I.  INTRODUCTION TO THE FORMULATION OF TAX LAWS & TAX POLICY

1.  What is a Tax?

2.  What are the Objectives of Taxation?
3.  Why Does Government Need Money?
3.1  Finance Public Sector Goods and Services 
3.2  Redistribute income/wealth in society 
4.  What are the Basic Elements of Any Tax System?
5.  What Factors Influence Tax System Design?
5.1 Neutrality (tax laws are theoretically supposed to be neutral)
5.2 Equity
5.3 Simplicity 
5.4 Efficiency 
5.5 Ease of Administration
5.6 Constitutional Limits
5.7 Territorial Limits
5.8 Presumption Against Retrospective Application
6.  Translation of Objectives and Design into Law:  The Income Tax System

6.1 Who has the authority to Tax in Canada?

6.2 Who Formulates Tax Laws and Tax Policy in Canada?
6.3 History of Tax Reform 
7.  Fundamentals of a Tax System

7.1 The Tax Base (Content, Period of Measurement)
7.2 The Tax Rate (Flat, Progressive, Regressive)
7.3 The Tax Unit (Individual, Family, Unit)

7.4 The Tax Credit (Tax Payments, Incentives)
8.  What Are Tax Expenditures?

8.1 How Does it Differ From Government Spending?

8.2 Why Does Government Use Tax Expenditures?

II. SOURCES OF INCOME TAX LAW

1.  Statutory Law 

1.1 Income Tax Act (the ITA)

1.2 Income Tax Application Rules (ITAR)

1.3 Regulations and Schedules 
2.  International Tax Treaties

2.1  Canada- US Income Tax Convention
2.2  Income Tax Conventions Interpretation Act 
3.  The Common Law- The Canadian Judicial Structure Affecting Taxation

3.1  Record of Common Law (Interpretation By Judges)

3.2 General Principles of Interpretation
3.3  Res Judicata

3.4  Estoppel

4.  Administrative Policy

4.1  Information Circulars

4.2  Interpretation Bulletins

4.3  Advance Rulings (AS or ATR)

4.4  Published Speeches & Round Table Questions

5.  Department of Finance Technical Notes

6.  Relevance of Other Laws

6.1  Interpretation Act

6.2  Provincial Laws (Partnership, trusts, etc)

6.3  Other Federal Laws (Bankruptcy, Corporate)

III.  READING THE ITA AND OVERVIEW OF THE CALCULATION OF TAX PAYABLE IN THE ITA

1.  The Framework of the ITA

1.1 ITA Has Multiple Parts

1.2  Most Parts have
1.3  Overall Formula For Tax Payable in Any Part: (Tax base x Tax Rate) - Tax Credits

2.  Most Common Parts Used By Advisors/CCRA

2.1  Part I

2.2  Part XIII- Non Residents

2.3  Part XVI- Tax Avoidance

2.4  Part XV- Administration and Enforcement

2.5  Part XVII- Interpretation

3.  Tax Rates

3.1  General Comments – Part I

3.2  Part I- Tax Rates (Division E and E.1)

3.3  Part I Alternative Minimum Tax ITA s.127.5

3.4  Part I Corporate Tax Rate Reduction- s.123.43.5  Surtax-  s.123.1/123.2

3.6  Kiddie Tax -  s.120.4

4.  Other Common Taxes

4.1  LCT- Part I.3

4.2  Claw back – Part I.2

4.3  Corporate Dividends -  Part IV

4.4  Non-Resident Withholding – Part XIII

5.  Tax Credits

5.1  Types of Individual Credits 
5.2  Types of Corporate Credits
5.3  Credits or Deductions?
6.  Role of Provincial Income Tax

6.1  Individuals, Fed. Reg. 2600- 2607
6.2  Corporations, Fed Reg. 400- 413
IV.  PRINCIPLES FOR TAX PLANNING

1.  Objectives of Tax Planning: Tax Deferrals, Tax Savings, Splitting and Shifting

2.  Why Does Planning Occur?

3.  Techniques for tax planning?

3.1  Tax Base Planning
3.2  Tax Rate Planning 
3.3  Tax Credit Planning

3.4  Tax Payment Planning 
3.5  Tax Unit Planning 
4.  Importance of the Time Value of Money

V.  TAX AVOIDANCE: LIMITS ON TAX PLANNING: STATUTORY/JUDICIAL

1.  Tax Avoidance, Tax Mitigation and Tax Evasion

1.1  Will taxpayers Be Permitted to Arrange Their Affairs To Minimize Taxes Payable?

1.2  What are the Statutory and Judicial Impediments?
1.2  What are the Statutory and Judicial Impediments?

1.3  When Does Conduct Go So Far as To Trigger Criminal and Civil Sanctions?  
2.  Specific Statutory Rules

2.1  Base Broadening Rules 
2.2  Non-Arm’s Length Relationships/Transactions 
2.3  Anti-Splitting/ Shifting Rules 
2.4  Restrictions on Use of Tax Credits/Losses Within Associated/Affiliated Groups

2.5  Extended Reporting Obligations (Regulations, Part I and II)

2.6  Extended Collection Remedies

2.7  Penalties The General Anti-Avoidance Rule (GAAR) 
3.    The General Anti-Avoidance Rule

4.  The Role of the Judiciary- SM

4.1  Sham 

4.2  Ineffective Transaction

4.3  Step Transactions

4.4 Substance Over Form (Economic Reality)

VI.  LIMITS IN TAX PRACTICE AND ETHICAL/PROFESSIONAL ISSUES/DILEMMA IN TAX PRACTICE AND THE ROLE OF OTHER PROFESSIONALS- TAX PRACTICE MANAGEMENT

1.  Some Concerns

1.1  Professional Negligence

1.2  Backdating Document

1.3  Complicity in Tax Evasion

1.4  Receipt and Improper Handling/Reporting of proceeds of Crime and $ Laundering 
1.5  Improper/Untimely destruction of documents

1.6  Failure to Comply with Lobbyist Registration Act

1.7  Civil Penalties For False Statements Made Knowingly or Through “Culpable Conduct”  
1.8  Inappropriately Assisting taxpayers to Defeat Creditors Contrary to Insolvency Laws 
1.9  Violation of Ethical Codes of Conduct (e.g. Conflicts of Interest)

2.  Ways to Combat Concerns

2.1  Recognizing Limitations of Skill and Knowledge

2.2  Securing Appropriately Drafted Retainer Letter

2.3  Keeping/Document Appropriate Record of Advice

2.4  Recognizing Appropriate Record of Advice

2.5  Recognizing the Styles and Personalities of Clients

2.6  Maintaining Current Knowledge of the Relevant Laws and Practices

VII.  ADMINISTRATION OF THE ITA

1.  Who are the Players?

1.1  Federal Officials CCRA

1.2  Role of the Provinces and its Tax Officials

1.3  Tax Collection on Behalf of Certain Provinces by CCRA

2.  What are the Roles of CCRA officials?

2.1  Verification of Forms and Returns and Make Assessment, Reassessments, and Determinations

2.2  Gathering of Information and Enforcement of ITA obligations 
2.3  Collection 
2.4  Assistance with Compliance 
2.5 Refund Taxes and Other Amounts 
3.  What are the Responsibilities of taxpayers?

3.1 Filing Returns and Calculation of Tax
3.2  Payment of Tax 
3.3  Withholding of Tax Owing by Others 
3.4  Installment Payments
3.5  Keeping Books and Records 
3.6  Payment of Interest 
3.7  Payments of Penalties 
4.  Collection Remedies for CCRA 
4.1  Generally (Garnishment/Third Party Demands, Seizure, Judgments)

4.2  Director’s Liability 
4.3  Transfers of Property 
4.4  Winding Up/Liquidations
4.5  Jeopardy Collection 
4.6  Limitations Periods 
VIII.  ENFORCEMENT OF THE ITA

1.  CCRA’s Investigatory Powers

1.1 Demand to File Return 
1.2  Audit and Examination 
1.3  Demand for information
1.4  Inquiry

1.5  Search and Seizure

IX.  DISPUTE RESOLUTION IN TAX MATTERS

1.  The CCRA Audit

1.1  What Prompts an Audit?

1.2  Use of Enforcement Powers (See Below)

1.3  The Proposal Letter

1.4  Assessment

1.5  Reassessment

2.  Objecting to the Assessment/Reassessment and Dealing With the Appeals Division

2.1  Filling Notice of Objection 
2.2 Form and Contents

2.3 Extension of Time

2.4  Confirmations and Reassessments

3.  Litigation in the Tax Court of Canada

3.1  Types of Procedures: Informal/General 
3.2  Burden of Proof

3.3  Settlements

3.4  Tax Court as a Statutory Court and not a Court of Equity 
3.5  The Accountant as a Witness/Expert

4.  Judicial Review/Administrative Relief from the Federal Court:  Federal Court Act

4.1  Challenges to Improper Exercise of Investigative Powers by the Minister

4.2  Challenges to the Improper Exercise of Collection Remedies

4.3  Review of the Improper Exercise of Discretion to Waive Interest or Penalties Under the Fairness Package

5.  Appeals to Federal Court of Appeal/SCC

5.  Appeals to Federal Court of Appeal/SCC

6.  Overview of Limitation Periods

6.1  Assessment

6.2  Reassessment

6.3  Filing Notice of Objection (Dispute notice)

6.4  Filing Notice of Appeal in Tax Court

6.5  Filing Notice of Appeal in Federal Court of Appeal

7.  Access/Privacy Act Application

8.  The Fairness Package

8.1  Waiver of Penalties and Interest 
9.  Payment of Taxes in Dispute 
X. JURISDICTION TO TAX UNDER ITA

1.  Concepts of Source and Residence Taxation

2.  General Rules:  Who is Taxable?  What is Taxable?

2.1  Residents of Canada 
2.2  Non Residents of Canada 
3.  Residence of Individuals 
3.1  Statutory Rules

3.2  Common Law 
3.3  Tax Treaties

3.4  Administrative Views

4.  Residence of Corporations
4.1  Statutory Rules

4.2  Common Law

4.3  Tax Treaties

4.4  Administrative Views 
5.  Residence of Trusts

6.  Non Residents 
6.1  Carrying on Business in Canada (Part I of ITA) 

6.2  Employment Income (Part I)

6.3  Taxable Canadian Property (Part I) 

6.4  Passive Income (Part XIII/13 of ITA)

6.5  Treaty overrides for Part I and Part XIII 

7.  Part Year Resident (ITA s.114)

8.  Exempt taxpayers (ITA s.149)

XI.  THE CONCEPT OF INCOME

2.  Statutory Concepts of Income

2.1  Section 3 of the ITA

2.2 Importance of “Source”

3.  Economic Concept of Income and the Comprehensive Tax

3.  Economic Concept of Income and the Comprehensive Tax

3.1  Windfalls/Nothings (Gambling)

3.2  Gifts/Inheritances

3.3  Imported Income

3.4  Barter Transactions

4.  Legal Concept of Income

5.  Sourcing of Income in the ITA 
5.1  Qualitative

5.2  Geographic

6.  Exempt Income

6.1  Statutory Rules 
6.2  Common Law

XII.  THE MEASUREMENT OF INCOME

1.  GAAP and the “Truer Picture of Income”

1.1  Role of Accounting Principles in Tax Law

1.2  Conflicts between Financial Statements and the Tax Act

2.  Basic Income Tax Accounting

3.  Timing of Income

4.  Reserve and Allowances 
5.  Inventory Accounting
XIII.  INCOME FROM PROPERTY AND BUSINESS – GENERAL COMMENTS AND REVENUE SIDE

1.  Significance of Distinctions

1.1  Property Income

1.2  Business Income

1.3  Capital Gains

1.4  Hobby (Personal Use Gains)

2.  Income from Business

2.1  Definition of “Business”  
2.2  What are the distinctions among Business income, Capital Gains and 
Adventures in the Nature of Trade?

2.3  Guaranteed Capital Gains?
2.4  “Income from Business” or “Income from Property?”

2.5  Damages

3.  Income from Property

3.1  Property 
3.2  Interest 
3.3  Payments Based on Production or Use 
3.4  Rent

3.5  Dividends 
3.6  Inducements
XIV.  DEDUCTIONS IN COMPUTING BUSINESS OR PROPERTY INCOME 
1.  General Limitations on Deductions 
2.  Current or Capital Expense?  
3.  Gaining or Producing Income 
4.  Personal and Living Expenses 
4.1  Reasonable Expectation of Profit

4.2  Illegal Payments

4.3  Fines, Levies, and Penalties

4.4  Damages, Theft and Loss

5.  Reasonableness of Expense 
6.  Other Statutory Prohibitions/Permitted Deductions

6.1  Reserves 
6.2  Conventions 
6.3  Entertainment Expenses 
7.  Interest 
7.1  Capital/Current Expense?

7.2  “Borrowed Money”

7.3  Legal Obligation to Pay

7.4  Current Eligible Use

7.5 Purpose of Gaining/Producing Income  
7.6  Proposed Section 3.1 
8.  Capital Cost Allowance 
8.1  General

8.2  Structure of the System

8.3  Eligibility

8.4  Classes of property 
8.5  Determination of Capital Cost

8.6  Undepretiated capital cost

8.7  Recapture

8.8 Terminal Loss

8.9  Special rules

9.  Cumulative Eligible Capital 
9.1  General

9.2  Cumulative Eligible Capital


9.3  Eligible Capital Expenditures

9.4  Goodwill

9.5  Recapture of negative balances

XV.  EMPLOYMENT INCOME AND DEDUCTIONS

1.  Significance of Characterization of Employment or Business Income 

2.  Employment Income

2.1  Office or Employment 

2.2  Concept of Employee-Independent Contractor 

2.3  Timing of Inclusions 

2.4  Salary/Wages/Remuneration 

2.5  Taxable Benefits 

2.6  Allowance 

2.7  Loans/Advances

2.8  Automobile benefits 

2.9  Loans to Employees 

2.10  Stock Options 

2.11  Damages and Payments for Wrongful Dismissal and Retiring Allowances 

2.12  Gifts, Gratuities and Prizes 

2.13  Signing Bonuses 

2.14  Strike Pay

2.15  Directors Fees

2.16  Salary Deferral Arrangements

2.17  Other “Alphabet” Plans  

3.  Deductions from Employment Income 

XVI.  MISCELLANEOUS INCOME AND DEDUCTIONS

1.  Support Payments 

2.  Registered Retirement Savings Plans 

3.  Scholarships and Prizes 

4.  Retiring Allowance 

5.  Child Care 

6.  Moving Expenses

XVII.  CAPITAL GAINS

1.  General 

1.1  Structure

1.2  Inclusion Rates

1.3  Segregation by type

2.  Capital Property

2.1  Meaning
2.2  Specific Exclusions

2.3  Types of capital property

2.4  Deemed capital property

3.  Computation of capital gain or loss

3.1 General 

3.2  Reserves

3.3  Selling Expenses 

4.  Dispositions 

4.1  General 

4.2  “Property” 

4.3  “Disposition”

4.4  Proceeds of disposition

4.5  Changes in terms of securities

4.6  Deemed disposition 

4.7  Involuntary dispositions 

5.  Adjusted Cost Base 

5.1  General 

5.2  Adjustment to cost base

5.3  Negative adjusted cost base 

6.  Part Disposition 

7.  Personal use Property

7.1  General 

7.2  Meaning 

7.3  Listed personal property

7.4  Computational Rules

7.5  Capital Losses

8.  Identical Properties 

9.  Losses Deemed to be Nil 

9.1  General

9.2  Lotteries

9.3  Superficial Losses

9.4  Disposition of personal- use property 

10.  Principal Residence

10.1  Exemption from tax 

10.2  Meaning of “Principal Residence” 

10.3  Exempt Gains
10.4  Limits on exemptions 

11.  Capital Losses

11.1  General 

11.2  Current year Losses

12.  Transitional Rules

12.1  General 

12.2  Valuation Day

12.3  Other capital property 

XVIII.  COMPUTATION OF TAXABLE INCOME AND THE SIGNIFICANCE OF LOSSES

1.  Capital Gains Exemption 

1.1 QSBC Shares 

1.2 Qualified Farm Property 

1.3  Eligibility Limits 

2.  Carry back/Carry forward of losses 

3.  Charitable Donations- S.110.1

3.1  Gift or Transfer for Consideration?

3.2  Valuation Issues

   4 Intercorporate Dividend Deductions (ITA ss.112 and 113)

TAX - LAW 407 – Michael CAN
Lecture 1
I.  INTRODUCTION TO THE FORMULATION OF TAX LAWS & TAX POLICY

In Exam – understand the big picture behind each question – don’t just blindly quote case names and section. Only quote cases and section numbers if they are relevant. 

Can argue both sides in your answer – but make sure you come to a conclusion.
Don’t bother quoting Krishna or the notes to the ITA in the exam – just get the answer correct – don’t even put too much effort into getting the section number.

In the ITA, the word paragraph refers to the constituent parts of a section, so may be referred to paragraph 3(c) for example, but this will not be (3)(c) in the section you are in, but will be section 3 paragraph (c) right in the front of the book, maybe many pages away from where you are then – so pay attention to the brackets – paragraph 3(c) refers to section 3 paragraph c, maybe far away in the book, but (3)(c) refers to subsection 3 paragraph c which is likely close by i.e. in the section you are in. Look at the brackets – don’t let the word “paragraph” suggest that it is a constituent part of the section you are in. 
1.  What is a Tax?

· A tax is something that we don’t have a choice to pay or not

· Different levels of gov’t impose these compulsory levies in order to fund gov’t activities. A secondary purpose of tax is to promote socio-economic and political policies.
· A compulsory contribution levied on individuals, firms or property in order to transfer resources from the private sector to the public sector to fund gov’t operations

· Just because it is called a levy does not mean that it is not a tax e.g. employment insurance and Canada Pension Plan. 
· Probate fee, aircare, GST and PST  are all taxes.
· In 1999 – 1/3 of returns filed were done for benefit – GST rebate etc. 

· Tax law is all policy – mirror of social, political, economic and moral values. 
2.  What are the Objectives of Taxation?
· To raise money for government expenses

· Gov’t raises money via lotteries, sale of assets (e.g. bonds), tariffs, fines

· Taxes & Gov't are connected b/c the government’s job is to generate revenues to provide goods and services to the public e.g. schools, hospitals, roads.  

· Gov't provides services which entrepreneurs would not necessarily make $ from i.e. must provide services which the private sector would not provide, but at other times the gov’t will be in competition with the private sector.  The more money the government spends, the more the revenue it needs to raise.  The #1 revenue is taxes: fees to satisfy spending requirement(  Taxes and spending are linked. 
· Gov’t tries to run a business – must balance budget – raise funds called public finance. 
3.  Why Does Government Need Money?
Because they need to spend it in accordance with the division of power in the constitution. 

(i) To finance public sector goods and services


(ii) To redistribute income among the various segments of society; and


(iii) To implement (indirectly) socio-economic policy


3.1  Finance Public Sector Goods and Services
· Provides services that are uneconomic to provide and will not therefore be provided by the private sector  e.g. roads, education, health care.
· Spending is partly dictated by political will (what gov’t believes in)

· What should gov’t do when there is a surplus?  Reduce sources of revenues and/or spend extra money

· gov’t finance and tax policy ( choices the gov’t has for the purpose of raising revenues and of spending money.  Tax legislation fosters socio economic objectives. 
· There is a balance( the government needs money ( the way in which the gov’t spends money is related to the way they raise it. 
· Transfer of resources from private to public implies reduced growth for the private sector, this is the price we pay for social services. Tax policy deals with the efficiency, fairness and manner of this transfer.

3.2  Redistribute income/wealth in society
· Some people believe that gov’t should redistribute wealth and income( i.e. from wealthy to poor

· Political philosophies will dictate how tax policy plays out on behalf of gov’t 

· It is easy for people to state that taxes should be done away with but we must consider, based on the idea of equal expenditures, how money for essential social services will be made if taxes are done away with.
· There has to be a balance( we can’t just say do away with tax and then expect health care to continue( where will the money come from?

· When you try to get laws changed, you must consider many things: Taxation affects social and economic policy in countries. Canadian Gov't wants to encourage an indigenous film industry, so gov't says it will reduce the tax burden to those who assist in the development of Canadian Culture.  Therefore, the tax system can also be reduced for those who engage in certain activities.  E.g. families pay less tax than singles.  This is because the government has an agenda:  they want to raise money and they want to organize the way society operates. So some provisions encourage certain types of activities – then gov’t does not have to demonstrably show support for those activities.
· If want to stimulate industry – encourage buying and selling of houses – so remove capital gains tax – then will encourage house construction.

· Right wing govt’s provide less services – therefore don’t need to tax as much.

4.  What are the Basic Elements of Any Tax System?
· Certain elements are consistent throughout all societies and history: tax systems have operated on certain principles.  

· The formula:   Tax payable = (Tax base x  tax rate) - tax credits.
Must look at all 3 elements when comparing tax systems.
Tax base: the elements on which the gov’t chooses to levy tax (i.e. income, wealth).  Tax base could be anything e.g. number of windows in your house, members in family. Tax base is the criteria which determine who will get taxed.
Tax rate: the rate at which tax is applied to the tax base, e.g. rate per window in house.
Tax unit: the body that pays the tax; in CDN, there are several kinds including:

(i) Individuals (legal entity that is taxable);

(ii) Corporations (legal entity that is taxable);

(iii) Partnerships (legal relationship that is taxable);

(iv) Trusts (legal relationship that is taxable)

· In Canada tax is levied on income (tax base).  There are different types of tax bases e.g. income, commodity, property, speeding tickets, lottery tickets.  Some things are not taxable e.g. lump sum lottery winnings, capital gains on your principle residence. The following shows the gov’t can raise money on various different bases.
· GST= Goods, Income Tax= Income, EI= Earnings, Customs= Value of the goods, Gas tax= commodity/value of goods, Air tax= value of your air ticket, Capital Tax= based on the money that company earns. On what basis do you levy or take peoples money?

· The size of the tax base also has an effect on other aspects of the tax system( a system with a broad base is usually more certain and simpler than a system with a narrowly constrained base. A broad based system requires fewer lines of demarcation between classifications of income and expenditures.  E.g. a system that differentiates between income and capital gains is necessarily more complex than one that does not. (p10 ofKrishna)
· TAX RATE:  People will flee if the rates are too high.  People want a low base and a low rate = less taxes.  The generation of revenues is inextricably and directly linked to the tax base and the tax rate and also indirectly linked to the question of when tax is payable.  E.g. Given the time value of money, the earlier the taxes are collected, the greater the revenue.  Conversely, tax deferral is savings

· Flat taxes: Advocated by Peter Pocklington, e.g. everyone would pay 20%.  What is wrong with the flat tax proposal is that it does not consider ability to pay. Examples of flat rate taxes are GST or PST.

· Progressive tax system:  the more income you have the higher the tax rate.   

· Regressive Tax: the more money you make the more you should keep, because you will stimulate the economy with more personal money to spend – and high earners can spend it more wisely than low earners (?) from a growth of economy point of view.  

· Tax Credit: The public wants something to lower your taxes = rebate, called a tax credit.  These are available in the area of child bearing, education, getting married. Some tax systems have many different credits.
· Sin taxes are non – neutral taxes, intended to drive people away from certain activities.  E.g. Environmental levies, alcohol and tobacco.  Gov't is looking at increasing revenues while altering people’s behaviour, but still profiting from bad behaviour. 
5.  What Factors Influence Tax System Design?

5.1 Neutrality (tax laws are theoretically supposed to be neutral)
· Theoretically people should not be influenced in their decision making due to tax laws

· E.g. If you buy a house and live in it as your principle residence, if you sell it and make a profit, you don’t have to pay taxes

· E.g. Generous tax relief for investing in Canadian Film Industry( these decisions to invest were made solely on the basis that they would receive a tax break

· Personal choices should decide what people do and not the tax system.  In some cases, laws are not neutral because they do influence behaviour 

· A neutral tax system will generally be less complex than one that has multiple distinctions between classes of tax payer and types of income.  

· BUT, A neutral system will also be less sensitive to the objective of fairness, which necessarily implies distinctions on ability to pay tax

· Uses the tax system as an instrument of social and economic policy - The gov’t creates laws that aren’t neutral in application

· If you are old, you are rewarded, if you have a spouse, you are rewarded

· The tax system gives you incentives for doing/ participating in certain activities- e.g. tax exempt CG from principal residence sale.

· When gov’t spends money on people they come under scrutiny but when done under the disguise of tax policy, it receives less scrutiny therefore the gov’t can save face by manipulating tax policy – so rather give a tax break than a handout.
· A neutral tax system should not invoke particular behaviour and the effect of a transaction should be the same whether performed by an individual, corporation, trust or partnership.  But tax rates are lower for corporations than individuals, partnerships or trusts – encourages formation of corporations – see p11 Krishna. 
· Capital export neutrality will be satisfied if foreign and domestic income are taxed at the same effective total rate – i.e. then will be no incentive to run the business outside of the country for tax purposes.

5.2 Equity
· Fairness concepts are horizontal equity or horizontal fairness

· E.g. You win the lottery of 1000 dollars while I go to work to earn 1000 dollars, but I pay tax on the earnings but the lottery money is taxed differently… is this fair?  Some would say that there is no horizontal equity in this case

· Vertical Equity- How differently two people are treated if they are in different circumstances. But vertical equity is generally accepted to mean that those with higher income get taxed more, but how much more? Should the rich be taxed proportionately more? Flat tax is when the rich do not pay proportionately more i.e. the tax income plot is linear.
· E.g. Should a $1M yearly income and a $1000 yearly income be treated differently and both taxed 10%?

· Horizontal Equity: people in similar circumstances should be treated similarly.  Equal treatment of those with equal ability to pay.  Ability to pay may be different from the taxpayer’s taxable income.  E.g. two make the same income but one has four kids to support and a wife while the other is single.
· Horizontal equity implies that will pay the same tax on 100K whether it is from employment or rental income – the form is irrelevant, only the total income is important. 

· Horizontal equity deals with tax base, vertical equity deals with tax rate – so they are related and both affect revenue.
· Some policy objectives override fairness. E.g. paying no tax on profit from sale of your home – favours the rich who can afford their own home, but gov wants to encourage construction industry ?  

· Proportional Tax Rates:  The entire taxable base is taxed at a constant or flat rate.  E.g. 17% regardless of income. As a result, lower income levels bear a heavier tax burden.  Sales and consumption taxes are regulated as flat taxes (PST and GST).

· All flat taxes have a regressive effect when measured against income( This means that the tax taxes a higher percentage of income from lower income levels than it does from higher income levels. This assumes that poor people spend all their money on food and clothing which is all subject to GST. Rich people spend only a little bit more on GST based items and then have money left over which they put in the bank, so GST eats up a lesser proportion of rich people’s income. Flat taxes hit the poorer people harder. 

· Progressive taxation:  Canada taxes individuals on a progressive basis so people who earn $100K will pay not only more in tax in absolute dollars than individuals who earn $30K but the rate of tax progresses from 16% to 29% as income rises.

· 1/3 of Canadian taxpayers don’t pay any tax at all, they just get the rebates, and therefore the additional revenue must be made up from the other taxpayer’s in the country

· The progressive tax structure for individuals is an incentive for taxpayer’s to arrange their affairs to reduce their marginal tax rate.  Also be seen to a certain extent with corporations.
· Perceived unfairness encourages blatant tax avoidance and evasion.

5.3 Simplicity
· Tax system must be easy to administer due to the fact that gov’t is asking for involuntary money.
· The more complex a tax system, the higher the compliance costs and the less compliance that results 
· Certainty allows individuals and corporations to plan their affairs and business transactions secure in knowing the tax consequences of their plan.

· Individuals will loose faith in the system if they have to rely on expert advice all the time. 

· Don’t want to hinder commercial transactions. 

· However the economy is complicated – so some complexity is inevitable even in a good tax system.

5.4 Efficiency
· The system must be efficient to administer by the gov’t and for the individuals to comply with.
· Efficiency is concerned with maximizing production and economic growth and shoud aim for optimal allocation of capital – should not foce decisions to be made on tax consideration instead of market factors.

5.5 Ease of Administration
· The easier that you make the system to comply with, the more likely that the system will be complied with.

· Some rules – like no tax on gambling winnings are motivated by ease of administration – but this reduces the tax base and means that the rate on taxed income has to be higher to get the same yield. Therefore no tax on the lottery /gambling is double unfair – winner does not get taxed and others get taxed more so gov can meet the required yield – so here equity is lost for the benefit of ease of administration. 

5.6 Constitutional Limits
· The gov’t must consider the constitutional restraints (e.g. provinces can only levy directly while federal gov’t can raise money by ANY mode of taxation)

· Provinces can only levy taxes directly such as income tax; retail sales tax (in BC called Social Services Tax); commodity transactions (property transfer tax); logging tax; mineral activities; mining royalties; natural resource taxation; succession duties (also called death or wealth taxes, differs according to jurisdictions).

· No delegation of powers of taxation between the different level of gov’t

· For a provincial tax to be valid, it must be (1) a direct tax: (2) imposed within the province: and (3) for provincial purposes.  Requirement of directness supposed to limit power of provinces to their province, but actually provincial tax costs are passed on to consumers outside of the province when goods are exported. Mill’s test for direct tax is on p4 of Krishna. Extract the tax from those you want to burden, indirect tax = charge A who will recover from B.
· The provincial tax rates are given on page xxix of the ITA.

· Neither the dominion nor a province can delegate power to the other to legislate on taxation. P3 of Krishna.
· S. 125 of the constitution states that no lands or property belonging to Canada or any province shall be liable to taxation( the restriction also extends to Crown agents such as crown corporations.
· Only acts of parliament can authorize taxes. Income tax legislation may not be introduced in the Senate, but only in the House of Commons. Nor is it possible for a private member to introduce a tax bill in the H of C.
· All provinces except Quebec collect their personal income tax revenues by piggybacking on the federal tax.
· In 1984 a “Declaration of Taxpayer rights” was drawn up, but it was never enacted as legislation.  Since the charter does not protect property rights taxpayers have few constitutional protections against the government. 

· ITA published in English and French – if have different meanings – follow the one more in line with the spirit and intention of the Act as a whole – p65 of Krishna.

·  ITA sometimes sets up rights of recovery, e.g. if you buy a house from a person who has not paid all the taxes on it, maybe a non-resident, then you are liable for the tax but can then recover from the previous owner. But these rules deal with property and civil rights in the province and so may be ultra vires the fed parliament - p1116 of Krishna.

5.7 Territorial Limits – p64 of Krishna.
· Gov’t must consider territorial limits.  Ties into principles of conflicts of laws and practicality 

· Would be tough to collect on inherited property from the US.
· You must make a system where the people that you are taxing within the gov’s jurisdiction otherwise collection is too difficult.
· ITA(applies to persons who have a physical/economic connection, bond or link with Canada

· Canada does not enforce foreign tax laws and will not even indirectly assist foreign countries in the enforcement of their laws in Canadian courts – but will exchange information to assist treaty partners in administration.

5.8 Presumption Against Retrospective Application
· A statutory provision is retrospective if it creates new obligations, imposes new duties, or attaches new disabilities in respect of past events and transactions.

· Unlike in Britain, there is no legal authority to collect taxes before the Budget imposing the tax is enacted and receives Royal Assent

· Federal income taxes are usually collected on the basis of the Notice of Ways and Means Motion, sometimes many months before Parliamentary approval is obtained.  

· The legislation, when enacted is made retrospective to the Budget date, and budgets can be retroactive – so in effect tax legislation can be retroactive – p21 Krishna.
· This process erases any potential constitutional illegality of collecting taxes prior to their legislation.  Therefore litigation is futile as most budgets have a retrospective effect. – p64 of Krishna.
· If a provision is to be retroactive this must be very clearly stated as the rules of statutory interpretation are against retrospective interpretation – see p63 Krishna. 

The balancing involved in tax policy:

Gov has to make choices, and may sacrifice one aspect for another, i.e. very unfair but very neutral or vice versa.  May focus on ease of administration despite gross unfairness or territorial limits.

Money from lottery winnings are not taxable – is this fair – not if say should pay according to your ability to pay. But has a competing objective – wants to raise revenue – so when have competing objectives then will compromise one of the objectives.

Sales taxes “punish the poor” because you all pay the same rate regardless of how much money you have. But this is a simple system – simplicity, certainty or revenue overrule what some may deem unfair.  The different principles interact.

May tax things which have inelastic demand – tobacco, could argue are trying to discourage – but could ban those activities, may not be effective.
If equity requires progressive tax rates, then your system will not be neutral i.e. it will encourage income splitting.
6.  Translation of Objectives and Design into Law:  The Income Tax System


6.1 Who has the authority to Tax in Canada?

· Who makes the tax laws in the country?  Parliament of Canada not Rev Canada.

· Revenue Canada only enforce compliance with the laws, it does not create them

· Passing the laws is done by parliament, but the drafting of the law is done by the Ministry of Finance.

Provinces can only impose direct taxes

· Provincial sales tax – social service tax

· Income tax (capital gains tax included here)

· Gas tax
· Property tax – imposed by municipality – under governance of province

· School tax

· Probate fees

· Fees – fishing licences, parking fees.

· Tobacco tax.

· Taxes on resources – forestry, mining.

· Hotel room tax.

· Horse racing tax.

Federal gov can tax directly or indirects

· GST

· Income tax

· Gas tax

· Excise

· Excise tax – on luxary items

· Customs – at the border

· Death tax – under the income tax act – increase in value of property held at time of death

· Fees – national park – buying services from gov’t, parking meters

Direct v Indirect: Not always clear whether a tax is direct or indirect.

6.2 Who Formulates Tax Laws and Tax Policy in Canada?

· Department of Finance (Ottawa) (This department drafts changes to the law in order to raise more money, but it is parliament that actually passes them

· Provincial tax laws are passed by provincial legislators
· The Department of finance decides based on above noted criteria (section 5), get input from different groups.
· Other countries influence them as well( we want to stay competitive so that we don’t have “Brain Drain.”  These people go to other countries where they can get the same goods and services for less tax.

6.3 History of Tax Reform

· 1917( Canada WWI and needed money so passed the income war tax act as a “temporary measure”.
· As the years went on people were not paying that much tax because lawyers were combating gov’t

· Gov’t started having to change the rules frequently to ensure that people were paying enough tax

· By the 60s, the gov’t constituted a Royal Commission on Taxation to deal with all the complaints about the complexity of the tax system( the Carter Commission
· It worked for three years and came up with one of the most enduring and brilliant reports on tax policy in any country

· As a result the government decided to change the income tax system

· The report recommended a comprehensive tax base, all types of income would be taxed (e.g. stock market and real estate)

· People felt that it was unfair to go to work and pay taxes and then other people making money in other ways were not taxed.
· It made more sense to increase the base and decrease the rates.
· The White Paper- the gov’t recommended that gains in stock market be taxed as well as gains in real estate

· Since 1971 there has been only one major tax reform in the 80’s. 

· The gov’t said that there is an endless action reaction between gov’t and the private sector (gov’t passes tax laws and private field finds ways around them)

· The gov’t has a great interest in ensuring that laws are certain and that there are certainty of revenues.
· It is difficult for gov’t to make decisions if it can’t rely on the certainty of income.

· If gov't. reduces the tax rates how will it keep revenue?  Can reduce the tax credits or increase the base.  The thrust of all tax reform is the lowering of rates and the broadening of base. This is partly because people can easily compare rates but less easily compare base. 
· Statutes other than ITA impact amount of tax collected by the gov't (e.g. Sale of Goods Act.)

· Tax laws are Declaratory …you have to define the classes etc.  Thus Lawyers have to find out what rights and obligations exist in the set of circumstances

7.  Fundamentals of a Tax System

· How does the gov’t know which tax should raise more money?  E.g. to raise $100, how does the gov’t decide which tax should be predominately relied on?

· GST( is it fair?  It is unfair in that it is levied against rich and poor equally even in light of the rebate offered to the poor by gov’t to make it fair.  The GST is considered a regressive tax because people will spend proportionately more on GST if they are poor.
· Income Tax( the more income that you make, the more tax you pay.  For every extra dollar that you pay, you pay more tax and it is not a stable increase.  This is called a progressive tax system.

· Canada Pension Plan and Employment Insurance cap out at a certain amount.
· When laws are passed by gov’t officials, they look at the political expediency and balance that against future ramifications

· E.g.  Gov’t wants to build a new university, they will pass a bunch of laws to raise the money to build this whether or not the objectives please everyone… there is usually conflict.

· Fair laws can be sometimes very difficult to administer


7.1 The Tax Base (Content, Period of Measurement)

· The tax base for federal purposes is “taxable income”
· The tax base for provincial tax is the “federal tax payable” – this is the piggy back method.
· Therefore, changes to federal tax scheme will change provincial revenue
· The gov’t must determine which base to tax on and also how broadly the tax base should be constituted
· Canada does not have a comprehensive tax base e.g. Gambling winnings
· The gov’t then makes decisions based on simplicity and ease of administration.
· Individual taxation( based on calendar year and taxes are due on April 30 of the following year.
· Corporate taxes are based on a fiscal year (any 12 months as determined by the Co) with taxes being due within 6 months after the fiscal year end.
· Since provincial taxes piggy back on federal taxes (apart from Quebec) – the tax bases are the same, and any change to federal tax affects provincial tax.
· Tax base = Taxable income = income – expenses incurred to gain income – additional deductions allowed for policy reasons e.g. medical.

7.2 The Tax Rate (Flat, Progressive, Regressive)

· Provincial tax rates vary between provinces with the taxpayers total tax liability being the aggregate of both prov and federal taxes.
· Progressive: the more income you earn the higher the rate of tax you pay E.g. Income tax
· Regressive: the more money you earn, the less tax you pay (proportionally) e.g. GST, Alberta prov tax. 
· Flat taxes:  Same rate across the board, advocated by Peter Pocklington, etc. - everyone would pay 20%.  Flat tax proposal is that it doesn't consider ability to pay. Examples of flat rate taxes are GST or PST.  
· For flat taxes to work:  the tax base has to be ultra-broad, and one has to eliminate pretty much all the deductions and credits.  The lowering of rates would be off-set by the loss of credits, deductions etc., which the rich are most adept at using. The rich would no longer be able to do their tax splitting techniques. 
· Progressive tax system penalizes a family with one earner making $100k, and benefits a family with two earners, each making $50k.

· Regressive Tax:  the more money you make the more you will keep. This is Equality, but not equity.  GST is Regressive, but there is a credit system designed to off-set the impact on the poorest taxpayers. 

· In Canada it is progressive, not linear.  43.7% is the highest rate in BC now, used to be 54%.  Can use a step system.  How do they determine the tax rate – look at factors mentioned before.  Ask “what will keep the trust of the people?” – don’t want people to “go underground”, can we keep rates low such that people don’t try and avoid the system.
· Corporations and inter vivos trusts have flat rate, but for corporations there are graduations of flat rates – so it is actually progressive – p20 of Krishna – but is different shape curve to that for individuals
· Taxable income: a calculation based on receipts that provides the tax base for the ITA; it is derived from a two step process:

(i) Obtain net income by taking gross income less expenses actually incurred to earn that income; 

(ii) Obtain taxable income by subtracting from the net income, any other deductions for policy reasons


> Marginal rate: the highest rate of tax paid on a taxpayer’s top dollar of income


> Average rate: obtained by dividing the total tax payable by the taxable income

> Effective rate: obtained by dividing the total tax payable by the net income( measures the real burden of taxes because takes deductions into account – compare these if want to compare countries.


7.3 The Tax Unit (Individual, Family, Unit)

· Who is the person or group who should pay the tax( this must be considered
· If you live with someone, you have to pay taxes on an individual basis, not as a economic or social unit
· In Canada each person is a separate taxpayer.  In USA they file as a family unit, a social and economic unit.  When you design systems you have to look at each component of the tax system.  Should the tax unit be an individual or a family unit?  Concerns about what constitutes a modern family.  In Canada there are some rare exceptions but generally in Canada taxed on an individual basis.
· Individuals only have to file returns if they have tax payable, but corporations must file regardless. 

7.4 The Tax Credit (Tax Payments, Incentives)


· The public wants something to lower their taxes = rebate.  When people design tax systems they look at the base, the rate, and the credit.

· Taxpayer’s want credits more than deductions.  Credits given for behavior, deductions are for money already spent.  

· Credits reduce your tax payable.  Deductions reduce your taxable income (or tax base).The value of deductions depend on the tax rate.  

· If you get the choice between a credit and a deduction, take the credit since it comes straight off the amount of tax payable.

· The higher the tax bracket, the more the deduction is worth

· MINIMIZE THE BASE; MINIMIZE THE RATE; MAXIMIZE CREDITS and DEDUCTIONS

8.  What Are Tax Expenditures?

· Another way for the government to achieve social and economic policies.
· This is done by the gov’t indirectly by using the tax system to provide incentives for particular initiatives or activities. 
· Thus the gov’t can implement policies by providing an exemption, deduction credit or deferral through the tax system.
· It is the cost of these deductions, etc. that are referred to as tax expenditures

· Tax Expenditures are deviations from a “benchmark” tax system (a normative system that measures income without reference to special incentives to achieve social, economic, and other police objectives). Any deviation from the benchmark of taxable income is considered to be a tax expenditure –See p30 of Krishna.
· Both the determining of the bench mark and the specification of exemptions affect revenue – are child care deductions included in the benchmark or given as a deduction – either way revenue is affected. Therefore the definition of the benchmark is a hot topic. Benchmarks for personal and corporate tax base and rates are given top p32 of Krishna.
· An example of a tax expenditure would be a tax credit for donations to political parties.  It is done to encourage support for a democratic system of gov’t and to engage Canadians in the political process. 
· Another example - want to encourage Canadian authors – could give them a grant, but this would be transparent, and would take a lot of political heat, would be 101 suggestions on how to better spend the money.  Rather put a provision in the income tax act – $50 tax credit to all authors – hardly anyone reads the income tax act – this is a less transparent method.

· Gov now releases a tax expenditure book – gov lists all of the tax breaks they are giving – like that principle residence is not liable to taxation.

· Again ( Tax law is an instrument of social and economic policy – not just a tool for raising revenue.
· Exemption, deduction, credit or deferral ( all tax expenditures. 

· Tax expenditures are passed in the legislation and are more discreet than direct expenses which must be shown on the budget.

· Tax exemption on lottery and gambling winnings cost the gov $1.56 billion in 2000 – huge tax expenditure.

· Tax expenditure tables are produced by dept of finance, but eliminating an expenditure will not likely increase revenue by the full value specified, because people will change behaviour. 

8.1 How Does it Differ From Government Spending?

· Tax expenditures are an alternative form of gov’t spending and are different because they are not tabled as direct outgoings and therefore do not require parliamentary approval.  

· Tax expenditures are approved of indirectly through the legislative process that enacts income tax law

8.2 Why Does Government Use Tax Expenditures?

· Budgetary (direct) expenditures receive more scrutiny and media attention because it is easier to see the numbers in the budget estimates placed before parliament.  
· Tax expenditures on the other hand are often ignored because they are not clearly visible in the annual estimates even though they are real costs and equivalent to budgetary expenditures.
II. SOURCES OF INCOME TAX LAW

1.  Statutory Law 


1.1 Income Tax Act (the ITA)

· Main statutory body of federal tax (over 260 sections).  Is declaratory – declares the tax consequences which flow from valid legal relationships – look to law to determine if have a valid legal relationship - If you think it is a sale – don’t forget about nemo dat. Must understand legal relationships = issue in exam.  Creditor remedy legislation etc – always think about relationships.
· Not all the rules are contained in the statute itself- there are regulations to the act
· Regulations are the means to create passage of laws quickly under other statutes (parliament can’t act quickly)
· Common Law
· Don’t focus on this

· The role of the judges is to interpret the ITA legislation

· To what extent are judge’s activists(what is the role of judges? Should they be purposive or literal?
· Tax court of Canada( has exclusive jurisdiction - on appeal go to federal court of appeal and then to SCC.
· Judges interpret words which the statutes do not define.
· The people who administer the law is Rev Canada.  They publish guidelines as to how they think the law is to be interpreted(their bulletins are not law but are merely an expression of the views of the government as to how it will administer the law ( therefore if you interpret differently , that is ok but it will be litigated. 
· The actual ITA starts on page 1 as seen on the table of contents.
· Parliament enacts the ITA and an order in council enacts the regulations.
Selected remission order( (pg. 2539) 

· Tax liability is a statutory liability and generally the minister does not have authority to waive taxes payable. But do have Remission Orders( orders given by government to forgive a tax payer from paying tax that is owed.
· The remission orders are published in the government gazette and are reported to the House of Commons in the public accounts – p30 of Krishna.
· Issued under the Financial Administration Act, it is rare to receive a remission order but it does occur.
· If you find a remission order that applies to you, you are forgiven from paying tax for the reason laid out in the order

· Such orders usually come up out of fairness (Unfair treatment, ice storm, etc.)

· It could be used as an incentive (e.g. for those people who work up north, their taxes will be remitted if they do a,b, and c)


1.2 Income Tax Application Rules (ITAR)

· Issued periodically by RevCan to facilitate the transition from old versions of the Act to the current version.


1.3 Regulations and Schedules

· Amendments to the Act( A faster means of making changes; done in Cabinet by Order in Council and NOT in parliament by the bill/act process.
· S.221( cabinet cannot make any regulations that go beyond the limits of the enabling statute (which is passed by parliament)

· Any time you see the word “prescribed” in the ITA, then you should look at the regulations.
· S.221(2)—regulations made under the ITA will be effective when published in Canada Gazette

· Canada Gazette will list notes as to why regulation was passed.
· ITA can incorporate by reference other statues from time to time

· The regulations are divided into parts. 

2.  International Tax Treaties

· To prevent double taxing of citizens

· Used by tax administrators to get info on bad taxpayer’s (i.e. out of country assets); this encourages co-operation and prevents fiscal evasion

· No treaties w/ Hong Kong, Bermuda, Bahamas, Cayman Islands, etc. - these places have a minimal tax rate and are thus considered tax havens.

2.1  Canada - US Income Tax Convention

· Canada is obliged to exchange information and provide administrative assistance to treaty partners.  This permits exchange of personal info so that you cannot avoid taxes by working or investing in other countries.
· Canadians are taxed on worldwide income.
· If Canadian resident works in Point Roberts they would have to pay taxes in both Canada and the US but a convention makes sure there is no double taxation.

2.2  Income Tax Conventions Interpretation Act

· It tells reader the definitions of words that are used in the Conventions
· The wording may not be the same as the ITA. 

3.  The Common Law - The Canadian Judicial Structure Affecting Taxation

· Department of Justice is responsible for litigation of tax disputes

· Taxpayers unhappy with the CCRA’s assessment of their tax liability can appeal to the Tax Court of Canada, with appeal lying in the Federal Court of Appeal and possibly with the SCC

· The income tax act is dependent upon the creation of enforceable binding relationships.  Any judge made law that defines relationships affects tax law.
· Look to common law to interpret tax law and to look for the definition of relationships

· Tax law is declaratory – follow the result of legal relationships - for example, a person that is an employee, then ITA gives the tax consequences that apply

· Judges are there to interpret the income tax act, what certain words in the Act mean, but the judges don’t make the law

· Judgments are fact specific.

3.1  Record of Common Law (Interpretation By Judges)



(a)  Dominion Tax Cases (DTC)



(b)  Canada Tax Cases  (CTC)

(c)  Cases Published Electronically By Tax Court, Federal Court, Supreme Court of Canada


3.2 General Principles of Interpretation

· General rule: clear and unequivocal words used in the statute are to be assigned their ordinary everyday meaning unless the words are given specific defn’s in the ITA

· If the words are ambiguous as to their meaning, then there are several interpretation rules which the court will apply:

(i) normal usage: words should be interpreted in their ordinary every day usage rather than their technical meaning.
(ii) ambiguity: strive to interpret the ITA so as to avoid absurd results and look to provisions purpose.
(iii) context: a word should be interpreted in the context of the entire ITA.
· More recently, courts have been trying to adopt a purposive interpretation of statutes instead of giving a literal interpretation that would produce absurd results.
· If a statute is interpreted purposively, then the court will look at the purpose of the enactment and use that interpretation where there is ambiguity. 

· When there are two equally bona fide interpretations, the courts tend to interpret in favour of the taxpayer.
· It was literal interpretation of the ITA which contributed to it growing into the complex document which it is today – p56 of Krishna.

· The doctrine of literal interpretation was OK when the only purpose of tax was to raise revenue, but with the other socio political goals which the ITA aims to fulfill, a purposive approach is better.  However purposive interpretation should ONLY be used when the stature is unclear – quotes top p58 of Krishna. 

· It should be interpreted in a fair and liberal manner as best ensures the attainment of its objectives

· The ITA is subject to the Interpretation Act

· The courts prefer a words meaning as used in ordinary speech or usage rather than a technical meaning.  Where a word has more than one ordinary meaning, the broad one should be preferred over the narrow one. 
· If ambiguity remains, the matter should be resolved in favour of the tax payer if it arises under the domestic tax statute. However it is a basic rule that the plain and ordinary meaning must be given to the words in the statute (unless a special meaning has been defined by one of the definition sections) even if an unfair result flows from such interpretation. 
· The presumption in favour of the tax payer only arises when there is ambiguity in the statute or there are multiple bona fide interpretations – p59 of Krishna. 
· The presumption that exemptions must be interpreted against the tax payer and charging provisions strictly against the state no longer applies – p59 of Krishna.
· There are three categories of definitional words – p51-52 of Krishna:

1. The definition of person says “including” – indicates that it is not all inclusive – is open to statutory interpretation. The word “includes” is expansive, it enlarges the definition of the word under discussion.

2. If it says “means” then that is a complete (restrictive) definition.  Must read all words in context.

3. The word “deems” indicates that the word under discussion is being given a different meaning from that which may normally be associated with it. E.g. s.55(5)(e) p280 deems brother and sister to not be related. 
· Courts should confine themselves to judicial interpretation and refrain from law making – tax is a creature of statute and has never been part of the common law.
· Substance over form is a rule of statutory interpretation which is applicable to tax statutes.  It is the transaction (not what the parties label it) which is considered i.e. should we look at the substance of the transaction over its form.  In the Duke of Westminster Lord Tomlin said no (p60 of Krishna), we should look at the form – each man can order his affairs as he wishes ( he can make the form compliant with the act and that is enough. Affirmed by SCC in Shell Canada. But be careful of this – must validly create the legal relationships and transactions, and then once you have done that the court can’t say you should have done it another way so that more tax was payable. In the absence of a specific statutory authority bar to the contrary, taxpayers are entitled to structure their affairs in a manner that reduces tax payable.  
· TAX TREATIES:  Interpretation is more expansive and the courts consider the purpose of provisions even in the absence of ambiguity( the paramount goal is to find the meaning of the words in question… this process involves looking to the language used and the intentions of the parties.

3.3  Res Judicata - p62 of Krishna.
· Res Judicata applies to income tax law - a final judgment conclusively determines all matters in connection with the issues litigated.
· BUT only applies to facts in dispute in the particular taxation year.  Therefore, a judicial determination of a particular issue for a particular year does not bind either the taxpayer or the CCRA on the same issue in a subsequent year, certain property could be inventory one year and capital the next.


3.4  Estoppel

· The crown is not estopped by any representation of fact OR statement of law made by CCRA officials.
· Advanced rulings are one exception to the concept of estoppel – See section 4.3 below.
· A taxpayer who is misled by a statement made by an official of, or a publication by, Revenue Canada cannot use the misrepresentation to support his or her position – all advice from CCRA must be assessed against the law. 
4.  Administrative Policy


4.1  Information Circulars

· Generally concerned with administrative and procedural matters such as tax collection, tax avoidance, objections and appeals, elections, and instalment payments, etc.


4.2  Interpretation Bulletins

· Represent Revenue Canada’s administrative interpretation of various provisions of the Act. 

· Do not have the force of law

· Allows Revenue Canada to communicate with its own work force and field assessors so that they apply and interpret the Act in a uniform manner

· Also a source of information for taxpayers as to minister’s interpretation of the Act 

· May be introduced in litigation as evidence, but only as persuasive authority.

4.3  Advance Rulings (AS or ATR) - p814 of Krishna.
· Only initially issued by Revenue Canada directly to the taxpayer who applies for the ruling, and pays the fee. 
· Can be very helpful, but also often difficult to get – CCRA has discretion to give them. 
· An advance ruling is a statement given by the Rulings Division of Revenue Canada to inform a particular taxpayer of how Revenue Canada will interpret specific provisions of the law with respect to a specific proposed transaction which the taxpayer is contemplating.
· Ruling issued on the basis of specific facts set out in the taxpayers application

· The CCRA will only rule on prospective, not completed, transactions

· TAXPAYER gets 1 conference with CCRA as a matter of right when make application, but likely will get more if want
· Request may be rejected on policy grounds or any other reason at time of filling - p815 of Krishna for possible reasons.
· The CCRA is not bound to issue a ruling on any proposed transaction( CCRA has great discretion in this area

· There is no formal appeal process for taxpayers who are dissatisfied with ruling, but may request a reconsideration of the ruling (only if new information or if taxpayer can show misunderstanding of the information previously submitted)

· Time frame for ruling can range from 3-4 months for routine rulings to 8-12 months on complex issues.

· Advanced rulings are not binding in law

· As a matter of practice( CCRA considers itself bound in respect to both the taxpayer requesting the ruling and the issues ruled upon. 

· A ruling may be revoked retroactively if a material omission or misrepresentation of relevant facts is brought to light or if the Department deems such a course is warranted upon disclosure of the purpose underlying the transactions.

· Where the law upon which a ruling was based is statutorily amended, the ruling ceases to be valid from the effective date of the change in the law.
· Can appeal the ruling if new information has emerged – will probably just be a meeting with CCRA. 

· CCRA publishes advanced rulings on a VERY selective basis – do not want to encourage innovation ( black-market for unpublished rulings has emerged. 

4.4  Published Speeches & Round Table Questions

5.  Department of Finance Technical Notes

· Released notes that explain why certain changes are made to a section.
6.  Relevance of Other Laws


6.1  Interpretation Act

· Tax law or other law, always use this b/c it tells us how to read statutes
· Helps you work out number of days (e.g. don’t count the Sunday if deadline ends on Sunday and deadline moves to next day) Never forget about the interpretation act, affects all statute unless specifically excluded – have fed and prov interpretation acts – mention this in exam.

6.2  Provincial Laws (Partnership, trusts, etc)

· May have some effect on the interpretation

6.3  Other Federal Laws (Bankruptcy, Corporate)

Lecture 2
III.  READING THE ITA AND OVERVIEW OF THE CALCULATION OF TAX PAYABLE IN THE ITA

· Part 1 is the largest part and is the most commonly used.  There are 17 parts, but are actually much more because of parts added in with strange numbers like 6.1.

· We will look mostly at parts 1,13,15,16,17.

· Each part is broken into divisions and divisions into subdivisions and subdivisions into sections.

· Lix – limitations and contingent dates – is a useful table – know what is in here before going into the exam.

1.  The Framework of the ITA
	Five basic questions
	Revenue
	Fairness
	Efficiency
	Neutrality
	Simplicity

	Who is taxable?
	
	
	
	
	

	What is taxable?
	
	
	
	
	

	At what RATE is tax payable?
	
	
	
	
	

	When is tax payable?
	
	
	
	
	

	What are the procedures for administrative compliance and judicial review?
	
	
	
	
	


Must consider the above questions in light of the objectives – raise revenue and implement socio economic policy. 

1.1 ITA Has Multiple Parts

· Each part imposes a separate tax.
· Part 1 is the main part and is named “income tax”, the other parts are kinda like add on’s to cover other miscellaneous areas.
· Division E of part 1 has 3 parts:
· Rules applicable to individuals – div A p899
· Rules applicable to corporations – div B p959
· Rules applicable to all taxpayers – div C p984

1.2  Most Parts have:



a)  Tax Base



b)  Tax Rate


c)  Tax Credits


d)  Tax Unit


1.3  Overall Formula For Tax Payable in Any Part: (Tax base x Tax Rate) - Tax Credits

2.  Most Common Parts Used By Advisors/CCRA


2.1  Part I

· This section affects us every day.
· When we fill out our IT return, we pay “Part I” tax and likely pay “Part 1.1 Tax”

· Residents of Canada pay tax under this section

· Non residents of Canada pay tax on certain incomes in this section but also under Part XIII

· s. 2(  Who has to pay tax in Canada? 

· Each person resident in Canada (what is a person? What is a resident of Canada? S.250 [p1616])

· At anytime in the year (doesn’t say that you have to be a resident throughout the year( this means that if you are resident of Canada for one minute, you may be liable for tax

· On taxable income for each taxation year (Jan-Dec for individuals) ( s.249
· Under this section, the tax base is Taxable Income ( s.248
· Taxable income = Income of a taxpayer for a taxation year plus or minus certain deductions permitted by Division C (s.109-114.2)

· Income is not defined.
· There is no tax rate in this section. The word “deemed” indicates a rebuttable presumption, and creates a legislative fiction, you do not need a statute to define something if it is that already. Deemed indicates that the statute is creating a classification which you may not otherwise have thought applied. Look at paragraphs a-g of s.250 which define who is a resident. (b) covers members of the armed forces who may be out of the country and would not be residents if not for this rule. (c) covers ambassadors etc – may also be out of the country. If the act does not tell you if you are a resident – a court will decide if you are a resident in the absence of terms defined in the statute. There is no direct definition of resident in the statute, only categories of when you will deemed to be a resident. Even if not caught by the deeming provisions you may still be a resident. 
· Is a chart on p114 of Krishna – shows how Canadian residents are taxed. Lists the sources of income. 
· s.2(3) – if are not a resident then you can get taxed under this section if you are in categories a-c, then pay tax on income earned in Canada. So can still be taxed in Canada even if you are not a resident but if you have a connection to Canada. Difference in tax base – if not a resident then you only get taxed on your income in Canada i.e. your Canadian sources income.  If are a resident then the tax base is your worldwide income.  Why this difference – is a policy reason – issue of enforcement, must be practical (and don’t want to discourage investment).
· S.3( Income is determined by….
· You look at business income, rental income, employment income, etc. and add them all up. Income is not explicitly defined. 
· We also look at para b so that we can determine our taxable capital gains( in order to figure this out, we must look at s.38-55
· 3(c) you add income from (a) and (b) and can deduct stuff from subdivision (e) (section 60-66.7)
· when you look at subdivision (e) you will see you get a number of deductions
· So far we have taken our income from all sources, taken into account capital gains and have deducted any losses that we are allowed to deduct before adding into income.
· If they say “for the purposes of this part” they mean for the purposes of “Part I”.  When as in s.250 they say for the purposes of this Act – what they say next applies to the whole act.
· S.3(e) tells us that after calculation from 3(a) -3(d) that is your income.  We need to look at what these sources are in detail

· 3(f) if you get a negative number at the end of the calculation, you result with an income of zero.

· Income is therefore based on a series of sources of income 

· Looking at s.3 – if have a bank account in the Cayman islands, are you taxed on the interest – s.3(a) has the words “inside or outside of Canada” – so the answer is yes – you are taxed on worldwide income.


· Would you be taxed on the 1M for winning the Nobel prize – No – see regulation 7700 in part 77 of the regs. Prize must be prescribed (authoritatively lain down or recommended).  Will be taxed on subject prizes from law school – but is a deduction for $500.
· A regulation must flow from the content of the statute – a regulation cannot say in and of itself that a tax is/is not payable. Regulations just fill gaps left by the statute. 

2.2  Part XIII- Non Residents

· How people who don’t live in Canada get taxed by Canada would be explained in this section

· Non residents of Canada pay tax on certain incomes in this section but also under Part I


2.3  Part XVI- Tax Avoidance

· There is a general anti avoidance rule which tells us what we cannot do

2.4  Part XV- Administration and Enforcement

· What Revenue Canada can do if we don’t pay our taxes 

2.5  Part XVII- Interpretation

· Starts at s.248 which is a definitional section.  For example the definition of person “includes” ( the definition is not exhaustive.
· Starts off with “for the purposes of this act…”

3.  Tax Rates

1. Rates must be such that generate sufficient gov revenue



2. Note that rates between individuals, corporations, trusts should be harmonised so that have tax neutrality. 

3. Corporate tax rates must be competitive in the international market. 

4. Don’t want rate to high for political reasons.

· Tax rates for part 1 given s.117 [p899] 

· Calculate provincial tax by applying provincial rate to federal tax payable, not to taxable income (Quebec is the exception and uses federal taxable income). Note that table on p xxix of ITA gives provincial rates applicable to the taxable income calculated in the federal tax calculation. 
· p527 of Krishna gives a table of total tax (fed and provincial combined). Tax rates don’t really change year to year – rather add/remove surtaxes and add/remove credits. Tax rates vary between provinces – fairness?

