax on gross rents

· S. 212 (1)(d), p 1858

· S. 214(1), p 1878 - No relief for expenses or losses

Court:

· In determining whether GLS Leaseco was carrying on a business, the court gave some weight to the fact that

· contracts were executed in Canada

· earned money in Canada

· Purchase and delivery of equipment was made in Canada in the name “GLS Leaseco Canada”

· They made purchases in Canadian dollars

· Equipment was used in Canada

· They intended to carry on business in Canada

· Associates involved were not at arm’s length
· Smidth v Greenwood: in which country do the operations take place from which the profits in substance arise”
· Ultimately, court looked at all the facts and determined that the place of activity, “substance” (Smith v Greenwood test) was in Canada

Conclusion: GLS was carrying on a business in Canada and could subtract losses


	Sudden Valley Inc. v. Canada, [1976] Fed C.A. – In determining whether SV was carrying on a business in Canada, the court considered objective evidence particularly related to where the contracts were being concluded to determine that no real business was being carried on in Canada (just a satellite call centre that set up appointments to visit the properties and had no real authority to enter into binding contracts to sell property)

	Facts:
· Sudden Valley was a company incorporated for the purposes of developing real estate in Washington and selling it. Company had trouble selling it in US so decided to try to sell properties in Canada. SV opened an office in Vancouver and started a call centre – cost SV $1MM. SV thus wanted to deduct these costs. 

· Business income was made up of sales, and interest income from Canadian purchasers 
· CRA wanted to tax SV as a non-resident earning interest income in Canada under Part 13. (So should the Canadian purchasers be withholding the payments?)
· Tax review board held they were not carrying on a business in Canada.

Issue:  Was SV carrying on a business in Canada such that they may file IT return on a net basis and are not subject to withholding requirements under Part 13? Passive income or business income?
Court:

· SV struck out and was found to be taxable under Part 13. Therefore purchasers should’ve been deducting and withholding the 25% (or 15% under Canada/US tax treaty at the time).  SV wasn’t able to deduct $1mm in expenses. Gross amount of interest income was taxable.

· Court determined that SV wasn’t “carrying on a business” because they weren’t soliciting orders or making offers in Canada through a servant or an agent. The sales pitch really took place in the US. The sales staff in Canada weren’t really agents, they had no authority to make binding contracts and they weren’t servants with any authority either. They were really just a call centre, lining up visits to the US, they didn’t really talk about actual sales. Not carrying on business in Canada or under extended meaning of 253(b).
· Key factor: no binding offers were made in Canada, nothing was really being offered for sale in Canada. Merely invitation to treat
· “there was no Canadian income from this business undertaking and the payment of interest on the agreements resulting from its US real estate business is without a doubt much too remote from the Canadian activities”
· Purchasers were the victims in this. They should’ve been deducting and withholding 15% of interest income. SV was the non-resident recipient of the interest income. Gov’t would go after purchasers and say they were under obligation to withhold these payments.

Conclusion: SV was found to not be carrying on a business in Canada and thus tax was owing from interest payments made by Canadians to non-resident company.


3. Disposition of Taxable Canadian Property (s. 2(3)(c))
· Taxation under Part 1 applies to non-residents who sell “taxable Canadian property”
· Defined in s. 248(1) to include real property situated in Canada
· CRA wants to get tax from capital gain that vendor accumulates

· In order to enforce this tax, the gov’t makes the Canadian purchaser collect a downpayment of tax towards the final tax liability on the priority, and if they don’t then they’re personally liable on tax that non-resident should’ve paid.

· Standard “Agreement of Purchaser and Sale”

· Includes clause: “The vendor states that he is not now and will not be at the time of closing of this transaction a non-resident of Canada within the meaning of section 116 of the Income Tax Act (Canada).”

· If “no” is ticked, then purchaser is obliged to make sure there is a clearance certificate

· It is not the final tax, just a withholding of downpayment on tax

· Purchaser must comply with ITA ss 115(1)(b) and 116(5)
· “reasonable inquiry” into vendor’s residence status, if vendor is resident then OK

· If vendor is non-resident: purchaser must collect and remit tax
· Ie.  25% of $100,000 = $25,000 unless non-resident vendor has “compliance certificate”

· If vendor gets clearance certificate, then rate is lower than 25%, and it’s on the net capital gain and not the gross selling price

	ITA ss. 115(1)(b) [non-res required to pay tax on disposition gains]; 116(1) [non-res must send notice to Minister with certain details when disposing of taxable Canadian property]

	115 (1) …, the taxable income earned in Canada for a taxation year of a [non-resident] is the amount, if any, by which the amount that would be the non-resident person’s income for the year under section 3 if
(b) the only taxable capital gains and allowable capital losses referred to in paragraph 3(b) were taxable capital gains and allowable capital losses from dispositions, other than …, of taxable Canadian properties (other than treaty-protected properties)
116 (1) If a non-resident person proposes to dispose of any taxable Canadian property (other than …) the non-resident person may, at any time before the disposition, send to the Minister a notice setting out
(a) the name and address of the person to whom he proposes to dispose of the property (in this section referred to as the “proposed purchaser”);

(b) a description of the property sufficient to identify it;

(c) the estimated amount of the proceeds of disposition to be received by the non-resident person for the property; and

(d) the amount of the adjusted cost base to the non-resident person of the property at the time of the sending of the notice.
(2) [Minister will issue certificate to non-resident and purchaser when all information AND withholding tax is received]

Liability of purchaser

116 (5)  Where in a taxation year a purchaser has acquired from a non-resident person any taxable Canadian property (other than depreciable property or excluded property) of the non-resident person, the purchaser, unless

(a) after reasonable inquiry the purchaser had no reason to believe that the non-resident person was not resident in Canada,

(a.1) subsection (5.01) applies to the acquisition, or

(b) a certificate under subsection 116(4) has been issued to the purchaser by the Minister in respect of the property,

is liable to pay, and shall remit to the Receiver General within 30 days after the end of the month in which the purchaser acquired the property, as tax under this Part for the year on behalf of the non-resident person, 25% of the amount, if any, by which

(c) the cost to the purchaser of the property so acquired

exceeds

(d) the certificate limit fixed by the certificate, if any, issued under subsection 116(2) in respect of the disposition of the property by the non-resident person to the purchaser,

and is entitled to deduct or withhold from any amount paid or credited by the purchaser to the non-resident person or otherwise recover from the non-resident person any amount paid by the purchaser as such a tax.


C. Non-resident Withholding Tax (ITA, Part XIII)

· Non-residents are subject to tax on income from certain investments derived from Canadian sources

· Three main aspects

1. Resident pays amount to non-resident 
· Gross amount MINUS withholding tax 
· No deduction for payee’s expenses: s. 214(1); except can elect net basis for rents (see s. 216(1))
· S. 215(1) resident withholds and remits payment to Receiver General

· S. 215(6) if a resident fails to withhold tax from a non-resident, they are personally liable
2. Amount is paid wrt management fees, some interest payments, dividends, rents, royalties, pension benefits, annuity payments, and estate or trust income.

· Types of investment income specified in s. 212(1)(a)-(d), (2)
· As of 2008, s.212(1)(b) exempts most interest payments between resident and non-residents from withholding taxes

3. a specified percentage is withheld on behalf of the non-resident for taxes
· Ss. 212-218.3 imposes a 25% flat rate on the gross amount of income

· Or 15% treaty rate on gross amount
· Exception for Rent
· Rent can either be assessed under Part 1 or Part 13
· ITA s. 216(1) instead of a 25% withholding tax for rents, the non-resident landlord can elect to be taxed on a “net basis” under Part I and file a return as though a resident of Canada. Can deduct expenses for:
· Operating expenses, Property taxes, Interest charges, Capital cost allowance on improvements (depreciation for tax purposes) 

· Example

	Part 1
	Part XIII

	-Tax calculated on net basis

-ie. $1000 monthly rent

-Assume expenses of $800

-Profit of $200 x 25% tax = $50, so non-resident receives $1000 - $800 - $50 = $150 profit

*$200 difference to non-resident between Part 1 and Part XIII
	-Tax calculated on gross basis

-ie. $1000 monthly rent

-Non-resident receives $750 after tax each month

-no deduction for expenses

-after $800 in expenses, non-resident has a loss of $50


	ITA ss. 212(1) [Non resident person shall pay income tax of 25% on payment made by resident wrt (a) management fee, (b) interest not fully exempt, (c) trust or estate income, (d) rent, royalties, etc.]; 212(2) Non-resident shall pay income tax of 25% on dividends from corporation resident in Canada; 214(1) [No deductions allowed] ; 215(1) [Resident to withhold and remit amounts]; 215(6) [resident payer’s liability for tax]; 216(1) [ability to elect to file under Part ]

	PART XIII

TAX ON INCOME FROM CANADA OF NON-RESIDENT PERSONS

Tax

212. (1) Every non-resident person shall pay an income tax of 25% on every amount that a person resident in Canada pays or credits, or is deemed by Part I to pay or credit, to the non-resident person as, on account or in lieu of payment of, or in satisfaction of,
(a) Management fee: a management or administration fee or charge;

(b) interest that

(i) is not fully exempt interest, and is paid or payable to a person with whom the payer is not dealing at arm’s length, or

(ii) is participating debt interest;

(c) income of or from an estate or a trust to the extent that the amount…
(d) rent, royalty or similar payment, including, [various more specific examples]
Tax on dividends

212 (2) Every non-resident person shall pay an income tax of 25% on every amount that a corporation resident in Canada pays or credits, or is deemed by Part I or Part XIV to pay or credit, to the non-resident person as, on account or in lieu of payment of, or in satisfaction of,

(a) a taxable dividend (other than a capital gains dividend within the meaning assigned by subsection 130.1(4), 131(1) or 133(7.1)); or

(b) a capital dividend.
No deductions

214. (1) The tax payable under section 212 is payable on the amounts described therein without any deduction from those whatever.

Withholding and remittance of tax

215. (1) When a person pays, credits or provides, …, an amount on which an income tax is payable under this Part, …, the person shall, …, deduct or withhold from it the amount of the tax and forthwith remit that amount to the Receiver General on behalf of the non-resident person on account of the tax and shall submit with the remittance a statement in prescribed form.

Liability for tax [on part of resident payee]
215 (6) Where a person has failed to deduct or withhold any amount as required by this section from an amount paid or credited …, that person is liable to pay as tax under this Part on behalf of the non-resident person the whole of the amount that should have been deducted or withheld, and is entitled to deduct or withhold from any amount paid or credited by that person to the non-resident person or otherwise recover from the non-resident person any amount paid by that person as tax under this Part on behalf thereof.

Alternatives re rents and timber royalties

216. (1) Where an amount has been paid during a taxation year to a non-resident person … as, on account of, in lieu of payment of or in satisfaction of, rent on real property in Canada or a timber royalty, that person may, within 2 years … after the end of the year, file a return of income under Part I in the form prescribed for a person resident in Canada for that year and the non-resident person shall, without affecting the liability of the non-resident person for tax otherwise payable under Part I, thereupon be liable, in lieu of paying tax under this Part on that amount, to pay tax under Part I for the year as though

(a) the non-resident person were a person resident in Canada and not exempt from tax under section 149;

(b) the non-resident person’s income from the non-resident person’s interest in real property in Canada, timber resource properties and timber limits in Canada and the non-resident person’s share of the income of a partnership of which the non-resident person was a member from its interest in real property in Canada, timber resource properties and timber limits in Canada were the non-resident person’s only income;

(c) the non-resident person were entitled to no deductions from income for the purpose of computing the non-resident person’s taxable income; and

(d) the non-resident person were entitled to no deductions under sections 118 to 118.9 in computing the non-resident person’s tax payable under Part I for the year.


IV. Tax Treaties

· Tax treaties help to avoid Double taxation 

· Resident receives foreign tax credit (ITA s. 126)
· Dollar for dollar reduction in Canadian tax

· Tax treaties 

· don’t impose taxes, they relieve taxes (relieve double taxation)

· Bi-lateral agreements between countries

· Dual resident – “tie breaker” rules

· Exemption – source country may provide one

· Tax credit: Reduce withholding tax rates

· Resolution of taxpayer problems between competent authorities; Article XXVI – Mutual Agreement Procedure

· Exchange information on tax evasion

Chapter 4 – Income from Office and Employment

I. Who is an Employee?
· Source concept: service/work

· Person retained to provide services to another person is either: Employee or independent contractor/self-employed

· Employment Income or Business Income
· Legal relationship is not defined in the ITA, it is the common law test of  
	1. employer/master
	(
	contract of service
	(
	servant /officer

	2. principal
	(
	contract for services
	(
	SE’d, independent contractor agent


· ITA s. 248(1) “office”; “Employed”, “employee”; “employer”; 
· “employment”
· “individual in the service of some other person”

· “business” (See Chapter 5 and common law (ie. Bellingham))
A. Tax Implications of Distinguishing Between Income from Employment and Income from Business

The major difference between employment and business income are:
(1) Payment of Withholding Taxes
· Employment: employer must withhold and remit a prescribed amount from each payment (ie. for IT, CPP, EI) made to an employee (s. 153)
· Employee is taxable on remuneration + benefits

· Employer can deduct as business expense
· Employer’s failure to withhold can be subject to both civil and criminal penalties
· S. 67 must be “reasonable”

· Self-employed: There is no withholding obligation on payments to an independent contractor, although the recipient may be required to make quarterly or monthly instalments of tax (s. 156)
· Formerly ineligible for EI (no premiums/no deductions)

· Optional coverage

· CPP premiums – have to make own contributions (not deducted)

· Must register for and collect GST/HST

(2) Basis of Measurement

· Employee 

· Income from O/E is generally calculated on a “cash basis” (income less expenses in the year)

· Income recognized when “received” in the year (s. 5) and permitted employment expenses are deductible when “paid” (s. 8)
· “received or enjoyed” in the year: s 6(1)(a) [mostly relates to benefits]
· Few opportunities for tax planning

· Self-Employed: business income
· Income reported on “accrual basis”
· Income recognized when “earned” (as opposed to received) and business expenses recognized when “incurred” or when liabilities accepted, regardless of date of payment

· Quarterly instalments of IT CPP (but not EI)

 (3) Reporting Period: Taxation year
· S. 249: Calendar year basis Jan – Dec: same for employees and self-employed but employees are on cash basis and SE are on accrual basis (Chapter 6)
· “fiscal period” may be different for business, but an adjustment is made to approximate the income earned in a calendar year
(4) Scope of deductions

· Employee:  Very limited allowable deductions for employment expenses (paid in the year) (s. 8(1),(2))
· Self-employed
· May deduct broad scope of income-earning business expenses (incurred in the year) (s. 9 and 20)
· Two cases:

· Wiebe Door case: Whether the TP was required to withhold

· Cavanaugh – whether he could deduct expenses

· Principal – no deductions at source: (No IT, EI, CPP), excl. Non-resident

B. Characterizing Working Relationships: Employee or Independent Contractor?

· Key issue: Contract of service or contract for services??

· Income from employment or from business/self-employed?

· CRA uses tests to determine who is an employee and who is Self-employed
· Historically, first used “control test”. Then courts elaborated on this and came up with 4-in-1 test or economic reality test: 1) control; 2) ownership of tools, 3) chance of profit, 4) risk of loss

· Then courts started using “integration test”: whether the person provides a service that is integral to the larger operation of the hirer (employee), or do they perform an activity which is ancillary or accessory to the work of the hirer (SE’d). 

· It’s from the worker’s point of view. (Wiebe Door)
· Finally the courts began considering the common intention of the parties (C.A. in Wiebe Door did not emphasize this at all)
· Length of engagement? Employment (no term) vs. self-employed (short term)
Current test applied to determine employed or independent contract/SE
· 4-in-1 test plus common intention

· Have to balance all these factors and determine whether someone is an employee or self-employed
· It’s a “question of fact”
 (1) Control:      

· Employment: Worker has no control over the work and how it is to be done. Employer has right to control and direct what employee has to do, but also how it is to be done (by who, where and when)

· Self-employed: principal has the right to direct what (“result”) is to be done, but not how
· In assessing nature and degree of control, courts historically considered i) the power of selection of the servant, ii) the payment of wages, iii) control over the method of work, and iv) the master’s right of suspension or dismissal.
 (2) Ownership of tools/equipment
· Employment: Employer provides tools and equipment used by employees
· Self-employed: supply their own tools and equipment and assume cost of maintenance, insurance, and financial risk
(3) Chance of Profit
· Employment: no opportunity or lower opportunity to share in profits, than self-employed person. Employee receives “salary, wages and other remuneration, incl gratuities” (s. 5) + s. 6(1)(a) benefits 
· Self-employed: Opportunity to earn profit by working more efficiently (revenue – expenses). Profit from business (s. 9(1))
(4) Risk of Loss
· Employment: Employer must pay employee remuneration and benefits regardless of losses
· Self-employed: financial risks of broken contracts, bad debts, costs over-runs, delays
· S. 9(2) “taxpayer’s loss for a year from a business”
PLUS: Common Intention of the parties regarding “employee” or “self-employed/independent contractor”
	ITA ss. 248(1) [“office”, “employed”, “employee”, “employer”, “employment”, see also “business”]; 153(1)(a) [employer must withhold amounts from salary, wages or other remuneration”]

	“business” includes a profession, calling, trade, manufacture or undertaking of any kind whatever and, except …, an adventure or concern in the nature of trade but does not include an office or employment;
“employed” means performing the duties of an office or employment;

“employee” includes officer

“employer”, in relation to an officer, means the person from whom the officer receives the officer’s remuneration;
“employment” means the position of an individual in the service of some other person (including Her Majesty or a foreign state or sovereign) and “servant” or “employee” means a person holding such a position;
Withholding

153. (1) Every person paying at any time in a taxation year 

(a) salary, wages or other remuneration, other than amounts described in subsection 115(2.3) or 212(5.1), 

….

shall deduct or withhold from the payment the amount determined in accordance with prescribed rules and shall, at the prescribed time, remit that amount to the Receiver General on account of the payee’s tax for the year under this Part or Part XI.3, as the case may be, and, where at that prescribed time the person is a prescribed person, the remittance shall be made to the account of the Receiver General at a designated financial institution.


	Wiebe Door Services Ltd. v. MNR, [1986] FCA  – Total Relationship (4-in-1) Test should be applied in matters to determine whether employee or independent contractor. (Integration test should be applied from perspective of employee/independent contractor.)

	Facts: company had a bunch of independent contractors doing installation and maintenance on doors. CRA took position that these people were employees and company should’ve been withholding; said employees were integral to that business. At TCC, the court considered whose business is it? And applied Integration Test. CRA lost and appealed to FCA.
Issue:  1) Employees or independent contractors? 2) Should company owner have been withholding UIC (EI), CPP?
Court:

· FCA said the TCC erred in applying Integration test from perspective of Wiebe Door. 

· Integration test should be applied from perspective of employee/independent contractor. 

· FCA said from their perspective they were each running their own little business.

· Leading case on how to characterize these relationships.

· Court said to apply Total relationship test (4 in 1)

· Independent contractor: 1) control, 2) ownership of tools, 3) chance of profit, 4) risk of loss
Conclusion: The FCA referred it back to the tax judge to apply the test


	Cavanagh v. Canada, [1997] TCC –*T.A. at YorkU* The issuance of T-4 is not determinative of whether a worker is an EE or an IC; instead, it is for Courts rather than the ER to determine utilizing Total Relationship (4-in-1) Test, Integration Test, and consider specified result/time period.

	Facts:  Cavanaugh was a teaching assistant at York University. York was under impression that he was their employee – issued him a T-4 setting out his income for employment. Cavanaugh at first filed an employment tax return, but then changed his mind and re-filed as a self-employed worker in order to deduct his traveling (ie: car/gas) and business (ie: stationary) expenses.
Issue:  Is Cavanaugh an employee or independent contractor? Is he allowed to deduct various expenses (office supplies, commuting/parking, “home office”) associated with his work? 
Court:

· Court found he was an independent contractor

· The fact he filed return as employee was not determinative, it was okay that he made this mistake

· TCC relied on total relationship test
1. Control/specific result: York university and professors exercised minimal control over Cavanaugh with regard to supervision, location, and scheduling…he wasn’t a lecturer, only a tutorial leader
2. He provided his own materials

3. He had chance of profit if he was successful instructor
4. There was some risk of loss some, but depended on how many students he had and drop-out rate
· Integration Test: worker’s point of view
· Work was integrated into York’s work in that York was there to teach and C tutored/marked

· However, from EE’s point of view (Wiebe), C’s work was not an integral part of the business, as York could’ve hired somebody else and C was free to hire somebody else

· Specified result/time period
· Relationship finished after a specific task…ie: finished marking and tutorials were over

· After this, C ended any relationship with York…C would have to go back and re-solicit another K or renegotiate a new relationship, as he didn’t have tenure
· Even though York was under impression that he was an employee, it is ultimately up to the courts to decide

Conclusion: Court found C was an IC and could deduct the relevant expenses.


C. Attempts to Avoid Characterization as an Office or Employment

1. Interposing a Contract for Services

Employee --------------( | ----------------( self-employed



Change of source



In taxation year

· Employee terminates their contract of service, then after some interval of time, they come back to work for same person under a contract for services
· Resignation, retirement or dismissal

· This is often called “retire and rehire”

· Come back as an independent contractor, consultant business

· Courts are not bound by the terminology used in the K and can characterize the source of income on the basis of the “substance” of the relationship. Court may consider

· Lapse in period of time? Same or different service? Same or different remuneration? Same benefits as employees?  Payment against invoice?

2.a) Interposing a Corporation

· T Shep: I don’t think this works

· You have an employee working under a contract of service. You go to your employer and say you’d like to change the relationship. Resign, and then have employer hire your company to perform the services. You have a contract of service to work for your corporation. Corporation has a contract for services with the employer. 
· CRA has taken efforts to prohibit this method

· CRA established ‘personal service business’ (corporation) category (125(7)) to prevent or remove the benefits that you would achieve as a corporation. You are called the incorporated employee. Don’t have access to General corporate tax rate (25%) (or lower rate of 13.5% for small incorporated businesses earning < $500k)
· S. 18(1)(p) prevents corporation from deducting “business expenses” so same as employee

· If you want to get out of this “personal services business” you have to have at least 5 employees

· S. 248(1) [“Specified shareholder”]

· 10% of any class (incorporated employee has to be at least 10% holder)

· T shep : I wont ask you about any of these details

· Sole practitioner or partner [business income]

· Law corporation

· Legal Profession Act, ss. 80-84

· Small business corporate tax rate (13.5% [2012, BC]

· Can split income to family members through dividend income

· Must have Non-voting shareholders

2.b) Interposing a Trust

· T Shep: I don’t think interposing a trust will reduce taxes

· Here you have a trust holding a contract for services with the principal. Employee has a contract of service with trust. Trust beneficiaries include family members of employee.
· Drawbacks:
· Inter vivos personal trust – taxed at highest marginal rate

· Attribution rules, s 56(4) – would attribute income from employee who shifted it to the trust, back to employee

· “kiddie tax”?? applies to children under 18

· Gold standard of income splitting: Hire the family member as an “assistant or substitute” s. 8(1)(i)(ii)
· Salary deductible as employee expense

· Allows you to split income

· Has to be in a contract of employment

	ITA ss. 18(1)(p) [personal service business can’t deduct expenses]; 125(7) [“personal services business”]; 248(1) [“specified shareholder”]


is a specified shareholder of the corporation and the incorporated 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

	     (c) the corporation employs in the business throughout the year more than five full-time employees, or

(d) 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” of a corporation in a taxation year means a taxpayer who owns, directly or indirectly, at any time in the year, not less than 10% of the issued shares of any class of the capital stock of the corporation or of any other corporation that is related to the corporation and, for the purposes of this definition,

(a) a taxpayer shall be deemed to own each share of the capital stock of a corporation owned at that time by a person with whom the taxpayer does not deal at arm’s length,

(b) each beneficiary of a trust shall be deemed to own that proportion of all such shares owned by the trust at that time that the fair market value at that time of the beneficial interest of the beneficiary in the trust is of the fair market value at that time of all beneficial interests in the trust,

(c) each member of a partnership shall be deemed to own that proportion of all the shares of any class of the capital stock of a corporation that are property of the partnership at that time that the fair market value at that time of the member’s interest in the partnership is of the fair market value at that time of the interests of all members in the partnership,

(d) an individual who performs services on behalf of a corporation that would be carrying on a personal services business if the individual or any person related to the individual were at that time a specified shareholder of the corporation shall be deemed to be a specified shareholder of the corporation at that time if the individual, or any person or partnership with whom the individual does not deal at arm’s length, is, or by virtue of any arrangement may become, entitled, directly or indirectly, to not less than 10% of the assets or the shares of any class of the capital stock of the corporation or any corporation related thereto, and

(e) notwithstanding paragraph (b), where a beneficiary’s share of the income or capital of the trust depends on the exercise by any person of, or the failure by any person to exercise, any discretionary power, the beneficiary shall be deemed to own each share of the capital stock of a corporation owned at that time by the trust;


3.  Capitalization of the Employment Benefit

· Refers to various methods intended to convert what would otherwise be income from an office or employment into income from a capital source, which is either exempt or only partially taxed as a capital gain.

· Opportunities for capitalizing employment benefits arise during, at the beginning, and at the end of an employment relationship.

· From source concept

· Employment contract = employee’s capital asset
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 Source ends
· This is a way to get tax-free money b/c any money received has no source
· Otherwise CRA captures money paid to future, current, former employees in S. 6(3) ( include in employment income
· Money paid prior to employment – could be inducement or signing bonus and taxable per 6(3)(c) as in Curran
· Or could lack a source where there is no longer a K for employment prior to that employment commencing, as in Schwartz 
· Damages for wrongful dismissal are now taxable – s. 56(1)(a)(ii)
· To compensate for loss of job, taxable as retiring allowance
· If you take non-competition covenant, it is taxable as income from employment (s. 6(3)(e))
· Rebuttable presumption payment is remuneration under s. 5
· If S. 6(3)(c) inducement (hiring on bonuses)

· Or s. 6(3)(d) remuneration

· Or s. 6(3)(e) non-competition, etc. .. agreement

Compensatory Damages/Settlement
· Surrogatum principle applies
· Bellingham – look at the various heads/Types of compensation
· Settlements can be structured in a tax-effective way to minimize taxable income 
· Legal fees only deductible from taxable amounts.
(1) Employment Income: ss 5, 6(3)

· Some of the payment could be taxable as employment income 

· Ie. back pay would be remuneration under s. 5, if employee receives working notice they continue to work during notice period, Bonuses, commissions, overtime, unusued vacation credits

· Legal fees to “collect or establish a right to salary or wages owed to the TP by the employer or former employer of the TP” are deductible: s. 8(1)(b)
(2) Income – other sources

· S. 56(1)(a)(ii) “Retiring allowance”

· Amount “in recognition of long service” “In respect of a loss of office or employment” (248(1))
· Legal fees deductible: s. 60 (o.1)(i)(B)
· Former employer has to withhold tax on payment of retiring allowance, required under s. 153(1)(c)
· Source concept: Retiring allowance is not income from employment, but income from other source
(3) Tax deferral

· Former employer - May deduct from income transfer of retiring allowance s. 60(j.1)
· “roll over” deferral of tax to RPP/RRSP

· On applies wrt: $3500 per year up to 1989, $2000 per year up to 1996, $0 thereafter
· No withholding on rollover amounts

· (in addition to his allowable annual RRSP contributions)

(4) Tax-free damages

· Punitive damages, non-compensatory damages (Bellingham), damages before employment K begins (Schwartz), Other penalties Employment Standards Act/Human Rights Code, damages for defamation, Intentional infliction of mental suffering
(5) Compensation for Loss of a Capital Asset 
· In Schwartz, the courts found that the settlement amount received by S was not employment income (he had never been “in the service”) and wasn’t a “retiring allowance” b/c he’d never been an EE. Thus merely compensation for loss of a capital asset – employment contract
	ITA ss. 5 [O&E income = salary, wages and other remuneration, incl gratuities]; 6(3) [Amounts received while one is in employment of the other will be deemed remuneration as office or employment unless it cannot be reasonably regarded as such]; 56(1)(a)(ii) [retiring allowance included in income]; 8(1) [Can deduct from O&E legal expenses incurred to collect/establish right to salary/wages] 60(j.1) [May deduct the transfer of a retiring allowance], 60(o.1)(i)(B) [may deduct legal expenses to establish right to a retiring allowance]; 153(1)(c) [person paying a retiring allowance must deduct and withhold an amount required and remit to Receiver General on account of taxes]; 248(1) [“retiring allowance” “employment]

	Income from office or employment

5. (1) Subject to this Part, a taxpayer’s income for a taxation year from an office or employment is the salary, wages and other remuneration, including gratuities, received by the taxpayer in the year.
Payments by employer to employee

6(3) An amount received by one person from another

(a) during a period while the payee was an officer of, or in the employment of, the payer, or

(b) on account, in lieu of payment or in satisfaction of an obligation arising out of an agreement made by the payer with the payee immediately prior to, during or immediately after a period that the payee was an officer of, or in the employment of, the payer,

shall be deemed, for the purposes of section 5, to be remuneration for the payee’s services rendered as an officer or during the period of employment, unless it is established that, irrespective of when the agreement, if any, under which the amount was received was made or the form or legal effect thereof, it cannot reasonably be regarded as having been received
(c) as consideration or partial consideration for accepting the office or entering into the contract of employment,
(d) as remuneration or partial remuneration for services as an officer or under the contract of employment, or

(e) in consideration or partial consideration for a covenant with reference to what the officer or employee is, or is not, to do before or after the termination of the employment.
Deductions allowed

8. (1) In computing a taxpayer’s income for a taxation year from an office or employment, there may be deducted such of the following amounts as are wholly applicable to that source or such part of the following amounts as may reasonably be regarded as applicable thereto
Legal expenses of employee

(b) amounts paid by the taxpayer in the year as or on account of legal expenses incurred by the taxpayer to collect or establish a right to salary or wages owed to the taxpayer by the employer or former employer of the taxpayer;

Amounts to be included in income for year

56. (1) Without restricting the generality of section 3, there shall be included in computing the income of a taxpayer for a taxation year,

(a)(ii) a retiring allowance, other than an amount received out of or under an employee benefit plan, a retirement compensation arrangement or a salary deferral arrangement,
Other deductions

60. There may be deducted in computing a taxpayer’s income for a taxation year such of the following amounts as are applicable

Transfer of retiring allowances

(j.1) such part of the total of all amounts each of which is an amount paid to the taxpayer by an employer, or under a retirement compensation arrangement to which the employer has contributed, as a retiring allowance and included in computing the taxpayer’s income for the year by virtue of subparagraph 56(1)(a)(ii) or paragraph 56(1)(x) as….

Legal Expenses

(o.1) Legal expenses to establish a right to an amount of a retiring allowance of the taxpayer or a deceased individual of whom the taxpayer was a dependant, relation or legal representative,
Withholding
153. (1) Every person paying at any time in a taxation year (c) a retiring allowance, shall deduct or withhold from the payment the amount determined in accordance with prescribed rules and shall, at the prescribed time, remit that amount to the Receiver General on account of the payee’s tax for the year ….