· Surtax is a tax calculated by reference to another tax. 
· Federal gov abolished surtax on individuals in 2000 (s.180), but corporations still liable. 

3.1  General Comments – Part I



a)  Progressive (For Individuals)

· This means that more you make, the proportionately more you pay – escalating scale.


b)  Flat (Inter Vivos Trusts, Corporations)


· This means that it is the same tax rate for all tax units.


3.2  Part I- Tax Rates (Division E and E.1)



a) Individuals s.117-122

· s.117(2) [p899] will show you the tax brackets ( The tax payable under this Part by an individual on the individual's taxable income or taxable income earned in Canada, as the case may be, (in this subdivision referred to as the "amount taxable") for a taxation year is.
· You pay the Top RATE of 29% at over $100, 000

· s.117(3)  = $100 000 threshold is actually now $113, 804 as of 2004 – the threshold rates are indexed for inflation! 

· Tax Rates for Individuals are Progressive, 16, 22, 26, 29%
· There are 4 tax brackets for federal tax and 5 for BC income tax

· Why would you want to live in a specific province due to tax?  It depends on your income and the provincial rate of tax( e.g. Alberta has a flat prov rate of 10%.

· Provinces charge taxes according to your residence at the end of the tax year so depending on your income, you may want to declare your province of residence elsewhere.
· Residency is not based necessarily on physical presence( it depends on a whole bunch of things
· What is the top combined federal and provincial rate of tax in BC?  Top rates is 29% federal and 14.7(prov)= 43.7%  In Alberta, it is 29% (fed) and 10%(prov) which is 39 %= 4.7% differential



b) Corporations s.123-125 - p542 of Krishna.


· More complicated than for individuals because have different type and size corps, varied ownership structure, different source of income and varied amount of income in the year. 

· s.123(1)(a) [p959] The general FEDERAL corporate rate of tax on taxable income earned in Canada is 38% . But if all the income is earned in Canada, then the 10% provincial tax credit will apply fully and then the federal corporate rate will be 28%. If some of the income is earned overseas then the 10% credit will not fully apply.
· Since most provincial corporate tax rates exceed 10% the overall corporate rate is generally > 38%
· Also have to pay a corporate surtax = 4% s.123.2 [p959] Note that the surtax is a % of the regular federal tax i.e. 4% of say 38% federal tax rate so will only be 4% of 38%.
· This is a flat rate v. individual taxation (progressive). The tax rate that is paid on a corporations “top dollar” is the same as the tax rate paid on its first dollar of taxable income( due to flat rate of tax
· But there are several flat rates – which one applies to your corp depends on the type of corp, amount earned, source of income, shareholdings. For example the small business deduction introduces an element of progressiveness. 

· Corp income tax varies from Prov to prov( provinces will wage a popularity contest by adjusting their rates to give incentives to corporations to settle there (bringing jobs, etc) 
· The adding of federal and provincial corporate income tax give the actual total tax on corporate income

· The effective rate of federal tax depends on various factors  that can increase or decrease the nominal rate (tax credits or surtaxes)

· This is important to remember when considering the interplay between the tax that a corporation pays and the tax that an individual shareholder pays. For example( it may be important when considering the amount an owner/manager should get from a corporation by way of salary (deductible to the corporation) or dividend (not deductible) and taxable to the individual at progressive marginal rates

· For corporations, there are several different flat tax rates. (making it sort of a progressive system like individual tax system). The rate applicable depends on the type of corporation, the amount that it earns in the year, the source and type of its income, and its shareholdings.

· E.g.  The federal tax on active business income earned by a Canadian controlled private corporation is approximately 13% up to $200,000.  The effective federal tax rate is approx 22% for active business income between $200-$300K. This big jump in the rate encourages multiple small corporations and other strategies to get you below 200K for the year. So s.256(2.1) treats associated corporations as one.
· Canadian corporate tax rates depend on 4 principal factors:

1. Type of corporation

2. Source of its income

3. Timing of its distribution to shareholders, and

4. The relationship between the corporation and its shareholders

· Generally the tax system is most generous to shareholders of “small” Canadian corporations that engage in active business. Shareholders of “large” or non-Canadian corporations are subject to some double taxation (corporate taxation + taxation of shareholders).


c)  Inter Vivos s.122

· S.122 – Inter vivos trusts (created when alive people) are taxed at a flat rate of 29%


3.3  Part I Alternative Minimum Tax ITA s.127.5-55 [p1033]
· A scheme attempting to snare high income taxpayer’s that have avoided tax liability under the regular scheme; it is based on a separate income and is a substitute for regular tax; the AMT is based on a flat rate tax and has a wider tax base than regular tax.
· High income taxpayer’s may be subject to the AMT even though they do not have any taxable income according to the regular calculation.
· The fed AMT is payable at a flat rate of 17% on “adjusted taxable income”.
· Combined with provincial tax of 50% of 17%, the actual tax rate is 26%.
· Only applies to individuals and to trusts (other than mutual fund trusts) ( not to corps

· Only applies if the amount computed under it EXCEEDS the individual’s regular tax calculated on regular taxable income( the AMT is a substitute for the regular tax.
· “adjusted taxable income” is the regular taxable income PLUS certain add backs in respect of tax preference items (E.g. deductions used to shelter income( the exempt portion of capital gain, deferred savings plans, Canadian films, and stock option deductions are added back into taxable income).
· Basic exemption of $40K  when computing “adjusted taxable income”  for AMT - s.127(53)(1) [p1038] 

3.4  Part I Corporate Tax Rate Reduction- s.123.4

3.5  Surtax-  s.123.1/123.2 - p542 of Krishna.
· In addition to general tax, corporations are also liable to pay a surtax of 4% of their basic federal tax

· Surtax is calculated on the basis of the federal corporate tax payable before deductions for the small business deduction and the manufacturing and processing deduction


3.6  Kiddie Tax -  s.120.4 - p487 of Krishna.
· Attribution rules apply to transfers of property to minor children but they do not prevent income-splitting between family members, so that is why we need the kiddie tax.
· The kiddie tax prevents income-splitting with minor children under 18 years of age – be careful of this, if you turn 18 in the year then the rule does not apply.
· The kiddie tax is a special 29% federal flat rate of tax that applies to certain forms of passive income of individuals under the age of 18.

· This tax generally applies to:

· Taxable dividends and other shareholder benefits on unlisted shares of Canadian and foreign companies, and

· Income from a partnership or trust where the partnership or trust derives the income from the business of providing goods or services to a business that a relative of the child carries on or in which the relative participates
· It is the highest rate of federal tax and applies at a flat rate. 

· Catches some of the more blatant forms of income-splitting.

· It applies to almost the gross income because only slight deductions are allowed, at what is the highest marginal tax rate – See P487 Krishna.  So you can make your child the beneficiary of dividends and so split your income, and you will not have to pay tax on that portion which the child gets, but your child will have to pay tax at the highest rate i.e. they assume this income, if it had been yours, would have been additional income for you at the highest rate. This rule implies that income splitting is allowed.
· Kiddie tax does not apply to:



· Income paid to individuals over 18 years old, then it is regular income for that person.
· Reasonable remuneration to minors for work performed.
· Capital gains.
· Interest income.
· Income splitting with spouses is not caught by the above rules.  Some income splitting is actually encouraged e.g. in the case of deductions permitted to spousal RRSP’s ( s.74.5(12)(a).
4.  Other Common Taxes


4.1  LCT- Part I.3


4.2  Claw back – Part I.2


4.3  Corporate Dividends -  Part IV


4.4  Non-Resident Withholding – Part XIII

5.  Tax Credits

· Personal tax credits / pension / dividends from Canadian corporations / tuition and education / medical / charity / eligible children / overseas employment / foreign taxes.
· Calculate credits by applying % to claimable amounts.
· Some credits are refundable if credits exceed income, others not and are use or lose. 
· A tax credit reduces the tax that would otherwise be payable by the individual.
· Usually depends on 1)status, 2)source of income, 3) type of expenditure, and 4) location of source of income

· Some tax credits are refundable( the taxpayer receives a cash refund if the credits exceed his income for the year  (GST credit)

· Non refundable( taxpayer loses the credit if he cannot deduct it from tax otherwise payable for the year

· “appropriate percentage” is the lowest marginal tax rate applicable in the particular year (16% for 2002)

· Tax credits are ways the gov’t is trying to subsidize our costs of living
· Tax deductions and credits will be of different value depending on which tax bracket you are in – a set tax deduction will be more valuable to a lower income earner – this is taken into account when deciding to give credits or deductions on certain things when you are aiming to subsidize a particular sector of society.
· Why does the government give tax credits?
· So they don’t have to subsidize people in other ways (eg. rather than giving people grants) This way, it will give people money in their pockets b/c they’ll pay less tax!!!
· Government wants to encourage and subsidize these activities, but they don’t want to be too obvious about it
· Credits come off taxes payable!!!

5.1 Types of Individual Credits



a)  Personal – s.118 - p528 of Krishna.
· Claimed on account of single status, spousal status, equivalent to spouse status, dependants and age – if you are alive you get one.
· These are non refundable. If you don’t make money, such credits will not matter much


· You get a credit in the amount of X % - X is the “appropriate %” = Lowest marginal tax rate applicable in the year = 16% in 2002.
· You get a credit if someone is wholly dependant on you as well as if you are single, old, married, dependants under 18, you are entitled to a pension
· You get tax credit for being sick, for giving to charity
· Method of Calculation: - p529 of Krishna.
Taxpayer claims a credit by aggregating the dollar value of all the amounts that he is entitled to claim, and then multiplying this value by the appropriate percentage for the year. Appropriate percentage = the lowest marginal tax rate applicable in the particular year – is currently 16%. s.118(1) [p902] 
ii. Single Status  s.118(1)(c) [p903] - $7131 – everyone is entitled to his as their personal claim. This amount is multiplied by the “appropriate percentage” (eg. 7131x16% = $?)
Note that the $7131 amount is indexed by s.117.1 after 2000.
iii. Spousal Status  - s.118(1)(a) [p902] – Someone who supports a spouse can claim an additional amount as a tax credit. Both spouses may not claim a deduction for each other in the same taxation year. If spouse earns more than $606 indexed then will not be able to claim full amount. 
iv. Wholly-Dependent Persons – s.118(1)(b) [p902] person who’s not entitled to spousal status credit but who supports a person dependent on him or her can claim the credit for a wholly-dependent person (essentially a single parent child deduction). Wholly dependant person must be either less than 18, a parent or grandparent, or mentally or physically infirm. Watch out for trick questions if the child is exactly 18. This called the equivalent to spouse credit.
v. Dependants  - s.118(1)(d)[p904] - taxpayer may also claim an amount in respect of individuals who depend on him or her for support. The claim depends on five criteria:

· 1. Dependency - p531 of Krishna.
· It’s a question of fact in each case
· Can have two individuals supporting a dependant – but they must split the credits between themselves. 
· 2. Relationship  - p531 of Krishna.

Dependents in respect of taxpayer, or his or her spouse, include:
· Children or grandkids
· Nieces and nephews if resident in Canada
· Brothers and sisters if resident in Canada
· Parents, grandparents, aunts, uncles if resident in Canada. 
· 3. Residence - p531 of Krishna.
· Dependency deduction is only available for the support of dependants who reside in Canada – CCRA is concerned about bogus dependants. 
· 4. Age - p531 of Krishna.
· s.118(1)(d)(i) [p904] - Dependants have to be over the age of 18 i.e. 18 or older, and then the amount claimable is $8466 less the greater of dependants income and 4966 – again need to index by s.117.1
· s.118(2) [p904] ( 65 + can claim an additional amount – max amount is 16% of $3,236

· 5. Mental or physical infirmity of dependent

· Taxpayer can claim the dependency deduction for individuals over the age of 18 only if they depend upon him or her because of mental or physical infirmity



b)  Pension – s.118(3) [p904] - p532 of Krishna.
· Provide relief from inflation, particularly for individuals who have to live on fixed incomes

· Depends on two factors:

(i) the source of the pension;

(ii) the recipient’s age 

· If a person is over 65, then they get the benefit calculated on their “pension income”, but if the person is under 65, then they get the calculation based on their “qualified pension income” which is narrower.
· The calculation is done by applying the “appropriate %” to the lesser of $1000 and the pension income (or qualified pension income) of that year.
· See p532 of Krishna for types of pension income, and p533 for types of “qualified pension” income i.e. for if you are not yet 65.


c)  Tuition – s.118.5 - p533 of Krishna.
· For social policy reasons, the tax system allows individuals a tax credit for tuition fees paid to certain educational institutions.
· Could be a business expense if you may the fees of another person - p534 of Krishna. If employer pays my fees then I must include them in income but then can claim the fee credits. Even if they pay directly I must still include it in income – s.56(2) [p290].
· Different things considered to be fees - p534 of Krishna.

(i) Institutions in Canada - p533 of Krishna.
Student may claim a credit for fees paid to attend:
1. Post-secondary educational institution
2. An institution certified by the Minister of Human Resources Development to provide courses that furnish or improve occupational skills
Credit is available only if the total fees exceed $100
(ii) Deemed Residence - p533 of Krishna.
Student who is deemed to be a resident of Canada can claim the credit even if he attends an institution outside Canada.
(iii) Transfer of Unused Credits - p534 of Krishna.
A student can transfer the tuition tax credit to his/her spouse. s.118.8 [p937] 
Where unmarried, the credit can be transferred to student’s parents or grandparents s.118.9 [p938] 
(iv) Books - Only a credit if the student is in a correspondence course.
(v) Period Covered by Fees – Only tuition fees paid in respect of a particular year are creditable in that tax year – so you will have to split the fees for the academic year. 
(vi) Educational Institutions Outside Canada - p535 of Krishna.
Full-time student enrolled at a university outside Canada can claim a credit
The conditions are more stringent than for education in Canada – essentially you have to be going to a university. 
The full time / part time distinction is relevant for institutions outside of Canada – can be a full time student and have a full time job i.e. if you are taking a full course load. 


d)  Education – s.118.6 [p933] - p536 of Krishna.
· Gov’t gives you an education credit in addition to the above described tuition credit, but only if you attend a recognised institution and are in an qualifying program i.e. sufficiently long etc. 
· Credit =  # months x rate ($400) x appropriate % - s.188.6(2) [p935] – must be full time to get the $400, else use $120 in above calculation if part time. Can be a full time student and have a full time job i.e. if you are taking a full course load. 
· These credits are transferable to people within your social unit (family) - s.118.8 [p937] 


e)  Medical – 118.2 - p536 of Krishna.
· Applicable to “extraordinary medical expenses” over a minimum threshold limit. The threshold is quite high because these are considered personal expenses which the taxpayer should bare.
(i) Computation of credit

Determine the taxpayer’s total medical expenses for the year. Then, deduct from the total medical expenses the lesser of $1500 (again indexed by s.117.1) and 3% of the taxpayer’s income for the year. Final step is to apply the appropriate percentage (16%) to the amount by which the medical expenses exceed the threshold.
ii) Meaning of “Medical Expenses”

Taxpayer may deduct medical expenses incurred on behalf of:
· Taxpayer
· A spouse
· Children, or a spouse’s children
· Spouse’s parent, grandparent, brother, sister, uncle, aunt, niece, or nephew who depends on taxpayer for support
AN individual must satisfy ALL requirements before he can claim the credit e.g. submit receipts. 
Courts have traditionally been very strict in permitting a claim for medical expenses – but since SCC has said must interpret ambiguity in favour of the taxpayer and apply the sprit of the rule – this may change. 
Medical expenses includes payments to doctor, nurse, dentist, hospital - p537 of Krishna for details.


f)  Disability – s.118.3 [p927] - p538 of Krishna.
· A person who has “severe and prolonged impairment” may obtain a tax credit if they are markedly restricted from performing basic activities of daily living and the impairment can be expected to last for longer than 12 months.
· In 2004 the credit was 16% of $6486.

· Can claim this credit if the dependant qualified for the “equivalent to spouse” credit, if the dependant is your or your spouses child or grandchild or is your or your spouses parents, grandparents, brothers, sisters, aunts, uncles, nieces, nephews WHO RESIDE WITH THE TAXPAYER. 
· There is an additional credit of $3500 which may be claimed in respect of a child who has not attained the age of 18 years before the end of the year, but there is a reduction to this extra credit if you claimed lots of child care or attendant expenses. 


g)  Dividend – s.121 [p945]
(a) Tax Integration - p539 of Krishna.
· s.82(1)(b) [p469] ( An individual who receives a dividend is required to include 125% of the dividend in their income (this is known as “grossing up” by 25%).
· Grossing up is intended to reflect the tax paid by the corporation on the dividend transaction.

· Corporate income is potentially vulnerable to double taxation, once at the corporate level and again at the shareholder level. The statute provides partial relief through the dividend tax credit
· An individual who receives a dividend from a Canadian corporation can claim a partial credit against tax payable.
(b) Federal Credit - p540 of Krishna.
· Federal tax dividend tax credit is equal to 2/3 of the value of the gross-up of the dividend i.e. 2/3 of the 25% amount. 
· Eg. An individual who receives a dividend of $800 is taxable on $1000 and may claim a federal dividend tax credit of $133, so dividends are only a bit worse than regular income. 
c) Provincial Credit - p540 of Krishna.
· Since we calculate the provincial tax payable by reference to the basic federal tax payable, which is the amount after application of the federal dividend tax credit, the provinces, in effect, indirectly also allow a dividend tax credit.


h)  Overseas Employment – s.122.3 [p946] - p541 of Krishna.
· Individual who is employed by a specified employer overseas for a period of 6 consecutive months in certain approved activities is eligible for this tax credit.

· Residents are taxable on their worldwide income. This is a system of full tax liability
· An individual employed on an overseas contract may be entitled to a special tax credit – very limited availability but is very generous – aims to make Canadians competitive on international bid contracts. 
·  “Specified employer” is generally an employer resident in Canada.
· X = lesser of $80 000 and overseas income. Credit = (X/total income) x  tax payable.


i)  Charitable – s.118.1

· The tax system provides financial incentives for taxpayer’s, particularly high income taxpayer’s who contribute to charitable, philanthropic, and public service organizations. 

· An individual can claim a tax credit for a charitable donation( strictly controlled

· The credits are 16% on the first $200 of gifts and 29% on any excess to a maximum of 75% of net income in the year.

· Corporations are entitled to a deduction for its charitable donations
· Gifts to charitable and certain other organizations are deductible by a corporation up to an annual maximum of 75% of its income for the year

· Donations in excess of 75% of net income may be carried forward for five years and, in any of those years, deducted to the extent that they were not deducted in a previous year.


· Two crucial criteria:

· Does the contribution constitute a gift (no consideration)?

· Was the gift to a registered charity or other public service organization?



j)  CPP/EI – s.118.7


k)  Foreign – s.126

· Both individuals and corporations get credits for foreign taxes paid – so also see foreign section for corporations below.

· In general, Canadian people are subject to full tax liability on their world-wide income, but a resident taxpayer may claim credit against Canadian tax for taxes paid overseas

·  foreign tax credit rules deal with three circumstances:

(i) Foreign taxes paid by a resident on non-business overseas income.
This is non-business in the sense of being from employment.

Resident tax payer may deduct from “tax otherwise payable” an amount equal to the “non-business income taxes” (see s. 126(7)) paid to a foreign jurisdiction but it cannot exceed the tax on that income that would have been payable in Canada. 

The credit is only available for foreign taxes actually paid for that year.

The credit only applies to foreign employment income tax – not tax paid on income on shares


There is no carry over for non business income tax to other years. 



(ii)
 Foreign taxes paid by a resident on overseas business income


Tax credit for income of taxpayer from any business carried on by them in a foreign country i.e. if have branch operations in another country.



Tax credit from business income tax must be calculated separately for each overseas country.






Can carry credit forward for 7 years and backward for 3 years.






(iii)
 Taxes paid by non-residents in respect of certain capital gains (s. 128.1(4))


If resident gives up residency in Canada and who is still trying to sell property in Canadian and who defers the “departure tax” on selling that property may claim a credit against Canadian tax for any non-business income tax paid to a foreign country when they actually dispose of the property.
· Employees of international organizations are USUALLY exempt from income tax levied by the country in which they are stationed.  Some international agencies (United Nations) impose a levy upon employees to defray the expenses of the organization (there are deductions for this in Canada)



j)  Political – s.127 - p554 of Krishna.
· Both individuals and corporations get credit for political contributions.

· Tax credits are given for contribution to a political party to encourage political activism.
· Maximum credit is $500.


m)  Investment (Scientific Research and Experimental Development) – s.127.5 - p555 of Krishna.
· Both individuals and corporations get credit for R&D.

· An investment tax credit is available for most current and capital expenditures on account of research and development carried on in Canada.
· The purpose of this credit is to stimulate investment in certain types of activities and in certain regions of the country.
· Generally, the credit is available to a taxpayer in respect of acquisitions of depreciable property used by the taxpayer in Canada for purposes listed p555 Krishna. 
· The amount of the credit depends upon the type of investment made by the taxpayer, the region in which the investment is made, whether the property is “available for use” and, possibly the taxpayer’s status

· The investment tax credit is deductible against taxes otherwise payable.  Unused credits may be carried back three years and carried forward for 10 years. s.127(9)

5.2  Types of Corporate Credits

· Entitled to different types of credits than individuals


a) Provincial – s.124 [p962] - p543 of Krishna.
· s.124(1) [p962] - A corporation may deduct a tax credit of 10% of its taxable income earned in a province. This means that for income which was earned in a specific province the federal tax rate is 28% instead of 38% - this is done to allow the provincial governments to apply some tax. 
· Note that a province may have tax > 10% so the total tax burden may be > 38%.

· Calculation involves four steps:





(i) Determine whether corp has a “permanent establishment” in one or more provinces


(ii) Allocate the taxable income of the corp to the various provinces in accordance with the prescribed formula


(iii) Calculate the provincial tax abatement (i.e. reduction to income for federal tax) as 10% of the amount of “taxable income earned” in the province





(iv) Deduct the provincial tax abatement from the co.’s “tax otherwise payable”

· Note: “tax otherwise payable” is not a defined term in the ITA and should be read as the tax that is payable after all permissible credits.
· “Permanent Establishment” is a fixed place of business of a corporation. A fixed place of business includes an office, branch, mine, oil well, farm, timberland, factory, workshop, warehouse.
· Where a corp has only one permanent establishment, we allocate its entire taxable income to the province in which it has that permanent establishment; and 
· Where the corporation has a permanent establishment in more than one province, we allocate its taxable income on the basis of a formula considering where revenue is earned and expenses made – p545 Krishna. 
· Deductions only apply to income earned in provinces – no such deductions for income earned overseas. 
· When all income earned in different provinces then will make little difference – deduction will be 10% of total income – but will be relevant if some income came from provinces but other came from overseas – see example - p546 of Krishna.


b) Small business – s.125 - p546 of Krishna.
· A Canadian Controlled Private Co. (CCPC) is entitled to a credit of 16% of the 1st $200,000 of its “active business income”

· The combination of the provincial tax credit and the CCPC tax credit leave t.he normal CCPC to pay federal tax at a rate of 13.12% on the first $200,000 of business income – p547 Krishna


c)  Manufacturing and Processing Credits – s.125.1 - p547 of Krishna.
· Available to co.’s that carry on active business in Canadian and derive gross revenue from the sale of goods manufactured and processed in Canada = 7% of manufacturing and processing profits that do not qualify for the small business deduction. 

· “manufacturing and processing” have a definition, must ask if are doing M&P?
· The purpose is to make Canada competitive with other countries that offer similar incentives.
· To qualify you must be a corp liable to tax under part 1, operate in Canada, and have 10% income from M&P – but see list of excluded activities - p548-549 of Krishna. 
· Formula:
MP = ABI x (MC + ML) / (C+L)

MP = Canadian manufacturing and processing profits

ABI = Adjusted business income

MC = Cost of manufacturing and processing capital

C = Cost of capital

ML = Cost of manufacturing and processing labour

L = Cost of labour
· Some co.’s may qualify for status as “small manufacturers” in which case their manufacturing and processing profit is equal to their “adjusted business income” regardless of what proportion of their work is M&P.
· Requirements to be a small manufacturer - p549 of Krishna. If you are a small manufacturer then you do not need to worry about what proportion of your business was M&P. But I am not sure how this helps, because why would you want to use the 7% credit for M&P on the first 200 000 when you could use the 16% small business deduction on that same amount. Maybe there are situations in which it applies but the small business deduction would not e.g. maybe small manufacturers do not have to be CCPC’s ???


d) Foreign – s. 126 - p550 of Krishna.
· Can claim credits for tax paid at source overseas. 
· s.126(4) [p989] - If the foreign gov taxes you with a special tax because they know Canada will give you a credit – then Canada says that they will actually not give you a credit – because Canada does not want to be funding other governments – so rather discourage business from working in jurisdictions that have taxes such as those.
· Credit will not exceed amount that would have paid on that income if it had been earned in Canada. 
· Treat non-business tax, business tax, capital gains tax differently when calculating credits.

· If paid non-business tax in a foreign jurisdiction, then must claim your credit in the same year – cannot get credit for foreign non-business tax paid in another year. 
· For business tax – if amount paid in foreign J exceeds credit you can claim, then you can carry that excess 3 years back and 7 forward - s.126(2)(a). But in each year you must claim the foreign tax paid in that year before can apply unused credits.  So if you always pay more foreign business tax than you can claim credits for, then you will eventually lose the credits. s.126(2.3)
· s.126(3) – if work for overseas organisation like UNO, and they tax you – then you can claim credit - p554 of Krishna.
e) Investment (Scientific Research and Experimental Development) –s.127.5
· These are the same credits as described above in (m) above for individuals.


f)  Logging – s.127

· Allows for a tax credit for “logging taxes” paid by a taxpayer to a province in respect of logging operation.

5.3  Credits or Deductions? - p492 of Krishna.
· A tax deduction is a deduction from income in computing taxable income (savings measured by multiplying the deduction by the taxpayers marginal tax rate)

· Thus the higher the marginal tax rate, the move valuable the deduction and the greater loss of revenue to the public treasury

· A tax credit also provides a tax savings but it is constant regardless of the taxpayer’s marginal tax rate.  If tax credit is $500, then taxes payable are reduced by $500.  If you do not have to pay tax and have a tax credit, it is worthless to you.

· Tax credits have a more equal distributive impact and tend to be used to accommodate personal circumstances that might affect a taxpayers ability to pay tax.  By subtracting the amount of the tax credit from the taxes payable, everyone gets the same tax savings regardless of their income level.
· Deduction has the effect of reducing income, which indirectly reduces the amount payable, whereas a tax credit directly reduces the amount of tax payable without reducing income.
· Therefore a dollar of tax credit is worth more to a taxpayer than a dollar deduction.  A deduction is only worth its face value multiplied by the taxpayer’s marginal rate of tax.  The value of a deduction increases as the marginal rate rises. The value of a tax credit remains constant through all marginal tax rates. Assuming you will have tax payable - A credit is worth its value, but a deduction is only worth its value multiplied by the taxpayer’s marginal rate of tax.
6.  Role of Provincial Income Tax

· Provincial statutes impose their own income taxes and grant their own tax credits.  The ITA creates formulae within the regulations regarding the allocation of income between provinces when business is being carried on in more than one province. 
· Provincial Income Tax Rules are pretty much the same as the Federal Income Tax Rules

· Individuals first calculate their federal tax payable and then calculate their provincial tax payable to get total tax payable

· People often try to move their income to a province that levies lower tax!

· Federal Tax payable + Provincial Tax Payable = Total Tax Payable!!

· In BC, the highest rate of tax (prov + federal) = 43.7%!!!

· Highest rate in Alberta is only 39%


6.1  Individuals, Fed. Reg. 2600- 2607


6.2  Corporations, Fed Reg. 400- 413

Some general points on tax payable.
· Nobel Prize Question

· Does a Nobel prize winner have to pay tax on the 1M prize? - No
· s.56(1)(n) – covers prizes and scholarships.
· If won prize because of merits of endeavour then non taxable, but if received it in the course of business then will be taxable. 
· Bee Keepers Incentives

· It is in the list of “farming” activities in s.248(1) - “includes” means that the list is not exhaustive and the courts can determine what the word means and whether bee keeping is seen as farming.
· So can get farm benefits.
· Person fired from their job for sexual harassment and they receive an amount from their employer for pain and suffering because he is innocent

· This is severance, which is a retiring allowance s.56(1)(a)(ii)
· Go to definitions, retiring allowance( amount received as part of loss of employment – is pain and suffering part of the loss of employment? 
· CCRA will argue this money is taxable and is a retiring allowance or employment income.  This money came about as a result made in the line of their employment.
· The lawyer will say this money is not a retiring allowance or employment income and it is given for pain and suffering and not taxable income.
· Someone comes to you and says that they won the Super 7 of $20M

· Lottery and gambling winnings are not listed in ITA 
· If there is an amount of income that is not in the ITA, then it is not taxable.
· But annuity lottery prizes are taxable.

· If you win a prize from the university when you are merely an unemployed student, the notes to reg 7700 [p2100] indicate that it is not a prescribed prize exempted by s.56(1)(n)(i) [p287], and it must be added to the scholarships you get when determining the allowable deductions under s.56(3)(b) [p290]. Effect of s.56(3)(b)(ii) is that can include all your scholarships, prizes etc but not the ones from your employer or business or the ones which must be recorded under s.s6(1)(q). Overall effect of s.56(3) is that will be allowed a $3000 credit unless it is for the production of a literary, dramatic, musical or artistic work in which case will be allowed all scholarships and many other expenses under para (c).
Lecture 3
IV.  PRINCIPLES FOR TAX PLANNING

· Practitioners will discover certain concepts relevant in tax planning. Once the tax planning objectives have been determined, certain techniques can be used, subject to the limits learned in part V i.e. the legal constraints must be obeyed. 
· See tax planning article on p146 of supplement.

1.  Objectives of Tax Planning: Tax Deferrals, Tax Savings, Splitting and Shifting - p479 of Krishna.
· Tax payable is the (tax rate x base) – credits. We have 3 options( increase tax credits, decrease the rate, or decrease the base.
· Splitting and shifting are two words for the same thing. 
· People tax plan in order to minimize their taxes payable. 
· People go to tax havens because the tax rate is zero so even they have an income (tax base) the tax payable would still be zero.
2.  Why Does Planning Occur?

To minimize tax payable is the goal – but they are three things which allow tax planning to take place:
· First reason(Canada imposes tax liability on each person as resident in Canada, not as a family group.  If have 113K income as an individual then you will be in the highest tax bracket.  But if you split that same 113K income between two individuals then you will pay less tax overall. Other countries tax the family or other social unit. So family members try to shift income to other family members who would be in a lower tax bracket and therefore pay less tax – if the family unit was taxed this would not be feasible. But under our system you can take advantage of the credits other family members get for being in school, having medical expenses etc. 
· Second reason( The absence of a comprehensive tax base in Canada (every type of income should be subject to tax)( but we don’t have a comprehensive tax base.  So if you can shift your income into untaxed categories then you will be saving tax.
· Third reason( Because we have a complex tax system, we have ambiguities and when you have complex laws that lead to opportunities (loopholes). It is impossible to have legislation which covers every possibility – dodgers are more ingenious than those doing the policing. The words of the statute create the opportunity.
· Fourth reason ( Income tax act is not only geared towards raising money, but encourages certain types of behaviour and gives tax breaks for people in certain positions – tax planning involves taking advantages of these policy decisions. 
· Employer says, I can pay you your check Dec 31 or Jan 1 (assume you will be subject to the same tax rate every year)… which option do you want?
· Payment on Jan 1 will give you time to find creative ways to reduce the tax


-you may have been able to carry forward tax credits




-you don’t have to pay the tax bill until April of the following year 



-If you can postpone the payment of taxes without interest is like an interest free
loan from the gov’t 

3.  Techniques for tax planning?


3.1  Tax Base Planning

· Reduce income base (income, capital gains, etc) – If you get your tax base to zero then you will pay no tax (but would also have no money!)
· The ITA creates a bias in favour of certain types of receipts or losses which leads planners to convert income into capital gains or income from one source into income from another 
· For example income from a property may turn into “income from an active business” which would reduce the rate of taxation on that specific income.
· You can reduce your tax base by directing income to your spouse, or even an outside family member, but that does not work because then the money will be taken away from the family – So rather hire your spouse to be the receptionist in your business.
· If you have worldwide income but are a resident, then your worldwide income is taxed, but if you are non resident then your worldwide income is not taxed.  So become a non resident if you have worldwide income. 
· Acquire things that are not taxed or that are preferentially taxed. The sale of your principal residence is not taxable so this is a preferential type of receipt.
· If you can move money from one taxation year to the next, this is considered tax planning.
· E.g. people get fired from job, tell employer not to pay severance package until next taxation year
· A baseball player who gets 1M bonus but he tells boss not to pay till 2006, Why?
· Endorsement deal ends in 2005 and will have no income for 2006 otherwise
· Taxes are expected to go down in 2006
· Concern is that the person who has to pay you does not have the money at the future time

3.2  Tax Rate Planning

· Move to a place where the rate is lower
· Shift income to another person
· When dealing with a significant other, you could:
· Make your spouse your employee/er
· E.g. you have a general store and you pay your children to work in the store.  By paying the wage to your child, you move the money from my pocket to child’s pocket and moved it to a lower rate of taxation in your children’s hands
· Give money to the other person
· Loan the money to the other person
· Interest gained on the money is taxed in the given persons name.
· In a joint account situation, you are joint tenants and therefore equally entitled and liable for the activity of the account (interest gained is split between you and other person equally unless other agreement between account holders)
· What happens when you sell something to someone for X and they resell it for more?  You are trying to take advantage of the difference in marginal tax rates 
· E.g. let’s say that you are running a grocery store and you have 4 kids.  You ask them to stock the shelves and you in turn pay them 40K each.  This is good in the way of income splitting but you have to pay according to market prices for the same labour… CCRA would look to wages paid before the kids worked there to arms length parties for the same job.

3.3  Tax Credit Planning

· Maximizing access to your tax credits( do not waste tax credits
· TPs will try to share tax credits or even sell them to unrelated parties.
· The cash value of a tax credit also encourages taxpayers to maximize their entitlement to them


3.4  Tax Payment Planning

· Tax deferral is tax planning
· Tax returns are due on 30 April.  But you should try and defer the year in which payment becomes due.
· If you can delay paying tax long enough, as a result of the time value of money, you will have earned sufficient interest that it would be like not having to pay the tax at all.  But it is the differential rate between the interest you get on your alternative investment and the interest you get charged on by the tax department which is critical. The gov has woken up to the fact that people delayed paying because they could better invest their money and were therefore effectively taking a loan from the government to fund their investments.  So now the interest rates are very high.  There are also penalties if you miss your interim payment dates.
· You can apply to keep all your wages (invest them now) and then pay in one amount at the end of the year – but this must be approved by special application – you must have good reason for wanting to do this. Your employer may not go for it if they are afraid of being held liable at the end of the year when you do not pay. 
· Some people even overpay their tax because the interest rate they get on their refund is greater than they would get if they had that money in the bank. But now the gov has rules which say that you will not receive interest for first 120 days if you make an overpayment. 
· Do not pay your tax late – it is compounded DAILY at a high rate of interest. 

3.5  Tax Unit Planning 

· Have both spouses claim the capital gains exemption
· Shifting and splitting of income, expenditures, tax credits as a economic unit (family)
4.  Importance of the Time Value of Money

· Money has a “time value” that depends upon when it is received or dispersed (present and future value)
· “Interest” is the rental cost of borrowing money
· The purpose of determining future and present values is to measure money in comparable terms across time periods by translating future dollars into economically equivalent current dollars and vice versa.
· When lending and borrowing, a lender will benefit more from compounding interest as frequently as possible and the borrower will pay more for frequent compounding
· CCRA compounds interest on a daily rate based on the outstanding amount of taxes payable( therefore, it is almost always to the taxpayers advantage to pay the assessment amount and challenge its validity later as court battle could go on for 8-10 years (interest accumulating)

· In addition, since taxes decrease the amount that can be reinvested, it generally pays to delay (defer) the payment of taxes (the longer the better) provided that the CCRA is not levying interest on the outstanding amount at the same time.
· Rule of 72( if you divide 72 by the interest rate of the investment, we will obtain the approximate number of years that it will take a sum of money to double with compound interest which is compounded annually – p37 of Krishna.  Note that if you are being taxed on the investment you must use the effective interest rate taking the tax rate into account.  If the bank gives you 20% but tax rate on that income on investment is 40%, then you are effectively only getting 12%.
· Simple and compound interest explained on page 35 of Krishna.
· If you are taxed on your interest then you will be getting interest on a lesser amount next year i.e. getting taxed on interest reduces the benefits of compound interest –so should try and put your investment in a tax shelter even if you have to pay tax at the same rate on the capital gain at the end of the investment period.  Example 2nd paragraph page 37 – if Nicola pays 40% tax on $25937 she is left with $19562.
· Length of time, risk (stocks v bank), inflation and taxes are all things to consider when making investments.

· Compound interest, present and future value tables are provided on page 40 of Krishna.
V.  TAX AVOIDANCE: LIMITS ON TAX PLANNING: STATUTORY/JUDICIAL

Summary of what prevents tax planning:

1. The law itself (direct and indirect rules).  The government legislates against certain types of tax planning.  General and specific anti avoidance laws

2. Prospect of being penalized for engaging in certain types of activities.  For example, what if you said you have 8 children when in fact you have none.  There are criminal sanctions: fines, jail time.  

3. Prospect that the advisors will be punished.  Historically advisors told clients to do things contrary to the intention of the ITA.  What they advised was not full tax evasion though.  But by hitting the advisors you discourage them from giving this type of marginal advice.  

4. The judicial branch is not supposed to prevent tax planning directly – they are just supposed to interpret the rules as defined by the legislature.  But some courts are more proactive – is a debate over whether court activism is good or bad.
1.  Tax Avoidance, Tax Mitigation and Tax Evasion - p852 of Krishna.
· s.239 - tax evasion section 
· Must plan according to the gov’s rules which have been implemented to stop us from trying  minimize tax bases/rates, etc.

· Tax evasion is the commission of an act knowingly with the intent to deceive so that the tax reported by the tax payer is less than the tax payable under the law.  This may occur through the deliberate omission of revenue, the fraudulent claiming of expenses, or the deliberate withholding of material facts.

· Tax evasion is a mens rea criminal offence( burden to prove BARD by the rules of criminal law.

· Tax avoidance is concerned with the minimization of taxes.   It can either be lawful or unlawful either because of the manner or the motive with which it was executed.
· 2 ways for gov to counter tax avoidance/evasion – specific legislation, general anti-abuse rules – Canada has both.
· Lawful tax planning is the mitigation (reduction) of taxes that would otherwise be payable in the absence of a plan

· When we talk about tax planning, we are talking about the legal type, not sending money to an offshore account

· The tension then is whether or not the taxpayer is engaged in lawful tax avoidance

· If there are rules in the ITA that prohibit conduct, it is not tax planning (tax avoidance), it is tax evasion 

1.1  Will taxpayers Be Permitted to Arrange Their Affairs To Minimize Taxes Payable?

· It is a fundamental principle of tax law that a taxpayer is entitled to arrange his or her affairs to minimize taxes.
· No one owes a public duty to pay more taxes than the law demands: taxes are enforced extractions not voluntary contributions.

· This right is subject the arrangements made by taxpayers must constitute lawful tax mitigation(As taxation by the gov’t increases, so does the need for tax planning.

1.2  What are the Statutory and Judicial Impediments? - p849 of Krishna.
· When you do tax planning, you want to look for rules that prohibit what you are doing and/or rules that permit you to do what you want you want to do( These rules narrow legitimate tax planning.
· There is no rule that forbids double taxation (the imposition of taxes in two jurisdictions on the same taxpayer in respect of the same income), but is inefficient so countries negotiate treaties, but limits to double taxation depend on terms of individual treaties. 
· Tax avoidance falls into two categories( 1) tax mitigation (transactions that achieve the desired result of tax minimization and therefore are effective) and 2) Abusive avoidance ( the line between the two is not always clear
· At the apex of all the anti avoidance measures sits GAAR.  This is a general anti avoidance rule that states that even if you don’t violate the specific anti avoidance rules, you may still be guilty of tax evasion under the general rule.
· GAAR places taxpayers at the mercy of administrative discretion (CCRA not directly accountable to taxpayer’s i.e. not elected)( this rule is the ultimate weapon with which to control tax avoidance.  

· Thus, tax mitigation that is not caught by GAAR is “lawful avoidance” while tax avoidance that is caught by GAAR is considered unlawful.

· When you are in tax court, you are asking a judge to endorse the conduct that you have taken within the ITA.

· Judges are not empowered to impose rules to tax people when the act does not impose one.
· Yet judges have been asked to deny tax results when the legal obligation of the parties do not work

· If the courts find a transaction a sham, ineffective transaction, etc, its allowed to deny the benefits of any shifting or splitting transactions to the participants.
· GAAR is a statute imposed impediment to tax planning, but there are also judicially imposed impediments: Sham transactions, ineffectual transactions, substance over form doctrine, business purpose test – See section 4 below.

1.3  When Does Conduct Go So Far as To Trigger Criminal and Civil Sanctions?  (ITA s. 163.2, 238 and 239)

· In a civil tax dispute, the taxpayer has the burden to prove on BOP that the CCRA assessment is incorrect.  An assessment is presumed to be valid until the taxpayer demonstrates otherwise
· s. 163.2(2) - making a false statement can make you liable.  Advisor has to always be aware that they can fall under this section because they can’t give advice which shows wanton disregard for the law.  Professionals are expected to make enquiries and may be found to be wilfully blind if they choose not to ask obvious questions. 
· See s.163.2(1) for definition of false statement – it includes omissions.
· 163.2(4) also includes “acquiescing”.  An advisor who doesn’t care and just adds up some receipts to reduce tax payable when under pressure from the client, could be liable.  However, under (6) there is a remedy for advisors if they acted in good faith. Advisors are allowed to rely on the information given to them by their clients. Professionals can be held liable and suffer civil sanctions and internal disciplinary measures from their respective professional bodies (accountants and lawyers).  
· More illegal planning outlined in s.239(1)(a-e).
2.  Specific Statutory Rules

The ITA is filled with anti-avoidance rules and ways of ensuring that the raising and collection of revenues is more certain

2.1  Base Broadening Rules (Which Create a More Comprehensive Tax Base)

Government engages in base broadening to make more things fall under income, and therefore be taxed.  But certain things aren’t: damage awards, strike pay, gambling winnings.  Income tax is a statutory creature, so if you can put yourself outside of the wording in the statute, then you will have “planned” (not avoided) effectively.

2.2  Non-Arm’s Length Relationships/Transactions (s.251) - p485 of Krishna.
· Arms length trans (s.251)( there are certain people that you are connected to by blood.  The broad definitions close the possibility of loopholes for tax avoidance (S.252).  Related persons are deemed as people who you can’t deal with at arms length.

· S.251 - Related persons are deemed to not deal at arms length

· You are not related to aunts, uncles, nieces and nephews, as well as cousins and therefore you are deemed to be dealing with them at arms length, but you are not at arms length with children/grandchildren/great-grandchildren and brothers sisters husband wife.s.251(1), (2), (6) [p1619] define this.
· Persons who are at arms length and not otherwise related may be seen as being at arms length.
· “Deemed”( means “is under all circumstances”( courts have held that deeming provisions are not presumptions because presumptions can be proved otherwise

· s.251(1)(c) - if interests are mutual and there is no hard bargaining, people may be deemed as people of non arms length – in these cases existence of arms length is a question of fact.
· The courts have found that this occurs where they are colluding or there is unequal bargaining power.

· E.g. Nephews 14th birthday, you give them money and they put that money in the bank and gain interest.  The next year, a tax slip comes on the account and the only amount in that account was the money you gave them.  Who pays tax?  You as the giver will have to pay tax because the nephew will be deemed to be at non arms length (attribution rules). Nephew is not deemed to be at arms length, but may be as a question of fact.
· Parties are not considered to be dealing at arms length if one person dictates the terms of the bargain on both sides of a transaction.
· S.69(1)(a) [p394] – if pay more than fair market price in a non arms length transaction, you are deemed to have only paid the fair market price - p161 of Krishna.

· S.69(1)(b) – if pay less than fair price in a non arms length transaction – you are deemed to have paid fair market price - p161 of Krishna.

· s.56(4.1) [p291] Income from low cost or interest free loans to anyone in a non-arms length transaction will be considered income of the transferor – does not apply to transferred property (or income from business) – only loaned property, and only if the purpose of the loan was to avoid tax. 
· The word “transfer” has been broadly interpreted – includes any divesture of property from one person to another and includes gifts - p485 bottom of Krishna.

2.3  Anti-Splitting/ Shifting Rules (ITA, ss. 74.1 - 74.5, 251, 69, 56(4.1), 56(2), 246, 15(1)) - p482 of Krishna.
· What happens when you give money to someone in your family and they gain interest on that money?  (s.74.1)

· When dealing with definitions, “means” = all inclusive definition while “includes” suggests that the definition is not exhaustive or all encompassing. Explain this in the stat interpretation question. 
· The splitting/shifting of income into the hands of others will reduce the marginal rate of tax that the total income is subject to.  For example, the tax payable on 200K may be 85K when taxed as a whole but when the husband and wife split this amount to 100K each, then the total tax payable may only be 72K which is a savings of 13K in taxes.  This is due to the progressive nature of our taxation system

· In many cases, the ITA contains specific “attribution” rules that prevent this type of income splitting even though such plans may be perfectly acceptable in regards to commercial and property law.
· S.74.1 deals with transfer or loans – but what do these words mean.  The court has taken a very broad view of transfer – a gift is a transfer. And what is property – p1577 – includes money and shares.

· If you are not a resident of Canada then this section does not apply – maybe you can get around the section that way. Does not apply if you are dead – so those kinds of transfers are OK, attribution will not apply.   You can also get out of this section if you are not transferring/lending property.  So transfer a hotel because the income from a hotel is business income not property income – so give your wife a hotel.  See Notes 74.1 to 74.5 (p423, left column, fine print – explains this business income exception)
· If you give your kid money and he buys shares on the market and makes money when he sells.  Whose profit is it for tax purposes? Well it depends – if they are income earning shares then it will be your income, but if they are growth shares then it will be the kids income - according to the note in s.74.1(2) – page 423 left column fine print. It is a tax planning scheme to invest in growth shares in the name of children under 18 and the children are liable for the tax on money made, you are not.  Perhaps this is to encourage in the investment of children’s education. 
· Income on property will be attributed to the giver, but income on income will not (notes to 74.1-5 p423).
· Strictly speaking you are supposed to keep track of your income, and you and your spouse are supposed to apportion the correct proportions of the income on investment to your respective tax returns. 

· s.74.5(11) [p429] – if you try to use the attribution rules to your advantage to avoid tax, then they will not apply - p488 of Krishna.



Money to Spouse s.74.1(1) [p422]- p484 of Krishna.
· s.74.1(1) [p422] transferor will be taxable on income from property if property transferred to spouse. 

· Gains or losses are also deemed to be those of the transferor s.74.2(1) [p423] 

· First you must look up the definition of spouse – never use a definition of another case or statute – always look in this statute, then the regulations, and then you can look to tax case law as a last resort. But never assume the meaning of anything – and always be on the lookout in the “related provisions sections”.  s.252 gives a meaning of spouse – but this is not useful.  Look in s.248 – spouse is not defined, look up common law partner – there it is on p1556.
· If you give or lend cash to someone who is your spouse or common law partner it is your income and not theirs. Even though you have given them the money, it is said that you retain constructive ownership.  This is called an attribution rule - the ITA attributes the income back to the person who gave the money originally. Note how the section has the words “or who has since become” – this was designed to prevent large transfers on the eve of the wedding for tax purposes.  So we see that the legislation drafts specific rules to prevent specific behaviour.  The attribution rules are just one example.  These words will even catch the money you gave to your first date which they invested (if they since became your common law partner) E.g. You start dating someone in 2004 and you lend them $10 and they invest it in the stock market and get dividends.  Who pays the tax on the dividends in 2005?  Answer( you are taxed as the lender of the money. 
· Canada Pension plan is an exception – you can give your pension money to your spouse without worry of attribution – reg 7800.

· Look at the words of the section and see how you can put yourself outside the section - if they are not your common law partner or spouse, then the attribution would not apply.

· This is a difficult area to police (have they been in a conjugal relationship? )

· Ways around the rule( one spouse is not resident of Canada, one of spouses are dead, are not common law, are not married, or spouses are living separate and apart by reason of a breakdown of their marriage s.74.5(3)(a) [p428]
· Furthermore, these rules apply to property and not to income and losses from a business

s.56(2) [p290] 

· Where a payment is made

1. To a person,

2. At the taxpayers direction, or with the taxpayers concurrence,

3. For the benefit of the taxpayer or the person who the taxpayer wants to benefit,

4. And the payment would ordinarily have been included in the taxpayers income had they received it directly


Then it will be considered an “indirect payment” and will be included in computing the taxpayer’s income to the extent it would have if the payment or transfer had been made to the taxpayer.
· Does not apply to dividends paid by corporations, because 4th req says that the taxpayer would have received it in income if it had not been paid to the actual recipient, but if dividend had not been paid it would still be in the corporation’s retained earnings and the taxpayer would not have received it. However s.56(2) will apply if a shareholder requests their dividend to be paid to another person. 

· Similar rules apply when you transfer the right to receive income from property without transferring the property itself. s.56(4)

· So if a law firm pays your university fees you will have to include that in income – s.56(2) [p290].
S.74.1(2)  Money to kids

· Must first understand the arms length concept – see s.251(1) p1619 – related persons do not deal with each other at arms length – they have non arms length relationship. What does related mean – means related by Blood which includes child parent, siblings, siblings in law and adoption.  s.252(2) covers what a brother and sister etc are.  So you are deemed related to these people and have no choice but to deal with them at non arms length, even if you are totally estranged.  However being at arms length is a question of fact in each case, and you may be at non arms length with a close friend – depending on the relationship.
· Note how relation does not include nieces or nephews, but then s.74.1(2) catches niece or nephew in the group to whom can cannot avoid the attribution rule with. 
· If attribution rule applies, any money is deemed to be the income of the giver.  Therefore, if you transfer money to child under the age of 18 and they invest and receive income in dividend, interest, etc., that income will be yours.

· Ways around this is give $ to children over 18, look at arms length thing, non resident parents.

· Why do the above two rules not apply to non  residents( if they give the money to the kids or spouse and the giver is non resident, the giver was not going to be taxed in the first place, was not Canadian income, so should not be taxed now.  Furthermore taxation at a lower rate is better than no taxation at all from the gov perspective, so tax kids on the interest when the giver is non resident.
S.56(4.1) – Income from interest free load deemed to be that of the lender - p483 of Krishna.
· This is an attribution rule for those people over the age of 18 and who are not at arms length from the lender.
· If you give money to a child that is 18 or more then this section does not apply, but s.74.1(2) may.
· If you loan money to a child that is 18 or more, then this section could apply

· There was no REASONS test in the other sections we have looked at( but here CCRA have to be able to demonstrate that the reason or purpose of the loan was to avoid taxes.
· Therefore, if parents emailed child and said that we should take the money as a loan because I don’t want to pay tax, if CCRA got a copy of this email, they could satisfy the REASONS test.
· In order to avoid fruitless situations where the taxpayer will win every time, the REASONS test is objective( this allows those transactions that are reasonably designed to be carried on while those which are apparently designed to avoid tax will be caught.
· This rule is far broader than the ones above( this rule only applies to loaned property

· The attribution rules do not apply to loans at “commercial” rates of interest if the borrower pays the interest no later than 30 days after the end of the taxation year i.e. rate and time of payment must be commercial like.

        Attribution Interpretation Rules - p486 of Krishna has section references for each of these rules.
1. Attribution applies to income and losses from property, and not to income and losses from a business

2. Attribution rules do not generally apply to sales at fair market value if the purchaser pays the vendor for the property

3. The attribution rules apply to loans unless the loans bear a commercial rate of interest

4. Transfers and loans to persons under 18 will be subject to income attribution rules until person is 18

5. Attribution rules do not apply to a parent (or other transferor) on amounts that the Act taxes as split income in the hands of a minor child

6. The liability for tax from the application of the attribution rules is joint and several

7. In regards to spouses, the rules only apply when they are married AND living together

8. No attribution of capital gains and losses following divorce or separation if the parties file a joint election that precludes attribution.

2.4  Restrictions on Use of Tax Credits/Losses Within Associated/Affiliated Groups


2.5  Extended Reporting Obligations (Regulations, Part I and II)


2.6  Extended Collection Remedies

· A taxpayer must pay the full amount of assessed taxes, including any interest or penalties, immediately whether or not the taxpayer is planning to file a Notice of Objection.
· Minister may accept security for payment of taxes or any other amount payable under the act

· The Minister can demand payment of taxes EVEN BEFORE THEY ARE DUE if it is suspected that the taxpayer is about to leave Canada
· After the demand notice has been served, the minister can seize the taxpayers goods and chattels 

· The minister may not commence collection procedures until 90 days after the assessment is issued.
· If the taxpayer fails to pay his taxes that are due, the minister will have debt registered in Federal Court and then used as a judgment
· Judgment will allow garnishment of third party debts owed to the taxpayer, or seize taxpayers goods and chattels.
· If the taxpayer files a Notice of Objection or a Notice of Appeal, the minister cannot try and collect until judgment has been pronounced

· Collection in jeopardy( the minister may collect an account immediately where there are reasonable grounds to believe that a delay would jeopardize collection (Minister must prove on a BOP that taxpayer will dissipate his property if collection is delayed because of the appeal process).

2.7  Penalties (IT Ass.163(2))

· s.162-163 provide civil penalties for failing to file income tax returns, failing to provide prescribed information and making false statements or omissions.
· In addition to civil penalties, s.238 and 239 of CC provide penalties on conviction of a criminal offence under the act.
· In addition to everything else in the ITA, there is a crime of tax evasion. For a summary offence, the fine can be from 50%-200% of the amount of tax sought to be evaded and 2 years imprisonment. For an indictable offence, the fine can be from 100%-200% and 5 years

· Tax evasion is a criminal offence and therefore must have mens rea. May also have aiding and abetting charges which may be harmful to lawyers representing evaders.
3. The General Anti-Avoidance Rule (GAAR) (ITA, s.245) (Part 16) - p858 of Krishna.

There are 3 difficulties with the specific anti avoidance rules:

1. Specific rules targeted at specific transactions close the barn door only after the horses have bolted

2. Specific provisions add to the complexity of the statue by trying to counter every conceivable avoidance move by the taxpayer
3. The tax avoidance industry is far more productive (intellect and efficiency) than tax collectors and policy advisors and the CCRA wants a more powerful weapon to equalize the battle against aggressive tax lawyers and accountants

· Duke v Westminster – gardener wanted to avoid tax.  Duke’s advisor paid him by way of an annuity and so did not have to pay tax in the UK. The Westminster case said you can order your affairs the way you want in order to minimize your tax.  The SCC has adopted this philosophy when examining ITA provisions.  So in 1988 the government enacted GAAR (following a tax reform commission’s advice) as a means to temper the application of the Westminster case.  How effective has this rule been in tempering tax planning?  There have been few prosecutions under GAAR in the courts so far.  
· Particularization in the statute breeds more not less tax avoidance, so solution is GAAR. 
· In Stubart the SCC did away with the theory that tax saving behaviour should be motivated by a business purpose [business purpose test], but then GAAR was introduced which requires a business purpose in certain circumstances. 

· But GAAR just requires a bona fide non tax purpose, does not have to be a “business” purpose, e.g. can move family assets offshore to protect them and will not violate GAAR even if are tax benefits - p868 of Krishna.
· s.245(1): Definitions

· s.245(2): where a transaction is an “avoidance transaction”, the tax consequences to a person shall be “redetermined” as reasonable in the circumstances in order to deny a tax benefit that, but for this section would normally result. So if you thought you had avoided a rule, this one might catch you.  The “reasonable in the circumstances” (?OF) part is what gives the minister a lot of discretion and makes GAAR so powerful. Burden on minister to show that re-assessment is reasonable - p869 of Krishna, but BOP is on taxpayer to show on BOP that primary reason was non tax related.
· s.245(3): “avoidance transaction” means any transaction (whether isolated or just one in a series) that results in a “tax benefit” (any reduction, avoidance or deferral of tax or any increase in refund – see s.245(1) for definition), unless the transaction may be reasonably considered  to be primarily for bona fide purposes other than to obtain the tax benefit  (therefore, tax savings should be ancillary in the overall plan, but such savings can exist and be substantial)( in order for a transaction not be considered an “avoidance transactions,” it must be supported by substantial reasons other than the tax benefits or savings that result from the transaction.  “Transaction” includes an arrangement or event.
· Litigation involving GAAR deals with the motivations for transactions. BOP is on the taxpayer to prove that the transactions were undertaken for non benefit tax reasons because they are the ones who have access to the facts – so this is a practical administrative issue. You should think about how you are going to defend you tax plan!
· Generally only applied to amounts > $500 000, but can be applied to any amount. GAAR is not administered by the district tax offices but by a central office in Ottawa. 
· Not an avoidance transaction if undertaken primarily for bona fide purposes other than obtaining the tax benefit.  Primary purpose is determined in an objective manner without the application of hindsight.
· GAAR does not override the specific provisions of the act. 
· The two main defences: That was not an avoidance transaction, and application of s.245(4).

· The problem with the GAAR is that is has taken the certainty out of tax planning, b/c a taxpayer does not know how close to the line they can go.

· Exception:  s.245 provides ways to get around the GAAR by showing that a transaction:

(a) has bona fide purposes other than to get a tax benefit (s. 245(3)); or
(b) that it is not a misuse of the specific provisions of the Act and that it is not an abuse of the provisions of the Act, other than the specific provision under consideration, read as a whole.


So even if words of specific section suggest that transaction is in the spirit of the section, the minister can argue that the spirit of the Act as a whole has been violated. More power for minister. But the clear words of the statute must be followed – so there is balancing to be done by the adjudicator. 
· If a step transaction is undertaken, each step in such a series must be carried out primarily for a bona fide non tax purpose otherwise the CCRA can ignore the step and recalculate the tax payable under the GAAR. s.245(3)(b) and s.248(10).
· Immunity from GAAR( GAAR does not apply to a tax driven transaction if the transaction does not result in a “misuse” of the Act or an “abuse of the Act reads as a whole” (this is the most significant limitation of the rule!)

· Abuse of the act( where a taxpayer carries out a transaction PRIMARILY in order to obtain a tax benefit that is not intended by such provisions and by the Act read as a whole. Does the transaction defeat the “object and purpose” of the act?

· Misuse of a Provision( An avoidance transaction that offends the underlying purpose of a specific rule is a misuse of the rule that attracts GAAR.  

· Whether the transaction offends the “object and spirit” of the specific provision?  (remember- a taxpayer can use a provision to mitigate taxes (Westminster principle) if she does not offend its purpose!

· In the event that a transaction is tax motivated, the taxpayer must establish that the transaction does not offend the object and sprit of the specific provisions used in its implementation AND that it does not offend the object 
and sprit of the provisions of the ITA read as a whole

· Any amount of tax savings is sufficient to trigger the GAAR rule but as a matter of practice, due to limited resources, the CCRA only applies the rule to transactions with tax savings over $500K
· GAAR catches misuse and abuse ( misuse is when the spirit of a specific section is violated, abuse is when the specific section is complied with, but the spirit of the act as a whole is violated. There was a general statement by the minister that transactions which were deemed acceptable before GAAR will not now be deemed an abuse of the act - p877 of Krishna.
· Assume a transaction reduces tax e.g. Registered Retirement Savings Plan (RRSP) – you get to reduce your tax by contributing to the plan. Gov wants people to self fund for retirement. S.146 describes this. Is the creation of a RRSP an avoidance transaction. Assume it is proved that you intended to collapse the RRSP in a few years and never intended to use the money for requirement. But s.245(4) allows one to get around GAAR.  If there is no violation of clear policy, then the will be acceptable under GAAR. 
· Can also contribute to your spouses RRSP which is income splitting and tax deferral and this is within the statutory scheme and therefore will not violate GAAR.

· SCC will soon hear its first cases on the GAAR. Is an argument that GAAR violates the charter, that it creates too much uncertainty and that it delegates authority to judges to tax people. 