248(1) “employment” means the position of an individual in the service of some other person (including Her Majesty or a foreign state or sovereign) and “servant” or “employee” means a person holding such a position;
“retiring allowance” means an amount (other than a superannuation or pension benefit, an amount received as a consequence of the death of an employee or a benefit described in subparagraph 6(1)(a)(iv)) received

(a) on or after retirement of a TP from an O/E in recognition of the taxpayer’s long service, or

(b) in respect of a loss of an O/E of a TP, whether or not received as, on account or in lieu of payment of, damages or pursuant to an order or judgment of a competent tribunal,
by the TP or, after the TP’s death, by a dependant or a relation of the taxpayer or by the legal representative of the taxpayer;


	Curran v. MNR (1959 SCC) – Where a signing bonus-style payment is made to induce a person into a subsequent employment agreement, and not to acquire the rights of the EE against the current ER or strictly as compensation for loss of a future pension, the payment is categorized as income

	Facts:
· Curran received $250,000 from Brown, a substantial SH of another company, as an “inducement payment” to leave IO for another company

· C claimed the money represented a capital receipt and not income, as the agreement was to provide compensation for loss of contractual rights to a source of income

· C also claimed that if the payment came from a 3rd party (ie: SH of the new ER), and not from the new ER itself, it couldn’t be caught by s. 6(3)
Issue:  Was the inducement payment remuneration for services (income source=employment) or compensation for loss of capital asset? (employment)  Was it taxable under s. 6(3) of the ITA?   (YES)
Court:

· SCC found that the compensation was basically an advance on salary - “payment for services to be rendered by the EE”

· The “essence of the matter was the acquisition of services, and consideration was paid so that those services would be available”.
· The agreement with the third party made it clear that he was seeking to acquire the skilled services of the appellant as a manager. Payment was an inducement.
Conclusion: SCC held that money paid to Curran was income from employment and thus taxable.


	Schwartz v. The Queen, 1996 SCC – It’s possible to capitalize the employment benefit if you’re let go after being hired, but before starting work – amount rec’d in settlement is a windfall which is not a taxable source.

	Facts:
· Dynacare hired Schwartz for a senior position; they executed the employment K but before Schwartz started work, Dynacare changed its mind and said he was no longer needed

· S sues for wrongful dismissal; after negotiations, Dynacare pays him a lump sum of $360,000 in settlement of his claim for breach of his employment K, plus $40,000 for legal costs
· Minister included the settlement amount in the TP’s income as a retiring allowance, later argued it could also be an employment benefit. Tax court judge rejected this.

· Two arguments here:

· Schwartz – employment was capital asset; without an employment K, no source
· CRA – “employment” starts the moment the employment K is entered into by the parties, regardless of whether or not the EE actually starts working…offer was taxable “retiring allowance”

Issue:  Under the source concept of income, were the damages from wrongful dismissal from a source?
Discussion:

· La Forest J. considers the following and eventually concludes that the settlement and legal costs were received tax-free:

· a) Was it employment income?

· s.248(1): “Employment” is “position of an individual in the service of some other person”

· Since S was never “in the service” of Dynacare, nor could he have “lost” employment when the K was unilaterally cancelled by Dynacare

· b) Was it another source ( “retiring allowance”?

· If S was never an EE,  sum can’t be considered a “retiring allowance” under s.56(1)(a)(ii)
· Damages for wrongful dismissal was a retiring allowance, but since S never started working for Dynacare, this was merely compensation for loss of a capital asset – the employment K

· c) Was it from another source?

· Unenumerated source – s. 3(a) “without restricting the generality of the foregoing”
· This was previously interpreted as Parliament leaving the door open for itself to create new sources, not for the courts to create new sources
· Parliament already chose to deal with the taxability of such payments in the “retiring allowance” provision, but didn’t anticipate this situation where employer receives a payment before actually starting work

Result: SCC reinstates Tax Court judge’s findings and ruling. 


II. Amounts Included in Computing Income from an Office or Employment

A. Salary, Wages and Other Remuneration

· S. 5: salary, wages and other remuneration, including gratuities
a) “Salary and wages”: includes compensation for services rendered by EE in course of their duties

b) “Gratuities”: voluntary payments made in consideration of services rendered in the course of O/E

c) “Other remuneration”: includes honoraria, commissions, bonuses, gifts, rewards, and prizes provided as compensation for services
· S. 248(1): “salary and wages”

· Includes fees received such as Corporate directors’ fees, executor’s fees, juror’s fees, etc.
· Not Fees received from services, which is income from business
	ITA ss. 5 [O&E income = salary, wages and other remuneration, incl gratuities]; 248(1) [“salary and wages”

	Income from office or employment

5. (1) Subject to this Part, a taxpayer’s income for a taxation year from an office or employment is the salary, wages and other remuneration, including gratuities, received by the taxpayer in the year.
248(1) “salary or wages” …, means the income of a taxpayer from an office or employment … and includes all fees received for services not rendered in the course of the taxpayer’s business but does not include superannuation or pension benefits or retiring allowances;


B. Benefits
1. Introduction

Benefits: Are they taxable?

· Benefits are captured as taxable under income from office and employment per s.6(1)(a): 
· TP must include the value of “board”, “lodging” and “other benefits of any kind whatever” (cash and non-cash) received by the TP in respect of their office and employment in computation of their income

· Value of benefits in cash or in kind “received or enjoyed” in the year
· “of any kind whatever” per s. 6(1)(a) so Tennant doesn’t apply to make benefits that aren’t convertible into cash, non-taxable
· Policy: taxation of benefits is done because of several considerations (Studies of the Royal Commission on Taxation)
a) Revenue: erosion of income tax base if EEs receive part of remuneration from indirect benefits

b) Equity: not fair for that who get indirect benefits get better tax treatment than EE who get direct cash; also, employer’s are able to deduct the cost of benefits
c) Administrative: too costly to keep an accurate record of all benefits an ER confers on EEs

· The traditional approach is that only money or something capable of being turned into money can constitute income for tax purposes, and that a mere benefit is not includible in income…

· *true gift not taxable; prize or award may not be taxable

Exception #1: s. 6(1)(a): (i) contributions of employer to or under a deferred profit sharing plan, an employee life and health trust, a group sickness or accident insurance plan, a group term life insurance policy, a private health services plan, a registered pension plan or a supplementary unemployment benefit plan, (ii) under a retirement compensation arrangement, an employee benefit plan or an employee trust, (iii) that was a benefit in respect of the use of an automobile, (iv) health or employment related counselling (v) salary deferral arrangement
EXCEPTION #2: If primary benefit is to employer, employee not taxable wrt benefit. (Tennant v Smith). Especially where employee derives no benefit from it. (Sorin)
· Working conditions: Sorin, Tennant
· Tuition fees for continuing education courses:
· Job skills: Savage
· Taking classes: benefit goes to employer so tax-free for employee
· **Whereas incentive (reward) to employee was held to be taxable

· Business travel, conferences including spouse: Lowe (tax-free to employee)

· Uniforms, work clothes: Huffman
· Reimbursement of business expenses: Ransom
Exception #3: Parliament instituted tax-break in 2010: EE not taxable for non-cash gift/award up to $500 from ER
	ITA s 6(1)(a) [Board, lodging and other benefits of any kind whatever received or enjoyed by the TP in the year shall be included in income from O&E]

	Amounts to be included as income from office or employment

6. (1) There shall be included in computing the income of a taxpayer for a taxation year as income from an office or employment such of the following amounts as are applicable

Value of benefits

(a) the value of board, lodging and other benefits of any kind whatever received or enjoyed by the taxpayer in the year in respect of, in the course of, or by virtue of an office or employment, except any benefit

(i) derived from the contributions of the taxpayer’s employer to or under a deferred profit sharing plan, an employee life and health trust, a group sickness or accident insurance plan, a group term life insurance policy, a private health services plan, a registered pension plan or a supplementary unemployment benefit plan,

(ii) under a retirement compensation arrangement, an employee benefit plan or an employee trust,

(iii) that was a benefit in respect of the use of an automobile,

(iv) derived from counselling services in respect of

(A) the mental or physical health of the taxpayer or an individual related to the taxpayer, other than a benefit attributable to an outlay or expense to which paragraph 18(1)(l) applies, or

(B) the re-employment or retirement of the taxpayer, or

(v) under a salary deferral arrangement, except to the extent that the benefit is included under this paragraph because of subsection 6(11);


	Tennant v Smith (HL, 1892) – In determining whether benefit should be taxable, have to consider whether primary benefit is to ER or EE? If primary benefit is to ER, EE not taxable wrt benefit.

	Facts:
· Bank agent was bound as part of his duty to occupy the bank house to care for the premises and be available for transactions after hours (ie: be available to customers after closing in pre-ATM days)

· He was not allowed to sublet the house or use it for anything other than the bank business
Issue:  Should the bank agent be taxed on the rent-free accommodation benefit he received from the bank?
Court:

· Court held it was not a taxable benefit to employee (in the UK) because
· 1) benefit in kind and not convertible into money
· Inapplicable in Canada: s. 6(1)(a) “of any kind whatever”; 
· Waffle v MNR: Excheq Ct Canada said that aspect of Tennant v Smith had been reversed by statute

· 2) primary benefit to employee or to employer?

· In this case, bank agent’s presence was required by employer

· Financial advantage must be to the employee if benefit is to be taxable

· (either way employer can still deduct as expense)

· S. 6(1)(a) “value of board, lodging” would make this benefit taxable now in Canada


	Sorin v MNR, (1964) TAB – Where a “benefit” is primarily for the employer’s benefit, particularly where an employee derives no benefit (satisfaction) from said “benefit”, it will not be taxable.

	Facts:
· Sorin was a partner in a hotel business. He helped to manage the hotel. He lived with his brother’s, but slept at the hotel (in afternoon or evening) as part of his duty to manage the bar and rent out the rooms

· He slept in a “hotel room” that was really used for storage.
· MNR wanted S to pay tax on this benefit 

Issue:  Does S’s benefit fall under “board and lodging” and should it be taxable?
Court:

· On the facts, court found S didn’t really live at the hotel, just slept there occasionally when he was tired or when it was too late for him to get home (to his brother’s house)

a. court found the arrangement was primarily for employer’s benefit: (no “benefit” to employee)

i. Sorin gave evidence that he didn’t prefer the arrangement

b. Court found it was a working conditions/requirement of the job

c. Didn’t fall within “lodging” under the Act (Hotel served no meals, his home was really with his brother”
Conclusion: Benefit to S was non-taxable.


2. “In Respect of, in the Course of, or by Virtue of an Office or Employment”
· The fact that a TP “received or enjoyed” a “benefit” does not automatically make the benefit taxable

· Rather, s.6(1)(a) requires that the benefit is “received in respect of, in the course of, or by virtue of an office or employment”

· Traditional approach was that a benefit had to be of the character of remuneration for services in order to be taxable; modern approach is much broader due The Queen v Savage
· SCC acknowledged that the words used by Parliament in drafting s. 6(1)(a) denote wide scope
· Taxable benefits need not be for services rendered, but can be taxable if merely conferred on the TP in relation to or in connection with their employment in any way (prize for completing courses was taxable)
· Broad definition of benefit: Material acquisition that confers an economic benefit
· EXCEPTION: Parliament instituted tax-break in 2010: up to $500 exemption non-cash gifts/awards

· Today an employer can give something non-cash and it would be deductible and tax-free to employees

· S. 56(1)(n) scholarships, fellowships, bursaries, prizes for achievement are taxable in excess of allowed exemption (s. 56(3))
· Laidler v Perry – have to consider employer’s motive for “gift”, and has it become expectation of employment contract?
· Where an employer gives regular gifts to EEs with a monetary motive (to promote good service in future), the gifts are taxable in the hands of the EEs as income.
· ( in relation to employment
· Third Party Benefits: Gift does not have to be from the employer to the employee to be taxable, it can come from a third party (Waffle)
· Ford Canada provided incentives to dealers to sell their product. Dealers were employers, gave all-expense paid pleasure-cruise to employees (Waffle and spouse).
· Held to be a taxable benefit to Waffle:
· “received or enjoyed by the taxpayer”

· Was a benefit of his employment

· Waffle was taxable for the value of his cruise and his wife’s cruise

· On the other hand, if employer orders employee to take the trip, then benefit is primarily of the employer (Lowe)
	The Queen v Savage, [1983] SCC – Taxable benefits need not be for services rendered, but can be taxable if merely conferred on the TP in relation to or in connection with their employment in any way. Benefit is “material acquisition which confers an economic benefit”

	Facts:
· Savage had a contract of service from his ER insurance company which included a $100 incentive for each insurance course voluntarily completed; available to all EEs to encourage self-upgrading

· He did 3 courses and received $300 from ER for successfully completing these work-related courses

· ER claimed the amount was an expense of doing business, indicating it was a “prize for passing LOMA exams”; S didn’t include the $300 in his tax return

· MNR reassessed and said it was income from office/employment

· Savage argued it was a prize for achievement and since it was under $500, wasn’t income
Issue:  Was the benefit taxable as income under a contract of service? (YES)
Court:

· SCC took a very broad view, holding that the Canadian ITA is broader than the UK statute

· “Benefits of any kind whatever…in respect of…office or employment” are of the widest scope
· Definition of benefit for tax purposes: “Material acquisition, which confers an economic benefit”

· Court says she’s getting a benefit ($300), it’s increasing her net worth, and it’s in relation to her work (upgrading of job skills). So meets “in respect of, in the course of, or by virtue of an office or employment”
Conclusion: So court found it was a taxable benefit (economic benefit, related to employment)


	ITA ss. 56(1)(n) [Any excess in income from scholarships, fellowships, bursaries, prizes for achievement over the TP’s scholarship exemption is taxable; 56(3) [scholarship exemption calculation]


(a) the total of all amounts each of which is the amount included under subparagraph (1)(n)(i) in computing the taxpayer’s income for the taxation year in respect of a scholarship, fellowship or bursary received in connection with the taxpayer’s enrolment

	(i) in an educational program in respect of which an amount may be deducted under subsection 118.6(2) in computing the taxpayer’s tax payable under this Part for the taxation year, for the immediately preceding taxation year or for the following taxation year, or

(ii) in an elementary or secondary school educational program,

(b) the total of all amounts each of which is the lesser of

(i) the amount included under subparagraph (1)(n)(i) in computing the taxpayer’s income for the taxation year in respect of a scholarship, fellowship, bursary or prize that is to be used by the taxpayer in the production of a literary, dramatic, musical or artistic work, and

(ii) the total of all amounts each of which is an expense incurred by the taxpayer in the taxation year for the purpose of fulfilling the conditions under which the amount described in subparagraph (i) was received, other than

(A) personal or living expenses of the taxpayer (except expenses in respect of travel, meals and lodging incurred by the taxpayer in the course of fulfilling those conditions and while absent from the taxpayer’s usual place of residence for the period to which the scholarship, fellowship, bursary or prize, as the case may be, relates),

(B) expenses for which the taxpayer is entitled to be reimbursed, and

(C) expenses that are otherwise deductible in computing the taxpayer’s income, and

(c) the lesser of $500 and the amount by which the total described in subparagraph (1)(n)(i) for the taxation year exceeds the total of the amounts determined under paragraphs (a) and (b).


	Laidler v. Perry, 1965 HL – Where an employer gives regular gifts to EEs with a monetary motive (to promote good service in future), the gifts are taxable in the hands of the EEs as income.

	Facts: ER used to give turkeys to all EEs as Christmas gifts; switched to 10 pound vouchers every x-mas
Issue:  Did the vouchers arise from employment (and is thus a taxable benefit), or were they merely personal gifts (and tax-free)?
Court:

· Have to assess from the employer’s point of view 
· The intention was to “promote loyalty and good relations” with the employees ( monetary motive.
· Sum was given to EEs in hope or expectation that the gift would produce good service in future 
· Not “mere personal gifts” but more of the incentive type (as in Savage).
· Has the benefit become a contractual expectation (and thus taxable)?
· “case is quite different, where out of benevolence gift is made to employee who is in difficulties” – personal gift is tax-free to employee and non-deductible by employer
· Note: turkeys would be OK today under small gift exception, even as part of a gifting program…ER would deduct the turkeys as a business expense and EEs would receive them tax-free
Conclusion: Court deemed these benefits taxable.


3. Benefit of Any Kind Whatever

· Benefit may or may not include:

a) Lowe: trips not taxable where it is primarily for business and primarily for benefit of the employer 
i) Hart v Queen, Lowe v The Queen: can make 50/50 apportionment between business and pleasure, thus 50/50 taxable by employee (either way deductible by employer as business expense)
b) Huffman: clothing expenses – not a taxable benefit where its reimbursement for an economic loss
c) Ransom: relocation expenses – reimbursement of housing loss is tax free where it’s a reimbursement of a loss
d) Phillips: personal moving expenses can be tax-free if reimbursed by employer, however compensation for higher cost of housing or cost of living is taxable (Phillips)
 (Sheppard: always ask for tax-free reimbursement of moving costs when changing employment to new employer)
· Important test from Savage: Is the benefit a material acquisition which confers an economic benefit on the TP?
· Despite the SCC’s suggestion in Savage that “the meaning of ‘benefit of whatever kind’ is clearly quite broad,” the courts have had difficulty determining whether various apparent economic advantages enjoyed by EEs are taxable “benefits”

· Again, there must be a benefit of some kind to an EE, either in cash or in kind (non-cash)

· If an ER requires an EE to do something (ie: travel, buy clothes, move), it is not a “benefit”

Remuneration, taxable s. 5
(1) Reimbursement of personal expense is taxable 
· Employment/work related expenses (tax free). Ie.
· Continuing education costs

· Law society dues

· Recreational facilities, club membership dues

· Meals while working overtime

· Out of pocket expenses

· Business travel
· Up to $15,000 reimbursement on sale of home at a loss: ss 6(19)-(23)
· Moving expenses if meet “eligible relocation”
· Accountable, requires receipts
· Reimbursement for higher cost of housing is taxable (Phillips)
(2) Advance can be taxable
· However, as long as employee is required to account for it, and submit receipts, or to pay back the excess, then it’s tax-free and not characterized as an allowance

· But if employer allows employee to keep the money, then it becomes an allowance and is taxable under s. 6(1)(b)

(3) Allowance – taxable (under s. 6(1)(b))
· Pre-determined amount paid to employee regardless of actually expense incurred; EE not accountable
· Exception: Reasonable allowances for employment-related expenses of employees are Tax-free: s. 6(1)(b)(i) – (xi)
Employee relocation benefits

· Ransom v MNR: Reimbursement of loss on sale of house is tax-free if relocation req’d by employer 

· S. 6(1)(a) benefit? ( reimbursement of a loss, but not a benefit b/c it was required by ER (work-related not personal) and no economic benefit
· S. 6(1)(b) allowance? No b/c he was accountable to employer; employment expense
· S. 6(3) rebuttable presumption of remuneration? Gov’t argued this
· Ransom successfully rebutted this presumption by saying it was reimbursement of his loss, not remuneration. It was given per re-location policy

· Ransom case opened door to financial planning around relocation – Parliament enacted ss. 6(19)-(23) in 1998 to increase taxability of these benefits
· As long as relocation is an “eligible relocation” per s. 248(1) (To commence work or study at new location, in Canada, 40km closer), then first $15,000 of reimbursed housing loss is tax-free and an dollar reimbursed over that amount is half taxable.
· The Ransom principle does not extend to reimbursements for the increased cost of housing, as a more expensive house adds to the net worth of the individual (economic benefit rec’d by EE). (Queen v Phillips)
Moving Expenses

· Generally tax-free if reimbursed by employer for “eligible relocation” or tax deductable if incurred for “eligible relocation”

· “Eligible relocation”: To commence work or study at new location, in Canada, 40km closer (s. 248(1))
· Moving expenses deductible from income earned at new work location in year of move and next year only (2 years total)
· Deductible moving expenses include (s. 62(3))
a)
Travel costs for taxpayer and household

b)
Costs for household goods

c)
Meals and lodging for 15 days

d)
Costs of lease cancellation

e)
Selling costs of old residence (commission on sale)

f)
Legal fees and taxes to register title to new home
g)
Property purchase tax

h)
Other Legal fees
· Non-deductible:

· Pre-move expenses

· Fixing-up expenses to improve former residence for sales

· Loss on sale of old residence: Ransom
· Reimbursed expenses
· Fully taxable if employer compensates you for: Reimbursement of higher cost of housing/Higher cost of living (Phillips)
· Employer might give employee a low or no interest loan: s. 80.4
· “home relocation loan” - Up to $25,000 interest free for 5 year, 110(1)(j)
· Tax-free benefit

· Cost of living adjustments - Taxable benefit
	Lowe v The Queen, [1996] FCA – Where benefit is primarily for employer (required by employer, primarily a “business trip”), and any pleasure is immaterial or incidental, the benefit is not taxable. No apportion unless 50/50

	Facts:
· Lowe was an account executive of Wellington Insurance Co., responsible for maintaining and developing relationships with independent insurance brokers and encouraging them to sell W’s insurance

· W paid for a business trip to New Orleans for L and his wife to promote W’s insurance to brokers

· Both L and his wife were expected to attend, as the brokers were all bringing their wives

· Spent so much time with clients that they had only 1 hour to enjoy for themselves over 4 days

· Tax Court treated a portion of the cost of both trips as taxable under L’s income. L appealed
Issue:  Was L taxable on the benefit he derived from his all-expense paid trip to New Orleans?
Court:

· Business or pleasure travel?

· FCA held the source was office and employment, but that there was no benefit to employee under s. 6(1)(a) b/c the employer required Lowe and spouse to attend this conference ( the benefit was primarily to the employer.

· No benefit to Lowe and spouse because they were busy working/taking care of other brokers and their wives.

· W had ordered L to bring spouse along, - not a benefit to Mr. Lowe.

· Court said enjoyment by Lowe or his spouse was merely incidental. It was so immaterial.

· FCA: Tax Court erred in apportioning 80% of trip to business and 20% to pleasure. FCA held you can only apportion 50/50 or else it’s primarily business. They’re not going to worry about apportionment when it’s a small amount
Conclusion: L was not taxable because trip was primarily for benefit of employer (primarily a business trip) and any pleasure was incidental.


	The Queen v Huffman, [1990] FCA – *clothing expense* Is the benefit a material acquisition which confers an economic benefit on the TP, and is it subject to any exemptions (ie. loan or gift)? (Savage)

	Facts:
· Huffman was a plainclothes officer with the Niagara Regional Police Force who examined crime scenes for physical evidence (like Dexter); this caused big-time dry-cleaning bills

· The union provided $500/year to plainclothes members for the purchase of such clothing because uniformed officers were provided with their work clothes at no cost to them
· He was required to submit receipts for first $400
Issue:  Is reimbursement for cost of clothing ($500 clothing allowance) a taxable benefit?
Court:

· Money was definitely paid in respect of his employment

· Court asked: was it a material acquisition which confers an economic benefit on the TP? (Savage) Does it fall within an exemption (ie. loan or gift)? (NO)
· $500 – expenses = $0

· No economic benefit
· “Reimbursement” for an economic loss
Conclusion: Huffman was held not to be taxable on the reimbursement he received for clothing expenses.


	Ransom v MNR, 1967 Exch. Ct. – Reimbursement for loss on sale of home when EE required by ER to relocate is a tax-free benefit b/c primarily for ER’s benefit and EE rec’d no economic benefit.

	Facts:
· Ransom worked for DuPont and was transferred from Sarnia to Montreal, and in the process, lost money on the sale of his home in Sarnia because the market was saturated

· To compensate Ransom, his ER paid him for the cost of moving expenses and any losses on the sale of house
· On appeal, the Minister contended that the amount constituted salary, wages or other remuneration paid to Ransom under s.6(1)(a), or alternatively that the sum was paid as an allowance for personal expenses or some other purpose under s.6(3)
Issue:  taxability of an indemnity paid to an EE against the loss sustained on the sale of his house when the EE was transferred from one town to another…
Court:

· Court found it was primarily for employer’s benefit because they got employee to relocate, they want EEs to be mobile. 
· Court found it was only a reimbursement for Ransom’s economic loss - just a break-even ( no economic benefit
· S. 6(1)(b) allowance? No said court, b/c not an arbitrary amount (compensated for exact loss), and he was required to be accountable to employer, employment expense.

· S. 6(3) rebuttable presumption of remuneration – he rebutted presumption by saying it was reimbursement of his loss
Conclusion: Ransom was not taxable on the benefit.


	ITA ss. 6(19) [Housing loss benefit, other than eligible housing loss, is taxable as O&E income]; (20) [benefit re eligible housing loss: If the reimbursement is over $15,000, ½ of the additional amount must be included in taxable income as an employment benefit]; (21) [“housing loss”]; (22) [“eligible housing loss”]; (23) [employer-provided housing is a benefit]; 62 [TP can deduct moving expenses for eligible relocation]; 248(1) [“eligible relocation” for work or study, in Canada, 40km closer]

	Benefit re housing loss

(19) For the purpose of [including benefits in income], an amount paid at any time in respect of a housing loss (other than an eligible housing loss) to or on behalf of a TP or a person who does not deal at arm’s length with the TP in respect of, in the course of or because of, an office or employment is deemed to be a benefit received by the TP at that time because of the office or employment.

Benefit re eligible housing loss

(20) For the purpose of [including benefits in income], an amount paid at any time in a taxation year in respect of an eligible housing loss to or on behalf of a TP or a person who does not deal at arm’s length with the TP in respect of, in the course of or because of, an office or employment is deemed to be a benefit received by the TP at that time because of the office or employment to the extent of the amount, if any, by which

(a) one half of the amount, if any, by which the total of all amounts each of which is so paid in the year or in a preceding taxation year exceeds $15,000

exceeds

(b) the total of all amounts each of which is an amount included in computing the taxpayer’s income because of this subsection for a preceding taxation year in respect of the loss.
Housing loss

(21) In this section, “housing loss” at any time in respect of a residence of a taxpayer means the amount, if any, by which the greater of

(a) the adjusted cost base of the residence at that time to the taxpayer or to another person who does not deal at arm’s length with the taxpayer, and

(b) the highest fair market value of the residence within the six-month period that ends at that time exceeds

(c) if the residence is disposed of by the taxpayer or the other person before the end of the first taxation year that begins after that time, the lesser of

(i) the proceeds of disposition of the residence, and

(ii) the fair market value of the residence at that time, and

(d) in any other case, the fair market value of the residence at that time.

Eligible housing loss

(22) In this section, “eligible housing loss” in respect of a residence designated by a taxpayer means a housing loss in respect of an eligible relocation of the taxpayer or a person who does not deal at arm’s length with the taxpayer and, for these purposes, no more than one residence may be so designated in respect of an eligible relocation.

Employer-provided housing subsidies

(23) For greater certainty, an amount paid or the value of assistance provided by any person in respect of, in the course of or because of, an individual’s office or employment in respect of the cost of, the financing of, the use of or the right to use, a residence is, for the purposes of this section, a benefit received by the individual because of the office or employment.
Moving expenses

62. (1) There may be deducted in computing a taxpayer’s income for a taxation year amounts paid by the taxpayer as or on account of moving expenses incurred in respect of an eligible relocation, to the extent that

(a) they were not paid on the taxpayer’s behalf in respect of, in the course of or because of, the taxpayer’s office or employment;

(b) they were not deductible because of this section in computing the taxpayer’s income for the preceding taxation year;

(c) the total of those amounts does not exceed

(i) in any case described in subparagraph (a)(i) of the definition “eligible relocation” in subsection 248(1), the total of all amounts, each of which is an amount included in computing the taxpayer’s income for the taxation year from the taxpayer’s employment at a new work location or from carrying on the business at the new work location, or because of subparagraph 56(1)(r)(v) in respect of the taxpayer’s employment at the new work location, and

(ii) in any case described in subparagraph (a)(ii) of the definition “eligible relocation” in subsection 248(1), the total of amounts included in computing the taxpayer’s income for the year because of paragraphs 56(1)(n) and (o); and

(d) all reimbursements and allowances received by the taxpayer in respect of those expenses are included in computing the taxpayer’s income.
248(1) “eligible relocation” means a relocation of a taxpayer where

(a) the relocation occurs to enable the taxpayer

(i) to carry on a business or to be employed at a location in Canada (in section 62 and this subsection referred to as “the new work location”), or

(ii) to be a student in full-time attendance enrolled in a program at a post-secondary level at a location of a university, college or other educational institution (in section 62 and in this subsection referred to as “the new work location”),

(b) both the residence at which the taxpayer ordinarily resided before the relocation (in section 62 and this subsection referred to as “the old residence”) and the residence at which the taxpayer ordinarily resided after the relocation (in section 62 and this subsection referred to as “the new residence”) are in Canada, and

(c) the distance between the old residence and the new work location is not less than 40 kilometres greater than the distance between the new residence and the new work location

except that, in applying subsections 6(19) to (23) and section 62 in respect of a relocation of a taxpayer who is absent from but resident in Canada, this definition shall be read without reference to the words “in Canada” in subparagraph (a)(i), and without reference to paragraph (b);


	The Queen v Phillips, 1994 FCA – The Ransom principle does not extend to reimbursements for the increased cost of housing, as a more expensive house adds to the net worth of the individual (economic benefit rec’d by EE).

	Facts:
· P was moved by ER from Moncton, NB to Winnipeg; pursuant to a relocation agreement between the ER and the union, P received $10,000 payment to compensate him for increased housing costs in Winnipeg but no restrictions were placed on use of payment

· ie: a house in Winnipeg was $10,000 more expensive than in Moncton, so ER reimbursed him
Issue:  Was the compensation for the higher cost of housing a taxable benefit?
Court:

· Court opined that he was receiving: S. 6(1)(a) benefit “material acquisition, which confers economic benefit” (from Savage)
· While Phillips was required by employer to relocate and benefit was received in his capacity as EE, the benefit enabled him to make a purchase which increased his net worth ( economic benefit not break even, therefore taxable under s.6(1)(a)

· Phillips could not rebut presumption that benefit conferred an economic advantage

· Furthermore, compensation had no conditions on use, added to his disposable income, and allowed him to Gain an advantage over fellow EE’s resident in the community with higher housing costs
· NOTE: Now this falls under 6(23), Parliament agrees it should be taxable
Conclusion: This benefit was taxable in the hands of the employee, Phillips.