· GAAR is administered largely by CCRA – they move their policy driven decision behind closed doors, places taxpayers at mercy of administrative discretion. Grey line between acceptable tax mitigation and unacceptable tax avoidance – What are the limits of GAAR ???- p847-8 of Krishna.
· Motive of the taxpayer determines whether a transaction constitutes an “avoidance transaction” under GAAR

· If a transaction is found to violate GAAR, you will be denied the tax benefit that you are seeking and CCRA can substitute an alternative tax cost

· “Tax benefit”= a reduction, avoidance,  or deferral of tax or other amount payable under this Act, or an increase in a refund of tax or other amount under this act

· How do taxpayer’s win?  We could say that the rule is unconstitutional, show that it is not a bad (avoidance) transaction, and s.245(4) (if you have a bad transaction, you can still avoid GAAR as long as it can be seen objectively that you have not misused the provision or abused the statute)
GAAR analysis is a six step process – apply this in exam question:

1. a factual finding whether the taxpayer engaged in a transaction or series of transactions (s.245(3))
2. A factual finding that the taxpayer derived a “tax benefit” from the transaction or series of transactions through a reduction, avoidance, or deferral of tax

3. A factual finding whether the taxpayer arranged the transaction that gave rise to the benefit PRIMARILY for tax or non tax purposes

4. If the taxpayer derived a tax benefit from a transaction arranged primarily for tax purposes, an analysis whether the transaction misused any provision of the act (Question of law).
5. GAAR applies if the transaction misuses a provision of the act (Question of law).
6. If the taxpayer did not misuse the Act, he must also show that the transaction did not “abuse” the provisions of the Act read as a whole. (Question of law).
· Burden is on the taxpayer to prove bona fide purpose for the transaction other than to obtain the tax benefit  
· Is there a misuse of provisions of the ITA in such a transaction? You must show a clear and unambiguous policy( for example, if 74.1 punishes the taxpayer for gifting money to a child under 18, and this section does not state that such a punishment exists for those who give to children over 18, then if parliament wanted to punish over 18, they would have to have included that.  Because they did not include children of all ages, you are not misusing the provisions of the ITA if you give to children over 18.
· There may be many reasons for a particular transaction – but what is the PRIMARY purpose?

· Therefore, if a taxpayer selects a transaction that minimizes his tax liability and this transaction is not carried out PRIMARILY to obtain a tax benefit, he should not be taxed as if he had engaged in other transactions that would have resulted in higher taxes (CCRA can’t re-characterize transaction for purpose of determining it is an avoidance transaction)

· In terms of evidence of purpose, if there is no external evidence, the taxpayer’s credibility may be the only basis for the explanation of the transaction, but even uncorroborated credible testimony may be enough to prove tax avoidance was not the primary intention. 
· GAAR only applies if the transaction or arrangement clearly offends the underlying policy of the statute.  In determining the policy of the statute, one must look at both the language of the provision and the extrinsic evidence.  (Absent cogent evidence, in the face of clear and unambiguous statutory language, one must apply the statute as it is written by the legislature.

· Where there is a conflict between specifically legislated and general provisions, taxpayers are entitled to the benefit of specific provisions.
· If the minister re characterizes the tax consequences of an abusive avoidance transaction, the minister must be reasonable and he carries the burden to show that it is so.

· Appeal( A taxpayer has the right to dispute, through ordinary notice of objection and appeal procedures, not only a Ministerial determination that a transaction is an avoidance transaction, but also the reasonable determination of the appropriate tax consequences

· Merely because a taxpayer could have rearranged his affairs to achieve an equivalent result at a higher tax cost does not mean that the transaction is per se an avoidance transaction.
· S.245(3) does not allow the minister to re-characterize a transaction as an avoidance transaction, it must be decided that the transaction was an avoidance transaction, and then the effect is redetermined. This is a chicken and egg thing and Krishna mentions it (p886-7) to emphasize that you can create transactions to minimize tax, but the minister may redetermine the effect of the transaction using GAAR.  

In class example: If you give money to your child who is over 18 and child invests money in interest bearing asset, is it tax avoidance by the parent (does GAAR apply)?  There is a memo on the computer that states that parent hates paying taxes and this is the proof for the CCRA (s.74.1 does not apply because the kid is over 18)

· You could argue that the transaction was made primarily for a non tax purpose (education) and just because some (substantial) tax benefits resulted from the transaction, they were only ancillary to the main purpose of the transaction; or, 

· Because it may reasonably be regarded as not being an abuse of the provisions of the act when the act is read as a whole, and GAAR does not apply to any transaction that does not misuse or abuse the act, this transaction should be seen as a valid transaction exempt from GAAR
· As for the email, can dispose of the letter by stating that people by nature inherently hate paying taxes.  The email was only an expression of what the majority of Canadians feel about paying taxes.  Though the transaction that was undertaken may have some tax benefits, they are only ancillary to the true purpose of the parents transfer of money to his child and therefore not subject to GAAR
· Just because you consult a tax professional does not mean that the primary purpose was to obtain a tax benefit, but if the parent was to go to the tax planner and say, “what is this years tax savings scheme?”  This would be seen as consulting for the primary reason of a tax benefit and therefore an avoidance transaction and therefore subject to GAAR.
· If someone knew nothing about tax, and gave kid $10000 for school( is he subject to GAAR?  Not likely, as if 
the parents know nothing about tax then it is difficult to prove that they did so in order to avoid tax or for primarily a tax benefit!
· Example - p874 of Krishna – sell property to get CL to offset CG, then repurchase identical property in 31 days and avoid the 30 day rule in s.40(2)(g)(i), this will not be caught by GAAR because of the specific wording of the section, even though is contrary to the intention/philosophy of the section. Other examples given - p875-876 of Krishna. But the lessen is that if the act is specific about what you can do then you will not violate GAAR for doing it or intentionally not doing it. 
4.  The Role of the Judiciary- SM

· When you do things that fall into s.239 (tax evasion(BOP is on the Gov’t due to penal consequences
· The SCC stated that taxpayer can arrange their affairs anyway that minimizes their taxes if the transactions do not run afoul of the ITA.  Echoes House of Lords case,  Duke of Westminster 
· Judges interpret the words in the ITA but will be asked to deny tax consequences based on a number of principles.
· Motive used to be considered irrelevant - p853 of Krishna, but now is important, especially under GAAR.
The following are 4 judicial doctrines hover over all tax planning and warrant close attention:


4.1  Sham - p853 of Krishna.
· An arrangement(through acts or documents) that does not, in fact, create the legal rights and obligations that it purports to create is a “sham” and may be ignored for the purposes of determining its tax consequences (deceit)( create a false appearance of the true relationship
· A finding of a sham requires an element of deceit or the intention to create a false impression in the eyes of a third party.  Sham is a fake transaction to conceal the real legal relations between the parties. 
· The parties have deliberately set out to misrepresent the actual state of affairs.


· A sham requires an intention that the rights and obligations created by the documentary evidence be different from the actual rights and obligations contemplated by the parties. So set up relations on paper when in fact you agree to operate according to a different relationship.
· Example( income may not be shifted to an offshore corporation if there is no intention that the corporation carry out any bona fide services and if all the services purported to carried out by the corporation are in fact carried out by residents of Canada. 
· The case law is confusing because sometimes they use the sham principle to outlaw generally bad behaviour which they cannot pin down with other doctrines or laws.
· If you say it is a partnership but the members to not treat each other as partners should, then it will be a sham.  The definition of partnership comes from the common law long before the ITA – partners are supposed to work together and split the profit of a joint venture. (p87 of Krishna discusses partnerships)
· Absent a specific provision of the ITA to the contrary or a finding that they are a sham, the tax payer’s legal relationships must be respected. Where the provision is clear and unambiguous, its terms must be simply applied – top p62 of Krishna.

4.2  Ineffective Transaction - p856 of Krishna.
· Transactions for minimizing taxes must, to be effective, be completely and fully implemented according to relevant tax law.  Thus tax mitigation arrangements should be bona fide and properly executed (they must be real!) – “cosmetic” transactions which do not actually do what they purport to do will be ineffective. 
· The label given to a transaction is not what defines it, the nature of the transaction defines it. 

· You can re-arrange fairs in a way to avoid tax even if other re-arrangement methods may have resulted in more tax being payable. 
· If didn’t cross the t’s and dot the i’s, then the transaction will be ineffective. 
· If the legal rights and obligations that the tax payer is claiming to exist, don’t exist, it will be ineffective.
· Judges have been asked to strike down transactions because they are a sham or are ineffective.  In cases where all the steps the taxpayer had to take were not taken, the tax payer loses the case.  You as a lawyer have to perfect the legal rights and obligations otherwise the taxpayer has not achieved successful tax avoidance.
· E.g.( if a trust has not been validly created, the beneficiaries cannot split the income or gains realized on the disposition of a property registered in the name of one person.
· E.g.( when taxpayers claim to be in a partnership but are not actually in such a partnership.  They must legally perfect their legal relations as partners to take advantage of such tax avoidance techniques.
· The SCC said that tax planning is all about legal relationships.

· The gov (the opponents in the litigation) will not only look to see if you are in compliance with the rules, but they will also look to see if the claimed legal relationships are in place.  So in an exam you must always FIRST look at the legal relationships and then only ask if the rules of the ITA have been followed.  The ITA is declaratory – it declares the tax consequences of certain legal relationships – if the legal relationships are not valid then the rules, and the exceptions, are not valid. So in exam ask – was it really a sale, loan, transfer, partnership, company etc – even if you do not know the test for what is a company – say that this should be investigated before advising the client. 
· Only look at the specific and general avoidance rules once you are satisfied that the assumed legal relationships do actually exist – this is CRITICAL.

· The court will not interfere with valid legal relationships, and will apply the rules of the ITA strictly to the legal relationships which have been found to exist. 

4.3  Step Transactions

· Where the gov’t claims that taxpayer entered into a number of steps in order to transfer goods to someone instead of directly in order to save taxes.
· A series of transactions constitutes a “series” when its individual components are linked together through firm arrangements or understandings that each component will be completed( in other words, it is “well understood” by parties that the entire sequence will be carried to completion.

· The addition of steps to plans that have no commercial purpose apart from the avoidance of a liability to tax which in the absence of those particular steps would have been payable is an indicator of a step transaction, but is not conclusive. Whether a sequence of transactions constitutes a “series” of independent transaction requires an analysis of the taxpayer’s intentions.  The court will look at:

· The purpose of the transaction, and;

· The manner in which the taxpayer structures them

· GAAR applies to avoidance transactions, whether undertaken individually or as a part of a series. GAAR can look at a series of transactions, decide they offend the spirit of the Act and determine the tax consequences ignoring certain offensive steps. 
· Courts have tended to respect the integrity of tax motivated steps within a series of transactions as long as they were effected correctly (Kroft)

· Stepped transactions do not overrule the Westminster principle( The “no step transactions” rule merely limits the Westminster to genuine cases of tax mitigation.
· A sequence of transactions is only a “series” if the component transactions have an independent existence. 
· Therefore, for a step transaction to exist, there must be:

1. a preordained (no need for contractual arrangement,  just a plan is required) series of transactions or one single composite transaction (this transaction may or may not include the achievement of a legitimate commercial end); and

2. there must be steps inserted which have no commercial PURPOSE apart from the avoidance of tax liability, (not “no business effect”)

3. If the above two ingredients exist, the inserted steps are disregarded for tax purposes… the court will then look at the end results.



4. Preordained (“determined beforehand”) means at least “an orchestrated sequence with a degree of certainty and control over the end result at the time that the intermediate steps are taken”.  Thus a series of transactions is preordained, so as to constitute a single composite transaction, if there is a practical certainty when the first transaction takes place that the subsequent transactions will also take place

· Example( in a sale from A to B and from B to C, at the time that A sells to B, C is identified as a prospective purchaser and all the main terms of the sale are agreed to in principle.


4.4 Substance Over Form (Economic Reality) - p857 of Krishna.
· Is a vague and uncertain doctrine that suggests that the “substance” of a transaction is what prevails / matters over and above the form of the transaction (i.e. even if the transaction conforms with the ITA, if there was some mala fides, then the substance over form doctrine may take effect).
· Tax consequences follow the legal relationships.
· A 99 year lease is economically the same as a sale.  But it is not legally a sale

· The doctrine of substance over form is often used to attack tax plans that the CCRA sees as “offensive” in some vague and unarticulated sense, but that are otherwise technical compliance with the ITA.  Used in this manner, the doctrine becomes a camouflage for applying a motive test to tax mitigation arrangements.
VI.  LIMITS IN TAX PRACTICE AND ETHICAL/PROFESSIONAL ISSUES/DILEMMA IN TAX PRACTICE AND THE ROLE OF OTHER PROFESSIONALS- TAX PRACTICE MANAGEMENT

1.  Some Concerns


1.1  Professional Negligence

· People make mistakes, sometimes the advisor may miss a section. Recognize your limitations.  
· There are no special rules for negligence in tax (there is a duty of care and the planner/lawyer either exercises the proper standard of care or they don’t ( same as 1st year tort)



a) Wrong Advice

· You have to base advice on the proper legal relationship. 

· Identify the relationship correctly before giving advice.  Send a letter saying what you will and won’t be doing for them. Letters are good because clients have bad memories, and need scapegoats at times. 
· Lawyers give advice based on assumptions( if the assumptions are wrong, the advice is wrong.
· If client can’t pay you to do a good job, don’t take less payment for a half job.



b) Lack of knowledge of Tax/Other Laws




c) Failure to Advise regarding other taxes (GST, Sales Tax)

Give advice on income tax, and do not advise regarding the other taxes that may be applicable (Sales tax or GST)


1.2  Backdating Document

· You cannot today create a document that says the transaction was executed at some date in the past.  
· You can draft a document with an execution date of today, even if it reflects an old agreement.  Good backdating is stating that a transaction occurred in the past with an execution date of today.

1.3  Complicity in Tax Evasion

· Know your client, this is very important. Beware of client who gives you compliments, or clients who say that their previous lawyers were jerks.
· If you destroy or hide documents or you lie, this is complicity (partnership in a crime) in tax evasion. You can call the law society to ask for advice in a tricky situation. Your name is everything – do not let it be harmed. 
· 10k retainer for an hour of advice, thanks, I have changed my mind, could you give me back the retainer by way of a cash check ( this is money laundering and tax evasion.

1.4  Receipt and Improper Handling/Reporting of proceeds of Crime and $ Laundering

· Drug dealer pays in cash… where did the money come from?

· Does what you are being asked to do make sense or does it not make sense?
· Clients will do all kinds of things and many will do evil if allowed to.
· There are rules against cash transactions – do not take cash for your legal services.




1.5  Improper/Untimely destruction of documents

· There are rules in keeping documents for a certain period of time under the ITA

· If you are asked to participate in document destruction, then you must ask why!

1.6  Failure to Comply with Lobbyist Registration Act

· If you are lobbying you must comply with legislation.

1.7  Civil Penalties For False Statements Made Knowingly or Through “Culpable Conduct”  
(ITA s. 163.2)

· This section will find a taxpayer liable only if he is grossly negligent or the gross negligence of the taxpayers agent can be directly attributed to the taxpayer

· More specifically:

1. The taxpayer is grossly negligent or knowingly makes a misstatement or omission on his return;

2. The taxpayers agent is grossly negligent or knowingly makes a misstatement and the agents actions or knowledge can be directly attributed to the taxpayer.
· 163(2) provides civil penalties against those who knowingly, or in circumstances amounting to gross negligence, make false statements or omissions in respect of ANOTHER PERSON’S tax matters (important for tax advisors and lawyers) (stating taxpayer has 12 kids when he only has 4)

· 163(4) is also a charging section( if you make a false statement or acquiesce. Half truths are false statements (did you leave something out?).
· The reason behind this section was to provide accountability for advisors/lawyer because clients who were caught just stated before this section that they were just acting on the advice of the advisor.
· This section is controversial because we are in a service industry and we want to keep our clients( if they don’t like our advice, they will go to the next lawyer (opinion shopping).  Some lawyers will turn a blind eye to the conduct of their clients to keep their business.  Lawyers don’t want this section hanging over their head as we can now be found liable for the advice we give clients (advisors penalty).
· Any ambiguity or uncertainty as to whether there was intentional or deliberate action on the part of the taxpayer should be resolved in the taxpayers favour.
· A penalty applies to an individual who plans, promotes, or sells an arrangement that the person knows or would have known, but for the circumstances amounting to gross negligence, includes a statement or omission that may be used in an arrangement.
· Penalty in the above case would be the greater of $1000 and 100% of the gross revenue derived by the person in respect of the arrangement.

1.8  Inappropriately Assisting taxpayers to Defeat Creditors Contrary to Insolvency Laws

· Tax payer comes into your office and asks you for advice on how to hide your assets from creditors, you cannot help them – you are ethically prevented from doing so.  

· If the creditor (CCRA) is at the door, you cannot give that advice BUT you can give that advice if they are not yet being hounded by creditors.
· Canada has prov and fed laws which are intended to protect creditors against transfers that are made with an intention to hinder, delay, or defraud them.
· Transfer of property of debtor to another party may be attacked under CL if it is found to be a “sham”( a legal mirage.  E.g. transfer of property to person but the person acts as agent of the transferor.

· Fraudulent conveyance statutes( used to protect EXISTING creditors and not future creditors.
· Provincial legislation( places the creditor back in the position he would have been in had there been no transfer of the property by the debtor to a third party.
· Unless the transferor has sufficient mala fides and an intention to defeat, hinder or otherwise prejudices creditors, the transfer is valid.  

· Unlikely protection for future creditors

· Federal Law( There are certain grounds that the trustee in bankruptcy would be able to attack transactions made by the debtor.

· Settlements of property made before or in consideration of marriage or in good faith and for valuable consideration are exempt from attack by the trustee in bankruptcy (settlement = transfer that is gratuitous or made for merely nominal consideration).
· Belize was a country which made it difficult to recover from creditors, so client may want you to transfer assets to Belize, but it is a crime to shift assets to avoid recovery on judgments, or to assist such transactions – so don’t do it.

· Crim penalties for both transferor and transferee for intentional avoidance transactions - p1238 of Krishna.

1.9  Violation of Ethical Codes of Conduct (e.g. Conflicts of Interest)

· Be careful of conflicts of interest ( can get into them by mistake!
· Retainer paid in cash from paper bag( some cultures keep $ in house and proof may be required

2.  Ways to Combat Concerns


2.1  Recognizing Limitations of Skill and Knowledge

· If you don’t know the answer, don’t try and answer the question


2.2  Securing Appropriately Drafted Retainer Letter

· When dealing with a client, set out in a letter what the client expects you to do and roles you are expected to play
· People you will help will suffer from “significant fact erosion!”


2.3  Keeping/Document Appropriate Record of Advice

· Sometimes people dictate notes as to what was said.
· When you work on hundreds of files, you will not remember what you advised them about.
· Without notes, people will lie!
· Keep all E-mail’s( The law society has warned that Emails should be kept

· In sum, know your client!




2.4  Recognizing Appropriate Record of Advice

· You will learn these lessons after you have been burned


2.5  Recognizing the Styles and Personalities of Clients

· Recognize the body styles and signals of your clients, other lawyers and judges


2.6  Maintaining Current Knowledge of the Relevant Laws and Practices

· Keep your skills and knowledge timely and know your limits
Lecture 4
VII.  ADMINISTRATION OF THE ITA

1.  Who are the Players?


1.1  Federal Officials CCRA

· CCRA collects federal income taxes


1.2  Role of the Provinces and its Tax Officials

· Supposed to collect provincial taxes, but this is inefficient, so it is left to the federal government.

1.3  Tax Collection on Behalf of Certain Provinces by CCRA

· For efficiency purposes, the CCRA collects for both provinces and for the federal

· Some provinces collect their own (Quebec)

· Ontario and Alberta collect provincial income tax from corporations but let CCRA collect from individuals( this is because they have their own statutes for corporations. 
2.  What are the Roles of CCRA officials?


2.1  Verification of Forms and Returns and Make Assessment, Reassessments, and Determinations

ASSESSMENTS - p776 of Krishna.
· Based on info given to them, CCRA have to assess the amount of taxes, the interest and penalties

· There are no sanctions for incorrectly calculating the amount of tax payable if all relevant information is fully disclosed and payment is made (other than possibly interest if amount is under estimated).
· Can takes 8-12 weeks from filing date( Courts draw the line at 22 months for assessment delays.
· There is a presumption of validity with regards to assessments and they are binding on the taxpayer even if there is an error or defect or improperly issued s.152(8)
· In the event of a dispute, the taxpayer’s only recourse is to file a Notice of Objection and ask for a variation (the taxpayer has the burden to show assessment was wrong – this large and expensive burden is a barrier to justice for most tax payers)

· Minister is not bound to accept the taxpayer’s income tax return and may ARBITRARILY assess the amount of tax payable using whatever method appropriate in the circumstances including a “net worth” assessment (likely used when taxpayer refuses to file a return or files a return that is grossly inaccurate or does not furnish any evidentiary support or documentation.) Gain in net worth = income ( p778-779 of Krishna.
· In the case of an arbitrary return (e.g. net worth), unless shown otherwise by the taxpayer, it is valid and binding on the taxpayer.
· Can ask the minister to confirm your non capital losses now – or wait until you use your losses to offset gains in a future year and then argue about it then. Different limitation periods apply. s.152(4) [p1274].

· Time minister has for assessments = “with all due dispatch” – very grey - could be up to 22 months. 
REASSESSMENTS - p781 of Krishna.
· General rule - in the absence of fraud or misrepresentations, the minister may normally reassess an individual’s return within 3 yrs from the date of mailing of the original notice of assessment for the year.

· This limitation period may be extended to 6 yrs: w.r.t. capital losses incurred in year before death, gifts and tax credits - p781 of Krishna.
· There is no limitation period constraining the minister where the taxpayer makes a misrepresentation that is attributable to neglect, carelessness or wilful default, or where the taxpayer commits a fraud in connection with his tax return. s.152(4)(a) [p1274].

· Not expected to be perfect, but innocent MR will lead to liability if were careless. 

· Regular negligence will invoke longer limitation period under s.152(4), but will need to be gross negligence before can impose penalty under s.163(2) [p1307]. 
· The burden of proof is on the Minister to show fraud or misrep. 
· If original limitation period has expired – can only reassess for amounts which were fraudulently omitted. s.152(5) [p1278]. 
· General rule for corporation: if the corp. is a Canadian Controlled Private Corp. (CCPC) then Revenue Canada has the same 3 year reassessment period for individuals, but if the corp. is public or foreign, then Revenue Canada has 4 years.
· Presume the assessment mailed on date shown on its face – can be rebutted by the taxpayer. s.244(14) [p1542]  

· Presume assessment made on date mailed s.244(15) [p1542] 

· If reassessment gets lost in mail – has still been sent – so is still within the limitation period - p783 of Krishna.
WAIVERS:
· A taxpayer can file a waiver which allows Revenue Canada to reassess the taxpayer for a longer period of time

· The advantage to the taxpayer of a waiver is that Revenue Canada will not file a reassessment until they have investigated and so the tax liability of a reassessment is not due until some time later

· A taxpayer can waive only limited rights if they want, so that Revenue Canada can only reassess on certain amounts

· A taxpayer can revoke the waiver by submitting a form to Revenue Canada after which the Minister has 6 months to reassess the return.
· s.158 – If the taxpayer does not agree to the waiver – the minister will just reassess as he wishes and then the taxpayer will have to pay the amount and fight the assessment with the burden on the taxpayer. 

2.2  Gathering of Information and Enforcement of ITA obligations (See Below also)
CCRA has authority to get documents from you and other people such that they can verify that what is on your return is correct. If you claim 9 children – then they will probably check out this info.

2.3  Collection (See Below also)


Gov must ensure that the correct amount of funds are recovered, including interest.

2.4  Assistance with Compliance

Assist by having clinics to help taxpayer’s comply with ITA


2.5  Refund Taxes and Other Amounts (e.g. Interest and penalties)

If you overpaid, you will receive a refund of taxes from the CCRA.
3.  What are the Responsibilities of taxpayers?


3.1  Filing Returns and Calculation of Tax (ITA s. 150)

· We have a self assessment system (must file without being asked for it), this is a legal obligation. Residents must pay tax on their worldwide income – s.150 requires filing of info that is in prescribed form.  “Prescribed” tells you to look in the regulations. S.249 tells you that for individuals the tax year is the calendar year. S.151(1)(d) says must file by April 30th if you are an individual. But under s.151(1)(d)(ii) if you or your spouse carried on business, then you will have until June 15.  This does not apply to employees, but only if you are the business owner. If you are employed and have a business, you still come within the section i.e. you are still a person who carries on business and no exclusions are specified. But if you owe money then you have to pay by April 30, which in effect means that you have to be finished your calculations, and therefore ready to file, by April 30.
· All of the following must file a yearly return:




(i) corporations (whether or not tax is payable(within 6 moths of financial year end) s.150(1)(a)



(ii) individuals – only if they are taxable s.150(1)(d) (April 30 of the following year) 



(iii) individuals who have taxable capital gains or have disposed of capital property




(iv) trusts and estates (only if tax is payable 4 year ( within 90 days of year end) s.150(1)(c)
(v) non-residents: if they carry on business or are employed in Canadian or dispose of taxable Canadian property - s.2(3) [p1] – must file return as do residents. Non residents who have been given permission to not have withholding tax deducted - s.215(4).




(vi) Registered charities (6 months after year end).




(vii) Deceased persons (legal representative of a person who has not filed income tax must file 




dead persons return within 6 months from the day of death.) s.150(1)(b)
· Prescribed = means somewhere in the ITA there is a description of what is required.
· May also have to file information returns.

· If you were to take a piece of paper and send it to CCRA stating that you made $100 you have technically not filed your tax return because it is not in prescribed form or in the prescribed manner. 
· You are a “taxpayer” whether or not you owe taxes.
· Exception to filing by April 30( if you carried on business you don’t have to file till June 15th and their cohabitating spouse or common law (s.150(1)(d)(ii).
· If due date falls on a Sunday or holiday, then due date goes to the next day (Interpretation Act)
· If you are an individual with no tax payable, don’t have to file, but may do so to start the limitation period, else may later be subject to penalties if you made a mistake and tax was actually payable. 

· Mailbox rule applies for the purposes of the Act - s.248(7)(a) [p1600] 

· S.150(1.1) [p1269] do not need to file if you are a charity. 
· S.150(1.1) You do not have to file return unless:

1. You owe taxes – if you have had no income then you do not need to file a return.
2. Where individual is resident in Canada at any time in the year, the individual has a taxable capital gain or disposes of capital property in the year. Capital property = depreciable property or property that will lead to CG or CL – s.54 [p261].
3. Where the individual is a non resident throughout the year, the individual has a taxable capital gain or disposes of a taxable Canadian property in the year. Taxable Canadian property = real property, property used for business, stock – see s.248(1) [p1589] for details.
· Amended tax returns: (s. 152(6) Assessment). General rule: taxpayer does not have a statutory right to amend the a return by submitting a new one, but in practice it is allowed

· Can carry back some deductions to previous years – In this case you can submit an amended return - s.152(6) [p1278] and p771 of Krishna lists the different cases in which this can be done. 

· Minister can serve a demand on you to file a return, in person or registered mail - p772 of Krishna.

· There are a number of instances in which you are required to file information so CCRA can check up on other tax payers - p773 of Krishna – e.g. if you will start a tax shelter – must get a shelter # from the minister and then give that # to all your customers and they must report it. 


3.2  Payment of Tax
· “payable forthwith”: once a taxpayer has received the assessment, taxes due are payable immediately

· For individuals ( April 30th of the following year is the “Balance Due Date” 

· If the taxpayer does not pay, then the first step is to register the debt at the FCC and obtain a judgment against the taxpayer

· A 90 day grace period is given from the Notice of Assessment before minister can commence collection proceedings. If you object to assessment then they cannot collect until minister has confirmed the assessment. S.225.1(2), and then if appeal to court, minister must wait until judgement. 
· Minister can collect in jeopardy (i.e. immediately) if they feel that there is a chance that the debtor won’t pay S.226(1) – but must apply to court, can be ex parte - p787 of Krishna.
· In the case of a fleeing taxpayer, may immediately seize goods & chattels by way of summary execution – s.226
· S.151 – on your return you must estimate the amount payable. Where does it say you actually have to pay the amount ( s.156.1(4) and s.248 [p1554] gives the “balance due date”.

3.3  Withholding of Tax Owing by Others (s.153) - p792 of Krishna.
· TP’s who make certain types of payments to other taxpayers are required to withhold tax at the source i.e. compensatory payments (wages), payments to deferred income plans, and payments to non-residents.
· This is to ensure that there is money kept to pay their taxes

· If the person required to do so fails to withhold tax, then there is a two tiered penalty:




(i) 1st instance: 10% of the amount not deducted




(ii) Subsequent failure: 20% of amount not deducted

· Furthermore there is criminal liability if mens rea can be proved for failure to withhold.
· Therefore, the directors and officers become criminally liable if they acquiesced or participated in the offence but they must be found to have the mens rea to participate in the offence
· S.153 – all persons who pay employees, must withhold tax calculated in accordance with the regulations. Policy for this was because was a fear that employees may move away and not make payment – is a paternalistic rule. S.153 imposes two obligations – one to withhold, and another to remit the funds to the CCRA.. Failure to remit is a strict liability offence s.153(1) and s.215 – directors may be personally liable for the amounts not remitted. 
· If you are not covered by s.153(1) (a)-(t) [p1280], then you are entitled to an unreduced payment each month and can wait until the end of the year to pay. 
· Where the amount withheld at the source is more than tax liability of the taxpayer, then they get a refund, otherwise they must pay deficiency.

3.4  Instalment Payments (ITA s. 156 and 157) - p793 of Krishna.
· S.156 - People who do not have withholding payments taken off their wages, will make instalment payments – Gov mechanism to ensure employees do not blow all the money before the end of the year. Also guarantees cash flow to the government. 
· s.156(1) – must make instalments if more than 25% is not subject to deductions at source. 

· Use last year’s tax burden as “instalment base”. If tax payable < $2000, then will be exempt from instalments.
· Instalment payments are made by those who are in business for themselves (e.g. lawyers).
· Instalment payers have the obligation and duty to pay the money on their own

· The instalments for individuals are paid quarterly on the 15th of Mar, June, Sept, and Dec.

· The Balance Due date is the same for instalment individuals for any amount that is outstanding – 30 April.
· If you are filing your income tax on June 15th because you are carrying on business as an individual, you must file your return by June 15th but the amount that you owe is due on April 30th otherwise you will be charged interest!

· If more than 25% of an individuals income is not subject to deductions at the source and the yearly federal tax payable is greater than $2,000, then those individuals must make quarterly tax instalments based on 25% of their estimated tax payable for the year or the taxpayer’s instalment base from last year  

Corporations - p794 of Krishna.
· Companies must make instalments every month over a 14 month period: one instalment on the last day of every month and a final instalment for the balance on the last day of the second month following the tax year; calculated by one of 3 ways:




(i) Each instalment is 1/12 of estimated taxable income for the year;




(ii) Each instalment is 1/12 of “first instalment base” (immediately preceding year)


(iii) The first two instalments can be 1/12 of its “second instalment base” (from 2 years preceding) and the next 10 instalments can be 1/10 of its first instalment base minus the first two payments 


· A corporation is exempt from making tax instalments if its federal tax payable or first instalment base <= $1000.
· Failure to remit the full amount of its instalment payments on the sates due renders the corporation liable to interest at a prescribed rate on the deficiency.
· 161(2) interest if you are late in instalment payment.


3.5  Keeping Books and Records (ITA s.230) - p795 of Krishna.
· Every person who carries on a business or is obligated to pay or withhold taxes from payments made to others is required to keep books and records of accounts at his or her place of business in Canadian for 6 years (or longer if required by the Minister). Keep corporate records like meeting minutes for 2 years. 
· s.230 p1507 Must be keep books which “enable” the taxes payable to be determined by the minister. This applies to trustees as well, they must keep books which allow tax to be determined. 

· S.230(4) covers the limitations  period – how long do you need to keep your records for? But there is no definition of books and records, but there is a definition of record. These definitions are important because they define what the gov can seize.
· Page “LIX” ( keeping books and records – gives you the limitations periods. 
· There is no particular form or particular book keeping system as long as there is a maintenance of amount of income that is taxable and the amount of tax owing and minister can make sense of your records. 
· Regulation 5800 will tell you how long you have to keep the records and it is not a blanket for all records

· What is a record?  S.248(1) P. 1794 (this is not an exhaustive definition)

· Electronic record( you can’t use processing codes that only you can understand - they must be readable by CCRA.
· Minister can give special instructions to preserve records – severe penalties for not complying - p796-7 Krishna.

3.6  Payment of Interest (ITA s.161)

· Read s.161.p1296

· Penalties for not fully declaring or disclosing income including interest income. 
· Reg 4301 tells us the prescribed rate of interest. Note that the rate changes quarterly. Note how you get different rates depending if you owe the gov money or if they owe you money. Rates have fluctuated over the years because rates are based on government of Canada bonds (See reg 4302). 
· The rule of thumb is to add 4% onto the prescribed rate of interest to determine late tax interest rate (i.e. if the prescribed rate is 10% then the late tax amount is 14%)

· Based on Reg. 4301 and s.161(2) the interest owed to CCRA is calculated by compounding daily.

· If you have a CCRA debt ( Get rid of it due to high rate of interest.

3.7  Payments of Penalties (ITA s.162-163) - p804 of Krishna.
· Tax system relies on the “voluntary” remittance of tax moneys.
· If you voluntarily admit that you under declared in a previous year, or did not file at all, then you will only have to pay the outstanding amounts plus interest – no penalties or late filing fees will apply – and you name will be kept confidential – trying to encourage voluntary disclosure  - p770 of Krishna.
· Failure to file return or to respond to a demand for return within the time limits can trigger various penalties interest charges and criminal prosecution.
· s.239(1) – liable for 50% - 200% of amount sought to be evaded., possibly also 2 years jail if summary conviction or 5 years if indictment. 

· Penalties for failure to file (1st Offence) - p772 of Krishna.


The aggregate of:




(i) 5% of unpaid tax when return was required to be filed; and




(ii) 1% of unpaid tax for each complete month (less than 12) between date on which the 



return was required to be filed and actually filed 



Total penalty of 17% of the taxes which were due  

       The 5% is the immediate penalty for being even 1 day late – then get charged at 1% per month. You also get charged interest (compounded daily) on the penalties. 

If in doubt, file return, borrow the money if you have to, but don’t get in a position in which you are paying the gov interest on tax. 
· Second or subsequent offence - p773 of Krishna.



(i) 10% of unpaid tax and,





(ii) 2% of the unpaid tax per month (not exceeding 20 months) of default.

So here there will be an overlap of years – you will be paying penalties on more than one year at a given time in some instances. 
· Failure to file an income tax return is also a criminal offence that carries a minimum $1000 fine.  
· Trustees who fail to file are liable to penalty of $10/day, but not more than $50. s.162(3)[p1304].
· TAXPAYER can be liable for both crim & civil penalties, but civil penalties must be applied first. s.238(3) [p1533] 


> Penalties for false statements or omissions:



> Penalties imposed for “knowingly” (actual, willful blindness or constructive) or “gross 



negligence” (more reckless than merely lack of reasonable care) in false statements - p804 of Krishna.

> “has made”: penalties apply only to taxpayer who has done his return himself or if the false statements made by the taxpayer’s agent can be directly attributed to the taxpayer. Don’t just look at the MR – look at the circumstances of the conduct. 


> Burden of proof is on the Minister


> Ambiguities must be read in favour of the taxpayer



> Advisors can also be liable - s.163(2)
· If you don’t put $100 of income on your return and you are in a 50% tax bracket, you will pay $50 in tax and then 50% penalty ($25) therefore you end up with a payment of $75 for falling to declare $100.   
· See penalties and offences section on page “lx” at the front of book – NB for exams.

· S.163(2) p1306 – Covers false statement and omissions – will attract a 50% penalty. What is gross negligence? P382 of supplement. Gross negligence includes wilful blindness. Liability here will depend on how bad the error was, if you had advice etc.  It is a mix of subjective and objective test which is applied when assessing gross negligence – will be reasonable person in the situation of the A.
· S.163(3) p1312 – BOP for establishing the facts justifying the assessment is on the minister. Burden then shits to the taxpayer to defend the allegations. Recall there will be civil penalties for negligent professionals under s.163.2.

4.  Collection Remedies for CCRA  (IT Ass.159, 160, 222-227.1)


4.1  Generally (Garnishment/Third Party Demands, Seizure, Judgments)

· Outstanding amounts must be paid whether they are being disputed or not

· S.222 p1487 is the collection section.  
· The crown can go to federal or provincial courts to get their money

· Gov’t has self help remedies (223-227)

· S.223( no writ needed and get a quick judgment 

· S.224 Garnishment( same thing as third party notices (this is done instead of going to court)
· Registration of certificate
s.223(2) [p1489] gov can register a certificate in court and then recover the debt. ( Equivalent to a judgement.

Assessment is deemed to be a judgment, and this clause allows the government to avoid formal suing process.

· Garnishment

s.224 [p1493], Crown can garnish monies owed to the defaulting taxpayer by a third party, where it is expected that the third party will be making a payment to the taxpayer within a year.

s.224(4) – If third party fails to comply and pay the garnished amount to CCRA, then they will become liable for the money on behalf of the taxpayer. 

s.224(1.2) – Is a variation on garnishment – seems similar to s.224(1), but this one deals where the situation where X is the tax debtor and X borrowed money from a bank under loan and the bank is a secured creditor.
s.224(1.2)(b) – X says to Y, I want you to pay money to the secured creditor i.e. the bank, so X assigns book accounts owed to it by Y to the bank. In other workds Y owes X money, so X says to the bank that they can have the book debts, so then Y will pay the bank instead of paying X, and this would be security for the money X borrowed from the bank. The tax debtor X owes money to the crown, the crown finds out about Y owing X money. Tax department asks Y for the money. Y says that he owes the money to the bank, under contract. The “security interest” is what makes Y obligated to X. Under this section the crown can force Y to rather pay the money to the crown rather than to the bank – bank loses. But this only applies when the tax debtor owes source deductions which should have been taken off the employees pay cheques – see s.227(10.1).

Gov can trump secured creditors to the extent that the debtor owes source deductions. 

If you give advice to bank – ensure that you warn them of this section, and say that you cannot take liability for claims under this section. 

· Sherrif collection

· S.225 [p1495] Seizure of debtor’s property with the help of the sheriff. Surplus is returned to the owner after the deduction of all costs and charges. Most often seize cars. There are a list of things that cannot be seized by the sheriff.
· Crown Liability and Proceeding Act 
· Markevic Case SCC - CCRA was found to be subject to a 6 year liability period.  Based on the Crown Liability and Proceedings Act - it is a statue of general application(Unless the ITA overrides the limitation act.

4.2  Director’s Liability (ITA s.227.1) - p797 of Krishna.
· There are 2 situations where the ITA will pierce the corporate veil and hold shareholders and directors liable for tax liability to CCRA: improper payment of dividends, failure to remit withheld taxes S.227.1 [p1505].
· A corporation is a separate legal entity owned by shareholders, run by directors.  Say the corporation fails to deduct withholding tax, or has made the deductions but has not sent it into the government, because wanted to use it for other purposes.  The primary tax debtor is the corporation, but the directors could be liable. 

· Definition of corporation = incorporated company – s.248(1) [p1557]. Is a non profit society incorporated? – could be. Beware if you are offered a directorship for a non profit society. New BC corporations act has a broad definition of who is a director – beware!
· You could be saddled with the tax debts of companies whose clients have left (Ottawa tax prof left liable with tax bill for a corporation where he served as director)

· Legal Issue: the corporation can be for profit or non profit, so if you are serving as a director of a charity (non profit) you could be liable for those tax obligations.
· BCBCA - Directors are those who are appointed as directors and those who act as a director can also be found as de facto directors and will be found liable for such liabilities.
Defenses s.227.1(2) - p799 of Krishna.
1. A director is not liable unless one of 3 events occurs (essentially they must have tried all other sources first)
a) That CCRA has certified the corporations liability in Fed Court under s.223;
b) The corporation has commenced liquidation or dissolution proceedings, or
c) The corporation has made an assignment or a receiving order has been made against it under the Bankruptcy act

2. Due Diligence s.227.1(3)( did he exercise the “degree of care, diligence and skill to prevent the failure that reasonably prudent person would have exercised in comparable circumstances?” Modified objective test – “having regard to the director’s knowledge and experience” (So here the tax prof was more likely to be found liable, if you are the night watchman then you will be held to a lesser standard. A person is not a guarantor of the corporation’s tax debts, but they should be vigilant and take care to prevent tax debts. The modified objective test is required because any idiot can be made a director – so is a ?OF in each case. Duties of directors set out p800-801 of Krishna. You cannot use withheld taxes to run the business – better to establish a separate trust account. 
3. Passive Director v. Active ( CCRA does not distinguish – is same standard of care - p802 of Krishna. But is still the person in the circumstances and inside and outside directors are in different circumstances.
4. Not a director(  not a director within the meaning of that word in the ACT (director is not defined in ITA( see definition in BCBC Act or CBC Act)

5. Resignation( must follow strict requirements as per corporate statute in jurisdiction – if you resigned more than 2 years ago then minister cannot come after you personally. s.227.1(4)
6. Ceased to be a director( powers of director have been removed by certain events

7. s.227.1(4)  (No action or proceeding)( If ceased to be a director and CCRA has not commenced an action to recover within two years of ceasing, the individual is not liable.  Make sure you resigned in accordance with the statue and that it was recorded. Don’t chill out as a director. 
· TO get out of your liability look at 227.1(2) ( A director is not liable unless the corporation cannot pay the debt, the agency has exhausted it efforts to collect from the corporation, or the corporation is bankrupt and the claim was proven for six months.

· Another defence for the director is that according to s.227.1(1), you need to be a director AT THE TIME  that the taxes were to be remitted by the corporation.

· Two categories for which directors can be personally liable:





(i) improper payment of dividends; and





(ii) failure to withhold or remit taxes

· Improper dividends are dividends that are declared by the director and then render the corporation unable to pay its taxes (director could end up being liable for a portion of the corp’s taxes)

· Corporate director is jointly and severally liable with the corporation if the corporation fails to deduct, withhold, or remit income tax.
· The courts have determined, when looking at sub (3), the facts will decide whether or not the director is liable( what is important is the degree of skill and expertise of the director to prevent the failure, so  if you go to a meeting, make sure you ask the questions of you interior directors “Have the taxes been paid?”
· If you are a director and there are warning signs it is incumbent on you to do more inquiries.
· If you have an accountant who is supposed to remit, you can rely on the professional status of the accountant if you delegated the duties to that person and inquired into that they were in fact doing the duty.

· Determinations of due diligence is highly factual ( the problem that lawyers have when dealing with the CCRA is that they talk about the law and you must remember not to forget about the facts.
· Personal liability applies equally to “passive and/or nominee directors” and “active directors” in public or private co.’s

· A corporate director is not entitled to delegate responsibility, and cannot claim diminished responsibility by virtue of non involvement in the corps management and affairs

· Directors can be criminally liable if:




(i) the corp is guilty of an offence under the ITA; and




(ii) the director participated in some way (directs, authorizes, assents to, acquiesces in or 



participates in) in the commission of the offence (including mens rea)
· If directors allow money from withholding tax to go to another source – then they will be liable for “unremitted taxes”.  An article in the supplement outlines due diligence requirements. But you must have been a director at the time that the funds were not remitted – see first words of s.227.1(1)

4.3  Transfers of Property (ITA s.160) - p807 of Krishna.
· Purpose of this section is so that CCRA is not defeated where a tax debtor has given away his property to prevent CCRA recovering ( This section makes a transferee liable for the transferors’ tax debt.
· For the transferee to be liable, he must be one of the following:

1. The tax debtors spouse or a person who has since become his spouse;
2. A person who is under 18 years of age, or
3. A person with whom the tax debtor was not dealing at arms length.
· The transferor and transferee are jointly and severally liable for the tax if the transaction is between unrelated persons who do not deal with each other at arm’s length (transferee only liable up to monetary value of property transferred).
· S.251(1) - “arm’s length” ?OF - BOP is on taxpayer - Persons who are married or related to each other are generally considered not to be dealing with each other at arm’s length.

· In non arms length dealings, the transferee can remain liable for taxes long after the transfer of the property.
· Ex spouses are not liable under this section in the following circumstances:

1. the transfer occurs as a result of a decree, order, judgment, or separation agreement

2. transfer occurred at a time when the taxpayer and spouse were living separate + apart

· S.160(1) tax liability regarding property transferred not at arms length - they are liable for the value of the transfer minus anything given in return (any consideration given). For s.160 to apply, the transferee must not have paid adequate consideration for the property.
· A “transfer of property” is the event which triggers transferee liability and therefore s.160 only applies when there has been a transfer of property, “property” includes a right of any kind whatever and consequently the right of ownership of a thing.

· If you are defending a transferee, you could argue that that the transferee is not liable for interest that has accrued on the tax debt (transferee is liable for the amount that the transferor is liable to pay “in respect of the taxation year in which the property was transferred or any preceding tax year( as a result, you argue that interest accruing after the year in which the transfer occurred is not the liability of the transferee.)
· CCRA may assess a transferee AT ANY TIME 

· Summary of defences for s.160 transferees:

1. Transferee is not in one of the specified relationships.
2. The liability of the transferor may be less than assessed.
3. The transfer occurred in a year preceding any liability of the transferor.
4. The transferee gave adequate consideration.
5. No transfer occurred.
6. The property was transferred pursuant to marital breakdown.
· There is no due diligence defence for this as CCRA could tell you one year that transferor does not owe taxes but the CCRA decides to reassess the transferor and finds taxes owing, transferee could be liable

· The primary tax debtor is always chased first and if the first group has no money, then the CCRA will get a derivative judgment to allow CCRA to chase secondary parties (the next in line will be decided based on whomever has the money).
· The derivative action happens a lot when primary debtor declares bankruptcy.
· It is very difficult to enforce a Canadian tax debt to CCRA in a foreign jurisdiction, but there are some countries that Canada has an arrangement with that will enforce Canada’s tax debts (i.e. Netherlands and US).  You would not see this in the Cayman Islands due to the net outflow of cash from the Caymans( the CI would rather keep this money in the country with the individual because it is feeding the local economy
· S.160 [p1289] Deals with transfers to certain people. If parent gives child money to go to university – say $5000, there is no consideration.  Say that the crown is owed money by the parent – say $10000.  Child spends all money. Tax department looks at bank records and sees that there was a transfer to the child.  S.160(1)(e) is invoked because of paragraph s.160(1)(c), remember property includes money, and the transferee and transferor are jointly and severally liable. Need to know when the parent gave the money to the child, and when the parent became liable to the tax department. “any preceding year” means all history i.e. any outstanding tax debts at the time of the transfer will be recoverable from the transferee. Will be liable for the difference between the FMV and the amount you paid for the property. In other words, if you have nothing and you owe the CCRA 100k, they will follow the money!  The collector will trace money and pursue other people for tax debts of a taxpayer.  You can be pursued for tax debts of children, spouses, parents, ex spouses. Tax department does this often, and are heartless about it. But this section is to prevent the parent, in our example, from giving assets to people at non arms length relationship. 

· A sells jewellery for $5000, when it is worth $5000, to B. Then section will not apply.

· In a case like this you can only act for one of the parties – can’t be a joint lawyer for parent and child. 

· S.160(4) [p1292] – This rule stops s.160 applying when there is a property transfer when a marriage breaks up and there is a settlement agreement. But this rule does not protect the parties from transfers which occurred before the breakdown of the marriage. 

· If your parents owe money to the tax department – do not accept money from them and then spend it. 

· Don’t forget when tax debt was incurred is critical – if received asset before debt was generated, then will not be liable – s.160(1)(e)(ii).

· If tax was owed for 2002, payable on April 30 2003, then any gifts given in 2002 or later may be caught. 


4.4  Winding Up/Liquidations (ITA s.159(2)/(3))

· In the liquidation of a corporation, the assignee, liquidator, administrator, etc. must obtain a clearance certificate from the minister before distributing any property under the trustees control.
· This certificate will state that all taxes, interest and penalties chargeable against or payable out of the propriety that is to be distributed has been paid.
· Assume there are 4 children, 1 child is the executor, parent owed tax, parent dies, estate is now liable. S.159(2) [p1287] - the executor should first check with the tax department to ensure tax is paid, else he will be liable if he splits up the assets – see s.159(3) [p1288]. If all 4 were trustees, still not a bad idea to get a clearance certificate before the others spend their share. 

4.5  Jeopardy Collection (IT Ass.225.2 and 226)

· the minister may collect an account immediately where there are reasonable grounds to believe that a delay would jeopardize collection (Minister must prove on a BOP that taxpayer will dissipate his property if collection is delayed because of the appeal process)

· Court proceeding have to be taken to get such a judgment

· If you serve as an executor and you distribute any property, if there are any taxes owing then you could be liable if you have distributed the property.  Your liability, if the debt was 100k would be for 100K but not more than the value of the property transferred


4.6  Limitations Periods (s.222(2))
· Crown liability and proceedings act stated that there is a 6 year limitation period – applies to the collection of taxes. Markevic case.  Who should bare the fault for the fact that the taxes have not been collected – SCC said that the R should not be allowed to sleep on the job. 

· So gov bought out s.222(3) p1488 – imposes limitation period for the collection of taxes.
· s.222(4) – limitation period ends 10 years after it begins, when does it begin ( 90 days after the notice of assessment was served, see s.222(4)(a)(i), there is a date restriction based on when legislation was applied. 

· s.222(4)(a)(ii), says that if would have owed on March 4 2004 but for limitation period protecting the taxpayer, now it will begin on march 4 2004. Billion dollars of tax which Marcovic case made inaccessible, is now available for collection again because legislation said that limitation periods did not apply – retroactive!
· s.222(5) limitation period will run longer than 10 years if you acknowledge the debt existed, say by paying $1 towards the debt – see s.222(6).

· These are retroactive provisions, but why should those who did not pay be allowed to get away with it.  If the gov does not get the money from those tax payers, then it must recover it from honest tax payers.
Lecture 5
VIII.  ENFORCEMENT OF THE ITA

1.  CCRA’s Investigatory Powers - p808 of Krishna.
· Minister has considerable audit power to ensure that taxpayers do not use self assessment to evade income taxes.

· The CCRA also has extensive powers to conduct investigations into a taxpayers financial affairs

· Powers are broad but are limited by, for example, the Charter which states that no person in Canada shall be subjected to unreasonable search and seizure – s.8.  The charter (s.24) provides the court with power to remedy rights violations which have occurred.

1.1 Demand to File Return

· The CCRA can demand that an individual file a return in the prescribed form and disclose prescribed information even if he has already filed a return or the individual is not liable for any tax payable.
· This demand must be served personally on the taxpayer or sent by registered mail.

1.2  Audit and Examination - p809 of Krishna.
· An audit is a civil examination for the purposes of verifying the accuracy of income

· “Investigation” ( Essentially a criminal examination and thus subject to tighter control.

· The taxpayer who is subject to an investigation may be entitled to a warning and caution as to his charter rights

· When dealing with a business premises, an “authorized person” is entitled to audit or examine a taxpayers books, records or property

· An auditor is entitled to reasonable assistance from the owner/manager of the property or business and ANY other person on the premises. Auditors have unfettered and unrestricted power to disrupt a business for an unlimited amount of time (during reasonable business hours).
· An auditor can:

1. Demand oral written answers in respect of any question relating to the audit or examination

2. Demand owner/manager attend the premises

3. Ask questions of employees, any person on the premises, even family members of the taxpayer

4. Disrupt a business for an unlimited period of time

5. Demand entry to a taxpayers business for the purposes of conducting an audit (but only at a reasonable time = normal hours of business)



· There is no limit on the number of times that an auditor can enter into taxpayer’s premises for the purpose of examination.
· The courts have not limited the powers of investigation the minister has. 

· Cannot enter dwelling house unless have warrant or permission of owner. 

1.3  Demand for information
· The minister may demand from ANY person ANY information for ANY purpose related to the administration or enforcement of the ACT.

· CCRA cannot ask you for personal information or information not related to the enforcement of the ITA

· S.231.1(1) [p1509] most widely used section used by auditors for gathering information (letters, questionnaires). An authorize person may at all reasonable times do certain things… Paragraph (c), important words are “reasonable” and “proper”, but under this section they can come into your house etc. but this right is subject to subsection 2 – if is a dwelling house need either permission or a warrant. You must think before resisting information – but if you have nothing to hide helping the government will speed up the process and will avoid a lot of stress and fear, also you may generate suspicion. Arriving at “7a.m. tomorrow”, is not reasonable. A dwelling house is defined in s.231[p1509] – “curtilage” is an attached part of a dwelling house. 
· S.231.5(2) [p1513] places limits on what you can do to an official. 

· Under s.231.1 you cannot be compelled to give tax documents pertaining to another person. Is often an implied term that you will keep information in a contract confidential – unless compelled by law to disclose. In Kitsch, the government wanted the accounting firm to give information that was not on paper, but in their heads.  The accountants challenged this arguing that it shouldn’t be subject to 231.1, but they lost. This signals that the courts favour interests of gov’t as opposed to interest of person being pursued.
· S.231.2(1)[p1510] will require you to provide information and documentation. 
· s.231.(2) demand letter( this is done under the compulsion of prosecution (s.238)

· s.231.7( compliance order - This will be issued and will threaten you with fines and imprisonment

· Policy rationale = We have a self assessment system and we need to give CCRA our story and CCRA must have the powers to ensure compliance with the ITA

· The words “relating to the administration of …” are very important – is a contest between personal rights and the right of the gov to collect tax. Mckinley Transport case – interests of the state override the privacy interests of the individual when it comes to tax. Wilson said that people do not expect their business information to be kept confidential.

· Government cannot define strange reasons for wanting information. In Richardson they asked for names of customers who had done XYZ transactions.  Court said it was fishing expedition because the gov did not actually know who they were going after and such investigations will not be allowed. However the interests of the state will override the privacy interests of the individual in legitimate investigations.

· The agency has extensive powers to conduct an investigation into a taxpayer’s financial affairs in order to prevent tax evasion and fraud.   
· S.231.2(2) [p1511] cannot request information on unnamed person unless approved by judge.

· S.231.2(3) – gives situation in which judge may give permission. 
· s.231.3( this gives the CCRA the power to search and seize (before a search warrant is issued, the CCRA must go to a judge)

· S.231.4 - Rarely used - the powers of inquiry- where CCRA sets up a hearing and questions are asked of the taxpayer (it is questionable if this section is constitutional).
· The above sections do have protection( judicial authorization for warrants, etc.

· Demands must be complied with in a “reasonable time”( depends on the volume and complexity of the information demanded and the ease of retrieval.
Defenses to this demand include:

1. Documents demanded are not relevant to the issues between the parties

2. The minister is on a fishing expedition and not on a specific inquiry

3. The taxpayer has not been given a reasonable time to produce the documents

4. The documents are privileged
However a demand for documents IS NOT an unreasonable one under s.8 of the Charter

· The minister can make the demand only in respect of information relating to named persons and for a purpose related to the administration and enforcement of the ITA

· The demand for information must be a genuine and serious inquiry into the tax liability of some SPECIFIC person or persons.  Therefore, no random checks on the compliance of unknown taxpayer’s( Fishing expeditions are only allowed with court order.

1.4  Inquiry - p813 of Krishna.
· In addition to all the other powers, the minister can also conduct an inquiry or private hearing into the taxpayers affairs s.231.4 (does not violate s.7 or 8 of charter).
· Used in special investigations cases where people who could furnish evidence are reluctant to furnish voluntary explanations for whatever reason (family member, financial loss, self incrimination), but will be forced to give information under the inquiry.
· A person whose affairs are being investigated is entitled to be present UNLESS the person is excluded because his presence would be prejudicial to the conduct of the inquiry. 

· s. 231.6 Inquiry Power.  Usually people subject to this are people who helped put a transaction together, not the taxpayer in question.  This is not a frequently used section.


1.5  Search and Seizure - p810 and p817 of Krishna.
· An auditor may not enter into a taxpayers “dwelling house” without the taxpayers consent or a search warrant 

· Search warrant granted on reasonable grounds believing that entry into the dwelling house is necessary for administrative purposes (s.231.3), but can be applied for ex parte. Award of warrant not reviewable, well sorta, could get the tainted evidence excluded from the hearing. 
· The CCRA usually applies for a warrant under the CC (reasonable grounds that an offence has been committed under the act and that evidence is likely to be found on the premises).
· Warrant must be “reasonably specific”, but once authorized to go into home, CCRA can practically take whatever they believe is evidence of commission of an offence. 
· Only unreasonable search and seizure violate the charter.
· The power is usually exercised by a section called “Investigation”, looking for violations of s. 239 (tax evasion).  
· Jarvis and Ling cases - taxpayers were approached by investigators under the ruse of auditors to try and get information in a prosecution.  The SCC said 231.3 is the only way to get information in a prosecution because it has to be validated by a judge (there has to be evidence).  Must get permission to do search by a judge.

· Judge may issue a search warrant if judge is satisfied there are reasonable grounds to believe that:

1. Income tax offence has been committed;
2. Document that may afford evidence of the commission of the offence is likely to be found, and
3. The building or place to be searched is likely to contain the evidence.
· What happens if you don’t want to give evidence?  The evidence has to be related to the administration of the Act so to the extent that it isn’t related it doesn’t have to be given.
· The person from whom the documents were seized has a right to a copy of them at minister’s expense. s.231.3(8) 
· The warrant should be specific but things falling into plain view may also be seized.  Then they can retain that particular document even though it was not listed on the warrant. 
· All recovered documents must be bought before a judge – will order it returned if it either is not required in the investigation, was not seized in accordance with the warrant. 
· The evidence has to be properly gathered- strict compliance with procedural requirements.
So if these have been met, what can you do? Invoke solicitor-client privilege.
· Defences: say documents are not relevant to the dispute, CCRA is on a fishing expedition into an unknown group, and not a specific enquiry, taxpayer has not been given reasonable time to produce documents, documents are privileged. They cannot search you like this in a random audit. 
· There are exceptions when judges will order fishing expeditions on unnamed persons - s.231.2(3) [p1511] 

· Demand for information can only be made from specifically names persons, but names person does not have to be the person under investigation. 
· CL recognizes the “plain view doctrine” = in the course of executing a legal warrant, an officer locates anything which he reasonably believes is evidence of the commission of a crime, the officer has the legal power to seize it

· What constitutes a reasonable search and seizure?

· Ask 4 questions: Seizure (forcible taking of property)? Unreasonable? Should court provide relief against the unreasonable seizure? Should the constitutionally tainted evidence be excluded?

· The test is fluid – it depends upon the type of intrusion into the taxpayer’s privacy, the type of taxpayer, the location where the seizure is executed (home or office), and the context (criminal or administrative).
· 3 tests to determine whether a search and seizure is reasonable:

1. Was the search authorized by law?

2. Is the law itself reasonable?

3. Was the manner in which the search was carried out reasonable?
· Demanding handover of documents will not be unreasonable so long as have time to dispute the order. Also important that order by judge was reasonable on the evidence before him – if not may be able to get evidence excluded. 

· If there was an order for the search, then the burden will be on the taxpayer on a BOP to prove unreasonable. Where done w/o warrant, then minister must show on BOP that was reasonable. 

· S.24 of the charter can be used to exclude evidence seized unreasonably, but only if court is satisfied that allowing it would (“could” – if follow French text) bring the administration of justice into disrepute i.e. apply s.24(2) of charter. Burden on taxpayer to show this. Community values test looks at majority view, but charter is designed to protect the minority primarily !!!
· But what if CCRA does everything they’re supposed to do? What then enables people to NOT give info over to the CCRA?

· Supplementary materials – one of primary ways people prevent giving info to CRA is to invoke solicitor-client privilege with respect to info that’s being sought
2.  Solicitor-Client Privilege - p827 of Krishna.
· This is a right of a lawyer’s client (not a right of the lawyer) to have communications kept confidential

· IF the client calls you up and asks you to go out for dinner, this is not for the purpose of obtaining legal advice and therefore it is not privileged.
· Privilege is a subset of confidentiality ( we are obliged to keep those communications confidential

· Only certain communications are privileged: Communications made by a person to legal counsel in the counsels professional capacity is subject to few exceptions, neither counsel nor client can be compelled to disclose the contents of such communications where they were intended to be confidential

· Rationale( allow legal advice to be given untrammelled by any apprehension of disclosure. 

· This privilege belongs to the client and to protect the interests of the client therefore the CLIENT can always waive the privilege if so desired.
· Privilege includes oral and documentary communication.
· A solicitors accounting record is not a confidential communication

· The ITA requires disclosure of the name of the client on whose behalf privilege is claimed - Must disclose last known address of client to the Minister so they can have opportunity to ask client to waive privilege.
· Obstructing a tax audit is a criminal offence, but a lawyer who makes a good faith claim for solicitor client privilege on behalf of a named client can’t be convicted for failure to disclose information regarding a named client– this changes the common law. s.232(3) [p1515], and maybe seal the document until a judge decides on the matter s.232(3.1) [p1515]  
· Distinction between communication to commit fraud or other crimes (future crimes)( not OK, so no privilege, and a communication made in seeking advice in the past which is now sought for the defence of past crimes or fraudulent conduct – OK, is privilege.