4. Valuation

· In Canada: FMV or cost to employer

C. Allowances

· Ransom: there is a distinction between an “allowance” and a “reimbursement”, as an “allowance” is an arbitrary amount usually paid in lieu of reimbursement without any reference to actual expense/cost
· Big advantage to EEs: the EE is not required to account for money spent from an allowance

· Allowance has three elements (Huffman)
a) Limited predetermined sum of money paid to enable EE to pay for a certain expense

b) Amount is determined in advance

c) Once paid, allowance is at complete discretion of EE who isn’t required to account for it

· Subject to certain exceptions, “allowances” are taxable under the Act:

a) Personal or living expenses

· s.6(1)(b): requires allowances received by a TP to be included in income from O&E if it is “an allowance for personal or living expenses or as an allowance for any other purpose”

b) Exceptions

· s.6(1)(b)(i)-(iv): government travel or personal expenses

· s.6(1)(b)(v) or (vii): reasonable allowances for business travel expenses

· s.6(1)(b)(vii.1): reasonable automobile allowances are tax-free (but use of auto has to be required by employment (8(1)(h.1) and must keep logbook) (Campbell v MNR)
· Unless s. 8(1) allows it, employees cannot deduct expenses: s. 8(2)
· 2012 overtime (>2hrs, not more than 3 nights per week), meal ($17/meal) and reasonable commuting allowances)

· Required expense of employment where there is accountability (submit receipts), and allowance is largely reimbursement of expense/loss and tax-free (The Queen v Huffman)
· In Campbell, it was not a reimbursement b/c she was not required to incur the expense (no hard evidence that she was required to use her car), she had no proof of her expenses (only estimates), allowance wasn’t based on govt’s approved formula, and she sought to deduct her expenses. She had no log book and was just estimating. 
	ITA ss. 6(1)(b) [TP must include in O/E income amounts received as allowance for personal or living expenses, other than various exceptions]; 248(1) [“personal or living expenses”]

	Amounts to be included as income from office or employment

6. (1) There shall be included in computing the income of a TP for a taxation year as income from O&E  such of the following amounts 
as are applicable
Personal or living expenses

(b) all amounts received by the taxpayer in the year as an allowance for personal or living expenses or as an allowance for any other purpose, except … [various specific exceptions]
s. 248(1) “personal or living expenses” includes

(a) the expenses of properties maintained by any person for the use or benefit of the taxpayer or any person connected with the taxpayer by blood relationship, marriage or common-law partnership or adoption, and not maintained in connection with a business carried on for profit or with a reasonable expectation of profit,

(b) the expenses, premiums or other costs of a policy of insurance, annuity contract or other like contract if the proceeds of the policy or contract are payable to or for the benefit of the taxpayer or a person connected with the taxpayer by blood relationship, marriage or common-law partnership or adoption, and

(c) expenses of properties maintained by an estate or trust for the benefit of the taxpayer as one of the beneficiaries;


	Campbell v MNR, 1955 TAB – Receiving of an allowance to compensate for the costs of voluntary services rendered is taxable as income and is not subject to deductions for the costs of the service

	Facts:
· Nurse used her own car for hospital purposes, they gave her a $50 allowance/month for transporting nursing home patients

· She wasn’t required to account for the expenses, show receipts, or return any surplus

· This responsibility was not required under her K of employment; instead she did it voluntarily
Issue:  Was the allowance taxable under s.6(1)(b)? (YES)
Court:

· Use of her car was voluntary – not required in employment K 
· Court also disallowed her from deducting expenses

· She had no receipts, logbook – just estimates

Conclusion: Court held she was taxable on this benefit.


	The Queen v Huffman, 1990 FCA – An “allowance” that is really in substance, a reimbursement for a loss, is not an allowance for tax purposes. Allowance has three requirements.

	Issue:  Should Huffman be held liable for the portion of the allowance above the amounts proved in receipts? 
Court:

· Huffman provided receipts for $420 of the $500 allowance (was only required to show receipts for first $400). TJ found as fact that he incurred in excess of $500 expense.

· In this case, really just a reimbursement

· Allowance requires:

a) Limited predetermined sum of money paid to enable EE to pay for a certain expense

b) Amount is determined in advance

c) Once paid, allowance is at complete discretion of EE who isn’t required to account for it

· Doesn’t apply here because Huffman was accountable – required to show receipts.
· Only reason he doesn’t have to do so on extra $100 was for administrative reasons
Conclusion: Huffman is not taxable on the clothing allowance as it is really a reimbursement for expenses incurred.


III. Deductions in Computing Income from Office and Employment

A. General

· s.8 authorizes a number of deductions in respect of employment income, but s.8(2) limits deductions that may be claimed by an officer or EE to those expenses set out in s.8

· However, there are allowable deductions for moving expenses (s. 62) and child care expenses (s. 63)
· s.67: limits deduction to portion of the expense that is reasonable ( this is a question of fact

· Exception: s.67.1 arbitrarily restricts deduction of expenses incurred for food, beverages, and entertainment to 50% of the cost of those items
· General principles on deductions in computing income from office and employment:

a) Employment K - expenses must be required by the contract of service

b) Income-earning purpose – expenses must be related to earning employment income

c) Apportionment of expenses – expenses are partly deductible if for business and personal use, but purely personal expenditures are not deductible (50/50 or not at all, per Lowe?)
d) Current v. capital expenditures – only current expenditures are deductible (ie: recurring annual expenses); once in a lifetime or infrequent expenditures are not (ie: initiation fees)

e) Reasonableness requirement – s.67 mandates all expenses be reasonable in the circumstances

f) Section 8 – if an expenditure is not listed in s.8, it is not deductible pursuant to s.8(2)

	ITA ss. 8(1) [sets out allowable deductions from O/E income]; 8(2) [limits deductions from O/E income to items listed in s.8]

	Deductions Allowed
8(1) In computing a TP’s income for a taxation year from an office or employment, there may be deducted such of the following amounts as are wholly applicable to that source or such part of the following amounts as may reasonably be regarded as applicable thereto…for b) legal expenses to collect or establish a right to salary or wages…f) sales expenses h) travel expenses…etc.
General limitation

8(2) Except as permitted by this section, no deductions shall be made in computing a taxpayer’s income for a taxation year from an office or employment.


B. Specific Deductions

1. Travelling Expenses

· Railway employees: s. 8(1)(e)
· Commission sales employees: s. 8(1)(f)
· Selling property or negotiating contracts
· Expenses to earn income (advertising, promotional, office, travel)

· Transport employees: s. 8(1)(g)
· Other employees’ travelling expenses: s. 8(1)(h)
· Required to travel in course of duties

· Required by employment contract to pay travel costs

· Not in receipt of exempt allowance for travel costs and Form T2200 signed by employer

· Motorvehicle Expenses: s. 8(1)(h.1)
· EEs can claim their own motor vehicle expenses (gas, oil, repairs, insurance, fines) if required to perform duties away from ER’s place of business or in different places as long as not already reimbursed by the ER

· Interest Costs: s. 8(1)(j)
· interest costs to finance the purchase of a vehicle are deductible as well as depreciation relating to its use to earn employment income 

· This capital cost allowance allows for reimbursement for wasting asset (ie: car) of 30%

· Travel at work v. commuting to and from work (personal expense, no tax-relief)

· Deductible: Self-employed, business, travelling while at work, Cavanaugh (home office)

· Can get non-refundable tax credit

· Transit pass tax credit, s. 118.02
Note: if you are the EE, it’s always better to get reimbursement for travel costs up front from ER rather than try to claim deduction after for expenses to reduce taxable income


- If EE applies for a deduction, important to keep receipts/vouchers to support claim for expenses
	ITA ss. 8(1)(g) [Transport employees can make deduction for non-reimbursed travel expenses to go far away for work, and for meals and lodging]; (h) [Travel expenses]; (j) [Can deduct interest and depreciation for motorvehicle or aircraft used in employment]; 8(4) [Deduction for meals]; 8(10) [Employer required to sign form certifying deductions under (1)(c), (f), (h) or (h.1)]

	8(1)(h) where the taxpayer, in the year,

(i) was ordinarily required to carry on the duties of the office or employment away from the employer’s place of business or in different places, and

(ii) was required under the contract of employment to pay the travel expenses incurred by the taxpayer in the performance of the duties of the office or employment,

amounts expended by the taxpayer in the year (other than motor vehicle expenses) for travelling in the course of the office or employment, except where the taxpayer

(iii) received an allowance for travel expenses that was, because of subparagraph 6(1)(b)(v), 6(1)(b)(vi) or 6(1)(b)(vii), not included in computing the taxpayer’s income for the year, or

(iv) claims a deduction for the year under paragraph 8(1)(e), 8(1)(f) or 8(1)(g);
8(1)(j) Motor vehicle and aircraft costs

where a deduction may be made under paragraph 8(1)(f) [Sales expenses], 8(1)(h) [Travel expenses] or 8(1)(h.1) [Motorvehicle Travel Expenses] in computing the taxpayer’s income from an office or employment for a taxation year,

(i) any interest paid by the taxpayer in the year on borrowed money used for the purpose of acquiring, or on an amount payable for the acquisition of, property that is

(A) a motor vehicle that is used, or

(B) an aircraft that is required for use

in the performance of the duties of the taxpayer’s office or employment, and

(ii) such part, if any, of the capital cost to the taxpayer of

(A) a motor vehicle that is used, or

(B) an aircraft that is required for use

in the performance of the duties of the office or employment as is allowed by regulation;
Meals

8(4) An amount expended in respect of a meal consumed by a taxpayer who is an officer or employee shall not be included in computing the amount of a deduction under paragraph 8(1)(f) or 8(1)(h) unless the meal was consumed during a period while the taxpayer was required by the taxpayer’s duties to be away, for a period of not less than twelve hours, from the municipality where the employer’s establishment to which the taxpayer ordinarily reported for work was located and away from the metropolitan area, if there is one, where it was located.
Certificate of employer

8(10) An amount otherwise deductible for a taxation year under paragraph (1)(c), (f), (h) or (h.1) or subparagraph (1)(i)(ii) or (iii) by a taxpayer shall not be deducted 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.


2. Legal Expenses

· S. 8(1)(b) provides deduction for legal expenses for recovery related to employment income
· Legal expenses for recovery of back pay are tax deductible
· Must be for amount “owed” by current or former ER

· s.6(1)(j): any award or reimbursement received by a TP for legal expenses must be included in income unless taken into account in reducing the amount claimed in the deduction
· s.248(1): salary and wages includes any amount under ss. 5, 6, and 7
· if EE is terminated and has a claim for wrongful dismissal, s.60(o.1) provides a tax deduction in collecting the “retiring allowance” or pension as “other source of income”
	ITA ss. 8(1)(b) [Deductions from O/E income legal expenses]

	Deductions allowed

8. (1) In computing a taxpayer’s income for a taxation year from an O/E, there may be deducted such of the following amounts as are wholly applicable to that source or such part of the following amounts as may reasonably be regarded as applicable thereto
Legal expenses of employee

(b) amounts paid by the taxpayer in the year as or on account of legal expenses incurred by the taxpayer to collect or establish a right to salary or wages owed to the taxpayer by the employer or former employer of the taxpayer;


3. Professional and Union Dues

· Section 8 also provides for a deduction for annual professional and union dues:

· a) Professional and union dues: s.8(1)(i)(i) [Annual professional membership dues]; s.8(1)(i)(iv): [annual dues to maintain membership in a trade union]; s.8(1)(i)(v): deduction available to those required to pay union dues as condition of employment even though they are not members of the union; s. 8(5) professional and malpractice insurance
· Schwartz: if EE is on strike, and gets strike-pay, that strike-pay is tax free (not from a source)

· Exception: s. 8(5) dues not deductible (for superannuation fund/plan or for annuities or insurance (other than professional or malpractice insurance which is necessary for practice))
· Note: the profession under which the TP claims a deduction must be:

a) Recognized by statute as a professional status

b) Required to be paid by statute in order to be part of a profession

· Therefore, while you can deduct LSBC dues, can’t deduct CBA or Trial Lawyers Assoc. dues unless you are a self-employed lawyer

· EE would want to be reimbursed by ER for these CBA expenses
Annual professional membership dues and liability insurance premiums

(1) payment required to retain professional status

(2) professional status recognized by statute, and

(3) taxpayer’s job relates to professional status

	ITA ss. 8(1)(i)(i) [Annual professional membership dues are deductible from O/E income]; (iv) [Annual dues to maintain membership in a trade union are deductible]; (v) [Annual dues that were deducted from EE and paid to union eventhough EE not a member are deductible]; 8(5) [Special dues (for superannuation fund/plan or for annuities or insurance (ie. malpractice)) are not deductible]

	8(1)(i) Deductibility of dues and other expenses of performing duties
…includes (i) annual professional membership dues the payment of which was necessary to maintain a professional status recognized by statute, (iv) annual dues to maintain membership in a trade union as defined…

Dues not deductible

8(5) Notwithstanding subparagraphs 8(1)(i)(i), 8(1)(i)(iv), 8(1)(i)(vi) and 8(1)(i)(vii), dues are not deductible under those subparagraphs in computing a taxpayer’s income from an office or employment to the extent that they are, in effect, levied

(a) for or under a superannuation fund or plan;
(b) for or under a fund or plan for annuities, insurance (other than professional or malpractice liability insurance that is necessary to maintain a professional status recognized by statute) or similar benefits; or

(c) for any other purpose not directly related to the ordinary operating expenses of the committee or similar body, association, board or trade union, as the case may be.


4. Home Office

· Employer requires home office – form T2200

· s. 8(13) expenses of employee’s home office
· Same rules apply to SE as employees

· Can only deduct (as SE or employee) if you can fulfill one of two conditions

(1) home office principal place of work (>50% of time) (Cavanaugh met this)

(2) exclusive use for employment and regular / continuing basis for meeting customers/clients (ie. Office for your exclusive use)

· Ie. Assume 500sqft office in 2,000 sqft house, then 

· Apportion expenses: 1/4 / 25% ratio (of all home expenses are deductible)

· Ie 25% of rent, heating, electricity, repairs, cleaning

· S. 8(1)(i)(ii) office rent, or salary to an assistant or substitute, … required by employment 
· S. 8(1)(iii) office supplies

· S. 8(1)(f) ability to deduct expenses if you are commission sales/self employee
· 25% home insurance premiums, property taxes, mortgage interest (not principal)

	ITA ss. 8(13) [can deduct costs of work space in home]

	


Chapter 5 – Income from Business or Property

II. Income from a Business

· Revenue (earned) less: expenses (incurred) to earn income = Profit (Loss)
· What is Profit? Is a Question of law: Canderel
· GAAP unless prohibited/inconsistent with ITA

· International Financial Reporting Standards (IFRS)
· On accrual basis
· ITA requires exclusion of capital gains/losses (s. 9(3))

· fixed capital of business vs. circulating capital
· sale of fixed capital generates capital g/l whereas sale of circulating capital gives rise to B income
· Distinctions b/w taxation of income from business  and income from property
1. Sudden Valley (interest – from property)

2. GLS Leaseco (rent – from business)

3. For non-resident, income from a business in Canada is taxable under Part 1 on net basis, whereas income from property is generally subject to a 25% withholding tax under Part XIII on a gross basis

	ITA ss. 9(1) [Income from B/P is Profit] (2) Loss is loss; (3) Income from P does not include cap g/l; 

	Income

9. (1) Subject to this Part, a TP’s income for a taxation year from a B/P is the TP’s profit from that B or P for the year.
Loss

(2) Subject to section 31, a taxpayer’s loss for a taxation year from a business or property is the amount of the taxpayer’s loss, if any, for the taxation year 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.

Gains and losses not included

(3) In this Act, “income from a property” does not include any capital gain from the disposition of that property and “loss from a property” does not include any capital loss from the disposition of that property.


A. What Constitutes a “Business”?

· S. 248(1) [“business”]
· “profession, calling, trade, manufacture, undertaking of any kind, adventure or concern in the nature of trade”.

· Excludes windfall gains, hobbies

· CL: There are three key characteristics of a business:

1. Organized Activity

2. Pursuit of Profit

3. Adventure or Concern in the Nature of Trade

1. Organized Activity

· General rule: Business income requires a certain level of organized activity (and effort)

· Property income is passive ownership of capital; investment income (buy and hold – and collect income)

· Buckman: His business fit within definition of CRA b/c he carried out organized activity of misappropriations, which affected “A great many people”; he had a “scheme”
· Graham v Greene: There is a distinction between 
· A bookmaker: has an organized “system”. Offers a service on considerable scale with intent to make profit. (Taxable as income from business

· Gambler: not ‘organized’, “winnings” are subject to odds/luck, not necessarily skill. Usually recreational, hobby for enjoyment. No source - Windfall gains, hobby ( not taxable.
· Walker v MNR: Where a person operates in a related business, has the benefit of inside information, and has systematically been betting over a period of years, this is more of a business or calling and that income is taxable
· Intention to profit or amusement/hobby?
· MNR v Morden
· 1942-8: extensive organization, occupied a lot of time
· Income taxable as business
· 1949-1955: only occasional gambling. No other connections

· Hobby, no intention to profit

· Leblanc v The Queen
· Brothers had a system of making massive bets on gov’t sports lotteries in Ontario and Quebec

· Expert evidence on the statistical nature of the bets and the fact that the system effectively maximized risk led the court to conclude that the betting did not constitute a business
· Tax-free b/c there was no source. Windfall profits because they took the odds as given by various lottery corporations and betted on that basis.
2. Pursuit of Profit

· Canada Revenue Agency: A business is an activity that you intend to carry on for profit and there is evidence to support that intention
· CL: Doesn’t mean you have to make a profit. The TP has to be motivated to make a profit. Whether they do or not is often beyond TP’s control. 

· Stewart SCC “does the TP intend to carry on the business activity for profit, and is there evidence to support that intention”
· REOP is not required, unless you have a hobby or personal element, in which case it’s a factor to be considered
· Otherwise if there is a purely commercial intention, you have a source – either business or property

· Recurring losses doesn’t necessarily indicate that you lack a profit motive (must take capital gains, rental income, financing decision and advantages of losses into account)

· If you have mixed commercial and personal activity, must show objective evidence that they have a subjective intention to make a profit
· Consider two stage test – See Stewart
· Court left open whether it was business or property income, but he did have a source. 

· Imperial oil and Royal Trust – In considering deductibility of an expense, have to consider whether it was incurred to meet a business purpose 
3. Adventure or Concern in the Nature of Trade

· Derived from statutory definition of “business” (s. 248(1))
· It is enough if the TP engages in “an adventure or concern” that was similar to, or had the characteristics of, a business or trade

· Where a TP enters into an isolated transaction, if the transaction is speculative and intended to yield a profit, although the TP is not a trader, the profit is taxable as business income

· Can be a grey area between business income and capital gains/losses (ie. buy and resell (speculator - business income) vs. buy and hold (investor - capital gain).
· Bellingham bought land as speculator, wanted to flip when time was right. Vacant land – no rental income. “acquired as a business venture”. See Section B
	ITA s. 248(1) [“business” “property”]

	248(1)

“business” includes a profession, calling, trade, manufacture or undertaking of any kind whatever and, …, an adventure or concern in the nature of trade but does not include an office or employment;
“property” 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;


	Graham v. Green – Gambling activities lack organization and are subject to the odds/luck, thus income is tax free (windfall gains). Bookie is organized, systematically making odds on large scale with profit motive ( B income.

	Facts:
· Graham’s livelihood was horse betting on a large and sustained scale
Issue:  Was this income from business or just windfall gains (not taxable?)
Court:

· Casino operators and bookies have a system, have organized their efforts, and make money regardless of whether they win or lose

· Their bookmaking is income from business, systematically making odds with a profit motive

· In contrast, gamblers don’t organize their effort in the same way that bookies do

· Gambling wins are pure windfalls relying on luck, and this income does not fall from a source

· Unlike business income, gambling wins don’t provide a service or produce anything
Conclusion: court found Graham was not taxable on these amounts.


	Stewart v. The Queen, [2002] SCC – Two stage approach should be used to determine whether a TP’s activities constitute a source of B/P income under s.9: 1) Is the activity undertaken in pursuit of profit, or is it a personal endeavour? 2) if not personal, is the source “business” or “property”,

	Facts: Stewart owned various units in a building, was renting them out. Highly leveraged, high interest rate led to losses year over year ( “tax shelter”. Stewart intended to make a profit in the end by selling the property (capital gains), but wanted to use losses in the meantime to offset other taxable income. CRA claimed no source because he had no REOP, thus he can’t deduct losses. In their opinion, REOP requirement had to be met to have B or P income.
Issue:  Should Stewart be allowed to deduct his losses? (YES)
Court:

· SCC: He’s conducting purely commercial activity and he has a profit motive

· He’s earning rental income from tenants

· TP’s intention to earn cap gains from sale of property is a legitimate intention to make a profit. Cap gains part of return on the asset (even though this doesn’t factor into business income).
· Losses can also have a tax advantage and factor into business decision.
· Financing decision is a business decision – can’t penalize b/c of high interest cost.

· CRA was wrong to apply REOP to Stewart – b/c he had exclusively commercial intention and a profit motive (see above), thus he did have a source (either business or property depending on how much activity he put into it). There was no personal element whatsoever. 
· A 2-stage approach should be used to determine whether a TP’s activities constitute a source of business or property income under s.9:
(1) Is the activity undertaken in pursuit of profit? Or is it a personal endeavour? 

· Three categories: 
i) Purely personal – it’s like a hobby, no source 
ii) clearly commercial and no personal element: Go on to second step 

iii) some personal element and commercial characteristic: 
· Look at subjective and objective evidence of profit intention:
· Objective factors: 1) profit/loss experience in past year, 2) TP’s training, 3) TP’s intended course of action, and 4) capability of the venture to show a profit

· Subjective: What was the predominant intention? ( REOP?
(2) if not personal, is the source “business” or “property”?
· There is a source: business (activity) or property (passive investment)?
Note: S. 20(1)(c) allows you to deduct interest expense from business or property income.
Conclusion: Stewart’s losses are properly deductible.


B. Income from a Business Distinguished from Other Sources of Income

1. Business vs. Employment (see page 43!!!)
· To determine employee vs SE’d apply 4-in-1 Test plus Common Intention

· Distinction crucial b/c of scope of deductions and the payor’s withholdings obligations are different

2. Business vs capital gains
· Income from business (arising from speculation, isolated transactions) vs proceeds from sale of capital property (investment or fixed capital of business)
· Capital gains treated more favourable – only half taxable. 

· However against B income can deduct broader expenses and losses against all income sources, whereas capital losses can only be deducted against capital gains.
· When transaction is profitable, TP wants to characterize as a capital transaction, but when there’s a loss, they want it to characterize it as adventure or concern in the nature of trade so that the loss is fully deductible in computing income.

· Speculator (B) vs Investor (CG)
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3. Business vs Income from Property
· Income from property = investment income

· Ownership of property/capital assets

· Passive income = little activity or time, effort or organization

· Business income: more activity required, profit motive

· Rental income can be a grey area – SCC in Stewart couldn’t decide

· Tax treatment can be similar between business and property income

· Common types of Investment Income: “ordinary income”(interest, rents and royalties), Canadian dividends
III. Income from Property

A. Concept of Property and Liability to Tax

· “Property” gets a broad definition in the ITA:

· s.248(1): “property” means property of any kind whatever, whether real or personal or corporeal or incorporeal, and without restricting the generality of the foregoing, includes:

i) A right of any kind, a share, or a chose in action

ii) Unless a contrary intention is evident, money

iii) A timber resource property, and

iv) The work in progress of a business that is a profession

· Property is something of value; one can derive income from the ownership of property
· Therefore, under s.248(1), income from property can include:
a) Interest income

b) Rents and royalties

c) Capital gains and losses (except 9(3) says to disregard cap g/l when calculating B/P income or loss)
d) Dividends – preference for dividends among different sources

· Beneficial personal savings vehicles: Principal residence (cap gain exempt), dividends (tax credit), Capital Gains (1/2 taxable, can control disposition), RRSP and TFSA (tax-free investment vehicles)
B. Income from Property Distinguished from Other Sources of Income

1. Capital Gains v Property Income

· Income from property is included in s.3(a) and is fully taxable, while capital gains are included in s.3(b) and only ½ taxable
· s.9(3): property income does not include any capital gain from the disposition of property
· Sale of that property (“tree”) is a cap gain while income from the property (“fruit”) is P income
· Grey areas where: a) Capital property is sold and the sale price is paid in instalments; b) The amount paid for capital property is dependent on use/production of the property

C. Interest Income

Interest
· Interest = compensation for the use of taxpayer’s money, referable to a principal amount
· s.12(1)(c): any amount received “as, on account of or in lieu of payment of, or in satisfaction of, interest” is included in a TP’s income 

· Debtor (borrower) – can they deduct interest? Do they need to withhold amount b/c non-resident (Sudden Valley)
· Creditor – is interest income taxable? ITA s. 9. Deduct expenses (safety deposit box, cost of borrowing) = profit(loss)

· “Accrues” daily, but report in year in which it was “received” – cash basis

Bonus? 
· You lend $1,000, borrower has to repay $1050. $50 bonus, no interest
· Capital gain/loss (not interest) ( ½ taxable/allowable
· Book says this is only taxable as capital gain

Blended Payment or Capitalized Interest
· Blended payment: where a TP receives a single payment under a K or other arrangement which includes both the repayment of capital and interest

· ie: mortgage payments, deferred payments for sale of capital property, bonuses, ect…

· TP must apportion blended payment between income and capital under s. 16(1) of the ITA:
where, under a K or other arrangement, an amount can reasonably be regarded as being in part interest or other amount of an income nature and in part an amount of a capital nature, the interest/income part will be included in the TP’s income

Hidden Interest
· Whether a single payment is in fact a blended payment of interest and capital is a question of fact (Groulx)
· Case provides three factors for determining if there’s hidden interest
· If hidden interest is detected, apportionment must be made s. 16(1)
· Sheppard: to avoid being assessed for hidden interest, speculators should stay within FMV range when they sell

Ordinary Interest v Pre-judgement Interest
| -----pre-judgment interest ----| |------post-judgment interest----|

Monetary

         judgment/


payment

Claim
 
        settlement

· Important distinction between ordinary interest and interest as damages (pre-judgment interest)

· Prejudgment is a head of damages, whereas post judgment is ordinary interest

· Both can be tax-free if the underlying sum of money payable is also tax free (ie. based on personal injury damages)

· Interest is taxable if underlying damages are taxable. 
· Ie In Bellingham, damages were income for business, so interest would also be taxable as business income 

· Courts may order interest under Court Order Interest Act
· 1% in pre-judgment and 3% in post-judgment
· Taxable interest or other investment income can arise if amount awarded as damages is invested
· Exemptions:

· If victim is under 21yrs, can set up an annuity (tax-free) / structured settlement

· Ss. 81(1)(g.1),(g.2)
Timing of Interest Inclusion

· Individual: calendar year

· s. 12(1)(c), interest is taxable, TP has a choice between 

· “received in the year” - (1) Cash Method, or 
· “receivable” - (2) Receivable method
· legally due and payable in the year, right to receive

· 12(3) and 12(4) modify 12(1)(c) – if interest has not been included as received or receivable have to use (3) accrual method: 

· Have to pay tax on interest income as it is earned

· prevents deferring tax on interest income beyond one year

	ITA ss. 12(1)(c) [Interest “received or receivable” shall be included in B/P income]; 12(3) & 12(4) [“accrued” interest shall be included in B/P income (where not received/receivable)]; 16(1) [Where interest and capital is mixed it shall be apportioned appropriately]

	Income inclusions

12. (1) There shall be included in computing the income of a TP for a taxation year as income from a B/P such of the following amounts as are applicable
Interest

(c) subject to subsections (3) and (4.1), any amount received or receivable by the taxpayer in the year (depending on the method regularly followed by the taxpayer in computing the taxpayer’s income) 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 income (of a corp, partnership, trust)
(3) Subject to subsection 12(4.1), in computing the income for a taxation year of a corporation, partnership, unit trust or any trust of which a corporation or a partnership is a beneficiary, there shall be included any interest on a debt obligation (other than interest in respect of an income bond, an income debenture, a small business bond, a small business development bond, a net income stabilization account or an indexed debt obligation) that accrues to it to the end of the year, or becomes receivable or is received by it before the end of the year, to the extent that the interest was not included in computing its income for a preceding taxation year.
Interest from investment contract

(4) Subject to subsection 12(4.1), where in a taxation year a taxpayer (other than a taxpayer to whom subsection 12(3) applies) holds an interest in an investment contract on any anniversary day of the contract, there shall be included in computing the taxpayer’s income for the year the interest that accrued to the taxpayer to the end of that day with respect to the investment contract, to the extent that the interest was not otherwise included in computing the taxpayer’s income for the year or any preceding taxation year.
Income and capital combined

16. (1) Where, under a contract or other arrangement, an amount can reasonably be regarded as being in part interest or other amount of an income nature and in part an amount of a capital nature, the following rules apply:

(a) the part of the amount that can reasonably be regarded as interest shall, irrespective of when the contract or arrangement was made or the form or legal effect thereof, be deemed to be interest on a debt obligation held by the person to whom the amount is paid or payable; and

(b) the part of the amount that can reasonably be regarded as an amount of an income nature, other than interest, shall, irrespective of when the contract or arrangement was made or the form or legal effect thereof, be included in the income of the taxpayer to whom the amount is paid or payable for the taxation year in which the amount was received or became due to the extent it has not otherwise been included in the taxpayer’s income.


	Groulx v. MNR, 1967 SCC – *hidden interest* - Where a payment to buy an asset is structured in a way that subverts interest, under s.16(1), a portion of that payment can be assessed as interest and taxed as such. Three factors for hidden interest.

	Facts: Groulx owned a farming property that he was approached to sell. He was able to get the price he wanted, but had to agree to an arrangement whereby $85k was paid up front, and the remaining $310k would be payable in annual instalments over many years with no interest. FMV of the farm was $350k.
Issue:  Does this arrangement really disguise the payment of interest under s. 16(1)?
Court:

· Court decided that there was “hidden interest” 

· He was held to be taxable on this sum.

· If three factors found to be present, then there’s hidden interest on the sum over $350k (FMV), so $45k in interest 

· Three factors: 
1) invariable practice to charge interest (it’s usual to insist on interest, 5% going rate) 
2) Property was sold at higher than its FMV ($395 over $350), 
3) G was experienced with real estate transactions, and bargained for higher purchase price but would give more time to pay. In sacrificing interest, his intention was to secure the higher price of $395. So 395-350 was really interest 

· S. 16(1) requires apportionment of each payment between capital ($310k) and interest ($45k apportioned over the years)

· Groulx tried to say he was exempt
Conclusion: Groulx was found to owe tax on interest income.


D. Rent and Royalties

· s.12(1)(g): “any amount received by the TP in the year that was dependent on the use of or production from property whether or not that amount was an installment of the sale price of the property” must be included in the TP’s income
· Definition doesn’t mention rent and royalty but that’s what it means

· Rent

· Fixed payments for the use of property for a given period of time

· After a period of time expires, the right to use expires and reverts back to the owner
· Deductions for: Rental expenses, Interest [Stewart], Property taxes, Maintenance, Management fees, Capital Cost Allowance (CCA) (can claim depreciation each year against building)
· Royalty

· Mineral royalties and royalties for use of intangible/intellectual property
· Payments based on a formula relating to production or use – ie. 10% on units sold
· ie: copyright, invention, trademark, patent

· Original owner gets to share in the profits or a percentage of the profits based on use or on the number of units, copies, or articles sold, rented, or used (ie: rock bands)
· Policy: prevent TPs from converting what would otherwise be fully taxable rent or royalty incomes into ½ taxable capital gains
· Example: a vendor that sells a capital asset assumes that it should only result in a capital gain. However, if the selling price fluctuates based on production or use of the property, then it will be considered a royalty and treated differently than a capital gain. As it’s a sale price determined by a formula, it’s a “capital” receipt classified as taxable income (P or B)
· Note: only the formula part becomes income...original asset is still capital
· Royalty from oil production (P income) diff. than “earn out” clause related to sales of business (B income)

· Acting for vendor: techniques for avoiding s. 12(1)(g)
· Sale for a fixed price

· Sale for fixed price – future instalments determined by formula

· Sale for maximum fixed price – reducible according to formula – “reverse earn out”

· Sale for minimum fixed price + formula

	ITA ss. 12(1)(g) B/P income includes payments based on production or use (Rent or royalties)

	Income inclusions

12. (1) There shall be included in computing the income of a TP for a taxation year as income from a B/P such of the following amounts as are applicable

Payments based on production or use

(g) any amount received by the TP in the year that was dependent on the use of or production from property whether or not that amount was an instalment of the sale price of the property, except that an instalment of the sale price of agricultural land is not included by virtue of this paragraph;


E. Dividends

· Dividend: a payment on the shares of the corporation that represents the return on equity investment
· Most favourable taxed of investment income

· Act provides relief for double taxation by allowing individual shareholders a dividend tax credit in computing tax payable.