· Legal bills are privileged( if clients demand graphic description of accounts, they could result in being a guidepost to the people trying to sue or prosecute your client to find things that they may not otherwise find.

· Thus, the privilege can be lost if it is shown that the privileged relationship exists for the purpose of perpetrating a fraud or crime( but may still be claimed for advice given after criminal/fraud act

· Third party communications may also be privileged( if the third party is acting on behalf of a client, the communications of a third party are also privileged if the third party was retained as the lawyer’s agent.

· Privileged is waived when the client waives the privilege of communication( this will allow the CCRA to get information from the lawyer.
· What happens if documents are exchanged between parties?  Are they still privileged?  NO, they have been published and therefore there is no privilege.  This transfer is not communication to obtain legal advice, they are the product of legal advice.
· Privilege = a client cannot be compelled, and a legal advisor will not be allowed without the express consent of his client, to disclose oral or documentary communications passing between them in professional confidence; communications between client and counsel are confidential!

· The solicitor-client privilege belongs to the CLIENT
· So client can always renounce the claim for privilege

· Privilege can also be waived through voluntary disclosure

· Privileged communications:
· 1. Involve the seeking of legal advice

· 2. Are made in contemplation of or during the course of actual or contemplated litigation

· What types of communications are privileged?
1. Memos can be privileged – who holds the memo does not change the character of the document; no action by a gov’t authority can penetrate it. 

2. Letters between clients and lawyers are privileged
3. Opinion letters are privileged
4. Tax plans, reorganisations, agreements of purchase and sale are privileged
5. Handwritten notes prepared by the client for purposes of talking to a lawyer; notes of a lawyer with respect to communications by a client can be privileged.
· What type of documents are NOT privileged?
1. Agreements between 2 parties that are drafted by lawyers are not privileged – just b/c the document is typed up by a lawyer does not mean they’re privileged

2. Correspondence between lawyers, where one lawyer writes to another saying your client is a dick – they are NOT sent for legal advice or for purposes of litigation
3. Lawyers accounting record  (else CCRA could not audit lawyers), but the clients specific bill will be privileged. 
· Normally obstructing investigation is a crime, but not if you are exercising privilege
· Privilege does not apply to ongoing crimes or fraud, but only when taxpayer seeks legal advice on past crime.
· Third parties may also have privilege – say if lawyer hires another lawyer to advise on file.  

· Generally, it’s only lawyers and clients that enjoy this privilege. How does privilege get lost?
1. Client can formally waive privilege – can tell someone to talk to their lawyer, can give someone a letter authorizing them to talk to their lawyer

2. Through conduct – eg. sending a letter from their lawyer to a third party
· For EXAM – know when solicitor-client privilege does and does NOT exist!!

3.  Accountant -Client Privilege - p832 of Krishna.
· General rule is that communications between an accountant and client are not privileged

· Where an accountant is retained as an agent of the clients solicitor, papers prepared as part of the agency contract are in effect the solicitors papers and ARE privileged communications

· Tower case( court found that communications between accountants and clients and lawyers and clients are different and that we live in a post Enron world and if we did not compel accountant communications, we could be covering up illegal activities

· SCC found that lawyer/client communication is the most crucial communication there is and it is a right of citizens of Canada.
· In Kitch the government wanted info from accounts which had not yet been recorded in writing – court found that they were required to give the information over.  Courts believe that the interests of the government should be protected when it comes to collecting information. 
4.  What to do if CCRA Comes Calling?

· Do not panic, phone your lawyer immediately

· Do not permit the Revenue Canada official to enter your “dwelling house” unless he has a warrant; if he does have a warrant ask him to let your lawyer review it before he enters

· Require the CCRA official to produce authorization card.  If possible, Xerox his authorization card to determine his authority to act in the circumstances

· Determine the nature and reasons for his investigation, call or visit.  Also determine whether this interruption is going to occur at a “reasonable time”.
· Obtain all names of CCRA officials, document all conversations, always have at least 2 persons present 

· Don’t obstruct the investigator and give “reasonable assistance” and answer all proper questions.
IX.  DISPUTE RESOLUTION IN TAX MATTERS

1.  The CCRA Audit


1.1  What Prompts an Audit?

1. TAXPAYER goes past the threshold for people in the same industry, say by deducting far more expenses etc. They may pick people to audit based on a risk profile. But may go after small fish as well – like a waiter who is not declaring tips. Will also audit people who use tax shelters. If you are audited once, you will likely be audited again.
2. Third parties tell on you (vindictive or trying to save themselves from CCRA). 3rd party info will not be disclosed to taxpayer by CCRA.  S.160 (transfer of property to spouse) could apply to an ex common law party so there is no point to disclose such information about your ex spouse.  But spouses and friends and shareholders do rat each other out. Or say a construction contractor puts it on his return but the subcontractor did not put it on as income – so can check for mismatches. 
3. Random. This is good for deterrence. Else people in low risk categories may think they can get away with cheating. 

1.2  Use of Enforcement Powers (See Below)

1.3  The Proposal Letter

· CCRA will send you a proposal letter before they decide to audit.
· They will propose to increase your tax rate, tax base, or reduce tax credits

· These letter are almost always dealing with increases and not decreases unless it is year over year (higher 2003 tax rate but lower 2002 tax rate)

· If you do not agree with the proposal letter, you can write, meet, or call the CCRA and talk about the issues in the letter

· The disputes that typically arise are really between whether or not the story the taxpayer is telling is correct


1.4  Assessment

· S.152(1) will assess with due dispatch. “Assess” is a fancy word for “review”

· If the Minister agrees with you, you will receive an assessment of “as filed” or nil amount due.

· Everyone who files tax return will receive an assessment (s.152(2)).
· If they need additional information they will contact you. 

· You may get a call which is a “desk audit” in which they ask you questions.

1.5  Reassessment

· If, through an audit, the ministers officials believe that your taxes should be revised, you will receive a reassessment.
· S.152(3.1)( Limitation for normal reassessment by CCRA is the period that ends 3 years after the earlier of the day of mailing of a notice of an original assessment and the day of mailing of an original notification that no tax is payable by the taxpayer for the year.

· Policy factor for limitation period is that the people forget, docs are lost, people, die, etc. and therefore it will be difficult to tell your story.  People should also be given a period at which they have security in the fact that they will not be facing litigation

2.  Objecting to the Assessment/Reassessment and Dealing With the Appeals Division

· A tax payer who objects to a Notice of Assessment or reassessment may file a Notice of Objection with the minister.
· The notice of objection triggers the appeal process, which is divided into two segments, administrative and legal

2.1  Filling Notice of Objection - p788 of Krishna.


· S.165 - Somebody who wants to complain to the minister of getting a bill has to serve a notice within 90 days of the notice of assessment, must be in writing. Can use the available form, but you don’t have to! 

· Notice of objection considered by the appeals division of the CCRA.  It consists of different people than those who perform the audit of the taxpayer or the assessment or reassessment, and is supposed to be independent.
· S.165 (3) if they change the assessment because of an objection, they have to reassess.
· The limitation periods for filing a Notice of Objection are (these are strictly applied): 


1. Individuals and testamentary trusts: Within 90 days of the date of mailing of the Notice of Assessment or within one year of filing of return (“filing due date”), whichever is later
2. All other taxpayers: Within 90 days of the date of mailing of the Notice of Assessment.
· s.165(1.11) – Objections by Large Corporations
This section indicates what a corporation must set out in its notice of objection:

1. Describe each issue you’re objecting to!!! (Most important)

2. Set out what the changes should be.
3. Set out what the facts and reasons are that should be relied on

Must alert gov’t of the issues you’re objecting to!!!

If you raise certain issues in the Notice, you cannot make arguments based on any new issues that aren’t in the Notice, same rules if you’re a corporation. Potash Case – court found the corp hadn’t properly completed the Notice of Objection, so it was precluded from raising the issues in the court
· Most cases are settled in the Appeals Division after Objections have been filed and BEFORE the initialization of any court proceedings!

2.2 Form and Contents

· Notice must be in writing

· Delivered or mailed to the Chief of Appeals in a CCRA District Taxation Office

· Notice of objection must set out reasons for objection

· Minister has the discretion to accept a notice that is not served in the proper manner.

2.3 Extension of Time - p789 of Krishna.
· Failure to meet the limitation period could result in loss of all legal rights in respect of objecting to the Notice of Assessment.
· A tax payer can apply for an extension of time See s.166.1: The Minister must consider the extension “just and equitable” and will require exceptional circumstances before any such application will receive approval

· In addition:

1. The application for extension of time must be made no later than one year after the expiry of  the original time limit; 

2. The taxpayer must have been unable to act within the limitation period or had a bona fide intention to object to the assessment, and

3. The application must be brought as soon as circumstances permit.
All the above must be satisfied independently
· Must set out reasons why Objection was not filed
· Must demonstrate that:
·  a. They had a bona fide intention to object (eg. shouldn’t be penalized b/c your lawyer is an idiot and forgot to file objection in time)
· b. That they were unable to act or instruct another to act  

· c. Have to demonstrate that it would be just and equitable (fair) to grant the extension

· Usually gov’t says it’s fine if they miss the deadline by a few days but not if it’s at the end of the year

· d. Have to show that the application was made as soon as circumstances permitted! As soon as you know there’s a problem, file an extension of time application, DO NOT wait to see if you can resole the error by negotiation, do that as well, but file extension of time application immediately. 
· What if Tax Dept doesn’t agree with you that you should get an extension?
· s.166.2 – Extension of time by Tax Court
· Go to the court to convince a judge that an extension should be given 

· Same tests are here as in 166.1(7)

· What if you forget to file a notice of Appeal on time?
· s.167 – Extension of time for filing a notice of appeal
· Have to convince a judge that you can still appeal on time and that you should get an extension!


2.4  Confirmations and Reassessments

· The Minister must consider the Notice of Objection and either confirm, vacate, or vary the assessment 

· Where the minister has not acted within 90 days of service of the Notice, the taxpayer can appeal to the Tax Court without delay.
· The taxpayer who files a Notice of Objection or launches an appeal can apply for a refund of the tax paid if another taxpayer has successfully challenged a similar assessment in court

· The minister is not obliged to give refund but may if found “just and equitable” to do so.
· s. 165(3) With all due dispatch the Minister shall reconsider the assessment and vacate, confirm or vary the assessment. If minister disagrees with you he will confirm and issue a notification of confirmation.
· New limitations period runs from the date of this document!!!
· s.169 – Appeal to Tax Court of Canada - No appeal may be initiated after the expiration of 90 days of the mailing day that the minister has sent a confirmation or reassessment!
3.  Litigation in the Tax Court of Canada

· The Tax Court can only give certain relief.  It can order the reversal of taxes, interest and penalties only as permitted under s.171 of the ITA
· Need to file a Notice of Appeal within 90 days from the date on the confirmation or reassessment notice to get to the Tax Court of Canada!! If no response to the taxpayer’s notice of objection, the taxpayer can appeal at any time.
· After you file your notice of Appeal, gov’t files a reply - they tell you why they should win and why you’re wrong
· Tax Court of Canada has the exclusive, original jurisdiction to decide matters relating to assessments or reassessments. If you want to fight an assessment or reassessment of taxes, Tax Court is the only place to go!  
· There’s a 30 day appeal period to the Federal Court of Appeal; then it goes to SCC but only with leave!
· Where gov’t’s power is being challenged as being abusive or people are saying their power is invalid, those orders are determined by the Federal Court of Canada (Federal Court of Canada deals with abuse of power by gov’t).
· EXAM Question – if you want to challenge the issuance of a requirement letter, do you do it in the Tax court of Canada? NO – you do it in the Federal Court of Canada.
S. 171 of the ITA: Jurisdiction/Powers of TCC (Very important!).
Tax court can overrule the assessment, can vary the assessment, or it can send assessment back to Minister to look at again! TCC can’t do anything more than this!! Can’t strike down a legislative requirement for being invalid, for example! Can’t vary interest, etc. The ITA only gives the Tax Court certain powers. TCC is a statutory court!!! Statute tells judges what to do!

3.1  Types of Procedures: Informal/General - p833 of Krishna.
S.169- appeals to tax court of Canada - file notice of appeal.  Can either go informal or general, both start in the tax court.
Informal( equivalent to small claims process.  

· It is available only if the aggregate of all (federal) tax amounts (i.e. other than interest or prov. tax) in dispute does not exceed $12000, or;

· Amount of the loss in issue does not exceed $24000 (this is amount in dispute including interest and prov tax), or
· The only amount in dispute is the amount of interest assessed under the Act

· If you claim is worth more you can forgo the excess and use the informal procedure.

· A tax payer must make an irrevocable election to use the Informal Procedure (may seek “judicial review” by the Federal Court of Appeal, but cannot actually appeal the case).
· Submit appeal in writing with facts and reasons for appeal, should hear back in 45 days, then will be heard in court next 90 days, then judgement within next 60 days. 
· Usually all completed within 7 months from date the taxpayer files Notice of Appeal.
· TAXPAYER can represent himself or by agent

· Rules of evidence are flexible, no precedential value 

General( full blown formal litigation process

· Cases where federal tax exceeds $12000

· Represent self or by lawyer with formal rules of evidence

· Cannot be represented by a non lawyer agent.

· Case has precedential value.
· As lawyer, you must go in with a gown. Regular clothes can be used for the informal procedure

· Process can take several years, appeals heard by FCA.
· Requires examination of documents and witnesses, and a hearing before a tax court judge.

· Appeal to the tax court will be dealt with in one of four ways:

· Dismissed

· Vacate the assessment

· Vary the assessment

· Refer the assessment back to the minister for further reconsideration and reassessment. 

· See table comparing general and informal - p835 of Krishna.

· If you enter into a settlement with CCRA then you will be strictly bound to it - p835 of Krishna.

3.2  Burden of Proof

· Civil cases are decided on the balance of probability
· Criminal (Tax Evasion) – Proof of guilt must be established beyond a reasonable doubt.
· S.152(8) - TAXPAYER has the burden of proof to establish that the factual findings upon which the CCRA based the assessment are wrong (minister must disclose facts).  The assessment will be deemed to be correct notwithstanding any error, defect or omission in the assessment i.e. even if assessment is wrong, taxpayer must prove it. This burden lies in favour of the minister. 
· S.152(8) effectively denies tax justice to all but the wealthy – for the rest of us we will have to just accept the assessment results. 

· When dealing with penalties, the minister bears the burden of proof in cases involving penalties and limitations periods

· S. 163(2) - The penalty provision - this section has a reverse onus and the Minister must show not only that there has been an act or omission or misstatement by the taxpayer (or his agent) but also that the taxpayer (or agent) had a state of mind that justifies a finding of gross negligence. The word “made” implies intention and consciousness.

3.3  Settlements

· If taxpayer enters into a settlement with the CCRA they are generally bound by the terms of the settlement and they may not appeal the same assessment.
· Claims of duress and threat of prosecution usually don’t negate an agreement as the threat of prosecution underlies every tax return if a false statement is knowingly made.

3.4  Tax Court as a Statutory Court and not a Court of Equity - p833 of Krishna.



· You do your own calc, then they assess you and their assessment is deemed to be correct. 

· Ministers assessment may only be challenged through an appeal and cannot be challenged by a writ of certiorari.
· The usual steps for a taxpayer wishing to appeal an assessment are:

1. Notice of Objection (must file within 90 days from the date of mailing of the notice of assessment or within one year of the filing due date.)

2. Administrative appeal( Involves a discussion with the CCRA and may require more information to be supplied by taxpayer.
3. Appeals branch of CCRA (supposedly independent branch of CCRA) – This is really just a meeting where you go and negotiate. 
4. Appeal to tax court( if CCRA confirms assessment or 90 days have lapsed from date of service of the Notice of Objection. s.169(1)
· DOJ will issue a notice of reply to appeals by taxpayer.
· It is at this point the taxpayer can choose an informal or general procedure

· The Tax Court of Canada has the sole power initially to hear appeals under the ITA

· Depending on procedure chosen, may be able to appeal to Federal Court of Appeal and possibly SCC.
· s. 171- jurisdiction of the Tax Court.  Only “Dismiss the appeal, allow the appeal”.  You can’t ask the Tax Court to waive interest or something like that because the Tax Court doesn’t have the authority (s. 220(3.1) the Minister can waive interest).  So if you ask the Minister and the request is refused then you can go to the Federal Court to challenge the exercise of power by the Minister.  

3.5  The Accountant as a Witness/Expert

4.  Judicial Review/Administrative Relief from the Federal Court:  Federal Court Act

The Federal Court (trial division) is the sole location in which taxpayers may challenge the excessive exercise of powers by CCRA through “judicial review” under s.18.1 of the Federal Court Act

4.1  Challenges to Improper Exercise of Investigative Powers by the Minister

4.2  Challenges to the Improper Exercise of Collection Remedies

4.3  Review of the Improper Exercise of Discretion to Waive Interest or Penalties Under the Fairness Package

S. 220 of the ITA: 

Permits the Minister to do certain things:

· s.220(3.1) – Minister may at any time waive or cancel all or any portion of any penalty or interest otherwise payable by the taxpayer. 
What do you do when you want to allege an abuse by the gov’t?
· Go to Federal Court of Canada

· Have to show that the Minister acted unreasonably
· Minister has to demonstrate there was a proper exercise of discretion in refusing the waiver of interest!
5.  Appeals to Federal Court of Appeal/SCC - p836 of Krishna.
· FCA(Decisions of the Tax Court of Canada rendered under the General Procedure may be appealed to the Federal Court of Appeal. 
· The Federal Court (Trial Division) is the sole location in which taxpayers may challenge the excessive exercise of powers by the CCRA through a “judicial review” under s.18.1 of the Federal Court Act.
· Decisions under the informal procedure may be eligible for “judicial review” by the Federal Court of Appeal

· Appeal must be instituted within 30 days from the judgment of the Tax Court (Court may grant an extension of time beyond the 30 day period).
· This is done by filing notice of appeal with the Federal Court Registry and serving all parties.
· Court of appeal hears appeals with panel of 3 judges.
· Direct References( There are some situations where the taxpayer may appeal directly to the Federal Court of Appeal - p837 of Krishna.
SCC 
· Appeals will be heard only with leave granted by SCC. (average 2 per year)
· There is no automatic right to appeal. Leave only granted if the issue appealed involves a matter of public importance or is one which it decides for its own reasons to hear if Fed C of A thinks it should be heard or if SCC thinks it is of national importance. Dollar value of the dispute does not determine whether leave is granted.  
· Must usually file appeal within 60 days of judgment by FCA.
6.  Overview of Limitation Periods


6.1  Assessment

· The minister is required to examine returns with all “due dispatch”

· The CCRA issues a “quick assessment” between 8-12 weeks of filing by taxpayer of return.

· The most important aspect of the Notice of Assessment is that its issuance commences the running of the 3 or 6 year limitation period within which the Minister may reassess the taxpayer.

· Ministerial delays on the issuance of assessment have been allowed from 15 to 22 months at the extreme.  

· If you never file a tax return, your limitation date for reassessment is unlimited because the limitation time starts running from time you get assessment, and if you did not file a return you would not have had an assessment mailed( FILE A RETURN.

6.2  Reassessment

· S.152(4) [p1274] – can make a reassessment at any time, but there are conditions. S.152(3.1) [p1273] gives normal reassessment periods. 

· Usually, the limitation period is 3 (in some cases 6) years from the day CCRA mails the taxpayers initial assessment.  So if you never filed a return and therefore never had an assessment mailed then the limitation period never starts running. 
· Limitation periods are designed to give the government time to do all their checks and ask questions. 
· S.152(4)[p1274]( If taxpayer misrepresents attributable to neglect, carelessness, wilful default or fraud, the CCRA is not subject to limitation period and can reassess at any time

· Misrepresentation is a statement that is not true or you omitted to put something in your tax return( it must be attributable to bad conduct. So they would likely not be able to chase you if you mistakenly transcribed your numbers onto the tax form – that was not really carelessness – could still have happened if you were being careful. If you put the wrong address on the tax return – you may be liable – see article in supplement for guidelines. 
· The question is where on the continuum do you fall?  IF bad conduct is on one side and honest mistake is on the other end, where are you?  IF mistake, you can’t be chased after three years, but if bad conduct, willful default, etc. then tax officials can reassess forever.
· What if you get a friend to do the return, you could still be liable if there were gross mistakes which you should have seen. 
· In the case of misrepresentation etc where the minister is seeking to have the 3 year limitation period disregarded, the burden will be on the minister to prove that the limitation period should not apply.

· S.152(4)(a)(ii)( if you waive your rights to limitations, CCRA can reassess forever.

· If you give a waiver, you give it on a special form and you can choose the rights you are waiving and you can revoke such a waiver (s.152(4.1)).  If you decide to revoke your waiver, the gov’t has 6 months from the time of revocation to reassess you or not

· Why would you ever waive your limitation rights?

1. The CCRA says trust me, if you give us a bit more time, we’ll be able to resolve this, then we will not charge you more money. This would not be extortion, but may be a case where you are joint and severally liable and CCRA says that if you do not give us more time to assess it then we will just charge it all to you, or else give us an extension and then we will find the people who should share the burden. 
2. You may just want it to be delayed – say if you could have claimed deductions when you submitted your return a few years ago, and now you can not get the benefit of those deductions unless an audit is done – so you will want to give CCRA an opportunity to do an audit.
· For Canadian controlled private corporations it is 3 years after the day of mailing the original Notice of Assessment
· Can have multiple notices of reassessment. 

· Section 154(4)(b) – Gives Minister another 3 years beyond the normal reassessment period in very specific circumstances that are NOT tested on our Exam!

6.3  Filing Notice of Objection (Dispute notice)

· S.165(1)( must be filed in writing and does not have to be on a prescribed form

· Once you send in your notice of objection, you will either get a reassessment or a letter of confirmation affirming the amount that was originally calculated

· Must file with CCRA within 1 year of the taxpayer’s due date or filing his return; or 90 days of the date of mailing of the Assessment to taxpayer.
· Pay bill when waiting for objection (s.161(2)( interest is calculated from the day taxes are due so if you are reassessed, your tax will be calculated based on the date the tax was payable i.e. April 30)


6.4  Filing Notice of Appeal in Tax Court

· 90 days from the date that the minister mails the Notice of Confirmation to the taxpayer( if the Minister does not respond to the taxpayer’s Notice of Objection, the taxpayer can appeal at any time

· JUDICIAL REVIEW( improper authority of the Crown / review exercise of power( judicial review of the activities of the Crown. You do not challenge the searches or the inappropriate taking of taxes in the Tax court for that you pursue actions in the Federal Court of Canada (trial division).
· S. 171- The tax court may dispose of an appeal by:

1. vacating the assessment

2. carrying the assessment or,

3. referring the assessment back to the Minister for reconsideration and reassessment


6.5  Filing Notice of Appeal in Federal Court of Appeal

· 30 days from the judgment of the tax court

· Unless there was a glaring problem, the FCA will not overturn the decisions of the tax court

· For appeal to SCC, the taxpayer must file within 60 days from the date that the Court of Appeal hands down its decision (granting of leave to SCC is rare)

· It is not a matter of right to have your case heard at the SCC.
The Process, a “Short” Example:

April 23 2000 - you file your Tax Return for Jan 1 to Dec 31 1999
(
June 2000 - Minister Actually Looks at Tax Return
(
July 31, 2000 – S.152(1) & (2) – Notice of Assessment is issued by the Minister, indicates Tax & Penalties Owing – Time Limitation Begins

(
August 17, 2000 – Your neighbor rats you out to RevCan
(
September 17 2000 - You get a Proposal Letter Stating how RevCan Plans to Change Your Return
(
October 17 2000 - You Meet the Auditor and Deny Everything – He Wants Proof

(
November 15 2000 - RevCan issues a Notice of Reassessment
(
W/in 90 days of the Notice of Reassessment– You file a Notice of Objection, in writing with

The facts, the reasons why the Minister is wrong – ITA  s.165(1)
(
October 31 2001 -The Minister Issues a Notification of Confirmation, 

Saying they reject your Objection, and Confirm their original position

(
By January 30 2002,  (90 days) - You now file a Notice of Appeal with the Tax Court of Canada

(
It is now 2002, and you are really tired 

W/in 60 days, the DOJ lawyers file a reply with the Tax Court

(
You end up before a Tax Court Judge sometime in 2003

Trial w/ witnesses etc

(
2004, you get an adverse ruling, you apply for a reverse to the 

Federal Court Of Appeal

(
Federal Court of Appeal hears the case in 2005

You Lose, and have 60 days to apply for leave to the SCC

(
In 2006 you go in front of the SCC

You lose, and ( owe about 7 years of back interest; or

You win, and you still don’t get costs (really)    

Ratio:  This takes a really long time & costs a lot of money

7.  Access/Privacy Act Application

· You can see who in gov’t has looked at your information – They all use an access code/log

· Any time you need beneficial information for your client, you will get everything you can in discovery from your client’s file.

· The cost is $360.00  - this fee is designed to limit the use made of this service.
· If you’re a person you can apply as an individual to get information about yourself under the Privacy Act
· Access for Information Act - corporation can apply for information about themselves!
· Doing freedom of information searches is critical in tax disputes!

8.  The Fairness Package


8.1  Waiver of Penalties and Interest (s.220(3.1))


· Waiving interest and penalties upon application of taxpayer( there is no criteria and if you don’t like their decision( you go to judicial review (above)

· When interest is due and not paid, gov’t has power to waive Penalties and Offenses 

· TPs usually not successful at this because it is done at the discretion of the Minister i.e. at fault of the govt.

· Gov’t fault – Taxpayer should not be penalized but if taxpayer fault – Not likely to get relief.
9.  Payment of Taxes in Dispute– s. 225.1/225.2

· If RevCan assesses a taxpayer, and the taxpayer files a notice of objection, then RevCan cannot collect the money until the matter is resolved.

· Works also for appeals to the Tax Court of Canada.

· S.225.1(7) [p1497] ( There two special rules for large corporations (don’t worry about criteria):

i) Because they have lots of tax advisors, even if there is an amount in dispute, 50% must be paid immediately.  Only half can be postponed.

ii) The notices of objection must be far more detailed.

· s. 225.1- you have 90 days after the NOO if you are liable for payment before the Minister can start things such as legal proceedings.  You can postpone payment of your tax so long as you are appealing all the way to the Tax Court.  It is only so long amounts are in controversy that you don’t have to pay.  So if you had two issues and you drop one, then you have to pay for the issue you dropped.  

· S.225.1(6) for these disputes you have to pay right away (e.g. employer who didn’t remit the employee deductions.)

· If you don’t have the cash the government will take security.

· s. 225.2(2)- jeopardy order from the court that allows CCRA to collect debts immediately if there is reason to believe that the money or person will disappear.

ITA s.225.1 – Collection Restrictions (payment of taxes in dispute)

· “Shall not”( must wait 90 days after the mailing of assessment( if no notice of assessment, then the minister is not able to collect yet.  (One exception is jeopardy collection)

· According to s.225.1(2)  Where a taxpayer has served notice of objection under the ITA to an assessment of an amount payable under the ITA collection is delayed. Therefore you could postpone payment of taxes as long as you continue to dispute.

· Unless notice of objection filed (then collection action may not occur until 90 days from date of assessment).
· Still owe for those items not in objection (so file objection against all items)

· S.161- If you don't pay the bill, interest continues to accrue (and compounds daily), so some pay the bill even if they don't agree with it ( and if they win against the gov’t, the gov’t has to pay them back with interest at a higher rate than banks usually give.
· Interest starts running from date taxes were payable.
· S.225.1(6)( Withholding taxes cannot be postponed( because you are dealing with someone else’s money, so you do not get the benefit of the delay.
· Costs( You could be held responsible for costs such as expert fees, photocopies, etc.
· s. 225.1 – Collection Restrictions [90 days]
· Minister may not collect any taxes within 90 days of the mailing of notice of assessment

· They may call and harass you but this is legal

· (2)-  Where taxpayer served notice of objection, Minister can’t do anything until 90 days have gone by

· (3) Minister can’t take action if you appeal to the tax court until the appeal is discontinued or the court makes a decision

ITA s.225.1(3) – Waiting to Collect 
Where a taxpayer has appealed an assessment to the Tax Court of Canada, RevCan shall not take collection action (1)(a)((g) before the day the court mails a copy of the decision to the taxpayer, or the day the taxpayer discontinues the appeal, whichever is earlier.

ITA s.225.2(2) - Jeopardy Collection  - EXCEPTION TO 225.1

· Minister goes before the court to ask for a collection order if Minister afraid taxpayer won't pay their taxes

· TAXPAYER served court order and may dispute the order by demonstrating on affidavit that $ will not be sent out of the country, etc. (i.e. proceeds of crime).
· Gov’t gets worried they are going to run off and not pay taxes owed.
· Some people file objection and then dissipate their funds.
· Gov’t gets court to allow them to collect immediately b/c they believe that collection is in jeopardy!
Lecture 6
X. JURISDICTION TO TAX UNDER ITA

1.  Concepts of Source and Residence Taxation

· There has to be a law to force Canadians to pay tax on their income

· The constitution gives the gov’t the right to collect taxes from citizens and to make the preceding laws
· Citizenship is not a good basis for taxation because citiz. has little bearing on economic activities - p69 of Krishna. 

· Domicile, like citizenship, is a form of legal status.  Domicile depends on physical presence and intention to reside in a country. Britain uses domicile, Canada does not because of the uncertainty problems associated with intention. 
2.  General Rules:  Who is Taxable?  What is Taxable?

· Canada uses residence as its primary connecting factor to exercise domestic taxable jurisdiction, on the theory that a person who enjoys the legal, political and economic benefits of association with the country should bear the appropriate share of the costs of association. 

· So on an exam, the first task when determining tax liability will be to determine if the person is resident or not!
· Residence is the legal and economic nexus that an individual has with Canada, it is different to residence in immigration law and is not synonymous with physical presence (diplomat case) - p71 of Krishna.

2.1  Residents of Canada– World Income (ITA s.2(1)/2(2))

· S.2(1)( “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.”

· A resident of Canada is taxable on his worldwide income regardless of where they earn that income

· Taxation of world income ensures horizontal equity

· S.3(a)( income from inside and outside Canada must be included in taxable income

2.2  Non Residents of Canada– Canadian Source Income (ITA ss. 2(3) and s.115)

· Subject to tax treaty provisions, Canada taxes non residents only on their Canadian-source income.

· S.2(3)( a non resident is taxable in Canada only if he or she:

1. is employed in Canada;

2. carries on business in Canada; or

3. derives a capital gain from the disposition of taxable Canadian property  (subject to bilateral treaties which limit the right to tax a non resident income)

· Physical presence is an important criterion for residence for tax purposes but is not conclusive

· The reason that we tax non residents in s.2(3) is to achieve neutrality and equality because it would not be fair to work side by side with a non resident and he does not get taxed though you do( if you derive the benefits from the country then you should bear the burdens such as tax.
· S.212(1) ( Tax on non residents - based on the common theme of passive income.
· PART I taxes non-residents on active income while PART 13 taxes on a flat tax basis on the gross receipts they derive from these types of income

· IF you have a question regarding a non resident, you will have to figure out if you are taxed under Part 1 or Part 13 or both.

· Before you figure out these questions, you must determine who is a resident or non resident?

3.  Residence of Individuals (ITA s.114, s.250(1), (2), (3))

· For tax purposes, an individual may be a resident, non resident or part time resident of Canada

· There are numerous benefits available under the ITA to residents that are otherwise denied to non residents.
· A part time resident is subject to taxation on income regardless of where it is earn BUT ONLY while he is resident in Canada s.114 [p886].  
· Part-Time residence is when an individual gives up or takes up Canadian residence part way through the year e.g. emigrate or immigrate – calculations often done on proportional or pro rata basis - p79 of Krishna.
· Hong Kong taxes on basis of source of income from HK only. US taxes based on nationality.  Britain on basis of domicile and Canada taxes on basis of residency.

· Residency is used on the theory that you owe economic allegiance to the country with which you currently have closest economic and social ties, and from which you receive legal political and economic benefits. Using residence is good because those who have economic ties will have assets on which to recover judgment - p70 of Krishna. Using location of source of income is not a good method, corporate shuffling and e-commerce allows companies to define their source of income where they want.
· Whether or not are a resident is a FACTUAL determination, and may be deemed a resident by statutory rules.
· Individual residence is determined in one of three ways:

1. statutory rules

2. Common law

3. tax treaty rules


3.1  Statutory Rules (The first way residence can be determined)
· s.250(1) [p1616](The ITA conclusively deems (irrebuttably makes something something it may not ordinarily have been) an individual to be a resident of Canada throughout a taxation year if he: (s.250(1) p1616)
1. Sojourns in Canada for 183 days or more in a year (if you stay in Canada for more than 182 days, you are deemed a resident); day = 24 hour period or part thereof  - p73 of Krishna.
2. Is a member of the Canadian Forces

3. Is a member of the Canadian diplomatic or quasi-diplomatic service;

4. Performs services in a foreign country under a prescribed international development assistance program of the Canadian government

5. Is a member of the Canadian Forces school staff;

6. Is a child of a person holding a position referred to in the above categories (other than sojourner), if he is wholly dependant on that person for support.
· Sojourning( implies a temporary stay in a place, as opposed to ordinary residence. One sojourns at a place where he unusually, casually or intermittently visits or stays.
· The fact that an individual has been in Canada for fewer than 183 days does not, by itself , mean that he is not a Canadian resident (may be considered a resident under CL test( “facts and circumstances”)

· Sojourning may be found whether or not you stay in Canada voluntarily or involuntarily - would also apply if you were an inmate, or an injured tourist in hospital.  The 183 days to not need to be consecutive. Sojourning is when you are in a place and are not just roaming around? Well the tourist was roaming???
· There is no definition of “resident” in the ITA.  The definitions rely on jurisprudence so you must look at the case law.
· S.250(1) aims to include people with strong economic connections with Canada even though are abroad.
s.250(3) - Ordinarily Resident – an expression of the intent to return

· Consider whether there is any intention to return to Canada ( demonstrate lack of ties to this jurisdiction, including powerful relationships

· A failure to generate significant relationships to the “other” jurisdiction will help CCRA to prove Canadian Residency – Ferguson case (used a dictionary definition of “sojourn” and decided that the tax payer only sojourned in Saudi Arabia) 

· Glow case did indicate, however, that to “lose” residence, one need not cut all banking ties

· You may be resident in more than one jurisdiction.  
· The checklist is not absolute, but more a case of the balance or weight of factors.

3.2  Common Law (The second way residence can be determined)
· Residency is a question of fact decided against the laws ( you want to look for facts that demonstrate whether or not the person has a continuing relationship with a place.  
· May still be a resident under the common law “facts and circumstances test” - p74 of Krishna lists the multiple criteria for this test. This test implies that the s.250 deemed criteria are not exhaustive, just because you do not fit into those – you are not necessarily non resident.  
· 3 key factors are 
· dwelling place

· family connections
· personal property and social ties. 
· You must look at the factors objectively to determine the intentions of the person

· Residence at CL is determined by his links with Canada( if links are sufficiently strong the person will be seen as having a nexus with Canada and he is a resident for tax purposes.
· The sufficiency of connecting factors depends upon multiple criteria including:

1. Nationality and background

2. Physical presence

3. Ownership of property or dwelling in Canada

4. Location of family home

5. presence of business interest

6. presence of social interests

7. mode of life and family ties; AND
8. Social connections by reason of birth or marriage
A person must reside somewhere. Residence requires more than mere physical presence. 
· There are some accepted legal propositions:

1. A taxpayer must reside somewhere

2. A taxpayer need not have a fixed place of abode to be resident in the jurisdiction 

3. Residence requires more than mere physical presence within the jurisdiction

4. Residence does not require constant personal presence

5. A taxpayer may have more than one residence

6. The number of days that a taxpayer spends in Canada is not determinative

7. Residence may be established by presence within Canada even though he presence is compelled by the authorities, business necessities or otherwise

8. “residing” and “ordinarily resident” do not have special or technical meanings and the question whether a person is “residing or ordinarily resident in Canada” is a question of fact

9. Intention and free choice, which are essential elements in domicile, are not necessary to establish residence; residence is quite different from domicile of choice

10. A failure to pay taxes or file tax returns in a foreign jurisdiction may be a relevant factor to a Canadian residency determination.
11. A taxpayer’s routine of life is an important factor( a taxpayer may be resident in Canada even if he or she is not physically present if it is part of a settled routine of life to visit Canada at regular intervals

· The following are the relevant indicia in determining Canadian Residence:

1. past and present habits of life

2. Regularity and length of visits to Canada

3. Ties within Canada

4. Ties elsewhere

5. Purpose of stay

6. Ownership of a home in Canada or rental of a dwelling on a long term basis (1 year or more)

7. Residence of spouse, children and other dependant family members in a dwelling that the individual maintains in Canada

8. Memberships with Canadian churches and other social organizations

9. Registration of cars, boats, etc. in Canada

10. Credit cards issued by Canadian financial institutions

11. Local newspaper subscriptions sent to a Canadian address

12. Rental of a Canadian PO box or safety deposit box

13. Subscriptions for insurance with Canadian company

14. mailing address in Canada

15. telephone listing in Canada

16. business cards showing Canadian address

17. Canadian bank accounts (unless non resident accounts)

18. Securities accounts

19. Canadian drivers license

20. membership in Canadian pension plan

21. frequent visits to Canada

22. burial plot in Canada

23. will prepared in Canada

24. filing income tax return as Canadian resident

25. ownership of Canadian vacation property

26. Active involvement in business activity in Canada

27. employment in Canada

28. maintenance or storage in Canada of personal belongings

29. Landed immigrant status in Canada

30. severing all ties with former country of residence
· For provincial residence( provincial income tax liability( an individual resided in a province throughout the taxation year if he resides in the prov on Dec 31 of the year.  (E.g. if an individual who resides in BC moves to Alberta on Dec 30 of a year is taxable on his income for the entire year in Alberta.

· The rule is imperfect but it is in exchange for simplicity and certainty.
· If you have no assets in Canada the CCRA will not likely chase you.
· In the case of corporations, the calculation is more complex (a corporation must allocate its Canadian source income to each of the provinces in which it maintains a permanent establishment)
· Part time residence will be when you change status during the year – immigrate/emigrate.

· It is not easy to relinquish Canadian residence – need to sever ties permanently.  Factors considered - p79 of Krishna.

· Becoming a resident is much easier – do a pro rata calculation – so becoming a resident officially and doing the pro rata calculation will likely be better than being classified as a permanent resident for being a sojourner - p80 of Krishna. As far as the tax classification is concerned you will be a non resident for the year you arrive i.e. if you were classified as a resident you would not use the prorate calculation, but would be taxed on your worldwide income for the whole year. 
· Residence may be established by presence within Canada even though the presence is compelled by the authorities, business necessity or otherwise (IRC v. Lysaght)
· NOTE – you can be resident in more than one place at the same time

3.3  Tax Treaties (The third way residence can be determined)
· An individual may be a resident of more than one country in the same year

· For example, a Canadian resident who is a US citizen is potentially liable to taxation in both countries as is a person with international investments.

· Without relief, such individuals are potentially subject to double taxation

· Because multiple taxation is unfair and inefficient, Canada has negotiated a number of bilateral tax treaties

· These treaties resolve dual residency claims on individuals and allocate jurisdiction to tax to one or the other country’s. There are a number of tie breaker rules which to determine which country can tax what.
Canada- US Tax Convention (p2597):

· The US is Canada’s major trading partner and this treaty is critical for many Canadians that are employed in the US or have businesses there and visa versa

· Article 1- Personal Scope

· Article 4- Residence

· For the purposes of this convention, the term resident of a contracting states means any person that under the laws of that state is liable to tax therein by reason of that persons domicile, residence, citizenship place of management, place of incorporation or any other criterion of a similar nature

· Jurisdiction to tax in such situations is usually decided by applying a series of tie breaker rules so that only one country has the primary right to tax the individual. 

· These rules determine the degree of attachment that an individual has with a country and are ranked in descending order of significance as follows:

1. Location of permanent home

· Treaties typically ascribe a dual resident individual to a country in which he has a permanent home

· “home” includes any form of residential establishment (house, apt, even rented furnished rooms, but not a hotel or other accommodation under license)

· It is the permanence of the home not the nature of ownership - p77 of Krishna.
2. Center of vital interests

· Where individual has permanent home in both countries, the individual is deemed to reside in the country with which he has closer personal and economic relations (family, occupation, political and cultural activities) - p78 of Krishna.
3. Habitual abode

· If no permanent home, and no center of vital interests, the treaty deems the individual to reside in the country in which he maintains a habitual abode (where does the taxpayer usually reside?) - p78 of Krishna.
4. Nationality

· If none of the above are sufficient to break the deadlock, treaties typically deem the individual to reside in the country in which he is a national (which country is taxpayer a citizen of?)

· If the dual residency issue can not be sorted out through the above criteria, the revenue authorities of each of the countries will deal with via administrative resolution.  The competent authorities for Canada would be the CCRA and the IRS for US.  The question for the tax authorities is to determine what is the most fair way to avoid double taxation.
· If your fact pattern does not involve the US, rather look at the tiebreaker rules on p77 of Krishna which apply to OECD countries – they are very similar though.
· If there is no tax treaty with a country, you may be subject to double taxation.
· If the tie breaker rules mean that you are to be taxed in the US, then you will be a non resident in Canada and will be taxed only on your Canadian income. 

3.4  Administrative Views

· CCRA views are discussed in its Interpretation Bulletin (IT-221), “Determination of an Individual’s residence”

· It used to be that if a person was absent from Canada for two years that they would be considered on the face of it not to be a resident of Canada

· When the taxpayer left, were they intent on returning to Canada??? If so, they may be deemed to have never left and therefore continue to be a resident of Canada.

· S.250(3)(  Ordinarily resident - In this Act, a reference to a person resident in Canada includes a person who was at the relevant time ordinarily resident in Canada.
· When you leave you need to show that you’ve cut ties to the country

· The CCRA focuses on 3 principle factors

1. Dwelling Place - The maintenance of a dwelling is the single most important factor

2. Family Connections

3. Personal Property and social ties

4.  Residence of Corporations (ITA s.250(4)) 

· Corporation is a legal entity in its own right and taxable on worldwide income.
· In same way as for individuals, determine residence status in 3 ways – statutory rules, common law, treaties.
· Non resident corporations are taxable in Canada only on their Canadian source income

· There are benefits available to resident corporation v. non resident corporations

· The Act does not dictate a definition of residency for corporations( it merely deems corporations to be resident or non resident in certain situations( therefore we must look at case law and you would not be automatically saved if you got past s.250(4).


4.1  Statutory Rules - s.250(4) - p81 of Krishna.
· The ITA deems a corporation incorporated in Canada to be a resident in Canada for tax purposes if incorporated in Canada after April 26, 1965 regardless of where they are managed or controlled.

· The act deems a corporation incorporated in Canada prior to this date to be resident in Canada in a taxation year only if it:

1. Becomes resident in Canada at any time under CL rules; or

2. Carries on business in Canada during any taxation year

· A corporation originally incorporated in Canada that was granted articles of continuance in a particular jurisdiction is no longer resident in Canada by virtue of its original jurisdiction of incorporation from the time of continuation until continuation into a different jurisdiction

· A corporation incorporated in Canada is also considered a “Canadian Corporation” (important due to special incentive provisions that apply to “Canadian Corporations”)

· The ITA also deems a corporation that is continued into or outside Canada to have been incorporated in that jurisdiction.  [“Continued into Canada” is when the original incorporation was done outside of Canada but then some of the documents were Canadianised, although the corporation was not fully reincorporated in Canada.] A corporation that is incorporated in Canada and continued outside Canada escapes the deemed residence rules, which are based on the jurisdiction of incorporation. (e.g.- act deems a corporation that is initially incorporated in the US and then continued under fed or prov corporate law in Canada, but which remains resident in both countries because of the “central management and control” test, to be a resident of Canada


4.2  Common Law - p81 of Krishna.
· The cases indicate that the proper test for residency is where central management and control of the corporation exists - Question of fact and circumstance.
· A corporation is considered to be resident where its “central management and control” resides – can analogize a corporation to an individual – Lord Loreburn - p81-82 of Krishna.
· A company resides for purposes of income tax where its real business is carried on. This is different than corporate capacity which is determined through the constating documents that created the corporation and the law of the jurisdiction of incorporation.

· General propositions for corporate residence:

1. A corporation can have more than one residence if its central management and control are located in more than one jurisdiction.
2. Central management and control refers to the exercise of power and control by the corporation’s board of directors and not to the power of the corporations shareholders (therefore, residence of shareholders is irrelevant for the purposes of determining corporate residence

3. The residence of a subsidiary corporation, even a wholly owned subsidiary, is determined independently of its parent corporation. (Use the same test.)

4. A subsidiary corporation may have the same residence as its parent corporation if the parent exercises effective control over the subsidiary’s activities and management.
· To determine management and control, one must evaluate all factors including:

1. The location of meetings of its directors--> key factor in determining corporate residence

2. The degree of independent control exercised by its directors; and 

3. The relative influence and power that its Canadian directors exercise, as compared with foreign directors (the rubber stamp test).
· A corporation that desires non resident status should: incorporate outside Canada and conduct all of its board meetings, banking, and corporate finance outside Canada.  Where there are several directors, the majority should be non residents.  Annual shareholder meetings should also be held outside Canada.  Signing of business and legal documents, address and telephone numbers of head offices, accounting and bookkeeping activities should also take place outside of Canada

· If you were looking at setting up a company in Caymans to earn interest income, you would do the following:

1. Properly incorporate a company in Caymans

2. Get your directors (hopefully some locals) and hold all directors meetings in Caymans

· There are anti avoidance rules that deal with these type of transactions

· If you had a company that was incorporated in Nevada but had directors meetings in Vancouver, who can tax the company?  The only time we get into the treaty is if both countries have the right to tax.
· In the Nevada example( where is central management and control?  Arguably in Canada.  But it was incorporated in the US so we would consider the treaty and find that due to incorporation in US, the tie breaker will end up allowing the US to tax
· Generally Canadian cases follow the British lead, but three rogue cases have said that corporate residence is where legal control is exercised (Directors living/meeting, not the day to day management).  
· You incorporate a company in Barbados- the corp. is not subject to Canadian tax as long as central management doesn’t live in Canada – must always consider “How are we going to collect the tax”
· Email makes the “management and control” test problematic – Hard to track – send email to Bermuda and get them to send official instructions!

4.3  Tax Treaties

· There are tie breaker rules to determine which country among OECD (organization for economic co-operation and development) countries has the right to tax a corporation - p83 of Krishna. However Canada and USA reserve the right to consider the place of incorporation. 
· The countries which sign onto the treaties are called “contracting states”.
· The model for treaties uses “effective management” as the tie breaker to determine the residence of corporations (if resident of both contracting states, then it shall be deemed to be a resident of the State in which its place of effective management is situated). NB for exam question if USA is not the other country.
· Canada and the US reserve the right to use “place of incorporation as the determinative test for corporate residence (where a company is a resident of both Contracting states, then if it was created under the laws in force in a Contracting State, it shall be deemed to be a resident of that state).  Don’t get tricked in Canada/USA exam question if says that all work done in Canada, if incorporated in USA then is taxed there.
· A non resident enterprise of a country with which Canada has a bilateral tax treaty is taxable in Canada only if it carries on business in Canada through a “permanent establishment” i.e. this is a heavier requirement than merely carrying on business. 
· “permanent establishment is “a fixed place of business in which the business of the enterprise is wholly or partly carried on” - p84 of Krishna lists that determining factors for whether an “office” exists in a place.
· Corporate taxpayers can quite easily arrange their affairs to take advantage of the rules that determine residence by virtue of specific statutory and treaty provision e.g. since the US Canada treaty uses the place of incorporation test – just incorporate your business where it is best for tax purposes (treaty shopping) – so now have GAAR type provisions in some of the treaties - p85 of Krishna.
· There is increasing concern in international community that treaties should limit, or at least restrain, tax planning motivated solely by tax avoidance through treaty shopping.  The Canada- US Treaty limits the benefits of the treaty to “qualifying persons”( therefore, the authorities are allowed to deny the benefits of the Treaty where taxpayers use it in an abusive manner.

4.4  Administrative Views

· CCRA has still not published any extensive guidelines regarding the residence of a foreign corporation
· CCRA will only pursue a foreign corporation if it has assets in Canada. 
5.  Residence of Trusts - p86 of Krishna.
· A trust is a legal relationship where the property is to be held by one person (trustee) for the benefit of the other (the beneficiary)

· S. 104(2)( Although in common law trusts are not a separate legal entity, for tax purposes, trusts are taxable as a separate person under the ITA and therefore taxed like any other tax payer.
· Residence of trust for tax purposes is a question of fact determined according to the CL rules applicable to individuals.
· The trust resides where the trustee resides (if more than one trustee, then residence is where a majority of its trustees reside and NOT by the residence of its beneficiaries or the residence of its settler - p86-87 of Krishna.

· Unlike individuals and corporations, a trust cannot have dual residence. 



· A trust may reside where a person other than a trustee exercises a substantial portion of management and control

· To maintain non resident status, it should ensure that at least a majority of its trustees are non residents of Canada, hold trust meetings outside Canada and invest the majority of its assets outside Canada.  Furthermore, the governing laws of the trust should not be Canadian.

· If you have a deadlock and have a trust with a trustee resident in Canada and one in the US( the courts looks at a multiple number of factors including the residence of the beneficiaries, location of the property that is the subject of the trust and you look at the residency of the trustees

· If a trust is taxed in more than one jurisdiction, we must look at the treaty.
· Tiebreaker rules for Trusts – usually the same rules for individuals will apply to trusts unless the treaty has a special rule for trusts which some do

· A trust cannot have dual residence.
6.  Non Residents (ITA s.2(3), 115, 116, 212-218, Role of Treaties) - p1151 of Krishna.
· Taxed only on their Canadian source income, active and passive - p88 of Krishna, as follows:

· They are subject to Part 1 and Part 13 of the ITA 

· Part 13 essentially provides for a flat tax rate of 25% on passive non-business income. 
· In Part 1 of the ITA at full rates just as if they’re residents of Canada – but ONLY if they earn specific types of income enumerated in s.2(3) and s.115 – generally Canadian source receipts that are ACTIVE in nature:

· If employed in Canada at any time in the year or in the previous year
· If carry on business in Canada at any time in the year or in the previous year
· If dispose of taxable Canadian property at any time in the year or in the previous year
· Non-Residents of Canada are also subject to tax for certain receipts under s.212 [p1442] (which is part XIII) of the ITA

· Every non-resident person shall pay flat rate withholding income tax of 25% on every amount that a person resident in Canada pays or credits to them:

· pension receipts

· grants

· Dividends, ETC

This flat rate can be reduced under tax treaty

· S.248 (p1589) indicates what is taxable Canadian property – real estate, share of capital stock not listed on stock exchange.  But what is disposition – see s.248 – includes sale.  
· Non residents and residents should be treated equally as far as carrying on business is concerned.

· Non-residents are also liable for provincial tax if they are employed or carry on business in a province. 

· S.212( Therefore, if a non resident of Canada has 1000 dollars in the TD bank and gain 100 in interest, the bank will withhold 25% of the amount of interest, or in this case 25 dollars.

· S.215( obliges the TD bank to take money off the interest income and send it to the Canadian gov’t.  

· S.212 and s.215 is different from Part 1 of the ITA because Part 1 requires the non resident to file a tax return while these sections do not.

· If people come to Canada and carry on business in Canada they are subject to tax in Canada

· It is not easy to relinquish Canadian residence( an individual must produce convincing evidence that he has severed ties with Canada on a fairly permanent basis in order to cease residence.

· The CCRA is going to look at four principle factors to determine whether an individual has given up Canadian residence.
1. Permanence and purpose of stay abroad

2. Residential ties within Canada

3. Residential ties elsewhere, and 

4. Regularity and length of visits to Canada

· The very least that an individual should do is:

1. Sell or lease his dwelling in Canada

2. Sell his motor vehicle

3. Cancel any lease in respect of dwelling in Canada that he was occupying or sublease the dwelling for period of absence

4. Cancel bank accounts, club memberships, and similar social and business connections within Canada

5. Maximize the period of this physical absence (preferably over two years) from Canada


· Becoming a Canadian resident for taxation purposes is much easier than relinquishing residence

· An individual who takes up residence in Canada is taxed as a part time resident for the portion of the year after his arrival and as a non resident prior to his arrival.

· Thus it is generally more advantageous for an immigrant to establish residence in Canada rather than be deemed a “sojourner” in Canada in the year of arrival.

· An immigrant can also arrange to take up landed immigrant status in Canada in a particular year and maintain non resident status for income tax purposes
· Non-resident individuals get taxed on Canadian source income at regular tax rates in tables.  Where the income is not earned in a province e.g. capital gains – then will be subject to provincial tax which is an additional 48% of the federal tax amount previously calculated.

6.1  Carrying on Business in Canada (Part I of ITA) - p1160 of Krishna.
· S.253 [p1625]( Gives extended meanings of carrying on business. Deemed to be carrying on business in Canada for the year if they do a, b, or c.
· S.253(c) = If dispose of resource property (or real property), then will be carrying on business. 

· Interpretation act says ignore headings – but s.253 heading implies that the meaning of carrying on business is more expansive than one might otherwise expect.
· A non resident carries on business in Canada if he or she engages in any business actively, solicits orders, or offers anything for sale in Canada (Active income) - p89 of Krishna.
· Business income is distinguished from property income by the active / passive distinction – how active is the person in bringing in the income, if combine labour and capital investment then it will likely be business income. 
· Business is defined in the ITA as “a profession, calling, trade, manufacture, or undertaking of any kind whatever, and includes an adventure or concern in the nature of trade in most circumstances.
· Soliciting business or offering goods for sale may be doing business in Canada regardless of where the transaction is actually completed. 
· E.g. You watch home shoppers channel and  it says call a number to buy when the seller lives in Waco Texas… are the people in Texas carrying on business in Canada?  No, if the TV station is in the states, then no one is actually in Canada and therefore fail the s.253(b) test.  The advert is an invitation to treat, they are not making an offer in Canada, so the section does not apply. But what if this is actually deemed to be carrying on business in Canada – they don’t have a permanent business establishment so they are not carrying on business in Canada even if they are found to be soliciting instead of inviting to treat. The converse is true for Canadians doing TV business with Americans over American TV. You should only pay tax in the jurisdiction when there is a degree of permanence. 
· Web page is also an invitation to treat, and also lacks the s.253 requirement for there to be an agent in Canada. 

· Today, we live in a world where goods are sold on a global basis via the internet and this is a competitive edge without the threat of taxation in Canada( tax law needs updating to catch them.
· Look at article 7 of US-Canada tax treaty [p2311] – business profits E.g. Seller from Seattle comes to PNE to sell from a booth.  Does he have to pay tax to Canada?  Yes, because he is soliciting in Canada.  But we must consider that US wants the tax money as well so we must look at the treaty.  Article VII, s. 7 states that US will get to tax and not Canada unless is found that his business is sold out of a permanent establishment in Canada.  So is the PNE a permanent establishment for the business? Article V [p2309] sets out the definition of permanent establishment. S.1 gives basic meaning, s.2 gives extended meaning. This was the Fowler case, he had a wagon, and was staying in one place( and the Tax court said that he had a fixed place of business and he had to pay tax.  The court was considering that this guy was competing with Canadians who were doing the same job.  A broad interpretation is given to a “fixed place of business” - it does not matter how long it is fixed! The wagon was on blocks – this was relevant. So in this case Canada would tax (federally and provincially), and then the wagon owner would get tax credits on that income in the USA..
· See - p1161-1162 of Krishna for list of factors determining whether business is being done in Canada. 

· Four conditions for the taxation of a non-resident business – go through these in exam.
1. existence of an enterprise

2. carrying on of a business by the enterprise

3. place of business that is fixed

4. nexus between the enterprise and fixed place of business.

If meet these requirements then non-resident enterprise will be taxed on its business profits to the extent that its profits are attributable to the permanent establishment in the country. 

· Note that tax liability flows from the statutes – the treaties only relieve you of double taxation.

· Permanent establishment implies more than a transitional or passing connection with the country – but hotel room could qualify, also ( could be rented, does not have to be “fixed” to the soil, look at context of activities. 
· People design their relationships to avoid tax being payable to Canada. In Olympics – they may make is such that construction sites last for less than 12 months – for tax reasons.  

· General format of all treaties are the same – defined by OECD, but the terms will be different. May be 6 months for a construction site, instead of the 12 months in the OECD treaty - p1168 of Krishna.
· If foreign enterprise just rents a local property that will not be enough – must carry on business on that property – the business profits must be linked to the permanent establishment - p1170 of Krishna.
· Dependant agents with the power to bind the company in contracts can cause an enterprise to have a perm estab.
· What happens when someone comes from Hong Kong (who does not have a treaty with Canada) and hands out pamphlets tell people if they ever want to buy such a product to call him in Hong Kong… is he taxable in Canada?  Such pamphlets have been found to be invitation to treat and therefore no solicitation and therefore it fails the s.253(b) rule and is not taxable in Canada (carbolic smoke ball case).
· Article XIII [p2322] – non residents will be taxed on gains made in Canada. So if you are American and you own a Gulf Island. S.2 – if sell the wagon in previous example – can Canada tax the profit – yes – it is property that was used in carrying on a business. S.4 says that other gains on other than real or personal business property will only be taxed in USA – so this would be shares in a Canadian private company. Always first look at statute to see if non resident is subject to tax, then see if relieved by treaty – if statute does not impose liability, then don’t need to look at treaty – NB this for exam question regarding the liability of non residents. IT is a creature of statute – what does the statute say???
· If there is no other definition, we look to the CL. 
· Details of tax rates for non resident corporations given p1152 Krishna, but similar to those for resident corps. 

· There are two different philosophies about whether  someone’s carrying on business in Canada:

1. Where have the contracts been signed? = this was the old practice

2. From when does the profit emanate? Where is the work done?


6.2  Employment Income (Part I)

· Active income

· An individual is considered to be employed in Canada if he or she performs the duties of an office or employment in Canada (whether or not the individual’s employer resides in Canada) - p89 of Krishna.
· s.115(2) deems certain non resident persons to be employed in Canada in the year e.g. students in Canada, see  p1152 of Krishna for complete list. s.115(2)(e) makes scholarships, bursaries etc. taxable. 
· Consider Canucks – consider Americans on team, he is employed by Canucks, s.2(3)(a) says is liable for tax, but wants to know if treaty means he is exempt – Article XV [p2327] Dependant personal services = employment – pay tax if employment is exercised in Canada.

· Article XVI – artistes and athletes – consider touring ballet company – they will be taxed in Canada, unless income less than $15K per year – de minimus provision, but will be taxed on the whole thing if you go over $15K.

· Say Canuck gets a signing bonus – statute says this is employment income. What does the tax treaty say - article XVI – s.4 [p2328] – only pay tax at rate of 15% - this is why they have high signing bonuses i.e. so attract low tax rate – this figure would have been negotiated by Canada and USA.  Would have to ask if the money was really paid as a signing bonus, or was it actually just wages and salaries. Don’t forget to look at legal relationships – if was a valid signing on contract, then would be a legitimate signing bonus.
· If the non-resident gets stock options from employment, then they will be taxable on those options regardless of whether they exercise them within or outside Canada - p1159 of Krishna.

6.3  Taxable Canadian Property (Part I) 

· Active income

· This includes real property in Canada, shares of resident Canadian corporations (other than public corporations), and capital property used in carrying on a business in Canada. There is an extended meaning of “taxable Canadian property” in section 248.
What if non-resident is selling taxable Canadian property - p1115 of Krishna.

· Non residents are liable for CGT on dispositions of taxable Canadian property - s.2(3)(c) and s.115(1)(a)(iii) [p887], subject to any relief from tax treaties.  p1191 of Krishna gives a list of what is taxable Canadian property (real prop, business capital prop, some shares). 
· Can an American sell that gulf island which is Canadian. S.116 [p895] – Have to report to the minister of national revenue. The minister will then give a certificate of compliance when the non resident has paid the tax – well you have to prepay 25% of the estimated value of the gain, or give security for that amount, then the minister will give you a certificate. 
· The vendor getting the certificate is “optional” -  But what if don’t have the certificate - S.116(5) then the purchaser can be liable for 25% of the difference between the cost of the purchase and the certificate – if there is no certificate, then the certificate amount is zero, and therefore liable for 25% of purchase price. What a waste this would be if the seller did not make a capital gain i.e. their capital gain tax would have been zero. This comes up for real estate – a lot! There is therefore big incentive on the purchaser to check up on the seller. Put conditions in the contract of purchase and sale, and hold back 25% of purchase price.
· This only applies if seller is a non-resident person, but how do you know – s.116(5) – if made reasonable enquiries, get sworn statement “you are not a non-resident of Canada”, then will not be liable. If a clearance certificate has been issued you will not be liable either. Why would the seller not want to go for a clearance certificate – may have other problems which they don’t want investigated – may be offloading their last asset. 
· The above 25% rule applies to non-depreciable Canadian capital property – but if it is depreciable Canadian capital property then the purchaser could be liable for up to 50% i.e. the increased limit is so that CCRA is sure that the capital gain and the recaptured CCA which the vendor would have to pay is covered.  Therefore the purchaser should determine the breakdown between depreciable and non-depreciable capital property to determine how much of the purchase price to withhold until the tax clearance certificate has been obtained. 
· Are limits on CGT for non-residents - p1192 of Krishna, cannot deduct reserve in CGT calc, cannot rollover capital property to a spouse, cannot use full principal residence exemption. 
6.4  Passive Income (Part XIII/13 of ITA)

· Subject to withholding tax under Part XIII (general rate of withholding tax is 25%- this rate is reduced however in Canada’s tax treaties).
· Examples of passive income( dividends, interest, or royalties - p1194 of Krishna.
· S.212 and s.215
· S.212[p1442]  - if pay amount to a non resident, then you must take off 25% if are paying for one of the enumerated items. This is done for administrative efficiency – difficult to track foreigners down and get tax out of them.
· If you fail to withhold and remit you will be liable for the amount the non-resident owed (s.215(6)[p1468]) and may be penalties and the directors may be personally liable (s.227.1)

· If put $100 in bank – non resident deserves interest, but must deduct tax at source. Default is that are required to deduct 25%, but most Canadian tax treaties reduce this to 15%. Are exemptions – p1196 Krishna.
· Rents and royalties payable to non-residents are also subject to withholding tax. 

· Pension payments are subject to withholding tax, but there are exemptions - p1199 of Krishna.

· If pay dividends s.212(2)[p1452], then must make deductions before you issue payment to the non resident. 

· Under part 1 of ITA the obligation is on the non-resident, but under part 13 the obligation is on the resident making the payment – it is done at source. NB exam question – under part 1 non resident has obligation to submit a return, under part 13 they do not have to submit a return. Under part I the tax amounts are calculated on a net basis, in part 13 the tax amounts are calculated on a gross basis i.e. withhold 25% of income at source. 
· S.212(1)(d) [p1446] – beware when you pay your foreign landlord rent. 

· What effect do tax treaties have – article 11 of USA Canada tax treaty [p2317] – if interest arises in Canada, then Canada can tax at a rate of 10% (s.2), so actually not the 25%.  So if you want to invest in Canada it would be better to live in the USA than in Hong Kong which does not have a tax treaty with Canada. The tax treaty reduces the rate at which tax is charged, if no treaty, then no reduction.

· S.215(6) – if fail to deduct then you will be liable for the amount.  
6.5  Treaty overrides for Part I and Part XIII 

· The liability of a non resident person for Canadian income tax also depends upon whether the taxpayer resides in a country with which Canada has a tax treaty.
· Treaties are intended to prevent double taxation – so if the taxpayer is not subject to taxation in the other jurisdiction, it is unlikely that the treaty will exempt him from taxation in this jurisdiction.  
· A bilateral tax treaty can modify the scope of a non resident’s liability for Canadian tax - p89 of Krishna.
· The general treaty rule is that business profits earned by a non resident in Canada are taxable only if the non resident has a permanent establishment in Canada and the profits are attributable to the establishment.

· “permanent establishment” means “a fixed place of business in which the business of the enterprise is wholly or partly carried on.” 
· The effect of the permanent establishment rules is that when Canada has a tax treaty with the other country, the threshold for the non residents liability will be higher - p89 of Krishna.
· A permanent establishment requires a degree of permanence and stability to the place of business in Canada

· Does the tax treaty between the US and Canada effect non residents payment of interest income tax?  Article 11 para 1 says that interest income from Canada can be taxed by the US if the resident is US.  Para 2 states that such interest may also be taxed in Canada which is presently 25% withholding at source.  Do both countries tax?  In this case, the treaty reduces the tax from 25% in Canada to 10% of interest income.  

· What happens if a dividend is received?  S.212(2)( if you receive a dividend from a corporation, it is subject to tax (25%) if you are a non resident.  As a resident of the US, you want to look at the tax treaty.  Article 10 says dividend paid by a company that is resident in Canada may be taxed by the US.  Para 2 states that such dividends may be taxed in Canada.  So both countries can tax dividend.  BUT if the owner of the dividend is a resident of the US, the tax burden by the Canadian tax authorities will not exceed 5-15 % depending on amount of shares held.

· In exam look at Part 1 and Part 13.  If part 13 is applicable, then look at taxation and then look at the treaty to see if this is different.  
· What happens if the resident is a resident of Argentina?  Can Canada tax the interest income?  Yes, s. 212 states that they can be taxed.  Do not look at Canada US treaty! You would look for a treaty between Canada and Argentina.  Roman numeral s.54 (liv) has the cheat sheet for tax treaty withholdings
· The US Canada treaty has an exemption for employment income. Normally non residents are taxed on Canadian source employment income. But the treaty says that if in Canada for < 183 days of the year, income < 10 000, and salary is paid by US company, then will not be taxed in Canada on that income - p1154-6 of Krishna. The 183 day rule applies to each calendar year, so could be here for 365 days if midpoint of stay is New Years Eve. (This is different to the normal OECD rule which applies the 183 day period to any fiscal year)
· In the point above, what I called “salary paid by US company” is a condition which is imposed because if a Canadian company was paying your salary as a tax deductible expense then you should pay tax on that money you receive – there are actually more complications to this issue - p1157-8 of Krishna.
7.  Part Year Resident (ITA s.114)

· An individual is a part time resident if he gives up or takes up Canadian residence part way through the year

· If a Canadian resident is leaving Canada, an individual is a resident of Canada until his departure (tax on global income) and a non resident for the remainder of the year (tax on Canadian income only).

· Therefore, as a resident, the individual would be taxable in Canada on his global income and as a non resident, the individual would be taxable in Canada only if he was employed, or carrying on a business, in Canada or if he realized a capital gain from taxable Canadian property.
· S.114 will apply to a former Canadian resident in a taxation year in which he spends even more than 183 days in Canada, but then leaves Canada and becomes a non resident.

· S.114( breaks the year into 2 parts.  Once the hockey player becomes a resident of Canada, he is taxable on his global income.  BUT until he becomes a resident, he is only taxable on his Canadian Source income. Same rule if you leave. 
8.  Exempt taxpayers (ITA s.149) - p89 of Krishna.
· S.149 [p1239]( makes your tax rate zero!  Therefore, the people who are subject to the rules of s.149 must file your tax return because they may have income.  In this category, they don’t have a tax rate and therefore don’t pay tax.
· Their tax base is not zero, it is still taxable income, but the rate is zero. They still have to calculate taxable income.
· The ITA exempts from tax the following persons:

1. Persons holding diplomatic and quasi diplomatic positions in Canada, members of their families and their servants.
2. Municipal Authorities

3. Corporations owned by the Crown

4. Registered charities

5. Labour organizations

6. Non profit clubs, societies or associations

7. Prescribed small business investment corporations

8. Registered pension funds and trusts

9. Registered pension funds and trust
10. Trusts created for:

· Employee profit sharing plans

· Registered supplementary unemployment  benefit plans

· RRSP’s 

· Deferred profit sharing plans


· RESP
· So if there is a way to shift your income to these people, that would be good tax planning.

· Policy is that government wants to allow these organisations to support themselves w/o asking government for handouts.

· Constitutional reasons – fed gov can’t make prov gov liable to tax.

Lecture 7
XI.  THE CONCEPT OF INCOME

Review of s.3

· S.3(a)( you add up income from various sources and according to s.3(b) you add up capital gains, then you deduct credits and deductions. Sources = employment, office, business, property.
· For the rest of the course we will be looking at the sources that go into s.3. If don’t have a source then don’t have anything to go into s.3(a).
· ED WILL TEST ON CALCULATION OF S.3( CERTAIN THINGS ARE TAXABLE AND CERTAIN THINGS ARE NOT. S.3 is critically important. It is the base from which we look at other sections of the statute. 
· We will see that certain types of receipts of income are included in the categories.

· Are gambling winnings subject to tax under s.3(a)?  Expectation of receipt? Source – yes – see p116 Krishna.
· P96,109,114 of Krishna has useful charts – look at before exam.

· S.56(1) will have income from other sources – pension, spousal support, prizes, scholarships, research grants. This is not employment, business etc income – but is still taxable.

· S.3(b) makes net capital gains taxable.

· The character of the gain is critical – will determine the tax rate.
1.  Distinction between Income, Net Income and Taxable Income

· The act does not define “income”. Dictionaries indicate it is “a recurring gain derived from labour or capital”, but this will not cover prizes, scholarships damages etc. Other definitions given bottom p97, and p98-99 of Krishna.
· The definition of income determines the size of the base.
· The first step in determining whether a receipt is taxable as income is to determine its nature and character

· We include a receipt in the taxable base if it constitutes income UNLESS, even though of an income nature, the 
Act excludes it by virtue of a specific statutory provision. (E.g. Gov Generals salary is income but they are exempt from income by ITA)

· The concept of income refers to the increment or “incoming” in the value of wealth over time

· The concept of income for tax purposes must be one that we can administer at a reasonable cost

· Under s. 2(2) of the ITA, a resident of Canadian is subject to tax on “taxable income”; but what is “taxable income”?

· There is no strict defn’ of taxable income, but it is calculated by:


(i) take income from sources (sources of income are enumerated in s. 3);


(ii) subtract any deductions applicable to that source which yields net income from sources


(iii) add up all the net income from sources to obtain income


(iv) subtract any Division C deductions which may be applicable to get taxable income

· income in common law v. income in economics


> in economic theory, income amounts to the “money value of the net accretion to one’s economic power btween two points of time”; this includes the value of goods consumed in a period net of any gain or loss in value of assets over a time period


> in law, the concept of income differs in two respects:


(i) the exclusion of unrealized gains: generally, unless converted to cash; accrual in the value of assets does not count as income.  This can result in “bunched income” which pushes the taxpayer into a higher bracket for the year of sale.


(ii) the rigid classification of income by source: different sources of income are treated differently for the purposes of taxation.  This is different to the economic definitions which do not distinguish based on source. Equity would require that don’t distinguish based on source, yet this is basic tenant of our tax system. 
· Economists try to define what income is( the juridical view of income has been more narrow that that of economists.  The famous Haig-Simons formulation of an economist’s view of income is given on p97 of Krishna.  But for legal purposes it is dependant on a source! Must consider the practicalities of administration and enforcement when we define income which is why some of the expansive definitions from the economists are unworkable.

· But if tax department is struggling to classify your income, then they will use a Haig Simons type approach by looking at the change in the algebraic sum.  But then the taxpayer will say it is not from taxable income. 

· Income tax is a tax on income, not capital or wealth. Income is the fruit from the tree, the tree is capital.
· p96 of Krishna shows a table of what is and what is not taxable. If it is taxable it must be a receipt, but although it is a receipt it is not necessarily taxable.  Gifts are recipes that are not taxable – they are not from a source, they are not from a predetermined effort, are not recurring. Finding money on the street is not from a source – so is not taxable. 
· Definition of income has evolved more in the US than in Canada – In US even punitive damages are taxable - p101 of Krishna.
2.  Statutory Concepts of Income


2.1  Section 3 of the ITA - p108 of Krishna.
· This section contains basic rules for determining income for a taxation year.

· s. 3 of the ITA classifies income and losses into six major categories which are treated differently for the purposes of taxation; as such, people are always trying to reclassify income from high rate sources into low rate sources (e.g. capital gains rates are lower than business income rates). Income conversion and tax deferral are the two cornerstones of tax planning.
· S.3 is phrased as “determine the amount by which [income] exceeds deductions”.  Krishna p111-112 then calls the deductions which can be made “exceeds”, well the amount by which income is greater than deductions is called “exceeds”. 
· > the principal sources of income in s. 3 are the following:



(i) office



(ii) business



(iii) employment



(iv) property



(v) capital gains:  (separated into subcategories)



(vi) “any other source” 
Note( this is not an exhaustive list, although the judicial decisions in Fries and in Schwartz, see below, took narrow views on the scope of income. (p104 of Krishna with reference to the Fries case talks about “normal net take home pay” – this is your pay after deductions for EI, WCB, withholding tax etc).

Income v. capital:

· Analogy to a tree that bears fruit: the tree is capital, the fruit is income

· Bank investment: capital

· Interest from bank investment: income


2.2 Importance of “Source”

· The source of income is important because the rates of tax charged on each source vary as do the extent to which losses can be applied and therefore people attempt to reclassify their incomes into lower or tax exempt categories of income in order to maximize their tax savings.
· S.3(a) receipts are fully taxable, s.3(b) receipts are only partly taxed. Capital gains are only half taxable.  Pay tax at the normal rate on half the gain, don’t pay half tax on the full gain – semantic difference.
· S.3(c) – “if any”, means if have a positive balance. Amount by which, if any, s.3(a) and s.3(b) exceed that under subdivision E – go to s.60 - has deductions i.e. things that reduce your income.  

· Say you put a new roof on your rental property. Expenses made in order to generate income are deductible. In s.60 – spousal support is not made in order to produce income, this is a personal expense.

· S.60(o) [p313] – Allows deduction of legal expenses when you dispute your taxes. They reduce your income. These expenses may not be to gain or produce income, but are still deductible, that is why they have to be specifically set out i.e. they are not covered by the general deduction allowed for expenses made to produce income. But how much is the deduction worth – depends on the tax rate, will be tax rate x deduction, but if have such a low income that would not pay any tax, then the deduction would be useless. If you pay no tax and it is a tax credit – it would not help, unless it is a refundable tax credit.

· S.3(d) – if have a positive amount after deductions in part s.3(c) then you can make a further deduction – i.e. the loss from employment, business, property, office.
· The characterization of losses by source is equally important - p112 of Krishna. e.g. business losses for example are fully deductible against any source of income while capital losses are only deductible from capital gains. Unused business losses may be carried forward for 7 years, unused capital gains losses can be carried forward indefinitely.  Listed personal property (LPP) losses are only deductible from listed personal property, not from other capital gains. 
· Each source of income must be calculated separately and deductions from income are similarly limited (a deduction may only be taken against a source of income if it is applicable to that source)
· Imputed income - p107 of Krishna, is income that is derived from the personal use of one’s own assets e.g. farming. Canadian tax system does not impute income to a tax payer – don’t say you ate x dollars worth of potatoes from your own field – valuation problems make this impractical. So ignore it even though it violates principles of equity and neutrality. 
· Tax liability under part one is calculated separately from tax liability under the other parts of the act. 

· Exam question will be – “Here are the incomes, calculate the taxable income?” – bring calculator to the exam, and be clear in explaining which of each of amounts in the question are dealt with by each of the sections. Draw up a table in the exam – show that you understand the different parts of section 3.
· Strike pay is not taxable. 
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(
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(
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NET FEDERAL TAX PAYABLE


· A taxpayers liability for tax under Part I is determined by reference to “taxable income.”  We then apply the tax rate to taxable income to determine the amount of basic federal tax payable.  Tax credits and surcharges are then applied to determine the net federal tax payable.  Provincial taxes are then calculated as a percentage of federal taxes.

3.  Economic Concept of Income and the Comprehensive Tax

· The tax measure of income is based on realized gains from sources and a judicial understanding of what constitutes “income” and is NOT synonymous with the economists understanding.


3.1  Windfalls/Nothings (Gambling)

· Not income for taxation purposes, but according to the wording of s.3 is should be strictly speaking if it is a source inside or outside Canada, and was from a business – so if you are in the business of gambling, then s.3 should apply.
· The reason it is called a nothing is because it amounts to nothing.

· If you have an amount that you don’t think is taxable and you file a tax return stating this, you will be likely audited… why would you do this?  TO START LIMITATION PERIODS (3 years)

· Gambling is said to be irrational, and is not certain, so is not from a source. Business income suffers from some of the same problems, but it is taxable – so theory can be dodgy.

· Canadian justification is based on administrative and revenue consideration. Krishna often mentions that if you will have tax dodgers because of implementation difficulties then this will bring the tax system into disrepute, and this is considered a strong policy reason for not trying to catch those taxes at all.
· Accounting for casual betting for pleasure would impose an unreasonable burden on individuals and few people would likely comply.

· Furthermore, if the losses were deductible from the gains, the net revenue gain would be minimal

· Therefore, as long as gambling is a hobby and taxpayer is not engaged in the business of gambling, then income will be exempt from taxation.

· Any money made via investment of lottery or taxation winnings would be subject to taxation as per the ITA


· Definition of windfall is generally “a gain that is unexpected or unplanned and one that we cannot link (is unrelated to) to one of the named sources (office, employment, business, property, and capital gains) of income.

· Therefore the courts have found that income can arise only from EXPECTED returns. UNEXPECTED returns are windfalls and are non taxable as income

· Queen v. Cranswick - p118 of Krishna - more specifically, a windfall gain is a gain that:

1. Does not result from a legally enforceable claim – no obligation to make a donation. 
2. Is not expected, either customarily or specifically

3. Is not likely to recur – this is true for gambling winnings, unless gambling is your job.
4. Is not customarily a source of income for the recipient of the gain (was there a source?)

5. Is not given as consideration for services rendered, to garner favour, or anything else provided, and 

6. Is not earned as a result of an activity or pursuit of gain
· Not taxing windfall gains is contrary to the principle of fairness as measured by ability to pay – what difference does it make that it was unexpected – it was still received. 

· So you should tell the auditors that it was money found on the street, that it was a gift – so it comes down to credibility and proof. Must have the paperwork to back it up – keep the winning lottery ticket. 

· Schwartz case - p103 of Krishna – must come from a source.

3.2  Gifts/Inheritances

· Not income for taxation purposes and therefore not taxable

· A “gift” is a voluntary and gratuitous transfer of property from one person to another.  

· Therefore a transfer of property qualifies as a gift only if the transfer is both voluntary and made without expectation of reward or return. A payment that requires a quid pro quo is not a gift.
· Gifts and inheritances are not taxed as income but are considered capital transfers - p117-118 of Krishna – impinges on the principle of fairness as measured by ability to pay.
· Since Canada does not have a gift or inheritance tax( such items are entirely tax free

· Donations to flood victims etc are not taxable. 


3.3  Imported Income


3.4  Barter Transactions

· If no money is involved and you are exchanging goods for services, the value must be included as income.

· The question is what is the value to be used in tax return?

· For example( if a lawyer renders legal services for which he usually charges $2000 (value of services) in exchange for a cow that has a value of $1600 (value of exchange) i.e. the lawyer gives the farmer a good deal - which value should be used for tax purposes?

· The CCRA requires that the recipient’s income is increased by the price that he would normally have charged for the goods or service - in this case $2000 was the value of services.

· If you can’t determine the value of the services rendered, the value of the exchange can be used to set the price of the transaction.
4.  Legal Concept of Income

· In the absence of specific statutory rules, “income” means NET income determined in accordance with ordinary commercial principles  (Good costs $10( resold for $30= income of $20)

· Even if the ITA does not use the adjective “net” to qualify “income”, we read this term as net income. (e.g. Goods bought for $10( goods resold for $30 and $3 paid in shipping( = income of $17 as seller is entitled to capital investment and expenses)

· Income is only realized when we realize it in a market transaction such as a sale, exchange or disposition.  (e.g. appreciating stocks( income not realized till sold)

· This realization rule reduces financial inconvenience, disputes over valuation and reduces uncertainty.

· E.g. taxing someone on their unrealized appreciation of property value would create cash flow problems for taxpayer( liquidity can be a big problem depending on the asset.  Would be OK for public shares – could sell a few to make tax payments – but would not work well with land. 
· The “realization rule” can be unfair because A may have shares which pay no dividends but increase in value by x dollars, A does not get taxed, while B who gets x dollars in dividends does get taxed.  The realization rule trades off equity against administrative convenience. B defers tax payment, and for the individual, tax deferral is tax saving. 
· A consequence of the realization requirement in tax law is that it converts our system from a tax on income to a tax on transactions ( which allows us to defer our tax liabilities as we can control when we recognize such income.
· This creates a non neutral system( creates an incentive to buy stocks (greater likelyhood of capital gains which can be deferred) than bonds that pay interest on a current and therefore taxable basis - again the system is not neutral. 
· Equity requires that we tax all gains equally, regardless of their source but our tax system rests on the source concept

· Our system is different than that of the UK in that the named sources of income under s.3 is not exhaustive and income can arise from any other UNNAMED source.  The UK scheduler system originally distinguished between sources to allow independent reporting to protect privacy of tax payers - p103 of Krishna.
· The scope of the source doctrine is not settled…

· In Fries- SCC held strike pay is not income based on the idea that the ITA does not specifically provide for its inclusion in the tax base i.e. it is not a named “source” in s.3 - p103-104 of Krishna. So in this case the SCC suggested that the sources specified in s.3 are exhaustive. Note that a stipend is a “fixed regular allowance”.
· Schwartz -  SCC held that damages for the termination of an employment contract were not taxable as a “retiring allowance”. However the court did say that the words in s.3(a) i.e. “without restricting the generality of the foregoing” indicate that the section is to be read in an expansive manner - p104-105 of Krishna.
5.  Sourcing of Income in the ITA (s.4)

For this course, we need only know that s. 4 has the effect of sourcing income from both inside and outside Canada.

5.1  Qualitative

The source of income by activity matters as to how the income is treated in Canadian for taxation purposes

5.2  Geographic

The geographical source of income is important for determining tax credits b/c of amount paid in foreign jurisdictions and for tax treaties
6.  Exempt Income


6.1  Statutory Rules (ITA s.81)

· s.81[p463] states that certain things are not in your tax base – these are receipts that you do not include in income.  This is different from s.149 which defines persons who are exempt from tax i.e. distinction between income which is exempt, and a taxpayer who is exempt. 
· Statutory exemptions - An example of a statute in Canada that would exempt something from tax is the Indian Act.

· Eg: Money that was earned by an Indian on a reserve was found to be tax free because it was situated on the reserve. 

· The ITA specifically exempts certain forms of income from tax, regardless of who receives it.

· Sections defining exempt income given in table form on p.120 of Krishna.
· Look to other statutes to see if you can be exempted from taxes… s.81 incorporates by reference the exempting statute which exempts the taxpayer.


6.2  Common Law

XII.  THE MEASUREMENT OF INCOME

Focus on the following issues:

a) The differences between “book” and “taxable” income

b) The fact that the ITA creates the tax law and overrides accounting concepts relating to the realization and recognition of income and the deductibility of expenses for purposes of calculating net income under the ITA  

c) GAAP does not govern for purposes of calculating income for tax purposes.  It is only a reference for calculating profit for section 9 of the ITA.

1.  GAAP and the “Truer Picture of Income”


1.1  Role of Accounting Principles in Tax Law

a) General Comments on Accounting Principles  

· Taxpayers income for a taxation year from a business or property is his profit for the year. 

· Profit( Means net profit (revenue - expenses)

· Principles of accounting are neither rigid nor uniform making comparison difficult in many instances

· GAAP = Generally accepted accounting principles = The principles that underlie the preparation of financial statements for commercial use

· Profit is not defined in the ITA




· Once you have determined the appropriate treatment according to commercial and accounting practice, you then must find out whether the Act or case law prescribes a different treatment for tax purposes

· As long as the taxpayer uses a method of paying income tax which is one that is permissible under well accepted business principles, and is not prohibited by the Act or a rule of law, the minister CANNOT dictate a specific method to be used by a taxpayer

· The taxpayer cannot use an accounting principle where it is prescribed otherwise in ITA( therefore the ITA prevails over commercial and accounting principles (e.g. GAAP allow for deduction of depreciation, but ITA does not.)

· Case law may also prohibit the use of a particular method of calculating income that is otherwise acceptable in commercial practice.
b) Generally Accepted Accounting Principles  (GAAP)

· Though not statutorily based, case law indicates that business profits should be calculated according to GAAP.
c) Section 9 of the ITA: Concept of Profit

· Profit is the difference between what comes in and what goes out… if there is money left at the end, there is a surplus (profit).  If no money is left and there is a deficit, then there is a loss.
· The ITA determines income from business or property by reference to s.9(1)( a taxpayers income for a taxation year from a business or property is the taxpayers profit from that business or property for that year

· The determination of “net profit” is a question of law and not a matter of GAAP


· GAAP may be influential but its not operative legal criteria and therefore s.9(1) is a starting point and normal accounting practices for tax purposes may be overborne by ITA provisions, judicial precedent or commercial practice.
d) Tax Profits

· Accounting profit and tax profit are related in that for tax purposes, the starting point requires an examination of generally accepted commercial practice, but for example the ITA specifically prohibits a deduction for depreciation (s.18(1)(b) – p105)and therefore such an expense can’t be taken into account for tax purposes - p133 of Krishna.  (ITA allows for Capital Cost Allowance). Depreciation is an undisputed phenomenon but the calculation methods are varied – so the ITA rather uses a capital cost allowance (CCA) system to limit depreciation - p155-156 of Krishna.
· In sum, tax profits and accounting income may be substantially different.  


1.2  Conflicts between Financial Statements and the Tax Act


a)  Use of GAAP

· S.9 has been judicially interpreted to incorporate the consideration of GAAP principles - p154 of Krishna.
· The term profit means net profit – this is a question of law – GAAP may be a guideline but is not the legal criteria. 
· Absent an express or implicit statutory or judicial proscription against the use of a particular accounting method, a taxpayer is entitled to determine income for tax purposes according to any appropriate accounting method

· The general rule for tax purposes( apply that principle of method which provides the proper picture of net income (whatever method presents the truer picture of a taxpayers revenue, which more fairly and accurately portrays income, and which matches revenue and expenditures, must be used).
b)  Does GAAP give a truer picture of income?  (Canderel, Ikea, TO College Decisions)

· The accounting principle of selecting the proper method of inventory valuation is clear( it is the one that results in charging against operations those costs that most fairly match the sales revenue for the period.

· In general, profit is equal to revenues less costs but for the purpose of the ITA, not all costs are deductible from the revenues

· In general, we start with accounting principles and if the ITA specifically prescribes a different treatment for an item, then the ITA is followed 

· In Canderel, Ikea, and College Park the SCC dealt with the difference between “profit” as in the ITA and “profit” as measured by GAAP.
· For the ITA: “profit” is a legal concept and not an accounting concept and profit is determined from a business perspective and not the GAAP or accounting perspective

· Where the ITA is silent, then you can rely on any method to measure “profit

· “Accrual basis of accounting”: Profit from business or property is generally calculated on an accrual basis. s.12(1)(b) requires that income from the goods or services sold in a year (earned) should be included in income regardless of when the receipts are due or actually collected.
· Unearned income is to be included as income under s.12(1)(a). 

CANDEREL, IKEA, COLLEGE PARK  
Facts:
Landlords were paying tenants inducements and wanted to write them off. In year 1 the landlords had lots of inducements and wanted to take advantage of them because they had cash flow problems, so they want to write them off as an expense now.  Revenue Canada said that under GAAP, the inducement write-offs should be matched to the lease period so that only a portion of tenant inducement could be claimed in each year.
Issue:
Whether tenant inducement payments are deductible from income entirely in the year in which they are incurred, or whether the minister is entitled to insist that they be amortized over the terms of the lease to which they relate?




Held:
SCC holds that taxpayer wins. Matching the write-offs to the lease period is good for GAAP, but in the absence of any specific wording in the ITA, people can rely on any business practices established over the last 200 years and they are able to deduct all inducement in first year unless the ITA says otherwise.
Discussion:

GAAP principles, rooted in financial accounting, are motivated by factors that are fundamentally different from taxation:
1. Financial accounting is usually concerned with giving a comparative picture of profit striving for methological consistency year over year while tax computation is solely concerned with the achieving an accurate picture of income for each individual taxation year for the benefit of the taxpayer and CCRA

2. Accountants traditionally give conservative accounts of profit while ITA desires accurate accounts of profit.

Criteria to consider when determining profit

1. The determination of profit is a question of law 

2. The profit of a business for a taxation year is to be determined by setting against revenues from the business for that year, the expenses incurred in earning said income.
3. In seeking to ascertain profit, the goal is to obtain an accurate picture of the taxpayer’s profit for the given year

4. In ascertaining profit, the taxpayer is free to adopt any method which is not inconsistent with 

a) The provisions of the ITA

b) Established case law principles or rules of law; and

c) Well accepted business principles

5. Well accepted business principles, which include but are not limited to the formal codification found in GAAP, are not rules of law but interpretive aids( in the calculation of income, they will do so only on a case-by-case basis, depending on the facts of the taxpayer’s financial situation

6. On reassessment( once the taxpayer has shown that he has provided an accurate picture of income for the year, which is consistent with the ITA, the case law, and well accepted business principles, the onus shifts to the minister to show either that the figure does NOT represent an accurate picture, or that another method of computation would provide a more accurate picture.  In cases dealing with computation of profit, they come to court with business principles and accounting principles and then the CCRA has to show that case law, ITA, etc. say something different.

When trying to determine whether an expense can be deducted in one year or must be matched and therefore deducted over the course of the lease for example, consider the timing of the benefits derived from the expense.  More specifically,

1. Were there any immediate benefits realized by the payor in the year that the payment was made?  If so, good argument to allow for total expense in the same year.  If only long term benefits are realized, may have to match expense with benefits/revenue/lease over coming years.

2. The “matching principle” is NOT a rule of law

Note: the effect is that income on financial statements (“book income”) can be different from taxable income and this is OK

E.g. Revenue =100 in first year, Expenses= 200 because of the high start up costs in the first year( if expenses were deductible in year paid, then there would be a loss of 100.  IF it is spread, then there is income, and therefore tax payable.  CCRA advocates the latter scenario because tax deferral is tax saving for the taxpayer.
2.  Basic Income Tax Accounting

· Businesses carried on as partnerships or sole proprietorships do not have separate legal personalities and therefore income from them must be reported by the partners or proprietor in their personal capacity( BUT may use a fiscal period that is different from the calendar year. (e.g. X’s corporation will calculate its income for its fiscal year end ending Oct 21, 2002: that income will be included in X’s personal income for the 2003 taxation year but any income earned by X Widgets after Nov 1, 2002 will not be reported until X files a 2003 return in April 2004

· Accounting methods:

a) Employees report their income according to the cash basis of accounting (Report as received and report expenses as they are paid - p150 of Krishna.)

· Whenever you see the word “received” as opposed to “earned” you may be able to postpone the payment till received.

· The use of a cash system over an accrual system is based on administrative convenience (employees lack the skill to file tax returns according to accrual basis of accounting and intolerable burden on CCRA to review such returns). Furthermore accrual systems only yield marginally more tax for the government.
· This method allows for some tax planning by attempting to reduce immediate tax liabilities by accelerating payment of their expenses and delaying receipt of income.
· Income is calculated by what is received actually and constructively by the tax payer in the year. Therefore, the taxpayer cannot defer taxes simply by waiting until the following year to pick up his paycheck. If the check is ready and you choose not to pick it up, you will still be held to have constructively received it in the given tax year. There is a difference between not going to get the check and the fact that the check, though money is due for services rendered, is not issued by employer yet.  

· If an owner/manager so chooses, they can elect to accelerate or defer salary payments in order to maximize after tax returns and may even forgo some of his salary for the year (not imputed to taxpayer).  The owner will not be held to have constructively received his income before the cheque is written even though he is the one who will be writing the cheque - p151 of Krishna. 
· CRA does not impute taxable salaries to controlling shareholders - p151 of Krishna.
· E.g. GIC is earning money every day but you are not charged tax on the interest until your money is actually received!

b) Business and property income is generally applied using the accrual method, esp. if a trading business. Accrual accounting is a system where one recognizes expense in the period when we incur the expense, rather than when we actually pay for it - p151 of Krishna.  (Report income as earned and deduct expenses as incurred) 

· Incurred means when you have a legal obligation to pay for the item purchased. E.g. corporation purchases merchandise on Dec20 and pays for it on Jan 10, accrual accounting requires the corporation to recognize the purchase in current year even though did not pay till next year.  Recognizing expenses in appropriate period depends on the nature of the expense.

· Business and property income is usually reported upon accrual basis

· The act does not explicitly say that an accrual method must be used, but does say in s.9 that income for a business or property is her profit thereon. The term “profit” has been judicially interpreted to mean profit calculated in accordance with commercial practice, and commercial practice favours the accrual method of accounting (therefore mandated indirectly via requirement to adhere to GAAP)

· Two important exceptions to this rule is made in the case of farmers and fishers—the ITA specifically authorizes them to use the cash method (The policy justification is that the distortion of net income when using the cash method is minimal and this tax concession has been available to farmers for a very long time, so don’t change it now.) - p151 of Krishna.
· Another exception is found in the “modified accrual method” applicable to professionals. Though they must calculate according to the accrual method, professionals have the option to exclude their work-in-progress in calculating net incomes for tax purposes - p152 of Krishna.
· Holdbacks - p152 of Krishna ( the time of sale is not the only time for revenue recognition and some businesses may deviate from the norm and recognize revenue at some other time.  (E.g. contractor can defer recognition of their income until such time as “holdback payments” become legally receivable.  Furthermore, contractors may also accelerate the recognition of profit by bringing into income amounts that may not be legally receivable by virtue of mechanics liens, etc.)

· Net Worth - p152 of Krishna ( a technique for calculating income which suits the CCRA.  This method is usually used when CCRA does not agree with taxpayer’s filing or taxpayer does not file.  The calculation of income is taken as the difference between a taxpayer’s net worth (wealth) at the beginning and at the end of the year, plus any amount consumed by the taxpayer during the year.  (e.g. taxpayer owns 100K worth of property at beginning of year and 105K at end of year and during the year consumed 45K worth of goods( income for the year is 50K) Similar to the Haig-Simons approach - p153 of Krishna.
c) T or F?  The profit shown on the financial statement is the amount that is to be reported for taxation purposes?  F

d) You are a writer and you have a book published in 2004, but get no royalties till 2005.  When are you taxed?  First you want to find out if the writer is in a business.  If yes, then you want to look to 12(1)(g) [p42] and s.9.  Is it measured on an earned or received basis?  There is a conflict.  Profit from a business is reported on an accrual method i.e. when earned, but s.12(1)(g) states received.  You must remember that when you negotiate K on behalf of client, make sure your client has enough money to cover taxes that are collected on an “earned” basis. Specific governs over the general.  For example s.18(1)(b) [p105] generally prohibits deduction of capital expenses from income.  However s.20(1)(c) [p135] specifically allows interest paid on capital to be deducted as an expense. 
e) S.18(1)(e) [p106] prohibits amounts being deducted from income for a year because it is feared that such income under the accrual system may not actually be realized.  Accountants do this to prevent overestimation of income.
3.  Timing of Income - p162-164 of Krishna.
· The accrual method is the appropriate method of determining profit in most circumstances for business and property. Even if you will not receive actual payment until later – you pay tax on income when the right to payment is created. The accrual system is GAAP, but there are other GAAP’s which allow deviation from the accrual system.
· Payments in advance: Unearned revenue is included in income in the year the payment is received, rather than when the revenue is earned i.e. if someone pays you in advance, money is taxable when received even though good or service has not been rendered. Under accounting principles unearned revenue is a liability, but in tax it is considered income. s.12(1)(a) [p40] states that advance payments must be included, but s.20(1)(m) [p141] indicates that certain amounts may be deducted. 
· Receivables: The taxpayer must include all amounts receivable by the taxpayer in respect of property sold or services rendered in the course of business carried out during the year. 

· Receivable means “the taxpayer has a clearly established legal right to enforce payment at the particular time under consideration” e.g. in the construction industry, if work is performed under a K over an extended period of time, interim payments are made to the contractor.  Such payments are subject to builder holdbacks to ensure satisfactory completion… such holdbacks are not considered part of income until final certificate of approval is given and contractor is then legally entitled to that amount.

· Professionals: Accountants, dentists, lawyers, medical doctors, veterinarians and chiropractors are  allowed to calculate income using modified accrual method and do not have to include “work in progress” in income. 

1. If there is a sale of professional business, any work in progress previously excluded from income is brought into income of the vendor.

2. If a professional elects to exclude work in progress from the computation of income, his income is computed based on fees billed, subject to any adjustment for undue delay in billing (this election is binding on the taxpayer for subsequent years unless it is revoked with the consent of the Minister).
3. Amounts received in advance of performance of services are included in income UNLESS the funds are deposited in a segregated trust account.  e.g. lawyer takes retainer from client for unperformed services( this income may be excluded as long as the money is put in a trust account.  (TAXPAYER may, however, claim a deduction in respect of services that will have to be rendered after the end of the year s.20(1)(m) [p141]).
· Farmers and Fishers may calculate income on a cash basis (i.e. income of a taxpayer is computed by adding up amounts received in the year and deducting amounts paid in the year). Accounts receivable are included in income only when they are disposed of by the taxpayer.
· p156-157 of Krishna has an example to explain how s.7(1) will be applied to determine ones income upon the exercise of an option to buy shares. 
4.  Reserve and Allowances (ITA ss.12 and 20)  - p165 of Krishna.
· The ITA generally prohibits reserves with the general prohibition stated in s.18(1)(e) “of a deduction for any reserve, “contingent account” or sinking fund, except as permitted by the ITA”

· The SCC has held that a taxpayer cannot claim a loss in respect of assets of a fluctuating value (shares) until time as the assets were sold or became worthless so that the loss was irrevocable.

· Doubtful and Bad Debts: Every business that sells on credit suffers some credit risk and the ITA specifically authorizes a deduction for a reserve for doubtful debts (s.20(1)(l)) and bad debts (s.20(1)(p)).  

· A taxpayer’s doubtful debt reserve may be based on analysis of likelihood of collection of individual accounts or stated as a percentage of the total accounts receivable. In either case, DEDUCTIONS MUST BE REASONABLE (a debt that has remained unpaid for a considerable amount of time does not necessarily render it bad). 

· Prepaid Income: We can make an adjusted entry to reduce current income by setting up balance sheet liability to reflect that some income received was unearned. e.g. Corporation sets up liability “rents received in advance” for the purpose of moving those rents from current fiscal period to the subsequent one.  If the prepayment was a deposit and subject to refund on demand (like retainer) it could be argued that corporation had not “realized” the amount and should not recognize it as income at that time.

· There are two ways of expressing the accountant’s concern that current income is being overstated.  One is to say that though money has been received, it has not been earned and the other is to say that there has been a failure to recognize a business liability in the next accounting period (need to have property available for rental for 3 months).
a) Inclusion in Income - p167 of Krishna.:  s.12(1)(a) requires a corporation to bring received $ into income whether or not earned yet and its reference to amounts “regarded as not having been earned” confirms that the adjustment cannot be made directly to the statement of revenues.  In any event, normal accrual accounting would recognize the receipt and make the adjustment by setting up the liability (unearned income) to reflect the future obligations.
b) Deductions from Income - p167 of Krishna.:  Fortunately for corporations, s.20(1)(m)(iii) expressly allows “a reasonable amount as a reserve in respect of… periods for which rent or other amounts for the possession or use of land or chattels have been paid in advance”  Therefore, corporation can account for future obligations that affect current income when the future obligation can be precisely quantified and its occurrence can be precisely predicted.  Examples of such business would be property management (rent paid for future use of property), publishing business (subscriptions paid for future publications), and entertainment business (tickets sold for future event)

c) Uncertainty - p167 of Krishna:  Businesses may legitimately claim future obligations but the amount of the obligation may be uncertain both in respect to quantum and timing (e.g. movie gift certificates).  There may also be a situation where business cannot accurately predict the amount of its future obligation, but it can at least predict the timing within reasonable limits (insurance broker who receives premiums for future protection)  S.32(1) allows agents or brokers to set up a pro rata reserve in respect of unearned commissions

d) Reserve for Future Goods and Services - p168 of Krishna:  s.20(1)(m) authorizes a reserve for a “reasonable amount” for goods or services “that it reasonably anticipated will have to be delivered (rendered) after the end of the year.”  This includes deposits paid by consumer on containers.  The determination of what is reasonable is very difficult considering some of the promotional schemes in Canada e.g. Canadian Tire dollars( when will this money be used or will it be discarded?  How much of a reserve is reasonable?  In Dominion Stores Ltds v. MNR, the minister argued that the taxpayer was not entitled to take a deduction under paragraph 20(1)(m)  for the issuance of such play money.  Court held that the price paid at the check out desk was a combined price for both the goods being purchased and the play money that accompanied them – so could not deduct reserve.
5.  Inventory Accounting - p169 of Krishna.  
· The largest single item of expense in a trading or manufacturing business is likely going to be the costs of goods sold

· To determine the costs of all goods sold in an accounting period the following formula is used:

 Cost of goods sold = Opening inventory + Acquisitions – Closing inventory

· This formula is fine when prices are stable but problems arise when prices are rising and falling.  The ITA permits 2 general methods of valuing inventory s.10(1) / Reg 1801:

a) Valuation at the LOWER of cost or fair market value for EACH item of inventory; or

b) Valuation of the entire inventory at fair market value


· A taxpayer’s inventory at the beginning of the year must be valued at the same amount at which it was valued at the end of the immediately preceding year s.10(2).

· Change of Method must be approved: The taxpayer must use the same method of valuation from year to year in the absence of permission from the minister s.10(2.1)
Interpretation Bulletin IT-473R states: A change in the method of valuing inventory will generally be approved if it can be shown that the new method:
a) Is a more appropriate way of computing the taxpayers income

b) Will be used for financial statement purposes by the taxpayer; and 

c) Will be used consistently in subsequent years

· The arbitrary division of a business’s lifetime into annual segments produces numerous income accounting problems and are even worse for income tax purposes. Under a progressive rate structure, a taxpayer whose income fluctuates widely over a number of years will pay more tax than another taxpayer with the same aggregate income over the period but with little annual fluctuation.  

· Problems get worse when income falls below zero in some years due to our lack of a system of negative income tax and refunds.
LIFO v FIFO - p159 of Krishna.

· Since the reporting of income for tax purposes must be done to give as “true” a picture as possible, it is likely that the methods used to calculate income for tax and financial statement purposes will be different.  Under the last in first out (LIFO) approach the cost of goods most recently purchased is the cost that is assigned to goods being sold. Any inventory remaining at the end of the period is valued at the cost that was attributed to the inventory at the beginning of the period.

· Under first in first out (FIFO) the process is reversed.

· LIFO measures real net income better.  FIFO overestimates income during inflationary periods, but gives a more accurate value of the inventory at the end of the period. 

· Accountants prefer LIFO, but the Privy Council feared that it would permit the creation of hidden reserves, but Krishna questions this and criticizes the decision overall - p160 of Krishna.
Note: 3 main areas where tax principles & GAAP differ: Depreciation, reserves and allowances and Inventory - p155 of Krishna.
Lecture 8
XIII.  INCOME FROM PROPERTY AND BUSINESS – GENERAL COMMENTS AND REVENUE SIDE

1.  Significance of Distinctions

· Basic rule is in s.9 [p36]( a taxpayers income from property or business is the taxpayer’s profit from that business or property 
for the year. 
· Profit is the difference between what you take in and what you spend. Same rules apply to the calculation of a loss s.9(2).

· Even if you are allowed to deduct things to determine accounting profit, you may not be able to deduct them for income tax purposes – s.18.

· S.9(3) income and loss “from property” does not include capital gain or loss.

· Legal issues, what is business, what is property, what is capital gain or loss, when is income from sale income from a business and when it is a capital gain. 

· We tax according to source – and different rules for business and property income –influences peoples behaviour – non neutral. 

· Attribution rules of s.71.1 and 74.2 only apply to investment income, not business income. 

· Small business deductions only apply to business income.

· The intrinsic nature does not determine the nature for tax purposes i.e. interest, rent, royalties, dividends etc. could be either property or business income in different cases, so in the absence of a deeming rule the nature of income is a question of fact.
· A line must be drawn between providing limitless tax subsidies for personal pursuits and hobbies.

1.1  Property Income


1.2  Business Income


1.3  Capital Gains


1.4  Hobby (Personal Use Gains)

· If it is not a business it may be a hobby (fulfilling the psyche). 

· When are expenses business expenses and when are expenses personal or hobby expenses?

· We distinguish commercial activities from hobbies by looking to see if the taxpayer had a reasonable expectation of profit and not an expectation of reasonable profit( question of fact.

· Profit motive is the dominating force in distinguishing between commercial activities and hobbies.

2.  Income from Business


2.1  Definition of “Business”  (ITA, s9(1), 248(1): “business”) - p226 of Krishna.
· What is a business?  At what point does one cross over from passive ownership of property to the active process of earning business income? Business is not defined in the act, but what it includes is given in s.248(1)
· S.248 [p1555] ( definition of business (trade, profession, calling or undertaking). Note that the phrase “adventure in the nature of trade” implies that may be in business even if it is only an isolated activity. Note that the definition says “includes”, so the definition is not exhaustive.
· The elements of business ( if you are in business you are busy ( business implies activity.  There is a concept of activity, enterprise, entrepreneurship, risk and the pursuit of profit.
· What distinguishes business from pleasure –time spent, capitalization, qualification, skill, education in the field, advertising, marketing, what other people in the same circumstances do to make money i.e. are you doing tasks typically done by people in that type of business. Actions taken in pursuit of profit indicate that you are in business. 

· S.3(d) allows you to deduct your losses from business – so if you loose money then you will say you were in business, but gov will look for the indicia of being in business – if they do not exist it was likely a personal hobby.
· E.g. Plan to write travel atlas and taxpayer travels around the world doing research but never writes the books… is it a business?  You would want to argue yes to deduct loss from other incomes from other sources, and you would argue no to avoid having to paying tax if you did make a profit.
· You spend money on entertaining and feeding friends – can you say this is part of your gourmet business? Say your friends come every week and you start charging them. This is fake, but at the same time some people legitimately try to start a business but then are thought to be faking it. 
· CCRA does not want such things to be businesses because they want to prevent the losses being deducted

· Common law definition of business is “anything which occupies the time and attention and labour of a man for the purpose of profit” - p226 of Krishna.
· Generally, business refers to economic industrial commercial or financial activity. The main characteristics are Activity – Enterprise – entrepreneurship - commercial risk – pursuit of profit. 

· s.18(1)(a) [p105] indicates the profit motive is critical - must have a profit motive if a business is going to be found.
· We don’t want to discourage entrepreneurship, but also do not want to allow some developing hobbyists to not start paying tax when it becomes a business. 
· Reasonable expectation of profit test - p227 of Krishna:

1. the taxpayer need have only an expectation, not a certainty

2. the expectation must be to make a net profit after expenses AND

3. the expectation must be reasonable in an objective sense


· Does a business exist?   
1. The extent of time devoted to the endeavor

2. Financial capitalization of the venture in the context of the normal requirements of similar business

3. The industry norm for profitability in similar enterprises

4. The extent to which the taxpayer acts as others would who engage in similar businesses (courses taken, go to trade shows, borrow from bank)

5. The amount of time that one devotes to promoting and marketing, is it a competitive market.
6. The amount of ones revenue from sales or services in the pursuit of the endeavour( E.g. sink 10K into lemonade stand and make 5K.  Even though you lost money, this shows commercial realism. (flyers, advertising, business cards, etc)

7. The historical record of annual profits or losses for the taxpayer economic endeavour in the context of trade or industry norms

8. The taxpayer qualifications, education and training to pursue particular activity (If you don’t know anything about the activity, you may not be seen as running a business); and

9. Membership in professional associations and organization to which other similarly situated taxpayer belong

· Basically, you must look at all the circumstances( if a profit motive is revealed, then taxpayer is in a business

· Activities that provide substantial elements of pleasure will be more scrutinized by the CCRA (e.g. scuba diving instruction, research trips to Hawaii, etc.)

· An enterprise set up for the sole purpose of obtaining tax refunds is not a “business” if it does not otherwise satisfy the profit motive test!
· If no profit motive then will be a hobby even if has some economic overtones – purpose is a question of fact. It is only where there is a personal element that we consider the profit motive, restaurants for example are clearly profit motivated. 

· CCRA will look carefully at activities with an element of personal enjoyment – scuba diving instructor on the weekend, photographer – are these really businesses. Also look for expense write offs – trip to Hawaii. Also look at management – is it organized or haphazard - p228 of Krishna.
· A business claim for a pleasurable activity must have some independent potential for profit – each business must be it’s own profit test – say breed horses and sell riding gear  - p228 of Krishna. 

· Is an ongoing question – each year we must ask, business or hobby ?

· Profit motive is a pre-tax net test – will not be a business unless there is a reasonable expectation of net profit which will then be taxed – p bottom 228 of Krishna.
· Note that you can be an individual who has income from business – i.e. not only companies have income from business. 


2.2  What are the distinctions among Business income, Capital Gains and Adventures in the Nature of Trade?

· First characterize the income according to its source – this is critical because of the source based system:

1. Employment

2. Business

3. Investment (property income)

4. Capital gains

· Capital gains are generally treated preferentially and taxed at a lower effective tax rate.  Act does not define either capital gain or income, well sorta in s.39(1)(a) [p200] and s.39(1)(b) – but must look at the case law. 
· So if have an asset, it is clear that the income from the asset while you hold it will be income from business or income from property, but it is the gain when you sell it that is in question i.e. is that income from business or income from capital i.e. capital gain.

· The difference between business income and Capital gains is that business income derives from trading or the periodic yield of an investment while Capital gains derive from sale or realization of the investment

· The TREE is the capital that produces a yield (fruit) and the income is the profit that derives when we sell the fruit. 
· Examples:
A building is capital - rents derived from the building is income

Shares are capital - dividends on the shares are income

Bonds are capital - the interest payments on the bonds are income
But problems arise with the taxpayer trades in buildings shares or bonds
· The distinction between business income and capital gains depends upon whether the taxpayer is trading or investing. Trading implies a profit making scheme to earn income by buying and selling property while investing implies acquiring and holding an asset for it potential yield, but with the possibility that the investment, at some time, be sold for a profit. But both of these have an intention for profit - p231 of Krishna. 
· The distinction rests upon the taxpayer’s operative intention at the time he or she acquires the property. The intention at the time of sale may be quite different, but that is not relevant. Previously we saw that profit motive meant it was a business, but now we will have to make an exception because profit might be part of the motive for making a long term investment even when you are not in the business of investing. 
· An investment is an asset or property that one acquires with the intention of holding or using to produce income

· When a taxpayer acquires property with an intention to trade (purchase and resell at a profit), any gain or loss from the trade is business income or loss. Use a common sense approach to determine intention - p bottom 232 of Krishna.
· E.g. A buys condo for 100K and later sells it for 200K.  The characterization of the 100K gain depends on A’s intention at time of purchase.  If A is in the business of flipping properties, the gain is business income.  BUT if A acquired the property to use as his own principle residence and then plans change, the gain is a capital gain.

· Therefore, for a taxpayer to claim a gain as a Capital gain, they must show two things on a BOP:

1. That his primary intention at the time of entering into the transaction was to make an investment and 

2. He had no secondary intention at that time to trade in the particular property.
· Primary and secondary intentions to trade are both questions of fact and inferences may be drawn from the taxpayer’s conduct

· A taxpayer has a secondary intention to trade if the possibility of early resale at a profit was a MOTIVATING factor at the time he acquired the property.

· Mere awareness at the time of acquisition that future events might dictate a change of investment does not NECESSARILY lead to the inference that the transaction is an adventure in the nature of trade.  Nor does sensitivity to the probability of capital appreciation necessarily imply a trading intention.

· Where the potential of profit is a motivating consideration, it suggests a secondary intention to engage in an adventure in the nature of trade.

· To determine a taxpayer’s intention (? of fact), CCRA looks objectively at certain criteria including

1. Number of similar transactions - p234 of Krishna.( If taxpayer has engaged in similar transactions, suggests taxpayer is a trader and engages in business but converse does not apply, for example a gain from even an isolated transaction may still be seen as trade.

2. Nature of asset - p235 of Krishna ( raw land is viewed more likely as trading v. investment.  Purchase of shares with an intention to resell at a profit is not, by itself, likely to result in any gains being seen by the CCRA as an adventure in the nature of trade.  Quick flips and purchase of highly speculative highly leveraged shares may be seen as trading in securities.  In contrast, assets with a potential, even if remote, of yielding an income will generally be seen as investment assets and therefore any gain seen as a capital gain.  E.g. Corporate shares with the potential to yield dividends. Share losses are usually seen as capital losses.

3. Related activity - p237 of Krishna.(If profit/losses from transactions that are closely related to  other ordinary business activities are usually seen as business income… presumption of business income if at all related to usual business of taxpayer.  The presumption is rebuttable, say if you can show that the property was actually used in the interim for a specific non business purpose – Remember that taxpayers will want to classify it as capital gains because of the lower tax rates. 
4. Corporate objectives and powers - p238 of Krishna. (Corp. income is characterized according to the intention test, just the same as for natural persons.  The corporation can undertake non business activities but will be limited by statute and stipulations in the corps constituting docs where applicable. However the intention of the incorporation is not determined from the constating documents, but from the two part intention test described above.   

5. Degree of organization - p239 of Krishna.( if taxpayer deals with property in much the same way as a dealer would with similar property, likely seen as business income.  E.g. taxpayer buys undeveloped land and subdivides and sells for a profit = likely business income.  To behave like a business person may be enough on its own to deem income from trade.  Use of property as inventory will be seen as trade and therefore business income. If it was not the tax payers intention at the time of the property acquisition to use the property as inventory and subdivide for profit, but then it later becomes the intention to do so, then the gain from the sale will also be income. This is an exception to the intention at the time of acquisition rule. The gain will be measured from the time the intention changed – p bottom 240 of Krishna.

No single factor is determinative. 
· S.248 - An adventure in the nature of trade implies that you are not in a trade ordinarily - a one time thing, a non recurring thing. If you have never entered into a business deal before and you decide to act just as a person who would normally act in that position( this is an adventure in the nature of trade.
· If you buy a baseball player card with the intention to sell, this is an adventure in the nature of trade. 
· E.g. you try to make money in the brush market because you foresee a weakness in the brush market in Vancouver and therefore buy boxes of brushes and sell at inflated prices.

· This was placed in the statute so that people who act like business people should be taxed like business people even though there is no reoccurrence

· If something is business income it is fully taxable, while only 50% of CG is taxable

· You must understand the difference between business profit and capital gains made from the sale of the property.
· E.g. If you were buying a property to flip, you will argue that it was a capital gain if the taxpayer thinks he is going to make money. But if the taxpayer thinks that they are going to lose money, then the taxpayer will argue that it was a business loss.

· Capital Gains( gains that occur through the result of an increase in the market price without any doing of the person who owns it.  CG occur when there is an increase in value.

· If you do things to make that property more valuable when sold, this may look like a business transaction and may be seen as business income

· Sale of office building will give rise to business income if you intended to flip it quickly (what is the intention?)
· The duration for which the asset is held is also important.  If never had a similar transaction and held for a long time then will not likely in the business of buying and selling property.  So the income from the rental property will be business income, but the gain on the sale will not be business income unless you were in the business of buying and selling property. 

· Factors that might point to a business profit v. Capital gain( Difference between capital gain and business income when dealing with the sale of the property:

1. Intention of buying property

2. What motivated you to buy the property?  To resell at first opportunity? If yes, then business profit.

3. Type of property

4. Length property is held( the longer it is held, the more likely capital gain (If only held for 3 months it will likely be business income)

5. Experience in that type of work( realtor would be more likely to be found as a person buying for business purposes. Do you have special knowledge of buying and selling property.
6. Whose money was used for the transactions?  

7. Is there a pattern of buying and selling?

8. Did someone move in?



· Ed has tested on questions like what types of factors would you look at to determine the intention of the taxpayer as a lawyer from DOJ? (See above) i.e. what are the factors which indicate “income v. capital”. May be asked to make up a fact pattern so that the sale of property is not business income. 
· E.G. You buy 100 shares in partnership with someone who makes a living doing it while you have never done it… will the profit on the shares be business profit or capital gains?  The fact that you are involved with someone who has done this before will color the transaction but you must look at the above factors just as with real estate.  You must make reference to the facts.  
· Catch a home run ball – if you sell it for lots of $, would this be income – if he is going to be taxed he would want more money for the ball, tax influences price you will accept. People care about what they have left. Tax affects price. 
· If you buy shares that don’t pay dividends, this is just another factor in determining whether it is a business or a capital gain or loss.  If dividends are paid, more likely to be viewed as capital gains, but the dividends will be income on property. But less likely that dividend paying shares were bought for a quick flip.
· What happens if you buy a house and live in it and then sell it and do this continually in a rising market?  You can’t answer this without getting the full story( every case is different! CCRA will look at: 

· the ownership pattern of the taxpayer,

· did they get it ready for resale, 

· knowledge/training,

· How far you are moving (are you moving 9 times in 10 years in Kitsilano).  

· Other factors in person’s lives( what is causing you to sell the property… what frustrated the original intentions of the purchaser? 

·  If you sell quickly, what is the excuse?  


2.3  Guaranteed Capital Gains? (ITA s.39(4)) (Electing capital gains - p240 of Krishna)
· The ITA allows taxpayer to elect “guaranteed” capital gains treatment on the disposition of certain types of property to reduce the uncertainty associated with business v. capital gains

· The following rules apply:

1. The election is only available upon the disposition of a “Canadian security”

2. To qualify as a “Canadian security” the issuer of the security must be a Canadian resident, and the security must either be equity or debt (warrants and options don’t qualify)

3. Once taxpayer elects to have a gain deemed a capital gain, all subsequent dispositions of “Canadian securities” by the taxpayer are similarly characterized( therefore losses would be capital losses

4. The elections is available to both corps and individuals but not available to traders or dealers in securities (?OF)
5. The election must be made on a prescribed form and filed together with the tax return for the year

· A taxpayer will be deemed a trader by the taxpayer’s intention and conduct (underwriters, promoters and corporation insiders who trade for a quick profit will be deemed traders).

2.4  “Income from Business” or “Income from Property?”

· Distinctions must be made between business income and capital gains, but also between business income and investment (property) income, which is a question of fact – no bright line test. 

· Key question( Does the income flow FROM property or FROM business?

· s.9(1) [p36] ( income for the year from a business is income from business AND property, but distinction is important for a few reasons:

1. The attribution rules apply only to income from property (investment) and do not apply to business income

2. Active business income earned by small Canadian controlled private corporation is eligible for special tax credits that substantially reduce the effective tax rate on such income – so minimize income from business!
3. Income from property is subject to a difference scheme of taxation and at different rates for different sources of such income. 
· Usually income from property is the investment yield on an asset (rent, dividends, interest and royalties)

· The generation of this income is done in a relatively passive process - i.e. collects investment income without doing much more than holding the property ( this is income from property if FROM the property.

· On the other hand, business income implies activity in the earning process (business generates from the use of the property as part of a process that combines labour and capital.)

· For example - difference between a landlord of a residential house and the owner/manager of a hotel E.g. Hyatt hotel and you want a room - is that income from business or from property?  In this case it would be business because of the degree of service that comes with the use of property.  When you are dealing with property, then the income does not flow from the services that are involved as in the case of a hotel i.e. for an apartment the income is coming from allowing the tenant to use the property, but in a hotel the income is coming from providing services while the person is on the property. So the landlord gets income from property, the hotel owner gets income from business. 
· What level of activity moves the income from being passively earned to being actively earned?
· Some statements from SCC imply it is a rebuttable presumption that corporations are earning business income if the income is derived from the “objects clause” of their constating documents. But not all jurisdictions require companies to have objects clauses. 
· S.248 [p1577] look at the meaning of property ( money is property.  Example of income from property would be: Real estate – rent, money – interest, shares – dividends, IP – royalties. Rent is a tricky one, is a fine line between rent as income from property and rent as income from business, depends on the degree of services provided by the landlord. 
· Don’t get confused and speak of capital gains when taking about income from rooms rented out i.e. this income is either property income or business income, and then when you sell it the profit will be either business income (if you are in the business of dealing in real estate) or capital gain. Recall that income from property does not include capital gain/loss ( s.9(3).

· Shoe store sells shoes – this is business income, why – shoes were bought as inventory i.e. property held for resale. So it is sale of property as business income.

· Sale of rental property – you bought it cheap, you do it up, you then get rental income, then you sell at a profit. Capital gain or income – what was intention at time of purchase – then look at how long they held the property for. If was an unsolicited sale then more likely to be capital gain. 