· Dividend tax credit: roughly reduces tax rate by 15% compared to interest income

· Corporation cannot deduct dividends as an expense in computing “profit”, s 18(1)(a)

· You can actually earn up to $50k tax-free dividends
· Personal credit + dividend tax credit

· But, Canadian dividends only, and can’t have any other sources of income
IV. Deductions in Respect of Income from Business or Property

A. Structure of the Act

· Business/property source of income s. 9
· Revenue – expenses = profit/(loss)
· Profit – taxes = after tax income ( company dividends or RE

· Starting point to income tax: Work from the Financial statements of the company

1) Profit/loss computed according to GAAP

· S. 9: profit or loss according to GAAP
· first consider what accountants think of these deductions/expenses  (Imperial Oil, Royal Trust)
2) Adjusted as required/permitted by ITA, Regs, Caselaw

· Prohibited deductions
· Profit/loss is a question of law so have to look at how ITA changes the accounting outcome
	ITA ss. 9(1) [Income from B/P is “profit”]; 18(1)(a) [disallows deduction of expenses not incurred for the purpose of earning income]; 18(1)(b) [disallows deduction of capex]; 18(1)(h) [disallows deduction of personal or living expenses];18(1)(l) [disallows club dues and playing fees]; 20(1)(a) [allows deduction for CCA]; 20(1)(c) [allows deduction for interest]; 67 [prohibits deduction of business expenses on the ground of public policy]

	Income

9. (1) Subject to this Part, a taxpayer’s income for a taxation year from a business or property is the taxpayer’s profit from that business or property for the year.
General limitations

18. (1) In computing the income of a taxpayer from a business or property no deduction shall be made in respect of

(a) an outlay or expense except to the extent that it was made or incurred by the taxpayer for the purpose of gaining or producing income from the business or property;
Use of recreational facilities and club dues

(l) an outlay or expense made or incurred by the taxpayer after 1971,

(i) for the use or maintenance of property that is a yacht, a camp, a lodge or a golf course or facility, unless the taxpayer made or incurred the outlay or expense in the ordinary course of the taxpayer’s business of providing the property for hire or reward, or

(ii) as membership fees or dues (whether initiation fees or otherwise) in any club the main purpose of which is to provide dining, recreational or sporting facilities for its members;


B. General Approach to Deductions

General rule: an expenditure properly deducted under GAAP will be deductible for tax purposes unless it is prohibited by some provision of the ITA, regulations or caselaw.

General Approach:
(1) Accounting View: is expense deductible under GAAP?
· ITA s. 9(1), (2):  Profit/Loss on financial statements
· Imperial Oil: operating expenses are deductible
· Royal Trust: As long as expense was for the purpose of earning income generally, then properly deductible. “made for the purpose of producing income from TP’s business”
 (2) Legal View: Is it allowed under ITA, Regulation, Caselaw? (adjustments)

· S. 18 – limits a deduction for certain expenses, such as those not incurred to earn B/P income (18(a)), capex (18(1)(b)) and personal or living expenses (18(1)(h))
· S. 20 – overrides s. 18 and specifically allows a deduction for CCA (20(1)(a)), eligible capital expenditure (20(1)(b)), interest (20(1)(c)) and other amounts

· S. 67 – denies a deduction of expense to the extent it is unreasonable

· S. 67.5 – prohibits deduction of business expenses on the ground of public policy
· 65302 case – there is no public policy to prohibit deduction of expenses which are incurred or made for the purposes of criminal or immoral activity. It’s up to Parliament to specify
· S. 67.5 disallows bribes

· S. 67.6 disallows statutory fines and penalties (ie. relating to environmental polluters)

· Some of the issues:  record keeping and proof of expense
· Campbell – she had no proof of any expenses, no log book
· Eldridge – deductions were allowed where there was proof/receipts
C. Business Purpose Test

· ITA s. 18(1)(a): “an expense is deductible to the extent that it is made or incurred for the purpose of earning income from a business or property”
· Purpose, not the result: Imperial Oil; Stewart; Royal Trust
· operating expenses are deductible (Imperial Oil)
· “to the extent” ( signifies apportionment b/w personal/business expense (Benton)
· Business use is deductible

· Timing: Which taxation year do you deduct it?
· “made” (cash basis) OR “incurred” (accrual basis)?
· Imperial Oil – have to deduct expense when the claim amount was established / properly quantified (in 1930, not time of collision or date claim was paid) 

· Wrinkle on accrual method – have to wait to deduct until you can quantify expense

· Note, businesses report on accrual method, but investors use the cash method b/c it’s simpler. Lawyers report work done on accrual basis, even if it hasn’t been billed or payment received.
· 18(1)(a) “made or incurred” overrides GAAP’s “matching principle” (Royal Trust)
· Matching says defer deducting expense until revenue is produced (for purpose of financial statements)

· As long as expense is made or incurred for the purpose of creating income, it’s deducted in that year regardless of when revenue occurred (Royal Trust)
· Business purpose: Fines and penalties?
· S. 67.5 disallows deduction of expenses for public policy reasons

· Public policy wants to punish and deter behaviour, so can’t allow deduction of expense for fines or penalty.
· Public policy is to differentiate b/w civil liability and statutory fines and penalties (associated with crime, or deterrent)

· S. 67.6: Statutory fines and penalties not deductible

· Exception:  can properly deduct expenses in criminal venture, or non statutory fines and penalties
· Can properly deduct legal fees if it has a business purpose (Leduc) – see next section
· Business Purpose: Annual club dues and admission fees?
· As long as expense was for the purpose of earning income generally, then properly deductible. (Royal Trust)

· “made for the purpose of producing income from TP’s business”

· Not remote from the “income earning process”
· Parliament eventually disallowed deduction of club dues and playing fees through s. 18(1)(l)
· Overruled Royal Trust on this but didn’t necessarily overrule all its reasoning/principles

· S. 18(1)(b) Capital Outlay [vs. current or operating expense]
· (1) “once and for all”,[recurring, first in a series]

· (2) Creates or acquires asset or advantage (fixed capital) [no asset or advantage]

· (3) “any lasting or enduring benefit”
· S. 67.1, p 483 – only 50% entertainment expenses and business meals still deductible
	Imperial Oil Ltd. v. MNR – Settlement amount arising from maritime accident was properly deductible from income as a business expense. S: Operating expenses are deductible.

	Facts:
· Maritime accident - One of IO’s tankers collided with another vessel owned by US Steel. Imperial Oil was at fault, negligent, in breach of navigation rules. Held liable.

· Accident occurred in 1927. Negotiated civil claim. Finally came to a Settlement of liability to pay civil damages in 1930.
· IO paid $527,000 in damages and attempted to deduct it

· CRA argued that the collision was not for the purpose of making income, so not a loss from business
Issue:  Was the settlement amount tax deductible in the year the settlement was agreed to under s.18(1)(a)?
Court:

· Judge goes through the steps

(1) ITA, s 9 properly deductible – GAAP
(2) s. 18(1)(a) was expense made or incurred for purposes of earning income – a legal question

· Judge said the expense was for a Loss really incidental to the business. Part of the process of earning income. Operating expense (Operations incl. “transportation of petroleum”)
· Court concluded expense was deductible

· S: what I take away from this case is operating expenses are deductible

· Court: Expense for the purpose of earning income.  Eg civil litigation expense, interest expense

Conclusion: IO could properly deduct the claim amount as a cost of doing business.


	The Royal Trust Co v. MNR – *deductibility of club dues* Matching principle or causal connection between income and expense not required. Expense is deductible if it can be shown that it was for the purpose of earning income generally. Overruled wrt deductibility of club dues by s. 18(1)(l) but legal principles still good law.

	Facts: Royal Trust paid admission fees and annual membership dues for some of its EEs to join social clubs and community organizations for the purpose of attracting business.  Accountants testified that the amounts paid in dues were necessary deductions in computing income. CRA of course disagreed, arguing that the fees had not business purpose under s.18(1)(a)
Issue:  Should the deductions be allowed because the expenses were for business purposes?
Court:

· Royal trust presented expert evidence from accountants who said that the expenses were properly deductible for account purposes, they were important for marketing trust services and generating business. It satisfied s. 9 GAAP principle
· Court then considered whether expense should be deductible under s. 18(1)(a) – incurred to earn income. 
· Judge said you don’t have to match revenues with expenses under 18(1)(a), ie. that as a result of schmoozing this person we gained their business. 
· It’s sufficient to show that the expense was for the purpose of earning income generally, whether it did so or not. 
· But Royal Trust was able to point to examples of customers they gained from club. ( expense deductible in year incurred, even if it did not result in income that year.
· Casual connection/matching not required
· “made for the purpose of producing income from TP’s business”

· Not remote from the “income earning process”
· Initiation fees were not capital outlays (s. 18(1)(b), s. 12(1)(b))
Conclusion: Royal Trust was allowed to deduct the expenses against business income.


D. Personal or Living Expenses

· P or LE are generally not deductible in computing income from a business or property (9(1), 18(1)(a)), and specifically prohibited in 18(1)(h).

· Except: expenditures incurred by TP while away from home in the course of carrying on business

· List of expenses in 248(1) is non-exhaustive and expenditures not listed there could be considered P or LE

· Not all expenses w/ personal elements are not deductible

· Ie. s. 63 allows deduction for child care expenses (Symes), s. 62 allows certain moving expenses (Ransom)
· Allowed by reference to income generated by the TP’s move or by the freedom from domestic duties

· Ie. Interest on consumer or home-mortgage debt, cost of clothing, home rent, meals, personal or family travel

· Vs. business travel, hotel bills, meals

· Can apportion under 18(1)(a) (Benton)
· Expense of domestic help: Benton v MNR
· Can be apportioned between business and personal use (Benton)
· Since Benton, parliament has liberalized the deductibility of these types of expenses

· Disability supports deduction, attendant care: s. 64
· Tax credit for medical expenses: ss. 118.2, 118.3
· Parliament started Registered Disability savings plan: s. 146.4
· Parents of disabled child can save money, lifetime contributions of $200k, has to be done before child reaches age 60

· Legal Expenses: Leduc v The Queen
· Is the charged conduct a “normal or ordinary incident of carrying on business”? Were they directly related to their work? Were the activities that led to the charges carried on in the normal course of the income-earning operations?
· Does the legal expense relate to the operations of the business [practice of law]?

· Criminal activity, Not an operating expense

· Child care expenses: Symes v The Queen
· Governed by s. 63, regardless of source
· S. 63, to the max of

(1) 2/3 earned income of spouse with lower income

(2) $7k for each child under 7 years

(3) $4k for each child b/w 7 and 16 yrs, ends at 16 yrs

(4) $10k for disabled children any age

· Not eligible for this if you have a spouse that stays home

· Incl. nannies as well as Day care, private schools, summer camps, day camps

· s. 63(3): Employees, Self-employed business, Sole proprietorship or partnership, To carry on funded research, to attend school

· Proof of payment: receipt, cancelled cheques

· Meals/Food and Beverages: Scott v MNR
· CRA allows SE’d foot and bike couriers and rickshaw drivers, through an administrative concession, a standard deduction of $17.50/day for extra food and beverage
· Have to keep a log book showing which days they work and the hours worked on each of these days during the taxation year. To claim more than the flat-rate amount, the CRA needs proof

· Employees required to work overtime,  get meals and allowances of $17 per meal tax-free allowance

· Commuting expenses

· Cost of going from home to regular work place is considered a personal expense

· Exception: where employee is required to have their car available at work by their employment

· Can deduct expenses for work travel (from office to court house, hospital, etc.)

· Exception: And it is also possible for SE persons to expense travel costs from home to work, if their home office is the base of the business/Self employment

· Can deduct travel expenses from home office base to work #2

· Public transit tax credit s. 118.02
· Commuting/Travel expense: Cumming v MNR
· Costs of travel from a home office (base of SE) to other work location (ie. courts, hospital) is properly deductible as business expense where it is necessary to the earning of income in that practice.
· Since then Parliament has established max amount – limits on auto expenses
· Limit on cost: S. 13(7)(g), max, Capital Cost: $30k (Note: says $20k in 13(7)(g))
· Regs, Class 10.1 CCA rate 30% on max cost $30,000

· S. 67.2 max. interest $300 per month

· S. 67.3 max leasing cost $800 per month

· So today, he would be able to claim 50% of 30k for capital cost, and write that off  at 30% of $15,000 = $4,500 in the first year, and then 30% of $10,500 and down each year thereafter.

· S. 18(12) home office expenses

· Principal place of business (at least 50% of the time), or exclusively used for regular and continuous meetings

· Cumming didn’t have an office anywhere else, either did Cavanaugh

· [S. 8(13) employee’s home office expenses]

· Have to have proof

· Pro-rate expenses – sqft business/personal

· Claiming of CCA is an optional thing – claim on structure of house, at the rate of 10% if wood frame, 4% if made of stone. But if you account for CCA, then this amount is deducted from capital gains/principal resident exemption when you sell

· Business entertaining expense

· ITA s. 67.1: 50% disallowed, reasonable amount

	ITA ss. 9(1) [TP’s Income from business or property is the profit from that business or property]; 18(1)(a) [Deductions from business or property – general limitations]; 18(1)(h) [No deduction for personal or living expenses]; 248(1) [Definition – “Personal or living expenses”]

	Deductions from business or property – general limitations
18. (1) In computing the income of a taxpayer from a business or property no deduction shall be made in respect of 
(a) an outlay or expense except to the extent that it was made or incurred by the taxpayer for the purpose of gaining or producing income from the business or property;

[No deduction for personal or living expenses]
(h) personal or living expenses of the taxpayer, other than travel expenses incurred by the taxpayer while away from home in the course of carrying on the taxpayer’s business;

248(1) [Definition – “Personal or living expenses”]

· Includes:

(a) the expenses of properties maintained by any person for the use or benefit of the taxpayer or [his family], and not maintained in connection with a business carried on for profit or with a reasonable expectation of profit,

(b) the expenses, premiums or other costs of a policy of insurance, annuity contract or other like contract if the proceeds of the policy or contract are payable to or for the benefit of the taxpayer [or his family], and

(c) expenses of properties maintained by an estate or trust for the benefit of the taxpayer as one of the beneficiaries;


	Benton v. MNR, 1952 – **housekeeper service** TP must apportion expenditure between business expenditure related to work done that helped earn income, and personal expenditure.

	Facts:
· Benton was a 62-year-old single farmer with ailing health

· He tried to claim a deduction for board and lodging and wages paid to a housekeeper as a personal expense of farm management in reporting the farm’s taxable income
· MNR disallowed any such deduction in excess of $325, on the ground that wages paid to the extent of $455 were P or LE and therefore not deductible

Issue:  Was the housekeeper’s $780/week wage deductible? (In part, $325 work wage was deductible and $455 personal wage was taxable)
Court:

· Court found that employee was primarily a housekeeper and her contribution to the income-earning work of the farm was secondary in nature

· Court agreed with MNR’s assessment – what, if any, proportion of the expense relates to farm work done that helped the TP earn income?
· Court also agreed with MNR’s allocation.