· May still be capital gain if a quick flip if had reasons to sell, like family member died so could not make mortgage payments – so this would be a forced sale, but again look at intention at the time of acquisition. 
Real estate - p243 of Krishna.

· When dealing with real estate:

1. Income derived from passive ownership is investment income

2. Income that flows from the use of real estate as an asset in a commercial endeavour is business income

· To distinguish between investment and business income for real estate, the critical question is “the level of services provided as a supplement to the rental of the real property?”  

· The greater the level of services that one provides, the more likely that it will be seen as business income.

· Provision of maid, linen, laundry and food services suggest business while routine services such as snow removal, cleaning and heating are more like investment.
Short term investments - p244 of Krishna.
· Will the profit from a short term investment be income?

· More important to corps because of rules governing small business deductions i.e. you do not want the return on a short term investment to be considered to be income because they you will have too much profit to be a small business and will not qualify for the deductions. 
· The small business deduction and the manufacturing and processing credit can only be claimed on Canadian “active business” income. 

· Income must first be qualified as business income before it can be characterized as “active” business income.

· “Active business” is any business carried on by the taxpayer other than a specified investment business. Personal services businesses may also be excluded from being “active businesses” in some cases. Active business may include an adventure or concern in the nature of trade

· Characterization of taxpayer’s income from short term investments involves 2 step process

1. Determine whether the taxpayer investments are an integral part of his business activities.  If they are, income from investments is business income

2. If they are not, determine whether the taxpayer investment activities constitute a separate business.  If they do, the income from those activities is business income.  If the investment activity does not constitute a separate business, the income from those activities is income from property.

· Employed and risked test - p245 of Krishna. A taxpayers investments are considered to be an integral part of a business if his funds are “employed and risked” in the business.  Is the making of investments a part of the mode of conducting business?  If yes, then the income from the investments is part of the income of the business

· Business income from investments represent fruit derived from a fund “employed and risked” in the taxpayers business( temporary investment of working capital constitutes an intrinsic part of the business.  

· Separate business test - p245 of Krishna. If investments are not an integral part of his business operations, you must decide whether the investment activities constitute a separate business.  Is the taxpayer merely managing personal investments or carrying on an investment business. Consider the following factors:

1. The number and value of the transactions (is he managing own investments or carrying on an investment business?)

2. The time devoted to investment activities (more time and greater the value= more likely a separate business)

3. The relationship between the taxpayer’s investment income and his total income

4. The relationship between the value of the taxpayer’s investment and the total value of his assets.

2.5  Damages

· Taxation of damages depends on the nature of the underlying legal right that leads to the payment.

· Damages in lieu of taxable receipts are generally taxable while damages for non taxable receipts are not taxable( therefore must classify just like any other income (by type and by source).
· General rule: damages that substitute for amounts that would have been taxable are taxable. (surrogatum rule)
· Each case must be determined on its facts.

a) Breach of Contract - p355 of Krishna.
· Calculated on the basis of compensation - such damages will restore party to position had the K been preformed i.e. the expectation interest is compensated for.
· Surrogatum Principle - p356 of Krishna( Damages in lieu of receipts that would otherwise have been taxable to the taxpayer are taxable as income ( what is the nature of the contract?
· Normally calculate contract damages according to lost profit and the tax consequences are determined according to the damages. 

· Damages are reduced to present value if the profit was going to be received over a number of years in the future. 
· Damages may not be taxable, say if it can be shown that the profits would have been converted into non taxable capital gains - p top 357 of Krishna.
· Global payments - p357 of Krishna ( a damage award covering numerous heads of damages.  Such an award must be broken down into taxable and non taxable segments. So hopefully the judges clearly specified what was for what, and in a settlement claim the parties must record the various heads in the settlement agreement.   

· Capital Receipts - p357 of Krishna ( Payments on account of capital receipts are not taxable i.e. if you were given judgment for damaged property, that will not be taxable, because if you had not had your property damaged you would not have had to pay tax on just having it. E.g. payment made to compensate other party for the destruction of the entire structure of his income earning apparatus is a capital receipt

· Non Performance( damages for non performance of a service K are usually taxable as income unless non performance materially and substantially dislocates the taxpayer’s business structure. (Was there a serious dislocation of the normal commercial organization and resulting in the cutting down of staff previously required?  IF yes, compensation is likely price paid for the loss of capital asset and is therefore a capital receipt and not taxable!)

· Did the breached K’s relate to the whole structure of the plaintiffs profit making apparatus? (Did it define what the P could and could not do, did it deal with the fundamental organization of the P’s activities?)  IF yes, then likely a capital receipt and thus not taxable.

Employment Damages - p358 of Krishna:

· Wrongful dismissal ( such damages are in effect a payment in lieu of notice of termination (in cases where a K is terminable on notice)

· Such damages are considered “retiring allowances” ( taxable as “other income” and NOT as employment income. Full amount of award is included as income in the year he receives it, whether received under judgment or settlement. 
· Damage payments must be reported to CCRA and tax withheld at the prescribed rates (non-residents require withholding of 25% of amount paid.)

· If award represents compensation for lost earnings and also compensation for mental suffering, it might be argued that the mental suffering component is not taxable as a “retiring allowance” since it is not in respect of loss of office or employment.  But likely to be found that both were awarded in respect of a loss of office or employment.

· Other payments such as signing bonuses are taxable as income - p259 of Krishna.

· Arbitration Awards( such awards paid as damages for breach of a collective agreement are taxable as employment income if paid as compensation for lost wages or other taxable benefits.  


b) Breach of Warranty of Authority - p360 of Krishna.
· An agent is liable for breach of warranty of authority for misrepresenting his or her authority to a person who suffers damage by acting on the strength of the misrepresentation.  

· Compensation is based on the principle that the injured party should be restored to the position that they would have been in had the person claiming the authority actually had the authority they claimed to have.

· Also subject to the surrogatum rule( damages that substitute for amounts that would have been taxable are taxable.

· E.g. if taxpayer awarded damages in lieu of a finder’s fee that he would have received, having found such a fee would have constituted profit from an adventure in the nature of trade, the damages in lieu were also taxable as income from a business. In this case the breach of warranty was in the non payment of the finder’s fee.
· Therefore, contract and agency cases are always taxed on the surrogatum principle.

c) Tort Damages - p361 of Krishna.
· Tax consequences generally calculated the same way as other damages… awards for income receipts is included in income, awards for capital receipts are not.  However there is a difference in application of these principles by the courts to torts.

· Compensation for tortious injury to business or property is taxable if the payment compensates for lost profits and not if it is made on account of capital receipts (e.g. breach of charter K (taxable) and sinking of chartered vessel by another party (non taxable)

· If the harm inflicted was not on the P’s trading but on the capital assets of the P’s trade, then not taxable.

· Depreciable property s.12(1)(f) [p42] - p362 of Krishna.( Net tax effect is neutral in this case because compensation for damages to depreciable property is included in the taxpayer income to the extent that money is expended to repair the damage i.e. include compensation in income and then and deduct repair costs as an expense. So if got overpaid you will pay tax on the overpayment. Depreciable property, defined by s.13(21) [p70], and is property for which you are allowed to make a deduction from your taxable income under s.20(1)(a) [p134] .  
· Capital Property - p362 of Krishna. ( Damages for total loss or destruction of capital property are “proceeds of disposition” and go towards determining the capital gain or loss on the disposition of the property i.e. it is like you just sold the property. 
· Eligible Capital Property  - p362 of Krishna.( Compensation for damage to capital property (e.g. good will) is usually an eligible capital amount.  If harm is so severe as to destroy the substrata of the taxpayer’s business, compensation for such damages is a capital receipt and therefore not taxed.
· Personal Injuries - p363 of Krishna.( Taxability comes up 1) at trial when we determine liability and assess damages and 2) when the plaintiff receives payment of award in damages.
· As explained in Andrews v Grand and Toy, damages are calculated according to lost earning capacity, not lost wages. The court awards damages equal to after tax earnings, and therefore the award will not be taxed.
· Damages for personal injuries are not taxable to the plaintiff when he receives judgment amount  regardless of whether amount is also for loss of earnings up to trial or for future lost earning capacity ( therefore the surrogatum theory does not apply to personal injury damages.
· Fatal Accidents - p364 of Krishna. In fatal accident claims the beneficiary is placed in the same financial position that s/he would have enjoyed had the deceased lived and continued to earn income. 
· Income compensation damages are usually taxable as substitutes for earned income

· Term life insurance policies are usually exempt from tax

· Investment Income - p364 of Krishna ( Interest and dividends on investments acquired with a damage award are generally taxable as income from property. s.12(1)(c and k) i.e. are like any other investement.
· Taxable capital gains realized on property acquired with the proceeds of a damage award are also included in income i.e. like any other taxable apital gains, but: 

· Exception for personal injury awards paid to, or behalf of, persons under the age of 21

· Interest and property income received from, or accrued on, the investment of a personal injury award is exempt from tax until the end of the taxation year in which the injured person attains the age of 21.

· Taxable capital gains from dispositions of property acquired with the proceeds of damages awards or settlements are also exempt from tax if the injured person was less than 21 years of age at any time the year

· Amounts earned from the reinvestment of exempt income are also exempt!
· Krishna says it is unclear why we make special allowances for children – adults are in the same position.  
· Special Damages(It is usual to break the award down into 1) special damages up to the date of trial and 2) general damages for future losses.  Interest awarded on special damages is excluded from income.

3.  Income from Property


3.1  Property (ITA s.248) - p229 of Krishna.
· Property includes money, rights, etc. (virtually every type of economic interest). See s.248(1) [p1577] 
· Investment income is the yield from property

· An income from property could include rent, royalties, interest, dividends

· Income from property does not include a capital gain/loss from the property itself (CG/CL are subject to different rules).

· Attribution rules ( apply to property (but not to business).  One of the ways that people bypass the attribution rules is to claim the property to be business property and gives business income.

· People want to be considered carrying on a business because you are then able to deduct numerous things.


3.2  Interest (ITA s.12(1)(c), 16(1)) - p252 of Krishna.
· Interest = compensation for use of money = the return or material consideration given for the use of money belonging to another person.  Must be referable to a principal sum of money or an obligation to pay money. 
· Interest rate may vary according to the profits of the borrower company, but amounts payable as a percentage of profit are less likely to constitute interest (that would more likely be a partnership arrangement).
· With no definition of interest, the judges will determine what is interest. 

· The ITA specifically includes interest in income and also specifies the method of inclusion

· S.12 includes as income things which may not have been caught by s.9. 

· Rules in s.12 modify the rules in s.9. Which section takes precedence? 

· An amount is “receivable” when it is legally receivable, which is different to receivable in an accounting sense.  E.g. you buy a 1 year bond paying interest of $120 upon maturity.  Maturity is in Feb.  Though accountants may say that you have received $100 of the interest from that bond (10 per month), for tax purposes, you have received nothing as you have no legally enforceable claim for the interest until February maturity date.

· S.12(1)(c)- requires interest from the same source be reported on a consistent basis e.g. interest from the same debtor on the same type of obligation must be reported the same way year after year - p253 of Krishna. s.12(1)(c).
· Received v. receivable:  Received means you have actually gotten it. If it is in your bank account then it is received. What if the money is payable but not yet in your account – then it is receivable.   
· Earned is when you have done what will entitle you to payment, but it is not receivable because the time for payment has not yet come. It comes receivable on the day payment is due, it is received when the money actually goes into your account. 
· You can use different reporting methods for the different sources from which you receive income.  e.g. declare Canada Savings Bonds interest on the cash basis and the interest from a mortgage on an accrual basis.
· Annual Reporting ( general rule, an individual may report interest income on a cash or accrual basis (thus individual can use cash basis reporting to defer the recognition of income)

· Exception( income from “investment contracts” must be reported annually to prevent prolonged deferral of investment income.

· A investment contract is a debt such as a note, bond, debenture, or GIC but does not include:

A. Salary deferral arrangements

B. Income bonds and debentures

C. Retirement compensation arrangements

D. Employee benefit plans



E. Small business development bonds

F. Small business bonds


G. Debt obligations in respect of which investment income is otherwise included in income at least annually.

· Blended payments - p245 of Krishna ( You are not legally obliged to charge interest. Maybe a single payment in which interest and principle are blended into one amount on repayment of a loan.   If this is the case, as with Gov’t Canada T-Bills (treasury), you must break down the payment into interest and principle components for taxes - s.16(1).  (To determine if blended payment, consider 1) terms of the agreement, 2)course of negotiation between parties and 3) the price at which the property is sold.)

· Discounting the price of a bond is simply another way of changing the “real” rate of interest on the bond. Rates on bonds are given as a %, but even if you sell the bond for less than the face value (value on the coupon) the interest is still paid as the same % on the same face value.  But that means that the person who got a reduced purchase price is effectively getting a better rate (%) interest. See p254-255 of Krishna.
· At common law the discount on a bond was not considered interest and actually considered a capital gain. But this allowed people to easily convert interest income into capital gains.
· Rules in respect of bond discounts vary depending upon the tax status of the issuer of the bond

1. Tax exempt Organizations - p255 of Krishna. For a tax exempt organization or non resident person not carrying on business in Canada, or a governmental body who issues a bond at a deep discount, the entire discount is income in the hands of the 1st taxable Canadian resident to hold the bond.  (deep discount = bond with effective rate of interest exceeding the nominal rate by more than 1/3). So under this rule will not pay CGT but will have discount labelled as income and will accordingly pay tax on that amount. 
2. Taxable entities - p255 of Krishna. Where a taxable entity issues a bond at a discount, the purchaser can treat the difference between the issue price and its par value (the face value of the coupon) as a capital gain.  Rules are different if the discount is a deep discount - p255-256 of Krishna.
·  Bonds- p304-306 of Krishna. The face value of a bond will determine how much will be paid for the bond at the end of the bond period. The bond interest rate is stated on the face of the bond.  If the market interest rate is higher than the bond face interest rate, then the bond will be sold at a discounted value such that the effective interest rate for the purchaser will be higher. This higher effective interest rate combined with the payment of the bond face value at the end of the bond period will mean that the present value of the bond plus interest will make the investment worthwhile for the purchaser even though the face value interest rate is lower than the market interest rate.  However part of the income will be from the “appreciation” of the bond i.e. bought at a discounted price but paid out at face value.  This results in some of the purchasers income being capital gains which is taxed at 50% rate compared to interest income which is taxed at the full rate. 

· However s.20(1)(f) [p139] does allow the seller to deduct either all or 50% of the discount from income.

 
3.3  Payments Based on Production or Use (ITA s.12(1)(g)) - p256 of Krishna.
· Selling price of property may be determined in several ways (contract price, etc.)

· May be based on a formula with regards to the properties use.  E.g. Sell land for 15K, or alternatively could say have the land but pay me 5 cents for every ton of sand taken from the property.  The payment price will not be known until the last bit of sand is extracted.  Or could have an initial sale price and then a price for every ton of sand and the total of both is the total sale price of property.

· A taxpayer must include in income all amounts that he receives and that are dependant upon the use of, or production from, property. Prevents taxpayer from converting fully taxable rent or royalty income into a capital gain and accordingly paying less tax.
· E.g. writer gives rights to publisher and publisher states that I will get 1 dollar per book sold… therefore intellectual rights are earning income.  This production from the rights is income and must be reported as income, and is not a capital gain on the sale of an asset.
· S.12(1)(g) [p42] payments based on production or use.  What does this section do? ( was inserted due to historical exploitation of oil and mineral rights where the courts were allowing some of the money earned not to be reported ( now all must be reported. So even if is not business income in normal sense, it will still be income if are getting income from use or production of property. E.g. sell timber on your property by m^3. You allow others to come and cut them down, you do no work, so you would not pass the test of being busy in business, but this is still income, not capital which is what the old case law considered it to be – used to be profit on pondre. But if you planted trees, then must ask why you sold the trees – then the trees would be inventory and it would be business income. 
· Case where cut down trees to sell because of pine beetle, but this was capital not business income.  Planted trees for shade, did not intend to cut them down.  Why did s.12(1)(g) not apply – is old law about standing timber saying that it is capital if it was not planted with the intention to sell.

· IP may be covered by s.12(1)(g) – consider an inventor who has never had a successful invention, but then patents a good invention and sells patent rights – is this a business, not if she is passive and only holds the rights, but s.12(1)(g) will apply and make it income even though not business income. 
· S.12(1)(g)( E.g.- A sells land containing 200 tones of sand for 15K.  The purchase price is payable at a rate of $5000 per year for 3 years( this section does not apply because the payments are not related to the “use of” or “production from” the property

· E.g. #2( C sells land containing sand to Y.  The sale price is determined at 5 cents per ton of sand extracted in the next 3 years, provided that the total price cannot exceed 10K.  Y extracts 300000 tons of sand and pays C 10K.  s.12(1)(g) would apply… the 10K is income to C.  The payment is based upon production from property

· Eg#3( same as #2 but the sale price is NOT TO BE LESS THAN 10K and 300000 tons of sand is extracted and C is paid 15K.  This section would not apply to the 10K because the sale price is not dependant upon production, but the additional 5K would be subject to s.12(1)(g) and reportable in income.

3.4  Rent


3.5  Dividends (ITA s.12(1)(j)) - p258 of Krishna.
· Dividends are income from the property in the hands of a passive investor, and income from business in the hands of a taxpayer who is in the investment business. So either way dividends are taxable.
· “Dividend” includes stock dividends - s.248(1) i.e. dividends which are paid out by giving more of the same stock – included as income for tax purposes. 
· Due to the risk of double taxation of such dividends, the is a special regime for the taxation of dividends that is dependant on:

1. The status of the recipient

2. The source of the dividend; and

3. The nature of the payer corporation


3.6  Inducements (ITA s.12(1)(x)) - p258 of Krishna.
· An inducement payment is an economic incentive that is intended to lead or persuade a person to perform a particular action or decision.  

· E.g. landlord inducements to tenants to sign a lease in a shopping plaza

· Such a payment is taxable in the hands of the recipient as income.
· TAXPAYER may elect to treat inducement payment as a reduction in the cost or capital cost of any property that he acquires with the payment (thereby deferring recognition till property is disposed of i.e. pay CGT on the extra amount later rather than pay income tax on it now)
· E.g. lets say rent is 500 a month.  Potential tenant says I will give you 1000 over and above the rent so that he will give you the apartment.  IS this included in landlord’s income?  Yes

· This section is in ITA because judges had previously found some inducement payments to be free money (because they were unexpected like a windfall)

· This section also applies to other things.  E.g. Gov’t subsidy is given to business owner (dairy farmer) in the amount of 500K.  Is this income?

· 1.  is farmer running a business?  Yes

· 2.  is assistance an inducement? Yes

· Policy reasoning behind inducements is that the receiving person has an increased economic wealth and they should be taxed accordingly out of fairness


· See table p259 of Krishna for other inclusions in income. 
· S.12(1)(x) [p45] – Consider a corporation which rents space in an office tower, say the owner pays out money to make building attractive to prospective tenants – if you are in business and receiving an inducement then this will be income. Windfalls are not connected to the business, but increase the earning power of recipient, so they are taxable. 
XIV.  DEDUCTIONS IN COMPUTING BUSINESS OR PROPERTY INCOME

1.  General Limitations on Deductions (ITA ss.9 and 18)

· S.9 [p36] is the starting point when calculating business income i.e. income = profit, but then we look to other rules for the purposes of figuring out what else comes into our income.
· Business profit is a net concept – revenues less expenses.   

· Business is taxed on net profit because you had to spend money to make money. But not every expense which people incur (are obliged to pay) are deductible. ITA does not permit all deductions made when determining profit to be deducted when determining income i.e. because you may not be allowed to deduct all expenses. E.g. paying a bribe may be an expense, but it is not deductible when calculating income for IT purposes. Profit is used as a starting point when calculation income. 
· S.18(1)(a) [p105]( no deduction shall be made in respect of 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.
· “for the purpose of” are the key words. Law firm ( Wages, equipment, recruitment, rent, law society licence fees, business license fees are all deductible. Landlord ( maintenance, property taxes, insurance, inducements. 
· If open a failing restaurant, have no revenues, but still have deductible expenses –if made for the purpose of producing income. S.3(a) – include in income all “income from business” – look at s.9 – says business income is based on the profit for the year. 
· Must look at nature of the expenses – are they legally deductible, were they for the purposes of making profit? It is possible that profit and income will be the same i.e. if all expenses are deductible.
· S. 18 is the section that prohibits deductions, s.20 allows deductions.  
· If have a restaurant which does not deliver, then a car would not be deductible. If 50% of use of car is for business – then can deduct 50% of cost of car.  

· What if live and work in your apartment, could pro-rata the rent according to floor space used for work, or could argue that you took a bigger apartment so you could work at home. What if had only one phone line, used for business and personal, again you can deduct a portion ( s.18(1)(a)[p105] says “to the extent”. 

· E.g. I go out to dinner with someone who has never given me any legal work in my career.  The purpose of the dinner is to discuss business plans that may create legal work.  The dinner costs $100.  The person never ends up giving any business to me.  Can I deduct $100 for expenses?  s.18(1)(a) [p105]( even though no money was made from the prospect that you dined with, the purpose of the dinner is to gain or produce income.  You should write on the back of the bill who you took and what you talked about because you will need proof. Ask if it was for the purpose.
· Guard bird( guy ran business from home and he did not have an alarm in his house.  So guy bought bird for security… it comes down to what the taxpayer had in his mind.  You must look at all the circumstances to determine intention.  

· Net profit is determined according to GAAP as long as they don’t conflict with ITA or case law.

· To be deductible from revenue, an expense must satisfy six tests:

1. Must be in a business.

2. Be of an income (current) nature and not a capital expenditure

3. Be reasonable in amount (this is not an accounting principle, but a rule to protect the tax base)
4. Be incurred for the purposes of earning an income

5. Not be a personal expenditure

6. Not be expressly prohibited by the act AND

7. Not construe “abusive” tax avoidance

· Deductibility of some expenses by the ITA allows the legislators to use it to foster socio economic policies.
· In question about business deductibility, remember that to be allowed to deduct expenses you must be in business – in exam remember to go through that test, don’t just assume is a business.  
2.  Current or Capital Expense?  (ITA paragraph 18(1)(b)) - p266 of Krishna.
· S.18(b) - General prohibition (“except as otherwise permitted”) on the deduction of capital expenditure, which by definition are expenditures which provide value for more than one accounting period i.e. beyond 1 year.
· Capital expenses would be land, building, fax machine, computer, patents, trademarks – assets which bring lasting value – cost should be spread over the life of the asset. Taxpayers like to accelerate and maximise the write-off so that pay less tax now. 
· Advertising is considered a current expense (called period costs), assume it only gives value for a year.  Current expenses do not give value beyond a year – salary, consumable supplies, perishables, rent, utilities. 

· Must understand current v capital expenses – taxpayers prefer current expenses, can deduct full amount. Unless profits low now and expect big profit later, then would say it is a capital expense so can deduct amounts later. 

· If s.18 states deduction is not allowed look at s.20 because it may allow deduction.

· Capital expense( a long term expense or an expense that provides value that last longer than a year.  

· When we refer to expenses we are talking about current expenses = totally deducted in the year made v. capital expenses = prorated over years.

· Example of current expense would be wages and therefore fully deductible for the year.  Cost of a new roof would be a capital expense.  Repairing a few shingles = current expense.  Painting house, if done on an annual basis would be a current expense.
· Deduct current expenses currently i.e. in the year they occur. 
· Only expenditures on account of income are deductible( expenditures on account of capital or in respect of depreciation or depletion are not deductible for tax purposes.

· To be deductible as an expense, expense must pass following tests:

1. one must incur the expenditure for the purposes of gaining or producing income from a business or property AND

2. the expense must be relevant to the current, and not some future, time period

· Expenses that benefit more than one accounting period are generally capital outlays for accounting purposes (e.g. long enduring assets, incorporation fees, patents and trademark)

· This characterization is a question of mixed law and fact( consider the nature of the expenditure: what was the payment expended for? No one definitive test, but the purpose test is generally accepted: The purpose rather than the result is the determining factor( is the expenditure incurred for the purpose of bringing into existence an asset of enduring value?  

· The physical object does not determine if is an income expense or a capital outlay ( e.g. the cost of manufacturing a car is a current expense if the automobile is sold in the year (and does not endure), but is capital if it is not sold and it remains in inventory at the end of the year. “Enduring” is the key word!
· In sum, annual expenditures are capital expenses if they are intended to bring into existence assets of enduring value (if the asset has a life longer than one year).  Conversely, an expenditure is a current expense if it is intended that one will consume the entire benefit of the expenditure in one fiscal period.

· Taxpayer purchases a building for rental:  Cannot write off its entire cost in the year that he acquired it. The purchase price is a capital expenditure.  However, the costs of heating the building for the year etc. should be charged as current expenses against revenue in each year. What about roofing for the new building – capital expenditure, is a fixture, is part of the cost of the building. Significant repairs which will last for more than a year – capital expenditure, day to day maintenance – door knob falls off, current expense. The labour portion of the cost of the new roof is a capital expenditure.
· Tax payers say all expenses are maintenance; they want to make deductions now for the full amount rather than the make small CCA deductions. 

· Paying revenues which will eventually be due in advance is not an enduring benefit – there must be some kind of tangible or intangible asset which is purchased. 

· If buy a customer list, it will be capital expense, unless you know that the benefit will last for less than one year, in which case it will be current expense.
· Goodwill expenditure is hard to classify. Case - p269 of Krishna ( Geological survey expenditure was a cost intended to stimulate railway traffic by attracting developers to engage in mining in the area(deductible as a current expense for the railway company.  Court asked if 1) the expenditure brought into existence an asset of enduring value and 2) was the enduring value to be tested by looking to the immediate or ultimate consequences of the expenditures.  In this case, the direct consequences of the expenditure did not bring into existence an asset of an enduring nature. However purchased goodwill would be an asset of enduring value and the purchase price is capital outlay.
· Market research and Advertising expenses paid to promote products and earn goodwill are current expenses, as are expenses to protect your intellectual property - p270 of Krishna.
Legal Fees - p271 of Krishna.
· Legal fees to preserve a capital asset ( capital expense - p271 of Krishna – contrast to point above ( these are 50/50 calls.

· Legal fees to defend directors from criminal charges and preserve goodwill are not deductible – top p271 of Krishna.
· Legal fees to preserve a revenue aspect will likely lead to a current expense, but how do you distinguish revenue aspect from capital aspect – will depend on the facts in each case.
· Legal fees to defend inheritance were deductible - p272 of Krishna.
Repairs, maintenance and alterations - p273 of Krishna.
· An expenditure in one fiscal period that enhances substantially improves, enlarges, or prolongs the life of an asset beyond the period is a capital expense. An expenditure that merely maintains an asset or restores it to its original condition is a deductible current expense.  E.g. adding floor space in a building = capital expense, replacement of light bulbs = current expense, Yearly maintenance of car/office = deductible, major overhaul = capital expenditure.
· Look at cost of work as fraction of asset value.

· Renewal costs which go beyond replacement of worn out parts, and transform one asset into another are capital expenditures. 

· Sequential replacement of train tracks = deductible - top p274 of Krishna, but not if put in better quality tracks. 
· Severance payment for incompetent employee( current expense (even though it brings enduring value). Routine maintenance for a delivery van is a current expense even though has enduring value by extending the life of the vehicle. 

· An enduring benefit can derive just as well from discharging a liability as from acquiring an asset. A payment to eliminate an enduring disadvantage or an onerous obligation may have enduring benefits and constitute a capital expenditure e.g. payment to cancel contract to purchase capital asset was a capital expense - p275 of Krishna.
· In this area, factual ambiguity is resolved in the taxpayer’s favour - p275 of Krishna.
Summary

· There is no single test that can be applied to all circumstances but there are 3 broad criteria that offer a useful starting point for determining whether an expenditure is on account of capital or current revenue:

1. The character of the advantage or the duration of the benefit (the more enduring the benefit the more likely that the expenditure is on account of capital)

2. Reoccurrence and frequency of the expenditure (the more frequent the expenditure the less enduring the benefit) and 

3. Identification of the payment as a surrogatum for expenditures that would be on account of capital or revenue (a substitute for a capital expenditure is more likely a capital expenditure)
3.  Gaining or Producing Income (ITA paragraph 18 (1)(a) [p105])

· The limitation of s.18(1)(a) is that the taxpayer must incur the outlay or expense “for the purpose: of gaining or producing income” from the business( thus the purpose must be that of gaining or producing income from the business in which the taxpayer is engaged.

· Was the expenditure incurred for the purpose of earning income?  If yes, then it is deductible regardless of whether it actually produced income.  (Purpose and not result is important) e.g. failed advertising campaign still deductible without sales.

· An expense does not have to be wholly expended exclusively for business purposes to be deductible.  E.g. if business trip to Paris and you stay the weekend after being there for the week, as long as the primary purpose was business, you can deduct the whole trip including any incremental expenditures that are associated with the personal portion of the trip if the expenses are part of the cost of waiting for meetings to resume on Monday.

4.  Personal and Living Expenses (ITA s.248(1), paragraph 18(1)(h) - p279 of Krishna.
· Note that for s.18(1)(a – v), the sentence begins “no deduction shall be made in respect of …”
· ITA allows deduction for expenses incurred “for profit” but not if incurred “for pleasure” or on account of capital


· E.g. You have your office in your home.  You prorate your personal expenses (mtg, taxes, etc.) to deduct some for your business.  There is no prorate formula in the ITA so you could do it in any fashion reasonable (sq footage, etc)

· What was the predominant objective for an expenditure; profit or pleasure?

· For individuals the rule is cannot deduct unless specifically allowed – so things like child day care and commuting (special costs) and travel and entertainment (personal gratification costs) are prohibited from being deducted ( admin simplicity.
· For business, taxpayer is allowed to deduct any expense incurred for the purpose of earning income unless the deduction is SPECIFICALLY prohibited by the ITA or case law.

· Purpose test( we determine the purpose of an expenditure by looking for the predominant reason for which one incurs the expenditure.  Was the primary and predominant motive for incurring the expenditure to earn business income?  We do not ask “but for the expense could the income have been earned?” that would make commuting and child care deductible.
· If you are arguing for an expense that you don’t want to be found deductible, argue that it will open the flood gates that will result in numerous other expenses – Reasoning of the court in Smith when disallowed deduction for child care - p281 of Krishna. Now s.63(1) [p325] allows deduction for child care.
· Companies can provide child care services and deduct this from their business income – encourages salary arbitrage: negotiate a lower salary so that can have pre tax deduction rather than have the employee pay out of after tax dollars - p282 of Krishna.

· Difference between expenses that would incur even if did not work, and additional personal expenses because you work – courier was allowed to deduct incremental food and drink expenses - p282-283 of Krishna. Can lawyer deduct fancy work clothes – grey cases are difficult. S.18(1)(h) – cannot deduct living expenses. 
· Court robes are like a costume – should be able to deduct – but generally work clothes are not deductible because you also get benefit of them outside of work hours – wear suit to private dinner. Has to be exclusively work clothing, specialty work clothing for it to be deductible. 

· Cannot deduct all home phone expenses even if you work at home, although may be able to pro-rata the cost according to how much you use it for business.
· Under s.67.1(1) [p390] you can only deduct 50% of food or entertainment expenses. 
· Type of expenditure also relevant - p284 of Krishna. Business entertainment costs will be deductible if done in restaurant but not if done at home. 
· Characterizing business expenses involves three questions ( determination of fact!
1. What is the need that the expense meets?

2. Would the need exist apart from the business? (if so, likely personal expense)

3. Is the need intrinsic to the business? (expenses merely made to make her available to practice her profession rather than for any purpose intrinsic to the operation to the business itself will be a personal expense)
· s.18(1)(l)( Use of recreational facilities and club dues: this stops you from deducting fees for clubs, yachting, fishing, lodging, membership dues. This section was brought in to prevent “expense account living”… even if these expenses are incurred to earn income.


4.1  Reasonable Expectation of Profit - p285 of Krishna.
· What is the difference between expenditures between a serious amateur photographer and a professional photographer?

· The distinction depends on whether the taxpayer has a reasonable expectation of net profit in the conduct of his activities( it is not enough that one incur expenses to earn GROSS income… to be deductible, one must incur the expense to make a NET PROFIT.

· TAXPAYER need only have a reasonable EXPECTATION of profit and not the realization of actual profits.
· Furthermore, the expectation need not be of a reasonable amount of profit, just so long as there is a reasonable expectation that you will make some net profit, then you can deduct the expenses. The word “reasonable” modifies “expectation”, not “profit”.
· Courts determine such expectations objectively at the time of the expense and not retrospectively (?OF).  

· Just because the taxpayer derives personal pleasure form the activity does not disqualify it from being a “business” nor does the absence of profit for extended period of time mean that there is no reasonable expectation of profit.
· See p374 of supplement – gives proposed rule for limit on loss.

· How do you prove that you had a reasonable expectation of profit – must be able to produce your business plan, how you did expected to make money – remember the burden will be on you to show a reasonable expectation of profit. Otherwise the loss will not be deductible. So may have a hard time showing that a loss from a treasure hunting business is a deductible loss. What about mining prospecting – will have to have good organisation of your company to show that there is a good chance of finding oil etc. 
· Number of cases in which people have tried to deduct money for losing businesses (See supplement): 
1. Stewart (p300) and Walls (p290 Supplement) – income from property was much less than annual expense from property.

2. Ludco (p234 supplement) – Shares gave less dividends than cost of interest on money borrowed to buy shares
In all 3 cases SCC said that could deduct these losses.  Check this Legislation will try to do away with these unfavourable court decisions. New legislation requires at least a cumulative profit over a long time period. 
· The expectation of profit must be “reasonable” in the circs.

· Further criteria from the CCRA:

a) Profit and loss in past years( continuous losses for several years is not by itself sufficient to establish no reasonable expectation of profit (may have long start up e.g. tree farm, novel)

b) Significance and growth of gross revenue( where gross revenue of some significance has been reported or gradual increases year over year, indication of an expectation of profit.

c) Development of the operation to date( amount of $ invested, market development. (stage of development of undertaking).
d) Planned or intended course of action( business plan and progress to date considered.
e) Time spent on activity in question( more time spent, more likely reasonable expectation of profit.
f) Education, background, experience( training and qualifications of taxpayer

g) Extent of activity in relation to that of business of a comparable size( if too small to give hope of profit, no reasonable expectation for profit.
Statutory Exceptions:

· Some personal expenses are nevertheless deductible ( tuition - s.118.5, moving – s.62, child care - s.63.

· Such exceptions usually the result of socio-economic policy considerations e.g. mobility of labour

· GAAR applies to expense deduction if they are found to be “abusive” income tax avoidance transactions.
· An expense to earn exempt income is not deductible for tax purposes (exempt income= $ not included in income under part one of the act), so can’t trade of expenses from earning exempt income against taxable income.

4.2  Illegal Payments - p277 of Krishna.
· Illegal income is taxable, but s.67.5(1) [p392] of the ITA states EXPRESSLY that a taxpayer may not deduct certain outlays and expenses that are illegal.  E.g. paying an official in form of a bribe, or any expense for corruption, fraud, etc will not be deductible.  Includes Bribery of judges, MP’s, Munc. officials, foreign public officials.

· Public policy is that this is the type of behaviour that is offensive and should not be condoned.  

· What if you don’t bribe a public official, but you pay people to allow you to do things?  For example, extra money to get a reservation or the best table at restaurant, this would be deductible at 50% s.67.1(1) [p390].

4.3  Fines, Levies, and Penalties - p276 of Krishna.
· What about expenses which you incur in order to earn legal income, if the expense is illegal?  E.g.- Deducting a parking ticket to get to a client meeting where you made 10K but would have made nothing if you were late?
· s.67.5(1) is specific about which illegal acts deductions cannot be made for – so can made deductions for non listed things i.e.fines or penalties incurred for the purpose of gaining income.

· Fines and penalties are capable of falling within s.18(1)(a).  This section is broad.
· When parliament wants to prohibit a deduction on public policy grounds, it has done so explicitly. Court intervention would produce uncertainty, so will allow deductions unless really offensive.
· Cost of putting pollutants into the river are deductible even though criminal activity

· Fines on trucks carrying over their load are deductible.
· Case of 65302 BC Ltd. – egg farm which intentionally violated quotas and paid fines – SCC said deductible as a current expense – p250 of supplement. CCRA taxes illegal income, so expenses are deductible even if illegal. 
· Eldridge was a prostitute who tried to deduct payments to her pimp and the police, but there was no proof, the witnesses did not show up – so she did not succeed. 

· Horizontal equity says that should be allowed to deduct fines etc – because other businesses are allowed to deduct their expenses.

· March 2004 government announced intention to not allow further deductions for fines and penalties. 

4.4  Damages, Theft and Loss

· Damages (damage caused by truck driver backing into a house) are deductible from income of the truck driver if he personally paid for the repairs.


· Theft( what if a person running a business has found out that the person who was running the till was skimming off the top?  This is theft and such occurrences are deductible expense from your business income

· Large theft is not deductible.  Small amounts of theft are normal business expenses but the courts have found that large thefts are capital expenditures and they are considered to be extraordinary expenses which should be written off over a long  time – cannot be deducted as a current expense. Should have insurance for large theft.
· What if get sued by customer – s.18(1)(a), was a loss for the purposes of gaining or producing income, so is deductible. 

· Fines and penalties are to deter conduct, but damages are paid to people who are going to sue you. 

· What if have to pay large amounts on legal fees to protect reputation – are these made to gain or produce income – this is a close argument. 
5.  Reasonableness of Expense, (ITA s.67) - p276 of Krishna.
· A taxpayer can only deduct an expense to the extent that it is reasonable in amount.

· What is reasonable is a question of fact and will be determined by comparing the expense in question with amounts paid in similar circumstances in comparable businesses.
· Deductions must be reasonable – can’t give clerk a $100K bonus - p276 of Krishna.

· S.67.5 – cannot deduct bribes. 

Overall rule – it is the purpose and not the effect of the expense that determines deductibility.  If ends up not producing income, that is not the point, so long as the purpose was to create income - s.18(1)(a).  Therefore the business must exist at the time the expense is made. Look at the PRIMARY purpose of the expense; it is ok if pleasure is a secondary effect.
· Can Kroft deduct cost of cookies – i.e. can he deduct the cost from income to get taxable income – he is a lawyer in a firm – is it for the purpose of producing income? But here a partner spent the money, not the firm, but the partner can still deduct the expense. If was a corporation then it would be different. If you are a partner in a firm, and you spend money to bring in income, then it is deductible.  But if employee had to spend money on cookies, then they could not deduct it. 

· When Kroft lectures, is this business income or employment income?

· What if Kroft took us all to the Grey cup, would this be deductible? If the purpose is the same i.e. recruitment or advertising, then should still be deductible.  But this can’t be right – depends on reasonableness. 
· S.67.1(1) [p390] – can only deduct 50% of amount for human consumption of food and beverages and also only 50% for entertainment. The 50% rule is because there is enjoyment associated with this consumption – is personal element. 

· What about firm Christmas party – or other events – are those also only 50% deductible? These do not directly produce income.  s.67.1(2) [p390] ( are certain exceptions, paragraph (f) says can have 6 special events where can entertain all the staff. 
· So can he deduct the full cost of the cookies? – Well, first must ask if 50% rule applies – yes, do exceptions apply, no – so can only deduct 50%.

6.  Other Statutory Prohibitions/Permitted Deductions


6.1  Reserves (ITA paragraphs 18(1)(e), 20(1)(m) and (n))

· Reserves are income which you have a right to, but which you want to say you do not yet have, so your income will be lower and then your tax will be lower.

· Reserve = amount set aside for future use.

· General rule s.18(1)(e)( taxpayer cannot deduct a reserve or a contingent (possible, uncertain) liability (can’t deduct unless you have a legal obligation to pay), unless the ITA specifically authorizes the reserve.
· In tax, a reserve generally refers to an amount that one sets aside for future use( an amount set aside as a provision against a future uncertain event

· A liability is a known and existing legal obligation

· Contingent liabilities( not real liabilities, but have the potential of becoming real on the happening of some event

· Generally, a taxpayer may claim a reserve in a year only if the ITA specifically authorizes the deduction.
· s.12(1)(b) [p41] indicates that all receipts, whether earned or unearned, are included in income for the year, but reserves can be claimed under s.20(1)(m) [p141].
· A reserve claimed in a particular year must be added back into his income for the following year but the taxpayer then may claim a new reserve according to the ITA( taxpayer will have to annually justify deduction of reserve.
· Examples of reserves - p290 of Krishna.
1. Reserve for doubtful debts- 20(1)(l), add back in, s.12(1)(d)
2. Reserve for goods delivered & services performed after end of year, 20(1)(m)(i),(ii), add back, s.12(1)(e)(i)
3. Reserves for amounts not due on instalment sales contracts - 20(1)(n), add back s.12(1)(e)(ii)
4. Reserves for deposits on returnable containers - 20(1)(m)(iv), add back s.12(1)(e)(i)
· Doubtful debts( a taxpayer may deduct a reasonable amount for doubtful trade accounts if the amount receivable in respect of the accounts were included in income, either in the year in which the reserve is sought or in a previous year. 
· A reserve may also be claimed for doubtful debts arising on loans or lending made in the ordinary course of business where the taxpayer is an INSURER or involved in the BUSINESS OF LENDING MONEY, s.20(1)(l)



· To determine whether an account is doubtful, all circumstances of account must be considered (?OF):

1. History and age of the overdue account

2. The debtors financial position

3. Past experience in respect of the debtors bad debts

4. General business conditions

5. Specific business conditions in the debtors industry

6. Specific business conditions in the debtors locality, AND

7. Changes in sales and accounts receivable as compared with previous years.
· The CCRA will accept reserves calculated as a percentage of doubtful accounts, provided that the taxpayer can support the percentage by reference to his or her actual past loss experience.

· A taxpayer may also deduct his actual bad debts s.20(1)(p)( thus the initial claim for a reserve is a tentative one that is added back into income in the following year but if the debt is not collected in the following year, the taxpayer may claim a write off for actual bad debts.  If the bad debt that was written off is collected later, then the taxpayer would include it as income in the year collected.
· See e.g. p291-292 of Krishna.

Goods and Services - p292 of Krishna.
· Payments received now on account of goods and/or services rendered in the future are included in income in the year the taxpayer receives payment not when the income is realized. s.12(1)(a and b). However a taxpayer can deduct a reasonable amount in respect of goods/service that will be delivered in a subsequent year.
· Can also deduct a reserve for deposits received that may be refundable next year (excl. deposits on bottles), prepaid rent for lease of land or chattels and for amounts that are receivable but not due yet - s.20(1)(m and n).  

· S.20(1)(m) and s.20(1)(n) both refer to the deduction of a reasonable amount as a reserve (reasonable = ?OF)

· E.g. Canadian tire dollars (tokens) ( a reserve may be claimed equal to the value of CT $’s that the store expects will be redeemed – You have received money for the tokens, but will still have to give goods when the token is handed in, so stating it all as income is not accurate – so can create a reserve. But if the history of the taxpayer’s business shows that some CT$’s will never be redeemed, then reserve must be reduced by that amount. Was a SCC case that said in the case of CT$ the reserve was not allowed – but theory is correct. 
· For property – if sold but money not due yet, can create a reserve - s.20(1)(n) [p142]. See p293 of Krishna for property other than land – must be payable in > 2 years. 
Food, Drink and Transportation - p294 of Krishna.
· If taxpayer is claiming a reserve in respect of food, drink or transport to be delivered or provided after the end of the year, the reserve cannot exceed the revenue form these sources included in income for the year.  E.g. Transport tickets sold by business and used by customers in year = 60K. Tickets sold but unused by customers at the end of the year 10K.  Therefore, the reserve under s.20(1)(m) is 10K unless experience shows that some tickets will not be redeemed.
· Non Residents( non resident cannot deduct a reserve in respect of unrealized receivables - p295 of Krishna.
· Guarantees, indemnities and warranties( If taxpayer sells goods that include a warranty, etc., the cost of warranty is in the price. A reserve cannot be claimed in respect of the expected future liabilities under the warranties, etc.

6.2  Conventions (ITA Subsection 20(10) [p153 of ITA]) - p338 of Krishna.
· Taxpayer’s who are in business or practice a profession may deduct their expenses for attending up to 2 conventions per year, provided the conventions are in connection with their business or profession.  This does not include property income so you could not deduct expenses as a landlord for going to a convention in Barbados.  Look to s. 9 and 18 to see if you can deduct.  There are some limitations:

· Territorial Scope( the convention must be at a location that can reasonably regarded as falling within the territorial scope of the Convening organization.  Taxpayer does not have to be member of the organization. E.g. if national organization may convene anywhere in Canada. International org may convene anywhere.

· Primary Purpose( the prim purpose of taxpayer’s visit to convention must be connected to business.  The closer the relationship between the taxpayer’s business and the subject matter covered = the easier the claim will be to make that it was a primary purpose.

· Blended Purposes( if vacation is combined with attendance at a convention, the personal potion of the trip is not deductible from income.  The entire cost of travel to and from the convention is allowed as a business deduction and does not have to allocated between personal and business.  Taking family to convention is usually not deductible, but if you can prove presence of spouse is necessary for business or professional purpose, that portion is also deductible( heavy burden to prove on taxpayer.

· US conventions( For NATIONAL organizations (CBA for e.g.) that hold convention in the US, the Canada US Tax Treaty provides that expenses are deductible on the same basis as if the convention was held in Canada.  (not applicable to regional or local organizations)

· If it was a US convention and you had American clients and the convention was in the US, you could argue that it should be deductible.

· If you couldn’t deduct under s.20(10), what argument could you make to have them deducted elsewhere?  Possibly s.9 - you could say that the expense had to be deducted because you had to network to create business.  You could argue it under s.18(1)(a) as it was laid out to gain or produce income.  
· Two per year limit also applies to corporations, but if you have different departments, then you can deduct for two conferences per year per department/discipline i.e. chemistry, geology etc.

6.3  Entertainment Expenses (ITA paragraph 18(1)(1), s.67.1)

· s.67.1(1) [p390](deductions are limited to a max of 50% of the amount expended even if expense is entirely for business purposes (includes food and drinks).

· This provision was brought in because there is a consumption element to this type of expenditure.  This is a deeming provision which means that it does not matter if you did not enjoy the consumption that you had.

· There are some exceptions to this rule ( sub(f).  This means that you can have 6 functions at your firm before the 50% rule applies therefore the first 6 events get 100% deductions.  This is a statutory exception.  Must be available to everyone and must be for business.  If it is a personal function( 0% deduction.
7.  Interest, (IT Ass. 18(2), (3.1), 20(1)(c) and 21) - p295 of Krishna.
· ITA allows a taxpayer to deduct interest on money that he borrows to earn income from business or property, s.20(1)(c).
· Interest on debt to earn exempt income or capital gains is not deductible.
· Since interest is generally deductible only when one incurs it in the pursuit “for profit” activities and is not deductible when one uses debt “for pleasure” or for consumption, individuals have an incentive to tax arbitrage (convert non deductible personal interest into deductible business expenses by arranging transactions to attach the interest to their “for profit” activities( e.g. Lawyer with personal cash savings will borrow to invest in his firm and use savings to buy house because interest for firm loan is deductible while mortgage interest is not deductible.
· Tax arbitrage examples is explained para.3 p297 of Krishna. Arbitrage = money shuffles to take advantages of different prices in different markets.

· It was a common law rule that interest was a capital expenditure, and was therefore not deductible, specifically changed by s.20(1)(c). 

7.1  Capital/Current Expense?

· s.18 [p105] is the taxpayer’s enemy while s.20 [p134] is taxpayer’s friend.

· Law is clear( w/o specific authority, interest expense is a capital expenditure for tax purposes and therefore not deductible. (Gifford-SCC).
· S.20(1)(c)( allows deduction of interest in the pursuit of certain “for profit” activities (allows the deduction for interest as a current expense to earn business and investment income in circs that the CL (Gifford) would not allow).

· S.20(1)(c)[p135] will likely be on the exam. 

· S.20(1)(c)( allows taxpayer to deduct interest if the interest:

1. Is paid or payable in the year

2. Arises from a legal obligation - ?OL – must be calculated by reference to principal sum.
3. Is payable on borrowed money that is used for the purposes of earning income from a business or property; and

4. Is reasonable in amount (amount of interest must be reasonable)

· Interest portion of blended payments of principle and interest still qualify under this section.
· A rate of interest established in a market of lenders and borrowers acting at arms length from each other is generally a reasonable rate.
· If you rent out part of your house, then you can deduct the interest on the mortgage to the extent that it is spent to gain income – pro rata the amount of interest expense on square footage.  

· If buy computer which is at home but which you work on, can you deduct the expense of the interest on the money you borrowed to buy the computer. Can deduct if computer was for purpose of earning income. 

· Even if it was partly for business, CRA may say that the primary use is not for business – you better have a log showing how much you use it for business. Then may pro rate the deductible expense. 


7.2  “Borrowed Money”

· Interest on borrowed money is an expense (thus deductible) of earning profit.
· Debt = Borrowed capital that creates a liability to repay according to a pre determined schedule.
· Equity = Capital that one invests in exchange for an ownership interest no fixed timetable for repayment.
· Interest on borrowed money is an expense of making profit, payment of dividends is distribution of profit after it is made, this is why interest on debt is deductible and dividends are not. 
· Money must be borrowed for the purposes of earning income from property or business for interest to be deductible

7.3  Legal Obligation to Pay

· Interest is compensation for the use of a sum of money belonging or owed to another and therefore represents a legal obligation calculated by reference to the principal sum owing.  

· Interest is ONLY deductible if the lender has actual, not contingent, LEGAL rights to enforce payment of the amounts due( no legal obligation to pay leaves s.18(1)(e) to prevent the deduction i.e. then the obligation to pay will not be a legal one, but will be a “contingent liability”.

7.4  Current Eligible Use - p302 of Krishna - s.20(1)(c)(i) [p135] 
· Money borrowed must be used to generate business income – cannot be used for capital gains.

· It is the actual/current and not the alleged/original uses of borrowed money that determines the deductibility of interest payable on the funds( change in use could affect deductibility.
· Can deduct interest cost if getting dividends from investment, but not if waiting for a capital gain.

· E.g. student uses student loan funds to invest in investments at a higher rate.  The court allowed the student to deduct the interest cost of the money because was invested for purpose of gaining interest income.  Gov’t argues the loan is personal but in fact the ACTUAL use was for investment purposes. 

· Interest not deductible for the purposes of earning capital gains( therefore, interest on money borrowed to buy shares that one reasonably expects to pay dividends can be deducted, but if only profit will be from sale at an increased price (capital gain) then it is not deductible.

· E.g. taxpayer borrows money to go on vacation but changes mind and buy shares that have a reasonable likelihood of paying dividends… though not originally deductible, interest on loan (from date of share purchase) would be deductible from share income.


7.5 Purpose of Gaining/Producing Income  s.20(1)

· TAXPAYER must have bona fide intention to use the borrowed money for income earning purposes (it is not relevant that the income was actually never recognized) – it is the intention to make profit and that the money was used with the purpose of making profit that is important.
· Purpose is determined by tracing the direct and immediate use of the borrowed funds into the income earning process( interest is only deductible if there is a sufficiently direct link between the borrowed money and the current eligible use. (borrowed funds must be able to be traced to a current eligible use)

· E.g. taxpayer (lawyer) borrows 300K from his capital account at his firm to buy house (reg in wifes name), and later the same day borrows 300K from bank to replenish his capital account at the firm.  Interest on the new load from the bank was deductible because it was directly traceable to the business.  
· Interest on debt where the borrowed money only indirectly earns income, is not deductible for tax purposes under s.20(1)(c), must be a sufficiently direct link - p300 of Krishna.
· These principles apply equally to all taxpayer’s (corp., trust, individuals)

· Intention must be to earn income (profit) from business or property and NOT from capital gains. Income from capital gains is not “income from property” - s.9(3) [p37] 
· Reloaned Funds( If individual borrows at a commercial rate of interest and loans at a lower rate, she cannot be borrowing for the PURPOSE of earning income.  But there are exceptions:

The CCRA will generally permit a deduction of full interest expense incurred when taxpayer borrows money and loans $ to a Canadian corporation of which he is a shareholder (or subsidiary) at a lower rate if the following conditions are met…

· The loan proceeds are used by that corporation to produce income from business or property

· The corporation has made every effort to borrow the funds thorough usual commercial money markets but cannot obtain financing without the guarantee of the shareholder, at interests rates at which the shareholder could borrow at

· No undue tax advantage results from the loan to the taxpayer or the corporation. E.g. of undue advantage( prov income tax reduces due to differences in resident provinces for the taxpayer and the corporation and evidence that there was no other substantial business purpose for the loan. See  p303 of Krishna for examples when undue advantage will / will not exist.
· Exempt income( Interest expense is not deductible if the taxpayer uses the funds to earn income that is exempt or to acquire a life insurance policy - p303 of Krishna. See s.248(1) for definition of exempt income.
· Compound interest( taxpayer can deduct interest on interest (compound interest), s.20(1)(d), but only when it is paid and not when it is merely payable.  

· Refinancing( If taxpayer borrows money to repay money that was previously borrowed, the ITA deems the taxpayer to incur second borrowing for the SAME PURPOSES as the original borrowing - s.20(3)
· Existence of Source( interest on borrowed money must be traceable to a CURRENT eligible use in order for the interest to be deductible.  E.g. taxpayer can’t deduct interest expense if she sells the investment and does not reinvest in another income earning property.

· Financing costs( a taxpayer can deduct expenses that he incurs in issuing shares or in borrowing money for the purpose of earning income from a business or property (e.g. legal and accounting fees, printing costs and commissions.)

Capitalizing Interest - p307 of Krishna
· A taxpayer may prefer to treat interest costs as a capital expenditure rather than as a current expense. For example if the asset is not producing income then being able to deduct interest expense from the income may not be useful, especially if you cannot carry the losses over for long enough to make use of them.  So rather take the interest as increasing the cost of the asset. Then when doing CCA deductions you will be able to deduct bigger amounts even though you have not spent any more money on the asset and interest than you would have i.e. you would never have benefited from the interest deductions for the reasons given above. Also the capital gains when the asset is eventually sold will be less because the adjusted cost base will be greater.
a) A taxpayer may capitalize only those costs that would otherwise have been deductible as interest expense or as an expense of borrowing money. You can also elect to deduct part of the interest cost against income and capitalize the rest of the interest cost. 
b) Election is available not only in respect of costs the taxpayer incurs in the year that she acquires the asset but also costs that he incurs in the 3 preceding taxation years.  Election must be made for the taxation year in which 1) the depreciable property is acquired OR 2) the money borrowed has been used for exploration, development, or the acquisition of property.  Elections can take place only after the acquisition of the property or expending of the funds.

c) Where the taxpayer elects to capitalize interest charges that would otherwise have been deductible in preceding years, the CCRA will reassess the taxpayer for those taxation years.

d) Can also capitalize compound interest and the expense of raising money

e) Soft costs( (interest expenses, mortgage fees, property taxes, commitment fees) incurred in respect of the construction, renovation, or alterations of a building are not deductible as current expenses during construction and must be added to the cost of the building. However once the construction / renovation is complete then the ongoing soft costs can be deducted as current expenses. 
Limitations on Deductions - p309 of Krishna

· Real Estate - Carrying charges (interest/property taxes) in respect of vacant land are deductible only to the extent of the taxpayer’s net revenue from the land.  

· Land that one uses in the course of a business is exempt from this limitation (unless you are a property developer whose business is the sale or development of land).
· Corps that engage in leasing, rental, sale or development of land may deduct their carrying charges on vacant land to a maximum equal to the lesser of:

a) The income, net of all deductions, from the land, AND

b) The corporations “base level deduction for the year”. Base level deduction is the annual interest one would get on $1 million.

7.6  Proposed Section 3.1 (Oct 31, 2003 - Draft Legislation)

· For a long time, the CCRA believed that for a deduction of an expense to be allowed, the taxpayer had to demonstrate a reasonable expectation of profit.

· E.g. if you had no reasonable expectation of profit then expenses would be found to be personal living expenses and there would be a denial of the expense allowance.

· Stewart case( rental of a property to 3rd prop.  Operating expense exceeded rental expense.  He did this due to speculation on the appreciation of the land.  CCRA stated that he had no reasonable expectation of profit and therefore, you lose.  SCC stated that there was no reasonable expectation of profit test.  SCC stated that if a person owns property and has no personal gain from this property and has losses that occur, he should be able to deduct these losses.  It was not the business of the courts to second guess the bad business decisions of taxpayer.  SCC continued to say that if the taxpayer takes some personal gain, then whether the person is operating the property with a reasonable expectation of profit, then the court will look to that as an indication that the property was a source of income.  

· Wall case( big loss from renting out warehouse to others.  SCC stated that it did not matter if taxes were the reason that the parties were entering into the transactions originally.  Losses are deductible unless otherwise stated in the act.

· If the property is sold as a capital gain, it was income, so it is clear this was a commercial deal.

· These amendments have very little chance of passing as presently written!

· S.3.1 (proposed)- a taxpayer will only have a loss from a source in a given year if during the whole period of time that they own the property they had a cumulative profit.  Essentially, if you can’t prove that you made a cumulative profit, you can’t claim a loss for one year, and therefore no deductions are allowed for the loosing year.  This provision would be effective 2005 and work retroactively.

· E.g.  You purchase shares( if you don’t get dividends, why did you buy?  Appreciation.  If I borrowed the money to by the shares, if I don’t end up making a cumulative profit, then I will not be able to claim a loss or deduct interest expenses.

· These rules are indented to impute a reasonable expectation of profit into the ITA in response to the Walls and Stewart case.  

· In the above cases, you would have to compute the profit without taking into account the capital gains.

8.  Capital Cost Allowance, (ITA paragraphs 18(1)(b), 20(1)(a), Reg. 1100, Sched II)


8.1  General

· Though a taxpayer cannot deduct expenditure on account of capital outlays, depreciation or depletion (s.18(1)(b)), the ITA allows for the deduction of capital cost allowance (CCA) in lieu of depreciation.
· CCA is a deduction from income that is intended to allocate the approximate cost of capital assets over their useful lives.  Basically a statutory depreciation system at a pre determined rate. Simple idea but the use of CCA as a social, economic and political policy implementation scheme complicates the application. E.g. allow large CCA write-offs on the investment in films.
· Significance of cost is an indicator of lasting value – expect buildings to last long, and then CCA write-offs will be low – will be Class 1. 
· E.g. Landlord buys building for $100 and rents suites netting 700 per suite.  Must go to s.20(1)(a)( it permits deduction of capital costs in certain cases (building, machinery, computer hardware, table, etc).   
· PART 11 of the Regulations tells you how much you are allowed to deduct.See Schedule 2 (page 2220) for classes of items (building is in part q of class 1) and then p1777 Reg 1100 (1)(a) for applicable CCA’s.
· Say capital cost is $100.  It is in class 1 (4%).  Therefore the CCA is $4 for year 1 and the UCC is $96. In year 2, you get to deduct 4% of the balance (96 dollars in this case).  This is called the declining balance system.  Therefore, for year 2 you are able deduct $3.86.  This continues until no money is left, but because CCA is done on a declining balance it will take to infinity to write it off. 
· Class 12 – can deduct 100%, so is like a current expense. Class 12 assets will be cheaper, don’t last very long. Cutlery, table linen for a restaurant - these are not current expenses because they may last longer than a year.
· E.g. In year 2 we sell the building for $100.  With a undepreciated capital cost (UCC = portion of purchase price which has not yet been written off) of $96 from Year 1, you did not make any money and you must take the difference of $4 and it is called the recaptured CCA.  This $4 is brought into your income in year two because you did not lose anything.  If you sell for $98, you have a recaptured CCA of $2 in year 2.  The recovered CCA is brought into your income under s.14 of the Act.  If you sell for 90 dollars, this means the mkt has put a value on the building that is less than the amount you have deducted.  This leaves you with a terminal loss of $6.  The terminal loss is deductible in full against your income.   
· S.20(16) is where terminal losses are dealt with.
· Some items are put in certain classes to promote socio economic policy. Canadian movie investments were class 12 assets. So the length of time which asset will last for is not the only consideration when assets are divided into classes. 

8.2  Structure of the System - p311 of Krishna.
a) Classification - p311 of Krishna.
· Must ask three questions in regards to CCA:

a) Is the capital property depreciable capital property?

b) To which class of assets does the property belong?

c) What is the rate of depreciation applicable to the particular class?


· The CCA allows taxpayer to deduct from the actual cost of depreciable assets over a period of time and the statute prescribes the rate at which the taxpayer can claim CCA on an asset (rate is the same for all taxpayers with similar assets performing similar activities)

b) Permissive - p311 of Krishna.
· A taxpayer can choose to claim CCA in a particular taxation year, or can claim it all next year.
· Thus taxpayer have some flexibility in determining the amount of income they will recognize for tax purposes in any year, but there are upper limits as to how much can be written off.
· An asset is eligible for CCA only if it is described in one of the classes listed in the Regulations. Have classes for tangible (vehicle, building) and intangible assets (patent rights).
c)  General Structure – p312 of Krishna.
· Assets have been grouped in classes with similar lives.
· The balance in each class at any point in time is the undepreciated capital cost (UCC). UCC of a given class is increased by acquisitions of assets in that class. 
· A taxpayer may deduct a portion or all the allowance prescribed or forgo the claim in a particular year and postpone amortization of the class to later years

· CCA can be claimed only when assets are available for use.
· Declining balance method is used in computing the annual allowance for most assets i.e. apply % to UCC.
· Balance remained to be depreciated diminishes until the taxpayer acquires new assets of the class.
· The UCC can never be a negative amount.
· On disposal of assets, CCA previously taken is “recaptured” to the extent that the proceeds of disposition exceed the UCC of the group of assets in the particular class. The amount of  “sale price – UCC” (if +) goes to income, the amount of “sale price – purchase price” (if +) goes to capital gains.

· Where POD of an asset exceed its original capital cost, the excess is a CAPITAL GAIN.
· Upon disposal of ALL the assets in a particular class, any remaining balance of UCC for the class is deductible in the year as a “terminal loss”.
· E.g. In 2002 a taxpayer acquires one tangible asset with a capital cost of 10K and claims a 2K CCA.  IN 2003 the taxpayer disposes of the asset for 11K.  The result is as follows: capital cost 10K minus CCA claimed 2K = 8K = Undepreciated capital cost.  Upon the sale, the CCA is recaptured (2K) and a capital gain of $1K is realized.  If the taxpayer had sold asset for 6K, no CCA would be recaptured and a Terminal Loss would be realized in the amount of 2K


8.3  Eligibility - p313 of Krishna.
· CCA is claimable only on depreciable property of a prescribed class.
· Depreciable property = Property acquired by the taxpayer in respect of which the taxpayer is entitled to make CCA deductions. Prop not eligible for CCA - p313-314 of Krishna = prop not for gaining or producing income, land, inventory, current expenses, 

8.4  Classes of property - p314 of Krishna.
· General rule( similar properties are placed in the same class and subject to the same rate of CCA. Each class is a pool. 

· Some exceptions( some similar properties are segregated into separate classes which results in the “recapture” and “terminal loss” provisions being applied separately to each property rather than to a collective whole( separate classes ACCELERATES the timing of recapture of CCA, because will prevent acquisition of an asset keeping the account alive and thereby delaying the final calculation.
· If property may fit in two classes, the taxpayer can choose the applicable class.
· If no class seems to match, then s.18(1)(b) says that cannot deduct it i.e. is not permitted. Say internet connection wiring not in the given classes – but could be eligible capital expenditures – see section 9.3 below.

8.5  Determination of Capital Cost

· Based on capital cost of the asset which is the acquisition cost including any legal, accounting, engineering or other fees that the taxpayer had to incur to acquire the property ( the actual cost of the property to the taxpayer and refers to the ENTIRE laid down cost, including testing and start up costs. In case of uncertainty – get an appraisal done.
· Cost in foreign currency is Canadian equivalent as at the date of acquisition.  Exchange rate as of the date of transaction( if asset acquired in US, duties, taxes, shipping, etc. will be included in the cost of the asset.  
· Gains or losses from fluctuations in the value of the assets are separate from gains or losses in the value itself - p316-317 of Krishna.  Foreign exchange gains are included as regular income, capital gains are not.

· If taxpayer acquired property as a gift or via inheritances, value of property is deemed FMV at the time gift is given.
· If hire a lawyer during purchase of property, or estate agent, these are included in the cost of the building i.e. things you have to spend when acquire building. What if hire an architect, that is also a capital expenditure. There are service costs which bring lasting value i.e. > 1 year, then goes to capital cost.

Change of use of property - p317 of Krishna.

· Change of use is deemed a disposition
· Business ( Personal: If taxpayer changes use of property from earning an income to personal use ( will be deemed to have been dispose of and acquired at FMV (triggering capital gains, terminal loss, etc)
· Personal ( Business: Rules are more complex: 
· If FMV < capital cost to the business (overcharge business) -  then acquisition is equal to FMV
· If the FMV > cost, ( undercharge business) the acquisition cost to the business is the aggregate of the cost of the property and ½ of the excess of fair market valued over its cost.  Same rule applies if there is a split between business and personal usage.

· For cost of depreciable property in non arms length transactions, see p317-318 Krishna.

· Luxury Automobiles( ITA limits the maximum capital cost of passenger vehicles to 26K exclusive of PST and GST.  Cars over 26K are deemed to have a value of 26K. s.13(7)(h) [p65] prevents cars being “sold for more than they are worth” in non arms length transactions such that CCA will be greater - p318 of Krishna.
· Reduction for Gov’t assistance( A taxpayer must reduce the capital cost of depreciable property to the extent that he deducts federal investment tax credits or receives gov’t assistance in respect of the property. So if you are receiving gov assistance in any way, then the value of the asset must be reduced – then more likely to have CCA recaptured and possible even a capital gain when you sell it.
· Exchanges of Property( Piece of land purchased with a boat. The capital cost of an asset acquired in a barter transaction (land) is generally equal to the value of the property traded (boat)  It is the value of the asset used to purchase (boat) that determines the cost of the asset purchased (land).  If it is impossible to value the asset used to purchase (boat), then the value of the asset purchased (land) may be used.

8.6  Undepreciated capital cost



a) General Meaning

· Capital cost of the property – CCA = UCC

· UCC represents the as yet undepreciated cost of the class of assets

· This is a pooled asset( when you have assets in the same class, you pool them together

· E.g. UCC of 96 after year 1.  Before the end of year 2, I buy 10 dollars worth of assets for the same class.  I sell an asset for 100.  Is there a recaptured CCA at the end of the year?  No- because you have 106 in the asset pool and the withdrawal of 100 will not deplete the fund.  THIS IS A KEY WAY OF AVOIDING TAX!  People will buy new assets in the same class to ensure that there is no recapture of the CCA.


b) Technical Meaning



c)  Method of determining

· UCC of a class is determined by adding the following:

1. The capital cost of all depreciable property of the class

2. Gov’t assistance repaid by the taxpayer subsequent to the disposition of the property for which she received assistance in purchasing
3. Any amount recaptured in respect of the class

4. Repayment of contributions and allowances the taxpayer received and that were previously deducted from the capital cost of that class.

THEN ONE DEDUCTS THE AGGREGATE (summation) of:

1. The total CCA that the taxpayer has claimed for property of the class

2. The proceeds of disposition of any property of the class disposed of (deduction not to exceed the original capital cost of the property) 

3. Gov’t assistance received as well as investment tax credits claimed subsequent to the disposition by taxpayer of the property to which such assistance or tax credit related.

4. See examples on pg 320-321

· For the purposes of calculating CCA – only ½ of the value of the assets acquired during the year are added to the UCC balance, this means that the % will be applied to a lesser amount and the reduction will be less, then after doing the year end calc you add in the remaining half so that the full amount is in for next year. The ½ rule is a rough way of compensating for someone buying an asset right at the end of the year and then claiming full CCA for the year. See p320 – 321 of Krishna

· The UCC of a class can NEVER be a negative amount. The UCC may be higher or lower than FMV.

8.7  Recapture

· S.13. 

· We only need to know the general principles about this. 

· Seen in cases when the taxpayer may have been allowed too much CCA. You have deducted more costs than you have actually lost i.e. must “recapture” into income. 
· You only put back the over deductions in the year of sale. 
· A sale of the assets of a class at FMV may show that the assets were “over depreciated” in the past( over depreciation is recaptured into income.
· Recapture is business income or property income and goes into your income.  Terminal loss is a loss from property. CCA only applies to income from business or property. 

· Capital loss and terminal loss are alternatives – do not have a CL when you sell a depreciable property, can only have a terminal loss because your CCA figures were too low. But can have recapture and CG
· Bare land is not eligible for capital cost allowance, but will be subject to CL/CG. Say have land and building combined which has a value of $100. But how do you know what each component is worth?  Must agree in contract of purchase and sale that building is being sold for 60 and land is being sold for 40. Terminal losses can be used to offset income from any source i.e. it is business or property loss, so the seller will want to maximize this – so seller will want to minimise the value of the building and maximize the value of the land – then will pay CG on land, but that is taxed at 50%.  Seller will want to maximise capital gains on land, to maximise terminal loss on building, and minimize recapture on building. This is a skilful art – buyer ad seller have different interests.  Buyer cannot get capital cost allowance on land, only on building, so will want to maximize cost of building and minimize cost of land.  

· Shares are not eligible for CCA – so recapture and terminal loss do not apply to them. 


a)  Effect of Negative Balance

· Where a class has a negative balance AT THE END OF THE YEAR (determined from calculation described above), the amount of the balance is recaptured into income for THAT year( any amount recaptured into income is then added back to the UCC of the class bringing the asset balance for that class back to nil.
· Possible to manipulate a balance to not be negative by arranging the acquisition of additional assets in the same class in a particular year, but not if rules require assets to be placed in separate classes e.g. rental properties costing more than $50k.


b)  Limited to capital cost

· The ITA limits recapture to the capital cost of the particular depreciable property in the class (proceeds of disposition in excess of the capital cost of an asset do not give rise to recapture of CCA).
· The excess of proceeds of disposition over the capital cost of an asset is a capital gain.

· This is important because CCA amounts recaptured are fully taxable as income while capital gains are only taxable at the 50% rate - s.13(21). 
· See p 324 of Krishna for examples



c)  Deferral - p324 of Krishna.
· In certain circumstances, the taxpayer can defer the recapture of capital cost allowance.
· E.g. taxpayer who receives proceeds of disposition by way of insurance compensation for stolen or lost property (or expropriation) can elect to defer recognition of any recapture if he replaces the property with more expensive property.
· Replacement property - Need not be identical to property it is replacing and it only needs to be put to a similar use.

· Benefit of deferral is done by the taxpayer making an election when filing return for the year in which he acquires replacement property ( this election also automatically defers any capital gains triggered on the disposition.

8.8  Terminal Loss - s.20(16)


a)  General

· Where a taxpayer disposes of the property of a class for less than its UCC, he suffers a shortfall in the depreciation claimed on the particular class( in such a case, the taxpayer is entitled to recoup the amount of the shortfall through a claim for a “terminal loss” which is subtracted from income in the year of the sale.
· Terminal loss must be claimed in the year in which the asset class is closed and the loss becomes known, use it or lose it.

· Note that terminal loss and capital losses are alternatives i.e. if you elect to use the CCA allowance method and deduct CCA amounts from income each year when determining taxable income, then you cannot claim a capital loss when you sell, you either have recapture if selling price > ACB, or have terminal loss if selling price < ACB, but cannot claim terminal loss and capital loss. HOWEVER can have recapture up to original purchase price and then CG to make up the difference between selling price and purchase price. 


b) Dispose of all assets

· A taxpayer can only claim a terminal loss if she disposes of all the property of a class and owns no property of the class at the end of the taxation year.  If eligible, then the taxpayer MUST claim the loss in the year of the loss, or lose it for ever( it is not permissive like CCA

· Special rules apply to terminal losses on motor vehicles. (no terminal loss allowed for car costing more than 26K – note that all of these 26K values are now likely over 30K b/c of inflation.)

8.9  Special rules



a)  First year half-rate rule

· The ITA limits in the first year the capital cost allowance on assets acquired during the year to ½ the allowance that is otherwise deductible – reg 1100(2). This is only for the purposes of CCA calculation.
· The ½ that is excluded is then added back to the UCC of the class after the CCA claim is determined for the 1st year (thereby deferring the CCA claim on the other half to future years)
· This rule is to discourage the purchase of assets near the end of the year and then making a claim for full CCA. This rule does not take away the incentive, just makes it less worthwhile.

· There are exceptions for some property (IP, timber, pollution control equip) and for when have business shuffling w/o change in economic ownership.


b) Available for Use - p326 of Krishna.
· The ITA does not consider a taxpayer to have acquired a property until it becomes available for use, or until 24 months after the actual acquisition of the property.  

· E.g. if someone spends money to build a building for rental, you can’t deduct the costs of the building until the building is done and ready for rental(policy = Matching of revenue v. expenditures. 


c)  Short Years - p327 of Krishna.


· This rule applies to all depreciable assets except class 14, 15 and industrial mineral mines.
· Where a taxpayer’s taxation year is less than 12 months, CCA is limited to a proportional amount calculated as follows:






NUMBER OF DAYS IN TAX YEAR    X    Maximum CCA allowable








365



d)  Special Classes - p327 of Krishna.
· Separate classes for similar properties( A taxpayer who has income from 2 businesses or from a business as well as income from property must use separate classes for the assets used to derive income from the business and the property.  E.g. a taxpayer may own a building that he uses in business while also owning a rental property.

· Whether two or more business operations carried out simultaneously are part of the same business depends upon the degree of interconnection or interdependence between the operations of the various units.  Factors considered are:

1. The extent of common factors between the businesses (same employees, customers, services offered, etc.)

2. Are the operations carried on in the same premises?

3. One operation may exist to supply the other?  If so, likely same business

4. Different fiscal year ends?

5. Whether the taxpayer accounting systems are records of both operations or are they completely separate?

Rental buildings over 50K - p328 of Krishna.
· Each rental building that costs 50K or more must be placed in a separate class (prevents taxpayer from avoiding recapture of CCA upon disposition by acquiring a similar property)  reg. 1101(1ac)
· This includes property that costs less than 50K, but with additions increase the total capital cost above 50K

· The ITA limits the CCA claimable on rental properties that exceed 50K to the NET of rental incomes less losses for the year from all such properties that the taxpayer owns. Will bring profit/loss on rental property to zero. So can’t have loss in property and then shelter other sources of income.
Transfers of property between classes - p328 of Krishna.
· A taxpayer can elect to transfer all assets in Classes 2 to 12 that are used in the SAME BUSINESS into Class 1.  Class 1 provides a lower CCA than any of classes 2 to 12.  It is not usually to the taxpayer’s advantage to transfer assets to class 1, but such a transfer may allow a taxpayer to establish a terminal loss in the vacated class or defer recapture of CCA in the destination class.  See p329 of Krishna .

Leaseholds - p329 of Krishna.
· A taxpayer may deduct capital cost allowance from the cost of certain leasehold improvements (class 13) in accordance with schedule III on the basis of the lesser of:

1. 20 percent of the capital cost of any leasehold improvements, OR

2. the amount obtained by dividing the capital cost of leasehold improvements by the term of the lease in years, plus the term of the first option to renew, if any (not exceeding 40 years in total)
· E.g. the cost of a lease improvement made under a 3 year lease with no option to renew is deductible at 20% of the capital cost per year (the calculation under option 2 would lead to 100% / 3 = 33%, and this is more, so the option 1 calculation applies. The reverse will be true if a long lease).  If at the end of the three years the taxpayer surrenders the lease and owns no other leasehold interests, he can deduct a terminal loss.
· The first year half rate rule will apply to class 13 properties.
Patents, Franchisees, Concessions, or licenses - p330 of Krishna.
· Taxpayer can deduct CCA on patents, etc if the asset has a limited life. reg. 1100(1)(c). Deductible CCA is determined by prorating the cost of the asset over the life of the asset.

Works of art - p330 of Krishna. 
· A taxpayer can claim CCA on certain type of works of art created by Canadian artists.  These include:

1. Prints, etchings, drawings and paintings that cost more than $200 and 

2. Hand woven tapestries and carpets that cost more than $215 per square meter

Such claims are not allowed for:

1. Antique furniture (more than 100 years old) that costs more than 1K

2. Prints, etching, drawings , paintings and carpets that are not the work of Canadian artists

3. Engravings, lithographs, etchings woodcuts or charts made before 1900
1 and 3 will likely not devalue, and don’t want to encourage purchase of 2.
Capital cost of Automobiles - p330 of Krishna.
· As of 2001, the maximum cost on which a taxpayer can claim CCA is 30K( this is to prevent the writing off of expensive cars against business income.
· Each passenger vehicle which exceeds the limit, but for which CCA deductions will be made on according to the limit, must be put in a separate class. 

· Cannot claim terminal loss on all types of vehicles. 
9.  Cumulative Eligible Capital (ITA s.20(1)(b), 14(5)(a) & (b)) - p331 of Krishna.

9.1  General

· Eligible capital property = Intangible capital assets such as goodwill, franchises, customer lists and incorporation fees

· E.g. buying a client list off of another person or corporation for 50K  If I get all the customers to come to me, I will make 200K.  I can deduct it if it brings lasting value to my business under s.20(1)(b). We must meet some criteria for this section to apply.

· S.20(1)(b) – these are expenses which are only deductible from income from business, not from income from property – note how the words “or property” are missing. Look out for such omissions.

· S.20(1)(b) [p135]( these are capital expenditures that are eligible for deduction that are not mentioned elsewhere.  THIS SECTION IS NOT AVAILABLE FOR DEDUCTION FROM TANGIBLE PROPERTY.

· The amount that goes into your pool of costs is 75% of the cost of the item- e.g. $100 cost will result in 75 in the pool and then you can write of a max of 7% a year on a declining balance system. So you calculate 7% of 75% of your expenditure on eligible capital property, and that is how much you can write off as an expense on account of eligible capital property. When you sell eligible capital property, only 75% of the selling price is deducted from the “cumulative eligible capital” (CEC). 
· This method of depreciating the cost of capital assets is not a great system of business, but it is better than nothing.

· Training of employees could be argued to be capital expense as it brings lasting value i.e. value over >1 year.

· The general tax structure of eligible capital expenditures centers around the operation of a notional account( the “cumulative eligible capital” amount (CEC).
· This account functions as follows:

1. 75% of outlays on account of eligible capital expenditures are included in the taxpayer’s “cumulative eligible capital” account; and

2. 75% of the proceeds of disposition from eligible capital properties are credited to the ”cumulative eligible capital”(CEC) account

· Balance in the CEC account at the end of the year can be amortized against business income at a max rate of 7% on a declining basis.

· Any negative balance at the end of the year (because you sold for more than you paid) will be recaptured and included in the taxpayer’s income for the year.


9.2  Cumulative Eligible Capital


· The CEC is the amount by which the aggregate of 75% of the eligible capital expenditures made in respect of the business, and amounts previously included in income under s.14(1), exceed:

a) Amounts previously deducted in computing income from the business under s. 20(1)(b); AND

b) 75% of the proceeds of sale, less selling expenses from a disposition of eligible capital property

· See  p332 for example


9.3  Eligible Capital Expenditures



a)  Meaning

· Is a capital expenditure of an intangible nature that a taxpayer incurs to earn income from a business, but one that is not deductible under any other provision of the ITA i.e. if you deducted it somewhere else you cannot also use it in the determination of the 7% deduction calculation.

· The following expenses are excluded from ECE’s:

a) An outlay otherwise deductible in computing income or deductible under some provision of the Act, other than s.20(1)(b)

b) Outlays made specifically non deductible by some provision of the Act, other than s.18(1)(b)

c) An outlay made to earn exempt income

d) The cost of tangible property or an interest therein, or the right to acquire the same

e) The cost of intangible property that is depreciable property, or an interest therein, for e.g. leasehold interests, patents, and franchises with a limited life, all of which costs would be deductible under the CCA provisions

f) The cost of property that would otherwise be deductible in computing a taxpayer’s business income, or an interest therein, or the right to acquire same

g) An amount paid to a creditor in settlement of a debt

h) An amount paid to a person in his capacity as a shareholder of the corporation

i) The cost, or part of the cost, of an interest in a trust, or a right to acquire the same

j) The cost, or part of the cost, of an interest in a partnership, or a right to acquire the same

k) The cost or part of the cost of a share, bond, etc. or a right to acquire the same

· If domain name has long term value it will be a eligible capital expenditure and will be subject to a maximum write off rate of 7% - p341 of Krishna.



b)  “Eligible capital amount”
· Is 3/4 of the proceeds of the disposition of property that would represent an eligible capital expenditure to the purchaser. s.45(5)
· In other words, if the purchaser has made an ECE, the vendor is in receipt of an eligible capital amount equal to ¾ of that expenditure, less any outlays and expenses incurred on disposition.



c)  “Eligible capital property”

· Definition of ECP in s.14(5) [p83]

· If you build ECP, like goodwill, and then you sell the business, it will be specified as to what proportion of the sale price will be for goodwill, and the seller will have to declare 75% of this as ECP.


d)  Characterization of expenditures and receipts - p334 of Krishna.
· Amounts that a taxpayer incurs or receives on the purchase and sale of property are not necessarily characterized as mirror images of each other.  Samoth case - p334 of Krishna – Franchise selling agent had to declare them as business income, but person buying the franchise rights could treat them as eligible capital property. 
· A disposition of eligible capital property cannot give rise to a capital gain. s.39(1)(a)(i)
· See page 334-335 of Krishna for example of sales involving eligible capital.
· If replace sold eligible capital property, you can defer recognition of the amount which may be recaptured into income - s.14(1 & 6).

9.4  Goodwill

· The purchase of a customer list would typically be a capital asset – unless you know that the customers will only come for less than a year. Generally, goodwill is a capital expenditure.
· Goodwill is an intangible asset and is described as the advantage that accrues to a person as a result of a good reputation. Goodwill means a premium sales price on the disposition of a business (the excess in value above net identifiable assets).
· Goodwill may be the continuance of labour contracts which increases selling price of business.
· The existence of and amount attributable to goodwill is a question of fact: it may result from location, reputation, brand loyalty, competent management, good labour relations and trademarks.
· Purchased goodwill is treated different than expenditures incurred in building up goodwill.

a) A taxpayer who expends money building up goodwill may write off expenditures on a current basis

b) A taxpayer who purchases goodwill will render the expense an eligible capital expenditure and can be amortized (gradually extinguished) as stated above.

9.5  Recapture of negative balances



a) General rule

· Where, at the end of a taxation year the amounts required to be deducted from a taxpayer’s pool of expenditures in respect of eligible capital property EXCEED the amounts required to be added to the pool, the excess (negative balance) must be included in the taxpayer’s income for the year i.e. if sold greater value of eligible capital than you acquired – then the excess must go into income. 
· Individuals( where an individual’s cumulative eligible capital has a negative balance at the end of the taxation year, the amount that must be included in income is limited to that portion of the negative balance that represents the recapture of previous deductions claimed in respect of eligible capital property.  The remainder of the negative balance is deemed to be the taxpayer taxable capital gain from the disposition of capital property and is eligible for the capital gains exemption

· Bad Debts( Where a taxpayer has a negative balance in his cumulative eligible capital at the end of a tax year, the negative balance is included in income for the year.  This is regardless of whether or not the taxpayer has been paid for the disposition of the property that triggered the negative balance( if this amount proves uncollectible, the taxpayer may deduct ¾ of the amount receivable upon the disposition of an eligible capital property that did not generate a taxable capital gain. s.20(4.2)
Lecture 10
XV.  EMPLOYMENT INCOME AND DEDUCTIONS

1.  Significance of Characterization of Employment or Business Income - p175-176 of Krishna.
· S.3(a)( We include income from employment and subtract (S.3(d)) loss from employment.
· Employment income is the single largest source of revenue for gov’t (67%) and even a small leakage can have large consequences but gov’t must also remember fair treatment for each taxpayer who is a potential voter.

· s.8(2)[p33] prohibits the deduction of any employment related expense unless specifically authorized by the Act (s.8(2)).  This method is opposite to that for business deductions which are deductible (unless stated otherwise), if the are in accordance with GAAP.   
· S.8(2) is the general section prohibiting deductions when calculating income from office or employment. Note that s.8(1) itself does allow certain deductions and then s.8(4) – s.8(13) allows further deductions which all have conditions attached – but there is still a general prohibition of deductions from employment income. So when you see deductions allowed, say in subdivision (e), then those are only for business income, s.8 defines the deductions you can make from employment income.
· Employment income is taxed for the calendar year, some withheld at the source (no systematic withholding at source for business) and individuals are taxed on a cash basis (As opposed to an accrual (earned) basis for businesses). 
· 6 issues must be addressed in the characterization of employment relationships:

· Is the taxpayer an employee?


· Does the taxpayer hold an office?

· Has the taxpayer received remuneration or taxable benefits?

· What is the value of the remuneration or benefit?

· When did the taxpayer receive the remuneration or benefit?

· Is the taxpayer entitled to any statutory deductions from employment income?

2.  Employment Income

Three basic issues: 

1. What is the nature of the income – is it employment income?

2. Timing – when do we tax it?

3. Scope – What is taxable?


2.1  Office or Employment, s.248(1)  “employee”, “employer”, “employment”, “office”

· Employment( The position of an individual in the service of some other person

· Employee( a person holding such office. Employment depends upon a K of service - p177 of Krishna.
· Office( The position of an individual entitling the individual to a fixed or ascertainable stipend or remuneration s.248(1) [p1575] - p180 of Krishna.  Office includes… where the incumbent is elected by popular vote or is elected or appointed in a representative capacity. Includes corporate directors.

· The difference between office and employment is that the former does not require the individual to be in the service of some other person (which would imply an employee relationship) e.g. Judges, MP’s, AG would be officers not employees – but the tax scheme is very similar for employees and officers - p180 of Krishna.
· What is employment - s.248 [p1566], says “means” not “includes”, so must be in service of another.
· Income from office, what is “office” – judges, members of parliament, city council members, mayor, prime minister. 

· Are directors in office – s.248 [p1575] defines “office” as including directors of corporations. s.6(1)(c) [p9]  - directors to include fees in income. 
· The words “by virtue of employment” are broad – means anything even vaguely in relation to employment.  

· What is the difference between office and employment compared to business – in employment are in service of another, in business are doing services for another, contract of service. There is control imposed in the employment relationship. In employment there is less risk for employee, still get paid even if miss work, use tools of employer.  In independent contractor relationship the amount of income is related to the amount of work actually done – don’t get sick days. 
· Four tests for employee or IC – SCC case of Sagaz - no longer just the control test. 

· What if IC get money for work not yet done, get an advance, say a retainer – s.12(1)(a) says that advance payments are included in your income, but then can make a deduction for the part you have not yet earned. 

· Is Kroft and employee of the University – is not much control – he can decide the syllabus, he chooses the lecture times, university does not make deductions – he is an independent contractor. 

· Can be an IC for one company and then be an employee for another at the same time. Can have difference sources of income, under s.3 they all get added together to calculate income. 

2.2  Concept of Employee-Independent Contractor (Earning income from business)

· Why would you want to be an independent contractor?

· If you are an employee, you would have your EI, CPP, Tax taken off check right away and money will be given to you in a net form.  

· IC have the option to take money off or not for taxes( therefore you have control over cash flow

· As an IC, you can deduct things from your income which employees can’t.
· Independent contractor v. employee - p177 of Krishna:
· Principal/agent (i.e. IC case) v. Master /Servant relationship( a principal has the right to direct what the agent has to do; but a master has not only that right, but also the right to say how it is to be done.  In the case of an IC the manner of achieving the objective is not prescribed.
· Look at various elements of the relationship including:

· Degree of supervision and control between parties





· Method of remuneration

· Holiday arrangements

· Sick leave provisions- you don’t show up, you still get paid? If so, likely employee.

· Opportunities for outside employment

· Medical coverage provisions

· Compensation for work related travel 

· Nature of termination clauses

No one of the above factors is determinative!

Unless dealing with highly skilled or professional workers, the control test looks at:

1. Power to select the person who renders the service i.e. actually does the work.
2. Mode and time of payment

3. Evaluation of the method and performance of work; and

4. Right to suspend or dismiss the person engaged to perform the work

For highly skilled or professional workers you must look at organization and integration - p179 of Krishna:

Is the person an intrinsic part of the organization or merely an adjunct to it?

· You consider the same factors as above and the number and value of ancillary benefits. The more benefits you get, the more likely it is that you are an employee.

· Can the enterprise get along without you?  If so, you are not integral to the business and therefore likely an employee.
This modified test is used because in the case of highly skilled people the employer may not be able to direct and control the person who has far greater knowledge in the field, but it may still be an employer employee relationship.

Total relationship test  - p179 of Krishna.

 

Best and broader approach considering:

· Supervision and control

· Ownership of assets

· Chance of profit; and


· Risk of loss - if there is no certainty of revenues, likely an IC.
No single test is conclusive. Test for whether or not an artist is self employed is outlined  at p180-181 of Krishna.

2.3  Timing of Inclusions 

· Employment income calculated on a cash basis (as received)( reduces accounting needs of taxpayer

· Mismatching between accrual accounting (business) and cash basis accounting (employees) gives some opportunity for tax deferral i.e. the employer can record the salary as an expense on Dec 31 such that the company income is less, but then only pay the employee on Jan 1 so that the income for the employee will only be on the subsequent years tax return - p181 of Krishna.

2.4  Salary/Wages/Remuneration (ITA s.5, 248)

· S.5 [p6](An employee is taxable on his salary, wages, and any other remuneration (including tips – are supposed to report this) received in a year.
· The fact that you call something salary does not make it salary ( what defines the payment is the legal relationship from which the payment emanates.

· Salary = Remuneration for services rendered in an employment relationship( therefore, we need to know about the relationship between the payor and payee.


2.5  Taxable Benefits (ITA s.6) - p182 of Krishna.
· This section brings into income the value of any benefits that the taxpayer receives or enjoys in the year( in lieu of cash payment.  
· Counseling benefits may not be taxable - p210 of Krishna. s.6(1)(a)(iv)
· A benefit is an economic advantage or material acquisition, measurable in monetary terms, conferred on an employee in his or her capacity as an employee.
· Is a work uniform a benefit, must it be included in income, trip to conference, food at work, tickets to sporting events, monthly buss pass, season pass for ski bum employees. Who gave the benefit to you makes no difference, any income from a source is taxable, so must just ask if it is income?  
· Tax treatment of benefits is important in achieving horizontal equity among taxpayer’s. Benefits are taxable because they indicate an ability to pay.
· S.6(1) [p6]( a taxpayer must include in his income… 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 or, or by virtue of his office or employment. Is worded pretty broadly
· If the thing transferred is a substitute for cash, then it will definitely be a taxable benefit. Does not say you have to enjoy the benefit, it says “received or enjoyed”. 

· The other legal issue – what is the value of the benefit – say you get given a belt buckle with the firm name on it ( fair market value, replacement cost. 

· The employer would like to put the company meals down on your income because then is fully deductible and not subject to the 50% rule for food costs. 

· The questions we must ask are:

1. Did the employee receive or enjoy an economic advantage or benefit?

· Some courts have found that if, on the whole of a transaction, an employees economic position is not improved (zero sum gain), it should not be seen as a benefit and therefore not taxable Ransom - p184 of Krishna - job relocation.  House sold at 4K loss.  Employer reimburses employee for 4K loss.  Not a benefit under s.6(1) despite the explicit language of s.6(1)(a). This clearly offended horizontal equity.  

· Conversely, if an employer relocates employee and gives 10K subsidy due to increased housing costs in destination, this would be seen as a taxable benefit. (Enhancement of employee’s wealth.) - p185 of Krishna.
· Now s.6(20)( (1/2 of employer reimbursements in excess of 15K for housing losses is taxable as an employment benefit.)

2. Was the economic advantage measurable in monetary terms?  What is the value of the benefit?

· Not taxable on pleasure or pleasant working conditions.
3. Was the economic advantage for the benefit of the employee or for the benefit of his employer?

· Who was the PRIMARY beneficiary of the payment?

· E.g. employer requires employee to take computer training course so that he is better trained for his job… this is not a taxable benefit for employee.  Eg.#2 Hotel manager required to live in luxury suite in hotel - not a taxable benefit.

· E.g. Parking for employees (were cars there for the benefit of the employer or employee?

4. Did the employer confer economic advantage on the employee in respect of, in the course of, or by virtue of the employment relationship with the employee?

· Did the employer confer the benefit to the employee as an employee (taxable) or in their personal capacity (likely not taxable).
· Benefit must be received of by virtue of employment( consider the legal relationship within which you receive the gift… did you receive the gift by virtue of employment or by virtue of personal relationship (love and affection).
· E.g. Undercover cops( get new suits for undercover work… is this for the benefit for the employer or the employee

· Taking work related course… voluntary?  If so, reimbursement is possibly taxable. It was in Savage - p187 of Krishna - s.6(1)(a) was held to have a wide scope and the payments were paid to the taxpayer in her capacity as an employee and primarily for her advantage. 
· The more affirmative answers to the above questions, the more likely the benefit is a taxable benefit in the hands of the employee. Note that the UK has been less strict in including benefits into income. 
· Eg’s of taxable benefits:  p190 of Krishna.:
1. payment of living expenses

2. discharge of mortgage upon dismissal from employment

3. issuance of stock options by a person other than the employer

4. payment of personal vacation

5. Reward travel if points were collected due to employment relationship and if original business travel is paid for by employer. (taxable in year points used) Valued at market value of tickets.

6. Tuition fees for private education.

7. Traveling expenses of employee’s spouse

8. Interest free or low interest loans.
9. Hospital and insurance premiums paid by employer.

10. Subsidized meals to employees
11. Uniforms including cost of dry-cleaning

12. Rent free housing for employee

13. Personal use of employer automobile

14. Incentive awards in recognition of job performance

15. Tuition fees that are reimbursed
· Examples of non taxable benefits - p191 of Krishna - s.6(1)(a) [p6] :
1. Employer contributions to pension plan, group sickness, accident plan etc

2. Retirement compensation arrangement

3. Use of automobile – careful of this one – taxed under other provisions. 

4. Discounts on merchandise for employees

5. Transport to job in company vehicle

6. Social or athletic club fees where it is to the employers advantage for the employee to be a member

7. Moving expenses reimbursed y employer

8. Employer provided counselling services for employees

· Timing( taxable on benefits received or enjoyed in the year - p188 of Krishna.
· E.g. employee is given 100 shares trading at $100 each - taxpayer is taxed on the market value of the shares which in this case is 10K.  If in 50% tax bracket, he will have to pay 5K in taxes on the share benefit even if he does not sell the shares in the year. s.6(1)(a) taxes income in “kind”.   If the employee sells next year at a profit of 6K, then taxed in that year on the gain. (50% of capital gain)

· A benefit is taxable only when it vests in the employee

· E.g. deferred income plans (pension, RRSP, etc) - employer contributions are not taxed when the payment is made into the plan (s.6(1)(a)(i) [p6]), but the amount is taxed when payments made to employee from the plan s.56(1)(a) [p283].



Valuation - p189 of Krishna

· Contentious issue. Having determined that a benefit is taxable, what is the taxable amount?
· Sometimes we use the cost to the employer, other times the market prices for similar products, and other times by the opportunity cost.  
· The ITA does have some formulas for some of the more contentious issues e.g. cars, stocks, low cost loans, etc.  CCRA will not tax a benefit unless it can readily measure the value of the benefit in monetary terms – so free parking on the employers premises will likely not be taxed.
· S.6(1)(a) [p6]( includes as taxable benefits any economic advantage derived from various areas.


2.6  Allowance (ITA p.6(1)(b))

· An “allowance” is a limited and predetermined sum of money paid to an individual (different from “reimbursements” because allowances are at the disposal of the recipient while reimbursements are indemnification for actual expenses and require receipts.)
· An allowance is an amount of money which you do not have to account for, you can use it as you wish.  
· S.6(1)(b) [p8]( taxpayer must include in his income all amounts that are received in the year “as allowance for personal or living expenses or as an allowance for any other propose” - s. 6(1)(b)
· For an amount to be a benefit, you must be better off in the end.  So if you photocopy on behalf of the firm and you are reimbursed, is that a benefit?  No, as you are not better off.

· Usually taxed in income but some allowances are specifically excluded from taxation by the ITA.  E.g. a real estate salesperson may exclude reasonable traveling expenses from income.

· Per diem (by the day) traveling allowances are not taxable if they are reasonable. 
· Allowances for personal or living expenses are taxable as income unless the ITA specifically excludes them

· See s. 6(1)(b) [p8] for list of excluded allowances i.e. allowances on which you will not get taxed. 
· S.6(6)( employees who must work in remote locations or must commute long distances are permitted some tax free allowances.
· s.6(1)(b) - Personal living expenses are generally taxable, but there are exclusions - p192-193 of Krishna.

· Exceptions for remote work sites (s.6(6)) or long commuting distances (s.81(3.1)) - p193 of Krishna. This is to subsidize work in remote locations so that employers to not have to carry the cost.  s.6(6) requires the person to have a second residence apart from the remote work site and s.81(3.1) has a list of conditions - p193 of Krishna.
· s.6(1)(b)(v) [p8] – are non taxable allowances for travelling salesman. 

· s.6(1)(b)(vii) [p8] – non taxable allowance, not for salesman, but also pertains to travelling. 

· Will not be better off from allowances, because you will have to spend money on the task for which the allowance is given.


2.7  Loans/Advances - p194 of Krishna.
· Advances against salary are taxable in the year in which the employee RECEIVES the advance.
· An advance is a payment on account of future salary or wages( no repayment, but will have to work off the advance. 
· A loan is a capital transfer and is not income (and therefore not taxable), but is a debt( repayment within a reasonable time. The difference between a loan and an advance is the mode of repayment. 

2.8  Automobile benefits (ITA ss.6(1)(a) & (e), 6(2)) - p194 of Krishna.
· Employees are generally taxed on the benefit derived from employer supplied automobiles.  Benefits, as far as CCRA is concerned, consist of operating costs and standby charges.
· Operating costs will include gas, oil, maintenances and insurance.

· Stand by charges - intended to determine the value of the benefit of company cars, is triggered if the car is available for the employees personal use (or someone related to them), regardless if they actually use it.
· Standby charge per year is calculated as: Cost x 2% x (no. of days available) / 30 = 0.02.#days.cost / 30
· If an employee reimburses an employer for expenses arising from the personal use of automobile, the amount should be deducted from income.  If reimbursed in cash, it comes out of after tax dollars - p197 of Krishna.
· If employee uses the car mostly for business, could up the standby % to 3% and then not pay operating costs - s.6(1)(k)(iv) [p11]  - p195 of Krishna.

· If employees uses car almost exclusively for business, then can reduce taxable stand by charges if the employee can show minimal personal use (see bottom page 196 of Krishna for test).
· Employee owned cars( if the employee is compensated for his business use of a personally owned vehicle, that amount is NOT added to income.  Furthermore, a reasonable allowance from an employer as compensation for business use is not taxable - p197 of Krishna.


2.9  Loans to Employees (ITA s.80.4)  - bottom p197 of Krishna.
· If get interest free loan from employer – is it taxed under s.6(1)(a)? How much is the benefit – is it the market interest rate that you are avoiding – the legal question of valuation comes up!

· You are better off than the other people who did not get an interest free loan – so your ability to pay tax is greater than others so policy requires that you be taxed. 

· S. 6(9)(An employee is taxable on the imputed benefit from an employer loan if he derives the loan BY VIRTUE of his employment.
· It is assumed that the employee receives interest on the loan because he is not paying interest In reality they will likely not be receiving interest on the loan because the money is probably not in the bank, but for tax purposes it is assumed that they are receiving interest because their benefit from receiving the loan must be taxed – this is called the “imputed interest” rule. 
· S.80.4(The ITA deems a benefit to the employee where it is reasonable to conclude that but for the employment, the loan would not have been made to the employee. Loan to employees spouse will also be covered if it was made because of the employment relationship.
· Example - p198 of Krishna, shows that is still a saving if take a loan from your employer.
· Imputed interest rule does not apply if interest rate of loan from employer >= commercial rates.
· (s.80.5)( Since the ITA imputes interest to the employee, it also allows a deduction for interest expense as a business cost [ s.20(1)(c) ] or deduction for employees under s.8(1)(j)(i) 
· S.6(15)- If the loan is forgiven by employer, principal amount of the loan still outstanding is added to employee’s income at time of forgiveness. 

· If you have the option for your employer to buy you something for $100 and you pay them back in the form of a loan or if you have the option to pay for yourself, it is better to have the perk paid for by your employer because you will be taxed on the $100 if your loan is included in your income – Paid $1000 - $100 = $900, tax 50%, Take home $450.  If you buy it yourself, you will have to by the item in after tax dollars and therefore you will need to earn more than $100 before you could buy the item e.g. paid $1000, 50% tax, take home $500, spend $100, $400 left.

2.10  Stock Options (ITA s.7) - p199 of Krishna.
· WILL BE ON EXAM

· Popular these days as they preserve corporation cash for capital investment, instead of giving it to employee to spend, and link corporation’s wellbeing to the employee’s remuneration.
· S.7(1)[p18] where a person (corporation) has agreed to sell securities to an employee, then, depending on the amount charged for the securities, they may increase the income of the employee.
· The policy is that options etc are an alternative to cash payment to employees ( therefore tax when issue on the monies worth of the stock. 
· s.7(1)(a) determines the amount on which you will be taxed when you receive options instead of cash. Include value of shares less the amount the employee paid for the shares. Can determine the value by looking at the stock market, but there are a number of other ways to determine the value of the shares – and what method you use will affect the taxable amount. 
· Stock options are compensation from employment.
· It is presumed that the employee may sell some of the shares to pay the tax – but the shares may not be easily traded on the market, private company, or may be a condition that cannot sell the shares. In these situations it may be a problem to get the shares if you cannot pay the tax. There is no withholding tax held back when paid as shares. 

· Common Law rule is that stock option benefits are taxable in the year in which the option is granted( regardless of whether the taxpayer has sold the stock and realized a gain.

· Four questions must be asked:

Does the option benefit derive from employment? - p201 of Krishna.
1. Employee is taxable on stock option benefit ONLY if he derives the benefit by virtue of employment.

2. Non residents are also taxable on stock options in respect of employment in Canada regardless of where they exercise the options.
3. If given for other consideration (e.g. as a gift or in return for guaranteeing a loan, etc) they are not a benefit from employment and not taxable.
4. Buzby case – she said she got the shares in exchange for love and affection – court agreed, so s.7 did not apply. 
When is the benefit taxable? - p201 of Krishna.
· It is difficult to tax when the option is granted – what happens if tax at that stage but then employee resigns and is therefore not allowed to exercise the option (golden handcuffs), or maybe the price of the shares will drop – so common law rule causes problems.

· S.7 says that the benefit of the option is recognized when shares are acquired at a price less then their value. What does acquired mean – means beneficial not legal ownership – proof of beneficial ownership will be the right to dividends, right to sell the shares. 
· Under federal corporate law, a taxpayer cannot acquire shares in a corporation until he has paid for shares.

· If shares are purchased on an instalment basis, shares are then acquired at the time the K is completed, even though the shares are not paid for until a later date.
What is the value of the benefit? - p202 of Krishna.
· Value is determined when the shares are acquired or the option exercised – too bad if the value of the shares decreases, you may have trouble paying tax when shares decrease. This happened with Nortel employees. But if the shares go up, then you are only taxed on the original value when you acquired them – but don’t forget about capital gains. 
· S.7(1)(a)( benefit is equal to the difference between the cost of the option to the employee, any amount paid for the shares, and the value of the shares at the time they are acquired from the plan.  

· E.g. Employee acquires 100 shares.  Shares cost = 10, Free market value (FMV) =15, cost of option = 1( total cost per share = 10+1 = 11  ( 15-11 = $4  (tax benefit) (4 x 100 = 400)  At a 50% tax bracket, the net cost is $ 200.
· Employees will argue that shares are worth very little. 




Therefore, the taxable benefit in the year acquired is 400 dollars

· Value = FMV

· A real problem for is employees who receive shares when shares were expensive and now the shares are worth nothing… if they sell shares it will be a capital loss, but employees can’t deduct capital loss against income and only against capital gains.

How much of the benefit is taxable?

· s.7(1.1)( IF employee disposes of stock option rights in arm’s length transaction, he is taxable on the consideration he received for such rights.
Incentive provisions: 
Two incentive provisions to promote equity (investment) participation in Canadian corporations.
Canadian Controlled Private Corporations (CCPC)

· Taxable benefit will be reduced if taxpayer holds shares for at least 2 years 

· TAXPAYER may defer recognition of any benefit that he derives from the stock options until he disposes of the shares. Therefore the longer the shares are held the greater the tax deferral and therefore the greater the benefit to the taxpayer.
· When employee disposes of shares, they are only taxable on ½ the benefit derived s.7(1.1) and s.110(1)(d.1) [p835] 
· But if disposed of within 2 years, then taxed on full benefit. s.110(1)(d.1)(ii) [p835] 
· The ITA deems shares with identical properties to be disposed of in the order that they are acquired s.7(1.3) 
Options for shares in Prescribed company:
· Less generous than CCPC

· If an employee acquires prescribed equity shares in his employer’s corporation or in a corporation dealt with at non arms length by the employer, it will result in the employee only being taxed on ½ of the benefit derived BUT they are taxed on a current basis.
· Non residents are eligible

· See s.100(1)(d) for conditions, or p204 of Krishna.
· The above 2 plans creates a statutory bias against public companies that do not fall into either category. The rule compromises horizontal equity in favour of economic incentives. 

· Comparison of tax implications for three types of shares - p205 of Krishna.

· The adjusted cost base of the shares is effectively the FMV of the shares when they were acquired by the employee i.e. the employee may “pay" less than FMV, so the “cost base” is less, but then the cost base is “adjusted” so that the “adjusted cost base” is the same as the FMV at the time of acquisition.  This is done because the employee pays tax at the time of purchase on the savings made from the good purchase price, and we do not want to tax the employee again as CGT on the difference between price actually paid and FMV at time acquired - p206 of Krishna.
· If case of person selling an option – see “Disposition of rights” - p205 of Krishna.

· Note that the employees deductible expenses are less when they grant stock options s.7(3)(b) [p23]. But the company income will be less than if it had sold the shares to the public - p206 of Krishna.
· CCPC defined in s.125(7) [p967] as one which is not controlled by non-residents or public corporations – is a negative definition, residents of Canada must control CCPC, s.89(1)[p555] defines private corporation as a corporation which is not a public corporation – s.89(1) defines public corporation is one which has shares listed on stock exchange . If an American owned 51% of shares, then would not be a CCPC.
· Can get stock options even if work for a private company and not a public company. But what if have shares in private company and you cannot easily sell your shares – then how do you pay tax ( s.7(1.1) [p20] – says that then you will not be required to pay tax until you sell the shares. Say paid 10, was worth 50 at time you got them, but then you sell for 10 a few years later.  Only pay tax when you sell, but you still pay tax on the benefit which you originally received – in this case $40. The amount of the benefit is no different for CCPC companies, simply change the words in the section describing when you pay the tax on the benefit when you acquired the shares.  Will also possibly have to pay CGT when you sell the shares. 
· If is a CCPC you only pay tax when you sell the shares – this is the moral the story for exam questions. If was not a CCPC then you must include it in income when you receive the shares. 

· What if CCPC goes public – you can still defer payment of tax on the shares issued until the time you sell the shares. 

· When you are selling shares which were subject to the stock option rules, and you sell them for more than they were valued at when you got them, then the increase is the capital gain i.e. capital gain = increase from FMV on the date you acquired the shares. If you got them for less than FMV, then you already paid tax on difference between FMV and the amount they cost you under the stock option rules. 

· Taxable benefit is fully taxable, capital gains are only half taxable, so rather underestimate the FMV if you can. 


2.11  Damages and Payments for Wrongful Dismissal and Retiring Allowances (ITA s.56(1)(a)(ii), 248(1): “Retiring Allowance” - p445 of Krishna.
Employment Damages:

· Wrongful dismissal( such damages are in effect a payment in lieu of notice of termination (in cases where a K is terminable on notice)

· Such damages are considered “retiring allowances” (See s.248(1)) and are taxable as “other income” and NOT as employment income.

· s.56(1)(a)(ii) specifically brings retiring allowances into income – so can’t avoid taxes this way!

·  “Retiring allowance” is a payment in recognition of long service, compensation for loss of an office or employment, or damages for wrongful dismissal i.e. by definition wrongful dismissal is retiring allowance, and therefore income. 
· Full amount of award is included as income in the year he receives it.
· If award represents compensation for lost earnings and also compensation for mental suffering, it might be argued that the mental suffering component is not taxable as a “retiring allowance” since it is not in respect of loss of office or employment.  But likely to be found that both were awarded in respect of a loss of office or employment.

· Arbitration Awards( Such awards paid as damages for breach of a collective agreement are taxable as employment income if paid as compensation for lost wages or other taxable benefits.  (Gross amount is considered income and taxable even if paid after deductions for CPP, EI and IT).


2.12  Gifts, Gratuities and Prizes (ITA s.56(1)(n)) - p445 of Krishna.
· A prize for achievement is an award for accomplishment.  It is only a prize if the recipient is aware of and enters the competition before winning the prize – this is not in the ITA, but a case – see FN 15 p446 Krishna.
· Prizes are included in income in the year received if the prize is for an achievement in a field of endeavour ordinarily carried on by the taxpayer – so most prizes are included. 
· Certain prizes are exempt from income (e.g. prizes won in games of chance or for athletic achievement).
· s.56(1)(n) - Scholarship exemption = $500. Work related and business related awards do not qualify for this exemption. In some cases the exempt amount is $3000 - s.56(3)

· Research grants - p446 of Krishna – not taxable unless paid as income to the individual, will be able to deduct expenses. 

· You write exams and you get a prize for your performance from your employer… is this employment benefit or is this a prize. SCC state that it is not a prize because of the nexus with the employer ( the $300 award was given in virtue of office and employment and therefore fully taxable. 
· Was a case about a signet ring, taxpayer agreed was a benefit, but they argued about the value – CRA said cost actually paid by the company, taxpayer said that the company insignia devalued it and it was only worth the scrap value of the ring – judge agreed that the scrap value of the ring was the value of the benefit. 

· What if employee receives a coupon for a free lunch for being employee of the month – must be included in income. 

· Benefit must be from ‘office or employment” i.e. must be nexus between office or employment and the benefit, else will be a gift. Don’t have to pay tax on gifts.  Bosty (sp?) Case – stock holder gave shares to girlfriend, CRA included value of shares in income of girlfriend – CRA says was given in exchange for love and affection. 

· CRA created an administrative practice to simplify the process – said that can give up to $500 of gifts to employees a year – could not be cash, but could be rings, watches, vouchers etc. 

· This administrative practice contravenes the literal words of s.6, but it is a practicality of enforcement issue.

· The government can revoke the administrative practice – but politically the CRA will not be too hard on you if you honestly believed that the administrative practice had not been revoked. 

2.13  Signing Bonuses (ITA s.6(3))

· Not necessarily employment income, so may not be taxed under s.5. Not s.12 either because are employees and s.12 covers business and property income – must always look at legal relationships.
· S.6(1)(a) [p6] says that it must be a benefit received or enjoyed by virtue of employment. 
· s.6(3)(b) [p13] - An amount paid to an employee on account of a contractually agreed settlement (e.g. signing bonuses) are taxable as income regardless of whether payment is made pursuant to a legal agreement entered into before, during or immediately after employment.

· S.6(3) [p13] Amount received from one person from another during period of employment OR by agreement immediately prior/after employment… shall be deemed to be employment salary under s.5 UNLESS you can show that (c),(d) and (e) don’t apply i.e. show that amount was not linked to the acceptance of office or employment. Will not likely fit into (c),(d) and (e) so signing bonus and non competition clause payment will likely be taxable.

2.14  Strike Pay - p210 of Krishna.
· The CCRA exempts certain types of financial assistance paid by unions to their members during the course of a strike (this is limited) i.e. strike pay is not taxable as income, but under s.3 it should be i.e. is accretion of wealth from a source inside or outside of Canada, but as a matter of administrative policy it is not taxed. 
· Furthermore union dues are deductible as expenses from employment income (s.8(1)(i)(iv) [p30])
· If the union runs a business – it will be fully taxable.

2.15  Directors Fees - p210 of Krishna.
· A director of a corporation holds an office and therefore fees received by virtue of a directorship are taxable as income from an office.
· Directors fees will not be taxable if not received by director - p210 of Krishna. 

2.16  Salary Deferral Arrangements - p206 of Krishna.
· Employment income is taxed on a cash basis and therefore deferral arrangements allow the taxpayer to receive payment according to their personal circumstances.

· A “salary deferral arrangement” is a plan in which one of the main purposes (not the only purpose) is to permit a taxpayer to postpone tax on his salary in a taxation year to a subsequent year.
· If it is considered to be a SDA, then will be taxed on an accrual basis and not a cash basis. 
· Such plans consist of 3 components:

1. A plan or arrangement

2. A legal right to defer receipt of salary or wages; and 

3. An intention to defer receipt for tax reasons



· At the same time, the employer’s deduction of the payment is synchronized with the inclusion of the amount in the employee’s income.

· Contingent arrangements ( Plans where there is substantial risk that one of the conditions triggering the contingency will not be satisfied are not SDA’s! - p208 of Krishna for discussion on substantial risk.
· Numerous plans are excluded (see page 208 Krishna) from being SDA’s.  It is not an SDA unless one of the main purposes of the plan is tax deferral.
· Certain leave of absence plans are excluded from SDA’s
· See example p207 of Krishna showing how salary deferral can increase income – but they do not discount for the time value of money as far as I can see.

· Leave of absence plans - p209 of Krishna: Can defer 1/3 of annual salary, starting 6 years in advance, if you want to self fund a leave of absence. Investment income earned on the deferred salary is taxable on a current basis. Requirements to be a leave of absence plan given on p209 of Krishna. 

2.17  Other “Alphabet” Plans  (RPP, EBP, DPSP, RCA)

3.  Deductions from Employment Income (ITA s.8)

· Employment income is taxable on a “gross basis” without deductions unless deductions are specifically authorized. Business income is taxable on “net” basis (after deductions). Are actually both taxed after deductions, it is just that the method for individuals states what deductions can be made, for businesses they say what deductions can’t be made – but since there are so few deductions for employees you are effectively being taxed on “gross”, while for business there are a number of deductions, so use of the word “net” has meaning.
· This explains why most individuals want to be independent contractors, but this is unfair to unsophisticated employees when they cannot make deductions for genuine business expenses just because they are not enumerated in the act. 
· s.8(2) says that can only deduct listed things

· S.8(1)(c)( deduction for being a member of the clergy.  What legal issues come up?  1) Is someone a member of a religious order 2) Is someone a minister in a congregation?  3) Is someone a part of the full time administrative services?
· S.8(1)(e) Special deductions for railway employees.
Salespersons

· S.8(1)(f)( Salesperson expenses - may deduct expenses if - p211 of Krishna.:

1. Employed to sell property or negotiate contracts;
2. REQUIRED to pay his business expenses;
3. ORDINARILY required to carry out his duties away from the employers regular place of business

4. Remunerated, at least in part, by commissions related to the volume of sales; and 

5. Not in receipt of a tax free allowance for traveling expenses that is excluded from income (so maybe you don’t want a tax free allowance after all).
Must file a prescribed from in which the employer signs off on these requirements. s.8(10)
· Limit( Max amount of deduction for a year is limited to the commission income received in that year

· Salesperson may deduct CCA and interest expense for car usee to perform employment related duties - p212 of Krishna.
Traveling Expenses 

S.8(1)(h)( - p212 of Krishna - employees (not just commission salespeople) who:

1. Are ordinarily required to carry on their employment duties away from their employer’s regular place of business;
2. Are required to pay their own traveling expenses; and
3. Do not receive a tax free allowance

Inadequate compensation:

Are allowed to deduct traveling expenses to the extent that they are not reimbursed by their employer.

· Salespersons may choose between s.8(1)(f) and s.8(1)(h) depending on which one is more beneficial. 
· Deductibility of travel expenses depends upon the employee being REQUIRED to travel away from employer’s place of business. There must be an explicit or implied requirement of travel - p213 of Krishna.
Meals - p213 of Krishna.
· If away from municipality where employer located for more than 12 hours, you may claim 50% of meal expenses. 
Motor vehicle and aircraft - p213 of Krishna.
· S.8(1)(j) - Interest and CCA as a result of purchase by employee of a car or plane for employment purposes is deductible.
Legal Expenses - p213 of Krishna.
· S.8(1)(b) - Legal expenses incurred in collecting or establishing his right to a salary from and employer or former employer are deductible.
Musicians  - p213 of Krishna.
· If furnish own musical instrument, may deduct amount paid for maintenance, insurance or rental. Can also deduct for depreciation.
Canadian residents employed overseas - p214 of Krishna.
· Typically taxed on global income (horizontal equity) but overseas employment tax credit may be available if:

1. She is employed by a “specified employer”;
2. Her employment related duties are performed outside Canada for a period of at least 6 consecutive months and
3. The employer is engaged in construction, exploration, engineering or agricultural business, or in a prescribed activity.
Policy behind such credits is to allow Canadian companies to be competitive for international contracts. p214 Krishna.
Other deductions

· S..8(1)(i)(i) Annual professional membership dues to maintain professional status (Was it necessary to maintain your professional status?)  You will argue that it is necessary and CCRA will argue that it is not! They just changed the rule and now it is not compulsory to pay dues to CBA – so it is no longer necessary, can still be lawyers w/o paying Canadian bar fees – so can no longer deduct this. So hopefully the employer will pay for you. 

· General point - It is always better to have the employer pay for you, even if this is considered to be a taxable benefit.  
· s.8(1)(i)(ii) – Can you hire your wife as an assistant - Must show that was required to have an assistant or rent office space – will have to get letter from employer.

· s.8(1)(i)(iii) – Things that were consumed during office and employment. Food is not supplies, but  office stationary will be and will be consumed. Are legal debates if are “consumed” and if are “supplies”. 
· S.8(1)(i)(v)- Annual Union Dues are deductible. 
· See - p214-215 of Krishna for complete list.

· CPP payments, Musical instruments, apprentice mechanics tool cost etc are other things you can deduct – but the point is that there is not much you can deduct. So this is why people want to be independent contractors. 
· OVERALL LIMITATIONS ON DEDUCTIONS:

1. Authority for the deduction (claim must be legitimate); and 

2. Reasonableness of the amount claimed: Whether expenses are reasonable is a question of fact and if found unreasonable, they will not be allowed.
Criteria for assessing reasonableness given p216 of Krishna.
Deductions for food and entertainment is limited to 50% of amount actually paid - p216 of Krishna.
XVI.  MISCELLANEOUS INCOME AND DEDUCTIONS 
OFFICIALLY NOT EXAMINABLE
Some of this section contains stuff already mentioned above. There is also a stray deduction for individuals living in remote areas s.110.7 [p863] - p502 of Krishna.
1.  Support Payments (ITA ss. 56(1)(b) & (c), 56.1, 56(12), 60(b) & (c), 60.1 - p445 and 453 of Krishna.
· General rule – if is deductible by payor, then will be taxable income for payee. This is a rule for support payments, but not always for transactions generally e.g. I spend money at restaurant – I can’t deduct, but restaurant must pay tax on income. 
· The rules on support payments are strict and thorough. 
· Spousal support payments are tax deductible from income for the PAYOR but taxable as income in the hands of the PAYEE.
· Spousal support is considered extraordinary expense, if did not allow deduction, tax + spouse support may well exceed disposable income. Spousal support payments reflect on an individual’s ability to pay tax – so allow deduction. 
· S.60(b)( spousal support is deductible from income by payor if the payments are:

1. Pursuant to an order of a competent tribunal or a written agreement;

· Payments made before order only deductible if incorporated into the agreement (retroactive clause) s.60.1(3)
· S.60.1(3)( parties must ensure that they have an agreement or order before the end of the year FOLLOWING the payments, else the payments cannot be deducted. 
· Written agreement must be a true agreement between the parties and dually signed

· Payments are “made under” the order if it complies with the legal obligation created by the agreement.  Voluntary payment in excess is not deductible.

2. In the nature of an allowance

· S.56.1(4)( amounts over which the recipient does not have complete discretion do not qualify as spousal support.
· Must be a limited and predetermined amount paid on account of maintenance. Should be correlated to living expenses of the payee.
· Must be specified as being solely for the support of the spouse. s.56.1(4) [p295] 
3. Payable on a periodic basis; and

· Lump sum payments of support obligations are NOT tax deductible

· Periodic nature of the payment must be a requirement of the agreement or order, not be at payor’s discretion. 
· Generally, periodic will generally refer to a payment that is made at least once a year.
· If you have a lump sum payment that is the support payments that were in arrears, as long as the payments were structured property, then the lump sum will be deductible.

· Be careful between spousal support payments and property settlements (i.e. who gets what when split up – are not periodic) ( the former is tax deductible but the latter is not.
· Capital payment to extinguish support payments are not deductible – form prevails over substance. 
4. For the maintenance of the recipient only.  
5. Must be living separate and apart (?OF)
· Limited to situations where the former spouses are living separate and apart from each other.
· In most cases will continue until death of spouse, unless get married. 