· TPs must apportion expenses between actual business use and personal use, as under s.18(1)(a) expenses are only “deductible to the extent incurred for business purposes”
Conclusion: Court agreed with MNR, dismissed B’s appeal. 
Note: unlike in 1952, there are now tax breaks available for a poor guy like Mr. Benton:

a) s. 64: tax credit for attendant care expenses

b) s. 118.2: tax credit for medical expenses (including nursing home, fulltime companion care, etc…)


	Leduc v. The Queen, 2005 TCC – **Legal expenses** Legal expenses are deductible when the activities that are the subject of the charge arose in the normal course of the income-earning operations of a business. The purpose of the expense is a question of fact, to be decided upon considering all circs. Factors to consider (Symes)

	Facts:
· Leduc, a lawyer, claimed $140,000 in legal expenses for hiring lawyers to defend him on sexual exploitation charges

· MNR disallowed the deduction because they were personal in nature under s.18(1)(a), and were not incurred “for the purpose of gaining or producing income from [a] business”
· Leduc claimed that the expenses were incurred for a business purpose, ie: to save his reputation/career as a lawyer as he could lose his license to practice if convicted (he had received a letter from the law society)
· While he was also motivated by a desire to prove his innocence and stay out of jail, he argued that an ancillary intention to preserve his ability to earn income should be sufficient to allow a deduction
Issue:  Are Leduc’s legal expenses incurred for a business purpose and therefore deductible? (No, expenses weren’t paid in order to try and produce income from business)
Law:

· Purpose of a particular expenditure is ultimately a question of fact, to be decided with due regard for all the circs (Symes)
· Important factors to consider (SCC in Symes):
· Whether a deduction is ordinarily allowed as a business expense by accountants (“widely accepted deduction”)

· Whether the expense is one normally incurred by others involved in the TP’s business

· Whether a particular expense would’ve been incurred if the TP was not engaged in the pursuit of business income

· Business Needs Test – would the need exist apart from the business? (if yes than personal expense)

· Whether the TP had a reasonable expectation of income at the time the investment was made (Ludco)
· Is the charged conduct a “normal or ordinary incident of carrying on business”? Were they directly related to their work? Were the activities that led to the charges carried on in the normal course of the income-earning operations?
· If so then legal expenses would be deductible per s. 18(1)(a)
Application:

· Court finds that the legal expenses incurred were clearly personal in nature:

· Leduc’s expenses were not normally incurred by other lawyers, and 
· he would’ve had to pay the expenses no matter what his profession was
· Court: just b/c there is an element of personal motivation in an expense does not automatically preclude expense from being deductible
· However, here legal expenses would’ve been incurred regardless of his profession, there’s no evidence that even one purpose of this expense was to earn income (indeed the expense was not necessary to produce income as income had been unaffected), and the appellant’s earning capacity was not in jeopardy (possibility that he would lose his license was too remote to justify the expense).
· Other cases referred to were distinguishable because the charges faced by TPs were directly related to their work (ie: loss of a licence to work as a stockbroker). The charges wrt which they incurred the legal fees were directly related to their functions. In this case, his charges have nothing to do with his legal practice.
Conclusion: Legal expenses were not paid in order to produce income from a business. Those expenses were personal in nature and not deductible in the computation of income.
Result: Appeal dismissed.


	Symes v. The Queen, 1994 SCC – *Child care expenses** Governed by s. 63, regardless of source.

	Facts:
· Symes was a partner in a large Toronto law firm who hired a full-time nanny and deducted amounts

· Her argument was that the expenses of the nanny should be deductible as business expense in computing her professional/partnership income
· 100% deduction as business expense was prohibited by s. 18(1)(h) – personal nature

Issue:  Could Symes deduct the entire child care expense as an expense for the purpose of earning income?
Court:

· Purpose of a particular expenditure is ultimately a question of fact, to be decided with due regard for all the circs (Symes)
· Parliament specifically limits deduction of child care expenses by TP in s. 63
· Regardless of source (employment, business) within the limits of s. 63

· This wasn’t too favourable to Ms Symes because her income was in excess of the amounts of the ordinary tax payer since she was a lawyer in a tax firm, but she was restricted to these limits
· Important factors to consider (SCC in Symes): listed above in Leduc
· No evidence that child care expenses were considered business expenses by accountants
· The need for child care exists regardless of Syme’s business (ie: fails a “business need” test)
· Rather, the expense was incurred to make her available to practice generally rather than for any purpose associated with the business itself

Conclusion: Symes was limited to deductions as laid out in s. 63 (she can’t deduct entire expense as business expense)


	Scott v. MNR, 1998 FCA – *Food and Beverage/Meals* If a typically personal need can be characterized as a business need (which is already deductible), it will be deductible from business income

	Facts: Scott was a self-employed foot and transit courier. He deducted modest amounts for the extra food and water he consumed for the job, which amounted to one extra meal per day for energy. He argued that if a courier in a vehicle can deduct fuel expenses, foot/bike couriers should do the same
Issue:  Can Scott properly deduct additional food expenses from business income?
Court:

· FCA accepted this argument, ordinarily food & drink is a personal expense but in this case it’s a necessary for the self-employed courier to have extra fuel, therefore expenses were deductible (just for extra food above normal consumption)

· Must be reasonable (ie: can’t drink Evian)
Conclusion: FCA allowed Scott to make deductions for extra “fuel” from income.


	Cumming v. MNR, 1967 Exch. Ct. – *Use of vehicle for business purposes* Expenses incurred for transportation were necessary to the earning of income in his practice. Example where court apportioned b/w biz and personal.

	Facts: Cumming was a physician anesthetist rendering services to patients at the hospital and completing administrative duties at his home office. He traveled several times per day to and from the hospital during gaps in the schedule, as there was no office available for him to use at the hospital
Issue:  Were his vehicle expenses deductible as business expenses?
Court:

· Looking at other anesthetists in Ottawa, they also deducted vehicle use to and from the hospital

· Cumming’s principal office was at home…going to the hospital was his way of earning income from his practice (similar to expenses incurred by a barrister traveling from office to the courts)

· Note: C must apportion use of car between personal and business before making deductions
Conclusion: Cumming was allowed to deduct 25% of operating expenses and 50% of capital cost due to depreciation/wear and tear on the car


E. Public Policy Considerations

· Should the judiciary disallow certain expenses as contrary to “public policy”?
· Expenses of carrying on an Illegal Business: MNR v Eldridge, Buckman
· SCC: there is no public policy precluding these deductions (of criminal activity) in ITA

· Same framework that applies to legitimate business applies to illegal businesses
· Income from criminal activity is taxable

· Expenses and losses deductible
· The source concept of income in s.3 does not distinguish between income derived from legitimate business activities and income from illegal business activities
· Fines/Penalties: 65302 British Columbia Ltd v MNR
· Valid expense where not against public policy (?) and incurred for the purpose of gaining or producing income

· Parliament responded in 2004 with 67.6 which prohibits deduction of statutory fines and penalties

· However Parliament has responded and said the following aren’t allowed to be deducted 

· S. 67.5 bribery (or anything else that is an offence)
· S. 67.6 statutory fines and penalties

	ITA ss. 67.5 [Non deductibility of illegal payments]; 67.6 [non deductibility of statutory fines and penalties]

	Non-deductibility of illegal payments

67.5 (1) In computing income, no deduction shall be made in respect of an outlay made or expense incurred for the purpose of doing anything that is an offence under section 3 of the Corruption of Foreign Public Officials Act or under any of sections 119 to 121, 123 to 125, 393 and 426 of the Criminal Code, or an offence under section 465 of the Criminal Code as it relates to an offence described in any of those sections.
Reassessments

(2) Notwithstanding subsections 152(4) to 152(5), the Minister may make such assessments, reassessments and additional assessments of tax, interest and penalties and such determinations and redeterminations as are necessary to give effect to subsection 67.5(1) for any taxation year.
Non-deductibility of fines and penalties

67.6 In computing income, no deduction shall be made in respect of any amount that is a fine or penalty (other than a prescribed fine or penalty) imposed under a law of a country or of a political subdivision of a country (including a state, province or territory) by any person or public body that has authority to impose the fine or penalty.


	MNR v Eldridge, [1964] Exch. Ct. - *Expenses of carrying on an illegal business* Expenses incurred to earn income in illegal businesses are deductible if receipts are provided as evidence of the expenditures

	Facts: Eldridge carried on a very classy call girl operation in Vancouver; however, due to the coming and going nature of her business, she alleged she kept no books of account or similar records. However, detailed records of her income and expenditures were found when she was charged under the Criminal Code
Issue:  Are expenses from an illegal business activity tax deductible under s.18(1)(a)?
Court:

· She could deduct expenses where there was proof of receipt
· She had a lot of various expenses that were both deductible and not deductible:

a) Rent for apartment deductible but not utilities

b) Bribes to official not deductible only because she didn’t keep receipts of liquor purchases

c) Legal fees to defend girls from charges deductible because she kept the girls available for work and were part of the contract of employment

d) Fees paid by cheque to the pimps hired to protect the girls were deductible

e) Money she used to purchase all the issues of a newspaper that contained a story scandalous to her business was not deductible because no evidence would’ve been detrimental to her business
Conclusion: She was allowed to deduct expenses from taxable income of her criminal enterprise.


	65302 British Columbia Ltd. v. The Queen, 2000 SCC – *Fines and Penalties* Absent a specific provision to the contrary, fines or penalties ought to be deductible if they were incurred for the purpose of generating income.

	Facts: TP corporation operated an egg producing poultry farm, and deliberately produced over the quota to maintain a major customer until it could purchase additional quotas at an affordable price. BC Egg Marketing Board then assessed the over-quota levy on the TP
Issue:  Should the fine be deductible from business income?
Court:

· Majority held it was a valid business expense b/c it was incurred for the purpose of gaining or producing income from its business

· Additionally, majority found it was not disallowed by public policy b/c in this case, fine was not to deter but to recoup costs – it’s compensatory. So it didn’t violate public policy.
Conclusion: Company could properly deduct the expense.


F. Interest Expense

· 20(1)(c): Interest is tax deductible if the purpose is the earning of income from business or property or employment income w connection to autos required for work

· “Paid” or “payable” in the year pursuant to a legal obligation to pay interest

· Statute requires that it be (i) Borrowed money used to earn income from business or property; Or (ii) to acquire properly for purpose of earning income

· Interest not deductible to finance personal expenditures

· Purchase a home (except home office)

· Purchase a car (except business use $300 monthly)

· Credit card balance (except business expense)

· Loans to contribute – TFSA, RRSP, or RESP

The Queen v Bronfman Trust

· Trust borrowed money to pay out a beneficiary, rather than sell income-earning assets at a loss.

· Court asked: Is the direct use of the money to product assets for the trust? 
· It’s the direct use that counts, not the indirect use. Interest was not allowed to be deducted.

· They 1) borrowed $2.2 million, 2) paid $2.2 million capital distribution to trust beneficiary, and 3) repaid $2.2 million with interest to bank

· If they had done it in a different sequence – sold assets to pay out beneficiary and then borrowed money to buy assets. SCC said they wouldn’t like it but we’re not too sure, and that’s not what happened anyways so who cares.  CJ Dickson “this would probably not fly”.

· However in subsequent case, Singleton, SCC didn’t like Dickinson’s reasoning
· Shep really hates this case too technical and overly legalistic

Singleton v Canada

· If you can show a direct link between borrowed money and business income, then you can properly deduct interest expense

· This was met in this case b/c borrowed money went directly into account that’s used to create income (partnership account). Interest expense is helping earn business income.

· Proper sequence: 1) drew down partnership capital account $300k, 2) purchased house, 3) borrowed and mortgage house $300k, 4) restore partnership capital account 5) pay off mortgage principal and interest
· Form over substance even if tax motivated

	ITA ss. 20(1)(c) [interest expense tax deductible from B/P income when (i) borrowed money used for the purpose of earning income from B/P, or (ii) an amount payable for property acquired for the purpose of gaining or producing income from the P or B]; 20(1)(d); 20(3); 20.1; 18(2) [Limit on certain interest and property tax]; 18(9)

	Deductions permitted in computing income from business or property

20. (1) Notwithstanding paragraphs 18(1)(a), 18(1)(b) and 18(1)(h), in computing a taxpayer’s income for a taxation year from a business or property, there may be deducted such of the following amounts as are wholly applicable to that source or such part of the following amounts as may reasonably be regarded as applicable thereto

Interest

(c) an amount paid in the year or payable in respect of the year (depending on the method regularly followed by the taxpayer in computing the taxpayer’s income), pursuant to a legal obligation to pay interest on

(i) borrowed money used for the purpose of earning income from a business or property (other than borrowed money used to acquire property the income from which would be exempt or to acquire a life insurance policy),

(ii) an amount payable for property acquired for the purpose of gaining or producing income from the property or for the purpose of gaining or producing income from a business (other than property the income from which would be exempt or property that is an interest in a life insurance policy),


	The Queen v. Bronfman Trust, [1987] SCC – *Direct vs indirect use of funds* Key q: Is borrowed money directly being used to produce assets?

	Facts:
· Phyllis Bronfman wanted payment out for her share in a trust; however, at the time, the market value of the portfolio was low, so T’s decided to retain investments and borrow money to pay her

· This way the portfolio was preserved and they didn’t have to liquidate the trust’s capital assets

· T’s then wanted to deduct the interest portion of the payment to the bank

· CRA disagreed, arguing that the direct use of the loan was used to pay back B, not to earn income, so the interest payments shouldn’t be tax-deductible

· CRA admitted it would’ve been fine to pay out B and then borrow money to replenish the trust, as that would’ve constituted direct use of the funds rather than indirect use
Issue:  Should interest in this case be deductible?
Court:

· In this case, direct use was to pay out Bronfman. Indirect use, was to preserve trust’s income earning assets.
· SCC: money was not used for a productive purpose. Purpose and use was not to acquire assets to hold in trust, only indirect use was to retain assets held in the trust. And it’s not the indirect use of the funds, it’s the direct use of the funds that count. In this case, direct use of funds was to pay out beneficiary
· Key Question: is borrowed money being used to produce assets?
· So interest on funds was not tax deductible

Conclusion: Trust was not allowed to deduct interest expense because money was not used for a productive purpose.


	Singleton v. The Queen, [2002] SCC – If there is a “direct link” between borrowed money and business income, then you can deduct the interest expense.

	Facts:
· Partner of Singleton Urquhart held $300,000 in a partnership capital investment account at the firm

· He wanted to use money to purchase a house. Following Bronfman, instead of borrowing money to buy the house, he drew out his partnership account, bought the house with proceeds of sale, put mortgage on house, and replenished the funds in the partnership account, thus making the mortgage interest tax-deductible

· Following Dickson J’s dicta in Bronfman, CRA said the transaction was a sham, as it was completed in one day and the borrowed money was used to finance purchase of the home
Issue:  Should the interest be tax deductible?
Court:

· SCC: said this was the correct sequence. If you do it this way then you can show direct link (they softened direct use/tracing language)

· Borrowed money is going in to replenish partnership account, which earns business income for the partner. So the interest on the borrowed money is helping to earn business income. Court said this is a legitimate sequence of events and has resulted in deductible interest expense on amount borrowed.

Conclusion: Interest was properly deductible.


G. The Requirements of Reasonableness

· S. 67: Legitimate, but can’t be excessive

· If necessary CRA will disallow unreasonable portion of legitimate business expense

	ITA s. 67 [deductions limited to reasonable amounts]

	General limitation re expenses

67. In computing income, no deduction shall be made in respect of an outlay or expense in respect of which any amount is otherwise deductible under this Act, except to the extent that the outlay or expense was reasonable in the circumstances.
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