· Can be fine difference between property settlement and “front loaded” spousal support agreement - p458-461 of Krishna.
· Child support is not taxable in hands of recipient and is not deductible in the hands of the payor.

· If support payment does not designate purpose solely for spouse, then it is deemed child support and not taxable nor deductible. If agreement is silent – assume it is all child support.
· E.g. if agreement states a global amount for spousal and child support, the entire amount is child support and not deductible or taxable.

· S.60.1(1) Third party spousal support payments( deems amount that otherwise qualify for deduction to be deductible even if they are paid directly to a third party ( any agreement or order MUST state that s.56.1(2) and s.60(1) applies in order to deduct third party support payments.  Such payments are taxable in the hands of the beneficiary (payee spouse). Usually done for dental, mtg, tuition, utilities, camp fees.  Written agreement must specifically refer to s.60.1(2) and s.56.1(2)
· Because payor will be in higher tax bracket than payee – gov looses. 
2.  Registered Retirement Savings Plans (RRSPs) (ITA s.146(5))

· May deduct amount from taxpayer income for a taxation year if paid by taxpayer into a RRSP on or before a day that is 60 days after the end of the taxation year.
· s.146(5) [p1165] defines what RRSP contribution can be deducted, it is the lesser of parts (a) and (b).  (a) is fricken complicated – I have no idea what it means, (b) is the “RRSP deduction limit” which is defined in s.146(1) [p1160] which is essentially the lesser of X and 18% of your income from the previous year. X is “RRSP dollar limit” [p1161] and is a set amount for each year = $14 500 for 2003.
3.  Scholarships and Prizes (ITA paragraph 56(1)(n) - p445 of Krishna.
· Scholarships, fellowships, bursaries, and prizes for achievement are included in income if amount received in a year exceeds $500 or $3000.
· Work related and business related awards, etc, do not apply for any exemption and must be included in income.
4.  Retiring Allowance (ITA paragraph 56(1)(a)(i) and 60(j.1)) - p445 of Krishna.
· S.56(1)(a)(ii) brings retirement allowances into income

· Such an allowance is usually payment in recognition of long service, compensation for loss of an office or employment, or damages for wrongful dismissal.

· Payor is able to deduct the amount as current expense because the payment of the retirement allowance does not bring lasting value to the company.

· Even if you receive a watch, the watch is taxable as a retirement allowance


5.  Child Care - p464 of Krishna. 

· In last 30 years, child care expenses have become more business related as mothers go out to work – only the incremental cash outlay because have to work is deductible. 

· S.63( some tax relief to parents who incur such expenses so that they may pursue financial gain outside of the home.

· To qualify( taxpayer must incur the child care expense to permit one parent (or a person supporting a child even if not the parent) to pursue employment, business, research or educational activities.  
· The max yearly deduction is the least of
· Amount actually paid for child care

· 2/3 of the taxpayers earned income for the year

· $7000 for each eligible child < 7 y/o and $4000 for each child < 16 y/o

· There are further restrictions: Care giver must be Canadian in Canada and > 18 y/o if non-arms length.

· Generally the lower income earning spouse must claim the deduction - p465-466 of Krishna – so cannot claim if only one parent works. 
6.  Moving Expenses - p467 of Krishna.
· The ITA generally regards employment related moving expenses as cost of earning income and permits the deduction of such expenses provided that the taxpayer:

· Commences employment in Canada

· Commences business in Canada; or

· Commences full time studies at a post secondary educational institution

· Want to encourage mobility of the workforce – so allow deduction.

· Moving expenses are not deductible against investment income. 

· S.62(1)( If a taxpayer moves to a place in Canada for the purpose of employment or to carry on a business or studies, they may deduct moving expenses if:
1. Both the old residence and the new residence is in Canada (there is an exception for students)
2. The new res is at least 40 km closer to the new employment or business location than was the old res; AND
3. The move must be RELATED TO the commencement of business, employment or studies.
· S.62(1)(Expenditures that are not deductible - expenses reimbursed by employer, expenses in excess of the individuals income in the year of the move from employment or business at the new location, expenses deductible under other sections of the ITA, etc.
· The act does not define moving expenses, but s.62(3) [p324] lists items included in moving expenses - p468 of Krishna.

· s.62(1) [p323] lists moving expenses which are not deductible - p469 of Krishna.

· You can only claim moving expenses on your return for the year that you move.
See p471 of Krishna for list of other deductions. 
Lecture 11
XVII.  CAPITAL GAINS

1.  General
· S.38 to s.54 is part C – covers CG

· Came into existence in 1971 - p401 of Krishna for exact date. 

· S.38 [p197] - A taxpayer’s taxable capital gain for a taxation year is one half of the capital gain for the year i.e. pay full tax on one half of the gain instead of half tax on the full gain. Half the capital gain is added to income on your tax return.
· Allowable capital loss- is one half of the capital loss for the years (s.38(b)).
· Capital gains is one of the biggest admin issues in tax – adds major complexity. 

· Two major issues, when to tax, how much to tax.

· We tax capital gains “preferentially” – which means we do not tax them at the full rate, but, in the case of Canada, at 50%
· Capital gains result from the disposition of property( what is a disposition?

· ½ of losses are deductible and ½ of capital gains are taxable

· s.40( general rules for capital gains and loss calculation, unless as expressly provided in this part

· CG = Proceeds of disposition - (adjusted cost base + expenses of disposition)

· CL = (ACB + Expenses) – POD

· E.g. if you buy a house for $5 and sold it for $10 and had to pay a RE agent $2, CG =  3.  Your taxable capital gain is 3x ½ = $1.5  

· E.g. if you buy a house for $10 and sold it for $5 with no costs of disposition, the capital loss would be $5. The allowable capital loss is 5x1/2 = $2.5
· Taxable CG is what is included in your income i.e. use the word taxable to show that you have already applied the 50% multiplier. Same for taxable capital loss.
· S.40(1)(b) [p209]( taxpayer loss for the year is the total of the ACB + outlays of disposition - proceeds of disposition.
· Capital gains/loss rules only apply when we are dealing with capital property… this DOES NOT apply for property that you bought to flip AT THE FIRST AVAILABLE OPPORTUNITY( this is not capital property, but more likely business inventory.  
· If you buy property for personal use or investment, then capital rules will apply

· S.3(b)(ii)( If there is a profit, you want it to be a capital gain - because it is taxed at half.  IF there is a loss, you want it to be a business loss, because it is fully deductible.  Plus, capital losses can only be used to reduce income form capital gains.  If it is a business loss, that loss is deductible from all forms of income ( bias to have losses as business losses as opposed to capital losses
· s.3(b) must include net taxable gains i.e. capital gains less capital losses – can only offset losses from capital property against gains on capital property.  The rule puts a fence around capital losses. s.3(b) – determine amount by which (i) exceeds (ii), that will be the amount which goes into your income. 
· Recall difference between capital property and business property – this section deals with capital property – bought for investment and maybe for personal use in the mean time.
1.1  Structure

· The capital gains preference of taxing only ½ of the normal rate is a rough and ready form of mitigating the effect of progressive rates on “bunched” income.  On sale of an asset held for a long time the income will push the taxpayer into a higher bracket – so they will pay major tax – this is unfair, so we only count 50% of gain as a rough and ready means of mitigating bunching. E.G. if you buy shares for 10 and sell 3 years later for 100, there is a risk that taxpayer may be bumped into higher tax bracket( Capital gains are structured to relieve the taxpayer from excessive tax burdens on gains from capital asset disposition.
· If you are always in the top tax bracket anyway then the 50% rule is just a bonus.
· The capital gains preference reduces the deterrence effect of lock in and allows capital to flow to its more efficient uses.  E.g. taxpayer will not stay within an ill performing investment and move money to more effective uses because tax bite is not so large. E.g. have $100 in one investment, want to move it to another investment, but will get taxed if you move it and will have less, say $80 to invest in the new investment – so if not for preference you would rather not move your money.  Too much locked in capital is bad for society. Can prevent lock in by allowing rollover to the new investment – we do allow rollover for in kind exchange of property. 
· If inflation is high then your capital gain will be illusionary i.e. you sold for more but have not gained because the money you recover is worth less. Would be unfair to tax an illusionary gain – so use a preferential tax rate for capital gains. 

1.2  Inclusion Rates


1.3  Segregation by type - p372 of Krishna.
· We bring capital gains into income according to the rules in s.3(b).

· Included in income are:

1. NET taxable capital gains from dispositions of property other than listed personal property (LPP); AND

2. Taxable NET capital gains from dispositions of the LPP




· Net = Excess of gains over losses

· S.3(d)-(f)(Capital losses are deductible only against capital gains( one cannot use any excess of capital losses over capital gains to reduce income from other sources. So capital gains and losses are like income from a separate source and only 1 figure is bought into the main calculation. 
· EXCEPTION( one may apply business investment losses against “ordinary income”

2.  Capital Property - p374 of Krishna.

2.1  Meaning
· S.54 [p261] is a definitions section for terms used in the capital gains subdivision which starts at s.38 [p197] s.54 ( “capital property” = Property, the disposition of which, will give rise to a capital gain or loss.  

· Generally, a capital gain or loss arises from the disposition of an investment acquired for the purpose of producing income, rather than as a trading asset which will be inventory.


2.2  Specific Exclusions - p374 of Krishna.
· S.39(1)(a)[p200]( property the disposition of which gives rise to income from a business, a property or an adventure in the nature of trade is excluded as are other properties listed in this section.
· p374-375 of Krishna for full list, or s.39(1)(a) itself. Mining or forestry properties may be exempt. 
· For some property e.g. cultural property – can claim a capital loss, but not required to declare gain - p375 of Krishna.

2.3  Types of capital property - p375 of Krishna.
Different types of capital property give rise to different types of capital gains/losses.  The ITA divides property into the following categories for the purposes of capital gains / losses:

· S.54 – “Personal-use property” [p262]
· S.54 – “Listed personal property” [p262]
· S.39(1)(c) - “business investment” property [p201]
· Other capital properties
S.54 defines a number of property types which are subject to CG – if not on the list then the common law applies. 

2.4  Deemed capital property - p376 of Krishna.
· S.54.2(Where a person disposes of ALL OR SUBSTANTIALLY ALL of the assets used in an active business to a corporation, any shares that he receives in consideration for the assets are the capital property of that person.  Therefore, disposition of those shares by the taxpayer will result in capital gain or loss.

· E.g. taxpayer sells his business to a newly formed corporation in exchange for shares in the new corporation and then dispose of the shares of the corporation.  Any gain on the sale of the shares will result in a CG.

· However, shares will only be deemed to be capital property if:

1. TAXPAYER disposes of ALL OR SUBSTANTIALLY ALL of the assets of the business AND

2. The business is an active business

· Therefore there is no deeming if only some of the assets are disposed of or if the asset is a non business asset

3.  Computation of capital gain or loss - p376 of Krishna.

3.1 General 

· CG/CL = Proceeds of disposition (POD) – [Adjusted cost base (ACB) + expenses of disposition]
· Or could say CL = (ACB + exp) – POD if you want to see a positive number instead of the negative number from the formulae in the line above. 
· E.g. POD = 10K, ACB = 6K, Expenses = $800( CG = 3200, taxable CG is ½ of 3200 = $1600.

· E.g. = sell property for 2K, cost of prop was 16K and there were 80 in expenses to sell property.  CL=14,080 and the taxable CL = 7,040. 


3.2  Reserves



a)  General Structure

· The taxable event that gives rise to the gain or loss is the disposition of the property.  A taxpayer may disposes of property and not be paid the full sale price at the time of sale or exchange ( therefore a gain will be realized but no cash is collected at the time of disposition. Instead of imposing hardships on the taxpayer, the ITA will allow taxpayer to defer recognition of some of the gain on uncollected proceeds.

· S.40(1)(a)(iii)[p209](Where a taxpayer deducts a reserve in one year, that amount deducted must be brought into income in the following year… if there is still an amount of the proceeds outstanding, the taxpayer can claim a further reserve in the next year.
· Can only reclaim what you claimed last year, not more - s.40(1)(a)(ii)


b) Limitations - p378 of Krishna.
· Cannot claim any reserve unless specifically permitted in the ITA - s.18(1)(e).

· The amount which can be claimed is limited to the lesser of two amounts: A reasonable amount, an amount determined by formulae.



i)  “A Reasonable Reserve”

· What is reasonable is a question of fact.

· One way to determine reasonable is to make amount of reserve proportional by a formula:

                        Capital gain x Amount not payable until after the end of the year




                                                                  Total proceeds




ii)  Maximum Reserve - p379 of Krishna.
· TAXPAYER may claim a reserve to a max of five years

· s.40(1)(a)(iii) effectively requires that 20% of the reserve amount must be brought into income each year – may be less than the reasonable reserve.  



iii)  Special Reserves - p380 of Krishna.
· S.40(1.1)( 5 year maximum period mentioned above is extendable to 10 years if the property that the taxpayer transfers is:

1. a family farm

2. a share in a family farm corporation

3. An interest in a family partnership; or

4. a share in a small business corporation

AND the property is transferred to the taxpayer’s CHILD



c)  Amounts “not payable” - p380 of Krishna.
· May only claim a reserve on the portion of the sale proceeds that are “not payable” to the taxpayer until after the end of the year.  Note difference between “not payable” and “not collected.”  If legal obligation to pay exists, then it is payable and must be declared this year.


3.3  Selling Expenses - p381 of Krishna.
· A taxpayer can deduct expenses incurred in connection with the disposition of a capital property.

· This includes expenses that one incurs in enhancing capital property into a saleable condition.

· Legal fees both to buy and sell, real estate people, transfer taxes, title registration fees, advertising, painting house could be part of the adjusted cost base.
· You want it to be a part of the capital cost because it will increase costs and therefore reduce the amount of gains that might result.

4.  Dispositions (ITA s.248) - p381 of Krishna.

4.1  General 

· A taxpayer disposes of the property when the taxpayer legally alienates his right in the property, however the ITA may deem a disposition to have occurred even though no legal alienation has occurred.
· S.39(1)( a disposition of capital property  is generally the event that gives rise to a capital gain or loss

· S.248 [p1560] Definition of disposition - “includes”= not exhaustive and therefore a very broad concept.

· An event or transaction entitling a taxpayer to proceeds of disposition of the property


4.2  “Property” (ITA s.248 [p1577]) - p381 of Krishna.
· Any personal or real property could give rise to a capital gain (real estate, shares, car, clothes, junk, etc)  

· Includes corporeal (things can see or handle) and incorporeal properties (a right issuing out of something corporate).  E.g. a right of way, or rent (incorporeal) from a piece of land, or house (corporeal). “Property” is very broad.

4.3  “Disposition” - p382 of Krishna.
· Will only have taxable gain or loss when you have a disposition – so on exam say that you need a disposition.
· S.248 [p1560](Any event that is an alienation of property or loss of ownership (whether voluntary or involuntary).

· “Disposition” is much broader than “sale” and includes unlawful acquisitions.

· S.248 lists dispositions and includes: (must look at s.54 to determine what disposition can be).
1. the sale price of property

2. compensation for stolen property

3. compensation for lost or destroyed property

4. compensation for expropriated property  
5. See p383 of Krishna for rest of list, or see s.248.
· s.248 also lists what is not included in a disposition:

1. Transfers of property to, or by, a creditor for securing or releasing a debt.
2. A transfer of LEGAL title of property to a “bare trustee” if there is no change in beneficial ownership. 
3. See p383 of Krishna for rest of list.

4.4  Proceeds of disposition - p384 of Krishna.
· S.54 – defines proceeds of disposition – “includes” 

· Essentially equal to the consideration that taxpayer receives from the property.

· Includes compensation for property unlawfully taken( e.g. if an insurance company pays you for the theft of your property, there HAS been a disposition of that property and you may get a capital gain or loss on that disposition.
· If you get nothing from the insurance company for the stolen property – then you will have a capital loss. 

4.5  Changes in terms of securities - p384 of Krishna.
· A change in the terms or attributes of securities sometimes constitutes a disposition of the security ( the determining factor is whether the amended security is in substance the same property as the security that underwent the change.

· E.g.  Interest bearing debt becomes non interest bearing or a change in voting rights that results in a change in the control of the corporation.

· See page 384 of Krishna for full list, but note that the list is broken up into Debt Securities and Equity securities.


4.6  Deemed disposition

Certain transactions will be deemed by the ITA as a disposition of property giving rise to CG and losses.


a)  Change in use of Property (ITA s.45) - p388 of Krishna.
Personal – commercial 
· S.45(1)(a)( a taxpayer who acquires property for personal use is deemed to have disposed of the property for proceeds equal to its fair market value if he begins to use the property for commercial purposes

· E.g. buy home for 100K and live in it and then decide to rent out at time where FMV is 170k – becomes income producing property ( There is a disposition and a realized 70k in capital gains even though no cash was received when made the change. 
· TAXPAYER can elect to ignore change of use for income tax purposes (therefore no CG) and may rescind election at any time (making CG payable) - s.45(2). So election allows CGT to be deferred – but cannot claim CCA on the property while you are still deferring. 
Commercial to personal

· S.45(3)( Also a deemed disposition if you buy for commercial use and switch to personal use but does not apply if elect in writing! But there are time when you cannot elect – s.45(4).
Mixed use

· S.45(1)(c)- Mixed use ( Where a taxpayer uses a property for both commercial and personal uses, any change in the proportion of use for either of these purposes triggers a deemed disposition
p420 of Krishna covers change in use for principle residence: Election rules allow you to call it your principle residence for CGT purposes up to four years after moving out.  Could move back in and never have change in use causing deemed disposition. Must make election when move out – else when move back in will be a deemed disposition. 


b)  Leaving Canada - “Departure Tax” (ITA s.128.1) - p390 of Krishna.
· S.128.1(4)[p1044]( The ITA deems a taxpayer who ceases to be resident in Canada to dispose of his property immediately before giving up residence.  If you become a non resident of Canada, you are deemed to have a garage sale and sold all your property for cash at FMV as of the time you left Canada.  Therefore, any CG that result will be taxable – like a departure tax b/c are forced to pay CGT. You must pay now else they may not be able to get hold of you later. 
· This applies to personal property only – real estate is exempt from the departure tax (s.128.1(4)(b)(1) [p1044] ) for which you pay CG when you actually sell it. 
· See p391 of Krishna for properties not subject to departure tax. 
· Non resident taxpayers are liable for tax on capital gains upon disposal of taxable Canadian property.
Deemed dispositions when dealing with options - p392 of Krishna, not covered by syllabus.



c)  Bad Debts (ITA s.50 [p239]) - p394 of Krishna.
· S.50(1)( Where a taxpayer establishes that his account receivable from a disposition of capital property has become uncollectible, the taxpayer can elect to be deemed to have disposed of the debt and can claim a capital loss. 
· If taxpayer shows that corporation that he holds shares in has become bankrupt he can elect to be deemed to have disposed of any shares and therefore can claim a capital loss even though he has not actually disposed of the shares.
· Only bad, not doubtful debts can be written off as capital loss, if recover then will be a capital gain. 


d)  Death (ITA s.70 [p399]) - p393 of Krishna.



i)  Depreciable capital property

· S.70(5) there is a deemed disposition of all your capital property immediately before you die and this disposition gives rise to deeded proceeds of disposition.  You may be asset rich and cash poor so how do you pay the taxes due on death?  This is the reason why you would have insurance to assist in the payment of taxes. 

· The deemed amount of disposition is FMV at time immediately before death

· S.70(5)(b) - A beneficiary who inherits property as a consequence of the death of the taxpayer is deemed to acquire the property at an amount equal to the deceased proceeds of disposition (FMV)

· When you are dealing with joint tenancy, there will still be a disposition as a transfer to the other joint tenant.




ii)  Other capital property
· s.70(5)(a) – capital property other than depreciable property is also deemed to be disposed of at FMV immediately before death.

Deemed dispositions of trusts - p397 of Krishna - not mentioned in syllabus: ITA deems disposition of all trust assets each 21 years for CGT purposes
Capital gains on Gifts (s.69(1)(ii)) – Not sure why this section is here – this section must have been removed from the syllabus – and there is no such section in Krishna.
· S.69(1)(c)( Where the taxpayer transfers to any person inter vivos (without consideration), the taxpayer will be deemed to have received proceeds equal to fair market value, and should bay CG accordingly.  This is a gift to any person.
· S.69(1)(b)(i)( Not at arms length transaction.  Where a taxpayer disposes of property for proceeds less than fair market value, they are deemed to have transferred the property for fair market value

· Gifts to charities are also seen as dispositions.
· S.73( if you transfer capital property by way of a gift or by way of a sale to a spouse or common law spouse, (or former spouses) the transfer goes at the adjusted cost base or (proceeds are deemed to be cost).  This section has been put into ITA to recognize that transfers between such parties happen all the time and that it should not give rise to capital gains.

· What happens when you give 100 dollars to your wife?  Are there tax consequences in terms of capital gains/losses to the transferor?  No, the value of 100 dollars is 100 dollars and there is no capital gain from the disposition, and the cost of 100 is equal to the FMV of 100.  This is subject to Attribution rules though.

· The general rule is when you die and when you give a gift inter vivos, it is deemed a disposition and will be valued at FMV.  However when you transfer to spouse or CL spouse, this transfer is done at adjusted cost and not FMV.  IF you leave property to your spouse in your will, the transfer is done equal to cost and not valued at FMV, so there will be no CGT.
· If my dad gives me 1K, is the 1K taxable in the hands of the recipient? No, it is not income to the recipient.  BUT if dad owes 100K to CCRA, you may be responsible for the value of the gift as CCRA could chase your down (s.160).  You cannot ask CCRA for a clearance of the person giving you the gift and person giving would not likely ask for clearance because you would be audited.  If person gives you money in Jan and is presently paid up with CCRA, if they default on the taxes in the year gift given, you would still be liable for any tax debt for that year to the limit of the value of the gift given.


4.7  Involuntary dispositions 



a)  Election to defer gain (ITA s.44) - p397 of Krishna.
· An involuntary disposition would include the taxpayer’s property being stolen, destroyed, lost or expropriated – would be harsh if you just had something stolen/destroyed now you have to pay CGT because is a deemed disposition. 
· S.44(1)(To provide relief from having to pay the capital gains that may arise on such a disposition, the taxpayer can defer any capital gain from the disposition, provided that he replaces the property with a substitute property before the end of the SECOND taxation year following its disposition.
·  p397 of Krishna lists when you can defer. 
5.  Adjusted Cost Base: (IT Ass.53(1), 53(2)) - p399 of Krishna.

5.1  General 



a)  What is in “Cost?”
· Cost = What you give up to get the property ( you may pay money or you may exchange property for property.  This would be used to determine the value of the property.  Any liabilities assumed by the taxpayer would be included in the cost including legal, accounting, brokerage fees, etc. Carrying costs, such as interest expense on the mortgage, are not included in costs for capital gains.
· Adjusted cost base is:

1. Where property is depreciable property ( the adjusted capital cost.
Capital costs for depreciable property( something that forms part of a building for example (repairs) form part of the cost for the building.

2. Where the property is not depreciable - The cost of the property as adjusted by s.53.


b)  How and why is the Cost Base Adjusted?


· Numerous provisions of the ITA deem the cost of the property to be a certain amount


· Whenever the ITA deems a disposition of property it also deems a reacquisition of the property at a deemed cost base.
· S.45-Change of use( where a taxpayer changes the use of a capital property from business to personal (or visa versa) he is deemed to have acquired the property for the new purpose at a cost equal to its fair market value at the time of the change in use 

· S.47- Identical Properties( cost averaging - the cost of identical properties (shares for example, but not depreciable property) is their weighted average costs at any time. Have two separate pools of identical properties – pre and post 1971 - p401 of Krishna.
· S.128.1(4)(c) - Becoming a Canadian resident ( when a taxpayer becomes resident in Canada, the taxpayer is deemed to have acquired each property already owned by him at that time, at a cost equal to FMV.  (Does not apply if was taxable Canadian property as far as the previously non resident person was concerned i.e. then actual cost of the property would define the cost base)
· If acquire property in non arms length transaction at greater than FMV, then adjusted cost base will be FMV i.e. for future CGT purposes.  If acquired at less than FMV, then ACB is actual cost – so each of these rules count in favour of more CGT, so devious non-arms length transactions don’t help for CGT.

· A life annuity from a lottery winning is fully taxable on both the capital and interest components - p402 of Krishna. i.e. you get instalments that are taxed as income and any interest when you invest the instalments is also taxed. 

5.2  Adjustment to cost base - p403 of Krishna.
· The adjusted cost base of a property is always determined AS OF A PARTICULAR TIME, and any adjustments are made up to that time.  

· 2 types of adjustments to the cost base:

1. Additions to the cost base - made when taxpayer receives an amount that either has previously borne tax or was exempt from tax.  This prevents double taxation.   E.g.  where an employee is taxed on a stock option benefit that is included in employment income, the value of the benefit is added to the cost base of the shares (s.53(1))( without the addition, the taxpayer would be taxed again on the same gain when he disposed of the shares.

2. Deductions from the cost base - usually occurs when taxpayer has previously received an amount free of tax.
· We want an upwardly adjusted cost base as taxpayer because will reduce the amount of a CAPITAL GAIN and increase a CAPITAL LOSS.
· Adjusted cost base is deemed cost at fair market value

· S.69(1)(c)- deems you to have a cost, even though you do not have one! (in the absence of any rules to the contrary)

· If Ed gives me $25 dollars, does he have any CG tax issues? NO.  I don’t either because s.69(1)(c) states that the deemed value is $25.  If  I get something for nothing and then give it away, it is deemed to have a FMV (in this case $25) (protects from double taxation)

· S.73(1)- transfer to a spouse, if it is capital property, it is the un-depreciated capital cost otherwise it is the adjusted cost base. i.e. no CG or CL when give to your spouse. Consider transfer FMV=10, ACB=5, but then you give to your spouse.  This section says that Deemed POD=5 so therefore the CG=0.   But the tax attributes of the transferor get transferred to the transferee( this is a rollover.  Therefore, the attributes of the property in terms of taxes will be transferred to the transferee( the transferee has an asset with an ACB of 5 and will have to pay the full CG when the property is sold to a non spouse.  

· For death, the equivalent is s.70(6) and gives a rollover to spouses i.e. still no CG, but get at ACB.

· In the absence of the rollovers, the transfer will go at fair market value.  Some people may want a transfer at FMV if they have the ability to offset any income that is gained from the transfer i.e. they may have a capital loss in the same year, and then they can give to the transferee at FMV.

· There is an election provision under s.73 that allows spouses to elect to transfer property at FMV instead of as a rollover (at cost).  IF no election, then automatically assumed to be at cost between spouse


5.3  Negative adjusted cost base - p404 of Krishna.
· S.54( Generally the adjusted cost base of a property at the time that it is disposed of cannot be less than nil.

· If the deductions from the cost of property exceed its adjusted cost, the adjusted cost base of the property becomes a negative amount( negative amounts are viewed as CG.  
6.  Part Disposition (ITA s.43) - p405 of Krishna.
· When taxpayer disposes of only a part of a capital property, one calculates the adjusted cost base of that part by taking a “reasonable” proportion of the cost base of the part to the whole.  

· Adjusted cost base of the part of the property that was disposed of is then deducted from the ACB of the whole property ( the balance becomes the cost base of the remaining part.

· One formula for reasonable(  FMV of part disposed    x  ACB for entire property





                 FMV of entire property 

7.  Personal use Property - p405 of Krishna.

7.1  General 

· Special rules apply to the determination of capital gains and losses from personal use property.  Prohibit deduction for capital losses on such property (but not for LPP) and simplify capital gains by setting a threshold below which no CGT – so no need for record keeping for low value items.

7.2  Meaning (ITA s.54)

· E.g. cars, boats, furniture, clothing and residences.
· Personal use property is that which is used PRIMARILY for the personal use or enjoyment of:


1. the taxpayer

2. a relative of the taxpayer; or

3. is the taxpayer is a trust, a beneficiary under the trust or any relative of the beneficiary


7.3  Listed personal property - p406 of Krishna.
· Is a subset of personal use property

· A capital loss is deemed to be nil unless the personal use property QUALIFIES as listed personal property 

· s.54 [p262] ( e.g. Prints, etchings, drawing , paintings, sculptures or other similar works of art.
1. Jewellery;

2. Rare folios, rare manuscripts or rare books;

3. Stamps and coins.
· An interest in such items constitutes ownership for tax purposes, and if asset is part investment and part use, it will be subject to CGT. 

7.4  Computational Rules - p406 of Krishna.
· S.46 [p235].The minimum adjusted cost base and proceeds of disposition of person use property is set at $1000.

· If actual cost and proceeds on disposition of an item of personal use property is less than 1000,  the transaction produces no capital losses or gains

· E.g. Cost=600, POD=1200= CG of 200 because cost is deemed to be 1000

· E.g. Cost=1500, POD=800= CL of 500 because the POD is deemed to be 1000

· s.46(2) - Part dispositions of sets( to prevent abuse by taxpayer by selling property in bits, the following rule applies if a set of personal use property that has an aggregate FMV in excess of $1000 and would ORDINARILY be disposed of together is sold. If a set of personal use property is sold in more than one transaction to the same person, or to a group of persons who do not deal with each other at arm’s length, the set is deemed to be a single property and the $1000 applies to the set as a whole and not on a piecemeal basis. Is a pro-rata formulae - p408 of Krishna. Taxpayers try to do this with assets like coin collections. Wine. Cutlery sets. Legal issue – would it ordinarily be sold as a set. Call expert witnesses. 
· Bad debts from dispositions of personal property can be offset against gains from personal property.

· This rule saves record keeping for trivial items – administrative convenience. 
7.5  Capital Losses - p409 of Krishna.
· Capital losses arising from a disposition of personal use property is deemed to be nil UNLESS the property was listed personal property (LPP) s.40(2)(g)(iii).
· Strange rule for shares - s.46(4) - if value changes just before disposition, and the reason for the change in the value is that the personal-use property of the corporation recently changed value – but this rule only counts against the taxpayer. 
· Special rule ( generally, capital losses on LPP can be offset ONLY against capital gains on LPP.  Any remaining balance can be carried back 3 years or carried forward 7 years (still only deductible against CG from LPP)
· Exempt capital gains from shares of qualified small business - not covered by syllabus - p421 of Krishna.

8.  Identical Properties (ITA s.47) - p409 of Krishna.
· S.47( The average cost of properties must be recalculated each time the taxpayer acquires another property identical to property already owned by the taxpayer.

· This is done by dividing the total of their adjusted cost bases by the number of properties owned 

· Shares of a corporation are usually the best example.

· E.g. I buy 1000 dollars of shares in IBM which gets you 100 shares( you have an ACB of $10 a share.  If you buy 100 more shares next month for 2000, you take the total shares (200) and the total cost (3000) and you get $15 as your ACB. From a quick scan of Krishna – it seems to me that acquiring more of the same shares will not be an actual or deemed disposition – so the ACB will be updated but you will not have to pay CGT at the time you buy more shares.

· Identical property is split into pre and post 1971 pools.

· Normally only for shares

· Land can never be identical property for tax purpose - each plot of land is unique.

· For identical properties, you need to average the cost when you sell. 
· S.3(b) allows you to offset taxable capital gains against allowable taxable losses. If have CG of $20, then taxable capital gain of $10. Don’t mix up income and taxable income, don’t mix up capital gain and taxable capital gain. 
· If properties are not identical, then you do not have to average the costs – say shares are in a different class. 

9.  Losses Deemed to be Nil (ITA s.40(2))


9.1  General

· This rule denies capital losses in certain situations. 

· S.40(3.4) - Taxpayer disposes of capital property to a corporation which was controlled by the taxpayer before disposition , or to a corporation the spouse controls: Any capital loss is deemed to be nil.  But losses will be preserved till disposition of the property in an arms length transaction.

· S.40(2)(g)(iii) [p213] ( various losses deemed to be nil… this means that you cannot deduct any money (E.g.  superficial losses, a loss from personal use property)
· What is personal use property – s.54 [p262] includes certain things – used for personal use of taxpayer or someone related to taxpayer – primary residence, clothing, car (but not if used for business - pizza delivery person), food, jewellery, money (depends on what you are using it for), computer, furniture, books, lights. 

· When you sell personal use property you are just trying to recover some of your expenses – they were not acquired for resale – s.40(2)(g)(iii) prevents people writing off large losses for personal items. 

· Some personal use property goes up in value = stamps, antiques – these are covered under listed personal property and if they happen to go down in value then you can claim the CL. 

9.2  Lotteries

· If you buy a lottery ticket, you cannot write off the cost of the ticket as a capital loss. s.40(2)(f)

9.3  Superficial Losses - p412 of Krishna.
  
· A taxpayer cannot claim a superficial loss s.40(2)(g)(i).
· S.54 [p265]( A superficial loss arises when a taxpayer (or certain affiliated parties s.251.1(1)) disposes of property and replaces it with “substituted property” within a period of 61 days i.e. period from 30 days before to 30 days after - p338 and 412 of Krishna. The taxpayer can however increase the cost base of the new asset by the amount of the superficial loss. 
· Superficial loss rules do not apply in a number of situations (i.e. losses arising from the following deemed dispositions are not superficial losses) including:

1. Emigration

2. A debt becoming a bad debt

3. Death

4. Change in use of property

In these cases the ITA assumes that the transfer was genuine i.e. not an attempt to get a tax benefit from a paper loss. 
· Say you have a share in a company – you paid 10 and sell for 1 – your loss is 9 – that loss will be deemed to be zero if you go and buy identical property within 30 days. Say you wait 31 days – will GAAR get you –Will it be an abuse of the ITA? If a rule is specific and you do something which the rule does not cover – then how can you be abusing the statute – so will by OK under GAAR.

9.4  Disposition of personal - use property - p414 of Krishna.
· A taxpayer loss from personal use property is deemed to be nil unless property is LPP.  This loss is permanent.

· S.54(Personal use property, discussed above i.e. Used primarily for the personal use and enjoyment of the taxpayer or people related to the taxpayer.
· E.g. you pay 1000 for TV but you get tired of watching TV and throw it out the window.  Is there a capital loss?  No, because it is personal use property.  You could argue that TV’s are not personal use property if you were a performer who was trying to learn their craft.  

· E.g. of personal use property ( car, food, clothing

· It is impossible to police some of these losses and therefore they are deemed to be zero.
· s.40(2)(g)(iii) denies loss for personal use property, but excludes listed personal property, so you can deduct losses from your devalued stamp collection.

· s.41(2) [p222] – Can only offset losses from LPP against gains from LPP. Cannot use losses from LPP against gains from other sources. 
10.  Principal Residence - p414 of Krishna.

10.1  Exemption from tax (ITA paragraph 40(2)(b)[p211])

· General rule, a Canadian resident is not taxable on a capital gain from the disposition of his principal residence( entire amount of the gain is tax exempt – this is a generous, and regressive, exemption. 
· The important issue is what constitutes a principal residence


10.2  Meaning of “Principal Residence” (ITA s.54 [p263])



a)  Minimum Requirements

· Several requirements to qualify a property as a principal residence:

Type of property: 

· Property may consist of a housing unit, a leasehold interest in a housing unit or a share in a co-operative housing corporation.

Owner occupation:  

· The property must be owned by the taxpayer; and

· The property must be “occupied” by the taxpayer  (or taxpayer’s spouse, CL partner, former spouse, or CL partner, or child) in the year ( inhabited in the year does not mean throughout the year therefore you don’t have to live in the property for the whole year to qualify.
The period of ownership:  

· The property must be ordinarily inhabited at some time during the year by the taxpayer or his spouse, former spouse or child; or  

· If the property was acquired for the purpose of gaining or producing income and the use changes to that of a principal residence, an election can be made under s.45(3) to prevent the deemed disposal and reacquisition in s.45(1) form operating

Designation on tax return: 

· The property must be designated by the taxpayer as his sole principal residence for the year.
· This is listed in paragraph (c) of the principle residence definition – careful of the word “except” preceding paragraph (c). 
· Residence does not have to be in Canada to be eligible for exemption.

· You are not able to have more than one principal residence per family unit.

· A builder builds a house and lives in it for 7 months, then sells it.  Builds a new one and lives in it for 9 months, then sells and builds another and lives in the last one for 3 years.  CCRA challenges principal residence claims on the first 2 houses.  CCRA claims that this was a business while builder says that this was his principal residence and that was his intent.  Next question from CCRA is why did you move?  Builder says that he did not like the house, etc.  This goes on every day.



b)  Included Land - p415 of Krishna.
· Part (e) of definition of principal residence in s.54 [p264] includes the land under and adjacent to the housing unit (subjacent = Underneath i.e. count the floor area of the house) up to one acre (1/2 hectare).

· IF land is over ½ hectare (1 acre) it is not included as a part of the principal residence unless the taxpayer can prove that the excess is NECESSARY for his use and enjoyment of the housing unit as a residence.

· E.g. #1: If there are legal impediments preventing the subdivision of the additional land on the principal residence, then it will be found to be necessary for the use and enjoyment of the property (Yates case). If cannot be divided up, then it must all be necessary for the use of the house. 
· E.g. #2: You have a mountain with a house on the top.  All the land down the mountain is more than ½ hectare.  Can the owner sell the property tax free?  As long as you could prove that the mountain was necessary for the use and enjoyment of the house itself.  
· E.g. #3:  You had a big plot of land in the back yard (over ½ hectare) and you claim that the big yard is needed to grow your own food, could you sell the property tax free?  NO, it is not necessary to have that size of yard for the use and enjoyment of the house.

· This section is intended to prevent tax free gains on property beyond that needed for the use and enjoyment of the property.  

· E.g. #4 Principal residences have a winding access road that forms part of the property and is the only access point.  Property including road is over ½ hectare.  Can this property be sold tax free?  This case has not been decided yet. 
· 0.5 hectare rule is unfair – Yale town plot v. prairie farm. 

· If you are selling two lots as one because you have a vacant lot next door – then you can treat them as one so long as in total the area is less than 1 acre, but if there is a house on the adjacent lot, then you could not be resident in both – must check each of the elements. 

· This is the number one tax preference in Canada – is a way to save tax – should invest in your own house. Does this make sense from a tax policy point of view – must look at criteria for evaluating tax policy: Equity: Is it fair? – not from either horizontal or vertical perspective!  Neutral: No, this encourages specific behaviour. Simple? Easy to administer? Does it help the economy? Could say it encourages construction.  But could say that this only helps rich people i.e. poor cannot afford to buy principle residences. 

· Renting out basement suits does not change the status of house as principle residence. 


c) Designation - p415 of Krishna.
· A property does not qualify as a principal residence for a particular year unless the taxpayer designates it as such in his tax return for the year in which he disposes of it.
· If no taxable gain in the year, then no need for the designation to be made, but should keep records for purposes of formulae in section 10.3 below. 
· Before 1971, capital gains were not taxed, so they set the valuation day Dec 31, 1971, this is the day of valuation of the land for the calculation of capital gains.


10.3  Exempt Gains - p415 of Krishna.
· The capital gain is still included in income, but then you can subtract off an amount from income equal to your exemption. 

· We will not be required to do the following calculation, but must understand that you will not be required to pay capital gains on your principle residence if it has ALWAYS been your principle residence, but if you only lived in it for a while then you may not be entirely exempt from capital gain. 

· What if you were not a resident – does not apply – look carefully at the numerator. 

· Formula for determining exempt capital gains on principal residence when was your principle residence for only part of the time you owned the property is:
1 + [# of taxation years ending after the acquisition date for which




the property was the taxpayer’s principal residence (for any part of the year)

               and during which the taxpayer was resident in Canada = # of years it was your res] 





-----------------------------------------------------------------------------------------------   x  Capital Gains realized




Number of taxation years ending after the acquisition date during 





which the taxpayer owned the property = total number of years
· E.g. taxpayer purchases house in 1996 @50K and sold 2002 for 200K.  10K selling expenses.  Taxpayer remained resident in Canada during the relevant period (7 years) and designated house principal residence from 1996-2001(6 years).  POD=200K, ACB=50K Expenses= 10K. Exemption = (1+6)/7.CG = CG
· E.g. assuming the same facts as above except that taxpayer only lived in residence from 1996-1998 and rented out the rest of the time.  Equation would look like 1+3 x 150K= exempt portion of 85,714 








       7
          ( taxable CG of $64,286

10.4  Limits on exemptions - p417 of Krishna.
· General rule = a family unit living together can together designate only one principal residence per year. (s.54).
· “family unit”= taxpayer, taxpayer’s spouse, and unmarried children under the age of 18.
· The 1 in the numerator of the formulae above allows the tax payer to sell two principle residences in one year.   Remember that only one residence can be the residence for the year, but the formulae means that for the second one there will still be no capital gain because of the 1. But if you sell three principle residences in one year, then there will be a capital gain, assuming that you made a profit on all of them. 


a)  Two exempt residence - p417 of Krishna.
· If taxpayer sells his principal residence during the course of the year and purchases another residence in the same year, as long as taxpayer occupies both residences in the same year, both could be eligible for the principal residence exemption.  If taxpayer repeated with third house, you would need completion on third house sale in following tax year if wanted to be exempt from capital gains. 



b)  Extended family unit - p418 of Krishna.
· s.54 [p263] “principal residence” definition: Where the taxpayer claiming principal residence exemption is an unmarried person or an individual under 18, the concept of the family unit is extended to include the taxpayer’s mother, father and unmarried siblings under 18 yrs old. So unmarried < 18 y/o son and dad can’t both claim principle residences saying that they are different families. Also two unmarried siblings < 18 y/o cannot claim principle residences by saying that they are different families. 

· Family unit does not include CL spouses so may be able to claim two principal residences this way. 


c)  “Ordinarily inhabited” - p418 of Krishna.
· This is a question of fact

· CCRA is generous in its interpretation of habitation and will accept seasonal occupation of a taxpayer’s vacation house (cottage or ski chalet) as sufficient to qualify the premises for the principal residence exemption – if that is the premises which the taxpayer wants to designate as principle.

· It will accept seasonal residence as eligible for the exception even where the taxpayer rents out the premises for incidental rental income( provided that the rental is not a commercial or business enterprise.  Taxpayer can even occupy the premises for a limited portion of the season, rent it out for the remainder of the year and still claim the exemption in the year that the residence is sold.
Special rules for farm houses - p419 of Krishna.
11.  Capital Losses - p422 of Krishna.

11.1  General 

· S.3(b) - General rule( CL’s can be used to ONLY offset CG’s

· S.111(1)(b) [p865](Unused capital losses may be carried forward indefinitely and applied against capital gains in future years AND/OR carried back 3 years and applied against CG’s reported in those years. 

· However for LLP the losses can be carried back only 3 years and forward only 7 years. s.41(2)(b) [p222]

11.2  Current year Losses



a)  Listed personal property losses - p422 of Krishna.
· LPP CG and LPP CL’s are calculated separately from other CG and CL’s ( LLP allows “one way” traffic for losses – LPP losses cannot be taken out and used elsewhere, but allowable capital losses can be brought in to offset LPP gains.
· S.41(1) [p222] ( special set of personal use property (what is common is that these items may appreciate in value.)

· You are allowed to deduct losses from these types of property from gains from these types of properties.  

· If you have more LPP losses than LPP gains during the taxation year, you cannot use excess to reduce CG’s from other non LPP capital property


· S.46(1)( where a taxpayer has disposed of a personal use property, you will be deemed  to receive $1000 (if you paid more than $1000 and now want to calc the loss) and are deemed to have a cost of $1000 (if made a profit and want to calc the gain). Therefore if you sell something for 600, your capital gain would be 0 because the cost and proceeds are both deemed to be 1000.  
· S.46(3)( if personal property is usually disposed of in a set and it is sold separately , it will be deemed to be a single disposition and deemed to have a 1000 cost and proceeds.  Legal issue is what is “ordinarily disposed of in one disposition as a set!” 
· E.g. what is the capital gain on listed personal use property that is sold for 1300?  The answer is $300 because the cost has been deemed to be 1000 therefore 1300-1000=300 CG.
· The $1000 rules apply to LPP i.e. because it is a subset of personal property. 


b)  Allowable capital losses - p423 of Krishna.
· s.38 [p197] defines allowable capital loss – it is 50% of the actual loss i.e. allowable just means that the 50% rule for CG/CL has been applied.

· TAXPAYER may deduct his allowable CL’s realized on property (other than LPP) from his taxable net gains on LPP.
· Therefore, if taxpayer disposes of capital property in the year that is not LPP and still has a capital loss after reducing capital gain from non LPP property, the taxpayer can then reduce their LPP capital gain with the remainder of the loss. But unused LLP losses cannot be used to offset against other capital gains – there is one way loss traffic into LLP “semi closed system”.


c)  Allowable business investment losses (ABIL) (ITA paragraph 39(1)(c)) - p423 of Krishna.



i) General 



· Special type of capital loss( arises from the disposition of shares or debt of a “small business corporation” s.39(1)(c) [p201] 
· Allowable business investment loss is 50% of the business investment loss.
· Ability to claim BIL will be affected by having elected to take CGE  - s.39(9)
· Unlike ordinary CL’s which may only be deductible from capital gains, BIL may be deducted against income from any source including business and property income.

· S.248 - Definition of small business ( Shares which are sold will be considered to be those of a small business corporation if the business was classified as such at any time within the preceding 12 months i.e. even if not classified as such at the time of the disposition of the shares.




ii)  “Small business corporations”
 
S.248( A Canadian controlled private corporation (CCPC) that uses all or substantially all of its assets in an active business in Canada.



iii)  Deemed disposition - p424 of Krishna.
TAXPAYER is deemed to have disposed of all his shares if:

1. The corporation is insolvent (can’t pay liabilities as they come due), bankrupt or wound up AND has ceased to carry on its business

2. The fair market value of the shares is nil
3. It is reasonable to expect that the corp. will be dissolved and has not done any business that year.
12.  Transitional Rules - p426 of Krishna.

12.1  General 

· Due to introduction of the tax on capital gains as of Jan 1, 1972

· These rules give taxpayer with either a deemed cost or deemed proceeds of disposition for the capital property that was owned on Dec 31, 1971 so gains/losses can be calculated as of that date.

· Generally, rules apply to capital property ACTUALLY owned by a taxpayer on Dec 31, 1971, but may apply to the person to whom the property is disposed of as they may be deemed to have owned it on Dec 31, 1971
· Cannot claim a capital loss on depreciable property - s.39(1)(b)(i) [p201] . A depreciable property is one for which you claim capital cost allowance - See 13(21) for definition of depreciable property.

12.2  Valuation Day

· The valuation day value for publicly traded shares or securities is its FMV on December 22, 1971 and for all other capital property, the valuation day is December 31, 1971.

· TAXPAYER is responsible for determining the FMV for the purpose of reporting CG and CL

· E.g. 1965 cost $10k, FMV 1971 = 20K, POD 25K in 1980.  CG = 5K i.e. don’t pay CG on pre 1971 appreciation. 
· Valuation day value is treated as the adjusted cost on valuation day. Only pay tax on gains since valuation day. 

12.3  Other capital property (ITAR ss. 26(3) and 26(7) - p429 of Krishna.
· The effect of these rules is to deem a cost to be the taxpayers adjusted cost base of capital property owned.  Then CG/CL are calculated based on this deemed cost.

· For individuals, if they choose one method, they must use that method for the valuation of EACH AND EVERY item of capital property that he owned on Dec 31, 1971 i.e. for individuals the rules are mutually exclusive. 
· The following are two methods for determining the deemed cost:



a)  Median rule or tax-free zone method

· This method applies automatically to capital property that was owned on DEC 31, 1971, by ANY taxpayer.

· Deems taxpayer initial cost of capital property that he owned on Dec 31, 1971, to be the amount that is the MEDIAN of the following 3 amounts 
1. Its actual cost to him on Jan 1, 1972 i.e. the amount originally paid + allowable expenses;

2. Its fair market value on Valuation day; and

3. The proceeds of disposition of the property, subject to certain adjustments:

· Add amounts that will be deducted from the deemed cost in computing the adjusted cost base of the particular property

· Deduct amounts that will be added to the deemed cost in computing the adjusted cost base of the particular property

(Can only do part 3 once you have sold the property – this is OK if you are calculating CG/CL after sale – if you are using the median rule before sale for some reason, then you just use FMV).

· If two or more of these amounts are the same, THAT amount is the median

· E.g. Valuation day value $8K, the proceeds from sale before deduction of the sales commission of 800 are 8K.  Since two of the above rules result in a value of 8K, the deemed cost is 8K.  Therefore, POD=8K Deemed cost=8K + sales commission $800= 8800.  SO( POD-8800=(800) CL.



b)  Valuation day value election

· This method applies only to INDIVIDUALS (INCLUDING TRUSTS) and applies ONLY to capital property ACTUALLY owned on Dec 31, 1971

· Allows taxpayer to determine the cost of each capital property actually owned by the taxpayer on Dec 31, 1971 as its valuation day value.
· Is good if you did not keep records to allow calculation of actual original cost etc. 
XVIII.  COMPUTATION OF TAXABLE INCOME AND THE SIGNIFICANCE OF LOSSES

1.  Capital Gains Exemption- s.110.6 (LIFETIME CAPITAL GAINS EXEMPTION)

· Capital gains exemption of $500K was introduced to encourage risk taking and stimulate investment in small businesses while assisting farmers and broadening the participation of individuals in the stock market.

· CG’s from dispositions of shares of farm properties and qualified small business corporation are exempt from tax to a max of 500K.  E.g. if you are in 50% tax bracket and would have had a taxable capital gain of 400K, your tax savings would be 200K.  

· 110.6(5)( Only individuals resident in Canada (throughout the year) may claim the exemption – corporations cannot claim it.

· However if individual was resident for part of the year but resident throughout the preceding or subsequent year after the realization of the gain, then the taxpayer is deemed to be a resident for the purposes of the CGT exemption.
· A taxpayer who claims a CG exemption must disclose the amount on his tax return for the year, else the exemption may be nullified s.110.6(6).

· Why is the number 250 v. 500k?  Because your deduction is 500k but your taxable capital gains on a capital gain of 500K is 250K.  

· This is a major incentive!

· This section rewards entrepreneurs who own their businesses in a corporate form and those who own a farm corporation.

· See p516-517 of Krishna for GAAR w.r.t. the exemption. 

· Such exemptions are available for two categories of capital properties:


1.1 QSBC Shares (ITA s.110.6(1)) - p515 of Krishna.
· S.248(1)( “small business corporation” are defined as:

1. A Canadian controlled private corporation in which all or most of the FMV of the assets is attributable to assets used principally in an active business carried on primarily in Canada; and

2. A CCPC in which the assets, throughout a period of 24 months immediately preceding the corporation’s disposition, have not been owned by any person other than the individual claiming the exemption, or by a person or partnership related to the individual

· Exemption is available to individual shareholders even when the corporation existed for less than 24 months. So if you are a sole proprietor who wants to benefit from the exemption, sell the business in exchange for shares and then sell the shares - p516 top of Krishna.  
· Notes to definition in s.248(1) mention that do not actually have to be small to meet the definition of QSBC.

1.2 Qualified Farm Property (ITA s.110.6(1)) - p514 of Krishna.
· Rules prevent taxpayer’s from claiming farming as main source of income if it is not

· QFP = includes any real property that has been used by :

1. the individual;

2. His or her spouse;

3. His or her child, grandchild or parent

4. The individual family farm corporation; or

5. A family farm partnership in which he has an interest

· The property must have been used to carry on the business of farming (?OF) in Canada

· The business may be carried on by the individual who owns the property, or any of the above parties including grandchildren.

· Must also meet the following criteria to qualify:

1. Property MUST have been owned throughout the 24 months immediately preceding the disposition and;

2. During a period of at least two years while the property was so owned, the individual’s gross revenue from the property used in farming MUST have exceeded his income from all other sources for the year


1.3  Eligibility Limits IT Ass.110.6(2) and 110.6(2.1)

· Only allowable for QSBC shares or QF property (see above)

2.  Carry back/Carry forward of losses (ITA s.111) - p502 of Krishna.
· S.3( A taxpayer can offset his losses from one source against income from other sources in the same year.  Because of fluctuation in incomes from year to year, to avoid hardship, the ITA allows for losses not used in the year which they occur to be used in other years to offset income. i.e. if lose money this year you will be less able to pay tax next year.  
· First use loss from a source to offset income in the current year, else carry it forward or back for the purpose of calculation taxable income in other years. Current year losses are deductible in the computation of NET income in the year the losses occurred.  However, losses carried over to other years (whether forward or back) are deductible ONLY in the computation of TAXABLE income. 
· 1st step in determining the tax treatment of a loss is to determine the nature and character of the loss… the 5 major categories are:

1. Non capital losses (business loss) - p504 of Krishna.
· S.111(1)(a)[p864]( can be carried back for 3 years or carried forward for 7 taxation years following the year we incur the loss.  s.111(1)(d)[p864] – kinder provisions for farmers. 
· S.111(8)( non capital losses includes - p504 of Krishna:

1. A loss from any business.
2. the loss from the ownership of any property i.e. from trying to run the property as a business (losses for owning an apartment building), not from disposing of the property
3. A loss from any office or employment.
4. An allowable business investment loss for the year.
· Apply non capital loss against income for the current year (from paragraph 3(c) [p2] ) and the residue LESS any portion that is a farm loss, becomes the taxpayer’s non capital loss for other years
· An allowable business loss that is not used within 7 years of the year it is incurred, reverts to a net capital loss i.e. can be carried forward indefinitely but can only be applied against taxable capital gains - s.111(8)("net capital loss" part C(a)) [p871].
· S.111(9)( a non resident taxpayer may not include as a non capital loss any losses from businesses that are not carried on in Canada

· S.111(3)(b)(i)( a taxpayer must deduct his non capital losses in the order in which incurs them.
· New budget allows for carry forward for 10 years!

· Losses not transferable - p506 of Krishna: A loss is generally deductible only by the taxpayer who incurs it!  E.g. where a taxpayer incurs a non capital loss, the loss cannot be claimed by another taxpayer to whom the business is sold.
· Non capital losses are more versatile than capital losses because they can be written off against all sources of income, but capital losses have a longer shelf life. 
2. Net capital losses - p506 of Krishna.
· Net capital loss = The excess of CL’s over taxable CG’s and any unutilized allowable business investment losses previously included in its non capital losses in respect of which the carryover period expired in the year.

· You could use losses from property to offset gains from stocks because both are capital losses.

· May be carried back 3 years and may be carried forward indefinitely( but applied only against capital gains in other years.

· Allowable capital losses may only offset taxable capital gains… sub categories include:

· Personal use property losses - Losses are deemed to be nil s.40(2)(g)(iii)
· Listed personal property losses - May be used only to offset LPP gains and not used against other property (but non LPP losses can be used against LPP gains).
· Business investment losses - p508 of Krishna.


· To be a BIL, it must be a capital loss - p508 of Krishna.
· It may be carried back 3 years and forward indefinitely

· A business investment loss is a loss that the taxpayer incurs on a disposition of capital property under the following conditions: 
1. the capital property is a share of a “small business corporation” or a debt owed to the taxpayer by such a corporation;

2. Where the taxpayer is a corporation and the capital property is a debt, the debtor corporation is at arm’s length from the taxpayer; and 

3. The shares or debt are, unless s.50(1) applies, disposed of to a person dealing with the taxpayer at arms length.

3. Restricted farm losses - p507 of Krishna.
· A farming loss suffered by a taxpayer who carries on business with an expectation of profit, but whose chief source of income is neither farming nor a combination of farming and some other source of income.
· If it is not your main business, then any loss over $8750 will by your restricted farm loss.s.31(1)[p179] 
· S.31(1.1)( taxpayer can carry forward his restricted farm loss to future years (forward 10 and back 3 years)

· The loss is deductible in any years limited to the amount of the taxpayer’s income from FARMING for the year.

· S.53(1)(i)( taxpayer can reduce any capital gain on the eventual disposition of the land by the amount of the unclaimed losses.
· Hobby farm losses are not deducible at all (no expectation of profit)

4. Farm losses - p507 of Krishna.
· If your farming is not a fully business loss, nor a restricted farming loss, it will be a hobby farm loss and it not deductible.  

· s.111(8)( the excess of his losses from farming and fishing over any income from these sources

· s.111(1)(d)(A taxpayer may carry back the farm losses 3 years and forward 10 years and apply the losses against income from any source

5. Limited partnership losses

3.  Charitable Donations- S.110.1 - p493 of Krishna.
· Tax system provides financial incentives for charitable donations
· Are of most benefit to high tax bracket taxpayers.

· Justified on social policy grounds – but must be carefully monitored because lots of money at stake. 

· Are provincial and federal tax credits for donations. 
· Incentives dependant on:

1. the type of taxpayer: 

· individuals can claim a tax credit for charitable donations - credits linked to tax bracket ( lowest tax rate (16%) applies to the first $200 of gifts, highest tax rate (29%) applies to any excess.  s.118.1(3) [p912]. 
· Corps are entitled to a deduction for its charitable donations ( max deduction of 75% of income for the year.  Corps can carry forward excess donations for a max of 5 taxations years. s.110.1(1)(a) [p841] 

and


2. the dollar amount contributed (see valuation below)


3.1 Gift or Transfer for Consideration? - p493 of Krishna.
· A gift (not defined by the ITA)  is a voluntary transfer of property for NO CONSIDERATION and the transfer is irrevocable

· E.g. If you give me your ITA and I give you a dollar for it, it is not a gift even though I am just giving you the dollar to say thank you.

· S.248(30)( Amendment not in force that will allow for you to make a donation to a charity and if you get something back, the net amount is the deduction. (What is the eligible amount of the gift?)

· A transfer of property is a gift where is  made:


· by way of benefaction;

· Without exchange for material reward or advantage; and 

· Without contractual obligation

· A person does not make a gift if he receives valuable consideration equal to his “donation” – this is a finding of fact to be made dependant on the circumstances in each situation. 
· Can have gift in context of a K e.g. A and B to each donate $X, those will still be gifts.
· Blended Payments( e.g. admission price to a charity event may cover the costs of goods and service and include a premium for a donation.  Technically, you should split the payment with only the donation portion being tax deducible while the rest is a personal expense.

· S.110.1(3)( when a person donates capital property to a registered charity, he can designate the value of the gift at any amount between FMV and ACB and therefore control amount of capital gain realized, but have to file a special form with the minister.
· S.110.1(1)(a)(  eligible organizations - donations to these organizations are deductible to the extent of annual maximum limit.

· A registered charity is a tax-exempt organization ( purpose is for private sector to take on activities that would fall on public sector. See list of eligible organisations - p495 of Krishna.
· Registered charities can carry on related business - p500-501 of Krishna.

· Reg 3501 – need proof of donation.
· To maintain its registration, a registered charity must operate exclusively for charitable purposes and must not carry on any other unrelated business ( otherwise registration as a charitable organ may be revoked.

· An organization is not a charity if its main or principal object is political.  E.g. anti pornography group is not a charitable organization, it is a political group. The following activities are political: Furthering interests of a particular political party, procuring changes to the laws of a country (foreign or domestic), procuring of a reversal of gov’t policy. 
· Can have some political motive and still be a charity s.149.1(6.1) [p1264].  p499 of Krishna defines what is considered political.  
· S.248(1) defines charities as an organization where (p496 of Krishna):

1. its purposes are charitable, and the purposes define the scope of the activities that it engages in; and 

2. It devotes all of its resources to these activities

· Pemsel test (p496 of Krishna):  Charity in a legal sense comprises of:

1. trusts for the relief of poverty, 

2. trusts for the advancement of education,

3. trusts for advancement of religion; OR

4. for other purposes beneficial to the community, but...

Not only must the organization comply with one of the above categories, the organization must also have a charitable purpose that is within “the spirit and intendment” of the preamble to the Charitable Uses Act 1601.

See SCC guidelines for charity test - p498 of Krishna.

3.2  Valuation Issues - p499 of Krishna.
· Generally, gifts are valued at their FMV at the time that the donor transfers the property to the donee.  E.g. trading value of shares on an open market

· FMV of an asset is the highest price that it might reasonably be expected to bring if sold by the owner in the normal method applicable o the asset in question, in the ordinary course of business in a market not exposed to any undue stresses, and composed of willing buyers and sellers dealing at arm’s length and under no compulsion to sell.

4 Intercorporate Dividend Deductions (ITA ss.112 and 113) - p707 of Krishna.
· S.112(2.4) prohibits the inter-corporate dividend deduction for dividends on collateralized preferred shares.  This is an anti avoidance rule: it applies only where preferred shares are structured so that they resemble secured debt with a guaranteed return and where the purpose of the transaction is to reduce the tax that would otherwise be payable on passive investment income such as interest income.
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